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1       urope is in the midst of its biggest 
crisis. It now has a choice: It can abandon the world and go back to the village; it can opt out 
from the future and let the euro die. Or it can move forward and deepen integration; it can 
support economies in distress and provide means to accelerate growth. Where it will end up 
depends on how policy makers view the Euro crisis. What strategy they choose to get Europe 
out of the crisis follows from their understanding of its causes.  
 
2 
From a fundamentalist point, austerity, fiscal consolidation and monetary tightening are the 
correct answer, and concern about the sustainability for public debt is rocking financial 
markets and voters’ confidence. Following this view and under markets’ pressure 
governments have cut down their budget deficits, but this has made the crisis worse. The 
Euro Area is sliding into a recession, unemployment, deficits and debt ratios are rising in 
most Member States. As our Report shows, solving Europe’s debt problems is not achieved 
by austerity alone. Fiscal consolidation is needed, but it must stand in the context of a larger 
growth strategy that also restores effective demand and uses Europe’s productive 
capacities. Cutting public expenditure and raising taxes has not reduced deficits because 
the collapse of income deprives governments of revenue. When the private sector fails to 
absorb production, the public sector must step in. 
 
3 
Ultimately, economic recovery requires the return of investors’ confidence, stability of 
expectations and trust in the future. This is a psychological task, which is enormously 
complicated by the fact that the Euro Area is governed by many governments which all seek 
to please partial constituencies. No one can act in the interest and on behalf of all European 
citizens together. The only “federal” economic government that exists in the Euro Area is the 
ECB, but its means are limited. It cannot control budgets or wages and it cannot affect 
regional distortions and comparative advantages. Nevertheless, because the central bank is 
the ultimate provider of liquidity, it is reasonably well equipped to deal with the liquidity crisis.  
 
4 
If the crisis is caused by financial shocks with real economy implications, the provision of 
sufficient liquidity to the banking system is the right answer. The ECB has clearly taken the 
view that the Euro crisis is a liquidity crisis, while insisting on the medium term necessity to 
consolidate public finances. It has provided liquidity in response to the uncertainty that is 
haunting banks, companies and households. The ECB (Eurosystem) and the Federal 
Reserve System have greatly increased after the Lehman default, although proportionately 
more in America. The ECB has also flooded Euro Area banks with unconventional liquidity 
measures. Since May 2010 it has also bought repeatedly government bonds in the 
secondary market under the Securities Markets Programme (SMP). In December, the Euro 
Area was at the brink of collapse, and only the enormous injection of liquidity by the 
European Central Bank (ECB) has helped to stabilize financial markets. 
 
5 
One of the main criticisms addressed against the liquidity cure of Europe’s crisis is that it 
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may end up in higher inflation. However, during the crisis, liquidity preference has risen and 
the ECB has accommodated this desire. A danger for price stability would only arise, if 
liquidity preference would suddenly subside and households and companies would start 
spending their money holdings. In this case, the ECB would quickly act to retire excess 
liquidity in order to maintain price stability. Hence, there is little cause for concern about 
general inflation acceleration in the Euro Area. However, this does not necessarily mean 
that inflation in boom regions, such as Germany, may not rise to higher levels.  
 
6 
A second criticism is focused on the quality of collateral securities used in monetary policy. 
As the ECB has repeatedly lowered the standards for collateral at several occasions during 
the crisis. But when the Greek debt restructuring deal was negotiated with private banks 
early in 2012, the ECB was granted seniority status and spared from taking losses as part of 
a €130 billion rescue deal for Athens. This has protected the ECB’s balance sheet and 
independence.  
 
7 
While the unorthodox policies by the ECB were able to provide some short run relieve for 
banks and helped them to rebuild their net worth by generating windfall profits, this is no 
long run solution to the financial stability issue. The problem is the large variety in risk 
assessments of sovereign debt. Until 2009 the prevailing view was that the no-bail-out 
clause would alert markets to the risks of default and the resulting yield differential would 
impose fiscal discipline. Reality was different. Markets were at fist ignoring sovereign risk 
differentials, but once they woke up to the possibility of looming defaults, they overshot in 
their assessment. The new policy consensus behind the Fiscal Pact seems to recognize 
that markets are not useful as a policy tool, although within a narrow range they may be 
able to signal the need for policy action. 
 
8 
One of the most prominent explanations for the crisis in southern Europe is the existence 
of macroeconomic imbalances, which are reflected in current account and trade deficits. 
We measure the loss of competitiveness by constant market share analysis and find that 
at the global and European level industrialized countries have been losing market share 
and competitive advantages, while the big winners are transformation economies in 
Europe and Asia. Within the Euro Area, Ireland, Finland, France, the UK and Southern 
Member States are the biggest losers of intra-market share, while the Netherlands and 
new Member States are big winners. We then analyze the developments of unit labour 
costs as the main explanatory variable for these developments and up-date the CER 
Competitiveness index first explained in CER’s Rapporto Europa 2011. We find that the 
correction of competitiveness trends that started after the Lehman crisis has not uniformly 
persisted. 
 
9 
The reduction of macroeconomic imbalances on simple current account statistics is 
reviewed in the context of the Commissions Alert Mechanism Report. We argue that a full 
flow-of-funds analysis is a better tool to assess imbalances and show the implications for 
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the interaction between the Euro Area’s North and South. We also indicate that the recent 
debate about TARGET2 imbalances is potentially dangerous as it misunderstands that the 
reasons for these imbalances result from dis-functionalities in the interbank market and 
not from current account crises or capital flows. 
  
10 
By contrast, the shocks of the economic crisis have caused shifts in the deposit balances 
in different Member States and it is shown that the re-allocation of money balances has 
important consequences for regional inflation and growth. The market mechanism 
generates thereby an automatic adjustment within the Euro Area, but this process is slow 
and costly. It would therefore need to be supported by better coordination of wage 
settlements across Member States. In this context, inflation perceptions and expectations 
are crucial. We show the different dynamics in some Member States and the role media 
play in this context. 
 
11 
The case of a disorderly default is still possible. The externality of the default risk could be 
collectivized and demands for issuing Eurobonds have become widespread, although they 
have regularly been vetoed by the German government which does not wish to become 
liable for the mistakes of other governments. One also should note that proposals for 
Eurobonds are of very different qualities. The European Commission (1) has suggested 
three options for creating Eurobonds, which it calls Stability Bonds. The first two require joint 
and several guarantees, which is hardly attractive for Germany and needs a Treaty change 
that will take years to get ratified. The third option is based on several but not joint 
guarantees, similar to the bonds issued by the European Financial Stability Fund (EFSF).  
 
12 
It is clear that additional guarantees are hard to sell to German and Northern European tax 
payers. “Project bonds” issued by the European Investment Bank may be more acceptable 
to German authorities, but their volume is likely to remain very small without a major impact 
on economic growth in the Euro Area. 
 
13 
There is, however, a solution that could be implemented very rapidly. To distinguish it from 
jointly guaranteed EU bonds, we will speak of Union Bonds. The proposal recognizes the 
important function of market-generated signals regarding a government’s creditworthiness 
and it avoids giving additional guarantees or joint liabilities by EU Member States. At the 
same time it unifies an important part, although not all, of outstanding sovereign debt titles 
and thereby creates a fully integrated bond market that would provide investors with a much 
higher degree of security.  
 

                                                 
(1) European Commission, 2011. GREEN PAPER on the feasibility of introducing Stability Bonds, 
Brussels, 23.11.2011 COM(2011) 818 final;  
http://ec.europa.eu/economy_finance/consultation/stability_bonds/pdf/green-pepr-stability-
bonds_en.pdf 
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14 
This is how it would work. The European Stabilisation Mechanism (ESM), as the successor 
institution to the EFSF, would effectively be transformed into a European debt management 
authority that issues Union Bonds as a liability. These bonds are backed by a mixed 
portfolio of different national debt titles. The portfolio shares are fixed and identical to 
Member States’ shareholding in the ECB. The ESM would buy sovereign debt titles in the 
secondary market with the money raised by issuing Union Bonds. Hence, a Union Bond 
represents the weighted average of outstanding European debt. Because it is a mix not only 
of low grade Southern debt titles, but also of German, Dutch, and French government 
bonds, it should have better ratings than Southern Bonds, which is why Union bonds are 
attractive for the ECB and private banks. The ECB should therefore assign a privileged 
status to Union Bonds as collateral for monetary policy operations.  
 
15 
How much debt should the ESM buy up? The total outstanding public debt in the Euro Area 
is approximately €8107bn. Germany has the largest outstanding debt with €1956bn, 
followed by Italy €1912 and France €1747bn. Greece’s debt is €340bn. Narrow money (M1) 
issued by the Eurosystem is €4780bn and broad money (M3) is €9849bn. The ECB has so 
far bought approximately €200bn of sovereign debt mostly of low grade. If one would aim to 
unionize 60% of all outstanding national debt, this would create a market for Union Bonds of 
nearly €5000bn and still leave €3000bn traded separately, so that markets can still price 
national governments individually and thereby signal their creditworthiness. Furthermore, 
the ESM would only intervene in the secondary market, so that each new bond issue by 
governments would have to be priced independently.  
 
16 
Theoretically, the Union Bond yield would reflect the weighted average of national yields, 
including the relative share or a potential default risk, but in reality, markets may push this 
yield below that rate, given that the liquidity and depth of Union Bond markets would be far 
above that of any national market. The credit rating of Union Bonds could also be improved 
by holding part of the ESM assets in cash.  
 
17 
The synthetic Union Bond yield, based on a portfolio share reflecting Member States’ shares 
in the ECB capital, relative to some large national yields, would be higher than German and 
French yields, but lower than Southern yields. More important, however, is the greater 
stability in yields and bonds prices for Union Bonds, which would contribute to the 
restoration of trust in the European bond market, bank balance sheets and the solidity of the 
ECB. At the same time, low interest Member States could still issue at favorable rates, while 
markets would signal risk differentials for individual debtors. Union Bonds would therefore 
provide a solution to German concerns and the need for greater stability and financial 
integration of the Euro Area. 
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Europe’s ideological conflict 
1       efore the Maastricht Treaty was 
negotiated, economists used to discuss monetary union in two camps: the so-called 
economists thought that a monetary union was only workable after different economies had 
converged in real terms. They used Mundell’s theory of optimum currency areas to assess 
who should qualify for - or rather who should stay outside of - membership. Especially in 
Germany many of these economists warned of making EMU too large.  
 
2 
The alternative position was defended by the monetarists, many of them in Italy and France, 
who argued that real convergence was endogenous: by abolishing the exchange rate and 
imposing the same monetary policy, Europe would eliminate a major source of shocks and 
instabilities and this would cause convergence in economic structures, increase welfare and 
make EMU sustainable. The conflict between the two camps was overcome by the Delors 
Committee in 1988, which proposed the creation of an independent European Central Bank, 
the ECB, and simultaneous suggested criteria for assessing who had converged sufficiently 
to sustain European Monetary Union (EMU). The Maastricht Treaty took these suggestions 
up and formulated the well-known criteria for nominal (inflation and interest rates) and real 
convergence (debt and deficits). 
 
3 
These early fault lines have re-emerged in the recent crisis. The economists have now 
regrouped in a camp of fundamentalists, who believe that the crisis is due to distorted 
macroeconomic fundamentals, especially excessive deficits in public budgets or current 
accounts because the «stability culture» had not converged sufficiently. They believe the 
debt crisis is caused by violations in the Stability and Growth Pact and lack of discipline in 
sticking to the principles of «a sound and competitive macroeconomic base and solid public 
finance» (Weidmann, 2001). European governments, particularly in the South, are said to 
have borrowed excessively in the past, but are no longer able to sustain such policies. 
These sovereign debtors are at the brink of being insolvent, and Greece already is. 
 
4 
Fundamentalists see two solutions to this crisis. The hard-line approach wishes to kick 
«sinners» out of the Euro Area; the politically more correct remedy is to implement «painful 
reforms» and consolidate budgets, which would rebuild trust and confidence in financial 
markets (Issing, 2009) (2). Because the Stability and Growth Pact did not prevent excessive 
borrowing, new and tighter rules need to be set up. In line with this thinking, the European 
Council has agreed in December 2011 a new Treaty on Stability, Coordination and 
Governance in the Economic and Monetary Union (hereinafter the Fiscal Compact). This 
Treaty restates the objectives and rules of the SGP, but makes them procedurally tighter: 
According to Article 3 (2) of the Fiscal Compact, which has been signed but not yet ratified:  
«The rules mentioned under paragraph 1 shall take effect in the national law of the 
Contracting Parties at the latest one year after the entry into force of this Treaty through 
                                                 
(2) Issing, O. (2009). In Search of Monetary Stability: the Evolution of Monetary Policy, Center for 
Financial Studies (CFS), BIS Working Paper No. 273.   
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provisions of binding force and permanent character, preferably constitutional, or otherwise 
guaranteed to be fully respected and adhered to throughout the national budgetary 
processes. The Contracting Parties shall put in place at national level the correction 
mechanism mentioned in paragraph 1.e) on the basis of common principles to be proposed 
by the European Commission, concerning in particular the nature, the size and the time-
frame of the corrective action to be undertaken, also in the case of exceptional 
circumstances, and the role and independence of the institutions responsible at national 
level for monitoring the observance of the rules. This mechanism shall fully respect the 
prerogatives of national Parliaments.»  
 
5 
Thus, the philosophy behind the new governance reflects the view that the crisis is a 
deviation from fundamental equilibrium which was distorted by political misbehaviour.  
Modern monetarists have a different interpretation. For them, the European debt crisis is 
the consequence of a liquidity shock caused by the Global Financial Crisis in 2008 and 
weaknesses in the banking system (3). It has the following logic of events. A liquidity 
shock starts with a sudden collapse in confidence and a subsequent drop in the 
fundamental value of securities in the market. In the case of the Euro crisis, the liquidity 
shock was triggered first in 2008 by the Lehman Brothers bankruptcy in the USA that 
brought into the open the weakness of some bank balance sheets; but a second shock 
resulted from the devastation of trust after the newly elected Papandreou government had 
revealed in 2009 that the previous Karamanlis administration had concealed the extend of 
the deterioration of Greek public finances. This event then led to the net selling of Greek 
government bonds and, therefore, to a fall in their prices. Bond yields shot up and volatility 
increased with the growing uncertainty among investors. When no one wanted to buy 
these assets, liquidity dried up. Given that an important share of government bonds was 
held by banks, the balance sheets of commercial banks deteriorated and reduced their net 
worth as bond prices started to fall. At this point there is a real danger of a bank run. Even 
if deposits are guaranteed by governments, banks must then reduce their liabilities, lend 
less and the resultant credit crunch will spill over into the real economy. Low demand and 
falling investment will then slow down growth or even cause a recession. A vicious 
downward spiral starts, which reduces government income and re-enforces the debt 
crisis. Thus, a small local liquidity shock can lead to a systemic financial crisis when the 
need for liquidity spills over to banks, and this danger is the greater, the higher the degree 
of integration. 
 
6 
A liquidity crisis can be stopped by a lender of last resort who buys up the excess supply of 
bonds and thereby prevents the crisis from turning into a default avalanche. This excess 
supply of government securities has two dimensions. It consists of «old» outstanding 
securities, which risk-adverse investors dump in the secondary market, and of «new» 
securities issued in the primary market. Fundamentalists focus only on this new public 
borrowing requirement and ignore the price developments in the secondary market. By 
stopping highly indebted states from borrowing more, they seek to reduce the excess supply 
                                                 
(3) Chacko, G., C.L. Evans, H. Gunawan, A. Sjöman, 2011. The Global Economic System. How Liquidity 
Shocks Affect Financial Institutions and Lead to Economic Crises; Pearson FT Press, New Jersey. 
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of new securities in the primary debt market. For monetarists, by contrast, the danger in a 
liquidity crisis comes from the collapse of asset prices in the secondary market because of 
the distortions it produces for banks’ balance sheets. This leads to different policy 
recommendations.  
 
7 
While monetarists would agree that balancing budgets is part of a medium term strategy to 
restore stability, they will also argue that if the cause of the crisis is a liquidity shock, the 
focus on fiscal consolidation and deficit reduction alone is insufficient and needs to be 
complemented by a lender of last resort capable of stopping the vicious spiral from spilling 
over into the real economy. The question is then who should assume the stabilising bailout 
function? Governments or the European Central Bank? The European Financial 
Stabilisation Facility (EFSF) and the European Stabilisation Mechanism (ESM) were set up 
with funds provided by national Treasuries to provide liquidity to sovereign borrowers who 
had lost access to the bond market. A priori it seems reasonable to ask governments and 
not the ECB to bail out governments. However, under the dominating influence of German 
fundamentalists in the European institutions, liquidity provisions were severely restricted and 
the policy emphasis was put on austerity programmes aimed at reducing new borrowing 
requirements. The stability funds were restrained essentially to assure new borrowing and 
refinancing of maturing debt, but not to stabilise the secondary market (4). As a 
consequence, the rot in Southern bond markets continued. Operators in financial markets 
had the impression that governments were always doing «too little too late», and the bailout 
funds needed to be revised upward several times.  
 
8 
Given this failure in Euro-governance, some commentators have proposed that the ECB 
should bail out distressed sovereign debtors and act as a lender of last resort to 
governments, rather than only to banks, which is a central bank’s traditional role as the 
«bank of banks». It was thought the ECB could do so, because it had «unlimited capacity to 
create money» (5). While the ECB is institutionally forbidden to intervene in primary markets 
for government debt, it has at several occasions bought sovereign debt in open market 
operations in the secondary market under its Securities Markets Programme (SMP). While 
these interventions seem to have had a stabilising impact in the short run, they are 
contested by fundamentalists who fear that they could generate inflation in the long run. 
 
9 
For the time being a reconciliation between the two positions seems to have taken place: 
the ECB does not act as a lender of last resort to governments, but to banks. This is in line 
with 300 years tradition of central banking. The ECB’s long term refinancing operations 
(LTRO) in December 2011 and February 2012, which have provided banks with close to € 
1000 bn liquid funds, have often been used to buy up securities in the bond market. Yields 
have come down for Italy, Spain and Ireland, but not for Greece and Portugal. 
 

                                                 
(4) The EFSF was only authorized to intervene in secondary markets in 2010. 
(5) de Grauwe, P. 2011, Only a more active ECB can solve the euro crisis, CEPS Policy Brief, No. 250, 
August. 
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Explaining the debt crisis 
10 
This raises the question: Who is right? Fundamentalists or monetarists? What kind of crisis 
is the euro crisis? Figure 7 shows the strong convergence of 10-year government bond 
yields before the financial crisis in 2008. For most of the initial Euro decade, markets 
considered sovereign debt as if it was the country debt of Euroland. The significant spreads 
of Greece and Slovakia over the Euro Area reflected the currency risks of national 
currencies before they joined the euro. According to the Eurosystem, the financial crisis 
started with tensions in the interbank market in August 2007 (6), but only after the Lehman 
bankruptcy in September 2008 did it spill over into bond markets. These rising spreads 
signal a lack of willingness by investors to hold Greek government bonds in their portfolio, 
and the Greek bond prices collapsed relative to Germany (figures 7 and 8). 
 
11 
This deterioration of asset values set into motion the vicious downward spiral of declining 
asset prices, which had negative effects for banks. Angeloni and Wolff (2012) (7) show 
that in 2011 alone, Greek banks lost 80 percent of their share price, and French and 
Italain banks about half of their value. Banks responded by reducing their holdings of 
sovereign bonds. The Greek bond market froze and the credibility crisis spilled over into 
other Southern Member States. The combination of a liquidity shock with hardened 
austerity has eliminated all domestic growth stimuli. Not surprisingly, rating agencies have 
repeatedly downgraded euro Member States where the possibility of GDP contractions 
puts the sustainability of public debt in jeopardy. This evidence would corroborate the 
monetarist model. But what about fiscal profligacy? 
 
10-YEAR GOVERNMENT BOND YELDS     Figure 7 
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(6) De Socio, A. 2011, The interbank market after the financial turmoil: squeezing liquidity in a “lemon 
market” or asking liquidity “on tap”; Working Paper 819, Banca d’Italia. 
(7) Angeloni C. and Wolff G.B.(2012). Are banks affected by their holdings of government debt?, 
Bruegel Working Paper 2012/07. 
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GREEK 10 YEAR GOVERNMENT BOND PRICES         Figure 8 
RELATIVE TO GERMAN BUND 
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DEBT TO GDP RATIOS             Figure 9 
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12 
Evidence for the fundamentalists claim that the debt crisis was caused by the 
accumulation of excessive deficits and the violation of the rules of the Stability and Growth 
Pact, is ambiguous. Figure 9 shows that prior to the financial crisis in 2008 the aggregate 
debt to GDP ratio had a modest tendency to come down in the Euro Area prior to the 
financial crisis. It did not fall more, mainly because it increased in the two largest 
economies Germany and France. However, in the high-debt Member States, Belgium and 
Italy, with ratios well above 100 percent, consolidation efforts made good progress. Of the 
crisis countries in the South, only Portugal saw a clear increase from 48 to 68 percent. In 
Greece it stagnated around 100 percent and in Ireland and Spain it fell substantially. 
Hence, rather than sustained fiscal irresponsibility, it was the shock of the financial crisis 
that pushed debt ratios up. These data could be interpreted as evidence against 
fundamentalists. 
 
13 
However, the picture changes, when one looks at governments’ fiscal policy stances since 
monetary union started in 1999. In the Stability and Growth Pact Member States had 
agreed to keep their cyclically adjusted deficits «in balance or surplus». Changes in the 
orientations in the policy stance can be seen from variations in the cyclically adjusted 
primary surpluses. According to the European Commission data in figure 10, Germany, 
France, Ireland and Spain were close to the SGP requirement of cyclically adjusted 
budget balances prior to the financial crisis. The huge deficits, which pushed up the debt 
ratio, were cyclical. However, Italy and Belgium had small deviations from the rule, while 
they were large in Greece and Spain. Nevertheless, the policy stance in Belgium and 
Greece had a long run tendency to weaken over the decade; it was alternating between 
softer and tighter positions in Portugal, although it never improved enough to ensure 
primary surpluses. During the financial crisis, the policy stance relaxed in most Member 
States in order to stimulate the economy in its deep recession. These trends would weakly 
support the fundamentalist thesis of lack of fiscal discipline.  
 
Assessing the sustainability of public debt in Europe 
14 
Given this ambiguity, it may be more important to establish whether public debt is 
sustainable over the future. However, there are different ways for interpreting sustainability. 
Most economists would agree that governments do not have to balance their budgets at all 
times, but fiscal sustainability, or solvency, requires that governments will generate primary 
surpluses (i.e. budget positions net of debt service) the discounted present value of which 
must be greater or equal to the value of today’s debt. Simple as this rule may sound it is not 
operational, as one does not know the future evolution of these variables. Governments are 
at best able to control primary budgets, but not future growth and interest rates and they 
inherit from the past the debt burden that needs to be serviced.  
 
15 
A simple way of looking at solvency is to define the criteria which stabilise the debt ratio. By 
extension these criteria can be used to determine policies needed to lower it. The debt 
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DEFICIT TO GDP RATIOS         Figure 10 
(actual, cyclically adjusted and primary cyclically adjusted) 
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dynamics is determined by (see Box 1): 
sdyrd −−=∆ )()1(  

Hence, stability of the debt ratio requires that  
dyrs )()2( −=  

The right-hand part of the equation (2) is called the snowball effect of debt; the left hand 
stands for the primary surplus that is required to service the debt. The higher the growth-
adjusted interest rate and the inherited debt ratio, the larger is the debt service and therefore 
the larger must be the primary surplus (i.e. government revenue minus expenditure net of 
debt service). However, equation (2) stabilises any debt ratio and says nothing about an 
«optimal» or sustainable debt ratio. 
 
16 
In the CER Report on Europe 2010 we have linked the solvency rule to Europe’s policy 
framework under the excessive deficit procedure and have established the conditions under 
which European sovereign debtors remain solvent provided they get enough liquidity (See 
Box 1 and for a full account see Collignon, 2012) (8). These conditions say that to ensure 
the debt ratio to converge to its long run equilibrium it is sufficient that the required 
adjustment in the primary surplus be larger than the growth adjusted real interest rate. If 
policy makers do not take the debt ratio but only the 3 percent deficit as a policy target, the 
steady state equilibrium will be 3 percent divided by the nominal growth rate. If they focus 
only on the debt, the long run steady state will be identical to the target.  
 
17 
These conditions for long run sustainability are not excessively tight. The Excessive Deficit 
Procedure would be sufficient for sustainability as long as the primary budget position is 
increased by more than the growth-adjusted real interest rate (this is measured by the 
coefficient α). With negative growth, this is obviously harder than with a positive growth rate 
and interest rates must be brought down close to German levels. Alternatively, the recent 
reforms of the Stability and Growth Pact have introduced a new debt rule (equivalent to our 
coefficient β) of bringing the excess debt down by 1/20 of the excess. However, although 
these rules guarantee debt sustainability and solvency, they allow potentially large 
deviations from the steady state equilibrium and this will require sufficient liquidity for 
financing what may become temporarily very large debt ratios. This is a political obstacle. 
Nevertheless, following this rule has the advantage that it may avoid the vicious cycle of 
excessive austerity causing excessive deficits leading to even more austerity.  
 
18 
Where does Europe stand with respect to these sustainability conditions? The answer depends 
on how quickly one wishes the debt ratio to fall. This depends on the macroeconomic 
environment and on policy reactions. Figure 11 gives an overview over the macroeconomic 
determinants for the Euro Area: the GDP growth rate (blue) and the long term real interest rate 
(red); the difference (green) is the growth-adjusted real interest rate. The real interest rate had a 
tendency to come down in the first half of the decade and was slightly higher than the growth 

                                                 
(8) Collignon, S. 2012, Fiscal Policy Rules and the Sustainability of Public Debt in Europe; International 
Economic Review, Vol. 53, No. 2, May 2012.  
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rate. This changed after 2004, when growth picked up and exceeded the interest rate. Disaster 
struck with the financial crisis in 2008. Negative growth and falling inflation (which meant higher 
real interest rates) pushed the growth-adjusted real interest rate up above 7 percent although it 
has now come down to less than 2 percent. Thus, the macroeconomic environment has played 
a major part in the deteriorating public debt position. 
 
EURO AREA             Figure 11 
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19 
In order to stabilise the debt ratio, the change in primary surplus must be equal to this 
growth-adjusted real interest rate times the inherited debt ratio. Table 1 indicates the budget 
deficits and mean growth-adjusted interest rate for the 1999-2010 period and for 2010. 
Without exception, deficits are worse in 2010 than over the 1999-2010 period. The growth-
adjusted interest rate is abnormally high in Ireland, Greece, Portugal and Spain, but 
interestingly not in Italy. This environment makes debt reductions difficult, although the high 
growth rates in the previous decade explain why debt ratios have fallen before 2008. In the 
North (Germany, Finland and Netherlands) the growth-adjusted interest rate is abnormally 
low and the resultant «rotating booms» have made it easier for the North to consolidate 
budgets. There is no doubt, however, that the South has to make significant efforts to 
consolidate its finances, but the question is whether a radical consolidation is more likely to 
produce results than a slow adjustment. 
 
20 
The radical solution requires consolidation efforts at least sufficient to stabilise the debt ratio 
at today’s levels. Taking the debt ratio for 2010 as a reference, we find that the aggregate 
primary budget in the Euro Area must be in surplus of 4.3 percent of the GDP, but it would 
exceed 36 percent in Ireland and 20 percent in Greece; it should rise above 9 percent in 
Portugal and Spain and above the Euro average in France, Slovenia and Slovakia. In Italy,  
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BOX 1. SUSTAINABILITY OF DEBT  
 
 
 
 
In order to assess the sustainability of public debt, we start with the well known solvency 
constraint,  
 

sdyrd −−=∆ )(  
 
with r standing for the real interest rate and y the growth rate (and the difference also being 
called the growth-adjusted real interest rate), d for the debt/GDP ratio and s is the primary 
surplus (i.e. the surplus of government revenue over expenditure net of the debt service). 
A government has two ways to react to an excessive deficit: it may correct the excess borrowing 
by bringing the deficit down by a fraction alpha of what is required to reach the target. For 
example if the deficit is 4 percent, while the target is 3 percent, α=0.5 means the budget 
correction is 1/2 percentage point of GDP. Similarly, β is a coefficient for correcting the excess of 
the debt ratio over 60 percent. We describe the EDP-rule as the policy reaction function 
 

)()( 21 zdzdefs −+−=∆ βα  
 
where def stands for the deficit/GDP ratio and z1 is the deficit target and z2 the debt target, i.e. 3 
percent and 60 percent. 
The solution of this system with two dynamic equations has two parts. 
First, the steady state of the debt/GDP ratio is determined by the following formula: 
 

( ) βπα
βα
++

+
=

y
zzd 21

 
 
Second, whether the debt ratio will converge to the steady state, i.e. whether the debt dynamics 
are stable, depends on how quickly governments react to the violation of the EDP and on the 
macroeconomic environment. The conditions for stability are:  

( )2:0 yrIf −>= βα  
:0 yrandIf >=β conditionsufficienttheisyr −>α   

( ) conditionsufficienttheisyryrandIf
2

:0 ππαβ +−+><=  
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SUSTAINABLE DEBT AND CONSOLIDATION EFFORT         Table 1 
Budget deficit (-) Growth-adjusted Debt-GDP-ratio Consilidation effortas

Primary interest rates % of GDP
Mean 2010 2010 Mean 2010 2010 Steady Constant debt Minimal Minimal

1999-2010 1999-2010 rate 2010 1999-2010 2010

EURO AREA
Greece -7.0 -10.8 -5.0 -1.0 10.8 144.9 67.0 25.560 0.057 1.482
Italy -3.2 -4.5 -0.1 1.3 2.1 118.4 108.1 2.625 0.083 0.159
Belgium -1.3 -4.2 -0.7 0.7 -0.6 96.2 79.7 0.103 not excessive 0.026
Ireland -3.2 -31.3 -28.2 -1.7 8.8 94.9 53.0 36.545 0.160 3.027
Portugal -4.7 -9.8 -6.8 0.5 2.9 93.3 92.9 9.434 0.038 0.367
Euro Area 0.0 0.0 -3.4 1.0 1.0 86.3 85.5 4.258 not excessive not excessive
Germany -2.3 -4.3 -1.8 2.2 -1.6 83.2 93.4 0.484 not excessive 0.125
France -3.5 -7.1 -4.6 1.0 0.8 82.3 84.8 5.305 0.064 0.081
Austria -2.1 -4.4 -1.7 1.0 -0.9 71.8 76.8 1.093 not excessive 0.052
Malta -5.0 -3.6 -0.6 -0.1 -1.5 69.0 72.1 -0.441 0.001 0.140
Netherland -1.2 -5.0 -3.1 0.1 -0.0 62.9 77.4 3.064 not excessive 0.000
Cyprus -2.9 -5.3 -3.1 -0.8 1.7 61.5 58.0 4.128 not excessive 0.143
Spain -1.9 -9.3 -7.4 -1.5 3.9 61.0 65.8 9.809 not excessive 0.481
Finland 2.7 -2.8 -1.4 0.5 -1.0 48.3 68.5 0.889 not excessive not excessive
Slovakia -5.4 -7.7 -6.3 -2.4 -0.9 41.0 48.6 5.966 0.302 0.123
Slovenia -2.9 -5.8 -4.2 -2.0 3.6 38.8 58.7 5.592 not excessive 0.034
Luxembourg 1.9 -1.1 -0.7 -3.0 -4.3 19.1 52.5 -0.166 not excessive not excessive
Estonia 0.1 0.3 0.4 -2.2 2.5 6.7 47.8 -0.194 not excessive not excessive

NON-EURO  EU
EU15 0.0 0.0 -3.8 0.8 0.4 83.1 82.7 4.220 not excessive not excessive
Hungary -5.8 -4.3 -0.1 -0.7 2.8 91.3 69.7 2.413 0.030 0.204
EU27 -2.6 -6.6 -3.9 0.4 0.6 80.3 80.1 4.322 not excessive 0.054
United Kingdom -3.3 -10.3 -7.4 0.4 -1.2 79.9 73.7 6.406 0.025 0.185
Poland -4.6 -7.8 -5.2 -0.3 0.4 54.9 50.0 5.381 0.004 0.045
Latvia -3.1 -8.2 -6.8 -1.0 3.9 44.7 48.7 8.540 0.046 0.435
Denmark 1.6 -2.8 -0.9 1.0 -2.2 43.7 97.9 -0.083 not excessive not excessive
Sweden 1.1 -0.1 1.0 0.1 -4.0 39.7 66.6 -2.538 not excessive not excessive
Lithuania -3.0 -7.1 -5.3 -5.1 11.4 38.0 49.8 9.589 not excessive 1.149
Czech Republic -4.0 -4.8 -3.4 -1.0 3.0 37.6 56.0 4.545 0.050 0.231
Romania -3.8 -6.9 -5.4 -6.1 4.6 31.0 53.1 6.827 5.194 0.727
Bulgaria -0.1 -3.1 -2.5 -4.5 2.8 16.3 47.7 2.979 not excessive 0.170

 
Source: AMECO, own calculations 
 
 
an effort of 2.6 of GDP would stabilise the ratio at 118 percent; to bring it down back to 100 
percent within a decade, a permanent primary surplus of 4 percent would be required. The 
situation is even worse in the non-Euro Member States. Only Estonia, Malta, Denmark and 
Sweden would have to make no consolidation effort, because growth exceeds interest 
rates. These figures show that a rapid consolidation of public debt in Europe is totally 
unrealistic. Stabilising public debt requires time. 
 
21 
Given the harshness of such adjustments, the Excessive Deficit Procedure under the 
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Stability and Growth Pact allows more flexibility. As Box 1 explains, there is a long run 
steady state debt ratio which depends on nominal growth. Table 1 gives the figures for such 
long run debt ratio under the assumption of the mean growth for the 1999-2010 period plus 
2 percent for the nominal inflation target and taking the 3 percent budget deficit as the norm. 
The results show large variations, from 108 percent in Italy, 92 percent in Germany and 
approximately 66-68 percent in Greece, Spain and Finland. Given that a budget adjustment 
is only imperative when the deficit ratio exceeds 3 percent, four Member States are under 
no obligation to increase their primary budget position. However, the effort is still substantial 
in Ireland and Greece, although much more feasible than under the instant stabilisation rule. 
Thus, the issue of public debt sustainability is not trivial, although it is crucial to support 
consolidation policies by creating an environment of reasonable growth and moderate 
interest rates. Both these aspects would call for a new departure in the conduct of 
macroeconomic policy in the Euro Area. 
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Global and intra-EU trade imbalances 
22         lthough everyone 
agrees that economic growth is the key to overcoming the debt crisis in Europe, few seem to 
know how growth can be generated. To avoid misunderstandings: the issue is less the long 
term growth rate of economic potential, which depends on the accumulation of capital and 
labour, and on the macroeconomic environment, efficiency of institutions, infrastructure, health 
and education, goods, financial and labour market efficiency, technology, market size, 
business sophistication and innovation, etc. What is needed more urgently is a return of actual 
GDP to its potential capacity and then an increase in the potential capacity’s growth rate.  
 
23 
Where may the growth impulses come from? Especially in the crisis shaken South of 
Europe the answer is by no means obvious: fiscal stimulus is blocked by the political 
reaction to the debt crisis and by the reaction from financial markets; consumption is 
dampened by economic uncertainty and low wage increases; wages are held in check by 
unemployment; investment is not forthcoming because of stagnant growth and waiting for 
better times. That leaves only foreign trade as an engine of growth.  
 
24 
World exports have shrunk during the Global Financial Crisis in 2009, but have picked up 
since then. Figure 12 shows total exports for the world’s largest economies. It is clear that 
China is expanding exports very rapidly, and Europe faster than the USA. The graph 
separates exports within the Euro Area, which are paid in euros, from external exports, 
which are settled in foreign currency. The two categories are of nearly equal importance and 
each alone is higher than exports in the other economies. 
 
 
EXPORTS OF MAJOR ECONOMIES      Figure 12 
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25 
However, the capacity to benefit from this renewed source of growth varies from country to 
country. China and the rest of East Asia are the dominant growth pole in the global 
economy, the USA, Japan and also Europe are losing world market shares. This dynamic 
has contributed to global imbalances, with the USA as the largest deficit country, Asia 
generating surpluses, and Europe roughly maintaining balance (figure 13).  
 
26 
On the other hand, within the Euro Area, large current account imbalances have also 
occurred, mainly with Germany and the Netherlands being in surplus and the South in 
deficit. Figure 14 shows the trade balances as a percent of GDP for some selected EU 
Member States. The blue line gives the overall trade balance, the red line trade within the 
EU, the thin green line with non-Euro Area Member States and the black line trade with the 
non-EU rest of the world. Only Germany has trade surpluses in each market section. The 
Netherlands have massive surpluses within the EU, but deficits with the rest of the world. 
France has external trade balanced, but a growing deficit within the EU; in Italy, it is the 
opposite. In Italy, Spain and Greece one observes a trend for deteriorating deficits with the 
rest of the world, but not within the Euro Area. Trade balances with non-Euro Member 
States are moderately important (larger than 2 percent) in Ireland, the Netherlands and 
Germany, but hardly for the others.  
  
 
CURRENT ACCOUNT BALANCES AS PERCENT OF GDP      Figure 13 
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Shifts in global market shares 
27 
Trade balances are frequently interpreted as an indicator for competitiveness, although this 
is not entirely correct. They reflect the competitive capacity to produce goods at prices and 
qualities that customers want, but they also depend on demand, i.e. how much money 
people have and are willing to spend, and this is a matter of macroeconomic policy and 
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EUROPEAN TRADE BALANCES (IN % OF GDP)      Figure 14 
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private tastes. This makes competitiveness a complex concept. In order to catch the 
varieties of contributing factors, researchers have tried to evaluate competitiveness by score 
boards of indicators. The European Commission uses such indicators to signal risky 
macroeconomic imbalances. A more direct approach to measure competitiveness looks at 
shifts in market shares and the underlying cost comparisons.  
 
28 
Shifts in world trade can be explained by constant market share analysis. It decomposes the 
gains and losses in trade according to four effects: 

• The product effect describes the part of demand attributed to the commodity 
composition of the country’s exports. It is positive, if exports are concentrated in sectors for 
which demand in the EU is growing above average.  

• The market effect is the part of the variation attributed to the regional composition of the 
country’s exports, net of the product effect. It is positive, if demand in export markets is 
higher than what is expected given the product compensation.  

• The competitiveness effect in a narrow sense is the residual, which captures the 
difference between the actual gain of market share and the growth that would have 
occurred, had the export shares in regions and products remained constant. This effect 



 

 24 

catches therefore a wide range of supply side effects, from relative cost and price 
developments to environmental conditionings. 

• Finally, there is a multiplicative term of interaction (called mix in the charts), which only 
matters when there are fast changes in exports.  

In order to make small and large economies comparable, it is useful to construct an index 
that shows the cumulative evolution of the four components of shifts in market share. 
Because of the transformation of the global economy since the end of the Cold War, we 
start the index for global trade in 1992. For intra-European trade, we will focus below on 
developments after the creation of the euro. A positive value represents an increase in 
competitiveness. Box 2 explains the methodology. 
 
29 
Figure 15 looks at the winners in world market share. Not surprisingly, China, India and also 
the transition economies in South East Asia (mainly Indochina) are the main winners, 
essentially by improving the competitiveness of their supply side. With rising oil prices after 
2002, the Gulf States, Russia, Venezuela and North Africa have increased their market 
share due to their product specialization. In this country group, only Russia and other former 
Soviet Republics have moderately increased supply side competitiveness in the 2000s. By 
contrast, in Sub-Saharan Africa, supply side competitiveness has increased in the 1990s, 
but stagnated since then.  
 
30 
The major industrialized economies are the main losers of world trade shares (figure 16). 
The loss is much higher for North America and Japan than for the Euro Area. The reasons 
for this slightly better development are mainly supply side effects, which hold up much better 
in Europe. Japan benefits from demand in growing markets in China and South East Asia, 
while Canada is losing there. The USA is losing in all segments.  
 
31 
Thus, our figures show a profound transformation of the global economy over the last two 
decades: important shifts in trade and production have taken place across the planet, 
although not so much due to globalization as such, but rather because the switch from 
formerly communist planned economies to market economies has generated the efficiency 
gains which most economists have always expected. On the other hand, European 
integration has frequently been promoted on grounds that a single European market with a 
single currency was necessary in order to make European companies capable of generating 
better efficiency and surviving in the global economy. This too has worked as expected: 
despite widespread complaints about Euro-sclerosis and lack of flexibility, Europe has 
become the most competitive economy of all advanced industrial countries in the world. 
 
32 
It is also interesting that the traditional emerging market economies, which used to be 
considered as models of flexibility, have been stagnating during the last decade. See Figure 
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BOX 2. CONSTANT MARKET SHARE ANALYSIS:  
SOME METHODOLOGICAL ISSUES 
 
 
 
 
The Constant Market Share Analysis (CMS) is a common tool, applied for the first time to 
international trade flows by Tyszinski (1951)(1) with the aim of disentangling structural effects 
(i.e. the geographical and sectoral composition of exports) from other changes, which are usually 
associated with competitiveness. The basic idea is to decompose the growth rate of exports (g) 
of a country in a given destination market (or in a given region) in a component obtained by 
applying the growth rate of world exports (g*) to the initial export flows and a residual component. 
The residual component causes the market share change and we call it total effect (TE):  
 

 
 
By using the formulation applied by ECB (2005) and Amador and Cabral (2008)(2), the total 
effect is than broken down into two components: a combined structure effect (CSE) and a 
competitiveness effect (COMP). The CSE is obtained by applying to each export flow the 
difference between the world export growth rate and that of the specific market: 
 

 
 
where        is the growth rate of total imports of product i in country j      ; and      represent the 
shares of product i in country j for the exporting country and world respectively. Further 
refinements of the analysis (Leamer and Stern 1970, Richardson 1971a/b) (3) decompose the 
structural effect into three terms which account for the geographical (market effect ME) and 
sectoral (commodity effect CE) composition of exports as well as for their interaction (MIX): 
 

 
 
the latter term is included because the geographical and sector distributions are not independent 
so that the sum of the first two effects does not equal the CSE if either Laspeyres or Paasche 
weights are used. If Laspeyres weights are used in the calculation of the market effect then the 
commodity effect should be calculated with Paasche weights to sum up to the CSE, unless the 
interaction term is made explicit as in the present formulation. 
 
 
 
_______________________________ 

(1) Tyszynski H. (1951), World Trade in Manufactured Commodities, 1899-1950, in «The Manchester 
School», 19, pp. 272-304. 
(2) ECB (2005), Competitiveness and the export performance of the euro area, “Occasional Paper 
Series” 30; Amador, J., Cabral, S. (2008) The Portuguese Export Performance in Perspective: a 
Constant Market Sharfe Analysis, “Economic Bulletin and Financial Stability Report Articles”, Banco 
de Portugal. 
(3) Leamer E.F., Stern R.M. (1970), Quantitative International Economics, Chicago: Alpine Press; 
Richardson J.D. (1971a), A Constant Market Shares Analysis for Export Growth, in «Journal of 
International Economics», 1, pp. 227-239; (1971b), “Some Sensitivity Tests for a Constant Market 
Shares Analysis of Export Growth”, in «Review of Economics and Statistics», 53, pp. 300-304. 
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The market effect represents the export growth obtained as weighted average of the growth 
rates of specific markets (net of world growth) with weights given by the initial export distribution 
by partner: 
 
 
 
where     is the growth rate of total imports of country j,    and     represent the geographical 
distribution of exports for the reference country and the world. By the same token, the commodity 
effect is the effect of total growth of each commodity (net of world growth) weighted by the 
commodity distribution: 
 
 
The interaction effect is given by: 
 

 
 
in simple worlds this effect represents the impact of the change in both geographical and sectoral 
weights. Many authors find no economic meaning for the interaction effect (Reimert and Schultz 
1985, Milana 1988) (4) while other (Richardson 1971, Fagerberg and Sollie 1987) (5) consider it 
an additional measure of competitiveness. 
 
In order to reduce the bias associated with the use of the initial weights, we calculate the CMS 
decomposition year by year and then cumulate both values and growth rates, obtaining indexes 
representing various components. These indexes, and in particular the competitiveness 
indicator, will be used throughout the report both as descriptive tools and for testing the 
explanatory power of the CER Competitiveness Index vis a vis standard measures of 
competitiveness (Box 3). The initial year of the decomposition is 1993 because of earlier 
aggregation problems with the countries belonging to the former Soviet Union. According to 
Richardson (1971b) the choice of the partner countries must be done by reflecting as much as 
possible the trading partners of the focus countries. As we focus on the European Union, we 
include as partners all the EU27 countries and the rest of Europe, CIS countries, ASEAN+6, 
India, main advanced economies (USA; Canada, Japan, Australia, New Zealand), main Latin 
America countries (Brazil, Mexico, Venezuela, Argentina), South African Union and oil exporting 
countries. Data used for the CMS analysis are from the Chelem database developed by the 
CEPII, with a breakdown of 80 products divided according to the stage of production 
(intermediates, consumption, basic manufacturing, equipment goods, primary commodities and 
n.e.s.). 
 
 
 
 
 
 
 
 
_________________________ 

(4) Milana, C. (1988), Constant-market-shares analysis and index number theory, “European Journal of 
Political Economy” 4(4), 453–478; Reymert, R., Schultz, C. E., (1985) Export and Market Structure 
“Report 5/85” Central Bureau of Statistics, Oslo. 
(5) Fagerberg J., Sollie G. (1987), The Method of Constant Market Shares Analysis Reconsidered. 
“Applied Economics”, 19(12), pp. 1571-83. 
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WORLD TRADE MARKET SHARE WINNERS        Figure 15 
(cumulative market share indices for total trade) 
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Source: own calculation on Chelem data. 
 
 
 
17. Mexico has maintained stagnant supply side competitiveness, but it has suffered from 
being concentrated on the not very dynamic markets in North America (NAFTA); the early 
emerging economies in the Chinese world (Hongkong, Singapore, Taiwan, South Korea) 
have lost market share due to deteriorating supply side competitiveness and a bad product 
mix. The second generation NICs in South East Asia (ASEAN) have stood between these 
two experiences with stagnating supply-side competitiveness and a clear disadvantage in 
terms of product mix. It may well be that South East Asia will simply follow the path of 
«aging East Asian tigers» traced by Korea, Hongkong and Taiwan.  
 
Shifts in European trade shares 
33 
The trade performance in the European internal market deserves a separate analysis. 
Export data show that roughly 2/3 of trade by EU Member States is within the European 
Union. In the new Member States in Eastern Europe it covers more than ¾ and in the UK, 
Finland and Malta closer to 55 percent. The removal of trade barriers in 1992 and the 
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WORLD TRADE MARKET SHARE LOSERS        Figure 16 
(cumulative market share indices for total trade) 
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Source: own calculation on Chelem data. 
 
 
STAGNATING MARKET SHARES         Figure 17 
(cumulative market share indices for total trade) 
 

-.4

-.2

.0

.2

.4

.6

.8

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10

Euro Lehman

Mexico

-.3

-.2

-.1

.0

.1

.2

.3

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10

Total ef f ect Market ef f ect
Product ef f ect Competitiv eness ef fect
Mixed structure ef f ect

Euro Lehman

Asian NIE1 (Honk Kong, Singapore, Taiwan, South Korea)

-.2

-.1

.0

.1

.2

.3

.4

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10

Euro Lehman

Asian NIE2 (Malay sia, Philippines, Thailand)

 
Source: own calculation on Chelem data. 
 
 
realisation of the four freedoms (for goods, services, labour and capital) have facilitated the 
allocation of capital and labour to more efficient use, while the creation of EMU has 
eliminated the foreign exchange constraint on trade. As a consequence, trade shares have 
shifted substantially since monetary union started in 1999. On the one hand trade finance 



 

 29

within the currency area has become easier; on the other hand, efficiency gains from large 
scale intra-trade should also translate into competitive advantage in global markets. Finally, 
the severe European recession has affected intra-Euro Area trade performances 
significantly and the intra-trade share has fallen as a percentage of total trade. 
 
34 
Figure 18 shows the evolution of global export shares for some prominent Member States of 
the European Union. In line with Figure 15 one notices that all Euro Area economies have 
been losing out in world trade, although it is now apparent that this difficulty arises from 
supply side effects in southern Europe and especially in France and Italy, while the German 
performance is volatile. Interestingly, however, contrary to a widespread myth, German 
exports have benefitted less from supply-side competitiveness (except in two years under 
Chancellor Schröder), but mainly from strong positioning in dynamic markets, especially in 
Asia. The UK, on the other hand, is doing even worse than France, while Poland is Europe’s 
China. This confirms our picture that transition economies in Europe and Asia have taken 
over market shares from the established industrialised countries, essentially by improved 
supply side conditions.  
 
 
WORLD MARKET SHARES OF EU MEMBERS       Figure 18 
(cumulative market share indices for total trade) 
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35 
After the global trade shares, we look at the distribution of trade shares within the European 
Union. Table 2 shows the cumulative market shares as a percent of 2010 GDP of each 
Member State. Ireland is the biggest loser with a cumulative loss of 12.5 percent of GDP.  
 
SHIFTS OF MARKET SHARE WITHIN THE EUROPEAN UNION:         Table 2 
1999-2010 

Competitiveness Product Market Mix Total effect
Ireland -11.7 1.8 -2.8 0.2 -12.5
Finland -4.6 -0.7 0.2 -0.5 -5.6
France -3.5 0.5 -0.3 0.1 -3.3
Portugal -0.6 -1.1 -1.3 0.5 -2.5
Italy -1.9 -0.6 0.1 -0.1 -2.5
Spain 0.2 -0.5 -0.4 0.2 -0.7
Greece -0.9 0.2 0.3 -0.1 -0.5
Belgium+Lux -1.7 2.6 -1.5 0.3 -0.3
Austria -0.5 -0.9 1.6 0.4 0.5
Germany 1.1 -0.4 0.4 -0.1 1.0
Estonia 0.2 1.8 1.0 0.2 3.1
Slovenia 6.6 -1.5 1.7 -0.1 6.6
Netherlands 14.0 0.0 -0.6 -0.3 13.2
Slovakia 23.3 -0.6 5.1 0.0 27.8

United Kingdom -4.2 0.3 -0.4 -0.2 -4.5
Denmark -4.3 1.2 -0.2 0.4 -3.0
Sweden -4.2 1.8 -0.4 0.2 -2.6
Latvia 0.2 2.5 0.5 2.6 5.9
Romania 10.3 -1.3 0.2 0.0 9.2
Bulgaria 10.7 -0.5 0.2 0.0 10.4
Poland 10.9 -0.2 0.9 -0.1 11.6
Hungary 12.7 -1.3 3.6 0.1 15.2
Lithuania 12.2 2.1 1.8 -0.1 15.9
Czech Rep. 20.9 -2.3 4.1 0.7 23.4

 
 
 
The biggest winners are Slovakia and the Netherlands. In this context it is remarkable that 
nearly 80 percent of Dutch exports are within the EU. Surprisingly, Germany’s export 
performance relative to the size of the economy is disappointing. Since the start of European 
monetary union it has only accumulated a supply-side advantage of 1.1 percent of GDP and 
the small market effect is cancelled out by negative product specialisation. This fact seems to 
contradict the superior performance revealed by the enormous German export surplus, but it 
is easily explained when one considers that a trade surplus implies low demand for imports.  
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36 
Thus, Germany’s surplus position is not so much a matter of competitiveness, but instead our 
data give support to the claim that Germany «is saving too much» or not spending enough. If 
this hypothesis were correct, it would have important implications for the correction of 
macroeconomic imbalances in the Euro Area.  
 
37 
Among the non-Euro Member States, the advanced industrialised economies of the UK and 
Scandinavia are not doing well. They are losing market shares due to supply side effects and 
bad market orientation, while the transition economies in Eastern Europe are all super-
performers.  
 
Cost competitiveness within the Euro Area 
38 
While the shift in market shares is an indicator for competitiveness in a broad sense, relative 
costs should be an important variable explaining the supply-side conditions of companies. 
Macroeconomic studies often refer to relative prices and inflation rates. In this context, 
labour costs are certainly the dominant cost factor, but what matters for firms is not wages 
as such but labour cost per unit of output. This means that nominal wages should reflect 
differences in productivity. If wages grow at the same rate as labour productivity, unit labour 
costs (ULC) will remain stable.  
 
39 
In the Euro Area, policy makers have often stressed the Golden Rule whereby ULC should 
not increase faster than the ECB inflation target of 2 percent. Figure 19 indicates that ULC 
remained below the ECB target in four out of 11 Member States, but the large weight and 
negative deviation of the German economy have kept the average for the Euro Area as a 
whole below target. Especially the southern economies (Italy, Greece, Portugal, Spain) have 
consistently overshot the 2 percent without any correction before 2009. This means that 
German wage restraint has helped the ECB to meet its inflation target, but at the same time 
it has enabled the South to ignore the Golden Rule and loose labour cost competitiveness.  
 
40 
However, low wage growth in Germany, which in fact represents falling real wages, have 
contributed to low German consumption, rising profits and savings and rising current 
account surpluses. Given stagnating domestic demand German companies have used 
these profits to finance demand from other Member States in the Euro Area and this has 
been the main cause for macroeconomic imbalances within the euro Area. Under these 
circumstances, a correction of imbalances requires higher wages and consumption in 
Germany. However, this cannot be a one-sided policy correction. For if wages are to 
increase faster in Germany, as the German Minister Schäuble recently proposed, they will 
have to slow down in Europe’s south, otherwise inflation will pick up and the ECB will have 
to tighten monetary policy. Hence, a coordinated approach to wage setting in the Euro Area 
should be part of the policies to avoid excessive macroeconomic imbalances. 
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41 
Nevertheless, cost indices as in Figure 18 are not a good measure for competitiveness, 
because they start at an arbitrary base year and only show cumulative variations. Yet, it is 
less damaging for ULC to increase rapidly, if the economy starts from an undervalued 
position. To judge whether this is the case, one needs to establish a benchmark for relative 
unit labour cost levels and not of rates of change. The rate of return on capital is such a 
reference. 
 
NOMINAL UNIT LABOUR COST INDICES        Figure 19 
AND INFLATION TARGET 
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Source: AMECO. 
 
42 
Ultimately, competitiveness is about capital being able to earn a decent return. If one takes 
the Euro Area as a benchmark, the relative return on capital in different Member States 
would indicate, whether labour costs are overvalued or undervalued relative to the average. 
Figure 20 shows the result of calculating equilibrium unit labour costs, under the assumption 
that the return on capital is equal to the Euro Area average, and compares them to the 
actual values.  
 
43 
Over the last two decades, persistent overvaluations for Austria, Spain and Greece, and 
undervaluations for Belgium, Finland, Ireland, Italy, Luxemburg, Netherlands and Portugal 
can be observed: actual unit labour costs are higher than the calculated ones. France and 
Germany are exceptions: France has moved from undervaluation to overvaluation and 
Germany did the opposite. We note that the equilibrium level of unit labour costs is neither 
constant nor necessarily close to parity (the horizontal line). The reason is that capital 
productivity has changed and/or inflation differentials have modified profit margins.  
 
44 
A quick way to see changes in the positions of competitiveness levels is by taking the 
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difference between the actual and equilibrium unit labour costs relative to the Euro Area for 
a particular country. Figure 21 summarises this information about the degree of over-or 
undervaluation of labour costs into a single Competitive Index (9). The zero line indicates 
that the average return on the capital stock in a given Member State is equal to the Euro 
Area. An index number above the zero line represents an overvaluation. For example, 0.1 
means that the ULCs of a Member State are 10 percent above equilibrium. An increase in 
the index is equivalent to a loss of competitiveness.  
 
 
ULC RELATIVE TO EURO AREA: ACTUAL AND EQUILIBRIUM     Figure 20 
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Source: own elaboration on AMECO data. 
 
                                                 
(9) The index was first published by CER 2011. 
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45 
The broad movements confirm the trends indicated in figure 19. The value added consists in 
the information about competitiveness levels. Remarkable changes have occurred: most 
dramatically, in Ireland the index rose from an undervaluation close to -30 percent in 2002 to 
-5 percent in 2007. In the Netherlands, it went from zero to -10 percent and in Germany 
from +10 to -5 percent. Greece has improved from +21 percent in 2000 to +7 percent in 
2007, but this was not enough to eliminate the overvaluation. Italy has continually lost 
competitiveness from -11 percent to -2.5 percent; it is, however, still weakly competitive. The 
same is true for Portugal, although a correction occurred around 2005. Finland has reduced 
its advantage from -20 to -10 percent, and Spain has increased its disadvantage from 2 
percent to 12 percent. France is a sad story: the advantages of competitive disinflation of 
the 1990s have been lost with a swing of 8 percentage points that has pushed the economy 
into overvaluation. These observations conform to the constant market share estimates of 
supply-side competition. Hence, our Competitive Index performs well and would be a good 
policy tool for assessing the underlying causes of macroeconomic imbalances in the Euro 
Area. Box 3 reports formal tests to check the validity of our competitiveness index with 
respect to more conventional indicators such as Real Effective Exchange Rates in prices 
and labour costs. The results confirm that the CER Competitive Index performs better in 
explaining market shares than conventional measures (figure 21).  
 
46 
In the Report on Europe 2011, where we first introduced the CER Competitive Index, we 
have explained the deterioration of competitive positions by the redistribution of comparative 
advantages that followed the introduction of the euro and the fall of the cost of capital in 
Europe’s south. We have shown that the South should have restrained wage increases 
more because capital productivity fell during the investment boom and in the North wages 
should have grown more because labour productivity had a comparative advantage. This 
means that macroeconomic imbalances are not alone a consequence of labour 
developments, but also of capital market developments. This aspect is often ignored in the 
debate about competitiveness in the Euro Area. Instead, macroeconomic imbalances are 
explained by current account deficits, resulting either from loss of competitiveness of 
insufficient savings in Europe’s south. But these imbalances are a sign of market efficiency 
rather than a source of disruption, as they are financed by the free flow of credit and capital 
within the Monetary Union. Indeed, while internal imbalances have important effects on the 
distribution of growth and jobs in the Euro Area, the finance mechanism through which they 
are sustained is entirely different from trade finance between countries with separate 
currencies.  
 
47 
In international trade, the budget constraint is foreign currency, which is needed to pay 
foreign supplies. If payments for imported goods and services exceed the revenue for 
exports, a country is running a deficit, which implies borrowing to cover excess spending. 
Macroeconomic imbalances are therefore accumulating external debt in deficit countries 
and external wealth claims in surplus countries. This is another way of saying that current 
account deficits must be financed by capital inflows or the use of previously accumulated  
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BOX 3. ASSESSING THE PERFORMANCE OF THE CER 
COMPETITIVENESS INDEX 
 
 
 
In this box we provide evidence on the performance of the CER Competitiveness Index (CCI 
henceforth) with respect to standard measures of competitiveness. This is done by estimating the 
relation between the measure of supply-side competitiveness calculated by an index derived from 
Constant Market Share Analysis (CMS) and other cost measures of competitiveness. Such 
measures are the Real Effective Exchange Rate based on CPI, nominal and real Unit Labour 
Costs. We use the CMA as the explanendum, as it indicates how much an economy has been able 
to increase or lose market share after eliminating the demand side effects. All these measures are 
divided by their average value in the EU27(1) in order to account for the relative labour costs 
position and give a better comparison with the CCI.  The estimated equation is the following: 
 
(3.1.)          
 
where CE is the CMS competitiveness effect for country i at time t, CI is the competitiveness indicator 
to be tested (CCI, NULCrel, RULCrel, REERrel), γi are a set of random effect while δt are fixed time 
dummies. The sample covers the period 1995-2010. The choice of the Random Effects estimator 
against the Fixed Effects counterpart is based on the results of the Hausman test (not shown). We 
introduce the variables in first differences in order to avoid problems of non stationarity of the series.   
Estimation results are shown in the following table where in the first four columns we use as 
dependent variable the competitiveness effect calculated on intra EU27 trade only, while the 
following four columns refer to the total trade. In both cases we excluded the energy sector from 
trade data in order to avoid a bias due to the fluctuations of the oil price.  
 
 
ESTIMATION RESULTS OF EQUATION                  Table 
 

∆(CCI) -0.548** -0.530***
[0.177] [0.140]

∆(NULCrel) 0.186* 0.226**
[0.111] [0.085]

∆(RULCrel) -0.476** -0.436**
[0.217] [0.163]

∆(REERrel) 0.1097222 0.216*
[0.145] [0.118]

Constant -0.014 -0.008 -0.012 -0.018* -0.039** -0.033** -0.036** -0.046***
[0.015] [0.011] [0.014] [0.010] [0.014] [0.010] [0.013] [0.009]

R2 within 0.088 0.042 0.060 0.037 0.13125 0.1006944 0.10625 0.0965278

N 240 240 240 240 240 240 240 240

Dependent variable
∆(competitiveness effect intra EU27)

Dependent variable
∆(competitiveness effect total)

 
Standard errors in brackets; * significant at 10% level, ** significant at 5% level, ***significant at 1% 
level. Estimation technique: panel random effects 
 
 
_____________________ 
(1) We tried also by dividing for the average Euro Area value but with this transformation the 
significance of these variables is lower 
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The results prove the better performance of the CCI. Its coefficient is negative, as expected, and 
significant in both cases. In addition, and the overall fit of the model is higher. A one percent 
reduction in the CCI (i.e. a competitiveness improvement) increases the growth rate of export 
market shares by approximatively 0.5 percent. Among the other indicators only the relative real 
ULCs are always significant and with the expected negative sign, while the REER is never 
significant at 5 percent level and nominal ULCs are significant only in explaining the total market 
share changes. In addition, their sign is positive, suggesting a non standard effect of relative 
prices on the export performance. This effect can be due to quality upgrading (2) and makes it 
even more complicate to interpret changes in these measures while the CCI has a clear and 
unambiguous effect. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
________________________ 
(2) On the relation between quality upgrading and prices see for example Juan Carlos Hallak & Peter 
K. Schott, (2011) "Estimating Cross-Country Differences in Product Quality," The Quarterly Journal of 
Economics, Oxford University Press, vol. 126(1), pages 417-474. 
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foreign reserves. When foreign lenders no longer extend credit, a country may quickly run 
out of foreign reserves and must devalue its currency. Thus, it is the exchange rate that 
defines the country risk, and a country is economically defined by its currency. Persistent 
current account deficits can be financed by inflows of foreign capital, but, as the Asian crisis 
in the late 1990s has taught, capital flows may suddenly stop and cause a crisis.  
 
 
CER COMPETITIVE INDEX          Figure 21 
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Source: own elaboration on AMECO data. 
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The situation is different within a monetary union. Since EMU started in 1999, important 
structural imbalances have also occurred in the Euro Area and they have often been larger 
and more persistent than in the previous period, which is consistent with the fact that banks 
do no longer lend to «countries», but to clients. This fact turns Euro Member States 
effectively into provinces of Euroland, where current account balances between Member 
States matter as little as (non-recorded) current accounts between Berlin and Brandenburg 
or Rome and Lazio.  
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49 
Within monetary union, there is an inevitable symmetry between regional surpluses, which 
finance deficits elsewhere. This is particularly clear after the financial crisis in 2008, when 
the recession has reduced demand for German products and caused a reduction in 
Germany’s intra-EU trade surplus (but not with the rest of the world). As a mirror image 
trade balances in the crisis-ridden Southern Member States have all improved.  
Thus, in a monetary union, external surpluses, like those of Germany, Ireland and France, 
earn foreign currency for the Euro Area and these foreign exchange reserves are spent by 
external deficit countries like Spain, Greece or the Netherlands on net imports from outside 
the Euro Area; intra-Euroland deficits in say France, Greece or Portugal are mirror images 
of the surpluses of Germany or the Netherlands. Within Euroland, there is no need to earn 
foreign currency, as all payments are made in domestic euros. The internal imbalances add 
to zero and the deficits are financed though the banking system which reallocates the 
savings from surplus countries. Hence, within the Euro Area the better performance of the 
North necessarily implies a worse performance in the South, and inversely, an improvement 
in the Southern position will deteriorate Northern trade balances. Given the existence of this 
finance mechanism, we must ask whether internal macroeconomic unbalances are 
effectively detrimental for EMU.    
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50        s part of the reform of the 
economic governance in the Euro Area, the European Commission has now published its 
first surveillance report on macroeconomic imbalances, which is called the Alert Mechanism 
Report (10). See Box 4. Its purpose is to detect at an early stage if macroeconomic 
distortions and imbalances might threaten the stability of Euro Area and other EU Member 
States.  
 
51 
In principle, monitoring the macroeconomic performance of Member States closes a gap in 
the previous Euro policy framework. However, the implementation of the new Excessive 
Imbalance Procedure in the Alert Mechanism Report deserves critique on two grounds.  
First of all, the scoreboard indicators used by the European Commission have an excessive 
bias in favour of national statistics and do not sufficiently reflect the functioning of the Euro 
Area as an integrated currency union. For example, the AMR uses current account statistics 
and the net international investment position to assess imbalances, when these data have 
effectively lost their significance for individual Member States and only remain significant for 
the Euro Area as a whole.  
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A monetary union is a payment union. Money is therefore the distinguishing category 
between economies (11). What is «foreign» is determined by the fact that foreign currency 
is not accepted as domestic means of payment. Thus, foreign debt is defined by foreign 
currency, and the debt issued by an Italian or Greek importer to a German supplier is not 
«foreign». It is a category mistake to mix the economic functions of the means of payment 
with the political functions of government. For the economic analysis of a functioning market 
economy, the monetary aspect should dominate. For policy-related interferences by 
governments and regulators in the economy, one may have to refer to jurisdictions. 
 
53 
Secondly, this category mistake has also inspired a debate about capital and balance of 
payment flows, which prevents a deeper understanding of the causes of macroeconomic 
imbalances in Europe. The payment function of money assigns a clear role to the balance of 
payments, which records payments for goods, services and financial assets that need to be 
converted from domestic into foreign currencies. Imbalances in trade and payments 
between regions and Member States of the European Monetary Union should not be 
confused and amalgamated with payments in foreign currency. The proper method for 
assessing macroeconomic imbalances requires distinguishing three forms of payments: (1) 
local payments within the same state; (2) intra-Euro Area cross-border payments between 
Member States and (3) external payments in foreign currency. Unfortunately, European  
 

                                                 
(10)European Commission, 2012, Alert Mechanism Report; Brussels, 14.2.2012 COM(2012) 68 final. 
(11) Keynes (1930) famously defined money as a means of payment which is “the ultimate asset that 
extinguishes debt contracts”. 
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payment statistics are collected by national institutions, which do not distinguish between 
intra and extra Euro Area payments. This makes a proper assessment of macroeconomic 
imbalances difficult. As a result, the debate about appropriate policies is often biased toward 
an inappropriate consideration of current account deficits or parlance of payment flows.  
 
Mistaken current account arguments 
54 
Initially, economists, the ECB and other policy makers gave little attention to national current 
account statistics. In the wake of the Euro crisis, this has changed. Some economists have 
observed that Europe’s South, which is ravaged by the debt crisis, also ran large current 
account deficits over the last decade, while the North had surpluses (figure 22). They 
concluded that reducing current account imbalances would necessarily prevent excessive 
debt or that turning deficits into surplus is necessary to enable Member States to repay their 
debt. This is derived from the well-known accounting identity:  
Y = C + I + G + X – M 
where national income (Y) can be expressed as the sum of consumption expenditures (C), 
investment expenditures (I) and spending by government (G) plus the difference between 
exports (X) and imports (M). National income also equals total consumption spending plus 
savings (S) plus taxes (T) paid to the government, so that the identity linking private and 
public savings takes the form: 
(T – G) + (S – I) = X – M 
In other words, in an open economy the public sector and the private sector wish to run 
surpluses and pay down their debts, the economy as a whole must run a current account 
surplus. Hence, focusing on current account deficits was a good indicator for how much 
austerity was needed to overcome the debt crisis.  
 
 
CURRENT ACCOUNT BALANCE AS PERCENT OF GDP      Figure 22 
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BOX 4. ALERT MECHANISM REPORT  
 
 
 
The Alert Mechanism Report (AMR) is the first step by European Commission to implement the 
new surveillance procedure for the prevention and correction of macroeconomic imbalances, which 
are regarded as one of the root causes of the current economic crisis. It is a new instrument in the 
enhanced framework for economic governance to ensure fiscal sustainability, competitiveness, 
financial market stability and economic growth in the EU. The report also includes a scoreboard of 
indicators for the early identification of short-term as well as structural long-term imbalances. In 
addition, information and indicators taking account of country-specific circumstances and 
institutions are used to assessment of imbalances. 
 
The AMR analyses the scoreboard indicators country by country, except for Member States like 
Greece, Ireland and Portugal, which are subject to surveillance programmes in the Euro Area, and 
for Romania outside of the Euro Area. According to the AMR, all Member States are adjusting their 
economies under the impact of crisis, especially those which have high external deficits and large 
imbalances, although each Member State has different challenges and potential risks in terms of 
scope and severity. But the adjustment process has caused a significant rise of unemployment and 
a reduction of economic activity in the short term. Increasing productivity is considered particularly 
important for enhancing potential output and adjustment capacity.  
 
The risks of new demand-led imbalances are generally considered low in the current economic 
environment. Based on the scoreboard analysis, the European Commission suggests that further 
in-depth analysis is warranted for Belgium, Bulgaria, Denmark, Spain, France, Italy, Cyprus, 
Hungary, Slovenia, Finland, Sweden and the United Kingdom. Some of these Member States need 
to correct accumulated imbalances, while others are experiencing rapid adjustment due to 
catching-up effects. For the countries with a relatively good economic performance, further analysis 
is needed with respect to developments in asset markets and the continuous build-up of 
indebtedness in the private sector. In addition, further horizontal analysis on the drivers and policy 
implications of large and sustained current account surpluses, especially for some Euro Area 
Member States, is needed. 
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55 
Because, current account deficits reflect low gross national (public and private) savings, 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 deficit economy would need to be higher in 
order to attract capital flows. In a monetary union, where short term interest rates have 
converged, this implies that the competitive conditions in Member States with large deficits 
would have to yield higher returns on real capital than in surplus countries. Our 
competitiveness index has shown that this was not necessarily the case (see Figure 20). 
But the deterioration was a gradual process and not a sudden stop. 
 
56 
On the other hand, a «sudden stop» of capital inflows could make it impossible for firms and 
governments to refinance themselves in financial markets and this could generate a debt 
crisis as it puts into jeopardy the capacity of local agents to refinance their debt. A liquidity 
crisis would then turn into a default crisis. The Asian financial crisis is often quoted as an 
example for 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. The 
reason is that in international economies with different currencies foreign debt must be paid 
back in foreign currency and the latter can only be earned by future current account surpluses. 
Improving current account balances requires then a shift in the «real exchange rate», i.e. in 
the relative price of tradable to non-tradable goods. Within a currency area, however, debt is 
repaid in the same currency and this operation does not require exports but simply sufficient 
income or lower consumption, or higher operating surplus. Thus, in a single currency area, the 
distinction between tradable and non-tradable goods sectors has no significance.  
 
57 
Nevertheless, there is a domestic equivalent to a «sudden stop» crisis: a credit crunch. In 
principle, a lack of capital inflows into a specific region or Member State can be compensated 
by local banks providing credit for profitable or secure investments. Under normal conditions, 
as they prevailed over the first Euro-decade until 2007, this credit generation process is 
demand driven. However, with the outbreak of the Global Financial Crisis and the difficulties in 
the interbank market, the Euro economy has experienced a major credit crunch, especially in 
the south (12). Banks stopped lending to each other and the ECB had to step in as a lender of 
last resort to the banking system. Following the logic of a liquidity crisis described above, the 
tensions in the interbank market and the deteriorating collateral for credit have spilled over into 
the real economy and caused a collapse in output. The question is then whether this liquidity 
crisis was caused by economic fundamentals, such as insufficient savings and excessive 
borrowing, or rather by malfunctioning of financial markets and the banking system.  
 
The flow of funds within EMU 
58 
To answer this question, it is useful to broaden the analysis of macroeconomic imbalances 
in the Euro Area from simple income identities to a full flow of fund analysis. Flow-of-funds  

                                                 
(12) Biggs M.  and T. Mayer, 2010, The Output Gap Conundrum, Intereconomics 2010/1. 
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FLOW OF FUNDS: EURO AREA          Figure 23 
(bn euros; four-quarter cumulated sum) 
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statistics capture balance sheet positions and all financial transactions according to their 
type and the economic sectors involved (as purchasers or issuers of financial assets). They 
capture financial transactions and financial positions of the main sectors in the economy, 
namely households, corporations, government and the rest of the world (RoW) and facilitate 
monitoring the development of financial imbalances at the sector level; wealth effects; the 
growth of public debt; and the evolution of financial intermediaries’ balance sheets. In this 
context, analysis of flow-of-funds data offers an important window on developments, as 
such data provide the most comprehensive and consistent set of macro-financial information 
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for all sectors in the economy and reflect the interrelations between them (13).   
 
59 
In a classical text-book situation, households are net savers and lend their surplus to the 
corporate sector, which borrows to invest in the accumulation of capital goods. Government 
and the rest of the world are in balance. Because a domestic economy is defined by making 
payments in the same currency, the net balances of households, corporations and 
government must add up to zero, while the balance with the rest of the world shows the 
change in assets and liabilities in foreign currency. However, as figure 23 shows, the Euro 
Area as a whole did follow this textbook image only incompletely. The first panel in the figure 
gives the overview over the net asset changes due to real transactions in the five sectors 
(we distinguish between the financial and non-financial sector); the subsequent 5 panels 
show the variations of assets and liabilities for each sector as well as the net change due to 
«other» factors, essential debt stock adjustments and changes in asset values (the bar-
series are identical with the respective series in the first panel).  
 
60 
We first notice that in the period immediately after the dot.com crash in internet 
technology in 2000 until the softening of monetary policy after 9/11, households have 
increased their savings and net lending to other sectors, but reduced them when interest 
rates came down after 2011. With the global financial crisis, they have started to save and 
lend again. Non-financial corporations on the other hand have borrowed less until the mid-
2000s when interest rates were low, but this has changed during the boom years before 
2007 when liabilities grew much faster than assets and corporate balance sheets were 
increasingly more leveraged. After the Lehman crisis in 2008, companies have reduced 
their net borrowing and in 2010 they even became net lenders.  
 
61 
This means that the corporate sector, instead of investing, started to repay debt and 
deleverage balance sheets as the dramatic reduction in assets and liabilities of financial 
intermediaries shows. With higher savings from households and debt repayments by 
companies, only governments were able to absorb the excess savings; the rest of the 
world remained in balance.  
 
62 
The behavior of the corporate sector, unusual as it may appear form a textbook view, was 
perfectly rational. The financial crisis had negatively affected asset values and the 
leverage of corporate balance sheets  became unsustainable. To restore their balance 
sheets, companies had to deleverage and pay back their debt. This effect is not unique to 
Europe. Koo (14) has called it a «balance sheet recession», showing that the need to 
repair balance sheets was one of the main reasons for the lost decade in Japan after the 
asset bubble burst there in the late 1990s. Only the massive borrowing by the Japanese 

                                                 
(13) Duc, Louis Bê and Gwenaël Le Breton 2009, Flow-of-funds analysis at the ECB. Framework and 
Applications; Occasional Paper series No 105 / August 2009. 
(14) Koo, R. 2002. The Holy Grail of Macroeconomics. Lesson's from Japan’s Great Recession. Wiley 
and sons, Singapore. 
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government was able to prevent a catastrophic depression. The Euro Area is today in a 
similar situation, but the fiscal policy consensus is not allowing the stabilization of the real 
economy. In fact, it is likely to make things worse because austerity policies imposed on 
the south are disrupting the Euro Area as a whole.  
 
 
SECTOR BALANCES: NORTH          Figure 24 
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Source: AMECO. 
 
 
63 
The flow of funds statistics in the Euro Area are the aggregation of national statistics. This 
means that the flows of funds within the Euro Area balance out to zero, while only financial 
transactions with the rest of the world build up net foreign asset claims for the members of 
the Euro Area. Thus, if we take the three main domestic sectors and split it into two regions, 
North and South, a disaggregated picture of net lending (+) and borrowing (-) looks like this:  
HN+HS + CN+CS + GN+GS = 0 
Textbooks would say that H is positive and C is negative, G close to zero. However, it is 
also clear that North and South are complementary. For example, a budget deficit or a 
financing gap (investment-saving gap) in the South could be financed by households in the 
South, or in the North or by net lending from the corporate sector in the North. The question 
is then which sector imposes its logic on the other.  
 
64 
Figure 24 shows that during most of the European Monetary Union era, households and 
companies in the North have been net lenders, i.e. contrary to text book claims northern 
corporations have bought financial assets and/or reduced their liabilities instead of 
borrowing and investing. Some of this net lending has financed the budget deficits in the 
North. But in the second half of the 2000s, governments also cut back their debt, so that 
only huge borrowing in the South by the corporate sector and households has prevented a 
major depression in the Euro Area because it absorbed the Northern surplus. It is easy to 
blame real estate bubbles in Ireland and Spain today for the dramatic adjustment that took 
place after the Lehman crisis in 2008 that is apparent in figure 24. But the excesses could 
not have happened without the North lending its private savings to the South.  
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65 
Furthermore, the mechanism through which an extended depression was avoided in the 
North, especially in Germany, was the improvement of competitiveness through wage 
restraint. The corporate sector was able to sustain stability of income and output and even 
to increase it (see figure 20) by selling to clients in Europe’s South instead of the North. The 
increased cashflow from the trade surplus was lent to finance the deficit in the South 
through either trade credit or the banking system. A relatively small portion was also used to 
finance government borrowings in the South, mainly in Greece and Portugal.  
 
66 
In conclusion, the macroeconomic imbalances in the Euro Area are a consequence of 
uncoordinated decisions in the private and public sector. The asset boom, which was set off 
by the convergence of previously high interest rates in the South to the low levels in the 
North pulled net lending from the North into the South. The North avoided a depression by 
reducing labour costs and increasing profits, which were then lent to the booming South. 
Once the asset bubble crashed after the Lehman crisis, depression became a reality in the 
South, while the North was now able to profit from the previously accumulated competitive 
advantage by attracting funds for high return investment.  
 
67 
It is clear that these developments are part of the logic of an integrated monetary economy 
where net balances must necessarily adjust to zero (15). This logic has two important policy 
implications. First, it is impossible for specific Member States to follow the “example” of 
another specific Member State, as the performances of each is correlated with all others. 
Hence, Germany’s virtue is the South’s vice and if the South would turn to virtue, it will have 
to push the North into vice. Secondly, the economic imbalances within a currency area are 
not systematically unsustainable, although they could potentially become so uncomfortable 
that they would make the political will to stick with the euro unsustainable. This political 
danger may come from the North, when companies, households and governments  are no 
longer willing to finance the deficits of the South, or from the South, when people are no 
longer willing to endure the depression. Both these dangers can only be kept at bay by 
better and smarter policy coordination.  
 

                                                 
(15) For an in-depth analysis, see Stützel, W. (1958). Volkswirtschaftliche Saldenmechanik. Ein Beitrag 
zur Geldtheorie. JCB Mohr (Paul Siebeck), Tübingen. 



 

 47

 
68        gnorance is man’s worst 
enemy. An immediate threat to the survival of European Monetary Union emerges from a 
profound misunderstanding of the functioning of the payment system in the Euro Area. The 
payment system is the nervous system of a monetary economy. Without a fully functioning 
payment system, the Euro Are would immediately disintegrate. Within the Euro Area, a 
system, called TARGET2, ensures safe and instantaneous transfers of payments across 
jurisdictions in real time. It links national central banks and integrates them into the 
Eurosystem. TARGET2 is an acronym for the second generation Trans-European 
Automated Real-Time Gross-Settlement Express Transfer System through which payments 
by both public and private market participants are recorded, cleared and settled.  
 
69 
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 National Central Banks (NCBs) can build up 
gross and net claims and liabilities vis-à-vis TARGET2 over time. These balances occur 
within the Eurosystem. i.e. between National Central Banks, whose balance sheets are 
consolidated for monetary policy purposes. Because they cancel out within the Eurosystem, 
they are 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.  
 
70 
Since 2007, large imbalances have emerged within the ECB’s payment system, and some 
economists have argued that these imbalances represent a risk for national central banks. 
This argument was first developed by Hans-Werner Sinn at the Ifo Institute in Munich (16) 
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 (17). 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 instability. 
 
71 
The sharp and sustained rise in target imbalances is documented in Figure 25. It shows that 
until 2007, these balances 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)(18); 
after the Lehman crisis in September 2008 these tensions sharpened and the European 
interbank market effectively froze. Commercial banks lost trust and confidence and stopped 
borrowing from each other; they turned to the Eurosystem for liquidity instead. Since then  
                                                 
(16) See Sinn, H-W and Wollmershaeuser, T. (2011). Target Loans, Current Account Balances and 
Capital Flows: The ECB's Rescue Facility, CESIfo Working paper, n.3500. 
(17) FAZ, Die Bundesbank fordert von der EZB bessere Sicherheiten; 
http://www.faz.net/aktuell/wirtschaft/schuldenkrise-die-bundesbank-fordert-von-der-ezb-bessere-
sicherheiten-11667413.html. 
(18) De Socio, A. (2011). The interbank market after the financial turmoil: squeezing liquidity in a 
“lemon market” or asking liquidity “on tap; Working Paper 819, Banca d’Italia. 
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TARGET2 BALANCES           Figure 25 
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the Deutsche Bundesbank has accumulated huge TARGET2 credits, while all other NCBs 
with the exception of Luxemburg, the Netherlands 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. 
 
72 
Sinn (19) 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 public capital but rather by the National Central Bank’s money creation. He then 
concludes that the TARGET2 payments system has been operating 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. 
 
73 
Sinn and Wollmershaeuser (2011) go even further when they write that in order «to finance 
the balance-of-payments deficits, the European Central Bank (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.  
                                                 
(19) Sinn, H.W. (2011). The ECB’s Secret bailout strategy, Project Syndicate, April.  
Sinn first claims that TARGET balances “reflect past current account balances”, and at the end of the 
paper links theses balances to the issuing of Eurobonds by the European Stability Mechanism. And 
notice the chauvinistic confusion: while the argument deals with intra Euro Area payment balances, 
no distinction is made between current accounts and public budget deficits; «nations» are bailed out, 
not specific debtors. 
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74 
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-à-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 to the amount of credit that is accumulated through TARGET balances. 
 
75 
Sinn’s argument has been thoroughly questioned. The Deutsche Bundesbank (2011:34) 
has clarified that TARGET balances are, on the one hand, «affected by credit institutions’ 
operations on the money and capital 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».  
 
76 
Similarly, Buiter et alt. (20) 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 implying 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.  
 
77 
Jobst (21) 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 
Bundesbank had considerable debts within the Eurosystem before 2007; (4) therefore 
Sinn’s and Wollmershäuser’s recommendation to limit TARGET imbalances are not only 
impractical but are incompatible with a monetary union.  
 
78 
Finally, Collignon (22) has shown that the sudden increase in TARGET2 balances after 
2007 is a consequence of the tensions in the interbank market, for as long as banks 
refinance themselves by borrowing liquidity from other banks, payments for goods and 
securities, i.e. trade balances and capital flows compensate each other. But when 
commercial banks do no longer lend to each other because of information asymmetries and 
                                                 
(20) Buiter, W.H., Rahbari, E. and Michels, J. (2011). The implications of intra eurozone imbalances in 
credit flows, CEPR Policy Insight, n.57. 
(21) Jobst, C. (2011). A Balance sheet view on Target – and why restrictions on target would have hit 
Germany first, VOX.EU.ORG., 19 June. 
(22) Collignon, S. 2012. Macroeconomic Imbalances and Comparative Advantage in the Euro Area. 
ETUC and Bertelsmann Stiftung, Brüssel und Gütersloh (forthcoming). 
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lack of trust in the creditworthiness of their partners and in the quality of collateral, only 
central bank money remains a reliable asset. Under these circumstances, payments 
through the TARGET2 system reflect asymmetric shifts of money balances between 
national central banks. The TARGET2 balances signal therefore that the Eurosystem is 
fulfilling its systemic role of making means of payment available anywhere in the monetary 
union. In other words, when the banking system has become dysfunctional because of the 
financial crisis, the ECB keeps the monetary union together. 
 
79 
In conclusion, 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 (23) TARGET2 (im)balances are dependent on 
how payments are effectuated within the Euro Area: in cash, through banks or through the 
central bank. Artificailly limiting or suppressing these TARGET balances would destroy the 
mechanism which holds European Monetary Union together. Hence, TARGET balances 
must not be any concern for policy makers when they consider macroeconomic imbalances 
in the Euro Area. Before making risky policy recommendations, one needs to understand 
how the payment system works.  
 
The redistribution of money balances in the Euro Area 
80 
Current account deficits, which are not financed by either capital inflows or domestic credit 
creation within the Euro Area, generate an outflow of money, i.e. a reduction of money 
balances into surplus regions. On the other hand, surpluses pull money in. The shifts in 
the distribution of money have real economy consequences. Less money available means 
less demand, lower income, falling inflation, reduced growth, deteriorating public finances 
and growing unemployment. By contrast, large money inflows are likely to raise local 
prices, stimulate regional growth and therefore improve public finances and employment.  
These two opposing tendencies should reduce macroeconomic imbalances in the long 
run. Thus, the payment mechanism is the device through which the monetary union can 
sustain persisting regional imbalances. It defines a currency union as a payment union. 
Yet, although the redistribution of money balances keeps a currency area technically 
together, it may take a long time to correct economic imbalances. The speed of the 
adjustment has consequences for social welfare and political sustainability. For many 
observers these imbalances are, therefore, cause of concern.  
 
81 
How important is this monetary mechanism? Figure 26 shows the share of deposits by 
residents in the national banking system as a percentage of the Euro Area’s total. Given 
that cash is only a small portion of the M3 aggregate (contrary to M1), these shares are a 
good proxy for shifts in the distribution of money balances, even if we have no data for 
banknotes. No uniform pattern can be observed from Figure 26. The red pointed vertical 
line in August 2007 signals the beginning of troubles in the interbank market that were 
reinforced by the Lehman bankruptcy in September 2008 (the thick red vertical line). 
                                                 
(23) For the early policy debates around a single and a common currency, see Collignon S. and D. 
Schwarzer( 2002). Private Sector Involvement in the Euro, Routledge, December.  
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Germany has increased its share, confirming its status as a safe heaven. The Netherlands 
seem to have played a similar role after Lehman, but Luxemburg has not. Of the large 
Southern Member States, Italy and Spain do not seem to be affected by a substantial 
outflow of money. By contrast, Ireland was immediately affected by the liquidity crisis in 
2007. Portugal has seen a continuous decline in its deposit ratio that mirrors the huge 
current account deficits. But Greece has benefitted from monetary inflows even after the 
financial crisis started and this has only changed when the Papandreou government 
revealed the truth about Greek public debt in 2009. Since then, the capital flight from 
Greece has drained out liquidity. 
 
NATIONAL BANK DEPOSITS AS A SHARE OF       Figure 26 
TOTAL EURO AREA 
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82 
To test whether the adjustment hypothesis holds in monetary union, we have estimated a 
simple quantity equation for the deviations of the share of national deposit holdings in the 
Euro Area’s total. We assume that there is a long run equilibrium relation between a 
Member Sstate’s price level, M3 (measured by deposits), GDP, all relative to the Euro 
Area, and we estimate an error correction model for the panel of 16 Euro Member States. 
The results are shown in Box 5. The estimates are statistically significant and confirm the 
assumption that an excessive outflow of money will dampen inflation and economic 
growth in Euro Member States.  
 
83 
We conclude that monetary union generates its own adjustment mechanism, which makes 
the system simultaneously robust and flexible. However, the adjustment process may take 
a long time. The coefficient for the error correction term in our estimate is between 0.06-
0.07, which means it takes 10 years to halve the disequilibrium. This slow adjustment 
could explain the occurrence of what Olivier Blanchard (24) once called «rotating 
slumps», although one should add that it also causes «rotating booms». One may argue 
that Germany’s long stagnation from 2000 to 2006 and subsequent rebound was the 
mirror image to Southern Europe’s boom until 2007. How deep the slump may turn out 
and how long it will last, is the real issue that needs to be addressed by the Excessive 
Imbalance Procedure. The key variable is coordinating wage policies that correct 
competitive distortions.  
 
 

                                                 
(24) Blanchard, O. (2007). A Macroeconomic Survey of Europe. MIT, mimeo.  
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BOX 5. PANEL ERROR CORRECTION MODEL FOR  
THE RELATION BETWEEN HICP, M3 AND GDP  
 
 
 
This box estimates the relation between inflation (HICP), the flows of broad money deposits (M3) 
and economic growth in regions of the European monetary union.  More specifically, we estimate 
a simple quantity equation for the deviations of the share of national deposit holdings in the Euro 
Area’s total. The countries in the sample are those of the Euro Area 16 (for Estonia the sample 
was too small). We assume that there is a long run equilibrium relation between a Member 
State’s price level, M3 (measured by deposits), GDP and a constant, all relative to the Euro 
Area. If this assumption is true we would find both a cointegration vector, showing the long run 
equilibrium relation between these variables, and an error correction mechanism shaping the 
short run dynamics.  
 
Preliminary to the estimation of the cointegration relation we need to test for the non stationarity 
of the series as well as the presence of cross sectional dependency (CSD) due to the existence 
of common stochastic trends among the individual time series. The latter is an issue of particular 
importance as most of the unit root and cointegration tests are based on the assumption of no 
correlation among the single time series. In addition, estimators for the cointegration vector not 
dealing with CSD suffer from inconsistency and small sample bias. The most common procedure 
to test for CSD was developed by Pesaran (1), the results of which are shown in the right part of 
table A. They indicate a rejection of the null assumption of cross sectional independence for the 
relative GDP and for the relative inflation while it is accepted for relative M3 flows. The second 
step is to test for unit root and we do so by using the Pesaran (2003) test which is consistent 
even in presence of CSD. As shown in the left part of table A, we find strong evidence of non 
stationarity for two out of three variables, while the results for relative M3 are mixed with a 
rejection of the null assumption of unit root when the test is run with a single lag only. Given the 
overall result and the quarterly structure of the data we conclude that this variable can be 
considered non-stationary too. Once we have verified that series are non stationary, we can test 
for the presence of a long run equilibrium relation by applying the Westerlund (2) panel 
cointegration test. This test returns four different statistics: the Gt and Ga statistics test the null 
hypothesis of no cointegration against the alternative of having at least one time series for which 
there exist an error correction model; the Pa and Pt statistics (P stands for pooled) assume in the 
alternative assumption that all units admit an error correction representation. As we can see in 
the last row of table A the null assumption is rejected for the G statistics while it is rejected only in 
one case and at 10 percent level for the P statistics. Given that for heterogeneous and cross 
sectional dependent panel the G statistics are the most reliable ones, hence we conclude for the 
existence of a cointegration vector. 
 
The estimation of the long run relation is carried out by applying a panel dynamic OLS for the 
Euro Area Member States, with 4 lags and leads in order to eliminate serial correlation and 
potential endogeneity problems. In addition, as shown by Mark and Sul (3) (2003), the inclusion 
of country specific trends as well as time dummies in addition to the fixed effects should 
eliminate the CSD of the residuals, leading to consistent and unbiased estimates. 
 
________________ 
(1) Pesaran, M. H. (2006), Estimation and inference in large heterogeneous panels with a multifactor error 
structure. Econometrica, Vol. 74(4): 967-1012. and (2007), A simple panel unit root test in the presence of 
cross-section dependence, Journal of Applied Econometrics, vol. 22(2): 265-312. 
(2) Westerlund, J. (2007), Testing for Error Correction in Panel Data, Oxford Bulletin of Economics and 
Statistics 69(6): 709-748. 
(3) Mark N.C. and Sul D. (2003), Cointegration Vector Estimation by Panel DOLS and Long-run Money 
Demand," Oxford Bulletin of Economics and Statistics, Department of Economics, University of Oxford, 
vol. 65(5): 655-80. 
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UNIT ROOT, COINTEGRATION AND CROSS SECTIONAL DEPENDENCE TESTS         Table A 
 

Unit root test * Cross national
4 lags 3 lags 2 lags 1 lags Dependency **

HICP rel -1.9 -1.6 -1.7 -1.7 26.1***
M3 rel -1.5 -1.4 -1.6* -2.1** -0.9
GDP rel -0.5 -0.1 -0.1 -0.4 10.9***

Gt Ga Pt Pa
Cointegration test *** -1.68* -6.32* -6.21* -4.99

 
* Pesaran (2003) test; **Pesaran (2007) test; ***Westerlund (2007) test; 
 
 
ESTIMATES OF THE COINTEGRATION VECTOR AND THE ERROR           Table B 
CORRECTION MODEL 

Cointegration vector
Estimation method Dynamic OLS (4 lags and 4 leads)
Dependent variable Relative HICP

Relative M3 0.130**                 
[0.053]                

Relative GDP -0.049*                
[0.027]                

Constant 0.132638889
[0.201]

OLS-FE OLS-FE IV-FE IV-FE

Error correction t-1 -0.063** -0.060** -0.075** -0.065** 
[0.026] [0.025] [0.032] [0.031]   

∆(Relative HICP) t-1 0.152777778 0.084
[0.415] [0.350]   

∆(Relative M3) t 0.055** 0.053** 0.062** 0.056** 
[0.019] [0.016] [0.021] [0.019]   

∆(Relative M3) t-1 -0.015 -0.012 -0.026 -0.016
[0.016] [0.015] [0.026] [0.022]   

∆(Relative GDP) t -0.002 -0.001 -0.005 -0.001
[0.011] [0.009] [0.011] [0.008]   

∆(Relative GDP) t-1 0.005 0.005 0.005 0.005
[0.009] [0.008] [0.008] [0.007]   

Time dummies No Yes No Yes
R2 0.068 0.0875 -0.072 0.085
N 609 609 609 609
Under identification1 21.903*** 28.297***
Weak identification2 17.892*** 21.418***

Short run dynamics

 
Standard errors in brackets; * significant at 10 percent level, ** significant at 5 percent level, *** significant at 1 
percent level. 1 Kleibergen-Paap rk LM statistic; 2 Kleibergen-Paap rk Wald F statistic. 
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Accordingly, we add fixed effects as well as year and quarter dummies together with country 
specific trends. For the short run part we tried 4 different ECM: with and without time (year and 
quarters) dummies (column 2 and 4) and with the lagged dependent variable (columns 3 and 4). 
In the latter case we estimate the ECM by using an IV estimator where the endogenous variable 
(the lagged relative HICP) is instrumented with its first lag. All the other regressors are included 
both contemporaneously and with 1 quarter of lag. 
 
 
The results are shown in table B where the upper panel reports the estimates of the cointegration 
vector while the lower one reports the error correction term and the short run dynamics. The 
coefficients of the long run relation indicate that a 10 percent increase in the relative flow of M3 
causes an increase inflation by 1.3 percent while the effect of real GDP is much smaller (0.05) 
and less significant. The error correction term is rather small, between 0.06 and 0.075, indicating 
that the half-life of a deviation from the long run equilibrium takes more than 10 year to be 
corrected. In the short run dynamics we find again a significant impact of the contemporaneous 
change in M3 while GDP has no significant impact.  
The results confirm our assumption: money flows are significantly and positively associated with 
price changes with potential effects on the real economy. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 



 

 57

 
 
84       nflation and the (very German) 
«Angst» of inflation have taken a back seat in economic debates during the period of the 
Global Financial Crisis. However, the topic might be back on the agenda in the near 
future, not least due to the fact that policy makers may be tempted to inflate growing 
public debt or because the ECB may find it harder to pull back the liquidity it had to create 
to restore trust in financial markets. A comparison of actual inflation with perceived and 
expected inflation in the Euro Area unveils both similarities and differences among 
member countries and they are important for the conduct of monetary policy.  
 
85 
With regard to perceived inflation, three patterns are noteworthy. In some countries of the 
Euro Area where inflation breached the ceiling of 2 percent prior to the Euro cash 
changeover, individuals subsequently thought inflation to be much higher than it actually 
was. Besides, in the aftermath of the financial crisis, the substantial drop in the general 
price level has partly been ignored by consumers. Countries outside the Euro Area did not 
follow this pattern but were marked by constantly low inflation perceptions. 
 
86 
Turning to expected inflation, it is worth noting that overall, inflation expectations moved 
very much in line with actual inflation. Looking at the data more closely, however, 
uncovers country specific differences. In some Euro Area Member States, the euro cash 
changeover affected perceived and expected inflation in opposite ways: increased 
inflation perceptions came along with decreasing expectations. Yet, during the crisis, both 
series started to develop in a more normal and very similar way.  
 
87 
Research about inflation perceptions in the Euro Area has shown that the way individuals 
perceive inflation is broadly characterized by a distinct behavioral pattern (25). Individuals 
become more aware of price changes if inflation is above some level, and react more 
strongly to positive changes in inflation than to negative changes. In empirical analysis, 
the threshold above which inflation is perceived more strongly has been found to be close 
to 2 percent, suggesting that the European Central Bank has successfully anchored 
inflation awareness in the general (European) public. Hence, based on this behavioral 
pattern, one would expect that individuals will perceive a rise in inflation from 2 percent to 
3 percent more strongly compared to an increase from 1 percent to 2 percent, and that 
price decreases below the level of 2 percent will partly be ignored. This “kinked” 
relationship between actual and perceived inflation is in line with prospect theory and is 
shown in Figure 27. 
 
88 
Figures 28 and 29 plot actual inflation, measured as the annual change of the monthly 
Harmonized Index of Consumer Prices (HICP), together with perceived and expected 
                                                 
(25) L. Dräger, J.-O. Menz and U. Fritsche, 2011. Perceived Inflation under Loss Aversion, DEP 
Discussion Papers Macroeconomics and Finance, n. 05. 
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inflation for a number of Euro Area countries supplemented by data for Sweden and the 
UK for sake of comparison. Perceived and expected inflation result from a survey of the 
European Commission asking individuals how they think prices have developed compared 
to a year ago (perceptions) and will develop over the next 12 months (expectations) (26). 
 
 
ACTUAL AND PERCEIVED INFLATION UNDER LOSS AVERSION     Figure 27 

 
 
89 
It is noteworthy that in a number of countries, where inflation has been above 2 percent 
prior to the Euro cash changeover in January 2002, inflation perceptions have increased 
later on and even moved beyond actual inflation. This is true for the Netherlands, Spain, 
Greece, Italy, and Portugal where inflation has been between 1 and 3 percentage points 
above 2 percent before 2002. In contrast, in Austria, Finland, and Belgium, inflation has 
only marginally surpassed the 2 percent ceiling (or stayed close to 2 percent as in 
France), with the result that inflation perceptions after the Euro introduction have 
remained unaffected.  At the beginning of the financial crisis, however, inflation in this 
second set of countries also went beyond 2 percent leading to a more than proportional 
increase in perceived inflation here too. 
 
90 
A remarkable exception is Germany, where inflation was only slightly above 2 percent in 
2001, but nevertheless, perceived inflation accelerated in the aftermath of the Euro cash 
changeover. This pattern might both be explained with the high inflation experience of 
Germany in 1920s, which has become part of Germans’ cultural memory, and the 
exaggerated media coverage of the Euro (27). 

                                                 
(26) The survey is available at  
http://ec.europa.eu/economy_finance/db_indicators/surveys/time_series/index_en.htm. Since the 
responses are stated qualitatively (“prices have risen a lot, prices have risen, stayed the same, have 
fallen, have fallen a lot”) a statistical procedure was used to construct quantitative inflation 
perceptions and expectations. Details on the quantification procedure can be found in 
Dräger/Menz/Fritsche (2011). 
(27) The German tabloid „BILD“ created the term „Teuro“, a combination of the words „teuer“ 
(expensive) and Euro, suggesting that consumers will suffer from the Euro due to higher prices. 



 

 59

INFLATION PERCEPTION, INFLATION EXPECTATIONS       Figure 28 
AND ACTUAL INFLATION I 

 
 
INFLATION PERCEPTIONS, INFLATION EXPECTATIONS      Figure 29 
AND ACTUAL INFLATION II 
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91 
With regard to the non-Euro countries Sweden and the UK, the threshold above which 
inflation is perceived more strongly is somewhat higher than in the Euro area countries: 
perceived inflation has remained lower than actual inflation from 1998 to 2012, and has 
only started to increase in the UK during the financial crisis. Moreover, the theoretical 
prediction that actual inflation will partly be ignored if it falls below a certain level is visible 
during the financial crisis. In nearly all countries where inflation has dropped considerably 
below 2 percent after 2008, perceived inflation has decreased as well, but not as much as 
actual inflation (the exception is Finland).  
 
92 
Turning to inflation expectations, it is interesting to note that, overall, expected inflation 
has either remained close to or below actual inflation over the years 1998 to 2012. 
However, some countries showed different developments than others. In Belgium, France, 
Germany, the Netherlands, Spain, Greece and Italy, the Euro changeover, while leading 
to an increase in perceived inflation, resulted in a change of expected inflation in the 
opposite direction. In addition, in Belgium, France, Spain and Italy, the resulting gap 
between perceived and expected inflation did not narrow until the outbreak of the financial 
crisis. Whereas in the midst of the crisis, expected inflation mostly fell behind actual 
inflation, this trend quickly reversed in 2011. In conclusion, it seems that individuals in the 
Euro area expect inflation to be roughly below 2 percent, but are more sensitive to 
changes in the HICP in their perceptions of inflation.  
 
The role of the media 
93 
The developments of perceived and expected inflation can also be analyzed in a broader 
context. Research in recent years has strongly focused on describing economic behaviour 
when individuals do not possess all the relevant information for making optimal decisions. 
With regard to inflation, besides consumers’ knowledge about goods prices that are 
typically bought on a daily basis (food, transportation, etc.), the news media have been 
identified as an important source of information about general price developments (28). It 
has been found that the news media exploit their room for manoeuver in choosing, 
emphasizing and interpreting economic issues such as inflation. This can either move 
inflation expectations and inflation perceptions in line with actual economic developments, 
or introduce a bias if the media decide to exaggerate a specific topic.   
 
94 
Figure 30 plots media reports on inflation together with actual inflation in Germany, Italy, 
Sweden and the US. News stories are distinguished according to whether journalists’ 
judged inflation in a negative or a positive way (29). A number of characteristics can be  
 

                                                 
(28) C. Carroll, 2003. Macroeconomic Expectations of Households and Professional Forecasters, 
Quarterly Journal of Economics, n. 118. 
(29) The data are collected and analyzed by Media Tenor, see http://www.mediatenor.de/. A number of 
newspapers and television has been included: La Stampa (Italy); Svenska Dagbladet (Sweden); New 
York Times (US); Bild, Frankfurter Allgemeine, Tagesschau (among others, Germany). 
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MEDIA REPORTS AND ACTUAL INFLATION        Figure 30 
 

 
 
 
distinguished. A common feature of media coverage is that there are a lot more articles 
with negative than with positive judgments. Turning to the differences among Member 
States, negative media coverage in Germany mainly peaks around the two highest values 
of inflation, whereas the number of positive reports increases in times of falling inflation. 
This pattern, however, is rather different in the other countries. In Italy we find quite a few 
positive articles at the end of the 1990s, whereas the number of negative articles rises 
and remains on a relatively constant level thereafter, no matter of changes in the inflation 
rate. The Swedish news coverage shows an interesting pattern as well. Overall, rising 
inflation comes along with more negative articles, but at the end of 1990s, the decreasing 
inflation rate is also judged negatively, and at the beginning of the financial crisis, the 
increasing inflation rate is reflected by more positive articles. This picture is similar in the 
US: more negative articles if inflation is rising, but at the same time, also more negative 
media ratings if inflation is falling considerably (30).  

                                                 
(30) Movements in the inflation rate only explain a small part of media coverage. A number of other 
factors such as interest decision of the central bank and price increases beyond a certain level play an 
important role. See J.-0. Menz, 2012. Analyzing the News Content of Media Reports on Inflation, 
mimeo. 
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95 
Summing up, three newspaper regimes can be distinguished. A classical regime in which 
rising inflation is judged negatively and falling inflation positively, a second regime marked 
by constant negative media coverage only loosely linked to actual inflation, and a third 
regime where occasionally also falling inflation is seen in a negative way.  
These differences in news coverage are important for inflation perceptions and 
expectations since the media can both transmit information to the general public, but are 
also able to strengthen or to loosen the links between perceived and expected inflation on 
the one hand, and actual price developments on the other (31).  
 
96 
Important consequences follow from this analysis for wage setting behaviour in the Euro 
Area. Economic theory traditionally distinguishes between forward-looking and backward-
looking inflation pegging in wage negotiations. If monetary policy is fully credible, wage 
setters are likely to take the inflation target as a benchmark for their negotiations. 
However, if they expect inflation to overshoot/undershoot this target (forward looking) or if 
they seek compensation for perceived loss of purchasing power (backward looking), they 
will set wages higher/lower than the monetary policy target. As Figure 27 and 28 reveal, 
both expected and perceived inflation was mostly below actual inflation in the North and 
above in the South. The fundamental difference in perception and communication about 
inflation may explain, why unit labour costs overshot the equilibrium in the South and 
accrued competitive advantages in the North. Tackling the problem of economic 
imbalances within the Euro Area would therefore also require putting greater attention on 
media coverage of inflation in different Member States. 
 
 

                                                 
(31) See L. Dräger, 2011. Inflation Perceptions and Expectations in Sweden - Are Media Reports the 
„Missing Link?“, KOF ETH Working Paper n.273. 




