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Excellences, Ladies and Gentlemen,

It is my pleasure and honor to talk to such amiggtished audience this
afternoon. | am very grateful to for this opportyrio exchange views on
the credibility of the Euro and on the role of oespective currency areas

for a more balanced global economy.

Let me start with the credibility of the Euro. by ask me, who has been a
member of the Governing Council of the EuropeantaéBank (ECB)
since its establishment in 1998, if the Euro wasedlible currency, you will

not be surprised that my answer is “Yes”.

The statement the Euro being a credible currengyhtfie more surprising
against the backdrop of the current economic amhfiial crisis. Especially,
as it has doubtlessly affected not only the (glpbabnomy but also the
major institutions of the Euro area. Some outsioleeovers even have
prematurely forecasted its demise. Let me expldip these predictions are

wrong.

Currently ongoing recovery in the Euro area

In the short term, the economic situation is impmgv The Euro area and its

single currency are recovering from the most sexaression since World



War Il at a pace which takes laymen and expersupgrise. Since mid-
2009 economic activity has been expanding. Recémilyecovery has
gained momentum. Euro area real GDP increased goarderly basis, by

1 % in the second quarter of 2010.

Clearly, the Euro zone was hit hard by the GreateRsion. In 2009, i.e. in
the aftermath of the near meltdown of financial ke#s in September 2008,
real GDP fell by 4, 1 % in the Euro area. As a egognce unemployment
rates soared to beyond 9 % the same year. Cormdisgyn the free fall of
energy prices and the decrease of economic actilashed down inflation
significantly in 2009, pushing the inflation ratee@ into negative territory

for a couple of months.

More recently, price developments have somewhahalized, staying in
line with the ECB’s aim of keeping inflation ratleslow, but close to, 2%

over the medium term.

Although, in line with the ECB’s projections recalta and surveys
indicate a moderation of growth in the second bhthis year in the Euro
area as well as on the global lewedm confident that the positive
underlying momentum is increasingly broader basebistignals a self-

sustaining recovery in the Euro area. In my vidwyefore inside the Euro



area the gradual pace of adjustment of the monetaigy stance, of the

overall provision of liquidity and of its allotmentodes can continue.

The Euro: sound track record in the first decade

In a longer perspective the performance of theetwwy union is far more
flattering. Between 1999 and 2009 real per capitpaut in the Euro zone
grew on average by 1.5 % per year. This is a coatpp@iorder of magnitude
to that in the US, despite higher overall growtiesan the US. Consumer
prices developed in line with the ECB’s definitiohprice stability. In the
eleven and a half years after the creation of ithgdes currency the
Harmonized Index of Consumer Prices (HICP) hasiriseaverage by
exactly 1.97 % per year. The performance of the ECdRlivering price
stability has beaten that of the former benchmarkencies, the Deutsche

Mark and the Dutch Guilder.

High cost of fighting the crisis

Still, there is no scope for complacency. In receahths, Europe has
demonstrated unwavering commitment to the unityiategyrity of the
single currency area. However, the fight againstfiliancial crisis and the
deep recession has not only been successful,smvarty costly. Moreover,
it has uncovered institutional weaknesses as has the case in the history

of most currency unions. In particular, it posealidnges to the



sustainability of public finances. In the Euro atlea government deficit
climbed to 6.3 % of GDP in 2009. This year the Eamea government
deficit will peak at 6.6 %, before declining onty®.1 % in 2011. The
overall government debt is expected to amount t6 88of GDP next year.
This is still below the level prior to the introdion of the Euro. But it is

also an increase of more than 20% from the leviglrbehe crisis.

Although, it is not too comforting that other magnrency areas are facing

even more severe deteriorations of public finanitésa matter of fact:

* Inthe US fiscal stimuli and rescue packages haselted in the
federal budget deficit widening to around 10 % &fRsfor the fiscal
year 2009 — and it will probably stay at that leme?010 and 2011.
By consequence the government debt-to-GDP ratiloarJS was

about 84 % in 2009. It is expected to rise to 104.6y 2011.

* Inthe UK, the general government deficit widen@d 1.5 % of GDP
in 2009, and it is expected to decline to only alddu% by 2011.
Gross government debt-to-GDP ratio is expecteddrease from

68.1 % in 2009 to around 87 % in 2011.

* In Japan, the general government fiscal defigirggected to be

between 6 % and 7 % of GDP in 2009, 2010 and 2@Epectively.



The government debt ratio was about 189 % of GDEODD, and is

expected to increase to about 195 % of GDP by 2011.

Restoring fiscal sustainability is key

Given the deterioration of public finance in thdustrialized world in

general and in the Euro zone in patrticular, itfithe essence to correct fiscal
imbalances in many Euro area countries. Responssicl® management is
the basis for balanced and sustainable growthilBfadrientated fiscal
policies will stimulate confidence of householdank and investors. This
confidence is the pre-condition for economic groestia job creation.
Governments must therefore send a clear messagearkets — a message of
determination and commitment to sound macroeconpulicies and fiscal
sustainability. Budget plans for 2011 and beyorwukhreflect the urgent

need for credible consolidation strategies.

Remember the words of John Maynard Keynes in 1i@3he aftermath of
the Great Depression: “Just as it was advisabléhiogovernment to incur
debt during the slump, so for the same reasossibw advisable that they

should incline to the opposite policy”.



Strengthening of the institutional framework

What is economically reasonable needs an apprepnatitutional
framework. Neither markets nor the Stability andh Pact (SGP)

succeeded in ensuring fiscal discipline in a sight manner.

Therefore, the spirit of the SGP needs to be sthemgd. Promising steps

have been undertaken so far.

» The task force under the chairmanship of the Peasidf the
European Council, Herman Van Rompuy, proposed, frs
streamlining of national budgetary calendars ireotd improve
monitoring and correction at an earlier stage aisien making. The
so called European semester will stress economveslance: the
fiscal discipline of the SGP, the structural referim the long term
vision program “Europe 2020”, and a new mechansiprévent
macro-imbalances which will be fully embedded ia surveillance
cycle. The European semester aims at prior poliggance and
preventive budgetary surveillance, in time whers¢éheally matter
and allow discussing common policy before the btslgee agreed at

the national level. The European Semester cyclestait in January



with an “Annual Growth Survey” prepared by the Coisgion,

reviewing economic challenges.

» Second, the task force discusses a system of “saactions” against
countries in breach of the debt and deficit limisprder to strengthen
the SGP in a preventive phase. The commissiortaakle its
proposals tomorrow. These plans aim at imposingeraatomatic

sanctions in a gradual way.

In order to prevent the built-up of imbalances Iegdo pressures on the
fiscal stance and diverging situations weakenirgetiect of a single
monetary policy, surveillance at the macro-econdevel needs to be
strengthened, especially as far as competitiveisesmcerned. Within a
single currency union, the relative competitivengssconomies mirrors the
sustainability of national price and cost developtagthe compatibility of
national nominal trends with those that are appatgpfor the monetary

union as a whole. Proposals are due to October.

This institutional deepening in crisis preventisrcompleted by crisis
management decisions. The set up of the Europeaméial Stability
Facility (EFSF), a rescue fund which achieved “AAgtatus by all major

rating agencies, intended to this. The Europeate8ysf Central Banks



(ESCB) together with the Commission call for rendwe#orts for more
integrated financial and capital markets. The raguy reform for banking
should spur these efforts leading to a new Europeaking landscape.
Luxembourg with its experience will assume its sramd responsibility in

this evolution.

Another institutional deepening has been approyeithéd European
parliament last week. In the micro-prudential areae European risk
agencies will be set up for supervision in banksegurities markets and
insurance. They will be completed by a Europeanedys Risk Board
strongly supporting Central Banks in the area ofnmgorudential

surveillance, hitherto neglected.

Rebalancing and global cooperation

China has been affected by the global crisis, ttomygh in a more subtle

way. The challenges are manifold.

First, China’s impressive growth story of the poass decade was mainly
export driven. This approach led to the inflow ofdign capital, a huge
current account surplus and a massive accumulatitoreign exchange

reserves. Different from what could be observetthépast, China as a
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dynamic Newly Industrialized Country became thegkeg} net creditor to

the rest of the world in general, and to the Ufarticular.

The economic rise of China and other Emerging Markentries has gone
along with increased political presence and respoitg at the global level.
China in this respect reassumes the role it haldemnworld economy

throughout most of history.

Second, although the fiscal position of China wassl, other
vulnerabilities have been disclosed. A growth mddat is highly
concentrated on exports is at risk when externaleshel drops sharply. A
broadening of the macro economic policies wouldicedthis exposure. The

growth model, thus, would become more sustainable.

Tackling this issue would also be a contributionléal with global

imbalances.

One step on this way for sustainable growth andrdarly rebalanced
global economy could be the enhancement of soafatysnets. A coherent
system of reforms of social security, health car@ pension schemes would
reduce the need for precautionary savings of @itiauseholds and could
thus stimulate private spending. This holds inipaldr for the challenge of

an ageing society. A shift from economic activitgrh the public to the
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private sector would be helpful in this respectt jike corporate governance

and financial sector reforms, or a reflection ortelagyovernment finance.

There are some encouraging indications that messoiiacrease household
income, notably in rural areas, expected to fegiuoeninently the new five-
year plan starting in January 2010. This couldrbargortant contribution

to a broadening the Chinese economic approachtoaméve to a more

guality oriented growth.

Concluding remarks

| am convinced that cooperation between the mdgyreps in the world
economy is crucial. To tackle global imbalancesheantinent has to do its

homework.

» For China, continuing the rebalancing process fexternal to
domestic demand, from huge public enterprisesit@{@ enterprises,
demographic ageing and dispersion are no lessetiggtlg. In such an

environment the increased role of the Renminbi bellone part.

» The European Union must resume the path of institat deepening.
It needs less divergence and more structural refoonenhance
growth and employment. Also, enhanced stabilitthafinancial

sector is of the essence. We must furthermoregdtien the economic
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governance of the European Union with reforms desigo a stable
Euro and strengthen the foundations for sustainalibdic finances. In

such a surrounding the Euro can and will stay dible currency.

To sum up, both economic areas have— to use the efd?remier Wen
Jiabao who spoke recently in Tianjin — to undertaierts to ensure, first,
better balance, second, coordination and, thirstaguability of economic

development.



