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The European Union's weak long-term growth potential and unsatisfactory re
ery from the crisis represent a major policy challenge. Over and above the st
tural reform agenda, which is vitally important, bold policy action is needed. T
priority is to get bank credit going. Banking problems need to be assessed pr
erly and bank resolution and recapitalisation should be pursued. Second, fos
ing the reallocation of factors to the most productive firms and the sectors tha
contribute to aggregate rebalancing is vital. Addressing intra-euro area comp

tiveness divergence is essential

to support growth in southern
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more inward looking countries,
such as the UK and Spain.
Pro-cyclicality of business re-
search and development ex-
pendituresthe lingering crisis
reduces the pace of innovation
and companies’ adoption of
more innovative technologies,
which weakens business in-
vestment, and thereby reduces
the productivity increase.
Impediments to reallocation
across sectors and between
firms:dysfunctional financial
systems hamper productivity-
enhancing restructuring, while
obstacles arising from labour,
capital market and bankruptcy
regulations weigh more heavily
in a time of profound change.
Uncertain macroeconomic and
financial outlookan also
make companies cautious


http://www.economist.com/node/21543139
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10. Speedy restructur-
ing in Sweden fostered
economic adjustment


http://blog-imfdirect.imf.org/2012/06/11/lessons-from-latvia/
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Without the relative price adjugte problem. But the quest fmrcept undercapitalised banks for
ment, the necessary reallocatigrowth is elusive. Growth polidiee single supervisory system.
of economic activities toward thee by nature difficult to encapsipuntries outside the SSM should
tradable sector in the south Jalte in a few recommendatiom¢so revitalise their domestic
not take place. Without a symned- the following suggestions aenks. The European Commission
ric enough adjustment, meaniimgno way exhaustive. should encourage governments
inflation in the euro area is at two to bear the fiscal costs if neces-
percent with higher-than two p&he sequencing of policy actiosasy by announcing that deficit
cent inflation in Germany airdportant. Without credit, investereases from public recapitali-
other surplus countries and clasent and growth, any structusations carried out until end-2013
to zero inflation in the south, treform is likely to fall victim wwill be treated as one-off costs
south will need to deflate. Tipmipular rejection. If fiscal reithin the framework of the Ex-
would endanger both private anehchment does not deliver messive Deficit Procedure.
public debt deleveraging, puttisgits, support for it will vanish.
debt sustainability at risk and deherefore, the strengthening N¥gotiations for the Bank Resolu-
laying the recovery even furthdoanking systems and the recogin and Recovery Directive
tion of bad loans should be prisheuld be urgently completed to
CONCLUSIONS tised in order to create conditiachieve a level playing field. It is
for a resumption of private-led
Europe’s long-term growth stdgmand. Relative price and wage
egy has so far failed. Varicadjustment and structural réie smarke credi9(cedure.)]TJ 0 -2TJ T*-.00013Tc
initiatives have been unable tofiorms should also be pursued, but
crease the growth potential of tre unlikely to deliver immedi-
EU15. EU12 members have oragly, in particular in the absence
erage performed better, but thafigrowth.
futures will crucially depend on
the EU15 because of the EU'SHe most urgent priority is there-
nancial and trade integration. fore restoring a fully functional fi-
nancial system, which is a
This failure is now compoundaecondition for the resumption
by a danger that the short- db productivity and
medium-term challenges will growth. Europe for
teract perversely with the longep long has refused
term ones and lastingly weigh ton recognise this.
Europe’s performance. MuchTbg forthcoming in-
Europe suffers from a mutuallytreduction of the
inforcing interaction between liingle Supervisory
ited productivity gains, protractbtechanism (SSM)
deleveraging, weak banking seffers a unique op-
tors and distorted relative price®rtunity to com-
This combination contributes ptete the strengthening of the
an overall weakening of economicopean banking system. Before
growth and threatens to turn ith@ ECB carries out the ‘compre-
self-perpetuating stagnation. Thensive assessment’ of the
dark picture calls for bold polisginks brought under its supervi-
action significantly beyond whsibn, national authorities should
is currently being undertaken. trigger a recapitalisation of under-
capitalised banks and a resolu-
Policy action should comprehdion of insolvent ones. The ECB
sively address all four aspectsstiould make clear that it will not
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aggregate rebalancing is vital for
productivity and growth. This in-
volves bolder monetary action in
combination with targeted fiscal
support. As banks may choose
not to lend to SMEs because loans
are subject to significant haircuts
when taken as collateral in central
bank repo operations, there is a
case for providing support to the
enhancement of this collateral. In
the euro area, the

ECB cannot carry

that fiscal risk. In-

stead, temporary

collateral enhance-

ment schemes

should be explored,

for example, in liai-

son with the Euro-

pean Investment

Bank (EIB). Furthermore, EIB facil-
ities should also be used to sup-
port credit, in particular for SMEs.
Better access to finance for SMEs
would greatly help the creation of
new employment in the export
sector.

Appropriate speed of fiscal adjust-
ment is paramount. The speed of
fiscal adjustment needs to be
adapted to the context of stagnat-
ing economies throughout the EU.
This is especially a concern where
households and firms are still in
the process of deleveraging. At
the same time, it is important to



