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Abstract

We review critically the Excessive Imbalance Procedure proposed by
European authorities and argue that current account imbalances are the
wrong policy indicator in monetary union. Intra-Euro Area deficits are
caused by shifts in relative factor prices and in a monetary union they
can be sustained by revenue generated in the non-tradable sector. A su-
perior measurement for comparative advantages is the relative return
of capital. A new competitiveness indicator is calculated, which explains
gains in trade shares. It is based on relative unit labour and capital cost
levels and shows the beneficial effects from more centralized wage bar-
gaining in the Euro Area. Improving cost competitiveness has positive
effects for growth, but the consequences for public debt dynamics are
ambivalent.
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Executive summary

— The emergence of macroeconomic imbalances is seen as a major fac-
tor behind the recent European debt crisis. The European authorities
established, in 2011, a surveillance tool in the form of the Excessive
Imbalance Procedure. The paper criticises the implementation of
the new policy tool by the European Commission which continues to
take for granted the nation state policy framework, even where the
national economies have been integrated into a single market with
a single currency. This bias leads to policy recommendations that
could severely undermine the very foundation of European economic
integration.

— To speak of member states’ ‘external’ balances when these origi-
nate in large measure within the Euro Area does not make economic
sense. It is a category mistake. The Euro Area is not a fixed exchange
rate regime. Within a currency area the hard budget constraint is set
by monetary policy and not by foreign exchange reserves. The open
and unlimited access to central bank liquidity for banks defines a
monetary union as a payment union, which is effectively an economic
country.

— In a fully integrated economic and monetary union, capital and la-
bour should be allocated efficiently according to micro-comparative
advantages. The removal of the foreign exchange constraint has in-
creased regional imbalances, which are financed by capital flows,
domestic credit and changes in money balances. Current accounts
no longer play the same role as between different currency areas, be-
cause cross-regional deficits are settled in the common currency and
payments are made in cash or through the banking system. Current
account surpluses are therefore not needed to repay debt accumulat-
ed by previous deficits, just as such surpluses are not needed within
traditional nation states. Intra-Euro Area deficits can be financed
by credit from the non-tradable sector, as long as debtors generate
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Executive Summary

sufficient income in domestic currency to service the debt. Excessive
austerity can therefore damage the sustainability of debt in (not of)
member states.

— Aprecondition for the effective and sustainable functioning of a mon-
etary union as a payment union is the existence of an unrestricted
payment mechanism. The large imbalances recorded in the Europe-
an TARGET2 payment system are a consequence of the uncertainty
and malfunctioning in the interbank market and are proof that the
Euro Area institutions are robust in dealing with the crisis and do not
threaten the economic functioning of the Euro Area. The imbalances
will disappear when the banking system operates correctly.

— Intra-EMU macroeconomic imbalances affect the financial net worth
of asset owners in different regions and, if they are not corrected
rapidly, their slow adjustment may cause a deterioration of welfare,
which could destabilise political support for the euro. For this reason,
policies to improve competitive disadvantages are required.

— However, focussing on current account imbalances within the Euro
Area is misleading. Current accounts are not appropriate indicators
for competitiveness and suppressing these imbalances could prevent
the Union from reaping the full benefits expected from the restruc-
turing of the European single market economy. Since the beginning
of European Monetary Union, relative factor prices have shifted sig-
nificantly for some member states in the Euro Area and generated
substitution effects. As interest rates and the cost of capital have fall-
en in the South, capital productivity has slowed down, while labour
productivity has had a tendency to improve. In the North, the cost
of capital has remained constant, while wages have fallen. Hence, a
profound transformation of comparative advantages is taking place.
While some member states show persistent current account deficits
and others generate structural surpluses, their persistence signals
that European Monetary Union is operating in line with what eco-
nomic theories have predicted and is creating highly desirable effi-
ciency gains.

— However, these developments are sustainable only as long as the
non-tradable sector in peripheral member states keeps growing.
Otherwise, the periphery will hollow out with massive migration of
labour and capital. If the unmitigated market logic is socially not
acceptable, the sustainability of the European Union may require a
rethink about transfers from an equity point of view. Alternatively,
competitive distortions would have to be removed.

— Competitiveness is reflected in the export performance of member
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states, although a distinction must be made between intra-EU and
extra-EU trade. Constant market share analysis for evaluating com-
petitiveness in the EU shows moderate trade share losses for the
Euro Area and losses more than twice as high for the opt-out coun-
tries. By contrast, the new member states have been the big winners
in intra-EU trade.

The trade performance can be related to cost competitiveness, which
is measured with respect to labour and capital costs. Rather than us-
ing the usual indices for labour costs, the paper presents a new and
original methodology to calculate equilibrium unit labour cost lev-
els. Assuming that in equilibrium the rates of return on capital are
equalized, it is possible to calculate a unit labour cost equilibrium
benchmark. If actual unit labour costs are higher or lower than this
theoretical equilibrium level, a country may be said to be over- or
undervalued. This information is summarized by a unique new Com-
petitive Index, which is calculated as the difference between actual
and equilibrium unit labour costs. The paper shows that most South-
ern European member states are overvalued, and that most Northern
member states, with the exception of Austria, are undervalued.

The link between competitiveness in unit labour costs and wage
bargaining suggests that the European “Golden Rule”, according to
which nominal wages should increase by the rate of labour produc-
tivity growth plus inflation, as frequently suggested by authorities,
gives the wrong policy recommendation, because it stabilises profit
margins but does not adjust to changes in capital productivity, so
that the return on capital will reflect competitive distortions. When
capital efficiency slows down after interest rates are cut, more wage
restraint would in fact be required, despite an increase in labour
productivity. But this is unlikely to be the response of wage bar-
gainers, because the accommodating monetary policy will contribute
to faster growth, higher employment and therefore a tighter labour
market. Thus, the long run trend of lower interest rates in the Euro
Area is likely to have caused the lasting deterioration of relative cost
competitiveness in the South.

If the blind market logic causes significant distortions to sustainable
wage-setting, other mechanisms need to be found to curtail the dis-
turbance. Evidence from data on wage bargaining institutions and
unit labour costs sends a clear and coherent message: more central-
ized wage bargaining by coordinating wages across sectors, extend-
ing collective bargaining and strengthening trade unions improves
competitiveness within the Euro Area.

Macroeconomic imbalances and comparative advantages in the Euro Area



Executive Summary

— With respect to economic growth we find that private investment
drives economic growth in the Euro Area, while public investment is
not significant. However, competitiveness and the yield curve (mon-
etary policy) have become highly significant in European monetary
union. Hence, improving cost competitiveness can make an impor-
tant contribution to stimulating growth, employment and other mac-
roeconomic variables.

— Assessing the impact of competitiveness on fiscal policy in the Euro
Area, we find no evidence of miracles in fiscal consolidation resulting
from improved competitiveness. Pushing the Excessive Imbalance
Procedure on top of the Excessive Deficit Procedure and the Stability
and Growth Pact could have devastating consequences for peripheral
countries in the European Union.

— The fundamental structural reallocation of labour and capital in Eu-
rope is creating gains and losses, winners and losers. In a social mar-
ket economy, a government should correct such distortions in the
common interest. One solution could to set up a European Treasury
and devise a European industrial strategy. In addition, it may also be
useful to set up a European Economic Holding, or European Insti-
tute for Economic Reconstruction, which would assist on a day-by-
day basis with the implementation of an integrated European-wide
growth strategy.

— Seven concrete policy recommendations can be derived from this
analysis:

1. Restructure Eurostat’s reporting of macroeconomic accounts in
such a way that a clear distinction is made between intra- and
extra-Euro Area payments, assets and liabilities.

2. Drop all undifferentiated references to current accounts and net
international investment position (NIIP) from the scoreboard of
the Alert Mechanism Report, as it is creating a distorting bias to
the monitoring of intra-Euro Area imbalances and competitive
advantages.

3. Policy makers should be aware that in a currency union money
flows are a tool that keeps the union functioning and at the same
time corrects imbalances automatically in the long run. From an
economic point of view, there is no need for fiscal transfers (a
Transfer Union) to make monetary union sustainable, although it
is crucial to ensure that banks have unrestricted access to central
bank liquidity. Otherwise, the currency union would collapse.

4. Stop talking about ‘foreign’ debt when it is effectively debt to oth-
er residents in the Euro Area and forget about the need to shift in-
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centives from non-tradable to tradable sectors. Instead, maintain
balanced and equitable growth within all member states without
imposing excessive restrictions.

. The Eurosystem should explain once and for all that TARGET2

imbalances are a sign of strength of the currency area, as they
compensate for the malfunctioning interbank market. Providing
liquidity to commercial banks and guaranteeing that payments
are made under all circumstances is the conditio sine qua non of
European Monetary Union.

. Rebalancing wage costs in Europe requires higher wages in the

North, but lower wage increases in the South. Otherwise price sta-
bility would be threatened and the ECB would be forced to pur-
sue tighter monetary policies. More inter-regional transparency
is needed and may be achieved by better coordination between
trade unions.

. The European Commission should start publishing regularly a

competitive indicator using the new methodology and base its
evaluations in the Alert Mechanism Report on the data obtained
at this level, rather than using indicators which can reflect rates of
change only, and not competitiveness levels.

Macroeconomic imbalances and comparative advantages in the Euro Area
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Foreword

Between the threatened collapse of the global financial markets in the
autumn of 2008 and the June 2012 European Council meeting, the EU
held some 20 summit meetings exclusively devoted to crisis resolution.
The summit on 28—29 June 2012 took place against the backdrop of a
dramatically worsening economic environment, with the EU entering
the second recession in four years and Spain and Italy becoming once
again the target of speculative attacks. In this situation, business as usu-
al would have meant a worsening of the crisis and perhaps total collapse
of the euro.

Starting in early 2010, the crisis of the global financial system turned
into a systemic balance-of-payments crisis in the Euro Area, since when
the European leaders have adopted an approach of doing consistently
‘too little, too late’. Up until now, largely misguided analyses of the un-
derlying causes on the part of both the Council and the EU Commission
have led, inevitably, to wrong policy responses. Across the board, and
without any further differentiation being made among the crisis coun-
tries in the periphery of the euro area, deficiencies in (price) competi-
tiveness, together with the propensity for public spending and ensuing
high levels of public debt, have been identified as the ills at the roots of
the euro crisis. Only now has it begun to occur to policy makers that ef-
fective crisis management must, first and foremost, target a decoupling
of public from private-sector debt, and that austerity measures alone will
lead to ever higher levels of public deficits and debt.

The European Council has taken some first and cautious steps towards a
further deepening of the political and economic integration of the Euro
Area. Growth-enhancing measures are to complement the Fiscal Com-
pact, and a Banking Union with a single European banking supervisor
are part of a new master plan for a Fiscal and Political Union. So far,

Macroeconomic imbalances and comparative advantages in the Euro Area 13
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however, all efforts on the part of Europe’s Heads of State and Govern-
ment to still the conflagration of the euro crisis have been characterized
by a lack of consensus as to what kind of crisis it is that we are dealing
with.

Until the victory of Frangois Hollande at the recent French presidential
elections, the prevalent view — moulded predominantly by the French
and German governments — was that the sovereign debt crisis is the re-
sult of a growing macroeconomic divergence among member states. As
such, a stronger surveillance of national fiscal policies, alongside struc-
tural reforms aimed at restoring competitiveness and sound economic
growth, were considered the panacea for overcoming the crisis. Mean-
while, however, and due also to the near collapse of the Spanish bank-
ing system, another explanation of the debt crisis is beginning to gain
political currency: from this new perspective, what Europe is primarily
experiencing are severe liquidity and solvency crises of its banking sys-
tem that can be stopped only by a lender of last resort that would be in
a position to calm the markets and in this way prevent an avalanche of
sovereign defaults.

As long as this polarization of the debate persists, the Europeans will
be in no position to develop a crisis resolution strategy that transcends
mere crisis management. Structural reforms are necessary but will de-
liver their results only in the longer term, failing to address the immedi-
ate crisis. To achieve results in both the present and the future, Europe
will have to bridge the gap between the two predominant views concern-
ing the root causes of the crisis, and to agree on a strategy that assures
market access to liquidity, while at the same time continuing to pursue
the objectives of gradually consolidating budgets and enhancing com-
petitiveness.

In this study of Macroeconomic imbalances and comparative advan-
tages in the Euro Area, Stefan Collignon outlines what he considers to
be the key elements of such a comprehensive strategy for the Euro Area.
According to his analysis, one of the key reasons why Europe’s decision-
makers have not so far chosen this road is that they confuse the Euro
Area’s political with its economic sphere. They continue, in other words,
to take for granted the nation state as the policy-making framework,
even though monetary union means that the economy has become inte-
grated into a single market with a single currency. This biased view, so
Collignon argues, has led to important policy errors insofar as it encour-

14 Macroeconomic imbalances and comparative advantages in the Euro Area



Macroeconomic imbalances and comparative advantages in the Euro Area

ages the belief that member states are in a position to solve policy prob-
lems on their own, when what is in fact required is ‘a coherent European
framework for centralized European macroeconomic policies’.

The emergence of macroeconomic imbalances among EU member
states, and the establishment in 2011 of a new surveillance tool — la-
belled the Excessive Imbalance Procedure (EIP) — incorporating rules to
prevent future imbalances, are at the core of Stefan Collignon’s analysis.
His argument, in a nutshell, is that the premises of the EIP are flawed,
and its implementation misguided, because so-called ‘foreign’ debt is,
effectively, debt to other residents in the Euro Area.

The author accordingly claims that current indicators used by the Com-
mission fail to provide a correct or accurate assessment of imbalances
in the Euro Area, and he thus devises a new ‘Competitive Index’, calcu-
lated as the difference between actual and equilibrium unit labour costs,
which he recommends as an alternative and better indicator in the con-
text of the Alert Mechanism Reports to be issued by the European Com-
mission in the future.

This study is the result of a cooperation initiative among the Bertels-
mann Stiftung, the European Trade Union Institute and the Friedrich-
Ebert-Stiftung. The views expressed remain the sole responsibility of the
author and do not necessarily concord with those of the editors whose
wish, nonetheless, is that this study should receive broad dissemination
so as to prompt a lively debate in Europe. The views expressed by Pro-
fessor Collignon are indeed well-timed, offering, as they do, alternative
tools with which to approach the Euro Area crisis and construct a new
vision of European economic and social integration.

Thomas Fischer
Bertelsmann Stiftung

Andreas Botsch
European Trade Union Institute

Andri Géarber
Friedrich Ebert Stiftung
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Introduction

Introduction

The European debt crisis started as a small local policy shock in Greece,
but it has come to threaten the survival of the Euro and ultimately of the
whole European project. Finding the proper policy responses is there-
fore crucial.

Yet without correct theoretical analysis, practical measures to overcome
the euro crisis may fail or even make the crisis worse. This is what we
have seen over recent years. The dominant policy consensus, which was
strongly shaped by German policy makers and then gradually adapted
by the European Commission and most member states, claims that the
crisis is a consequence of excessive deficits and violations of the Stability
and Growth Pact. This consensus sees the reasons for the lack of budget
discipline either as political irresponsibility or as the desire to cover up
for losses in economic competitiveness. The logical policy response is,
therefore, on the one hand a tightening of the fiscal framework, and on
the other hand structural reforms to restore competitiveness.

This policy consensus explains certain aspects of Europe’s economic dif-
ficulties, but it ignores some important features of the crisis. First of all,
there is a problem with timing. Structural reforms take a long time to
implement and even longer to produce results. They are therefore un-
likely to address the immediate crisis. Secondly, the consensual view
articulates competitiveness within the Euro Area primarily in terms of
current account imbalances and not in terms of relative prices and costs.
However, as we will argue below, balance-of-payment flows in monetary
union cannot be reduced to competitive advantages. Thirdly, tight budg-
et discipline is needed in a boom, but in the recession it will aggravate
the crisis and push up unemployment. Hence, fiscal austerity has short-
term effects that could prevent the long-term objective from ever being
reached. There is evidence that this is precisely what is happening in

Macroeconomic imbalances and comparative advantages in the Euro Area 17
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Greece (Collignon 2012). Fourthly, the dominant policy consensus ig-
nores the impact made by the financial crisis of 2008 on banks’ balance
sheets and the liquidity in Europe’s imperfectly integrated financial mar-
kets. Policy makers have, therefore, often refused to bail out debtors in
distress and failed to calm markets. Given these shortcomings, a broader
view of analysing the crisis is needed.

There are two theoretical models for explaining the European debt cri-
sis.! The fundamentalist interpretation focuses primarily on imbalances
in macroeconomic fundamentals, such as budget deficits and current
account imbalances between member states. It recommends sticking
to the principles of ‘a sound and competitive macroeconomic base and
solid public finance’ (Weidmann 2001). The remedy is, therefore, to im-
plement ‘painful reforms’ and consolidate budgets, which would rebuild
trust and confidence in financial markets (Issing 2009). The Commis-
sion (2010) has also argued that large macroeconomic imbalances have
made the finances of EU and Euro Area member states more vulner-
able to economic shocks, and it has therefore suggested that fiscal pol-
icy should not be viewed in isolation. In order to address this issue, the
European Union has created the new Excessive Imbalance Procedure,
which is to serve as a tool for surveillance and correction of unsustain-
able imbalances and persistent distortions in competitiveness.

Alternatively, monetarists explain the European debt crisis as a liquid-
ity crisis. Their argument goes as follows: a small local liquidity shock
causes a sudden deterioration in a specific class of asset values. For ex-
ample the Lehman bankruptcy represented such a shock which caused
many asset prices to collapse; it was followed by a second shock when
the newly elected Papandreou government revealed that its predecessor
had lied over budget deficits and, as a consequence, the value of Greek
government bonds fell rapidly. These shocks placed the banks’ balance
sheets in difficulties and reduced their equity.2 When banks started to
distrust each other’s creditworthiness, their need to hold highly liquid
assets spilled over into the financial system as a whole. Financial institu-
tions and investors then responded by selling less liquid assets and this

1. These two views resemble the debate between economists (mainly in Germany) and monetar-
ists (mainly in France) in the 1980s

2. Write-offs of losses for banks after the Global financial crisis have amounted to 10-20 percent
of banks’ net worth. See Collignon 2011b
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reinforced the collapse of asset prices. At that point a full-blown sys-
temic financial crisis becomes inevitable. Banks will now restrict their
lending and the ensuing credit crunch will turn the financial crisis into
an economic crisis that will affect the entire ‘real’ economy. The resulting
output and revenue losses will increase budget deficits and public debt
ratios, thereby further undermining trust and confidence in the econom-
ic situation (Chacko et al. 2011; Collignon et al. 2011). In this case, a
crisis must be stopped by a lender of last resort who restores trust and
confidence and ensures that markets remain liquid. Only a lender of last
resort can provide the liquidity necessary to prevent the crisis from turn-
ing into a default avalanche. Thus, although the views of fundamental-
ists and monetarists are not mutually exclusive, they have very different
implications for policy.

This paper is an attempt to bridge the gap between monetarists and fun-
damentalists. Unless the short-term problems of Europe’s financial cri-
sis are dealt with immediately, the time required to overcome Europe’s
structural weaknesses may run out. We therefore need to articulate a
strategy that will assure markets’ access to liquidity, while the consolida-
tion of public finances and the elimination of competitiveness gaps will
be achieved only gradually. However, building bridges requires an open
mind and new thinking. Though policy makers claim to have learned
from past mistakes, they stick too often to old ideas. This is due not only
to diverging interests, such as the need to protect national tax payers,
and so on, but also to the application of inappropriate economic theories
in the context of European integration.

Ultimately, Europe’s policy problems result from a conflict between
political correctness and economic logic. Political orthodoxy maintains
that member states are sovereign, while from an economic point of view
they are provinces in Euroland. Governments believe that they can ig-
nore the external effects that their policies exert on all others, while wel-
fare optimization requires that, in an integrated market with a single
currency, these externalities be regulated in the common interest. This
inconsistency has, no doubt, deepened the Euro-crisis. Despite govern-
ments’ attempts to muddle through, this conflict between old political
thinking and new economic requirements will not be solved until either
the EU has been dismantled and every state returned to the nation state
logic, or a fully integrated and democratically controlled macroeconomic
policy framework has been set up. Tertium non datur.

Macroeconomic imbalances and comparative advantages in the Euro Area 19
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In this paper, I take it for granted that the arguments in favour of Eu-
ropean integration are far more convincing than those calling for a re-
turn to Kleinstaatlerei. However, I will argue that, despite their best in-
tentions, European authorities have implemented reforms that remain
stuck in old thinking and unlikely to solve Europe’s crisis. The reason is
a misperception of how monetary union works. In the first part of this
paper I will critically discuss the policies, institutions and mechanisms
of monetary union, as well as the nature of macroeconomic imbalances
in the Euro Area. In the second part, we will move on to focus on cost
competitiveness in the Euro Area as the more relevant concept for ex-
plaining and correcting imbalances. In the conclusion we will look at
possible developments for the future.
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1. How European Monetary Union works

Introduction

In this chapter, we will look first at the Euro Area’s governance and the
European Commission’s approach to removing macroeconomic imbal-
ances. We will then discuss the usefulness of balance of payment con-
cepts for assessing macroeconomic imbalances in European Monetary
Union and finally describe how current account deficits are financed in
monetary union.

1.1 The Excessive Imbalance Procedure, national
statistics and the chauvinistic bias

Europe's new economic governance

Let us start with governance issues. One key lesson from the crisis has
been that more attention needs to be paid to macroeconomic imbalances
and divergences in competitiveness between EU countries (European
Commission 2012). Nevertheless, European authorities have imple-
mented a number of important reforms which are even broader than
this. 3

First, under pressure from financial markets, liquidity problems were
tackled by setting up three emergency facilities (Collignon 2011). The
European Financial Stability Mechanism (EFSM) allows the European
Commission to borrow on financial markets on behalf of the Union un-
der an implicit EU budget guarantee in order to support EU member

3. For a summary see Fischer and Hofmann 2011.
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states under the regulation of balance of payment of non-Euro Area
member states.+ It has a budget of Euro 60 billion. In addition, the Eu-
ropean Financial Stability Facility (EFSF) was set up in May 2010. Its
purpose is to provide loans to Euro Area member states with difficulties
in accessing the primary market, to recapitalise banks when needed and
to intervene in the secondary markets.> The EFSF was authorized to bor-
row up to 440 billion in funds guaranteed by Euro Area member states,
to which the € 60 billion of the EFSM should be added, while additional
funding to the International Monetary Fund of at least 250 billion was
secured as a safety umbrella for distressed member states. This meant
that the crisis mechanism created in May 2010 amounted to total funds
of 750 billion euros. While support for Greece was provided from the
EFSM, the first Euro Area member state to use the newly established
EFSF facility was Ireland, in November 2010. The total Irish package of
financial assistance amounted to 85 billion euros. In April 2011, Portu-
gal also negotiated a rescue package, which was formally agreed in May
2011, amounting to 78 billion euros, 26 billion of which were financed
under the EFSM, another third by the EFSF, and the final third by the
IMF. All three rescue packages were conditional on fiscal consolidation
strategies and adjustment programmes.

The EFSF has had already had two lives. The original EFSF (EFSF-1)
was decided in May and set up in June 2010. However, it soon became
clear that to obtain AAA rating for bonds issued to finance the EFSF,
cash guarantees had to be given, which handicapped the fund’s lending
capacity. In December 2010 the guarantee commitments were increased
from 440 billion to 780 billion. Finally, in December 2010, the European
Council created a permanent crisis mechanism, the European Stability
Mechanism (ESM). This is expected to be merged in 2012 with the EFSF
and to replace the latter as a permanent intergovernmental institution.
Its purpose is to provide loans to the Euro Area member states and it
may exceptionally intervene in debt primary markets.

However, as the frequent changes to the arrangements show, these ‘mon-
etarist’ remedies have often come too late or have not gone far enough,
because fundamentalists have been willing to accept only measures that

4. The legal basis for the EFSM is article 122 TFEU and the Council regulations no. 407/210 of
11May 2010.

5. EFSF, available at: http://www.efsf.europa.eu/attachments/efsf_guideline_on_interven-
tions_in_the_secondary_market.pdf [accessed 01.03.2012].
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were consistent with their own fundamentalist view while rejecting the
liquidity explanation. Thus, the simple and elegant solution of issuing
Eurobonds to deal with the liquidity shock has been vetoed repeatedly
by the German government. In addition, chaotic communication by gov-
ernments has aggravated uncertainty in financial markets, because loose
talk by member states has often put into doubt their political commit-
ment to safeguard the euro (Collignon et al. 2011).

Second, fiscal policy has been tightened. While monetarists have always
been running behind the curve, fundamentalists were successful in im-
posing reforms to deal with policy misbehaviour. They strengthened
fiscal discipline by improving the coordination of national budget poli-
cies and reducing discretion in enforcement of the Stability and Growth
Pact (SGP).® They created the European Semester, which sets in motion
a communication cycle between member states’ budget planning pro-
cesses. They have also adopted a ‘reverse voting mechanism’ to facilitate
the imposition of sanctions against violations of the SGP (European Par-
liament 2011). Furthermore, in December 2011, the European Council
agreed on a new fiscal pact, the so-called Euro Plus Pact, which will be
adopted under a separate Treaty by 25 member states (not the UK or
the Czech Republic). Governments are also expected to introduce ‘debt
brakes’ into their national budget processes, often through constitution-
al amendments. It remains to be seen whether these new procedures,
which are essentially a form of voluntary policy coordination among sov-
ereign member states, can ever deliver consistent fiscal policies. How-
ever, this is not the object of this paper.”

Third, macroeconomic imbalances have become part of policy makers’
‘common concerns’. These reforms are aimed at restoring competitive-
ness by correcting imbalances in the Euro Area, because it has been
noticed that member states with difficulties regarding public (Greece,
Portugal, Italy) or private (Spain, Ireland) debt have also run large cur-
rent account deficits. The fundamentalist thesis is that current account
imbalances reflect a lack of competitiveness and unsustainable national

For details see European Commission 2010 and European Council 2010.

For an assessment of the sustainability of public debt in Europe, see Collignon 2012; for a
critique of Europe’s intergovernmental governance see Collignon 2003; 2008; Collignon and
Paul 2008. ECB president Jean-Claude Trichet (2011) has proposed the creation of a Euro-
pean Treasury, which could reduce the excessive surplus of intergovernmentalism, although
such an institution needs to be firmly grounded in the democratic legitimacy of Europe’s citi-
zens.

~N O
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macroeconomic policies. In principle, this reflects progress in the eco-
nomic governance of the Euro Area. Ignoring how macroeconomic devel-
opments in member states have affected the Euro-aggregate has always
been a major weakness in Europe’s economic governance (Collignon
2008). Even the European Commission, whose purpose it is to ‘promote
the general interest of the Union and take appropriate initiatives’ (TEU,
art.17), has often looked at the Euro Area as if it were an assembly of
states instead of treating it as an integrated monetary economy. Hence,
the devil is in the detail. In principle, it is a good idea to monitor macro-
economic developments in the Euro Area, but the practical implementa-
tion of the idea matters substantially for finding ways out of the crisis.

All these reforms together amount to a substantial transformation of the
Euro Area’s economic governance. Yet most of them have been ad hoc
responses rather than a carefully considered policy framework. They are
still far from a genuine ‘economic government’. Some of these measures
may make a real difference, some may be irrelevant, and some could be
harmful. The fiscal policy rules imposed under the new pact have already
been scrutinized widely and are far from being convincing from a theo-
retical or empirical point of view. However, the newly created Excessive
Imbalance Procedure has been little discussed. We will see that, in a cur-
rency area, not all imbalances are unsustainable and some may actually
turn out to be benign. Nevertheless, the issue of imbalances within the
Euro Area is for real; we therefore need to clarify their causes and role in
a currency union before solutions can be prepared.

The Excessive Imbalance Procedure

Macroeconomic imbalances take many forms: they may appear as infla-
tion differentials, diverging cost levels, increasing income gaps between
regions, unemployment clustering, and social inequalities. In interna-
tional economics, imbalances are frequently associated with balance-of-
payment items, such as current account deficits and capital flows, which
contribute to changes in foreign currency denominated assets and debt.
The Maastricht Treaty initially stipulated monitoring of macroeconomic
developments in the Euro Area under the Broad Economic Policy Guide-
lines (BEPG). This has proved to be too weak. At the end of 2011 the so-
called ‘six pack’ legislation produced a sprawling package of new rules
intended to (1) tighten economic coordination among Euro Area govern-
ments; (2) prevent governments from building up excessive debts and
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(3) monitor economic imbalances between member states in order to
send early warnings at the build-up of asset bubbles (Commission 2010).

We will concentrate our discussion on this third point.

The major innovation is the Excessive Imbalance Procedure (EIP),
which aims at preventing and correcting macroeconomic imbalances.
This new instrument is largely a copy of the Excessive Deficit Procedure
(TFEU, art. 126), which was translated into secondary legislation by the
Stability and Growth Pact (SGP). Like the SGP, the EIP has two ‘arms’,
a corrective and a preventive one.® The corrective arm closely resembles
the Stability and Growth Pact. Once the EU Commission has formally
established that a member state’s imbalance is ‘excessive’ and the Coun-
cil has agreed, a non-interest bearing deposit amounting to 0.2% of GDP
will be imposed. This deposit would be converted into a fine in the event
of non-compliance with the Commission’s recommendation to correct
the imbalance. If a member state repeatedly fails to act on recommenda-
tions or does not present a corrective action plan sufficient to address
excessive imbalances, it will have to pay a yearly fine. The fine should, as
a rule, be equal to 0.1% of GDP of the member state concerned. Hence
the corrective arm looks fairly constraining. However, it is somewhat
paradoxical to copy the Excessive Deficit Procedure to deal with mac-
roeconomic imbalances, given that fundamentalists claim that the EDP
has not been able to prevent the sovereign debt crisis. Why should such
a procedure work for avoiding macroeconomic imbalances?

The preventive arm is part of the ‘European Semester’ when member
states are coordinating their budget plans. At its core stands the annu-
al Alert Mechanism Report (AMR), which will identify countries and
issues for which an in-depth review is deemed necessary. Based on a
scoreboard, the European Commission examines economic indicators
that identify what it calls ‘internal and external imbalances’. Different
thresholds apply for Euro Area and non-Euro Area member states.
Here is a list of these indicators: (see European Commission 2012 and
2012a)

8. See: Regulation (EU) No 1175/2011 of the European Parliament and of the Council of 16
November 2011 amending Council Regulation (EC) No 1466/97 on the strengthening of the
surveillance of budgetary positions and the surveillance and coordination of economic poli-
cies; and: Regulation (EU) No 1176/2011 of the European Parliament and of the Council of 16
November 2011 on the prevention and correction of macroeconomic imbalances.
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External imbalances and competitiveness:

3-year average of the current account balance as a percentage of
GDP, with a threshold of +6% and - 4% of GDP;

Net international investment position (NIIP) as a percentage of GDP,
with a threshold of 35%; [the NIIP shows the difference between a
country’s external financial assets and external financial liabilities];
5-year percentage change of export market shares measured in val-
ues, with a threshold of 6%;

3-year percentage change in nominal unit labour cost (ULC), with
thresholds of +9% for euro area countries and +12% for non-euro
area countries;

3-year percentage change of the real effective exchange rates (REER)
based on HICP deflators, relative to 35 other industrial countries,
with thresholds of -/+5% for Euro Area countries and -/+11% for
non-Euro Area countries.

Internal imbalances:

Private sector debt as a percentage of GDP with a threshold of 160%;
Private sector credit flow as a percentage of GDP with a threshold of
15%;

Year-on-year changes in deflated house prices, with a threshold of
6%;

Public sector debt as a percentage of GDP with a threshold of 60%;
3-year average of unemployment rate, with a threshold of 10%.

The major problem with this Excessive Imbalance Procedure is that
it conducts policy surveillance using tools familiar from international
economics but which have lost their significance in the Euro Area. The
reason for this problem is a misunderstanding of the functional mecha-
nism of a currency area. Monetary union is often discussed as if it were
a fixed exchange rate system with a same currency denomination.? Some
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An amazing example of such distorted views is the Sinn and Wollmershaeuser (2011) paper
which places EMU on the same footing as Bretton Woods. If already important economists
within the EU do not fully understand how monetary union works, the confusion is even
worse outside Europe. In 2009, a leading Chinese investment banker told me that Chinese
decision-makers knew Obama and the US Constitution, but did not understand how Europe
was governed. After the debt crisis erupted, an ECB board member was asked at a public
meeting in Kyoto in 2010 whether it ‘was not time to devalue the Greek currency within the
euro’!
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commentators believe that it should be possible to take a holiday from
such a system, just as member states used to join and exit the European
Exchange Rate Mechanism (ERM) (Feldstein 2010). But this is wrong.
Monetary union is not a currency board. The difference in the function-
ing of fixed exchange rate mechanisms and a single currency is explained
in detail below. My point here is that, with the exclusion of unit labour
costs, none of the ‘external’ indicators on the score board are providing a
correct assessment of imbalances in the Euro Area.

The proposed indicators use concepts derived from national statistics,*
which are no longer consistent with the functioning of monetary union.
For example, to speak of member states’ ‘external’ balances when a large
share of the statistically recorded transactions originate from within the
Euro Area makes only very limited economic sense. There is nothing ‘ex-
ternal’ about imbalances within the same currency area. Why should one
care about current account balances between Germany and Italy, but not
between Bavaria and Saxony or Sicily and Lombardy? This question is at
the core of the Euro crisis, but few observers address it correctly and the
implicit answers contained in the EIP are mistaken.

Similarly, the notions of Net international investment position (NIIP),
or net foreign asset or external debt of a ‘country’ are irrelevant in a
monetary union. Why should one call ‘domestic debt’ a credit given
to a local firm by a Greek bank which gets its money from the ECB,
but ‘foreign debt’ a credit to the same borrower from a German bank
which also gets its money from the ECB? From a macroeconomic point
of view this makes no sense, for the entire banking system has equal
access to base money. From a microeconomic point of view it may, of
course, be reasonable to assess the solvency of banks in national jurisdic-
tions, at least as long as banks are controlled by national financial su-
pervision; but this has nothing to do with macroeconomic imbalances.
Hence, applying the familiar notion of external balances to members
of monetary union confuses economic, political and juridical concepts
and prevents us from taking the right decisions for overcoming the cri-
sis, because it creates a chauvinistic bias for policy makers in the Euro
Area.

10. By ‘national’ statistics we do not refer to the way they are collected, but to the conceptual issue
of whether or not the recorded transactions are inherently national in character.
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Old thinking and chauvinism

Dictionaries define chauvinism as ‘prejudiced belief in the superiority of
one’s own gender, group or kind’, or ‘a blind belief in national superior-
ity’. Hannah Arendt (1945) said of chauvinism that it ‘almost naturally
springs from the old idea of the national mission [(...) which] might be
interpreted precisely as bringing its light to other, less fortunate peoples
that, for whatever reason, have miraculously been left by history without
a national mission’. Some statements made during the European debt
crisis would doubtless fit such a description.

However, Ravenscroft (2005) has defined chauvinism in a simpler way
by describing it as ‘a bias in favour of the familiar’. This is the sense in
which I will use the term chauvinism in this paper. Chauvinism keeps
people stuck in old patterns of thinking.

The ‘bias in favour of the familiar’ results from taking for granted the
nation state framework for policy making, even if the economy has be-
come integrated in a single market with a single currency. The bias can
lead to important policy errors because it supports the idea that member
states can solve policy problems on their own, when in fact a coherent
European framework for centralised European macroeconomic policies
is required. For example, it is has sometimes been argued that bailing
out distressed debtors was not desirable because ‘every government has
to make order in its own house’. The implication here is that member
states are the appropriate institutional framework for keeping the Eu-
ropean house in order because national governments are familiar with
what is good for their people. However, on the same basis, the European
house has many flats, and someone should be responsible for the com-
mon parts. National governments are much less familiar with the lat-
ter, and Europe has no authoritative agent to manage them. Hence, the
familiar idea that member states are in charge of governing Europe has
become an obstacle to the improvement of European welfare.

Chauvinism is an attitude that feeds the resistance to more decision-
making at the European level and is often justified on grounds of the
subsidiarity principle. In reality, however, the resistance to setting up
a macroeconomic government at the European level constitutes a viola-
tion of the subsidiarity principle which states that a central authority
should perform those tasks which cannot be performed effectively at a
more immediate or local level. Economic theory has argued for over half
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a century that macroeconomic stabilisation policies need to be central-
ised at the same level as monetary authority (see Musgrave and Mus-
grave 1973). Retaining competences for macroeconomic policies at the
familiar national level is therefore contrary to subsidiarity.

Given 400 years of European history, we are all perfectly familiar with
nation states, but after only 10 or 12 years of existence the euro is hardly
yet a familiar institution. Half a century ago, Europe needed to heal its
wounds from two disastrous world wars, crimes against humanity and
intolerable dictatorships. Overcoming the shadows of the past required
European policies to be firmly grounded in the democratic legitimacy of
nation states and it is, therefore, not surprising that the mechanisms of
a unified currency area are often misunderstood and that policy mak-
ing is biased in favour of nation states. This bias must be overcome by
lucid analysis, for otherwise chauvinism will generate economic and
social instability. Prisoner dilemmas and moral hazard will systemati-
cally generate coordination failure. Efficient policies for managing the
integrated market and the Euro Area thus become increasingly hard to
achieve. These diminishing returns from ‘output legitimacy’, in other
words, from the fact that people have consented to European integration
because their welfare was improved, are gradually undermining the ac-
ceptance of the European project and could ultimately destroy the Euro-
pean Union (Collignon 2003).

In fact, the bias in favour of the familiar confuses the European politi-
cal with the economic sphere. The political sphere is characterised by
institutional and political heterogeneity, where national constituencies
legitimize and impose different political constraints on member states.
This heterogeneity creates a holistic sense of ‘us’ against ‘them’ and an
attachment to separate identities instead of unified interests; it prevents
thereby the emergence of genuine European democratic legitimacy. The
economic sphere, on the other hand, is defined by monetary homogene-
ity, because the European Central Bank sets a common domestic budget
constraint for the entire Euro Area by determining money supply. At
the same time, the ECB’s foreign exchange reserves constitute the Ar-
ea’s common external budget constraint. These political and economic
spheres often interact inconsistently in the context of Europe’s inter-
governmental policy framework. The conflict between the two spheres
is fairly obvious with respect to budget policies, where the Stability and
Growth Pact has become nearly synonymous with coordination failure;
but the inconsistency is now also dominating the proposals for avoid-
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ing excessive macroeconomic imbalances, because the chauvinistic bias
justifies the assumption that the member states in the Euro Area are still
subject to separable national budget constraints. This is wrong. To un-
derstand why, we need to recall the meaning of the concepts of current
accounts and balance of payments.

1.2 Current accounts in EMU: a category mistake
Conceptual issues

According to the IMF Balance of Payment Manual (1993:6), ‘the balance
of payments is a statistical statement that systematically summarizes,
for a specific time period, the economic transactions of an economy with
the rest of the world’. The trouble starts here. What is an economy? If we
assume with chauvinistic bias that an economy is a country is a state,
then we focus on the juridical aspect of an economy. The IMF (1993:7)
takes that approach here: ‘a country’s economic territory consists of a
geographic territory administered by a government’. However, that
does not help in the European context, for while there is agreement that
the Euro Area is not administered by a government, one could argue
that it should be. In fact, the state-like nature (or not) of the EU has
long been debated, without any conclusion having been reached.

By contrast, if we focus on the payment aspect of the economic transac-
tions, then money is the distinguishing category.' The balance of pay-
ments records payments for goods, services and financial assets which
need to be converted from foreign into domestic currencies. What is
‘foreign’ is determined by the fact that foreign currency is not accept-
ed as a domestic means of payment. Which of these two interpreta-
tions of the balance of payments one uses depends on the purpose. For
the economic analysis of a functioning market economy, the monetary
aspect should dominate. For policy-related interference by governments
and regulators in the economy, one may have to refer to jurisdictions.

Payments in foreign currency for economic goods and services are re-
corded, after conversion into domestic values, in the current accounts

11.  Keynes (1930) famously defined money as a means of payment which is ‘the ultimate asset
that extinguishes debt contracts’.
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of the balance of payments; a payment received is a credit, a payment
going out a debit. The changes in financial assets and liabilities appear
in the capital accounts.’? The net difference between these two flows
determines the changes in foreign reserves. Current account payments
are related to ‘real’ transactions, such as imports and exports, but also
factor income for labour and capital, or governments transfers like for-
eign aid, and so on. Cohesion and structural fund payments in the Euro-
pean Union are such transfers. The financial flows recorded in the capi-
tal accounts refer to foreign direct investment, portfolio investment and
other financial transactions of the domestic economy with the rest of the
world. Net foreign reserves are assets in the balance sheet of the central
bank and their liability counterpart is central bank money or base money
(Mo).® Mo consists of banknotes (cash) and deposits which commercial
banks hold with the central bank. (See Box 1.)

Box 1 Balance of payments and money

For a given economy, the demand and supply of foreign currency is
determined by the following payment streams: demand for foreign
currency is derived from the need to pay for imports and also for
foreign financial assets, in other words, for capital outflows; supply
of foreign currency is obtained by selling goods and services abroad
(and receiving income for labour and capital), that is, exports, plus
foreigners buying financial assets denominated in domestic cur-
rency, namely, capital inflows. Hence, we have:

Demand: IM + Kt
Supply: EX + Kin

At a given exchange rate, the excess supply of foreign currency is
accumulated by the central bank and shown in its balance sheet as
the change in net foreign assets:

12. The nomenclature of the IMF distinguishes between financial accounts and capital accounts.
The former cover most of the items, which traditional theory calls capital flows, while the
IMF capital account records mainly capital transfers, which are usually very small compared
to other BOP transactions, except in rare cases where a country is the beneficiary of substan-
tial debt forgiveness.

13. In the Euro Area, governments have a claim on ECB reserves in proportion to their share
capital.
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ANFA = EX + Kj, — (IM + Koyp) = (EX-IM)+ (Kip, — Koup)

where (EX — IM) stands for the current accounts and (K;, — Kqyt) for
the balance of capital accounts. A surplus in the capital accounts is
equivalent to foreign borrowing, a deficit of foreign lending.

Excess of supply of foreign currency would lower the price of foreign
currency and cause the domestic currency to appreciate in value. The
central bank could stabilise the exchange rate by buying up the excess
supply of foreign currency and as a consequence it would issue central
bank money. Inversely, if there is excess demand for foreign currency,
the exchange rate would depreciate or the Central bank will need to
sell net foreign assets. This is clear from a simplified central bank bal-
ance sheet:

Central bank balance sheet

Assets Liabilities
Net foreign assets (NFA)

net lending

to domestic banks

If the Central bank buys NFA and keeps net lending to domestic banks
constant, Mo will increase. The opposite happens if it sells foreign
assets. It could, however, sterilise the purchase of NFA by reducing
net lending to the domestic economy by exactly the same amount by
which NFA have increased.

If the current account balance is in deficit, payments for foreign goods
or services have exceeded the income received from the sale of goods
and services abroad. This is possible only when foreigners grant credit
to domestic operators, or when the latter are able to use previously ac-
cumulated foreign assets to make payments. However, a large portion of
these foreign assets constitute credit claims on foreign economies. Thus,
it takes two to tango: every borrower must have found a lender and every
surplus creates a deficit somewhere else.

Granting credit to an importer is equivalent to a foreigner acquiring a
claim on the domestic economy, in other words, buying a financial asset

denominated in domestic currency. Note that in balance-sheet terms,
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the inflow of capital is equivalent to a net increase of liabilities to non-
residents. It follows that, if foreign reserves are to remain constant, an
excess of imports over exports, that is, a current account deficit, implies
a net import of capital, in other words, a surplus in the capital balance.
The sum of current accounts and capital accounts is then zero. Similarly,
a current account surplus implies an outflow of capital, which means
an increase of asset claims on the rest of the world. The net position of
external liabilities and assets is the economy’s net international invest-
ment position (NIIP) vis-a-vis the rest of the world.

In the old days, when payments were settled by transferring gold, a cur-
rent account surplus was identical to an inflow of gold reserves, which
simply increased the country’s assets. Surplus countries got rich, because
they accumulated gold and silver (specie), deficit countries became poor
because they lost money.'* For example, in the fifteenth and sixteenth
century, Florence ran huge current account surpluses by exporting wool
and silk textiles and earned gold and silver in return which was generous-
ly spent (con larghezza) on the Brunelleschis and Michelangelos of the
time. Once the trade surplus disappeared, Florence’s glory was over. To-
day, the payment function of specie has been replaced by ‘capital flows’,
in other words, by claims and liabilities recorded in balance sheets, and
it is sometimes suggested that the capital balance is simply the mirror of
the current account. This view implies that any current account deficit is
financed by an inflow of foreign capital, although an economy could also
make payments in excess of foreign income by running down previously
accumulated foreign reserves if capital flows are insufficient to finance
the current account deficit.’> Technically, it is therefore not the sum of
current accounts and capital flows, but the balance of payments that is
always zero, because the change in foreign reserves is the balancing item,
which drives a wedge between the current account and capital balance.

With the liberalisation of capital markets, cross-border movements have
developed their own logic and dynamics and are often dissociated from
current account transactions. Investors respond rapidly to all kinds of
economic and political news and this makes capital movements highly

14. Early mercantilist writers were concerned about the loss of money caused by payment out-
flows. See Leigh, 1974. Interestingly, the mercantilist logic derives from the assumption that
the supply of money is fixed at the world level, while trade imbalances redistribute it across
countries. We will see that this is exactly the same mechanism that operates in monetary
union.

15. In the opposite case, it would accumulate foreign reserves.
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volatile. If central banks were to refuse to intervene in foreign exchange
markets and stop buying or selling foreign currency, the exchange rate
would also become highly volatile. This is incompatible with a stable
competitive environment in a single market. Hence, with free move-
ments of capital, central banks have to become very active players in
foreign exchange markets, especially if the currency is relatively small.
But this need for activism increases the risk of running out of reserves
when the economy is hit by substantial shocks. Such shocks can there-
fore cause large exchange rate distortions. The European Monetary Sys-
tem, which functioned from 1979 until the start of monetary union in
1999, tried to solve this problem by granting participating central banks
unlimited short-term credit. China and other Asian economies have
learned the lesson of the Asian Financial Crisis in the late 1990s and
have accumulated large reserves ever since. The reason is that a sud-
den or sustained outflow of funds may reduce foreign reserves to a point
where the central bank can no longer guarantee domestic agents the ac-
cess to foreign currency. This is equivalent to a case of insolvency with
respect to claims on foreign currency. Markets will devalue the domes-
tic currency and this effectively constitutes a market-induced ‘haircut’
of the value of domestic asset relative to foreign currency. Hence, the
balance of payments is important for investors in countries with differ-
ent currencies, because the net foreign financial asset position deter-
mines the country risk, which is ultimately a currency risk. Country risk
means here that each and every debtor and creditor is equally affected by
macroeconomic developments.

Using national statistics from the balance of payments and current ac-
counts to assess macroeconomic imbalances between member states in
a currency union is problematic, because these statistics do not differen-
tiate between domestic (the euro) and foreign currency; they aggregate
intra-Euro Area and external cross-border payments and therefore mix
up what needs to be distinguished. This can lead to wrong conclusions
about the sustainability of current account deficits. The proper distinc-
tion is between Euro Area and Non-Euro Area payments. Unfortunately,
in spite of the need for these statistics, Eurostat does not report them.
The Excessive Imbalance Procedure is therefore based on a conceptually
mistaken information set. It commits a category mistake.*

16. A category mistake is a semantic or ontological error by which a property is ascribed to a
thing that could not possibly have that property.
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The proper way of assessing macroeconomic imbalances would require
distinguishing three forms of payments: (1) local payments within the
same state; (2) intra-Euro Area cross-border payments between mem-
ber states and (3) external payments in foreign currency. The main dis-
tinction of what is ‘internal’ and ‘external’, including what is external
debt, must be derived from the function of money and not from familiar
conventions about statistical reporting. In this context, monetary policy
sets the ultimate budget constraint by keeping domestic base money
scarce,” while local and intra-Euro Area payments will allocate money
deposits and wealth across ‘regions’; external payments will determine
the aggregate foreign reserve position of the Euro Area.

Box 2 shows how the three payment streams are connected. Within the
same currency area, the surplus of one ‘region’ must always be equal
to the deficit of another. Furthermore, imbalances in commercial trans-
actions between firms can be compensated (or reinforced) by transfers
between households (for example, remittances of wages and profits) or
governments. In the European Union regional policy transfers are the
most important element of such intergovernmental transfers. As far as
the external balance of the Euro Area’s current accounts is concerned,
the surplus of one region can balance the deficit of another, so that net
foreign assets of the Euro Area remain fairly constant.

Box 2 Current accounts in the Euro Area

Let us assume that the Euro Area consists of two jurisdictions or re-
gions, i and j. In each of them, firms, households and governments
make payments in the same currency locally and across borders from
one region to the other; by contrast, external transactions are made
in foreign currency. Assume we can aggregate these three sectors for
each ‘region’. The payments can then be represented by Table 2.1.

17.  Technically this means that the ECB must control the supply of money in such a way that the
long-run real interest rate is positive, reflecting liquidity preference. Otherwise, money may
lose its function as the final-settlement asset. See Manning, 2009: 32 and Riese 2004.

Macroeconomic imbalances and comparative advantages in the Euro Area 35



Stefan Collignon

Table 2.1
Region
Expenditure i j X
Fi Fii Fji Fxi
Fj Fij Fjj Fxj Firms
Fx Fix Fjx Fxx
Hi Hii Hji Hxi
Hj Hij Hjj Hxj Households
Hx Hix Hijx Hxx
Gi Gii Gji Gxi
Gj Gij Gjj Gxj Government
Gx Gix Gjx Gxx

Here F stands for firms, H for households, G for governments; pay-
ments are made from the first index to the second, hence Fii are local
payments made by firms in region i to other firms in the same region;
Fji are payments made by firms in j to firms in region i. Hence, for
each sector, the diagonal represents local payments. The first row in
each sector records payments to region i, the second to region j and the
third payments in foreign currency to the rest of the world x.

The current account balance for each of the two regions as recorded by
familiar national accounts is then defined as:

(2.1) CAj:  [(Fij+Fix) — (Fji + Fxi)] + [(Hij + Hix) — (Hji + Hxi)] +
[(Gij + Gix) — (Gji + Gxi)]

(2.2) CAj:  [(Fji + Fjx) — (Fij + Fxj)] + [(Hji + Hjx) — (Hij + Hxj)] +
[(Gji + Gjx) — (Gij+ Gxj)]

For each ‘region’ the current accounts are the net payments of the
three sectors into the rest of the currency area and into the rest of the
world. But written in this way, the confusion between domestic and
foreign currency (which is indexed by x) is evident. The distinction
between intra and external balances becomes clearer if one writes:

(2.1a) CAj: [(Fij — Fji) + (Hij — Hji) + (Gij — Gji)] + [(Fix — Fxi) +
(Hix — Hxi) + (Gix — Gxi)]
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where the first square bracket represents trans-border payments with-
in the Euro Area and the second external payments in foreign cur-
rency.

The current account balance for the currency area as a whole is totally
dependent on foreign currency transactions:

(2.3) CA i+j: [(Fix + Fjx) — (Fxi + Fxj)] + [(Hix + Hjx) — (Hxi +
Hxj)] + [(Gix + Gjx) — ((Gxi + Gxj)]

which is the sum of net payments between domestic firms, households
and governments and the rest of the world. If we ignore transfers from
factor income and between governments, it is immediately apparent
that the current account deficit with the non-Euro Area of one region
can easily be balanced by the surplus of another:

(2.4) CA j+j = (Fix — Fxi) + (Fjx + Fxj)

However, the balance of cross-border transactions within the Euro
Area is a mirror image between the two member states:

(2.5) intrabalance  (Fij — Fji) + (Hij — Hji) + (Gij - Gji) = — [(Fji -
Fij) + (Hji — Hj) + (Gji — Gij)]

In other words, the surplus of one member state in the Euro Area is
identical with the deficit all the other member states have with the
first. Furthermore, it is clear that if the deficit is driven by commercial
transactions between firms (Fij — Fji), it can be balanced by a surplus
of factor income (households) across borders (Hij — Hji), or by net
transfers from government to government (Gij — Gji). This is the rea-
son why it is often argued that imbalances need a fiscal transfer union.
However, this focus on current accounts neglects the role of capital
flows, which are the mirror image of commercial transactions.

Standard economic textbooks assume that the domestic economy is
identical with an autonomous jurisdiction, which implies that different
jurisdictions (countries) have different currencies. The relation between
such economies is defined by the exchange rate regime and, given that
the exchange rate depends on supply and demand of foreign currency,
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it is the net foreign assets accumulated by the ECB that determine the
‘country’ risk for the Euro Area as a whole. National current account po-
sitions with the rest of the world are relevant only insofar as they con-
tribute to the aggregate.

That the country risk depends on exchange rates is clear when one con-
siders that current account deficits increase the stock of external indebt-
edness (liabilities) in foreign currency and therefore lower an economy’s
net assets, in other words, the net international investment position
(NIIP). Thus, with persistent current account deficits, the external debt,
that is, debt denominated in foreign currency, will grow until the ques-
tion arises concerning whether and for how long the accumulation of
such debt will remain sustainable.’® The problem becomes acute when
foreign lenders are no longer willing to grant credit to the domestic econ-
omy or even withdraw their capital, because this will drain the central
bank’s reserves. It was pointed out above that if a government wishes to
stabilise the exchange rate relative to an important trade partner, the
central bank will have to buy the excess inflow of foreign currency and
accumulate reserves, or, in the opposite case, to use existing reserves to
accommodate the excess demand for foreign currency. This means that
central bank controls external relations by means of exchange policy; but
clearly, national central banks no longer can or need to do so in mon-
etary union.

I have discussed this mechanism of foreign reserves and balance of pay-
ments so extensively because it helps us to understand how differently a
monetary union works from a fixed exchange rate policy. Within a cur-
rency area, the problem of foreign reserves does not exist. By definition

18. For example during the crisis of the European Exchange Rate Mechanism in 1992-3, the UK
and Italy ran out of foreign reserves and the foreign exchange markets adjusted to the ex-
cess demand for foreign currency by devaluing sterling and lira. By contrast, the Banque de
France also ran out of reserves, but the Bundesbank was willing to lend unlimited amounts
to France, because it rightly considered that France was able to repay these loans.

19. The need to avoid exchange rate instability in Europe’s Single Market is the main argument
for the existence of a single currency. See Padoa-Schioppa 1987.

20. In an influential article, De Grauwe (2011) has argued that members of the Euro Area effec-
tively issue debt in a foreign currency because they cease to have control over the currency
in which their debt is issued and can no longer force the central bank to buy their debt.
However, in this case, the issue is not whether the euro is domestic or foreign currency,
but simply that the central bank is independent and money supply therefore exogenous for
policy makers. In other words, De Grauwe challenges the idea that the ECB determines the
hard domestic budget constraint in the Euro Area.
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there is no exchange risk when every actor uses the same currency and
payments between different jurisdictions are no longer ‘foreign’.2° A pay-
ment from Hamburg to Rome is as much a domestic euro transfer, as
a payment from Boston to San Francisco is a domestic dollar transfer.
There is also no exchange rate.?! A euro is a euro. There are no German
or Greek or Irish euros.?

In this respect, a currency area functions somewhat like the species-
flows mechanism in the old gold standard: a transaction is finished when
money is paid. This becomes perfectly clear when one considers cash
payments. If I take cash out of my bank account in Pisa, it makes no dif-
ference if I buy a book in Rome or Paris. The book seller here or there
will simply put the money into his own banks and the ‘current account
deficit’ between Pisa and Rome or Pisa and Paris is settled by the transfer
of cash. I do not have to go and teach in Rome or Paris in order to pay
back the Pisan current account deficit. By contrast, what makes a differ-
ence, if I buy a book in London and therefore affect the trade balance
between the Euro Area and the UK, is that, within the Euro Area, euros
are the accepted legal settlement asset, while outside the Euro Area they
are not.

The example of the cash payment is intuitively simple and shows the ba-
sic structure of how a currency area works. Modern economics, howev-
er, are based on bank transfers and this fact makes payment operations
more complex, although this complexity does not change the logic. Do-
mestic money (M1 or M3) is supplied by the banking system when banks
grant credit to their clients. However, banks need liquidity reserves
(Mo), which they obtain when the central bank grants them credit. With
fiat money, liquidity reserves are based on trust (that is, credit); they are
no longer derived from the exchange of goods against gold and silver.
As a result, within a given monetary economy there is a specific credit
risk for each debtor, who has to repay a credit in the same currency,
but there is no collective country risk. Individual borrowers may become

21. Relative prices may, of course, differ and this is sometimes called the real exchange rate. I
will argue in the second part of this paper that relative cost conditions are crucial for assess-
ing competitive advantages and remedying macroeconomic imbalances. However, explain-
ing relative prices within the same currency area is fundamentally different from economies
with different currencies.

22. Such rather adventurous interpretation is found in the paper by Sinn and Wollmershaeuser,
2011.
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insolvent and unable to repay their debt and this failure could spill over
to other banks. This contagion problem is particularly important when a
sovereign debtor loses creditworthiness, because local banks often hold
a large part of their jurisdiction’s government debt in their portfolio.
Nevertheless, the credit risk is individual and not holistic. If economic
agents in a member state of the Euro Area collectively spend more than
they earn, they get credit from banks in domestic currency, because any
solvent commercial bank has in the last resort access to the refinancing
mechanism of the central bank. Hence, no ‘member state’ can ever run
out of reserves, because foreign reserves are collectively owned by the
Eurosystem and individual banks must hold minimum reserves in do-
mestic currency.

This is the reason why the balance of payments has changed its nature in
European monetary union. And the flows recorded for individual mem-
ber states have lost their informational function. This raises the follow-
ing question: how does monetary union work if it must be institutionally
distinguished from a fixed exchange rate system?

What is a monetary union?

What defines the currency area? The answer is simple: a currency area
is the territory where credit contracts can be enforced and extinguished
by paying the legally defined and generally accepted currency. This cur-
rency — that is, base money — is issued by the central bank. To be precise,
it is created when the central bank gives a credit against collateral to a
commercial bank or buys outright financial assets, such as foreign as-
sets. Either banks hold this money as deposits on their central bank ac-
count, or they exchange deposits against bank notes which they supply
to their clients. Hence money proper is the liability of the central bank.

Banks and holders of bank notes use this central bank liability as the
ultimate settlement asset when they make payments. In fact, a payment
is nowadays defined as the transfer of the central bank liability which
is ‘legal tender’. In early economies, ‘specie’ (gold and silver) was the
settlement asset, but soon merchants understood that they could make
payments without having to hand over metal. They deposited the settle-
ment assets with a trustworthy bank, which issued ‘banknotes’ against
them. Transferring these certificates was effectively ‘as good as’ settling
in species. Over time banks started to accept claims on each other and
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payments could be made more securely by having a bank of banks — in
other words, a central bank — so that the payments from one bank to
another became book transfers on the ledger of the central bank. Banks
also realised that they could use the deposits of their clients in the same
way to make payments. They could then net out the payments received
and sent out to other banks on behalf of their clients, and then needed
to settle (in other words, to pay) only the net amounts owed to another
bank. Nevertheless, the ultimate settlement asset is always the liquidity
commercial banks get from the central bank. We call this liquidity base
money (Mo) and the deposits used for settlement of the broader public
are either called ‘narrow’ (M1) or ‘broad money’ (M3).

The Euro Area functions exactly as any other currency area, even if its
legal framework is not established by a state, but by a treaty concluded
between different states. When European Monetary union started on 1
January 1999, the euro became legal tender in the participating mem-
ber states (TEU, art. 3.4). Previously existing monetary laws in member
states were abrogated. The European Central Bank (ECB) was set up as
the ultimate organ and head office for the conduct of monetary policy.
The existing national central banks (NCB) were effectively merged with
the ECB to form the Eurosystem.2s In business, a merger is a combina-
tion of two companies where the less important company loses its iden-
tity and becomes part of the more important corporation, which retains
its identity. This is precisely the status of NCBs, which the ECB uses for
the execution of its policies, even if the national central banks are the
shareholders of the ECB.

The Eurosystem is the only institution to issue money. The Treaty (TFEU
art.126.1) stipulates: “The European Central Bank shall have the exclu-
sive right to authorise the issue of euro banknotes within the Union. The
European Central Bank and the national central banks may issue such
notes. The banknotes issued by the European Central Bank and the na-

23. A broader cooperative framework, the European System of Central Banks (ESCB), was also
set up for non-participating central banks in EU member states.

24. TFEU, 282.1: ‘The European Central Bank, together with the national central banks, shall
constitute the European System of Central Banks (ESCB). The European Central Bank, to-
gether with the national central banks of the member states whose currency is the euro,
which constitute the Eurosystem, shall conduct the monetary policy of the Union.” See also
TFEU, Protocol No 4, On the Statute of the European System of Central Banks and of the
European Central Bank, art 1. The Eurosystem did not exist as a genuine organ before the
Lisbon Treaty.
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tional central banks shall be the only such notes to have the status of
legal tender within the Union.” But the ECB and the Eurosystem also
function as the bank of banks, as article 17 of the Protocol says: ‘In order
to conduct their operations, the ECB and the national central banks may
open accounts for credit institutions, public entities and other market
participants and accept assets, including book entry securities, as col-
lateral.” In addition, the Treaty (TFEI, art 127.3) and its Protocol 4 (art.
3) explicitly stipulate the joint task to ‘promote the smooth operation of
payment systems’.

The Treaty is also clear how money is created (Protocol 4, article 18.1):
‘In order to achieve the objectives of the ESCB and to carry out its tasks,
the ECB and the national central banks may:

— operate in the financial markets by buying and selling outright (spot
and forward) or under repurchase agreement and by lending or bor-
rowing claims and marketable instruments, whether in euro or other
currencies, as well as precious metals;

— conduct credit operations with credit institutions and other market
participants, with lending being based on adequate collateral.’

Finally, the ECB has legal personality and is independent from all other
institutions.? While NCBs are ‘the sole subscribers to and holders of the
capital of the ECB’ (Protocol, art. 28), the ECB is liable for all actions of
the Eurosystem, and profits and losses are the distributed to the share-
holders of the ECB in proportion to their paid-up share capital (Protocol
4, art. 33): ‘In the event of a loss incurred by the ECB, the shortfall may
be offset against the general reserve fund of the ECB and, if necessary,
following a decision by the Governing Council, against the monetary in-
come of the relevant financial year in proportion and up to the amounts
allocated to the national central banks in accordance with Article 32.5.”

Hence, there can be no doubt that the Euro Area is a currency area as I
have defined it. The monetary economy functions exactly like any other
economy, whether it be in Switzerland, the UK or the USA. The legal

25. Art.282.3: ‘The European Central Bank shall have legal personality. It alone may authorise
the issue of the euro. It shall be independent in the exercise of its powers and in the manage-
ment of its finances. Union institutions, bodies, offices and agencies and the governments of
the member states shall respect that independence.’
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status of the euro is unambiguous: it is the liability by the Eurosystem
as a whole and not by national central banks. It is therefore a serious
mistake to interpret money flows within the Euro Area as if they were
international transactions recorded in the balance of payments. Worse,
to regard European monetary union as equal to Bretton Woods or simi-
lar fixed exchange rate arrangements is simply absurd. In fact, European
Monetary union is effectively an economic country and member states
have become economic provinces of Euroland.

Because it is the bank of banks, the ECB must provide equal conditions
of access to the liquidity of the Eurosystem for all commercial banks in
the Euro Area. When, for example, a Greek borrower receives a credit, it
does not make a difference whether the lender is a Greek, French or Ger-
man bank, because all these banks either use their local euro-deposits, or
borrow from each other in the interbank market or refinance themselves
with the ECB under (essentially) identical conditions. By contrast, if a
British bank wishes to lend to a Greek borrower, it has to go through the
exchange market, convert sterling deposits into euros and this changes
the nature of the operation, either by generating exchange rate risk or by
affecting the balance of payment. Hence, the open and unlimited access
to liquidity for banks defines European Monetary union as a domestic
economy.

But this has important implications. Maybe the most important is that
the familiar distinction between tradable and non-tradable goods loses
its importance for the adjustment of imbalances within the currency
area. There is no longer a need to switch expenditure from non-tradable
to tradable goods. Standard international theory defines the equilibrium
real exchange rate as the relative price of tradable to non-tradable goods
that results in the simultaneous attainment of internal and external equi-
librium. Internal equilibrium means non-tradable goods clear with un-
employment at its ‘natural’ level. External equilibrium is attained when
the intertemporal budget constraint, which states that the discounted
sum of an economy’s present and future current account balances has
to be zero, is satisfied (Edwards 1989: 16). But clearly, if the currency
union is behaving as an economic country, then the external equilibrium
is defined by the intertemporal budget constraint for foreign currency
and the equilibrium effective exchange rate is defined only for relative
prices between the Euro Area and the rest of the world and not between
member states.
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This may seem counterintuitive. Most economists would argue that if
‘Greece’ borrows from ‘Germany’, it will have to generate future surplus-
es to pay back the loan, even in monetary union. However, in principle
the same logic would apply to geographic units within nation states: If
‘Berlin’ borrows from the rest of ‘Germany’, the intertemporal budget
constraint would require that ‘Berlin’ generates current account surplus-
es in the future, unless the debt is serviced by fiscal transfers. Yet no one
cares about these imbalances within nation states. Rightly so, for this
‘payback’ argument misses the point that neither ‘Greece’ nor ‘Berlin’
ever borrows money. Behind these names stand individual borrowers,
namely firms, households and public authorities. Each of them has to
satisfy the intertemporal budget constraint individually, which simply
means that the discounted sum of future income in domestic currency
must equal the liability undertaken today. There is no collective risk for
German lenders to ‘Greece’ or ‘Berlin’, because there is no exchange risk;
there is only an individual default risk.2®

That the familiar distinction of tradable and non-tradable goods is not
relevant for adjusting cross-border imbalances within the Euro Area
does not mean that relative cost issues between regions can be neglected.
In the second part of this paper, we will look at these distortions. At this
point it is important to clarify that a currency union is a payment union
where all economic agents use the same means of payment. This has im-
portant consequences for the assessment of macroeconomic imbalances.

Do current accounts matter?

We have discussed earlier the conceptual implications of balance of pay-
ments and current accounts and argued that they have lost their func-
tion in monetary union. Nevertheless, since the beginning of the crisis,
a growing number of economists have argued that even in monetary un-
ion national current accounts matter (See Giavazzi and Spaventa, 2010;
Dullien, 2010; Alcidi and Gros, 2010). The European Commission seems
to believe that reducing excessive imbalances of current accounts should
be a policy priority. We will now look at their arguments.

26. Of course, there may be a systemic risk of contagion, which could be regionally concentrated
when local banks keep a high concentration of local assets in their loan portfolio. As long as
financial regulation is national based, there may be a positive correlation between individual
credit risks on a member state basis, but this is different from a country risk.

44 Macroeconomic imbalances and comparative advantages in the Euro Area



How European Monetary Union works

Figure 1 Current account positions relative to GDP
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Figure 1 shows the evolution for the current account position as record-
ed by official statistical methods in some selected Euro member states.
While the Euro Area as a whole was essentially in balance, there is a clear
mirror image between Germany and the Netherlands in the North and
Europe’s South. Germany and the Netherlands have produced large sur-
pluses, Greece, Portugal, and Spain even larger deficits. Italy and France
witness long-run deteriorations in their position. In Ireland, the defi-
cit was short (2004-2008), but large. The mirror image is also manifest
in the post-crisis dynamics. The economies in Europe’s South (within
which I include Ireland) have started to narrow their current account
deficits since 2008, Germany has reduced its surplus, while the current
account balance between the Euro Area and the rest of the world has not
changed substantially.
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Initially, the ECB paid little attention to national current account sta-
tistics, correctly as I believe. However, there are four arguments which
deserve consideration.

First, in the view of the Commission (2012a:9), these statistics indicate a
loss in competitiveness that puts into question the sustainability of pub-
lic debt. We will take up this argument in the second part of this paper
and show that, although competitiveness does indeed matter in Europe,
current accounts represent a highly dubious indicator in this respect.

Secondly, some economists claim that current account deficits reflect low
gross national savings, so that less cash flow is available to service public
debt and private investment. Countries with large deficits are therefore
relying heavily on foreign capital inflows. This has two consequences: on
the one hand, the return on capital in the regional economy would need
to be higher in order to attract capital flows. On the other hand, a ‘sud-
den stop’ of capital inflows could make it impossible for firms and gov-
ernments to refinance themselves on the markets and generate a debt
crisis (Gros 2010, 2011; Kopf 2011). The Asian financial crisis is often
quoted as an example of such a ‘sudden stop’. However, while this model
may explain financial crises in emerging economies, it is not suitable for
explaining developments within the Euro Area, as I will show below.

Third, a stronger argument is related to default risks for public debt. We
have seen that current account deficits accumulate external debt. For-
eigners will ask for a risk premium when holding domestic debt, because
in a democracy it is easier for governments to default on foreigners who
have no voting rights than on citizens. Daniel Gros (2011: 2) provides
some ‘simple evidence’ about the relationship between the risk premi-
ums on long-term government bonds in February 2011 and the current
account balance averaged over the last three years before the European
debt crisis (2007-2009).>” His simple scatter plot reveals non-linearity
in the relation, which he interprets as resulting from risk adverse behav-
iour by foreign investors. However, as so often, simple evidence is not
simple. I have reproduced Gros’ scatter plot and the result can be seen as
the red line of Figure 2.2 When we look at the same relation with a lag of

27. Ifind the one-year gap between the last current account and the spread date mysterious, but
assume that Gros did not have the most recent current account data.

28. The regression result for 2011 is: y = 0.012x2 — 0.2087x + 1.0359 with R2 = 0.7419 and the
result for the same countries in 2007 is: y = 0.0004x2 — 0.0093x + 0.0666 with R2 = 0.4997.
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Figure 2 Current accounts and bond spreads
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three years, in other words, when we use risk premia for early 2007 and
the average current accounts for 2004—2006, we get a very different pic-
ture: the risk premia are significantly lower and the relation is essential-
ly linear. Thus, the huge spreads between yields on Greek and German
public debt cannot be explained by large current account deficits. The
above mentioned monetarist model of a liquidity crisis following shocks
does a much better job (See also Collignon et al., 2011).

The fourth — and maybe the queerest — argument about why current
accounts matter refers to credit and debit positions in the balance
sheets of national central banks. Recently, large imbalances have
emerged within the ECB’s payment system, called TARGET2, and they

29. FAZ, Die Bundesbank fordert von der EZB bessere Sicherheiten; http://www.faz.net/
aktuell/wirtschaft/schuldenkrise-die-bundesbank-fordert-von-der-ezb-bessere-sicher-
heiten-11667413.html [Accessed 01.03.2012]
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are thought to represent a risk to national central banks. This argument
was first developed by Hans-Werner Sinn at the Ifo Institute in Mu-
nich (Sinn and Wollmershaeuser 2011) but apparently it has now also
reached the President of the Bundesbank Weidmann, who is reported to
have written a letter of concern to ECB President Draghi.2® While some
of the claims by Sinn have been dismissed by serious analysts, TARGET2
imbalances do highlight an important mechanism for the functioning of
European Monetary union and document how payment imbalances are
settled in monetary union even in situations of severe financial instabil-

1ty.

TARGET2 is an acronym for the second generation Trans-European Au-
tomated Real-time Gross-Settlement Express Transfer System through
which payments by both public and private market participants are re-
corded, cleared and settled in the Euro Area. The system is operated by
the ECB. While the net balances of other members are settled daily or
even in an intra-day fashion, Euro Area NCBs can build up gross and net
claims and liabilities vis-a-vis TARGET2 over time, in principle without
limit. In other words, Euro Area NCBs can borrow from or lend to other
Euro Area NCBs through TARGET2. This arrangement is a constitutive
feature of European monetary union.

In recent years, a sharp and sustained rise in target imbalances has been
observed. Figure 3 shows that until 2007, these balances had exhibited
alternating signs and remained within fairly narrow bounds (Deutsche
Bundesbank 2011). In August 2007, the US subprime crisis spread to
Europe and severe tensions emerged in the Euro interbank market (De
Socio, 2011); after the Lehman crisis in September 2008 these tensions
sharpened and the European interbank market effectively froze. Com-
mercial banks lost trust and confidence and stopped borrowing from
each other; they turned to the Eurosystem for liquidity instead. Since
then the Deutsche Bundesbank has accumulated huge TARGET2 cred-
its, while all other NCBs with the exception of Luxembourg, the Nether-
lands and Finland have gone into debt. The Banca d’Italia used to be a
lender as well, until Italy came under pressure from financial markets in
late 2011.

Sinn (2011) argues that TARGET2 balances are a measure of cumulated
payment imbalances made by the banking system. He claims that they
reflect a member state’s record of current account deficits ‘with other
Eurozone nations’ (!) that have not been financed by inflows of private or
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Figure 3 TARGET2 balances
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public capital but rather by the National Central Bank’s money creation.
He then concludes that the TARGET2 payments system has been oper-
ating as a ‘hidden bailout’ whereby the Bundesbank has lent money to
the crisis-stricken Euro Area members via the Target system and claims
that TARGET balances are similar to Eurobonds. Notice the chauvinis-
tic confusion: while the argument deals with intra Euro Area payment
balances, no distinction is made between current accounts and public
budget deficits;3° ‘nations’ are bailed out, not specific debtors. Sinn and
Wollmershaeuser (2011:1) go even further when they write that in order
‘to finance the balance-of-payments deficits, the European Central Bank

30. Sinn 2011 first claims that TARGET balances ‘reflect past current account balances’, and at
the end of the paper links these balances to the issuing of Eurobonds by the European Stabil-
ity Mechanism.
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(ECB) tolerated and actively supported voluminous money creation and
lending by the NCBs of the periphery at the expense of money creation
and lending in the core.” In other words, current account deficits in the
‘periphery’ have imposed detrimental policies on and for Germany,
because, by financing these deficits, banks in the periphery force their
NCBs to ‘print’ money and crowd out credit in Germany. According to
these authors, ‘the crowding out of refinancing credit is well known from
the times when the Bretton Woods System forced the European central
banks to maintain a fixed exchange rate vis-a-vis the US dollar’ and they
warn: ‘The European Monetary union is stuck in a severe balance-of-
payments imbalance of a nature similar to the one that destroyed the
Bretton Woods System’. The policy implication drawn by Sinn’s analysis
is therefore to impose limits on the amount of credit that is accumulated
through TARGET balances.

Sinn’s argument has been thoroughly questioned. The Deutsche Bun-
desbank (2011:34) has clarified that TARGET balances are, on the one
hand, ‘affected by credit institutions’ operations on the money and capi-
tal markets and, on the other, by transactions carried out by the non-
banking sector, which generates payments via the banking system. (...)
For the purposes of the balance of payments, an increase in TARGET2
claims is considered to be a net capital export’. Similarly, Buiter et al.
(2011:13) have concluded at the end of a thorough analytic paper that
TARGET2 net balances of NCBs: (1) cannot be automatically linked to
current account deficits; (2) do not automatically reduce central bank
credit to commercial banks in other member states (and any reduction
of central bank credit should not be interpreted negatively, as imply-
ing reduced funding for banks and their customers); (3) should not be
interpreted as a measure of the risk exposures of the NCBs of TARGET2
creditor countries; (4) cannot be directly capped without putting into
question the basic functioning of the Eurozone currency union. Finally,
Jobst (2011) has taken into account the circulation of bank notes and
found that (1) large imbalances can (and do) arise even without current-
account deficits (Sinn) or banking crises (his critics) just because of the
normal functioning of the Euro Area; (2) banknotes have to be included
in the analysis and may change the nature of the imbalance; (3) the Bun-
desbank had considerable debts within the Eurosystem before 2007; (4)
therefore Sinn’s and Wollmershéuser’s recommendations to limit TAR-
GET imbalances are not merely impractical but are actually incompat-
ible with a monetary union.
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This criticism is correct in destroying the chauvinistic bias in Sinn’s anal-
ysis. The Eurosystem must be seen as an integrated whole and not as a
fixed exchange rate system where National Central Banks operate for
their own account. The euro is a single and not a common currency.3
A closer look in the next section will show that these TARGET2 (im)
balances are dependent on how payments are effected within the Euro
Area. Artificially limiting or suppressing these TARGET balances would
destroy the mechanism which holds European monetary union together.
Before making risky policy recommendations, one needs to understand
how the payment system works.

1.3 Financing imbalances in EMU
Balance of payment adjustments

In a fixed exchange rate zone, the balance of payment theory explains
that a current account deficit must be financed by an inflow of capital or
the use of foreign reserves. If the country runs out of foreign reserves,
the exchange rate will adjust. This theory links current account imbal-
ances to competitiveness. If a country is uncompetitive, its exchange
rate is overvalued. Exports are stagnating, imports increase and the cur-
rent accounts become negative; foreign direct investment will be low,
because the return on capital is unattractive. Foreign investors perceive
the risk of a devaluation of their assets and pull out their capital. The
central bank will then lose reserves and let the exchange rate depreciate
until competitiveness is restored. Everyone lives happily ever after, until
another crisis occurs. Note, however, that domestic wealth and income
will be devalued relative to the rest of the world. This adjustment mecha-
nism is therefore the story of the happy poor.

The story is different if the deficit is caused by high investment that
causes economies to catch up with the rich. This requires the exchange
rate to be competitive and the return on capital high. The capital inflow
will then finance the current account deficit and hopefully contribute to
improved efficiency, higher productivity and growth. An undervalued
exchange rate will help the poor to get jobs and the rich to get richer be-

31. For the early policy debates around a single and a common currency, see Collignon and
Schwarzer 2003.
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cause investment is profitable. Note that in this case many of the rich are
foreigners building up claims on the domestic economy. However, as the
efficiency of the physical and human capital stock improves, exports will
hopefully overtake imports, the current accounts turn into surplus and
domestic capitalists get rich too. This optimistic model of development
has been practised successfully by Asia in recent decades, and by Europe
and Japan in the 1950s and 60s.

In the Euro Area there is, of course, no exchange rate. Nevertheless,
cross-border intra-Euro Area capital flows are important, even if we have
no statistical records to measure them. In fact, these flows are desirable
because they deepen European integration and improve the efficient al-
location of capital in the large European economic space. Capital flows
will respond to regional differences in costs and profitability. Hence, the
issue of competitiveness continues to exist, even if there is no exchange
rate. For example, as we will see below, in terms of unit labour costs it is
mainly the rich in the North that are today undervalued, while the poor
in the South are overvalued. We will need to explain why this is so, but
here we are first interested in clarifying whether such overvaluations and
the resulting imbalances are sustainable and for how long.

Evidence from emerging economies and the related ‘sudden shock’ the-
ory shows that sustaining current account deficits by capital inflows is a
fragile strategy. However, the fragility is due to the existence of differ-
ent currencies, for the risk of asset devaluation creates an incentive to
pull out of an overvalued economy. While the central bank could try to
lean against the wind by selling foreign reserves or raising interest rates,
this strategy cannot be sustained in the long run. Macroeconomic imbal-
ances always stand under the shadow of the exchange rate risk.

In monetary union, the adjustment mechanism is different. Capital flows
freely between the regions. An imbalance between payments coming in
and going out of a given region does not affect the foreign reserves of the
central bank; instead it moves money balances (deposits and cash) from
banks in one region to another, and the shifts in the regional distribution
of this money stock can compensate private capital flows.

To understand this clearly, assume a region in the currency area is un-
competitive. The cost of production is higher than in other regions.
There is, therefore, no incentive to invest and the regional economy will
grow less than the Euro Area average and regional unemployment will
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rise. Thus the overvaluation creates unhappy poor; but if the overvalu-
ation is due to a sustained rise in asset prices, as was arguably the case
in Spain and Ireland, it may also create some rich happy wealth owners.
No doubt, some adjustment in the cost structure is ultimately necessary,
but both the unhappy poor and the happy rich may fear that they will
become poorer. This could delay adjustment.

The literature has identified two mechanisms for dealing with such im-
balances: fiscal transfers and labour market flexibility. Fiscal transfers
may provide direct income support through welfare programmes. This
strategy makes the poor happy, but it is expensive, and this will not please
the rich who must pay for it. For example, the high costs of transfers to
the new Bundeslander could explain why a European Transfer Union
is so unpopular in Germany. More importantly, pure income support is
unlikely to change supply-side conditions and correct cost distortions,
although targeted transfers, such as structural funds in the EU, could
help to improve a poor region’s competitive conditions. In any case, the
efficiency of transfers is more likely to improve within a currency area,
for transfers and capital inflows from abroad might otherwise cause
the exchange rate to appreciate and this would sharpen the distorting
costs effects of the overvaluation.*? The efficiency of fiscal transfers as an
adjustment tool will, therefore, depend importantly on whether an EU
member state is part of the Euro Area and also on the way the Transfer
Union is structuring incentives towards improving productivity.

The issue of labour market adjustment has two dimensions. In the
American context, the mobility of the labour force across state borders
has been emphasised (Blanchard and Katz, 1992) and this has often been
taken as the defining criterion for an optimal currency area. However,
changes in labour costs are an alternative adjustment channel. We will
discuss this in detail below. Evidence suggests that this mechanism is
less efficient in the Euro Area than in the United States or within Germa-
ny (Dullien and Fritsche 2008). Nevertheless, even if imbalances in the
Euro Area are persistent, a currency union is economically more robust
than a fixed exchange rate area because the imbalances are automati-
cally financed. In fact, the flow of capital and money is a third channel