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PURPOSE : Commission Communication on the Annual Statement on the Euro Area.

CONTENT : The Annual Statement on the Euro Area, and its companion piece, the Annual Report on the
Euro Area, present the Commission's views on the nature of the economic challenges presented through
membership of the euro area and discuss the appropriate response of economic policies at the euro area
and Member State level. It aims to raise awareness and stimulate a broad debate on euro-area economic
policies and devel opments.

Improving outlook for the economy: the paper points out thatthe euro area is experiencing arecovery in
economic activity. Growth is going back to potential, but there are no grounds for complacency. The
European Commission's latest forecast expects euro-area GDP to grow by 2.1% in 2006 — as compared
with a growth rate of 1.3% in 2005. Consumer price inflation, which reached 2.2% last year, partly as a
result of high energy costs, is expected remain at this level, and over a million new jobs will be created in
the euro area. Nevertheless, the unemployment rate still remains at 7.9% of the labour force in May 2006,
while with employment growth at 0.9% per annum, the pace of job creation in the euro area is still too
dow. Similarly, the low rate of potential growth in the euro area, around 2% per annum, underlines the
need for productivity-enhancing reforms. Redressing this balance is atop priority for euro-area policiesin
the years ahead. The Commission warns that the possibility of further rises in oil prices could dampen
growth conditions.

Securing sound macroeconomic policies:both monetary and fiscal policy helped to spur economic
activity and confidence through historically-low interest rates in 2005 and fiscal consolidation. As the
economic situation improves, the macroeconomic-policy setting must evolve. The paper discusses the
need to improve budgetary balances and secure the sustainability of public finances. To implement fully
the preventive arm of the Stability and Growth Pact, some euro area Member States will need to undertake
a more ambitious budgetary adjustment in 2006 and 2007 than envisaged in their 2005 Stability
Programmes. The Commission states that concerns that an adjustment in macroeconomic policy would cut
short the economic recovery are unjustified. The real worry is that a failure to undertake such adjustment
will undermine the conditions for continued economic growth in the euro area by postponing policy
decisions that are necessary to sustain the recovery over the medium term. With economic growth in the
euro area experiencing a sustained pick-up for the first time since 1999, the Commission considers that a
prudent macroeconomic policy mix delivering price stability and reduced fiscal imbalances coupled with
structural reforms to improve the functioning of product, labour and capital markets would be the

appropriate policy response.

Enhancing economic reform: twelve million people are still unemployed in the euro area. Growth and
productivity are too low, especially when the challenges presented by the ageing population are
considered. The paper emphasises that ensuring broad public support is central to the success of economic
reforms. Euro area Member State must take resol ute steps on the path of economic reform identified in the
Integrated Guidelines for Growth and Jobs for the period 2005-2008. Key priorities in this regard include
stepping up the pace of R&D in the euro area, promoting greater competition in services and network
industries, notably in energy, and achieving greater labour-market adaptability. The Commission discusses
sustaining the social model, and notes reforms pioneered by Nordic countries, which are often referred to
as "flexicurity". These reforms have led to dynamic economies by promoting a high degree of adaptability
in work organisation and labour relations while providing security for workers, through substantial
investment in life-long learning and retraining and activation policies for unemployed people. Although
there is not a single, one-size-fits-all model of "flexicurity", the principle of increasing flexibility where



needed in the labour market whilst safeguarding certain securities for workers may be implemented by
various means.

One money, one market: some Member States have challenged the goals of the Internal Market by
emphasising the national imperative of protecting key industries from cross-border competition. This
prohibits companies from exploring all the possibilities offered by the Internal Market, and is to the
detriment of consumers who forego the benefits of lower prices and increased choice. The Commission
stresses fuller transposition and better implementation of Internal Market directives. In addition, reforming
the service sector is crucia for the euro area, and financial market integration, in particular, offers real
benefits by contributing to greater productivity and competitiveness and ultimately increasing the potential
for economic growth. Economic studies suggest that EU financial market integration could increase GDP
by between 0.5 and 1.1% over time. The paper goes on to discuss the need to consolidate existing
legislation on financial services and ensure that Internal Market rules are implemented on time and
enforced effectively. It points out that R& D expendituresin the euro area

stand at around 2% of GDP, thus significantly short of the EU-wide objective of 3%. And it states that in
order to improve the supply of highly-skilled labour across the euro area, an upgrading of education and
training systems in many Member States is necessary.

A dynamic EMU: the persistence of cross-country growth and inflation differences in the euro area
deserves attention. The decreasing importance of cyclical factors means that structural factors now
account for a high share of the growth differences that remain. In particular, it appears that some Member
States may be adjusting to economic shocks and long-term economic developments only very sluggishly.
Unless policies change, this means that the gulf between the euro-areda's fast and slow growing Member
States may become entrenched over time, and that inflation differentials may translate into a serious loss
of competitiveness, which would require a more significant adjustment the more. The action to be taken is
identified in the Integrated Guidelines for Growth and Jobs for the period 2005-2008.

The Euro area’s global challenges. the launch of the euro has led to a seismic shift in international
financia markets. Today, the euro area represents about one sixth of world GDP and a fifth of world trade
and the euro accounts for a substantial and increasing part in the denomination of the international debt
market (31.5 % versus 44 % for the US dollar by mid-2005). The euro also accounts for a significant
proportion of international bank liabilities and foreign exchange transactions. A disorderly unwinding of
global imbalances could have a severe, negative effect on the growth of the world economy and
international financial stability. Economic reforms in Europe will help the euro area to adjust to
potentially adverse global developments and to play a part in the orderly correction of global imbalances.
Better-functioning product, labour and capital markets would make Europe more attractive to investors.
Sustaining the economic recovery and promoting macroeconomic stability and structural reforms for a
dynamic and smooth-functioning EMU requires commitment by Member States and strong leadership at
the euro-arealevel. The paper emphasi ses the specia importance of enhanced

structural reforms for Member States that share the euro and stressed the necessity of effective policy
coordination within the euro area. The growing importance of the euro as a global currency and the
challenges posed by globa imbalances underlines the need for the euro area to show leadership on the
world stage. The Commission recognises that some progress has been made in this respect in recent years.
The appointment of a Eurogroup President for a two-year term of office in 2004 has, for example, brought
greater stability to the external representation of the euro area. Nevertheless, the scarcity of common
positions among euro-area authorities and the lack of firm commitments from its

Member States on issues of shared strategic significance have made it difficult for Europe to show global
economic leadership. The European Commission supports, and is ready to contribute to a better
coordination of EU external representation in international financial institutions and fora.
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