Notre Europe §

E . Thinking a united Europe .
= Penser l'unité européenne &

Completing the Euro

A road map towards fiscal union in Europe

@ Reportofthe “Tommaso Padoa-Schioppa Group”

Henrik Enderlein
Peter Bofinger
Laurence Boone

Paul de Grauwe

< Jean-Claude Piris
Jean Pisani-Ferry
Maria Joao Rodrigues
André Sapir

Antonio Vitorino

Under the patronage of Jacques Delors and Helmut Schmidt

Steering Committee:

Yves Bertoncini, Sofia Fernandes, Marc-Antoine Lacroix, Eulalia Rubio
Ton‘1maso -
S(hiop;;a

0!

I e 20,2 S



Completing the Euro

A road map towards fiscal union
in Europe

Report of the
“Tommaso Padoa-Schioppa Group”

UNDER THE PATRONAGE OF
Jacques DELoRrs

HetmuT ScHmipT



MEMBERS OF THE GROUP

Henrik Enderlein — General Coordinator of the Group, Associate Dean and Professor
of Political Economy at the Hertie School of Governance, Berlin.

Peter Bofinger, Member of the German Council of Economic Experts, Professor

of Economics at the University of Wiirzburg.

Laurence Boone, Chief Economist at Bank of America Merrill Lynch.

Paul de Grauwe, Professor of Economics at the London School of Economics.
Jean-Claude Piris, Former Director General of the Legal Service of the Council

of the European Union.

Jean Pisani-Ferry, Director of Bruegel, Professor of Economics at Paris-Dauphine.
Maria Jodo Rodrigues, Former Minister for Employment of Portugal.

André Sapir, Professor of Economics at Université Libre de Bruxelles and Senior Fellow
at Bruegel.

Anténio Vitorino, President of Notre Europe and former European Commissioner

for Justice and Internal Affairs.

This Report was prepared under the auspices of Notre Europe
in honour of Notre Europe’s former President,

Tommaso Padoa-Schioppa.

Members of the Steering Committee were:

Yves Bertoncini, Secretary-General of Notre Europe

Sofia Fernandes, Researcherin Economic and Social Affairs at Notre Europe
Marc-Antoine Lacroix, Senior Principal, Promontory Financial Group France SAS

Eulalia Rubio, Senior Researcherin Economic and Social Affairs at Notre Europe

The Group started its proceedings in December 2011. The Report was published on
26 June 2012. Every member of the Group participated in a personal capacity. The views
represented in this Report therefore do not necessarily reflect the views of the institutions

to which the members of the Group are affiliated.



In memoriam Tommaso Padoa-Schioppa

CoMPLETING THE EURO



Notre Europe

Notre Europe is an independent think tank devoted to European integration. Under
the guidance of Jacques Delors, who created Notre Europe in 1996, the association
aims to “think a united Europe.”

Our ambition is to contribute to the current public debate by producing analyses
and pertinent policy proposals that strive for a closer union of the peoples of
Europe. We are equally devoted to promoting the active engagement of citizens
and civil society in the process of community construction and the creation of a

European public space.

In this vein, the staff of Notre Europe directs research projects; produces and
disseminates analyses in the form of short notes, studies, and articles; and organises
public debates and seminars. Its analyses and proposals are concentrated around
four themes:

e Visions of Europe: The community method, the enlargement and deepening of
the EU and the European project as a whole are a work in constant progress. Notre
Europe provides in-depth analysis and proposals that help find a path through the
multitude of Europe’s possible futures.

e furopean Democracy in Action: Democracy is an everyday priority. Notre Europe

believes that European integration is a matter for every citizen, actor of civil society



and level of authority within the Union. Notre Europe therefore seeks to identify and
promote ways of further democratising European governance.

e Competition, Cooperation, Solidarity: “Competition that stimulates, co-opera-
tion that strengthens, and solidarity that unites”. This, in essence, is the European
contract as defined by Jacques Delors. True to this approach, Notre Europe explores
and promotes innovative solutions in the fields of economic, social and sustainable
development policy.

e Furope and World Governance: As an original model of governance in an increas-
ingly open world, the European Union has a role to play on the international scene
and in matters of world governance. Notre Europe seeks to help define this role.

Notre Europe aims for complete freedom of thought and works in the spirit of the
public good. Itis for this reason that all of Notre Europe’s publications are available
for free from our website, in both French and English: www.notre-europe.eu

Its Presidents have been successively Jacques Delors (1996-2004), Pascal Lamy
(2004-2005), Tommaso Padoa-Schioppa (2005-2010) and Antdnio Vitorino (since

2011).
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FOREWORD
by Jacques Delors and Helmut Schmidt

| =

In the present context of tensions and crisis surrounding the functioning of the
European Economic and Monetary Union, it is particularly enlightening to find
in- depth analysis and a source of inspiration in the Report elaborated by the

“Tommaso Padoa-Schioppa Group” putin place by Notre Europe.

Tommaso Padoa-Schioppa was an eminent expert of the economic and monetary
integration, not only at theoretical level, but also as a practitioner, given the
important responsibilities he held at the European Commission and at the
European Central Bank. He had testified, as we do, that the potential difficulties
and functional deficiencies mentioned in this Report were not ignored, neither
when the European Monetary System was set up in the late 1970s nor when the
Economic and Monetary Union was launched in the early 1990s. Most of these defi-
ciencies had indeed been mentioned, but the political compromises concluded at
these stages of the European construction did not allow creating a perfect “EMU”.

In the new context created by the current crisis, the great interest of this Reportis to
callon “completion of the euro” on the basis of very acute and pragmatic analyses
of the challenges at stake, but also with the objective of proposing both feasible



and decisive options. This Report also deserve credit for going beyond the short-
term emergencies and trying to identify the main structural problems of the euro

darea.

Dealing with heterogeneities in a currency union is the first key challenge identi-
fied. It leads the Report to stress the need to complete the single market, to reduce
the pro-cyclical impact of the ECB real interest rate by allowing the “real exchange
rate” channel to work better. It also proposes the creation of a “cyclical stabilisa-
tion fund” to help countries recover from EMU-induced cyclical downturns.

Putting in place a “euro area banking union” to break the nexus between banking
weaknesses and sovereign debt dynamics is another key proposal put forward by
the Report. Now that the negative effects of the banking crisis are clearly visible, it
indeed appears all the more useful to create a banking supervision authority able
to exercise micro-prudential supervision powers and, in parallel, to set up an EMU
agency capable of supplying funds for the resolution of the banking crisis as well
as administrating a European bank deposit guarantee scheme.

Promoting a “sui generis fiscal federalism approach” for the euro area is the other
key proposal of this Report. It is naturally crucial to propose and adopt a rebalanc-
ing of fiscal rights and fiscal duties within the EMU, which could go beyond the
decisions already made in the last period: the Report is particularly right to insist
on such rebalancing and particularly wise in the selection of the options to move
in this direction. This rebalancing must imply much stricter budgetary surveillance

from European level and a reinforced coordination of national economic policies.

In addition to the rules proposed to ensure the equilibrium of the system, it is
indeed vital to establish true coordination between the economic policies imple-
mented by the Member States, which has been missing sorely until now. This coop-
eration must guarantee the necessary consistence of the Monetary Union while
taking into account the specific situation of each European country.

The reportisalsorightin pointing outthe need to shield EMU countries from a ‘self-
fulfilling solvency crisis’. To this purpose, it proposes the creation of a “European
debtagency” jointly guaranteed by all euro area countries, which would assist EMU



countries under financial pressure but also provide financing to EMU countries at a

rate reasonably above the one of the best-rated countries.

The Report does not propose to modify the role of the European Central Bank,
and it is right to do so: the main challenges to address lie elsewhere, and all the
Member States must learn to promote competitiveness in the context of monetary
stability established by the ECB. The Report does not elaborate extensively either
on the need to promote dynamism and cohesion in the internal market formed by
27 countries, on the basis of a good balance between competition, cooperation
and solidarity: it was not its central objective to deal with this issue, which has
nevertheless to be considered as equally essential as the resolution of the current
EMU crisis.

Last but not least, the Report of the Tommaso Padoa-Schioppa group insists on
the need for a “Road map” detailing all the operational steps that lead to a more
stable and prosperous euro area, from the very short term decisions (which should
also include the ratification of the “Fiscal compact”) to the medium term ones (for
example the issuing of “Eurobonds”). In this respect, it designs a clear conceptual
and political horizon, well beyond the first political agreements already reached,
and in which the meaning and impact of the technical options mentioned appear

even more consistent.

We wish that all European decision makers could find in this Report the global
vision and perspectives that have often been missing since the beginning of
the crisis, and that, on this basis, they will be able to reinforce the EMU and the

European Union at large.

Jacques Delors, founding President of Notre Europe,
former President of the European Commission

Helmut Schmidt, former Chancellor of the Federal Republic of Germany
June 2012
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Preliminary remarks: there is an urgent need to agree on a
road map towards a fundamental transformation of Economic
and Monetary Union

|nApriI 1987,aStudyGroup onthe “Integration Strategy of the European Community”
chaired by Tommaso Padoa-Schioppal published a Report that later became the
basis for Economic and Monetary Union in Europe. That Report referred to four points
that it considered to be “the basis of the long-term “social contract” between the
Community and its Member States”: (1) competitive markets, (Il) monetary stability,
(1) an equitable distribution of the gains in economic welfare, and (IV) actual growth
performance. These four elements have indeed constituted the basis for further

political and economic integration in Europe in the past 25 years.

Today, the members of the “Tommaso Padoa-Schioppa Group” consider that the
European social contract is at risk. A break-up of the euro area can no longer be
excluded. We are concerned that a possible process of monetary disintegration,
once started, could prove impossible to stop and would therefore run the risk of
leading to the process of political and economic disintegration in the euro area and
the European Union. The ongoing crisis, which has been affecting the European

18 "Efﬁciency, Stability and Equity: A Strategy for the Evolution of the Economic System of the European Community”,
Report of a study group appointed by the Commission of the European Communities, and presided by T. Padoa-Schioppa.
April 1987.



Union and in particular the euro area for more than two years, thus poses a funda-
mental challenge to the four constitutive elements of recent European political and

economic integration.

The principle of competitive markets in Europe, as currently based on the Four
Freedoms, increasingly runs the risk of being called into question through a re-nation-
alization of economic policies, possible protectionist tendencies, and a potential
return to national currencies and competitive devaluations in the context of a euro
area break-up. We consider the costs related to such a backward movement in
European market integration to be prohibitive and fear that the end of a competitive
market structure in Europe is likely to lower aggregate social welfare in the euro area.

The principle of monetary stability in Europe, as reflected in the original architec-
ture of economic and monetary union of the Maastricht Treaty, is currently confront-
ed with three dangerous scenarios: (I) First, there is a non-negligible risk of a return
to national currencies. Should this risk materialize, this would imply a sudden end
to monetary stability, as savings and assets of large parts of the population of the
euro area would be subjected to a sudden change in price. (1) Second, there is
considerable risk in the banking sectors of several euro area countries. Should the
ongoing uncertainty in those systems translate into uncontrollable bank runs or
massive cross-border capital flight, there would be a serious risk for bank deposits
and thus again for the savings and assets of parts of the euro area population.
(I1) Third, the stability of the euro itself is seen by many as being put at risk in the
context of rescue or stabilization efforts that might involve a far-reaching moneti-

zation of debt.

The principle of an equitable distribution of the gains in economic welfare in
Europe, as reflected in the widely-agreed framework of the social market democracy
(Soziale Marktwirtschaft) is currently put at risk. Inequalities, both within countries
but even more so across countries are on the rise. Youth unemployment now affects
more than half of the workforce in several euro area countries. A continued crisis in
the euro area or a break-up of the single currency would be likely to further accen-

tuate societal divisions in Europe.

Growth performance in the euro area is currently threatened at three different

2 - CompLETING THE EUrO



levels. (1) The crisis itself has already had a significant negative effect on growth
in the euro area. That trend is likely to continue in a context of uncertainty if there
is no forward-looking, sustainable and long-term response to the crisis anytime
soon. (I1) A break-up of the euro area is likely to lower the degree of interconnected-
ness between economic agentsin Europe. We would expect such a development to
significantly hamper growth performance in the coming years. (lll) The continued
focus on short-term debt and deficit reduction runs the risk of lowering overall
growth prospects in the euro area in the short to medium term. While excessive
debt levels are neither desirable nor sustainable, we see the risk that excessive

austerity could translate into a lost decade for growth in the euro area.

Against the background of these risks to the four main components of the
European social contract, we present elements for reflection on how to make the
euro area more resilient and restore confidence in the single currency. This Report
focuses mainly on the long-term responses to the current challenges. It seeks to
formulate the questions that will have to be answered so that the euro can become
a long-term success. But even if our recommendations do not focus on the short
term, our main message should be clear: in the context of crisis, long-term matters

are urgent matters.

There were two guiding principles in the deliberations of the group. First, we
all share the view that a step backward in the process of monetary integration
is simply not an option. In the preceding paragraphs we have provided some
elements justifying that principle, but in the core part of the report we do not even
consider the option to abandon the euro. Second, we have decided to derive our
proposals from the principle: “As much political and economic union as necessary,
but as little as possible.” We believe that the current crisis has been triggered by
several dysfunctionals inherent to the original framework of monetary union that
need to be corrected. But in line with the principle of subsidiarity we also believe
that the corrections should be limited to what is strictly necessary for the euro to
operate more successfully. So we do not want to advocate “more Europe” for the
simple purpose of strengthening the process of European integration. It is not our
intention to advocate a European “super-state” or a strong supra-national power.
We consider EMU to be incomplete in its current form and put forward elements

that we consider indispensable to make the euro work. Not more, not less.



Executive summary

Theroot cause of the current crisis lies in the contradiction between a single, supra-
national currency and the continuation of nation-state-based economic policies.
Surmounting that contradiction requires neitherthe creation of a “European Super-
State” nor a return to individual nation-states and national currencies. What is
needed is a sui generis form of fiscal federalism, which derives from the function-
al deficiencies of the current common currency framework while respecting to the
largest possible extent the budgetary autonomy of euro area member countries.
We argue that the single currency requires as much fiscal federalism as necessary
for its appropriate functioning, but as little as possible. We present proposals to
achieve this objective, deriving them from the main challenges that the euro area

had to face during the first decade of its existence.

The first challenge derived from the primacy of the real interest rate effect over the
real exchange rate effect. During the first decade of the common currency, price dif-
ferentials in the euro area were more persistent than initially foreseen. As a conse-
quence,theinterest rate set by the European Central Bankwas “one size fitsnone”:
it had adverse and even self-enforcing pro-cyclical effects on most Member States.

This led to excessive cyclical divergences and imbalances. The real exchange rate



effect did not trigger a sufficient degree of price convergence and thus failed to

stop the imbalances.

The second challenge lies in the area of fiscal policy coordination and fiscal sur-
veillance. Internalimbalances only became a matter of euro area concern when the
mechanism of “self-fulfilling solvency crises” set in. As euro area members issue
their debt in a currency over which they do not have full control, a liquidity crisis
in these countries cannot be solved through devaluation but increases the likeli-
hood of default.

The third challenge derives from the paradoxical set-up of financial markets. Due to
the interdependency of banking systems in the euro area, contagion risks are high.
At the same time, Member States are individually responsible for banking supervi-
sion and potential bailouts. The nexus between national banks and national sov-
ereigns has a self-enforcing effect with strong negative externalities on the rest of

the currency union.
To solve these three challenges, policy actions in four areas are required.

a) The first element is the completion and fostering of the Single Market in order
to allow the real exchange rate channel to work more effectively. The euro area
needsto becomea trulyintegrated economic area. To achieve this goal, domestic
institutional adjustments to increase the responsiveness of wages and prices

are also required.

b) The second element is a cyclical stabilization insurance fund to counter some of
the effects of the “one size fits none” monetary policy. Such an insurance fund,
which should be created outside the EU budget and remain under direct control
of national parliaments, would work in a largely automatic fashion and, if rightly
devised, not lead to long-term transfers in only one direction.

c) The third elementis a rebalancing of fiscal rights and fiscal duties in the common
currency area. We argue that euro area countries should become subject to much
stricter budgetary surveillance and be willing to give up some elements of their
sovereignty when they are cut off from the market. The core principle should



be: sovereignty ends when solvency ends. But at the same time, the euro area
as a whole should ensure that adequately priced access to sovereign financing
is generally possible, also in times of crisis. To allow for the implementation of
that third element, we suggest the creation of a European Debt Agency (EDA)
that would allow a flexible refinancing possibility to countries in exchange for a
stepwise transfer of sovereignty. The EDA would (i) be jointly and severally guar-
anteed by all euro area countries, (ii) serve as a normal financing instrument for
an amount of 10% of GDP to all countries, (iii) provide relatively easy access to
additional funding in crisis times for relatively small amounts (up to an addition-
al 10% of a country’s GDP), (iv) but then ask for much stricter conditionality in
pre-defined steps of rising debt amounts with additional debt amounts implying
a stepwise transfer of budgetary oversight to the EDA. Should a country require
more than 60% of its GDP as EDA-backed financing, it would need a green
light from EDA before being able to adopt its budget or otherwise exercise its
budgetary sovereignty. Not respecting a red light would not be legally excluded,
but would automatically entail the exclusion of any EDA financing and trigger
a sovereign default. As an alternative, a full transfer of sovereignty to the EDA
could also be envisaged for countries reaching a 60% debt to GDP ratio, but this

would require far-reaching changes in national constitutional law.

d) The fourth element is a euro area banking union. To solve the paradoxical set-up
of financial market integration and banking supervision, the creation of a euro
area banking supervision authority with micro-prudential supervision powers is
required. This role could be conferred upon the ECB. In parallel, the creation of

an agency administrating a European deposit insurance fund would be required.

To make the required changes possible, the euro area will have to agree on
a new institutional and legal structure. This goal can best be reached in a new
Intergovernmental Treaty. While formally outside the current Treaty structure, it
should be closely linked to it and preserve as much as possible the involvement
of EU institutions and bodies. It could be transferred into the existing EU legal

framework at a later stage.

Most of the changes required for a better functioning of the single currency are
of a long-term nature. But they are urgent. What is required today is a road map



leading ultimately but definitively to the desired changes. A short-term “big bang”
is unlikely. At the same time, the biggest dangerin the current context is excessive
short-termism. What is needed is a credible path to necessary change. This
would rebuild trust in the single currency and in the continuation of the project of

European integration.



Introduction: the underlying challenge - coping with the
sui generis construction of Economic and Monetary Union

1 The Economic and Monetary Union in Europe (EMU) is a sui generis con-

struction. There is no other historical example of a monetary union of this
kind, bringing together economically highly diverse but politically sovereign
countries under the common umbrella of a shared currency administered by
a single and independent central bank. The institutional asymmetries of this
framework were widely discussed, even prior to the start of the ongoing crisis.
And since its very inception more than once the question was raised whethera

“currency without a nation-state” can survive.

Tommaso Padoa-Schioppa always reminded us that the very question whether
a currency without a nation-state could survive was wrong. He insisted that
the camp arguing “It can work” was as wrong as the camp arguing “It will
never work!” He once wrote: “Enemies as they are, the two camps share the
same prime article of faith: that the nation-state is and will continue to be the
absolute sovereign within its borders. Both believe that international relations
will continue to be based on the twin postulates of internal homogeneity and
external independence, a model invented by the Treaty of Westphalia of 1648.
For one, fortification of the citadel is impossible; for the other, it is unnecessary.



Both fail to see that we already live in a different world, one in which political
power can no longer be monopolised by a single holder. Instead, it is distrib-
uted along a vertical scale ranging from the municipal, to the national, to the
continental, to the global. Both camps seem to ignore that history is a dynamic
process driven by contradictions.”?

The main objective of this report is to present proposals for the future of EMU
that take into account, and are compatible with, that new “post-Westpha-
lian” order. The group submitting this report shares the belief that neither a
“European Nation-State” nor the return towards individual nation-states are
appropriate solutions for the future of the common currency. What is required is
the implementation of a more effective allocation of activities in economic pol-
icy-making. The euro area has come under heavy attack because many market
participants do not believe in the robustness of the post-Westphalian project

that Europe has been pursuing for sixty years now.

During the first decade of EMU, the two key words of economic governance were
coordination and cooperation (with few people making a difference between
the two). Currently, many proposals on how to reshape economic governance
in EMU concentrate yet again on coordination and cooperation. We doubt that
this is the way to go. The crisis has shown that the old mode of functioning in
EMU can no longer continue if EU level is not recognized as an economic policy
actor as such. We do not see how coordination can succeed when the coordina-
tor is primarily constituted by an assembly of those who are the target entities

of the coordination effort.

The challenge to EMU is accentuated by large structural heterogeneities. GDP
per capita rates vary by a factor of 1 to 8 across euro area countries. And even
if PPP rates are applied and the benchmark is not the comparison of the richest
to the poorest country per capita, but the average per capita GDP rate of the
euro area as a whole, then still 10 out of 17 countries deviate by more than 15%
from the euro area average. Moreover, such economic indicators only partly
reflect the underlying structural heterogeneities across the euro area, which

2. Financial Times, 13 May 2010.
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are arguably even bigger. These intra-euro area divergences are important as
they translate into very different policy preferences of the Member States in
their coordination efforts.

6 Intheupcomingyears, Europe will have to demonstrate that a multi-level gover-
nance approach to conducting economic policies can work. This demonstration
will have to occur through action, not only in spirit, or through declarations.
It will have to formulate a response to the sui generis challenge posed by the
common monetary project: how can economic policy in EMU be conducted in
an effective way in absence of the traditional nation-state foundations? The
current discussions avoid that question and provide more of the same. Member
States and even actors at EU level continue to look at EMU as a grouping of eco-
nomically independent sovereigns that subscribe to a framework of rules, but
within this framework act severally, not jointly.

7 Joint action would imply that the sum is more important than each individu-
al part. For the time being, there are very few examples of truly joint economic
action at EU level in an area other than monetary policy. This is a mistake. The
Delors Report already in 1989 pointed out that “economic union and monetary
union form two integral parts of a single whole and would therefore have to be
implemented in parallel.”> Monetary union was fully implemented. Economic
union was not. The consequences of acting severally in economic policy-making
have given rise to joint problems that in turn require joint responses. It would be

easier and more effective to act jointly from the beginning.

8 What is therefore required is a clarification of who does what, and at which
level. To achieve truly joint action in the euro area, the responsibilities of each
individual actor need to be re-discussed. In particular, the scope of action
at EU level itself needs to be refocused. But one has to resist the temptation
to recreate the Westphalian model at EU level. EMU needs to be structured
at different levels in order to operate in different jurisdictions and to refer to
different constituencies. What is needed is a plan of action to renovate EMU.
This challenge needs to be taken up urgently and seriously.

3. Committee for the Study of Economic and Monetary Union: “Report on economic and monetary union in the European
Community.” Brussels 1989.
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Origins of the current crisis

The current crisis in the euro area derives from a multitude of causes that have
given rise to a large variety of symptoms. In our view, there is a tendency to
over-simplify the origins of the crisis. Explanations focusing solely on wage-
setting mistakes or fiscal irresponsibility, on the failure in banking practices
or banking regulation, on the failures in policy coordination or the application
of sanctions, will all only partially be right. For us, the root cause of the current
crisis lies in the contradiction between a single, supra-national currency and
the continuation of nation-state-based economic policies. This contradiction
has given rise to all the other “causes” of this crisis.

To identify what would be required to build a more complete and resilient EMU
that willin the future better deal with this contradiction, itis useful to go back to
the very origins of EMU in order to understand why and how this contradiction
emerged. The origin of the single currency is the single market and a customs
union. The very justification of establishing a currency union derived from an
assessment of the single market.“ And at the origin of the single market lie the
political will to establish an integrated and peaceful continent.

4. See the Padoa-Schioppa Report as quoted in footnote 1. See also the Delors Report as quoted in footnote 3.



1.1. The Single Market and the Single Currency

11 Open economies that share close trading relations will always have to decide
whether they want to give preference to fixed exchange rates or to a monetary
policy that is geared towards the stabilization of the domestic economic
business cycle. Only if the business cycles of countries that are closely tied via
trade relations are very similar and the structural features of those economies
are similar, then the conditions of an “optimum currency area” are fulfilled,
and the dilemma between stable exchange rates and a domestically-oriented
monetary policy disappears. In that case, a single currency and unique central
bank will allow to combine fixed exchange rates with a monetary policy that can
stabilize the business cycle of all countries connected through trade.

12 Building the internal marketin Europe therefore raised the issue of the future of
a domestically-oriented monetary policy in each of the Member States partici-
pating in the internal market. The Padoa-Schioppa Report described that nexus
in the following way: “The internal market programme creates both opportu-
nities and needs for complementary action to foster macroeconomic stability
and growth of the Community. As regards monetary stability, the elimination of
capital controls, coupled to the requirement of exchange rate stability, means
a qualitative change in the operating environment for monetary policy. It will
require moving closer to unification of monetary policy.” In a quite fundamen-
tal way, capital mobility and exchange rate fixity together leave no room for
independent monetary policies. In these conditions, it is pertinent to consider
afresh the case for a strengthened organisation of monetary coordination or

institutional advances in this field.”

13 The Padoa-Schioppa Report did not openly advocate a monetary union, but
rather recommended a “stage two” exchange rate mechanism that would
allow to reconcile capital mobility and “a high degree of exchange rate fixity”*.
Indeed, the experience of the European Monetary System had shown that the
combination of significant structural divergences across Europe with the pos-

5.See page;ofthe Report: “The “Stage Two” would not amount to a monetary union. Indeed the Group does not
advocate a precipitous move to monetary union, while recognising that this has several first-best properties from

an economic point of view.”
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sibility of ultimately engaging in exchange rate adjustments did produce too
much currency instability. For this reason, and as discussed extensively in the
Delors Report, the step towards a common currency was the functionally-logi-
cal continuation of the Single Market. Tommaso Padoa-Schioppa later related
the need to establish the euro to his own “inconsistent quartet”, an idea that
he had presented as early as 19825, referring to the impossibility of combining
free trade, capital mobility, fixed exchange rates and a domestically oriented
monetary policy. Only a region that is an “optimum currency area” can avoid

that inconsistent trinity.

14 However, the euro area has never been an “optimum currency area”. This very

simple assessment, pointing to the fact that structural and cyclical divergenc-
es across euro area countries are very large, has very simple consequences.
If growth and inflation rates in euro area Member States diverge, the single
interest rate set by the European Central Bank (ECB) will further contribute to
those divergences, rather than contributing to further convergence. Right from
the beginning of EMU, Member States experienced substantial differences in
national growth rates and inflation rates. There is no doubt that the key share
of those divergences is attributable to different national economic policies and
institutions. However, the single monetary policy further strengthened that

trend.

1.2. The “one size fits none” problem of the ECB

15 As the ECB does not base its interest rate decisions on the economic trends of

individual Member States, but rather on the euro area as an aggregated whole,
its monetary policy will be at the same time too restrictive and too loose for
individual countries. In the Member States with higher inflation rates than the
euro area average, the common nominal interest rate was translated into low
realinterest rates, which triggered higherrates of investment and consumption.
This, in turn, accelerated the growth over the production potential and had an
inflationary effect, in particularin asset prices, such as the real estate market.

6. See his lecture at the University of Milan “Capital Mobility, Why is the Treaty Not Implemented” as reproduced in his

book The Road to Monetary Union published in 1994.



In countries with lower inflation rates than the euro area average, the opposite
was the case: real interest rates were too high, investment and consumption
rates were too low. The single monetary policy fosters rather than prevents such
divergences. Rather than being “one size fits all”, the ECB’s monetary policy
was “one size fits none”. The ECB’s monetary policy had adverse and even self-
enforcing pro-cyclical effects in those Member States whose economic funda-
mentals were notin line with the euro area average. And this, although the ECB
did exactly what was required of it: the ECB ran the right monetary policy for a
country that did not exist.

. 16 There are three main ways to cope with the self-enforcing real interest cycles.

The main mechanical way (i.e. not policy-induced way) to stop them is the
real exchange rate effect: high-inflation countries will ultimately face reduced
external demand, whereas low-inflation countries will improve their competi-
tiveness. As a consequence, self-enforcing cyclical phenomena will be stopped
by a decline (or boom) in exports caused by the real appreciation (deprecia-
tion) of the exchange rate. However that presupposes that the different regions
are so closely linked economically that there are in fact no regional economic

factors any more.

1.3. The real exchange rate channel

. 17 Priortothe start of EMU, most theoretical analyses of monetary unions assumed
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that the real exchange rate effect would have primacy over the real interest
effect and that domestic stabilization would therefore be generated automat-
ically. This approach was built on the assumption that domestic prices (and
thus also real interest rates) in a monetary union are bound to converge given
the mobility of goods and services in the internal market. In EMU, however,
a significant share of domestic output derives from so-called ‘spatially-fixed
factors’, such as real estate and heavy machinery, which are not affected by
direct price competition. Moreover, regional economic adjustments based on
real exchange differentials take a significant amount of time. Indeed, while on
paper, the EU has admittedly created a single market, we are a long way away

from a really integrated economic area.



1.4. Strengthening the European level in economic policy-making

18 The second main way to address imbalances arising from the absence of
domestic monetary policy and of adjustment mechanisms at EU level is an
appropriate conduct of the remaining elements of economic policy-making
(mainly wage-setting, national fiscal policies, but also banking regulation)
to stabilize economic cycles. During the first ten years of EMU, however, the
national authorities, in particular in the boom countries, failed to adopt the
right policy responses to growing imbalances. Member States did live up to the
expectation formulated in the first part of Article 121 in the Treaty: “Member
States shall regard their economic policies as a matter of common concern and
shall coordinate them within the Council...” (Article 121, TFEU). For almost a
decade, the debate on this sentence was focused on the modalities related to
“coordination in the Council”. We believe that the failure to take into account
the second part of the sentence (“regard their economic policies as a matter of

common concern”) is the much bigger challenge.

19 We do not see how coordination can succeed when the coordinatoris primarily
constituted by an assembly of those who are the target entities of the coor-
dination effort. No meaningful coordination is conceivable unless there is
the possibility to oblige a minority to do what the majority wants. During the
2000s, the Council went on issuing general recommendations but did not dare
to single out individual EMU countries and ask them for specific policy correc-
tions. Even if the legal provisions based on article 121 of TFEU are weaker than
the ones foreseen for budgetary surveillance, the truth is that the Council did
not really use its powers in this field during the first ten years of the euro. In
effect, the Broad Economic Policy Guidelines (BEPG) - that were supposed to
be the backbone of coordination - have been consistently ignored by national
policy makers and the only time the Council decided to issue a country-specific
recommendation for violating the BEPGs (Ireland in 2001) this was completely
ignored by the recipient country. Against this background we have doubts that

the Macroeconomic Imbalance Procedure will perform much better.

20 In ourview, a stronger economic policy of the EU can emerge only if the actor of
the policy is the EU itself and not the assembly of Member States. This implies



a significant transfer of sovereignty. The EU level would have to be recognized
as a full-fledged and autonomous actor in economic policy-making, based on
appropriate sources of legitimacy. The challenge obviously stems from the fact
that a transfer of sovereignty is by definition linked to the possibility that a
transfer of resources can follow. It is questionable whether the EU is ready for
this. The question of the “juste retour” of domestic economic policy choices is

all too present in current discussions.

1.5. Rebalancing through redistribution

21
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This relates to the third basic way to cope with the economic challenges of a
monetary union: to establish some kind of rebalancing through redistribu-
tion. Economic historians give numerous accounts of how fiscal federations
emerged with the objective to solve the inherent economic challenges arising
within a monetary union; yet they also describe how the ensuing redistribution
often resulted in break-ups of previously politically-integrated areas.

Redistribution with the aim of rebalancing the common currency area and
transfers of sovereignty are two sides of the same coin. One is not possible
without the other. Looking backwards, it becomes apparent that it should not
have come as a surprise that EMU faced considerable functional deficien-
cies. Firstly, the ECB's monetary policy had pro-cyclical effects in the Member
States whose economic fundamentals were not in line with the area average,
then reinforcing the diverging trends. Secondly, EMU lacked the adjustment
mechanisms that exist in other economically-integrated areas to counter these
divergences and that should compensate the Member States for losing most
of their instruments for macroeconomic stabilization and the capacity to rely
on monetary devaluation Finally, the European institutions failed in prevent-
ing and detecting the imbalances and in asking the Member States to adopt
the appropriate measures to correct them; the coordination of the economic
policies foreseen by the Treaty proved to be rather ineffective and uneven, after
several attempts to foster convergence by structural reforms, investment priori-

ties and structural funds
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1.6. The challenges in fiscal policy coordination

23
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In addition to these built-in institutional deficiencies with regard to detecting
and correcting internal imbalances, EMU was also deficient in the area of
fiscal policy coordination and fiscal surveillance. In fact, as the crisis later
revealed, internal imbalances only became a matter of euro area concern when
the mechanism of a “self-fulfilling solvency crisis” set in and EMU lacked the
appropriate instruments to respond. As EMU Member States issue their debt
in a currency over which they do not have full control, a liquidity crisis in these
countries cannot be solved through devaluation, but increases the likeli-
hood of default. Investors anticipate this logic and act accordingly: when an
EMU country experiences budget difficulties, there is an over-reaction in the
risk attached to the government bonds of the respective country. This in turn
increases the interest rates of the country’s bonds, aggravating the problems
of liquidity and leading to even higher budget deficits. The result is that the
EMU countries can be forced by financial markets into a bad equilibrium (char-
acterized by deflation, high interest rates, high budget deficits and a banking
crisis) and into a “self-fulfilling solvency crisis”: the country becomes insolvent

because investors fearinsolvency.

EMU countries’ vulnerability to self-fulfilling attacks was largely underesti-
mated in the run-up to EMU. The implicit assumption at that time was that, by
providing the establishment of credible and effective mechanisms to ensure
budgetary discipline at national level, the risk of an EMU sovereign default
would be close to zero. The crisis, however, has highlighted the shortcomings
of the current EMU fiscal discipline regime. First, it has often been pointed out
that the failure of some euro area Member States to comply with the original-
ly-agreed rules of the “Stability and Growth Pact” in 2003, was an important
root cause of fiscal misbehavior. While we agree that this episode did have
negative effects in terms of the credibility of the fiscal surveillance mechanism
in general and the likelihood that sanctions would be applied in particular, we
do not share the view that fiscal misbehavior should be seen as the starting
point of the crisis. There was fiscal misbehavior in several euro area countries.
However, countries that had misbehaved did not run into crisis (in particular
Germany), whereas other countries, that had played by the rules of the Stability



and Growth Pact experienced fundamental difficulties (notably Spain and
Ireland). We therefore believe that an institutional framework conducive to
self-fulfilling solvency crises played a much more important role in the recent
crisis events than the deficiencies of, or non-compliance with, the Stability and
Growth Pact or the Excessive Deficit Procedure.

25 In addition, the crisis also highlighted the fact that the degree of financial inte-
gration in the monetary union is such that when some sovereigns are pushed
into a bad equilibrium, this affects the other countries. Thus, strong external-
ities are created, making it impossible to isolate a financial problem of one
country from the rest of the euro area. Due to the interdependency of EMU’s
banking system and economies, the disorderly default of an EMU Member State
is likely to trigger strong negative effects in the European financial system and

runs the risk of triggering a domino effect on other vulnerable EMU economies.

1.7. Challenges in the banking sector and financial integration

26 Moreover, the crisis exposed a worrisome aspect of the EMU, which is the inter-
connection between banking weaknesses and sovereign credit dynamics. As
Member States are individually responsible for rescuing banks in their jurisdic-
tions, they are highly vulnerable to the cost of banking crises — especially when
they are home to banks with significant cross-border activities. The other side
of the coin is that banks are exposed to their own governments through their
holding of debt securities. This home bias in bank portfolios of EU sovereign
debt is apparent in most euro area Member States, namely in Greece (94%),
Spain (90%), Portugal (79%) or Italy (78%). This implies that whenever the
sovereign finds itself in a precarious situation, banks are weakened as a con-
sequence. In short, national fiscal and banking problems feed each other.
Markets have realized that such a configuration is a source of significant vul-
nerability and they are pricing the risk that governments go furtherinto debt as
a consequence of bank weaknesses, or that banks incur heavy losses as a con-

sequence of their sovereign holdings.
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27 Finally, as these vulnerabilities of nation-states and their economic and

financial implications were largely underestimated prior to the crisis, EMU
was not equipped with a debt crisis resolution mechanism, or a banking crisis
resolution mechanism to intervene and react to the problem that arose when

Member States were losing access to the market.

1.8. Beyond the nation-state:

a sui generis approach to fiscal federalism

28 Overall, this short and mainly economic assessment makes the implications of

the post-Westphalian challenge quite visible. If EMU wants to survive, it needs
to build an economically-sound and politically-viable way to reap full benefits
from the single monetary policy, rather than having to deal with its regionally-
destabilizing consequences and the external effects from domestic economic
policy choices. We therefore have tried to identify a sui generis response to
a sui generis problem: which kind of fiscal federalism can be envisaged for a
continent that wants to continue to preserve its domestic identity and political
culture but at the same time continue to be interconnected on the basis of the
Four Freedoms? We have come to the conclusion that a very specialtype of fiscal
federalism is required, which does not immediately seek to build a European
Federation but aims at reaching “as much fiscal federalism as necessary for the
appropriate functioning of the euro, but as little as possible™.

29 An appropriate fiscal framework for the European Union thus has to take up

the challenge of combining elements of the old nation-state environment with
elements of the post-Westphalian world. It has to solve the paradox of pre-
serving strong domestic political cultures while building a strongly-integrated
economic framework and allowing the European level to become an economic
actoron its own. What needs to emerge is a sui generis construct that can solve
the economic challenges while preserving strong democratically-legitimate
foundations. Ultimately, such a fiscal framework could lead to what jlirgen
Habermas has labeled a “non-state supranational democratic order” [“entsta-
atlichtes supranationales demokratisches Gemeinwesen”].
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30 Our model of this “sui generis fiscal federalism” is presented in the following

chapters:

® Chapter 2 assesses how European fiscal federalism could deal with cyclical and
structural divergences resulting from the primacy of the real interest rate over
the real exchange rate. We suggest responding to that challenge in three ways. (i)
First, we identify the completion and fostering of the single market as a key tool
to allow the real exchange rate to work much more effectively. The single currency
and the single markets are functional complements and should be seen as such.
(ii) Second, we argue that solutions should be discussed to allow for a “cyclical
stabilization insurance fund” to react to the effects of the “one size fits none”
monetary policy. Such an insurance fund, which should be created outside the
EU budget and remain under strict control of national parliaments, would not
lead to long-term transfers in only one direction. Rather, it would allow for largely
automatic adjustments. If rightly devised, the individual country balances would
be zero over the medium term, as every euro area Member State would steadily
move from the recipient side to the donor side, and vice-versa. (iii) Third, we
consider that structural divergences in the euro area between richer and poorer
countries or regions are a highly relevant political concern, even if alleviating
them is not strictly speaking a requirement for the proper functioning of the euro
area. Structural divergences deserve attention from a political perspective to
foster the unification of Europe as a more balanced and less divided continent.
We suggest that any measure related to this matter should be addressed through
a possible expansion of the redistributive side of the EU budget in a context of
increasing the EU’s own resources and direct control of the European Parliament.
We emphasize, however, that the existence of the euro does not automatical-
ly call for a large expansion of redistributive policies in the euro area: various
levels of redistribution could be envisaged, in line with various degrees of

political integration and pan-European solidarity in Europe.

e Chapter 3 discusses fiscal challenges and presents solutions to make EMU
more resilient to future fiscal crises. It argues that the original EMU architec-
ture did not succeed in building a coherent approach of either a “market-based
system” (no-bailout clause, sovereign defaults possible, prohibition on mone-
tizing debts) or a “hierarchical incentive system” (top-down approach to fiscal
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policy-making, sticks and carrots through a strict sanctioning system but in the
presence of a lender of last resort). The original EMU approach aimed at mixing
weak variants of both. Taking into account the difficulty of such a “middle of
the road” system to function properly in the recent crisis, we seek to present a
more coherent model that combines much stronger hierarchical and incentive
elements with much weaker elements from the market-based system. We argue
that EMU countries should become subjected to much stricter budgetary surveil-
lance and be willing to give up elements of their budgetary sovereignty when
they are cut off from the market (“sovereignty ends when solvency ends”) but at
the same time there would be an EMU level guarantee to assume responsibility
on providing adequately-priced access to sovereign bond markets in the context

of the creation of a European Debt Agency.

Chapter 4 goes into a specific area of the single market that has shown to be the
main transmission channel of intra-euro area imbalances: the banking system.
We discuss to what extent a common regulatory and supervisory framework is
needed to allow for proper functioning of the euro area, focusing on regulato-
ry competition, the level playing field in EU financial markets, the need for a
euro area banking authority, the linkages between micro- and macro-prudential

supervision, and the structure of the financial industry.

Chapter 5 finally calls for a “road map” to implement the proposals contained in
the previous sections. We believe the political, legal, and even cultural barriers
on the way to implement sui generis fiscal federalism for the euro area could
prove to be an even bigger challenge than the development of the right insti-
tutional design. We call for a process that takes up the successful model of the
Delors Report, which in 1989 suggested a step-by-step approach to economic
and monetary union. Today, a stepwise approach, based on a credible road map

is the appropriate way to address completion of the euro area.



2. Dealing with heterogeneities in a currency union

31 One key lesson from the first decade of EMU is that the euro area is confronted

with two types of economic heterogeneities: structural divergences and cyclical
divergences. Structural divergences reflect different historical models and

patterns of economic specialisation. They also point to the relative position in
terms of wealth (e.g. GDP per capita) of a country in comparison to the rest of
the euro area average. They usually existed prior to the establishment of EMU
and are not the most important obstacle to the proper functioning of the single
currency. Cyclical divergences, onthe otherhand, are specificto EMU. They point

to the relative position of the business cycle of a country in comparison to the
business cycle position of the rest of the euro area and can take different forms
(inflation and growth differentials, imbalances in current account positions).
They are generally not a problem for the functioning of the single currency if
they are temporary. If they persist, however, they can seriously hamper the
functioning of EMU. Interestingly, the two types of divergences are not correlat-
ed. Inthe early years after the creation of the single currency, euro area Member
States thus fell into four broad categories: (I) there were countries in a relative-
ly weak structural position compared to the euro area average, but with strong

cyclical performance (e.g. Portugal, Spain, Greece in its good years), (ll) there
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were countries in a relatively weak structural position and with weaker cyclical
performance than the euro area average (e.g. Greece in its bad years), (Il1) there
were countries in a relatively strong structural position but with weak cyclical
performance (e.g. Germany, Austria), (IV) there were countries in a strong struc-
tural position with strong structural performance (e.g. Ireland, the Netherlands
and Finland in their good years).

Not all EMU heterogeneities are harmful. Following the fundamental logic of
this Report, we have tried to distinguish between functionally “harmful” het-
erogeneities (those whose correction is a functional necessity for EMU survival)
and rather “innocuous” heterogeneities. The latter do not have to be reduced,
unless there is a strong political desire to do so because a reduction of such
heterogeneities is seen as desirable for redistributive goals.

The current debates on how to address heterogeneities in our view do not pay
enough attention to these two different types of divergences. A discussion of
transfers in the euro area do not make sense as long as the type of underly-
ing divergence that such transfers should address are not explicitly identified.
We propose three different approaches to deal with EMU heterogeneities. Two
address cyclical divergences (in our view the origin of “harmful” heterogene-

ities), one addresses structural divergences.

< 2.1. How to deal with cyclical divergences
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Cyclical divergences can arise as a result of asymmetric shocks (exogenous)
or of the asymmetric impact of the common monetary policy (endogenous).
Before the start of EMU, the main concern of most economists was the risk of
asymmetric shocks. However, during the first decade of EMU the latter have
been relatively rare. Indeed, the main source of difficulties has not been the
occurrence of country-specific shocks but the asymmetric, pro-cyclical effect
of the ECB policy, which has not been adequately corrected by the competitive-

ness channel.



35 In fact, it seems from today’s perspective that endogenous shocks should be
seen as fundamental challenges to EMU. Indeed, there are good reasons to
believe that a truly exogenous-driven asymmetric shock could in fact be solved
within the domestic context of the country hit by that shock. The rest of the
euro area would, by definition, not be affected and contagion and negative
externalities would thus remain relatively low. And even the original fiscal
rules framework of the Maastricht Treaty foresaw the possibility of engaging
in country-specific stimulus packages beyond the 3% rule in case of a severe
economic downturn. Moreover, the lesson of the aftermath of the Lehman crisis
provides evidence that truly “symmetric shocks”, i.e. a shock that affects large
parts of the euro area at the same time, it is probably not a large challenge
either. The “Great Recession” dating back to 2007/2008 did trigger a largely
joint response in fiscal policy-making at euro area level (nationally decided,
but with broadly similar magnitudes euro area-wide); and the ECB provided an

accompanying monetary stimulus.

36 The most fundamental challenge in the area of cyclical divergences can be
related to “endogenous” asymmetries in the euro area, as resulting from the
primacy of the real interest rate effect over the real exchange rate effect: as
soon as inflation differentials emerge, the ECB’s “one size fits none” monetary
policy contributes to further cyclical heterogeneities rather than alleviating
them. The ECB should not be blamed for this effect. This is the very nature of
a single monetary policy in the presence of a weak real exchange rate channel
that would largely automatically lead to the realignment of the inflation rate

through price competitiveness.

37 Unfortunately, such realignments of prices in the euro area seem to take far
longer than initially expected. Indeed, the core challenge during the first
decade of EMU was not so much the magnitude of inflation differentials, but

rather their persistence.

38 What can be done to address this phenomenon? We suggest reacting to this
challenge in two different ways. (1) The real exchange rate channel needs to be
strengthened: As long as euro area economies remain largely national in their

core demand and supply components, price signals from a changing position



in external competitiveness will take far too long to be felt in the domestic
economy. An enhanced degree of intra-euro area competition would speed
up that adjustment through export and import prices. A strengthening of the
internal market (Single Market) is therefore a key componentin long-term crisis
resolution. It is unrealistic, however, to solve the challenge arising from endog-
enous cyclical divergences with the help of an enhanced real exchange rate
channel alone, that will in many areas take decades to develop (consider the
example of labor mobility). (II) The euro area will therefore need some kind of
cyclical adjustment mechanism to accompany the real exchange rate channel.
We suggest a cyclical insurance fund that can take various concrete forms. We
limit our proposal to some basic features that can then be implemented in

different fashions.

2.2. Completing the Single Market to enhance
the real exchange rate channel

39 Strengthening the functioning of the Single Market is a pre-requisite to the
proper functioning of a monetary union. At the moment of launching EMU, there
was an assumption that the Single Market and monetary union would run as
mutually-reinforcing processes. Deeper market integration was expected to
improve the functioning of the euro area, and the latter was expected to trigger
more trade integration. During the first decade of the single currency, however,
the establishment of EMU did not translate into political impetus for deepening
the Single Market. On the contrary, political and social support for market inte-

gration did not develop as hoped.

40 Soon after the beginning of the Great Recession, a comprehensive relaunch of the
Single Market was put on the EU agenda and resulted in the presentation of the
Monti Report in March 2010.7 On the basis of that report, in 2011 the Commission
presented a “Single Market Act” Communication, with 12 initiatives to be adopted
before the end of 2012. Clearly, not all these 12 initiatives have the same potential
to enhance the real exchange rate channelin EMU. Some of them are mostly aimed

7. Mario Monti: “A New Strategy for the Single Market”, May 2010
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at ensuring socio-political support for a single market re-launch and others have
been chosen because of their short-term political feasibility.

One of the areas in which there is more potential for growth is the deepening
of the single market for services. Services account for 70% of EU GDP but the
European service market remains strongly fragmented, with only 20% of the
services provided in the EU having a cross-border dimension. Better standard-
ization of services, full implementation of the Service Directive, the removal of
administrative obstacles to mobility (see section below) as well as some har-
monization of rules shaping the business environment (corporate taxation,
consumer protection) would facilitate cross-border service provision and the

free establishment of service providers across the EU.

Intra-EMU labor mobility would greatly enhance the real exchange rate channel
as an adjustment tool in the euro area. However, labor mobility across Europe
remains very low (only 3% of working-age EU citizens live in a different EU
country). Linguistic and cultural barriers are certainly important, but there
are other policy-induced factors hampering the mobility of workers i<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>