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Executive summary

The investment recovery in Europe continues to strengthen and become more broad-based, across countries, sectors and asset classes. Since the recovery began in 2013, the growth rate of investment in the EU has reached an average of 3.2%, clearly exceeding the 1995-2005 average of 2.75%. The rate of corporate investment, in particular, has recovered to pre-crisis levels, led by investment in machinery and equipment and intellectual property.

Yet this is no time for complacency. On the one hand, we see many areas in which investment is still being held back; on the other, we see long-term, structural challenges facing Europe that require an acceleration in far-sighted investment. As a flagship annual publication of the EIB, produced by its Economics Department, this report provides a detailed examination and analysis of these trends and gaps. It incorporates and builds on the new 2017 release of the EIB Investment Survey of businesses in the EU, which this year also includes a Europe-wide survey of municipal authorities.

Business investment is being driven by the improving outlook and efforts to keep pace with competitors. EIBIS data show corporate investment on an upward trend, with firms focusing on investment in new equipment and products, to raise productivity and competitiveness.

The recovery is now turning a spotlight on structural investment needs: innovation, skills, infrastructure and sustainability. The EU continues to fall behind global peers in terms of R&D spending, while other types of intangibles – software, training, organisational capital, etc. – prove to be just as important. “Lack of staff with the right skills” is now the most frequently cited deterrent to investment, mentioned by 72% of firms, with professional training and higher education being firms’ first priority for public investment, closely followed by investment in transport and digital infrastructure. Meanwhile, estimates suggest that investment in climate change mitigation in the EU should accelerate to respond to the challenge of meeting envisaged emissions reductions after 2020.

There is no recovery yet in infrastructure investment – undermining Europe’s long-term potential. Infrastructure investment appears to have stabilised at 1.8% of EU GDP, down from 2.2% in 2009. The decline is strongest in countries with the lowest infrastructure quality, pointing to a slow-down in the convergence process. The main driver of the slow-down has been fiscal policy choices that have been biased against long-term capital expenditure, while corporate infrastructure has also struggled to keep up with pre-crisis rates, in part due to regulatory pressure on allowed returns. Municipalities report a significant infrastructure gap and see fiscal constraints, rather than access to finance, as the main obstacle. Overall, there is a need for better planning and prioritisation of infrastructure investment: only 38% of municipalities both carry out some kind of ex ante assessment and consider it an important or critical factor in decision-making.

There is still a need to improve the business environment: a majority of European firms consider business and labour market regulations to be a barrier to investment, while uncertainty remains one of the foremost barriers. Our analysis suggests that more open and flexible markets would improve the efficiency of resource allocation, encourage innovation and investment in intangibles, and help firms cope with uncertainty. Digital, transport and energy infrastructure also emerge as important to realising the efficiency benefits of the single market.

Persistent financial fragmentation could slow convergence and reduce capacity to absorb shocks. Gross financial flows remain substantially reduced relative to pre-crisis levels. Net flows reveal strong re-balancing trends with current account surpluses emerging in all EU regions, but at the expense of investment. While a shift from debt to equity flows is positive for financial stability, remaining fragmentation implies sub-optimal risk-sharing across the EU, a situation that will be tested by monetary policy normalisation.

Financing conditions for firms are generally supportive, but deleveraging remains a drag. EU firms continue to be net savers overall, suggesting that many firms are unwilling to invest despite a liquid financial position. Nonetheless, many corporates and banks are still on a deleveraging path, helping to explain the modesty of the recovery, and bank lending to firms continues to stagnate. Access to finance is not a major concern of most firms, but there are localised constraints. Financing is more difficult for firms that are young, small or innovative, or with high investment in intangibles.

There is a window of opportunity to address structural investment needs through both public and private investment, with targeted policy intervention to ease specific constraints:

•There is a need to re-prioritise public infrastructure investment, supported by better planning and prioritisation among alternative investment opportunities. This is key at all levels, from overcoming issues of single market fragmentation at the EU level to improving capacity for planning and prioritisation at the sub-national level, something which would go hand-in-hand with stronger re-prioritisation of infrastructure investment in public financing.

•Enhancing the productivity and competitiveness of the EU economy requires attention to be paid to innovation, including investment in intangibles, particularly skills, as the EU is falling behind peer economies in this regard. Skills are an important priority, relevant across Europe, as is R&D spending, but policy should also target all types of intangibles.

•Climate change mitigation investment needs to accelerate if Europe is to stay on-track, with a much higher rate of investment almost certainly needed to meet targets in 2030 and beyond, particularly given the fall in the rate of mitigation investment since 2012.

•Reforms to improve the business environment will help firms cope with uncertainty, improve resource allocation efficiency and promote innovation. This should involve lighter-touch and smarter regulation of labour, product and services markets, as well as reforms that facilitate the creation of new firms and the orderly exit of others from the market where necessary.

•Completing the Banking Union and advancing the Capital Markets Union is needed to enhance stability and spur faster convergence. With fragmentation persisting in the EU financial system, progress is needed to ensure resilience as monetary stimulus is gradually withdrawn.

•A more diversified mix of business finance needs to be encouraged to foster innovation and stability. More use of equity finance would support young innovative firms and investment in intangibles, as well as improving resilience to banking sector stress. But this requires a focus on changing incentives for firms. Private equity and venture capital can play a role. Measures to ease financial constraints for young, small and innovative firms, including credit guarantees, can facilitate adjustment processes and promote greater productivity growth and competitiveness.

[image: image]

Debora Revoltella
Director, Economics Department
European Investment Bank


Introduction

From recovery to sustainable growth

Following a weak start, the investment recovery has accelerated in lockstep with the overall economy. Average annual growth over the past two years has exceeded the long-term average growth rate and the investment recovery has spread throughout the EU.

Investment in machinery and equipment and intellectual property products has been driving the recovery, as firms have updated their capital stock following nearly five years of subdued investment between 2008 and 2013. This modernisation is crucial for firms’ competitiveness given the potential productivity gains from digitalisation and modernisation of equipment and production processes.

While the gap versus pre-crisis levels remains significant, since early 2016 there has been some recovery of investment in dwellings and other buildings and structures, too. As the economic recovery progresses, housing markets should further improve. Commercial real estate is also expected to gain from the upturn, but its full recovery may be limited by structural changes in European economies (Chapter 1 of this report).

The current recovery has been supported by major policy initiatives on European and national levels. The multifaceted and extraordinary policy response of the ECB calmed financial markets and brought financing conditions back to investment-friendly levels. The fiscal stance of most EU economies turned to neutral or slightly positive, following years of fiscal retrenchment. The Investment Plan for Europe has added to the investment impetus, providing funds to a wide range of priority investment projects across the EU. The current recovery is also partly based on the building of the Banking Union and the plans to implement a Capital Markets Union (CMU). Reforms implemented by national governments are likewise paying off.

Targeted policy interventions are key to this transition

As economic activity gathers pace and investment accelerates, the need for general economic stimulus shifts towards action to address structural investment needs through both public and private investment, with targeted policy intervention to ease specific constraints and deficiencies resulting from structural economic problems.

This report identifies four main areas of policy intervention. First, policymakers should prioritise infrastructure investment at the national and sub-national levels, combining a complex process of good planning, rigorous project appraisal and adequate investment financing. Second, policy efforts should focus on enhancing the competitiveness of European business, by improving the business environment and incentivising investments in intangible assets, skills and innovation. Third, incentivising investment in climate-change mitigation should again become a policy priority, as addressing climate change remains to the top of policy agendas. Finally, with normalisation of monetary policy looming ahead, policymakers should accelerate European financial market integration and diversification.

Infrastructure and public investment: prioritisation and good planning

Fiscal consolidation became a policy priority in Europe as the euro area sovereign debt crisis intensified in 2010-2011. Both fiscally constrained governments and those with certain fiscal space reduced capital expenditures, in some cases quite dramatically so. As a result, gross investment of the general government, as a share of GDP, reached a 20-year low in 2016 for the overall EU economy (Chapter 1). Despite the fiscal stance in the past two years has turned from contractionary to broadly neutral, (as for ECB and EC assessment) government investment failed to increase. While it may not return to long-term averages any time soon, new unaddressed government investment needs appear, at both the national and sub-national levels.

Government infrastructure investment has been particularly affected by the decline in government capital spending (Chapter 2). It declined the most in countries which had the strongest quality gaps, thus further slowing down convergence of infrastructure quality across the EU. The low investment in modernisation and maintenance led to the perception of increasing infrastructure gaps, in almost all countries. This perception is further strengthened by the needs for new infrastructure assets arising from the demographic and technological transformation of European economies. Infrastructure investment has declined at both the national and sub-national levels. It has also declined across institutional sectors – both government and corporate investment fell after 2008. Low prioritisation in the public sector, reduced regulated returns for corporates, and stricter rules for accounting PPP risk have all contributed to the observed decline.

About 50% of infrastructure investment in Europe happens at the sub-national level, where fiscal constraints and administrative capacity are the key problems (Chapter 2). The new 2017 EIB survey of some 600 European municipalities shows that only about half of them undertake effective strategic analysis for investment decisions and only 40% effectively take the results into account when approving projects. These results indicate an overall inadequate level of administrative capacity to plan and implement infrastructure projects.

Overall, there is evidence that planning and coordination of infrastructure investment at the EU, national and sub-national levels should be improved. Infrastructure investment should be prioritised, with adequate financing, along with good long-term planning and improved administrative capacity.

Business competitiveness and investment in intangibles

The European corporate sector has fallen behind global peers in terms of investment in new equipment, R&D expenditure and innovation, and this reduces competitiveness in the medium term (Chapters 3 and 9). After a long period of underinvestment, the quality of business capital stock remains a concern and explains a large part of the firms’ perceived investment gaps. Closing these gaps might require between four and ten years, assuming that the most affected firms start investing. Incentivising the adoption of best available technology is the key to closing these gaps (Chapter 1).

While investment in intangible capital, and R&D in particular, recovered following the financial and economic crisis in Europe, other global peers have done much better. R&D intensity in China has surpassed EU R&D intensity; at the same time, the US has maintained its R&D intensity lead over the EU and South Korea has increased it. The EU mostly lags in business R&D, having far fewer leading innovators in high-technology industries (Chapter 3). This deficiency can be explained by different business conditions, including access to finance, and a regulatory environment that does not support young firms undertaking risky and innovative investments (Chapter 9).

The whole range of intangible investments should be the target of supportive policies. Capitalised R&D expenditures constitute a substantial share of intangible capital, but there are other intangible assets that play very important roles in improving competitiveness. Investment in software and databases, original designs, organisational capital and training improves a firm’s position in the market and its productivity (Chapter 3). Many of these investments are not included in national accounts and are more difficult to measure than R&D expenditure, but nevertheless some of them create positive externalities, just like R&D expenditures, and should thus benefit from public support.

The 2017 wave of the EIBIS identified the lack of availability of staff with right skills as the most cited impediment to corporate investment activity, shared by 72% of European firms. Moreover, a majority of respondents see public investment in training and higher education as a top priority. While most investment in skills is undertaken by individuals and its returns are mostly private, the fact that lack of relevant skills impedes aggregate investment introduces a public policy dimension. The short-term response can be rather limited. Boosting training with the close involvement of the business sector, standardisation and constant reviews of curricula in the light of changing skills requirements should go some way towards addressing the problem. The longer-term response necessarily involves reforming the education and training systems to refocus them away from preparing people to spend their career in one or two workplaces. In addition to national policies, coordinated policies at the EU level are also needed, given the free movement of people across the EU. This is because education and training are still planned and paid for at the national level, while people may employ their skills and human capital in any other country in the EU.

Creating a business environment that is conducive to innovation and investment in intangible capital, and ensures efficient reallocation of resources, should be another key policy priority, given the crucial importance of intangible capital for overall productivity and competitiveness and the costs associated with the inefficient use of resources (Chapter 3 and Chapter 10). In addition to improving competitiveness and productivity, overall higher shares of intangible capital are also associated with a weaker impact of uncertainty on investment (Chapter 8). Improving the business environment is easier said than done, but it should involve less and smarter regulation of labour, product and services markets, lower barriers to entry and exit, and enhanced access to diversified sources of finance (Chapters 7 and 9).

An improved business environment is crucial not only for innovation. More flexibility and lower barriers to entry and exit reduce costs related to irreversibility of investment and sunk costs, thereby reducing the negative impact of heightened uncertainty on investment (Chapter 8). They also improve the reallocation of resources from less profitable to more profitable business activities.

Resource misallocation is an important source of inefficiency in the EU. It has been increasing over time and varies across the EU (Chapter 10). Labour market regulation and heavy business regulation are found to have a strong negative impact on the efficiency of resource allocation. Higher energy costs also have a negative contribution, suggesting that in addition to reducing regulation more efforts are needed to create a single energy market in the EU.

Investment in climate mitigation

Europe will most likely meet the 2020 targets for greenhouse gas emissions reduction, but substantial effort and investment are still needed for the transition to a low carbon economy to succeed. Before the eruption of the financial crisis, addressing climate change was among the highest policy priorities, especially in the EU. The financial crisis shifted the focus away from climate change for many years as more pressing problems, like financial stability and the preservation of the common currency, had to be urgently addressed. Lower economic activity also helped to reduce greenhouse gas (GHG) emissions, moving the EU closer to its 2020 GHG emissions reduction targets. Investment in climate change mitigation is estimated at 1.2% of EU GDP, and has declined from 1.6% in 2012 due to factors including the reduction in capital costs for renewable energy and changes in incentives that saw the cooling of the “solar boom”. The EU is on target to reduce CO2 emissions to 20% below 1990 levels by 2020, but dramatic increases in the rate of emissions reduction will be needed to meet envisaged reductions for 2030, 2040 and 2050 under the Paris accord and the European Commission’s roadmap (Chapter 4). This implies an overhaul of policies to incentivise more investment, but also to improve energy efficiency and change behaviour.

Accelerating European financial integration and diversifying financial instruments

The financial crisis resulted in substantial financial market fragmentation in the EU. Since 2012 financial market integration has gradually regained ground, but indicators, albeit imperfect, are still far from pre-crisis levels (Chapter 5). Incomplete integration also means limited risk-sharing among euro area members and more generally among EU Member States, although some positive signals about risk-sharing capacity are seen in the changing composition of cross-border capital flows from debt to equity. Completion of the Banking Union and designing and implementing CMU is crucial to accelerate financial integration and to foster private risk-sharing capacity.

Despite incomplete reintegration, EU financial systems have stabilised and financing conditions are supportive (Chapter 6). Problems with access to finance remain limited to smaller companies in certain sectors and countries. A particularly important problem is the lack of growth capital for young innovative companies (Chapters 5 and 9).

Corporate investment has strengthened, despite continuing corporate deleveraging. Nevertheless, corporates maintain a preference for debt over equity, due to the fear of losing control, tax incentives, etc. As discussed in this report, firms will benefit substantially from a more diversified financing mix and from increasing the share of equity in particular, suggesting that more is needed to diversify the financing options of firms and to incentivise equity finance (Chapter 7). These benefits include more stable financing over the financial cycle, but also the ability to invest more in intangibles.

ECB extraordinary policy has provided critical support for financial-market stabilisation and the improvement in financing conditions, so that looming monetary policy normalisation will be a serious test. In this context, acceleration of the implementation of the Banking Union and the CMU will provide a strong signal that policymakers are firmly committed.

About this report

The Investment Report is designed to by the EIB Economics Department to serve as a monitoring tool providing a comprehensive overview of the developments and drivers of investment and investment financing in the EU. It combines an analysis and understanding of key market trends and developments with a more in-depth thematic focus, which this year is devoted to the impact of uncertainty, innovation and resource allocation on business investment. The report brings together internal EIB analysis and collaborations with leading experts in the field. It is structured in three parts covering recent developments in investment in tangible and intangible capital (Part I), investment finance (Part II) and business investment: uncertainty, innovation and resource allocation (Part III).

The report incorporates the latest results from the annual EIB Investment Survey (EIBIS). The survey covers some 12,000 firms across the EU and a wide spectrum of questions on corporate investment and investment finance. It thus provides a wealth of unique firm-level information about investment decisions and investment finance choices, complementing standard macroeconomic data.

The add-on module of the EIBIS this year was a survey of 555 large municipalities across the EU inquiring about infrastructure needs, planning and financing. The survey thus follows a bottom-up approach to evaluate infrastructure needs and the administrative capacity to plan and implement infrastructure projects. The answers to this survey shed light on the relationship between infrastructure investment activities and infrastructure investment needs and gaps and the bottlenecks for infrastructure investment activities from planning to actual implementation.


Country grouping in this report

As in previous years, this report often uses a breakdown of EU Member States into “Cohesion”, “Periphery” and “Other EU” countries. While such classification is always arbitrary, here we provide a brief note on the relevance of this country breakdown by looking at the differences in the key macroeconomic variables for the three country groups.

The countries in the Cohesion group are all those that joined the EU in 2004 and later. All these countries have embarked on a path of convergence with more advanced EU economies and are recipients of EU Structural and Cohesion Funds. Periphery countries are EU Member States that were affected by the economic and financial crisis more than the other countries. They include Cyprus, Greece, Ireland, Italy, Portugal, and Spain. While some of these economies have become much more dynamic, the similarities in their recent economic histories are still relevant. The group of Other EU members comprises the remaining ten EU Member States: Austria, Belgium, Denmark, Finland, France, Germany, Luxembourg, the Netherlands, Sweden, and the United Kingdom. In 2016, the Periphery countries accounted for 23% of total EU GDP while the Cohesion group accounted for 8% and the Other EU countries accounted for the remaining 69%.

To evaluate the relevance of the country groupings we analyse the behaviour of several macroeconomic variables including real GDP, long-term government bond yields, real investment and corporate loans over the 2000-2016 period. For each of the macroeconomic variables we estimate the following regression equation over four-year (16-quarter) rolling windows, and plot the evolution of the explained variance (R2) over the sample period:

Yi,t = α + β0 Dperiphery + εi,t, (1)

where Yi,t is the macroeconomic variable and Dperiphery is a dummy variable that takes the value of one if a country belongs to the Periphery group, and zero otherwise.

Figure 1Evolution of R2 in regression (1)

[image: image]



	Source:

	Eurostat, ECB, author’s calculations.





Figure 1 plots the evolution of the R2 series for the four macroeconomic variables as well the average of the four R2 series. The R2 peaks around 2012, suggesting that the Periphery countries’ divergence from the Cohesion and the Other EU members was strongest over the period 2010-2014. This is especially due to the differences in the real GDP changes and the long-term government bond yield. The peak is followed by a decline in proportion of the variance explained by the Periphery dummy in the last few years. This suggests that the differences in macroeconomic variables of the Periphery countries and the rest have diminished in the last few years of our sample.

To conclude, while grouping countries within the EU is useful for presentation purposes, country specificities are today significant and divergence in behavior of countries classified within the same groups is increasing.
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PART I


Investment in tangible and intangible capital




Chapter 1

Gross fixed capital formation in the European Union

Chapter at a glance

•Four years after the end of the last recession, the economic recovery has consolidated and investment is growing gradually but steadily, driven by the corporate sector.

•Investment rates are still below historical averages due to weak investment in dwellings and other buildings and structures. This has started to change with the improving economy, but no return to historical rates are to be expected due to structural changes in the economy and in demographics.

•In 2016, general government investment in the European Union (EU) reached a 20-year low as a share of GDP. The decline is offset by current expenditure, so there is little change in total government expenditure. Governments do not envisage a significant change in their investment policies in the foreseeable future, despite low borrowing costs and a long period of relatively low investment. This policy may lead to a further decline in the perceived quality of the infrastructure in many EU countries and may constrain growth and cohesion in the EU.

•Despite heightened political and economic uncertainty, and low government investment, business investment outperformed expectations in 2016. For 2017, firms expect a further expansion of investment activities. Perceived investment gaps, however, remain broadly unchanged despite increased investment, as they are a function of the economic and business outlook.

•Years of weak investment in a period of digitalisation and technological change led to a perceived low quality of the capital stock. The corporate sector is catching up by investing mostly in machinery and equipment, intellectual property products, and capacity replacement. Capacity constraints are unlikely to become binding in 2017 at the aggregate level, except in a few countries.

•Lack of skilled staff overtook uncertainty as the key barrier to investment last year. Concerns about finding staff with the right skills are also reflected in firms’ view of what should be the main public investment priority in the coming years, with investment in professional training and higher education being cited most frequently.

•The share of firms seeing business and labour market regulation as an impediment to their investment activity has increased across the EU, underlining the clearly recognised need to make labour markets more flexible, reduce product and service market regulations, cut barriers to entry and exit, and optimise regulation to become more transparent and business-friendly.

The economic environment has been gradually improving

The economic recovery in the EU consolidated over 2016 and the first half of 2017 (EIB, 2016a). Growth of real GDP has been driven by private consumption and, to a lesser extent, real investment (Figure 1, panel a). Government consumption also contributed positively to growth, while net exports contributed negatively, throughout 2016. All EU economies have improved over the past year and a half, despite a large variation in economic conditions across countries. Growth of private consumption was the most important contributor to GDP growth in most members of the EU. The balance sheet adjustment of all institutional sectors of economies has progressed despite low inflation, supported by low interest rates, improving cash flow in the corporate sector, increasing household disposable income, and rigorous fiscal adjustment.

Figure 1Evolution of GDP and the labour market

a. Real GDP and contribution of aggregate expenditure components in the EU (% change over the same quarter of previous year)
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b. Employment and real gross disposable income of households in the EU (% change relative to previous quarter of the same year)
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	Source:

	National Accounts, Eurostat and EIB staff calculations.




	Note:

	GDP and expenditure component series in 2010 chain-linked volumes in euros. GFCF: gross fixed capital formation; RGDI: real gross disposable income.





Strengthened demand has had a positive influence on labour markets and disposable income, creating a positive feedback loop for demand (Figure 1, panel b). European labour markets continued to improve throughout 2016 and the first half of 2017, and unemployment rates have steadily declined across the EU. The aggregate rate of unemployment in the EU is less than a percentage point away from the low before the global financial crisis, although significant differences remain across EU economies. Declining jobless rates have been accompanied by increasing employment rates. These rates have risen in all EU economies, bringing the aggregate employment rate in the EU to above its peak before the financial crisis. At the end of the first half of 2017, employment rates exceeded pre-crisis peaks in half of the EU economies. Aggregate annual employment growth rates in the EU and in 18 EU economies have remained positive for more than three consecutive years.

Improving labour markets and low inflation led to a steady increase in real gross disposable income of households in the EU. This improvement underpinned growth of private consumption, which reached a 10-year high in 2016. The growth rate of household real gross disposable income per capita over the past four years has also remained positive, enhancing purchasing power and strengthening private demand.

The overall economic environment in the EU provides favourable conditions for an investment expansion that could be stronger than what is currently observed. Chapter 6 provides a detailed analysis of the macro-financial environment in the EU. It outlines a gradually improving economy and outlook, with favourable financial conditions and strengthening corporate balance sheets. European banks also appear stronger and able to finance corporate investment.

EIB (2016a) argues that this recovery has been relatively weak, but this weakness is not unique to European countries. Weak investment is not unusual given the financial crisis, the ensuing sovereign debt crisis, and the accompanying deep economic recessions. Slow and gradual as it is, the recovery in most EU countries is comparable to the US recovery that started in 2009:Q2 after the Great Recession. Figure 2 plots the evolution of GDP (left panel) and gross fixed capital formation (right panel) for the US, EU, and the three EU country groups as indices normalised to equal 100 in the trough of the recession: 2009:Q2 for the US and 2013:Q1 for the EU. This comparison confirms that European economies do not underperform relative to peer economies after the recovery.

Figure 2Real GDP and gross fixed capital formation in the EU and the US: Evolution since the last trough (index = 100 at the time of the last economic trough)

a. GDP
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b. Gross fixed capital formation
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	Source:

	Eurostat, OECD National Accounts and EIB staff calculations.




	Note:

	Indices normalised to 100 in the quarter when the latest expansion began: 2009:Q2 for the US and 2013:Q1 for the EU.





Gross fixed capital formation in the EU increased due to the corporate and household sectors

Gross fixed capital formation has increased steadily since early 2013 in most countries in the EU. The average annual rate of growth of gross fixed capital formation in the EU since 2013 has been 3.2%, which is above the average annual growth rate of 2.75% for the period 1995–2005.1 The improving outlook and gradually strengthening private consumption encouraged investment throughout the EU, in line with earlier findings that weak demand and outlook are the main factors behind the investment weakness in the post-crisis period (EIB, 2016a; Barkbu et al., 2015; Bussière, Ferrara and Milovich, 2017). The improving economy and outlook are also reflected in survey-based measures compiled by the European Commission. These show that consumer confidence and economic sentiment have been improving since 2013 and are at near 20-year highs.

Investments in machinery and equipment have been a strong driver of total investment in the countries in the Periphery and Other EU groups (Figure 3). Investments in machinery and equipment and intellectual property products have accounted for about a half of the total investment increase since 2016:Q1. This has not changed much since 2013. EIB (2016a) found that investments in machinery and equipment have been the main contributor to overall investment growth since the start of the recovery. In cohesion countries, however, such investments made a negative contribution to investment growth throughout 2016 and only a small positive contribution in the first half of 2017. The decline was the result of a high base effect in 2015. At the end of 2015, the deadline expired for payments related to European Structural and Investment Funds (ESIF) for the previous programming period. Governments and corporations concentrated investments in 2014–15 to meet the deadline, thereby producing a surge in investment in 2015 and a subsequent drop in 2016.

Investment in intellectual property products has positively contributed to total investment in all EU countries (Figure 3). Contributions were relatively large in the Cohesion and Other EU groups – about 20% of total gross fixed capital formation growth. They were even larger in the periphery countries, contributing 33% of investment growth since 2016:Q1. This impressive figure is influenced by investment in intellectual property products in Ireland, which dramatically increased and influenced investment aggregates for the entire group of periphery countries.2 Total investment in intellectual property products in 2016 in Ireland doubled from already high levels in 2015. This increase, however, is related more to shifts of intellectual property product assets from other countries to Ireland by large firms.3

Since the beginning of 2016, investment in dwellings has also become a major contributor to the growth of total real gross fixed capital formation, after lagging behind since 2008 (Figure 3). It accounted for a third of the growth of total fixed assets between 2015:Q1 and 2017:Q2. Half of the EU economies have recorded some increase in investment in dwellings. The aggregate EU numbers, however, are mostly influenced by only a few countries: Germany, the Netherlands, and Sweden account for 52% of the total increase in investment in dwellings since the beginning of 2015. In absolute terms, the largest increases were in Malta, Sweden, the Netherlands, Cyprus, Denmark and Sweden, where investment in dwellings increased by more than 20% in 2017:Q2 relative to 2015:Q1.

Figure 3Real gross fixed capital formation contributions by asset type (% change over the same quarter of previous year)

a. Periphery
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b. Cohesion
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a. Other EU
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d. EU

[image: image]



	Source:

	National Accounts, Eurostat and EIB staff calculations.




	Note:

	Periphery without Ireland.





Investment in other buildings and structures showed a noticeable improvement in the first half of 2017. The increase is visible in most countries in the Cohesion and Other EU groups. In the periphery countries this asset type made a small (10%) contribution to the growth of investment in total fixed assets. In cohesion countries, the increase in 2017:Q2 marked a rebound after the collapse at the end of 2015: for the cohesion group as a whole, investment in this asset type fell by 14% in the course of 2016. As noted in EIB (2016a), this collapse was expected because the deadline for payments related to the ESIF for the previous programming period expired at the end of 2015. At the aggregate EU level, investments in other buildings and structures added about 17% to growth in total fixed assets in 2017:Q2 relative to a year earlier.

The recent acceleration of investment in the EU has not been sufficient to bring investment rates up to historical averages. Investment rates in most EU countries are still 1 percentage point of GDP short of the average level for the period 1995–2004 (Figure 4) and well below the pre-crisis peak in 2005–08. The exception here is the cohesion countries, most of which have exceeded the average levels of 1995–2004 because investment was still relatively low in the second half of the 1990s in many of them (Figure 4, panel b). The shortfalls, relative to historical averages, are due to lower investment in dwellings and other buildings and structures. Box 1 argues that, potentially, a part of the decline in investment rates in other buildings and structures may be permanent, while the analysis in Annex B suggests that investment in dwellings may rebound following the stronger economy. The structural decline in investment rates in dwellings due to demographics is estimated to have a relatively small share.

The negative contributions of investment in construction have been partly offset by above-average rates of investment in intellectual property products and machinery and equipment. If the EU had matched US investment rates in machinery and equipment and intellectual property products, it would have outperformed US investment growth overall. Despite their strength in most EU countries relative to investment in other asset types, European investment levels in 2017 in these areas still fall short of those in the US, where investment rates in machinery and equipment and intellectual property products were still 0.6 and 1.2 percentage points of GDP higher, respectively, than in the EU. Annex A looks at the industry composition of this gap. When it comes to investment in intellectual property products, however, the US economy is not the only comparator. The competitiveness challenge for Europe today is global and also comes from emerging markets such as China. Chapter 2 discusses this in more detail.

Figure 4Investment rates by asset types in 2017:Q2 compared to historical levels in the EU and US (% of GDP)

a. EU and US
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b. Periphery, cohesion and other EU countries
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	Source:

	OECD National Accounts and EIB staff calculations.




	Note:

	The investment rate is calculated as the ratio of gross fixed capital formation to GDP, both in national currency, 2009 chain-linked volumes for the US in US dollars and 2005 chain-linked volumes for the EU in euros.






Box 1Decomposing the change in investment intensity: an industry-level analysis

This box analyses changes in industry-level investment rates in the post-crisis period compared to their historical averages, and links these changes to structural changes in the European economy. The basis for comparison is the period preceding the investment upswing in 2004–07. This is because comparisons with the years immediately preceding the crisis can be misleading, as argued in EIB (2016a), since investment rates surged during this period in most sectors of the EU economy to well above their historical averages.

Figure 1 plots average investment rates by broad sectors of the EU economy for three periods: before the investment boom (1997–2003), during the investment boom (2004–07), and after the financial crisis (2008–14). The period between 2004 and 2007 saw surging investment rates throughout European industries relative to the late 1990s, resulting in an increase in the aggregate investment rate by 1 percentage point of GDP on average in the boom period. This average increase masks substantial cross-country variation. During 2004–07, average investment rates increased by 3 percentage points of GDP in the periphery countries and by 2.5 percentage points in the cohesion countries, driven by increases in the real estate, construction, public, and infrastructure sectors. At the same time investment rates fell by 0.5 of a percentage point in the rest of the EU, mostly driven by declines in the manufacturing and infrastructure sectors.

The dramatic decline of investment following the financial crisis in 2007 and the sovereign debt crisis in 2011–12 led to falling investment rates in most sectors of the EU economy, with the finance, insurance, and real estate sectors (industries K-L in the figure) declining by nearly 10 percentage points of gross value added relative to the preceding five-year period. While this decline was most acute in the periphery countries, it was also observed in the other EU economies despite the fact that these sectors did not experience an investment boom in the pre-crisis period.

Figure 1Investment rates by sectors in the EU-20 (% of sector gross value added)
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	Source:

	Eurostat and National Accounts.




	Note:

	Belgium, Cyprus, Denmark, Ireland, Lithuania, Malta, Poland, and Romania are not included in the EU-20 due to incomplete data. The investment rate is calculated as the ratio of real gross fixed capital formation to real gross value added. A = Agriculture; B = Mining; C = Manufacturing; F = Construction; K-L = Finance, insurance and real estate. Infrastructure = Electricity and gas (D); Water and waste management (E); Transport (H); Communication (J). Public sector = Public administration and defence (O); Education (P); Health and social work (Q). Services include the remaining private services (G, I, M, N, R, S).





The European experience is not unique. The dynamics of the total investment rate in the US have been quite similar to those in the EU. Some of the underlying drivers, however, were different there. The pre-crisis surge in investment rates was mostly due to mining, real estate, the public sector, and services, while the post-crisis decline has been mostly associated with the real estate sector.

In order to better understand these developments and disentangle structural from cyclical changes, we decompose the change in the aggregate investment rate into three components: within-industry changes in investment intensity (static shift), changes in the economic weight of the various sectors of the economy (reallocation), and a dynamic component (dynamic shift) capturing the interaction between industries’ investment rates and their shares in the total economy’s value added (see Annex A for details).

Figure 2Decomposition of the change in economy-wide investment rates by sector, total fixed assets (% of sector gross value added)

a. Decomposition
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b. Breakdown of the static shift
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	Source:

	Eurostat and National Accounts.




	Note:

	Periphery = Greece, Italy, Portugal, Slovenia, Spain. Cohesion = Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Slovakia. Other EU = Finland, France, Germany, Luxembourg, the Netherlands, Sweden, the UK. The investment rate is calculated as the ratio of gross fixed capital formation to gross value added, both in euros, 2010 chain-linked volumes for the EU in euros, and 2009 chain-linked volumes in US dollars for the US. A = Agriculture; B = Mining; C = Manufacturing; F = Construction; K-L = Finance, insurance and real estate. Infrastructure = Electricity and gas (D); Water and waste management (E); Transport (H); Communication (J). Public sector = Public administration and defence (O); Education (P); Health and social work (Q). Services include the remaining private services (G, I, M, N, R, S).





Average investment rates fell in 2010–14 relative to 1998–2002, and the main contribution to this fall came from the within-industry decline (static shift) of investment rates. Figure 2 plots the change in the average economy-wide investment rate in 2010–14 relative to 1998–2002, along with the contribution to this change for each of the three components from the decomposition described in Annex A for the EU, the three country groups within the EU, and the US. With the exception of the cohesion countries, the downward static shift drove investment rates in the second period below those in the first.

The downward static shift was partly offset by positive reallocation contributions that were due to high-capital-intensive sectors gaining a higher share of total economy gross value added between the late 1990s and the most recent years. In cohesion countries, the manufacturing sector increased substantially following the growth of European and global supply chains. In the periphery and other EU countries, as well as for the US, these contributions came from the finance, insurance and real estate industries and from infrastructure industries.

Part of the positive reallocation contribution of these sectors was offset by a dynamic shift in them. The reason is that some of the industries that drove the positive reallocation described in the preceding paragraph reduced their investment intensity as they expanded their shares of total gross value added. This was the case with manufacturing in the cohesion countries, and for the financial, insurance and real estate sectors in the countries of the periphery and the US. The negative contribution of the dynamic shift in the group of other EU countries came from the mining industry, which dramatically increased its investment intensity while its share in the aggregate economy shrank between the late 1990s and the most recent years.

Excluding the group of cohesion countries, the largest contribution to the decline of the within-industry component (static shift) and of overall investment intensity comes from the finance, insurance and real estate industries. The static shift component is plotted in Figure 2 (panel a). The finance, insurance, and real estate industries (K-L) account for two-thirds of the change in investment intensity in the group of periphery countries, for 90% of the decline in other EU countries, and for more than the total change in the investment rate in the US. For the cohesion countries, the declines in investment intensity in the manufacturing and services industries largely exceed the decline in the aggregate investment rate. These declines were offset by large positive contributions of the public sector and infrastructure industries, possibly supported by EU structural funds, as part of EU convergence policies.

The significant decline of within-industry investment intensity in the finance, insurance and real estate industries is largely due to the decline of investment in dwellings. On average for the EU, investment in dwellings in the real estate sector constitutes about two-thirds of investment in total fixed assets.4 Investment in dwellings can thus account for roughly half of the decline in the total investment rate (-1.8) between 1998–2002 and 2010–14. With improvements in the housing market, some of this decline should be offset (see Annex B).

In line with the findings of the first part of this chapter, investment in other buildings and structures is the other large contributor to the decline of the rate of investment in total fixed assets. This investment accounts for 45% of the total in the periphery, 65% in the group of other EU countries, and 89% in the US. In the cohesion group it exceeds the total change multiple times over. Some of this decline is likely to remain permanent, driven by technological progress and globalisation.

Figure 3Contribution of sectors to the within-industry component: other buildings and structures (% of sector gross value added)

a. Decomposition
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b. Breakdown of the static shift
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	Source:

	Eurostat, National Accounts and EIB staff calculations.




	Note:

	Periphery = Greece, Italy, Spain, Portugal and Slovenia; Cohesion = Estonia, Bulgaria, Latvia, Slovakia, the Czech Republic, and Hungary; Other EU = Germany, Finland, France, Luxembourg, the Netherlands, Sweden, and the UK. The investment rate is calculated as the ratio of gross fixed capital formation to gross value added, both in euros, 2010 chain-linked volumes for the EU in euros, and 2009 chain-linked volumes, for the US in US dollars. A = Agriculture; B = Mining; C = Manufacturing; F = Construction; K-L = Finance, insurance and real estate. Infrastructure = Electricity and gas (D); Water and waste management (E); Transport (H); Communication (J). Public sector = Public administration and defence (O); Education (P); Health and social work (Q). Services include the remaining private services (G, I, M, N, R, S).





In the case of other buildings and structures, the static shift component accounts for virtually all the decline in investment rates. The decomposition of investment intensity for this asset type between the late 1990s and the most recent years is plotted on panel a of Figure 3. Only the group of cohesion countries differs from the others with a non-negligible negative dynamic shift. This is due to developments in the manufacturing industry and the public sector. Manufacturing reduced its investment intensity but increased its share of total gross value added, whereas the public sector increased intensity but decreased its relative share in economic activity.

The observed declines in the public sector and the infrastructure sectors (Figure 3) are another way to describe the decline in infrastructure investment documented in Chapter 2 of this report. The static shifts in these industries account for 30% of the total decline of the investment rate across the EU. For the US this number is 50%.

Despite lower investment rates, the infrastructure sector does not seem like a sector in decline, as it has increased its size relative to the total economy. All industries in this sector – electricity, water, communications, and transport – were subject to reforms, deregulation and privatisation in many EU countries in the late 1980s and early 1990s. This wave of reforms resulted in increased investment in the 1990s, so the decline in the post-crisis period may to some extent be the result of a high base effect.5 Another reason for this decline is the post-crisis tightening of allowed rates of return across countries and industries due to declining sovereign yields (Perrin, 2013; Grayburn and Haug, 2015). This regulatory shift and the anticipation of it have likely induced a reduction in investment by regulated industries in the post-crisis period.

The downward static shifts of investment intensity in other buildings and structures in the manufacturing and services industries account for about one-quarter of the decline in the total investment rate in the EU and about a third in the US. The declines observed in services and manufacturing are unlikely to be caused only by the crisis, because investment rates in these industries had already fallen before 2008. New technology and digitalisation have had a substantial impact on these industries, reducing demand for permanent office space and the size of office space per worker. Technological progress also generated and consolidated online retailers for both goods and services, including finance, reducing the need for retail space and downtown front offices. These changes have been substantial. For instance, the share of online retail trade in total retail trade increased from 13.5% to 16.8% in the UK in just two years (from 2014 to 2016). For Germany these figures are 10% and 13.5%, respectively, while for the US they are 11.6% and 13.9%. These trends affect demand for commercial real estate and lead to the decline of investment in other buildings and structures in the real estate industry.

In addition to technology and digitalisation, the manufacturing sector has been transformed by globalisation. Global and regional supply chains have led to outsourcing and the shift in advanced countries to manufacturing pre-production and post-sales services such as product design, R&D, and customer support. The large decline in cohesion countries is the result of a base effect combined with expectations of low demand growth and the gradual catch-up of labour costs in these economies to the EU average. The base effect stems from significant investments in the 1990s and early 2000s that increased the investment rate in other buildings and structures in manufacturing in the cohesion countries. Szent-Iványi (2017) argues that the economic crisis and the changing competitiveness of cohesion countries have had structural impacts on foreign direct investment in the region. These led to a structural shift that makes focusing on cheap labour as a competitive advantage a losing strategy for the countries in the region. In order to escape this trap, countries have to create conditions for more innovative industries that capture a larger part of the value added and spur investment in the region. This change cannot be made overnight, however, and it may take some time before investment rebounds.

The decline in the investment rates in other buildings and structures of around 1 percentage point of GDP could remain for a long time. Assuming that the public sector and infrastructure industries do not fully reverse the declines, and taking into account the structural shifts in advanced economies brought about by digitalisation and globalisation, implies that investment rates in other buildings and structures may remain at current lower levels permanently. Even if the public sector and infrastructure industries fully recover, the decline in investment rates in other buildings and structures would still exceed 0.5 percentage points of GDP.



Focusing on the contribution of institutional sectors to total gross fixed capital formation, the corporate sector emerges as the main driver of the investment recovery (Figure 5). Real gross fixed capital formation by companies exceeded its pre-crisis level in 2016, contributing about 95% of total investment growth in 2016, while household investment contributed about 40%. These two large contributions were offset by government investment that had a negative contribution of -35%. Rates of investment by the institutional sector still show the household sector to be the largest contributor to the shortfall relative to the period 1999–2004, accounting for most of the difference.

The following two sections discuss in more detail the drivers of government and corporate investment, while Annex B analyses household investment.

Figure 5Gross fixed capital formation by institutional sector

a. Contribution of institutional sectors to investment relative to 2008 (% change)
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b. Investment rates by institutional sector (% of GDP)
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	Source:

	Eurostat, National Accounts and EIB staff calculations.




	Note:

	Real investment is calculated as gross fixed capital formation in current prices deflated by the total gross fixed capital formation deflator.





Government investment remains weak in most EU countries

In the EU and in the euro area, the ratio of government investment to GDP has declined steadily in recent years, reaching 2.7% of GDP in 2016 – its lowest level in the past 20 years. The economic and financial crisis had a significant impact on government finances, with varying results across the Member States. Compared to 2009 (when the ratio of government investment to GDP was 4.2%), significant and continued contractions were recorded in periphery countries, where government investment fell to 2.1% of GDP in 2016. Cohesion countries recorded relatively high government investment levels over the last decade, but also a marked contraction in 2016 linked to the cycle of the ESIF.

Figure 6Gross fixed capital formation of the general government

a. Gross fixed capital formation of general government, 1995–2016 (% of GDP)
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b. Government investment in 2016 compared to the range of levels observed in 1995–2016 and average levels (% of GDP)
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	Source:

	European Commission Macro-economic Database (Ameco).




	Note:

	Croatia 2001–16. The green bars in panel b are the range of levels observed in 1995–2016.





The level of government investment in the periphery and more generally in the euro area is particularly low when compared to pre-crisis and historical levels (Figure 6, panel a). This is a source of concern for the path towards sustainable growth in Europe: low government investment will inevitably be detrimental to cohesion, competitiveness and growth potential.

In 2016, government investment in Italy, Portugal, Ireland, Spain, Croatia, France and the Netherlands, was at its lowest (or close to lowest) point since 1995 (Figure 6, panel b). This is also the case for some cohesion countries, in particular the Czech Republic and Estonia, where a sizeable contraction is observable from 2015 to 2016. This is due to the end of the 2007–13 programming period of the European Cohesion Policy implementation (European Regional Development Fund and the Cohesion Fund).

The decline in government investment was offset by increased current expenditure. This resulted in a shift in the composition of total expenditure away from capital towards current expenditure, as shown in panel a of Figure 7. In the EU, public expenditure increased from 44.7% of GDP in 2007 to 46.7% in 2016. This growth was driven mainly by social transfers, which caused an increase in current expenditure.

Figure 7Government total expenditure and government investment (%)

a. Change of public expenditure composition 2007–16 (difference in % points)
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b. Government investment (gross fixed capital formation) in 2017 Stability and Convergence Programmes (% of GDP)
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	Source:

	Eurostat, National Accounts and 2017 Stability and Convergence Programmes.




	Note:

	The sum of the bars in panel a is zero. Greece not included.





Most EU countries slashed capital spending and financed parallel increases of current expenditure, despite an overall decline of debt-servicing expenditure (from 6% of total expenditure in 2006 to 4.7% in 2016). This resulted in large contractions of government investment financing in nominal terms (declining from 7.3% to 5.8% of the total).6 The shift in public spending towards current expenditure, justified mainly by the political choice to support social transfers in a context of social distress and fiscal consolidation, has contributed to the decline in capital spending.

Some structural changes in the EU economies put downward pressure on government investment. These include the narrower scope of the public sector, higher efficiency of government investment over time, lower depreciation of capital stock, saturation, and the shift from infrastructure to other growth-enhancing spending triggered by technological change. However, these changes cannot fully explain the significant fall in government investment in most countries under the current conditions, as European Commission analyses show.

Structural changes, however, do not take away important obstacles to government investment, notably (1) the relatively low political cost of downsizing/delaying government investment programmes compared to current expenditure programmes and subsidies; (2) an undervaluation of the role of government investment for growth, including its crowding-in effect in times of low growth; and (3) a set of European and national fiscal sustainability regulations that do not incentivise the prioritisation and ring-fencing of capital spending, especially at the sub-national level.

Several arguments would favour an increase in investment. For instance, according to the World Economic Forum (WEF), the quality of available infrastructure in most EU countries has declined over the past decade. The decline is particularly relevant in Germany, Belgium, Cyprus and Sweden. On the opposite side are countries where the quality of infrastructure has improved, as in many of the cohesion countries, the Netherlands, Ireland and Italy. The quality of infrastructure declined in lockstep with investment (or lack thereof) in the sector, as reported in Chapter 2, driven down primarily by the fall in government investment. EIB (2016b) argues that there are also large investment gaps in Europe in basic infrastructure. WEF-EIB (2017) argues that infrastructure is also key to simultaneously addressing competitiveness and inclusiveness issues.

Macroeconomic conditions create a good environment for government investment. From a policy perspective, given the monetary policy stance, with unusually favourable long-term financing terms, low inflation and decreasing total debt servicing costs in a number of countries, the macroeconomic impact of fiscal policy is expected to be larger than in normal times. Abiad, Furceri and Topalova (2015) show that in periods of low growth and accommodative monetary policy in advanced economies, government investment might also be supportive of debt sustainability, provided that efficient project criteria are respected, beyond having significant positive effects on economic growth. Similarly, analysis by ECB (2016) for the euro area finds large demand-side, short-run effects of increased government investment in connection with accommodative monetary policies. These benefits need to be traded off against long-term debt sustainability concerns or tax-induced output losses.

The analysis of the 2017 Stability and Convergence Programmes shows that over the next few years government investment will pick up, but the increase is not sufficient to compensate for several years of subdued investment (Figure 7, panel b). This is in line with European Commission (2016) recommendations for a more positive fiscal stance in the euro area. According to current budgetary plans, general government gross fixed capital formation will increase from 2.6% in 2016 to 2.8% in 2018 and stabilise at this level until 2020, still below the average recorded from 2001–16 (3.2%). The Stability and Convergence Programmes report that total public expenditure will gradually decline from 46% of GDP in 2016–17 to 44.4% of GDP in 2020. On a positive note, some rebalancing of expenditure is expected to take place, as government investment will represent a larger share of total expenditure, reaching 6.2% in 2020 (from 5.7% in 2016). However, this is still below the 2001–16 average (6.7%).

The rising share of investment in total expenditure by 2020 is largely explained by the budgetary projections of non-cohesion countries, and particularly in the periphery. In considering the euro area only, the government-investment-to-GDP ratio is expected to increase marginally in 2018 (by around 0.1 of a percentage point) before contracting again to the 2016 levels by 2020. Government investment in the periphery is expected to stabilise at around 2.1% to 2.2% of GDP, well below the long-term average (3.2% over 1995–2016). The 2017 spring forecast of the European Commission Directorate-General for Economic and Financial Affairs (ECFIN) is that the EU will register a marginal increase in government investment in 2017 compared to 2016 (by 0.1 of a percentage point, reaching 2.8% of GDP) and will be almost unchanged in 2018. In 2018, only nine Member States are projected to record a level of government investment equal to or above the level in 2007.

Corporate investment: a view from the European Investment Bank Investment Survey

Despite heightened political and economic uncertainty, business investment outperformed expectations in 2016. Figure 8 plots the net balance of firms that in mid-2015 expected to increase their investment activities in 2016 against the net balance of firms that actually did so. If realised investment had been identical to expectations, all countries would be on the 45-degree line. The figure shows that in reality – despite heightened political and economic uncertainty surrounding, for example, key referenda in Italy and the UK – realised investment in 2016 turned out generally better than anticipated.7

The countries that outperformed expectations the most were Luxembourg, Malta, Ireland and Sweden. Investment came in below expectations only in Romania and Cyprus, albeit in the latter case relative to very positive expectations. From a sectoral perspective, service sector firms and firms active in the infrastructure sector exceeded expectations the most – very much consistent with a largely consumption-driven recovery (see the first section of this chapter).

Figure 8Correlation of expected versus realised investment (in %)
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	Source:

	EIBIS2016 and EIBIS2017.




	Note:

	Base: All firms. Expectations are derived from two questions. Firms that had invested in the last financial year were asked if they expected to invest more, around the same amount, or less than last year. Firms that had not invested in the last financial year were asked if they expected to invest in the current financial year. Realised investment is derived from the response to the following question: “Overall was this more, less or about the same amount of investment as in the previous year?”





For 2017, firms expect a continued expansion of investment activities. The new wave of the European Investment Bank Investment Survey (EIBIS) data places the large majority of EU countries in the upper half of the investment cycle, which means that more firms expect an expansion of investment activities in 2017 than a reduction (Figure 9).

For countries located in the top left quadrant – such as the Baltic States, Cyprus, Portugal and Spain – the positive investment outlook implies a broadening of the investment recovery from still relatively low shares of investing firms. For countries in the top right quadrant – which include Slovenia, Luxembourg, Denmark and Sweden – the outlook implies further improvement of an already relatively broad-based investment upswing.

Romania and Ireland are the only countries with a somewhat less optimistic investment outlook. In both of these countries, the share of firms expecting an expansion of investment activities in 2017 is lower than the share of firms expecting a reduction. While in the case of Ireland this can be interpreted as a normalisation of investment activities after a year of stronger-than-expected investment, in Romania firms’ pessimism reflects a rapidly deteriorating economic outlook.

Figure 9Outlook for the investment cycle
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	Source:

	EIBIS2017.




	Note:

	Base: All firms. Share of firms investing shows the percentage of firms with investment per employee greater than EUR 500. The y-axis crosses the x-axis at the EU average. Net balances show the differences between firms expecting to increase investment activities in the current financial year and firms expecting to decrease them.





The overall positive investment outlook is supported by an optimistic business outlook, expectations of a strengthening macroeconomic situation, and continued easing of financing conditions (Figure 10). Looking at the next 12 months, firms are very positive about their sector-specific business outlook, with about 30% of firms, on net, expecting an improvement. In particular, construction sector firms and firms active in the manufacturing sector believe that their business outlook will improve in the next 12 months, whereas service sector firms are somewhat more conservative in their outlook.

Expectations about the macroeconomic situation are also largely positive, with firms in Finland leading the pack in this respect. When it comes to access to finance, firms expect both internal financing and access to external finance to improve in the coming year. Firms in Spain are most upbeat with regard to their internal financing capabilities going forward, and firms in Cyprus, Ireland, Croatia and Spain are optimistic in terms of changes in access to external finance. Greece is the only country not expecting any improvement in terms of internal or external access to finance.

The political and regulatory environment is the only factor weighing negatively on firms’ investment activities. Firms believe, on net, that the political and regulatory environment will deteriorate in the next 12 months (-14%). This is true in particular for firms active in manufacturing and for larger firms. From a cross-country perspective, firms in Greece, Belgium, the UK and Poland are most concerned about imminent adverse changes to the political and regulatory environment. Only firms in France and Portugal expect an improvement in net terms in the political and regulatory environment for the coming year.

Figure 10Drivers of investment (Net balance %)
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	Source:

	EIBIS2017. Base: All firms.




	Q:

	“Do you think that each of the following will improve, stay the same, or get worse over the next 12 months?”





Despite a positive investment situation, perceived investment gaps remain largely unchanged. The share of firms that consider their investment activities to have been below their needs over the past three years has remained constant. Looking back at their investment activities over the past three years, 15% of firms stated that their investment activities were below their needs. This is identical to the share of firms that reported under-investment in the previous year.

The net balance of firms that state that they invested too much minus those that say that they invested too little is highest in the manufacturing and construction sectors (at -15 percentage points and -11 percentage points, respectively). Firms in Lithuania, Hungary, Cyprus and Poland show the largest perceived investment gaps from a cross-country perspective (with net balances of between -29 percentage points and -23 percentage points), while firms active in Malta, Romania and Italy display the smallest gaps (-2 , -6 and -6 percentage points).

Figure 11Reported investment gaps
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	Source:

	EIBIS2017.




	Note:

	Base: All firms.




	Q:

	“Looking back at your investment over the last three years, was it too much, too little, or about the right amount to ensure the success of your business going forward?”





Perceived investment gaps are closely correlated with the quality of firms’ capital stock (but not so much with the quantity). In line with the findings presented in EIB (2017), the new wave of EIBIS data shows that firms operating at or above capacity are no more likely to report an investment gap (and, if anything, less likely).

Instead, two out of three firms that say that they have under-invested in the last three years also say that most of their machinery and equipment is dated (that is, no longer up to the latest available standards). What this suggests is that what firms have in mind when they report under-investment in fact has little to do with capacity constraints, but rather reflects a fear of falling behind in terms of competitiveness.8

Figure 12Reported investment gaps - drivers
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	Source:

	EIBIS2017.




	Note:

	Base: All firms that report having invested “too little” in the past three years. Firms are placed in the high-quality capital stock grouping on the basis of whether they report 50%+ of their machinery and equipment to be state-of-the-art.




	Q1:

	“In the last financial year, was your company operating above or at the maximum capacity attainable under normal circumstances?”




	Q2:

	“What proportion, if any, of your machinery and equipment including ICT, would you say is state-of-the-art?”





While the positive investment environment helps close perceived investment gaps, an improving economic outlook works in the opposite direction, leaving overall perceived investment gaps unchanged. A simple regression analysis shows that both changes in investment activities and changes in the economic outlook affect how firms assess their past investment activities relative to needs.9

While an increase in firms’ investment activities tends to reduce the likelihood that firms report an investment gap, improvements in the economic outlook work in the opposite direction – leading, all else being equal, to a higher likelihood that firms report an investment gap.

The intuition for the second finding is that as firms’ economic outlook improves, they tend to adjust their assessment of future needs upward (while past investment remains, of course, unchanged). This leads to a widening of the perceived gap between future needs and past investment and, hence, a higher likelihood for firms to report under-investment.

This analysis holds equally for firms operating at or above capacity and firms operating below full capacity. This result suggests that when firms revise their future needs upward in light of an improving economic outlook, they make their decision in terms of both quantity of capital stock (capacity) and quality of capital stock (productivity-enhancing investments).

Even under fairly optimistic assumptions, it will take between four and 10 years for perceived investment gaps to narrow. Taking the results of the analysis above, Figure 13 plots how long it would take for perceived investment gaps to largely disappear. Specifically, it shows the time needed for a firm that reports an investment gap today to be no more likely to report one going forward than a firm that does not report an investment gap today. (We consider the latter to be a more realistic benchmark for a narrowing investment gap than, say, a zero likelihood of reporting an investment gap going forward.)10

The figure shows that for perceived investment gaps to largely disappear, it will take between four and 10 years, depending on what is expected to happen to firm investment activities going forward.

If firms that report a gap today increase their investment activities from 20% of total fixed assets at present to about 90% (which corresponds to the top decile across all firms), it will take about four years to narrow the perceived investment gap to the baseline level. A more realistic scenario in which firms increase their investment activities to 30% (or the mean of all firms) implies a minimum of eight years. Should investment activities continue at the current rate, it will take even longer (until 2027).11

Figure 13Time necessary to narrow existing investment gaps

[image: image]



	Source:

	EIBIS2016 and EIBIS2017.




	Note:

	The lines show – for different assumptions about firms’ investment activities going forward – how long it would take for the likelihood of firms that report a gap today converging to the same likelihood of reporting a gap tomorrow as a firm that does not report a gap today.






Box 2Capital profiles in EIBIS2016

Technological progress is embodied in new capital goods, so research, development, and innovation investments in the manufacturing of capital goods drive overall productivity development in the manufacturing industry to a great extent.

Traditionally, capital accumulation models have treated all capital goods as equal: that is, the quality and productivity of capital goods is considered homogeneous. In reality, capital stock is composed of different vintages of capital goods, the performance of which depends on their age because of technical development. Many capital goods deteriorate with time; they become partly or fully dysfunctional or obsolete and hence may deter the full-scale usage of complementary capital goods or cause labour productivity to deteriorate. Moreover, the ageing process varies by the type of technology embedded in the capital good.

A vintage capital model addresses this challenge. At the same time, it offers a tool to analyse the impact of obsolescence, investment volatility, optimal investment policies, economic growth and technology adoption. Central to the model is the assumption of technological progress being embodied in new capital goods, which makes creative destruction endogenous in the model. In equilibrium it would be optimal to scrap old capital goods and replace them with new and more productive goods. While the process involves simultaneous creation and destruction, investments are replacement investments. Over time the investment pattern appears uneven or “lumpy”.

Research into vintage capital has largely remained theoretical due to technical and accounting problems in constructing a vintage capital stock in the national accounts framework. In theory, it would be built by subtracting capital sold/scrapped from net fixed capital formation. However, the problem would be the impossibility of knowing what the vintage of the sold and/or scrapped capital is and which vintage the maintenance and repair activities address. In addition, the output would be the net vintage capital.

There are, however, empirical results at the plant level supporting the theoretical outcomes. For example, around 60% of aggregate output growth in the US is due to investment-specific technological progress (Greenwood, Hercowitz and Krusell, 1997); investments occur in infrequent bursts (Doms and Dunne, 1998), being more common in times of high economic activity (Cooper, Haltiwanger and Power, 1995); and plants with more advanced technologies grow faster and are more likely to survive (Doms, Dunne, and Roberts, 1995). The speed at which capital is becoming obsolete has accelerated over time, emphasising the need for faster and continuous capital modernisation and replacement (Jovanovic and Rousseau, 2005). Consequently, the older the capital stock, the more likely are investments in (new) capital goods (Cooper, Haltiwanger and Power, 1995). Bahk and Gort (1993a) found a strong negative correlation between output and the average age of capital. In the first five years after adoption of new technology, employment increases, but then starts to decline thereafter (Davis, Haltiwanger and Schuh 1996), whereas positive productivity effects may appear with a lag as learning-by-doing is required for the new technology to reach peak efficiency (Greenwood and Yorokoglu, 1997; Hornstein and Krusell, 1996).

This analysis focuses on characterising capital profiles of countries and industries as well as comparing firms with different capital profiles. It relies on the 2016 European Investment Bank Investment Survey (EIBIS), combining two questions on the share of state-of-the-art capital. 12

This provides a rough estimate of the age distribution of the capital in a firm. Even if the current measurement tool is imperfect, it allows for dividing firms into two categories:

1) Quartile 1 (Q1) – Old capital stock profile (“laggards”): firms with less than 25% of machinery and equipment being state-of-the-art.

2) Quartile 4 (Q4) – New capital stock profile (“leaders”): firms with at least 75% of machinery and equipment being state-of-the-art.

The data confirm some of the stylised facts presented above. Capital profiles by country (Figure 1) indicate that over a quarter of firms in Germany, Hungary, Austria, Luxembourg and the Netherlands belong to the top quartile, implying that they have the new capital stock profile. On the contrary, over half of firms in Bulgaria, Lithuania, the UK, France and Croatia fall into the bottom quartile, thus having a relatively older capital stock.

Figure 1Capital profile by country

[image: image]



	Source:

	EIBIS2016 and author’s calculation.





Capital profiles by industry (Figure 2) rank information and communications technology (ICT), manufacture of electrical equipment, and manufacture of machinery and equipment as having the highest share of firms in the top quartile. By contrast, manufacture of textiles, apparel and leather goods, manufacture of non-metallic mineral products and construction materials, and manufacture of basic metals have the highest share of firms in the bottom quartile.

Figure 2Capital profile by industry
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	Source:

	EIBIS2016 and author’s calculation.




	Note:

	ICT = information and communication technologies.





Table 1 presents additional statistics indicating that firms with old capital profiles acknowledge that they invested too little in the last three years. Among bottom-quartile firms, 31.3% reported investments that were too low, whereas among top-quartile firms only some 10% considered that they had invested too little. Satisfaction with the last three years’ investments was higher among top-quartile firms, with 87.2% confirming having invested about the right level, whereas the corresponding figure for firms with an old capital profile (Q1) was 64.2%. Furthermore, firms with a new capital profile (Q4) are associated with less frequently shrinking employment than firms with an old capital profile. Overall the previous year’s results were more often positive (negative) in top-quartile (bottom-quartile) firms.

Among those firms that had invested in the previous year, the investment more often increased employment in top-quartile firms (Q4), but more frequently decreased it in bottom-quartile firms (Q1). Hence, it might be possible that the positive employment effects are observed with a shorter delay in firms with a new capital profile. Underlying reasons could be related to the experience gained by frequently investing firms in implementing learning-by-doing processes and adjusting existing machinery and equipment to work in sync with the new capital goods to maximise the benefits of the new investment. It might also be that the firms in the bottom quartile invest in old technologies in order to ensure interoperability between new acquisitions and existing old capital goods.

Similarly, it is interesting to see how firms with different capital profiles perceive the obstacles to investment. Availability of finance is reported as an obstacle more often by bottom-quartile firms than by top-quartile firms. Similarly, uncertainty about the future tends to restrict willingness to invest more in bottom-quartile firms than in top-quartile firms.

Table 1Enterprise behaviour by capital profile

[image: image]



	Source:

	EIBIS2016.




	Note:

	All differences between Quartile 1 and Quartile 4 are also statistically significant when country and industry are controlled for.





Firms with old capital (Q1) are characterised by decreasing employment, worse financial results, and overall weaker prospects. Due to the cross-sectional nature of the data, it is difficult to prove causality between the capital profile and the recorded outcomes. However, some support for causality is offered by the observation that bottom-quartile (Q1) firms that have invested in the previous year are characterised by a lower employment effect of the investments this year.

In sum, these statistics emphasise the role of continuous capital investments, the importance of availability of finance across all manufacturing industries, and the fact that investments tend to be more associated with positive outcomes when flowing into capital of the latest vintage, consequently highlighting the benefits of being a “leader”. The investment focus of firms continues to be on replacing existing capacity (Figure 14). On average, 50% of firms’ investment spent in the last financial year went into the replacement of existing buildings, machinery, equipment and information technology (IT). This was more or less the same as in the previous year. Investments in capacity expansion and innovation also remained largely constant, at 27% and 17%, respectively.



Figure 14Investment by investment purpose (% of investment)
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	Source:

	EIBIS2017.




	Note:

	Base: All firms that invested in the last financial year.




	Q:

	“What proportion of total investment was for (a) replacing existing buildings, machinery, equipment, IT; (b) expanding capacity for existing products/services; (c) developing or introducing new products, processes, services?”





The (only) countries likely to see upward pressure on their existing capacity going forward are Malta, Luxembourg and, to a lesser extent, Austria. Previous research shows that firms tend to allocate a larger part of their investment activities to capacity expansion when utilisation rates are high and firms’ business outlook is favourable.

While firms’ business outlook improved over the last year, the share of firms operating at or above capacity remained relatively constant (+1 percentage points) (Figure 15).

Figure 15Share of firms operating at or above capacity (% of firms)
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	Source:

	EIBIS2016 and EIBIS2017.




	Note:

	Base: All firms.




	Q:

	“In the last financial year, was your company operating above or at the maximum capacity attainable under normal circumstances?” Full capacity is the maximum capacity attainable under normal conditions, for example, a company’s general practices regarding the utilisation of machines and equipment, overtime, work shifts, holidays, etc.





Combining the information on firms’ business outlook with that on their current levels of capacity utilisation, Figure 16 shows that, in the coming year, upward pressure on firms’ capacity will be high (at best) in Malta, Luxembourg and, to a lesser extent, Austria, whereas firms in Latvia, Lithuania, and Greece are likely to continue to struggle to fill (existing) capacity.

Figure 16Capacity utilisation and firms’ sector-specific business outlook (%)
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	Source:

	EIBIS2016 and EIBIS2017.





The (continued) focus on replacement implies a low employment elasticity of investment activities going forward. Figure 17 shows that while firms report a positive employment effect of their investment activities on average, this effect is significantly lower for firms allocating the biggest share of their investment outlays to the replacement of existing machinery, equipment and IT than it is for firms focusing on innovation or the expansion of existing capacity.

This result holds across all sectors, and also if we control for country, sector and size fixed effects in a regression framework.

Figure 17Employment change associated with investment in different areas (Net balance)
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	Source:

	EIBIS2017.




	Note:

	Base: All firms. The red line indicates the average across sectors.




	Q:

	“How much, if at all, do you expect the number of employees in your business to increase or decrease as a direct effect of your investment in the last financial year? Please count employees who were and will be recruited as a direct result of your investment and subtract all employees who were and will be rationalised.”





Lack of staff with the right skills is now the most frequently cited obstacle to investment in the EU. The EIBIS asks firms about (absolute) obstacles to investment in their countries of operation. Whereas “uncertainty about the future” topped the list of issues in the first wave of the survey, it has now been overtaken by “lack of staff with the right skills” (which previously came in second).

Overall, 72% of firms cite lack of staff with the right skills as an obstacle to their investment activities. This is followed by uncertainty about the future (with 71% of mentions), and business regulation (63%). Access to finance is in seventh place (with 44% of mentions) after labour market regulation (62%), high energy costs (56%), and lack of demand (47%).

There are few differences in the order of obstacles across countries.
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