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EMU@10 
I. The first ten years: a resounding success  

After a decade of preparations, the decision to move to the final stage of EMU was taken in early May 1998, and on 1 
January 1999 the euro became the official currency in eleven EU member countries, followed by four members in later years. 
Ten years on, the time is ripe for a first comprehensive assessment of how it is functioning. Drawing extensively on the 
European Commission Report 'EMU@10: Successes and challenges after 10 years of Economic and Monetary Union', the 
overall findings suggest that EMU has been a resounding success. It has secured macroeconomic stability – supported by 
sound monetary policy and much improved fiscal behaviour in member countries – and boosted cross-border trade, financial 
integration, investment and employment. It has also brought significant benefits to euro-area member countries engaged in 
catching-up and has established the euro as the world's second international currency. It has nevertheless exhibited some 
weaknesses, as productivity growth has been below that of other developed economies while there have been substantial and 
persistent differences in macroeconomic performance across countries. This down side is not attributable to the euro per se but 
rather reflects both a backlog in structural reform in several member countries and an insufficient awareness of the policies 
required to ensure that a single currency area functions smoothly.  

On 1 January 1999, eleven EU Member States – 
Belgium, Germany, Spain, France, Ireland, Italy, 
Luxembourg, the Netherlands, Austria, Portugal 
and Finland – adopted the European Union's 
single currency, the euro, in what may be 
considered to be the world’s most radical 
monetary reform since Bretton Woods.1 This 
move established the second largest single 
currency area in the world (after the United 
States), which now produces two thirds of the 
EU’s GDP and one fifth of the world’s. Four 
other EU Member States have joined the euro 
area since its inception: Greece in 2001, Slovenia 
in 2007 and Cyprus and Malta in 2008. The area 
is set to expand further as most EU Member 
States currently outside the euro area are 
preparing to join at some point in the future.2  

The establishment of a single currency for the 
EU – and the creation of the European Central 

 
1 The assessment draws on Part I of European Commission 

(2008), 'EMU@10, Successes and challenges after 10 
years of Economic and Monetary Union', European 
Economy, No. 2, 2008, which includes a Commission 
Communication and an analytical report by the 
Commission Services. It draws also on a number of 
papers written by external and Commission economists, 
published in a dedicated series of ECFIN Economic 
Papers. 
These documents are available at:  
http://www.ec.europa.eu/economy_finance/emu10/ind
ex_en.htm

2 All the EU countries currently not in the euro area, apart 
from Denmark and the United Kingdom, which have 
opted out of the single currency, are committed to join 
the euro area once they fulfil the convergence criteria 
established in the Treaty. 

Bank (ECB) – was a leap forward in the process 
of European economic integration. Although the 
origins of the single currency go back to the 
1970s, the process accelerated in the early 1990s 
when the lifting of the Iron Curtain and the 
ensuing political uncertainties prompted the 
perception that stronger common goal-setting in 
the EU was needed. This eventually led to the 
go-ahead for economic and monetary union, as 
laid down in the Maastricht Treaty signed in 
1992. From then onwards EU members willing 
to join the euro area in the first wave engaged in 
a process of convergence towards the reference 
values enshrined in the Treaty regarding price 
stability, exchange rate stability, interest rates, 
government net borrowing and government 
indebtedness.3 Eventually the eleven countries 
mentioned above qualified for participation in 
the first wave.  

In its first ten years, the euro-area economy went 
through approximately a full business cycle, 
moving from the peak of the cycle at the advent 
of the euro to its trough in the wake of the 
dotcom bust, followed by a first slow and then 
decisive recovery. This makes it easier to avoid 

                                                      
3  Specifically, in order to qualify a country needed to satisfy 

the following criteria: inflation not exceeding by more 
than 1 1/2 pp that of the three best-performing Member 
States in terms of price stability, and a sustainable price 
performance; long-term interest rates not exceeding by 
more than 2 pp that of the three best-performers on this 
measure; not being subject to a Council Decision on an 
excessive deficit; and observing the normal fluctuation 
margins of the ERM without severe tensions for at least 
two years. 

http://www.ec.europa.eu/economy_finance/emu10/index_en.htm
http://www.ec.europa.eu/economy_finance/emu10/index_en.htm
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wrongly attributing observed economic 
tendencies to permanent, as opposed to cyclical, 
developments. However, the assessment is 
complicated by the fact that many of the changes 
in governance structures and policy orientations 
prompted by the single currency were already 
ongoing in the run-up phase, including – 
importantly – the pursuit of the Maastricht 
convergence criteria. Moreover, many 
participating countries were clearly not entering 
the euro area under 'steady state' conditions, but 
were still grappling with past economic 
disturbances.  

1.  Initial goals and expectations  

Aside from the political motivations for the 
creation of a single currency for the EU, the euro 
was intended to serve a number of economic 
goals, which can be grouped under the following 
three headings: 

• Macroeconomic stability. The single currency 
was in part a response to past episodes of 
excessive exchange rate, output and inflation 
volatility. The underutilisation of resources 
stemming from high macroeconomic 
volatility was deemed to be costly in terms of 
both efficiency and equity – and hence its 
removal beneficial.  

• Growth and jobs. The single currency was 
deemed to be a decisive move towards the 
completion of the European single market 
established in 1992. The reduction in 
transaction costs and risk premiums 
associated with the single currency were 
expected to boost intra-area trade and 
finance. As the exchange rate risks and 
currency transaction cost would diminish or 
disappear, a better use of scarce resources 
could be achieved, not least because greater 
transparency would foster competition.  

• Cohesion and convergence. It was expected that 
closer integration would boost real economic 
convergence towards the best-performers. 
Moreover, as economies would become 
more similar, policies would become easier 
to co-ordinate as the importance of national 
desiderata diminished. 

Before it was created there was a lively academic 
and political debate on the viability or desirability 

of an economic and monetary union for the EU. 
There was a very broad spectrum of views on the 
subject: some predicted a bumpy start or even 
collapse, while others were more sanguine. 
However, many tended towards a pessimistic 
view. The assessments in the early years were 
also coloured by the global economic downturn 
in the early 2000s and the depreciation of the 
euro against the US dollar in the period 1999-
2002, both roughly coinciding with the run-up to 
and introduction of euro coins and notes in 2002. 
This is in contrast with the assessment in this 
section, from which emerges a predominantly 
favourable picture of the first ten years of the 
euro – even if weaknesses, shortcomings and 
unfinished business are also highlighted.  

But even its fiercest proponents saw the creation 
and management of the single currency as a 
major challenge, essentially for the following two 
reasons: 

• First, the European Economic and Monetary 
Union (EMU) is unique in that it comprises a 
single currency and monetary policy in 
combination with fiscal policies conducted at 
national level – albeit within a common 
framework – by its participating Member 
States. This is unlike federal monetary 
unions, like the United States, where a 
federal government is endowed with 
sovereignty to tax and to provide common 
public goods. The US federal budget acts as 
a stabiliser, enabling fiscal transfers to 
automatically flow from booming to 
slumping states, whereas the euro area has 
no such transfer mechanism.  

• Second, alternative mechanisms of adjustment 
in the euro area were deemed to be 
comparatively weak. Low labour mobility 
within and across borders, weak 
responsiveness of prices and wages to the 
business cycle, and the limited degree of 
integration of financial markets – along with 
the absence of cross-border fiscal transfers – 
were considered to create a risk of tensions 
between participating countries building up if 
their economies failed to move in sync. In 
such an environment the loss of the 
possibility of exchange rate adjustment could 
prove costly and the effectiveness of the 
single monetary policy – which by its nature 
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could only be geared towards the needs of 
the area as a whole – questionable.  

The use of fiscal policies to stabilise the national 
economies was seen as possible to some extent, 
but the experience of previous decades had given 
rise to growing scepticism. Indeed, from the 
outset it was recognised that countries would be 
tempted to 'free ride' in the absence of the 
disciplining effect of exchange-rate risk 
premiums, by running budget deficits while 
neglecting longer-term considerations of fiscal 
sustainability. The adverse effects of fiscal 
profligacy would be all the more damaging as 
they risked spilling over, thus inflicting instability 
onto the area and squeezing productive capital 
formation in other participating countries. It 
would also hinder the newly created ECB in 
doing its job of maintaining price stability and by 
extension, macroeconomic stability. 

These concerns led to the development of the 
convergence criteria for inflation, exchange rate 
stability, interest rates and public deficits and 
debt, which were enshrined in the 1992 
Maastricht Treaty, and which countries must 
comply with to qualify for euro-area accession. It 
also led to the adoption of the Stability and 
Growth Pact (SGP) in 1997 which fixes rules for 
fiscal policy and penalties if those rules are 
breached. Concretely, countries are required to 
move towards and sustain a fiscal position 'close 
to balance or in surplus' over the medium term 
and will be subject to corrective measures if the 
fiscal deficit exceeds 3% of GDP and/or if 
public debt fails to converge towards or below 
60% of GDP, unless 'special circumstances' can 
be demonstrated. Participating countries submit 
annually a Stability Programme which contains a 
record of current and planned fiscal outcomes 
and on which the assessment of compliance by 
the competent EU authorities (the European 
Commission and the Ecofin Council) is based.  

The concerns over the weak adjustment capacity 
of the countries participating in the euro area 
also led to a growing role for the EU's Lisbon 
Strategy, which was adopted in 2000 to 
orchestrate structural reforms in product, labour 
and financial markets. While the Strategy was 
designed to boost growth and jobs over the 
longer haul in the whole EU, there has been 
mounting evidence that structural policies also 
have favourable knock-on effects on the capacity 

of the countries participating in the euro area to 
respond to adverse shocks. As well, the 
integration and development of financial markets 
was seen to create opportunities for risk sharing 
and consumption smoothing, thus easing the 
stabilisation role of macroeconomic policies. 
Structural reforms within the Lisbon Strategy 
therefore became instrumental to enhancing the 
adjustment capacity of the euro-area Member 
States – both present and future.  

Against this backdrop, the sections below 
summarise the main findings with regard to the 
performance of the euro area, starting with the 
aggregate macroeconomic performance, followed 
by the record on cohesion and convergence, the 
conduct of macroeconomic policies, progress 
with structural reform and financial integration, 
the international role of the euro and the 
experience with the euro-area's economic 
governance. 

2.  Macroeconomic performance 

Low and stable inflation 

The European Central Bank (ECB) quickly 
established its credibility after the launch of the 
euro, laying the foundations for an environment 
of low and stable inflation. High inflation is 
potentially costly because it gives rise to an 
inflation risk premium embedded in long-term 
interest rates, blurs the price signals to 
consumers and producers and raises volatility in 
output and employment. The inflation 
performance of the euro area has decisively 
improved in comparison with previous decades, 
and this has been accompanied by greater 
stability also of GDP growth. 

Disinflation in the euro area actually took off in 
the 1980s and was further reinforced in the 
1990s as a result of the efforts to meet the 
Maastricht inflation criterion (Graph 1). Average 
inflation in the first ten years of the euro area was 
broadly on a par with the ECB's objective of 
price stability of close to but below 2%. And 
even though inflation is currently well above this 
mark due to hikes in energy and food prices, 
various gauges of long-term inflation 
expectations remain consistent with the price 
stability goal, suggesting that this goal is well 
anchored and credible. 
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Box 1: Public perceptions of inflation in the euro area 
With the introduction of euro banknotes and coins in January 2002, the euro has become one of the most tangible 
symbols of European integration for the European citizens who use it. Since the introduction of euro cash, the 
European Commission has conducted regular opinion polls (Eurobarometer) to monitor citizens' attitudes towards 
the euro. These polls show that, overall, people support the single currency and that they adjusted fairly rapidly to it. 
They also show that citizens are aware of the benefits which the euro has brought – at least the microeconomic 
benefits such as the reduction of transaction costs, greater ease of travel and increased price transparency. On the 
other hand, the public remain more sceptical about the euro's positive impact on growth and employment and sound 
public finances. 

The Eurobarometer shows that citizens take a more positive view of the usefulness of the euro for the EU as a 
whole than for their own country. Around two thirds consider the euro to be 'a good thing for Europe', but less than 
half consider it to be a 'good thing for their country'. When citizens are asked about the usefulness of the euro for 
their country, support rates are highest in Ireland, Luxembourg, Belgium and Slovenia and lowest in Greece, 
Germany, Italy and Portugal. In terms of socio-economic groups, men are on average more positive than women, 
younger more than older people and citizens with higher education and higher incomes more than those with lower 
education levels or lower income levels (Jonung and Conflitti (2008)). 

Recent research carried out by the Commission services suggests that, aside from the socio-economic factors 
discussed above, popular support for the euro is correlated with inflation and, more specifically, perceptions thereof. 
Although there were on average no major price increases associated with the cash euro introduction, many citizens 
seem to hold a different view. Inflation perceptions, as measured by the European Commission’s Consumer Surveys, 
increased significantly with the euro cash changeover in 2002 left panel of graph below). 

A number of factors have been identified which could explain the perception gap in the euro-area countries. These 
include the relatively high price increases for frequently purchased goods (such as food or energy – see right panel of 
graph below), the steep increase in house prices in many countries, low increases in disposable income and various 
psychological factors (see Döhring and Mordonu (2007)). The perception gap must also be seen against the rather 
low awareness of the actual inflation rate. According to the latest Flash Eurobarometer results, two thirds of the 
respondents in the euro area either had a too high estimate of the actual inflation rate or admitted that they had no 
idea what it was. This gap remains a challenge for researchers to interpret although it is expected to diminish over 
time.  
 

Actual inflation and inflation perceptions, euro 
area 

Possible determinants of inflation perceptions, 
euro area 
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References:  

Döhring, B. and A. Mordonu (2007), 'What drives inflation perceptions? A dynamic panel data analysis', European 
Commission, European Economy – Economic Paper, No. 284, July.  
Jonung, L. and C. Conflitti (2008), 'Is the euro advantageous? Does it foster European feelings? Europeans on the 
euro after five years', European Economy – Economic Papers, No. 313, March 

The long-term decline in inflation has been 
observed also in other developed countries: the 
euro area is not unique in this respect. Even so, 
the institutional changes that have accompanied 

the creation of the single currency – such as the 
establishment of an independent central bank 
with a clear price stability mandate – have been 
instrumental in anchoring price developments in 
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the euro area. Meanwhile, the drive towards 
lower global inflation has been accompanied by 
rather radical shifts in relative prices, with prices 
of frequently purchased local services in 
particular rising, while those of less frequently 
purchased big-ticket items and services that are 
globally traded steeply fell. This may help explain 
the rather negative perceptions of the euro in 
many participating countries as the introduction 
of euro notes and coins roughly coincided with 
this change in relative prices (Box 1).  

Graph 1: Inflation performance of the euro area  
(in %, decade averages and standard deviations) 
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(1) Corresponds to the period since the start of Stage III of EMU, 

of which the last 2 years are forecast values. 
Source: Commission services.  

Massive job creation…  

Another tangible economic achievement in the 
first ten years of the euro area has been massive 
growth in employment – with the creation of 16 
million jobs and the unemployment rate falling 
from 9% in 1999 to an estimated 7% in 2008. 
This has occurred in spite of growing numbers of 
people approaching or exceeding retirement age, 
which shows that labour market participation has 
soared. Indeed, job growth has by far outpaced 
that in other mature economies with generally 
more favourable demographics, including the 
United States (Table 1). However, it would be 
inappropriate to attribute this achievement solely 
to the economic conditions generated by the 
single currency, and there is indeed evidence that 
labour market reforms in the 1990s have 
facilitated the labour market participation of 
'marginal' workers (e.g. with low skills or limited 
job histories). But it is unlikely that the job gains 
would have been as impressive under the more 

volatile monetary conditions and fiscal instability 
that used to prevail under the previous system. 

Table 1: Growth and employment 
(average annual changes in %) 

 1989-1998 1999-2008 
 Euro area 
Real GDP 2.2 2.1 
Real GDP per capita 1.9 1.6 
GDP per capita level 
(index, US = 100) 73 72 

Employment 0.6 1.3 
Labour productivity 1.6 0.8 
   
 United States  
Real GDP 3.0 2.6 
Real GDP per capita 1.8 1.6 
Employment 1.5 1.0 
Labour productivity 1.5 1.6 
Source: Commission services, OECD. 

…but weak productivity growth 

On a more negative note, there has been a 
significant productivity slowdown, with growth 
in output per worker halving from 1½% in the 
period 1989-1998 to an estimated ¾% in 1999-
2008 (Table 1). This is in sharp contrast with the 
more rapid pace of productivity growth observed 
in the United States. It largely explains why the 
euro area has seen its growth rate stalling at 
around 2% per annum, the same as in the 
preceding decade – despite a much faster growth 
in labour utilisation. Even so, there is evidence 
that the introduction of the single currency has 
favoured productivity as it has offered firms even 
greater opportunities to trade and specialise.4 
Without it, labour productivity would have been 
even weaker in the euro area than it has been. 
Moreover, on a per capita basis, output growth 
actually matched the US performance, although 
this means that the euro area's per capita income 
stalled at slightly over 70% of the US level. 
Obviously it is tempting to assume the recent 
jobs 'miracle' itself has caused the productivity 
slowdown. A trade-off between more jobs and 
productivity may indeed emerge if faster 
employment growth leads to a lower capital use 

                                                      
4  The single-currency effect on productivity is estimated to 

be 5% in the long run. See Barrell, R. et al. (2008), ‘The 
Impact of EMU on Growth and Employment’, European 
Economy – Economic Papers, No. 318. 
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per worker and if greater numbers of low-skilled 
workers are employed. But this combined effect 
is found to be small, indeed tiny in comparison 
with the impact of the slow development and 
diffusion of new technologies and best work 
practices.5 A number of euro-area countries are 
not yet fully reaping the benefits of the 
information technology revolution and the spurt 
in the global division of labour.  

Stronger resilience 

The euro area has historically tended to recover 
more slowly from economic downturns than the 
United States. The main culprit behind this lack 
of resilience is the comparatively greater rigidity 
of prices and wages in the euro area which 
inhibits a rapid adjustment of supply and demand 
towards equilibrium. However, the euro area's 
capacity to absorb adverse shocks has improved 
over the recent cycle, with the 2001-2003 
downturn having been shallower than 
comparable episodes in previous cycles.6 This is 
partly a reflection of a tendency towards 
smoother business cycles globally – the so-called 
'Great Moderation' – possibly owing to better 
macroeconomic management, international risk 
sharing and consumption smoothing across the 
industrialised world. But the stability-oriented 
macroeconomic policy framework adopted by 
the euro area itself has undoubtedly helped. 

Muted exchange rate volatility by historical 
standards 

After the launch of the euro on 1 January 1999 
the exchange rate quickly fell against other major 
currencies. Against the US dollar, it reached a 
low in June 2001, at USD 0.85 per euro. The 
exchange rate started to recover in mid-2002 and 
although the appreciation came to a temporary 
halt in 2005 it quickly resumed its upward trend, 
reaching a temporary high of close to USD 1.60 
in March 2008.  

 
5  For recent evidence see: Havik, K., K. McMorrow, W. 

Röger and A. Turrini (2008), ‘The role of total factor 
productivity in explaining EU–US productivity 
differences: A macro, sectoral and industry level 
perspective’, European Economy — Economic Papers, 
forthcoming. 

6  See European Commission (2007), 'The Resilience of the 
Euro-Area Economy', in Quarterly Report on the Euro Area, 
Vol. 6, No3, pp. 31-42. 

While the appreciation partly reflects the 
widening interest differential vis-à-vis US short-
term interest rates (Graph 2), it is also being 
driven by global imbalances, in particular the 
large deficit on the US current account and the 
associated surpluses in emerging economies (see 
Part II in this issue). A growing concern is that 
the exchange rate of the euro vis-à-vis the US 
dollar may now have appreciated beyond its 
fundamental value. 

Graph 2: The euro-dollar exchange rate and the short-
term interest rate differential  
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Source: Commission services. 

Overall, however, the volatility of the nominal 
effective exchange rates of the euro-area member 
economies has been relatively muted by historical 
standards. The greater stability associated with 
the disappearance of intra-area exchange rate 
realignments has been a key factor of increased 
resilience in the euro area.7 Without the euro, the 
current episode of financial turbulence would 
undoubtedly have led to tensions in European 
exchange markets and associated instability.  

3.  Cohesion and convergence 

Converging business cycles 

One precondition for the favourable effects of 
EMU to materialise was always considered to be 
that the business cycles of the participant 
countries must be more or less in sync. 
Otherwise, the one-size-fits-all monetary policy 
would be less effective – i.e. too loose for 
buoyant economies and too tight for the others. 
                                                      
7  The standard deviation of the changes in the Member 

States nominal effective exchange rates has decreased 
steadily since the 1990s.  
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Analysis reported in Box 2 show that business 
cycles have become more synchronised between 
participating countries during the decade 
preceding the creation of the single currency – 
possibly driven by the establishment of the Single 
Market in 1992 and the joint policy efforts in the 
run-up to the euro. However, there have been no 
major further synchronisation gains since the 
single currency was created. In contrast, 
synchronisation between the euro area and the 
rest of the world has clearly accelerated. This 
suggests that the euro area as a whole has been 
moving more in step with an emerging global 
business cycle. 

Despite the greater synchronisation of business 
cycles at higher frequencies, there is evidence of 
a more differentiated behaviour over the medium 
term. Two of the three largest countries in the 
euro area (Germany and Italy) have posted 
considerably weaker growth than the average 
(Graph 3). In the case of Germany this reflects 
the fact that it still had to work off the 
consequences of unification and the associated 
real appreciation of its exchange rate. Hence, 
lower growth during the adjustment period laid 
the foundation for the current better economic 
performance. Italy's sluggish performance has 
been due to continued losses in competitiveness 
associated with weak productivity growth and an 
industrial structure that is particularly prone to 
competition from low-wage countries. By 
contrast, in the euro-area periphery a strong 
growth momentum had been building up prior to 
the introduction of the euro, owing to sharp 
declines in real interest rates along with 
successful structural reform and an associated 
strong growth potential.  

Moreover, at the time of the admission to the 
euro area, several participating countries had not 
yet fully completed their catching-up towards EU 
average living standards. Three of the four 
'cohesion countries' (Spain, Ireland and Greece) 
have since shown a strong growth performance, 
while the fourth (Portugal) has disappointed. The 
strong performers have been thriving on 
investment booms, spurred by capital inflows 
attracted by comparatively high rates of return, 
with the single currency and the integration of 
financial markets acting as a catalyst. The 
counterpart of this was, however, growing 
imbalances in the external accounts which will 

need to be addressed to ensure lasting growth. 
Key to the much weaker performance of 
Portugal has been the comparatively poor fiscal 
management, with the tax burden increasing 
while public expenditure has been growth-
unfriendly – i.e. diverted away from productive 
public capital formation. 

Overall, the divergences in growth and unit 
labour cost developments among the euro-area 
countries have been long-lasting, involving major 
shifts in intra-euro-area real effective exchange 
rates, which in some cases must have gone 
beyond their longer-term equilibrium values 
(Graph 4).  

Graph 3: Cumulated change in relative real GDP  
(relative to the euro-area average, in %, 1998-2007) 
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Graph 4: Cumulated change in relative unit labour cost  
(relative to the euro-area average, in %, 1999-2007) 
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Box 2: Business cycle synchronisation 
The conduct of a single monetary policy in EMU calls for a sufficient degree of business cycle synchronisation of the 
participating economies. The literature on the 'endogeneity of optimum currency areas' predicts that a single currency 
should boost trade integration which, along with financial market integration and the associated cross-country risk 
sharing, leads to more synchronised business cycles. Ten years after the launch of the euro sufficient time has elapsed 
to start examining whether the single currency has indeed led to business cycle synchronisation in the euro area. This 
question can be approached from two angles: by comparing the level of synchronisation in the euro area before and 
after the launch of the single currency or by comparing developments in intra-area and extra-area synchronisation. 

The left-hand panel of the table below compares the mean intra-area correlation of growth in activity in the euro area 
before and after the creation of the euro. The analysis focuses on quarterly GDP and monthly industrial production 
(IP), which are complementary indicators. Given its historically close correlation with GDP and its availability at 
monthly frequency, most studies use the IP. On the other hand, the greater exposure of manufacturing to euro-area-
wide common shocks may be a source of bias towards synchronisation across countries compared to the broader 
GDP measure.  

The results show that the mean correlation of GDP growth between euro-area countries has increased from 0.56 in 
1989-1998 to 0.60 in 1999-2008, although some caution is needed because the last six data points (2007Q3-2008Q4) 
used for the computations were still based on GDP forecasts. As to the IP-based correlations, which end in 2007M7, 
no reliable forecasts were available for the remainder of 2007 and 2008. Therefore the comparisons are based on the 
slightly truncated periods 1999M11-2007M7 and 1989M1-1997M7. However, given the earlier start of the IP data, it 
is possible to go back one more cycle and calculate mean euro-area correlation over the earlier reference period 
starting in mid-1978. The correlation between euro-area countries' IP cycles has risen considerably from the first 
period 1978-1986 (0.48) to the second period 1989-1997 (0.59), and has increased somewhat further to 0.61 in the 
post euro-period 1999-2007.  

So even though correlation results may depend crucially on the chosen periods, the general picture is quite 
unambiguous: cross-country synchronisation in the euro area seems to have risen considerably between the late 
1980s and the late 1990s, pointing to the effects of the internal market programme on trade and financial integration. 
Since the launch of the single currency in 1999, cross-country synchronisation has risen somewhat further, but not 
significantly so. Apparently the effect of lower trade barriers had already largely played itself out. Even so, the 
analysis does not support the view that the common currency might have promoted asymmetries between countries, 
be it through specialisation effects or divergent effects of common monetary impulses.  

The right-hand panel of the table below compares the correlation of quarterly GDP growth between the euro area 
and the US, the UK and Japan in the two ten-year sub-periods before and after the launch of the euro. The euro area 
turns out to be significantly more closely aligned with the US, the UK and Japan since 1999 than during the previous 
ten-year period. Given the already very high level of intra-euro-area synchronisation prior to 1999 and the relatively 
minor further increase thereafter, the gap between intra- and extra-euro-area synchronisation has narrowed 
significantly. The closer euro-area affiliation of the UK is particularly marked, raising its correlation with the currency 
zone from practically zero prior to 1999 to 0.65 thereafter. The US and Japan, on the other hand, are still less 
synchronised with the euro area. The results of the table would therefore point to further 'Europeanisation' , possibly 
related to the internal market programme, rather than synchronisation effects stemming from the introduction of the 
euro. Additional synchronisation effects due to the monetary union's policy coordination framework and its impact 
on structural reforms may well be yet to come. 
 

Mean intra-euro-area correlation in consecutive 
cycles 

Euro-area correlation with outside countries 
(GDP) 

- 1989-1998 1999-2008 GDP 
- 0.56 0.60 

1978-1986 1989-1997 1999-2007 Industrial 
production 0.48 0.59 0.61  

  
EA-
JP 

EA-
UK 

EA-
US Average 

Intra-
EA 

1989-1998 0.46 0.06 -0.18 0.11 0.56 
1999-2008 0.56 0.65 0.35 0.52 0.60  

Sources: Commission services. Sources: Commission services. 
 

This has been reflected in divergent current-
account positions across countries (Graph 5). 
Some, but not all, elements of these differences 
in inflation, growth and external positions can be 

attributed to structural convergence in living 
standards (real convergence). Even so, not all 
inflation differentials are harmful; some are 
merely a sign that competitiveness realignment is 
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doing its job as an instrument of intra-area 
adjustment in the absence of exchange rates.8 
Better functioning labour and product markets 
have helped strengthen this channel (see Box 3) 
while the integration and development of 
financial markets have also helped smooth 
divergences by spreading their impact on broader 
groups of consumers and investors. 

Graph 6: Development of fiscal positions 
(in % of GDP, 1992, 1998 and 2007) 
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Graph 5: Average current account positions  
(in % of GDP, 1999-2007) 
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Source: Commission services. 

The experience with this policy framework has 
been positive overall. Monetary policy has been 
largely successful in broadly maintaining price 
stability and providing stimulus to activity when 
cyclical conditions were weak and removing 
those stimuli as the economy recovered. 
Notwithstanding recurrent difficulties in 
enforcing the fiscal rules in the early years of 
EMU, the budget deficits have declined 
significantly (Graph 6) – with the euro-area 
average deficit reaching 0.6% of GDP in 2007, 
the lowest level since the early 1970s.  

Source: Commission services. 

4.  Macroeconomic policies 

A positive experience overall 
Less fiscal ease in good times  

As noted, the adoption of the single currency 
implied a radical change in the macroeconomic 
policy framework. Monetary policy was 
henceforth centralised whereas fiscal policy 
remained in the remit of the participating 
countries, albeit subject to rules, surveillance and 
coordination at the EU level. The fiscal rules 
attributed a strong role to automatic fiscal 
stabilisers, which are powerful in the euro area 
owing to the extensive public social safety nets 
and progressive taxes. Meanwhile, fiscal policy 
behaviour should ensure budgets 'close to 
balance or in surplus' over the medium run. The 
Stability and Growth Pact, arguably the core of 
EMU's fiscal framework, was reformed in 2005, 
which reconfirmed and strengthened its 
'corrective arm' after difficulties were 
experienced with its enforcement during the 
economic downturn of 2001-2003. 

Although fiscal policy has continued to be 
somewhat asymmetric, with a pro-cyclical easing 
in 'good times' followed by at best a neutral 
stance in 'bad times', this behaviour has become 
less widespread since the start of EMU than 
previously (see Box 4). Even so, asymmetric 
behaviour remains a matter of concern and the 
mechanisms underlying it appear to be rather 
complex.9 The complicating factor is that fiscal 
policy suffers from long recognition lags 
regarding the actual cyclical position of the 
economy. For example, during the dotcom 
bubble in the early years of EMU, fiscal policy 
                                                      
9  The reduction in the asymmetry of fiscal policy responses 

in EMU was first detected in the seminal paper by Galí, J. 
and R. Perotti (2003), ‘Fiscal policy and monetary 
integration in Europe’, Economic Policy, No. 18(37), 
pp. 533–572. Recent econometric work confirms this, see 
Turrini, A. (2008), ‘Fiscal policy and the cycle in the euro 
area: The role of government revenue and expenditure’, 
European Economy – Economic Papers, No. 323 and Von 
Hagen, J. and Ch. Wyplosz (2008), ‘EMU’s decentralized 
system of fiscal policy’, European Economy – Economic 
Papers, No. 306. 

                                                      
8  See for extensive discussion of intra-area adjustment: 

European Commission (2006), ‘The EU economy: 2006 
Review – Adjustment dynamics in the euro area’, European 
Economy, No. 6. 
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Box 3: Competitiveness as an adjustment mechanism in the euro area 
 

A crucial issue is how sensitive the euro area's internal real effective exchange rates are to the relative cyclical 
positions of the participating countries, whether this has changed with the introduction of the single currency and 
whether structural reform plays an additional role. Econometric tests were carried out for this purpose and comprise 
three steps. 

In a first step, the year-on-year change in the real effective exchange rate (REER) was regressed on its own lag, its 
lagged level and the lagged output gap differential. The first two explanatory variables capture price rigidity and mean 
reversal effects, respectively. The third one measures the short-term price responsiveness to slack or excess demand. 
The regressions are based on annual data and include country fixed effects. A control for differences in income per-
capita (low income countries should exhibit appreciating REERs) appeared insignificant. The results are shown in 
the table below. Separate estimations are reported for the periods 1970-2006 and 1999-2006 to measure the impact 
of the euro. The real exchange rate appears to react positively to differences between the domestic and rest-of-area 
output gap, indicating that competitiveness provides an effective channel of adjustment. The effect is non-negligible: 
an output gap higher (lower) by one percentage point compared with the rest of the euro area implies a REER 
appreciating (depreciating) by about half a percentage point per year. The real exchange rate is stable in the long run, 
owing to the negative and significant coefficient on the lagged REER. However, after 1999 the speed of adjustment 
of real effective exchange rates towards their equilibrium has slowed down with the irrevocable fixing of nominal 
exchange rates. This implies that inflation and output differentials in response to shocks have tended to become 
more persistent. This is obviously not surprising in view of the disappearance of the nominal internal exchange rates. 
 

Real effective exchange rates and cyclical divergence: evidence from panel regressions 
Dependent variable: ΔlogREER 1970 - 2006 1999 – 2006 
Estimation method GLS GMM GLS GMM 
Explanatory variables: (1) (2) (3) (4) 

0.205 0.238 -0.054 -0.162 ΔlogREER(-1) 
(4.40)*** (6.72)*** (0.61) (1.58) 

-0.122 -0.162 -0.049 -0.037 logREER(-1) 
(6.20)*** (5.03)*** (2.42)** (1.77)* 

0.667 0.714 0.458 0.556 Relative output gap(-1) 
(6.11)*** (5.87)*** (5.91)*** (9.58)*** 

Observations 385 374 99 99  
Sources: Commission services. 

 
In a second step (see table below) the regression was re-run on the relative GDP deflator (P) instead of the REER, 
while the change in the intra-area nominal effective exchange rate (NEER) was included as an explanatory variable 
(which is obviously zero from 1999 onwards). The purpose is to examine if the responsiveness of the relative GDP 
deflator increased with the launch of the euro. This appears to be the case across two dimensions (less inertia and 
stronger mean reversal), indicating that relative prices have assumed a stronger role in the adjustment. The response 
to the relative output gap is also stronger but the difference is not statistically significant. So, the 'pure' price effect 
(abstracting from the nominal effective exchange rate effect) suggests that the competitiveness channel has become 
stronger since the introduction of the single currency. While encouraging, this greater sensitivity of prices does not 
yet suffice to fully offset the loss of adjustment capacity through the more flexible nominal exchange rates. 
  

'Pure' price competitiveness and cyclical divergence: evidence from panel regressions 
Dependent variable: Δlog P 1970-2006 1999-2006 
Estimation method GLS GMM GLS GMM 
Explanatory variables: (1) (2) (3) (4) 

0.626 0.546 0.11 0.182 ΔlogP(-1) 
(20.69)*** (8.62)*** (1.22) (2.18)** 

-0.017 -0.019 -0.063 -0.1 logP(-1) 
(7.54)*** (2.87)*** (3.01)*** (2.78)*** 

0.265 0.222 0.386 0.358 Rel. output gap(-1) 
(5.53)*** (3.23)*** (4.92)*** (5.65)*** 

-0.093 -0.094   ΔlogNEER(-1) 
(4.57)*** (2.75)***   

Observations 385 374 99 88  
Sources: Commission services. 
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In a third step the impact of product and labour market institutions on the effectiveness of the competitiveness 
channel was examined. For this purpose the regressions reported in the table above were re-run with the 
responsiveness of the countries' relative inflation rates to their relative output gap and to their own relative inflation 
records allowed to vary according to their relative scores on measures of product and labour market institutions by 
introducing interactions terms in the equations. The indicators are taken from OECD structural reform databases 
and the results are reported in the table below. Tight product market regulation appears to raise the persistence of 
relative inflation when the relative output gap is negative and so does strict employment protection. A high 
minimum wage and high union density reduce the short-run responsiveness to relative slack, i.e. lead to more price 
rigidity if the relative output gap is negative. High unemployment benefits lead to more price rigidity persistence in 
both directions, i.e. both when the economy is comparatively buoyant and when it is comparatively sluggish. 
 

Competitiveness, adjustment, and labour and product market institutions 
Dependent variable: 
Δlog P Interaction with: 1970 -2006 1999-2006 

Relative output 
gap<0 

Explanatory variables:     
Relative output gap(-1) Overall Product Market Regulation Indicator    
 Price Control neg** neg**  
 Employment Protection Legislation neg** neg*  
 Minimum wage   neg** 
 Union Density   pos*** neg*** 
 Unemployment Benefits Replacement Rate   neg***   
 High Corporatism    
 Intermediate Corporatism    
 Low Corporatism pos***   
ΔlogP(-1) Overall Product Market Regulation Indicator  neg** pos* 
 Price Control  neg*** pos** 
 Employment Protection Legislation pos***  pos*** 
 Minimum wage pos***     
 Union Density     neg* 
 Unemployment Benefits Replacement Rate   pos***   
 High Corporatism neg**   neg* 
 Intermediate Corporatism pos**   pos** 
 Low Corporatism    neg*** 
Notes: The table reports the sign and significance of the interaction of structural indicators with the relative output gap and the persistence
variable using the same specification as in columns (2) of the previous table (GMM estimate) 
Sources: Commission services. 

 

was still responding to recession fears in the 
wake of the Asian crisis. It thus failed to stem the 
upswing and – despite extremely favourable 
conditions – to consolidate budgets. In the 
subsequent downturn fiscal policy was eased on 
the back of windfall gains stemming from the 
dotcom boom and a busy electoral agenda, and 
while with hindsight this looks like a 
countercyclical response to weakening activity, in 
reality this was largely unintentional.10 In the 
event fiscal positions deteriorated and this led to 
breaches of the 3% of GDP deficit ceiling in 
some countries and difficulties in enforcing the 
SGP, and a painful consolidation ensued. After 
its 2005 reform, member countries reasserted 
their ownership of the SGP and enforcement has 
since considerably improved. 

                                                      
10 See Buti, M. and P. van den Noord (2004), 'Fiscal 

discretion and elections in the early years of EMU', Journal 
of Common Market Studies, Vol. 42, pp.737-756.  

A balanced policy mix 

The early debates highlighted the risk of 
unbalanced policy mixes, with participating 
countries' fiscal policies working against, rather 
than supporting, monetary policy. In theory a 
succession of unbalanced policy mixes, already 
undesirable on its own account, also risks 
triggering volatile movements in the external 
value of the currency – with strong appreciations 
during upswings if monetary policy tightening is 
not supported by fiscal restraint. These fears 
have in fact proved to be largely unfounded, with 
fiscal and monetary policies supporting each 
other, aside from a short spell of pro-cyclical 
fiscal policies during the dotcom boom in 1999-
2000 (Graph 7). 
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greater flexibility of its economy, with prices and 
wages responding more strongly to slack, thus 
creating more leeway for monetary policy to 
provide stimulus in a downturn (and vice versa in 
an upturn). The question may, however, 
legitimately be asked if these greater interest rate 
fluctuations orchestrated by the Fed explain the 
extent of the housing boom and bust in the US.  

Graph 7: Fiscal-monetary policy mix in the euro area 
(in pp, 1999 to 2008) (1) 
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Graph 8: Fiscal-monetary policy mix in the US 
(in pp, 1999 to 2008) (1) 
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(1) 2008 - forecast values.  
Source: Commission services.  
 
A striking feature of macroeconomic policies in 
the euro area, compared to the US, is that they 
have been less responsive to the cycle. As 
becomes evident from inspecting Graph 8, both 
the fiscal and the monetary stance produced 
markedly smaller impulses to aggregate demand 
than on the other side of the Atlantic. There are 
several explanations for the different degrees of 
policy activism observed.  

(1) 2008 - forecast values. 
Source: Commission services.  

5.  Market functioning First, the more aggressive easing of 
macroeconomic policies in the US in the early 
2000s was partly justified by a much sharper 
deterioration in the output gap in the early stages 
of the downturn than in the euro area. More 
generally, while stronger policy activism in the 
US may be motivated by more pronounced 
cyclical swings in economic activity, those swings 
may in fact be partly caused by it. 

A boost to financial market integration  

There is strong evidence that the creation of the 
single currency has spurred the integration of 
financial markets in the euro area. This has 
supported the financial sector’s adjustment role 
in several ways: by encouraging the movement of 
cross-border capital towards its best uses; by 
diminishing the risk of local credit crunches; and 
by promoting risk diversification and associated 
cyclical smoothing.  

Second, greater fiscal activism in the US must 
also been seen against the background of an 
economy in which automatic stabilisers play a 
comparatively smaller role.11 Furthermore, 
budgetary policy making in the euro area is 
constrained by the provisions of the SGP, which 
puts clear restrictions on discretionary measures. 
This is rooted in a growing scepticism about the 
effectiveness of discretionary fiscal policy making 
and an increasing tendency to rely on automatic 
fiscal stabilisers.  

The most immediate and extensive impact of 
EMU on financial integration has been felt on 
the euro-area markets for unsecured money and 
derivatives. Almost as soon as EMU was 
launched, interest rates on inter-bank deposits 
and derivative contracts across the euro area 
converged fully on the benchmark Euribor and 
Eonia rates (Graph 9). 

Third, as regards the monetary policy stance, the 
stronger activism in the US may reflect the  

                                                      
11  See also discussion in European Commission (2007), ibid, 

p 36-37.  
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Box 4: Assessing the fiscal stance in the euro area to date 
The first ten years of EMU roughly coincide with a full business cycle, consisting of three phases, 'boom' (or 'good 
times'), 'downturn' and 'recovery'. A boom is defined here as an episode in which the output gap is positive and 
increasing. A downturn is an episode in which the gap is falling and turning negative and a recovery is an episode in 
which the negative gap is closing. There is a strong resemblance between the latest cycle (1999-08) and its 
predecessor which also spanned ten years (1989-1998) and portrayed a similar time profile for the output gap. 
Virtually all euro-area countries followed similar cyclical patterns, with output gaps positive and expanding in the 
booms of 1989- 1990 and 1999-2000, contracting (and turning negative) in the downturns of 1991-1993 and 2001-
2003 and then closing again in the recoveries of 1994-1998 and 2004-2008. 
 
For the assessment of the stance of fiscal policy it is important to consider also the output gaps in real time. It 
suggests a much smaller variation of the level and changes of the output gap, a phenomenon that is common to 
virtually all euro-area countries. Apparently, most countries failed to perceive the relatively volatile swings going on 
at the time. More specifically, many countries did not recognise the positive values and saw smaller increases of the 
output gap in 1999-2000, and they were also largely unaware of the extent of the 2001-2003 downturn. 
 

Fiscal policy stance in the euro area: real time and expost, 1996-2007 
  Boom  Downturn Recovery 
  1999-2000 2001-2003 2004-2008 
  Real time Ex post Real time Ex post Real time Ex post 
Austria - - - - + + 
Belgium - + + - + + 
Germany - - + + - - 
Greece + - + + + - 
Spain - + - - - - 
Finland - - + + - - 
France - + + + - - 
Ireland - - + + - - 
Italy - + + + + - 
Luxembourg + - + + - + 
Netherlands - - + + - - 
Portugal + + + - + - 
Euro area - + + + - - 
Note: "-" stands for contractionary fiscal policy; "+" for expansionary fiscal policy. Pro-cyclical episodes are in bold. 
Source: Commission services. 

 

The issue then becomes how fiscal policy, as gauged by the change in the cyclically-adjusted primary balance as a 
share of GDP, behaved during the cycle, both in real time and ex post. Differences between the two largely reflect 
the assessment of the output gaps as revisions in the nominal budget numbers themselves have been comparatively 
minor. Looking at the record in more detail (see graph below), the following can be inferred: 

• In the 1999-2000 boom procyclicality was not very widespread, although on aggregate the stance was slightly 
stimulatory. This does not compare unfavourably with the boom of 1989-1990, when fiscal policy was clearly 
eased in a procyclical manner in the vast majority of countries – with the notable exceptions of Italy and 
Belgium where high debt levels and an associated surge in debt servicing forced fiscal consolidation upon them. 
However, the quasi-neutrality observed ex post was not in most countries' ex ante plans, with the real time 
measure suggesting that on average the fiscal stance was tightening – i.e. was counter-cyclical. This reflects the 
underestimation of the extent of the boom and hence the cyclical component of fiscal gains: the perceived fiscal 
tightening in reality reflected the response of the automatic stabilisers to the ongoing upswing.  

• In the 2001-2003 downturn the fiscal stance can be seen with hindsight to have been stimulatory in most 
countries (except for Spain, Portugal and Austria) – i.e. it was counter-cyclical. This may have been motivated by 
stabilisation considerations, but it is more likely to have been driven by the mechanism described above: 
governments were responding as if there had been a structural improvement in the fiscal position and were 
spending the windfall gains. This tendency may have been reinforced by the one-off proceeds of the UMTS 
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licence sales in some countries and the unusually busy electoral calendar at the time – notably in the larger 
countries. The ex ante stance also suggests counter-cyclical fiscal stimulus in this episode, but again this was 
probably accidental. It is in contrast with the 1991-1993 downturns when many countries tightened their 
budgets, possibly in response to sustainability concerns and financial market turbulence.  

 

• In the 2004-2008 recovery governments were forced to correct the past excesses, with several countries having 
had to face Excessive Deficit Procedures. The fiscal tightening eventually leaned against the wind of the 
recovery, but this was prompted more by the fiscal consolidation needs imposed by the SGP than by a desire to 
choke off the upswing. This drive to consolidate budgets is confirmed by the real time measure, which also 
indicates a tightening fiscal policy stance. This behaviour is quite similar to the previous cycle, when fiscal policy 
was tightened in the recovery phase in a vast majority of countries (France is a notable exception). This reflected 
the measures taken to qualify for euro adoption subsequent to the Maastricht Treaty. Electoral considerations 
may have played a role as well: qualifying for the single currency was seen to raise the odds of re-election, 
whereas in normal circumstances governments tend rather to ease fiscal policy during election campaigns. 

 

Graph 9: 3-month interbank rates 
(in %, 1990-2007) 
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Source: Commission services. 

EMU also had a very substantial impact on the 
integration of the market for government bonds, 
which are important not only as a source of 
government financing but also in providing 
reference pricing for other financial instruments. 
Well ahead of the launch of EMU, there was a 
process of sustained convergence in yields on 
bonds issued by the euro-area Member States 
(Graph 10).  

The availability of an integrated cash market for 
government bonds in the euro area has spurred 
the development of markets for other related 
asset classes, such as corporate bonds, covered 
bonds, asset-backed securities and a range of 
derivative instruments. While the amount of 
gross issuance of government bonds in the euro 
area has not changed significantly since 1999, 
issuance of these non-government bonds has 
expanded significantly over the period. Empirical 
analysis suggests that the expansion in these 
market segments can be attributed to a range of 
economic and technical factors but the euro is 
found to have affected corporate-bond issuance 

both directly through the elimination of currency 
risk and more indirectly via higher financing 
needs due to euro-related corporate 
restructuring.12

The impact of EMU on the integration of equity 
markets has been less pronounced than in other 
asset markets but there is some indication that 
equity-market integration has proceeded faster in 
the euro area than at the global level, particularly 
since the introduction of the euro. Integration of 
financial market infrastructure has also advanced. 
Progress has been made in cross-border 
wholesale financial services, while the Single 
Euro Payments Area (SEPA) is set to eliminate 
differences between national and cross-border 
retail payments. 

Graph 10: 10-year government bond yields 
(in %, 1990-2007) 
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Source: Commission services. 

                                                      
12 See for instance ECB (2004), 'The euro bond market 

study', European Central Bank (December).  
http://www.ecb.int/pub/pdf/other/eurobondmarketstu
dy2004en.pdf

http://www.ecb.int/pub/pdf/other/eurobondmarketstudy2004en.pdf
http://www.ecb.int/pub/pdf/other/eurobondmarketstudy2004en.pdf
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However, financial integration remains work in 
progress. While it has progressed substantially 
since (and partly owing to) the introduction of 
the euro, several markets are still fragmented and 
the pace of integration varies from one country 
to another. For instance, secured money markets 
– including the markets for T-bills, commercial 
paper and certificates of deposit, as well as the 
private repo market – have remained more 
segmented along national borders due to national 
differences in legal and tax frameworks and 
continued fragmentation in national clearing and 
settlement infrastructures. Cross-border 
provision of retail financial services is also 
lagging and regulatory and supervisory costs for 
financial intermediaries operating in a multi-
jurisdictional environment remain high. As well, 
the cross-border cooperation in arrangements for 
crisis prevention, management and resolution 
should be stepped up as financial integration 
proceeds.  

The remaining fragmentation represents an 
opportunity cost for the euro-area economy, 
which needs a high degree of financial integration 
not only to raise productive potential but also to 
improve its capacity to adjust to country-specific 
shocks.  

Little evidence of 'TINA' effects  

The single currency was expected by some to 
spur governments to undertake structural reform, 
as this was seen as the only way to enhance the 
market-based adjustment capacity so as to offset 
the loss of the exchange rate instrument of intra-
area adjustment – this is the so-called There-Is-
No-Alternative (TINA) hypothesis.13 Others, 
however, argued that the disappearance of the 
exchange rate risk by improving market 
competition would rather lead to demand for 
more protectionism and hence weaken the 
incentives for structural reform.14 The evidence 
is not very conclusive, but it is clear that on 
balance the single currency has had little positive 
effect on the pace of structural reform, which 

 

                                                     

13 See for example, Bean, C. (1998), ‘The interaction of 
aggregate-demand policies and labour market reform’, 
Swedish Economic Policy Review, Vol. 5, pp. 353–382. 

14 See for example, Calmfors, L. (2001), ‘Unemployment, 
labour market reform and monetary union’, Journal of 
Labor Economics, No. 19(2), pp. 265–289. 

invalidates the TINA hypothesis.15 Consistent 
with these findings, the analysis reported in 
Box 5 indicates that euro-area countries have on 
average been less forthcoming in implementing 
the structural policy recommendations made to 
them by the EU under the Broad Economic 
Policy Guidelines (BEPGs) – a Treaty-based tool 
for economic policy coordination – in the period 
2000-2005. In particular, progress in the cross-
border integration of services has been more 
muted than expected, which is particularly 
problematic.16 It is in this area especially that 
price rigidities persist. This has been recognised 
by the European authorities, such as the 
Eurogroup and the European Commission, 
which in turn has led to intensified surveillance 
of national structural policies in the euro area in 
the framework of the Lisbon Strategy for 
Growth and Jobs, which was revamped in 2005. 

6.  The international role of the euro area 

At the outset there was a consensus that the euro 
would be well received internationally but would 
not match the US dollar's dominant position. In 
practice, the euro quickly emerged as the second 
most important international currency alongside 
the US dollar and continues to consolidate this 
position. The euro has become a prominent 
currency of denomination in international debt 
markets and its role as an invoicing and reserve 
currency has been growing as well (Graph 11). It 
plays an important role as an anchor or reference 
currency in the managed exchange rate regimes 
of about 40 countries. Even so, the US dollar 
remains the first global currency in many areas, in 
part due to incumbency effects, and the euro's 
international role remains relatively concentrated 
in the regions neighbouring the euro area. This 
suggests that there is considerable scope for the  

 
15 Duval, R. and J. Elmeskov (2006), ‘The effects of EMU 

on structural reforms in labour and product markets’, 
ECB Working Paper Series, No. 596, March, see no 
acceleration of reforms in EMU. A slowdown in reforms 
in 1999-2004 relative to 1994-1998 is reported by Duval, 
R. (2005), ‘Fiscal positions, fiscal adjustment and 
structural reforms in labour and product markets’, in 
Deroose, S, E. Flores, and A. Turrini (eds.) (2005), 
'Budgetary implications of structural reforms', European 
Economy – Economic Papers, No. 248. 

16 A large part of the better productivity performance 
registered in the US relative to the euro area since the 
1990s may be traced back to service sectors. See Havik, 
K., K. McMorrow, W. Röger and A. Turrini (2008), ibid. 
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Box 5: The impact of the euro on structural reform 

From the economic literature emerges the picture that being in or out of the euro area, or the launch of the single 
currency itself, has not been a stimulus for structural reform – which is a concern in view of the euro area's stronger 
reform needs than those of the wider EU. It appears therefore useful to crosscheck this finding with an alternative 
set of reform indicators. The approach chosen is to analyse whether euro-area countries have fared better or worse 
than non-euro-area countries in terms of respecting the recommendations addressed to them by the EU under the 
Broad Economic Policy Guidelines (BEPGs) – a Treaty-based tool for policy coordination.  

Since 2000, the BEPGs have provided the basis for the European Council, upon proposal by the European 
Commission, to issue recommendations for economic reform in the EU countries. Every year the European 
Commission has assessed progress in the Member countries with the implementation of policies to address these 
recommendations. Though the assessment is mainly qualitative, progress with each recommendation has been 
classified in four categories (3 = complete, 2 = in progress/partial, 1 = limited, 0 = none). Scores are computed in 
the policy areas of product markets (including knowledge-economy reforms) and labour markets (including reforms 
of social security and pensions). The data set comprises the period 2000-2005, with annual recommendations and 
implementation reports available from 2000 to 2002 and multi-annual recommendations available for the 2003-2005 
period. The analysis hence does not cover the period since the re-launch of the Lisbon Strategy in 2005, when the 
later was revised significantly. This yields four observations per country and 60 in total (see table below).  
 

Recommendations and implementation scores in the Broad Economic Policy Guidelines 2000-2005 
 EA12 Non-EA control group 

(DK, SE, UK) 
Top 3 EA performers Standard 

deviation EU15 
Number of 
recommendations 22.8 15 14.3 6.7 
- Labour market 10.3 5.3 4.3 4.5 
- Product market 12.4 9.7 10.0 2.6 
Implementation score (1) 1.4 1.7 1.6 0.2 
- Labour market 1.3 1.7 1.5 0.3 
- Product market 1.4 1.6 1.6 0.2  

(1) score encompasses 0 (no measures) via 1 (partial, limited), 2 (in progress) and 3 (complete) 
Sources: Commission services. 

  
The table compares the average scores of the 12 euro-area Member States with those of the UK, Denmark and 
Sweden, which have remained outside the euro area. Over the period reviewed, there were more recommendations 
addressed to the average euro-area Member State than to the average other country, suggesting that euro-area 
Member States were considered to have grater reform needs. No systematic difference emerges for the three out-
countries in comparison with the three best countries in the euro area in terms of number of recommendations 
issued. Differences in the follow up to the recommendations between euro-area and non-euro-area countries are 
shown in the lower panel of the table. The average score for all euro-area countries was about one standard deviation 
worse than for the three out countries. Moreover, the score in each of the three out countries is higher than the 
euro-area average, although again the three best performers in the euro area had only a slightly smaller score than the 
three out countries.  

While the latter findings point to a negative impact of euro-area Membership on the structural reform efforts, it is 
entirely possible that this effect is driven by a negative correlation between the number of recommendations and the 
policy effort devoted to each recommendation. Such a negative correlation is plausible: if governments have limited 
political capital and administrative capacity to reform, their average achievement will decline with the number of 
targets. The estimates in the table below show, however, that the correlation of structural reform with membership 
of the euro area remains negative even if controls are introduced for the number of recommendations and the size of 
the economy. It needs to be borne in mind that, as noted, the analysis does not cover the period since the re-launch 
of the Lisbon Strategy. The Commission concluded in its recent Strategic Report of December 2007 that 
considerable progress had been made since the re-launch of the Lisbon strategy in 2005, with visible progress on 
reforms in key priority areas. 

The result reported in the table also suggests that the size of the economy has a positive impact on reform scores, 
which seems to contradict the widely held belief that small countries in the euro area are more active reformers. 
However, further analysis suggests that the significance of the positive coefficient is attributable to the relatively low 
scores in the assessment for two of the smallest Member States in the sample, Ireland and Luxembourg.  
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Determinants of structural reform scores based on BEPGs 
 Constant No Size EMU 

1.56 -0.02 0.07 -0.20 
(0.16)*** (0.005)*** (0.02)*** (0.08)** 1. Average 2000-2003/05 
R2 = 0.76 Obs. = 15   

1.46 -0.07 0.09 -0.20 
(0.25)*** (0.03)** (0.04)** (0.12) 2. Individual years 
R2 = 0.23 Obs. = 60     

1.43 -0.05 0.08 -0.22 
(0.22)*** (0.03)** (0.03)** (0.11)** 3. Individual years with year fixed effects 
R2 = 0.42 Obs. = 60    

Note: No - Number of recommendations, size - in(GDP in PPS, average 1999-2005), EMU - dummy for EMU Member States, OLS estimate, 
standard errors in brackets, *,**,*** significance at 10, 5, 1% level, respectively. 
Sources: Commission services. 

 

 

euro to continue expanding its role as a global 
currency. 

Graph 11: Currency shares in foreign exchange reserves 
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Despite the growing global role of the euro and 
the fact that the euro area has become a pole of 
stability in the global economy, attempts to 
improve the external representation of the euro 
area on financial and monetary matters have not 
made much progress. More generally, Europe's 
external representation in international financial 
fora – such as the Bretton Woods institutions – 

remains fragmented, reducing the actual 
influence of the euro area despite the large 
number of seats that EU (and euro-area) 
countries hold in them. However, some progress 
was recently made with the euro area being 
represented at the meetings held in the context 
of the IMF-led multilateral consultations on 
global imbalances. Bilateral dialogues are held 
with strategic partners, but this involves the EU 
as a whole rather than the euro area as an entity 
in its own right – with one exception being the 
dialogue with China (where the Presidents of the 
ECB and the Eurogroup are involved together 
with the Commissioner for Economic and 
Financial Affairs). 

7.  Governance of the euro area 

The economic governance structure of the euro 
area builds on a combination of 'subsidiarity' – 
which leaves policy responsibilities to the 
participating countries wherever possible – and 
various forms of policy coordination. The view 
underlying the Maastricht Treaty was that – aside 
from centralised monetary policy – coordination 
in EMU should mainly take place within a rules-
based framework to ensure fiscal stability, thus, 
limiting the room for policy actions entailing 
negative spillovers to the rest of the euro area. 
Softer forms of coordination aimed at fostering 
'good' behaviour have nevertheless become part 
and parcel of the EU governance structure, 
notably with the growing role of the Lisbon 
Strategy. 

The governance structure of the euro area has 
helped promote a common understanding 
among euro-area policy makers of the 
importance of sound public finances and flexible 
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product, labour and capital markets for the 
smooth functioning of EMU. As such it has 
contributed to deliver macroeconomic stability in 
many dimensions: low and stable inflation, 
greater resilience to adverse shocks, major 
efficiency gains associated with strong integration 
in financial and product markets, and better fiscal 
behaviour. Even so, EMU’s governance 
arrangements have at times suffered from a 
deficit of political and national ownership, with 
some Member States reluctant to translate a 
common understanding of policy challenges into 
policy-making at home. Decisive steps to 
improve this situation were taken in 2005, 
notably a reform of the Stability and Growth 
Pact, the revamping of the Lisbon Strategy for 
Growth and Jobs, and the appointment of a 
President of the Eurogroup – the informal 
gathering of euro-area Finance Ministers that 
traditionally precedes the meetings of the Council 
of Economics and Finance Ministers (ECOFIN) 
– for a term of two years. 

The Eurogroup has been charged with growing 
responsibility for the economic governance of 
the euro area, particularly since the appointment 
of its permanent President in January 2005. Over 
the last decade the Eurogroup's most important 
achievement has been to foster a common 
understanding among Finance Ministers of the 
principal policy challenges facing the euro area. 
The Eurogroup's proactive role in brokering a 
deal on revising the Stability and Growth Pact in 
March 2005 is clear evidence of its increasing 
importance in the euro-area's coordination 
process. 

Improving fiscal governance 

The dissuasive effect of the fiscal governance set-
up embodied in the Stability and Growth Pact 
initially turned out not to be as effective as 
anticipated – even if the situation had clearly 
improved in comparison with earlier decades. 
Underlying budgetary imbalances were still built 
up during good times even if not to the same 
extent as previously. There were sizeable 
deviations from agreed adjustment paths of the 
fiscal position (Graph 12) and attempts to 
comply with the 3% of GDP reference value for 
budget deficits in some cases led to only 

cosmetic improvements.17 In March 2005 a 
reform of the Stability and Growth Pact was 
adopted by the ECOFIN Council. Concerning 
the 'preventive arm' of the Pact it introduced a 
focus on structural balances and the possibility of 
adopting medium-term budgetary objectives that 
were better tailored to a country’s specific 
circumstances, while allowing some flexibility in 
the pace at which this objective should be 
achieved, depending on a country's structural 
reform efforts (notably pension reform). In the 
'corrective arm', the economic circumstances that 
could lead to a waiver of the excessive deficit 
procedure were reinterpreted and clarified. In 
addition, some flexibility was also introduced 
regarding the length of the adjustment period, 
inter alia to take into account possible adverse 
economic events with major unfavourable 
consequences for government finances. The 
implementation of the corrective arm now runs 
more smoothly, although further progress 
concerning the preventive arm would be 
warranted. 

Other governance issues 

Structural reform has remained largely within the 
remit of the Member States, but the need for 
enhanced structural reforms in the euro area was 
widely accepted from the outset. Article 99 of the 
EC Treaty requires all EU Member States to 
'regard their economic policies as a matter of 
common concern and shall coordinate them 
within the Council'. The importance of structural 
reform for the functioning of the euro area has 
led to including references to the euro-area 
dimension in the Broad Economic Policy 
Guidelines (BEPGs) to which the Treaty has 
assigned a central role in the coordination of 
economic policies. Importantly, the BEPGs now 
help to internalise euro-area priorities – notably 
the need for flexible and effective adjustment of 
prices and wages in the absence of internal 
exchange rates – into Member States' reform 

 
17 See for reviews of the use of, respectively, stock-flow 

adjustment and other fiscal gimmicks and their incentives: 
Buti, M., J. Nogueira Martins and A. Turrini (2007), 
'From deficits to debt and back: political incentives under 
numerical fiscal rules', CESifo Economic Studies, Vol. 53, pp. 
115-152, and Koen, V. and P. van den Noord (2006), 
‘Fiscal gimmickry in Europe: One-off measures and 
creative accounting’, in P. Wierts, S. Deroose, E. Flores 
and A. Turrini (eds): Fiscal policy surveillance in Europe, 
Basingstoke: Palgrave McMillan. 
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priorities. However, as discussed further in Part 
II of this report (see Section 'Reaping the 
benefits of coordination'), with the current 
system of governance in EMU, the full potential 
benefits of the coordination of Member States' 
structural reforms have not been exploited.  

Graph 12: Slipping fiscal targets (1) 
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(1) General government budget balances (excluding UMTS, % of 
GDP) as projected in Stability Programmes (SPs) 
Source: Commission services. 

Another important area of EMU governance 
concerns the conduct of exchange rate policy, for 
which the Council and the Eurosystem share 
responsibility. Formal or informal agreements on 
exchange rates with partners outside the euro 
area require a decision by the Council. The 
Eurosystem (the system of euro-area National 
Central Banks and the ECB) holds the euro-
area's foreign exchange reserves and has sole 
responsibility for exchange rate intervention. In 
practice the conduct of exchange rate policy has 
not encountered major problems. However, the 
views of Ministers in the Eurogroup do not 
always converge and this has occasionally led to 
inconsistencies in public statements. The 2005 
decision to appoint the Eurogroup President for 
a term of two years and his expanded 
participation in G7 meetings along with the use 
of terms of reference on this topic has improved 
the situation in this regard.18

Finally, the proper functioning of EMU requires 
a comprehensive information system to provide 
the statistical data on which to base surveillance, 
coordination and policy decisions. An action plan 
                                                      
18  Terms of reference summarise Ministers’ understanding 

of particular issues and the implications for economic 
policy.  

on EMU statistics was endorsed by the ECOFIN 
Council in September 2000 which identified the 
statistical areas where progress was urgent. This 
boosted the development of high-frequency 
statistics, although more could be done to 
increase the timeliness and scope of EMU 
statistics. 

8.  Concluding remarks 

The launch of the euro represented a sea change 
in the macroeconomic environment of its 
participating Member States. A single monetary 
policy combined with national but coordinated 
fiscal policies has fostered macroeconomic 
stability. The European Central Bank (ECB) 
quickly established and has maintained its 
credibility. The intra-European exchange rate 
tensions that periodically traumatised the 
European economies have become a thing of the 
past. Budgetary discipline has improved 
significantly, strengthened by the Stability and 
Growth Pact (SGP). The euro-area economy has 
pursued a faster track of economic and financial 
integration than the rest of the EU and its 
resilience in the face of external shocks has 
become stronger. Progress has been made on 
many fronts.  

However, not all expectations have been fulfilled: 

• At around 2% per annum, potential growth 
remains too low. Although employment has 
soared, and despite the positive impact of the 
single currency, productivity growth has 
been slow and the euro area's per capita 
income has stalled at 70% of that of the 
United States.  

• There have been substantial and lasting 
differences across countries in terms of 
inflation and unit labour costs. This has led 
to accumulated competitiveness gains/losses 
and large external imbalances, which in EMU 
require long periods of adjustment. 
Essentially, this protracted adjustment 
reflects the fact that structural reforms have 
been less ambitious since the launch of the 
euro than in the run-up to it.  

• As an international currency the euro is a 
major asset for all euro-area members and 
for the EU as a whole. In the present 
turbulent global economic environment, the 
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single currency provides a shield and can put 
the euro area in a unique position to play a 
key role in the global political arena in 
shaping globalisation. However this potential 
is not sufficiently exploited as the euro area 
has neither a properly defined international 
strategy nor effective international 
representation.  

• While the Eurogroup has improved its 
functioning over the last decade through 
learning by doing, it has not yet emerged as a 
body that actively guides, coordinates and 
takes real leadership on matters that, 
although not always unique to the euro area, 
are of particular importance for euro-area 
members. In particular, the Eurogroup has 
not yet been able to systematically turn 
common understanding among euro-area 
Finance Ministers into concerted policy 
action, most notably in the area of structural 
reforms.  

• Finally, the public image of the euro does 
not fully reflect EMU's successful economic 
performance. The euro is often used as a 
scapegoat for poor economic performances 
that in reality result from inappropriate 
economic policies at the national level. 
Furthermore citizens in some countries 
believe that prices have significantly 
increased because of the euro.  

Clearly, important work still lies ahead. But 
beyond the fulfilment of initial expectations, the 
EMU policy agenda for the next decade will be 
marked by the emergence of new global 
challenges which will amplify the weaknesses of 
EMU outlined above. This is the topic of the 
next part section in this issue. 

 


