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Labor Productivity in France:
Is the Slowdown of its Growth Inevitable or are
there Levers to fight it?

By Catherine Bruneau™ & Pierre-Luis Girard*

Labour productivity in most advanced countries has slowed in successive stages
since the 1970°s and, after the 2008 crisis, it has reached its lowest level since
World War II. Here we analyze the trend evolution of the aggregate labor
productivity per hour worked in France, over the last four decades, with two
main questions. 1) Is the slowdown of labor productivity growth a process
which began far before the Great Recession and should it continue with just
temporary yet persistent effects of the 2008 crisis and 2) are there levers to
reverse the current trend? We proceed in two steps. First, the trend (log)
productivity is described as a deterministic piecewise linear function of time,
involving so-called structural breaks, and, second, without breaks, as a linear
function of fundamentals derived from an augmented growth model including
Human capital. We propose a thorough econometric investigation with multiple
robustness analyses involving sector-specific analyses. The structural specifica-
tion we retain is able to explain the evolution of labor productivity over the last
four decades. The accumulation of human capital has been the main driver of
productivity growth over the period of interest while France is close to the
technological frontier.

Keywords: labor productivity, trend component, structural breaks, long run
target, augmented growth model with human capital

Introduction and Literature Review

"Finally, and most ambitiously, as a society, we should explore ways to raise
productivity growth. Stronger productivity growth would tend to raise the average
level of interest rates (...) But more importantly, stronger productivity growth
would enhance Americans’ living standards. (...) Many possibilities in this arena
are worth considering, including improving our educational system and investing
more in worker training; promoting capital investment and research spending, both
private and public; and looking for ways to reduce regulatory burdens while
protecting important economic, financial, and social goals.” - Janet Yellen, speech
made on 8/26/2016.

Changes in labor productivity are one of the most watched international
statistics. First, considering labor productivity, measured as GDP or gross value
added per hour worked, is important as its evolution determines the growth path of
other aggregate variables of interest. Its growth is decisive in determining the

“Professor, University Paris | Panthéon-Sorbonne and Scientific Adviser, France Stratégie, France.
*Scientific Adviser, France Stratégie, France.
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average growth in worker’s compensations (Feldstein 2008, Biesebroeck 2015,
Cahuc et al. 2014). Moreover, productivity growth historically contributed to
explain the increase in average standards of living (Koen et al. 2004, Ivanic and
Marin 2018) particularly in terms of consumption and savings (Fournier and
Koske 2010).

More specifically, it is broadly accepted that the slowdown of labor
productivity growth is one important explanation for the sluggish growth in GDP
experienced by advanced economies in recent years. In the context of the Great
Recession, the average productivity growth rate reached its lowest level in most
advanced economies since World War Il. Indeed, the average growth of
productivity measured by hours worked dropped from 2% to less than 1% per
year, from the 1990’s to the 2010’s, in France, Germany, the United Kingdom and
the United States (see Figure 1).

Figure 1. Evolution of Aggregate Labor Productivity per Hour Worked (GDP per
Hour Worked, in US Dollars, Constant Prices and PPPs) in the Main Developed
Countries Labor Productivity is measured as
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One often attributes the slowdown of productivity growth observed over the
past decades in mature economies to the 2008-2009 crisis. The slowdown could
be seen as a persistent yet temporary effect of the financial crisis, and, more
precisely as the result of a resource misallocation and/or a fall in demand.
Conversely, following the Hansen's thesis developed during the Great Depression
in the 1930s, Summers (2014) or Baldwin and Teulings (2014) emphasize
persistent weaknesses in demand or excess savings, jointly with structural
imbalances (notably zero-lower bound interest rates and ageing population), to
explain the productivity slowdown.

Yet, in some countries, productivity growth slowed before the Great Recession
and did not yet returned to the growth rates of the 1990s and early 2000s (Cette et
al. 2017). Some authors, such as Robert Gordon (Gordon 2012, 2013, 2014, 2015),
argue that the low productivity growth measured in all major countries since the
beginning of the 21% century could be a sustainable phenomenon, due to the
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inability of current technological innovations to generate productivity gains
comparable to those observed after the previous technological revolutions. In
response, some economists argue that developed countries are experiencing a mere
temporary slowdown in technological progress: a widespread digitalization of the
economy, with the development of Al and robotics, will be a leading driver of
both economic growth and radical changes in labour demand in the near future
when technology enters "deployment phase” (Van Ark et al. 2016).

Besides these discussions on technological progress that are often concomitant
with periods of economic slowdown and transition between two industrial
revolutions (Mokyr et al. 2015), some authors highlight national specificities,
changes in labor market and globalization as factors leading to productivity
slowdown. Globalization has accelerated the tertiarization process of the developed
economies via the outsourcing of manufacturing productions. Moreover,
globalization increases productivity dispersion among firms: frontier firms can
increase their market shares and their capacity to adopt innovations whereas
market openness may be detrimental to laggard firms (Andrews et al. 2016).

A question therefore arises from these discussions: can we ascertain whether
the impact of the 2008 crisis on productivity is structural and thus lasting or,
despite persistent effects, it only contributes to cyclical fluctuations and the
structural breaks is prior to 2008?

To answer this question, we propose a robust econometric analysis of the
trend behavior of the labor productivity. We focus on the French case, note only to
decide whether the effect of the 2008 crisis on the labor productivity is temporary
or lasting, but also to identify levers that could allow to reverse the current trend of
labor productivity. Nowadays, France experiences one of the highest labor
productivity level, close to the one measured in the United States, after
experimenting a slowdown in its labor productivity growth since the late 1990,
like other OECD economies.

We use aggregate data over the last four decades to determine fundamentals
of the trend labor productivity. Beyond mere academic interest, investigating the
sources of the slowdown of labor productivity growth is important for public as
well as for private sectors of the economy. Indeed, without understanding the
forces which cause productivity slowdown, firms cannot have realistic expectations
about future growth. What’s more, it will be difficult for policy makers to design
proper policy tools to enhance productivity growth.

The econometric analysis we propose provides us with robust results. We
organize it in two steps.

First, we adopt a deterministic characterization of the trend component of the
labor productivity and, more precisely, as a linear time trend with a few breaks in
the level and in the slope. We obtain a decreasing step function specification
which other authors already adopted in the literature (Bergeaud et al. 2015, Cette
et al. 2017). However, contrary to previous analyses, the dates of the breaks are
identified in order to isolate the cyclical component, obtained as a stationary series
after removing the piecewise linear trend from the observed labor productivity.

11



Vol. 7,No. 1 Bruneau & Girard: Labor Productivity in France...

Second, we aim at finding observable factors which can explain the trend
component of labor productivity with the usual linear time-trend accounting for
technology progress but without breaks. In short, we look for explanatory factors
that can replace the structural breaks. Thus, as Arnold et al. (2007) and Thévenon
et al. (2012), we refer to an economic model — more precisely the Solow growth
model augmented with human capital — to find a coherent set of relevant
explanatory factors whose combination allows to define a long run target labor
productivity. This target is expected to exert an error-correcting mechanism which
contributes to the evolution of the productivity growth.

We find that human capital captured through education is the main
determinant beside propensity to invest in physical productive capital, or
workforce population growth. This result is robust to changes in the measure of
education level.

First, our paper contributes to the literature studying the identification and the
nature of breaks (i.e., cyclical or structural) in the evolution of productivity, either
labor or total factor productivity. Most of articles on this issue use the Bai-Perron
test (1998) to identify them. This test, for which changes in equilibrium
productivity growth occur at specific dates, aims at identifying jointly the optimal
number of breaks and their dates. We can mention the analyses by Bosquet and
Fouquin (2008) Bergeaud et al. (2015) and Cette et al. (2017) which cover
respectively the periods 1960-2008, 1890-2012 and 1976-2016 and focus
respectively on the main developed countries, developed and emerging countries
and France. Note that Benati (2007) compares the Bai-Perron test with Stock and
Watson (1996, 1998) methodology which allows variable coefficients, from which
a progressive change in growth regime can be tested.

We adopt the Bai-Perron test to analyze the hourly labor productivity adjusted
or not by the capacity utilization rate (CUR) in manufacturing industry at an
aggregate level but also at a sectoral level to better explain the origin of breaks
identified for the global economy. Three over different estimation periods are
considered for robustness checks'.

Second, we contribute to the literature on the macroeconomic impact of
human capital on productivity growth. These studies are mainly based on the
papers by Mankiw et al. (1992), and Lucas (1988), which, broadly speaking, focus
on the analysis of the determinants of convergence processes towards the
technological frontier. The first paper refers to the Solow growth model and
includes a stock of human capital, which accumulates like physical capital, with
decreasing returns to scale and transitional effects of productive investment on
economic growth. The second paper considers human capital as a labor
augmenting input in order to have perfect substitute between these two terms, with
constant returns to scale and persistent effect of investment.

Early empirical estimates, mainly referring to Mankiw et al. (1992) model,
like the ones obtained by Bernanke and Gurkaynak (2001), Canarella and Pollard
(2003), find no evidence of such permanent effects of investment. This is the same

The lack of robustness of the breaks we estimate with the Bai-Perron test is often highlighted: the
specification of the period affects the identification of structural breaks.

12
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for studies which use expansions of this model, for instance, Bajo-Rubio (2000)
who developed a generalized model with n inputs and Daniels and Kakar (2017)
who considered a CES production function instead of the Cobb-Douglas one. Yet,
the augmented Solow growth model may be criticized because of the difficulty to
appreciate the propensity to invest in human capital, which is usually measured by
education-related variables only.

Arnold et al. (2007) and Thévenon et al. (2012) specify an alternative model
which directly involves the stock of human capital, still restricted to education,
instead of the propensity to invest in this type of capital. They also substitute a
panel data approach to the usual cross-country approach. Their econometric
strategy aims at estimating an error-correction model in which the productivity
growth depends on error correction mechanism towards a steady state target,
characterized from relevant long-term determinants. Their specification also has
the advantage of being broad enough to allow to test both approaches by Mankiw
et al. (1992) and Lucas (1988). They thus highlight a strong speed of convergence
to the steady state, which is consistent with the Uzawa-Lucas model, instead of the
augmented Solow growth model. Note also the work by Botev et al. (2019) who
propose a new measure of human capital based on years of schooling with time-
varying and country-specific returns. If they find a significant positive link
between human capital and productivity for OECD countries, their estimates are
statistically different from a one-to-one relationship assumed by the Uzawa-Lucas
model.

Our contribution to this literature consists in estimating an augmented growth
model with human capital in the lines of Arnold et al. (2007) by focusing on
France over the last four decades. The use of error correction models aims at
estimating successively 1) a two-step model (Phillips and Hansen, 1990) so to
analyze the structural model augmented with the structural breaks we have
identified before, 2) a univariate error correction model to confirm the results
obtained with the first approach, and 3) a vector error correction model (Johansen
1995) to account for possible endogeneity issues. We also use two definitions of
the stock of human capital and examine several estimation periods for robustness
checks.

The paper is organized as follows. Next section presents the methodology,
including the empirical models and the theoretical references. Afterwards, we
precisely describe data, in particular, the variable of human capital, because we
depart from the most usual specification adopted in the literature. Then follow the
results and right after we discuss the robustness of our findings and finally we
conclude.

Methodology
The aim is to propose a specification of the trend labor productivity and to

examine how to estimate it. In the following section, we focus on the labour
productivity per hour worked.

13
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Iprod; = InVA;—LnH, = va; — h;

InVA; and LnH; are the Napierian logarithm of the real gross value added

and the number of hours worked by both employees and independent workers
respectively.

As announced in introduction, we propose two specifications. The first one is
a deterministic one, for which trend productivity is characterized as a piecewise
linear function of time. The shifts in the slope of the function at some specific
dates account for what is called "structural” breaks.

The second characterization is more structural; it is obtained by linearly
combining observable explanatory factors and a linear trend without breaks, which
is usually justified to account for the technical progress.

Both specifications are complementary for the questions we address. By using
the estimation results obtained for the deterministic specification, we can decide
whether the 2008 crisis is associated with a structural break or not. On the other
hand, the second specification allows us to identify possible determinants that may
explain the slowdown in the labor productivity growth.

We adopt the same principles to identify the trend productivity for both
specifications. As announced in introduction, the productivity, when adjusted for
its trend component, must be stationary, i.e., without unit root, and therefore
purely cyclical. Moreover, the trend productivity has to play the role of a long run
target which constantly exerts an error mechanism in the short run fluctuations.

Specification of the Trend Productivity as a Piecewise Linear Time Trend

It is usually admitted that the technical progress contributes to the trend labor
productivity. Generally, a linear function of time is used to capture the
technological progress. When we consider such a linear time trend to characterize
the trend of the log-productivity, we have to admit that the equilibrium labor
productivity growth rate is constant over time.

However, when observing the time evolution of the French labor productivity
(in logarithm) over the last four decades, we notice that it has an increasing trend
but its growth rate displays a clear slowdown (Figure 2). This slowdown can be
measured after the 2008 financial crisis but it was already significant at the
beginning of the 2000’s. The same type of evolution can be observed for other
European countries and for the US.

So, we conclude that a specification with only linear time trend is not adapted
to capture the trend component of our productivity series. A simple way to modify
this linear time trend involves adding changes in the level and/or the slope at some
dates which have to be in limited number. Thus, the productivity growth rate is
rather piecewise constant and the trend labor productivity is a decreasing step
function. This characterization has already been adopted, notably by Jimeno et al.
(2006), Bergeaud et al. (2015) or Cette et al. (2017). Except in Jimeno et al.
(2006), who develop a multivariate analysis, all of these analyses use the Bai and
Perron test to identify structural breaks in labor productivity.
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Figure 2. Evolution of Aggregate Labor Productivity per Hour Worked (Value
Added per Hour Worked, in Euro, Constant Prices) in France with Structural
Breaks
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Source: INSEE.

According to a terminology that has been broadly used since the contributions
of Perron (1990, 1994) to analyze the interplay between structural change and unit
root, we interpret these rare changes of the trend component as structural breaks in
the (log) productivity.

Thus, the aim is to identify the number of the breaks and the dates of these
breaks.

The logarithm of the productivity is decomposed into a long run component
Iprod{" and a cyclical part according to:

lprod; = IprodT(+p = CUR,) + Z; (1)

with CUR; the capacity utilization rate and Z; the error-correcting variable, which
contributes to the short-run fluctuation besides U; according to:

Alprod; =y * Z;_1+U;

CUR;, Z; and U; have no unit root contrary to Iprod}”.

The capacity utilization rate is supposed to capture cyclical fluctuations and to
allow a better identification of Iprod{T according to Lequien and Montaut (2014)

and Cette et al. (2017).
Moreover, the trend (log)productivity lpred{’ is specified as a deterministic

piecewise linear function of time:

m m
Iprodf = a ‘I‘Z a:k]lt:_,tk ‘l‘ﬁt ‘I‘Z 6;{]]3_4& * T
k=0 k=0
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where 1., is a dummy variable which is equal to 1 if date ¢ is posterior to the

break date t; and to O otherwise.

We aim at finding the smallest set of break dates, K, which allows to make the
series (Z;); stationary (i.e. without unit root). To do so, we refer to the Bai et

Perron test (1998); the set of breaks K and the break dates t,,k = 1,...,K are
determined by calculating the OLS estimates of the «; and §; parameters for all
K-partitions and by choosing the partition which minimizes the sum of the
corresponding squared residuals Z;. An important point is thus that the test
procedure rules out the possibility to have unit roots in the errors Z;, which is

precisely a main requirement we have imposed a priori.
To check that this property is verified, we perform an ADF unit root test on
the series 0 Z (residual of the linear regression corresponding to equation (1). The

critical thresholds are then obtained by simulation because the standard thresholds
given by MacKinnon (2010) are relevant only in the absence of breaks.
We then consider the equation of the growth rate of productivity:

m p—1
Alprod; = by + Z bilias, + v * Ze 1t @;Alprod; ; + u;
k=1 j=1
with not serially correlated residuals u; and p the optimal number of lags that we
determine with the usual information criteria. We check that the coefficient ¥ of
Z;_4 is significantly negative, which proves the existence of an error-correcting

mechanism, according to the two-step cointegration analysis proposed by Engle
and Granger (1987). All parameters are estimated with the two-steps Fully
Modified OLS (FMOLS) method introduced by Phillips and Hansen (1990).
Finally, we make sure that the break dates can be interpreted from a
retrospective review of the main structural changes which may have influenced the
evolution of hourly labor productivity (notably changes in technology or in public

policy).
Structural Approach: Trend Productivity and its Fundamentals

Then, we aim at finding observable factors X;,i = 1, ..., I, which explains the

trend productivity and remove all structural breaks entering the first specification,
according to equation (2), which replaces equation (1):

I
lprod; = a + bt(+m = CUR;) + Z 6: Xie + Zy (2)

i=1
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In that case, the trend (log)productivity Iprod|” is stochastic and specified as
a linear combination of relevant determinants X;¢, in the lines of Arnold et al.

(2007) and Thévenon et al. (2012) for example. These determinants must be
persistent, that is they must have a unit root like the log-productivity. More
precisely, they must share common (stochastic) trends with productivity, which is
equivalent to say that productivity and determinants are cointegrated (Wickens
1996).

Thus, as before, Z;, which represents the cyclical component, is expected to

have no unit root and to enter the so-called short-term equation of the productivity
growth according to an error-correction mechanism:

ﬂfpi"odt = b{] +:V * ‘:'?t—l

p-1 1 p-1
+ Z mll.jﬂfpr'?dt—j ‘I‘ZZ ‘iﬂli.jﬂX:'.t—j + U (3)
j=1 i=1j=1

If the series Z; has no unit root with y significantly negative, the X;:-factors

are defined as fundamental determinants of labor productivity. In this case, there is
no need to refer to ad hoc critical thresholds obtained by simulation to check the
stationary behavior of the Z-series. Indeed, as there are no breaks, we can directly
use the standard critical thresholds (MacKinnon 2010).

Hence, our set of factors explains a structural break if 1) the introduction of
factors allows to remove breaks whose coefficients become not significant and 2)
the model has all the relevant features: stationary long-term residual, significant
error-correction term and not serially i.i.d. short-term residual ., whether we

estimate the model with or without the non-significant break.

For the estimation of the parameters, we proceed in the same way as for the
first specification; that is with a two-step FMOLS estimation procedure. First, we
estimate the long-term equation with the labor productivity in level depending on
factors and potential breaks according to equation (2). We then verify that the
series of residuals, Z;, is stationary by computing the usual stationarity ADF tests

which we compare with critical thresholds obtained by simulation’. We then
estimate the short-term equation (equation (3)) to confirm the existence of an
error-correction mechanism and we verify that the error terms ., are not serially

correlated. We proceed as long as structural breaks remain in the specification.
Once all structural breaks are "explained”, we use the Bai and Perron test to check
whether residual breaks remain.

Let us mention that we have performed different robustness analyses. In
particular, we have examined how results about the structural breaks are affected
by the estimation period. To do that we have considered different periods which
start respectively in 1949, 1960, 1976 and 1980. The results are not modified.

“Because the introduction of breaks makes the asymptotic distribution of the ADF statistics not
standard.
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Concerning the structural model, we have used two additional estimation
procedures to confirm the results obtained with the two-step procedure proposed
by Phillips and Hansen (1990). First, in the lines of Banerjee et al. (1997), the long
run parameters &; are estimated alongside the remaining ¢4, ;, ¢4;; and y in a

single step using nonlinear least squares (NLS).

Second, to exclude any endogeneity issue, a multivariate approach is adopted
to estimate the dynamics of the system composed of the log-labor productivity
Iprod; and its fundamentals X;;. We use the Johansen (1988) and Johansen and

Juselius (1990) procedure with the test of information criteria and the rank
cointegration test. We then estimate a Vector Error Correcting model (VECM).

Note that we have also identified the breaks at a sectoral level, notably to
improve the interpretation of the structural breaks identified for the global
economy. Finally, we have examined how the breaks can be removed, or not,
depending on the choice of the structural fundamentals in particular, depending on
the variable retained to capture the human capital.

As announced in introduction, we have to justify the set of these fundamentals
from a theoretical point of view. Thus, we refer to the generic augmented growth
model with human capital, by Arnold et al. (2007), which allows to study
convergence process to steady state, and whose principles and main predictions
are presented in next section.

The Augmented Growth Model with Human Capital

We consider the human capital-augmented Solow growth model first
presented by Mankiw et al. (1992) to analyze labor productivity in the long run.
Following Arnold et al. (2007), this model provides a framework in which output
per worker can be expressed as a function of the propensities to invest in
productive physical capital, the stock of human capital, the working age
population growth rate, the level of technological progress, captured by the
average growth rate of the total factor productivity, and the constant depreciation
rate of capital. Moreover, this approach allows to study output per worker in as
well as out a steady state: the change in output per worker depends on a
convergence components, technological progress and other determinants measured
in level that may shift the steady-state output per worker in long-run. We also
describe how changes in these determinants may influence output per worker in
the short-term. Studying productivity by hours worked also involves augmenting
the model with the total amount of hours worked by workers, which has decreased
over time. Yet, the decline in working time observed at the macroeconomic level
in most developed countries is linked to several trends whose effects are difficult
to disentangle through econometrics (Beffy and Fourcade 2004), like:

1) Development of part-time jobs and greater flexibility in the labor market.
Generally following policies which aimed at reducing unemployment; for
example, targeted tax cuts on low skilled workers to lower their relative
cost with respect to capital and skilled workers.
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2) Technical progress which allows to optimize the production process and
the use of inputs thanks to productivity gains, either by reducing the
number of hours worked per head or by reallocating it for other activities.
The impact mainly depends on the exposure of company to competition
and the degree of rigidity within the production unit and in the markets for
goods, services and labor.

3) Development of new information and communication technologies from
the 1980s to 1990s which might also have induced a decline in working
time and (low) productivity gains observed in the manufacturing sector in
some developed countries.

4) Finally, the reduction in working time may results from political decisions
to reduce unemployment (e.g., the 35-hour workweek law in France).
These policies aim at redistributing the total stock of hours worked and
increasing job creation. Indirectly, they can have an impact on the
restructuring of production process within companies: they can either
optimize the use of their workforce or adopt new productive and/or
managerial practices (Crépon et al. 2004).

Following Mankiw et al. (1992) and Beffy and Fourcade (2004), we consider
a standard Cobb-Douglas function augmented with a stock of human capital and
hours worked per worker

Y(t) = KOQ@F (AR L(t)) % F

where K(t)and Q(t) stand for productive physical capital and human capital
respectively, L(t) is the total amount of labor, A(t) the level of technology, h the
number of hours worked by workers. @ and f are the partial elasticities of output

with respect to physical and human capital. These coefficients also represent the
share of each input in value added. The parameter p measures the potential impact
of a change in hours worked on labor productivity. Depending on the inputs’
substitutability, a decrease in hours worked may boost hours productivity as well
as slow down productivity per employee.

Both types of capital can be accumulated according to:

K(t) = sg(0)Y(t) — 6K(t)
Q) = so(0)Y (1) —6Q(1)
where s and s, stands for the propensity to invest in productive physical and

human capitals and & for the rate of depreciation of capital, supposed to be the

same for the two types of capital. Having different depreciation rates would not
change the general results.

We assume there are two exogenous sources of growth, technological
progress and working age population, which is equal to the total amount of labor.
Both of them evolve according to:

19



Vol. 7,No. 1 Bruneau & Girard: Labor Productivity in France...

A(t) = ga(DA[®)
L(t) = g, (OL(2)

where g4 (t) and g (t) stand for the corresponding growth rates.

By dividing the variables Y(t), K(t)and Q(t) by A(¢)L(t), we obtain new
variables (in small letters) entering a stationary model from which we can deduce
the expression of labor product|V|ty per hour worked:

Inprod(t) = fn(A (t{])) + Z Ay leay, +94(t —tg) + Z byltoy, (t — to)

1—a—

)ln(h(t)) + ln(SK(t))

—|—1 ﬁjaln (sq(t)) —1= aln@A(t) + 0. () +6)

)

See Appendix 1 for the details of the derivation.

Data

We mainly use INSEE database, but also other specific databases for some
variables of interest. The data are measured at quarterly levels, in national currency
for monetary variables, and according to domestic concepts for employment
variables. We consider the period 1976-2018 to analyze the productivity which
allows us 1) to use the full dataset on capacity utilization rate for the identification
of structural breaks, 2) to analyze productivity over four decades and 3) to avoid
the high volatility in the data prior to the oil shock.

We focus on Labor productivity in logarithm, i.e. the difference between the
logarithms of the gross value added and of the number of hours worked. The gross
valued added is better adapted to sectoral analyses, although we may face
misallocation issues when we analyze specific sectors and activities. Following
OECD, we choose to refer the total amount of hours worked as the unit of labor
input measure, which is more precise than productivity per employee. This way,
we are able to capture the impact of changes in hours worked and to account for
self-employment or part-time employment.

We first focus on the aggregate economy which we split between non-farm
business sector on the one side and farm activity and public administrations on the
other side. Analyzing the non-farm business sector that aggregates the B to N and
R to T activities according to the ISIC rev. 4 allows to emphasize its role as the
main driver of economic fluctuations. Considering the public administrations
enables to have an exhaustive overview of aggregate economy, although the way
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of measuring productivity in this specific sector is controversial. Finally, we break
down non-farm business sector into three different sectors, manufacturing
industries (the C activity in ISIC rev. 4), business services (which aggregate the G
to N and R to T activities) and construction (the F activity). This split aims at
comparing productivity dynamics in different sectors and better capturing the
nature of the structural breaks we identify in the aggregate economy and non-farm
business sector.

Gross value added is measured in Laspeyres chain-linked volume with 2014
as reference year. Chain-linked index reflects the changes within the structure of
the domestic economy as well as the mutual relations between prices and
quantities produced. Yet, the main weakness of this method is the loss of additive
consistency, i.e., the total is no longer equal to the sum of its parts apart from the
reference period and the next one. Thus, for sector analysis, we use a specific
method proposed by Eyraud (2007). For all details, see Bruneau and Girard (2020).

We define the average number of hours worked per worker as the ratio
between the total number of hours worked in a quarter and the total number of
workers. Considering both employees and self-employed people from domestic
concept allows us to have the real contribution of workforce to the production.
Likewise we question the precision of valued added measurement, the number of
workers and hours worked may be misallocated too, because of part-time
employment and overtime working hours.

Investment propensity is defined as the non-dwelling gross fixed capital
formation to value added ratio. It measures the acquisition of immaterial and
material fixed assets less the disposals. We do not account for the households'
investments, i.e., the subsection "Dwelling™ in national accounts database, to focus
on productive investment from business sector and general government. As for
value added, we also use the method of Eyraud (2007) to avoid miscalculating
business investment whose components are measured in chain-linked volume
prices.

Concerning human capital, it is approximated by education variables, either
the share of 25-64 years-old people with a given level of education in workforce
or their average total years of schooling.

We use two different databases, by Barro and Lee (2013) and Goujon et al.
(2016) with the double benefit of using harmonized data for many countries over
long-term periods. Both of them provide five-year data from 1950 to 2010 and
from 1950 to 2020 respectively. To estimate the missing values for the Barro-Lee
dataset over the period 2010-2018, we use the method by Lee-Lee, (2016) which
involves estimating a logistic model from which the missing value can be
extrapolated. Therefore, we consider two sets of variables, the average years of
schooling of adults, and the share of adults with at least secondary schooling. See
appendix 2 for the derivation of these variables. Moreover, the data are interpolated
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to have quarterly® series although it may generate potential autocorrelation issues.
It gives an approximation of what the data would have been at quarterly level,
while assuming, as very long-term variables, their short-term variations are very
small or null. However, we face correlation issues between trend and education
trend variable(s), which may bias the coefficient estimates (Thévenon et al. 2012).

The population growth rate is measured over the working age population, that
is the 15-64-year-old population, and we interpolate the intra-annual missing
values, from which we can either compute the quarter-to-quarter growth rate or the
growth rate compared to the same quarter of the previous year. Following Mankiw
et al. (1992) and other studies of growth model, we assume constant depreciation
and technical progress rates* we compute from data over France, from INSEE and
AMECO.

As announced before, to better identify the trend productivity, we use the
capacity utilization rate in manufacturing industry, measured over 1976-2018.
Cette et al. (2017) also use this variable to adjust the deterministic relation in order
to identify the effective structural breaks. Although the measure is restricted to the
industry which accounts for less than 10% of gross value added in France, this
activity is still the main engine of the rest of economy growth. We also use an
alternative measure of capacity utilization rate in the business sector, over the
period 1980-2016, calculated from the European commission's methodology, to
test the robustness of our results.

Results

First, we present and discuss the results on the identification of the structural
breaks when the trend labor productivity is characterized as a piecewise linear
function. Then we turn to the structural analysis including the fundamentals
derived from the augmented growth model with human capital. Here, we focus on
total economy. Finally, we present and comment the results of some robustness
analyses.

Identification of the Structural Breaks in Aggregated Labor Productivity

As explained before, the period we retain is 1976Q1-2018Q4. First, we check
that the logarithm of the labor productivity has a unit root, for the total economy as
well as for the sectors which will be considered later. We find that none of the
series is stationary, i.e., they have all a unit root.

2564, o
3We interpolate the data with the following formula (;STtit;:.
human capital variable (either years of schooling or educational attainment j over the adult
population, at the year a.

*We could have considered varying depreciation and technical progress growth rates as we did for
population growth rate. Yet, not using a constant value for technical progress growth might have

biased the estimation of the linear trend coefficient due to simultaneity issue.

1
— 1)z3, where g*°7%(j,a) is our
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Then we implement the Bai-Perron test to identify the structural breaks, dates
and magnitude, for the total economy. These dates are given in Table 1. We find at
most four structural breaks, one in each of the four decades. As expected, the
number of breaks and the corresponding dates depend on whether capacity
utilization is included or not.

Table 1. Results of the Bai-Perron Test for the Global Labor Productivity per Hour
over the Period 1976-2018

Deterministic
Trend

CUR-adjusted

productivity 1986Q3 1993Q3 2004Q3

Observed

productivity 1986Q3 1993Q1 2002Q2 2008Q2

Source: France Stratégie.

The first break is found in 1986, the second break in 1993 and the third one in
2002, without CUR, and 2004, when we include the CUR. A break in 2008 only
appears when productivity is not adjusted with the capacity utilization rate in
manufacturing industry. This result tends to indicate that the effect of the 2008
crisis rather contributes to cyclical fluctuations of the productivity. In other words,
the economic crisis in 2008 did not cause a structural break in equilibrium labor
productivity, but it might have amplified a previous structural break.

Table 2 gives the estimations. All parameters are significant at 1% except the
break in level in 2008. There is a significant error correction term in the short-term
equations and 40% to 50% of the variance of the productivity growth rate is thus
predicted. Yet, without CUR, the residual displays some heteroskedasticity. Figure
2 give the aggregate labor productivity in level and in growth with the breaks we
identify with the capacity utilization rate. Figure 2b gives the effective growth rate
compared to the same quarter of the previous year, the average growth rate
between two structural breaks and the trend growth rate obtained with a Hodrick-
Prescott filter.

To explain the break in the 1980s, Cette et al. (2017) emphasize the impact of
the two oil shocks that occurred in the 1970’s. The important variations in the
price of oil would have brought out structural imbalances in developed countries
and the underlying inflation of the 1960’s accelerated in the 1970’s and the 1980’s
due to overinvestments, inflationist structure of the financial system and the wage
growth. Moreover, at the beginning of the 1980’s (in 1983 in France with the so-
called "Tournant de la rigueur™), the fight against inflation became a priority in
most of developed countries. In France, the government explicitly removed the
wage indexation to inflation in 1982. More generally, governments in developed
countries aimed at removing the relation between inflation and wage increases,
and promoted flexibility and targeted the relative cost of low-skilled jobs vis-a-vis
high-skilled jobs through targeted social tax cuts (Bergeaud et al. 2016).
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Table 2. Estimation Results for the Deterministic Long-Term Productivity Equation

Breaks identified with the CUR Breaks identified for the
included ohserved productivity
Intercent 3.083*** 3.083***
P 0.005 0.004
Time-trend 0.0083*** 0.0083***
0.0002 0.0002
0.071*** 0.061***
Break86 0.020 0.018
0.073*** 0.088***
Breaka3 0.026 0.024
0.225%**
Break02 0.002
0.366***
Break04 0.024
0.071
Break08 0.044
-0.0022*** -0.0019***
*
Break86™t 0.0004 0.0003
-0.0013*** -0.0015***
*
Breakd3™t 0.0004 0.0004
-0.0020***
*
Break02*t 0.0004
-0.0032***
*
Break04*t 0.0002
-0.0007**
x
Break08*t 0.0004
ADF statistics -5.965 -6.528
Lagged Error-correcting -0.327*** -0.436***
term 0.044 0.059
Adjusted R? 0.403 0.497
Jarque-Bera test: P- 0.106 0.030
value
Heteroskedasticity BPG 0.969 0.907
test P-value
Number of observations 172 172

Source: Authors Calculations. FMOLS Estimation; Break02 is a dummy variable which is equal to 0
until last quarter of 2001 (included) and 1 otherwise. The associated coefficient measures the change
in the level at first quarter of 2002 (2002Q1). The coefficient of Break02*t measures the change in
the slope at the same date. *, ** and *** indicate significant coefficients at 10%, 5% and 1% risk
levels respectively. The error-correcting term is the lagged Z variable It is associated with a negative
and significant coefficient, which confirms the existence of an error correcting mechanism toward the
long run target. ADF statistics indicates the value of the Unit Root test statistics. The coefficient
associated to each break in the slope indicates the magnitude of the decrease of the productivity
growth rate from the corresponding date until the end of the observation period. Accordingly, one can
calculate the average growth rate between two successive dates of break t;and t;,; is the sum of the
coefficients associated with all changes in the slope until date t; included. The BPG test (resp. Jaque-
Bera) is the Breusch Pagan Geoffrey test for heteroskedasticity (resp. for normality) applied to the
short run residuals.

Concerning the break in the 1990s, it is well documented in the literature. The
employment policy, as structural policy, may have caused the slowdown of
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productivity in this period, as claimed by Beffy and Fourcade (2004,) who identify
a break in 1992 when they analyze the labor productivity in the French non-farm
business sector over the period 1978-2003. Cette et al. (2017) identify a break
either in 1995 or 1996 depending on whether the series of productivity is adjusted
or not. Finally, the relatively slow spread of information and communication
technologies (vis-a-vis the United States mainly) may have contributed to the
weak productivity growths. In particular, economists noticed a gap between the
productivity growth rate in the United States and the one in the other developed
countries. Economic literature highlights the role of market rigidities and lower
educational level as main determinants (Cette and Lopez 2012).

Concerning the break in the 2000’s, it is identified in 2002 by Cette et al
(2017) who focus on the capacity utilization-adjusted productivity and in 2000 by
Bergeaud et al. (2016) who consider productivity without adjustment but over a far
longer period (1890-2012). It corresponds to the most important decrease in the
labor productivity growth over the period 1976-2018. If economists still highlight
the role of employment policy as its effects may last over decades, other
economists point out the more global impact of innovation. According to some of
them (Gordon 2012, 2013, 2014, 2015), the third industrial revolutions already
ended and did not cause a wave of productivity growth as important as the second
revolution did. On the contrary, other economists emphasize a resources
misallocation issue among sectors which slows down the reallocation process or
the real industrial revolution is about to happen with the deployment of new
technologies, like Artificial Intelligence for instance (Van Ark et al., 2016).

The second step of our analysis involves estimating a structural model based
on an augmented growth model with human capital to substitute determinants to
the structural breaks. We start with the previous specification including the CUR
in manufacturing industry.

Estimation of the Structural Model for the Global Economy

To estimate the augmented growth model, we have investigated different
measures of human capital, notably the average total years of schooling and the
share of adults with at least secondary education. The former measure rather
captures the stock of human capital while the latter emphasizes the qualitative
evolution of education output. However, we only present the results obtained with
the share of adults with at least secondary education as a measure of human
capital, using the database by Barro and Lee (2013). Indeed, this specification
allows to remove all structural breaks and, accordingly, to adopt a multivariate
estimation method in addition to the single-equation analyses, which the
specification with the years of schooling does not allow to do. The results obtained
with the other specifications of Human capital using this database, and the one by
Goujon et al. (2016), are available upon request.

The period is 1976-2018. The estimation results are reported in Table 3. As
we are able to specify a stationary model without structural breaks, we can
estimate the VECM to avoid any endogeneity issue. If the break in 1993 finally
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remains significant at 5%, the specification of the model without this specific
break has meanwhile the desired properties (stationarity of the long-term residual,
significant coefficients with expected signs in the long-run equations, and
significant error-correction mechanism).

Table 3. Different Estimation of the Structural Form of the Trend (log)

Productivity
Hourly labor (log-) FMOLS in two Univariate error
- . VECM
productivity steps correcting model
-0.843*** -0.988*** -0.859***
In(h,)
0.074 0.105 0.111
In(sy .. 0.039* 0.048 0.116***
0.021 0.013 0.028
1 0.397*** 0.363*** 0.382***
n(q,)
0.019 0.039 0.027
In(n, + g*°¢ + &) -0.029 -0.071 -0.077**
0.021 0.015 0.033
Intercent 8.755*** 9.560*** 8.887
P 0433 0.948
Time trend 0.0007*** 0.0005*** 0.0003**
6.82E-05 6.50E-05 0.0001
Error correcting -0.283*** -0.362*** -0.205***
variable Zy; 0.090 0.098 0.046
ADF statistics -5.539
5%-Critical threshold -4.817
Adjusted R? 0.353 0.362 0.487
Jarque-Bera test: P- 0515 0.874
value
Heteroskedasticity
BPG test P-value 0.587 0.176
Number of 172 172 172
observations

Source: Authors Calculations.

For the estimation of the error-correcting equation in a single stage, the long-term coefficients have
been divided by the estimated value of the coefficient of the error correcting variable, in order to be
compared with the estimated values obtained with the other estimation methods.

*, ** gt *** désigne respectivement une significativité a 10%, 5% et 1%.

ADF: ADF Unit Root test statistics. 5% critical threshold comes from Mac-Kinnon tables (2010).
The error-correcting term is the lagged Z variable It is associated with a negative and significant
coefficient, which confirms the existence of an error correcting mechanism toward the long run
target.

The adjusted R? is related to the short-term equation. We do not indicate the adjusted R? for the
long-term equation which is artificially close to 1 while the Durbin-Watson test is significantly
different from 2.

The BPG test is the Breusch Pagan Godfrey test for heteroskedasticity in the residual of the short-
term equation, for which we give the T =R? statistic and its p-value. If we only refer to the BPG
test, we also considered the ARCH LM test and the White test.
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It is worth emphasizing that the results obtained with the different estimation
methods are very similar: the two single-equation approaches, either in two steps
with FMOLS, in the lines of Phillips and Hansen (1990) or in one step according
to the non-linear estimation proposed by Banerjee et al. (1997) provide results
which are very close to the ones obtained with the multivariate approach of
Johansen (1990). Therefore, we can be confident in the results; in particular we
can exclude any endogeneity issue. When focusing on the results obtained when
estimating the VECM, the rank test indicates one cointegration relationship. The
estimates of the long run parameters are consistent with what is expected from the
Solow growth model. In particular, we have symmetry in our results for the
parameters of propensity to invest and workforce population growth rate.

The estimated elasticity of productivity to the propensity to invest in
productive physical capital is significantly positive and in the low range of
estimates found in the literature. On the contrary, the estimated elasticity of
productivity to hours worked per worker is significantly negative and falls into the
high range of estimates found in the literature. This result is consistent with the
growth model previously derived without the coefficient p in the equation 3. This

indicates that any change in working hours is offset by changes in the hourly labor
productivity in the long-term.”

When we refer to the results obtained in the literature for the OECD countries,
whose economies are heterogeneous, yet comparable to France we can conclude
that our results are similar to the ones obtained in the literature, in terms of
significance and magnitude.

Finally, we assess the contribution of the different determinants to the annual
growth rate of the labor productivity and we examine how these contributions
evolve over time. The contributions are derived from the long run equation by
differentiating the theoretical equation as follows:

lprod; — Iprod;_, he —he—y Skt — Skit-4
Ry + 6,
lprod;_, hi_s Skt-4
16, G — Qt—a n EL;gL't —GLt-4 +4eg, + As
qi—g Jrt—4

The 6 - parameters take the values which are estimated with the two-step
FMOLS procedure. The results are summarized in Figure 3.

*Note that Beffy and Fourcade, (2004) augment a CES production function with a strictly positive
compensation factor which is supposed to vary between 0 and 1, so that part of the working hours
can be redistributed in the form of job creation. Such redistribution mechanism can therefore reduce
the equilibrium aggregate productivity growth over the medium term.
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Figure 3. Decomposition of the Annual Growth Rate of the Labor Productivity for
the Whole Economy (1976-2018)
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Source: Authors Calculations.

The growth rate of the labor productivity is decomposed into the contributions
of the different determinants, with no remaining structural break. The stock of
Human Capital is calculated from the data base of Barro and Lee (2013). The
histogram indicated the part of the growth rate which is not explained by the
model. A positive residual means that the productivity has increased more than its
determinants.

We find a persistent effect of human capital on productivity growth until the
beginning of the 2000s from which its contribution starts to decline. Neither the
propensity to invest in physical productive capital nor workforce population
growth rate has a persistent impact, which is consistent with the studies of Jones
(1995). The residual is well cyclical, with a larger contribution during the 2008
crisis that the model does not capture totally. From the 2000s, a larger part of the
productivity growth rate remains unexplained, due to the decrease in the
contributions of human capital and hours worked. Hence, other factors may have
contributed to the evolution of labor productivity.

Discussion about the Robustness of the Results

As announced before, we consider several estimation periods. In addition to
the one used to get the estimations presented before, the period 1949-2018 allows
us to account for the evolution of the French economy on all the available data on
labor productivity. The period 1970-2018 includes the first oil shock, without the
period of economic catching-up following the Second World War. Finally, the
period 1980-2016 allows to emphasize the analysis after the period of high
volatility that characterizes the decades prior to the 1980's, and to use another

28



Athens Journal of Business & Economics January 2021

measure of capacity utilization rate which is related to the business sector and
computed according to European commission's methodology. The results presented
in Table 4 are very similar to the first ones.

Table 4. Identification of the Structural Breaks for Different Estimation Periods
and with/without CUR Adjustment

Periods Identified breaks

1949Q1-2018Q4 1969Q2 1981Q4 1992Q3 200294
1970Q1-2018Q4 1975Q1 1986Q4 1991Q3 2002Q1 | 2008Q4
1976Q1-2018Q4 1986Q3 1993Q1 2002Q1 | 2008Q2
1976Q1-2018Q4 for

the CUR-adjusted 1986Q3 1993Q3 2004Q3

productivity

1980Q1-2016Q4 1986Q3 1996Q2 2002Q2 | 2008Q4
1980Q1-2016Q4 for

the CUR-adjusted 1986Q3 1996Q1 2002Q2

productivity

1980Q1-2016Q4 for

the CUR-adjusted 1987Q1 1995Q2 2002Q2 | 2009Q3°
productivity

Source: Authors Calculations.

Then, we turn to sectoral analyses of break identification following the same
procedure as before. Here we just comment the results obtained without detailing
the estimation results, which are available upon request. Beyond robustness
analyses, this comparison allows us to improve the interpretation of the breaks that
have been identified at the aggregate level.

For the non-farm business sector and public administration with farm
activities, a first break is identified in the 1980s. The one identified for the non-
farm business sector is shared with total economy, which means a business origin.
The break of the early 1990s and 2000s are shared by the two sectors considered
(i.e., non-farm business sector and public administrations), as well as by the total
economy. A break at the time of the 2008 crisis is identified only on the observed
productivity for the two sectors. When we check for potential effects of cyclical
components with the CUR in manufacturing industry, no significant structural
break is identified for the public administration after the 1990’s, while a break is
identified before the crisis for the non-farm business sector in 2007.

The slowdown in productivity growth in the first decade of the 2000s was
most pronounced in the non-farm business sectors than in the public administration
whose productivity growth remains unchanged. In the non-farm business sector, it
could be due to an increase in low-skilled and more precarious jobs which directly
slows down aggregate productivity growth. On the other side, the development of
high-skilled employment may affect the cyclicality of labor productivity: a firm is
more likely to maintain this type of employment despite a slowdown in activity, as
suggested by Askenazy and Erhel (2018).

®The break is not significant at 10%.
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In all cases, all of our estimation procedures identify a significant convergence
parameter with a negative sign. This result is consistent with the hypothesis of an
error-correction mechanism that guarantees a convergence to a long-term
equilibrium. The speed of convergence is higher for the non-farm business sector,
whose estimated coefficient is close to the one we estimate for the total economy,
than for public administrations.

It is worth noting that the non-farm business sector gets the same
characteristics as the total economy, with the only difference being that a fourth
break is identified just before the 2008 crisis. Only the analysis over the period
1949-2018 does not conclude that there was a break on that date. Indeed, we do
observe a significant variation in labor productivity growth at this period, due to
the joint evolution of manufacturing industries and business services.

Concerning the sectors of Manufacturing industries, business services and
construction, the breaks are distributed in the same way as for total economy and
for non-farm business sector. There is at most a break for each decade of the
1980s, 1990s and 2000s and a potential break after the 2008 crisis. Note that the
sector of construction should be considered carefully. Indeed, the evolution of the
productivity is indicated by a curve which shows a very marked concavity, which
is not observed in the other sectors of the analysis.’

Several points can be made about estimated breaks for the sectoral activities.
The structural breaks identified in the 1980s are common to manufacturing
industries and business services. The break in the first part of the 1990s came from
the business services as well as construction activities, while it did not concern
manufacturing industries. Beffy and Fourcade (2004) already highlight these
findings. The structural break identified in the early 2000s is shared by
manufacturing and business services, with a stronger break for the former (whose
growth rate yet remains higher than all other sectors or activities we have
considered). Finally, it is noted that no slope break is identified after the 2008
crisis when we control for potential cyclical component in the observed labor
productivity by adding the CUR in the deterministic specification for all sectors
we analyze. Only the construction activity experienced an additional but positive
break in 2012.

In the same way as before, we analyze labor productivity over other periods
lengths and with another characterization of the CUR to test the robustness of
structural breaks we identify over the period 1976-2018. The results are available
upon request. The structural break of the late 1980s is the most robust and is
shared by all sectors and activities, suggesting a global shock. For the
manufacturing sector, the Bai-Perron test identifies a break in the early 2000s
and/or before 2008, suggesting an origin other than the financial crisis. Similarly,
the business services activities experienced a break before the last crisis, either the
analysis is done over the period 1949-2018 or we control for the potential cyclical
components in labor productivity with the CUR in manufacturing industry.

"In this case, there is not a decline in productivity gains — i.e., the growth rate of labor productivity -
in the early 1990s, but a decline in the level of productivity.
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For the second step of our study, we perform other robustness analyses
concerning the estimation of the structural model. In particular, we estimate the
growth model augmented with human capital for the total economy over different
period lengths (1976-1999, 1976-2004, 1976-2007 and 1960-2018). We also
consider alternative measures to approximate the stock of human capital, keeping
the other variables unchanged. We still focus on the share of adults with at least
secondary education we measure with the database by Goujon et al. (2016).

Hence, all specifications and estimations provide us with very similar results:
they explain the structural breaks, display the relevant features and are robust to
the different econometrical approaches. Accordingly, we can claim that the results
we obtain and present above are very robust.

Conclusion

Considering that the labor productivity growth has reached its lowest level in
most advanced economies since World War 1l, we investigate its evolution in
France over the last four decades with two main questions. Is the slowdown of
labor productivity growth a lasting process which has begun far before the Great
Recession and the financial crisis in 2008? Or, on the contrary, is the last decrease
observed after this crisis just cyclical and, in this case, are there levers to reverse
the current trend?

To answer these questions, we proceed in two steps. First, we confirm
stepwise slowdown of the trend (hourly) labor productivity growth. We identify
what we call structural breaks, one per decade, which we interpret in the light of
historical observations. Concerning the 2008 crisis, we find that its impact has
rather induced a lasting but transitory demand shock, which may still have
amplified the last structural break observed in the 2000s. This result is confirmed
at a sectoral level, whatever the sectors may be considered.

Then we explain this slowdown from fundamentals we derive from an
augmented growth model including Human capital, in addition to the propensity to
invest in productive physical capital, the average number of hours worked per
worker, the growth rate of the workforce population and a usual linear time trend.
By introducing these determinants, we remove all structural breaks, keeping just a
linear time trend to account for the technical progress, as it is usual in the
literature. For both characterizations, two essential properties of the dynamics have
been verified. First, the labor productivity, once corrected for its trend component,
displays only cyclical (stationary) fluctuations and, second, the trend component
acts as a long run target which permanently exerts an error correcting mechanism
on the evolution of the productivity growth.

On the structural characterization, it is worth emphasizing that the augmented
growth model proves to be very efficient to explain the trend labor productivity in
France over the period of study, in particular when Human capital is captured by
the share of adults with at least secondary educational level. We find a
significantly positive elasticity of the trend productivity to the propensity to invest
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in productive physical capital, with a value in the low range of what is found in the
literature. Therefore, propensity to invest in productive physical capital has a
temporary effect on labor productivity, which is consistent with the augmented
Solow approach. Yet, the high magnitude of the error-correction parameter is more
consistent with endogenous growth model a la Uzawa-Lucas. The sensitivity of
the trend productivity to hours worked per worker is significantly negative and
close to -1, indicating that any change in working hours is mainly offset by
changes in the hourly labor productivity in the long-run. As predicted by the
model, the growth rate of working-age population has a negative contribution,
even if the significance is more fragile. Finally, human capital has as significant
positive impact on the trend productivity, with an elasticity between 0.4 and 1
depending on the measure used to approximate the stock of human capital.

These results are robust, as proved by the different investigations we have
conducted, with different estimation methods, over different periods, for different
sectors and with different Human capital series. Accordingly, the augmented
Solow growth model appears very efficient to account for the slowdown of the
French labor productivity over the last four decades.

It is interesting to mention results we have obtained with the same type of
analysis applied to other countries. For Germany, once the reunification shock is
considered by limiting the analysis after 1991, we obtain similar results, except for
the effect of the 2008 crisis which appears to have a stronger persistent effect, but
this may be due to the relatively shorter observation period. However, for Italy
and UK, it is not possible to find determinants derived from the Solow growth
model to characterize the long-term labor productivity without structural breaks,
respectively in the late 1990s and at the early 2000s.

In addition, it is worth adding a remark about the effect of hours worked. For
both France and UK, a change in hours worked is largely offset by a change in
hourly productivity. This is not the case for Italy and Germany, where such a
change rather has an impact on the productivity per worker and thus job creation.

To come back to the French case, we can claim that the paradigm shift rather
occurs at the beginning of the 2000’s and the last decrease in the context of the
Great Recession should be considered as transitory. Moreover, the slowdown in
labor productivity could be mainly explained by a decline in the trend growth of
Human capital. We claim that acting on this capital could be particularly profitable
in the case of France whose economy is close to the technological frontier.

Investing in education and professional training in tight relation with
technological innovations could be the best lever to revert the decreasing trend of
the labor productivity growth. Assuming that new technologies, such that Al and
robotics, will drive productivity growth in the long-run, the improvement of the
quality of training aims at reducing their cost of adoption and skill mismatch,
while the contribution of secondary education to productivity growth reaches its
lower bound and more and more people have tertiary education.

However, taking this result as given, the unexplained part of the trend
productivity appears to be relatively more important over the most recent period.
This finding should be confirmed by additional investigations exploiting finer
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information about the worker training to improve the measure of human capital.
For instance, a micro-founded labor quality index from a Mincerian perspective,
based on both education and experience of workers, could be used to better
approximate the stock of human capital. Such measure would allow to take into
account the evolution of the labor market and the rise of low-skill works.
Moreover, we just consider a quantitative measure of human capital calculated
over the number of years of schooling or the share of adults with at least secondary
schooling. Thereby, measures of changes in the quality of education and skills
may allow to improve our approximation. Finally, the study could be extended to
other developed countries to analyze the contribution of human capital to the
evolution of labour productivity and to verify whether the persistent effect of
human capital’s accumulation on productivity growth is shared.
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Appendix 1. Augmented Solow Growth Model with Human Capital, Derivation of
the Long Run Equilibrium Productivity
We consider a standard Cobb-Douglas production function
Y1) = (K@)“(Q@)F AR L) *F
With the notations of the main text.
where Y(t) is the total production, K (t) the stock of productive physical capital,

Q(t) the stock of human capital, A(t) the Harrod neutral technical progress, h the
number of hours worked per worker and L(t) the labor. We assume that we have
decreasing returns to reproducible factors, i.e. @ + f < 1. Indeed, a more generic
model:

Y1) = (KE)“Q@IF (AR L())®

does not have a unique steady-state without other assumptions on the
parameters a, f and 6.

We assume there are two sources of exogenous growth in our model,
workforce and technical progress. Both of them grow at a rate of g4(t) and g, (t)

respectively such that :

t
L() = L(to)exp ( f o (s)ds)
to

t

A(t) = Alto)exp ( f ga (s)ds)
to

Evolutions of the physical and human capitals are described by the equations:
K(t) = Ix(t) — 6K (1)
Qr = Ip(t) —6Q(r)
where I and I, are investments in productive physical capital and human capital

respectively. For simplicity, we assume that the depreciation rate & is identical for
the two types of capital, which does not change the main results.

A share of the outcome Y (¢) is invested in the two types of capital, such that
Ix(t) = sg¥(t) and I4(t) = 5oV (¢)

To derive the steady-state equilibrium, we define each variable in intensive

. Y(t) K(t) Q1)
terms, i.e., y(t) = AL k(t) = AL and q(t) = AL

The production function in intensive terms becomes:
y(®) = (k@) (q)F (hP)17*F

The accumulation equations for productive physical capital in intensive terms
are:
k(t) = sgy(t) — (ga(®) + g () + E)k(t)
q(0) = sy (t) — (ga(®) + g.(0) + 8)q(t)

We can rearrange the two last equations so to have the growth rates of the two
types of capital:
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igfi _ s b e~(m @K o B@®) _ (4. (2) + g, (6) + 5)
t
q(t) —(1-

& = s hY @ (k() o=(1-BIN@(©) _ (g (£) + g,(t) + &)
gt

Moreover, taking the logarithm of the production function in intensive terms
and differentiating yield the growth rate of the output as a weighted average of the
two capitals:

In(y(t)) = aln(k(t)) + 5 ln(q(t)) +y(1 —a—pB)In(h)
y@) k@) ql)
= +
HORAIOMETO
We then replace the two inputs growth rate by their expression obtained from

the accumulation equations and we assume constant population and technological
growth rates for simplicity:

7(t) . ,
iﬁ = a(gﬁ,h}’g—[l—a] ln{_k(t])gﬂln{_q[t}) _ (.Q’A () + g, (0 + 5))

+ B(sght e® kD) =-pa®) _ (g, (t) + g, (£) + 6))
Taking a two-dimensional first-order Taylor expansion gives:

= —(1— a — Blasgh? e~ 10 E) B (In(k(r)) — In(k"))

—(1—a—p) ﬁ(sqhyealn{""x}e_{l_mln[qx](ln(q(t)) — En(q*))
Now, the steady state conditions derived from the two accumulation equations
can be used:
sht e~ (1= In(k™) gBIn(g™) — g.s+g +6

th}*galn{k“}g—{l—ﬂ}ln(q"} =gi+tg,+6

y(t)
y(t)

and we get:

igti —(1—a - Plalg; +g; + 6)(In(k®) — In(k™))
+B(g; + g; + 8)(In(q(®) — In(g))]

= —(-a-p)g +g; +8) () ~ ;")

diny(t)

= —A(In(y(®)) — n(y*))
withd = (1 —a —B)(g; +g; + &)
We can rearrange the equation and multiply both sides by e** and we finally
find:

d(In(y())e*) (8‘“)
it = Iy )———

Thus,
In(y(®)e* = In(y*)eM + K
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Moreover, we can deduce a value for K from any arbitrary period s such that:
K = Iny(s)e® —In(y*)e’s
Which gives:
n(y(®) — In(y(®)) = =) (In(y(s)) — In(y")) (1)
Where ¢p(1) = 1 — e~ A=), This relation can be estimated for any time interval.

Estimating the two equations of capital accumulation in steady-state, i.e.
without growth dynamics, yields:

k=0andg=0
sg (k) (g )P (W) F = (gs + g, + O)k”
(g (k)P F = (gs +g," +8)q

1

.S'
k*—— B(hpyyl-a-§
(gﬂ g @) )

1

: Sg : —a—g \1-B
C= (et

Replacing one partial definition into the other allows to deduce the steady-
state expression of the two types of capital and yields to the usual output equation

in intensive terms in steady state:
_atf

B
V' = hY (sg)17a=F (sg) 1 a"F(ga” + 9. +6)1-a"F

As a function of propensities to invest in the two types of capital and working
age population growth rate.

Yet, from an empirical point of view, we can better approximate the stock of
human capital with educational variables rather than the propensity to invest in this
type of capital (Arnold et al. (2007)). Therefore, from the steady-state accumulation
equations, we only consider the level of the productive physical capital, as a
function of the investment rate s, the population growth rate g; augmented with

the depreciation rate & and the technological process growth rate g, and the stock
of human capital g

1

:_ S oa—
K (g—ﬂ e Cpd Coly ﬁ)

We replace k™ by this expression in the production function in intensive terms
to have its expression in terms of human capital stock,

po (5K on\B(pr)t-a-B B(hy)i-a-8
v = (s @) )(q)()

That is, by regrouplng terms,

. SK ) — _nﬁ
7T —= D ( )1 a(hy) 1-a
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In(h)

Finally taking the logarithm gives:
a J5 N l—a—p
— aln(sﬁ-) + - afn(q ) -I-',V—l —

(14
—In(gs" +0." +8) (2)

Iny* =
ny 1

1

Substituting (2’) in (1°), considering the effective hourly labor productivity,
developing A(t) as a piecewise linear trend, and adding lags of the variables to

account for short-run components gives the following error correction equation
;E ; ¢>[ ( — ) + 0, In(h(t — 1)) — B,n(sx(t — 1)
— 63In(q(t — 1))

+0,In(g, (t —1) + g4 +6) — ln(A(fu)) —Z A lest, — ga(t —to)

K p—1 S(t— 1) p-1
(t—1
_Z bilias, (T — to) +Z Kq; Aln (}—) + Z Ko Aln(h(t — 1))
k=1 =1 h(t —1) =
= i= =

p-1 p—1
-I-Z K3 Aln(sg(t — 1)) +Z K4 Aln(q(t — i)
p:1 = p—1

+Z Kgj ﬂfn(gL(t _1) +gA +5) + +Z Kgi Ht:ti{ + Ut

Where the (6; ) pare function of the parameters of the model and ¥(t) = :f:i

Appendix 2. Derivation of the Variables for Human Capital

We use two databases to approximate Human capital, as measured by its
educational component only, by Barro and Lee (2013) and Goujon et al. (2016).
Both of them provide harmonized data for many countries over long-term periods
based on UNESCO classification (ISCED) for five-year age categories over total
population (with a breakdown between male and female). They provide five-year
data from 1950 to 2010 and from 1950 to 2020 respectively. Yet, the way of
defining levels of education differs from one database to the other.

Barro and Lee (2013) consider four different levels of education, "no
schooling”, "primary"”, "secondary” and "tertiary”. "Primary"” level aggregates
incomplete and complete primary education (which mainly covers the first level of
the ISCED); "secondary" aggregates the two levels of secondary educations (that
is middle school and high school or equivalent, or, equivalently, the second and
third levels of ISCED); and tertiary aggregates short cycle higher education,
bachelor, master and PhD (the level four and over of ISCED). Every level can be
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decomposed between "incomplete” and “complete™ education. Moreover, the
database provides detailed data on both total years of schooling and years of
schooling per level of education (“primary", "secondary"” and “tertiary™).

Goujon et al. (2016) provides data for six different levels of education, "no
education”, "incomplete primary”, "primary” (level 1 of ISCED), "lower
secondary" (level 2), "upper secondary"” (level 3) and "post-secondary" (level 4
and over), which overlap. For instance, "lower secondary™” level aggregates the
share of people who completed lower secondary schooling and the share of people
who attained upper secondary schooling without completing. Goujon et al. (2016)
also provides data for the total years of schooling.

We focus on the adult population, that is the 25-64 year - old population. Let
us denote a, the five-year age category such that a = 25 — 29, ..., 60 — 64, j the

highest educational level completed which takes the value * prlmary" "secondary"
and "tertiary"” for the database by Barro and Lee (2013), and "primary"”, "lower
secondary", "upper secondary"” and "tertiary" for Goujon et al. (2016). t denotes
the period. b the database (i.e., either Barro and Lee, denoted "BL" or Goujon et

al. (2016) denoted "W", in reference to the Wittgenstein Centre for demography
and human capital)

We denote q ? the share of the age category a of the total population whose

highest level of education completed is j at time t from database b. The sum of all
the shares over the different Ievels of education is always equal to 1 such that
X;q;; = L. Similarly, yearZy, is the total years of schooling and year ;" the

years of schooling for the level j, from the Barro and Lee (2013) database, such

that the sum over all educational levels is always equal to the total years of

schooling, yeary = X; year;"". Finally, we denote I;"” the share of total

population which is in the age category a.

We consider two categories of variables, the total years of schooling and the

share of adults with at least secondary schooling. For the two databases, we define

. . - . 25/64.b a.b a.b
total years of schooling in the following way: year, [, = X, vear; . = 1.

For the educational level of the adult population, we first define

qf.if 4 = %aq]f + 17" the share of adult population with educational level j

Then, from Barro and Lee (2013), we have the following variable

qe = q 22154 BE 4 q22/%*BE and, from Goujon et al. (2016), we test two different
25/64.W 25/64.W 25/64.W 25/64.W 25/64.W

variables: qt = Qisect + qupsec.t + Atert and at = qupsect + Atert

The second variables from Goujon et al. (2016) allow to focus on upper secondary
and tertiary levels more precisely.
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The Never-Ending Quest for the European Fiscal
Policy’s Objectives: Stability vs. Convergence or
Stability and Convergence?

By Carlo Klein”

The aim of this paper is to analyse the permanent struggle to define European fiscal
policy objectives, hence to define the corresponding structure of such a policy. To
discuss the objectives of fiscal policies in the European context our starting point will be
the idea that politics has to define clear objectives, then economic policies, fiscal policies
included, should be designed to attain the fixed objectives. In the European context, the
Economic and Monetary Union (EMU)’s main objectives have been restated in 2015
“balanced economic growth and price stability, a competitive social market economy,
aiming at full employment and social progress” for all member states. Our conclusion,
based on these objectives, will be that the EMU needs a fiscal policy as well to cope with
asymmetric shocks as to foster real convergence among member states. Therefore, a
clearer presentation of the corresponding policies with the expected outcomes on the
member state level has to be added. This has to be achieved through an improved
communication policy to convince European citizens that the European integration is not
just about maintaining peace in Europe but that a real improvement in living conditions
can be achieved. (JEL E61, E62, F15, F55)

Keywords: Economic and Monetary Union, Optimum Currency Area, Real Convergence
of European Economies, Common Fiscal Policy, Interventionist Supply Side Policies.

- Introduction

To discuss the objectives of fiscal policies in the European context, our
starting point will be the idea that politics has to define clear objectives, and then
economic policies, fiscal policies included, should be designed to attain the fixed
objectives.

In the European context, the EMU’s main objectives have been restated in the
5 Presidents’ Report (European Commission 2015a): “balanced economic growth
and price stability, a competitive social market economy aiming at full employment
and social progress” for all member states. Fiscal policy should then be one of the
available means to achieve these goals. The classical textbook definition of fiscal
policy simply refers to governments’ choices regarding levels of spending and
taxation without referring to any objective of these policies. Thus, two questions
have to be addressed: In the context of a lack of real convergence, should fiscal
policy be used for potential bailouts as well as to achieve real convergence and
what should be the structure of such a policy? Or, despite the lack of real
convergence, should a European fiscal policy, whatever its structure, be designed
with the sole objective to organize bailouts of national economies in case of
emergencies? The answers should be based on the analysis of fiscal policies as

*Lecturer, Miami University Dolibois European Center (MUDEC), Luxembourg.
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means to improve real convergence and hence the resilience of the EMU’s
national economies.

Answers to these questions have been formulated over time, mainly through
the theoretical analysis of a monetary union, based on the discussion about
Optimum Currency Areas (OCA hereafter) and through the corresponding political
decisions taken in Europe.

A known major criticism addressed at the EMU structure is the lack of a
common fiscal policy in case of asymmetric shocks hitting the euro area.
Discussions about potential fiscal policy in the euro area almost exclusively refer
to these cases of “shock-contingent bailouts” (Brunnermeier et al. 2016; Bénassy-
Quéré et al. 2018, for example), not mentioning the potential need for a structural
fiscal policy to foster real convergence.

This discussion can be found in some official documents established by the
European Commission (2017a, 2017b, for example) but the mainstream theoretical
point of view is that fiscal and monetary policies have no impact on real economic
variables in the long run (De Grauwe 2016, for example). Consequently,
mainstream theory suggest that the needed structural reforms should be market-
oriented to make the economies of the euro area more efficient and thus more
resilient in case of asymmetric shocks.

We consider that the discussion on fiscal policy objectives should make a
clear distinction between the consequences of asymmetric shocks and those of a
potential lack of real convergence of the economies of the euro area, and at the
same time, the interaction between real convergence and asymmetric shocks also
has to be considered. Then, the question arises if market-oriented structural
reforms will be enough to make euro area economies more resilient in case of
asymmetric shocks and if they will contribute to real convergence among member
states.

The aim of this paper is not to develop new theories of fiscal policies or to
assess empirically the effects of the existing policies, but to analyse the permanent
struggle to define European fiscal policy objectives, hence to define the
corresponding structure of such a policy. Based on these reflexions this paper will
be organized as follows.

In section 2, we will present a literature review about economic and political
conditions that should be fulfilled to build a monetary union with a specific focus
on fiscal policy. In section 3 we will refer to the fact that apart from OCA
considerations, long term objectives of the EMU have to be considered: real
convergence of member states’ economies and sustainable and inclusive growth
when fiscal policy objectives are defined. In section 4, we will have a closer look
at the indicators used to evaluate the economic situation within the EU and the
EMU, then, in section 5 we will discuss the need for a supranational fiscal policy
based on the main results of the preceding sections. Finally, we will conclude in a
last section.

The focus of our paper clearly lies on fiscal policy in the EMU, even if we
cannot neglect potential consequences of such policies on the EU, hence on future
EMU members.
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Literature Review
Economic Theory: No Monetary Union without a Common Fiscal Policy

The discussion about the need of a common fiscal policy has to be seen in the
context of the analysis of monetary unions, based on OCA theory. This discussion
was already launched during the sixties with Mundell’s seminal paper (1961)
about optimum currency areas, and then completed by McKinnon (1963), Kenen
(1969) and later by Tavlas (1993), for example.

The reasons for joining a monetary union should be obvious from an
economic point of view: the benefits for a joining country should be larger than the
costs. According to De Grauwe (2016) these benefits will be the reduction of
transaction costs, reduced uncertainty, increased economic growth and benefits
due to the international use of the common currency. The corresponding economic
costs are the acceptance of sovereignty losses due to the loss of the country’s
national monetary and exchange rate policies. Non-economic costs could be the
loss of national symbols, national currencies.

Furthermore, member states have to accept structural adjustments to foster
real convergence within a monetary union and so fulfil the conditions of an OCA.

The main theoretical conditions that should be fulfilled for an economic area
to become an OCA are:

> the optimum currency area should have perfect factor mobility (capital and
labour) which means geographical and professional mobility for workers
(Mundell 1961) and an integrated financial market for capital (Mundell
1973 and McKinnon 2004) even if improved capital mobility may cause a
volatility paradox as described by Brunnermeier et al. (2016):
“Counterintuitively, financial deepening via a partial removal of financial
frictions may actually increase financial instability by facilitating excessive
capital flows”;

> linked to this mobility condition is the condition that prices and wages in
such an area should be flexible (Friedman 1953, p. 165);

> the different economies of an OCA should have highly integrated markets
for goods and services and free factor mobility across industries
(McKinnon 1963) with the risk that this deeper integration may lead to
divergent specialisations depending on national comparative advantages
but may make national economies more vulnerable to asymmetric shocks
(Krugman 1993);

> the different economies of an OCA should be diversified in production and
in consumption to “dilute” the impact of economic shocks (Kenen 1969);

» an OCA should have common policies: a supranational fiscal policy
(“fine-tune shock-contingent bailouts” [Brunnermeier et al. 2016]; Kenen
1969) and, a logical consequence of a single currency, a common monetary
policy;

» then, Baldwin and Wyplosz (2015) have restated the fact that citizens’
political preferences should be homogeneous within the OCA. People
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living in a currency union should have a sense of solidarity and a belief in
a common destiny. This need for political integration was already
highlighted by Mintz (1970) and Haberler (1970) when the discussion
about monetary integration started.

The respect of these conditions should allow the different economies within a
monetary union to reduce the risks of asymmetric shocks and to face easier and
faster market and/or policy adjustments in case of economic shocks.

This need for economic convergence has been restated by Tavlas (1993)
for joining countries, especially the convergence of inflation rates and the need
for real exchange rate variability which refers to price and wage flexibility.

A second set of theoretical analyses about the consequences of a deeper
international integration focusses on the trade-off between integration and national
sovereignty. Agreeing on a common currency, thereby abandoning a floating
exchange rate system among member states of a monetary union, leads us directly
to the monetary trilemma (based on Fleming 1962 and Mundell 1963) that states
that a country or geographical area, can only achieve two out of three objectives:

> stable exchange rates (or adopting a common currency);
» anationally oriented monetary policy;
> international capital mobility.

Padoa-Schioppa (2004) considered that free trade has to be added so that the
trilemma became an “inconsistent quartet”. According to Padoa-Schioppa, the
introduction of a common currency is the logical consequence of the “inconsistent
quartet”. The European Union, based on the four freedoms of free movements of
goods, services, capital and people, needs to become a EMU.

Additionally, to that first trilemma or quartet, Europe has been and is still
facing a financial trilemma (Schoenmaker 2011): if we have capital mobility as
well as economic and financial integration, national macroprudential policies will
be insufficient to limit financial crises. As for the monetary trilemma, national
policies have to be replaced by supranational policies, hence by deeper integration.

Finally, from a political point of view, Rodrick (2000, 2017) highlighted “the
political trilemma of the world economy” which also applies to the EMU:
integrated national economies can only function either with a supranational
democracy and fading nation-states or with strong nation-states and a fading
democracy! So, during all these years, at least since the signing of the Maastricht
Treaty, it should have been quite clear that some national sovereignty has to be
abandoned if European integration was to be deepened through common policies
and if democracy was to be maintained as a fundamental European value.
Rodrick’s trilemma simply restates the need for homogenous political preferences
within a monetary union.

A logical consequence of these analyses, be that an analysis in terms of the
trilemmas and/or based on OCA conditions, is that the EU needs a more deeply
integrated economic region to attain its general objectives through the EMU.
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If we agree with these theoretical analyses, then a second point has to be
discussed which is whether these conditions should be fulfilled by a member state
before joining a monetary union or if member states’ economies converge further
after having joint a monetary union. This “OCA theory in reverse” (Mongelli
2008) can arise from two situations: a situation of an endogenous OCA (Frankel
and Rose 1997), where market forces bring member states closer to the expected
OCA conditions or an exogeneous OCA where institutions and peer pressure force
member states to adjust their economies to come closer to the OCA conditions.

This distinction between endogenous and exogeneous OCAs was and still is
important to understand two points of view of how a monetary union should be
achieved: the economist and the monetarist views (James 2012; Mongelli 2008;
Masini 2014).

According to James (2012; p. 93) “European ‘monetarists’ believed that the
establishment of a series of monetary rules might create the framework for general
economic convergence, whereas ‘economists’ stressed that convergence needed to
precede the imposition of a single monetary framework”.

A similar statement can be found in Mongelli (2008): the monetarist view
considers that “nominal convergence was not indispensable as EMU represents a
change in policy regimes: a new common central bank will shape future
expectations while past expectations become irrelevant”, whereas the economist
view considers that “convergence of economic performances is a precondition for
EMU”.

The monetarist view, suggesting that internal changes bring the economies
closer to an OCA, can also be linked to Frankel and Rose’s (1997) hypothesis that
“more integration can be expected to lead to more trade; and more international
trade will result in highly correlated business cycles, ..., while integration is also
affected by policy”. This hypothesis was then challenged by Eichengreen (1992),
Kenen (1969) and Krugman (1993) stating that a deeper integration leads to more
specialized economies based on comparative advantages and so making different
economies more exposed to asymmetric shocks.

These theoretical considerations will be the basis of our discussion about
indicators to assess the EMU. Are these indicators designed to assess the
endogeneity of OCA, the exogeneity of OCA or even an OCA theory in reverse
(Mongelli 2008)? Then, when we discuss fiscal policy, should we focus either on
its links with asymmetric shocks, or on the question of real convergence or
possibly on both problems?

Before we address these questions, we will firstly summarize how these issues
have been considered from a political point of view and what the consequences for
a supranational fiscal policy were and still are.

The Political Debate about Fiscal Policies in a Monetary Union
As OCA theory has developed over time, so have the political considerations

about how to organize a monetary union in Europe. Major political documents
have been produced to justify and to prepare the introduction of the euro.
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In 1969, the Council of the European Communities decided to create a
committee to present a report giving guidelines for an EMU within the European
Communities. The “Werner report” (Council of the European Communities, 1970)
implicitly refers to the OCA theory by mentioning the existence of structural
differences between member states and by suggesting that factor mobility has to
be improved, that a common monetary and fiscal policy, tax harmonization
included, will be needed and that, hence, the integration of member states’
economies has to be deepened, with fiscal transfers as a consequence. Apart from
these common policies, national policies, mainly fiscal policies, should be better
coordinated. Hence, the idea of achieving real convergence of national economies
through supranational policies, structural fiscal policies included, was present right
from the beginning when the political idea of a monetary union was developed.

The authors of the report also added that political problems to reach these
aims should be expected and that the creation of a common currency should be
discussed with social partners to work out a consensus and to generate a
convergence of political preferences.

Almost 20 year later, in 1989, a second report, the “Report on the Economic
and Monetary Union in the European Community” or Delors report, was published
(Committee for the Study of Economic and Monetary Union, 1989). Again, the
report referred to OCA conditions without naming them explicitly and insisted on
the “need to achieve a substantial degree of economic union if monetary union is
to be successful, and given the degree of monetary coordination already achieved,
it is clear that material progress on the economic policy front would be necessary
for further progress on the monetary policy front”. The report favours an
exogeneous approach to OCA, as the authors insisted on the fact that some
conditions have to be fulfilled before the creation of the EMU, even if the process
of convergence and integration has to continue after the launch of the EMU.

Nevertheless, the report insists that the EMU remains a market-oriented
environment and highlights the need for a more effective coordination of national
policies through the transfer of the decision-making power to the Community level
but based on the subsidiarity principle (art. 5 of the Treaty on the European Union;
Official Journal of the European Union 2016). The two objectives of real
convergence and countercyclical interventions were mentioned when the authors
recommended common structural and regional policies based on interventionist
supply side policies and cyclical adjustments through coordinated national fiscal
policies based on fiscal rules.

Three stages to achieve the EMU were defined: a first stage where all the
participant member states had to commit to the EMU, a second transitionary stage
and finally the adoption of the common currency accompanied by a strengthening
of the regional and structural policy and compulsory fiscal rules. Again, the need
for common policies, apart from defining simple fiscal rules, were highlighted.

At the same time a more theoretical paper was published by the Commission
of the European Communities (1990): “One Market, One Money” highlighting the
same objectives for fiscal and market-oriented structural policies as the Delors
report: real convergence of member states and the treatment of asymmetric shocks.
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The paper recommends common rules for national budgets and recognizes
shock-absorbing functions of budgets. To satisfy both aims, the authors expected
disciplined national budgets and a coordination of budgetary policies. The overall
gains of such a structure of fiscal policies should be a catch-up effect of backward
areas and recoveries of areas hit by shocks which clearly refers to the two policy
goals, real convergence and a better higher resilience in case of economic shocks.

Even if there were no explicit references to a supranational fiscal policy, the
authors recognized that economic policies should be assigned to the community
level if economies of scale or externalities were to be observed. Two major
domains have been mentioned: R&D and environmental investments, two major
types of investments nowadays.

These reports then led to the Maastricht Treaty signed in 1992 and ratified in
1993 (Commission of the European Communities, 1992). This treaty fixed, from
an EMU point of view, the three stages to the common currency mentioned in the
Delors report, the statute of the European Central Bank (ECB) as well as the
conditions that have to be fulfilled to adopt the euro even if these criteria were not
based on OCA theory. The Maastricht nominal convergence criteria are more
about financial stability to avoid excessive fiscal deficits and to limit inflation in
member states than about creating an OCA even if these criteria were assumed to
contribute to the convergence of the EMU towards an OCA. A timid incentive for
labour mobility was introduced through the definition of a European citizenship
allowing free circulation within the European Union. The basic idea of national
responsibility of member states clearly dominated compared to the idea of
solidarity between member states in cases of economic shocks.

Nevertheless, the Treaty of the Functioning of the European Union (TFEU,;
Official Journal of the European Union, 2012) synthetizing the major European
Treaties, gives a framework of how real convergence should be achieved within
the EU and EMU?®: the Treaty clearly refers to shared competence for economic,
social and territorial cohesion, mentions actions to foster these cohesions and
refers to the need for coordination of national policies (employment and social
policies included) and to the need for supplementary actions by member states.
This means that a close coordination of national economic policies with common
objectives should be achieved, but no bailouts and no monetary financing through
central banks will be allowed. Therefore, fiscal rules have to be developed and to
be accepted by member states. The European Social Fund; Structural Funds
(European Agricultural Guidance and Guarantee Fund, Guidance Section;
European Social Fund; European Regional Development Fund), the European
Investment Bank and other existing financial instruments should distribute
financial resources available for economic, social and territorial cohesion policies
and thus contribute to real convergence within the EU in general. Implicitly clear
distinctions between the two major objectives of fiscal policies are made in this
Treaty: asymmetric shocks should be treated on the EMU level mainly through
monetary policy and accessorily through a disciplined fiscal policy. The
achievement of long-run objectives should be fostered through mainly market-

®The basic idea is that all EU member states should join the EMU, except Denmark and of
course the United Kingdom.
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oriented supply-side policies and accessorily through an interventionist supply-
side policy with a strictly limited supranational budget as we will see.

The definition of these interventionist policies clearly refers to the fact that the
EU remains a market based economy despite limited public interventions either on
the European level or on the national level: “The Member States and the Union
shall act in accordance with the principle of an open market economy with free
competition, favouring an efficient allocation of resources, and in compliance with
the principles set out in Article 119”. (TEU; Official Journal of the European
Union, 2016).

The sole reference to solidarity between member states mentioned in the
Treaties are the cases of important energy crises or natural disasters hitting
individual member states.

In general, the need for common policies has been highlighted in all the
documents leading to the EMU. A combination of a common fiscal policy
combined with national and rules based fiscal policies were recommended, apart
from common structural (supply-side) policies. The decision if a policy should be
led on the supranational level or on the national level is based on the subsidiarity
principle: the policy should be executed on the most efficient level depending on
the existence of economies of scale or on externalities, even if these explicit
economic criteria are not mentioned in the final version of the Treaty on the
European Union (TEU; Official Journal of the European Union, 2016), neither in
its article 5, nor in protocol n® 2. The Treaty of the Functioning of the European
Union (TFEU; Official Journal of the European Union, 2012) only defines areas
where the Union has exclusive competences and areas where the Union and
member states have shared competences without specifying any economic criteria
to justify this split of competences.

Combining the Objectives of the Emu and OCA Theory:
The Need for Convergence and Sustainable Growth

As the aim of the European integration is to improve the standards of living,
apart from the broader aim of keeping peace in Europe, the EMU’s structure needs
to be adjusted to the conclusions of OCA theory so that the expected gains for
member states become larger than their costs. Therefore, there is still a need for
real convergence, even after twenty years of a common currency. But this concept
of convergence has to be clarified, as even the European Commission considers
different concepts.

The EMU'’s Objectives and the Need for Convergence

The achievement of real convergence has always been a concern during the
different steps of monetary integration in Europe.

In a Reflexion Paper on the Deepening of the EMU (European Commission
2017a), three types of convergence are mentioned and presented as conditions to
be fulfilled to attain the EU’s general objectives.
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The first and most important concept mentioned is real convergence defined
as “moving towards high living standards and similar income levels” which is
considered as “key to achieving the Union’s objectives”. This type of convergence
suggests that the EMU is not an objective in itself, but a means to achieve the
EU’s objectives.

To improve the functioning of the EMU, nominal convergence is defined by
its “nominal indicators, such as interest rates, inflation and exchange rates,
government deficit and debt ratios, [that] have been used since the Treaty of
Maastricht. Fulfilling essential nominal targets is a prerequisite to becoming a
member of the euro area”. These indicators still refer to financial stability, without
referring to OCA theory, but through these criteria the EMU is expected to
contribute to real convergence of member states’ economies.

An implicit reference to OCA theory can be found, when the document
defines cyclical convergence: “Cyclical convergence means that countries are in
the same stage of the business cycle, such as an up or down swing. This is
important for EMU because conducting a single monetary policy is harder and
possibly less effective if countries are in very different stages of the economic
cycle — some will need a more restrictive/expansionary policy stance than others”.
here, the authors clearly refer to the problem of asymmetric shocks that may affect
economies of member states differently and complicates the task of policymakers.
This definition implicitly suggests again the need for real convergence of national
economies in a broader sense than just convergence of real income per capita.

How are Short-run Macroeconomic Stability and Long-run Sustainable and
Inclusive Growth Linked?

If we reconsider the EMU’s objectives as formulated by the European
Commission, it becomes obvious that after having respected the nominal criteria to
join the EMU, member states should benefit from the EMU through real
convergence which means that disadvantaged economies should catch up with the
advantaged economies in the EMU, whatever the criteria considered to define this
real convergence. Studies have summarized the empirical evidence showing that
we cannot observe real convergence within the EMU (ECB 2015, Demertzis et al.
2019 and Coudert et al. 2019, Aiyar et al. 2019, for example).

To achieve real convergence, measured by real GDP per capita, the ECB
(2015) recommends that three conditions for sustainable and inclusive convergence
should be fulfilled:

» macroeconomic stability which means the reduction of imbalances and of
the risks of asymmetric shocks;

» increased economic flexibility to avoid further misallocation of resources;

» and higher productivity growth, measured by Total Factor Productivity
(TFP), through improved quality of labour and capital and a better support
to innovation in businesses.

49



Vol. 7,No. 1 Klein: The Never-Ending Quest for the European Fiscal Policy’s ...

Demertzis et al. (2019), who have a broader definition of real convergence,
add that a “euro area-level budget will contribute to investment and should become
supportive of macroeconomic management”. A major argument for this more
interventionist view is the existence of positive externalities of interventionist
policies that are often neglected when analysing the question of real convergence,
but this fact had already been recognized by the European Commission in 1990
(see paragraph 2.2.). These positive externalities can mainly be generated through
investments in human capital, in R&D, in infrastructure, and through industrial
policies.

The Eurostat Sets of Indicators: an Evaluation of the Convergence and of the
Level of Attainment of the EMU’s Objectives

To evaluate these levels, Eurostat’ has established a series of indicators that
can be more or less directly linked to the different concepts of convergence
defined by the European Commission:

> the Europe 2020 indicators that refer directly to sustainable growth and
social cohesion;

» the UN Sustainable Development Goals (SDGs) also refer directly to
sustainable growth and social cohesion;

> the European Pillar of Social Rights; a set of indicators referring directly to
social cohesion through the structure of labour markets and social
protection.

» The remaining sets of indicators focus more directly on the structure of the
European economy, but also consider some broader objectives:

> the circular economy indicators reflecting structural changes in member
states’ economies with links to sustainable growth and development;

» the Macroeconomic Imbalance Procedure (MIP) Scoreboard; a set of
indicators considered as the main surveillance mechanism to guide
economic policies in the EU on all levels. We will have a closer look at
these indicators in a specific paragraph;

» and finally, the Principal European Economic Indicators (PEEIS); a set of
general indicators about the economy of the EU on all levels.

Should Other Indicators Be Considered?

Masuch et al. (2018), in an ECB Occasional Paper, focus on market-oriented
structural policies that should improve the functioning of the EMU and the
effectiveness of monetary policy. The authors refer to the quality of the institutional
framework (quality improvements of public institutions, law enforcement,
transparency and accountability, reduced corruption and tax evasion), to more
flexible labour markets (adjustments of relative prices and wages, less regulations,
improved active labour market policies, higher mobility), to more competitive

’EU policy Indicators can be accessed on Eurostat’s Home page: https:/ec.europa.eu/eurostat/
accessed on 15.04.19.
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product markets (lower administrative and market entry costs), to a more efficient
financial sector (development of the banking and capital market union), and finally
to improved fiscal structural policies (improved functioning of tax administrations,
reduced tax biases against equity financing, lower tax burden on labour, higher
retirement age).

Demertzis et al. (2019), in a Bruegel Policy Contribution, consider fewer
indicators to assess “sustainable and inclusive growth and convergence in the
European Union”:

Standard economic indicators, GDP growth rate and GDP per capita, should
be used to assess the present state of convergence between member states. Then
Total Factor Productivity (TFP) and the number of European universities in
international rankings should be used to evaluate efforts in R&D. Gini coefficients
and trust in institutions should be used to evaluate social cohesion and finally CO,
emissions should be considered to evaluate green goals.

Alesina, Tabellini and Trebbi (2017) consider similar indicators that should be
observed and improved to achieve an optimal political area, a broader concept than
the EMU. They group the indicators into three categories:

» economic convergence (of member states’ GDP per capita, income
inequality and the business cycles stages of their economies);

> cultural convergence (of citizens’ religiosity, sexual morality, gender
equality, cultural capital and their appreciation of the role of governments);

» and institutional convergence (of different indicators of quality of
government and public administrations, governance, quality of legal
institutions, educational outcomes and regulatory environment).

Finally, their approach follows the same logic as the previously mentioned
studies, as most of the policy recommendations focus on a deeper integration to
improve the functioning of the EMU and hence achieve the Union’s objectives.
This deepening should lead the EMU towards an optimal policy area that can and
must be considered as the logical consequence of monetary integration.

Considering the different concepts of convergence and the different sets of
indicators developed by European institutions to evaluate real convergence within
the EMU, it should become obvious that achieving and maintaining the levels
attained of these objectives cannot be obtained by sole bailout mechanisms or
market-oriented structural policies within the EMU. The same remark will also be
valid for the EU in general.

Imbalances in the Euro Area: OCA Indicators and/or Structural Indicators?

The next paragraph focusses on two major sets of indicators, the MIP
scoreboard'? and the cohesion indicators.

The scoreboards can be accessed on Eurostat’s website: https://ec.europa.eu/eurostat/web/macro
economic-imbalances-procedure/publications; accessed on 30.06.19.
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The MIP Scoreboard

The MIP scoreboard should be considered as the basic statistical tool to guide
national and supranational policies based on a two-step procedure: first, the Alert
Mechanism Report (AMR) to detect imbalances and then the In-depth Reviews
(IDR) in case of severe imbalances (European Commission 2012) to reduce the
risks of symmetric shocks and of the need for bailouts.

Economic imbalances can be defined as “situations where stock and flow
variables are out of equilibrium for an extended period of time, which is manifested
through protracted savings-investment imbalances, losses of competitiveness
accompanied by excessive credit and house price growth, and accumulation of
debt” (Pierluigi and Sondermann 2018).

The selection of MIP indicators has been mainly based on empirical studies
on financial crises and business cycles (European Commission, 2012). These
indicators, designed to guide economic policies, do not represent any policy
thresholds considered as objectives to be attained, but they are based on simple
statistical regularities. The threshold levels for each indicator have been determined
by “the upper quartile of the historical distribution” for most indicators. One
exception is the national public debt indicator of 60% of national GDP defined by
the Maastricht Treaty. This at best implicit reference to policy objectives is clearly
a different approach compared to the main objective of the EMU’s monetary
policy where a precise policy objective has been defined*.

This ambiguity is confirmed by the fact that the MIP scoreboard indicators
“are neither policy targets nor policy instruments” (European Commission 2012)
and was restated in 2015, when the number of indicators was increased from 10 to
14: “The inclusion of these variables into the scoreboard shall not have legal
implications nor change the focus of the MIP, which remains aimed at preventing
the emergence of harmful macroeconomic imbalance and ensuring their
correction. ... Flashes of the new indicators would not be read as implying, by
themselves, an aggravation of macro-financial risks, and consequently will not
trigger further steps in the MIP” (European Commission 2015b). This vague
statement about the use of these indicators suggests that there are no clear and
precise policy objectives defined on how to achieve real convergence within the
EMU.

This set of 14 main indicators has been completed, first by 18, then by 28
supplementary auxiliary indicators without thresholds*? but, again, these indicators
are not binding for any policy recommendation (European Commission 2018a).
Nevertheless, this increase in indicators gives a broader view of the economic
development of member states than the sole main indicators.

If we are looking for improvements in real convergence and in the attainment
of the EU’s general objectives, it is less obvious that these indicators will be
helpful. They give us information of a certain number of imbalances, if we agree

«Ap inflation rate close, but below 2% over the medium term” as we can read it in every official
statement by the European Central Bank (ECB).

2These indicators can be accessed on Eurostat’s website at: Eurostat (2019): https:/ec.europa.
eu/eurostat/cache/metadata/en/mips_sa_esms.htm; accessed on 29.06.19.
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on the thresholds as policy objectives, but is it enough to become aware of these
potential imbalances to generate real convergence and to reach the EU’s goals?
None of these indicators allow a direct assessment of the state of the EMU as an
OCA as there is no information about market integration, factor mobility,
structures of national economies or price flexibility*® in the sense of OCA theory.

Nevertheless, we have to admit that macroeconomic stability is a prerequisite
for sustainable real convergence. From this point of view, the main condition that
member states should fulfil is the avoidance of asymmetric shocks during the
business cycle. This approach, based on a national responsibility approach,
considers as given, that the EU or EMU has no supranational fiscal policy and a
very limited budget for structural and cohesion interventions within the Union
(ECB 2015).

Cohesion Indicators 2014-2020**

A broader approach to assess the EU’s objectives is the cohesion indicators
2014-2020 published by Eurostat. These indicators assess the state of smart,
sustainable and inclusive growth in the member states, linked to the Europe2020
strategy. It is hardly imaginable that these objectives could be solely achieved
through market-oriented supply-side policies without complementary intervention-
nist policies. The EU’s view is that these polices should be achieved on the
regional level in cooperation with national organizations. They are considered as
“the necessary investment framework to meet the goals of the Europe 2020
Strategy for smart, sustainable and inclusive growth in the European Union”.
Five targets have been defined: an increase in the employment rate, higher
investment in R&D, climate change and energy sustainability objectives, higher
efficiency in educational systems and fighting poverty and social exclusion
(Eurostat, 2018b).

The supported projects are financed by different European funds: the European
Regional Development Fund (ERDF), the European Social Fund (ESF) and the
Cohesion Fund (CF) for a total amount of €351.8 billion for 2014-2020. This

amount was expected to be completed by € 100 billion of national contributions™.

Cohesion Indicators 2021-2027

For the period 2021-2027, new priorities have been defined (European
Commission 2018b):

BExport market shares, FDI flows and stocks indicators are computed based on Member states’
world exchanges and not on intra-EMU exchanges.

YThese indicators can be accessed on Eurostat’s website: https://ec.europa.eu/eurostat/web/
europe-2020-indicators/europe-2020-strategy/publications; accessed on 29.06.19.
Bhttps://ec.europa.eu/regional_policy/en/policy/what/investment-policy/; accessed on
12.05.19.

®These indicators can be accessed on Eurostat’s website: https:/ec.europa.eu/eurostat/web/co
hesion-policy-indicators/cohesion-indicators; accessed on 30.06.19.
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1. A smarter Europe, through innovation, digitization, economic transforma-
tion and support to small and medium-sized businesses.

2. A greener, carbon free Europe, implementing the Paris Agreement and

investing in energy transition, renewables and the fight against climate

change.

A more connected Europe, with strategic transport and digital networks

4. A more social Europe, delivering on the European Pillar of Social Rights
and supporting quality employment, education, skills, social inclusion and
equal access to healthcare.

5. A Europe closer to citizens, by supporting locally-led development
strategies and sustainable urban development across the EU.

w

The corresponding resources will be allocated depending on GDP per capita
levels combined with social and climate change indicators (youth unemployment,
low education level, climate change, and the reception and integration of migrants).
For this new period with its ambitious priorities, a total European budget of €
461.117 billion will be available with expected national contributions of € 200
billion (European Commission 2019).

A Need for a Supranational Fiscal Policy based on OCA Theory and
European Objectives

This brief overview shows that the awareness of the structural adjustments
needed was present right from the naissance of the idea of monetary integration in
Europe and that these problems should be addressed either through market-
oriented policies (more flexibility) or through interventionist supranational or
common policies, fiscal policies included. Nevertheless, the concept of common
policies was not and is still not very clear. Should it be policies decided on the EU
level for all and/or specific member states or should it be a sole coordination of
national policies with a more or less important part of autonomous decisions by
national governments? The concept of subsidiarity has been defined as the
guideline for these questions. Again, political preferences of governments and
citizens of the different member states are not homogenous, as they should be for
an OCA. This fact is the basic problem when the need for and the design of fiscal
policies should be discussed, not just for the EMU, but for the EU in general.
Based on Musgraves’ classification of economic roles for governments, Buti
(2019) clarifies these problems when he states that “the Maastricht Treaty leaves
the cure of inequality fully in the hands of EU member states, focuses on granting
efficiency of markets with the one-market project (even if certain aspects, such as
policies to support productivity and structural reforms, are fully decentralized) and
sustainability with the fiscal rules, and gives a small weight to stabilization, which
is based on monetary policy and automatic stabilizers”. This reflects the traditional
idea of European integration, that political decisions will be followed by economic
adjustments which is the “OCA theory in reverse” approach mentioned by
Mongelli (2008).
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We will just recall that, from a theoretical point of view, an OCA needs a
common fiscal policy in case of economic shocks, but a common fiscal policy,
apart from market-oriented policies, will also be needed to reduce economic
divergences between member states. Monetary policy, automatic stabilizers and
decentralized structural policies seem not to be enough to address both problems.

Fiscal Policy and Asymmetric Shocks

The Need for a Common Countercyclical Fiscal Policy

As we have seen, there is a theoretical consensus that in case of asymmetric
shocks countercyclical fiscal policy should be used to limit the impact of such
shocks if factor mobility and/or price flexibility are insufficient.

The Commission of the European Communities (1990) has defined a shock as
“any unanticipated event which has a direct or indirect impact on endogenous
variables of the reference system” (member states). Nevertheless, we have to be
more precise about the definition of shocks and about which shocks should be
treated through countercyclical fiscal policies and which ones should be treated
through structural adjustments.

These shocks may be either country-specific or common to the EMU, but
they may have differentiated impacts on countries of a union depending on the
initial conditions (economic structure, economic agents’ behaviour, policy
preferences) of these countries. If these conditions are different from one country
to another, then common shocks, like country specific shocks, will be considered
as asymmetric shocks with either temporary or permanent consequences.

How to Finance a Common Fiscal Policy?

To limit the negative consequences of asymmetric or endogenous shocks (De
Grauwe 2016), OCA theory suggests that a budgetary union with a supranational
budget should operate as an insurance mechanism for those economies suffering
from asymmetric shocks. These fiscal interventions should be based on public
investment programmes, less on simple public consumption (Dréze and Durré
2014). In this sense, the countercyclical policy could at the same time contribute to
real convergence by investing in domains fostering positive externalities and
economies of scale.

This missing insurance mechanism in the EMU design can be explained again
by a lack of homogenous political preferences summarized in the opposition
between a responsibility (market discipline) approach, dominating mainly in
northern European countries, and a solidarity approach (risk sharing) dominating
more in the southern European countries (Brunnermeier et al. 2016). The
sovereign debt crisis has nevertheless generated instruments to cope with future
crises: the European Financial Stability Facility (EFSF) and then the European
Stability Mechanism (ESM), funds that provide conditional loans to member states
facing mainly asymmetric shocks.
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A lot of discussions on how to improve these mechanisms are led and a
general proposal for a euro area reform, including fiscal policy, can be found in the
so-called 7 + 7 report (Bénassy-Quéreé et al. 2018). According to the authors, the
report aims at presenting recommendations for financial stability, incentives for
domestic, hence national reforms, and at generating a consensus in the response-
bility (market discipline) vs. solidarity (risk sharing) controversy.

The authors recognize the need for a deeper (political) integration for viable
supranational fiscal policy but avoid the debate due to a lack of political consensus
on this topic: “A proper budget could only grow out of political decisions to
finance defined common public goods and to design an institutional framework
ensuring adequate accountability to a legislative body™.

Therefore, the authors mention a limited focus of their contribution on
“macroeconomic, financial and fiscal stability” considered as a public good
(Bénassy-Queré et al. 2018) for all European citizens. This public good should
generate obviously positive externalities and hence be financed by a common
budget.

The resulting recommendations of their analysis of fiscal policy can be
summarized as a call for an improved coordination of national policies through
simplified fiscal rules: “nominal expenditures should not grow faster than long-
term nominal income ... and they should grow at a slower pace in countries that
need to pay down their debts”. This process should be monitored by “an
independent, national-level fiscal council” that would report to the “euro area
fiscal watchdog”. The advantage of this system still based on national
responsibilities is clearly simpler fiscal rules. This simpler structure will not avoid
Eurosceptics’ criticism of European elites if an independent council of experts
monitors national budgets even if the authors suggest that the EMU also needs an
overhaul of its institutional structure. Still, a lack of accountability will immediately
be highlighted by Eurosceptics’.

For large asymmetric shocks, the authors refer to the existing ESM which
should provide conditional loans to member states and euro area safe bonds could
be issued. A system of junior sovereign bonds issuing should be developed to
finance any excessive spending by member states. Again, complicated solidarity
mechanisms are recommended that need to be explained to the public to avoid
new criticism of the EMU structure.

OCA Theory and Interventionist Supply Side Policies

The Need for Interventionist Supply-Side Policies

The theoretical discussion on structural adjustments mainly focusses on
capital, labour and product markets adjustments to increase flexibility on these
markets.

Pierluigi and Sondermann (2018) suggest that structural policies should
improve the functioning of economic institutions, labour market structures and
product market regulation should become more flexible. A similar approach can
be found in Masuch et al. eds. (2018). The authors define structural policies as
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“efficient labour, product and financial market regulations, ..., good governance
and efficient institutions, ..., the rule of law and the control of rent-seeking”.

Even if De Grauwe (2016) mainly recommends increased market flexibility to
solve structural problems, except in the case of exogenous shocks considered as
permanent shocks due to facts that they cannot be controlled by the EMU (oil
price changes, for example). In such a case he suggests that policy answers could
either be more flexible labour and products markets or temporary supranational
budgetary means to generate convergence.

These permanent shocks; “events that remain present over a time period
considered (this does not preclude that it eventually disappears)”; may again be
common or asymmetric due to structural differences (differences in domestic
natural, human and capital resources) among member countries.

Nevertheless, more interventionist approaches have been developed, partly
influenced by the low interest rates environment.

To achieve the EU/EMU’s objectives through interventionist policies, we can
refer to Mazzucato’s (2013) suggestions that there should not be a discussion
about the size of the public deficit, but about its composition. The author
recommends defining strategic domains where governments should invest to foster
“smarter (innovation-led)”, more inclusive and sustainable growth. A similar idea
is presented by Dréze and Durré (2014) when they suggest that growth should be
stimulated through “public investments and selective private investments”.

Pisani-Ferry (2019) presents a similar argument, referring to the present low
interest rates. Governments should take “advantage of persistently low interest
rates to finance economically sound investments that will benefit future
generations”.

Blanchard (2019) also considers fiscal policy, mainly its consequence, the
public debt level, in the context of low interest rates. His position is less
straightforward than the previous authors’ position as he asks the question: even if
fiscal costs of high debt levels have been low and so debt rollovers are feasible, are
they desirable? Welfare effects have to be considered linked to the fact that public
investment was too low in the past. His conclusion is that we should accept certain
levels of public debt if they are due to sound investment policies by governments
even if his conclusion is based on assumptions that can be challenged as
recognized by the author himself.

To foster sustainable and inclusive growth, Demertzis et al. (2019) recommend
public intervention to stimulate productivity and innovation. This type of policy
should address the problems of climate change and of social cohesion in Europe at
the same time. The authors implicitly refer to equity arguments (Rosen and Gayer,
2014) in favour of a centralized budget when they mention that this policy should
also be a policy to reduce divergences between member states and regions within
the EMU.

In this context the Commission of the European Communities (1990) has
defined four levels of macroeconomic policy coordination without referring to a
common policy. A degree zero where “each government acts independently taking
all its external environment as given”; a degree one where each government leads
a “non-cooperative isolationist policy” taking into account potential spill-overs on

57



Vol. 7,No. 1 Klein: The Never-Ending Quest for the European Fiscal Policy’s ...

other member states; a degree two where governments lead ‘“optimal non-
cooperative policies with full information exchange”; a degree three where
governments accept “full coordination. Governments jointly set their instruments
in order to maximize welfare”. The major difference between the levels of
coordination resides in the importance of information exchange between member
states without being more precise on the objectives of such a coordination.

So, what should be considered as sound investments or investments fostering
smart, inclusive and sustainable growth? In general, public investments are
suggested in four domains that we mentioned already previously: investment in
human capital, R&D, infrastructure and industrial policy.

The theoretical justification for public investment is that the four domains are
considered as generating public goods with positive externalities, hence corrections
of market imperfections (Romer 2001). As we have already stated before, these
standard arguments had been retained by the Commission of the European
Communities (1990) in its “One Market, One Money” report to define criteria to
justify supranational policies: existence of positive externalities on the community
level due to supranational policies, indivisibilities and economies of scale. To
define the optimal level of intervention, the subsidiarity principle should then be
applied, based on these economic criteria.

How to Finance These Interventionist Supply-Side Policies?

The introduction of a European tax, which is not the most popular proposal,
could have three advantages: transparency, simplicity and acceptability.

The structure of the system should be clear so that taxpayers would know the
tax base and the use of the tax. Then, the system should be simple so that
taxpayers would understand how the system works and the cost of the system
should be minimized. Consequently, we could expect a greater acceptance of
European taxes, especially if the aims of the EMU were formulated in a more
precise way than at the moment. Therefore, a better communication will be needed
to increase the acceptability of such a tax system. This point will be developed
further at the end of our paper.

This basic description of a potential European tax system is probably
overoptimistic so that alternatives should be considered. Mazzucato’s suggestions
(2013) seem to be very useful in this context:

> royalties and the setting up of a European investment funds: when the EU
or member states invest in R&D generating returns, then they should get
royalties;

» income-contingent loans and equity; depending on the level of returns on
publicly financed investments, the EU and member states should be
considered like shareholders and get a return on the amounts invested (also
in the case of public-private partnerships). In these two cases, these
financial resources should be used to service the sovereign debt contracted
to finance the corresponding investments;
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> development banks: public investment banks should help finance
structural projects like the European Investment Bank (EIB) does whereas
other public financial institutions, like the ESM, should help finance
countercyclical interventions in member states under the assumption that a
consensus on a commitment to this policy can be obtained.

The Present Instruments for European Interventionist Policies
The major instruments are the EU budget and the InvestEU initiative’.

The EU Budget

The EU budget is an investment budget that has to be balanced every year.
The annual amounts available are defined by the Multiannual Financial Framework
(MFF) for a period of seven years (European Commission 2019b).

Different policy domains corresponding to the general aims of the EU are
covered by this budget. The financing covers measures to foster smart and
inclusive growth (subdivided in measures in favour of competitiveness for growth
and jobs and for economic, social, and territorial cohesion); sustainable growth;
security and citizenship; foreign policy and a final part of the budget finances the
European administration.

For 2018, a total amount of € 160.114 billion has been allocated which
corresponds to about 1% of EU’s gross national income (GNI) which is less than
Belgium’s or Denmark’s national budgets.

The main resources are provided by the member states (76% for 2019) and
the management of the budget is organized as follows: direct management by the
European Commission 18%, shared management with member states 74%,
indirect management 8% of the available resources.

The InvestEU Initiative

The InvestEU initiative, an extension of the Investment Plan for Europe or the
so-called Juncker plan, relies on the idea that European financial resources
combined with financial guaranties given by the EU will trigger a multiplier effect
and will generate even larger privately financed investments than the initial
European resources. Again, the domains benefiting from these initiatives should
correspond to the EU’s general objectives: investments in sustainable
infrastructure, in research, innovation and digitalization, in small businesses, and
in social investments and skills.

The InvestEU fund will manage €15.2 billion of financial resources from the
EU budget; then EU budgetary guarantees combined with private partners’
resources for investment projects should reach €47.5 billion and the total

"We will only refer to the EU in this paragraph as there are no specific budgets or other
financial resources for the EMU. We will not consider the ESM because this mechanism only
intervenes in case of financing problems resulting from countercyclical interventions.
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multiplier effect is estimated at €650 billion for the period between 2021 to 2027
(European Commission 2019a).

This very brief description of the EU’s financial resources clearly shows that
an annually 1% budget, compared to the EU’s GNI, even combined with a still
lower annual percentage InvestEU programme cannot be enough to foster real
convergence within the EMU and even less in the EU. This fact is the logical
consequence of the responsibility or market discipline approach that dominates the
political debate in Europe. This approach relies on the idea that real convergence
should be achieved through market-oriented policies, but we cannot expect an
important impact of these amounts on the future development of the EU and not
just for the left behinds.

What Should Be a Future Fiscal Policy in the EU and/ or the EMU?

As we have de facto two levels of economic integration in Europe, the
European budget should be separated into an EMU and a non-EMU part. We will
now only refer to the EMU part in this paragraph.

The Structure of Public Budgets Matters

European financial resources available for EMU member states should be
grouped in a countercyclical and in a structural component (Dréze and Durré
2014). A deeper integration for these member states needs a more developed
budget, even if there will be a risk that real convergence between EMU member
states and non-member states might become more complicated.

The countercyclical component should be considered as an insurance
instrument in case of asymmetric shocks (De Grauwe 2016) and should be
financed by national and ESM resources. This structure should take into account
the two dominant approaches to public intervention in Europe: the ESM resources
are based on a risk- sharing or solidarity approach between member states and
above a certain threshold of sovereign debt, member states should issue junior
sovereign bonds at market conditions, which refers to the market rules or
responsibility approach. The advantage of such a structure is that the government
bond market’s fragility will be considerably reduced (De Grauwe 2016).

For the structural component of a European budget, the EU/EMU’s objectives
have to be defined first of all in a more precise way, then, the corresponding
objectives for member states should be defined based on the initial European
objectives. Finally, indicators with defined thresholds should be established. Based
on this clarification of objectives, policy means have to be defined. Then, the
financial needs for these different polices have to be evaluated, hence a structural
component of a European budget will be defined. An agreement needs to be found
how to combine this European budget with national budgets and private investment
initiatives.

This structure does not really need new institutions, but the existing elements
should be used (EU budget, EIB and European Fund for Strategic Investments
(EFSI), for example), but a clearer commitment to the objectives, to how to reach
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these objectives and to what to do in case the objectives are not attained will be
needed. The sole change that we recommend is to separate the budget in two parts
one for the EMU and one part for the remaining member states with a remaining
question if the remaining member states need or want to have an insurance
mechanism in case of asymmetric shocks.

The major difficulty to build up such a system is the lack of homogenous
political preferences in the EMU/EU. This structure clearly pleads for a deeper
political integration within the EMU and in the ideal case even within the EU.
Then, a supranational fiscal policy based on a broader European tax and on
common decisions on how to use these financial resources could be developed.
Apart from taxes, the issuing of European bonds, guaranteed by all member states
could be another source of financial resources to finance these European
development programmes. These bonds would be repaid by the future taxes
generated by the investment programmes or by other revenues generated by public
investments.

Each investment project should be evaluated based on a cost/benefit analysis:
the expected social benefits need to be larger than the expected social costs (Dréze
and Durré 2014). The selected projects should mainly be decided in domains with
market imperfections, that are labour intensive and should be distributed among
member states in a way to foster real convergence (Dréze and Durré 2014).

Rules Based

The remaining problem for all kinds of fiscal policies is the potential
sovereign debt that will appear due to public intervention, either on the European
level (which is not allowed for the moment) or on the national level.

The existing rules have been criticised for their complexity and measurement
problems (Darvas et al. 2018) and also for their pro-cyclical structure and their
problems of enforcement (Bénassy-Queére et al. 2018). These inefficiencies explain
their limited acceptance by policymakers and the wider public and why more and
more discussions come up on how to make these needed rules more efficient and
less complex.

Reports by Bénassy-Quereé et al. (2018) and Darvas et al. (2018) suggest that
nominal public expenditures should not grow faster than the nominal growth rate
to avoid further increases of debt-to-GDP ratios. At the same time, the levels of
nominal expenditure should be compatible with debt reduction targets for those
member states presenting unsustainable levels of debt. Finally, an escape clause
from these rules should exist if very large shocks appear.

The theoretical link between deficits and debt has to be taken into account
when a fiscal policy will be designed. A crucial point is the beforementioned
relationship between a country’s growth rate and the interest rate on sovereign
debt (European Commission 1990, De Grauwe 2016; pp. 218-220; Blanchard
2018). When the interest rate exceeds the growth rate, then the increase of the
sovereign debt-to-GDP ratio runs out of control and will cause financial instability.
If the interest rate is lower than the growth rate, then this risk will not appear, as
long as the relationship will not be reversed. A logical consequence will be that the

61



Vol. 7,No. 1 Klein: The Never-Ending Quest for the European Fiscal Policy’s ...

definitions of fiscal rules to be applied to national and a supranational budget
should be based on this relationship as suggested by Bénassy-Quéré et al. (2018).

A Need for a Better Communication Policy in Europe

The previous developments clearly suggest that there is a need for an
improved and simpler communication by European institutions to increase the
transparency of the EU/EMU’s objectives and its corresponding policies. Much
clearer statements should be made about the corresponding advantages for
member states, about the indicators used to assess improvements in member states
and about how to adjust policies in cases where the objectives have not been
attained.

Especially simplified rules should be explained to all citizens and how and
why European programmes contribute to the defined objectives and why they are
the better solution compared to national solutions. Finally, a clearer statement
should also be made about short-term vs. long-term improvements for member
states.

Conclusion

The process of monetary integration in Europe has generated an everlasting
discussion about the need for a fiscal policy and about the definition of the aim(s)
of this policy. The theoretical and political statements presented different
conclusions from those that were considered to create the incomplete monetary
union that we know today.

These limits of monetary integration become even more obvious in the
aftermath of the financial and the sovereign debt crises between 2008 and 2011.

The structure of monetary, economic and political integrations in Europe,
hence the role of a European fiscal policy, have been reconsidered since then, but
the theoretical framework of a monetary union suggests just one solution: a deeper
integration. A deeper integration means a political union allowing a budgetary
union, so a need for more homogenous political preferences which can only be
achieved through a deeper commitment to the EU/EMU by its citizens.

The following quote summarizes the political change and the corresponding
change in communication that will be needed in the future to achieve our common
goals in Europe: “Words matter: we need a new vocabulary for policymaking.
Policy is not just about ‘intervening’. It is about shaping a different future: co-
creating markets and value, not just ‘fixing’ markets or redistributing value. It’s
about taking risks, not only ‘de-risking’. And it must not be about levelling the
playing field but about tilting it towards the kind of economy we want”
(Mazzucato 2018, Penguin edition p. 19).

Therefore, more precise definitions of the objectives of European integration
and of the advantages for member states are needed. As a consequence, a clearer
presentation of the corresponding policies with the expected outcomes on the
member state level has to be added. This has to be achieved through an improved
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communication policy integrating all the previously mentioned elements to
convince European citizens that the European integration is not just about
maintaining peace in Europe but that a real improvement in living conditions can
be achieved.

If these adjustments cannot be realized, then the common currency risks
failing and, with this purely economic aspect, the whole European idea.

References

Aiyar S., Bluedorn J., Duval R., Furceri D., Garcia-Macia D., Ji Y., Malacrino D., Qu H.,
Siminitz, J. and Zdzienicka A. 2019. Strengthening the Euro Area: The Role of
National Structural Reforms in Enhancing Resilience. IMF Staff discussion note.
June 2019 SDN/19/05.

Alesina A., Tabellini G., Trebbi F. 2017. Is Europe an Optimal Political Area? Brookings
Paper on Economic Activity. DOI= https://www.brookings.edu/wp-content/uploads/
2017/03/3_alesinaetal.pdf.

Baldwin R. Wyplosz C. 2015. The Economics of European Integration, 5" edition.
McGraw-Hill Education, Maidenhead.

Bénassy-Quéré A., Brunnermeier M., Enderlein H., Farhi E., Fratzscher M., Fuest C.,
Gourinchas P.-O., Martin P., Pisani-Ferry J., Rey H., Schnabel 1., VVéron N., Weder di
Mauro B., Zettelmeyer J. 2018. Reconciling Risk Sharing with Market Discipline: A
Constructive Approach to Euro Area Reform. Policy Insight N° 91. Center for
Economic Policy research.

Blanchard O. 2019. Public debt and Low Intertest Rates. American Economic Review. Vol.
109, no. 4, April 2019 (pp. 1197-1229).

Brunnermeier M., James H., Landau J.-P. 2016. The Euro and the Battle of Ideas. Princeton
University Press, Princeton.

Buti M. 2019. Fiscal Policy in the European Economic and Monetary Union: An Evolving
View. In Blanchard O., Summers L., eds. (2019): Evolution or Revolution? Rethinking
Macroeconomic Policy After the Great Recession. Peterson Institute for International
Economics. The MIT Press. Cambridge, MA.

Commission of the European Communities 1990. One Money, One Market. An Evaluation
of the Potential benefits and Costs of Forming an Economic and Monetary Union.
European Economy, N° 44.

Commission of the European Communities 1992. Maastricht Treaty. Treaty on the
European Union by Council of the European Communities. DOI= https://europa.eu/
european-union/sites/europaeu/files/docs/body/treaty_on_european_union_en.pdf.

Committee for the Study of Economic and Monetary Union 1989. Delors Report. Report
on the Economic and Monetary Union in the European Community. DOI= http://ec.
europa.eu/economy_finance/publications/pages/publication6161_en.pdf.

Coudert V., Couharde C., Grekou C., Mignon V. 2019. Heterogeneity within the Euro
Area:New Insights into an Old Story. CEPII Working Paper No 2019-05 — March.

Council of the European Communities 1970. Report to the Council and the Commission
on the realisation by stages of economic and monetary union in the Community.
“Werner Report” (definitive text).

De Grauwe P. 2016. Economics of Monetary Union, 11" edition. Oxford University Press,
Oxford.

Demertzis M., Sapir A., Wolff G. 2019. Promoting Sustainable and Inclusive Growth and
Convergence in the European Union. Policy Contribution Issue n° 7. Bruegel.

63



Vol. 7,No. 1 Klein: The Never-Ending Quest for the European Fiscal Policy’s ...

Darvas Z., Martin P., Ragot X. 2018. European Fiscal Rules Require a Major Overhaul.
Bruegel Policy Contribution n° 18. October 2018.

Dreze J., Durré A. 2014. Fiscal Integration and Growth Stimulation in Europe. Recherches
économiques de Louvain; 2014/2 Vol. 80; pp. 5 - 45.

Eichengreen B. 1992. Should the Maastricht Treaty Be Saved? Princeton Studies in
International Finance, N° 74, International Finance Section, Princeton University.

European Central Bank 2015. Real Convergence in the euro area: evidence, theory and
policy implications. ECB Economic Bulletin, Issue 5/2015 - Article.

European Commission 2012. Scoreboard for the Surveillance of Macroeconomic
Imbalances. European Economy. Occasional paper 92.

European Commission 2015a. Completing Europe’s Economic and Monetary Union.
Report by Jean-Claude Junker in close cooperation with Donald Tusk, Jeroen
Dijsselbloem, Mario Draghi and Martin Schulz.

European Commission 2015b. Adding Employment Indicators to the Scoreboard of the
Macroeconomic Imbalance Procedure to Better Capture Employment and Social
Developments. Ref. Ares (2015) 5426195 - 27/11/2015

European Commission 2017a. Reflection Paper on the Deepening of the Economic and
Monetary Union; DOI=https://ec.europa.eu/commission/sites/beta-political/files/ref
lection-paper-emu_en.pdf.

European Commission 2017b. Reflection Paper on the Future of EU Finance. DOI=
https://ec.europa.eu/commission/sites/beta-political/files/reflection-paper-eu-finances
_en.pdf.

European Commission 2018a. Report from the Commission to the European Parliament,
the Council, the European Central Bank and the European Economic and Social
Committee Alert Mechanism Report 2019. SWD (2018) 466final.

European Commission 2018b. EU Budget for the Future. Regional Development and
Cohesion. DOI= https://ec.europa.eu/commission/sites/beta-political/files/budget-may
2018-new-framework-glance_en.pdf.

European Commission 2019. The EU Budget at a Glance. DOI= https://ec.europa.eu/in
folsites/info/files/about_the european_commission/eu_budget/budget-brochure-a5-
17-05_interactive.pdf.

European Commission 2019a. EU Budget for the future. What is the InvestEU Program-
me? DOI=https://ec.europa.eu/commission/sites/beta-political/files/what_is_investe
u_mff_032019.pdf.

European Commission 2019b. What is the Investment Plan for Europe? DOI=
https://ec. europa.eu/commission/priorities/jobs-growth-and-investment/investment-
plan-europe -juncker-plan/what-investment-plan-europe_en.

Eurostat 2018. Smarter, greener, more inclusive? Indicators to support the Europe 2020
strategy. DOI=https://ec.europa.eu/eurostat/statistics-explained/index.php?title= Euro
pe_2020 indicators - executive_summary.

Fleming J. 1962. Domestic Financial Policies Under Fixed and Under Floating Exchange
Rates. Staff Paper (International Monetary Fund), VVol. 9, No. 3; pp. 369-380.

Frankel, J., Rose, A. 1997. The Endogeneity of the Optimum Currency Area Criteria.
Economic Journal, 108.

Friedman M. 1953. The Case for Flexible Exchange Rates in Essays in Positive Economics,
University of Chicago Press, Chicago.

Haberler G. 1970. The International Monetary System: Some Recent developments and
Discussions, In George Halm (ed.) Approaches to Greater Flexibility in Exchange
Rates. Princeton University Press, pp. 115-123.

James H. 2012. Making of the Monetary Union. The Belknap Press of Harvard University
Press, Cambridge, Massachusetts.

64



Athens Journal of Business & Economics January 2021

Kenen, P. 1969. The theory of optimum currency areas. An eclectic view, in Mundell, R.
and Swoboda, A. (eds.) Monetary Problems of the International Economy, Chicago,
Chicago University Press.

Krugman P. 1993. Lessons of Massachusetts for EMU, in Giavazzi F. and Torres F. eds.,
The Transition to Economic and Monetary Union in Europe, Cambridge University
Press, New York, pp. 241-261.

Masuch K., Anderton R., Setzer R., Benalal N. (editors) 2018. Structural policies in the
euro area. European Central Bank Occasional Paper Series N° 210.

Masini F. 2014. A History of the Theories on Optimum Currency Areas. European Journal
of Economic Thought, Vol. 21, N° 6, pp. 1015-1038.

Mazzucato M. 2013. The Entrepreneurial State. Debunking Public vs. Private Sector
Myths. Republished by Penguin Books in 2018.

Mazzucato M. 2018. The Value of Everything. Making and Taking in the Global Economy.
Republished by Penguin Books in 2019.

McKinnon R. 1963. Optimum Currency Areas. The American Economic Review, Vol. 53,
No. 4 (Sep. 1963), pp. 717-725.

McKinnon R. 2004. Optimum Currency Areas and Key Currencies: Mundell | versus
Mundell 1. JCMS 2004 VVolume 42. Number 4. pp. 689—715.

Mintz N.N. 1970. Monetary Union and Economic Integration, The Bulletin, New York
University.

Mongelli F. P. 2008. European Economic and Monetary Integration and the Optimum
Currency Area Theory. European Economy; Economic Papers 302; European
Commission.

Mundell R. 1961. A Theory of Optimum Currency Areas. The American Economic
Review, Vol. 51, No. 4 (Sept. 1961), pp. 657 — 665.

Mundell R. 1963. Capital Mobility and Stabilization Policy under Fixed and Variable
Exchange Rates, Canadian Journal of Economics and Political science, 29, pp. 475-
485.

Mundell R. 1973. Uncommon Arguments for Common Currencies. In H.G. Johnson and
AK. Swoboda (eds.), The Economics of common currencies, London: Allen and
Unwin, pp. 114. 132.

Official Journal of the European Union 2012. Consolidated Version of the Treaty on the
Functioning of the European Union. DOI= https://eur-lex.europa.eu/legal-content/
EN/TXT/PDF/?uri=CELEX:12012E/TXT&from=EN.

Official Journal of the European Union 2016. Consolidated Version of the Treaty on the
European Union. DOI=https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=
CELEX:12012E/TXT&from=EN.

Padoa-Schioppa T. 2004. The Euro and Its Central Bank. Getting United After the Union.
The MIT Press. Cambridge, Massachusetts.

Pierluigi B., Sondermann D. 2018. Macroeconomic Imbalances in the Euro Area: Where
Do We Stand? European Central Bank Occasional Paper Series; N° 211, June 2018.

Pisani-Ferry J. 2019. When Facts Change, Change the Pact. DOI= http://bruegel.org/20
19/05/when-facts-change-change-the-pact/?utm_source=GDPR&utm_campaign=5e
994e6458-EMAIL_CAMPAIGN_2019 05 02 08 31&utm_medium=email&utm_
term=0_7c51e322h7-5994e6458-278663049.

Rodrik D. 2000. How far will international economic integration go? Journal of Economic
Perspectives 14, pp. 177-186.

Rodrik D. 2017. Straight Talk on Trade. Ideas for a Sane World Economy. Princeton
University Press.

Romer D. 2001. Advanced Macroeconomics. International Edition. Singapore. McGraw-
Hill.

65



Vol. 7,No. 1 Klein: The Never-Ending Quest for the European Fiscal Policy’s ...

Rosen H.; Gayer T. 2014. Public Finance. Global Edition. Maidenhead. McGraw-Hill
Education.

Schoenmaker D. 2011. The financial trilemma. Economic Letters; 111 (2011), pp. 57-59.

Tavlas G. 1993. The “New” Theory of Optimum Currency Areas. The World Economy
Review; pp. 663-685.

66



Athens Journal of Business & Economics - Volume 7, Issue 1, January 2021 —
Pages 67-84

Sustainable Governance and Knowledge-based Economy
— Prerequisites for Sustainable Development of the
Developing and Transitional Economies

By Kristina Jovanova®

Economic globalization results in unbalanced development and growing
inequality between the centre and the periphery of the global economic map.
This process is driven by the expansionist policies of the corporations and the
financial capital, being in collision with the social protection system. Markets
are good for wealth creation, but they fail to take care of the citizens’ social
needs. Social justice is a public good that can be provided for only by means of
the political process. Globalization fails to meet the needs of the ultimate
beneficiary of the development processes - the citizen. The modality in which
economic localization foundations were set in the development and transitional
economies, did not exhibit clear development capacities in order to improve the
global position of these countries. Alternative development strategies are
required in order to keep the territorial integrity of the nation-state and radical
reforming of the central government role in the process is a prerequisite. The
main driving force of the sustainable governance concept refers to the
participation, knowledge and information distribution and cooperation among
stakeholders. Economic prosperity is dependent on the effectiveness in
production, collection and use of knowledge in the economic processes.
Economy converts into a hierarchy of networks and what comes out as a result
is a network society in which individual or corporative capacity for
participation and networking determines the socio-economic position.
Knowledge - Based Economy (KBE) refers to an economy that applies
information resources, technology and knowledge into the economic
development processes. Innovations entail increased communication intensity
and feedback among companies, academic institutions, laboratories, consumers.
They are a result of a number of interactions and synergies of specific
innovative systems that tend to expand outside national borders, ideally
becoming global, incorporating numerous global-local connections. (JEL QO01,
F60, FO0)

Keywords: Globalization, localization, sustainable development, knowledge -
based economy, governance
The Root of the Problem

The paper is exploring the modalities of sustainable governance and economic
activities that would counterbalance the demonstrated deficiencies of the global
economic order dominated by mega - capitalism and would improve the position

“National Programme Officer, Organization for Security and Co-operation in Europe
(OSCE) Mission to Skopje, North Macedonia.
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of the developing and transitional economies on the global economic map
(Dicken, 2007).

The first introductory section penetrates into the root of the problem, casting
light on two major segments: 1) the combination of unbalanced distribution of
production factors, knowledge and technology and 2) the presence of corruption,
captured state by corporative capital and lack of sustainable governance instruments.

The research develops into a presentation of literature reviewed in order to
develop the thesis and elaborate the main starting points, followed by a
methodological approach for proving the existent discrepancies on the global
economic map, projected in the centre-periphery theory.

Discussions, findings and conclusions follow as a result of the elaborated
thesis and starting premises.

Marginal Productivity Factor

The capitalism driving force is profit maximization that is realized by means
of accumulating extra value incorporated into the goods and services traded and
the underpaid labour force. This system functions either by intensification of
labour exploitation or by expanding production and introduction of more efficient
and technologically innovative methods that are increasing the trade value for
greater profit. The contradiction inherent to the process is the following - the more
reduced labour time, the less labour value traded goods incorporate.

According to the theory of marginal productivity, in a modern high tech
economy not all labour market participants are able to valorise their labour.
Labour market puts on the surface only those who possess specific skills and
knowledge. The rest are out on the margins of the system. Moreover, digitalization
and robotics enable for production without human input. Unprecedented in the
history of mankind, production without human labour input is possible. Hence,
technological development appears to be the main factor for the rising inequality,
while labour supply needs to correspond to the labour demand in order to avoid it.

If goods and services cannot result in profit without their realization on the
market and unpaid labour force excluded from the production system cannot
consume the rising supply in goods and services, does this mean the end of mass
production is announced? Definitely not, as the financial sector takes over by
opening credit lines and upbringing the capital on the throne of the mega -
capitalist order (Stiglitz, 2015). In the long run, labour factor position additionally
worsens by falling down into the spiral of indebtedness under the mercy of the
financial institutions lead by the individual need for profit. The pattern reflects
from individual to national level in most of the transitional and developing
countries (Bartlett and Uvali¢, 2013).

Asymmetry of Information, Non-Transparency, Corruption and Speculative Capital
The imperfections of the market mechanisms are not properly treated by

national policies. A major percentage of the inequality also results from inactivity
and lack of adequate government policies, selective and not transparent decision-
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making, corruption and breaking the rules of the system, even more, producing
rules as per the preferences of the ruling political and financial elites (Ceriani and
Déavalos, 2014). The situation worsens when governments are controlled by
financial oligarchs interested in the less transparent market. The practice is not
exclusively applicable to developing and transitional countries, but also takes place
globally and in rather developed economies. Yet, the instruments and tools are
different and extend from non-objective and hidden information to using financial
market derivatives that create fabricated reality on the real values of assets. The
last was one of the main reasons for the 2008 financial crisis. Stiglitz rightfully
calls them “financial weapons for mass distraction’ in his 2008 book ‘The Price of
Inequality’.  When these financial derivatives that denominate virtual and
speculative capital are subject to trade, asymmetry of information between buyer
and a seller allows seller (financial institution) to extract extra profit. This is a pure
speculative transaction.

Capital, in its nature, needs to circulate. Yet, not all capital transactions lead
towards creating added values. When capital rather accumulates due to the
payment of credit interest, it is called speculative capital. The mass expansion of
speculative capital in a form of financial derivatives and their subsequent trade on
the financial market overpassed the amount of trade transactions in goods and
services. Even though of suspicious nature, financial derivatives normally tend to
be backed up by real assets and value by borrowers on the market, shifting the risk
of failure on the account of citizens’ budgets, thus paving the road to a long-term
economic instability. Moreover, government policies are inclined towards bailing
out corporative failures on the financial market (for example, financial crisis 2008).

The inherent tendency of the speculative capital to move from highly
developed towards underdeveloped countries, that is, from countries with low
towards ones with high interest rates, constitutes a potential threat for developing
and transitional economies of irreversibly falling into the spiral of indebtedness.
Financial industry exercises high pressure on these countries by using speculative
capital for financing trade balances with one final goal - realization of goods and
services on the market and creating profit.

Economic Globalization — Irreversible Trend that Fails to Meet Global Social
Needs: A Review

The evident exponential rise of the financial derivatives in the past decades™
in combination with the politico-economic approach in defining the process, leads
to the conclusion that economic globalization is a process of privatization of the
world economic resources by the owners of capital, very often virtual and hybrid
capital. Under the same logic, it represents a process of transformation of the
territorial (national) state into a market-corporate state, a new stage in the

8The activity of global financial derivatives reached 457 trillion euros in 2007 and 553 trillion in
2015, according to the Statistical Release, OTC Derivate Statistics at End-June 2015, Monetary and
Economic Department, Bank for International Settlements, November 2015, retrieved from https://
www.bis.org/publ/otc_hy1511.pdf.
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development of capitalism called mega - capitalism, which (dialectically) equals
to the stage of capitalist development that precedes post - capitalism and post -
market society, as seen by Marx (Shachtman, 1962), Keynes in his book
‘Economic Possibilities for our Grandchildren’, Hilferding in ‘Finance Capital’, or
from the latest history, by Peter Drucker in ‘Post-Capitalist Society’ and Robin
Hahnel in ‘Of the People, By the People: The Case for a Participatory Economy,
from 2012. The free capital movement is the basic characteristic of the economic
globalization. Countries compete to attract capital, a fact that limits their own
sovereignty and power to tax it. In the meantime, the movement of the labour
force is strictly regulated. Hence, globalization radically modifies economic and
societal arrangements in a direction of decreasing the state control over the
economy. The effect is accelerated by the activities of neoliberal politicians and
economists that act as corporative capital agents with a final goal of decreasing the
power of the state over its national economy and opening the road to an expansion
of capital and profit accumulation.

There is an evident political trend that creates extra profit for elite structures
not due to their objective productivity and contribution towards social welfare, but
due to corruptive connections with the ruling power, called ‘rent seeking’ (Stiglitz,
2012). This phenomenon is a very common practice in the transitional and
developing economies and is very far away from a state of optimal and equitable
distribution of the social wealth where the personal reward should correspond to
the benefit delivered to the society. Literature offering solutions for the distribution
of resources is immense. Market fundamentalists (Adam Smith, Milton Friedman)
suggest that distribution of resources is most effectively and efficiently achieved
within the market mechanisms system and that each intervention into the system
would decrease the overall efficiency of the economy. From that perspective only,
economic globalization is ultimately a successful project — free competition on a
global level incites inventive and entrepreneurial talents and fosters technological
development processes. But, the economic globalization is in a collision with the
social protection system. As John Maynard Keynes, Joseph Stiglitz and Paul
Krugman imply, markets are good for wealth creation but fail to serve the social
needs of citizens. While market functions blindly in accordance with individual
interests not giving moral judgement of correctness, society cannot function
without differentiating between right and wrong. The collective distinction
between right and wrong is up to politics that fails to bring societally acceptable
decisions in a world that lacks strong moral platform (Soros, 2011). Political
action is necessary even for creation and maintaining the market per se. The global
crisis in 2008 demonstrated that markets are truly volatile; they possess internal
power but lack inherent system moral (Down, 2008).

Profit dominates moral values. Underdeveloped and transitional countries
remain affected by the unbalanced distribution between private and public goods
with the mega - capitalist trends working in favour of accumulating private goods
in the hands of few political elites (Mason, 2015). As financial markets are subject
to crises, they do not strive towards equilibrium, but facilitate the free trade of
goods and services between voluntary participants in favour of their individual
needs, rather neglecting the collective needs of people, such as order, law
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enforcement and social justice. These “public goods” can be provided for with
political process only. If the main advantage of the markets is considered the
efficiency (situation when supply equals demand in quality and quantity) and their
inefficiency is obvious (inability to absorb the available human resources and
labour potential) than logical conclusion prevails that globalization without
adequate coordination and strengthening of the international political and societal
arrangements, leads to inequality. If citizens’ welfare is the imperative of the
democratic systems, we cannot afford to maintain a kind of globalization system
that appears to be the main reason for the ever-growing inequality due to unfair
rules of the game or even the absence of them.

The positive sides of the economic globalization per se are not contested, but
the manner in which globalization is managed. Globalization trend cannot and
should not be stopped. Yet, the main challenge remains: how can we direct the
process towards achieving win-win outcome for all involved stakeholders. Nobel
Prize winner Amartya Sen (Sen, 1999) claims that GDP quantitative indicator is
not an appropriate measure of human welfare and that globalization ‘winners’
might compensate the ‘losers’ and yet gain. The problem is the absence of
legitimate international equivalent of the political processes conducted at the
national level. Market challenges became global and politics remains deeply
rooted in the sovereignty of the national states. This contributes to increasing the
gap between rich and poor countries.

According to the latest World Bank indicators (World Bank Group, 2015 and
2019), the wealthiest 1 per cent of the citizens on Earth earns as much as the
poorest 57 per cent together and 10 percent of the world’s population lived in 2015
on less than US$1.90 per day. This type of system functions in favour of the top
level and is so inefficient that the profit of the top is smaller than the loss of the
bottom in the societal pyramid. The biggest loss appears to be the trust — lost trust
in the democracy and justice.

Technological development is advancing at a very high speed the humankind
has never seen before the twenty-first century and it is very hard to predict the
future. Same technology can create very different kinds of societies. For example,
South and North Korea have had access to exactly the same technology but have
chosen to employ it in very different ways (Harari, 2017). Yet, the latest
technology development trends leave open space for one very obvious move -
eliminating the role of the central governments (nation-states) as a direct economic
development factor and opening space for networking on a global-local level,
creation of knowledge clusters and developing of Knowledge—Based Economy.

Knowledge—Based Economy: A Counterbalance to the Mega Capitalism

Knowledge, as an integral part of the so-called ‘human capital’ and
technology, has always been the driving force of the economic development, but
only as far as in the last couple of decades its importance has been recognized as a
growing crucial development factor. Knowledge-Based Economy (KBE) refers to
an economy that applies information resources, technology, specific skills and
knowledge for achieving economic development. The idea of knowledge playing a
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key economic role is not new. Adam Smith referred to “new type of specialists
that bring an important contribution in creating economically useful knowledge”
(Mueller, 2015). Friedrich List (List, 1841) acknowledged “institutions that
contribute to the development of productive forces by means of creation and
distribution of knowledge”. The idea of Schumpeter (McCraw, 2007) on
innovations as important economic dynamics factor was followed by students such
as Galbraith, Goodwin and Hirschman.

The notion of KBE is closely linked to the work of the management theorist
Peter Drucker and the sociologist Daniel Bell, (Drucker, 1959 and Bell, 1973).
Yet, the term ‘Knowledge Economy’ and its synonym ‘Knowledge-Based
Economy’ was not widely spread up to the early 90-ties of the last century. Since
then, the development of KBE turned into the leading principle of the economic
development policies in the developed countries, despite its incomplete definition
and attempt to be contested as a development concept. The term ‘Knowledge-
Based Economy’ resulted in total recognition of the role of knowledge and
technology in economic growth and development. For example, OECD countries
from the beginning of this millennium are increasingly dependent on production,
distribution and use of knowledge in the context of economic processes.
Economic output and employment in the technological intensive sectors have
increased in the countries from the global centre with the fastest rate ever noted. In
the last decade, the proportion of high technology in the industrial production of
OECD has doubled and is estimated that in the biggest number of developed
countries, more than 50 per cent of GDP is knowledge-based.

The definition of KBE combines the approach of the World Bank and OECD:
‘Knowledge-Based Economy is the type of economy based on economic
incentives and institutional regime which stimulates acquiring, creation,
dissemination and use of knowledge and flow of information for increasing the
growth and welfare, as well as effective educational systems for development of
skills, ICT, research, development and innovation’. According to Ian Brinkley,
former director of Knowledge Economy Programme of Work Foundation, the
KBE idea may be operationalized by 1) defining the knowledge industries (for
example, knowledge based services); 2) knowledge intensive labour force
(example, holders of certificates in most contemporary professional codes); 3)
knowledge sources and assets (research and development) and 4) knowledge -
based services (volume of trade in knowledge - based industries).

These are narrow approaches in defining KBE. Alternatively, KBE can be
defined as a concept that incorporates complex processes of socio-economic
restructuring, followed by growing importance of information flow and processing
and creation of knowledge though the entire economic activities’ process. This
concept involves investment in science, technology, engineering and maths
(Science, Technology, Engineering and Mathematics - STEM), increased number
of educated workers and consumers and the development of new industry sectors.

The Knowledge-Based Clusters and similar instruments that constitute an
integral part of the KBE concept is presented in Table 1.
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Table 1. Knowledge Clusters and Similar Instruments

Concept Short definition Quantification (example)
Agglomeration of
K-cluster institutions where Number of organizations per
(knowledge cluster) knowledge is input and/or location
output

Number of human resources
and labour force focused on
knowledge and their output
(patents, software,
documents produced)

Local innovation system,
K-hub centre of network
(knowledge hub) production and
distribution of knowledge

Structures and institutions ICT management, regular
K-architecture for communication and meetings and knowledge
knowledge flow exchange initiatives

Regional R&D, costs,
location of K clusters and
knowledge centres

Locations with high or

Epistemological relief low knowledge intensity

Source: Dev Singla, Chandan, (2008) Knowledge-Based Cluster Development in India,
Opportunities and Challenges, Massachusetts Institute of Technology.

These trends necessarily lead to the revision of the existing theories and
models. Traditional production factors based on labour, capital, material and
energy where knowledge and technology are external factors are replaced with a
new concept where knowledge represents direct productivity factor.

For the purpose of measuring and monitoring the KBE development, World
Bank developed Knowledge Economy Index (KEI), using a four pillars framework:
1) economic initiative, incentive and an institutional regime in support of KBE; 2)
educated population ready to create, disseminate and use knowledge; 3) efficient
system of companies ready to absorb innovation and technology created, research
centres, universities, consultancies ready to contribute to the global knowledge
aggregate development and 4) information and communication infrastructure for
facilitation of effective creation and processing of knowledge and information.
According to the World Bank data for 2012, the highest KEI has been calculated
for Sweden and Scandinavian countries, EU, USA, Switzerland, Australia and
New Zeeland.

Developing and transitional economies lack the majority of all the KEI
indicators.

Methodology: Center vs. Periphery on the Global Economic Map —
The Unsustainable Reality and the Need for Localization

For the purpose of achieving the defined goals, the paper uses classical
research methods, such as analysis, synthesis, induction, deduction, description,
comparing, abstraction, historical method and similar. The theoretical component
includes contemporary literature in the field of global and local economy,
guotations from renowned authors from journals, statistical data from reports
published by international governmental and nongovernmental organizations and

73




Vol. 7,No. 1 Jovanova: Sustainable Governance and Knowledge-Based Economy...

internet pages. However, the main methodological platform for analysing the
problem of the developing and transitional economies is the centre-periphery
theory.

According to the centre-periphery theory, global capitalism has contradictory
structure. It is developing into dominating socio-economic system based on the
appropriation of the extra value by means of monopolistic instruments. The
monopolistic position of the centre (countries that enjoy control over information,
technology and knowledge) enables accumulation of the added extra value from
the countries satellites in the periphery of the global economic map, later on, used
for augmentation and centralization of the capital. Instruments of this process are
the prices of products and services on the market in the economic branches with a
greater organic composition of the production factors (greater technology versus
labour). Respectively, the unbalanced territorial distribution of such economic
branches creates unbalanced development and inequality among territories on the
global economic map. This is the inherent discriminatory practice of mega -
capitalism, based on the exclusive right over contemporary technology, the latter
being a factor of above average productivity of the centre. Contrary to the interests
of the periphery, globally speaking, the technological advantage of the centre has
been internalized as a cost on the global level directed towards the disadvantaged
on the periphery. Moreover, the periphery is unable to compete structurally with
the centre, as in the era of financial capital domination, the contemporary economic
reforms offered by the global financial institutions are of a rather monetary
character causing damage to the production infrastructure of the periphery and
opening financial channels for crediting the mass consumption of products created
in the centre. The interventionist instruments used thereby are so untypical for the
neoliberal economic provenience, as great paradox has been created: by state
interventions from the centre promoted is a capital-labour model in which
periphery countries would ultimately lose their power over labour in favour of the
Transnational Corporations (TNC) and ultimately eliminating the nation - state and
converting it into corporate state with an eliminated social component.

These policies enjoy strong support from the global centre, USA, the only
country with a veto right in the IMF and lead to a rise of speculative financial
assets detrimental to the development of entrepreneurship and structural reforms in
the periphery countries (developing and transitional). This results in unproductive
spending, unemployment and inefficiency. By owing monopolistic position over
highly technology intensive production and offering it to the periphery, the centre
pumps out the accumulation of capital from the periphery deepening the
development gap. Explained in this manner, the centre-periphery theory refutes
western theories according to which centres are sources of development trends for
the developing and transitional economies (the periphery). To the contrary,
periphery corporate state capitulated before capital itself, eliminating the need for
its taxation just to be able to attract it.

This type of capitalist order that takes its major driving force from the
technological supremacy of one global centre (the Silicon Valley) backed by the
voluntarism of the speculative capital and cultural individualism is politically,
societally and first of all, economically unsustainable. When speculative financial
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capital is the only binding mechanism between centre and periphery, there is an
open space for expansion of corruptive, corrosive and criminal structures,
distorting the system of universal human values.

The postulates of a contemporary understanding of a democratic society are in
collision with the practical tendencies of the global economy functioning. If we
assert that democratic government belongs to citizens and exists for citizens then it
would be very hard to assert that the current political system trends in developing
and transitional economies are democratic. The power remains with the rich
financial elites that have captured the corporate state and spread towards the
lowest society cell in the local communities, using mass and sophisticated public
political campaigns. If the government is, in fact, functioning for improving the
welfare of citizens, they must be allowed to smoothly participate in the decision
making on issues of their direct interest. Citizens’ participation in decision making
processes can only be done efficiently at the local level of government, at the level
of their communities, exactly where resources come from, where challenges are
felt and where common goals and interests are shared among community members.

In the rapidly changing global economic environment, the shift in perceptions
and understanding of the economic processes leads to a transition from economic
globalization to economic localization and ultimately, glocalization. This process
needs to be followed by a subsequent shift in policies and politics at the national
and international level. The political focus needs a shift from protecting to limiting
the power of TNC (Transnational Corporations).

The new technological era of the K5 wave (Quigley, 2012) has the potential to
end the destructive trend. Yet, this requires strong political will for decentralization
of the global economy into polycentric local structures with fair game rules and
economic inclusion of the periphery countries. There is no need for choosing
between unlimited mega - capitalism and the opposite - back to communism, as
both are unsustainable. Fruitful interaction between the power of knowledge and
social welfare is imperative.

Local initiative need to be given a space for action and realization, currently
being suffocated by the immense state subsidies the corporate state offers to the
powerful business elites. Global economic entities do not approach local territories
in order to improve them or create businesses and jobs. They come in order to
extract profit as fast as possible and as much as possible. Creating jobs makes
sense to them only if they can reduce their labour costs. The goal of a typical TNC
is to be anywhere in terms of their own benefit and nowhere in terms of
responsibility; Mander and Goldsmith (2005). Hence, the knot between central
corrupted government and financial elites from TNC must be broken and the
power of decision making redirected towards local communities by means of
building strong local government that would provide for democracy and economic
freedom of the community members in the developing and transitional economies.
Such a decentralized system of sustainable local communities must be built
gradually. Economic localization needs to be preceded by political decentralization
and economic democracy built through political democracy that would enable
economic governance at the local level. The newly created environment would
open space for local ideas, flow on incentives for innovations, knowledge and
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information and knowledge-based economy can start to be developed by combined
top down and bottom up approach.

Economic theory has developed attempts to measure the local development,
but no single theory gives a precise definition. Common explanations of some of
them can be mathematically expressed as follows:

Local Development = CxR, where C refers to the capacity of a local territory
(economic, social, technological and political) and R indicates the resources
(natural, human resources, locational advantage, capital investments,
entrepreneurship culture, transport and communications, technology and industry,
market and export potentials). If the value of C equals 1, the capacity is neutral,
which neither adds up nor takes out value from the resources of the local
community. Value higher than 1 indicates strong capacity able to multiply local
resources and value lower than 1 refers to low capacity and bad quality of social,
organizational and political leadership where corruption, cronyism and interests of
a narrow group of people degrade the potential of the local resources and hinder
sustainable development. Traditional economic theories focus on the R part of the
equation (resources), neglecting the capacities. Yet, contemporary sustainable
development cannot be imagined without a close correlation between the two
segments-the more differentiated capacities local community possess, the
probability for putting resources in function of sustainability is higher.

In the context of the transitional economies development, both segments need
institutional support: 1) improvement of the political, technological, social and
overall economic environment for sustainable development and 2) initiating a
process of strengthening the resource base, replacing traditional materialistic
resources with the creation of knowledge, innovation, connectivity and clustering.

The striking differences between traditional mainstream development and
development based on localization (economy of local communities) are presented
in Table 2.

Table 2. Contradicting Characteristics between Mainstream and Local Economics

Mainstream economy Economy of local communities
Global Location based
Specialized Diversified

Singular Multifaceted

Broad scope Narrow scope
Competitive Cooperative

Centralized Decentralized

Counter cultural Culture - specific

Non local ownership Local ownership

Short term profit Long term investment
Growth oriented Sustainability oriented
Ecologically unsustainable Ecologically sustainable
Amoral Ethical

Source: Gibson-Graham, J.K. (2006) Post-Capitalist Politics. Minneapolis, MN: Minnesota
University Press.
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Results: In Pursuit of Alternatives

Transitional and developing economies are in an urgent need of alternative
capital sources in order to quit the doomed indebtedness. The corporate state has
not seemed to be able to support the creation of sustainable economic entities that
would lift the countries from the periphery towards the centre of the global
economic map, but rather declared itself as the major capitalist that centralized and
sterilized economic vividness, putting the private sector in a position of an
instrument of achieving short term political goals of the elites. In support of the
thesis, the total external debt stocks of developing countries and economies in
transition reached $6.7 trillion in 2014, an increase of 5.2 per cent compared with
2013 stocks (World Bank data). Hence, radical moves are necessary for fighting
the neo-colonial lock: 1) economic localization (using internal resources and
capacities); 2) economic glocalization (establishment of local-global connections);
3) redefinition of the central government function; 4) introduction of sustainable
governance principles, Knowledge-Based Economy and change in the general
mentality matrix of the citizens. In view of the latter, as per the theory of the Dutch
social phycologist, Gerard Hendrik Hofstede'®, the average mentality in the post-
communist transitional economies is prone to hierarchy, avoidance of risk and
entrepreneurship, centralization, politicization, intolerance towards novelties and
unconventional ideas, non-participatory decision making and an overall absence of
motivation — lacking all that is needed for rising productivity in the era of info and
mega - capitalism.

Turning Inwards: Economic Sovereignty of Local Governments a Precondition
for Economic Localization

Developing and particularly transitional economies inherited very centralized
administrative structures that exercise state intervention into all economic
segments. This in combination with the overwhelming global financial capital
pressures and converted central state from de jure democratic to de facto
corporative provides an unfavourable platform for developing and transitional
economies in terms of the ability to improve their geo-strategic position on the
global economic map. From a purely economic perspective, the basic platform for
exit scenario is maximized employment of domestic economic capacities,
available human resource capital, knowledge, skills and information.

Economic localization would be the most logical way out of the negative
scenario. This process starts with decentralization of power, transfer of functions
and decision making and shifting the focus of economic activities from central to
the local level of government. Bottom-up approach is crucial for ensuring
economic efficiency and growth via establishing of direct links between local
needs and service delivery to citizens and businesses. Decentralization in decision
making, as the first step towards economic localization, would open space for

YHofstede is a Professor Emeritus of organizational anthropology and international management
from the University of Maastricht. He is a former IBM employee, where he has implemented
extended researches related to cultural behaviours.
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effective and efficient use of local resources. Economic activities have to be
dismantled at the lowest level of government for giving space to local initiatives,
decreasing the distance between supply and demand, the creation of local
production systems, trade and participative local government. Local comparative
advantages need to be properly advertised and thus create positive competition.
The concept of territorial marketing enables these centripetal forces that attract
capital at the local level, contrary to the centrifugal forces of the technological
development that creates divergences. Economic success is due to an optimal
combination of both development forces. Polycentric development policies will
further contribute to elimination of disparities, incite internal migration and
stimulate growth in less developed regions.

The model of localization implemented in most of the transitional economies
is not based on clear economic sovereignty and does not provide for a
development platform and benefit for the ultimate beneficiaries, ordinary citizens.
De jure, legislation is in place, but de facto, no political will exist for enforcement,
all this in combination with the high frequency of corruption practices. Local
governments are still very much dependant on the central and the latter does not
seem to be interested in giving up power in favour of real growth. Instead,
clientele approaches are still maintained for the benefit of the corporate sector.
Enabling economic sovereignty at the local level also needs clear fiscal
independence, which again is not a case.

Creation of Global-local Connections

Contrary to the traditional policies and practices in developing and transitional
economies, development is no longer directly connected to the functions of the
nation-state in rather developed economies. The ultimate responsibility for citizens’
welfare is transferred to local level governments in their capacity of important sub-
systems of the global politico-economic system. Yet, localization does not mean
complete isolation from the global economic scene, to the contrary, it paves the
way to glocalization, a sustainability model where local communities, businesses,
economic subjects in general, establish direct links with other localities on the
global map, thus creating local-global connections. The key element is their
complete independence in decision making, a factor crucial for sustainability.

Interactions between economic actors on the global scene vary in the span
from cooperation to competition and rivalry. This evident paradoxical behaviour
depends on the type of interactions and the final objective of the process. For
example, TNC in one industry are fierce rivals, but at the same time cooperate
when about to build joint position before the domicile country that would work in
favour of both. In the era of info capitalism, capital is super mobile and economic
activities are de-territorialized. They can be easily moved from one location to
another, yet the inherent connection to the geographical location does not decrease
in importance — each economic function is enrooted in a specific location defined
by national legal environment, political structure and macroeconomic parameters.

This set-up of global-local production networks dominates the global
economic map with clear tendencies towards concentration or dispersion, blurring
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the traditional national frontiers and integrating national and local economies in
ways that exert power over the economic development trends. These processes
produce disproportional results in different territories. The contemporary world is
different than the one in the 60s and 70s, even though not more inclusive than
before, yet more dependant.

Redefining of the Central Government Function

Developing and transitional economies are faced with radical transformations
in view of the socio-economic and political aspects such as decreased power of
syndicates and collective bargaining, deficit in democracy, eroded legitimacy of
state institutions, diminished power of non-governmental organizations, while
neglecting the needs of local businesses and citizens. Economic localization must
proceed from radical changes that give a brand new role to central government
authorities and would convert them into catalyser and development agent for the
local economic subjects. The primary role of the central government needs to be
confined to maintaining a stable macroeconomic environment and promoting local
economic development policies that would serve as alternative sources for
financing debts. This would limit the impact of speculative capital as its import
would be reduced.

The new, modern central government and state powers need to work in
partnership with the local and create joint policies that ultimately support local
community members according to the principle of subsidiarity. The process is
multidimensional and certainly two-way. Local community members also need to
take direct responsibility and leadership in the local economic development
processes (OSCE Mission to Skopje, 2013). All these factors lead to improvement
not only in government models, but also the establishment of new governance
practices - participatory, democratic and inclusive.

Implementation of the Democratic Governance Concept via ICT Systems

ICT development and the overall global economy changes have a major
impact on the organization and the implementation of the central and local
government functions (Asian Development Bank, 2014). The fast info technologies
modify the fashion in which governments implement their functions and create
instruments for strengthening local democracy by the inclusion of citizens into
decision making at the lowest level of government. The transformation of public
administration from traditional to contemporary model of governance and the
affirmation of the ideas of innovation, effectiveness and efficiency constitute a
basic platform for entirely new organizational model of government that is bound
to respond to the contemporary needs of citizens. The new model of functional
decentralized and socially responsible state directs its policies towards local
governments and citizens.

The democratic, good governance concept is as old as the human civilization
itself. Landell Mills and Serageldin (Diouf, 1991) treat governance aspects such as
political responsibility and effective public administration and define governance
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as “use of political authority and exercising control over for social and economic
development”, putting the main emphasis on the political and administrative
aspects of the governance, but do not explain the complete connection between
government and the citizens.

Governance is a system of values, policies and institutions by which
government (central and local) influences the economic and the overall human
development of the community members and citizens in general. It represents the
manner in which government organizes itself for making and implementation of
decisions. It includes mechanisms and actions of citizens and communities for
identification of their needs and interests, harmonization of their differences and
exercising their legal rights and responsibilities. Rules, institutions and practices
are those that set boundaries and provide for benefits for individuals, organizations
and corporations. Governance, including its social, political and economic
dimensions, functions on each and every level, regardless if micro local (household),
local (municipality, settlement), regional, national or global. The main driving
force, instrument and medium for the functionality of the democratic governance
concept are participation, active involvement in its processes with a special accent
on the distribution of relevant knowledge and information across the stakeholders’
networks. The cooperation is paramount; it is more efficient than competition, a
thesis successfully promoted by the Nobel Prize Winner Dr John F. Nash, from
Princeton University. The point is as follows: there is a need for maximum
cooperation between the government and the service beneficiaries. They are
subjects striving towards same goal, they are not competitors. This principle is the
main difference between corrupted from one side and transparent and accountable
governments on the other (Tremlett, 2013). The most convenient level of
government that is capable of enforcing an effective governance process in line
with the community member needs is the local government. This is the starting
point in creating contemporary economic development policies. However,
practices in developing and transitional economies showcase a high level of
political corruption where central government networks by exercising political
power force local ones to deviate from fulfilling their basic goal — meeting the
different needs of community members. In such a situation, local governments
lose their basic function and turn into an extended instrument of the central
government in support of the corporative and financial elites’ interest.

Contemporary ICT represents a coordination agent among local, regional and
central governments, but only if political will exists (Hamnond, 2009). Even
though in theory the process seems viable, in practice extra efforts are necessary in
order to achieve such a synergy, including distinction among different levels of
government and combination of the top down and the bottom - up approach.
Central governments cannot just transfer resources, functions and power to local
ones, without first clearly determining their own new functions and local
governments cannot undertake, without policy and legal support from the central
governments. Similar to this, e-government cannot isolate itself from the general
context of the e-governance. This is a test for the developing and transitional
countries of their readiness to position themselves under the supervision of the
citizens. Democratic governance needs to be participative, transparent and
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responsible. Simultaneously, it needs to promote the rule of law in an equitable
and effective manner. This ensures that political, social and economic priorities are
consensus - based and citizens’ orientation principle implemented in the developed
and EU countries, fully adopted.

Conclusions

Central governments need to retain their basic security, defence,
macroeconomic and legislative functions for protecting primarily domestic capital
and production resources and building basic infrastructure. All direct economic
governance processes need to be decentralized to a lower level of government.
This repositioning of the central government is a paramount for building protective
mechanism against the destructive global economic effects that affect the central
government budgets and national policies and are expanding the indebtedness
down to the final consumers - the citizens.

The process need not result in isolation of the local communities but to the
contrary, need to create a favourable environment for creating new, effective and
efficient local-global connections that would benefit the final consumers-citizens,
without direct and evident interference of the central government. This process
would enable substitution of the formal with informal innovative methods of
economic development in line with the authentic needs of the local community
members and their local resource potentials. Endogenic local sources are the new
driving force and the focus is re-shifted towards sustainability vis-s-vis ever
changing global environment.

The new economic concept of sustainable development is based on the role of
informal rather than formal institutions, where nation - states and central
governments recognize the economic sovereignty of the local governments. Each
contrary policy potentially leads to disintegration proportionally to the degree of
exhaustion of the local economies and the transfer of profit to the financial elites
via the corporate state mechanisms. Informal institutions are networks,
partnerships, clusters that mobilize local sources based on trust and partnership.
Informal communication based on trust lead to a decreased transaction costs,
sustainability and external influences immunity.

Knowledge, information, innovations and building of innovative systems and
networks undertake the primary role in the newly created environment, contrary to
the old traditional theories and practices that put the accent on the national
economic strategies and budget policies, submitting the local economy to the
mercy of the central fiscal transfers. The traditional ineffective and outdated
relation: global financial elites - central governments - local governments - citizens
is unsustainable and leads to the scenario of “economic secession” of the local
territory from the national and represents a bad medium with the global economy.

The sustainable development of developing and transitional economies has to
be based on knowledge - based industries that tend to group into Knowledge —
Based Clusters, local innovation systems organized around universities, research
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centres and companies that produce innovation. These processes require restored
trust among economic stakeholders.

Finally, enhanced social relations among local community members and local
public-private partnerships are basic economic development factors of the new
technological era, while the local - global networking into industrial, production,
trade, service and research and development clusters represent the future of
economic sustainability in the changing global environment.
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Outcomes from Building Transparency in Governance
in a Smart City Project in India:
A Case Study of Panaji, Goa

By Mridula Goel” & Sheetal Thomas'

The Government of India is trying to tackle the challenges of rapid urbanization
through the Smart Cities Mission, launched in 2015. This paper discusses a case
about the development of a smart city under this initiative, which exhibits
exemplary governance practices while improving developing infrastructure and
technological solutions to solve critical problems of the city, e.g., Solid Waste
Management. It addresses the question whether building good governance
practices results in successful achievements of a public policy program and
aimed at infrastructure development along with best practices in governance.
This paper attempts to assess whether the Panaji Smart city project is in line
with purpose of the Smart Cities Mission ‘to create model cities which can be
triggers for planned and rapid urban development on desired lines’.
Information for the case study was collected through published data and
personal site visits, interviews and discussions with senior officials of the project
team and stakeholders. The findings are useful not only in portraying the Smart
City of Panaji with respect to citizen engagement, transparency and
accountability but also in evaluating the outcomes of the project. It is interesting
to note that the ‘model’ framework adopted to implement the project appears to
be filled with good governance but has till date not made much impact on lives
of residents of the smart city and as yet does not appear to be creating desired
networks that would be connecting to urbanization in the region. (JEL G30)

Keywords: Engagement, Governance, Smart City, Technology, Transparency

Introduction - Designing Cities to tackle the Challenges of Rapid Urbanization

India’s Gross Domestic Product (GDP) has been steadily increasing, showing
an annual growth of more than 7%. This increase has placed India into the fast
paced developing countries of the world, but this economic growth is challenged
with ever increasing population. In 2014, the population of India’s Cities was
410 million and as per the world urbanization report it is likely to reach to 600
million by 2030 and grow to 800 million in another 20 years (World Urbanization
Prospects: The 2014 Revision, 2015). Thus, 40% to 50% of India’s population
will be residing in urban cities of India by 2030 and 2050 respectively.

Currently almost 30% of India’s population lives in urban cities and
contributes 63% of India’s GDP (Census 2011). With increasing urbanization,
the urban population will contribute 75% of India’s GDP by 2030 (Facts:

*Associate Professor, Birla Institute of Technology & Science, India.
"Doctoral Fellow, Birla Institute of Technology & Science, India.
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Urbanisation in India, 2011). As the degree of urbanization has grown, the
needs of providing critical infrastructure to the growing urban population have
also increased (India: Degree of urbanization from 2007 to 2017, 2018).

India has, however, not been able to effectively tap on the development
potential of its urbanisation process as the existing urban infrastructure is not
adequate to accommodate the extensive growth of its cities. The problem of
rapid urbanization, which is not supported with suitable infrastructural
developments, tends to create negative externalities even in the rural areas. It is
expected that almost 25-30 persons from rural areas move every 60 seconds to
major cities in India for better economic opportunities (Vajda, 2017). The problem
is compounded by a proliferation of informal settlements (slums) in urban areas.
It is important to take care of these issues; otherwise India’s cities will become
increasingly chaotic and difficult to manage (Phua, 2007). Furthermore, rural
poverty will simply be converted to urban poverty, with little improvement in
standards of living (Twelfth Five Year Plan, (2012-2017) Faster, More Inclusive
and Sustainable Growth, 2013).

Consistently high population growth and rural-urban migration have posed
serious challenges of urbanization in the country. As cities sprang up and
expanded on a need basis they contributed to growing urban problems of
congestion, sanitation, lack of access to basic amenities and overall poor quality of
life. To combat this and to create ‘drivers of change’ the government has set up the
‘Smart Cities Mission’ to create model cities which can be triggers for planned and
rapid urban development on desired lines. Government of India has taken up with
urgency the ever increasing needs of urbanization and launched the Atal Mission
for Rejuvenation and Urban Transformation (AMRUT) Mission and the 100
Smart Cities” program in June 2015 to support the process of urbanization
(Tripathi, 2018). These initiatives aim to stimulate the State governments and
Urban Local Bodies (ULBs) to implement the urban sector reforms. Ultimately,
the restructured and enriched governance in cities would sustain the urban
transformation.

The AMRUT Cities Program aims to enhance the basic infrastructure (water,
sanitation, open spaces and public transportation) of 500 cities in India, with the
Government of India looking to invest $7.5 billion over next four years. The
Program intends to provide suitable training to members of the urban local bodies
(Charles, 2015). On the other hand, under the ‘100 Smart Cities Mission” Program
the government is committed to develop satellite towns of larger cities and
modernize existing midsized cities. Within the framework of the Program, the aim
Is to pursue such information and communication technology (ICT) initiatives that
improve livability, investment and service opportunities, and facilitate the
achievement of growth in an environmentally sustainable manner (Vajda, 2017).

The Indian Central Government has committed INR 480 billion (~ 6 billion
Euros) to finance the Smart Cities Mission, with a condition that the State
Government should also spend an equivalent amount for the smart city project
(Hoelscher, 2015). This core funding is supposed to attract funds from other
sources, including domestic and foreign private investors, development banks and
bilateral donors.
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Smart Cities need smart governance and smart regulation (Dewi Mutiara,
2018) and urgent reforms are required at the institutional and policy level in order
to ensure that these Programs do not fall victim to the errors of the past. Our study
attempts to analyze whether adoption of new governance models, incorporating
transparency in institutional processes in case of a smart city project, has helped to
achieve desired outcomes of the public policy program (Babita Jangra, 2016) of
urban transformation in India.

Concept of a Smart City

An extensive literature review points out to the following definitions,
processes and challenges of the smart city initiative taken up by Government of
India. Neirotti et al (2014) has identified the importance of smart use of
technology to provide improved services to the citizens and thus improve their life
quality. A smart city is one which has the potential to incorporate and efficiently
use the latest technology to provide better services (Paolo Neirotti, 2014). ‘A smart
city is a system of systems — water, power, transportation, emergency response,
built environment, etc. — with each one affecting all the others’ (Pratap Podode,
2016). During the last twenty years, the world has emerged as a competitive stage
to usher developments into its cities, countries have come out to improve their
infrastructures, providing the best services concerning environment, social and
economic conditions (Freeman, 2017).

These efforts brought up the concept of intelligent cities (Komninos,
2009) that is the predecessor of Smart Cities (Yigitcanlar, 2015). According
to Mark Deakin & Husam Al Waer, Smart Cities are those which are made up by
intelligent usage of latest information technology, in areas like health management,
transportation and mobility, use of efficient power and energy, knowledge creation
and knowledge transfer in terms of education and local governance (Mark Deakin
& Al Waer, 2011). Camboim et al 2019 studied the development of several smart
cities in Europe like Amsterdam, Barcelona, Lisbon, Vienna and conceptualized a
smart city as an urban innovation ecosystem, where knowledge easily flows
among different stakeholders to create value, supported by suitable institutions and
governance, a digital-green infrastructure and urban planning to provide various
facilities according to functional requirements (Guilherme F Camboim, 2019).

According to the Smart Cities Council, a smart city is one that uses
information and communications technology (ICT) to create a more livable and
sustainable urban environment. The Smart City approach is not ‘one-Size-fits-all’;
each city assesses local resource availability and strengths and identifies its
priorities to formulate its own concept, vision, mission and plan (proposal) for
development.

The Urban Development and Services initiative of the World Economic
Forum helps governments to address major urban challenges. In 2015, their focus
was on India (World Economic Forum; Future of Urban Development and
Services, 2015). They provided recommendations that focused on institutional
reforms to accelerate the delivery of Smart Cities and support urban development.
Their recommendations included strengthening city administration, putting
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suitable user charges for service delivery, while stipulating that subsidized user
costs should be funded by the state, helping to ensure the financial independence
of the city. They recommended collaborating with the private sector and improving
the system of resolution of disputes, good citizen engagement and feedback
mechanisms and improving the permit process. India’s three tier governance
structure, Central, State and local, often involves liaising with multiple
departments. This makes obtaining permits a lengthy process, but several state
governments have enacted reforms to optimize the process. Goa has also, done so
in 2019.

The Urban Development and Services initiative stated that by developing
Smart Cities, countries will create a welcoming environment for foreign investment
flows, resulting in industrial growth and higher GDP. Smart solutions in key areas
of environmental protection, health, transport and waste management can
contribute to sustainable growth and better quality of life. It is forecast that a smart
city project may generate a 10-15% rise in employment, especially jobs in
information technology and information systems (Smart cities: The future of
Digital India, 2018).

The focus on smart city development as a way to urbanize in an efficient
manner is a strategy that has also, been adopted in other places of the world. Smart
City concept is on the agenda of countries such as UK (Caprotti F, 2016),
Singapore (Sang Keon Lee, 2016), Spain (Martin Garcia Vaquero, 2016) and
many others. The development of automation devices for smart homes supports
the development of smart cities and these in turn create infrastructure that creates
effective use of smart home devices (Rita Yi, 2013). Smart technology can even be
an important part of the solution to city food challenges (Maye, 2019) but perhaps
it is more important for developing countries like India. Developing nations face
greater exacerbated challenges of urbanization such as lack of infrastructure,
population growth in urban areas, poor urban services such as drinking water,
sanitation, health or education.

Spearheading urbanization through smart city concept has nuances of the
Chinese strategy of using SEZs to lead development in the country. The
infrastructural development in these SEZs showcased the intensive modernization
and growth of the region. It enabled the growth of manufacturing led development
process (Susanne A Frick, 2019; Madakufamba, 2015). As in case of China the
success factors for India also include a resilient commitment for transformation
from the country’s top leadership, favorable policies and regulations, autonomy to
institutions that encourage them to take developmental steps, along with strong
support of Government (Zeng, 2012).

Channelizing Development through Decentralized Governance Mechanisms
However, in a country as vast and diverse like India, in terms of geography
and people, the understanding and connect of policy requires reaching to the

grassroots. Realizing the need to decentralize and gain advantage of closer
interaction and better accountability between public and government, there is
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considerable emphasis on reviving and/or strengthening local institutions and
mechanisms.

To strengthen local governance in the rural areas, the 73rd Constitutional
Amendment in 1992 was carried out to give Constitutional status to the
‘Panchayats’®® as institutions of local governance for promoting economic
development by strengthening local governance at the rural level (Ananth, 2014).
The Panchayati Raj Institution (PRI) is government by itself and acts as an agency
of the state government (Tame, 2014). The objective of PRIs is to understand the
problems at the ground level and put in place both acceptable and feasible
solutions. However, in the urban areas such functions are done by the urban local
bodies (ULB), the municipalities and city corporations, which have been operating
to tackle common problems in their municipality, using traditional mechanisms
that prioritize according to expression of public need and grievance.

The nature of administration depends on severity or impact of the problem.
For instance while fighting the high level of air pollution in the Indian capital, the
Delhi government authorities hiked the parking fees by four times to dissuade
people from use of private cars and thereby reduce vehicular emissions (Karelia,
2017).

To rationalize local government functioning in the urban areas the government
through the 74th Constitutional Amendment of 1992, attempted to decentralize
urban governance by entrusting power to the ULB (Hussain, 2007). Yet, the
negative public perception about ULBs functioning mechanisms is so deep rooted
that such amendments and other directives fail to create a positive impact.

The Smart Cities Mission is based on ‘bottom-up’ methodology. Processes,
proposals and projects are conceptualized locally through early citizen stakeholder
engagement. This is in line with Government of India’s commitment not only to
build inclusive and livable cities but also to fulfill its vision of achieving more
decentralized and collaborative decision-making (Hoelscher, 2015).

One fundamental objective of the 100 Smart Cities scheme is to reinforce the
ULBSs’ capability to create cash for themselves through user costs, as the smart city
has its own independent identity that is free of the perception about existing
municipalities and city corporations (Gordon Falconer, 2012). However, service
delivery institutions often suffer from limited autonomy, accountability and
incentives, and an overall lack of consumer focus. This makes it difficult for them
to recover user costs.

Along with such limitations faced by ULBs, there are problems created by
deep-rooted corrupt practices in several places. Use of latest technological
developments in the working of municipal corporations is low, not only due to
limited access to funds but also more often due to traditional, well entrenched
bureaucratic systems.

Thus, some features that should be present in a smart city include:

e Development of city into a urban hub with best infrastructural amenities
e Focused approach to bring inclusiveness in social and economic conditions

“panchayats are an elective council of about five members organized in the Republic of India
as an organ of village self-government.
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Planned long term growth strategy
Use of technology to enhance governance and administrative efficiency
Sustainable development and livable environment

In our discussion of the case of Smart City development of Panaji, we attempt
to assess the presence of the above features. It is important to know whether the
adoption of smart city measures the city has created employment, implemented
sustainability of public policy projects and above all has it been able to promote
the key objective of the Smart Cities Mission : as ‘driver of change’ that can then
be a trigger for planned and rapid urban development on desired lines.

Methodology

The paper aims to assess the developments in governance, infrastructure and
technology under Smart City initiative, these discussions are presented in the form
of a case. The data was collected through both primary and secondary sources;
primary data was obtained by meeting different officials and employees directly
engaged with activities under Smart City Project. Interview method was used to
understand and extract relevant information related to practices and governance
styles of smart city initiative. Observation method was used to identify the benefits
of smart city initiative on infrastructure and technology along with published data
available through government body. The secondary data was also collected from
newspapers apart from government publications like tenders, agenda’s, detailed
project reports, and focused group discussion transcripts.

A Case Study of Panaji as a Smart City

The Government selects cities in India as part of the Smart Cities Mission
through a ‘City Challenge Competition’, which creates identity association and
bonding for the local community. The public, the ULBs and state government
work as one team to apply for the competitive process and get the resource
support, they then have a more developed sense of ownership of the program and
related projects.

The Smart Cities Mission objective is to develop at least two Smart Cities in
each of 29 states of India, where cities with a population of over 1 million may
become potential Smart Cities; besides which State capitals, cultural heritage cities
and the agglomerates of cities are also, considered to have the potential to be
Smart Cities. The focus of the Smart City Mission is on sustainable and inclusive
development and the idea is to look at compact areas, with the objective of
creating a replicable model which will act like a light house to other aspiring cities.

The selection of Panaji fit the choice criterion on account of being a State
capital and a cultural heritage city. There are close to 900 heritage structures in and
around Panaji, as per the statistics revealed by the Goa heritage action group
(Heritage Conservation Phase 1- Listing and grading of heritage structures in
Panaji, 2014). The population of the city is, however, only 114,759 persons in the
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metropolitan area as per 2011 Census of India (Provisional Population Totals,
2011) (www.censusindia.gov.in, 2011). Also, it is a compact area and its
development can be ‘with the objective of creating a replicable model which will
act like a light house to other aspiring cities’.

Key Priorities of Smart City Development

An interaction of the goals of Smart Cities Mission along with requirements
and priorities of the state of Goa on the one hand and the desired objectives for
Panaji as gathered through citizen engagement, determined the focus areas for
implementation (Figure 1).

As per the Smart Cities Mission, Smart Cities should contain at least one pan-
city feature. The idea is to incorporate ‘smart planning’ in infrastructure for
enhancing inclusiveness and creating better environmental outcomes (Kok Siew
Ng, 2019). In case of Panaji, Intelligent Transport System for Eco Mobility and
Information Communication Technology (ICT) enabled Municipal Services have
been identified as two priority areas for intervention on a city wide basis. Our
focus is on studying the latter: Use of ICT to improve service delivery with
respect to solid waste management (SWM) in case of the smart city of Panaji.

Solid waste management in India is largely inefficient and ineffective, due
largely to the absence of a sustainable business model covering the full spectrum
of waste management activities (Annepu, 2012; Rajkumar Joshi, 2016; Harshit
Khandelwal, 2019). In case of Goa, and most other states in India, the problem
exists right from inadequate coverage of waste collection, to segregation and right
down to the fact that collected waste is rarely disposed of in a controlled, hygienic
and environmentally sensitive way.

To tackle this situation the model SWM plant in Saligao was set up on May
30, 2015, even before the selection of Panaji as a smart city. The SWM plant is 9
kms from Panaji and had started generating electricity for captive use in just seven
months of set up (The Times of India, Saligao Garbage Treatment Plant begins
generating power, 2017).

Municipal service level benchmarks in the city of Panaji already indicated
robust service provision in the basic sectors — water supply, waste water, solid
waste management and storm drainage. The focus after the smart city project
was on improving the efficacy and efficiency of these systems. It is therefore
proposed to upgrade the quality and levels of municipal service delivery
through process reengineering and embedding of ICT solutions. RFID readers
to monitor litter bin evacuation and GPS tracked waste transport vehicles will
give the solid waste management cell the advantage of real-time and remote
monitoring. Solid waste collection systems are well planned, but monitoring of
these systems leaves much to be desired.
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Figure 1. Factors Determining Panaji Smart City Objectives
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Urbanization level is 60-70%
Deterioration of heritage buildings and aging infrastructure
Waste management issues
Lack of public transport

National Objectives of Goa State Objectives Panaji Facts and
Smart City Plan e To be well governed state of India Challenges
e Improved infrastructure e To preserve natural beauty of state e Informal settlements of
and quality of life 1 . To increase GDP substantially < urban poor
* Clean and sustainable e Become knowledge centric destination e Dilapidating heritage
environment infrastructure
* Sustainable and e Lack of public spaces
inclusive development \l/ and transport
* Replicable model e Environmental

Panaji Smart City Objectives degradation

e Enhance quality of life

e Promote heritage and cultural
diversity

e Progress in productive
knowledge and economic status

e Introduce environmentally
sustainable methods

i

Panaji Citizen Priorities

Citizen Stakeholder e Improved citizen
Engagement participation in governance
e Public consultation e Increased frequency of
meetings public transport

e Focused group e Speedy completion of
discussions | exisFt)ing >i/nfrastF;ucture

e Road shows and improvement program
workshop e Increased opportunities in
e Zone wise ideation services sector related to
session tourism

Source: Compiled by researchers from various sources.

The story of waste management in Panaji is a best practice that is talked of in
India and abroad. The effectiveness of waste management department in the
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municipal arm, the City Corporation of Panaji (CCP) is challenged by a dearth of
adequate staff to monitor waste management. With system efficiencies being
rolled in, Panaji can move towards the realization of its goal of a zero waste city.

Proposed e-governance measures enable linkage of these systems to city
administration. Currently service provision in the city is through multiple
departments. The e-governance platform will ensure a unified database for revenue
and service provision. Data analytics possible through the proposed MIS system
will enable informed decision making and have a significant bearing on city
planning and citizen engagement. Given that the basic infrastructure was already
in place, using technology to improve efficiency in SWM in Panaji was a low
hanging fruit.

However, the development of smart cities is not only about making
improvements within that city, but to also, create triggers for development in
surrounding regions. Unfortunately, that appears to remain a challenge. The
adoption of SWM systems, supported by ICT has yet failed to create desirable
benefits for other parts of the state.

Transparency at Central and State Government level

Goa was one of the 23 states /UTs to have a second chance in ‘fast track’
selection process and its capital city: Panaji was selected in this round. The
Director (Smart Cities), Ministry of Urban development shared some observations
made by the Proposal Review Committee with the Principal Secretary (Urban
Development) Goa Government. The extent of transparency in the process is
obvious as this letter is available on the website of Panaji Smart City (Imagine
Panaji Smart City Development Ltd., 2017)%.

For instance, one of the relevant suggestions from the Ministry related to
municipal works and especially solid waste management (SWM), ‘the municipal
services package attempts to fit in various services in a piecemeal manner. While
the SWM subcomponent is relatively better worked out, components such as water
meters and power grid seems loose and not integrated into the overall package’. It
was recommended vide this letter to revise the details and illustrate inter linkages
within the sub-components or alternatively only focus on solid waste management
aspects (Imagine Panaji Smart City Development Ltd., 2017). SWM continues to
be an important priority for both the city’s ULBs: Panaji Smart City and City
Corporation of Panaji, but integrating with other utilities has yet to be completed.
Further, the transfer of good practices to surrounding areas is missing. The
network effects of smart city development to improve urbanization in the region
do not appear to have occurred in our case.

Efficient Institutional Mechanisms for Local Governance
100 Smart Cities initiative of the Indian government rests on four pillars

related to: Physical infrastructure, Social factors, Economic factors and Institutional
features (What is a smart city, 2017). The physical factors relate to infrastructure

“https://imaginepanaji.com/wp-content/uploads/2016/03/Comments-from-MOUD.pdf.
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in high linkage sectors like Transport, Power, Water, IT and the current globally
challenging area of pollution and waste (Rita Yi Man Li, 2015). Social factors
relate to the areas of education and culture, as expected, but noteworthy is their
emphasis on inclusive development. The economic pillar covers skill development
and entrepreneurship, which is a new policy initiative of present government,
financial institutions, etc. However, it is the challenges of establishing efficient
institutions and processes in government that are known to be difficult.

It is noteworthy that on several of these institutional features and mechanisms
the case of Smart City of Panaji has shown positive changes, even in the short span
of two years of commencement of the project. We discuss in the following
sections changes related to key institutional features like: minimum government,
maximum governance, citizen engagement, transparency and accountability.

Such institutional reforms are very useful in economic development as it is
the institutional factors that pose an important risk to foreign investment. To boost
public and private sector growth within the country and to give a positive message
to the foreign investors, it is important that we have consistent and effective
regulatory policies. As the multinational organizations want to do business in
environments which are market friendly, it is important the country regime is open
to such overseas investors (Mumtaz Hussain Shah, 2015). A study conducted by
Valbona Zeneli confirmed that a strong and significant relationship existed
between the quality of the reforms, the performance of the institutions in the host
countries and the attraction and distribution of FDI in the region. (Zeneli, 2014).
An improvement in governance can create substantial and constructive impact on
the income level. Thus, development in institutional quality would increase the
country’s income level which has further positive effect on the level of foreign
investment that comes into the country (Bissoon, 2011).

Minimum Government, Maximum Governance

A Special Purpose Vehicle?” (SPV) will execute the implementation of the
Smart City Action Plan. For Smart Cities, the government will appoint CEOs,
thereby restricting the autonomy of local governments. It is these CEOs who will
drive the concept and execution of the project. The Imagine Panaji Smart City
Development Ltd (IPSCDL) was incorporated as a limited company under the
Companies Act 2013 with the State Government and City Corporation of Panaji as
equal promoters of the Special Purpose Vehicle (SPV): IPSCDL.

Public policy initiatives are often managed through an SPV, as it is considered
that an SPV brings independence and transparency to a project. Under the smart
Cities Mission as well, it was stated that the SPV will be responsible for managing,
operating, evaluating and reporting the Smart City development projects within
their city. Panaji though selected after the first 20 selections in round 1 the ‘fast

22 special purpose vehicle (SPV) in India is a limited company formed for a special purpose.
These entities have powers limited to the execution of the specific purpose for which they have
been formed, their life is limited to the completion of the purpose.
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track mode’ as one of 13 cities, is the second smart city project, after
Dharamshala®, to set up an SPV (The Times of India, 2016).

Using an SPV brings in efficiency and speed in decision making and
implementation. It also, enabled the IPSCDL team to maintain a clean image and
reputation. For example, Municipal bonds which are identified by the government
as a source of revenue to support funding for Smart Cities development have not
yet been adopted in case of Smart City Panaji because of a fear of public negative
perception (Final City Sanitation Plan — Panaji, 2015).

The organizational structure of the SPV in case of Panaji is designed for good
governance. Taking along various layers of government has been facilitated
through direct representation of each in the functioning of the SPV (Figure 2). The
Chairman of IPSCDL is from the Ministry of Urban Development and the
Managing director and CEO 1is from the State Government’s Goa State
Infrastructure Development Corporation (GSIDC). This covers representation
from the Central and State levels of government. The GSIDC functions as the
Project Management Unit (PMU) and provides technical staff to IPSCDL.

Figure 2. Smart City Implementation—Organizational Structure
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To ensure operational independence and autonomy in decision making of the
SPV, the Goa State Level High Powered Steering Committee agreed, in principle,
to empower the IPSCDL by delegating the rights and obligations of the ULBSs:
City Corporation of Panaji (CCP), North Goa Planning and Development Authority
(NGPDA) and Goa State Urban Development Authority (GSUDA) to it.

#Dharamshala is a city in the Indian state of Himachal Pradesh. Surrounded by cedar forests
on the edge of the Himalayas
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The organizational Structure has representation from the different layers and
departments that are required to implement the smart city initiatives. Further, the
key thread that has bound the initiative and helped to manage conflict between the
authorities has been the nature of leadership of the state. A strong and popular
Chief Minister in the state helped to steer the program in a smooth manner. After
his demise on 17 March, 2019 the impact on such a public policy program and its
functioning would need to be to re-assessed.

Smart Functioning Office of Imagine Panaji Smart City Development Ltd.

Transparency in governance is visible in case of the Smart City Office at
Panaji. The governance style adopted by this Smart City office is very distinct from
that commonly associated with government office ambience and functioning in the
country. A visit by the authors to the Imagine Panaji Smart City Development Ltd
project office was a revelation. The office premises are housed in the Adil Shah
Palace?* which is located in the heart of the city. The sprawling high ceilinged
rooms are spartanly furnished but well equipped with e-devices. There is a marked
absence of the usual clutter found in most government offices in the country: in
terms of storage cabinets, cupboards, files and papers.

All information asked for was searched in the laptops by the helpful staff. A
unique feature was the presence of a floor printer with a box of used paper for
reuse. Such a pool of used paper in a government office can be viewed as a clear
sign of transparency! While most government departments hoard documents in
confidential files and keep well locked in cabinets for decades, here was a
government office easily putting out rejected paper for re-use.

The staff in the Imagine Panaji Smart City Development Ltd project office
was refreshingly young and there were more women than men. The Managing
director and CEO is in fact, less than 40 years of age. The team works cohesively
and is committed to working long hours with enthusiasm.

It is however, notable that the commitment of the IPSCDL team and the
independence of the SPV has yet not been able to make significant change in the
lives of the residents of the Smart City of Panaji and definitely not created linkages
of development in areas beyond the city.

A Well-defined and Transparent Purchase Process

In order to build the digital infrastructure required as per the concept of the
Smart Cities Mission it was decided to put in place the Goa Intelligent City
Management System (GICMS) in Panaji. The Smart City solutions in Goa will be
integrated through an existing City Backbone Network and a Command and
Control Centre is proposed to be set up at the IPSCDL office, Panaji.

The palace of the Muslim ruler of Bijapur Yusuf Adil Shah(1450-1511), is the oldest surviving
building in the city, the seat of Goan Secretariat (built around 1500). Typically colonial in design
and architecture, the building once served as Adil Shah’s summer palace cum fortress which has
been renovated.
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The gamut of Smart City digital solutions includes city wide public Wi-Fi to
cover access to information on the entire key services available for citizens
through various apps (Smart City Proposal- Panjim, 2016). Real time monitoring
and tracking will be done for waste collection bins and collection vehicles, as
mentioned earlier. Smart environmental sensors will be integrated with the
Command and Control Centre to capture and display/provide feed on temperature,
humidity, air pollution, noise pollution, etc. Smart parking facilities will be put in
place to locate empty parking spaces and mobile app based bookings.

The Smart Cities Mission recommends that the executive wing of the city
needs to develop technical and management capacity to execute large urban
rejuvenation Programs. However, in case of identifying a vendor for the Goa
Intelligent City Management System (GICMS) the technical specifications were
prepared by the team at the IPSCDL project office. While the government allows
for hiring a project management consultant for such and other functions of a
project, this young team along with their Managing Director & CEO handled the
task on their own.

The process of tendering a key project is well defined so that bids can be
comparable on technical grounds. The technical specifications for the project were
posted to invite bids for tenders to finalize the vendor to operate under the Smart
City Mission. IPSCDL ensured while creating the tender document that a proof of
concept was a mandatory condition for technical qualification of the vendor.
IPSCDL launched its proof of concept demonstrations for the short listed leading
four bidders after the first stage of bid evaluation. Four companies: Bharat Sanchar
Nigam Limited (BSNL), Honeywell International Inc., Larsen & Toubro Ltd, and
NEC Technologies India Private Limited were selected for the city surveillance
trial.

The criteria was to ensure that the bidders who have so far projected
themselves on paper are now putting up a live demonstration of their worth and
commitment. Most reasons why a large government project fails are the lack of
coordination and lack of the promised delivery on paper during the bid.

The four companies were required to conceptualize a full system, including a
surveillance system along with a command and control center. They were then
given independent scores based on performance. On basis of an overall technical
score the financial bid was opened and the work order given to the lowest bidder
on July 02, 2018.

Larsen & Toubro Ltd., which is already doing similar work on other Smart
city projects in the country beat BSNL, Honeywell and NEC by emerging as the
lowest bidder with their bid of Rs 180 crore (~ 22.8 million Euros).

The letter of intent was issued to Larsen & Toubro Ltd and the first phase of
work has started. It covers laying of the optical fibre network, creation of Wi-Fi
hotspots at key locations, setting up of the integrated command and control center.
The command and control center will cover the entire city with 400-odd
surveillance cameras, and will be integrated with the City Corporation of Panaji’s
garbage management system. It will help to inform the authorities over which
areas garbage needs to be collected, which public bins are overflowing and
residents through their smartphone app can also, know whether their garbage has
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been collected from their doorstep or not. “In this way, we want to increase the
efficiency of municipal systems,” said Commissioner of City Corporation of
Panaji. The project is time bound and had to be completed in eight months, by
February 2019. However, as of April 2019 the processes were not implemented.
L&T is in process of establishing the logistic infrastructure before starting
operations. Mechanisms that incorporate transparency in purchase and ensuring
quality at times result in unavoidable implementation delays.

Citizen Stakeholder Engagement

The state of Goa is often known in India as the ‘West of the East’ (Sudhir
Vyankatesh Wanmali, 2018) and its citizens have a strong voice with the
government and in community affairs. The Smart Cities project of the capital city
is close to the hearts of the people of Goa and the media avidly follows and freely
reports on the developments therein.

In the Smart Cities Mission one of the key criterion is citizen engagement,
and in Goa citizen stakeholder engagement is usually intense. In case of the Smart
City Panaji the public involvement has been very strong both at the stage of
concept development, proposal preparation and finalization. The City Corporation
of Panaji, the relevant municipality, engaged with citizens across various platforms
to gather suggestions and feedback towards the smart development of Panaji City.
This included public consultation meetings and focus group discussions with
stakeholders, road shows, workshops and zone wise ideation sessions. Some of the
key areas discussed were Transport & Mobility, Heritage and Waste Management.

Consultations with citizens brought forth concerns of a deteriorating heritage
due to factors related to development restrictions on conservation zone, lack of
enforcement powers with Heritage Committee and lack of funds with owners to
maintain heritage structures. Citizens expressed environmental concerns related to
higher pollution emissions and adverse effect on the ecology of water bodies and
even Panaji’s prime hilly area of Altinho, which houses key government offices
and Chief Minister of Goa’s residence.

Events like celebrity meets, musical programs etc. were organized to promote
and sensitize the local people even prior to the submission of Smart city proposal
to the competition. Team FC Goa (Indian Super League, Football team) made an
appearance to engage with the community, raise awareness and show its support
for the Panaji Smart City Challenge. The Bandstand, a community event was
organized by Confederation of Indian Industry (CIlI), Goa Chapter and the City
Corporation of Panaji every Sunday evening to promote Panaji Smart City’s
initiative for citizen involvement.

ClI also, collaborated with the Corporation of the City of Panaji, to organize a
Panaji Smart City Round Table to discuss global experiences and solutions.
A technical exhibition was arranged wherein proposed maps were displayed and
explained to the general public, in order to gather feedback from stakeholders.
Focus group discussions, press conferences, public consultation meetings were
regularly organized to gather support of the community.
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While such engagement was carried out in the preparatory stages and in the
initial stage of implementation of the smart city project, it does not appear to be the
case at this time. This is supported by the feedback gathered from residents given
below.

A similar situation prevails with respect to media reporting and public
communication through IPSCDL website.

Panaji Smart City Project Outcomes:

Media reporting is an important source for assessing transparency and
accountability. While information was freely available to the authors from the staff
at IPSCDL project office but the best reference sources they had to offer us were
the published media reports in local newspapers. Besides their website, which
displays all documents and processes till award of the project there are the
newspaper releases for most developments after receiving the Smart City status.
The media coverage is regular and comprehensive and possibly explains why the
Smart City developments are not updated on their own website. At best links to
media reports are provided on the site. Hence, for purpose of this case for all
developments post selection of Panaji as a Smart City we have referred to press
releases in local newspapers.

However, updating of activities and progress of Smart City Projects on own
website is important and necessary to maintain the quality of communication with
the public. It is observed that the website is not updated for long and as the project
has progressed without making big, visible changes the media coverage appears to
be also slow in recent times.

As the phase wise implementation of various schemes and programs related
to smart city project is going on, interviews and discussions with residents of
Panaji were carried out to understand ground level realities during the period from
January 2018 to January 2019. Issues of governance, technological advancements
and effective solid waste management were discussed and some of the observations
gathered were in contradiction to the initial stance of: active Citizen engagement
and open communication.

During the implementation phase, gaps in communication were reported by
the residents; the Smart City planning had emphasized on transparency in
understanding the needs of resident citizens and detailed maps and plans were
publicly shared, as indicated above. However, as conveyed to authors such maps
are not easily accessible in public domain any longer. The implementing
authorities need to be careful to sustain their initial stance of communicating
information easily to the stakeholders and maintaining citizen engagement even
during the implementation phase.

The garbage management system is being run efficiently along with local
municipal bodies like the CCP and there is a visible improvement in cleanliness of
the city as result. However, citizens expressed reservation about the operational
sustainability of the projects that form the smart city development as ‘user
charges’ recommended for sustainability have not been incorporated. Until many
of the projects roll out such outcomes cannot be commented upon. However, on

99



Vol. 7,No. 1 Goel & Thomas: Outcomes from Building Transparency in Governance...

speaking to IPSCDL office it was learnt that in most cases operational maintenance
costs have been built onto the L&T project

Citizens appreciated the beautification and cleanliness of the main spine of the
city but were not satisfied with the overall image of the city. They felt that while
the Smart Cities Mission envisaged creating livable urban spaces leading to
improvement in quality of life of its residents such change was yet to happen.
Further, a key objective of the Smart Cities Mission is to bring inclusiveness in
social and economic conditions of the people in the region. Herein residents stated
that the project did not communicate the employment and income generation
possibilities for residents. It is true that smart city developments will add to
increase in land value through creating prospects of capital gains, but many
residents are not satisfied with the outcomes of the investment in Panaji Smart
City development as the revenue generation or employment creation in the current
period is not visible.

Conclusion

Urbanization is a natural outcome of economic growth. The pace of the
process of urbanization in a country with both a large and rapidly growing
population is bound to present both infrastructural and governance challenges.
This is more so when the government of the country adopts policies to speed up
the growth in manufacturing output (Mridula Goel, 2017). The Make in India
policy is bound to step up the migration of workers from rural to urban areas.

The Smart Cities Mission is an important initiative towards developing
infrastructure in urban spaces in a planned way and addressing key priorities using
technological solutions. The present study of the capital city of the state of Goa,
best known as a popular tourist destination, offers a view of the important changes
in the institutional features and mechanisms that have been identified as one of the
important pillars to support urban development. Implementation and governance
of the Smart City Program in Panaji exhibited the exemplary practices related to
stakeholder engagement and transparency and accountability in governance.
However, as the implementation of the project is proceeding there appears to be
some dissonance; perceived through poor media coverage, lack of website
updation of activities and progress and citizen perception. Further, the nature of the
program does not incorporate any explicit, recognizable mechanisms to spread
good practices. Even the specific achievement of good practices in SWM adopted
in Panaji have failed to impact surrounding areas. Explicit policy directives by the
state government are required and proposed in the last year for this purpose. This
begets the question of how strong the network effects of smart city development
are likely to be in encouraging regional urban transformation. The questions thus,
that remain to be addressed are:

e How important is the design of a public policy program in achieving its
goal? Is the Smart Cities Mission designed suitably for urban transforma-
tion?
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¢ Can governance reforms overcome the barriers of long gestation period in
infrastructural development to create efficient outcomes?

e Can digitization be an adequate process improvement to tackle the
challenges of urban development?
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European Retailers
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The Sustainable Development Goals (SDGs) agreed at a United Nations
General Assembly in 2015 embrace an ambitious and wide-ranging set of
global environmental, social and economic issues designed to effect a transition
to a more sustainable future; the United Nations important role of the private
sector in addressing the SDGs. The majority of Europe’s leading retailers have
been pursuing sustainability strategies, and reporting on their achievements
against their strategies, for some time and within the European retail community
there is a recognition that retailers have a vital role to play in contributing to
the achievement of the SDGs. This exploratory paper reviews and reflects on
how seven of Europe’s leading retailers claim to be committed to addressing the
SDGs. The findings revealed that all seven retailers reported on their
commitment to contributing to the achievement of the SDGs, though the scale
and the extent of their commitment varied. In reviewing the retailers’ approach
to the SDGs, the authors drew attention to a number of issues namely,
concentration on specific SDGs, issues of measurement and reporting and
tensions between sustainability and economic growth.

Keywords: Sustainable development goals, retailing, Europe, economic growth,
reporting

Introduction

The Sustainable Development Goals (SDGs), agreed at a United Nations
General Assembly in September 2015, were described as demonstrating “the scale
and ambition™ of its "2030 Agenda for Sustainable Development”, which is
designed to "shift the world on to a sustainable and resilient path” (United Nations
2015a). The SDGs are ambitious and embrace a wide range of environmental,
social and economic issues including climate change, energy, water stewardship,
marine conservation, biodiversity, poverty, food security, sustainable production
and consumption, gender equality and economic growth. The United Nations
called on all governments to develop national strategies to pursue the SDGs but
also acknowledged "the role of the diverse private sector ranging from micro-
enterprises to cooperatives to multinationals” (United Nations 2015a) in
addressing these goals, and many companies within the private sector have begun
to take up this challenge (Wynn and Jones 2020).

The majority of leading retailers have been pursuing sustainability strategies
and reporting on their achievements against these strategies for some time.
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*Research Associate, School of Business, University of Gloucestershire, UK.
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Leading retailers are certainly in a singularly powerful position to drive sustainable
development in four ways, namely through their own actions, through their
relationships with suppliers, through their daily interactions with consumers and
though their wider role in society as opinion leaders. As such, large retailers seem
well placed to contribute towards the achievement of the SDGs. In 2018 the
British Retail Consortium (2018) launched its "Better Retail Better World initiative,
designed to mobilise "the retail industry to meet some of the biggest global
challenges of the coming decades". Within the European retail community there is
also a recognition that retailers have a vital role to play in contributing to the
SDGs. Stefan Gent, Secretary General of the German Retail Federation, for
example, recognised that the "the SDGs are a milestone for sustainability’ and that
‘the retail sector feeds into this UN Agenda 2030 and its goal with a large number
of measures and initiatives” (German Retail Federation 2018). The SDGs are,
without doubt, a very complex work in progress and in sharing Appau and
Mabefam’s (2020) belief that "it is too early to evaluate whether the SDGs live up
to their potential and promise”, the authors take the view that at the present time it
would be premature to undertake a detailed evaluation of the contribution of
retailers to the SDGs. Rather the aim of this short exploratory paper is much more
modest, in that it offers an exploratory review of how some of Europe’s leading
retailers publicly claim to be committed to addressing the SDGs.

The SDGs

The SDGs, described as "a plan of action for people, planet and prosperity"
(United Nations 2015a) came into effect in January 2016 and they will guide the
United Nations’ development thinking and policy up to 2030. The SDGs are the
latest in a line of global sustainable development initiatives which can be traced
back to the declaration designed "to inspire and guide the peoples of the world in
the preservation and enhancement of the human environment™ (United Nations
Environment Programme 1972), following the United Nations Conference on the
Human Environment held in Stockholm in 1972. The SDGs look to build on the
United Nation’s Millennium Development Goals (MDGs) established in 2001.
The MDGs were described as having "produced the most successful anti-poverty
movement in history” (United Nations 2015b) but other assessments of the
achievements of the MDGs have been more balanced. While Fehling et al. (2013),
for example, acknowledged that "remarkable progress has been made" they argued
that "progress across all MDGs has been limited and uneven across countries".

There are 17 SDGs and they encompass a wide range of global challenges
from "the wellbeing of every individual to the health of the planet, from
infrastructure to institutions, from governance to green energy and peaceful
societies to productive employment” (Institute of Human Rights and Business
2015) (Table 1). In some ways, SDG 13 namely, to take urgent action to combat
climate change and its impacts, "is more than just one of the 17 SDGs’ in that ‘it is
a threat multiplier with the potential to worsen some of humanity’s greatest
challenges, including health, poverty and hunger" (United Nations Climate
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Change 2019). However, SDG 12, namely, to ensure sustainable consumption and
production patterns, might also be seen to be fundamental to the transition to a
sustainable future. Pantzar et al. (2018), for example, argued that "consumption of
goods and services is at the very heart of the challenge of achieving a more
environmentally, socially and economically sustainable Europe”. In a similar vein,
the Nordic Council of Ministers (2018), claimed that "SDG 12 is the goal most
interlinked to other goals, being coupled to no less than 14 out of the 16 remaining
goals". More specifically, SDG 12 seems particularly relevant to retailers who are
in a powerful position to drive both production and consumption processes within
their supply chains.

Table 1. United Nations Sustainable Development Goals

SDG 1: Eliminate Poverty

SDG 2: Zero Hunger

SDG 3: Good Health and Well-being

SDG 4: Quality Education

SDG 5: Gender Equality

SDG 6: Clean Water and Sanitation

SDG 7: Access to Affordable, Sustainable and Modern Energy
SDG 8: Decent Work and Sustainable Economic Growth
SDG 9: Industry, Innovation and Infrastructure
SDG 10: Reduced Inequality

SDG 11: Sustainable Cities and Communities

SDG 12: Sustainable Consumption and Production
SDG 13: Climate Action

SDG 14: Life Below Water

SDG 15: Life on Land

SDG 16: Peaceful and Inclusive Societies

SDG 17: Global Partnerships for Sustainable Development

However, there is little consensus in defining sustainable consumption and it
is widely recognized to be a contested concept, which embraces "competing
discourses" (Hobson 2006). In looking to put some flesh on the concept, the
International Institute for Sustainable Development (2017) suggested that
sustainable consumption can be seen as "an umbrella term that brings together a
number of key issues, such as meeting needs, enhancing the quality of life,
improving resource efficiency, increasing the use of renewable energy sources,
minimising waste, taking a life cycle perspective and taking into account the
equity dimension”. Jackson (2006) summarised a variety of definitions but noted
that these adopt different positions, on whether sustainable consumption implies
"consuming more efficiently, consuming more responsibly, or quite simply
consuming less". Jackson (2006) further argued that "the dominant institutional
consensus’ is that sustainable consumption "is to be achieved primarily through
improvements in the efficiency with which resources are converted into economic
goods”. Definitions aside, Hinton and Redclift (2009) argued that sustainable
consumption "could be considered an ambivalent term: the discourse comprises
many different parts, mobilised at different times and in different ways".
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In addition to the SDGs themselves, there are 169 associated targets, in "a
genuinely comprehensive vision of the future™ in which "little is left unaddressed"
(Institute of Human Rights and Business 2015). The targets for SDG 1, for
example, include eradicating extreme poverty: ensuring that all men and women,
and particularly the poor and vulnerable, have equal rights to economic resources,
access to basic services and ownership and control over land and property; and
building the resilience of the poor and vulnerable to reduce their exposure to
climate change related extreme events. The targets for SDG 12, include achieving
the sustainable management and efficient use of natural resources by 2030;
halving per capita global food waste at the retail and consumer levels; and
encouraging companies to adopt sustainable practices and sustainability reporting.

The European Commission (2017) argued that "the scale, ambition and
approach of the Agenda are unprecedented. One key feature is that the SDGs are
global in nature and universally applicable, taking into account national realities,
capacities and levels of development and specific challenges”. All countries were
seen to have a shared responsibility to achieve the SDGs, and to have a meaningful
role to play locally and nationally as well as on the global scale. Further, the
European Commission (2017) argued that "the 2030 Agenda integrates in a
balanced manner the three dimensions of sustainable development - economic,
social and environmental’ and that it is ‘indivisible, in a sense that it must be
implemented as a whole, in an integrated rather than a fragmented manner,
recognising that the different goals and targets are closely interlinked".

Lambert (2020) argued that the public sector has traditionally been seen to
have the major role in promoting global development agendas but that within the
last 25 years, the private sector has become an increasingly important player in the
development process. The launch of the SDGs epitomises this more balanced
emphasis and private businesses are seen to have a key role to play in the successful
achievement of the SDGs. Scheyvens et al. (2016) claimed that the private sector
had a number of assets including, innovation, responsiveness, efficiency, specific
skills and a range of resources, which would be invaluable in helping to deliver the
SDGs.The World Economic Forum (2018) claimed "the annual funding gap for
the Sustainable Development Goals is many trillions of dollars. The only way to
close that gap is with the help of the private sector — in particular, by impelling
companies to account in their decision-making for environmental, social, and
governance issues relevant to the SDGs". That said, the Institute for Human Rights
and Business (2015) suggested that "the SDGs seem to have quietly re-imagined a
new model of business, relapsed as an agent of development, harnessed and
channelled by governments and set to work on alleviating poverty and fostering
sustainable economic growth for all". Further, the Institute for Human Rights and
Business (2015) argued that "business is not an adjunct of aid" and that "economic
activity cannot easily be directed to where the need is greatest” but rather "it
prospers when provided with the right conditions and the right opportunities”.

More specifically, the United Nations Global Compact and KMPG (2016)
argued that the SDG’s provided a range of opportunities for food and consumers
goods retailers to generate shared value, focused on the coming together of market
potential, societal demands and policy action, around a number of themes including
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enterprise development, sustainable supply, healthy and sustainable living and
product innovation. In addressing sustainable supply, for example, the United
Nations Global Compact and KPMG (2016) suggested that retailers can look to
increase their share of energy from renewable sources, to reduce their demands on
natural resources, to ensure fair labour practices across their supply chains and to
enhance climate resilience. Walmart (2019), the world’s largest retailer, has
acknowledged the importance of the SDG’s and reported that it would be focusing
on climate change, responsible supply chains, retail opportunity, inclusive
sourcing, and healthier and safer food.

Method of Enquiry and Frame of Reference

In an attempt to undertake an exploratory review of how the leading European
retailers publicly claimed to be committed to be addressing the SDGs, the leading
ten retailers in Europe (Retail Index 2020), as measured by turnover, were selected
for investigation. In selecting these retailers, to provide the framework for the
study, the authors took the view that as the leading players in the European retail
economy, they might be seen to reflect innovative and start of the art approaches
to addressing the SDGs. Retailers have employed a range of methods to report
their sustainability commitments and achievements, but publication on corporate
websites is now the most popular and accessible reporting mechanism (Morhardt
2009).With this in mind, an internet search, using the key phrase "Sustainable
Development Goals" and the name of each of the selected retailers, was conducted
using Google as the search engine in February 2020. This search revealed that
seven of the leading ten European retailers namely, Schwarz, Aldi, Carrefour,
Rewe, Tesco, Auchan, and J. Sainsbury, reported on addressing the SDGs on their
corporate websites. The information from this search provided the empirical
information for this paper.

The specific examples and selected quotations drawn from the retailers’
corporate websites are used for illustrative purposes with a view to reviewing how
the the leading European retailers claimed to be committed to addressing the
SDG?’s, rather than to offering a systematic comparative analysis of the retailers’
approaches to the SDGs. The paper is based on information that is in the public
realm and the authors took the view that they did not need to contact the selected
retailers to obtain formal permission to use this information prior to conducting
their research. When outlining the issues of reliability and validity in relation to
information drawn from the Internet, Saunders et al. (2009) emphasised the
importance of the authority and reputation of the source and the citation of a
specific contact individual who can be approached for additional information. In
reviewing the retailers’ corporate material on their websites, the authors felt that
the two conditions were met. However, while the authors recognise that their
approach has a number of limitations, not least that it draws exclusively on
corporate information posted on the Internet by just seven retailers, they believe it
IS an appropriate approach in a paper which looks to offer an exploratory review of
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how some of Europe’s leading retailers claim to be committed to addressing the
SDGs.

Schwarz, a private, family owned retail group, is Europe’s largest retailer and
it trades under the Kaufland and Lidl brands. Kaufland is a full-range retailer with
over 1,300 stores in Germany and Eastern Europe, while Lidl is a discount
operation with a limited average range of c. 3,800 products and it operates some
10,000 stores in over 30 countries. Aldi, is the common brand of two German
discount supermarkets, and it trades from over 11,000 stores. Some 37% of its
stores are in Germany, and while the majority of its other stores are in Europe,
including in Austria, Belgium, France, Netherlands, Spain and the UK, it also has
stores in Australia, New Zealand, China and the US. Carrefour is a French
multinational retailer and it operates a range of retail formats including
hypermarkets, warehouse clubs, superstores, supermarkets and convenience stores.
In total it has over 12,300 stores in over 30 countries in Europe, Asia, Africa and
Latin America, including in France, Italy, Spain, Poland, China, Indonesia,
Taiwan, Tunisia, Morocco, Argentina and Brazil.

Rewe operates a diversified retail portfolio, which includes department stores,
hypermarkets, home improvement stores, supermarkets and convenience stores
and it has over 12,000 stores in 14 countries, principally in Germany, but also in a
number of other European countries including Austria, Italy, Hungary and the
Czech Republic. Tesco is the UK’s largest retailer, with some 3,400 stores, and it
trades from hypermarket, superstore, and convenience store formats and while its
stores are almost exclusively concentrated in the UK, it has a presence in 11 other
countries. Auchan is a French multinational retailer and it operates hypermarkets,
supermarkets and convenience stores and it has over 3,800 stores in 12 countries
including France, Austria, Italy, Poland, Hungary, Russia and China. J. Sainsbury
initially founded in 1869, trades from over 600 supermarkets, some 800
convenience stores and 800 stores operating under the banner of Argos, throughout
the UK.

Results

All seven of the selected leading European retailers claimed to be committed
to addressing the SDGs, though the scale and the extent of their claimed
commitment varied. In outlining its commitment to the SDGs, Schwarz (2018), for
example, claimed "we are taking bold action to support the goals of the global
agenda for 2030" and claimed "in pursuit of these goals we will set new industry
standards". Further, Schwarz (2018) also formally recognised its pivotal role in
pursuing such policies in that the company reported "as one of the world’s leading
retailers, we shape the change necessary in those places we can actively make an
impact in production, in consumption and in the recycling of products.”

Carrefour (2019) formally reported that the company "supports the 17
Sustainable Development Goals"” that “these common goals help with the
implementation of sustainable development programmes entered into jointly with
other partners”. In addressing the SDGs, Aldi South (2018) claimed "we promote
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the achievement of these global goals by participating in initiatives and
implementing a range of sustainability practices". In his Chairman’s "Introduction”
to Auchan’s (2018) 2017 Corporate Social Responsibility section of its Annual
Report, Regis Degelcke, noted that the company was "mindful” of "the 17
sustainable development goals set by the United Nations™ but the report provided
no details on how they were addressing the SDGs.

Within these general commitments to the SDGs, some of the selected retailers
reported on their commitment to all 17 SDGs while others concentrated their
energies on specific goals. J Sainsbury, for example, provided some simple
examples of its contribution to all the SDG’s. In illustrating its commitment to
SDG 3, J Sainsbury (2018) affirmed its belief that "more sustainable agricultural
practices can provide nutritious food for our growing population and support rural
development while protecting the environment"”. J Sainsbury’s (2018) commitment
to SDG 6 is grounded in the belief that “protecting water resources and maintaining
water quality and availability enables us to better manage our production of food
in supply chains".

In contrast, Tesco (2018) claimed to contribute "in different ways and to
different degrees to all the SDGs" but "identified which goals are particularly
relevant to us: where expectations, risks, and other opportunities for Tesco are
greatest and where we can make the most significant contribution”. Here Tesco
identified eight SDGs namely SDG’s 2, 3, 7, 8, 12, 13, 14 and 15. Tesco’s target
for SDG 2, for example, is to facilitate surplus food donation programmes in all its
stores. Tesco looked to work closely with food banks and charities and it has
provided support for homeless shelters, domestic violence hostels and after-school
clubs. Tesco’s target for SDG 14, is to sustainably source all the wild fish on sale
in its stores and here the company has emphasised its commitment to support
sustainable fisheries and to work to protect the marine environment.

In a similar vein, Aldi South (2018) emphasised its focus on nine of the SDGs
namely, SDG’s 2, 3, 5, 6, 8, 12, 13, 14 and 17. In focusing on SDG 8, which looks
to promote inclusive and sustainable economic growth and to productive and
decent employment, for example, the company emphasised its commitment to
human rights and fair labour standards and reported that it expected all its
suppliers and business partners to adhere to these standards as an integral part of
all contractual relationships. The company reported monitoring working conditions
and social standards at production facilities throughout its supply chain and
looking to improve the health and wellbeing of its employees. Carrefour reported
that it is particularly focused on seven of the SDGs namely, SDGs 2, 3, 5, 12, 13,
14 and 15 and Rewe prioritised a smaller number of the SDGs, namely SDGs 2, 7,
8,12, 14 and 15.

In many ways, as outlined earlier, SDG 12 Sustainable Consumption and
Production, is fundamental to the transition to a more sustainable future, and it is
addressed, albeit in different measure, by six of the selected retailers. In providing
a rationale for why it "focuses its sustainability efforts on SDG 12", Schwarz
(2018) argued "transitioning to a sustainable economy and lifestyle can only work
if we change our consumption habits and production methods". In looking to
effect such a change, Schwarz (2018) set a number of milestones, focused upon
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sustainable raw materials, zero waste, food waste, chemicals and empowerment.
Here Schwarz reported undertaking a systematic analysis to set sustainable goals
for its most relevant raw materials, and looking to reuse, recycle or recover a
"significant proportion” of waste generated by the company by 2025. At the same
time Schwarz claimed to be empowering and supporting all employees in
sustainably performing their jobs and to be providing customers with greater
transparency on the social, environmental and health related impacts of its product
range.

Tesco’s (2018) targets for SDG 12 were to "help halve global food waste
from farm to fork" and "making all packaging recyclable”. In reporting on its
actions to meet these targets in the UK and Central Europe, Tesco claimed to have
sold some 28,000 tonnes of perfectly imperfect fruit and vegetables that previously
would not have met the company’s size and shape specifications. At the same time
Tesco committed to remove all hard to recycle materials from its own brand
packaging. Aldi North (2017) reported on 27 initiatives to illustrate how the
company as contributing to SDG 12 including the company’s baby body suit,
animal welfare, labelling for fruit and vegetables, packaging and recycling, food
losses and genetic engineering. In illustrating the sustainable consumption and
production of the company’s baby body suit, for example, Aldi North told the
story of the suit’s lifecycle from cotton cultivation in India, through the production
of yarn and fabric and assembly in Bangladesh, to its sale, use and recycling in
Europe.

In looking to address the SDGs, the majority of the selected retailers have
focused upon their own operations but some of them also reported on the
contribution to achieving the SDGs within their supply chains. Aldi North, for
example, reported on the company’s sustainability requirements for suppliers and
production facilities across a range of the SDGs. In addressing SDG 2, for
example, Aldi North (2017) reported that its "purchasing policies and other
programmes allow us to exert influence indirectly on upstream processes with sub-
suppliers and producers™ and "we are switching our range to more sustainable raw
materials, where it makes sense and it is possible to do so". Further, Aldi North
(2017) reported "in countries of our products’ origins, we are making efforts to
improve the living conditions of small holder farmers and their families" and "we
provide training and workshops for small holders for this purpose”. Aldi North
(2017) also reported that its suppliers must comply with strict regulations for the
cultivation of fruit and vegetables and that since 2016 the company had banned the
use of eight active ingredients previously used in fruit, vegetable and potato
production in Germany.

At the other end of the supply chain, Schwarz (2018) reported on "Bringing
Sustainable Consumption to the Society at large™”. Mindful that the conventional
processes for the manufacture of its textiles and shoes relies on the use of
chemicals, Lidl and Kaufland have joined the Greenpeace Detox campaign, which
aims to keep potential hazards to humans and the environment to a minimum.
Schwarz (2018) also looked to respond to what it describes as "consumers’
growing demands for products manufactured in a responsible and environmentally
friendly manner”. Such environmentally friendly products are available to
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customers in Lidl and Kaufland stores in a number of European countries. Schwarz
(2018) also reported on its activities in "raising consumer awareness" by ensuring
that products produced in line with environmental and social standards are clearly
labelled and include brochures and packaging with information on product
sustainability, in an attempt to make customers more aware of the benefits.

Some of the selected leading European retailers have looked to integrate their
approach to the SDGs within their wider corporate sustainability strategies in a
variety of ways. J. Sainsbury (2018) for example, mapped a number of the SDGs
onto the five core values, namely, "living healthier lives, making a positive
difference to our community, respect for our environment, sourcing with integrity"
and "a great place to work" that provide the structure for its sustainability
reporting. SDGs 2, 3, 5, 12, 13, 14, 15 and 17 were, for example mapped onto its
outline report on living healthier lives, and SDG’s 6, 7, 9, 12 13 and 17 were
linked to respect for the environment. Rewe reported comparing its corporate
sustainability goals and business processes with the SDGs. As such, Rewe (2017)
looked to address its priority SDGs as part of its focus on its four "pillars of
sustainability”, namely Green Products; Energy, Climate and Environment;
Employees: and Social Involvement. Here the focus on Green Products, for
example, was linked to SDGs 12, 14 and 15, while SDGs 7, 11 and 13 applied to
the Energy, Climate and Environment pillar.

In "Working towards the Sustainable Development Goals™ Carrefour (2019)
integrated SDGs 2, 5, 12, 13, 14 and 15 within its Corporate Social Responsibility
strategy criteria, namely, combatting waste; protecting biodiversity; supporting
partners; and social dynamics and diversity. Further Carrefour (2019) grade the
contribution of each of the four criteria to the six SDS. Thus, combatting waste,
protecting biodiversity and supporting partners were all classed as making a "very
strong contribution” to SDG2, protecting biodiversity and supporting partners
were classes as making a "strong contribution” to SDG 13, and while social
dynamics and diversity made a "very strong contribution™ to SDG 5, it was classed
as making a "contribution™ to the other five SDGs. In addressing SDG 13 as part
of combatting waste, Carrefour reported that by introducing an internal carbon
price and rolling out its waste reduction policy and its energy and climate plan, the
company had incorporated a key climate change goal into its investment strategy.
In a similar vein, as part of its strategic commitment to protect biodiversity,
Carrefour reported it was promoting agroecology and encouraging the use of
resilient farming practices that will boost productivity and output, contribute to the
conservation of ecosystems and gradually improve the quality of land and soil.

Discussion

A number of Europe’s leading retailers have claimed to be addressing the
SDGs and some of them have claimed to be looking to integrate their approach to
the SDGs with their corporate sustainability strategies. In making such claims,
some of these retailers reported on looking to contribute to all 17 SDGs while
others concentrated on a more limited number of specific SDGs that reflected their
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business strategy and their opportunity to make a meaningful contribution. At the
same time, it is important to recognise Ruiz-Real et al.’s (2018) claim that
"sustainability is a key element for retailers, who have seen that sustainable
development could become an important source of competitive advantage"”. In
looking to contribute to the achievement of the SDGs, the retailers can also be
seen to be driving business efficiencies, which can, in turn, offer them a source of
competitive advantage. In pursuing actions to combat climate change and its
impacts, by reducing carbon emissions, energy and water consumption and waste
generation, for example, the retailers are also reducing costs. In a similar vein,
retailers’ SDG commitments to decent work, gender equality and good health and
wellbeing all help to promote stability, security, loyalty, and efficiency within their
workforce.

Given the importance of SDG’s 12 and 13, highlighted earlier, the retailers’
contribution to these SDGs’, needs to be seen against the wider European
background. In addressing European progress on SDG 12, for example, the
European Commission (2019) focused on three sets of issues, namely, decoupling
environmental impacts from economic growth, energy consumption and waste
generation. The European Commission (2019) reported that while the European
Union has made some long-term progress in decoupling environmental impacts
from economic growth, in that resource productivity had increased by 34.7%
between 2002 and 2017, the amount of waste generated per capita had increased
by 3.3% from 2102-2016 and that there had been a deterioration in the overall
assessment of progress on SDG 12 compared with the previous year. In addressing
SDG 13, the European Commission (2019) reported some progress on climate
mitigation in the European Union, namely a 15.4% reduction in greenhouse gas
emissions between 2002 and 2017 and a reduction in final energy consumption of
2.0% during the same time period, with all sectors of the economy contributing to
this reduction. However, the European Commission also (2019) argued that
"unfavourable trends in climate impact remained”, and here, by way of an
illustration the European Commission reported that mean surface temperatures had
risen by 1.61-1.71 degrees Celsius between 2009 and 2018, compared to
preindustrial levels.

More generally, the leading European retailers can be seen to be responding
positively to the United Nations’ rallying cry for private sector engagement with
the SDGs. However, four sets of issues merit reflection and discussion. Firstly,
there is an issue about retailers focusing upon specific SDGs. The retailers would
argue that in pursuing this approach they are concentrating on where they can
make their most meaningful contribution to the SDGs. This certainly resonates
with the World Business Council for Sustainable Development’s (2018) suggestion
that a number of “companies are clearly seeing value in narrowing down the broad
SDG agenda with a view to focusing their efforts on a specific sub-set of goals".
However, PWC (2018) claimed that "many companies are engaging at a more
superficial level" and "are failing to prioritise goals that need corporate support the
most or to address those that could cause the biggest problems in the future if left
unchecked". At the same time, PWC (2018) argued that prioritisation "requires a
longer-term vision of, and approach to, business growth strategy and planning than
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some companies are used to employing" and that such a "longer term perspective
requires an understanding of the risks that a company could face if the underlying
issues that the SDGs represent are not solved".

While there was clear commonality, though not complete uniformity, in the
specific SDGs prioritised by the selected European retailers, they all prioritised
SDGs 12 and 13, but here their approach to both these SDGs has its problems. On
the one hand, all the selected retailers effectively redefined SDG 12 as responsible,
rather than sustainable, consumption. However, none of the retailers offers a
definition of responsible retailing, though their approach can perhaps best be seen
to put customers, rather than retailers, in the driving seat. As such, retailers might
be seen to have an important role to play in promoting sustainable or responsible
consumption at store level. However, a study by Jones Wynn and Comfort (2020)
of leading UK retailers, which included two of the retailers in the current study,
found little or no attempt to promote sustainable or responsible consumption at the
point of sale.

On the other hand, SDG 13, action to combat climate change and its impacts,
presents a daunting challenge for retailers. Not least in that “climate change
presents the single biggest threat to sustainable development™ (United Nations
Climate Change 2020) and in that Liverman (2018) claimed "climate change has
been identified as the one stress that could undermine the other environmental
goals, as well as those on poverty or health". The selected European retailers
typically reported on their actions to reduce carbon emissions in their own
operations. Here, in theory at least, they have direct control, but cutting carbon
emissions throughout their supply chains is a much more difficult task.
Encouraging suppliers, spread throughout the world, to reduce carbon emissions
and independently monitor their emissions data is both costly and time consuming
and an operationally difficult exercise. At the same time, the majority of the
leading retailers’ stores are located in out of town centre locations and customers
effectively rely on car transport to do their shopping at such stores, so reducing
carbon emissions from their vehicles presents significant problems and challenges
to well established patterns of shopping behaviour.

Secondly, there are both general and specifically retail, issues about
measurement and metrics. Generally, there are issues about the data that is required
to measure progress, about the collection of such data and the mechanisms and
procedures that will need to be established in order to monitor progress. The
dominant approach to the measurement and monitoring of the SDGs is to identify
indicators for each SDG. The UN’s Tier Classification of SDG indicators, updated
in 2020, are all considered "equally important”, (United Nations 2020) but they
were designed to enable member states, rather than private companies, to review
progress at the national and sub-national level, and thus have limited value for
large retailers. That said, Bali Swain (2018) argued that "this approach if not
flawed is inadequate” not least, in that it ignores the complex interrelationships
between some of the SDGs. At the same time, Nightingale (2018) insisted that
some of the SDGs (e.g., poverty, justice and gender equality) are "not a state of
being and, as such.... not conducive to static measurement”. Rather, she argued,
poverty is a "punctuated experience for the individuals and populations in question”
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and "if counting does not reflect the reality of being in poverty, it is not an
adequate guide for understanding how to alleviate poverty” (Nightingale 2018).

Such critiques present a dilemma for retailers in that they can be seen to call
into question the measures the leading European retailers have used to monitor
their sustainability achievements in their annual sustainability reports, and which
some retailers are already using to celebrate their contribution to the SDGs. This is
not to suggest that the data currently being used is inaccurate per se, but that it may
not necessarily measure what needs to be measured if the retail industry’s
contribution to the SDGs is to be captured accurately. At the same time, the
selected European retailers have used their own measures to report on their current
achievements in contributing to the SDGs. This does not generate any comparable
results, which would allow retailers to benchmark their performance, one with
another, or to contribute to wider national reporting mechanisms. A number of the
leading European retailers have used cameo case studies in an attempt to depict the
real life, everyday experiences of individuals and communities in their
sustainability reports. As such, the retailers might be seen to looking to capture the
experiences of those individuals and communities, the SDGs look to address. Here
however there are issues surrounding the relationship between the ‘particular’ and
the ‘general’, in that the cameo case studies employed in the sustainability
reporting process have been specially chosen and choreographed by the selected
retailers. Such cameo case studies may well have a strong human interest, and
some of them have a powerful emotive appeal, which may well resonate with
audiences on corporate websites and social media, but they cannot necessarily be
seen to be wholly representative of the leading European retailers’ contributions to
the SDGs.

Thirdly, there are issues about reporting and communication. There is no
official or generally agreed framework for companies to report on the SDGs, and
so it is not surprising that the selected European retailers report on their
contribution to the SDGs in a variety of ways. While J. Sainsbury, for example,
included information on how they are contributing to the SDGs within their
sustainability report, Schwarz and Tesco produced a dedicated short report on their
contribution to the SDGs, and Carrefour included how it was working towards the
SDGs in the Corporate Social Responsibility section of the company’s Annual
Financial Report. The lack of a common reporting framework effectively makes it
impossible to make any meaningful comparison of the contribution of retailers, or
to assess the overall contribution of the retail sector to that of wider business
community.

At the same time, Dentsu Aegis Network (2018) warned of the danger of
"SDG Wash". Here, "companies use the SDGs in their communication to expand
the corporate value and sales of their own company™" (Dentsu Aegis Network
2018). Clear parallels are drawn with Green Wash, the environmentally pejorative
term used when green communication messages are deceptively used to promote
the perception that a company’s products, aims or policies are environmentally
friendly. As such, Dentsu Aegis Network (2018) argued that SDG Wash damages
both "the relationship of trust between consumers and individual companies’ as
well as ‘the appeal of the company as an investment and loan destination™.

116



Athens Journal of Business & Economics January 2021

Looking to the future, if the retailers’ contributions to the SDGs increasingly
become fully integrated into the retailers’ corporate sustainability strategies, then
that contribution will be reported in their annual sustainability/corporate social
responsibility reports. However, while European retailers have been reporting on
their sustainability strategies and their achievements against those strategies across
a wide range of environmental, social and economic issues for some time, in the
past there has often been little or no independent external assurance of the majority
of the data in these sustainability reports (Jones et al. 2012). This can be seen to
reduce the credibility, integrity and reliability of the sustainability reporting
process and of the retailers’ achievements in contributing to the SDGs.

Finally, there are potentially fundamental, tensions between sustainability
narratives and economic growth. The one seemingly dependent on the continuing
exploitation of scarce natural resources, and the other looking to promote
development that meets the needs of the present without compromising the needs
of the future. Such tensions are thrown into sharp relief in the case of the SDGs in
that SDG 8 specifically looks to promote sustainable economic growth. The
United Nations (undated) argued that “sustainable economic growth will require
societies to create the conditions that allow people to have quality jobs that
stimulate the economy while not harming the environment”, though they made no
attempt to specify how this balance was to be achieved or to define sustainable
economic growth. More pointedly, the German Retail Federation (2018) claimed
"steady and inclusive economic growth is a precondition for sustainable
development™ and all the leading European retailers are committed to continuing
growth. More generally, Sultana’s (2018) expressed surprise at choice of the term
"sustainable development"”, which she described as being "at the heart of this new
framework of titled SDGs", because she argued that “sustainable development has
been very contested, conflictual and contradictory in definition and reality since its
uptake in the 1980°s" and that "sustainable development can mean anything to
anybody" (Sultana 2018). As such, retailers may be able to justify their
commitment to sustainability, while continuing to pursue growth policies, which
are dependent on the depletion of the earth’s finite resource base.

Attempts to reconcile continuing economic growth and sustainable
development are often couched in terms of decoupling and of the role of
technological innovation. The former refers to economic growth, which does not
lead to increases in the pressure on environmental resources, while the latter looks
to innovative technologies to increase energy efficiency, cut greenhouse gas
emissions, reduce waste and facilitate the development of a more circular
economy. While both approaches are close to the heart of the European retailers’
approach to the SDGs, others have taken a more critical view. In examining the
decoupling thesis Alexander et al. (2017), for example, concluded "the decoupling
strategy cannot lead to a growing global economy that is just and sustainable™. In
addressing the role of technological development in promoting sustainability,
Huesemann (2003) argued that "improvements in technological eco-efficiency
alone will be insufficient to bring about the transition to sustainability”. Schor
(2005) argued that "the popularity of technological solutions is also attributable to
the fact that they are apolitical and do not challenge the macrostructures of
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production and consumption”. This in turn, reflects Liverman’s (2018) concerns
that "growth goals cannot be met without sacrificing many environmental ones or
that sustainability cannot be achieved under the current economic model of
capitalism".

Conclusion

The United Nations” SDG programme is ambitious and wide ranging and a
number of the leading European retailers have claimed a general commitment to
the SDGs. Within this general commitment, some of the selected retailers
prioritised a number of specific SDGs, that reflected their business strategy and
their opportunity to make a meaningful contribution, while others looked to
contribute to all 17 SDGs. As such, the leading retailers can be seen to be
responding positively, albeit in varying measure, to the United Nations’ rallying
cry for private sector engagement with the SDGs. That said, given the Sustainable
Development Solutions Network/Institute for European Environmental Policy’s
(2019) report which concluded that none of the countries within the European
Union were on track to meet their SDG targets, the leading European retailers may
need to step up their contribution if these targets are to be achieved. However, the
authors suggested that the retailers will face a number of major challenges if they
are to make a significant and a lasting contribution to the achievement of the
SDGs. These challenges include, the strategic prioritisation of SDGs, issues about
measurement, reporting and communication and fundamental tensions between
sustainability and economic growth.

This paper has a number of limitations, as outlined earlier, but the authors
believe it provides a platform for future research, which will move beyond how
retailers are claiming a commitment to addressing the SDG’s, and on to examine
their achievements in contributing to the achievement of the SDGs. Looking to the
future, a first step might be for researchers, or more probably for research teams or
institutes, to establish a formal collaborative research project with one, or possibly
more, large retailers, designed to investigate how the retailer(s) is (are) contributing
to the achievement of the SDG’s. The negotiation of agreements between
researchers and retailers for such a collaborative research venture would be
complicated, even more so if it also involved research access to suppliers, not least
in that researchers might well want access to sensitive commercial data and
retailers, and suppliers, might demand the right to control or veto the researchers’
findings.

More practically, academic research might, for example, might profitably be
undertaken at the strategic and the operational level. At the strategic level, for
example, primary research amongst senior retail executives, might profitably
explore a number of issues. Such issues might include corporate thinking and
policy development on the SDG’s, the forces driving the pursuit retailers’ pursuit
of the SDGs, the challenges of, and opportunities for, integrating the SDGs within
corporate retail strategies, how and why certain SDGs have been prioritised,
retailers’ relationships with suppliers in the pursuit of SDG agendas and
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perceptions of the locus of power within such relationships, and the mechanisms
developed by retailers to enable different groups of stakeholders to influence
retailers’ approach to the SDGs. At the operational level, specific research
investigations might focus, for example, on how corporate policy towards the
SDG’s is communicated both to employees, at store level and in distribution
centres, as well as to customers at the point of sale, on how data on environmental,
social and economic impacts is collected within supply chains and on how such
data is independently verified, and on the success of practical schemes designed to
reduce waste and encourage and facilitate recycling. Such research endeavours
could include comparative investigations across a number of retailers and detailed
case studies of individual retailers.
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