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Abstract

The widening of globalurrent acountbalanceshas be@ an important subject of academic
debate in recent years. Several authors have pointed out thatethas beena direct link
between theworld financial crisis in 2007/ 0%nd the so calledeuro crisis since 2010
Structural imbalancesimilar to the onsthat caused thegglobal financial crisisnight have
also been the underlying cause for the events that finaliggered the euro crisisThe
current state of lterature focuses on theurrent account sideof the problemrather than
onto the financial acounts.

The purpose of this paper is to show that the capital flows that evereated by the
particular structure of the EMU wengot sustainable. Thereforere will conduct a simplified
three countrymodel that showsthe capital flowsnto the EMU and inde the EMUWe find
that the core EMU countries served as intermediaries for mvkinvestorsWe show how
this caused the imbalances in tlaecordingfinancial accounts and that a rebalancing of
internal current accounts will not be sufficient to stofine Targe® balances from diverging.
The EMU ended in an equilibrium in whiahsystem that seeed to have come to a halt
after the beginning of the euro crisis is still going and there is no mechanism for the core
countries to stop thainbalancedcaptal flows.

We will start byelaboraing how the same trade shock that hit the US in a symmetrical way,
hit the singleEMUmember stateBalance-of-Payments asymmaetally.

The arrent reforms only aim on theucrent account side of the problem and leaweit the
distortions in the financial acounts.A rebalancingof current accounts willnot be sufficient,

as long as the bilateral linkages with external trade partners ravebalance with the
according financial@ounts.
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1 Introduction
Given the oncurrent natureof two severe criss hitting the world, with the euro crisis
emergng right ater the peak of theglobal financial crisisit is not surprising that the
guestion arose if there ia direct link betweerthe two. Thetrade imbalances between the
US and emerging Adied to massivecurrent account (CA) imbalanceghichlaid the ground
to the world financial crisis in 202009. The EMU is also characteriseditade imbabnces
between thesurplus cantries in the north and theleficit countries m the south In fact
there is little doubt that the economic developmewithin the EMU ha®een anything but
balanced since the introduction of the euro in 1999.
The purpose of this work is to investigat& how the current acount imbalances are
related to the fnancial @count imbalances and why that matters at all in a currency ynion
whichblurs the concept of a member nations BalanoePayments andvhereno individual
country can be exposed to speculative attads)mgram (1973) states.
We state the hypothesis thabnly the particular construction of the EMU allowed third
countries to ontinuously export to afEMU country running a currenteount deficit, whilst
investing their proceeds in EMU countries with a surplughout facing devaluation risks.
We find that the capital flows into the peripheral EMU courdneere mainly intermedted
by banks in France and Germany, whilst the trade flows efpéripherals with e.g. China
were of direct natureThere is evidence that the external investors attributed défe risk
profiles to the single EMU countries, whilst the core Edbtluntries attributed similar risk
profiles to all EMU countries. That left the peripheralsidisequilibrium of their bilateral
current account andifancialaccount that disturbed the automatic adjustment processes
and ended in a Balane#-Payment crisis.
The consequence was that the eusystem had to step in and take over the role of
redirecting capital flows into the peripheral EMU countrieghat led to rising Target2
imbalances. We identify one external and two internal drévef diverging Target2 balees:
The portfolio rebalancing of neEMU countries which puts the peripherals’ FAs under
pressure from the outside, and internally, the capital fliflom the peripherals to the core
countries and the repatriation of funds from the EMU coraminies. f a CA deteriorates
and private investors (inside and outside the EMU) stop fivan the deficit then the
currency system has to step in and provide liquidity (toidva sudden stop of financing
similar to the one observed in Asia in the late 90s). Thusinternal rebalancing of the
current accounts in the EMU might not be enough, as long as the bdhtmkages with
external trade partners areat balanced with the according financiataunts. If the CAs
and FA amongst the EMU member cougs arenot balanced, the Target2 balances will
always diverge. We will analyse if this provision oflitiqgy mitigated the crisis or if it
prolonged it, and which distortions were caused by thewating out of traditional means of
deficit financing through thecheaper) euresystem financing.
We further find thatthe same trade shock that hit the US in a symmetrical way, hit the
single member states of the EMU asymmetricallfe will answer the questiorf there is a
link between the global finamal crisis andhe euro crisis and ifhie global imbalances
worked as direct forces on the EMU that have just been amplifiethbyparticular structure
of the EMU orif the particular composition of the EMU generdt@nternal forces that
worked in a comparable way drreated imbalances internally.
Oneresult is thatthe rise of China (and other emerging countries) duthey2000s formed
an external shock that asymmetrically hit trade balances of the EMlutries. Whilst China
was demanding goods from core Europeamrdoes, it was exporting goodsmilar to the



ones the peripheral countries were exporting. Thus,n&@hwas competing with them for
shares in the world export markets and maybe displaced gggimom the peripherals.
Thepaperfinds new explanations whyé world financial crisis turned into a euro crisair
approach diffes from the existing literaturdoy usinga new approachvhichfocusson the
bilateral financial accounts of the EMU countries and dispiyet challenges lie aheauf a
rebalancing irthe EMU.Considering the EMU design, wevelop athree countrymodel to
show the imbalanced capital flasvthat derive from the partular construction of the EMU
and in which way the EMUntrinsic mechanisms mlonged the crisis and¢aused new
distortions.

Overall, it seems as the events in the aftermath of the world financial crisiave not
brought thesystem of asymmetric trade and financial floimsidethe EMUto a halt It just
led to a crowding out of private capital flows by publieen

The eforms that were imposed onto the peripherals veifitablisha new equilibrium for the
EMU. By nay, we are in a crucial period. The current events wétedmine if the new
equilibriumwill be a moresustainableone or if the private capital flows that cesad will just
be replaced by public ones and the asymmetric system goes to exist

The structure of this papewill be as follows. Sectio will present somestylised facts on
the evolution of intraEMU ImbalancesSection 3 will elaborate #h externd forces that
worked onto the EMU. It will distinguish betweenrrent account and financial &count
distortions Section 4 will investigate on the factors working insidthe EMU, the
mechanisms through which liquidity is providadd which effects this will have in the long
run. Sectiorb will conclude.

2 Stylised facts
Figure 1 shows the CA developments of the peripheral Eduhtriesand Germany It
confirmsthat the rise of the EMU CA imbalancesrstal with the turn of the millemium,
following the irtroduction of the euro (Schnabl and Freitag, 2012). Tl of b peripheral
EMU countrieSdeterioratedafter the adoption of the euroyntil the financial crisis of 2007
brought this developmento an end. Tie detailed picture is somewhat moreomplicaed.
Some countries (Greece and Portugal) experienced a aselederioration of their CAs with
a subsequent harsh adjustment, whilst in oth€haly and Ireland)the development was
more shallow. Interpreting the improvements of all couaeiCA after tle financial crisis
broke out in 2007, one should be careful. Dettmann, Maekend Weistroffer (2012)
showed that the adjustment came mainly through a lack of domed@mand in these
countries, after their access to credit markets dried apd less throuly a regained
competitiveness.
To understand better what determined the depth of the CAigrs each country, we will
analyse the intreemu imbalances in a broader picture. Schnabl (2011) statat dhses
seem to be more severe if debt is denominatedairforeign currency, which cannot be
controlled, and when capital inflows are used in a spectgatiiay or for consumptioh
Where does the euro crisis fit in?

% This term, ‘the peripherals” or the “EM deficit countries” will be used in the following as acronym for

Italy, Portugal, Ireland, Spain and Greece.

% Schnabl (2011) differentiates between four different geatens of international CA imbalances, which all
contained some kind of boom, folleed by a crisigrirst, e boom in the so called tiger economies came to an
abrupt end when a sudden stop of capital inflow caused theta Acrisis in 1997/1998. Next came the
imbalances between the US and the oil exporting countriesind the 2000s, whit jointly with the
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Figure 1 Currentaccountfigures for the peripherals and Germény
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In contrast topreviousgenerations ofimbalanceswhich were centredaround the worlds
key currency(the UDY, this time the affectedcountries share their currency with the
centre of their currency area, Germany. Despitaving acentre, the currency area is
constructed in a symmetrical way. The monetary policy isdooted by the independent
European Central Bank (ECB) to suit the wieol® ared. None of the EMU countries can
tailor their monetary policy to their own regls. So, the euro crisis is a special case of a CA
crisis in the way thatlhthe deficit countriesindebted themselves in a currency that the
one handwas their domestic one, butn the other hand could nobe fully controlled by
their national authotties and thus they auld notjust monetarise their debtDespite being
similar in the structure of their indebtednessd the lack of an opportunitior a monetary
expansion the peripheral countries differ substantially in the way theyedghese capital
inflows. Some countries used their foreign debt for consumptmmposes mainly (Greece,
Portugal);others (Ireland and Spain) used the inflowing money teg in (mainly) the
construction sector(see Giavazzi and Spaventa, 201Byen though, the boom fo
investment and consumption led the GDP growth increase taanjly, n both cases capital
was not invested in the tradable sector, where gains in pobtity could have enhanced
the longterm growth potential Thus the permanent inflow of foreign cat was hardly

subsequent U&sia (mainly China) imbalances led to the financial cr3§/®8. The last generation of CA
imbalances are the intrEMU imbalances that we are experiencing since 2@89descrikes a crisis in a
particular country by thefollowing four features: First, the denomination of delkdoMestic/ foreign
currency), second the type of creditor (public or ptas sector), third the way foreign credits are used
(investment, consumption or speculative) and finally, drthis the pasibility for a monetary expansion.

* Note that figures for 2012 are estimates.

® The first three generations of imbalancedl had an asymmetric structure. The US would conduct their
monetary policies and the dollar periphery would have i whats necessary to stabilise their exchange
rates.

®n contrast to the former DM zone, where the Bundesbank walgtérmine the monetary policy and the

rest had to followlIf one of the goals of the euro introduction was to break ffever of the Bundesbank and

to create a more symmetrical monetary structure in Europe, dcegded.
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sustainable in the long run and cannw considered a healthy convergence of catchimpg u
countries in a currency area.

3. External Factors
The financial turmoil that led to thglobal financial crisis 20072009 was substantially
driven ly the divergence of the world CAsAs Lin and Treichel (2012) state, the dynamics
between core and nowwore EMU countries the euro crisigppear analogous to thodbat
were the biggest contributors to the global CA imbalances ¢(thesbetween the Eat Asian
surplus countries and the Y$ the runup to the global financial crisis.
Looking at figure shows that theEuro areas external CA has been roughly balanced in the
years preceding the crisis anglven in the crisis. The EMU’s contribution orokal
Imbalances therefore seems rather limitedvhich does not imply that the Global
Imbalances, in turn did not have an impact on the irfEfdU imbalances. Bybeevents that
hit the US,causingthe Global Imbalancedjit the EMUin a similar wayIn that case the
asymmetrical composition of the EMWould have translatedhat external shock into a
widening of the internal CA positions.

Figure2: CA positions as percentage of GDP
12

10

ON B O ®
\
/

................................

- - -
L . A i
R T ae="
Tesssamse®

EUR = = China ssecsse- United States

Source: OECD.stat

We will use this sectiorto take a closer look at the delopments outside the EMU, and
how they hit the EMU asymmetrically and so affected the inteb@ance of the EMUNe
will start with the trade sideTherefore ve will examine theeffect of the emerging Asian
economies Chira) on theC/As of theEMUcountries, andhow the EMU countries dealt with
the rapid appreciation of the euro during the 2000chenwe will have a lookon the
financialaccountside and on \wat explains the capital flows that weodsewned.

3.1 Current Account
Even though the EMU wasomstructed in a symmetrical wayshocks can affect it
asymmetrially. Trade shocks or termsf-trade shocks that hit the EMU will affect the single
countries differently. This section will show how theppened and how these shocks were
translated into iternal imbalances.



The economic rise of China (and otherexging countries) that found &’ affirmationin the
Chinese WTO membership in late 20@hd accelerated ever since) affected the EMU
countries in different ways. It worked rather in favour the export sector of the surplus
countries (mainly Germany), whilst it increased competition the exports of the deficit
countries. The Chinese demand for German ggeds. machineryjncreased, whilst China
competed with the deficit countries in goodsich as textiles. We can consider it an
asymmetric trade shock that hit the EMU.

Tablel: Correlationof CAs

EAE*| EUR| EU C D IT PT ES IR GR

EAE* | 1.00

EUR | 6.37 | 1.00

EU -0.63 | 0.89 | 1.00

C 0.99 |-0.38 |-0.63 | 1.00

D 0.93 |-0.08 |-0.39 | 0.92 | 1.00

IT -0.88 | 0.24 | 0.49 |-0.84 |-0.91 | 1.00

PT -0.93 | 0.40 | 0.65 |-0.91 |-0.88 | 0.86 | 1.00

ES -0.93 | 0.39 | 0.71 |-0.93 |-0.88 | 0.79 | 0.90 | 1.00

IR -0.83 | 0.51 | 0.76 |-0.85 |-0.72 | 0.60 | 0.82 | 0.94 | 1.00

GR -1.00 | 0.40 | 0.63 |-0.99 |-0.92 | 0.87 | 092 | 0.92 | 0.83| 1.00

Source: International Monetary Fund, Balance of Payments Statigearbook and data
files. *Developing countries in East Asia and Pacific region.

Table 1is a correlation matrix of CAs, showingw the Germar(D)and Chines¢C)CA are
positively correlated. Germany profits from a positivelevelopment of the Chinese
economy The tablealso shows that the correlatioof all peripheralcountries"CA was more
negative with the Chinese one than with the German one (Withexception of ItalyIT)).
The samebservationholds if we compare the Asian emerging countri€AE)CA with the
one of the peripherals. These results seem to worlairotir of the asymmetric trade shock
hypothesis.The highetthe Chinese net exports, the worse for the pergshls’CA and the
better for the German CAzuropean Commissior2@12 uses an export similarity index to
describe the trade shock. Contrary tonmmon beleve, surplus countriésexports were
chalenged as much as deficit countridsy Chinese exportsThe difference came ather
through imports of China and other emerging countrigShen, MilesFeretti and Tressel
(2012)show howGerman exports to non EMtbuntries doubledbetween2000 and 2008
whilst the exports of the periphaals to these countries reained basically unchang&d
Figure3 shows how German export® China and the so called BRtBuntriesin particular
more than tripled during that period (from 9,4bn EwWRhe whole year 200 33,9bn EUR
in 2008for China and from EUR 23,1bn to 83,Ibnthe BRIC countries).

! NamelyChina, the oil and commaodity exporters and Centrad Eastern Europe.

®In the case of Italy, there was an increase in exports to tkesaomies, but it was outpaced by thise in
imports form these economies.

°The acronym BRIC stands for Brazil, Russia, India, China afictnesed byJim ONeill(chief economist of
Goldman Sachs then).



Figure3: Geman exports to EMUsvnon-EMU monthly Bn EUR, s.a.
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One of the reasons for the wealevelopmentof peripherals exportgan be found in §ure
4. It shows the development of the El@Rchange rate vs. the Chinessnminbi(CNY)and
the USE’. From 2001 to 2008, the EUR appreciated vs. the curremdiése two worlds
biggest economies, what led to a significant deterioratioth@ terms of tade of the EMU

countries which directly translated into an increase in tteal effective exchange rate
(REER)f these countries.

Figured: Exchange rate of the EWR. Chinese@enminbiand U&dollar 20062008 2002=1
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That led to a crowding out of eurozones manufacturing angats'’. But why did this not
affect German exports in the same way as the ones from thelperal EMU countries?
One explanation was given Byuropean Commissio2@12). The price elasticity for losech

peripheral goods was relatively high, whilst the elastitotymediumhigh-tech goods from
Germany, and other EMBurplus countries was relatively low. They competed ratimer

' Note that the USD and the CNY developed in a rather similabeeguse of the peg of the CNY to the USD.
! Movements in the real exchange rate can be decomposed intocmmponents: Movements in the external
value of the currency (euro nominal exchangeejaind the internal inflation differentials, which means

movements in domestic prices (or unit labour costs) retativthose oftrading partnergChen, MilesiFeretti
and TresseR012or Bibow, 201



quality than in pric&. Another explanatioris that Germany compensated for exchange
based REER up by reducing its inflation based REER (viamdpitgerelative price level).
Figure3 confirms that the increasedGerman exports to th&MUcompensatedor sluggish
exports to theUS Increasingexpats to Chinaand the BRIC countriegalso brought some
relief, but in absolute figures, the increase in exports to the EMU countvies higher than
the increase in exports to any other region or cour{ffrpom EUR 271,3bn in 2000 to 418,7bn
in 2008) Sectim 4 will demonstrate how the lower inflation Germanyand the easy access
to credits in the peripherals helped the German economyetdirect their exports into the
EMU, when the exchange rate of the EUR began to appreciate.

Another interesting observain is that the CA of the EU as a whole was more negatively
affected by the CAs of China and the emeggeconomies than the euro are@his can be
partially explained by the relatively bigger share of Gerynarthe EMU but also means that
EMU membershi@lone is not a sufficient condition for a troubled G#rather looks like
the EU as a whole has been hit by an asymmetric trade sbeplkending on the similarity of
every single counyfs exports to the one of the emerging countries and on fhee
elasticity of their products, but not solelyepending on EMU membership.
Theoverallpicture we see is thahe price elastic export goods of theeripherals were put
under pressure from outside the EMly a worsening of the exchange rate based RBE®R
insde the EMU by arowding out through German products based on thersening of the
inflation based REER +ds/is Germany/.

3.2FinancialAccount

So far, we focused on the CA s{agéhich means the trade sidef the problemonly, whilst
there is some edence that the imbalances in theuro areaoriginated in the capital
markets (EEAG, 2012)herefore wewill now takea look on thefinancialaccountside.The
burst of the US subprime bubble in 2004t the EMU interbank market freeze so banks
would stoplending each other monewhat formeda sevee shock on the EMUBuUt was
this shock puely an external shock that spilled over to Europe? Not only that BMU
banks had provided help for the US housing bubble, treyalso fuelled a similar bubble in
the euro peripherals rhainly Spain and Irelandwhere housing prices rose at an average
annual rate o8 and 12 per cent, compared to64per centin the US, during its bubble (Lin
and Treichel, 2012 This bubblédurst in line with the US bubble (Bibow, 20)1Throughout
most of the 2000s,ie US Fed conducted an expansionary monetary pahdyreduced the

2 Deutsche Bank Reseh (2009) confirms that typit&erman export products, such as Machinery and
Chemicals are less vulnerable to changes in the FX market.

131t might be worth looking at other components of the CA thae ttade balance, which might also explain a
part of the CA divergence in the EMU.Isiloki, Kool and Muysken (2012) shovatla part of the deteriorating
current accounts can be explained by the change in net current tean8bws, rather than by the trade
account. The inflow of current transfers went down fromeo 2 per cent to closeotzero after 98, whilst it
remained basically unchanged in northern Europe. Tran8fevs into the peripherals started diminishing
already in the mid 90s (the upcoming process to the éurbhis dynamics further accelerated after 2004. The
public transér programs stemming from the Mediterranean enlargementshef EU in 81 (Greece) and 86
(Spain & Portugal) were expiring at that time, thus the droptransfer payments might have happened
coincidentally at the same time as the EU enlargement. The op8mistic business expectations of the
converging peripheral countries might additionally hawe tie a decline in transfers of emigrants to their home
countries. In any case, the change in current transfers deqgdain abig share in the deteriorationof
peripherals’CAs and should not be neglected as a reagodifergence.



interest rate (Schnabel/ Freitag, 201f) To avoid an appreciation of their exchange rate,
the central banks irEurope(and Asig had to adopt that stanc8. Consequently the ECB
followed an interest rate policy that haseén too low for the peripheraland too high for
the core countrie¥. Gapital flows from north to south acceleratedhat mechanismsed to
these lush intra EMU capital flowthat allowed asset prices to boom and substitute for
domestic savings in the peripherals?

The German bankgprofited from cheaprefinancingconditionsand, in a lack ofdomestic
investment opportunities they looked for imestment opportunities in othercountries.
Traditionally, German bankisad a strong bias in their exposure towards domestic sgesyi
since regulations allowed them only to take a limited excleangk. After the EMU had
abolished that risk for intrlEMU capital flows, the Germdranks were allowed tvest in
other EMU countries and thushe international investment position with respect to the
EMU countries increased substantially. Consequently the &ermome bias was more and
more transformed into an EMU bia@Bibow, 2012) Figure 5 displays the German
international investmenposition (IIP) from 2005 to 2@. Whilst from 2005 to 2006he IIP
rose eve more than the according CA surpjdsom 2006 to 2008&he years leading into the
world financial crisis, itlid not rise as much as German SA&puseswould suggestFrom
2008 to 2009 he IIP went in line with the CA surplus, and fron©2@o 2011we havea
similarsituation asn 20062008 In 2012 the IIP increased faster thahe CA surplugsigure

6 shows a similar picture for &nce, with thedifference that Fance was having CA defi
Until 2006, France had a positive IIP, which then detateat quickly to 317 billion in 2011
(about 16 per cenof the French GDPbefore surging in 2012.

German and French banks were heavily exposed top#rgherals and had to deal with
negative priceeffectson their portfolioin the forerun of the financial crisisn 2008, the
financial crisistopped this developmentvhen banks repatriated thefunds quicker than
third countries’banks drew capitalrdbm Germany and Franc&/hen the euro crisis broke
out in 201Q we therefore obsave the same phenomenon agaiiihe pictures of the early
stages of the two crises 088 and “10°11 look broadly similaConsequently, in 2012 we
observe a repatriation fofunds again, being a lot harsher in France, due to tigé kevel of
involvement of French banks in the peripheral EMU countriEsr the case of Germany,
DIW (2013) showed how this led to a loss of EURBOM foreign investments between
2006 and 202.

What these figures suggest is that international investors@eeman and French Banks as
intermediaries (Sinn, 2012) to invest in the euro zonel as safe havens in a crisifie real
estate bubblesand consumption bubbles in the GIIPS countiese mainly financed by
intra-EMU flovs from German and French banks, Bérmany and France in turn have been
the main destination of capital inflows from outside the EMtAinly UK banks). Later in
this chapter we will use a thressuntry model to show howthis is only possible (for a
prolonged period) in a currency union and that this pafacily will always have the
consequence of internal imbalances.

“The Fed took this stance as a reaction to the burst of the dotbabble.

> Mandler (2010) shows how the optimatonetary policy reaction function for the E@Bplies strong
reactions to shocks to US variables, particularly to shocksead-#deral Funds Rate.

1o Using the Taylor rule, Ahrend et al. (2008) find that tbéqy interest rates over 1992007 were
significantly too high for Germany and too low for Italyai@pGreee, Ireland and Portugal.

" The idea that banks in these two countries functioned as skine of intermediary that redirected capital
inflows into the EMU towards the peripherals was also describy European Commission (2012).
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Figuress and6: Germarand French IIPs. accumulated CA surpluses in Mio EUR

1400000
1200000
1000000
800000 e
600000
400000

200000
0

2005 2006 2007 2008 2009 2010 2011 2012

‘ Germany IIP mio Germany CA mio acc

50000
0 - T . . . . —
50000 2005 2006 % 2008 2009 2010 2011 /20 12
\
-100000 - = -
N \ '/
-150000 < —=="x
200000 N\ " N
N\ _-” N /T
-250000 LW ‘_\ /’,
-300000 e
-350000
France CA mioacc ====France IIP mio

Source: IMF.staRrincipal Global Indicators

Hgure 7 usesdata from the Bank for International Settlements to compare thggbst
international investment positions of GermgB) and French(F)banks. V¢ see that the by
far highest level of posure was from French banksiltaly (IT) As assumed above, German
banks were involved in the peripherals to a lesser exterdinly in SpaiESynd (especially

in relation to its size) in IrelandR) Considering the smaller pasures (not displayed), the
figures show an about 5fer centhigher involvement of French banks in Greecejlsth
German banks were about 40 per cemtore involved in PortugalFor all country
combinatiors we can observe thaforementionedrepatriation d funds around2008 and
especially after 2010.

The external CA and FA of the EMU might be balanced, butafnal investors prefer to
invest their money in the core countries (which in twimannel these investments into the
peripherals), the CAs and FAmongst the single EMU member countries might have been
in mismatch for a prolonged period.

As European Commission (2012) stated, a country might &dikateral trade surplus with
one country but invest the surplus in a third country.chase of the EMUthe rest of the
world had a surplus with the peripherals but invested tlapital in the EMU core countries.
The core countries in turrfinanced the peripherals beyond their bilateral trade balances
They intermediated capital flows originating outsideetEMU.Germany (D) for example,
recorded CA surpluses of roughly the same size withBkkJ and the rest of the world
(RoW) but had much larger spluses on its Favith the EMU
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FHgure 7. German and French foreign bank claimsillion USD
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Figure 8 illustrates in a simplified example the dynaroicthese flows. Germany has a CA
surplus with the EMU of 188 but an FA deficit of 200, which is paid by one halfumnds
originatingoutside the EMU (RoW). RoW has a CA surplus with the EMD) (@xt prefers

to invest their proceeds in Germany. Finally, the EMU hd®toow from Germany by more
than their CA deficit with Germany, to finance their impaoitsm the rest of the world.
Thus, the total EMU (including D) has a balanced CA and FAheitivorld and is at the
same time building up Balana#-Payment (BoP) imbalances internally. As Meade (1957)
states, it is not a problem per se if countries run bilateBalP deficits, as longs they
maintain an overall equilibrium in their BoP. In this ex$enthe overall BoP of the EMU (ex
D) is in balance. They can use their funds from Gerrt@pgy their imports from RoW.

Fiure8: Flows of capital and goods inside and outside the EMU

CA& FA+/-0

Rest of World |

<
<«

FA100

FA10C

Source: Autha’ own illustration.

8 Al figures in this exapie are chosen randomly in size.
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Table2 shows how Germany financed Spain and especially Irelapdria their bilateral CA
positions. After 2009, the picture is reverted and we atve capital flight to Germany,
especially from Spain.

Table 2: Bilateral CA and FA with Germany, in mio EUR

Date 2001-2008 2009-2012
CA 22.988 10.771

Greece FA -23.146 -42.979
CA+FA -158 32.208

CA -80.277 -27.386

Ireland FA -220.951 46.534
CA+FA -301.228 19.148

CA 30.492 17.083

Portugal FA -24.988 10.786
CA+FA 5.504 27.869

CA 145.842 52.035

Spain FA -180.766 57.430
CA+FA -34.925 109.465

CA 123.598 49.669

Italy FA -70.521 -19.685
CA+FA 53.077 29.984

Data: Bundesbank

Figure9 demonstrates trs graphically. Germany financed Spain aredaind in the precrisis
period by more than its bilateral CA surpltihe lines represent the difference of each
countries”CA and FA in million EUR. Since we took the negative fiduaks, high values
represent an FA that exceeds the amount necessafinance the bilateral CA.

Figure9: Bilateral CAlusFA for Germany antthe EMU peripherals EUR mignegative)
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Data: Bundesbank

The bilateral German CA and FA were roughly in lingGfeece and Portugal, whilst for
Span and Ireland the bilateral FA exceeds the CA hedtaly. seemed to have experienced
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the opposite phenomenon, which was possible becauseseen before, they in turn
received massive capital inflows from France.

As mentioned abovethere is no problemif the bilateralFAof two countriesexceeds the
accordingCA for aprolongedperiod, as longs as each cowies overall BoP is balanced. A
problem does arise if the surplus country accumulate$ s@frency and wishes to invest in
a hardcurrency country Those country exporters would than demand to be paid in the
hard currency. ltvould be difficult for the deficit country to acquire sufficienard currency
for its imports. herewould bean overdemand for thehard currencyand anover supplyof
the soft currency. In a flexible exchangeate regime, this woud lead to an exchange rate
adjustment. This would automatically lead to an adjustment of both counti®s. The
procedure of adjustment has been described in standardditee such aMeade(1957) or
Frenkel and Mussa (1985)

In the case of the EMU, there is obviously only oneenay for both countries, which
changes the dynamics substantialMye will show how external investors can make use of
that particularity, to avoid both, the exchangad the credit riskThelongrun economic
identity that the FA mirras the CA holds only for currgnareas, nofor sepaate countries.

In the followingwe will use a simple model to show how the underly@tygpamics depend
on the exchange rate system. Whall discusstwo different scenariosfirst for separate
currencieghen for the EMU

In our simplified model, the world consists of onlydé countries: Germany (D), Spain (ES)
and the rest of the world (RoW). §\chose Spain as a representative foreEBvU country
experiencing an “overfinancingi our exampleGermany pays in Deutschmarks (DM), Spain
in Pesetas (@) and the rest of the worlghays in USlollar (USD) In all four cases we will
assume, analogue to our example above, that D hlagageral CA surplus towards EBd a
bilateral FAdeficit. RoW has a trade surplus with ES, but a balahdateral FA. They prefer
to inveg their surpluses in D insteado that the size of the bilateral German FA with Spain
exceeds the CA by the amount of tR®Ws CA surplus with E&ermany itself has a CA
surplus with RoW antkinveststhe proceeds in RoWGermany and Spain combinédve a
balanced CA with RoW.

Firstwe assume a scenario wherd axchang rates are perfectly flexibldef Rowwould
prefer to invest their Bs surpluses in Germany, theyould need to buy DM and sellt$
(unless they require their exports to be paid in DM digc In a scenario like #t, where
everyone wants to bupM and sell 8, the value of the DM will go up whilst thelua of
the Rs will go down. ES eventually will have to reduce its irntgavhilst competitiveness
and the nominal value of exports will rise. The subsequeljustment of the CAs comes
automatically. A divergence of bilateral CA and FA is therefore nolstalyuilibrium, if
currencies of different quality are involvedlso the gradual adjustment of the FA will come
automatically, because it will be harder and harder to sell®sand buy DM. If RoW wants
to run persistent CA surpluses with ES, it wilfdreed to reinvest their 8 in ESGiven the
low intereq rate that D would have to pay for its eincing in that scenario, it woulde less
and less attractive to invest in D. ES in turn would faceenaoid more problems to buy DM
for its imports. Conseguently, in the longrun all CAs would be balanced with their
corresponding FA$igure 10 describeghe longrun equilibrium for this scenaridA country
running a CA surplus would acquire assets denominatéukiother countrys currency.
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FigurelO: Capitalflows insystem ofeparatenational currencies

Goods 100 Pts

Assets 100 Pts

Assets Assets

Goods Goods

100 USD 100 Pts
100 USD 100 Pts

Source: Author’s own illustration.

Even if we assumepegged exchange rates (similar to the Bretidoods system)the
mechanism would functiom a similar way. Spawvould be forced tocontinuouslybuy Rs

to maintain the parity value and thus, ES will deplete itsifprand goldreservesuntil the

Pts finally has to devalue, and a new exchange rate will bedfiXétne shrinking(deficit
countries) and piling up (surpis countries) of reservewould also lead to resiction
(increase) in domestic supply of mopgeleading to a deflation (inflation). The subsequent
adjustment of prices and wages would improve (worsen)dbentrys competitiveness and
thus the CA imbadnces will close andhvestors’confidence will return eventually.

In the scenariadescribed aboveone will have to reinvestthe currency in he country ofa
trade surpluse®rigin and thus face a devaluation risk of assets in that countrysenuy,
and thus one will have to deal with the solvegcrisk of that countrylf a country lose
confidence in another countrg’solvency, it will reduce its exports to that con(the US
being an excepon, as the issuer of the worklreserve currency).

So far,we could show that in the absence of a currency union, ékehange risk forces a
trade partner to keep the bilateral CA and FA in line, whilstsolvency risk forces them to
ultimately balance their bilateral CA. In the following wdl wemonstrate howthe EMU
allows countries to run persistent CA deficiEsgurell below shows howtie construction

of the EMUallows its trading partners to avoid both, the exchange risk #ie credit risk.
The main particularity of the EMU is that its external tradetpers deal with one currency
but individual countries with individual risk profileShis gves them the opportunity to
export to countries with aubstantialCA deficit and invest their proceeds in countries with a
CA surplus, without having to exchangarrency. This means, credit risk towards the
peripherals could be pooledin the core countries which in turn channelled these
investments into the peripheralsSince the core countries did not demand a notable risk
premium for their intermediary role, #y seem to have attributed the same risk profile to
these countries that the external investors attributed to the comintries.
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Figurell: Capitalflows in the euresystem

Goods 100 EUR

RoW < > ES
Assets 50 EUR
Goods
A oo Assets 100 EUR -
oods 100 USD ssets
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D: Net capital imports

for EUR assets D: Net capital export in

excess of CA
Source: Authos own illustation.

The first scenariogontained an automatic adjustment chanheln a separate currency
scenarig a country that keeps exporting to another country, despite theggative CA, will
accumulate vast amounts of their currency. To avoid the valodtssesit isforced tokeep

on re-invesing into that country and thus to finance their CA deficit. In the worst case, this
could go on for grolongedperiod until the surplus country loses confidence ie theficit
country andsuddenlystops financingts deficits. The debtor country would face a sudden
stop of capital inflows and thus would be forced to balatteeir CA immediately. Figurkl
shows how this mechanism does not work in a currendgrurWe distinguish betweenle
euro-system up to 2010 (befe the “euro crisis”), and since (in the crisis).

In this scenario we have the case that D and ES have the same cui({fed®), so there
cannot be an overor undersupply of one of their currencies. RoW now is freehoose
where to invest their proceeslfrom trading with ES, without facing the negative impact of
devaluation This also means that there is no diradjustmentof the individual CAs via the
exchange rate channel. It is almost litkee debtor could indebt himself in Ptswhilst the
creditor holds a claim in DM. In this scenario, RoW prefers tosintteeir proceeds in D,
which in turn channels them to E&s described by Meade (1957), a country in a currency
union can run a deficit towards RoW, if that is equalisedlbpluses with other mmbers of

its currency union. In our example, thalowing system could be established. ES has a BoP
deficit with RoW, which is financed by a BoP surplus @itP in turn finances its BoP deficit
with ES via a surplus with RoW. This circulation is sadi@nas long as D is willing to
finance ES. The problem is thmbst (risky) Spanish asts are woled in D.

As mentioned before, D does not demand a notable risknouen for this intermediation. As
long as RoW was willing to invest in D, and D had camdelen ES, the system was
sustainable, withotiimplyinga devaluation of the EUR. would acquire EUR assets from ES,
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whilst Row would acquire EUR assets infBe problem is that thislefers the adjustment
mechanisms that are explained above.

When, afterthe outbreak of the euro crisis, D lost confidence in #wvency of ES and
stopped to channel external investments intpESfaced a severe funding problert.wasa
situation as ifSpain was running out of its own currency. Since the aatanadjustnent via
an external devaluation @kes not take placethe exchange rate of the currency EUR as a
whole ends up being somewhere in the middle: Todhay ES (and other peripherals) and
too low for D. Since this left the exports of ES remadakv(and the gtra-EMU exports of D
strong), ES could not finance its imports through exports. Cqueatly, E2oud maintain a
high import level onlyoy “borrowing the money press’in the case of Spaigpanishbanks
drew their capital via the Bank of Spain from tREBUltimately liable for these ECB loans
were the other ECB member states, such as France and Germany

Section 4 will describe in detail how this procedurerkeal. In this scenariq it would not
solve the prokem if D and ES had a balancelhteral CA.mbalances could still continue to
exist in the EMU, as long as external investors attribute mfferisk profiles to individual
countries. The Target2 balances would always diverge ngsds EMU’s membeountries’
bilateral CA and FA are not in lir@ecioni and Ferrero (2012) found empirical evideneg th
only for Greece the Target2 balance significantly related to the CA deficits, whilst in
Portugal, Italy and Spain, the large increase in Target2tiediis mostly related to the FA,
predomirantly since the outbreak of the euro crisis in RIAL0. Internal CA rebalancing is a
necessary, but not a sufficient condition for FA rebalagcifhe Target2 balances are the
equivalent ofthe gold reserves in a gektandard system. The main differentzethe gold
standard is that deficit countries cannot run out of reserveélus, there is no pressure to
restrict the domestic money supply. Also in surplusntdas it is easier to control inflation
and therefore the deficit countries will have to bean averproportional share of the
adjustment process.

But why didthe core countries invest in countries which were avolidisy these extraEMU
investorsand that, with hirdsight, have proofed to be highsk investments®hy was the
market discipline wead within the EMU than via-is external investors?

Two possible explanations have been mentioned beforess®ty the German and French
banks did not betve in the no baibut clause,thus assumed some kind of implicit
government guarantee that was nadvailable to noFEMU countries. A alternative
hypothesis states thaGerman and French banks valued government bbhitem other
EMU countries higher because they could use them as crdla¢ the ECB which also was
not an option for noREMU countriesand thus have demanded a lowdsk premiuri’. In
that case intraEMU loans wold just have crowded out extrBMU loansn the case of the
peripherals.

Starting from the current situation, the EMU might end up meaoof the two following
equilibria. The fist one would be that the peripherals use the etgystem financingwhilst
gradually adjushgtheir CAsand implement reforms to regain competitivenemsd attract
sufficient funds from outside the EMUh the second equilibrium, the major part of firaal
inflows will keep ongang into the surplus countries, which in turn finance the idef
countries indirectly via the eursystem.To achieve the first equilibrium, it is important that

' This would only be the case for Greece, Italy and Portugadre a huge share of the investment took place
in the form of government bonds, whilst in Spain andalnel investments mainly went into bank bondhgn
Miles-Ferrettiand Tressé 2012).

**The aforementioned exchange risk regulations for Germeankb work into the same direction.
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external investors invest in the peripheraldirectly, because of an improved
competitivenessThe introductionof other instruments of risk pooling, such as etnands
would just be a continuation of the system that was establishefbre. Section4 will help
to understand themechanismsn depth. We will show that, m matter what the reason for
these asymmaeic capital flowsis, unlessinvestors’ confidence in the souther EMU
countries returnsthere will always be an imbalance inside the EMU.

4. Internal Factors
Section 3 describedhe financial flows and compéitveness issues. This section will
reconcile the actual events that happened in the ENMUe will start by providing aguick
overview o the events in Europe since the 199®¢hich led to a buileup of intra-EMU
imbalances.
Figure 12 shows howftar the Geman reunification boom ended in the mitB90s,German
business sentimendeteriorated. This led to increased (precautionary) savings in the
Geaman private sector and to less consumption and less Gerfixaal capital formation
(tables3 and 4) During thesecond half of thel990s these savings were absorbed by the
fast growingequity markets (dot.com bubble). After the burst of this bubbl@erman
growth slowed down, whilst growth in the GIIPS accelerdfegure 12). We have already
shown howGerman excessavings were invested timose other faster growing ecammies.

Figurel2: GDP in Germany and GIIPS (1995=1)
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Data Eurostat(GIIPS data starts in 95)

At the same timeslow growthin Germany put pressure on real wages amithtion fell in
2002 and 20030 alevel lower than beforethe euro introduction andmore important, to a
level lower than in thesouthern EMU countriesTable 3supports Holsinki, Kool and
Muysken (2012)n their point that the inflation rate between00 and 07 in southern
Europé* was 1.5per centhigher than the one in northern Europe.

' The authors define north as Austria, Finland, Germany and\N&therlands, and south &3reece, Ireland,
Portugaland Spain
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Table3: Grosfixed capital formatiorandinflation

Capital formation * Annual inflation (avg.)
GEO/time 95-00 01-08 09-12 96-00 00-08 08-12
Germany 21.35 18.26 17.58 1.06% 1.85% 1.49%
GlIPS 22.16 23.95 17.50 2.61% 3.22% 1.64%

* for '95-'99, GIIPS data without Greece
Data Eurostat

Table4: Annual growth of household consumptiand gross household savings rate

HH consumption % change (avg.)* HH savings r ate**
GEO/time 95-00 01-08 09-12** 95-00 01-08 09-11
Germany 15 0.5 0.9 15.86 16.24 16.78
GlIPS 4.5 2.8 -2.8 14.74 11.33 12.35

* Data for GIIPS starts '96, Greek data starts '00, Spain data ends11

** for '95-'99 only Italy and Portugal, for '00-'01 Spain, Portugal and Italy, from '02 GIIPS data
without Greece

Data: Eurostat

Figure 13 displays the convergence of nominal interats to a brodly similar level in the
whole eurozone.In combination withthe higherinflation rates in the peripheralsthis let

the real interest rate in these countries be too lowhich led to a decline in thie saving

rates (table4).

Figurel3: Long term government bond yields in per cent
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The EMU ended up with savingrate too high for the core EMU countries and too low for
the peripherals.Fnancial liberalisation(which meant lower transaction costand easier
access to international saving pogisit additional pressure orsaving rates in the euro
peripherals(Jaumotteand Swidriwiboon2010) The elimination of exchange rate risks and
perceived convergence of sovereign bond default riskshe now integrated European
bond markets(all EMU bonds had the same collateral value at the E@Bulated intra
EMU capital flow (Chen, Miledreretti and Tressel, 2012) ammhade it increasingly
attractive for Geman banks to lend to the EMU peripherals.
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Figure #: Foreign claims of German banks in USD million
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Figure 14 shows how for @D10 (the first quarter with available data), the funds went into
government bonds (in the case of Greece, Portugal and)latg bank bonds or other
private sectors (Spain, Ireland, Portugdlhe financial exposure to Eurolasduntries was
higher than the corresponding levels of trade integrati@ermany was more integrated
into the EMU financially, thathrough the real economy, which made it vulnerable to debt
problems in the EMU (Bibow, 2012) financing structure (of Cdeficit) biased towards
banks intermediation to that extefd, left the peripherals being exposed to the unwinding
of capital inflows, e.g. in a financial crisis (Merler &mshniFerry, 2012)

Nevertheless, e EMU peripheralsborrowed heavily abroad andonsequently their
(cumulative) CAs turned from being roughlydraded in 94 to a deficit of 10 per ceni
2008°. The cheap creditfinanced government debt (Greece) or borrowing by the fiiah
sector, which in turn fostered credit driven real estateécp bubbleqSpain and Ireland)n
Italy and Portugal they financedboth. This fostered a boom in consumption and
(construction) investment Tre illusionary prosperit§® further increased inflation The
higher inflation let their real exchange rate (REER)ease in line with the Unit Labour
Costs (ULCand made the peripheral countries loose compegtess This crowded out
manufacturing and exports and led to an unsustainable growthhef nontrade sector
(Chen, MilesFeretti and Tressel, 2012).

Figure 15 shows the boom in domestic demand during the 2000spldisng the most
dramatic increase in Ireland, Spain and Greece.

*2The contribution of foreign direct investmeimiasbeenverysmall

> For Greece, Portugal, Italy and Spain (Jaumotte/ Sodriwili2@in).

24 lllusionary because, as mentioned before, it was not matdheamprovements in productivity or business
environment,thus it was not sustainable (See also Lin and Treichel {012
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Figurel5: Domestic demand (2000=100%)
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Figure 16 shows the deterioration in unit labour costs (ULC). gdfripheral countries
followed the same upward trend until the financial cridieland experienced the highest
increase, but managed to readjust its labour costs quicklyr dfte crisis. Unsurprisingly,
Figure 1 has shown us that the Irish economy mada® return to a positive CA at about
the same time.

When in 2009 the newly elected Greek government had tmiathat the deficit figures of
the preceding years had been understated and Greece wasngrueficits persistently over
3 per cent markets sfped ignoring the default risks and confidence in pee@l EMU
economies was damped.

Figurel6: Unit Labour Cost2000=100%
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Investors realised that growth by domestic demand, finanebdoad was unsustaable
(Giavazzi and Spaventa, 2010). The markets charged a higkegoreimium, which put
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additional pressure on the refinancing of these countri€khe governments were
confronted with twin imbalances: Regaining competitiveness eorrecting the public dat
(Benito, 2012).

To deal with the twin imbalances deisbed above,reforms were implemented on the
peripherals aiming at the firsof the two equilibriamentionedin section 3 The peripherals
are supposed to implement structural fogms to regain comgtitiveness whilg the
provisian of public loans through theAS, the ESM aththe eurosystem are smoothing that
proces$’. The idea is thathe improved competitiveness will boost exports and cloise
ChAs, whilst the regained investar'’confidence wilfinance the remaining CAs and close the
Target2 balancesNe will begin by describing the current status quo, agnat the first
equilibriumand which problems migldccur.

a) Equilibriuml: Regaimg competitiveness and investsrtonfidence

In section2 and 3 we discusd the emergence of CA imbalances and how the euro crisis
reversed capital flows from aover financingof the bilateral CA& an underfinancingSnce
the outbreak of the euro crisithe peripherals facesevere problems to attracsufficient
private fundsto financetheir CA deficit. They also canise their central bank to purchase
government bonds in an unlimited amournhus the financial crisis forced them to improve
their Chs.

The usual way to rebalance the CA would be a curredepreciation which would
immediately reduce the (external) value of a countrys derdamhiswould narrow the CA
deficit and improve the cuntrys competitivenessdirectly which would help to regain
shares on the worlds export markets via that manipuldtexchange ratgDettmann,
Moebertand Weistroffer, 2012)Thisis not possibléor a countryin a currency union
Consequently,prices and wages must decline to rebalance the economyer(al
devaluation$®. The increased competitiveness would facilitake countries exports, and
reduce the prices of domestic goods relative to foreggods and eventually replace them.
As a result a country might improve its trade balance sigantly in the short run. In the
longer run, competitiveness is important to attract (direct)astments andhus expand the
industrial baseThe process of internal devaluati@eensto be amore painful procesthan
an external devaluatiorand it has thenatural sideeffect thatthe internal devaluation will
Iowgr the nominalGDP and make the debt to GDP ratio look less favourableeirshbrt
run-’.

There is some evidence for inflexible labour marketshie peripheral EMU countriésthat
do not allow wages to decline to the extent thabuld benecessaryForthese reasos, the
process of an internal devaluation would have to be a gradoal

To maintain a functioning economyluring that processthe use offiscal polites, transfer
paymentsand a mobile labour forcewould be necessar{Essl and Stiglbauer, 2018ince
there is hardly anygcopeleft for fiscal policies in a countgiready facing aebt problem,
some kind ofadjustment through the labour marketsould bring some relief. Aransfer

ESFS stands for European Financial Stability FacilitgSdstands for European Stability Mechanism.
*®The adjustment process of the Baltic States in 2008/ 2009iges a recent examplsee Lindner, 2011).
o Having said that, an external devaluation could make the debt 8 Bldo even worse, if debt is
denominated in a foreign currency and the currency deealbeyond the necessary level (overshooting).
% Dettmann, Moeberiand Weistrdfer (2012) name the OECD indicator “strictness of empieyt protection”
to show there is some resistance to rebalancing that prevetwear wages but also led to higher
unemployment.
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mechanism would further ease the transitionuntil the economies have regained
competitiveness

Given that themobility of labour seems to be limitedithin the whole EUand there is no
agreement on a transfer unioyet, internal devalation through the wage and price channel
will haveto be accompanied by some kind of public loafkis happeasince 201Ghrough
the European Financial Stability FaciliBFSF) and its predecessor @Greece, Portugal and
Ireland Butthese public loansould not make up for the whole difference between tha C
deficits and the lack of capital infl@an the peripheralsSince the CA has to be matched by
a sufficient capital inflow and the core EMU countries stopgdedplay their role as an
intermediary,someother source of financing must have been at work.

Aswe mentioned abovethere is no officihagreementon a transfer uniorin the EMUyet®,
but the EMU membership allows countries almost unlimited acdessuro funds These
funds help to finance a counts CA and thus drm some kind of indirect transfer
mechanism. The (net) capital flows ofattmechanisnarereflected in the Target2 balances
This means, even if investdoseconfidence, the system will not come to a halt.

The idea of that unlimited provision of liquidity is to smodte rebalancing process in the
peripherals, but thedangeris thatexternalinvestors feel moreomfortablein this situation,
which allows them to miatain the system ofeparatingan EMUcountries’FA from itsCA
for their bilateral trade with single EMU countriegnd thus have no incentive to invest in
the peipherals directly It is like a systemn a single curnecy world that would allow
investorsto trade with any country, no matter how indebted it is, and sson as the
transaction is completed, the proceeds would turn into soatker, harder currencyThey
might prefer the current situation, which allows them to makasiness with the whole
EMU, whilst risk is pooled in the core EMU countries.

In that case, the provision of liquidity through the ewwstem will become a permanent
phenomenon, rather thana way to smooth the transition periodThe role of the
intermediarywas taken by the ECB instead of Germany and France. Theeuwin will
show how that ultimately puts Germany into the same situation efote, becausehe
euro-system liquidity workasa kind of loan from the surplus the deficit countries.

Even if unlimited liquidity for theeripheralsmeans that they couldise this liquidity to
repay external investor’s laas®, investors mighstill prefer to hold claims against the core
EMUcountries, as long as there is a chance wdden) breakup of the euro.

We haveshownthat despite all efforts that were made to regdimvestors’confidence, the
extemal investors might jusprefer a situationthat we called the second equilibriuriVe
will showhow the liquidity provisiorthrough the euresystemworksand if that mechanism
might be considered benigmot only for the external investors, but also for the dafic
countries

b) Equilibrium2: Permanent euresystem lendinghrough Target2

The idea of the restructuring of the peripheral economireglies that investorstonfidence
into the peripherals eventually returns. If it doesn’t, weght end up in what we called the
secondequilibrium. In that case, he provision of publt loans viadhe Target2 systenthat
was meant to accompany the transition period to equilibriupwill turn into a permanent

29 Neglecting the transfers already established in the EU agigcutural subsidies.

On September 2012, the ECB made it also clear that they vimylcgufficient bonds of peripheral states to
maintain the EMU as whole. This led to a decrease in the Rabgéances. If this is just due to liquidity
circulation within mutinational banks or a permanent effect is not clear at this motnen
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phenomenon.To understand the underlying problems, it is important tederstand how
the Target2 system works.

The TrandEuropean Automated éalTime Gross settlement Express Transfer (Target2) is
the euro-systems operational tool through which national central banks (NOBsyide
payment and settlement services for transactiomghin the EMU These transactions are
not limited a priori. Ifa country systematically settles more outward payments than inward
payments, its central bank has a deficit positione Thuntry is a net borrower from the
euro-system, whilst others are net lendeffglerler and Pisardrerry, 2012)

Figure17 shows the dierging trend of the Target2 balances since the beginnihthe
global financial crisis in 200Which accelerated after 2009, when the euro crisis beQare
can clearly see the increasing balances of the northero&an countries (Germany being
the biggest contributor) and the deteriorating balances of the peei EMU countries
(Italy and Spain contributing the most).

But what caused these imbalances, are they really a resuleoh@ny and France stopping
their intermediary role? As Cecioni and feeo (2012) stated, an increase in the Target2
liabilities of a country can have three reasons. It can éeitiom the CA, it can represent a
flight of private capital or a deposit run by residents. @anng figure 17 with figure 1
shows that the widenin@f the Target2 balances happened at a time when CA imbalances
were already shrinkingVhilst before the crisis, there was a CA deficit for allntries but
Italy (where the CA was roughly balanced), the CAs imgraudstantially after the
outbreak of tre global financial crisis in 2007. Thus, there is haadiyevidence that the CA
imbalances are the main driver behind the Target2 imbalatices

Figurel7: Net Balance with theuro-systemin bn. EURTarget2

DNLF= GermanyNetherlands, Luxembourg,rffand
GIIPS = Greece, ltaly, Ireland, Portugal, Spain
Data:Euro Crisis MonitgiOsnabrick University

% In fact, Merler and Pisatierry (2012) have shown that before 2008 the CA imbalainctee EMU have
been financed by private capital inflows.
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Since bank runs do not seem to be a major problem yetwienot consider theneither
(even though there is some evidence for a deposit rusieecé?). That leaves us with the
flight of private capitalAsalready statedn section 3, risingarget2 balancemainlyreflect

a ceasing oinvestmentsfrom Germany andrrance whose bankgefused to roll over their
investments in the peripherals and repatrat their funds Private capital flows to Portugal,
Spain and Italyleteriorated rapidly since 200@hilst private capital outflows shrank only
slowly, due to a flight of private capital from the peripheralsttee core Thus, we face a
combination of extemal factors (extreEMU countries prefer to use core countries as an
intermediary) and internal factors (banks in the core cow#rstop their intermediary role
and repatriate fundsflight of private capital from peripherals to the core) thatpédn the
surging Target2 balances.

Figure18 shows whatthe graphs infigure 9 would look like if adjusted for central bank
lending. According tgsermanys liability for ECB claims, we attributed 1/3 of the Target
liabilities of each central bank to the bilatef@h with GermanyWe tookthe difference of
each countrys CA and FA, including the Target loans. Since we tookebativeof all
values, positive figureepresent an FA (including Target loans) that exceeds thee@dt.
The figure shows that the sysh that seemed to have come to a halt in the years of the
crisisis still going on. German bank loans were just replageddmtral bank loand/Vhilst in
Ireland Greece and Portugathe European transfer mechanisseemed to have stopped
capitalflight; valueshave beerskyrocketing for Italy and Spain.

Figure 18: Bilateral CAplus FA for Germany and the EMU peripherals in mio. &tdR
Target2 loans, negative values)
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As we predicted in section 3¢ Targe? provisons of liquidity just replacegrivate foreign
investmentsWhen e.g. German banksopped redirecting capital flows into the peripherals
and wee cutting back their exposure to the periph&sahese loans wee replaced by euro
system transfers anche Bundesbank Target2 surplused.

In our examplebonds arepracticallyrepaid via the euresystem which just shifts the debt
from the foreign (private) bond holderbalance sheet to foreig€B balance sheetlf we
noted in section 3 that Germany does notndand a considerable risk premiunfor its

% See Whittaker (2011) for a more detailadalysis of the possible impact of deposit runs in thepierals.
% The buildup of the German Target2 position equals the accumulatiogotd reserves in a fixed exchange
rates regime such as BrettdWoods (Bibow, 2012).
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intermediary role, it is worth noting that in this situation, tmsk premium could even be
negative. Germany (and the other surplus countrieguld pay a higher interest rate on
their debt, than they would receive for their CB creditghe deficit countried’.

Figurel9: Net Balance wh the eurosystemin mio. EURTarget 2, separateountries

Source: Euro Crisis Monitor, Osnabriick Uniters

Apart from the provision of liquidity trough Target2, the reversal pfivate capitalinflows
did not lead to aBalanceof-Paymentscrisis because the private capital outflows were
compensated by two additional forms of public support; Theik&® assistance programs
and the ECB purchases of sovereign bokidsenthe debtor country receivegroikafunds
then those funds replacghe eurosystem loans and the afget2 balance decreases
temporarily. Figure19 shows the Teget2 balances for the periphals separately One can
see e.g. thdittle upward dent in the curve of Ireland, when the fitshnche of payments
was settled in early 2011, and the same for Portugal in J2@&l. The debt of the
peripheral countries does natecreasejt just changes itewner. Theset-up oftheserescue
packages through the ESFS and its succdsSbf helped to calmdown the situationa bit
for the countries that were subject to it (hamely Portugale&re and Ireland)n Italy and
Spain on the contrarythe countries hat did not receive support from the ESFS ybé
acceleration of Target2 deficitgasjust about to begin(see figurel9). The issuance of the
ECBSslongerterm refinancing operationl(TR®in December 2011 anéebruary2012 went
in favour of this develpment, when Italian and Spanish banks draw big amounts ofeyon
from the ECB and placed them in (mainly) German baftks.improvement in the Target2
balances of Spain and Itapyncelate 2012 might just be a reversal of that (temporary)
development.

Folbwing Deutsch Bank Research (2012), fig#@sand 21 display the overalhptal
account vs. the “private” apital account® of Spain, Portugal and ltaly. The graphs show
how for Spain and lItaly, their central banks had to transfomegative capital acamt into

a positive one in 201{from -7.3 per cent of GDP to £3(Spain) and from8.1 to +47 per
cent (ltaly). For Portugal we can see how the situation calmed downr &tetugal became
subject to the ESFS in April 2011.

* Sinn (2012) describes in @dthow Target2 balances are the same as a loan from or to &N&J countries.
% Troika stands for the committee led by tRBeiropean Commissiaaith the Internationd Monetary Fundand
the European Central BanKhe Troika organised loans to the Greek, Irish and Paeseggovernments.

% By “private” capital account we meamé CA, net of central bank lending.
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Figure20: “Private” capital account(without central bank lending)

Source: DB Research

Figure21: capital account

Source: DB Research

On the one hand this system mitigated the adjustment procésheCA and FA, but ong¢h
other hand it facilitated the withdrawal of private investors. ritight be exactly this
mitigation that will leave the EMU stuck in the second equiim. The external trade
partners can keep on exporting to the peripherals, withoaving to invest thee, whilst the
peripherals do not have to reduce their imports to a lethelt corresponds to their import
of private capital. Since the “normal” capital inflows from Germany and Frameased,
Target2 liquidity allows the peripherals to run persistent @#icits without depleting the
net foreign assetsFor Greecewe observe a similar picture (not displaye@reece and
Portugalfinanced almost their entire CA withafget credits from 2008 to 2010 (EEAG,
2013). This works almostimilar to the US, who cafinance their imports through the
money press, because they issue the world reserveeogyr The euro membershiputs the
peripherals in a position where they céinance the net import of their goods via the money
press too (Sinn, 2012). Otherwise theurrency would lose its value quickly (similar to the
mechanism described in section 3).

What we see up to this point is in line with our prediagoin section 3. Once a currency
union is in a situation where risk is pooled in few mwies, thosecountrieshave no means
to stop this systemlf their private investors try to reduce their exposure teficit
countries, the exposure will be transferred to their ctns” public sector. How could a
system like this evolvend why was there no way to stof?i
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After the collapse of the EMU interbank market, the ECB apgle fixedrate full
allotment procedure. This procedure leta fatal pact between e EMU banks and
governments ase. Een if the Troika would ceaseits payments to troubled countriegheir
governments could just borrow from their commercial bankvhichwould borrow from
their central banlks, whichin turn couldborrow from the ECB. Congaently a potential end
of the Troika lending would noform a binding constraint for any governmenttime EMU".
The governmentcould just replace it by eursystemlending and even save on interest
payments having only to pay the ECB base borrowing rate insteattheothigher Troika
rate®®. Even if the ECB would refuse to accept peripheral morent bondsas collaterafor
new credits they could just extent their Emergency Liquidity AssistaiideA), which is not
subject to collaterdf. The only way to stop thwould be to exclude a debtor country from
the eurosystem. This theoretical option would fugh enhance capital flight from that
respective country, so that the ewsystem had to provide even more liquiditgfore the
final exclusion of that countryThat additional liquidity woulde log for the other EMU
countries ifthat country eventuallyexts the EMUand defaults on its Target2 liabilities
Hence, the ECB tke lender of last resort for all EMU countries, if it 8kié or not, unless
there is a political agreement to actually kick a country outhaf euro (Whittaker, 2011).
There is no vay to rebalance the Balanad-Payments of the EMU countries internally to a
match of bilateral CAs and FAss long as there is no rebalancing with external trade
partners.The EMU is in a situation where external investors as wehHeperipherals migh
prefer the status quo.

Could the phenomenon of eursystem lending be considered a benign ofiéf@ allocation
of capital h a scenario likehis isfar from efficientand hinders the adjustment process.
Neverthelessthis equilibrium offers a variety ofisks and chancesf private Investors are
not willing to firance banks and government budgeanymore, the central banks step in.
The injection of liquidity has protected the peripheral coumetsi from the full negative
impact of a sudden stdfl On the ore hand, his helps toavoidnon-performingloans or the
bankruptcy ofbanks and government€On the other hand, central bank liquidity just
replaces existing credits. It will keep the net indedziness constant, thus there cannot be a

31t is also interesting to look at the bank notes issued from $ingle EMU nations. Technically any EMU
member country could just keep on printing bank noteth# ECB refuses to provide any more liquidity. An
amountthat exceeds the internal allocation for that country forms ailigbwithin the eurosystem and thus
must be added to the Target2 balance to get a precise pictfirth® intra EMU balances. In the case of
Portugal and Spain this formsn@oderateassetthat has to be netted with their Target2 deficit, whilst in case
of the other peripherals it represents an additional liabilitpteresting enough, Germany would have to
reduce its Target2 claims by EUR 192bn for September @@tdrding to Bundesbank t@d. Possible reasons
for the overproportional amount of banks notes issued eri@any might be that migrant workers in Germany
have carried these bank notes to their countries of origihere they are used as a parallel currecythat
German tourists arry these notes abroad.

% The first tranches of EF®ans to Ireland and Portugal had an effective interest rate ouab per cent to 6
per cent, whilst the ECliBaseborrowing rate was only 0.75 per cent at the time (curre®®5 per cent).

*The ELAas already been used extensively in Ireland and Greecerding to Merler and Pisaifierry

(2012).

40Restricting the euresystem liquidity flows would not solve the euro crigist limit the banks' ability to lend

to their government, in troubled couries. A government with a debt problem in turn, cant suppits banks
with liquidity, the two problems are intertwined. Any attemiat stop this would have to contain a mechanism
to stop governments and banks from default and protect memtmintries fom speculative attacks (Merler
and PisanFerry, 2012).
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new (fiscal or credidriven) stimulus for these economiesAnother problem is that the
unlimited provision of liquidity hinders sufficient adjustment of asset prices.

Figure22: REER, price deflated GDP, 200D
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The difference btweenfigure 22 andfigure 16 illustrates thispoint. Apart from Ireland, no
country seems to have made a notable progress in competiéisg based on price defled
GDP, whilst the unit labour costs in figur® showed a slightly brighter picture. Theason
is that in a crisis, the least productive workers are set ffiest, so unit labour costs
decrease. This is a purely statistical effaghich has no implications for an improved
productivity (see also Sinn, 2012). For an internal detedo, whichthe reforms aim at, a
lowering of the price levels would be needed. Apaadnirireland, ths has not happened in
any of the peripherals. Greece and Spain had even riziicg levels until very recenfl};
There is strong evidence that the provision of paldoans and liquidity has deferred the
adjustment processSinn (2012) e.g. states that public loansd auro-system liquidity
deferred the struatiral improvements of the compeiveness in the peripherals (except
Ireland) by at least five years.

We will demonstrate thisagainat the example ofSpain, because it has beeme of the
major destinatiors of capital flows(if one includes the Target loansh country that
experienced an asset price bubble like Spain has to wwdsome asset price adjustment
process. As section 3 has shown, the Spanish estate bubble was mainljuelled by
German and French Banks. We have seen above, that the outbfethle crisis let these
capital flows cease. Without the eugystem replacing these flows, the adjustmemnbgess
would be more painful for Spain. The nominal value @& #tock of assets would shrink
substantially and the wealth of Spanish households wouldedese in line. A ceasing of the
Target2 loans to Spanish banks on the contrary would raiseesst rates, householdsvould
default on their loans; banks would eventually defaidd and have to be bailed out by
either the Spanish government or the ESMter the end of that process, the economy

*1Sinn (2012) states that Greece and Portugal would have toceetheir price levels to 680 per cent of their
2007 levels to regain competitiveness. Spain would havedace to 80 per cent antaly to 8590 per cent.
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would find itself on a lower level of (assqijices and wage and eventually stamgrowing
again.As Sinn (2013) stated, the financing costs for$panish banks are still too lat the
moment. Thisleads to a noroptimal allocation of capital. The necessary adjustment of
credit lendingis deferred which also defs a possible adjustment of the Spanish economy
In the current situation, Spain is stuck in a triangle oframdebted banks, households and
government. The austerity of the government and househdlelsresses growth. Unless the
situation adjusts, GDRawth will remain poor.

Since the private capital that flees from the peripheralskisly to be invested in the core
EMU countries (safe haven), the price level in the carentries might rise and help to
rebalance the price levels in the EMU internaByt, snce it is easier to politically control
inflation, and Germany has shown in the past that it is wilang capable of doing so, an
over proportionalshare of the adjustment process will be imposed on th&aitecountries.
The question itheir societies are willing t@ccept that will decide in which equilibum the
EMU will bestuckin the midrun.

5. Conclusion
In the present paper we analysed the widening of the WEMU imbalances. Waddressed
the questiors if the capital flows inside theNBJ were sustainable and whaixternal and
internal factorscontributed to them andwvhy the Balancef-Payments should magt at all
in a monetary unionOur results were that the EMU has lmekit by an external trade shock
which worked in favour of some uaatries’ CA, but challenged other EMU countries’ CAs.
The external shock wasnplified by the particular structure of the EMU sinbe peripheral
countries did not receive direct capital inflows for theihallenged CAs, but their trade
partners preferredto use the particular structure of the EMU to invest via Gerraad
French banks as intermediaries. This risk pooling irctite EMU countries left them heavily
exposed to the peripherals. When the two consecutorsesthat hit the EMU led to a
repatriating of funds, the eurgystem had to step in and provide the peripherals with the
necessary funds to finance their CA deficithis way of financing is benign for the
peripherals and external investors, but deferscassary structural adjustmenend waks
as a sekenforcing process which pools the risks and liabilitrethe core EMU countries. It
will depend on the political pressure to implement nes&y adjustmentsto regain
investors’confidence in the peripheral EMU countries, otherwise tirecedure of deficit
financing via Target2 will become a permanent phenomen®n.increase in domestic
demand of the surplus countries mighprovide additional help.Otherwise, diverging
Target2 balances wilemain in the long run.

29



References

Ahrend, R.Cournéde, B., & Price, R. (200®)lonetary policy, market excesses and
financial turmoil.

Benito, A. (2012)Achieving fiscal and external balance PariGbldman Sachs 03/2012.
Bibow, J. (2012)The Euroland crisis and Germanys euro trilemma.

Bini Smaghi, L. (2011, February). Eurozone, European Crisis and Policy Responses. In
speech at the Goldman Sachs Global MaComference

Cecioni, M., & Ferrero, G. (2012peterminants of TARGET2 imbaland&k. 136). Bank
of Italy, Economic Research and Inteiinaal Relations Area.

Chen, M. R, Tressel, M. T., & Milesierretti, M. G. M. (2012)External Imbalances in the
Euro Area INTERNATIONAL MONETARY FUND.

Dettmann, G. (2011A View on Global Imbalances and their Contribution to the Financial
Crisis. Birkbeck Working Papers in Economics and Finance, BWPEF 1102

Dettmann, G., Mébert, J., & Weistroffer, C. (201R)ateral current account rebalancing in
the EMU.Intereconomics, 47(4), 25764.

Deutsche Bank Research (2008grman exports: The successrgtcontinues02/04/2009
Deutsche Bundesbank (201R)onatsbericht Oktober 20184 Nr. 10

DIW (2013)Investitionen fir mehr Wachstunkine Zukunftsagenda fur Deutschland.
Wochenbericht 26/ 2013

EEAG (2012), The EEAG Report on the European Econdimy European Balaneef-
Payments ProblenCESifo, Munich 2012, pp. 591.

EEAG (2013), The EEAG Report on the European Econ&usopean Imbalance<£ESifo,
Munich 2013, p. 5572

Essl, S., & Stiglbauer, A. (2011Brevention and correction of Macroeconornmtbalances:
the excessive imbalances ProcediienetaryPolicy & the Econorny Q, 4.

European Commission, Directorg®eneral for Economic and Financial Affairs (2012).
Current Account Surpluses in the EHUROPEAN ECONOMY 9/2012

Frenkel, J., & Mussa, M.. (1985).Asset markets, exchange rates and the balance of
payments.

Giavazzi, F., & Spaventa, [(2010).Why the current account matters in a monetary union:
lessons from the financial crisis in the .

30



Hau, H., Sinn, H. W. (2013)ie gefahrliche Dimensn der Bankenuniorfrankfurter
Allgemeine Zeitung. 21.01.2013

Holinski, N., Kool, C., & Mugken, J. (201 Persistent macroeconomic imbalances in the :
causes and consequencesderal Reserve Bank of Souis Review, 94(1),-20.

Ingram, J. C. (1973The case for European monetary integratibio. 98). hternational
Finance Section, Princeton University

Lin, J. Y., & Treichel, V. (2012)The crisis in the Euro zone: did the euro contribute to the
evolution of the crisisAVorld Bank PolicyReseark Working Paper, (6127).

Lindner, A. (2011)Macroeconomic adjustmenth@& Baltic states versus crisis countries.
Intereconomics, 46(6), 340-345.

Mandler, M. (2010)Explaining ECB and Fed interest rate correlation: Economic
interdependence and optinrabnetary polic{No. 252010). Joint discussion paper series in
economics.

Meade, J. E. (1957T.he balanceof-payments problems of a European ftesde area.The
Economic Journak7(267), 379896.

Merler, S., PisanFerry, J.(2012)Sudden Stops ineéh Review of Economics and
Institutions, Noth America, 3, nov. 2012.

Peters, H. and Rakau, O. (2012icherer Hafen Deutschlandusblick Deutschland:
Zunehmend im Griff der EurokrisBeutsche Bank Research 08/2012.

Sodsriwiboon, P., & Jaumotte, 2010).Current account imbalances in the southern
International Monetarfund.

Schnabl, G. (2011)riebkréafte und Losungsansatze Globaler und Europdaischer
Leistungsbilanzungleichgewichte (Determinations of and Economic Policy Solutions for
Global andintra-European ImbalancesyVorking Papers on Global Financial Markets, (23).

Schnabl, G., & Freitag, S. (201Determinants of Global and IntrBuropean Imbalances.

Schnabl, G., & Freitag, S. (201&everse Causality in Global and IntEauropean
Imbalances Review of International Economic20(4), 674690.

Sinn, H. W., & Wollmershauser, T. (2012)arget loans, current account balances and
capital flows: the ECBS rescue facilityinternational Tax and Public Finande41.

Sinn, H. W. (2012)Die TARGETFFalle. Gefahren fur unser Geld und unsere Kindéanser,
Munich.

Whittaker, J. (2011). Eurostem debts, Greece, and the role of bankn@e=ece, and the
Role of Banknotes (November 14, 2011)

31



