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“Where the danger is, there also grows the saving power.”

Friedrich HÖLDERLIN,
Patmos, 1803.




Foreword


There are many compelling reasons to read this book.

First, it offers a unique and penetrating analysis of the forces underlying the eurozone crisis. In its 25 years of existence, the eurozone—originally conceived to promote cohesion, unity, and economic efficiency—has allowed profound deterioration. This has resulted in unprecedented levels of public debt in several countries.

While the euro has provided some protection during successive crises since its creation, it is now facing mounting pressures due to the persistent lack of economic discipline in several Member States. The security conferred by a shared currency can delay essential policy corrections, inadvertently encouraging poor economic choices.

Unlike other currencies, the euro does not function as a symbol of unity. Instead, it conceals—and in some cases amplifies—the economic and political divergences between the countries that use it, thereby calling into question its long-term viability.

Second, the book offers a detailed examination of Europe’s economic decline relative to the United States, a trend driven in part by the structural weaknesses of several Member States.

The findings are unequivocal:


	• European countries with the highest levels of public debt have experienced the steepest drops in productivity.


	• Those with the largest public expenditures are among the least competitive.


	• The highest unemployment rates are found in the most indebted economies.


	• Eurozone countries where savings have been systematically under-rewarded have experienced chronic underinvestment in productive capital—one of the key reasons for Europe’s economic underperformance since the introduction of the euro.




Third, Didier Cahen’s book demonstrates the extent to which the eurozone is an incomplete and fragile construction. Every monetary union requires mutual trust and a minimum degree of economic and political alignment among its members. Yet, as Didier Cahen argues, the eurozone has gradually abandoned its founding principles, widening macroeconomic disparities and weakening the political resolve needed for bold decision-making. This has significantly undermined the ambition for deeper banking and financial integration in Europe.

While the European single market covers a population of 460 million people—more than the United States’ 340 million—economic power and geopolitical influence cannot be measured by demographic size alone.

Didier Cahen contends that Europe has become increasingly fragmented since the euro’s inception. Macroeconomic heterogeneity has deepened, financial imbalances have worsened, and the system has remained afloat only because it has allowed its weakest members to incur ever-rising levels of debt. Particularly striking is his critique of a monetary policy whose guiding mantra has been to “stimulate economic activity at all costs”—maintaining interest rates at zero or even in negative territory and relying on the European Central Bank to purchase government bonds.

Ultimately, this monetary laxity has produced the consequences that could have been foreseen from the beginning:


	• It discouraged savers from investing by eliminating adequate returns on the long-term productive investments needed to support economic growth.


	• It fuelled a relentless search for yield and encouraged speculative behaviour, contributing to a surge in credit—particularly sovereign debt.


	• It exacerbated wealth inequality while globalisation has contributed to eroding the purchasing power of wage earners.


	• It laid the groundwork for the resurgence of inflation from 2021 onwards.




Over the past 25 years, the eurozone has become financially more fragile, culminating in a debt crisis in several southern European countries. Today, countries such as France are increasingly reliant on borrowing simply to finance day-to-day expenditure and to service existing debt.

Does the recent cut in the European Central Bank’s key interest rates—which turned real rates effectively to zero in June 2025—signal a return to the challenging legacy of two decades of near-zero interest rates? Rather than taking pride in being the only major central bank to maintain such low rates, the ECB should think about the potential drawbacks this poses for both productive investment and financial stability.

Finally, this book offers a realistic vision of a monetary, economic, and financial Europe, along with the conditions required for its success. It is therefore essential reading for anyone seeking to understand the vital challenges facing the euro as well as the possible paths to strengthening it.

*
*     *

This book was not written to instil fear. Rather, it stems from a sense of urgency and a firm conviction that there is still time to act. The risks are real—but so are the solutions. How can we spark a European leap forward, rebuild a stronger Union, and consolidate the foundations of the euro?

I fully support the measures proposed by Didier Cahen in the third part of his book, which outlines a clear and compelling path out of the euro crisis.

He begins by identifying the routes that must not be taken. One tempting but misguided approach is to advocate the creation of a European state endowed with the powers of a sovereign nation. Those who view such a supranational construct as a panacea often overlook a critical point: highly indebted countries must return to sustainable debt levels, in line with jointly agreed rules. Ignoring this imperative is a dangerous form of denial.

Likewise, Europe’s structural problems cannot be resolved through indefinite debt accumulation, expansive monetary policy, or tolerance of persistent inflation. Arguing that common fiscal rules are now “obsolete”, or proposing to exclude military spending from deficit calculations, will not address the root causes of fiscal imbalance. On the contrary, such proposals risk deepening financial instability and weakening the euro. Nor is retreating into national self-interest a viable solution.

Not long ago, there was a general consensus that deeper European integration would benefit all Member States. Today, in light of the disappointments analysed in this book, a new question arises: is Europe still beneficial to France and its partners?

Didier Cahen maintains that the European project can once again become a force for progress—and he explains how. His analysis of the euro being used to fund economically unsound policies, the widespread disregard of budgetary rules, and the role of the central bank in purchasing sovereign debt—which has postponed much-needed structural reforms—is both thought-provoking and timely.

The truth is straightforward: if Europe wants to revive its economic dynamism, there is only one way forward—work more and invest more. These two shortcomings lie at the heart of Europe’s economic decline.

Rather than calling for illusory European financing and relying on ever-looser monetary and fiscal policies, we must begin the hard but necessary work of restoring sound public finances and reinitiating genuine economic convergence across Europe. At the same time, we must shift from a model based on continuously supporting domestic demand toward one driven by productive investment and supply-side growth.

This paradigm shift would pave the way for the practical implementation of Cahen’s proposals to strengthen economic financing: promoting equity investment, revitalising securitisation, and developing robust pension fund systems. It would also remove key obstacles to complete the Banking Union and, more broadly, to deepen the Single Market.

Crucially, European policymakers must be able to demonstrate the concrete value of each new integration project—despite the national sacrifices such projects may entail.

*
*     *

Reading this book is essential—especially for those who claim to govern us.

It offers several critical lessons:


	1) A monetary union is not a cure-all. It is only as effective as its design and the commitment of its members.


	2) Sharing a single currency across 27 divergent economic policies is a recipe for future tensions and structural imbalances.


	3) This fundamental contradiction is only sustainable if European institutions—namely the Commission and the Council—enforce a minimum level of collective discipline, particularly in fiscal matters.


	4) The existence of a monetary union will not, in itself, save Europe. Its viability depends on the conduct of its individual Member States. The stronger the states, the stronger the Union.


	5) Member states must demonstrate long-term vision, strategic clarity, and political will if we are to build a robust, innovative, and sovereign European economic and financial system. In this regard, Europe’s history serves as a valuable reminder that Jacques Delors—through his strategic vision, operational effectiveness, and ability to unite Member States—embodied the qualities that a President of the European Commission should possess.




These fundamental but often overlooked truths are backed by rigorous, well-documented economic analysis. Now more than ever, we must focus on them—in order not to aggravate existing tensions, and to safeguard a monetary architecture that is increasingly under threat.

Jacques DE LAROSIÈRE
24 June 2025







Introduction
The Euro Is in Danger
The euro is in danger: The sustainability of some Member States’ debt is being questioned,
casting major uncertainty over the future of the euro



On 1 January 1999, the euro became the single currency for more than 300 million Europeans, an essential pillar of the Maastricht Treaty. The peaceful and orderly replacement of fifteen currencies with a single one reflected a clear political will and was an unprecedented historical undertaking.

The European currency was successfully launched and has weathered a quarter-century of crises without sinking. Today, it is used by 340 million people in 20 eurozone countries.

As a political symbol of state sovereignty, the euro was introduced within a political arrangement where nation states still retain exclusive competences in key areas such as education, healthcare, internal security, defence, income policy, and social affairs.

The decision to share a currency meant moving beyond the nation state as the sole framework for political organisation. However, sharing a currency without accounting for each other’s economic policies is not appropriate.

The founding challenge of the euro was to thrive in an environment where Member States retained control over their economic policies.

Without substantial financial solidarity—the EU budget currently accounts for only around 1% of GDP of the EU—only countries with comparable economic structures can share a currency without risking major imbalances.

That is why the euro must evolve within an economic environment that ensures price stability and keeps public deficits in check.

To meet this challenge, the euro’s collective management is based on clear economic commitments and strict adherence to budgetary rules: deficits below 3% of GDP and public debt below 60%.

Since the beginning, these constraints have been the glue holding the monetary union together.

To reap the benefits of the single currency, sustainable budgetary convergence has always been considered essential to prevent tensions between a centralised monetary policy and decentralised, loosely coordinated economic management.

The euro was founded on a sound economic rationale: promoting economic and social progress, completing the single market by removing exchange rate costs, increasing price transparency and trade, and fostering integration of banking and financial markets.

These changes were expected to accelerate the implementation of structural reforms and improve economic coherence and coordination among Member States.

The euro has been a success. It is now the world’s second currency. It has boosted trade within the euro area and supported greater economic integration. Yet over time, deep vulnerabilities and contradictions in the system that created the single currency have come to light.

Some of the founding countries of the European Union, such as France, Italy, and Belgium, kept pursuing economic and fiscal policies aligned with their own national priorities. As a result, they have ignored their joint commitments, even though these were ratified by their parliaments or by referendum.

The eurozone now comprises heterogeneous economies. Economic divergences between Member States have widened—even more so since the Covid crisis—that affects public deficits and debt, productivity, current account balances, and living standards. Despite the launch of the banking union and efforts to build a capital markets union, banking and financial markets remain highly fragmented.

These testify to a lack of common purpose and political will among key Member States. Yet, a monetary union cannot function in a sustainable manner if its members are constantly moving in opposite directions. One country’s economic troubles inevitably affect its partners through exchange rates, interest rates, and growth.

Over the past 30 years, Europe has fallen behind the United States. It largely missed the technological revolution: American companies now dominate the European technology sector, and only two European firms rank among the world’s 20 largest companies.

Since the Covid crisis, Europe’s economic and technological decline has continued to accelerate. Between 2021 and 2024, eurozone growth was only half that of the United States. In 2024, eurozone labour productivity was just 0.2% lower than in 2019 level, compared with a 8.6% increase in the US. Productive investment has consistently been higher in the United States than in Europe. This slowdown has also coincided with a significant decline in the international competitiveness of European financial institutions.

By systematically abandoning the economic discipline required by a monetary union, some Member States have weakened their productive capacity and marginalised themselves within Europe. They have also undermined their international credibility and fuelled the mistrust of more “disciplined” partners. This has increased resistance among more stable countries to any new forms of financial solidarity within the eurozone.

The continued deterioration of public finances in several large countries—particularly France, Italy, and Belgium—has worsened their debt-to-GDP ratios and heightened the risk of a financial crisis in a context of persistent low growth and political uncertainty. These high levels of public debt remained manageable largely due to the ECB’s exceptionally accommodative monetary policy and historically low interest rates until 2022. However, rising interest rates and persistent budget deficits mean that public debt in some countries is becoming unsustainable. Without credible plans to put public finances on a sounder footing, the strain on the eurozone could be severe.

In its Financial Stability Review1, the European Central Bank (ECB) has warned that political uncertainty, weak fiscal fundamentals in some countries, and low potential growth are raising concerns over the sustainability of certain sovereign debts.

We must open our eyes and raise some fundamental questions about the eurozone. Have the promises of the euro been fulfilled? Can a common currency survive long-term without a federal state? How much responsibility does the euro bear for the economic difficulties of its Member States? Is its role as a shield for its members an illusion? Has ECB monetary policy done more good than harm since 1999? Has it contributed to today’s weak productivity gains?

Given the economic disparities between northern and southern Europe—including France—are we heading towards another eurozone crisis? Could the excessive debt of countries such as France jeopardise the future of our monetary union? What reforms are needed to return the eurozone and its Member States to a path of productive investment and competitiveness? Could the euro benefit from the crisis of confidence in the dollar, exacerbated by the trade war and the unpredictability of President Trump’s economic policy?

This book addresses these questions without complacency. Too often, the challenges of economic and monetary union are overlooked in the public debate. Likewise, the conditions required for shared prosperity within the euro area are poorly understood—if not ignored altogether.

Despite progress in European economic governance and efforts by many countries following the sovereign debt crisis, the eurozone once again stands at a crossroads.

There are ways forward. The eurozone can avoid fragmentation if its leaders create the monetary, economic, and political conditions for both national and collective renewal. Mobilising Europe’s abundant savings towards productive investment is one of the keys. This requires shared and credible fiscal discipline, serving a common ambition.








Part One
The mixed record of the euro


Twenty-five years after its introduction, the euro has not delivered all of the expected benefits, primarily because some Member States failed to implement the economic discipline necessary for the European Monetary Union to function effectively.

In the eurozone, countries share a common currency. This means they can no longer correct economic imbalances through exchange rate adjustments, as was possible with a national currency. Moreover, the monetary union is not underpinned by a political federation. There is no common European budget of sufficient size to support countries facing difficulties, nor is there automatic financial solidarity between Member States, as exists within a federal system. Even market-based solidarity mechanisms1—such as cross-border investments, interbank lending, or the purchase of financial instruments (shares, bonds, etc.) across countries—remain too weak to effectively absorb economic shocks.

In other words, when a country faces a crisis, it often has to manage it by itself. In this context, compliance with common budgetary rules by all members is essential. It is a prerequisite for ensuring the stability of the euro area as a whole.

Beyond national arguments in favour of sound fiscal management, Member States must adopt consistent and responsible behaviour within a monetary union, where solidarity and adherence to shared standards must prevail.

The economic and financial difficulties, as well as the prolonged slowdown in major founding members such as France and Italy, can largely be attributed to their long-standing bypassing of European fiscal rules.

Although the ECB’s highly accommodative monetary policy has allowed the euro to weather the storms of the past 25 years, this ongoing reliance on monetary support is increasingly costly—both in terms of rising financial vulnerabilities and prolonged economic stagnation.

Risk-sharing mechanisms play a key role in absorbing shocks within a monetary union without requiring direct public transfers. Such tools are essential to ensure that regional, cyclical or structural divergences do not result in permanent economic fragmentation.




Chapter 1
Economic indiscipline among certain member states



The euro broke with monetary history by becoming a currency without a sovereign. Unlike other currencies backed by a government and a central budget, the euro has no associated state or political sovereignty1. It is based on a monetary union that brings together sovereign countries bound by a treaty, but without a federal state. There is no unified European state with budgetary or fiscal powers.

As a result, the euro relies on a distinctive and unprecedented model: while monetary policy is centralised and entrusted to the Eurosystem—a federal-level institution—economic policy remains the responsibility of individual Member States.

To address this structural paradox and maintain consistency, all participating countries have committed to common rules enshrined in the Stability and Growth Pact2. Sound public finances are thus a cornerstone of Economic and Monetary Union.

Fiscal policy must also be complemented by structural policies aimed at boosting productivity and improving economic flexibility, including reforms to labour and product markets. Since the project’s inception, adherence to these principles has been considered essential to its success.

However, not all governments have met this challenge. Northern European countries such as Germany, the Netherlands, and Austria have focused on strengthening their industrial bases and maintaining fiscal discipline.

By contrast, several founding Member States (France, Belgium, and Italy) and southern European countries (Greece and Spain) have prioritised domestic consumption and social redistribution over compliance with European budgetary rules. This demand-driven economic strategy has contributed to the deterioration of public finances, the rise of debt levels, and a loss of competitiveness—ultimately weakening their growth potential.

With the exception of a few southern countries whose public finances have returned to balance since 2023 (such as Portugal and Greece), or are on the path to recovery (Spain), the gap between fiscally disciplined Member States (Germany and the Netherlands) and those with looser fiscal approaches (France, Italy, and Belgium) has widened since the Covid crisis, and has been further exacerbated by the energy crisis triggered by the war in Ukraine.


A successful launch rooted in shared ambition


THE CONDITIONS FOR A VIABLE SINGLE CURRENCY ARE WELL KNOWN

The Economic and Monetary Union (EMU), as defined in the Maastricht Treaty3, is a monetary union4 but remains only partially economic and is not political.

It qualifies as a monetary union in the sense that national monetary powers are pooled within the European System of Central Banks (ESCB), which defines and manages a single monetary policy for a single currency. The ESCB—also known as the Eurosystem—consists of the national central banks of the Member States and the European Central Bank (ECB)5. Its decision-making bodies are the Governing Council and the Executive Board. The ESCB’s primary objective is to maintain price stability6.

In contrast, economic policy remains largely the responsibility of Member States. Although the Treaty includes provisions for coordinating economic policies and avoiding excessive public deficits, the euro area lacks a unified budgetary policy—meaning the EMU cannot be regarded as a completed economic union.

This asymmetry between centralised monetary power and decentralised economic policy highlights the absence of a true system of economic governance. Transferring macroeconomic and fiscal authority to a European-level institution would, in effect, amount to forming a political union—a step that the Maastricht Treaty did not take.

While German Chancellor Helmut Kohl long advocated for the creation of a “United States of Europe”, French President François Mitterrand, though firmly pro-European, remained committed to preserving national sovereignty. He preferred a more gradual path, keeping ultimate authority in the hands of the Member States7. As a result, the euro was introduced without any major institutional changes outside the monetary sphere.

The absence of a genuine political union means that financial solidarity between EMU members remains deliberately limited.

In other words, the monetary union created by the Maastricht Treaty was not designed to reduce structural disparities between Member States. While this could have been considered, it was ruled out from the start. The no bail-out clause—i.e. the principle that member countries cannot be rescued by others—is a cornerstone of the Union’s architecture.

Moreover, according to its statutes, the ECB is prohibited to finance public deficits directly. These rules aim at preventing countries from reaping the full benefits of the single currency without contributing to its strength and long-term stability.

Given the autonomy of national economic policies, balance of payments imbalances remain a national responsibility.

While the European Union does provide support to reduce regional development disparities (through structural funds and other mechanisms), this assistance is not intended to permanently compensate for competitiveness gaps arising from persistent structural rigidities.

Consequently, each Member State is responsible for promoting the flexibility of its economy, encouraging innovation, and stimulating investment through targeted reforms. These include measures related to labour market flexibility, taxation, education, competition, income distribution, and demographic policies. Member States must also maintain sound public finances through fiscal discipline and wage and structural policies that enhance productivity and support long-term growth.

Inevitably, differences in living standards across the monetary union reflect variations in productivity and in underlying comparative advantages, such as demographic trends or sectoral specialisation. Such differences are to be expected in a highly heterogeneous economic area like the European Union. However, the chosen model explicitly rejected the idea of permanently equalising income disparities through public transfers.

Therefore, when fundamental fiscal or structural divergences arise, it is up to each Member State to implement corrective measures to address evident competitiveness gaps—such as adjustments in wage cost structures, as occurred between 2000 and 2010.

As Otmar Issing has demonstrated8, a single currency does not require a full political union, provided that the collective management of this common good is based on clear commitments and strict adherence to agreed rules.

Jean-Claude Trichet notes9 that the euro area’s economic pillar faces three key challenges: the sound management of national fiscal policies; greater flexibility in national economies; and the close monitoring of relative competitiveness across the euro area.


The eurozone is not an optimal currency area.
This is why fiscal discipline among Member States is the cornerstone of the Economic and Monetary Union


An optimal currency area (OCA) is a group of countries that form a monetary union in which economic imbalances can be corrected without the use of exchange rate adjustments.


Several major criteria for identifying an OCA have been developed in the economic literature.

In 1961, Canadian economist Robert Mundell was the first to set out the conditions necessary for the formation of an OCA10. According to Mundell, these conditions primarily related to the mobility of production factors within the area—particularly labour—which can substitute for exchange rate flexibility.

Following Mundell, other criteria were proposed. In 1963, Ronald McKinnon introduced the criterion of trade openness, measured by the openness ratio: (exports + imports) / GDP.

In 1969, Peter Kenen proposed another criterion: the degree of productive and commercial diversification. According to Kenen, the more diversified an economy is, the better it can absorb economic shocks, thereby enhancing the viability of a monetary union.

Another criterion, developed by Tamim Bayoumi, is the intensity of intra-regional trade flows, which contributes to the synchronisation of economic cycles and supports the implementation of a common monetary policy.

Additional factors include the presence of adjustment mechanisms—such as fiscal transfers—to address asymmetric shocks, as well as a certain degree of fiscal federalism.




Based on these criteria, the eurozone is not an optimal currency area (OCA).


	– Labour mobility remains low both within and between eurozone countries.


	– Wage flexibility is limited.


	– Banking and financial integration are still underdeveloped.


	– Unlike in federal states, the European Union’s budget is too small to absorb intra-zone imbalances.




In 2003, Robert Mundell argued that the most important factor for a successful monetary union is the political will to pursue deeper integration.




Without fiscal discipline, the stability of the euro is at risk.

The value of a currency depends on the economic and financial strength of the entity backing it. Excessive debt—particularly when used to fund unproductive spending—diminishes the net value of an economy and weakens its currency.

In a monetary union, when a Member State borrows irresponsibly, it jeopardises not only its own financial stability but also that of the union as a whole. However, because the consequences of such policies are spread across the zone, the offending country bears a lower cost than it would if it had its own currency. This phenomenon is known as free-rider behaviour.

If other countries follow the same path, confidence in the common currency may erode, threatening its stability and long-term viability. Applying the “polluter pays” principle would mean that states that fail to comply with fiscal rules compensate others for the collective harm they cause.




The Stability and Growth Pact (SGP) is essential to address these shortcomings and enforce fiscal discipline.

While the Maastricht Treaty set out the criteria for joining the Economic and Monetary Union (EMU), it did not provide mechanisms for monitoring the fiscal policies of Member States.

Adopted by the European Council in Amsterdam in June 1997, the SGP aims to ensure the long-term sustainability of public finances across the EU. It has two main objectives:


	– To continue efforts to reduce public deficits in preparation for joining the EMU.


	– To require Member States of the euro area to maintain budgets close to balance or in surplus during normal times, ensuring fiscal space in times of crisis.




The Pact incorporates key principles from the 1992 Maastricht Treaty, which laid the foundations for the single currency. Member states commit to keeping their budget deficits below 3% of GDP and their public debt at or below 60% of GDP, or risk facing sanctions.

In a monetary union, sustained cost divergences—such as in labour costs—are unsustainable, as monetary policy cannot be tailored to divergent national conditions. Therefore, it is the responsibility of each Member State to adjust these costs, since they no longer control their exchange rates.









■ The too-often-forgotten condition for the survival of monetary union

In the absence of monetary mechanisms to correct economic imbalances between member countries, a monetary union requires a high degree of convergence in budgetary and economic policies. Fiscal policy and public debt levels directly influence confidence in the currency. Even a fully independent central bank may struggle to achieve its objectives if confidence is undermined—particularly if doubts emerge regarding its independence.

This is why the effective conduct of a single monetary policy aimed at price stability depends on coordinated fiscal discipline—a prerequisite for the proper functioning of the EMU, since monetary policy cannot offset cost differentials (such as wages and other inputs) between countries.

Inflation in the euro area—the reference point for the ECB in setting its monetary policy—is calculated as a weighted average of inflation rates across all Member States. This methodology can mask significant divergences, making it harder to calibrate a single monetary policy. It may be too accommodative for high-inflation countries and too restrictive for those with lower inflation.

This underlines the importance of controlling production costs—including wages, social security contributions, and taxes—at the national level, in order to reduce disparities and ensure greater consistency across the eurozone.

Adopting a single monetary policy means that Member States relinquish national monetary and exchange rate tools that could otherwise be used to address country-specific imbalances. These imbalances may arise from a variety of shocks: public health crises, natural disasters, inflationary pressures, competitiveness losses, social unrest, or cyclical downturns.

Each country must therefore develop its own adjustment capacities—foremost among them, fiscal policy. Fiscal tools allow governments to influence economic activity through public spending and taxation, stimulate growth, redistribute income, invest in infrastructure and education, and quickly mobilise resources in response to external shocks or sectoral crises.




■ The stability and growth pact:
a form of insurance for the EMU

However, fiscal policy can only be used effectively if public budgets are balanced on average over the economic cycle. This principle, known as the free play of automatic stabilisers, underpins the Stability and Growth Pact, adopted in 1997, which sets out common rules for controlling public debt and deficits.

Based on the idea that countries manage their finances more prudently when external incentives are in place, the Pact includes both a preventive and a corrective (deterrent) component.

The preventive component enhances multilateral surveillance to avoid and correct the emergence of excessive deficits. The deterrent component provides for sanctions when a Member State’s budget deficit exceeds 3% of GDP, except in exceptional circumstances.

 

Sound fiscal policies—those that avoid negative spillover effects on other countries and support the conduct of monetary policy—are essential to the long-term sustainability of the monetary union.




■ Another key condition for success:
national economies must be flexible to support growth

The euro undoubtedly offers protection to member countries and their citizens. By definition, it shields intra-European trade from exchange rate fluctuations and preserves purchasing power, as the ECB is responsible for maintaining price stability.

However, this protection alone is not sufficient. The structure of the eurozone requires national economies to be competitive and dynamic in order to absorb economic shocks and meet the triple challenge of globalisation, the green and digital transitions, and an ageing population.




■ Monitoring competitiveness in the euro area:
preventing is better than curing

Sustained losses in competitiveness must be avoided, as they inevitably weigh on long-term growth. These losses are mainly caused by divergences in unit labour costs and by the burden on the productive sector resulting from insufficient labour market flexibility.






THE BENEFITS OF THE EURO

The euro has simplified everyday life for citizens and businesses in the euro area, streamlined trade, and accelerated cross-border transactions.

As trade between Member States accounts for more than 60% of their total external trade, completing the single market required the introduction of a common European currency. By replacing national currencies with a single one, the euro eliminated exchange rate fluctuations that previously disrupted trade and increased transaction costs (such as foreign exchange fees and hedging costs).

The euro also provides many practical benefits: it makes it easier to compare prices across Europe, increases price transparency, enhances competition between businesses, and enables firms to plan investments, set prices, and assess risks in the same currency.

Furthermore, by protecting the integrity of the single market, the euro has helped boost trade. Intra-EU exports rose from 13% of EU GDP in 1992 to 33% in 2022. Today, 41.2%11 of imports from non-euro area countries are invoiced in euros, helping to reduce the impact of exchange rate volatility on import prices.

European economies are also more closely intertwined thanks to the development and deepening of value chains. A study by the ECB12 shows that the euro has facilitated trade and the emergence of international value chains within the eurozone, particularly between the “old” and “new” Member States. As the ECB noted at the end of 201813, it is often this link with value chains that enables SMEs, which are so prevalent in the Italian manufacturing sector, to grow.


■ The euro is the second most important currency in the international monetary system,
after the US dollar

Within the unified monetary area, exchange rates have disappeared by design, and the euro has become the second most widely used international currency after the dollar.

It is also the world’s second most common currency for borrowing, lending, and central bank reserves. In 2023, it accounted for approximately 20% of official foreign exchange reserves worldwide, compared to 58% for the US dollar. That same year, 60% of goods exports and 62% of services exports outside the euro area were denominated in euros. It also accounted for nearly 32% of global payment transactions14.

The euro’s international status is a significant achievement, particularly in a context of rising geopolitical tensions and increasing scepticism about the United States’ commitment to multilateralism.




■ Greater synchronisation of economic cycles in the euro area

The creation of the euro area has led to improved synchronisation of national economic cycles. Monetary union membership accounts for at least half of the observed increase in the correlation of business cycles among euro area countries15.

The euro still exists—a fact that was far from guaranteed, considering the predictions of many Anglo-Saxon economists. As Otmar Issing recalls16, Milton Friedman believed the monetary union project was destined to fail, mainly due to insufficient market flexibility, particularly in labour markets. However, he underestimated the Member States’ political determination.

Today, the currency, used by 20 countries and 340 million people, has withstood four major crises that could have led to its collapse: the 2008 financial crisis, the 2010-2012 sovereign debt and Greek crisis, the 2020 pandemic, and the inflationary surge beginning in the first half of 2021.

Since its creation, the eurozone has expanded from its eleven founding members to include Greece (2001), Slovenia (2007), Cyprus and Malta (2008), Slovakia (2009), Estonia (2011), Latvia (2014), Lithuania (2015), and most recently, Croatia (2023). The eurozone has thus grown from 11 to 20 members—clear evidence of its continued appeal. Bulgaria is expected to join on 1 January 202617.




■ The euro is highly popular

Support for the single currency has been steadily increasing. According to the European Commission’s annual Eurobarometer survey, published in November 2024, 81% of citizens in the euro area believe that the euro is good for the European Union—the highest level of support ever recorded. The previous record (80%) was set in 2021. However, when asked about the euro’s impact on their own country, this figure drops to 69%18.

The period of disenchantment during the debt crisis a decade ago now feels distant. At the time, a poll conducted for the Fondation pour l’innovation politique found that nearly one in three French citizens supported a return to the franc. Today, fewer than one in four believe that the euro is bad for their country, according to the Commission’s report19.

In no Member State does the public believe that the future would be brighter outside the EU. In this context, nationalist political parties are no longer calling for an exit from the euro.

However, the euro has remained more of an instrument than a lever of political power. After its introduction in 1999, EU leaders gradually lost interest in deepening economic and monetary integration, and the idea of a political union receded—with the partial exception of the Greek crisis.

The euro symbolised a promise, drawing its strength from a shared vision of Europe’s future. As Jean Pisani-Ferry notes20, the euro’s architects hoped that the single currency would foster policy convergence, economic, and financial integration, political rapprochement, and a greater global role for Europe. That was the original hope.

It was assumed that economic convergence would drive stronger performance, supported by the self-discipline of Member States, compliance with fiscal rules (such as the Stability and Growth Pact), and coordination mechanisms. In fact, however, the monetary union has coincided with increasing economic and fiscal divergence. Contrary to expectation, these gaps have widened since the euro’s introduction.

Having relinquished control over monetary policy, many governments have sought—often actively—to free themselves from common budgetary constraints (see Chapter 1 of Part II).

As E. Le Boucher observed as early as 200521, the problem was not “too much economics in Europe”, but “bad politics”. Europeans today find themselves with a currency that, as opposed to its creators’ intentions, has ceased to serve as a tool for achieving an “ever closer union”.




■ Has the loss of confidence in the dollar under Donald Trump created an opportunity for the euro?

On 2 April 2025, a day dubbed “Liberation Day”, Donald Trump announced substantial tariffs against all the United States’ major trading partners. Yet, faced with falling financial markets, he soon declared a partial 90-day suspension.

This erratic use of tariffs by President Trump unfolded in a context of growing hostility towards the United States’ traditional allies, a concerning U.S fiscal trajectory—with its public debt exceeding 130% of GDP—and mounting threats to the independence of the US Federal Reserve, all of which have contributed to undermining the dollar’s credibility. In addition, the current US administration appears to view the dollar’s hegemonic role as a liability for American industrial competitiveness, even though it allows the US to easily finance its deficits.

Against this backdrop, markets have begun to reassess the dollar’s attractiveness as a global reserve currency—and Europe has seen renewed interest from international investors.

But are there truly viable alternatives to the dollar? As Hélène Rey suggests22, we may be reliving a situation theorised by Charles Kindleberger in the 1930s: a hegemonic interregnum in which no country provides the global public goods required to ensure financial stability. Back then, the United Kingdom—a declining power—lacked the means to stabilise the system, while the United States—an emerging power—lacked the will and experience. Today, the US appears to be retreating from its hegemonic role, seemingly unwilling to continue to act as a provider of global public goods. Yet, Europe and the euro are not ready to fill this vacuum.

Although the dollar’s dominance is weakening, its status as the world’s primary reserve currency is unlikely to end soon—largely because no clear alternative exists.

The euro still lacks many of the safe assets needed to rival the dollar—for economic, political, and institutional reasons. Unlike the United States, the euro area has no common treasury. Each Member State issues its own debt, with varying levels of risk. Only three countries—Germany, the Netherlands, and Luxembourg—retain AAA credit ratings. Germany and the Netherlands in particular continue to oppose debt mutualisation, fearing moral hazard23 (i.e. that other states might loosen fiscal discipline) or the risk of higher borrowing costs for themselves.

Moreover, Europe’s banking and financial markets remain fragmented in the absence of a genuine banking and capital markets union (see Chapter 3, Part II). No European alternatives yet rival dominant US-based payment systems like Visa, Mastercard, or SWIFT—with the limited exception of TARGET Instant Payment Settlement (TIPS).

The European Union also lacks geopolitical clout, partly because it does not speak with a single voice on international economic or foreign policy issues as Member States often do not share the same interests.

Without greater fiscal discipline across all eurozone countries, deeper economic and financial integration, a shared strategic vision, and credible geopolitical presence, the euro cannot expand its international role, nor can Europe contribute meaningfully to the emergence of a renewed global monetary order.

According to the ECB, central banks continued to accumulate gold at a record pace in 2024. Gold now accounts for 20% of global foreign exchange reserves—twice the share of fifteen years ago—and exceeds the euro’s share (16%). Meanwhile, the dollar’s share has dropped to 46%. Despite generating no interest and being costly to store, gold is widely seen as a safe, highly liquid asset—one that is immune to financial sanctions, provided it is held in central bank vaults.








The widening economic divergence between Member States

Since the introduction of the euro, several large Member States have diverged from the rules set out in the Maastricht Treaty and the Stability and Growth Pact. Effective corrective mechanisms—such as robust macroeconomic or macroprudential surveillance—to prevent this behaviour have not been set up. The ECB’s ultra-accommodative monetary policy has further facilitated this drift.

However, this lack of fiscal discipline has contributed to growing disparities in economic performance and competitiveness across Member States, thereby weakening the foundations of the Economic and Monetary Union. These divergences—in productivity, growth, inflation, living standards, and current account balances—as evidenced by TARGET2 imbalances24—merit closer examination to understand the true state of the euro area.


WEAK ENFORCEMENT OF FISCAL RULES IN THE EUROZONE

From 2000 to 2025, over a 25-year period:


	• France recorded a budget deficit exceeding 3% of GDP in 20 out of 25 years, followed by Greece (18 years), Portugal (17 years), Spain (16 years), Italy (14 years), and Belgium (12 years).


	• By contrast, Germany (9 years), Austria (8), the Netherlands (6), and Finland (4) did not exceed 10 years of non-compliance with the 3% threshold.


	• As a result, the countries that most frequently breached the 3% rule are also those whose public debt has deviated the most from the 60% of GDP ceiling. According to European Commission forecasts, in 2025, France’s public debt will stand 56.2 percentage points above the ceiling, compared with 0.3 points below in 2000.In Spain, the deviation will grow from –2.2 points to 40.9 points, and in Italy from 48.7 to 76.7 points.




The 3% public deficit relative to GDP rule has often been misinterpreted. Rather than serving as a threshold below which governments could feel they were complying, the 3% reference should have been seen as applying only “in stormy weather”, as J. de Larosière pointed out25.

Member countries of the EMU should have made efforts to reduce or eliminate their deficits—or even run surpluses—during periods of economic growth, in order to build up fiscal room for manoeuvre in downturns.

In other words, fiscal surveillance should have “shown its teeth” more during times of expansion than in periods of recession.

Chart 1. Public Finances and fiscal rules in the euro area since 2000.
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Chart 1.a. Number of years with a budget deficit above 3% of GDP between 2000 and 2025.
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Chart 1.b. Deviation relative to the 60% threshold.

Lecture (Chart 1.b): According to Chart 1.b, while France’s public debt-to-GDP ratio was slightly below the 60% threshold in 2000, it is expected to exceed the Maastricht norm by 56.2 percentage points in 2025.



Source: Ekonomics, based on data from the EU Commission (Spring Forecast of May 2025).






DIVERGING PRODUCTIVITY LEVELS BETWEEN COUNTRIES

The main drivers of economic growth are labour, capital, and the combination of both—Total Factor Productivity (TFP). More than 50% of a country’s economic growth is determined by changes in TFP26.


■ From 1980 to the late 1990s,
the productivity gap between Germany and other eurozone countries remained relatively narrow

During this period, countries participating in the European Monetary System achieved a certain degree of economic convergence. Charts 2.a and 2.b show that:


	– France and Germany recorded similar productivity growth rates, which exceeded those of the United States.


	– Productivity levels in Spain fluctuated between –5% and +5% relative to Germany.


	– In Italy, productivity levels were consistently around 10% lower than in Germany.




Chart 2. Total factor productivity across eurozone
Member States since 1980.
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Chart 2.a. Total Factor Productivity (1980=100).
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Chart 2.b. Total Factor Productivity (1980=100, relative to German productivity).


Source: Ekonomics, based on data from the EU Commission.






■ Since the introduction of the euro,
a striking trend has emerged: the productivity gap between EU countries—particularly in comparison with Germany—has widened significantly


Productivity growth in Germany has been three times higher than in Spain, largely due to the higher share of the service sector in the Spanish economy (productivity gains tend to be greater in industry than in services). Total Factor Productivity (TFP) in Germany has increased at an average annual rate of 0.7% over the past 25 years, while in Spain it has stagnated, growing at just 0.2% annually. In Italy, productivity did not increase at all between 1999 and 2024.

As a result, the productivity gap between Member States has widened substantially. In 1999, productivity in Italy and Spain stood at 89% and 92.7% of the German level, respectively. By 2024, these figures had dropped to 75% and 82.1%.

 

In France, TFP growth has been half the euro area average since the introduction of the euro. Initially higher than in Germany, French TFP outpaced that of Germany and the Netherlands until 2010. Since then, the trend has reversed: in 2024, French productivity was 8% lower than Germany’s, compared with 2% higher in 1999.

TFP in the Netherlands has remained 5-10% below Germany’s since 1980. In 1999, Dutch productivity was 5% lower than in Germany and remained 10% lower in 2024.

Among the southern countries, Portugal stands out. Between 1999 and 2024, its productivity increased by 13.4%, following fiscal consolidation and structural reforms implemented since 2012.

Chart 3. Total Factor Productivity in the eurozone and the United States.
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Chart 3.a. Total Factor Productivity (1999=100).
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Chart 3.b. Total Factor Productivity, cumulative change between 1999 and 2024 (%).


Source: Ekonomics, based on data from the EU Commission.








SOME ECONOMIES ADRIFT IN THE EUROZONE

Over the past two decades, real GDP growth, public debt, and GDP per capita have increasingly diverged across euro area Member States.


■ Differentiated economic growth in the eurozone

Real GDP growth over the last 25 years reveals three distinct groups (see Chart 4).


	– “Lagging” countries: Greece and Italy, which have experienced cumulative growth of less than 25% between 1999 and 2024.


	– “Intermediate” countries: Germany, France, Austria, and Finland, with growth of 30-40%.


	– “High-growth” countries: the Netherlands, Spain, and Belgium, each with growth of over 40%. However, growth in these countries remains 10-15 percentage points below that of the United States (+70.4%).




However, Spain’s growth performance warrants attention:


	• 2000-2008: As noted by A.-V. Robert27, low real interest rates in southern European countries (Greece, Spain, Portugal, and Italy) encouraged borrowing. In Spain in particular, this led to a speculative bubble in real estate and financial assets. The expansion of this bubble came at the detriment of productive investment, contributing to a slowdown in productivity gains during the period.


	• 2012-2023: Spain’s economic performance was driven by the services sector, particularly tourism, which tends to generate low-skilled and low-value-added jobs. Productivity gains remained limited, with total factor productivity increasing by only 5.2% between 1999 and 2024—one of the weakest performances in the eurozone.




Chart 4. Real GDP growth across eurozone
Member States and the United States.
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Chart 4.a. Real GDP (1999=100).
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Chart 4.b. Real GDP, cumulative change between 1999 and 2024 (%).


Source: EU Commission (spring forecasts of May 2025).






■ Divergent growth in per capita income (2000-2024)

The GDP per capita28 has increased in all euro area countries since 1999, with faster growth in Northern Europe than in Southern Europe (see Chart 5):

[image: ]

Chart 5. Per Capita GDP among eurozone Member States (thousands constant euros, base 2020).


Source: European Commission.



	– In Italy, for example, real GDP per capita (adjusted for inflation) rose from €29,900 in 1999 to €32,800 in 2024.


	– In Germany, it increased from €33,700 in 1999 to €42,600 in 2024.


	– The Netherlands experienced stronger GDP per capita growth than Germany between 1999 and 2024. Over this period, Dutch GDP per capita rose by 31%, making it 19% higher than Germany’s in 2024, compared to 16% higher in 1999.


	– Austria’s GDP per capita grew more slowly than Germany’s (+21% vs +26%) but outpaced that of Southern European countries such as Italy (+9.7%) and France (+22.2%). Unlike most Southern countries, Austria’s per capita GDP was higher than Germany’s in 2024.


	– In 2005, France’s GDP per capita stood at 94% of Germany’s; twenty years later, it had declined to 87%.




Due to significant disparities in GDP per capita among its Member States, the eurozone is far more heterogeneous than the United States. In the U.S., the income per capita of the poorest state is close to 80% of the national average. In contrast, in the European Union, eight countries have an income per capita below 80% of the EU average.

The disparity in living standards across Europe was initially masked by the property boom during the early years of the euro (1999-2008), and later by the effects of the single currency itself. The euro allowed southern European countries to benefit from a relatively strong currency at a time when their declining productivity would normally have led to a weaker exchange rate.

However, having a stronger exchange rate is not a solution. While it may offer short-term protection, it creates long-term imbalances if not accompanied by structural reforms. This dynamic has perpetuated low productivity in these countries and contributed to continued economic divergence within the eurozone.






MIXED PRODUCTION PERFORMANCE

The monetary union of the euro area has enabled Member States to better exploit their comparative advantages, although unevenly. The elimination of exchange rate risk and the progress made towards completing the single market have led to increased production specialisation across countries. The euro has tended to strengthen the most industrialised economies, to the detriment of those undergoing deeper industrial decline.

Completing the European single market remains essential. However, progress in recent years has been insufficient to offset the heterogeneity in economic performance across Member States. The outcome could have been different had all countries moved forward at a similar pace in implementing structural reform. Countries with strong economic fundamentals prior to the euro’s introduction benefited the most from the external value of the single currency.


■ Countries with strong economic fundamentals prior to the euro’s introduction benefited the most from the external value of the single currency


The external value of the euro:
an undervalued currency in northern countries

Northern countries—particularly Germany and the Netherlands—with lower inflation and highly competitive industries have benefited from a euro that was undervalued in real terms. As the euro represents an average value for the entire monetary union, it appears undervalued relative to the economic fundamentals of these countries, thereby boosting their export competitiveness. Without the euro, their national currencies would have appreciated, making their exports less price competitive.

For example, G. Gaulier and V. Viccard estimated29 that Germany’s real effective exchange rate was undervalued by 20 percentage points compared to the rest of the euro area. Correcting this imbalance would, arithmetically, require 10 years of 2% annual inflation in Germany and 0% inflation elsewhere—a scenario that is both unrealistic and politically inconceivable.

In other words, the euro has allowed competitive northern countries to avoid the currency appreciation they would have faced outside the monetary union, preserving their export advantage.




Conversely, the euro has been overvalued in southern countries

At the same time, the euro has prevented the depreciation that would likely have occurred in southern countries due to their steeper inflation trend. Without the euro, these countries would have experienced repeated currency devaluations, harming their populations through reduced purchasing power. However, such devaluations—together with domestic demand kept under control—could have improved price competitiveness by limiting inflation and reducing import dependency.

Thus, monetary stability has come at a cost: diminished competitiveness for southern countries, and enhanced competitiveness for northern ones.

Diverging inflation rates across eurozone countries—particularly prior to the European sovereign debt crisis—have also contributed to growing competitiveness gaps within the monetary union.






■ Increasing heterogeneity in productive specialisation

As is often the case in a monetary union, euro area Member States exhibit differing sectoral specialisation. These differences affect relative productivity levels and potential growth rates. The elimination of exchange rate risk fosters specialisation within the monetary union, primarily benefitting net exporters—countries focused on producing highly competitive goods.

As previously noted, countries that had strong economic performance prior to the introduction of the single currency have benefitted more from the euro’s external value and from lower inflation.

In this context, the northern countries of the monetary union—particularly Germany and the Netherlands—have maintained a robust industrial base, while southern countries—especially France and Spain—have experienced gradual deindustrialisation.

Charts 6a and 6b illustrate diverging trends in industrial specialisation among Member States since the euro’s introduction. In several southern countries, as well as in France, the share of manufacturing in value added has declined significantly. At the same time, these countries’ trade balances increasingly rely on service exports, which often struggle to offset the volume of goods imports—a trend especially pronounced in France.

Chart 6. Sectoral specialisation in the euro area.
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Chart 6.a. Share of manufacturing in total value added (%).
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Chart 6.b. Trade balance, breakdown by goods and services, % of GDP.


Source: Ekonomics, based on data from the European Commission and the OECD.


Chart 6a illustrates the extent of France’s deindustrialisation over the past two decades. By contrast, Germany and Austria kept their industrial potential during the same period. The reasons behind this divergence are explored in the following chapter.

France’s deindustrialisation is largely attributed to high taxation and labour costs, themselves driven by excessive public spending as a share of GDP and insufficient levels of non-residential investment.

This industrial decline has contributed to weaker productivity and lower corporate earnings, which in turn have led to increased public spending aimed at cushioning the economic and social impact. This materialises the so called “vicious circle of public debt”.






… LEADING TO IMBALANCES IN CURRENT ACCOUNTS

Despite improvements in peripheral countries, current account imbalances within the eurozone have persisted since the sovereign debt crisis (2010-2012). Unlike France, Spain and Italy have recorded average current account surpluses of 1.8% and 1.5% of GDP, respectively, between 2012 and 2024.

However, these performances remain significantly below those of Germany and the Netherlands, whose surpluses averaged 7.2% and 7.9% of GDP, respectively, over the same period. Such persistent and excessive surpluses are indicative of deeper structural imbalances.

The strong external performance of these two countries has been the main driver of the eurozone’s overall current account surplus. Excluding Germany and the Netherlands, the euro area’s average current account balance would have been approximately two percentage points lower since the introduction of the euro (see Chart 7).

Charts 7 and 8 also highlight significant disparities between Member States in terms of current account balances. Between 2014 and 2019, Germany and the Netherlands recorded average annual current account surpluses of 8.2% and 7.5% of GDP, respectively, while France posted an average annual deficit of 0.4%.
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Chart 7. Current Account Balance in the euro area, % of GDP.

Source: Ekonomics, based on data from the EU Commission.


This heterogeneity remained pronounced in 2023-2024: in 2024, Germany and the Netherlands reported surpluses of 6.1% and 10% of GDP, respectively, whereas France recorded a deficit of 0.9% (see Chart 8).
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Chart 8. Current account balance among EU Member States, % of GDP.


Source: European Commission (spring forecast of May 2025).



■ Persistent divergences between countries with large current account surpluses and those with chronic deficits pose a threat to economic and monetary union (EMU)


In a genuine union, such imbalances are not a major concern as long as there is a central federal budget. However, the euro area is not yet a true union, with national budgets and balance of payments still operating independently at the national level.

If the euro area were a single country, such differences in current account balances would be less worrying. There would be a single balance of payments for the entire zone, as is the case, for example, in the United States. Rebalancing would occur automatically through capital and labour mobility and fiscal transfers. Regions with significant current account deficits (and thus overvalued “currencies”) would benefit from importing lower-cost goods from surplus regions, effectively receiving an implicit subsidy that facilitates adjustment.

However, the EMU consists of individual countries with separate national budgets and balance of payments. Macroeconomic imbalances relative to the “best-performing economy” cannot be corrected at the Union level and remain the exclusive responsibility of national economic policies.

Since countries can no longer adjust nominal exchange rates to maintain competitiveness, they must rely on internal devaluation—i.e. adjustments to prices and wages—which tend to suppress domestic demand and reduce household incomes.

Of course, the objective is not to unify the EU’s balance of payments. Some countries, due to lower living standards, will inevitably run deficits. However, the EMU should aim to reduce these disparities, not exacerbate them.




■ Capital flows between eurozone countries have collapsed since the European sovereign debt crisis


Developing cross-border financial flows within the eurozone is essential. A monetary union’s core purpose is to allocate savings efficiently to finance the most productive investments. By eliminating exchange rate risk, a monetary union should enable savings from high-GDP-per-capita countries—such as Germany, the Netherlands, and France—to fund productive investments in lower-GDP-per-capita countries like Spain, Italy, and Portugal. Income convergence normally results from the transfer of savings from high-income to lower-income countries.

Until 2008, European cross-border capital flows primarily financed private credit, fuelling unproductive asset bubbles (see Chapter 1 of Part II). However, since the EU sovereign debt crisis of 2011-2012, Member states with savings surpluses (notably Germany and the Netherlands) have largely ceased financing investment projects in lower-GDP-per-capita countries (such as Spain, Italy, Portugal, and Greece). This is due mainly to differences in interest rates and asset returns between the United States and Europe—where risk in the United States tends to be better rewarded—as well as to a lack of attractive investment opportunities in Europe.

The limited cross-border capital flows within the euro area also reflect persistent concerns among Northern European investors about the solvency of other Member States. In addition, they appear to lack confidence in the profitability of their own domestic firms.

Because Germany and the Netherlands are no longer recycling their current account surpluses within the euro area, the investment capacity of peripheral countries is diminished. This contributes to the persistent heterogeneity in per capita income across the eurozone (see Chart 5).

As a result, the eurozone recorded a savings surplus of €397 billion (2.6% of GDP in 2024), which was primarily redirected to the rest of the world.


A significant share of this surplus has been invested in foreign bonds, particularly US Treasury securities

Between 2003 and 2023, eurozone residents’ holdings of US federal debt increased tenfold, from $145.2 billion to $1,513.5 billion, while overall US public debt quintupled over the same period.
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Chart 9. Share of US treasuries held by non-residents, breakdown by holder (%).


*The euro area includes France, Germany, the Netherlands, Belgium, Ireland, Spain, Italy, and Luxembourg; last observation is from December 2024.


Source: Ekonomics, based on data from the US Treasury Department.


By the end of 2024, euro area residents held over 20% of all US public debt held by non-residents—more than China (8.7%) and Japan (12.4%) (see Chart 9).




TARGET2 imbalances30 highlight macroeconomic divergence within the euro area

Since the introduction of the euro, TARGET2 balances have gone through several distinct phases.

Before 2008, balances were virtually zero, as current account imbalances between euro area countries were offset through interbank liquidity transfers. However, following the 2008 financial crisis and the 2012 sovereign debt crisis, TARGET2 balances rose sharply due to strains in the interbank market and a flight of deposits from “peripheral” countries (Italy, Greece, Spain, Portugal, and Ireland) to “core” countries (Germany, the Netherlands, and Luxembourg). Balances peaked at €900 billion by mid-2012, before declining and stabilising around €600 billion by the end of 2014.

Chart 10. TARGET2’s balances.
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Chart 10.a. GIIPS’s liabilities versus Core’s claims, EUR billion.



*GIIPS=Greece, Italy, Ireland, Portugal, Spain.

**Core=Germany, Netherlands, Luxembourg (latest observation: March 2025).
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Chart 10.b. TARGET2 imbalances as of March 2025, % of GDP.


Source: Ekonomics, based on data from the Euro Crisis monitor.


Since 2015, TARGET2 balances have risen again, largely driven by the ECB’s asset purchase programmes. Countries with the largest TARGET2 liabilities (in EUR billions) since the mid-2010s have mainly been Greece, Ireland, Portugal, Spain, and Italy, while those with the largest surpluses have been Germany, the Netherlands, Finland, and Luxembourg.

As of March 2025, the Bank of Italy and the Bank of Spain had net TARGET2 liabilities of €409 billion and €444 billion, respectively—amounting to 21.4% and 33.4% of their GDP. In contrast, the Bundesbank held a net TARGET2 credit surplus of €1,069 billion (27.6% of Germany’s GDP)31.

 

In a 2017 letter to Members of the European Parliament, Mario Draghi noted32 that “if a country were to leave the Eurosystem, the claims or liabilities of its national central bank vis-à-vis the ECB would have to be settled in full.”

 

According to B. Drut33, three key problems would arise if a country with significant net TARGET2 liabilities exited the eurozone:


	(i) Countries such as Spain, Italy, and Portugal hold very high liabilities as a share of GDP, meaning the amounts to be settled would be substantial.


	(ii) The new currency of a departing (and economically weaker) country would likely depreciate, increasing the settlement cost.


	(iii) It is unclear whether a country exiting the eurozone would be willing to settle its TARGET2 liabilities at all—as seen during Brexit, when some British politicians flatly opposed paying a “divorce bill”.




Ultimately, the scale of TARGET2 imbalances—and the risk of losses if debtor countries exit the eurozone without settling their balances—could strengthen the bargaining position of these countries in tense negotiations with core eurozone members.

TARGET2 imbalances are expected to decline as the ECB winds down its asset purchase programmes. More broadly, progress in completing the Banking Union and Capital Markets Union would also help reduce imbalances, as cross-border financial flows would become more balanced—moving more from north to south, rather than the opposite.

 

This chapter demonstrates that Member States have failed to take control of their own destiny, ensuring only the minimum level of coordination required for the system to function.

Current fiscal and economic divergences between EU countries make it difficult to define a common European interest. These divergences encourage a nationalist, “every man for himself” mindset, fuelling mistrust among Member States, hindering progress in Europe’s economic and financial integration thereby undermining the cohesion of the euro area.

In this context, addressing major challenges such as the ecological transition, digitalisation, defence, and migration becomes increasingly difficult when budgetary policies remain so divergent, potentially putting monetary stability at risk.

Unless there is a broader understanding—particularly in highly indebted countries—that excessive debt leads to economic underperformance and declining competitiveness, the situation in these countries will continue to deteriorate, making it ever more difficult to move towards greater public or private risk-sharing in Europe.

*
*     *

The euro has not strengthened the eurozone’s political organisation, nor has it fostered economic unity. Monetary union alone is insufficient to achieve convergence; indeed, it has often widened the gap among member economies. Fixed exchange rates and a single currency do not, on their own, produce harmonised economic policies. Without a unifying political authority or binding “safety-net” mechanisms to enforce common fiscal standards and drive an ambitious, eurozone-wide industrial strategy, cohesion will remain fragile.

Today, the monetary union resembles little more than a loose association of states. The assumed cooperation among its members is illusory because no institution compels it, and national resistance remains strong. Some founding members—France, for example—have consistently defended their right to set their own budgets, even though the euro’s fiscal rules are designed to safeguard democratic choices.

Two personal recollections illustrate this reluctance. In 1990, after I had presented my academic findings, Pierre Messmer walked me to the door and remarked, “A single currency, perhaps—but a single budget, never!” Likewise, Jacques de Larosière, then Governor of the Banque de France, recounted that the day after the Delors Report was signed in 1989, French Finance Minister Pierre Bérégovoy summoned him and senior Treasury officials. Accused of having conceded too much to Germany, the Governor replied that he had not yielded anything and that central-bank independence was, in any case, an advance for France. Bérégovoy agreed, turning to the officials and saying, “The European Central Bank will wield enormous power. It is up to you to create a political entity just as strong.” Such a project never materialised; national opposition was too entrenched.

Over the past twenty-five years, the major economies have relaxed fiscal discipline and postponed reforms essential for growth—reforms needed to face global competition, technological upheaval, and population ageing. The result is widening disparities in income and living standards across the eurozone. Successive shocks—the pandemic and the energy crisis aggravated by the war in Ukraine—have deepened these gaps. Countries that maintained sound public finances have fared better, but without a baseline of shared discipline, the monetary union cannot function smoothly.

The failure of some founding Member States to respect common rules from the euro’s launch has stalled European economic and financial integration. The Stability and Growth Pact—too reliant on goodwill and lacking any real sanctions—soon lost credibility. More broadly, persistent fiscal laxity in large countries such as France has undermined trust and blocked deeper economic and monetary union.

As Jean-Louis Bourlanges observed34, the engine of institutional reform seized up in the mid-1990s, just after Maastricht. The new cohort of leaders—Aznar, Chirac, and Berlusconi—were less willing than their predecessors to cede sovereignty. Although they accepted the achievements of integration, they lacked the emotional bond with Europe felt by elders who had lived through war, as Joachim Bitterlich notes35.

Moreover, the fall of the Berlin Wall and the collapse of the Soviet bloc did not prompt a strategic rethink of the European strategy, although it was needed. Relations with Russia were never properly addressed at the European level, leading to profound deterioration, while trade was redirected from Russia to China. Overall was this transfer beneficial to Europe? The question does not even seem to have been asked.
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