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“These three challenges—Ilabor, inflation and business environment—come at
a time when we are also asking industry to lead on the clean transition. So we
need to look further ahead and set out how we remain competitive as we do
that. ... Because Europe will do whatever it takes to keep its competitive edge.”

— EU Commission President Ursula von der Leyen, 2023 State of the Union address

Executive Summary

Europe finds itself in a less secure and more competi-
tive world while it attempts to steer a green transition
and adapt to disruptive technological innovation. The
scale of the challenges has pushed the EU Commission
to look for answers, to identify what it will take for

the bloc to keep “its competitive edge”. The sense

of urgency is not limited to Europe. It is shared and
spurred on by a suite of sweeping US policies to meet
the triple challenge of digital innovation, the green
transformation, and the contest with the People’s
Republic of China (PRC). US and, increasingly, European
leaders argue that prioritizing and safeguarding demo-
cratic values will require novel approaches to trade and
global investment.

Between November 2023 and January 2024, the
German Marshall Fund of the United States (GMF)

and its partners, convened stakeholders—representa-
tives from small to large enterprises and startups, as
well as investors, policymakers, and researchers—in
seven European cities (Berlin, Copenhagen, Disseldorf,
Madrid, Paris, Rome, and Warsaw) for frank conver-
sations on maintaining Europe’s future as a global
economic leader.

One sentiment echoed across the gatherings:
Complacency is a major threat.

Europe’s choices today “are crucial for the future”. It
cannot boast one company in the top tier of Big Tech,
and it lost some early pole positions in, for example
harnessing solar energy. But there is still room for
Europe to take a strong position in green technology,
industrial artificial intelligence (Al) applications, and
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quantum. To stay vibrant and premier, policymakers,
business, and technology leaders realize that they
need to work with more agility and coordination. The
leaders who participated in GMF’'s pan-European
discussions identified four key elements to European
competitiveness:

Cost and Resilience: A narrow focus on low prices can
prevent the growth of European champions, but overly
expensive and inefficient resiliency measures could
make climate goals unaffordable. Policy needs to incen-
tivize a balance.

Capital: The lack of a capital markets union is one of
the biggest challenges to EU firms. It makes the bloc’s
financing instruments, such as the NextGenerationEU
Fund, or research and development (R&D) pots, such as
the Strategic Technologies for Europe Platform (STEP)
or Horizon Europe, even more important. More pooling
of efforts might be even better. Reforms to unlock
private capital should be considered.

Talent: To stay at the forefront of ideas, European firms
will need to keep the continent’s best talent, attract
global knowledge workers, and retrain existing work-
forces for new industries, particularly for the green
transition. Brussels, too, needs to attract Europe’s best
tech-savvy talent to keep up on the governance side.

Regulation: Brussels’ commitment to sustainability can
force EU firms to be ahead of the curve and set global
standards, but stakeholders across the continent are
concerned about the heavy regulatory burden, espe-
cially for smaller enterprises, and uneven enforcement.
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Europe has a competitiveness problem, or at least it
worries that it does. In her September 2023 State of
the Union address, EU Commission President Ursula
von der Leyen mentioned the EU’'s competitive chal-
lenges at least nine times and announced that former
European Central Bank President Mario Draghi had been
tasked to deliver “a report on the future of European
competitiveness” in mid-2024."Von der Leyen is

not the only one concerned. In December 2022, the
European Council invited

the Commission to make
proposals to ensure the EU's
“resilience and competitive-
ness by mobilizing all relevant
national and EU tools and
improving framework condi-
tions for investment”.?

The sense of urgency is not limited to Europe. It is
shared and spurred on by a suite of sweeping US poli-
cies to meet the triple challenges of digital innovation,
the green transformation, and the contest with the
PRC. US and, increasingly, European leaders argue that
prioritizing and safeguarding democratic values requires
novel approaches to trade and global investment, and
new investments in, and, perhaps, new understand-
ings of competitiveness. GMF is deeply engaged in

EU-Competitiveness Stakeholder Survey: The EU’s most serious competitiveness
challenges in the next 10 years (total score)

Geopolitical and environmental risks

Over-regulation

Lack of capital/investment

Skilled-labor shortages

Europe’s Green Deal Industrial

Single market barriers/incomplete single market 8%

Plan, presented by the
Commission on February 1,
2023, was the first response
to that call. It was followed
one month later by two
communications outlining a more supportive environ-
ment for scaling the EU’s manufacturing capacity of
net-zero technologies and products and critical raw
materials, thereby bolstering Europe’s competitiveness
in the transition to a net-zero economy.

A few months before von der Leyen'’s address, the
authors of this report were devising a project to
gather insights from business leaders, policymakers,
and experts across Europe on the bloc’s competitive
challenges and advantages, and the policies to help
create an environment for growth and resilience for
EU industries and firms. Between November 2023 and
January 2024, GMF and its partners convened stake-
holders—representatives from small to large enter-
prises and startups, as well as investors, policymakers,
and researchers—in seven European cities (Berlin,
Copenhagen, Diisseldorf, Madrid, Paris, Rome, and
Warsaw) for frank conversations on measures needed
to maintain Europe’s position as a global economic

leader. A common sentiment echoed across the gather-

ings, which von der Leyen has also voiced: The world is
in a "time of transition”, and Europe’s choices today “are
crucial for the future”.
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Energy supply costs 8%

Source: GMF online survey of meeting participants from Denmark, France, Germany Poland, Spain.

Total respondents <50. Percentage ranked first by reapondents

the question of allied competitiveness, which refers to
the new strategies, diplomacy, and partnerships that
will be needed to ensure that supply chains are resil-
ient and that the twin digital and energy transitions
work for democratic societies. The European part of
the competitiveness conjuncture—looking at what

is changing, why it matters, and how to adapt—is an
essential part of the overall picture and the focus of this
report. Europe’s business environment has long been
complicated, with its multi-layered, multi-language,
and incompletely integrated market. But now the EU
must contend with more global competition and fast-
paced disruptive innovation and unstable geopolitical
conditions.

Editor's Note: These speech bubbles
feature quotes from EU business
leaders, taken from our stakeholder

discussions across Europe



https://ec.europa.eu/commission/presscorner/detail/en/speech_23_4426
https://ec.europa.eu/commission/presscorner/detail/en/speech_23_4426
https://ec.europa.eu/commission/presscorner/detail/en/ip_23_1668
https://ec.europa.eu/commission/presscorner/detail/en/ip_23_1668
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I. What is Competitiveness?

Despite all the talk of European competitiveness, it is
not necessarily obvious what makes a state or a region
such as the EU "competitive”. A company is competi-
tive if it operates profitably and sees growing revenue,
but how does this translate for countries? National

(or, in the EU’s case, regional) competitiveness is the
ability to adapt and provide ever higher living standards.
Today’s demands to adapt are especially—perhaps
unprecedentedly—intense, as green and technology
transformations meet global instabilities and a more
competitive landscape. The stats are well known: The
EU’s 27 countries accounted
for 23% of global GDP in
1990 and now just 14%.
Asia-Pacific economies in
this time frame climbed from
27% of global GDP to 46%.°
To stay competitive, Europe
must foster in the short run a
degree of domestic political
and economic predictability while addressing long-
term structural challenges such as demography and the
green transition. Governments must create dynamic
economies to ensure that entrepreneurs want to start
new businesses and existing firms can expand opera-
tions, and attract talent in their country/region.

National competitiveness in the European context

is consequently embodied in a multifaceted set of
domestic and EU-level government policies. These
include ensuring that EU member states have the
workforce required to continue growing their advanced
economies; that the bloc has access to competitively
priced and reliably supplied energy sector inputs for a
green economy; and, crucially, that Brussels maintains
a flexible and innovative regulatory environment that
enables new technologies and entrepreneurs to thrive.

This report will consequently focus on these three
important topics, which also dominated our stakeholder
discussions: people, power supply, and paperwork—or
skilled labor, energy and green transition, and regula-
tion. The report also features quotes* from the seven
stakeholder meetings that capture key elements of the
mood among European business representatives.

“80% of our businesses say
they will face disruption due to

geopolitics.”

The biggest threat to continued prosperity is compla-
cency and rigidity. Europe cannot boast one company
in the top tier of Big Tech, and it lost some early pole
positions in, for example in solar energy. But there is
still room for Europe to compete in green technology
and industrial Al applications, or quantum. To keep
industries vibrant, growing, and at the forefront of
global markets, policymakers, business leaders, and
technology leaders should learn and innovate together.
Participants in our stakeholder discussions identified
four key challenges:

Cost and Resilience: A narrow
focus on low prices can
prevent the growth of future
European champions, but
overly expensive and inef-
ficient resiliency measures
could make climate goals
unaffordable. Policy needs to
incentivize a balance.

Capital: The lack of a capital markets union is one of
the biggest challenges to EU firms. It makes the bloc’s
financing instruments, such as the NextGenerationEU
Fund, or R&D pots, such as STEP or Horizon Europe,
even more important. More pooling of efforts might be
even better. Reforms to unlock private capital should be
considered.

Talent: To stay at the forefront of ideas, European firms
will need to keep their best talent, attract global knowl-
edge workers, and retrain existing workforces for new
industries. Brussels, too, needs to attract Europe’s best
tech-savvy talent to keep up on the governance side.

Regulation: Brussels’ commitment to sustainability can
force EU firms to be ahead of the curve and set global
standards, but stakeholders across the continent are
concerned about the heavy regulatory burden, espe-
cially for smaller enterprises, and uneven enforcement.

This report, divided into five subsequent sections,
examines these challenges in detail and offers recom-
mendations for confronting them. Section Il provides
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https://www.imf.org/external/datamapper/PPPSH@WEO/APQ/USA/EU/EUQ

an overview of the EU’s position on traditional national
competitiveness parameters. Section Il analyzes the

bloc’s ability to continue to
provide the required human
skills to propel a diverse and
technologically innovative
economy. Section IV delves
into the EU’s challenge

with energy costs and its

prospects in a rapidly decarbonizing global economy.
Section V highlights the ongoing challenges in regu-
lating a highly diverse entity,
such as the EU, which aspires

“This is an important moment for
Europe. The next five years are

to create a single, integrated
marketplace in a period of
crucial.” rapid technological innova-
tion. Section VI provides key

takeaways.

II. How does the EU measure up?

The EU’s competitive position in the international
economy is hardly in an abyss. According to the
standard economic parameters for trade, current-ac-
count balances, and productivity, the EU’s position is
solid, though the aggregate figures obscure significant

regional differences. The
bloc's 27 member states have
shifted since the global finan-
cial crisis and, more impor-
tantly the euro crisis of 2010-
2013, to consistently running
surpluses of 2.5%-3% of GDP.
For an economy the size of
the EU's, this is a substantial
external surplus, on average
more than twice that of the
PRC.°The latest available

data shows the EU surplus
after the COVID shock back
up to 2% of GDP, with the
International Monetary Fund
(IMF) projecting that figure to
climb to around 2.5% by 2028
(Figure 2).°

The bloc also runs sizable
trade surpluses in major
sectors, including manufac-
tured goods (approx. €100
billion in 2022)” and services
(€175 billion in 2022).2Only
the fossil fuel sector shows

a major, and chronic, trade
deficit.

Keeping Europe Competitive

Productivity is more of a problem (Figure 3). Aggregate
EU productivity is roughly 80% of US GDP per hour
worked® (about 82% when subtracting values produced
by foreign-owned companies, or gross national income
(GNI) per hour worked).”® While the bloc as a whole

Figure 2 | EU Current Account Balance Dec 2008 - Dec 2023/Projected 2023-2028, 12months
Rolling Sums, % of GDP
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Source: Eurostat; IMF WEO October 2023

Figure 3 | GDP and GNI per Hour Worked 2022 (or latest available), Current USD/Current PPP
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https://ec.europa.eu/eurostat/databrowser/view/ext_st_eu27_2020sitc/default/table?lang=en
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lags US productivity levels, Germany and France come
close, and some smaller EU member states exceed
American performance.” At the same time, the EU
outperforms other G7 members, such as Canada and
Japan, and export powerhouse South Korea. Several

of the EU's smaller member states, including Belgium,
Denmark, Luxembourg, and Austria, highlight how some

Figure 4 | General Government Gross Debt, % of GDP
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Database October 2023; IMF China Article IV 2022 (Published Feb 2023)

Figure 5 | European corporations lag on scale and performance.

Public companies with revenue of >$1 billion in Europe vs US

versions of the European economic and social model
are fully compatible with high-productivity societies.

On debt levels, the EU brightly outshines its two main
rivals, the United States and the PRC, by having signifi-
cantly less general debt, or debt accrued at all levels

of government (Figure 4). However, in a future crisis,
the EU, unlike the United States and the PRC, cannot
rely on a central government for decisive fiscal deci-
sion-making. The EU’s incomplete political integra-
tion and its inability to act together forcefully and
expeditiously to pursue common long-term goals is
arguably its formative weakness vis-a-vis Washington
and Beijing. Draghi has already indicated the need for

the EU to acquire more “state-like characteristics” to
remain competitive,’?and Enrico Letta, another former
Italian prime minister and author of a forthcoming EU
report, is exploring ways the bloc can reinvigorate and
complete its internal market to reap the benefits of
greater economies of scale.

How European companies are competing versus their
peers is also worth examining. It is, alongside produc-
tivity, perhaps the most
e e worrisome issue for the
Geto European business sector.
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'Excludes financial services and real estate companies. ?Inflation adjusted (2014 as base year) based on eurozone (Europe 30 sample) and
US inflation (US sample); US data in $, Europe data in €. *Excludes companies without complete revenue, net operating profit less adjusted
taxes (NOPLAT), capital expediture, or invested capital time series in 2014-22. “Net operating profit less adjusted taxes. *End of 2022 for
public companies with >$1 billion available market capitalization and revenue. ®Average based on in-sector revenue. Source: McKinsey

multiple metrics (Figure 5)."
European firms' lower level
of spending on R&D and on
investment point to the risk
of structurally low corporate
competitiveness.

Corporate Performance Analytics; S&P Global; Eurostat; IMF;McKinsey Global Institute analysis

EU-Competitiveness Stakeholder Survey: 10 years from
now with the EU economies be relatively stronger or weaker when it
comes to technology and innovation?

much weaker

slightly weaker

slightly stronger

much stronger

0% 10% 20% 30% 40% 50%

Source: GMF online survey of meeting participants from Denmark, France, Germany Poland,
Spain. Total respondents <50

The picture is also not bright
for the technology sector. Eight of Forbes’ top 10 digital
companies'*are US firms, and none are in Europe.
Among the top 100, 39 are US firms while only 13 are
EU-based. (The PRC minus Hong Kong boasts nine.)
Many interlocutors across Europe noted that Brussels
has penchant for regulating rather than creating tech-
nology. In the process, in recent years Europe also lost
early market leadership of the solar energy industry
and 5G. Yet, most business and technology leaders
participating in our roundtables agreed that opportunity
to stake out positions in growing critical sectors still
exists. A survey of our roundtable participants reveals
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https://www.euractiv.com/section/politics/news/draghi-eu-must-become-a-state/
https://www.mckinsey.com/mgi/our-research/accelerating-europe-competitiveness-for-a-new-era

moderate levels of optimism about the EU’s tech
competitiveness, with a slim majority expecting the EU
to be slightly more competitive in 10 years (Figure 6).”

Overall, the EU’s position is solid but not stellar. There
is room to improve productivity levels and enhance
integrated political decision-making capacity. But there

is, crucially, no guarantee that the current position can
be maintained.

The next sections highlight the key policy areas on
which the bloc needs to focus if it is to bolster its
competitiveness.

II1. People: Securing a Skilled Workforce

Talent is already an acute problem. Almost 80% of EU
businesses in 2023 found it “very” or “moderately” diffi-
cult to find workers with the right skills. And more than
half of employers in every EU member states said they
lacked skilled workers, although specific talent short-
ages are not uniform across the union (Figure 7).

In terms of workforce educational levels, the EU ranks
almost exactly in the middle of advanced economies.
Almost 40% of the total EU
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Finland
Austria

Colombia
Slovak Republic

Furthermore, though Europe’s university and research
institutes are a source for groundbreaking R&D and
talent, the conduit to taking new products to market

is underdeveloped. European R&D spending falls well
short of US and Chinese levels. In 2022, it was ca. €460
billion lower than US spending and approximately €46
billion lower than PRC's expenditures.”® At the same
time, stakeholders are concerned that too many of
Europe’s top technology talents are still being drawn

Figure 7 | Answer to the Question: How difficult is it for your company to Find Workers With the
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1) Chart exclues answers of "Not Applicable" and "Don't Know" so do not add to 100%.
Source: Eurobarometer (2023)
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to US firms, though this
momentum may be slowly
decreasing as some European
capitals become dynamic
technology hubs. Europe
could make a more concerted
effort to link science, tech-
nology, engineering, and
mathematics (STEM) univer-
sity graduates with busi-
nesses to nurture talent and
spur innovation.

Immigration, given Europe’s
aging population, also plays

a particularly important part
in the search for talent. That
regularized immigration to
the EU has been stable at a
level exceeding 1 million since
2015 (Figure 9) is good news.
It reflects the EU’s attractive-
ness and the legal avenues available to those who want
to relocate there, despite anti-immigration political
sentiments expressed by some European politicians.

Germany and Spain remain the principal EU destina-
tions for immigrants, well ahead of France and Italy. But
the rest of the EU now welcomes more than 400,000
new migrants per year. That is substantial, but net
permanent legal migration still does not reflect the
importance of migrant labor in the EU if temporary
work permits are considered. At the end of 2021, the
EU had issued more than 4 million employment-based
temporary residence permits, the vast majority in Italy
and Poland.

While overall immigra-

“The educational system needs
more optimism. We also need
more interaction between
business and politics because

we don't understand Brussels,
and more collaboration among
companies with regard to R&D.

“We need to transform our
engineering assets and keep

talent at home by helping them
grow and making them visible.”

New Zealand, and 34% in the
United States. All far exceed
the 27% in France, 24% in
Spain, 22% in Germany, and
12% in Italy.

The EU’s permanent migration
. rules and strategies should
focus on emphasizing skills-
based migration and wooing
global talent. Europe has
much to offer, especially for
those interested in work-life
balance. In the OECD work-
life balance index, nine of the
top 10 countries are in the EU
whereas the United States
places in the bottom third.
Europeans work nearly 300
fewer hours annually than
their US peers.”

Nonetheless, language barriers and often burdensome
administration can be obstacles for non-EU nationals.
Policies matter. In the OECD's Indicators of Talent

Attractiveness, France’s rating has climbed due to
lower visa refusal rates in recent years. The US’s ranking,
meanwhile, dropped from 2™ to 7t place due to high
refusal rates and the introduction of a quota on visas
for highly skilled workers.” Still, only two EU countries,
Sweden and Luxembourg, rank above the United States,
although the bloc claims eight of the top 15 spots.™
Initiatives such as the EU Blue Card and the Single
Permit Directive to create a simplified and unified appli-
cation procedure for non-EU citizens to apply to live
and work in the bloc are having an effect. Fully 82,000
highly qualified workers received an EU Blue Card in

Figure 9 | Net Migration to the EU27
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https://www.oecdbetterlifeindex.org/topics/work-life-balance/
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https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Residence_permits_%E2%80%93_statistics_on_authorisations_to_reside_and_work

2022.2°In Germany, Blue
Card permits have increased
by roughly one-third since
2018.7' Such policies,
however, need to be continu-

ally reviewed and improved to
remain effective.

Perceptions matter, too. Anti-

“The PRC spends massively
on R&D and will soon
be number one. But it
doesn't attract the best

and the brightest. Europe
underplays what it has to
offer.”

“Europe has a sustainability

advantage in terms of
livability, a good social
system, and a good quality
of life to offer.”

immigrant political rhetoric
can dissuade highly-skilled
foreigners. Policymakers and
business leaders need to
work against significant political headwinds in many EU
countries.

These leaders need to explain the business case for
attracting skilled migrants to help ensure that Europe
remains welcoming and attractive to global talent.

IV. Power Supply: The EU’s Energy Cost Challenge and
Securing the Green Transition

Europe pays a surplus for its energy. European natural
gas and electricity prices have dropped dramatically
since peaking in August 2022, but they remain well
above levels in the United States and the PRC.ZThis is
a competitive disadvantage, especially for traditional

energy-intensive businesses.

But European carbon prices are perhaps an even more
significant factor in competitiveness, even if they
dropped below €55/ton in early 2024.> They are still
likely in the foreseeable future to remain far higher than

in the United States, where some states price carbon,
and in the PRC, where the price hovers around $6-8/

ton.”” In addition, the recent reform of the EU Emissions

Trading System (ETS),?* which introduced a significant

decrease in the future supply of auctionable emissions
credits, has caused EU carbon futures prices to rise.
They are currently expected
to reach around €70/ton by
@.27

In late 2023, the EU intro-
duced its carbon border
adjustment mechanism
(CBAM). The regulation aims
to “level the carbon playing

Keeping Europe Competitive

“The main thing to counter is
the energy trilemma—making

energy sustainable, secure, and
affordable.”

field” by subjecting (initially only some) EU imported
goods after 2026 to a "border adjustment fee” that
reflects their carbon content and the EU Emission
Trading System carbon prices. Crucially, however,
CBAM applies only to EU imports and offers the bloc’s
exporters no “level carbon playing field” although they
will continuously face a cost-disadvantage when selling
their products outside the EU.

Europe has chosen an approach to decarbonization
that differs from the United States’ and the PRC'’s.
Europe’s cost-imposing carbon pricing decarbonization
strategy (i.e., increasing the cost of production that
relies on fossil fuels), stands in axiomatic contrast to
cost-reducing industrial subsidy climate strategies (i.e.,
using taxpayer funding to lower the cost of producing
decarbonized products) implemented in the United
States and the PRC. Chinese
production of virtually all
parts of the green supply
chain can consequently

be expected to climb. The
EU will face the greatest
competitive challenge from
rising Chinese supply since
it will be the main global


https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Residence_permits_%E2%80%93_statistics_on_authorisations_to_reside_and_work
https://www.bamf.de/EN/Themen/Statistik/BlaueKarteEU/blauekarteeu-node.html
https://www.bamf.de/EN/Themen/Statistik/BlaueKarteEU/blauekarteeu-node.html
https://energy.ec.europa.eu/system/files/2023-12/New_Quarterly_Report_on_European_Gas_markets_Q2_2023.pdf
https://www.eia.gov/analysis/studies/naturalgas/
https://www.eex.com/en/market-data/environmentals/eu-ets-auctions
https://www.statista.com/statistics/1175780/china-estimated-average-prices-in-the-ets/
https://www.statista.com/statistics/1175780/china-estimated-average-prices-in-the-ets/
https://www.piie.com/publications/policy-briefs/russias-invasion-ukraine-has-cemented-european-unions-commitment-carbon
https://www.piie.com/publications/policy-briefs/russias-invasion-ukraine-has-cemented-european-unions-commitment-carbon
https://www.eex.com/en/market-data/environmentals/futures
https://www.eex.com/en/market-data/environmentals/futures
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destination. Existing US tariffs and trade restrictions
mean the country will avoid a similar fate.

The EU, unlike the United States, remains a major fossil
fuel importer. This leaves the bloc with only one way to
overcome the twin competitive challenges of higher
fossil fuel prices and carbon pricing: to complete the
green transition as fast as possible. The EU, which,
unlike the United States and the PRC, has no common
central budget, can never
hope to match their green
subsidy levels, and its compe-
tition policy will prevent
individual member states
from doing so. Instead, the

EU focuses on simplifying and
accelerating regulatory proce-
dures (including though new legal means to overcome
entrenched local, special interest NIMBYist obstruction)
required for private investors to build infrastructure for
solar, wind, and other renewable electricity sources. The
bloc is also investing heavily in grid infrastructure to
ensure that increased variable-load renewables elec-
tricity production can be accommodated. This EU grid
expansion should be Brussels’ principal public invest-
ment item in the coming years, and it should, given its
long-term economic benefits, be largely debt-financed.
At the same time, politicians in Brussels and across the
continent must contend with the fact that most of the
public would prefer prioritizing lower energy bills over
reducing emissions.?®

Resilience and Critical Dependencies

The transition to carbon-free energy is a clear win

in terms of EU competitiveness and resilience, but
disagreements exist about balancing efficiency and
resilience in the process. As one Berlin meeting partic-
ipant noted, “What are we to optimize for, resilience or
efficiency? We cannot do both.”

The EU’s continued near-total reliance on imported
Chinese solar panels is often highlighted as a key and
dangerous EU vulnerability. The European Commission'’s
Net Zero Industry Act (NZIA) proposal deemed

the situation sufficiently perilous to warrant a goal

of achieving a 40% market share for domestically
produced solar panels by 2030.° Yet, the EU could
manage a sudden halt to Chinese solar panel exports.
Such a move would significantly slow Europe’s rollout

“Energy pricing is key to

supporting existing industry.”

of solar energy and, possibly, jeopardize the bloc’s
2030 climate goals, but its economic or political impact
would be a shadow of that in the case of a fossil fuel
supply disruption.

Many economists argue that, in terms of global cost
competitiveness, the EU’s goal should be decarbon-
izing the entire economy as fast as possible rather
than fostering EU green production. Decarbonization
savings are significant: The
International Energy Agency
estimated in 2023 that addi-
tional electricity generation

from newly installed solar
photovoltaics (PV) and wind
capacity saved the EU's elec-
tricity consumers €100 billion
between 2021 and 2023.°° Moreover, it is impossible for
Europe to compete in solar PV on price terms: Chinese
solar panel prices declined almost 50% in 2023 alone,*'
reaching a level that no plausible amount of EU public
subsidies for the sector could hope to match. This is
likely to hold true even if Chinese PV are included in the
CBAM. US and European solar panel producers would
argue that coal-powered production and concerns
about forced labor are additional factors that should be
considered in the calculation of Chinese solar PV costs.

Policies to ensure that the EU remains a major produc-
tion location for all green industries will be too costly.
They are seen as overvaluing a limited number of
EU-based manufacturing jobs with uncertain spillover
effects at the expense of achieving EU decarbonization
goals and restoring the energy input competitiveness
of EU industry as quickly as possible.

Yet, as one stakeholder put it during the discussion in
Paris, “The production of green tech should be seen a
business opportunity, not only a matter of climate and
security.” Many stakeholders viewed advanced green
manufacturing capacity as part of Europe’s future
competitiveness and resilience, and new innovations
in high-tech manufacturing can indeed best occur
when a strong base already exists. A narrow focus on
price competitiveness and a lack of political support
already cost Europe its early lead in solar energy and 5G
technology. There are concerns that Europeans firms
will see their current dominance in wind energy also
fall victim to Chinese competition unless protective
measures are put in place.

G|M|F

IDEAS LEADERSHIP HOPE


https://single-market-economy.ec.europa.eu/industry/sustainability/net-zero-industry-act_en
https://www.iea.org/reports/renewable-energy-market-update-june-2023/how-much-money-are-european-consumers-saving-thanks-to-renewables
https://www.pv-magazine.com/2023/12/08/china-module-prices-slide-to-new-record-low-manufacturers-cut-production/?utm_source=dlvr.it&utm_medium=twitter
https://www.pv-magazine.com/2023/12/08/china-module-prices-slide-to-new-record-low-manufacturers-cut-production/?utm_source=dlvr.it&utm_medium=twitter

There are other dependencies of concern in key EU
markets. Fully 85-90% of EU pharmaceutical supplies,
for example, come from the PRC.* More recently,
European policymakers have become worried about a
new critical raw materials dependence on the PRC that
is said to be more dangerous than was the continent’s
reliance on Russian natural gas.** Such comparisons,
however, overestimate the degree of dependence. The
EU should not seek to replicate the accelerated exit
from Chinese critical minerals
stipulated in the US's Inflation
Reduction Act. Instead,
Brussels should pursue
gradual market-led diversifi-
cation of supply, innovative
import substitution, and
incentivized or mandatory
recycling and stockpiling.

Several policies are available
to promote critical raw mate-
rials supply security. The first
is "diversification subsidies”.
The PRC’s current dominant
position in many critical raw
materials markets is not due
to its being the sole source of
such materials but to its far
cheaper extraction and processing made possible by
laxer environmental rules, large domestic economies of
scale, and, likely, government subsidies. In other words,
the PRC wins on production costs, not by controlling
the extraction location of most critical raw materials.
EU governments can therefore diversify their supply

of critical minerals and subsidize their purchase from
non-Chinese sources. EU governments could do this by
directly funding relevant transactions or by offering tax
credits to firms that strive for a more diverse supplier
base. Europe and the United States could also coop-
erate on securing critical minerals, which they have

so far failed to do, in part due to disagreements over
compliance with World Trade Organization provisions.

Second, the EU should pursue “substitution through
innovation”. Unlike fossil fuels, which have proved
difficult and expensive to replace, demand for a given
critical raw material is subject to innovative substitu-
tion as scientists discover new and cheaper materials
that can serve the same purpose. The price of cobalt,
for instance, much sought after for use in car batteries,
has dropped more than 60% since early 2022°** as new

Keeping Europe Competitive

“Europe can be a pioneer in green
tech, just like it was forward
thinking on privacy and tech.”

“[We] need to conceive and
design a new industrial policy,
not to compete with the US but
to accompany the [Inflation
Reduction Act].”

4

cobalt-free, iron-phosphate-based battery technol-

ogies emerged.® Similarly, competition from sodi-
um-based batteries has led to a drop of more than 75%
in lithium prices since late 2022.% Future innovative
breakthroughs will see new, cheaper, and more avail-
able materials replace expensive critical raw materials.
Brussels can promote substitution innovation by
funding basic materials science at universities and/or
private research institutes.

Third, the EU should incen-
tivize or mandate wide-
spread critical raw materials
recycling. Fossil fuels are
consumed in energy produc-
tion, but critical raw mate-
rials can be recycled for safe

reuse.”” An EU regulation from
July 2023 sets the recycling
efficiency target by the end
of 2025 for nickel-cadmium
batteries at 80% and at 50%
for other batteries. More than
half of all materials in today’s
EV batteries could still be in
use in 2150 if proper incen-
tives to reach these goals,
and even raise them to a 95%
recycling target, were in place. This is the true promise
of a “circular green economy”. However, it is today a
distant dream. Current recycling levels for many crucial
raw materials for which the EU set a 15% target are at or
below 1%.%* This is clearly an area for EU investment, for
competitiveness and environmental reasons.

The EU Critical Minerals Act (CRMA), adopted in
March 2024, in line with the discussion above, seeks to

increase and diversify the EU’s critical minerals supply,
expand critical minerals recycling, and strengthen

R&D into resource efficiency and substitution. The act
identifies 34 critical minerals, introduces clear deadlines
for permit procedures for new extractive projects in
the EU, and mandates supply-chain risk assessments.

It also sets a number of benchmarks for EU critical
minerals supply: 10% from local extraction, 40% locally
processed, and 25% from recycled materials. It also
seeks to stop any non-EU country from being the

sole source of more than 65% of the annual EU supply
of any strategic material. Crucially, however, neither
additional funding nor trade measures are envisioned to
support these goals. The CRMA benchmarks are likely


https://tradingeconomics.com/commodity/cobalt
https://electrek.co/2023/11/08/hyundai-plans-cheaper-ev-prices-lfp-batteries/?fbclid=IwAR3ATi3YTR-cEUUitiIyAOPiMvjuAUxDesRLPExCVGoI3KVRRyEFsdh0tGU
https://electrek.co/2023/11/08/hyundai-plans-cheaper-ev-prices-lfp-batteries/?fbclid=IwAR3ATi3YTR-cEUUitiIyAOPiMvjuAUxDesRLPExCVGoI3KVRRyEFsdh0tGU
https://tradingeconomics.com/commodity/lithium
https://www.ft.com/content/804d63d2-0b6b-4b1b-a81c-f5eeab82a2bf?shareType=nongift
https://www.ft.com/content/804d63d2-0b6b-4b1b-a81c-f5eeab82a2bf?shareType=nongift
https://www.consilium.europa.eu/en/press/press-releases/2024/03/18/strategic-autonomy-council-gives-its-final-approval-on-the-critical-raw-materials-act/
https://www.consilium.europa.eu/en/infographics/critical-raw-materials/
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to remain aspirational in
nature, rather than helping
shape EU firms' critical
minerals supply chains.

the United States, in order to build
more value chains.”

The EU has practical policy
options to ensure that it
quickly fulfills its decarbon-
ization plans and solves its

“In this geopolitical world, we need
more cooperation, especially with

energy cost competitiveness
problem while mitigating the
risk of critical raw materials
shortages through strategic
policy choices.

V. Paperwork: Regulating in an Age of Innovation

While the EU Commission initiates new regulation

and depends on member states to implement, it is

also charged with monitoring and enforcing against
uneven execution. The most common problems arise
from improper or slow rollout in some member states.
Only 12% of infringement cases launched against
member states in 2022 were for active rule-breaking.*®
Nonetheless, the Commission must balance the roles of
rule creator and implementation enforcer.

Disruptive and rapid changes often call for new

rules. The twin shocks of the pandemic and Russia’s
war against Ukraine required EU regulation to break
important new ground on health, energy, and defense.
Rapidly developing digital services also call for new
rules.

Economic advantages may also be gained if rules for
new products apply glob-

ally. Many in Brussels have
faith in EU market power to
sway producers worldwide

to align their products with
the bloc’s highest standards,
the so-called “Brussels
effect”. However, it is not yet
obvious that the EU’s early
rulemaking brings competi-
tive advantages for European
firms. The competitive disad-
vantages of EU regulations
for data privacy and Al, for
example, are well known.

Numerous stakeholders in our
discussions voiced concern

“Leading in regulation and
reporting and transparency
cannot be the lone strategy for
the EU.”

“We need regulation but the
correct one—adaptive regulation
because we cannot see the
future.”

about the risks of early over-regulation, and one C-suite
representative in Copenhagen argued that regulation

is costing the EU the advantage in digital and sustain-
ability innovation that it should have. If the EU’s eager-
ness to be the first to regulate comes at the expense
of enforcing its rules across the union, the problems
compound.

The Commission in 2022 launched 551 infringement

cases against member states, the lowest number

for over a decade, but it had the highest number of
outstanding infringement cases, 1,991, over the same
period (Figure 10).

It is unlikely that this reflects generally improved
member-state adherence to the recently rising number
of EU regulations. Given the fundamental importance
to the bloc's internal market of uniformly applying

EU rules, and the greatly
increased level of state aid

recently approved,*® espe-

cially by Germany and France,
which puts pressure on that
market, the Commission
must urgently return to
focusing on enforcing the
existing (and growing) EU rule
book rather than adding to

it. Stakeholders in Berlin and
Copenhagen, in particular,
stressed the enforcement
problem.

The risk is not only regu-
lating too quickly. It is also
regulating too slowly and
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https://commission.europa.eu/law/application-eu-law/implementing-eu-law/infringement-procedure/2022-annual-report-monitoring-application-eu-law_en
https://www.euractiv.com/section/economy-jobs/news/eu-commissions-vestager-proposes-change-to-state-aid-rules/
https://www.euractiv.com/section/economy-jobs/news/eu-commissions-vestager-proposes-change-to-state-aid-rules/
https://www.euractiv.com/section/economy-jobs/news/eu-commissions-vestager-proposes-change-to-state-aid-rules/

elaborately. The complicated
legislation trialogue among
the Commission, which
proposes regulation, and

the Parliament and Council,
both of which must approve
regulation, risks dragging out
legislative processes, causing
regulation of especially
rapidly developing sectors to
be outdated by the time of its
adoption.

Three key considerations
could streamline the EU regu-
latory process.

First, sector regulations
should ensure that regulatory
and reporting requirements
do not pose an undue burden
for European small- and
medium-sized enterprises
(SMEs), especially in the tech-
nology sector with its strong
network effects and the pres-
ence of a few, large domi-
nating firms. Smaller firms
will often lack the resources
to adhere in a timely manner
to new, complex reporting
requirements. Stakeholders
in all seven countries in
which our meetings occurred
were nearly unanimous in
their concern about a heavy
regulatory burden, espe-
cially for SMEs. A majority of

Figure 10 | New and Open at Year-End Infringement Cases Against EU Member States 2013-2022
e== New Cases Initiated e=» Total Cases Open at Year-End
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Source: European Commission Annual Reports on the Monitoring of the Application of EU Law

Third, EU regulation must

“The government needs to set the
tone—more optimism. It should

always consider whether it
will succeed in shaping the

not just focus on harms of tech behavior of businesses oper-

o ating in the EU in the desired
but also benefits.

direction, rather than simply
cause the business to relocate
to avoid regulation.

The EU often prides itself on

“With our belief in the rule of law being the first to enact regu-

and support of innovation, Europe
has every reason to win the
competition against China, and

lation with the highest stan-
dards. This may reflect the
“European way” that supports
EU citizens’ high standard of
living. But regulation can pose

we should not be shy about it. But
we have to take our citizens along
and reestablish trust.”

competitiveness challenges
for businesses and, in the EU,
uniform enforcement of rules
is paramount.

stakeholders also argued for more “agile” or “adaptive”

EU regulation and expressed skepticism about discre-

tionary enforcement, as irregular implementation would

certainly follow.

Second, EU sector regulation must consider its effect

on entrepreneurship. Will the regulation make it more

or less likely that a new firm can enter the market?

Will it make it easier for companies to operate across

Europe? The challenges for growing startups to expand

throughout the EU were mentioned in every stake-

holder meeting.

Keeping Europe Competitive
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EU-Competitiveness Stakeholder Survey: We asked our meeting partipants to name the EU’s key competitive advantage
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VI. Ten Takeaways

The EU's competitive position remains resilient,
especially considering the immense challenges of
the past few years. EU competitiveness is buoyed
by a diverse and stable economy with a predict-
able business environment and healthy infrastruc-
ture. Nonetheless, most stakeholders share the
Commission’s sense of urgency about maintaining
that competitiveness, especially in light of high
energy costs and regulatory burdens. Europe

lags in growth and productivity while likely facing
increasing geopolitical insecurity.

Our discussions across Europe on this issue elicit
ten takeaways to deal with this challenge:

Keeping Europe Competitive

01 ‘ Do Not Miss the Next Big Thing

It is not too late for Europe to establish itself as a
pioneer in burgeoning fields ranging from sustainability
to space exploration. Europe could not retain its early
market leadership in the solar industry and is not the
base for any Big Tech company, but it can still become
a leader in other critical sectors. Green energy and
quantum technologies or Al industrial applications are
just three of them.

02 ‘ Harness AI

The United States and the PRC lead Al investment

and research, but Europe can still innovate in applica-
tions, such as those for industrial Al, and leverage new
technologies to increase efficiency. Al needs regulation,
and the EU's values-driven approach is well respected.
But the regulation needs to be flexible so that it does
not preclude the benefits of Al. Public policy can set an
optimistic tone that lays out practical guardrails for a
pro-growth mindset. With re-skilling, and depending on
adoption rates, McKinsey estimates that generative Al
could spur 0.1%-0.6% annual labor productivity growth
through 2040.%" European firms that integrate Al and
other technologies into their workplace can certainly
offer productivity gains.*? During times of rapid trans-

formation, Europe is also well positioned to help reduce
societal anxiety through its stable social safety net and
processes such as codetermination.

03 ‘ Balance Price Criteria and Resilience

European competitiveness should be viewed through
the prism of resilience, not just price. PV and 5G are
examples of how cost-focused strategies can under-
mine the potential to create European champions.
Europe must ensure that it does not create new
vulnerabilities regarding supplies of rare earth minerals
and pharmaceuticals. Resilience must consider safety,
sustainability, innovation, and diversification, though
lower prices brought by a speedy transition to renew-
ables remain paramount concerns for core green tech-
nologies given the urgent need to accelerate the green


https://www.mckinsey.de/~/media/mckinsey/locations/europe%20and%20middle%20east/deutschland/news/presse/2023/2023-06-14%20mgi%20genai%20report%2023/the-economic-potential-of-generative-ai-the-next-productivity-frontier-vf.pdf
https://www.ecb.europa.eu/press/blog/date/2023/html/ecb.blog230621~3c2f72aa70.en.html

14

transition to reach the EU’'s 2030 goals. Expanding
supply chain partnerships will help Europe be agile and
avoid future vulnerabilities.

04 ‘ Tap Capital

In the absence of a capital markets union, the EU should
strengthen mechanisms to mobilize investment. The
NextGenerationEU Fund reflects Brussels’ capability

to muster necessary financing, which can be used as
venture capital rather than for propping up existing
business. Public and private R&D funding must remain
robust, and the EU cannot afford to trim spending

on innovation-boosting instruments such as STEP or
Horizon Europe. Moreover, concentrating investment at
select universities that collaborate across the continent
in innovation clusters may better foster the next break-
through and for offering the scalability that Europe
lacks. Outside of public spending, the EU could also
unleash capital for investment through reforming risk
premiums on pension funds and insurers.

05 ‘ Reeducate and Retain

There are concerns across Europe about a lack of skilled
workers amid a global race for talent, especially as the
pace of technology transforms the workplace. Most
stakeholders acknowledge that Europe can still hold its
own. Engineers in Germany, game developers in Poland,
and Al researchers in France were three of the groups
highlighted in this regard. But keeping and growing

a labor force fit for the future is a priority. Plans for
re-skilling workers should be underway so that they can
fill jobs in a growing green and data-intensive economy.
Europe’s university system is a source for ground-
breaking R&D and talent. Suggestions for a concerted
effort to link STEM university graduates with busi-
nesses, nurture talent, and spur innovation were repeat-
edly made in our discussions. Income incentives and
creating better conditions for entrepreneurship could
help Europe retain knowledge workers. Europe should
also not be shy about flexing its soft power. Democratic
values coupled with diversity and social benefits, such
as affordable higher education and health care access,
make Europe an appealing place to live.

Resist Right-Wing Populism for Skilled
06 Migration
Europe’s demographic trajectory demands immigration
to offset an aging population. Although the current
environment does not lend itself to campaigning for
skilled migration, policymakers and business leaders
need to make the economic case for attracting workers
from non-EU countries such as India or Egypt. The EU
is aware of the coming labor shortages. Dubravka Suica,
European Commission vice-president for democracy
and demography, has often remarked that the bloc
needs migrants to stay competitive. The demand
ranges from forklift drivers and health care workers
to quantum engineers. Enforcing border security and
clamping down on irregular migration are necessary,
as is pushing back against the far right so that Europe
can attract skilled migrants and investment. Christian
Kullmann, CEO of the German chemical company
Evonik, publicly appealed to other managers and entre-
preneurs to act more decisively against the right-wing
and populist Alternative for Germany (AfD) party.

07 ‘ Reduce Red Tape

A plea for streamlining reporting requirements and
eradicating red tape was made in most roundtable
discussions. Small and large companies feel burdened
with time-consuming, tedious, and complex forms.
Simplifying and focusing on efficient regulation to
affect behavior and achieve goals would allow compa-
nies to be more agile and concentrate on core compe-
tencies. The regulatory environment must offer a sense
of certainty yet be flexible to keep pace with the speed
of technology. The initiatives von der Leyen announced
in her 2023 State of the Union address—to "hear
directly from small and medium sized businesses”, to
conduct “competitiveness checks” on new legislation,
and to reduce reporting obligations at the European
level “by 25%"—move in a direction that stakeholders
will welcome.

08 ‘ Gain Technology Knowledge for Brussels
The rapid pace of transformation calls for policymakers

in Brussels who are well versed in technology and
geoeconomics. The EU should try to recruit the best
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and the brightest to contribute to positive outcomes
and share information, rather than add layers of bureau-
cracy. Broadening the knowledge of public servants
while inspiring them to invest in the long term is a
priority for ensuring Europe’s future competitiveness.
Knowledge exchanges among Brussels’ regulators and
European innovators will also contribute to nimble and
forward-looking policymaking.

09 Promote Multiple Growth Engines in
Europe

Current debates about Germany being the sick man

of Europe due mainly to domestic policy challenges
mask the positive outlook for other EU member states.
Europe’s largest market fears deindustrialization due to
high energy costs for heavy industry, rigid labor rules,
and bureaucratic bottlenecks. Germany is undoubtedly
a motor within the EU, and it struggles while other part-
ners are feeling more bullish. Although the war against
Ukraine is on its doorstep, Poland is seeing an increase
in business activity. Central and Eastern Europe as a
whole has become a location for service centers and
supply chain investment. On the other side of the conti-
nent, Spain views itself as an open-minded country that
profits from tourism, a creative food sector, and the
blue economy. Denmark, buoyed by its strong phar-
maceutical and engineering industries, is pleased with
how its government works closely with businesses to
promote competitiveness.

10 ‘ Think Shared Prosperity

The United States’ IRA initially caused much conster-
nation in Europe, but there is a growing realization that
the legislation is a false threat. The act can instead

help push Europe to join the United States in a drive
toward spurring growth and reducing carbon emissions.
Crafting tax incentives and deploying funds faster to
boost green investment while keeping energy secure
and affordable will help maintain European competi-
tiveness. But in a fracturing world, Europe, the United
States, and their partners should remain aligned in their
efforts to reinforce innovation undergirded by values
such as freedom and the rule of law, economic security,
and continued prosperity.

Keeping Europe Competitive
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