Contents

EMU after five years: an assessment . ............................ i,
Part I — Economic developments in the early yearsof EMU ...................... ...
SUIMIMATY . ..o ottt e e e et e e e e e e e e e

1. The assignment of economic policies in EMU: expectations and challenges ............... ...

2. Assessing economic performance in the earty yearsof EMU .............. ... ... . ...

2.1. Macroeconomic stability . ......... ... ... e

2.2, Beonomic rowth. . ... ...

2.3.
24.

The policy-mix
Expectations at the start of EMU ...........

3.1
32
33.
34.
3.5.

External developments ...................
Lack of robustness of domestic demand ... ...

Developments in monetary policy . ..........
Developments in fiscal policy ..............

Developments in other policy areas .........
Overall assessment of the policy-mix ........

The contribution of EMU to nominal convergence and real convergence . ....................

4.1.
42.
43.

Expectations at the start f EMU ...........
Developments in nominal convergence ......

Cyclical convergence inEMU .............

Part II — The macroeconomic policy framework

Summary
l.

Monetary policy

1.1.
1.2.

1.3.
1.4,

1.5.

The monetary policy framework in EMU ... ..

A monctary policy strategy for an uncertain environment . ......... ..o

1.2.1. The ECB’s monctary policy strategy . .
1.2.2. The ECB’s definition of price stability .
1.2.3.  Analysis of the risks to price stability ..

The independence and accountability of the ECB ...

How successful has monetary policy been? ...
1.4.1. Pricestability ....................

1.4.2. The monetary policy response to the slowdown . ...

1.4.3. The euro exchangerate .............
Enlargement and the future of ECB governance

17

19
21
24
24
25
25
30
38
38
38
39
40

i S

48

59

61
66
66

67
67
68
70
71
72
72
73
79
82



Annex — The changeover to euro notes and COINS ... .............ooiiiieeeooa ..

2.

Part Il — EMU and the process of financial integration

Summary
1.
2.
2.1.
22
23.
3.

Part IV — Market integration and structural reform in EMU

Summary
1.
1.1.
1.2.

Fiscal policy .. ... ... ..

2.1.

22

2.3.

24.

Wage developments

3.1

3.2

Structure of the euro-area financial system

32
3.3.

The EU’s fiscal framework ....... ... . . .
2.1.1. The rationale for a rules-based fiscal framework and its main features ............
2.1.2. Expectationsatthestart of EMU .........................................
Were the deficit and debt objectives met? .................... ... ... ... ... ... ....
2.2.1. Budgetary OWCOMES . .. ...ttt ettt et e
2.2.2. Did the fiscal framework influence national budgetary choices? . ................
Did the fiscal framework evolve effectively to deal with emerging budgetary challenges? . . .
2.3.1. Efforts to improve the framework for budgetary surveillance ...................
2.3.2. The debate on the conduct of fiscal policy in EMU . ..........................
Did the budgetary framework help countries to correct budgetary imbalances? ...........
2.4.1. Experiences in the initial years of EMU .. ... ... ..o,
2.4.2. Recent efforts to strengthen the framework for budgetary surveillance . .. ... ......

Expectations regarding wage developments and wage formation in EMU ...............
3.1.1. The approach to assessing wage developments and wage formationin EMU . ......
3.1.2. Some recent evidence on nominal wage rigidity in Europe
An assessment of wage developments in the early years of EMU

3.2.1. Wage and unit labour cost developments ... ................................
3.2.2. Intra-area realignments of labour cost competitiveness
3.2.3. Evolution of wage-bargaining systems

Overview

Money and financial markets ............. ... ... .. .. .. . . . .
2.3.1. Money markets and markets for derivatives
2.3.2. Fixed income markets
2.33. Equitymarkets ................
2.3.4. Market infrastructure

Upgrading cross-border supervision
Improved corporate governance

Expectations as regards the impact of EMU on market integration
Five years of experience with the euro
1.2.1. Trade and FDI effects

84
89

89
89
90

91
91
94

96
96
99

102
102
103

107

107
107
108

108
108
111
113

117

119
121
124
124
125

128
128
128
131
132

134
134
136
136

137

139
141
141

145
145
146



1.2.3. Changes in the industrial Structure ............... .o
1.2.4. Macroeconomic effects of product market integration . ........................

1.3. Institutional aspects: policy coordination in product markets .. ...................oonn
2. EMUandthe labour markel . ... ..o ottt

2.1, INEOGUCHION . . o o oottt et e et et e et et e e e
2.1.1. Expectations on the impact of EMU on labour markets ........................
2.1.2. The approach to assessing the impact of EMU on labour markets . ...............

2.2. Labour market outcomes InEMU .. ... .. ..

2.3. Assessing the impact of EMU on labour markets and vice versa .......................
2.3.1. Flexibility in EMU and labour market policies/institutions .....................
232. Reformefforts inEMU . ... ... i

Part V — The euro in the international economy .....................................

Summary

1. Expectationsatthe start of EMU ... . i

Ll

The international use of the euro by the private SeCtor ............ ... v,
The international use of the euro by the official sector ............... .o v
The euro area’s contribution to global policy coordination . ......... .. ... .o

4.1, BacKErOUNA . . ..ottt e e
4.2. Internal coordination on external positions and exchange rate policy ...................

4.3. External representation of theeuroarea ............. ..o

Part VI — Member States that have not yet adopted theeuro ........................

Summary

1.  The old Member States outside the euro area and the question of euro membership ............

1.1, INEOQUCHION . o o v oot ettt e et e e e e e e e e e
1.2. Macroeconomic policy frameworks ................. .
1.3. The economic performance of Denmark, Swedenandthe UK ...t

1.4, Attitudes towards €UFO ENLIY . . ...\ttt ot

2. The euro and the new Member States . ....... ... oot
2.1, INTOUCHON . . o\ttt e e e e e e et e e
2.2. Macroeconomic performance of the new Member States ...t

2.3, Structural characteristics of the new Member States ................. ...

2.4, Challenges facing the new Member States on the road to euro adoption . ................

Bibliography

148
149

150
153

153
153
154

155

160
160
163

169

171
173
175
179
181
181
181
184

187

189
191
191
192
193
201



Tables

L1 Macroeconomic stability indicators, euroarea . ........... .. i i e
1.2 Main trade partners of the euroarea . . ........ ... ...
1.3. Impact of a USD 12 increase in oil prices, euroarea . ...............oviinvinnenn ..
1.4. The impact of a 20 % drop in equity prices on real GDP growth, EU ................. ....
LS. Contributions to annual growth in private consumption (2000-03, euro-area) ..............

L.6. GDP and employment, average annual growth rates (1990-2003). .. .....................
1.7. Decomposition of GDP growth rates, euro area and the United States (1980-2002)..........
1.8. Budget deficits in 200003, @Uro area. . . . .. ... .t

II.1. Estimates of output gaps in the euro area and the United States. . ........................
I1.2.  Macroeconomic effects on the euro area of a sudden and strong euro appreciation
againstthe US dollar. . ... ... i e e e

I1.3.  Euro-area real effective exchange rate to May 2004
I1.4. Nominal budget balances

IL5. General government grossdebt. . .. ... ... . e

I1.6.  Age-related expenditure long-term trends in EU-15 countries
I1.7. Long-term debt to GDP ratio in EU-15 countries

II1.1.  Share of corporate loans in financial liabilities (1997-2002) ... ....... ... . ... .cccovu...
III.2.  Share of the five largest credit institutions in total assets (2002) . ... ..............c.un..
IL.3.  Market share of branches and subsidiaries of foreign credit institutions
IlI.4. Matching of firm-intermediary nationality

[II.5.  Breakdown of the assets of the equity mutual funds operating in the euro-area countries. . . . . .

IV.1.  The effects of the SMP and EMU on EU product markets. ... ................couuueennn
IV.2.  Evolution of the production and trade specialisation of the EU Member States (1970-97). . . ..
IV.3.  Evolution of intra-industry trade inside the EU (1980-2001)
IV.4.  Employment in the EUMember States. . ................ ... . ... iiiiiiiiinennnnens
IV.5.  Unemployment in the EU Member States
IV.6.  Jobtenure of employees, 2002 . .. ...ttt
IV.7. Employment and unemployment in the acceding countries, 2003
IV.8.  Main types of labour market flexibility. . ... ........ ... .. .. . .
IV.9.  Euro-area labour market reforms in response to the BEPGs, 19992003
IV.10. Reforms of EPL and temporary contracts, late 1990s—2003

V.l.  Theeuroareainthe worldeconomy . ................. . ... ... . . . . . . ..
V.2, The euro as an international currency . ... ........... ... ..
V.3. The share of the euro as a settlement/invoiCing Currency . . ... .................coooeoenns
V.4.  Share of the euro in international trade of acceding countries . ..........................
V.5.  Official holdings of foreign exchange by currencies. . .................. 00 .

VLI.  Growth and stability performance compared
V1.2.  Potential output growth and its determinants

24
27
27
28
34
35
37
40

79

80
81
93
95
100
101

125
125
126
126
127

142
149
150
158
158
159
160
161
164
166

173
174
177
178
180

193
198



VL3.
V14,
VLS.
VL6.
VL7.
VIL8.
VL.
VIL10.
VIL1L
VL12.

Graphs

L1
L.2.
L.3.
1.4.
5.
L6.
L7.
L.8.
L9.
I.10.
I.11.
L12.
L.13.
1.14.
I.15.
L.16.
L17.
L18.
I.19.
1.20.
1.21.
1.22.
1.23.
1.24.

IL.1.
I1.2.
IL.3.
11.4.
IL5.
IL6.

New Member States: Population, GDP per capita and GDP levels .......................

New Member States: Selected economic indicators . . ... ...
New Member States: Public finances in 2002. .. ... ... ... i

New Member States: Public pension

expenditures in 2000-50 ... ... ...

New Member States: Sectoral value added in2001 . ........ ... .. oo
New Member States: Sectoral breakdown of employmentin 2001 .......................

New Member States: Labour market

characteristics in 2002 .. ... ... e

Monthly labour costs per employee and unit labour costs in manufacturing ................

New Member States: Knowledge-based economy .. ...

New Member States: Product market reforms. .. ... o

Outputgap ............covvnnn.
Stock market prices . .. ..........
World import demand and euro-area

growth performance . . ............... e

Investment and INterest FAtes, EUIO @IEA. . o o v v v v v et vive e on e ir e cnae e s

Non-financial corporate sector debt, euro area . ... ........ ..ot

Household saving rate in cyclical downturns, €Uro aréa . ..........c..oovvoe e s

Employment performance, euro area

Household actual and simulated consumption, €Ur0 area . ... .........oomenenaree oo

Trend growth and its components . .

Household saving and fiscal deficit, euroarea . ...

Real unit labour costs and itS COMPONENLS. . . . .« o oo vvttae e

US macroeconomic policies ... ...
Euro-area macroeconomic policies .
Inflation dispersion in the euro area

Inflation dispersion in the euro area and the United States. . ...t

Cyclical convergence in the euro area (standard deviation) . ......... ... ...

Cyclical convergence in the euro area (correlation) ... ...

Convergence in short-term interest rates, €Ur0 AI€A .. .........c..tour oo e ces

Convergence in fiscal policy, UTO area. .. ... ...

Fiscal policy in the 1992-94 downturn, EUr0 area. . .. ... ..ottt e

Fiscal policy in the 2001-03 downturn, U0 area. ... ........ovrnhinn e

Cyclical peak and subsequent change in the output gap, euro-area Member States . . .........

Real convergence in the euro area. .

Growth and catching Up in the @UrO @rCA. .. . ... it

Euro-area — headline and core inflation. . . ......... ... . i

Policy interest rates in the euro area and the United SHALES. . it

Euro-area inflation perception. . . ..

Changes in perceived inflation across Member States — 2002 ...

Euro-areaMCI. ................
Euro area — short-term interest rate

205
206
211
212
213
213
214
215
216
218

26
28
29
31
32
33
34
35
36
41
42
42
43

75
76
77
78



IL7. Bilateral exchange rates USD-EUR .. ... ... i 82

IL.8. Nominal budget balances in the euro area, 1992-98. ... . ..... ... 92
IL9.  Fiscal stance and cyclical conditions in the euro area, 1992-2003........................ 92
IL.10. Buro-area GDP in absence of fiscal discipline, simulation with the Commission QUEST model 95
[I.11. Stabilisation effect provided by the budget in response to a consumption shock. ............ 101
I1.12. Budget deficits and procedures launched by the Commission and the Council .............. 102
11.13.  First year output response to a 1 % disinflationary shock. . ... 109
11.14. Nominal wage and unit labour cost developments . ............ ... 110
I1.15. Real unit labour cost deVElOPMENLtS. . . . ... .ottt i 110
IL.16. Real wage gap indicator (1970 =100) ........ ... ..ot 112
I1.17. Intra-euro-arca effective exchange rates (1998-2005) ........ ... .. ... i 114
[1.18. Wage share 19952002 and the degree of bargaining coordination . . ..................... 114
ILAL. Euro changeover SCENAiO . . ... ...ttt ttet ittt eee s 84
II.LA2. Euro banknotes and coins in circulation ... ....... ... . i 86
I1.A3. Euro cash payments as a share of total cash payments . . .......... ... ... et 86
ILA4.  SUPPOIt fOr the EUTO. . . ..\t v ettt ettt i e e et et e e e 87
I.AS. The perception of inflation in the euro area . ............. ... iemiiieieneenneaaane. 88
[I.1. Comparison of financial structures: Size of world capital markets and bank assets in 2002 . . . . 124
IM1.2. Dispersion in euro-area sovereign debt yields. .. ...... ... .. .. e 129
II1.3.  Gross and net issuance volumes in euro-areabond markets. .. ......... ... ...t 130
II.4.  Gross issuance of euro-denominated bonds (1999-2003). .. ......... ... .. . 131
IV.1. Real trade in goods with the euro area and other EU countries ........... ... ..........- 146
IV.2. Inward foreign direct investment share of non-EMU countries into EU-15total . . ........... 147
IV.3. PrCE CONVEIBENCE . . o o\ v ettt ete e ettt et e et e et e et e e e s i e aeee e 148
IV.4. Unemployment in the euro area, 1992-2003 ......... ... ... .. i 156
IV.5. Employmentinthe euro area, 1992-2003. .. .. ... .. .. ... 156
IV.6. Changes in the tax wedge, 1998-2002 . ... ... ...\ trinrrer et 165
IV.7. Net replacement rates for a single person on a low wage, 2001-02....................... 165
V.1.  International debt markets by CUITERCY . . . ... ...t i 175
V.2.  Foreign exchange turnover by CUITENCY . ... ...ottttr it nns 176
V.3.  International bank liabilities by currency . ............ ..ottt 177
V.4.  The exchange rate of the euro versus the US dollarand theyen. . ... ...........ooovreeons 184
V1.1, Monetary and fiscal policies in Denmark, Sweden, the UK and the euro area. .. ............ 195
VL2, HICPINflation . . .. ... e 196
VI3, Buro eXchange rates. . .. . ...ttt et e e 197
V14. Employment protection legislation (EPL) and product market regulation (PMR) ............ 200
VLS. Unemployment rate . ... ... .ttt 200
VIL.6. Correlation of industrial output cycles with the euro area 206

VI1.7. Harmonised consumer price index, 1997-2003 207



VL3.
VLO.
VL10.
VL11.
VL12.

Boxes

L1
L2.
L3.
L4
LS.

IL.1.
IL.2.
IL3.
1L.4.

II.1.
11.2.

Iv.1.
Iv.2.
IvV.3.
V4.

VLI1.

Current account balance, 1995-2002 ..................
Investment ratios, 1995-2002 . .. ...t
Old-aged dependency ratio, 2000 and 2050 .............
Labour productivity per person employed in 2001 ........
Trade integration with EU-15in2002..................

Measures to strengthen economic governance in the euro area. . . ... coovvvivvnvoevenenns

GDP and productivity performance in the euro area and the United States .. ...............

Shocks and adjustment . ..............coioanns

Sources of inflation differences in EMU and policy implications .................oononne

Developments in long-term growth convergence . ........

On the disconnect between perceived and actual inflation . .
The impact on inflation of exchange rate changes ........

Efforts to improve the coordination of budgetary policies inEMU ................ocoonnn

A real wage gap indicator for the euro area. . ............

Financial integration and growth. .. ...................
The Lamfalussy approach to EU financial regulation. . . . ..

The European employment Strategy . ..............cc-«
The Lisbon employment targets ......................
Reforms of employment protection legislation . ..........
The European Employment Taskforce chaired by Wim Kok

The new Member States and their transition to the euro area

209
210
211
215
217

23
35
46
50
56

75
80
105
112

122
135

155
157
164
167

220



