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Section 1
Current Account Imbalances and their financing
(Chen, Milesi-Ferreti and Tressel, 2013)
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Polarization
I

Current account balances in
Greece, Ireland, Italy and Spain
worsened significantly during the
first decade of EMU, while
Portugal’s deficit remained at the
very high levels it had reached early

I

Meanwhile, Germany and a
number of other smaller countries
in Northern Europe progressively
built current account surpluses

I

Balanced current account for the
eurozone throughout the period.
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Not only intra-zone imbalances

I

Trade with ROW accounts for a
large share of imports and exports
for all debtor countries, as well as
for Germany and France

I

In Greece, Italy and Spain, rapid
increase in imports from
non-eurozone countries
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Asymmetric external demand

I

Dramatic increase in Germany’s
exports from emerging Asia, oil
and commodity exporters, ans
Central East Europe: X2 from
2000 to 2008.

I

Contrast with the rest of the
eurozone
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Asymmetric effect of trade shocks?

I

Did trade shocks originating from outside the eurozone contribute to the
build-up in current account imbalances for countrie?

I

Did the trade shocks have an asymmetric impact on Germany and eurozone
periphery?

1. The rise of China : rising export competition but rising Chinese demand for
goods and services
2. Higher oil prices: negative effect on oil trade balance but rising oil
producers demand
3. The integration of Central and Eastern European countries: rising export
competition but cheap capital and labour
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Data confirm the hypothesis

I

The rise of China generated demand for machinery and equipment goods
exported by Germany while eurozone debtor countries were displaced from
their foreign markets by Chinese exports

I

The terms of trade shock associated with higher oil prices contributed to
rising trade deficits but higher income in oil producing countries generated
strong demand for machinery and equipment exports from Germany

I

German firms set up production platforms in emerging Europe to take
advantage of a higher return on capital and lower wage costs.
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Capital flows

I

Chart plots net and gross
international investment position
of the eurozone as a whole vis-a-vis
ROW.

I

Stable net position during the first
decade

I

But gross external assets and
liabilities have risen substantially :
buoyant inward and outward
financial flows.
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Capital flows

I

Did ROW investors provide
external financing to eurozone
debtor countries?

I

Nope...
ROW investors held their portfolio
debt claims primarily in ’core’
eurozone countries, rather than in
deficit countries.

I

I

How did the financing of
imbalances take place?
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The Financing of Euro zone debtor countries

I

Decomposition of net foreign
assets for eurozone debtor
countries between positions v-a-v
eurozone and ROW

I

Increase in net external financing is
largely due to net liabilities
vis-a-vis other eurozone countries
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The Financing of Euro zone debtor countries
I

I

In turn, core economies have
accumulated net foreign assets
vis-a-vis the debtor countries and
net foreign libailities v-a-v ROW.
In particular, France and Germany
accumulated net foreign assets
almost exclusively from the five
deficit countries

I

Germany accumulated positive net
foreign asset towards ROW →
Germany is a big saver

I

France had a growing net liability
position vis-a-vis ROW → France
has intermediated ROW savings to
the periphery

I

UK played a similar role
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Who was borrowing?

I

The entire deterioration in the net financial position of deficit countries
vis-a-vis non-residents reflects a worsening of private sector financial
balance-sheet, in particular household.

I

Households have been buying housing and to do so, they were borrowing
from their domestic financial sector.

I

Domestic banks were in turn relying on external financing
→The pattern of ownership of domestic public debt has changed rather
than its overall size
→ Worsening private sector increased external imbalances

I

But housing prices booms masked the effect on household balance sheets
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Credit cycles synchronization

I

What did these developments imply for the euro zone credit cycle?

I

Rising synchronization of credit cycle was expected with the single currency
(at least by the EC)

I

Rising synch makes a single monetary policy easier

I

We computed the credit cycle for the different members and found
ambivalence (Coussin and Delatte, 2019)
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Ambivalent credit cycles synchronization
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Takeaways

I

I

To which extent were the accumulation of current account imbalances of
euro area countries related to intra-euro area factors and to external trade
shocks?
The traditional explanations for the rising imbalances are correct, but
incomplete.

I

Large impact of declines in export competitiveness and asymmetric trade
developments vis-a-vis the ROW - in particular vis-a-vis China, Central and
Eastern Europe, and oil exporters - on the external balance of euro area
debtor countries.

I

Deficit were financed mostly by intra-euro area capital inflows, including
government and financial institutions’ securities, and cross-border interbank
lending → external imbalances could grow over time.
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Section 2
Diverging competitiveness
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Competitiveness indicator: the REER

I

Trade competitiveness: capacity to export

I

Real exchange rate = what things really cost?

I

q= (1.25 $/euro)x(160 Euros per European basket/ 200 $ per US basket)
implies q =1

I

What if the European basket now costs 150 euros?

I

q is a good indicator of under/overvaluation in a perfect PPP world

I

In order to take into account for the different partners, an effective RER is
computed = weighted average of bilateral exchange rate between the
country and each of its trading partner.
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Subsection 1
Diverging competitiveness
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Competitiveness indicators across the zone

REER (42)
REER (EA)

Germany
6.1
-4.75

France
9.43
-1.83

Greece
11.74
9.32

Italy
11.77
1.95

Portugal
13.1
1.42

Spain
17.94
7.24

Table: 2000-2008 change of REER

I
I

REER (42) towards 42 trading partners:
REER (EA): towards EA trading partners:
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Competitiveness indicators across the zone

Source: Eqchange- CEPII
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Distengangling the drivers of REER changes
1. Movements in domestic prices (or
unit labour costs) relative to those
of trading partners
2. Movements of the euro nominal
exchange rate.
I

The real appreciation reflected the
strengthening of the euro in all five
current account deficit countries
→ Part of the appreciation of the
euro and the ensuing loss in
competitiveness was an external
shock for eurozone countries

I

In Germany the REER remained
stable, with the nominal
appreciation offset by a decline in
ULC relative to trading partners
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Two different (competing) stories

I

I

The popular view is that the net debtors in the eurozone have accumulated
external liabilities because of an increase of their unit labor cost → the loss
of competitiveness due to domestic forces hypothesis
But different angle: external factors have contributed to the dynamics of
internal imbalances:
1. External shocks have driven asymmetric effects
2. The loss of competitiveness in the periphery has been driven by a nominal
appreciation

I

Current account deficit were financed by capital inflows from France and
Germany

I

Meanwhile Germany experienced a significant transition
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Subsection 2
From Sick Man of Europe to Economic Superstar: Germany’s
Resurgent Economy (Christian Dustmann, Bernd Fitzenberger,
Uta Schonberg, and Alexandra Spitz-Oener, 2014)
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Germany’s competitive position
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The German miracle?

I

Between 2003 and 2004, SPD chancellor G. Schroder (1998-2005) cut the
German welfare state, pension and unemployment benefits (Hartz reforms)

I
I

Controversy in the German society
Triggered the emergence of Die Linke out of SPD

I

CDS Merkel wins the elections

I

Perceived as the major factor of German resilience to the crisis

I

Dustmann, Fitzenberger, Schonberg and Spitz-Oener (2008) disagree with
this analysis
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Real wage dynamics

I

Evolution of real wages in West
Germany since 1990 (East German
wages are affected after German
reunification).

I

Real wages at the 15th fell
dramatically from the mid 1990s
onwards.

I

From the early 2000s onwards,
median real wages started to fall,
and only wages at the top of the
distribution continued to rise
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Manuf versus services
I

I

Was it particularly pronounced in
the tradable manufacturing sectorthe backbone of the German
exporting industries?
Chart breaks down along
nontradable sector tradable
manufacturing sector tradable
services sector.

Real wages in the manufacturing
sector rose at all percentiles until
the mid 2000s and continued to
rise at the median and the 85th
percentile.
I In the NT sector, no increase until 2000 and then decline.

I

I

Sharpest increase in inequality occurred in the tradable service sector →
manuf sector has benefited from low wages in other domestic sectors and
from cheap imports from abroad.
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What happened in the manufacturing sector

I

Manufacturing drew on domestic inputs where real wages fell between 1995
and 2007

I

Manufacturing sector has made increased use of trade integration with
Eastern European countries
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Assembly line story?
I

Sinn (2006) argued that Germany was becoming an assembly place for
foreign produced inputs
Indeed, increased use of foreign inputs in domestic industries.

I

But it can not be the whole story

I
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German Labor Market Institutions
I

Wage setting process is laid out in contracts and mutual agreements rather
than by law (and without the goverment influence)

I

Implies a high level of decentralization which requires a lower consensus
along the political spectrum

I

Meanwhile sharp decline in the share of workers covered by union
agreements

I

Increase in opening clauses that strengthened the role of firm-based works
councils in wage determination relative to trade unions

I

Negociations are less confrontational : 5 days of strike per year per 1000
employees versus 103 in France from 2000 to 2009 (only Canada does
worse)

I

The rise in firm-level differences in wages strongly contributed to the rise in
wage inequality in Germany
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German labor market flexibility

I

The new opportunities to move production in Eastern Europe changed the
power equilibrium between trade unions and employer federations, and
forced unions and/or works councils to accept deviations from
industry-wide agreements.

I

”Hartz Reforms” are often credited for spurring German economy

I

Plausible that the changes already underway in Germany’s labor markets
helped in preparing the political ground for the Hartz reforms

I

However modest focus on the wage setting process. It was focused on
decreasing unemployment benefits

I

Lesson for Europe: decentralizing bargaining to the firm level while keeping
workersâ representatives involved to secure that employees benefit again
when economic conditions improve.
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Section 3
The real convergence that did not occur
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Convergence indicators across the zone
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Subsection 1
Productivity issues
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Growth contribution analysis

I

Potential growth: GDP growth when all factors of production are fully
employed ⇒ level of output that an economy can produce at a constant
inflation rate.

I

TFP or Solow residual accounts for effects in total output not caused by
inputs
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Growth contribution in the peripherals

I

Portugal’s potential growth has
declined while others remained
higher than the EA average.

I

In Portugal and Spain, labor was
the main growth contributor

I

Ireland was in an intermediate
position

I

The contribution of TFP has
declined everywhere but in Greece
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Subsection 2
Sectoral Misallocation
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Sectoral reallocations, financial shocks and productivity divergence in Europe
(Grjebine, Héricourt, Piton, and Tripier, CEPII WP 2019)

I Recent interest in within-industry misallocations to explain international differences in

productivity (Hsieh & Klenow, 2009; Bartelsman et al., 2013).
I But between-sectors reallocations is a strong candidate in explaining

1. the productivity slowdown observed in most EU countries
2. the divergence between them
I Hypothesis: sectoral reallocations can be driven by real estate (RE) shocks.
I

I

I
I
I

Anecdotal evidence: periods of booming house prices coincide with sectoral
reallocations detrimental to TFP.
Borio et al. (2015): credit booms tend to undermine productivity growth by
inducing labor reallocations towards lower productivity growth sectors
(construction).
Did diverging RE prices drive reallocations ?
Reallocations btw every sector of the economy and not only towards construction.
Collateral mechanism (Chaney et al, 2012).
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Methodology

1. Identifying Real Estate shocks
I

I

Data: EU Klems database –1995-2015 — EU countries. Classification: 33
sectors
Results: RE shocks impact investment and size of every sector ⇒ sectoral
reallocations change the whole structure of the economy

2. Quantification of the reallocation mechanism through RE shocks.
Counterfactual.
I

Large productivity effects of real estate price shocks
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2000

2005
DE: TFP
FR: TFP
ES:TFP

2010
DE: TFP(initial weights)
FR: TFP(initial weights)
ES: TFP(initial weights)

2015

-.02

-.02

-.015

0

.02

TFP Losses
-.01

.04

-.005

0

.06

TFP dynamics and sectoral reallocations, 2000-15

2000

2005
DE

2010
FR

2015
ES

I 3 archetypal countries: France, Germany and Spain
I

Not only substantial divergence in TFP dynamics...

I

... but all three would have known higher levels of TFP if their economy had kept
the same sectoral structure than in 2000.
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Takeaway

I Not only within-industry misallocations but also between-sectors reallocations matter!
I Evidence that financial booms trigger inter-sectoral reallocations bringing productivity

losses.
I A new source of divergence between European countries – synchronizing financial cycles,

a policy objective to promote the convergence of productivity in Europe.
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The real Estate booms in Spain and Ireland

I

Low real interest rates. Ex: 3.2% in Spain versus 11% in 1995

I

Surge in construction activity

I

Boom in investment in housing and commercial property

I

Wealth effects fueled private consumption

I

In Spain: 700,000 homes built between 1998 and 2008 versus 400,000 in
France

I

The share of industry in employment dropped from 18% to 15% versus
share of construction and the service sectors rose from 47% to 52%.
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Excess of consumption in Greece

I

Credit grew, but more slowly than in Ireland or Spain

I

No comparable construction boom.

I

In Greece, productivity performance was not unsatisfactory

I

With a ratio of private investment to GDP near the Euro area average (and
lower that in Ireland and Spain), but with much higher levels of
consumption and high public deficits, Greece was just not saving enough.

I

Foreign capital was financing an excess of Greek consumption.
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Stagnant growth in Portugal

I

High consumption and low households saving.

I

Portugal, unlike Greece, remained stagnant, with its GDP per capita hardly
growing relative to the European average.
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Section 4
Why have imbalances been pervasive?
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Political incentives and the business cycle

I

Employment decreased from 14% to 8% between 2000 and 2007

I

Lack of political incentives to implement preventing macro-prudential
policies

I

Who wants to remove the punchbowl while the party is on?
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The conventional wisdom: a monetary union gets rid of
payment imbalances

I

”A major effect of EMU is that balance-of-payments constraints will
disappear [..]. Private markets will finance all viable borrowers, and savings
and investment balances will no longer be constraints at the national level”,
The European Commission’s One Market, One Money report (1990)
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A view not challenged until the crisis
”The performance of [Spain, Ireland and Greece] has... shown a satisfactory
development overall... The strong performers have been thriving on investment
booms spurred by capital inflows attracted by comparatively high rates of
return, with the single currency and the integration of financial markets acting
as a catalyst. [...] Overall the divergences in growth and inflation have been
long-lasting, involving major shifts in intra euro-area real effective exchange
rates... This has been reflected in divergent current account positions across
countries. Some, but not all, elements of these differences in inflation, growth
and external positions can be attributed to structural convergence in living
standards. Even so, not all inflation differentials are harmful; some are
merely a sign that competitiveness realignment is doing its job.” European
Commission (2008), ”EMU10: Successes and challenges of Economic and
Monetary Union”, 2008.(p. 21)
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Misleading crisis prevention

I

No distinction between reproductive and unproductive purposes of foreign
borrowing

I

The SGP implicit assumption: threats could only come from the public
sector

I

Other variables neglected: relative productivity and cost trends; credit and
leverage; the savings-investment balance; the real exchange rate and hence
the current account.

I

Convergence of Maastricht variables but diverging trends of neglected
variables.
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Subsection 1
Learnings from the sovereign crisis
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Speculation in monetary unions

I

Why was UK different from Spain?

I

Independent countries can always turn to their central bank for financing.

I

CB = LLR i.e. infinite money creation to pay out bond holders.

I

No point in gambling.

I

MU members loose the capacity to create their money

I

Investors can speculate against sovereigns.
Self-fulfilling dynamics

I

1. UK versus Spain
2. Denmark versus Austria and Finland
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Asymmetric shocks and fiscal position

I

Adverse demand shock deteriorated fiscal position

I

Increased risk premium

I

Amplified activity downturn

I

Prompted interest rate divergence
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Capital mobility and amplification effects

I

Capital mobility without labor mobility made the adjustment more painful

I

Capital mobility facilitated interest rates divergence because capital flow
out of deficit country

I

Capital movements exacerbated the effect of asymmetric shocks
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Conclusion
I
I
I

I
I
I

I
I

The OCA theory predicts that sharing a common currency is sustainable
under the condition of limited asymmetric shocks
The first decade of Euro has been marked by diverging current account
dynamics partly driven by external factors
The China shock and Eastern European shock have had asymmetric effects
across the zone ⇒ deficit in the periphery and surplus in Germany partly
because Germany’s labor institution
Deficit in the periphery have been financed by capital inflows from core
countries banks
The amplitude of the credit cycles have diverged across the zone with
credit boom in the periphery
Factors misallocation during the credit boom : instead of financing
productive investments, evidence that credit was financing less productive
activity ⇒ loss of aggregate productivity in the periphery
Reminiscent of emerging economies crises in the 90’s
Lessons:
1. Calls for monitoring credit cycle and its allocation in the economy but the
political economy of boom management is complex
2. Calls for mechanisms to develop centralized risk sharing transfers across
eurozone countries to ease adjustment to country-specific shocks
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