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%LUWK�RI�WKH�HXUR�D
PLOHVWRQH�IRU
(XURSHDQ�LQWHJUDWLRQ

The launch of the euro, initially adopted by eleven Member States, on
1 January marked the year 1999. It constitutes a defining event in the
European integration process. The success of the changeover was due
to the great strides in economic convergence achieved by the
macroeconomic policy course pursued in the countries concerned.
1999 is also the last year of a decade that was characterised by
lacklustre economic growth and poor employment performance in the
EU. With the arrival of the euro and the solid foundations for
economic policy-making which have been established, the EU may
well be on the verge of a sustained recovery, richer in job creation.

(XUR�ZDV�ODXQFKHG
RQ�VROLG
IRXQGDWLRQV«

When it was decided in May 1998 which countries would participate
in the single currency, the prevailing expectations were that the euro
would be launched in an auspicious macroeconomic environment. A
high degree of sustainable convergence had been achieved, a soundly-
based recovery was gathering pace and the rate of net job creation was
quickening. Hence, the conditions needed to secure a lasting revival of
growth and employment in the EU appeared to be in place.

«�EXW�DPLG�F\FOLFDO
ZHDNHQLQJ

The launch of the euro coincided, however, with growing concerns
about the short-term growth and employment outlook following the
pronounced global slowdown in the wake of the 1997-98 financial
crises. Sluggish demand in the EU’s export markets and the sharp
currency devaluations in the crisis-ridden regions gave rise to fears
that a marked deceleration in EU exports would divert domestic
demand from its healthy growth path.

Broadly in line with the path envisaged early in the year in the
Commission services’ Spring forecasts, economic activity remained
weak in the first half of 1999 in the EU. The annual rate of real GDP
growth decelerated to about 1½ per cent from about 3 per cent in the
first half of 1998. Exports decelerated noticeably and the weakness in
external demand combined with less favourable growth prospects led
to an important downward adjustment in stocks. Investment in
equipment also decelerated, but to a lesser extent than initially feared.

0LOG�VORZGRZQ�WKDQNV
WR�DGHTXDWH�SROLF\
UHVSRQVH�DQG�UHVLOLHQW
GRPHVWLF�GHPDQG

The size of the downturn in the EU was mitigated by several factors.
Firstly, the policy mix was adjusted adequately. In the context of low
and decelerating inflation, the downward convergence of short-term
interest rates in 1998, the easing of the European Central Bank’s key
policy rate by 50 basis points in April and reductions in official
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interest rates in several “pre-in” countries provided an adequate
support to domestic demand and economic activity. At the same time,
budgetary policies remained directed towards achieving the required
adjustment whilst moderate wage developments continued to prevail.
Furthermore, the robustness of economic activity in the sheltered
sectors has helped to weather the deterioration in the external
environment. Output in the construction sector gathered momentum as
residential construction was boosted by high household sector
confidence and low interest rates whilst public investment was no
longer squeezed by fiscal consolidation efforts. Both in the traditional
and the high value-added service sectors activity remained buoyant.
Finally, consumer confidence has remained at a high level, partly
reflecting steady gains in net job creation, which sustained robust
growth in private consumption.

7XUQLQJ�SRLQW�LQ
VXPPHU�����

Clear signs of a renewed recovery have emerged since early summer.
The initial impetus has come from exports which surged as the
external economic environment improved under the combined impact
of the unexpectedly early and fast pick-up in global output growth and
trade and of an improvement in international competitiveness
following the depreciation of the euro during the first half of the year.
A rebound in business activity followed quickly: industrial production
turned around, a correction in inventories took place and business
confidence improved. Overall, therefore, economic growth has
strengthened from about 1½ per cent in the first quarter (annualised
rate) to an expected 2¾ per cent in the fourth quarter of 1999. For the
year a as whole, the Commission services now expect real GDP
growth of 2.1 per cent in both the EU and the euro area.

(8�PXVW�EH�VHHQ�DV
DQ�HFRQRPLF�HQWLW\
ZKLFK�LV�QRW�LPPXQH
WR�H[WHUQDO�WUHQGV

Although the slowdown was only temporary and relatively mild, it
underscored the vulnerability of the EU economy to adverse
developments in the world economy. However, a further strengthening
of the underlying growth forces, closer integration among Member
States and reinforced economic policy co-ordination are likely to
reduce this susceptibility in the future, although the EU will not
remain entirely unscathed by global developments.

6KRUW�WHUP�RXWORRN
LV�IRU�D�VXVWDLQHG
DQG�EURDGO\�EDVHG
H[SDQVLRQ

The forces acting on economic activity in the EU augur well, on
balance, for the recent upturn to strengthen further over the next two
years. The EU enjoys sound economic fundamentals, an appropriate
and credible policy mix, steady gains in employment and a brightening
external environment. Under the combined influence of these positive
growth forces, real GDP growth in both the EU and the euro area is
expected to accelerate, from the close-to-potential rate of 2.1 per cent
in 1999, to 3 per cent in both 2000 and 2001 (2.9 per cent for the euro
area).
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Domestic demand will continue to drive the expansion, boosted by low
inflation, relatively low interest rates, improving confidence and a
neutral budgetary stance. Private consumption, which has been the
backbone of robust domestic demand in the recent past, is likely to
continue to be buoyant as it is benefiting from an improved labour
market situation and steady gains in per capita real disposable income.
With improved demand prospects, rising business confidence and high
profitability, investment in equipment is set to respond positively. Low
interest rates should continue to bolster construction.  Export growth
should accelerate further, driven by the expansion in EU export
markets and the competitive value of the euro. Furthermore, internal
EU factors are also boosting overall trade volumes. The adoption of
the single currency has fully removed exchange rate uncertainty within
the euro area and the ERM II is also acting to underpin the single
market. These moves towards a deepening in integration will boost
intra-European trade over and above the effects of stronger growth.

5LVNV�WR�WKH�RXWORRN
DUH�RQ�ERWK�VLGHV

This central forecast sees a largely self-sustained expansion in the EU
and the euro area. At the beginning of the year, the downside risks to
the economic outlook were perceived as predominant. As of now, the
uncertainties surrounding the central scenario seem to be more evenly
distributed.

0DMRU�GRZQVLGH�ULVNV
DUH�RQ�WKH�H[WHUQDO
IURQW

An important downward risk is still related to the world economic
outlook. The general improvement in the performance of the emerging
economies has reduced the probability of renewed turbulence in the
international financial system. But the “V-shaped” recovery
experienced in Southeast Asia has not been evident in all emerging
economies. More important, however, are prospective developments in
the US economy. Whilst a “soft landing” – slowdown to potential
without friction or disruption – is expected, a less benign outcome
cannot be excluded. A more abrupt deceleration in economic activity
could be caused by a resurgence of inflation, triggering a rise in
interest rates, which in turn could provoke a major correction in
currently generously valued equity prices. The latter would feed
through rapidly to consumer demand and provoke a sharp downward
movement in the US dollar. In the event of a “hard landing”, the EU
economy is unlikely to remain unscathed. Another externally-induced
risk pertains to the impact of the surge in crude oil prices. In the past,
this has been associated with a marked downturn in economic activity
in the EU. Assuming that oil prices have reached a plateau, the impact
at present is expected to be limited, given the low level and muted
increase of oil prices in real terms and the much reduced oil intensity
of production in the EU.
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,QWHUQDO�ULVNV�DQG
XQFHUWDLQWLHV�DUH
PRUH�HYHQO\�EDODQFHG

On the internal side, uncertainties relate to the rise in long-term
interest rates and future wage trends. There is some concern that the
observed rise in long-term interest rates could hamper domestic
demand similar to that which occurred in 1995. However, compared
with the previous rise in 1994-95, which was accompanied by a bout
of dollar weakness and intra-EU currency turbulence, the profitability
of investment is markedly higher and long-term interest rates are
currently still at much lower levels. Furthermore, there is a risk of a re-
awakening of wage pressures towards the end of the forecasting
period. Although wage trends consistent with low inflation and
enhanced investment and employment now seem to be more firmly
established, experience suggests that inappropriate wage demands may
resurface at an early stage of the recovery.

On the upside, the expected rebound in the EU could also prove
stronger than anticipated. The confidence effects of the successful
transition to EMU might now come fully to the fore and unleash
considerable dynamism. Furthermore, the credible commitment to
continued budgetary consolidation, employment-friendly wage
developments and reinforced economic reforms could boost
confidence and foster higher investment, and, through knock-on effects
on employment, stimulate further private consumption.  Finally, a
more rapid introduction of new technologies, deregulation of specific
sectors and a drive towards innovation and productivity gains could
lead to an improvement in performance reminiscent of the rapid
growth of the US economy in recent years combined with low inflation
and moderate wage increases.

8QHYHQ�JURZWK
SDWWHUQV�LQ�WKH�HXUR
DUHD�«

Some differences in growth performance among Member States have
continued in 1999. With the introduction of the euro, this dispersion in
real GDP growth, albeit relatively limited, has attracted increased
attention. Especially the disparity in economic activity between the
larger euro-area countries has led to discussion on whether these
differences reflect more permanent factors or simply temporary
differences in output growth. It also gave rise to debate on whether
euro-area countries have the instruments to address such differences.

«�VWHP�IURP�FURVV�
FRXQWU\�YDULDWLRQV�LQ
F\FOLFDO�DQG�VWUXFWXUDO
IRUFHV

The recent growth differences reflect the impact of essentially three
factors: vulnerability to the decline in external demand, the adjustment
of macroeconomic policies in the run-up to EMU and disparities in
potential growth rates.

Reflecting differences in trade and production specialisation, the
global slowdown in the aftermath of the financial crises in emerging
market economies has affected the euro-area countries in an uneven
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manner. The impact was considerable in countries (such as Germany
and Italy) which have both a relatively large trade exposure to the
emerging market economies and relatively large manufacturing
sectors. It was more moderate in others (for instance France and
Spain). In addition, the latter countries enjoyed stronger activity in the
sheltered sectors. The recent differences in growth performance in part
also reflect the lagged reaction to the adjustment of the
macroeconomic policy mix in Member States. For instance, in Italy,
the support to growth from declines in interest rates as part of EMU
convergence was offset to a greater extent than for instance in Spain
by the marked budgetary adjustment. Finally, in a longer-term
perspective, cross-country growth variations stem from differences in
potential growth rates reflecting disparities in the stage of economic
development (with differences reflecting a catching-up process), in
demographic features and the functioning of markets, especially labour
markets.

As the impact of the first two factors is expected to wane, differences
in output growth across euro-area countries are set to narrow
perceptibly over the next number of years.

,Q�(08�GLIIHUHQFHV
DUH�OLNHO\�WR�QDUURZ
EXW�VRPH�FDXVHV�PD\
UHPDLQ

The recent increase in differences in real GDP growth rates between
individual countries is by no means exceptional whether from a
historical perspective or in comparison with experience in existing
monetary unions. With the single monetary policy and the stability-
oriented policy framework, these differences can be expected to
become even less prominent in EMU in the medium to longer term.  At
this stage, however, it is premature to assess the precise consequences
of this regime change for future growth patterns across euro-area
countries. Nevertheless, some important causes of differences are
likely to remain. They concern essentially disparities in various
structural features, such as dissimilar potential growth rates and
propagation mechanisms. Such differences will have to be monitored
closely. Furthermore, it will be important to ensure the capability of
individual countries to address such situations through increased
flexibility in their goods and labour markets and an appropriate use of
the enhanced stabilisation role of public finances at the national level.

&RQWLQXHG�VWURQJ
MRE�FUHDWLRQ�«

Despite the temporary slowdown in economic activity, which occurred
at the turn of last year, employment has continued to grow at a robust
pace. Although a short-lived weakening in employment in the second
half of this year cannot be excluded, reflecting the lagged effect of the
slowdown, total employment is expected to increase by 1.2 per cent in
1999, equivalent to 2.1 million additional jobs. Whereas in 1998,
following five years of economic expansion, the job losses
experienced during 1992-94 were in the end offset, since 1999 total
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employment in the EU clearly exceeds the peak reached in 1991.
Nevertheless, the employment rate in the EU is still low, both in
historical and international comparative terms. The outlook is for
continued strong employment growth of the order of 1¼ per cent over
the next two years.

«�DV�JURZWK�KDV
EHFRPH�ULFKHU�LQ�MREV

Beyond the key role played by the pace of output growth and
continued moderate wage developments, a number of structural factors
and measures have also contributed to fostering employment growth in
the recent past. Indeed, the gradual shift towards the more labour-
intensive services sectors, initiatives to enhance the working skills and
employability of the labour force, measures promoting the use of more
flexible forms of employment and the pricing-in of low-skilled
workers have helped to translate economic growth into more jobs.

8QHPSOR\PHQW�LV
GHFOLQLQJ�«

The improving employment situation is gradually being reflected in
declining unemployment rates. Having reached historical highs in
1997 in many member countries, unemployment fell to 9.2 per cent in
1999 in the EU as a whole. It is expected to fall further to 8 per cent in
2001, i.e. the low reached in the early 1990s. Provided the EU
succeeds in securing a lasting, sustained recovery, the labour market
situation at the peak of the economic cycle could show a clear
improvement compared to that achieved at the time of the previous
peak. If realised, this would imply a clear break with past experience.

«�EXW�UHPDLQV�WKH
NH\�SROLF\�FKDOOHQJH

Despite these encouraging prospects, persistently high unemployment
and a low employment rate remain key problems in the EU. One-
dimensional views focussing either exclusively on adverse
macroeconomic shocks or on labour market rigidities alone fail to
offer a convincing explanation for the European job malaise. Indeed,
the notion of a persistent aggregate demand deficiency in the EU
resulting from common shocks is difficult to reconcile with the
diversity of labour market developments across countries and regions.
Conversely, accounting for high and persistent unemployment in the
EU solely in terms of labour market rigidities fails to give a complete
picture either.  In fact, if anything, over the past decade institutional
arrangements in Europe appear to have become generally more
employment-friendly. Consequently, the current majority view
attributes the EU’s dismal labour market performance throughout
much of the last three decades to the interaction of a series of adverse
aggregate supply and demand shocks with labour market institutions
and product market regulations proving insufficiently capable to adjust
swiftly to changes in economic conditions.

«�ZKLFK�FDOOV�IRU�D Sound macroeconomic policies have to play an important role in any
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FRPSUHKHQVLYH�DQG
LQWHJUDWHG�VWUDWHJ\

integrated and comprehensive strategy to reduce high and persistent
unemployment in the EU. Such an approach reflects the fact that
unemployment, while to an important degree of a structural nature,
still includes a significant element of cyclical slack. In addition, a
medium-term stability-oriented macroeconomic framework can also
facilitate the exploitation of synergies with structural policies to
improve labour market performance. Thus, medium-term fiscal
consolidation not only restores the room for budgetary manoeuvre in
the event of country-specific demand weaknesses, it also has a positive
impact on trend employment by contributing to keep real interest rates
low and crowding in investment. Structural reforms are an
indispensable and probably the most important element to improve
labour market performance in the EU on a sustainable basis. From a
general point of view, labour market and other structural reform
policies are probably easier to implement under conditions of high and
sustained activity.  The vigorous pursuit of economic reforms to
improve product market competition will have in due course a positive
impact on labour market performance. Obviously, the full benefits of
increased product market competition will only materialise when the
labour market structures in place allow for a smooth reallocation of
labour. This underscores the need for a broad-based, ambitious reform
strategy, with parallel progress in all markets.

$EVHQFH�RI
LQIODWLRQDU\
SUHVVXUHV�LQ�����

In 1999, the EU economy continued to enjoy a high degree of price
stability. Inflation (measured by the harmonised index of consumer
prices, HICP) bottomed out in early 1999 at 0.9 per cent. It has since
crept up to 1.2 per cent in September as higher energy prices – with
the price of crude oil having more than doubled since the beginning of
the year – and the depreciation of the euro have put upward pressure
on prices. On the other hand, internal demand and supply conditions
have been conducive to lower underlying inflation in the EU economy.
Wage increases continued to be moderate and deregulation and
increased competition in certain utility markets (notably
telecommunications and electricity) exerted downward pressure on
prices. On a year-average basis, inflation is expected to remain at 1.2
per cent in 1999 in the EU.

,QIODWLRQ�RXWORRN
UHPDLQV�EHQLJQ

The prospects are for a modest further increase in inflation (as
measured by the HICP) to 1½ per cent in both 2000 and 2001 in the
EU as a whole. The impact of higher energy prices on inflation is
expected to become more evident in the second half of 1999 and early
2000 but its effect is expected to wane in the course of next year. In
addition, the narrowing of the output gap and a cyclical rebound in
profit margins will add upward pressure on inflation. Nevertheless, the
projected higher rate of capacity utilisation and the reduction in
unemployment – which are desirable in their own right – are unlikely
to reach levels that are normally associated with bottlenecks in product
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and labour markets.

,Q�WKH�HXUR�DUHD�
LQIODWLRQ�LV�VHW�WR
UHPDLQ�ZLWKLQ�WKH
(&%�GHILQLWLRQ�RI
SULFH�VWDELOLW\�«

Having hovered around 1 per cent during most of the year in the euro
area, the year-on-year rate of increase in headline HICP inflation is
expected to edge up somewhat further in the next few months before
easing back in the course of 2000. In 2001, the effect of higher oil
prices will subside but the relatively vigorous economic recovery is
expected to lead to a modest increase in underlying inflation. As a
result, headline inflation is expected to rise from 1.2 per cent for this
year to 1.5 per cent in 2000 and to stay at that level in 2001.

«�DQG�LQIODWLRQ
GLIIHUHQWLDOV�DUH
OLNHO\�WR�QDUURZ

With price stability and a high degree of sustainable convergence
being key requirements for adopting the euro, differences in inflation
rates narrowed drastically in the run-up to EMU. At the turn of the
year, some widening of inflation differentials emerged across euro-
area countries.  Inflation fell rapidly to very low levels in a number of
countries (Germany, France, Austria), triggering fears of deflation, and
accelerated in some others (Spain, Ireland, the Netherlands, Portugal),
prompting concerns about overheating in these countries. This
dispersion in inflation rates was most pronounced in the spring of this
year, when it reached 2½ percentage points, and has tended to narrow
gradually since then. With inflation expected to edge up somewhat in
those countries where it is lowest and to abate gently where it is
highest, inflation differentials are set to narrow from about 1.8
percentage points in 1999 to about 1.6 percentage points in 2001.

$�FHUWDLQ�GHJUHH�RI
LQIODWLRQ�GLVSHUVLRQ
LV�QRUPDO�«

A certain degree of inflation dispersion will persist in the euro area
and is a standard feature even in long-established monetary unions.
Apart from a number of specific factors (such as differences in
consumption patterns and weights in the HICP), inflation differentials
in the euro area are related to a number of economic forces. Cross-
country variations in cyclical conditions (as discussed above) in part
have generated the recent differences in inflation. Furthermore,
inflation dispersion is explained by a convergence in price levels
across euro-area countries driven by closer market integration, greater
price transparency and a process of real economic convergence.
Despite the completion of the Single Market, price level dispersion is
still high. The further integration of markets, enhanced competition
and regulatory reforms are likely to induce a further convergence of
prices towards a common level. In addition, as less well advanced
countries catch up to the living standards and productivity levels of the
more mature economies, their price levels converge too, thereby giving
rise to relatively higher inflation rates.

«�DQG�GRHV�QRW Thus, to some extent inflation differentials are warranted as
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QHFHVVDULO\�SRVH
SUREOHPV�IRU
HFRQRPLF�SROLF\

equilibrating mechanisms to structural differences or short-term
cyclical disparities in the euro area. In certain cases, however, inflation
differentials could lead to the emergence of competitive imbalances
over time or they could be a signal of an undesirably large variation in
cyclical conditions across the euro area to which monetary policy
could and should not respond. In such cases other economic policy
responses, in terms of structural or budgetary policies, could well be
warranted. For each country, this would depend on an overall
assessment of the state of the economy relative to its potential, on its
external performance and competitive position and on the state of its
public finances relative to medium-term targets. A close monitoring of
price and wage developments is thus essential in EMU.

0DFURHFRQRPLF
SROLF\��QHZ�HUD�EHJLQV
ZLWK�WKH�ODXQFK�RI�WKH
HXUR

Since the early 1990s, macroeconomic policy in the EU has aimed at
restoring macroeconomic fundamentals conducive to sustainable
growth: price stability and sound budgetary positions. This resulted in
a remarkable convergence of inflation and budgetary performances at
the start of Stage Three of EMU. The launch of the euro at the
beginning of 1999 will have positive effects on Member States’
economies. But it also reduces the number of available
macroeconomic instruments, influences the policy assignment and
moves the dialogue between the economic and monetary authorities to
the supranational level.

0RQHWDU\�FRQGLWLRQV
FRQVLVWHQW�ZLWK�SULFH
VWDELOLW\�DQG
DGHTXDWHO\�VXSSRUWLYH
RI�JURZWK

Responsibility for monetary policy formally passed to the ECB on
1 January, with the latter institution now determining monetary policy
on the basis of conditions in the whole euro area. By any measure,
monetary conditions have been consistent with price stability and
provided adequate support for economic activity during 1999 in the
euro area. Following the decision in early April to cut the principal
refinancing rate by 50 basis points – against a background of low and
falling inflation and diminishing growth prospects – money market
rates moved to historically low levels, both in nominal and real terms,
before trending up somewhat since late summer. Notwithstanding the
decision by the ECB in early November to raise its key interest rates,
prevailing monetary conditions are growth supportive. The pre-
emptive measure to address the possible build-up of inflationary
pressure in the strengthening euro-area economy augments the chances
of achieving a lasting, sustained, non-inflationary recovery.

Also long-term interest rates, which are particularly important for
economic activity, fell to low levels. The rise over recent months,
broadly in phase with those in the United States, signals not only a
normalisation following a “flight to quality” effect in the aftermath of
the financial crises but also a response to a brightening economic
outlook. This bounce back notwithstanding, real long rates are at their
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lowest level since the early 1980s. Although difficult to interpret given
the change in monetary regime, monetary and credit aggregates also
suggest relatively accommodative monetary conditions.

With actual and expected inflation in conformity with the ECB’s
definition of price stability, a prospective euro appreciation, relatively
reassuring future wage developments and further improvements in
budgetary positions, monetary conditions are likely to remain
conducive to growth and employment. Obviously, as witnessed by the
recent ECB decision, the stance of monetary policy may have to
become less accommodative over the next years in order to ensure the
sustainability of the expansion.

8QH[SHFWHG��EXW
KHOSIXO��LQLWLDO�HXUR
ZHDNQHVV�«

The changeover from eleven national currencies to the euro was
achieved without technical difficulties on 31 December 1998, allowing
the new currency to make a trouble-free debut on foreign exchange
markets on 4 January 1999. After a short-lived upward spike, the euro
experienced an orderly depreciation against the other major currencies
until mid-July. Despite a subsequent strengthening, the nominal
effective exchange rate of the euro in early November is still about
9 per cent below its level at the changeover but less than 5 per cent
below its level in 1998 on average.

«�PDLQO\�UHIOHFWHG
F\FOLFDO�IDFWRUV

The depreciation in the euro against most other major currencies is
mainly attributable to cyclical factors, notably the weakness of the
euro-area economy relative to the US economy in the first half of
1999. As market expectations adjusted to this unexpected
development, the appreciation in the euro-legacy currencies against the
dollar, which had occurred in the second half of 1998, was steadily
reversed. To a lesser extent, the depreciation in the euro reflected also
an unfavourable market reaction to perceived difficulties in the
management of the euro-area economy and to confusing statements in
relation to exchange rate developments. In recent months, though,
these initial difficulties have been overcome and have given way to
better coherence in terms of substance and presentation.

3URVSHFWLYH�HXUR
DSSUHFLDWLRQ

Although estimates of exchange rate levels consistent with medium-
term economic fundamentals are subject to major uncertainties and
should therefore be used with caution, such estimates suggest a
potential for an appreciation of the euro in a medium-term perspective.
The prospective appreciation of the euro exchange rate should also be
seen against the background of a likely reversal in relative cyclical
positions, with the euro area set for a sustained expansion whilst the
US economy slows.

7KH�ILUVW�URXQG�RI With the move to Stage Three of EMU, and the need to safeguard
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VWDELOLW\�DQG
FRQYHUJHQFH
SURJUDPPHV�«

budgetary discipline, an intensification of the multilateral surveillance
of Member States’ budgetary policies has been introduced. As required
by the Stability and Growth Pact, between late 1998 and early 1999 all
Member States submitted stability and convergence programmes
informing the Ecofin Council and the Commission about their current
and medium-term budgetary plans. The assessment of these
programmes needed to take into account the impressive budgetary
adjustments achieved in the run-up to EMU, the cyclical weakening at
the turn of the year and the adjustment required to meet budgetary
positions of close to balance or in surplus.

«�VKRZ�FRQWLQXHG
EXGJHWDU\�DGMXVWPHQW
HIIRUWV

With all programmes aiming at budget deficits of around, or below,
one per cent of GDP by the year 2002, they were found to comply in
broad terms with the requirement of budgetary discipline, thereby
creating room for manoeuvre in most countries for the budgetary
stabilisers to operate. For the EU as a whole, based on the objectives
of the programmes, the budget deficit is projected to fall by 1¼ per
cent of GDP to ½ per cent of GDP while for the euro area a decline of
about 1½ per cent of GDP to ¾ per cent of GDP is projected. The
projected budgetary adjustment relies predominantly on a reduction in
primary expenditure as a proportion of GDP, in combination with a
gradual decrease in the tax burden. Nevertheless several disappointing
aspects were underlined in the assessments of the programmes: the
target positions in several countries do not go beyond minimal safety
margins; in many cases the pace of adjustment is relatively slow; often
the planned measures are postponed towards the end of the period
covered by the programmes; and the improvement is mainly due to
strengthened cyclical conditions and falls in interest payments.

%XGJHW�WDUJHWV�IRU
�����OLNHO\�WR�EH�PHW

Despite real GDP growth that, for the EU as a whole, is expected to be
½ of a percentage point (¾ of a percentage point for the euro area)
lower than assumed in the original national budgets and in the absence
of significant new measures, it is now predicted that most countries are
on track to meet their 1999 budgets or will do better. They benefited
from: appreciably better-than-expected budget out-turns for 1998; a
fairly limited effect from the slowdown as private consumption
remained buoyant; lower-than-projected interest rates; and
contingencies built into their budgets. As a result, the budget deficit in
the EU is estimated to decline to about 1 per cent of GDP in 1999 (1.6
per cent in the euro area). The year 1999 has seen a notable
improvement in the cyclically-adjusted budget balance of half a
percent of GDP in both the EU and the euro area as a whole.

3RVLWLRQ�RI�FORVH�WR
EDODQFH�LV�LQ�VLJKW�EXW

A budgetary position of almost in balance is expected to be achieved
by 2001 in the EU as a whole whereas the euro area has still some
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WKH�SDFH�RI�IXWXUH
LPSURYHPHQW�LV
VORZ«

distance to travel to reach that mark. The further improvement in
budget balances relies essentially on an accelerating recovery and on
further declines in the interest burden. Indeed, according to the present
forecast, virtually no improvement in the cyclically-adjusted budget
balance is expected over the next two years. Nonetheless, at a level of
about 3½ per cent of GDP already, the primary surplus allows for a
steady reduction in the public debt ratio in the EU and, to a lesser
extent, in the euro area as whole. Virtually all countries are expected
to join the general trend of falling budget deficits or rising surpluses.

����WKRXJK�QDVFHQW
UHFRYHU\�RIIHUV
RSSRUWXQLW\�WR�EH
PRUH�DPELWLRXV�«

The better-than-expected results achieved in 1999 and the improved
growth prospects provide a window of opportunity to step up
discretionary adjustment efforts. By doing so, Member States could
progress more rapidly towards the medium-term objective of the
programmes or embark on a strategy of moving towards a more
ambitious medium-term objective. In countries with more mature
recoveries, additional budgetary improvement would help moderate
inflationary pressures. In others, notably in the larger countries, the
more budgetary consolidation efforts are pursued with rigour and are
perceived as such by the markets, the more monetary policy will be
unburdened, thereby facilitating the maintenance of a policy mix
consistent with price stability and supportive of sustained high growth
and employment.

«�DQG�WR�SUHSDUH�IRU
DJHLQJ�«

In the absence of large and unexpected demographic developments,
EU countries will witness substantial increases in their old-age
dependency ratios after 2010 and decreases in the size of the labour
force. On the basis of unchanged policies, ageing populations are
expected to lead to large increases in expenditures on public pension
and health care systems. Failure to place such expenditures on a
sustainable footing could make it difficult for Member States to fulfil
their commitments under the Stability and Growth Pact.

An integrated reform process is required in a variety of fields to tackle
the consequences of ageing populations. Firstly, the policy of active
ageing now being pursued needs to be reinforced by measures aimed at
increasing the participation rates of elderly workers and reducing high
levels of structural unemployment. Secondly, Member States should
strive to attain the objectives of the Stability and Growth Pact, as this
will enable them to meet the ageing of populations with a lower
interest burden and smaller public debts. Thirdly, further reforms are
required to place public pension systems on a sound financial footing
and to tackle large intergenerational imbalances. Such reforms will
allow reducing gradually the high contribution rates, which have a
negative impact on the functioning of the labour market. Reforms
should concentrate on entitlements and in particular should seek to
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remove biases/incentives that presently induce early withdrawal from
the labour market.

«�DQG�WR�LPSURYH
LQFHQWLYHV�IRU
HPSOR\PHQW�DQG�MRE
FUHDWLRQ�WKURXJK
PRUH�HIILFLHQW
WD[�EHQHILW�V\VWHPV

The further improvement in budgetary positions needs to be
accompanied by a comprehensive reform of the levels and structures
of taxation and government expenditure. A reduction in tax burdens
will require comprehensive reforms to control the growth of public
expenditure, especially on social benefits. While the overall tax burden
is significantly higher in the EU as compared to the US and Japan, the
difference in terms of the tax wedge on labour is greater still. Weaker
work incentives in the EU arise also from higher marginal tax rates.
Similar findings apply to benefits, which are relatively high and
durable in most Member States. Particularly striking are the
differences between the EU and the US as regards incentives for the
long-term unemployed to return to employment and in the taxation of
low-paid workers.

Member States are increasingly aware of the incentive effects of tax
and benefit systems. A number of them have undertaken thorough
reforms of their tax and benefit systems in recent years, and others
appear determined to follow suit, in order to halt the drift into
unemployment, especially long-term unemployment, and to promote
job creation and ensure incentives to take up a job.

(XUR�FRQWULEXWHV�WR
PRUH�LQWHJUDWHG�DQG
HIILFLHQW�ILQDQFLDO
PDUNHWV

EMU has happened at a time of increased competition and integration
in the financial field as a result of actions to complete the internal
market, deregulation and rapid technological progress.  By eliminating
exchange rate risk and increasing price transparency, the introduction
of the euro supplements these processes which are beneficial for
several reasons. More efficient, wider and deeper capital markets are
providing new business opportunities for the financial services
industry and facilitate access to equity financing, including risk
capital, which is of particular significance for SMEs and start-up
companies. Overall, this should contribute to investment and
competitiveness. Consumers, too, will benefit from an increasingly
broad range of innovative and competitive financial products and
services. Integrated financial markets also contribute to
macroeconomic stabilisation. The diversification of investment
portfolios on a cross-border basis will provide a cushion in the event
of asymmetric shocks and economic agents will be able to draw from a
larger pool of financial resources to smooth demand.

*UDGXDO�SURJUHVV
WRZDUGV�SDQ�

As widely anticipated, the introduction of the euro has had very rapid
and profound effects across the spectrum of European financial



EXECUTIVE SUMMARY

- xx -

(XURSHDQ�ILQDQFLDO
PDUNHWV����

markets. Changes in investor behaviour are well underway, albeit with
considerable variation in the depth and speed of the process. The
removal by EMU of currency asset restrictions within the euro area,
combined with historically low yields on bonds, is contributing to a
geographic diversification from local to pan-European markets.
Government bond markets are undergoing important changes, and
there has been a rapid development of the corporate bond market. In
terms of equity markets there is again a reduction in the home-country
bias of portfolios with a shift to pan-euro area or pan-European
positions and a move to investment on a sectoral basis. Indeed, as bond
and equity markets become increasingly deep and liquid, they are
promoting more efficient allocation of capital and are providing viable
sources of financing for an increasing number of companies. In many
cases, while structural changes are well under way, it will take time for
their full effects to be revealed. The banking sector is a clear case and
equity trading, whether through the proposed alliances among stock
exchanges or new electronic networks, is another.

����EXW�LPSRUWDQW
REVWDFOHV�UHPDLQ

Nevertheless, important obstacles remain to achieving the full benefits
of a single EU financial market, such as the technical fragmentation of
the repo market and restrictions on the cross-border activities of
institutional investors. For this reason the Commission produced in
May 1999 an Action Plan for Financial Services, which was endorsed
by the Cologne European Council in June, and in October 1999 a
Communication on Risk Capital.

*

* *

The first year of the euro has seen a marked improvement in economic
prospects in the EU. The swift recovery is testimony to the strength of
the EU economy. In the near term, the challenge for economic policies
is to ensure that the recovery strengthens whilst maintaining price
stability. In a medium-term perspective, the challenge is to foster
sustained economic growth and high employment creation in the next
decade. Maintaining the present orientation of macroeconomic policies
will remove a major hurdle preventing the attainment of economic
potential. Securing a lasting recovery requires, however, decisive steps
to increase this potential, especially through perseverance in dealing
with outstanding structural problems.
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