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ABSTRACT

A perception of declining EU competitiveness hatensified calls for structural reforms
within the EU. This paper examines recent evidemce changes in relative EU
competitiveness and considers the observed changetation to the evolving competitive
environment facing EU firms during the past twoabkes. Our analysis suggests that recent
declines in EU competitiveness reflect an adjustnfen lack thereof) within the EU in
response to an evolutionary “Third Step” in thegass of EU integration: global market
integration. We find that, starting from the mid908, the EU began to face unprecedented
increases in external sources of competition. Tisieg competition from external sources
has created pressures for EU firms to alter thejamizational and product market strategies
to meet the challenge of a globally integrating kear While many leading EU firms are
found to have responded to this challenge, EU firemain hampered by anachronistic EU
product and labor market regulations. The growialdgsdor structural reform therefore reflect
the increased external competitive pressure on ftdsfas they attempt to respond to

growing global competition and to thereby strengttiesir global competitiveness.

(JEL Classification: D21, F02, F23, L10, O40)
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EUROPEAN INTEGRATION: THE THIRD STEP

Many observers appear to agree that, over thedeaside, the European Union (EU)
has been losing competitiveness in the global emgndrhe perception of declining EU
competitiveness has in turn led to more urgensdall deep structural reforms of European
labor markets and meaningful progress toward catingl®ngoing product market reforrns.
In this paper we present recent data that supptirés perception of lagging EU
competitiveness and that identifies some of thesesuof the worsening situation at a
macroeconomic level. In addition to documenting ricent state of EU competitiveness, we
also consider aspects of the changing competithwer@ment facing EU firms, and their
strategic responses, in order to more broadly addiee question of what factors have arisen
during the past decade to make the recent callstfactural reform both more widespread
and seemingly more urgent.

Our analysis suggests that the recent evolutiorretdtive EU competitiveness
represents an adjustment (or lack thereof) to artiT&tep” in the process of EU integration,
namely, the process of integrating the EU intoglodal economy. Step 1 of EU integration
began in 1958 with the formation of the Europeasst@ms Union that reduced formal tariff
barriers between members and fostered an expaokiaternal EU trade. However, barriers
to the mobility of investment and labor within tii&8J remained. Step 2 of European
integration began with the implementation, in 198%,the Single European Act. Step 2
initiated removal of the remaining mobility barseto capital and labor flows as well as
various product market reforms intended to achithee full economic integration of EU
national markets. In Step 2, EU firms were freemhfrhaving to locate and operate in every
EU country market. This freedom led many leadingddlthpanies to revise their competitive
strategies and to undertake significant restruoguras they sought to compete in an
integrated EU market. The data we examine sudgasthe changes wrought during Step 2
were largely completed by around 1993.

Many of the Step 2 internal reforms that enablexidfeation of a single EU market
also opened a window to the world. These reformsipled with those dealing with the
multilateral rules governing international tradedanvestment that concluded in 1994 with
the creation of the World Trade Organization, led #rms to face increasingly strong
competitive pressures from sources external tcElestarting the mid-1990s. Whereas the
changes undertaken by EU firms during Step 2 wargeted to face the challenges of

competing in a newly integratedternal market, these changes where not necessarilyen lin



with the changes needed to face the challengesrmpeting an integrategiobal market. As
we will argue, the recent declines in EU competitiess, and the present challenges to the
EU, reflect the current efforts of EU firms to asljio growing global competition.

The external competitive pressures now facing BEihdicame a decade after US
firms faced similar global competitive pressureikeltheir US counterparts, EU firms have
been responding to the challenges of global cotipetby changing both their organization
and product market strategies. However, the ateioptEU firms to respond to the growing
external sources of competition has uncovered ac@asingly placed emphasis on the now
anachronistic inflexibility of European labor matkeremaining product market restrictions,
bureaucratic hindrances, and government policidsesé& liabilities were largely neutral
during Step 2, in that they affected EU firms moréess equally, as they sought to operate in
a singleinternal EU market. However, the growth in external souroE€ompetition has
meant that these liabilities are increasingly iitmg the ability of EU firms to effectively

compete in globally integrating market.

THE RECENT STATE OF EU COMPETITIVENESS

The European Commission operationally defines cdithgness to be “high and
rising standards of living for a nation with thewlest possible level of involuntary
unemployment, on a sustainable basis” (Europeann@ssion, 2003). Given this, the status
of EU competitiveness on a comparative basis ibgps best captured by the gap in Gross
Domestic Product (GDP) per capita, measured athpsing power parity, between the EU
and the United States. For 2002, EU GDP per camtaestimated to be 71% of US GDP per
capita, which translates into a gap of 29 percdnU8 GDP per capita. A basis for
understanding the reasons behind this competitseemmgap is offered in Figure 1, which
shows the contribution to this gap of the differeamponents that underlie the computation
of GDP per capita. In this figure, each successige indicates, in a sequential way, the
subtractions from the value of U.S. GDP per cathitd are required to arrive at the value of
EU GDP per capita in 2002. A negative componentefioee indicates the additional loss in
EU GDP per capita as a result of its poorer peréorce relative to the US on that
component.



Insert Figure 1 About Here

As indicated in Figure 1, the EU scores negatieglyall components except “working
age population.” While a high rate of EU unemployins often cited as an important aspect
of Europe’s problems, as a factor widening the epveen EU and US GDP per capita it
plays a much smaller role that might have been arge Instead, much more important is
the lower participation of eligible workers in tieorkforce. In 2002 the EU rate of labor
force participation was only 62% compared to 73%hiem US. Another important negative
for the EU is lower hourly labor productivity. Hower, the most important factor
contributing to lower EU GDP per capita is fewemutsoworked per worker. Recent data
show that average hours worked per person in thev&$J14% less than in the US (Timmer,
et. al. 2003).

According to Blanchard (2004), the downward trendhours worked reflects a
deliberate choice of Europeans for more leisureetiBut this choice need not indicate a
simple life-style preference for leisure over wohk.particular, the European Commission
(2003) regards institutional factors that constgzople’s choice of working time as an equal
if not more important factor behind the differendes hours worked: “Labour market
regulations that effectively restrict part-time Wpmorms on holidays and on standard
working week, and cultural factors that constraie participation of certain groups e.g.
married women, may all lead to a sub-optimal leswork pattern” (European Commission,
2003). Removing such restrictions would not onlyngie greater overall output but would
also reduce the social burden of unemployment g¢oetkttent that employment is increased
among the long-term unemployed. However, such garesion of employment may actually
reduce measured productivity if the new labor mapaaticipants have productivity lower
than the average productivity of current workerenee, while the negative contribution of
hours worked my fall, the negative contributionppbductivity per hour may increase, with
no net gain in EU GDP per capita. In this sense,gap between EU and US productivity

may be wider than indicated by the numbers.

Insert Figure 2 About Here




The gap in hours worked per person is part of gdoiterm negative trend in working
hours in the EU. In this context, FIGURE 2 shows GDP per hour worked relative to the
US GDP per hour worked, rather than GDP per capitar the period from 1980 to 2001.
Also shown are the trends in the two componentSP per hour: relative GDP per worker
and relative hours worked per worker. By definiti@DP per hour is the ratio of GDP per
worker and hours worked per worker. Hence, an as@ein GDP per worker or a fall in
hours worked per worker, other things constant,ld/oaise GDP per hour. In 1980, EU GDP
per hour worked was about 83% the US level of GEBPhwur. After rising steadily from
1980, EU GDP per hour reached a peak in 1995 ofita®9.5% of the US level and then
declined to about 93% of US GDP per hour in 2004 féx the two components, EU hours
worked per worker relative to that for the US deetl over the entire period, but in particular
during the period from 1987 to 1993. However, ati@95, relative hours worked per worker
declined only modestly while relative GDP per warkieclined appreciably, resulting in a
decline in EU relative to US GDP per hour. Henbe, rielative decline in EU GDP per hour
reflects primarily a relative decline in EU outyngr worker since the mid-1990.

To examine further the unfavorable movements in ledurrly labor productivity
relative to the US we can consider the behaviotheftwo components that underlie labor
productivity: the amount of capital (machinery, ldirgs, computers, etc.) that workers have
at their disposal and technological change (Togaitér Productivity). FIGURE 3 illustrates
the contribution of these two components to thewnan hourly labor productive for the EU
and the US over the periods 1990-95 and 1995-2DQfing the 1990-95 period EU hourly
labor productivity grew at almost twice the rateld8 productivity (2.42% versus 1.13% per
year). For both regions, the major contributoth® growth in hourly labor productivity was
an increase in capital per worker. However, durthg 1990-95 period, technological
progress was a relatively small component of tloevgr in US labor productivity but a much
larger contributor to the growth in EU labor protivity. We conjecture that the relatively
large contribution of general technological progresEU productivity growth in the 1990-95
period reflects the benefits of restructuring andgnare efficient allocation of resources
consequent to the internal integration of the EUkia If so, then we would expect this to be

a one-time effect rather than a sustainable safrbenefit.

Insert Figure 3 About Here




Over the 1995-2001 period the growth in EU produigtivas below that for the US
(1.39% versus 1.69%). Capital deepening remainedrtajor driver of productivity growth
in both regions. However, unlike the 1990-95 peritethnological progress contributed
much less to the growth in EU productivity in t#95-2001 period, consistent with our view
that the earlier contribution of this component \@asne-time benefit due to efficiency gains
arising from internal market restructuring. In aast, technological progress contributed
much more to the growth in US labor productivitytie 1995-2001 period. Unlike the one-
time benefit to the EU associated with internal keaintegration, the contribution of general
technological progress to US productivity growtfleets continuing innovation, partly due to
increased adoption of information and communicatitechnology (ICT). As indicated in
FIGURE 3, the contribution of ICT in US capital peorker spending was about 31% during
the 1990-95 period and almost 45% in the 1995-288Xlod. This contrasts with the much
lower contribution of ICT spending in the EU: 12P61990-2005 and 29% in 1995-2001.

Capital deepening contributes to increases in lgvoductivity but it also implies
potentially less demand for workers who must theeksalternative employment. But EU
product and labor markets have not been flexibleugh to absorb either the excess labor
flowing from EU manufacturing or the growing EU &albforce over the last three decades.
As the manufacturing sectors shed workers, whatneasled was stronger growth in output
and employment in services sectors. However, labarket restrictions in areas such as
wholesale and retail trade, and in constructionehalocked the absorption of workers into
services. As shown in FIGURE 4, the EU has laggedUsS, and even Japan, in creating
service sector employment and has therefore beahlaito gain the productivity benefits

that can come from an expanding services sector.

Insert Figure 4 About Here

Relatively lower investment spending on ICT, exbesstate controls and regulations
of product, labor, and service markets are, withitile debate, key reasons behind the less
favorable EU growth performance, particularly imséees (European Commission, 2003).
Especially in the commercial trade sectors, pradifgtgains through greater flexibility as
well as technological improvements are needed.c&neanalysis of productivity issues for
many industries and for many countries (Lewis, 2Gf»hcluded that European governments

have restrained income expansion by incorrectlyngugpolicies that distort and block



economic incentives in an attempt to achieve aomstiof social equity. The study argues
that Europe’s economic policies should instead $omu fostering maximal income gains by
reducing the web of excessive product and laborketarestrictions. By allowing for the
achievement of maximal income, matters of socialitgccan then be pursued using income
transfers, such as the earned income credit iV8erather than distortive product and labor
market restrictions.

While acknowledging that reforms appear needed, mdvwe the EU’s distortive labor
and product market practices now become frontlissues in the debate on EU
competitiveness? The answer is that the EU nowsfaceompetitive challenge far bigger

than the US, namely, the world economy.

GLOBALIZATION AND THE EU

The Rise of External Competition

Surprisingly, growing international competitionagelatively recent phenomenon for
the EU. In this respect, it is instructive to castrthe long-term trends in import competition
in the EU and the US as shown in FIGURE 5. Whike BU’s ratio of imports to GDP has
historically been larger than the US ratio, theumirgrowth in the EU ratio was, until the
mid-1990s, much smaller than the growth in the Bi8r Notable in FIGURE 5 is that both
the EU and the US experienced a sharp rise in itiiort to GDP ratio over the short period
from 1970 to 1974. However, from 1974 to 1994 theees virtuallyno growth in the EU
ratio (in fact a decline during the period 1989-@4lle the US ratio increased. Table 1 gives
rates of growth in the import to GDP ratio of thg Bnd the US over selected periods. Not
until 1995 did the EU ratio of imports to GDP beginrise at a rate commensurate with that
of the US. Hence, on this broad measure of impartpetition, only since the mid-1990s has
the EU felt growing pressure from imports at rdtesed by the US. This suggests the EU is
now undergoing a phase of increased internatiooaipetition like that faced by the US
starting in the 1980s.

Insert Table 1 and Figure 5 About Here

Additional evidence of the growing competitive e from external EU sources is
given in FIGURE 6 which shows the distribution d Emports frominternal sources (EU



countries) andxternal sources (non-EU countries) as a share of totalc&tsumption for
broad groupings of manufacturing industries based tleeir degree of technological
orientation’ High-technology industries have the highest fractiof imports in total
consumption: the import share rose from 52% in 1@069% in 1999. The source of these
imports was about equally split between internal &tdl external EU sources. In contrast,
internal sourcing is the larger source of impors fthe remaining three groupings of
industries. This seems at odds with the fact thatEU’s relative disadvantage would be
expected to be in the Low and Medium-low technolsggtors. Hence, that a relatively larger
fraction of imports in these sectors is still sadardnternally suggest barriers to external

imports in these sectors.

Insert Figure 6 & 7 About Here

FIGURE 7 shows the rate of increase in each sooiréeports for each technology
grouping. This indicates that while imports fronteimal EU sources are a larger fraction of
total EU imports, imports from external sourceswgfaster than internal EU sources in all
groupings except High-Technology (likely reflectirthe activities of high-technology
multinational firms within the EU). The growth ixternal sourcing was highest for Medium
High-Technology sectors indicating declining EU gmatitiveness in these sectors. Such a

decline is also evident in the Medium-low and Laetnology sectors.

Insert Figure 8 About Here

FIGURE 8 gives more detailed information on the twources of external
competition by showing the difference in the ratgmwth of external versus internal import
shares for the individual sectors within each tedbgy grouping. The key sector driving the
increased competition from internal EU sources lwe tHigh-Technology group was
Pharmaceuticals, reflecting consolidation and wvestiring in this sector to compete on an
EU-wide basis. Among the Medium-High Technology teex; significant increases in
competition from external sources appear in “Maehyir and “Motor Vehicles” sectors. The
trend toward greater external sourcing in “Motorhi¢ées” reflects increased worldwide
sourcing of components by this sector. Among thelita Low-Technology sectors, “Ships

and Boats” experienced a marked increase in cotigretfrom external sources and a
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significant decline in competition from internalusoes. Each of the other sectors in the
Medium Low-Technology group also experienced sigaiit increases in externally based
competition. Lastly, among Low-Technology sectamly “Food Beverages and Tobacco”
shows a higher increase in competition from intecompared to external sources.

Overall, the data indicate that, starting from ihie-1990s, competition from imports
has increasingly shifted from internal-EU to extdfBU sources. This shift reflects both a
loss of domestic market competitiveness and a psooé global restructuring in which EU
firms relocate production activities abroad to tee@xport platforms” that produce both

intermediate and final goods that are then impabo&ezk into the EU.

Insert Figure 9 About Here

FIGURE 9 offers further analysis of such shiftsdlowing EU net exports in broad
product groupings and with respect to seven regitrading partners in 2002. A positive
balance is indicative of a relative trade advantabde a negative balance is indicative of a
relative trade disadvantage. The commodity groigted in FIGURE 9are rank ordered on
the basis of EU net exports to all regions. Thiskinag of net exports indicates the product
groupings in which the EU has its largest relafdeantages (disadvantages). For example,
in 2002, the EU’s largest (net) trade advantage wa®Non-electrical machinery” and its
greatest disadvantage was in “Fuels.” For the praduct groups where the EU has its
largest advantages (“Non-electrical machinery” d@themicals”) its net exports to each
region are also positive. However, in “Automotivegucts” the EU is a net exporter with
respect to all regions except Asia. Such differeraraong the regional balances that make up
the overall balance for this product group is aésédent for other product groups. For
example, the EU’s overall disadvantage in “Officel d&elecoms equipment” is due mostly to
its large negative balance with Asia. The negabakances with Asia in sectors in which the
EU is otherwise a net exporter is indicative of #lths using Asia as an export platform for
serving both the EU and third country markets.

Insert Table 2 About Here
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For multinational firms, production and sourcing oftermediate goods from
countries outside their home market gives risentmaifirm trade. While statistics on intra-
firm trade for EU firms is sparse, one proxy foclsurade is the extent of intra-industry
trade. In this regard, Table 2 shows the fractibEd trade that is intra-industry trade. A
high share of intra-industry trade indicates twopweachange in similar products and reflects
both horizontal and vertical differentiation amoggods within a particular traded goods
classification” While intra-EU trade is mostly intra-industry tegche fraction of EU trade
that is intra-industry trade declined (slightly)tivirespect to intra-EU trade but increased
markedly with respect to other trading partnerdably a large increase in intra-industry
trade with “rest of world” countries. Since Asianuntries dominate this “rest of world”
group in terms of trade volumes, the indicated fsentra-industry trade likely reflects
increased out-sourcing of production to these amstas was suggested by FIGURE 9.
Viewed from the perspective of Asian countrieserdgdigures (Ng and Yeats, 2003) indicate
that the fraction of East Asian countries’ tradehwthe EU that is intra-industry trade rose
from 30.5 percent 1985 to 46.5 percent in 2001tdBecshowing the largest increases in
intra-industry trade include “Chemicals,” “Machiggrand “Transport.”

The EU pattern of trade both with itself and withnfEU countries indicates that a
rising portion of imports is sourced externally.ighmplies increased competition from other
countries as well as a shift in the operations@fraultinationals to locate production abroad.
The shift of production to non-EU based countried the rising share of imports from non-
EU countries reflect both factor cost advantagesoofie non-EU countries vis-a-vis the EU
as well as the globalization of industry. In areatpt to operate on a global scale, and in the
face of the growing international competition to Btdrkets, EU firms are being compelled
to offset location disadvantages of operating s market by shifting production abroad.
These disadvantages include restrictive and irflexiabor market practices as well as
regulatory and other restrictions that impede thigty of EU firms to maintain production in
the EU.

As mentioned when discussing the factors limitingrall growth of EU GDP per
capita, a declining share of goods production wittie EU should have been offset by
increasing output and employment in services. Hanethis shift is not been happening in
Europe to the extent needed. A similar picture ge®mwhen viewed from an international
trade perspective. In this regard, FIGURE 10 shthas the nominal value of EU exports of
commercial services both to itself (intra-EU) andfte rest of the world (extra-EU) has risen

over time. However, as shown in FIGURE 11, share of intra-EU exports of commercial
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services in total EU exports of commercial servicas been relatively constant: in 1991 the
share of intra-EU services was 55.4%, it rose peak of 59.8% in 1997 but then fell back to
its 1991 value of 55.4% percent in 2002. This negatrend in intra-EU exports of
commercial services is disheartening since ongdioeralization and integration of EU
markets should have shown evidence of a risingesbarsuch services in intra-EU cross-
border exchange. This further underscores the teepiickly implement reforms that can

energize the services sector.

Insert Figure 10 & 11 About Here

Cross-Border Investment, Mergers and Acquisitions

In addition to growing competition to EU firms froexternal sources in terms of
imports from non-EU countries, competition has alsme from foreign firms operating in
the EU market. Inflows of Foreign Direct Investm@rDI) to the EU are one measure of this
activity whereas EU outflows of FDI are a measurthe presence of EU based firms in non-
EU markets. Inflows of FDI indicate the actionsfoifeign firms to establish or extend their
presence in the receiving country, or to estabdishase in that country to serve a wider
regional market or even the global market (i.epoek platforms). FDI outflows indicate

similar actions by home firms to establish or egtéreir presence in foreign markets.

Insert Figure 12 About Here

FIGURE 12 shows the evolution of FDI inflows infeetEU as a percentage of EU
Gross Fixed Capital Formation. Also shown is thrgakithm of this EU ratio relative to world
FDI inflows as a percentage of world Gross Fixegit@h Formation; the slope of this line
indicates the growth in the EU ratio versus theaghoin the world ratio. If this line is flat it
indicates that the EU ratio of FDI to Gross Fixeap{fal Formation grew at the same rate as
the world ratio. As seen in FIGURE 12, the fractminEU gross investment coming from
firms outside the EU generally followed the ovegadittern of world FDI flows until 1987.
The period from 1987 to 1991 saw an appreciablesase reflecting the Step 2 period of

internal integration. By 1994, the FDI flows inteet EU returned to a normal level but then
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rose significantly between 1997 and 2806nly to fall after 2000. The movements in the
1987-91 period clearly reveal the restructuringhef Step 2 internal integration which also
saw an increased presence of non-EU firms. Thefnoge 1997 to 2000 may reflect actions
by foreign firms to increase their presence inEkkprior to adoption of the single currency.

A large fraction of measured FDI is merger and &itjon (M&A) activity. Such
activity is a mode for expanding into a foreign kedror for consolidation in an industry
undergoing rationalization. FIGURE 13 indicates titgnd in net M&A outflows (purchases
minus sales) with respect to EU firms as acquifpuschases) and as targets (sales) between
1987 and 2001. Since the FDI data on purchaseanuysales of, EU firms include intra-EU
M&A, FIGURE 13 also shows the share of intra-EU ss«dorder M&A activity as a

percentage of the total value of all purchasesbyb&sed firms.

Insert Figure 13 About Here

Looking first at the net outflow of M&A activity, IBGURE 13 shows that the net
outflow of M&A FDI declined between 1987 and 1992dicating that sales of EU based
firms rose relative to purchases by EU based fiffhss trend in net sales of EU based firms
was reversed in 1992 as EU firms increasingly becanguirers of other firms. Looking at
the fraction of M&A that was intra-EU, it is cle#trat the increase in net sales of EU firms
between 1987 and 1992 reflects Step 2 internal @damkegration. The movements in the net
outflow after 1992 indicates more a process of gllobstructuring as EU based firms expand
their presence into non-EU markets. In this contthd share of EU M&A activity directed
toward Developing Countries rose from about 20%1987 to about 50% in 1992 and
thereafter remained relatively constant (UNCTADQ@QOp. 114). The shift in the geographic
concentration of EU M&A activity toward non-EU cdues after 1992 was also found by
letto-Glllies, et. al. (1999) who analyzed simitiata on EU M&A activity, but only through
1997. Our results therefore update and confirnr firading that EU firms entered a period of
“globalizing” M&A activity after 1992, and in padular after 1995. This change in the
pattern of M&A activity reflects the need by EUrfis to respond to global competitors on a
global basis.

A similar picture of Step 2 versus Step 3 M&A aittiyand the implication of a more
global orientation of such activity, emerges wheovaments in internal EU M&A activity
are considered. As shown in FIGURE 13, the sharmtod-EU M&A rose from a starting

14



value of about 22% in 1987 to a peak of about 78%992 but then returned to about 32%
by 1996. These movements indicate that the intraME&IA activity reflecting Step 2

consolidations and restructurings was largely aated by the mid-1990s.

THE STRATEGIC RESPONSES OF EU FIRMS

For a long period the industrial policies of Eurgpeational governments aimed at
reinforcing the position of leading firms withinein country in an effort to respond to
growing global competition (Cox and Watson, 199B)e privileged position enjoyed by
“national champions” offered them substantial masippower within their markets, and
often resulted in many X-inefficient practices. iatal champions were therefore sheltered
from increases in both internal and external saioddoreign competition. Some recognition
that these inward looking policies were unsustdmalame during the Step 2 period of
internal market integration. However, as the EU e®into Step 3 - the globally integrated
market - these industrial policies are an anackrorthat restrains the ability of EU firms to
compete successfully in the global economy.

The reaction of US firms to the wake-up call ofresed foreign competition during
the 1980s was accompanied by protectionist reagtibnt for the most part US policy
permitted competitive forces to operate. The reswds a significant restructuring of US
industries to meet the new global competitive @rage; in some cases this meant the loss of
entire sectors (e.g. televisions). While not withpain, the needed internal adjustments were
facilitated by a flexible US labor market as wedl @oncerted efforts by US firms to create
and adopt innovations to offset factor cost disathges and to establish technology based
leadership advantages. Recent research (e.g., Ban@nVNiersema (2003)) indicates that
from the mid-1980s to the mid-1990s, a surge ofarhgompetition in the US market
pressured US firms then active in several linedudiness to reduce the scope of their
activities, partly to gain scale and partly to effthe higher costs of managing diverse multi-
business enterprises in an increasingly hostile ambulent market environment. By
consolidating and refocusing, US firms sought snatde competitive advantages by
concentrating on linking their business activitieserms of core resources and capabilities.
The experiences of US firms offer some guidancé&lb firms on the actions needed to
enhance their competitiveness in Step 3. The naelU firms to effect these changes makes
current calls for the EU to increase labor marKekibility, eliminate product market

regulations, and reduce burdensome administrativeedures even more pressing. Below we
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examine evidence on how leading EU firms have lmamging their strategy and structure
to meet the global competitive challenges of Step 3

To examine some of the changes in the internatistrategy and structure of EU
firms we compiled some descriptive statistics franunique database (Sleuwaegen, et. al.,
2003) covering the product and geographical scépeading EU firms in the manufacturing
sectors. The data are examined in four differeargy¢hat encompass the Step 2 and Step 3
periods of EU integration: 1987 (start of Step1993 (end of Step 2), 1997 (beginnings of
Step 3) and 2000 (present).

Insert Figure 14 About Here

FIGURE 14 indicates the evolution of the geograghand product market focus of
leading EU firms between 1987 and 2000. The trecidarly reveal that EU firms have
expanded their operations across a wider numberoohtries and that this geographical
widening of activities has been accompanied byeased product market focus: the average
number of countries in which leading EU firms opedagrew from about 3 to 6 and the
average number of business segments in which lgadu firms operated declined from
about 5 to 3 between 1987 and 2000. Notable iswimie the geographical widening of
activities grew at a constant rate over the emtneod, the rate of product market focus grew
most rapidly in the 1993-1997 period, reflectingraater pressure to refocus in response to
rising global competition. FIGURE 15 indicates thhe nature of this restructuring has
involved, for both leading and non-leading EU firnssgnificant divestiture of non-core

activities.

Insert Figure 15 About Here

The increased focus by leading EU firms reflecesrired to obtain efficiencies from
economies of scale while at the same time tryinghioimize the problems of coordinating
across multiple, and often unrelated, lines of less activity and a larger number of, often
less familiar, geographic markets. As noted presligusuch rationalization of activities was
the response taken by US firms when faced withesing international competition during
the 1980s and early 1990s. However, unlike US firtims initial restructuring by leading EU

firms was driven largely byhe internal opportunities and competitive pressures of Step 2
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internal market integration, not by the need tefanore broadly, global competition. In Step
3 the challenge is to instead respond to increagiolzal competition.

Global competition to EU firms has come from sosrexternal to the EU, in the
form of imports, as well from sources internal be tEU in the form of global competitors
operating within the EU market. FIGURE 16 shows tha average annual rate of growth in
the share of non-EU firms in total EU productiorsedn each successive sub-period, with
growth in the post-Step 2 periods 1993-97 and 1830 exceeding that in the Step 2 period
1987-93!

Insert Figure 16 About Here

The preceding indicates that increased competitiom foreign firms located both
outside and within the EU is pushing leading Eungr like US firms were pushed a decade
earlier, to focus on fewer activities and to expameir presence abroad. To examine how
these restructurings may have changed the conweetftosition of European firms we
examine two indexes of the relative advantage offased firms in a given industry. The
first index is the share of EU production held bgding EU firms relative to the production
share held by non-EU firms who occupy a top fiveipon in a given industry. This index of
revealed internal advantage (RIA) measures the extent of competitive dominahgeEU
firms in a given industry. Values of RIA above Hicate a relative dominance by EU firms.
Such dominance can be thought to reflect comparaaehnological or other firm-specific
advantages of EU firms compared to foreign riValdhe second index is the ratio of extra-
EU exports to EU imports in a given industry. Tmslex of revealed external advantage
(REA) captures the extent of a sector’s globalxemal advantage. Values of REA above
one indicate an external advantage.

Following Sleuwaegen, et. al. (1998), we can cadassify industries according to
their revealed internal and external advantagebtain insight into the nature of Efirm-
specific factors versus EWegion-specific factors in favoring or disfavoring the development
over time, of various industries within the EU. Sifieally, a sector having both an external
and internal advantage suggests that, for thabisetie EU is a favorable location and that
EU firms enjoy specific advantages relative to rth@vals. Conversely, having both an

external and internal disadvantage is indicativéhefEU being an unfavorable location and
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that EU firms lack firm-specific advantages. A seatvidencing an external advantage but
an internal disadvantage suggests the EU is a dblerocation but that EU firms lack
specific advantages in that sector. Finally, amsetttat evidences an external disadvantage
but an internal advantage suggests the EU is avardble location and that EU firms, since
they possess firm-specific advantages, are likehglocate their activities outside of the EU.

TABLE 3 shows the results of performing such a s#adbulation for both 1987 and
2000. Each column lists those industries thatifeatl one of the four “cells” that arise from
the cross-classification of the two indicatorshe indicated year. For example, “Aerospace”
evidences both an external advantage (REA > 1)andternal advantage (RIA > 1) in both
1987 and 2000. Conversely, “Computers” evidencesh ban external and internal
disadvantage (REA < 1 and RIA < 1) in both years.

Insert Table 3 About Here

Industries printed in boldface in TABLE 3 are new the indicated cell in 2000
whereas industries shown in italics are those witidhawve moved out of the indicated cell by
2000. Industries printed in boldface in 2000, bwrked with an asterisk, moved into the
indicated cell during 1987-92, the Step 2 periodhtérnal market integration (e.g. Leather).
Those industries printed in boldface in 2000, bat marked with an asterisk, instead
changed their position between 1992 and 1997. llifzinke number shown next to the name
of each industry in 2000 is the percentage of fotatluction by EU firms that occurs outside
the EU. For example, in 2000, 42% of the productdriAlcohol” by EU firms took place
outside the EU.

Examination of TABLE 3 indicates that nineteen eexithanged their position (cell)
between 1987 and 2000. Of these nineteen sectasloee changed their position during
the Step 2 period from 1987 to 1992. Hence, mosthefchanges evident in TABLE 3
occurred during Step 3, consistent with our thenfiethe@ growing impact of global
competition since the mid-1990s. Of the nineteeotoss that changed position, eight
evidenced an internal and external advantage if7,1198ee evidenced an external advantage
but an internal disadvantage in 1987, and seveteaged an external disadvantage but an
internal advantage in 1987.

Of the three sectors evidencing an external adganbat an internal disadvantage in

1987, two gained also an internal advantage by 28@Q€icultural Machinery and Measuring
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Instruments) and one (Confectionaries) moved toingawoth an external and internal
disadvantage. Evidently, EU firms in the two segttirat gained an internal advantage were
able to leverage technological or other firm-specifdvantages. However, note that these
two sectors are also characterized by high shardésreign production, suggesting that a
global spreading of production and possibly alsnaarower product focus permitted EU
firms to more effectively compete against foreigrals in these sectors.

Of the eight sectors that evidenced both an inteand external advantage in 1987,
five maintained an internal advantage but lost siereal advantage (Batteries, Footwear,
Furniture, Insulated Wires and ICT (Information a@dmmunications Technology)). This
shift suggests that, for these sectors, the EUrbecaless favorable location and that many
firms now prefer to produce outside the EU (i.xpaet platforms), as evidenced by the
relatively high share of foreign production in eamhthese sectors. The remaining three
sectors (Metal Products, Soft Drinks and Grain iNlj) maintained an external advantage but
lost an internal advantage, suggesting that thes®rs experienced increased competition
from, and possibly takeover by, foreign multinaatm In this regard, data from UNCTAD
(2003) indicates that M&A in the “Food, Beveragel drobacco” sector accounted for almost
60% of worldwide M&A activity in manufacturing sees in the period 1995-2001 but only
8% during the period 1987-1994. The share of theet&fland Metal Products” sector in
worldwide M&A was 3.1% in the 1987-1994 period duB% in the 1995-2001 period,
indicating that consolidations in this sector tqd&ce mainly in Step 2.

Finally, of the seven industries that evidence@@ernal disadvantage but an internal
advantage in 1987, three (Paper and Pulp, LeaBugiar) maintained their internal advantage
and also gained an external advantage, three hest internal advantage but gained an
external advantage (Oils and Fats, Pasta, Tobaeoa)),two lost their internal advantage
(Animal Feed, Clocks and Watches). The diverseepatbf shifts among these sectors
reflects that EU firms in some of these sectors fnaye been previously sheltered from
external (global) competitive forces or, if initiaternal advantages were based on innovative
capacity then EU firms failed to sustain this cagyam the face of growing international
competition in the post-1992 period. In additioonsideration of the sectors that gained an
external advantage but lost an internal advantaggests a shakeout that involved the exit of
EU firms as well as takeovers by foreign multinadits. Consistent with this view is the fact
reported above that “Food, Beverage and Tobacchittwincludes the “Sugar,” “Oils and
Fats,” “Pasta,” and “Tobacco” sectors considerecke haccounted for 60% of worldwide
M&A activity in manufacturing over the period 192801. For “Leather,” the UNCTAD
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(2003) data indicate that the share of “Textileptfihg, and Leather” in worldwide M&A
activity was 3.4% in the 1987-1994 period but 0.8%4he 1995-2001 period, indicating
consolidations mostly during Step 2. This is camesiswith the fact that “Leather” moved its
position within Step 2. For the “Pulp and Paperétse the UNCTAD (2003) data indicate
that the share of “Wood and Wood Products” in weitte M&A activity in manufacturing
was 4.9% in the 1987-1994 period and 0.1% in tf8518001 period.

SUMMARY

This paper has argued that the process of EU etiegrover the past 50 years can be
characterized in terms of three steps: trade iatemy, internal market integration, and global
market integration. The data suggest that the Bered Step 3 — global market integration —
around 1993; a time which then also marks the drntieoStep 2 period of internal market
integration that began in 1987. Our analysis ingEathat the changed competitive
environment engendered by Step 2, and the growoigabcompetition evident in Step 3, has
pressured leading EU firms to change importantly structure of their operations. During
Step 2, leading EU firms shifted their focus towamte activities and generally divested
themselves of activities in which they no longecued a leading position in an industry.
Together with concentrating their resources in éodeistries, leading EU firms also spread
their production activities European-wide. Differdrom the dynamic processes that arose
during the customs union integration of Step 1, nelggeater intra-EU trade was the primary
outcome, the internal market integration of Stdpdfirms to increasingly regard the EU as
one single market, and to therefore behave asna tfiat operates in one single market.
During Step 2, the competitiveness of firms witkive EU was no longer based solely on
country specific factors, but also on the abiltyadptimally spread and link activities across
EU member states.

As EU firms now evolve through Step 3 the strategaelopted to respond to an
emerging single EU market, in which restrictive Elbor and product market policies were
largely internal constraints that affected all EU based firms mardess equally, are now
being altered to respond to global competitors anstbered by such policies. In Step 3, the
internal political solutions previously used todrate competitive challenges from other EU
countries are no longer viable as EU firms face bleachmark of global competition.

Adherence to the multilateral principles of the WTi@e stronger thrust of EU competition
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policy, and the continuing dismantling of statesaggle forcing EU countries (and their firms)
to face the realities of operating in the globairesmy.

The evidence presented here indicates that maxyntp&U firms have rationalized
their activities and moved beyond their traditiohame country base to establish production
and related activities in locations that allow themcompete on a global scale. While such
changes reflect the necessity to adapt and redjpocttanging global competitive conditions,
for many EU firms these movements are also beimgedrby their inability to reap the
benefits of flexible labor and product markets &lde to competitors in other countries.

Whereas the internal market integration of Ste@2 i many respects be called a
success, in that it helped prepare many EU firnngHe competitive pressures of Step 3, a
remaining labyrinth of protective measures and Halarket practices continue to place
considerable burdens on EU firms as they attemptdet the global competitive challenges
of Step 3. Higher costs due to restrictive laborrkega practices, weak entrepreneurial
incentives, and a throttled services sector ar@itiig EU firms as they attempt to fully

meet the challenges of a globally integrated market
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FIGURE 1

Contributions to gap in EU versus US GDP per capita
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Source: derived from Groningen Growth and Develapn@enter (2004) database.
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FIGURE 2

Trends in EU relative to US GDP per hour worked, 180-2001
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FIGURE 3
Growth in EU and US hourly labor productivity, 1990-2001

3 '
1990 - 1995 1995 - 2001
EU us EU us
2.5 7 T
2 1 /
o
ICT
W
1.5 1+ - /
H - 8 | - 1CcT — ICT
IcT '
0.5 H - - : || ||
Hourly  Capital per Total Factor Hourly  Capital per Total Factor Hourly  Capital per Total Factor Hourly  Capital per Total Factor
Labor Worker  Productivity Labor Worker  Productivity Labor Worker  Productivity Labor Worker  Productivity
Productivity Productivity Productivity Productivity

Source: derived from Timmer, Ypma and van Ark (2003



Employment growth in services

280

260

240

220

200

180

160

140

120

100 -

80

FIGURE 4

= EU X‘/r‘
A USA XH/(‘
X Japan
I F1T 1T 1T T 171 L [ [ [ T
1960 1965 1970 1975 1980 1985 1990 1995

Source: derived from OECD (2001)

27



FIGURE 5

Imports as a percent of GDP for the EU and US, 197@974 and 1989-2000
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FIGURE 6 — Shares of external, internal and totalmports in EU consumption by technology related seot, 1991 and 1999.
Note: Figures in parenthesis are the fraction gfarts coming from outside the EU (external imports)
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FIGURE 8
Difference in growth rate of external versus interl imports as a share of total EU consumption, majosectors, 1991-99
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FIGURE 9
Distribution of EU trade balances by select regiomnd industry, 2002 (sorted by descending net trad® world)
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FIGURE 10

Value of intra-EU and extra-EU exports of commercidservices, 1991-2001
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FIGURE 11
Intra-EU and extra-EU shares of total EU exports ofcommercial services, 1992-2001
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FIGURE 12
EU inflows of foreign direct investment as a percetrof gross fixed capital formation, 1970-2002

45

40 -
=®—EU Inflows

K] T S —————————M-e—_"-
== Ratio of EU to World Inflows

Percent of Gross Fixed Capital Formation

0 T T T T T T T T T T T T

1970 1975 1980 1985 1990 1995 2000

Source: derived from UNCTAD (2003)

10

0.1

Ratio of EU to World (log scale)

35



FIGURE 13 — Net outflow of EU M&A investment and irtra-EU cross-border M&A as percent of total EU M&A, 1987-2001
Note: Net outflow is purchases by EU based firmsusisales of EU based firms
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FIGURE 14

Trends in geographic and product segment diversifation of leading EU firms, 1987-2000
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FIGURE 16

Average annual growth rate in foreign firm share oftotal EU production, 1987-2000
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TABLE 1

Growth in EU and US ratio of imports to GDP over sécted sub-periods

Average Annual Rate of
Time Period Growth
EU us
1970-74 6.9% 12.3%
1974-89 0.1% 1.5%
1989-94 -0.9% 1.4%
1994-2000 4.9% 5.3%

Source: derived from OECD (2001)



TABLE 2

Grubel-Lloyd index of intra-industry trade for the EU

1980 1985 1990 1995 1996 1997
Intra-EU 0.981 0.981 0.980 0.956 0.95¢ 0.949
CEEC(5) 0.487 0.571 0.554 0.589 0.598 0.621
other OECD 0.696 0.679 0.733 0.75y 0.763 0.7y2
Rest of world| 0.280 0.331 0.441 0.523 0.52( 0.53b

Note: CEEC(5) includes Hungary, Poland, Romania, thee®Republic and Slovakia. "Other OECD" includes
Australia, Canada, Iceland, Japan, Korea, Mexico, Kealand, Norway, Switzerland, Turkey and the Uhite
States. The "Rest of the world" mainly consists of @girg countries and transitional economies othemn tha
the CEEC(5).

Source: Jansen (2000, Table 2)

41



TABLE 3 — Cross-classification of EU industries basd on revealed external (REA) and internal (RIA) canparative advantages, 1987

and 2000
External Advantage (REA > 1) External Disadvantage (REA < 1)
Internal Advantage (RIA > 1) Internal Disadvantage (RIA < 1) Internal Advantage(RIA > 1) Internal Disadvantage (RIA < 1)

1987 2000 1987 2000 1987 2000 1987 2000

Aerospace Aerospace Agricultural machinery | Grain milling (20) Clothing Clothing (04) Computers Computers (0)

Alcohol Alcohol (42) Confectionaries Metal products (23) | Fish Fish (26) Other foods Other foods (56)

Beer Beer (31) Measuring instruments Oils & fats (43) Fruit & vegetables Fruit & vegetables (31)

Bread & biscuits Bread & biscuits (30) Pasta (19) Man-made fibers Man-made fibers (35) Animal feed (34)

Cars Cars (39) Soft drinks (50) Motorcycles Motorcycles (0) Clocks & watches (51)

Cement Cement (60) Tobacco (30) Non-ferrous metals | Non-ferrous metals (22) Confectionaries (44)

Ceramics Ceramics (34) Optical instruments | Optical instruments (46)

Chemicals Chemicals (54) Wood boards Wood boards (11)

Clay Clay (45) Wood sawing Wood sawing (08)

Concrete Concrete (47) Wood manufactures | Wood manufactures (45)

Dairy Dairy (22)

Domestic appliances Domestic appliances (32) Animal feed

Electrical machinery Electrical machinery (37) Clocks & watches

General machinery General machinery (28) Leather

Glass Glass (37) Oils & fats

Lighting Lighting (55) Paper & pulp

Machine tools Machine tools (23) Pasta

Meat Meat (12) Sugar

Medical instruments Medical instruments (51) Tobacco Batteries (38)

Motor vehicle parts Motor vehicle parts (21) Footwear (33)

Paint & ink Paint & ink (50) *Furniture (05)

Paper products Paper products (07) ICT (47)

Pharmaceuticals Pharmaceuticals (54) Insulated wires (46)

Plastics Plastics (29)

Railway Railway (39)

Rubber Rubber (49)

Shipbuilding Shipbuilding

Soaps & toiletries Soaps & toiletries (54)

Steel Steel (11)

Steel casting & forging | Steel casting & forging (20)

Steel tubes Steel tubes (09)

Textiles Textiles (43)

Batteries

Footwear

Furniture *Agricultural machinery (43)

Grain milling *Leather (30)

ICT Measuring instruments (41)

Insulated wires Paper & pulp (14)

Metal products Sugar (41)

Soft drinks
% of production 79% 69% 2% 7% 13% 17% 6% 6%
(% of industries) (63%) (59%) (5%) (10%) (29%) (24%) (3%) (8%)

Note: For 2000, the numbers in parentheses neketaame of each industry is the percentage ofystamh conducted outside the EU
Source: derived from De Voldere et. al. (2004)
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' For example, see International Monetary Fund (2p04

" These groupings are based on a ranking of ingssadcording to their R&D intensity (OECD, 2003).

' Horizontal differentiation reflects mainly differevarieties of a product (e.g., French versusaltalvine) while vertical differentiation reflects
mainly different quality levels of the same prod(e&g., Italian fashion shirt versus a standard)shi

Y The spike in 2000 is mostly reflects Vodaphonakebver of Mannesmen.

¥ The production share of non-EU firms was 0.14987Land 0.20 in 2000.

Y A high value of RIA may also indicate protectiamaother institutional barriers to entry, or it maflect that an industry is “local” in that the
costs of trade or investment are too high relativehe value of the product for foreign firms tmg@uce within the EU. For such sectors, one

would expect an internal advantage to be assocwtbcan external disadvantage.
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