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Europe comprises a disparate group of economies that have followed
individual development paths.  Not surprisingly, the differences in
economic performance over time are wide: the relative economic
standing of Sweden and Ireland in terms of GDP per capita has actually
flipped in the past decade (Chart 1).  Generalizations about Europe at the
macroeconomic level are thus unlikely to provide convincing
explanations of the causes of this variation in performance.

We believe that the approach followed by the McKinsey Global Institute
(MGI), in focusing on productivity at the sector level in each country, can
play a valuable role in illuminating the underlying opportunities for
improvement. The focus on productivity is apposite, as productivity gains
are core to economic growth – they generate the surplus that can then be
reinvested, paid out in wages or distributed as consumer value (charts 2
and 3).

Over time, international competitive forces tend to drive companies
operating in the same sector, wherever they might be located, toward
similar or converging productivity levels.  However, comparisons of the
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same sector across countries can reveal stark differences in performance
at any one time.  These differences help provide insight into an
economy's underlying strengths or weaknesses.  For example, over the
past decade the French automotive industry made substantial gains in
productivity, as compared to the German automotive industry, which has
started to fall behind in comparison to the United States.  In contrast, the
German fixed telecommunications sector performed more strongly than
its French counterpart.  And whereas overall manufacturing productivity
in the United Kingdom stagnated, productivity in electricity generation
grew more rapidly than its French and German counterparts (Chart 4).
There are lessons to be learned in each case.

In the future, productivity gains will play an even more important role in
determining growth in Europe.  Demographic shifts in years to come
towards an older population and a much smaller working-age share will
result in fewer people participating the work force and more people
dependent on those few. I n order to maintain Europe's wealth, even
greater productivity gains will be required from those who do work
(Chart 5).  Though a better educated work force provide certain
productivity advantages, it also presents its own challenges.  Sweden
shows that education is pursued later in life can also substantially reduce
the size of the labor pool (Chart 6).
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While the most meaningful comparisons may be cross-Europe, it is
important to note that U.S. productivity levels are substantially ahead of
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Europe in most sectors and that U.S. productivity remains ahead of
Europe overall.  For much of the past 50 years, Europe has been
narrowing this productivity gap.  Somewhat worrying for Europe,
perhaps, is that the recent period has been the big exception to this trend,
and the gap has started to grow once again (Chart 7). 

MGI studies of productivity across 15 countries and more than 
20 industry sectors indicate that the key to productivity gains at the sector
level is the successful development, diffusion, and leverage of business
and technology innovation (Chart 8).  MGI's research in Europe,
including in-depth country studies of France, Germany, the United
Kingdom, the Netherlands, Sweden, and Poland, highlight the importance
of each of these elements of the innovation cycle to European
productivity.  As the specific sector cases illustrate, insufficient
competition, poor regulation of complex sectors, the presence of
obstacles to new business development, the constraints and distortions
caused by zoning and development regulations, and weak corporate
governance are among the leading culprits limiting innovation across
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Europe.

Innovation development

The contribution of innovation to productivity improvement is made
startlingly clear in the telecommunications industry.  In both France and
Germany productivity in the sector grew dramatically during the 1990s,
rising at a compound annual rate of 17.7 percent in France and 
19.4 percent in Germany (Chart 9).  Technology-related improvements
accounted for 89 percent of the total telecommunications productivity
growth in France and 91 percent in Germany.

The largest segment of improvement came from innovations in
operational support systems and digital technology in mobile services.
The mobile services segment grew at an impressive compound annual
rate of 27.5 percent in France and 26.5 percent in Germany.  The mobile
services contribution to telecommunications revenues rose from a fairly
insignificant level at the start of this period to account for a third of total
revenues by 2000. 

IT innovation also played an important role in improving labor
productivity in fixed-line services through the introduction of improved
order handling, fault management, network inventory and work force
management systems.  The development of data communication, ISDN
services, and Internet dial-up traffic played a significant role in
productivity improvement, particularly in Germany.
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Few industries are in the fortunate position of having a major technology
innovation lead productivity improvements right across the industry.
More often than not, improvements are less general.  The role innovation
played in the retail banking industry in France is probably more typical,
in that improvements were gained through a variety of innovations, such
as back-office automation using scanning and image processing and in
business innovations in call centers and Internet banking.  These
innovations were also focused on taking advantage of increased customer
demand by offering innovative products and better services (Chart 10).
In contrast, in the Netherlands, which has a highly efficient retail banking
sector overall, there is much less innovation in personal financial
services.  This is reflected in the very limited range of investment
products on offer.  Nationally, there are approximately 200 different
funds; this compares with more than 1,000 offered by Schwab alone in
the United States.  As a result, such investment products represent only 
33 percent of the total financial services market in the Netherlands,
compared to 42 percent in the United Kingdom and 69 percent in the
United States. 

The challenge for Europe is to ensure that it is equipped to repeat the
successes seen in mobile telecommunications, in which innovations lead
to the development of a completely new sector that can play a critical
role in economic growth.  The United States has been effective in
generating such innovation on a broader basis, where the three leading
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high-tech sectors in the United States – telecommunications, computer
assembly, and semiconductors – contributed 70 percent of the total
productivity gains while representing only 8 percent of the GDP.  In
contrast, the United Kingdom's software development in the 1990s was
actively constrained by planning regulations and consequent constraints
on infrastructure development, which, when combined with insufficient
local demand for new products, slowed and in some cases prevented the
beneficial clustering of businesses around natural centers of innovation,
such as Cambridge.  Such failures can have significant consequences.
The lack of flexibility in the Swedish labor market, reinforced by
restrictive regulation, helped constrain growth in the services sector in the
period 1990 to 1997, at a time when the manufacturing sector was
restructuring in the wake of increased globalization (Chart 11).  By the
time Sweden had begun to compensate for such problems, it had lost
substantial ground compared to other advanced economies. 

Diffusion

At the business level, productivity improvement does not just arise from
innovation but also from the adoption of best practices – in other words,
from the replication of other people's innovations.  We refer to this as
diffusion.  Most companies in any given sector are in the position of
playing catch-up for much of the time.  At the national level, this requires
the majority, if not all businesses in the sector, to adopt such
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productivity-enhancing innovations.  This process of diffusion can be
helped – or hampered – by what impact the regulatory environment has
on competitive pressures.

The French automotive industry, for example, earlier lagged behind most
of its major competitors.  In the late 1990s it took advantage of practices
developed earlier primarily in Japan, including lean manufacturing,
improved purchasing systems and simplified design processes.  These
practices helped boost productivity by 15 percent a year (Chart 12).  So
whereas at the beginning of the decade the German automotive industry
had a 30 percent advantage over that of France, by the end of this period
the German industry trailed by 4 percent (Chart 13).  The stimulus for
this change was the threat to French markets of Japanese, German, and
Korean competitors posed by proposed regulatory changes. Because the
German automotive market did not face the same pressures, there was
less incentive to follow the same course of action.  

The European automotive industry faces even greater challenges in the
components procurement sub-sector.  Here, best practice procurement
systems rely on just-in-time inventory control and data exchange to build
strong relationships with suppliers.  Currently, productivity in this sub-
sector is well below that in assembly, Portugal providing a stark example,
where it achieves productivity 59 percent lower than France (Chart 14). 
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The impact of adopting best practice innovations can also be seen in the

traditionally moribund U.K. automotive industry.  Whereas the average
productivity of a U.K. manufacturing plant was less than half that of its
Japanese counterparts, Japanese manufacturers were able to transfer lean
manufacturing techniques to their U.K. plants and achieve similar
productivity levels to those seen in Japan (Chart 15).

Other industries have yet to learn these lessons and have failed to adopt
innovative techniques that have been applied elsewhere.  That they fail to
do so, is often due to the unexpected consequences of legislation.  In
retail banking, for example, France has yet to adopt Germany's more
efficient electronic payment methods because payment by check is
protected by laws that ensure that all checks are free to bank customers.
In the U.S. retail industry, collaborative supplier relations are facilitated
by collecting point-of-sale data on individual products in combination
with the use of data warehouses and forecasting tools.  In France, in
contrast, zoning laws protect the dominant position of the incumbent
hypermarkets, thereby giving them little reason to adopt such techniques,
so supplier relations tend to be less collaborative.  The impact of
planning restrictions on U.K. labor productivity is even more stark, as the
average store size is just two-thirds that of France, preventing stores from
reaching the necessary scale for optimal operations while simultaneously
increasing the throughput.  Moreover, onerous labor laws discourage the
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use of additional low value-added workers, such as "baggers" at check-
out desks. The advantages of large store size is also readily apparent in
Poland, where the new hypermarkets that have entered the country since
1995 have achieved productivity levels 75 percent of those seen in the
United States – some three times the level of traditional domestic
formats. However, as in the United Kingdom, land restrictions are
hampering the expansion of this format.

Leverage

Sometimes European industries are not in a position to adopt innovative
technologies, services, and processes because they have insufficient scale
or demand to do so. The ability to leverage innovations to optimal scale
is often critical to productivity performance.  This is true, for instance, of
the German retail banking industry, which has a productivity level 
18 percent lower than that in France. The majority of this difference is
accounted for by the lack of consolidation in the German banking
industry, whose current ownership structure restricts the opportunity for
consolidation. As a result, the numerous small banks are not in a position
to fully leverage the advantages of IT-led productivity enhancements,
such as back-office automation, so productivity remains relatively low
(Chart 16).
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A similar challenge currently confronts the road freight industry in both
France and Germany.  Having shown strong productivity growth of
approximately 5 percent per year during the 1990s, French and German
road freight productivity is now at approximately 80 percent the U.S.
level.  The major portion of the remaining gap is accounted for by lower
capacity utilization.  In order to bridge this gap, bar coding, network
optimization and dispatching technologies will need to diffuse throughout
the industry (charts 17 and 18).  However, despite the consolidation of
the 1990s, the top six companies still only account for 8 to 9 percent of
revenues, the sector landscape being completed by thousands of small
companies.  Further consolidation, therefore, is likely to be necessary
before the sector can fully leverage the current technologies.
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Differences in demand patterns can also prevent leverage of productivity
improvement opportunities. For example, one of the key differences
between the French and German automotive markets and that of the
United States is in the demand for light trucks (SUVs) (Chart 19).
Whereas there is little demand for such vehicles in Europe, this high
value-added segment accounts for 50 percent of all vehicles sold in the
United States and single-handedly gives the United States an 11 percent
productivity advantage.

* * *

This brief summary shows the vital role innovation development,
diffusion and leverage plays in driving productivity improvement in
Europe. It also serves to highlight the substantial differences in
performance between countries at the sector level, which are often
disguised at the aggregate level, and the important role legislation plays
in facilitating or hampering such improvements.  In the long run,
improving European competitiveness will hinge on how well the
regulatory and demand environment enables companies to develop,
diffuse and leverage business and technology innovations – their own, or
those of their competitors.  Thus, continued economic reform is essential
to improving European competitiveness.
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