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At a glance

Investment is the lifeblood of competitiveness and productivity. Investment in capital, like infrastructure and
machinery, accounts for 70 to 80 percent of productivity growth across regions. Much of the rest comes from
investing in R&D, human capital, and other intangible assets. Insufficient investment compromises Europe’s
competitiveness, way of life, and place in the world—and without competitiveness, investment will not flow.

Europe’s investment pulse is low. US investment in intellectual property (IP) and equipment is double that of
Europe per capita. In 2022, large US corporations devoted about €700 billion more to capital expenditure and
R&D than European peers. And Europe’s venture capital assets under management are equivalent to one-
quarter of the US total.

Europe needs to reemphasize removing well-known barriers to investment to raise its pulse. Barriers include
energy costs, talent shortages, business and labor market regulation, and geo- and macroeconomic uncertainty.

Investment is the best pulse check to guide action on reducing barriers and boosting competitiveness.
Investment is simpler than competitiveness rankings, is more forward-looking than productivity, and signals
commitment. For every action, the question should be, “Does it raise or lower investment?” For example,
would bridging today’s four-percentage-point gap with the United States on returns on invested capital
hinder or unlock more investment? Would a change in public accounting standards help raise net public
investment above the current 1 percent of total public expenditure? Would industrial policy retain capital-

intensive industries and help scale up capital-hungry technologies?

Investment in capital expenditure
and innovation is the lifeblood
of competitiveness

Economists typically define competitiveness as
productivity, which results from a wide range of
factors, including infrastructure, labor, fiscal and
monetary policies, finance, and, more broadly,
institutions. Competitiveness is not easy to measure
and does not always resonate with businesses that
ultimately benefit from and drive it.

A simpler way to take the pulse of competitiveness
is to measure investment. Why? First, investment
matters. From 1997 to 2022, 70 to 80 percent

of productivity growth was the result of capital
deepening—investment in infrastructure,
property, plants, machinery, equipment, and so
on.' The rest came from total factor productivity
that often relates to innovation, which, in turn,

links with investment in R&D, human capital, and
other intangible assets. Half of the slowdown in
productivity growth in Europe and the United States
since the mid-2000s can be traced to a persistent
decline in the growth of capital per worker.? Second,
investment is more forward-looking than many
other economic indicators, such as productivity

and GDP, and represents a commitment to a region.
Third, it is strikingly simple and can therefore

help stakeholders negotiate their way through
complexity and trade-offs.

Aregion thatis not investing cannot be competitive,
and aregion that is not competitive will fail to attract
domestic or foreign investment: a vicious circle. For
Europe, defined here as the 27 member states of
the European Union (EU) plus Norway, Switzerland,
and the United Kingdom (also referred to as Europe
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30), failing to increase investment puts Europe’s
prosperity, way of life, and place in the world at risk.

Europe’s investment pulse is low

Europe’s netinvestment in the most productive
assets is low both in comparison with the level
before the global financial crisis and in comparison
with that of the United States.

After the global financial crisis, net investment
fell precipitously, and it remains down

€550 billion ayear

After the global financial crisis, net investment

in the United States and Europe fell significantly,
but the decline was especially pronounced in
Europe amid the Eurozone crisis, an environment of

Exhibit 1

austerity, and weak demand (Exhibit 1). In the past
decade, European net investment rates as a share
of GDP were on average 2.8 percentage points or
about €550 billion a year (nominal) lower than in
the decade before the global financial crisis. Note
that this research emphasizes net fixed capital
formation (that is, after subtracting depreciation and
impairment of existing assets) rather than the more
commonly used gross numbers. This is because
only net additions to the capital stock, not their
replacement, drive capital deepening, productivity,
and wealth.

Other regions are outpacing Europe in
attracting investment

Over the past 25 years, capital per worker has
grown by 10 percent in real terms in Western

Europe’s net investment fell by approximately three percentage points of

GDP after the global financial crisis.
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Exhibit 2

Western Europe’s capital per worker rose by a real 10 percent in 1997-2022
versus North America’s 50 percent and China’s 700 percent.
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Europe, by 50 percent in North America, and by
700 percent in China (Exhibit 2).3 Western Europe is
the only region whose total factor productivity has
fallen over the past quarter century.

The United States invests more than twice as
much per capita in the most productive assets
While Europe’s investment share of GDP appears to
be healthy on the surface, Europe is not investing on
the same order of magnitude as the United States
in what are typically the most productive types of
investments, namely machinery and equipment,

IP, and intangibles. Intangibles, including R&D

and software in particular, play an increasingly
important role in today’s economies. They generate
economic returns of about 25 percent—that s, an
increase in annual GDP of 25 cents on each dollar
invested—more than other assets.*

The United States is investing two percentage
points of GDP more than Europe in IP and
machinery. Leaving aside differences in per capita
GDP, this is twice as much (€4,900 per year) in per
capita terms (Exhibit 3). It is notable that Europe’s
share of gross domestic expenditure on R&D
relative to the United States and China fell from

39 percentin 2010 to 29 percent in 2021. Moreover,
Europe’s spending has tended to be directed toward
midtech sectors much more than high-tech ones.

Europe surpasses both the United States and China
in the production of scientific and journal articles.5
But its commercial innovation falls short. Europe
accounts for only about 5 percent of global patent
filings, compared with 15 percent for the United
States and 80 percent for China.® Competitive
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Exhibit 3

European gross investment lags behind the US by two percentage points of
GDP in asset types with the highest productivity.

Gross fixed capital formation by asset type, average 2010-22, % of GDP
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funding and institutional autonomy could increase
the output of patents by European universities.”

These important investment gaps risk going
unnoticed because Europe has a slightly higher
aggregate gross fixed capital formation share
of GDP than the United States, but most of that
stems from dwellings and other construction. It
is vital to look at metrics that point to the most
productive investment.

Apart from Switzerland, all regions in Europe have
lower investment than the United States in these
two most productive types of assets. But there
are differences among those regions. Holding

up best are Switzerland and, to a lesser extent,
Benelux, France and the Nordic economies.

Southern Europe has the most pronounced gap

at 2.9 percentage points, which reflects both
adecline in such investment after the global
financial crisis and the fact that these economies
lag behind on R&D and innovative sectors. The
next-largest gap, at 2.7 percentage points lower
than the United States, is the United Kingdom

and Ireland. This reflects long-run investment
weakness in the United Kingdom. Germany has
the third-largest gap as well as a significant deficit
in infrastructure investment. Central and Eastern
Europe’s investment in these two types of assets is
higher than the European average, reflecting rapid
catch-up, but the region’s investment share of GDP
is still lower than might be expected at its growth
rates and has fallen in recent years.
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Large European firms invest €700 billion or
about €3,000 per capita less than their

US counterparts

Through a corporate rather than geographic lens,
large US corporations (defined as having more than
$1 billion in revenue) devoted about €700 billion or
€3,000 per capita more to capital expenditure and
R&D than their European counterparts in 2022.

US corporations increased their share of total
investment by large European and US firms (capital
expenditure and R&D) from 54 percent in 2010 to
64 percentin 2022 (Exhibit 4).

The gapis evident in every sector except the
materials and automotive sectors but is particularly

Exhibit 4

pronounced in technology, energy, and industrials,
including semiconductors (Exhibit 5). Evenin
industrials, which is typically a European stronghold,
US firms have higher capital expenditure.
Construction spending for manufacturing in the
United States has doubled since the Inflation
Reduction Act and CHIPS Act became law in 2022.8

Large US technology firms play a standout role

in this difference in investment levels. Just ten

US companies account for 19 percent of total
investment by larger firms across the United States
and Europe (Exhibit 6). The technology giants
sometimes dubbed the “magnificent seven”—
Alphabet, Amazon, Apple, Meta, Microsoft, Nvidia,

Large European companies spend less than US counterparts, and the gap
has grown from about 35 percent to about 80 percent in just seven years.

Capital expenditure and R&D spending of large' European? and US corporates,® 2010-22* (2022 prices)
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Exhibit b

The Europe-US investment gap is present in almost every sector but is
particularly large in technology and energy.
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and Tesla—devoted about €360 billion to capital
expenditure and R&D in 2023.° Of course, Europe
also receives some of that investment—and

European firms also invest abroad.

Europe has a higher share of small and medium-
size enterprises (SMEs) that are not part of this

analysis of large firms, and SMEs tend to have lower
productivity and invest less in R&D."

On the funding side, Europe has scope to
radically increase the supply of risk capital

Risk capital, such as venture capital (VC) and private
equity (PE), can be a particularly strong signal of
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Exhibit 6

The top ten US companies invest three times as much as Europe’s top ten.

Capital expenditure and R&D spending of large' European? and US corporates, 2022,% € billion
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investment trends, especially in the technology
arena. This is where Europe lags behind the most."
In Europe, VC assets under management as a
percentage of GDP are only about one-quarter

of those in the United States. PE assets under
management are half the level in the United States
(Exhibit 7).

Within Europe, there is large variation. Private
capital raised in Sweden and the United Kingdom is
20 times higher as a share of GDP than in Germany,
forinstance.” This can matter. One study found
that private-capital-backed portfolio companies in
Sweden on average achieved a 22 percent increase
in productivity during a seven-year holding period.”
Also, 60 percent of companies in the Swedish

[ ExxonMobil 18

Europe 30" total 913

Other 1,371 companies

Deutsche
Telekom

e ouw
-f TotalEnergies

-7 Stellantis
42— »p
-7 Mercedes

40— Novartis

20
18

18

18%

of European spending is driven by
the top ten European companies
€164 billion

top 200 by revenue in the past two decades were
backed by private capital.**

There is an opportunity for Europe to unlock

the full potential of VC and PE. Europe could

also encourage higher PE and VC allocations by
pension funds and insurers. This would require
consolidation of these funds and changes in
regulations so that they can shift fund allocations
and build the required capabilities.” Europe

can take specific actions, such as creating a
stable regulatory and tax environment for private
investment, actively stimulating investment
through government-backed programs, and
supporting industry consolidation.'® As has been
widely discussed, a capital markets union in the EU
could further improve financial conditions.”
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Exhibit 7

Europe’s private equity and venture capital assets under management are
substantially lower than in the United States.
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Europe needs to reemphasize removing
well-known barriers to raise its
investment pulse

Europe continues to face arange of barriers

to investment that are well known and much
discussed, but progress in bringing them down
has faltered.

In one survey, European executives highlighted five
main barriers to investment: high energy costs, a
scarcity of people with the right skills, uncertainty
about the future, regulation of businesses, and
regulation of labor markets.” The most important
barriers cited in comparison with the United

States were energy costs and uncertainty, which
executives say are higher obstacles in Europe than
in the United States.

— Higher energy costs. Europe remains highly
dependent on energy imports. In 2022,
Europe imported 63 percent of the energy it
needed. By contrast, the United States has
been a net exporter of energy since 2019."°
Moreover, Europe obtains its energy from a
limited number of suppliers; one-quarter of its
imports came from fewer than three countries

Deal volume in US
and Europe, 2022," $ billion

—48%

-60%

us Europe 30 us
Private equity

Europe 30

Venture capital

in 2021.2° This combination of dependency on
imports and the concentration of those imports
proved challenging to the region’s energy-
intensive industries when gas supplies were
compromised in the wake of Russia’s invasion of
Ukraine. For years, those supplies had helped
ensure access to affordable energy for those
industries. Industrial power and gas prices
doubled between the first half of 2020 and the
second half of 2022.2' The gap in the price of
industrial electricity between Europe and the
United States has been narrowing in 2024, but
European prices are still significantly higher.
This is a particular challenge for investment by
energy-intensive firms operating, for instance, in
the chemicals sector.

— Talent. Organizations in Europe are facing a
severe shortage of key talent. In a McKinsey
survey, 90 percent of respondents said their
companies would face a meaningful skills
gap in the coming years.?? At the same time,
digitization and the automation of work are
leading to further skill shifts, with about
40 percent of Americans and 34 percent
of Western Europeans potentially needing
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to switch occupational groups by 2030.%
Moreover, 46 percent of workers globally are
considering leaving their jobs in 2024, and this
attrition is making it harder to retain skills within
organizations.* While talent is not necessarily
less available in Europe than in the United
States, Europe will face a stronger drag from
aging. Its old-age dependency ratio is expected
to increase from about 35 percent in 2020 to
some 50 percentin 2030.2%

Uncertainty about the future. Uncertainty has
increased, not least since Russia’s invasion of
Ukraine exposed Europe’s energy dependency
and geopolitical fault lines. According to
European Investment Bank simulations, if
uncertainty in 2022 had remained at 2021 levels,
corporate investments in 2022 would have been
10 percent higher (all else being equal).?® There
is also a history of Europe taking less bold action
to counter macroeconomic shocks, for instance
when economies fell away from the recovery
following the global financial crisis into the
Eurozone crisis.?’

Business regulation. Business regulation was
cited as a major obstacle by 25 percent of
respondents in the latest European Investment
Bank investment report. Moving closer to a true
European single market with at least common,
if not business-friendlier, rules appears to

be a priority for executives. In a 2021 survey,
members of the European Round Table for
Industry judged that the single market was only
about 75 percent complete.?® Trade frictions
within the EU have been estimated to reduce
EU GDP by 5 to 10 percent.?®

Labor-market regulation. Europe generally
has less flexible labor markets than the United
States. For instance, in Europe, average
redundancy costs equal 15 weeks of salary,
compared with zero weeks in the United
States.*0 Itis also easier to transition between
jobsin the United States, where 4 percent of
the working-age population switches jobsina
quarter, compared with 3 percent in Europe.®'
While labor-market flexibility is no panacea and
can also entail lower investment in employee

skills, it does continue to come up high as an
investment barrier in executive surveys.

Ways to tackle such issues have been identified,
including completing the single market and ensuring
that regulation is predictable.3? Such actions have
been discussed in previous MGl research and by
numerous other organizations and are not detailed
in this article. Our argument here—in light of limited
progress toward addressing these hurdles—is that
investment should be front and center and that so
long as there is a gap, bolder action is needed.

Prioritizing investment as a simple
pulse check for important decisions
could unlock action

Maintaining Europe’s prosperity and the

welfare of citizens depends on productivity

and competitiveness, which, in turn, hinge on
investment, not least in innovation. It is striking that
if the five largest European countries had kept pace
with US productivity growth from 1997 to 2022,
their per capita GDP today would be $13,000 higher
in purchasing power parity (PPP) terms.33

Recognizing that investment is the lifeblood of
competitiveness can help Europe reprioritize,
identify simpler answers to complex topics, and
not only survive but thrive. Taking the pulse of
investment is a simple way to measure the problem
and, on that basis, act boldly and deliver. With

this lens, what questions might Europe’s leaders
answer differently?

— Caninvestment flow while returns on invested
capital are comparatively low? Treating
investment as a priority also means welcoming
significant returns on that investment. Yet
returns on invested capital (ROIC) in corporate
Europe were four percentage points lower
than those in the United States between
2015 and 2022. Over that period, large public
companies in Europe had an ROIC of about
14 percent, compared with about 18 percent
in the United States.®* Europe’s lower returns
undermine investment at atime when capital is
becoming scarcer. The disparity is largest in the
technology hardware, software services, and
pharmaceutical sectors.
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— Can Europe afford to lose its capital-intensive

industries while not scaling a capital-hungry
technology sector? Technology is growing and
needs investment, and a high-labor-cost region
with mounting energy costs must compete on
both technology and capital. Europe is in danger
of coming third in frontier technologies behind
the United States and China; of ten technologies
that matter for the future, Europe is leading

in only two.®® Forging a more solid position in
technology is becoming increasingly important
as Europe’s model of industrial excellence
comes under pressure from high energy costs,
tight labor markets, a shift in value creation

to high-technology arenas, and mounting
competition, particularly from China. Without
more sustained and larger-scale investment in
technology, Europe could fall further behind.

Europe does not need to mimic technology
hyper-scalers in the United States but rather
needs to build on its own strengths. Examples
could range from investing in more basic
research to enhancing university-industry
collaboration to developing and deploying
artificial intelligence in healthcare and
cleantech. Public precommercial innovation
procurementin key areas such as healthcare,
defense, and energy—at sufficient scale—could
unlock innovation and help create new firms.

The seven leading US tech giants spent about
$200 billion on R&D in 2023. This could be a
useful yardstick to gauge the scale needed.
Enabling companies to scale is vital. Ways to

do so could include a “28th regime” of common
business rules, cross-border consolidation, and
completing the single market.

Is an allocation of 1 percent of public
expenditure to net new investment the right
prioritization? Europe’s net public investment
(after depreciation of existing infrastructure)
has been near zero for decades. It should be
noted that net public investmentin Europe

is only one-100th of total public expenditure
(Exhibit 8). Reallocation or efficiency of just, say,
5 percent in other public spending could raise

it fivefold. Between 1995 and 2022, public-
sector net fixed capital formation averaged
about 0.6 percent of GDP.2® That is only about
half what the United States—whose inadequate
infrastructure is intensely discussed—spent
over this period (1.3 percent).’” At times of fiscal
constraint, public investment is all too often

the discretionary item that is cut, despite the
fact that, if deployed effectively, it can boost
demand, confidence, productivity, and therefore
further investment.®® One way to safeguard
public investment would be a change in public
accounting standards and fiscal rules. Like

Exhibit 8
Net public investment in Europe is only one-100th of total public expenditure.
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Source: AMECO; OECD: McKinsey Global Institute analysis
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corporations, governments could activate
investments (with proper impairment tests to
avoid white elephants) on a balance sheet so
that the expenses hit budgets only as the asset
depreciates over its lifetime.®°

Is Europe’s macroeconomic and fiscal
environment conducive to investment? From

a corporate perspective, the clearest signals

to invest are strong demand and a tight labor
market. Yet a weak macroeconomy has deterred
investment in Europe. When macroeconomic
conditions are stable, productivity in Europe
and the United States tend to move in tandem.
But after every crisis in recent decades, from
the bursting of the dot-com bubble to the global
financial crisis to the COVID-19 pandemic,

productivity failed to recover as well in Europe
asitdid in the United States. In the two years
after each of those crises, Europe’s productivity
fell relative to that of the United States by
between 2 and 6 percent.*® This record argues
strongly for bolder action to ensure amore
stable macroeconomy.

As Europe’s decision makers tackle pressure on
Europe’s competitiveness, investment needs to be
center stage and one simple question asked: “Does
the current environment or proposed action unlock
significant investment?” Time is running out to
revive Europe’s investment pulse.
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