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Meine Damen und Herren,

es ist mir eine groRe Ehre und Freude, hier am heutigen Tag Uber den Euroraum in seiner
derzeitigen Form und in der Zukunft sprechen zu dirfen. Noch vor wenigen Jahrzehnten
ware eine einheitliche Wahrung in Europa fur viele Beobachter undenkbar gewesen. Und
doch feierten wir, wie Sie wissen, vor Kurzem das zehnjahrige Bestehen der EZB und somit
auch des ESZB, des Europaischen Systems der Zentralbanken. Seit der Einfihrung des
Euro im Januar 1999 konzentriert sich die EZB auf die Gewahrleistung der Preisstabilitat im
Euroraum, ihr vorrangiges Ziel.

Ladies and gentlemen,

It is a great honour and a pleasure to be invited here today to speak about the current state
of the euro area and its future. Not many decades ago, a single currency in Europe would
have been unthinkable for many observers. And yet, as you know, we have just celebrated
the tenth anniversary of the creation of the ECB and, for that matter, the ESCB — the
European System of Central Banks. Since the launch of the euro in January 1999, the ECB
has focused on preserving price stability in the euro area, its primary objective.

You all know very well that inflation rates have continued to rise since the autumn of last
year. Inflation is expected to remain above the level consistent with price stability for longer
than we previously thought. Last week we had to act to discourage second-round effects and
to counteract the increasing upside risks to price stability over the medium term. Our decision
will contribute to delivering price stability over the medium term. As | will argue in my talk
today, a lot depends on the solidly anchoring of inflation expectations.

Over the last ten years, the ECB has gained a great deal of respect and credibility. Since the
launch of the euro, the average inflation rate has been just slightly above 2%. And this has
been achieved, despite various shocks that have hit the euro area over these years,
including the ongoing strong global increase in commodity prices that is affecting Europe and
the rest of the world. In the decades before the launch of the euro, average annual inflation
rates in many EU Member States were very significantly higher. This is a remarkable result.
It shows that we have inherited the credibility that was the privilege of the most successful
currencies before the euro.

Today, | would like to share with you some of our achievements over these past ten
momentous years. They call for celebration. But over and beyond our performance in terms
of price stability, | would also like to share with you reflections on the economic performance
of the euro area and some of the remaining challenges that the ECB and the euro area as a
whole face as they enter their second decade. | will then make a few remarks on the sound
economic management of our Monetary Union.

1. On the achievements of the euro area

The new monetary policy framework — with the ECB setting the monetary policy for the entire
euro area — was quickly understood and trusted from the very first days. The ECB has a
clear mandate — to safeguard price stability in the euro area — and is independent. In 2003,
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the ECB clarified that price stability meant maintaining inflation rates close to and below 2%
over the medium term. This is a clear yardstick against which the public can judge us. While
being custodian of the trust of the citizens of the euro area, we are also fully accountable to
them, and endeavour to explain our actions. Over these ten years, this framework has
contributed to anchoring longer-term inflation expectations.

We all know that price stability is essential for the success of a large economic and monetary
union. It protects the incomes of all of us, and particularly those of the most vulnerable and
poorest of our fellow citizens. An aspect that is often neglected is that, thanks to price
stability, diverse other benefits follow. Price stability is a precondition for sustainable growth
and job creation and, ultimately, social cohesion.” It is also a major contribution for financial
stability.

The euro also promotes the functioning of our vast continental market and, therefore, helps
bring about a true single market for goods, services, capital and labour. During the first nine
years of the euro, 15.7 million new jobs were created in the euro area, and the
unemployment rate is now at the lowest level since the early 1980s. Our common currency
has also helped to protect the euro area economy from diverse global shocks, as well as
from the considerable turbulence of the last few years. Let me offer you two examples of the
credibility of the ECB and the benefits that this brings.

o Over recent months, we have seen that actual inflation may temporarily diverge from
our medium-term objective. The first example of the credibility of the ECB is that
long-term inflation expectations have remained solidly anchored. In fact, they have
remained well anchored over the entire ten years. This is remarkable considering
the series of adverse economic disturbances that have hit the euro area since its
inception.

) The second example of the credibility of the ECB is that medium and long-term
market rates of the euro are at the same low levels in terms of embedded inflation
expectations and risk premia as those experienced by the most stable national
currencies prior to it. In other words, we have been instrumental in securing the
lowest market interest rates on a 5, 10 up to 50-year basis. Most euro area countries
have benefited from significantly better financing conditions than in the 1990s, a
situation which has also supported fiscal consolidation.?

The euro has also helped strengthen trade and financial linkages across euro area countries.
There is clear evidence that the introduction of the single currency and the associated
increase in price and cost transparency have fostered both intra and extra-euro area trade in
goods and services. In fact, the sum of intra-euro area exports and imports increased from
about 31% of GDP in 1998 to around 40% in 2007 — approximately 9 percentage points.
During the same period, extra-euro area trade growth even exceeded that in intra-euro area
trade, rising 13 percentage points from 31% to 44% of GDP in 2007. Hence, there is no
“fortress Europe”.

' Several studies have shown how harmful inflation (and inflation volatility) can be. Let me also remind you that

empirical evidence shows there is a negative relationship between inflation and output growth, with a 100-
basis point permanent increase in inflation being associated with a 10 to 30-basis point decrease in trend
output growth (see the May 2008 issue of the ECB’s Monthly Bulletin).

After the transition to the euro, the yield curve was fully in line with the benchmark set by the most credible
currencies before EMU. As a result, in some euro area countries, medium and long-term market interest rates
fell to unprecedented levels when the euro was introduced and have remained there since. This is a
phenomenal benefit. In fact, most euro area countries have benefited from significantly better financing
conditions than in the 1990s, a situation that has supported fiscal consolidation. For instance, in the run-up to
Stage Three of EMU, fiscal deficits were reduced considerably, mainly on account of falling interest payments,
from an average of 5.2% of GDP between 1990 and 1998 to 3.4% between 1999 and 2007 (see ECB, “10th
Anniversary of the ECB”, Special Edition of the ECB’s Monthly Bulletin, June 2008).
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Let me also mention that, when | travel around Europe, | feel that a shift in mindset is
gradually taking place. In fact, firms are becoming more conscious of the euro area
dimension of their actions and decisions. Households are increasingly conscious of the
opportunities offered by an expanded economic and financial area.

The launch of the euro has also coincided with a remarkable deepening of financial
integration. The financial landscape has already changed a great deal in most market
segments, and is continuing to change. The euro is acting as a catalyst for a gradual portfolio
reallocation away from holdings of domestic financial instruments towards holdings of
financial instruments issued elsewhere within the euro area. For instance, euro area cross-
border holdings of long-term debt securities have increased strongly — from about 10% of
total stocks at the end of the 1990s to nearly 60% in 2006. Furthermore, euro area residents
almost doubled the amount of cross-border holdings of equity issued by euro area residents,
from 15% to 29%, between 1997 and 2006, in particular on account of institutional investors.
As for capital flows, the euro has boosted foreign direct investment — particularly cross-
border mergers and acquisitions in manufacturing — and portfolio flows across euro area
countries.

Well-integrated financial markets and diversified portfolios reduce the extent to which the
saving and spending decisions of firms and households are dependent on economic and
financial developments in a specific country, region or sector. As a result, credit and risk-
sharing channels are increasingly helping to attenuate the impact of shocks in a specific euro
area country or sector.

Let me mention also one important aspect. We live in an era of rapid technological progress.
Competitive forces are reshaping global manufacturing, the financial landscape and the
sharing of wealth. Large demographic changes are also under way. The impact of these
“‘mega-trends” is very substantial, although it is difficult to quantify them precisely.

In my view, the euro area as a whole has exhibited resilience to such external developments.
It is, as a whole, significantly more resilient than many of its individual member countries
were before the launch of the euro.® The euro area has been a source of stability.

In short, the current state of the euro area is one of increasing interdependence and ongoing
integration. Over these ten years, we have observed greater price stability, greater
macroeconomic stability, as well as increasing economic and financial integration. However,
despite these achievements, there is no room for complacency, and a great deal still needs
to be accomplished.

| now want to put forward the argument that several changes in this second decade and
beyond will have to come from the “E” in EMU: namely that there is a need for further
substantial efforts and reforms on the economic side. In other words, | argue that there is a
need for a sound economic management. This has two facets. The first is that the overall
level of economic performance in the euro area needs to improve. Think, for example, of the
question as to how the euro area as a whole might raise its potential growth...and actually
grow at such a higher level. The second facet is that we need to understand and address
diversity of economic performance across the euro area. Think, for example, of the question
as to the extent to which euro area countries differ in terms of economic performance. | will
deal with these aspects in turn.

Not so long ago, the impact of movements of the Deutsche Mark against the US dollar was often aggravated
by similar movements between the currencies that have now been replaced by the euro. This can no longer
happen. This increasing resilience is illustrated by the fact that the major shocks of the last ten years have not
played an important role in the dispersion of output growth. In other words, they have not contributed to the
economic diversity that | will now go on to discuss.
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2. On the economic performance of the euro area

The achievements | have just described have accompanied an impressive performance in
terms of job creation. From the start of EMU to the end of last year, as | have already
mentioned, the number of people in employment in the euro area has increased by 15.7
million, compared with an increase of only some 5 million in the previous nine years, and the
euro area unemployment rate has fallen to its lowest level since the early 1980s. Of course,
the surge in employment cannot be attributed solely to the euro. It also reflects corporate
restructuring, the progress made on structural reforms and overall wage moderation in most
countries.

However, Europe is far from having exhausted its potential for further increases in labour
participation rates and employment. Let me flag just a few facts. The overall employment rate
in the euro area remains modest by international standards — 65.7% in the euro area,
compared with 72% in the United States — and the unemployment rate is still clearly too high
— over 7% in the euro area. More specifically, while the employment rate of prime-age men in
the euro area is comparable with that in the United States, considerable disparities remain
when we look at employment rates among the young, among women and among older
workers.*

Labour market reforms appear to be even more appropriate if we consider that growth
performance will increasingly be constrained by relatively low population growth rates and
population ageing. Since the early 1990s, the population of the euro area has been growing
at a yearly rate of only 0.4%, compared with 1.1% in the United States.

Europe has room to develop its growth potential. Since the early 1990s, real GDP has
grown, on average, by 2.1% in the euro area, compared with 2.8% in the United States.
Since the start of EMU, the annual growth rate for the euro area has averaged 2.2% per
year, compared with 2.7% in the United States. Even if one has to recognise that the euro
area did slightly better than the US in terms of GDP growth per capita, it remains that the
euro area’s potential output growth has moved to the lower bound of its previously estimated
range of 2-2.5%. A low trend growth in labour productivity explains, in large part, the modest
growth performance. During the 1980s, hourly labour productivity in the euro area grew, on
average, by 2.3%, while it declined to 1.8% in the 1990s and decreased further to 1.2%
between 1999 and 2007. By contrast, hourly labour productivity growth in the United States
accelerated from 1.2% to 1.6% and then to 2.1% over the same periods.®

What can be done to enhance labour productivity? In recent years, we have seen rising
levels of employment, particularly in the unskilled segment of the labour market. This has
certainly contributed to the slowdown in labour productivity growth. However, to a large
extent, there has also been a significant slowdown in total factor productivity (TFP) growth.
TFP growth is generally taken as a measure of technological progress and improvement in
the organisation and overall efficiency of production.® There are many factors behind the low

In 2007, for instance, the female employment rate was 58% in the euro area, compared with 66% in the
United States in 2006; among older workers, it was 43.3%, compared with 61.7% in the United States in 2006,
while the youth employment rate was 38%, compared with 54.2% in the United States in 2006. In the case of
the euro area, these features appear to be consistent with an “insider-outsider’ characterisation of the
European labour market, where structural impediments resulting from the legal and regulatory environment,
high taxes on labour and rigidities associated with wage regulations may prevent those groups “at the margin”
from actively participating in the labour market.

Euro area data on hours worked per worker in 2007 are assumed to be constant. US data on hours worked
per worker are estimated using OECD data for 2006 and 2007. The source of the data is the AMECO
database.

According to the European Commission, total factor productivity grew, on average, by 1.6% in the 1980s,
before falling to 1.1% in the 1990s and to 0.7% between 1999 and 2007. The countries that have managed to
exploit the efficiency gains resulting, in particular, from new technology have enjoyed stronger labour
productivity growth. For instance, in the last ten years, investment in information and communication
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