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Themis Themistocleous Ricardo Garcia

Dear readers,

“The wake-up call was brutal.”

That's how Jean-Claude Juncker, president of the European Commission, charac
terized the European debt crisis. Europe’s governance structure, patched up after
the global financial crisis, was tested in the Greek crisis last year — and passed. But
the recent refugee chaos and the coming UK referendum are reminders that the
structure is not mature enough yet. The uncertainty hanging over Europe raises
questions about where the continent is headed and what forces are shaping it.

Investor George Soros, speaking of negative internal forces, argues that the Ger-
man chancellor “has always done the absolute minimum necessary to preserve
the euro.” The Eurozone has become a union of debtor and creditor nations with
decades of both low growth and the threat of populism on its horizon. Given a
safety net that remains too small, and huge internal economic imbalances, its gov-
ernance structure is ill-prepared to handle major crises, in our view.

Among the positive forces at play, support for the euro, which is near all-time
highs, is key. Greater public backing for the European project is set to solidify long
term in response to geopolitical pressures arising from the demographic boom in
Europe’s neighboring regions. This should encourage the next quantum leap in
integration, which historically has been driven by political rather than economic
needs.

The continent’s success depends on adopting deep structural reforms, improv-
ing the currency union’s shock-absorbing capacity, putting broader fiscal support
mechanisms in place and achieving greater democratic legitimacy at the Euro-
pean level. Members must become more integrated so they can rise above local
interests. The answer is more Europe, not less. As former French President Nicolas
Sarkozy remarked, without Europe and the euro, conflict would resurface on the
continent. The stakes are high. We invite you to join us in exploring why we think
Europe has a long-term future, albeit one filled with surprises along the way.

Themis Themistocleous Ricardo Garcia
Head, European Head, European
Investment Office Macroeconomics

The future of Europe January 2016



Chapter 1

Balance of power
and demographics

By 2050, the world population will increase
by 2-3 billion, four to six times the entire
population of the EU. The EU itself is
expected to decline in population during
this time, and will already lose its posi-

tion as the world’s biggest market by the
next decade. Such facts imply a fall in the
global standing of the EU, as well as lack-
luster economic growth and inflation.

They may force the European Central Bank
(ECB) to reduce its inflation target, which
would have the side effect of allowing it

to become less active. Institutional voting
rules may enable Germany to retain its eco-
nomic lead in Europe despite its expected
loss of population. While low growth and
inflation increase debt-sustainability risks,
the EU has plenty of options for countering

4 January 2016 The future of Europe

them. Structural reforms and immigration
could double the European trend growth
rate. But much stronger governance would
be needed to manage local interest groups
opposed to such remedies. In fact, the EU
would need to admit twice the number of
refugees it did last year on an annual basis
to match the US labor force growth rate.
What's more, the public's negative view of
immigration during a time when the econ-
omy has been doing well suggests that the
EU doesn’t have this absorption capacity,
despite the availability of sharply grow-

ing pools of labor in Africa and the Middle
East. Structural reforms and better gover-
nance have to bear the burden of engen-
dering more growth, which will require a
more united and integrated Europe.

iStock



Balance of power and demographics

Europe’s demographic decline

“If Europe today accounts for just over 7% of the world'’s
population, produces around 25% of global GDP and has to finance
50% of global social spending, then it's obvious that it will have to
work very hard to maintain its prosperity and way of life.”

— Angela Merkel, German chancellor

2050: 2-3 billion more people globally,

but EU population declines

Aging populations, longer life expectancy and
falling birth rates will dampen Europe’s poten-

tial economic growth rate in the coming decades.
According to UN estimates, the EU population,
after peaking in the next decade, will fall by almost
10 million to below 500 million people by 2050.
The UN expects global population during this time
to grow by over 2-3 billion people, the size of
humanity during World War Il. More importantly, a
lesser share of this smaller EU population will be of
working age by 2050, which will push the depen-
dency ratio' from around 50% today to a stagger-
ing 80% by 2050. Europe is not alone in facing
these huge demographic changes. It will join such
other rapidly aging nations as Japan and China.
Unless entitlements change, they will place unpre-
cedented burdens on shrinking labor forces in these
countries.

Low growth and inflation might force the ECB
to lower its inflation target

Economic theory says that changes in working-age
population influence an economy’s ability to grow.
Europe’s demographics will weigh on its trend
growth rate, which is already low at around 1%.
Downward pressure on inflation is also likely and
will make it harder for central banks to achieve their
targets without resorting to additional unconven-
tional monetary policy tools, the ultimate success of
which remains uncertain. Inflation undershooting
2%, particularly in the Eurozone, will likely remain
the norm unless commodity prices rise long term.
The ECB might have to reduce its target of below,
but close to 2% inflation at some point, which
would permit it to become less active.

' The dependency ratio is calculated as the proportion of the
population not of working age (children and retirees) as a percent-
age of the working-age population. A rising ratio is considered bad
as the taxes paid by the working population will have to fund the
welfare benefits of a rising proportion of those not working.

Working-age population decline weighing on
European, Chinese and Japanese growth
In %
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Balance of power and demographics

Immigration and structural reforms could
double Europe’s growth potential

Can anything be done to offset Europe’s demo-
graphic decline? Given the scale of the challenge
over the next 20-30 years and the poor growth
prospects, more growth is critical to ensuring
debt sustainability. There are two primary options
for the citizens of Europe to maintain their rel-
atively high degree of prosperity. One is immi-
gration (covered in the subsequent section). The
other is to significantly enhance productivity
through reform. Structural reforms such as reduc
ing the labor market segmentation between per-
manent and temporary employees, eliminating
hurdles to launching a business, cutting red tape,
liberalizing product markets even more and creat-
ing deeper capital markets could unleash produc
tive potential. Some European governments have
started to enact such measures, but the overall
effort is well below what it could be. European
governance needs to improve markedly to man-
age local interest groups opposed to immigration
and deep reform. We will discuss this further in
the context of the European treaties, the EU polit-
ical model and the future of institutional gover-
nance in the following chapters. Indeed, strong
governance has the potential to lift Europe’s trend
growth rate from 1% closer to 2% by boosting
weak productivity and immigration.

Immigration:

Germany's population to decline long term,
but institutional voting rules secure its
power

At the country level, the UK recently overtook
France as the second most-populous nation in
the EU; with its population forecast to rise by
about 10 million by 2050, it will overtake Ger-
many, whose population is expected to decline
by six million in this period, for the top spot. The
other notable exception to the declining popula-
tion outlook is France, whose census numbers are
forecast to rise seven million by 2050, leaving it
almost on par with Germany. Although a larger
UK could prompt more liberal business regulation
and a larger France more Eurozone integration,
their impact would be muted at the institutional
level. Germany’s voting share within the Euro-
pean Stability Mechanism (ESM) might only drop
from 27% to 26% by 2050, while that of France
would climb from 20% to approximately 23%.
Germany's Eurozone leadership looks set to
remain in place for the foreseeable future, unless
the UK adopts the euro at some point.

From panacea to false hope

“If we don't strengthen border controls, people will say:

enough of Europe.”

— Manuel Valls, prime minister of France

Immigration within Europe exacerbates
debt imbalances

An optimal currency area should be able to draw
from qualified labor resources when and where
needed to avoid labor shortages and price pres-
sures. This flexibility could be secured by appro-
priate labor mobility across the currency area,
which, if inadequate, could be backstopped by
immigration from outside it. Since the global
financial crisis, migrants are heading more than
before to Germany, Austria, Belgium and the
Nordic countries, with crisis-torn Spain and

January 2016 The future of Europe

Ireland losing out. This harms the debt sustain-
ability of the periphery. People on the move in
the EU in recent years are typically young (41%
were aged 15-29) and well educated (41% have
tertiary education). But labor mobility across EU
countries remains low compared to that of the
US, due to language barriers and cultural differ-
ences. Between 2011 and 2012, 2.7% of Amer-
icans moved within the US compared to only
0.2% of EU residents. So EU labor mobility is still
unable to function as a macroeconomic readjust-
ment mechanism.



Europe’s untapped competitive advantage:
Green cards

The limited mobility of EU residents needn’t apply
to immigrants from outside the common market.
Traditional immigration countries like the US, Aus-
tralia and Canada rely on favorable immigration
policies to attract high numbers of immigrants. In
the US, approximately one million persons receive
permanent resident status (a green card) every
year for an indefinite time. The card permits its
holders to move freely throughout the country to
work for a company or to launch their own busi-
ness. What's more, it is granted not only to family
members and new employees but also to refu-
gees. This strong open immigration policy rep-
resents a key competitive advantage for the US,
for which the EU has no counterpart.

Immigration needs to double the number
of 2015 refugees to match US labor force
growth

To match the US labor growth rate, the EU needs
1.8m additional immigrants (of working age)
annually for the next 10 years, for example. This
is substantially higher than the level of net immi-
gration into the EU before the global financial
crisis, and far above the net annual average of
0.6—0.7m immigrants since then. A clear change
in immigration policies could address this situa-
tion. Global competition for qualified workers,
who naturally seek the most attractive destina-
tions, is growing. Unfortunately, the initial mea-
sures the EU took to reverse its weak immigration
policy following the global financial crisis by
admitting refugees turned into a debacle. The
dysfunctional reaction of Europe to the refugee
crisis and the related chaos at its borders has not
improved its image as a highly desirable destina-
tion for immigrants. What's more, our estimate
that 1.8m additional net immigrants of work-
ing age are needed annually to match US labor
growth dwarfs the number associated with the
current European refugee crisis, estimated at
one million last year.

Europe unlikely to fully leverage the huge
labor pools in its neighborhood

Last spring 38% of the EU public was already cit-
ing immigration as the most important issue fac-
ing the EU; it overtook unemployment and the
overall economic situation in that regard and was
up from 21% a year earlier. Extra-EU immigration
in particular has been provoking negative public
reaction. Even if the public views qualified immi-
grants differently than it does refugees, the cur-
rent crisis has illustrated the EU's limited capacity

Balance of power and demographics

to absorb foreigners, despite an economy that is
performing well. UK Prime Minister David Cam-
eron made limits on immigration even from inside
the EU a clear and fundamental condition for

the UK staying in it. These facts suggest that the
EU lies on a spectrum somewhere between the
US and Japan in terms of openness and willing-
ness to absorb immigrants on a large scale. This

is unfortunate as Europe will need manpower for
labor-intensive sectors, such as healthcare and
the care of the elderly, where immigrants typically
find jobs. Ironically, there won't be any shortage
of labor in Europe’s immediate neighborhood,

i.e. the Middle East and Africa, in the coming
decades. To make matters worse, the correlation
between immigration and economic growth sug-
gests a certain pro-cyclicality of immigration and
thus continued limits in the European willingness
to absorb large immigration numbers given its
low-growth outlook.

Working-age population growth
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Balance of power and demographics

Global standing:

Eclipse or phoenix rising from the ashes?

“If | want to call Europe, what number should I call?”

— Henry Kissinger, former US Secretary of State

EU set to lose position as world’s biggest
market by the next decade

The EU is the largest economic bloc in the world.
It contributes one-quarter of global foreign
exchange (FX) reserves through the euro alone.
Its size and relative integration have enabled
European companies to reach critical mass to
compete globally. But Europe’s share of the
global economy has been declining for a number
of years. Its lack of economic growth per se is not
responsible; other countries have simply caught
up to it. China’s economy, based on current
exchange rates, has already eclipsed Germany's
by a factor of three. Furthermore, India might
catch Italy in the next several years, while Brazil's
economy now rivals Italy’s in size and far outstrips
Spain’s. The US will surpass the EU by the next
decade with a population not even two thirds as
large. Higher rates of trend growth resulting from
the US's more flexible economy and much more
promising demographic trends suggest that the
gap will only widen.

No shortage of options for lifting Europe’s
standing

To compete with larger nations and unleash its
full economic potential, Europe needs to trans-
form itself into something more than a single
trading bloc. The immediate challenge is for Euro-
pean nations to pull together in multiple areas.
A more “federal” EU that speaks with one voice
on all political and economic matters, both
domestic and foreign, has the greatest chance
of maintaining its status worldwide. To achieve
this, the commitment to the “ever-closer union”
must become a reality. It must develop greater
coordination to strengthen its efforts in the areas
of foreign affairs and security policy. A unified
voice is also needed for its dealings with inter-
national organizations like the IMF, G7 and G20.
Furthermore, reaching a free trade agreement
with the US would ensure that global regulatory
standards and terms of trade continue to be set
in the West for a long time, which would help
the EU project its values worldwide. Its stand-
ing could also be enhanced if it were to reduce

January 2016 The future of Europe

its huge dependence on imported oil and gas by
diversifying its providers and adopting a more
effective energy network among its own mem-
ber countries. Ultimately, however, the biggest
benefit of integration would come from strength-
ening the foundations of the single currency.
Europe’s destiny and standing are in its own
hands. To unleash its full potential it might have
to feel some external pressure though, which
we will investigate further in Chapter 3 (political
sustainability).

Western share of global GDP nose diving
Share of global GDP in %
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Chapter 2

Integration and
popular support

After the EU’s breathtaking expansion in
recent decades, the specter of contrac-
tion has been raised of late, as illustrated
by Greece and the UK. The landscape has
changed in three ways. First, the euro is
not perceived as irrevocable anymore. Sec
ond, the Eurozone has turned into a club
with a first and a second tier of member-
ship. And third, the euro has started to
lead to conflict among governments. This is
unfortunate as the common currency was
never the end but the means to achieving
enduring peace on the continent, and as
support for it is high, particularly among
the young. However, required changes
that would address the shortcomings of
the EU treaties remain far off, and the lack
of action on this front is likely to increase
the costs of the next crisis. To mitigate
these issues, the Eurozone must improve

its shock-absorbing capacity, the ECB must
keep government bond yields low and the
democratic legitimacy of decision mak-

ing at the European-wide level needs to
be enhanced. But the biggest long-term
threat to the current European order stems
from another factor. The fiscal straitjacket
imposed by creditor nations on many other
member states and the deflationary forces
it unleashes have favored mushrooming
populist political movements. Low eco-
nomic growth promises a bright long-term
future for them, accompanied by eco-
nomic crises likely to boost their allure. Lit-
tle noticed on a day-to-day basis, their rise
and the reasons behind it become obvious
when looking at their growth in recent
years. Pursuing more economic expansion
through greater integration will be key to
containing this risk.

Keystone
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Integration and popular support

Lessons learned

“The success of monetary union anywhere depends
on its success everywhere.”

— Mario Draghi, president of the European Central Bank

Holding it together is the new challenge
following decades of expansion

The transformation of European integration from
the original European Coal and Steel Community
into the EU, which makes up the world’s larg-

est single market and covers a majority of the
continent, is one of the most impressive feats

of postwar history. While the shape of the EU
can still change, its current size suggests that its
expansion phase is set to slow drastically. Today
the EU already shares over 2,300 kilometers of
direct land border with Russia to the east. Farther
south, Turkey, in the event that it joined the EU
at some point, has an economy smaller than the
Netherlands’ that would only account for 10% of
the EU’s even 20 years from now. EU expansion
has become a red flag. Only 39% of the public
(and only 26% of the German public) now favors
it. In truth, the turmoil in Greece and the forth-
coming referendum on the UK’'s membership (see
chapter 4) suggest that contraction is the more
topical issue. This new situation raises questions
about what lessons have been learned in recent

Bulk of EU expansion is over

Source: European Commission, UBS
Note: color coding refers to year of EU entry

January 2016 The future of Europe

years. In our view, there are three key develop-
ments that may have ramifications for the future.

The euro is no longer perceived as
irrevocable

In 2013, the EU needed to issue an ultimatum to
Cyprus to get it comply with European Monetary
Union (EMU) rules. Last year a majority of Euro-
zone countries favored letting Greece leave the
common currency, at least temporarily. Although
legally impossible without departure from the EU
itself, a Grexit would just have happened, as the
Austrian Chancellor Werner Faymann said during
the standoff. These experiences show that the
Eurozone is no longer willing to hold its member-
ship together at any price. The immediate ques-
tion upon a departure would be: who is next?
since markets usually attempt to sniff out the
weakest link in the chain. So it is imperative that
the shock-absorbing capacity of member states
and the Eurozone as a whole be improved to
manage the risks of a major country leaving. This
could take the form of better coordination, fiscal

1958
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Europe split by debt
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backstops and/or faster decision-making pro-
cesses at the European level.

New order: Europe split into a two-level
hierarchy

Europe has transformed into a union of debtors
and creditors, with Germany as the economic
hegemon. Fiscal rules dominate economic and
fiscal policy making now, in particular in the Euro-
zone. Although recent studies have shown that
greater debt and unemployment in one Eurozone
country lessens confidence about the EU in other
member states, the public generally doesn't sup-
port fiscal bailouts of member states. To make
matters worse, economically weaker debtor
countries have found themselves deprived of the
ability to shore up their economies by means of
currency devaluation. They become debtors in a
foreign currency, with the creditors infringing on
their sovereignty. To mitigate the breakup risks
to the Eurozone, the ECB needs to keep govern-
ment bond yields low. In addition, more solidar-
ity mechanisms need to be implemented to avoid
political backlash in debtor countries. They can
take the form of fiscal backstops for specific situ-
ations as permanent fiscal transfers are not fore-
seen in the European treaties.

I £

Integration and popular support
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The euro pits governments against one
another

The new order of the Eurozone pits governments
against one another. The Greek standoff in 2015
is a case in point — as Angela Merkel put it, it
was a “real confrontation.” Any revolting mem-
ber state disputing the new order in an effort

to escape its deflationary forces runs the risk of
being punished by financial markets. The con-
centration of power in the Eurozone also creates
tensions between it and the other EU member
states, which raises questions about democratic
legitimacy. Such legitimacy must be strengthened
by, for instance, moving the European Stability
Mechanism (ESM) under the umbrella of the EU
treaties and make it accountable to the European
Parliament.

Support for sovereign bailouts low
In %
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Integration and popular support

Populism and the
European project

“Those who destroy Europe and the euro will bear responsibility for
the resurgence of conflict and division on our continent.”

— Nicolas Sarkozy, former president of France

New German mindset and populism

in Europe

The established political order is under pressure
from parties who stray from the political center
in response to popular discontent spawned by
crises. Germany'’s altered attitude toward Europe
since its reunification may be responsible. In the
early days of reunification, Germany was usually
willing to take a bit less and give a bit more. As
former Chancellor Helmut Kohl said: Germany
didn't have an independent foreign policy, only a
European one. Underscoring the shift in mindset
was new Chancellor Angela Merkel’s statement,
following the global financial crisis that each EU
member state must take care of its own banks
and debt. The strict application of the no-bailout
clause in the European treaties led to the fiscal
straightjacket imposed on debtor countries and
reinforced the allure of populist parties.

Populism is a giant growing in slow motion
Low growth and high unemployment have fur-
ther boosted populist parties. Because both will
probably persist, the political polarization of late
is likely to remain in place over the long term,
however much the platforms and rhetoric of the
individual parties in the various countries diverge.
Populist parties scored large gains in the 2014
European Parliament elections. The next sign of
their increasing strength would be one of them
taking over a government in a large country,
potentially in the wake of an economic shock.
With sovereignty and power still residing mostly
with member states themselves, a populist party
takeover in a large country could fundamentally
change Europe, with the new European order
possibly backfiring and endangering the integrity
of the EU in the process.

January 2016 The future of Europe

Populist breakthroughs are a key risk to

the European order

European history offers plenty of examples of
economic shocks leading to populist party break-
throughs. The most recent example is Syriza in
Greece, which led to real confrontation with its
lenders. It would be a mistake to simply assume
that Europe could deal with a larger debtor coun-
try the same way it did with Greece. Not only

are large countries of systemic importance, their
liabilities are mostly in the hands of private inves-
tors. To illustrate: Italy for example boasts one of
the biggest bond markets in the world. This con-
trasts with Greece, most of whose liabilities were
shifted earlier to the public sector, limiting spill-
overs to financial markets. So the breakthrough
of a populist party in a major country could shake
up Europe.

Boom of populist parties since the global
financial crisis

In %
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Support for euro is high despite
generational changes

For all the concerns expressed, there have been
a number of positive developments. Contrary
to received wisdom, the generational changes
since World War Il do not necessarily mean that
the support for the European project is bound to
decline. Even if 46% of its citizens do not trust
the EU as an institution, popular support for
the euro is high, in particular among the young.
Overall, 69% of Eurozone respondents are in
favor of the economic and monetary union,

Support for euro and EU membership

In %

75

Integration and popular support

close to the all-time high of 70%. Only 20% are
opposed to it in Germany. This is an asset and
forms part of Helmut Kohl's legacy, who thought
a common currency would reinforce the bonds
among Europeans. In the case of the Greek
standoff last year, popular support for the euro
was decisive in resolving the crisis. But the pop-
ulist forces at work now probably mean that the
Greek standoff won't be the last pushback from
a debtor nation. So promoting greater integration
to avoid such risks takes on greater urgency.

70

65

NS
60 /) "'-i AN

55

50

45

40

35 v -6
May 75 May 80 May 85 May 90 May 95 May 00 May 05 May 10 May 15

—— Supporting EU membership (% of EU population, Ihs)
Supporting euro (% of Eurozone population, lhs)

—— EU GDP (y/y, rhs)

Source: Eurobarometer, ECB, Haver Analytics, UBS Note: EU GDP growth prior to 1996: proxied by Eurozone GDP

The visions of Europe and its treaties

“Markets did not read the treaties. They thought that our monetary
union is in fact a federal state, and that everybody stands with and

behind everybody.”

— Jean-Claude Juncker, European Commission president

Today's Europe was built on two defining
moments in politics

The dominant vision for Europe has swung in dif-
ferent directions since World War Il. The found-
ing Treaties of Paris (1951, European Coal and
Steel Community) and the Treaty of Rome (1957)
mirrored a decentralized vision for Europe and
ultimately aimed for lasting peace following the
defining moment of World War II. The disintegra-
tion of the Soviet Union and the reunification of
Germany changed the European order again and

marked another defining moment. With Kohl's
support, the ensuing Maastricht Treaty (1992)
turned the former European Community into a
more centralized union, the EU. This was the era
when a song on European integration even man-
aged to win the Eurovision song contest in 1990
(“Insieme: 1992").

Europe is about the EU, not the euro

The ultimate result of this renewed push for
integration in the 1990s was the euro. It was

The future of Europe January 2016
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Integration and popular support

introduced far too early given the economic and
governance divergences among the member
countries, though it was arguably necessary from
a geopolitical point of view after Germany reuni-

fied to lock in its commitment to a united Europe.

The euro was not meant to be the goal, only the
means of securing enduring peace on the conti-
nent following centuries of war. It also solidified
the crown jewel of the EU, the largest market

in the world, which has become increasingly
important to European integration. But all pol-
icy decisions are still made at the most local level
possible (Principle of Subsidiarity) with European
institutions required to act only to the minimum
extent necessary (Principle of Proportionality).
Hence, the key economic and fiscal decisions
remain at the discretion of member states.

Europe needs a major treaty revision,

but it may be far off

The European debt crisis that followed the euro
optimism of the 1990s and early 2000s high-
lighted the flaws of the decentralized monetary
union and led to a patchwork of fixes. Making
the half-baked monetary union into a true, full-
fledged one requires another quantum leap for-
ward in the evolution of the European treaties,

similar to those that took place in 1957 and 1992.

The current Treaty of Lisbon, which amended
those of Rome and Maastricht, has only limited
scope left for improving governance. It took from
2001, when the treaty was announced, until
2009 for it to enter into force, given the difficult
negotiations and several failed referenda. A new
meaningful treaty that would balance author-

ity with responsibility is likely far off given the
time that drafting and approving one requires.
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Source: Senate of Berlin

Moreover, for it to be effective, it would have to
address highly contentious issues such as more
sovereignty sharing through a central treasury
and fiscal ministry, debt mutualization, provi-
sions for government default among members,
more authority for the European Parliament and
increased power for the high representative for
foreign affairs. Including the ESM in the treaty
and making it accountable to the EU Parliament
would also be necessary.

Outmoded EU treaties mean that the next
crisis could hit Europe hard

Until another defining moment triggers another
shift in mindset, the EU will probably continue

to take arduous piecemeal steps toward greater
integration under its current inadequate treaties.
This is not to say that a great deal of progress
hasn't been made, in particular during the euro
crisis, but bold integration may require another
crisis. And the next global shock could hit Europe
particularly hard given its conflict of interests,
complicated decision-making processes, stretched
debt capacities and already high unemployment.

Keystone



Chapter 3

Sustainability of
Furope’s model

The German export model has been hailed
as a panacea for Europe’s weak growth
outlook. But the EU already is contribut-
ing to global trade imbalances with its
large trade surpluses. In addition, lacklus-
ter long-term global growth won't permit
the German model to be scaled up con-
tinent-wide. Although a new free trade
agreement with the US should boost the
EU’s growth and standing, there is no gen-
uine alternative to structural reforms to
counter the trend of muted GDP expan-
sion. Reaping the full benefits of the EU
requires that Eurozone integration proceed
apace, as the euro and its integrity remain
at risk, given imbalances below the surface
and the centrifugal forces of the currency.
Spain and Portugal risk joining Cyprus and
Greece in a growth shock. The odds of the
Eurozone holding together are moderately

good given the high popular support for
the currency. It may even be possible to
prolong today’s decentralized Europe pro-
vided it can continuously adapt to new
circumstances. Still, to boost growth, a
fundamental change is needed in the pub-
lic mindset — one that opens the way for a
more federal Europe. History suggests that
only politics, not merely economic need,
can be the engine of this change. The trig-
ger, long term, could be the population
boom and geopolitical developments tak-
ing place in Europe’s immediate neighbor-
hood, with the EU’s lack of a single foreign
policy reinforcing the instability. But this
required change in mindset could take
decades to develop and expose Europe to
the risk of political populism before it is
ready to make the leap forward.

4
!
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Europe’s growth model

“What worked for one medium-sized export driven economy
such as Germany will not work for a huge economic bloc like

the Eurozone.”

— George Soros, investor

Europe contributing to global imbalances
through new export emphasis

The success of Germany'’s social and labor market
reform “Agenda 2010,” implemented between
2003 and 2005, greatly improved its compet-
itiveness and boosted its export performance.
The export model has since become dominant
throughout the Eurozone. Policymakers regard

it as a panacea, given the EU’s poor long-term
growth outlook and the forecasts that 90% of
global growth will occur outside of Europe. The
export model relies on Europe’s core competence

in trade. It is the world's largest trader of manu-
factured goods and services, and boasts a distinct
competitive edge in high-value-added content.
The export shift has resulted in the Eurozone's
trade surplus rising to a staggering USD 428bn,
despite the fact that member countries must
import 87% of their oil needs. This performance
has propelled the Eurozone’s current account sur-
plus to record highs, led by those of Germany
and the Netherlands, and made it a key contribu-
tor to global imbalances.

EU actively deepening trade relationships

A

B EU and Customs union
European economic area

B Countries with which the EU has a preferential
trade agreement in place

Source: European Commission

January 2016 The future of Europe

¢

¢
+

\#¢ A

Countries with which the EU negotiates or has a
preferential agreement that is not yet applied

Countries with which the EU is negotiating a stand-alone
investment agreement

B Countries with which the EU is considering opening

preferential negotiations



New free trade agreement would cement
trade leadership for decades

But more is likely to come. The Transatlantic Trade
and Investment Partnership (TTIP) being nego-
tiated with the US ranks at the top of the Euro-
pean Commission’s (EC) priorities on the external
front. It should ease access to the US market,
simplify and harmonize standards, lessen bureau-
cracy in exports and reduce regulation on imports
and exports. An independent study commis-
sioned by the EC estimated that incremental GDP
growth could be up to EUR 119bn per year once
the TTIP is fully implemented. Wider trade, lower
prices, greater options for consumers and more
jobs would help mitigate Europe’s demographic
decline. Even if this estimate may be too opti-
mistic, ensuring long-term dominance in trade
worldwide along with the US by setting global
standards would indeed support Europe’s export
ambitions. Pushing through this desired catalyst
for the EU economy is likely to require more time,
and the outcome remains uncertain.

Europe is not Golden Age Venice

Any export-led growth model has its limits. It
cannot replace domestic demand and allevi-

ate, on its own, Europe’s demographic decline.
Exports are a zero-sum game at the global level.
Any improvement in the already huge Euro-
zone trade surplus (USD 428bn) would have to
be achieved at the expense of other trade part-
ners. And imbalances worldwide have little scope
to increase since they are on a declining trend.
That said, as the trade surpluses of oil-exporting
countries may dwindle and the US trade deficit
(USD 508bn) may only worsen moderately with
Japan already in deficit (USD 128bn), the only siz-
able targets left would be China’s surplus (USD
284bn). But China’s loss of competitiveness bene-
fits other developing countries more than it does
Europe due to the latter’s focus on the higher
part of the supply chain. In addition, following
an export-led model for the EU as a whole is
more difficult than for Germany alone. For over
one millennium, European trade has been spear-
headed by specific European states like Venice,
The Netherlands and the UK, but not by the con-
tinent as a whole.

Exports cannot replace structural reforms
amid declining global growth

The other important caveat to this model is that
trend growth is declining almost everywhere,
which limits the possibility for expanding global
trade and, accordingly, European exports. The
global working age population is expected to

Sustainability of Europe’s model

increase at half the rate of the previous two
decades, while capital accumulation is weak and
productivity is slowing. As a consequence, world
real GDP growth may trend down long term.
The implication is that EU growth has to rely
chiefly on structural reforms to improve domestic
demand as well as its growth outlook.

Eurozone following in China’s footsteps
In USD billion
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Internal economic imbalances

“Start with the idea that you can't repeal the laws of economics,
even if they're inconvenient.”

— Lawrence Summers, former US Secretary of the Treasury

Europe more resilient following improve-
ments prompted by the debt crisis

Relying on global growth also means that a major
drop in it could stagger Europe and endanger the
cohesion of its monetary union. The European
debt crisis brought about great improvements in
member-country current account deficits? thanks
to a normalization of peripheral imports. Current
accounts are key when assessing the resilience of
a financial market. To that effect, Europe moved
from a large deficit to a large surplus in less than
half a decade. Even when the current account is
broken up into its private and public sector com-
ponents, the improvement remains broad based,
particularly in the periphery.

Euro still at risk given imbalances below

the surface

Overall macroeconomic imbalances remain con-
siderable, however, and leave Europe vulnerable
to major economic shocks. The UBS CIO synthetic
indicator of macroeconomic imbalances seeks to
gauge key imbalances relevant to Eurozone cohe-
sion. The bigger the imbalance, the higher the
risk of that country leaving the Eurozone sooner
or later. The imbalances among Eurozone coun-
tries indicated in the graphs suggest that the euro
is not yet out of the woods. While the imbalances
were relatively low pre-global financial crisis, the
crisis tore peripheral countries away from the
core, and the subsequent European debt crisis
caused them to widen further. Debt capacities
remain stretched: the average Eurozone govern-
ment debt-to-GDP ratio exceeds 90%. Unem-
ployment has fallen but is still high. In Spain, for
instance, the jobless rate is close to five times
that of Germany. Without the ability to devalue
national currencies they no longer have, periph-
eral countries are condemned to adjust to shocks
by means of painful internal devaluation, causing
soaring and politically dangerous unemployment.
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Spain and Portugal risk joining Cyprus and
Greece in the medium term

Our indicator shows that a core around Germany
and the Netherlands is pacing the Eurozone,
while Cyprus and Greece struggle at the back
with enormous imbalances. France has clearly
fallen off the German pace since 2007. Given the
weak starting position of Spain and Portugal, a
shock could send them toward stragglers Cyprus
and Greece. This, in turn, would draw a potential
Eurozone breakup line more clearly, given how
close Greece and Cyprus came to exiting. The
worst thing that could probably happen is for a
one-sided economic or political shock to rattle
France, which would cause the drive shaft of the
Eurozone — the Franco-German axis — to slip. So
the Eurozone must integrate more swiftly if it is
to survive this riskiest phase of its evolution.

Marked popular support for the euro favors
integrity of Eurozone

In sum, the continued presence of vast imbal-
ances and the reluctance to keep the monetary
union together at any cost as illustrated by the
experience of Cyprus (2013) and Greece (2015)
means that the Eurozone could lose one or more
members in a global growth shock. Nonetheless,
the past is not necessarily a guide to the future.
Although a lot depends on who governs, the
high popular support enjoyed by the euro should
help to keep the Eurozone together, despite
uncertainty remaining elevated.

2 The current account measures the changes in the net foreign fi-
nancial position of all residents in a country. A current account sur-
plus usually involves a trade surplus and vice versa. A current ac-
count surplus country exports capital thanks to its private and/or
public sector and improves its net foreign financial position.
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UBS CIO synthetic imbalance indicator?: Euro acting as centrifuge
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3 The stock dimension is based on the debt-to-GDP ratio, the net international investment position (i.e. net
foreign financial position of all residents in a country) and excess unemployment. The flow dimension is
based on the government deficit, the current account balance and nominal GDP growth.
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Political sustainability

and sovereignty

“In times when geopolitics is back in Europe,
we need to be united and strong.”

— Donald Tusk, European Council president

Europe’s current political model: “Europe
where necessary, national where possible”
The driving political force in the EU is not the
European Commission but the European Council,
which consists of the heads of states of the mem-
ber countries. As David Cameron recently stated
in connection with the UK’s referendum, “Europe
where necessary, national where possible.”
Indeed, the European operating model basically
relies on maximizing the benefits of the world’s
largest market with stable prices, while retaining
as much national sovereignty as is feasible. Fol-
lowing centuries of wars, this limited sharing of
sovereignty was the least common denominator
among European nations to ensure peace on the
continent. In fact, this lack of sovereignty shar-
ing is behind the missing central tax-raising insti-
tution, fiscal transfer mechanisms, Eurobonds, a

The future may be somewhere else:

single foreign policy and so forth. Ultimately, it
reflects the mindset of Europeans, who feel more
bound to their nation state than to the EU.

Economic reality hardly enough for national
where necessary, Europe where possible
This current European operating model and its
treaties were designed for an inward-looking
Europe and were domestically driven. They stem
from defining political moments such as World
War Il and German reunification. In the foresee-
able future, changes outside of Europe, in our
view, will be what affects the model and treaties.
More economic integration is already required

to compete with rising nations elsewhere, which
warrants Europe adopting a more outward-ori-
ented perspective. It is conceivable that the next
leap forward in European integration involving

Majority of humanity living within this circle today

Source: United Nations, UBS
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substantial sovereign sharing may be prompted
by the outside world. But the history of the EU
demonstrates that the leaps in integration were
triggered by defining moments in the political
sphere, rather than in recognition of economic
realities. If that were not the case, something dif-
ferent, given the rise of other economies, would
already be in place.

Geopolitics could drive the next leap in
integration, but populism is a key risk

More major changes outside of Europe that have
crucial geopolitical implications lie ahead. The
number of African and Middle Eastern men and
women of working age is set to reach six times
that of the EU's in the coming few decades. The
growth of this population has been a key driver
behind recent crises such as the Arab Spring and
the current immigration crisis. European poli-
ticians routinely highlight instability along the

Number of terrorism-related deaths
in 2014

Europe &

North America

53

‘ Rest of the World
[ 1,578

South Asia
6,713

Middle East &
North Africa
Sub-Saharan 13.426
Africa '
10,915

Source: Institute for Economics and Peace, START Global Terrorism Database
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continent's borders. Unfortunately, the lack of

a single EU foreign policy exacerbates it. Since
the EU can only act abroad if there is unanim-

ity among its member states, it is not clear to
countries outside its borders how it will react to
aggression and conflict or even whether it will.
This essentially leads to mutually reinforcing insta-
bility on both sides of the EU's borders. Despite
the danger this trend poses, it has the long-term
potential to shift the European mindset and lead
to a fundamental change in Europe's operat-

ing model. But even if the potential for a shift is
there, it appears to be some way off. The demo-
graphic changes occurring along the EU's borders
are a slow boat that will chug along for decades,
carrying many risks with it. Chief among them
may be the rise of European populism against
the backdrop of low economic growth, which
could stall or reverse the course of EU integration
before a new mindset is able to take hold.
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Chapter 4

Furopean Institutions

The leaders of the major European insti-
tutions aim to improve governance to the
extent possible under the current EU trea-
ties, extending the steps taken since the
financial crisis. However, fundamental
policies involving substantial sovereignty
sharing remain vague. Since they require

a meaningful EU treaty change, they have
been put on the back burner, ostensibly to
be brought forward after the UK referen-
dum and the elections in France and Ger-
many. Given the time required to effect a
meaningful treaty change, the current insti-
tutional framework will remain in limbo for
the foreseeable future, leaving Europe vul-
nerable to shocks. What's more, we don’t
think that the new bank bail-in rules will
be fully applied to break the sovereign/
bank nexus in a major crisis, nor for that
matter, could the safety net in its current
form withstand such an event. While the
contours of such a crisis are unpredictable,
the likelihood is high that the institutional
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framework must and will change in
response. Leaders must use the remaining
room for maneuver left in the current EU
treaties to improve the institutional frame-
work swiftly. In any event, European insti-
tutions are in the process of transforming
themselves more and more into Eurozone
institutions, while the Eurogroup is set to
remain the rising star among them. The
increasing dominance of the Eurozone
has pushed the UK to call for measures to
safeqguard a multi-speed Europe, in what
is yet another pushback against Europe
after Greece. A UK departure from the EU
would accelerate the end of a multi-speed
Europe, as it would sharply increase the
dominance of the Eurozone and its insti-
tutions. But even if the UK stays put, as
we expect, its relationship with Eurozone
countries will remain difficult, and force it
either to reconsider exiting the EU or join-
ing the Eurozone over the long run.

Keystone



European institutions

The future of institutional governance:

Stuck in the middle?

“We cannot advocate a Europe of solidarity while believing that the
economic policies of each euro area country are the business of that
country's parliament alone.”

— Benoit Coeuré, ECB Executive Board member

Better governance: Leaders of the European
institutions take the lead

At the Euro Summit in October 2014, European
leaders expressed the need to “develop concrete
mechanisms for stronger economic policy coordi-
nation, convergence and solidarity” and “to pre-
pare next steps on better economic governance
in the euro area.” On that basis, the presidents
of the key European institutions, i.e. the Euro-
pean Commission, Eurogroup, European Council,
European Central Bank (ECB) and European Par-
liament, drafted the “Five Presidents’ Report.” It
laid out two phases of integration.

Phase 1: Pushing the current EU treaties

to the limits

The long-term vision for the EU relies on com-
mon institutions, most of which already exist.

But bringing the monetary union to full frui-

tion entails new institutions. To this end, phase

1 includes “local competitiveness authorities”
(offering guidance on local wage-setting nego-
tiations), a “capital markets union” (deeper inte-
gration of bond and equity markets), an “advisory
fiscal board” at the European level (budget advice
at the European level) and the completion of the
“banking union.” The latter could mean serious

5 Presidents’ Report: From rule-based cooperation to a genuine institutionalized union

2015 2017

2025

Phase 1
Short-term steps within the current framework

Economic Create a system of  Strengthen Strengthen
Union local competitive- ~ macroeconomic coordination of
ness authorities imbalance economic policies
procedures
Financial Complete the Launch the Capital  Reinforce macro-
Union Banking Union Markets Union prudential over-
including a sight of the
common deposit financial system
insurance scheme
Fiscal Create an advisory European Fiscal Board
Union
Revamp the frame- Reinforce the Integrate various
Political work for economic  steering of the pacts and treaties
Union policy coordination  Eurogroup and into EU law

strengthen parlia-
mentary control
and coordination

Source: Completing Europe’s Economic and Monetary Union, European Commission, 2015, UBS.

-

Phase 2
Completing the Eurozone architecture

Define specific standards and indicators to formalize
macroeconomic convergence

Introduce a Eurozone stabilization function to improve
economic resilience

Integrate European
Stability Mechanism (ESM)
into EU law

Set up a Eurozone treasury
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European institutions

fiscal liabilities in the years ahead, so more time
may be needed to hammer it together than is the
case for most of the other new institutions. All

in all, these institutional plans seek to exploit the
remaining room for maneuver left within the cur-
rent EU treaties. In our view, they put the finish-
ing touches on the governance efforts that have
been pursued since the global financial crisis,
though on a smaller scale.

Phase 2: Delays to leave institutional frame-
work in limbo

Phase 2 entails more fundamental change, but

is quite vague and uncertain. It is to start after
the UK referendum and the French and German
elections. Even if the specified steps are incom-
plete, two new institutions are being mentioned
in connection with it. The Eurozone “fiscal stabi-
lization function” is intended to provide non-per-
manent fiscal support to governments in the
event of shocks. This function would be new and
enable governments to tap the fiscal resources of
other members even prior to a crisis, improving
the Eurozone's shock-absorbing capacity. What's
more, the envisaged “Eurozone treasury” would
drastically advance sovereignty sharing and com-
plement the monetary union with collective deci-
sion making in fiscal matters, requiring a change
in the EU treaties as well. Given the issues we
discussed earlier regarding a treaty change, 2025
could prove too ambitious as the year it will come
into effect. As the current institutional framework
(including phase 1) isn't designed for large cri-
ses, the Eurozone institutional framework would
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remain in limbo and in jeopardy for the foresee-
able future.

European institutions to turn into Eurozone
institutions

Existing institutions should see their roles
enhanced. The more complete the institutional
framework in Europe becomes, the less the ECB,
for one, will have to intervene to manage cri-
ses. But since the most important institutional
changes require a treaty change, the ECB will
retain its leading role for a long time. This is
even more true as its risk-monitoring capabilities
become enhanced. In the same vein, the Euro-
pean Council should remain the driving political
force of the EU for at least as long as the current
treaties remain in force. The Eurogroup in turn

is set to remain the rising star among European
institutions. The Five Presidents’ Report discusses
options such as granting it more power in the
national budget-setting process, adopting a full-
time presidency for it, awarding it more financial
resources and preserving its European Stability
Mechanism (ESM) as the only crisis backstop. The
European Commission and European Parliament
in turn hover between the worlds of the EU and
the Eurozone. But the Five Presidents’ Report
makes it clear which path both, the latter in par-
ticular, are to take: “The European Parliament
should organize itself to assume its role in mat-
ters pertaining especially to the euro area.”



European institutions

and the next crisis

“| have always believed that Europe will be made in times of crisis
and that it is the sum of the solutions found in these crises.”

— Jean Monnet, co-author of the Treaties of Rome

Next banking crisis: Bail-in unlikely to be
fully implemented

Eighty percent of credit intermediation in the
Eurozone is done via banks. The outcome of the
next economic crisis will depend to a large extent
on how the banking system functions. The intro-
duction of a central regulatory body (the Single
Supervisory Mechanism, or SSM) for large Euro-
zone banks at the ECB was the common currency
area's main regulatory response to the housing
bubbles and subsequent banking crises. Banks
need to hold much more capital and adhere to
many new liquidity and risk measures, which low-
ers the risk of a new banking crisis and reduces
the cost to the public, should one occur, for sta-
bilizing the sector. But the new laws to bail in
share- and bondholders of a bank in trouble
only work for individual cases, or if a small share
of the sector is affected. For a systemic crisis,

the new system is too complicated to respond
quickly. The costs of such crises, e.g. market dis-
tortions, credit squeezes and deposit withdraw-
als, rise the longer the crisis lasts. Allocating the
costs of bank failures to private investors often
has a political dimension; it is highly likely to be
challenged by lawsuits that drag on for years.
Governments also still own large stakes in banks,
which reduces the incentive to apply a bail-in
framework. While the ECB can address liquid-
ity risks, governments remain the only source of
bank capital if private markets seize up and large
parts of the banking system become unstable.
The government-banks nexus has eased, but it
has not been wholly abandoned.

Eurozone safety net is too small for a
large crisis

If a highly indebted country faces a local cri-
sis, targeted support is needed. It should come
from the ESM, which financed the recapitaliza-
tion of Spanish banks, the program for Cyprus
and the new program for Greece. With some
EUR 420bn left towards the end of this decade,

the ESM remains an effective tool for covering
smaller countries cut off from long-term funding
markets. The annual average amount needed to
finance the government of Greece or Portugal
through an economic crisis would total around
EUR 20bn each. Spain, with an annual funding
requirement of EUR 150-170bn in a crisis, could
be added for little more than a year, while Italy is
well beyond the means of any such support vehi-
cle. As we suggested earlier, the next economic
shock to the Eurozone could push Spain and
Portugal closer to the Cyprus/Greece group,
endangering the viability of the ESM safety net.
Indeed, only the ECB has the capacity to act on
behalf of large countries. Its tool for doing so,

Banking crisis, bail in,
government-banks nexus

Share of banking assets affected:
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called Outright Monetary Transactions (OMT),
requires some form of European support-pro-
gram agreement. But a sovereign nation usually
waits until all other options are exhausted and

its situation is desperate before requesting help
and accepting the conditions imposed by external
parties.

Large crisis may lead to new institutional
framework

Even if the ECB is already engaged in quantitative
easing (QE), a country needs to have at least one
investment grade rating from a major agency or
to pass all reviews under an adjustment program
to receive its support. But what happens if a
country is junk-rated and either has an uncooper-
ative government or one that has lost its majority
in parliament? Last summer demonstrated how
such developments can push a country, in this
case Greece, outside the European safety net to
the brink of a Eurozone exit. Any member coun-
try in crisis can theoretically receive support, ulti-
mately from the ECB, but it can also be forced to
give up the euro if its government fails to secure
the required agreements with the other Eurozone

Multi-speed Europe:

Government funding

(simplified)
Regular govern- Yields rise strongly, Loss of market
ment funding debt sustainability access, severe crisis
at risk
IMF loans
aser (potentially)
>
Bond ESM
markets Bond leEms
markets
No support program, Requires at least Requires conditional
regular review of deficit precautionary program support program, with
and debt level by EC regular reviews
Source: UBS

members and the ECB. Ultimately, the heavy-
weights France and Germany will tip the scales,
their roles complicated by the quite different debt
paths they are on. All in all, the current institu-
tional framework will probably change in the next
large crisis, as it wasn't designed to address them.

With or without the UK

“It's not time for exits in Europe, it's time for more cooperation.”

— Alexis Tsipras, prime minister of Greece, with regard to a Brexit

Multi-speed Europe and populism

In contrast to the Eurogroup and the ECB, the
European Parliament, the European Commis-
sion and the European Council have to balance
the interests of the 19 Eurozone member states
(“ins") and the nine remaining member states
("outs""). The UK is by far the dominant member
of the “outs” and serves as its “spokesperson”
since it boasts Europe’s second-largest econ-
omy. The upcoming UK referendum on EU mem-
bership is yet another example of the populist
forces at work in Europe and could fast-forward
the appearance of the future EU structure by
decades, relegating the “outs” to a small group
of special cases like Switzerland and Norway. The
Eurozone share of the EU, should the UK opt out
of it, would amount to 82%, almost the same as
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the 86% that would result if the UK stayed put
and the other “outs,” except Denmark, joined the
Eurozone in the coming decades.

Scenario without UK: EU treaty change may
be easier

The UK revoking its EU membership could have
profound implications for the functioning of the
union. Britain's exit would likely speed up the
reorientation of the European Parliament, Euro-
pean Commission and European Council toward
the Eurozone. Absent the UK, the rump of EU
nations outside the single currency would be fur-
ther overwhelmed by the “ins,” given the frag-
mentation of the “outs” (eight countries whose
economies in total equal the UK’s) and the voting
rules in the European Council and the European



Parliament. On one level, a UK exit could be seen
to promote European integration. It would ensure
that, contrary to Britain's demands, national par-
liaments wouldn’t benefit from enhanced veto
powers on legislative proposals from the Euro-
pean Parliament, and it may make an EU treaty
change more feasible. On another level, it would
lower the global standing of the EU and could
lead to greater anti-EU sentiment among voters
in the euro “outs” who feel their interests being
swamped by the demands of the larger bloc.

Scenario with UK: Unlikely to be the last
referendum

In the scenario in which the UK remains a mem-
ber, it will do so under different terms in a
changed EU. But it will not be without its own
difficulties. The EU’s aim is to integrate all "outs”
into the Eurozone except the UK and Denmark,
given their euro opt-out clauses, so the European
Council, European Parliament and the European
Commission will gradually transform themselves
into Eurozone institutions like the ECB and the

European institutions

Eurogroup. But as time passes and every country
but the UK and Denmark joins the Eurozone over
the long term, the only two “outs” left would
still be influencing Eurozone policy through the
European institutions (albeit with declining effect)
without being part of the Eurozone, and vice
versa, potentially creating new tensions. In fact,
the interests of the “ins” and “outs” may not
always coincide. This structure may not work out
in the long run, which could force the UK either
to reconsider its EU membership or to join the
euro.

A better deal inside the EU

The referendum will, in our view, most likely
result in the UK remaining in the union. None-
theless, it highlights the populist forces at work

in Europe. After Greece last year, it is now the UK
that wants a better deal from Europe. Ultimately,
support for the EU is mainly driven by economic
growth, which requires stronger European institu-
tions. As we laid out in the editorial, the answer
to achieving this growth is more Europe, not less.

The EU economy with and without the UK

In % of EU GDP

Poland 5%
Hungary 1% Romania 2%
Denmark 1%:“ ’:Sweden 2%

Croatia 1 %ﬁ

Bulgaria 1%
Czech Republic 2% —

UK 14%

Eurozone 71%

Source: UBS, Haver Analytics

Poland 6%
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Hungary 1% °
Czech Republic 2% —‘

Croatia 1%
Denmark 2%
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Eurozone 82%
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The evolution of the EU: A timeline

1951 The signing of the Treaty of Paris by Belgium, France, Italy, Luxembourg, the Netherlands and West Germany
sets up the European Coal and Steel Community.

1957  The European Economic Community (EEC) is launched with the signing of the Treaty of Rome (effective from
1958) by Belgium, France, Italy, Luxembourg, the Netherlands and West Germany.

1973  Denmark, Ireland and the UK join the EEC.

1975  The UK holds a referendum on EEC membership.

1979  The European Monetary System, which includes the Exchange Rate Mechanism (ERM) and the European
Currency Unit (ECU), is launched. The first European Parliament elections take place.

1981 Accession of Greece.

1986  The Single European Act is signed and sets out a timetable for establishing a single market by 1992. Spain and
Portugal join the EEC.

1990  German reunification.

1992  The Maastricht Treaty is signed, creating the EU. It establishes a timetable for the euro and introduces conver-
gence criteria among member states. On Black Wednesday, the British government is forced to withdraw the
pound sterling from the ERM.

1994  The European Monetary Institute (EMI), the forerunner of the European Central Bank (ECB), is created.

1995  Accession of Austria, Finland and Sweden.

1997  The Treaty of Amsterdam is signed and introduces the Stability and Growth Pact.

1998  The ECB formally replaces the EMI.

1999  The euro is launched as an accounting currency and adopted by Austria, Belgium, Finland, France, Germany,
Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain.

2001  The Treaty of Nice is signed. Greece joins the euro.

2002  Euro notes and coins are introduced.

2004  Cyprus, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia and Slovenia join
the EU.

2007  EU member states sign the Treaty of Lisbon. It comes into force in December 2009. Bulgaria and Romania join
the EU.

2010  The temporary European Financial Stability Facility (EFSF) is created.

2012  The permanent European Stability Mechanism (ESM) becomes operational. The fiscal compact is signed. ECB
President Mario Draghi pledges to do whatever it takes to preserve the euro, and the ECB establishes its Out-
right Monetary Transactions (OMT) program.

2013  Croatia joins the EU.

Source: European Commission, UBS
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Appendix

Europe in numbers

United

Unit EU Eurozone States Japan China
Population millions 506.8 339.3 319.2 127.0 1360.7
Average real GDP growth over past decade % 1.1 0.7 1.5 0.6 10.0
GDP (share of world GDP in PPP) % 17.1 12.2 15.9 4.4 16.6
. EUR

GDP per capita’ thousands 27.4 29.8 42 1 28.2%* 9.2*
Value added by economic activity

Agriculture, fishing, forestry % of total 1.6 1.6 1.2 1.2* 9.2

Industry (including constructions) % of total 24.4 24.4 18.4 24 5% 42.6

Services (including non—market services) % of total 73.9 73.9 80.4 74.3* 48.2
Unemployment rate
(share%f )‘Ehe labor force) % 10.2 1.6 6.2 36 41
Labor force participation rate? % 72.3 72.3 72.7 75.5 -
Employment rate? % 64.9 63.8 68.1 72.8 -
Tertiary school enrollment % 66.2* 68.1* 89.1* 61.5%* 29.7*
General government*

Surplus (+) or deficit (-) % of GDP -3.0 -2.6 -5.6* -8.5% -1.1

Gross debt® % of GDP 86.8 92.1 96.0 222.0 411

Revenue % of GDP 45.2 46.7 33.1* 33.9* 28.5

Expenditure® % of GDP 48.2 48.9 38.7* 42.3* 29.6
External’

Exports of goods % of GDP 12.1 19.5 9.4 15.2 21.6

Exports of goods and services % of GDP 17.4 26.5 13.5 18.8 23.8

Import of goods % of GDP 12.1 17.0 13.7 17.4 17.4

Import of goods and services % of GDP 16.3 23.3 16.4 21.5 211

Current account balance % of GDP 0.9 2.4 -2.2 0.5 2.1

Sources: ECB, Eurostat, UN, BIS, IMF, Worldbank, Haver Analytics, OECD, Reuters and national sources. All data refer to 2014 unless otherwise noted.
* 2013 figures, ** 2012 figures

Notes:

' Data for US, Japan and China are converted into euro at OECD purchasing power parities (PPPs).

2 Ratio of the labor force to the working age population (aged 15 to 64). US: the proportion of the civilian non-institutional population (aged 16 to 64) either at work
or actively seeking work. Annual average.

3 Ratio of persons employed to the working age population (aged 15 to 64). US: the proportion of the civilian non-institutional population (aged 16 to 64) at work.
Annual average.

4 General government data for China are not directly comparable with the other major economic areas.

> General government debt consists of deposits, debt securities and loans outstanding at nominal value and is consolidated within the general government sector.
Chinese data follow a different methodology and are not directly comparable.

& European definition also for US and Japan.

7 Euro area: based on extra-euro area transactions.
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