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 In the last two years, as a result of weak domestic demand, the Euro Area growth 
has remained dependent on exports. In 2001 and in 2002, half of the Euro Area growth 
stemmed from a higher rate of growth of its exports of goods and services over its imports of 
goods and services, which were 1.1 and 1.6 percentage points higher, in both years. The 
strengthening of the effective exchange rate of the euro against the dollar and other major 
currencies has made such a major source of growth to weaken as well, leaving again the brunt 
of its growth back to domestic demand, but unfortunately this one is not responding. The end 
result is an expected rate of growth of only 0.6% for the Euro Area in 2003, even weaker than in 
2002 when it reached 0.8%.    

 The first question to ask is: why has domestic demand been so weak in the Euro 
Area? After expanding by 3% in 2000, real domestic demand in the Euro Area grew at 1% in 
2001 and only 0.2% in 2002. Consumer expenditure fell to 1.9% and to 0.5%, respectively, and 
fixed investment growth was negative by 0.5% and 2.6%, in both years. By contrast, in the US, 
domestic demand fell to 0.4% in 2001 but recover to 3% in 2002, and keeps at similar levels in 
2003. This different economic performance is rather surprising given that, in principle, the 
opposite rates of growth should have taken place in both economies, after the bursting of the 
asset bubble. There are two main reasons for it: on the one side, the Euro Area household 
consumers were less exposed to stock market shifts than those of the US or the UK and they 
had higher saving rates than in the US and, on the other side, the Euro Area firms had not 
experience a surge in wasteful high-technology investment comparable to the US companies 
and they had lower financial deficits.  

 It can be argued that the main reason for that weakness is the structural rigidities 
of the Euro Area products and factor markets. Although it is true that these structural problems 
need an urgent action, nevertheless, they can mainly explain the present lower “levels”, but not 
so much the lower actual “rates” of growth of consumption and investment. On the one side, the 
investment levels are lower by the Euro Area higher regulatory barriers than in the US, both in 
the product, capital and labour markets. On the other side, consumption levels are lower, given 
the negative expectations by households about the uncertain financial future of the “pay as you 
go” pension systems, due to the faster ageing rate of the Euro Area population, and 
consequently, their growing fear of higher taxes.  

 But, in the short term, the main difference about the performance of domestic 
demand in the US and in the Euro Area has mainly to do with their respective macroeconomic 
policy responses. On the one side, the US has shifted (excessively) its cyclically adjusted fiscal 
deficit from a positive 0.9% of GDP, in 2000, to a negative 4% of GDP, in 2003, while the Euro 
Area has maintain a neutral budgetary stance. From the middle of 2000 until today, The Federal 
Reserve Board has reduced interest rates by 5.25 percentage points, from 6.5% to 1.25%, while 
the ECB has dropped interest rates only by 2.75 percentage points, almost half of the US 
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reduction, from 4.75% to 2%, in the same period. The “financial conditions index”, which takes 
also into account the evolution of the stock markets and the effective exchange rates, weighted 
by the two way trade, has been looser in the US, since the middle of 2002, while it has been 
tighter in the Euro Area. As a simple rule, it can be said that, the effect of every 10% 
appreciation of the euro (in effective terms) on internal demand, offsets every percentage point 
of interest rate reduction by the ECB. 

  Moreover, given that the exchange rate forecasts for the euro are of a 
continuous but very volatile appreciation in the rest of 2003 and all along 2004, the probability of 
going further into a weaker domestic demand in the Euro Area is very large, if there are no 
major changes in the present policy mix. It should not be forget that the economic 
consequences of a depreciation of the effective exchange rate of the dollar are not at all 
symmetric with the consequences of the appreciation of the effective exchange rate of the euro. 
Although Euro Area exports of goods and services to the US are only 2.5% of its GDP, its 
exports to the rest of the dollar area or to other currency areas peg to the dollar are 
considerable larger, given that they include large countries of Asia and Latin America, as well as 
Canada, Australia and New Zeeland. Therefore, the impact of the effective depreciation of the 
dollar on the US economy is less than half than the effective appreciation of the euro on the 
Euro Area.  For instance, the effective appreciation of the euro against the dollar, since the first 
of January 1st 2003, has been 8%, but the effective dollar depreciation against the euro has 
been half of that percentage.  

 The main problem behind the slower and less aggressive policy response in the 
Euro Area is the profound disagreement, among the governments of the largest Euro Area 
members countries, the European Commission and the ECB, over the right macroeconomic 
policy mix to guide the Euro Area back to a higher and sustainable growth path.  

 Both the Commission and the leading Euro Area economies believe that the 
Stability and Growth Pact (SGP) rules, as they stand, are a clear impediment to the recovery of 
the growth rates of the Euro Area economies. As a consequence, the Commission has made a 
very reasonable proposal to make the SPG rules more flexible and more rational from the 
economic point of view. The new proposal introduces the following changes: First, in the case of 
the budget stability rule, in the medium run, deficits should be measured in structural terms, that 
is, taking into account the differential between the rate of growth of every country and its 
potential rate of growth, the so called “output gap”, instead of measuring the budget deficits just 
in nominal terms, as it is done now, without taking into consideration their growth rate situation 
relative to its potential growth rate. Second, both in the case of the budget stability rule and the 
excessive deficit rule, it should be taken into account, for every country, its actual levels of debt 
to GDP ratios and its long-term pension systems’ degrees of financial sustainability.  

 The governments of Germany, France and Italy have made very clear that they 
are in great difficulty to meet the excessive deficit rule, which has been breached by Germany 
and France. Jacques Chirac has asked for a temporary softening of the SPG. Gerhard 
Schroeder has announced that the German budget deficit will breach the rule in 2003 and that 
could only be brought down below 3% of GDP, in 2004, if public expending is cut and growth 
achieves 2%, prospects that are very unlikely, if not impossible, to achieve. The justification 
used by both governments for their violation of the SPG rules is that the SPG has delivered too 
much stability and too little growth. They have a very good argument. Inflicting now a fiscal 
tightening to both countries, through an increase in taxes and a reduction of public spending, 
when their rates of growth in 2003 are expected to reach only 0.9% in France and 0.2% in 
Germany, could be self-destructive. 
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 The ECB, on the contrary, has the complete opposite view on fiscal policy and 
the SPG rules. Its position, as exposed by its President Wim Duisenberg, is that increases in 
taxes and reductions in public spending will be the necessary conditions to increase the level of 
confidence of both consumers and investors and to improve the rates of growth of the domestic 
demand in the Euro Area. Therefore, he has send a signal about the ECB Governing Council 
not reducing interest rates further until there is not a clear sign of commitment to the SPG rules 
by those governments.  

 It is true that some smaller countries, which have made a great fiscal effort and 
have been able to fulfill the rules of budget stability and excessive deficits, some of them against 
initial expectations, hold also the same rigid position than the ECB. Nevertheless, they are 
wrong to stick to the rules and avoid any flexibility in the SPG because, if Germany and France 
get into recession by meeting these rules, they are going to suffer their negative spillovers that 
will follow into their own rates of growth, given the very large interdependence of the Euro Area 
economies, and they might also be swallowed into a similar situation of very weak rates of 
growth. Finally, it is important not to forget the practical lessons of previous historical 
experiences in the US, in 1929, and Japan, in 1991. In both cases, the stubbornness of 
governments to maintain a balance budget in the wake of a recession had extremely negative 
consequences for their economies. 

 Moreover, there is a lot of rhetoric and very little common sense in the present 
fiscal debate. If Germany, France and, eventually, Italy do comply with the rules and get into 
recession, not only nobody in the Euro Area will gain in the short term, but their rigid stance it is 
not going to help solving the long-term problems of the Euro Area either. If, on the contrary, they 
decide or are forced to breach the excessive deficit rules, the SPG will be considered as dead 
and it will loose all its remaining credibility with the financial markets. The best way out of this 
riddle is to agree, as soon as possible, on a proposal, such as the one made by the Commission, 
to modify the rules in order to making them more flexible and more economically rational. As 
they stand now, they are based more on sheer political will than on economic fundamentals. 
The financial markets will understand and welcome this new, rational and flexible approach and 
the credibility of the SPG will be higher than otherwise. Finally, such an agreement will send a 
signal of better and sounder coordination on fiscal policy among all the governments in the Euro 
Area.  

 The second way to improve the growth of internal demand, in the short-term, is 
by further lowering of interest rates by the ECB. The ECB should stick to its new monetary 
strategy, unveiled recently, which has improved its credibility in the markets, by moving from an 
implicit target range from 0% to 2%, to another one of only less than 2%. This small change has 
reduced the fears by markets of a potential fall into a deflationary environment and has 
balanced more its anti-inflationary stance with its anti-deflationary stance, which it was clearly 
biased towards the first.  

 On support of the ECB recent tighter monetary policy performance, it has to be 
recognized that inflation rates in the Euro Area have been stickier than expected, keeping at 
2.3% both in 2001 and 2002, while they have dropped in the US from 2.8% to 1.6% in both 
years. Nevertheless, in 2003, they are expected to be below 2% in the Euro Area, that is, within 
the ECB medium–term target, and just above 2% in the US. Therefore, now, with inflation in 
Germany and France expected to be 0.7% and 2%, respectively, in 2003 and 0.5% and 1.5%, 
respectively, in 2004, and with the euro effective exchange rate appreciating, the ECB present 
fears of inflation in the Euro Area, because of a breaching of the SPG rules, are very much 
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overdone and, on the contrary, the ECB implicit fears of low growth or stagnation in the main 
economies of the Euro Area, if the SPG rules are eventually met, are highly underestimated.    

 On the other side, the ECB should not try to trade off its monetary policy stance 
against the member countries fiscal policy stance, in a situation of very low rate of growth and a 
falling foreign demand and when domestic demand needs urgently some support. At the 
present conjuncture, on the fiscal side, the ECB should be giving a higher priority to trade off 
one year personal and company income tax cuts against a reduction of current public 
expenditure, than to stick to the excessive deficit rule that it is not going to be met, in any case, 
due to the normal work of the automatic stabilizers. That trade off will give a boost to disposable 
income. On the monetary side, the ECB should reduce interest rates by another 50 basis points, 
as soon as possible. Both measures should enhance, in the short term, disposable income, 
consumption and investment and should have a multiplying effect on inventory building. Stock 
building tends to amplify the downturns and the upswings of the economic cycle as companies 
revise their desired level of inventories in response to changes in final demand. As the present 
levels are low, a short-term boost to final domestic demand should result in a vigorous 
restocking contributing to a sizable improvement in the growth rate of the Euro Area. 

 Finally, there is scope, as well, for an Euro Area wide proposal, similar to the 
Giulio Tremonti, the Italian finance minister, suggestion recently approved by the ECOFIN, of 
raising, by 70 billion euros a year, the investment in large transport infrastructure projects, many 
of them needed to interconnect the Central European new members. This proposal should 
target innovation and R&D as well. The way the financing of such a proposal works is through 
the European Investment Bank backing the projects with long-term loans to the private 
companies that win the contracts, with the guaranty of the member states.  

 Nevertheless, there is a more orthodox and clean way to finance this proposal, 
that is, by reducing other, less productive European Budget expenditures. As the huge CAP 
expenditure needs a radical change, not only to adapt to Enlargement, but mainly because it 
has end up being an scandalous tool of giving unproductive and discriminatory subsidies to a 
tiny minority of European citizens, such a proposal should be developed mainly at the expense 
of CAP subsidies. By using this system of neutral budget financing, its impact on employment 
will be more positive. Given that agricultural employment keeps going down because of its fast 
ageing, this alternative financing will have a minimum or neutral impact on agricultural 
employment and a very large positive effect on new employment creation in other sectors where 
unemployment is much higher and where there is a pool of labour force available with the right 
qualifications, improving the present very low employment rate of the Euro Area and giving a 
boost help to new consumption demand.   


