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For several years prior to 2010, countries in the euro area
periphery engaged in heavy borrowing from foreign private
investors, allowing domestic spending to outpace incomes.

Now these countries face debt crises reflecting a loss of investor
confidence in the sustainability of their finances. The result has
been an abrupt halt in private foreign lending to these economies.
This study explains how the periphery countries became
dependent on foreign borrowing and considers the challenges
they face reigniting growth while adjusting to greatly reduced
access to foreign capital.

resolve. The crisis turned acute in early 2010 when yields on Greek govern-

ment debt spiked amid growing market doubts about the sustainability of the
country’s finances. Borrowing rates soon became prohibitively high for other fiscally
troubled countries in the euro area periphery, such as Ireland and Portugal. All three
countries have been forced to seek financial support from the International Monetary
Fund (IMF) and the European Union to make up for lost support from private inves-
tors. The question still being debated is how these debts will be paid back over time.

T he sovereign debt crisis in the euro area is ongoing and proving difficult to

The countries most affected by the euro area sovereign debt crisis had engaged in
substantial foreign borrowing for a number of years. The turn to foreign borrowing
was facilitated by entry into the European Economic and Monetary Union. Before the
late 1990s, countries in the euro area periphery faced much higher interest rates than
did euro area core countries, such as Germany. However, once the periphery countries
joined the monetary union, the interest rates they paid fell sharply as market parti-
cipants judged that the value of investments in these countries would no longer be
vulnerable to erosion through currency depreciation. Low interest rates, however,
spurred heavy foreign borrowing by both the public and private sectors in the
countries now facing debt crises. The problem is that foreign capital was used to
support domestic consumption or housing booms rather than productivity-
enhancing investments.

Adjustment efforts in countries affected by the sovereign debt crisis have mostly
focused on engineering quick reductions in fiscal deficits. But the more fundamental
adjustment will require sharply reduced foreign borrowing, with spending in the
economy falling back in line with national income. Before joining the monetary union,
the periphery countries could have relied on a weaker currency to boost exports and
support growth while undertaking this difficult adjustment. With the exchange rate
no longer available as an adjustment mechanism, the challenge now is how best to
lower domestic spending while sustaining growth. In this edition of Current Issues,
we explain how the periphery countries became dependent on foreign borrowing
and consider the problems they face reigniting economic growth while adjusting to
sharply reduced access to foreign capital.
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The Euro Area Sovereign Debt Crisis

The countries hit hardest by the 2010 euro area sovereign debt
crisis had run large current account deficits for several years.
The crisis took hold in early 2010 when the incoming Greek
government announced that the fiscal budget deficit for 2009 was
far larger than previously estimated. This large deficit restate-
ment raised concerns about the sustainability of Greece’s fiscal
position. Markets responded by demanding much higher yields
on Greek debt. This set off a vicious cycle, with the increase in
debt service costs further undermining the government’s fiscal
position. Concerns over fiscal sustainability soon set off a similar
dynamic in Ireland, Portugal, and, to a much lesser extent, Spain.

The magnitude of the market’s reassessment of credit risk
can be seen in the spread between ten-year government bond
yields in the euro area periphery countries and in Germany
(Chart 1).In 2007, the spreads hovered close to 25 basis points,
suggesting that investors saw little difference in credit risk
between Greek and German bonds. The spread for Greek bonds
climbed past 150 basis points in late 2008, with the global
financial crisis making investors leery of all but the safest credit
risks. The spread then shot up dramatically after the Greek gov-
ernment’s deficit restatement, climbing to more than 800 basis
points in June 2010 despite the May announcement of a support
package from the IMF and European Union that covered the
Greek government’s expected funding needs through 2011. By
July 2011, the spread was more than 1,300 basis points. Irish and
Portuguese yields also moved higher during the second half of
2010 and the first half of 2011, exceeding 900 basis points in July.
Spain remains in a much better position, with its spread close to
300 basis points.

In response to these market pressures, the periphery countries
have been forced to commit to painful fiscal austerity measures.

Greece has agreed to undertake the most severe consolidation
efforts, summing to almost 25 percent of GDP over the 2010-14
period. Ireland has committed to implement consolidation
measures totaling 18 percent of GDP by 2014, and Portugal to
measures totaling more than 12 percent of GDP. Spain, which has
not had to seek external assistance, plans to implement measures
totaling roughly 8.5 percent of GDP. These measures are projected
to bring fiscal deficits to below 3 percent of GDP by 2013 in
Portugal and Spain and by 2015 in Greece and Ireland.

There are important differences among the euro area periphery
countries as to how fiscal vulnerabilities developed. Portugal,
like Greece, was running a sizable fiscal deficit even before the
recent recession. Ireland and Spain, in contrast, had strong fiscal
positions before the downturn. However, both countries had
massive real estate bubbles and credit-fueled construction booms.
The loss in tax revenues when the bubbles popped and booms
turned to busts was particularly dramatic. Moreover, govern-
ments in both countries (especially Ireland) face large actual and
potential costs from supporting their ailing banking sectors.

These countries all relied on cheap foreign borrowing to support
growth in the years leading up to the debt crisis. The question
going forward is how they will adjust to the loss of market access
and private investment inflows.

Borrowing and Lending by Countries

A country’s saving balance is equal to the difference between
domestic saving and domestic investment spending. A country
that saves more than is needed to support domestic capital
expenditures sends the surplus abroad to purchase foreign assets.
Conversely, a country where domestic saving is insufficient to
finance domestic capital expenditures must borrow from abroad
to make up the shortfall. As an accounting identity, a country’s
saving balance is equal to its current account balance, that is, the
trade balance broadly construed:

current account balance =
domestic saving — domestic investment spending.

After all, a country that saves more than it invests also pro-
duces more than it consumes. Through cross-border lending and
borrowing, countries with surpluses build up a store of foreign
wealth while countries with deficits are able to maintain higher
levels of consumption and investment spending than would be
possible without foreign financing.

Saving imbalances in the euro area have recently been quite
large. In the 2007 run-up to the global financial crisis, Greece,
Portugal, and Spain had saving deficits of 10 to 15 percent of GDP,
the largest in the euro area (Chart 2). Ireland had a much smaller
but still substantial deficit of around 5 percent of GDP. Germany,
in contrast, had a surplus of roughly 8 percent of GDP.

The seeds of these imbalances were planted by the creation of
a common currency area. The euro area periphery countries had




Chart 2
Saving Balances as a Share of GDP
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Note: Saving balances are measured by the current account.

a history of relatively high inflation, especially compared with
Germany. Normally, countries with such a record are required
by investors to pay an interest rate premium to compensate for
the risk of being repaid a nominal sum that has diminished real
purchasing power. This point can also be made from an exchange
rate perspective. Currencies of high-inflation countries are
strongly prone to depreciation (if the currency is flexible against
other currencies) or devaluation (if it is fixed but adjustable
against other currencies). Thus, before the advent of the euro, a
German investor might be repaid in Greek drachma worth fewer
deutsche marks, thus requiring higher Greek interest rates as
compensation.

After the creation of the euro area, Greece and other periphery
countries had access to financing at much lower interest rates than
would otherwise have been possible (Chart 3). Investors knew
that monetary policy for the region as a whole would be set by the
European Central Bank (ECB), seen as likely to continue the strong
anti-inflation policies of Germany’s central bank. This essentially
eliminated the risk that investments in periphery countries’ debt
instruments would be eroded by high inflation. Moreover, given
the common currency, the possibility of depreciation or devalua-
tion in the periphery countries was eliminated as well. The one
risk that remained, of course, was credit or default risk: the
prospect that the periphery sovereigns could not or would not
make good on obligations as they came due—something to
which the market assigned little probability.!

Not surprisingly, the fall in interest rates that came with
the periphery countries’ entry into the euro area facilitated the
buildup of current account deficits. Lower interest rates spurred
investment spending, as more projects had expected returns

1 The spread between borrowing rates of euro area periphery countries and
Germany would also incorporate a liquidity premium, reflecting the ease of
deal-making in the large German debt market.
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above the cost of borrowing.? Lower rates also meant that gov-
ernments would pay less to investors for additional borrowing.
The impact of interest rates on personal saving is theoretically
ambiguous, although most empirical studies find that lower rates
reduce saving.3

In retrospect, investors misjudged the risks of lending to euro
area periphery countries at paper-thin spreads over rates in
Germany. Indeed, the high current account deficits in the euro
area periphery would likely have prompted investors to reassess
the fundamental creditworthiness of those countries much earlier
if not for the reassurance provided by their membership in the
monetary union. However, the periphery country economies
now face the prospect of diminished market access and the need
to sharply reduce external borrowing. The May 2011 edition of
the Organisation for Economic Co-operation and Development’s
(OECD) Economic Outlook predicts that periphery countries’
current account deficits will narrow by an average of roughly
7.5 percentage points relative to GDP over the 2007-12 period.

That said, the decline in periphery countries’ current account
deficits thus far has been much more limited than the pullback in
private capital inflows. According to data from the International
Monetary Fund, private foreign investment in Greece, Portugal,
and Spain came to some €338 billion in 2007. In the four most
recent quarters with available data (through first-quarter 2011),

2 Investment demand and saving supply depend on real, or inflation-adjusted,
interest rates, rather than nominal interest rates, a distinction we do not make
here for the sake of brevity. After the creation of the euro area, real interest rates
in the periphery countries declined sharply and by far more than real interest
rates in Germany. For example, comparing the 1994-98 and 2003-07 periods, we
note that real long-term government bond yields declined by 235 basis points
in Germany, but by 370-565 basis points in the four periphery countries. The
behavior of current account balances and real interest rates in the euro area

is consistent with the predictions of simple textbook models, in which closer
financial integration leads to capital flows from initially low-interest-rate to
initially high-interest-rate countries.

3 See Attanasio and Weber (2010) for a literature review.

www.newyorkfed.org/research/current_issues 3



CURRENT ISSUES IN ECONOMICS AND FINANCE + Volume 17, Number 5

private capital inflows dropped to -€88 billion, reflecting liquida-
tion of existing investments—a turnaround equivalent to almost
one-third of the countries’ combined GDP. (Including Ireland,
with its large banking sector, would roughly double private
inflows in 2007, while slightly boosting liquidations in the four
recent quarters.) Yet the drop in the three countries’ combined
current account deficits over the period came to less than 5 per-
cent of GDP.

Three factors explain this mismatch. First, the periphery
countries themselves have pulled back from making new foreign
investments, instead selling off existing assets to free up funds to
pay off external creditors. In 2007, Greece, Portugal, and Spain
invested €219 billion abroad; however, in the four quarters
through first-quarter 2011, the figure had fallen to -€65 billion.*
Second, official adjustment assistance has replaced some of the
sudden halt in private inflows. Greece received €32 billion in
financing from the IMF and European Union last year, and Greece,
Ireland, and Portugal are expected to receive a total of more than
€90 billion this year. Finally, some of the periphery countries’
current account deficits have been indirectly financed by credit
from central banks in euro area core countries. By March 2011,
periphery countries’ central banks had €297 billion in net liabili-
ties to the Eurosystem (comprising the European Central Bank
and the national central banks of the countries whose currency
is the euro), roughly double the figure at the end of 2009.5 (See
the appendix for a fuller discussion of Eurosystem imbalances.)
Together, asset sales and official assistance have worked to ease
the immediate adjustment burden for periphery countries, but
the future prospect is for a further decline in external borrowing.

The Saving-Investment Mix

Whether a current account deficit develops because of higher
investment or reduced saving matters for assessing risks to
growth and financial stability. Foreign borrowing to finance
productive investment projects raises national income and
should result in a surplus over debt service costs. Foreign
borrowing undertaken because of lower levels of saving, in
contrast, supports current consumption while building up a
debt burden on future income. The composition of investment
can also matter. For example, foreign borrowing to finance
investment in nontradable sectors such as housing generates
no foreign income stream to support repayment.

The saving-investment mix in the euro area periphery coun-
tries was not healthy from a growth and stability perspective in

# As an accounting identity, a country’s current account balance is also equal

to the gap between outbound and inbound foreign investment. Thus, the 2007
shortfall of €119 billion in periphery country foreign investment relative to
private financial inflows (€219 billion less €338 billion) is roughly equal to the
four countries’ combined current account deficit, separated only by official inflows
(minor at the time) and statistical reporting errors.

5 A discussion of central bank cross-border claims within the Eurosystem can be
found on page 34 of the Deutsche Bundesbank’s Monthly Report for March 2011.
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Note: Domestic saving is measured as the sum of investment spending and the
current account balance.

the period leading up to the global financial crisis. Consider first
developments on the saving side. Greece and Portugal saw large
drops in domestic saving (Chart 4). In Greece, saving fell to just
8 percent of GDP in 2007; in Portugal, it fell to just 13 percent.
More detailed national accounts data from the OECD show that
Greece’s decline in saving is mostly attributable to lower private
saving but also to larger government budget deficits.® The decline
in Portugal is entirely attributable to lower private saving. Spain
shows a modest decline in its saving rate up to 2007, with lower
private saving outweighing the impact of improved government
fiscal balances leading up to the recession. Ireland displays a
relatively stable saving rate through 2007, with little change on
either the private or the government side. Germany, in contrast,
saw a marked increase in its saving rate, from 20 percent of
GDP in 1999 to 26 percent by 2007, mostly driven by higher
private saving.

The divergence in saving trends is mirrored in consumption
trends, as euro area periphery households responded to lower
interest rates by borrowing and spending. Irish real consump-
tion spending increased roughly 55 percent from 1999 to 2007. In
Greece and Spain, the comparable figure was roughly 35 percent
(Chart 5). Again, Germany stands at the other extreme. Consump-
tion remained essentially flat after 2001, leaving the country
with ample funds to lend abroad. Similarly, household liabilities
ballooned in the periphery countries, far outpacing growth in
disposable income, while liabilities declined relative to disposable
income in Germany (see table). These divergent consumer spend-
ing trends were a key driver of euro area imbalances.

6 As an accounting identity, a higher government budget deficit implies lower
national saving unless it is used to fund higher government investment spending.
Changes in government investment spending were minor in the euro area
periphery countries leading up to the crisis.




Chart 5
Private Real Consumption Spending

Chart 6
Investment Spending as a Share of GDP
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Euro Area Household Debt Ratios
Percentage of Disposable Income

1999 2007 Change

Greece? 26 75 49
Ireland® 113 205 93
Portugal 95 143 48
Spain 66 118 52
Germany 107 95 =112
Memo:

United States 88 122 33

Sources: Eurostat; Haver Analytics; Board of Governors of the Federal Reserve
System.

Note: To ensure comparability across countries, we measure disposable income
gross of capital consumption.

2 First year is 2000.
b First year is 2001.

Now consider developments on the investment side. Invest-
ment spending as a share of GDP declined slightly in Greece
leading up to the crisis, while the investment share in Portugal
was flat (Chart 6). In contrast, investment spending as a share
of GDP saw a marked rise in Spain and Ireland. But higher
investment shares here are explained by booms in residential
construction—both countries saw enormous housing bubbles—
rather than spending on business plants and equipment.

In sum, heavy foreign borrowing reflected low saving rates in
Greece and Portugal, while in Spain and Ireland it was used to fuel
a housing boom. But the outcome for all four countries was the
same: they accumulated foreign debt, but did not use these funds
to build up the higher productive capacity that would enable them
to repay or service the debt.

Competitiveness

It is also instructive to examine foreign borrowing from a
competitiveness perspective, that is, a country’s performance in
external markets. In this connection, recall that a country’s saving
balance equals its current account balance—the broadest mea-
sure of the trade balance. This highlights the fact that improved
performance in external markets through higher exports is an
avenue to reducing foreign borrowing.

One measure of competitiveness is based on relative unit labor
costs in manufacturing. This measure combines three factors that
drive competitiveness: wages, labor productivity, and the exchange
rate. (Other factors affecting competitiveness, such as quality
and product mix, are more difficult to quantify.) The intuition
is simple: Higher wages, if not offset by labor productivity gains,
erode competitiveness. A stronger exchange rate also erodes com-
petitiveness by raising domestic labor costs when translated into
trading partner currencies.

By this measure, Greece and Portugal have suffered a sub-
stantial loss in competitiveness in recent years, with unit labor
costs rising about 15 percent compared with those of Germany
(Chart 7). Spain experienced an even larger comparative loss in
competitiveness, with unit labor costs rising 35 percent compared
with Germany. Ireland stands out from other periphery countries
by roughly matching Germany’s competitiveness.

A second measure of competitiveness compares a country’s
export growth with its trading partners’ import growth. Again,
the intuition is simple: A country for which export growth lags
behind its partners’ import growth is losing market share. OECD
calculations show that Greece, Portugal, and Spain suffered a
substantial drop in competitiveness after the euro area was
formed (Chart 8). Greece’s exports, for example, are now roughly
25 percent lower than they would have been if its export market

www.newyorkfed.org/research/current_issues 5
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Chart 7
Relative Unit Labor Costs in Manufacturing
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Chart 8

Export Market Share
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share had held steady. Of note, market shares for Spain and
Portugal have stabilized recently, suggesting that competitive-
ness is no longer eroding in these two countries. Again, Ireland’s
stronger competitiveness stands out.

These two competitiveness measures are closely connected.
Simple regression estimates show that higher relative unit labor
costs are strongly associated with lower export volumes and thus
lower export market shares (see box).” The estimated relation-
ship is quantitatively and statistically significant for most of the
twenty-eight OECD countries in our sample, including the four
euro area periphery countries. According to the model results,
exports in Greece and Spain are now almost 20 percent lower,
and exports in Portugal more than 10 percent lower, than they
would have been if unit labor costs had held steady. Since relative
labor costs held essentially steady in Ireland over the period, the
estimated impact on export market share there is negligible.

Similar results hold when we estimate a model relating export
volumes to a third competiveness measure: exchange rates
adjusted for relative consumer price inflation rather than relative
unit labor costs in manufacturing. (Both adjusted exchange rate
series are examples of what economists call real exchange rate
indexes.) Again, there is a quantitatively and statistically signifi-
cant inverse relationship between real exchange rate strength and
export performance for most countries in the sample, including
the four euro area periphery countries.

It might seem natural to think that the real exchange rate,
based on the consumer price index, would have a much weaker
connection with export performance, given that the index includes

7 The regression amounts to a standard trade model specification, with growth
in export volumes treated as a function of changes in relative prices and foreign
demand growth. However, because the dependent variable measures export
volumes relative to foreign demand, the demand effects are canceled out in
variable construction.

services and other items not sold abroad. However, this measure
captures the tendency for consumption and construction booms
to bid up domestic wages and draw resources away from the
export- and import-competing sectors. In this connection, Ireland
had the greatest appreciation among periphery countries over the
1999-2007 period at 22 percent. For Ireland, a domestic demand
boom led to sizable current account deficits despite the country’s
continued success in external markets.

The discussion above is not meant to suggest that independent
currencies would provide the euro area periphery countries with
a painless adjustment tool. A weaker exchange rate reduces living
standards by raising the domestic currency cost of imported
consumption goods. It also raises the domestic currency value of
debts denominated in foreign currencies. In some cases, through
this balance sheet channel, a weaker currency can be contraction-
ary. Nor would conditions heading into the crisis have been the
same absent membership in the euro area. In one direction, a
negative market reaction to any run-up in external debt might
have set in earlier, leaving periphery countries less overextended.
In the other direction, capital flight and the attendant market
dislocations might have been still more intense if investors had to
price in the risk of a unilateral currency adjustment. And absent
euro area membership by the countries, a higher fraction of their
external liabilities would be in foreign currencies and vulner-
able to being scaled up by currency translation effects. Until the
adjustment process plays out, it will be difficult to access whether
the benefits of joining the euro area have outweighed the costs.

The Adjustment Outlook

Reduced foreign borrowing in the euro area periphery countries
will require higher domestic saving relative to domestic invest-
ment spending. From a trade perspective, it will require higher
exports relative to imports. The saving-investment and trade
perspectives are, in effect, equivalent, linked via national income
accounting identities. Yet a consideration of the two perspectives




Export Performance in OECD Countries

Model 1: Competitiveness Measured by Relative Unit Labor Costs

Median estimation results for twenty-eight OECD countries:

Export volume growth = -0.34 X (relative unit labor cost growth) + 0.85 X (export market growth)

(3.24) (6.12)

Median value of RZ=.61. Absolute values of median t-statistics are in parentheses. The estimated coefficient and test statistic for relative unit labor cost
refers to the sum of the current value of the variable and its first lag. Our sample period is 1970-2009 (annual data).

Significance levels for relative labor costs:

1 percent: Australia, Canada, Czech Republic, Finland, France, Germany, Greece, Hungary, Italy, Japan, New Zealand, Poland, Portugal, Spain,

Sweden, Switzerland, United States
5 percent: Ireland, Netherlands, Turkey, United Kingdom
10 percent: Belgium, Denmark
Not significant: Austria, Korea, Mexico, Norway

Model 2: Competitiveness Measured by Relative Consumer Prices

Median estimation results for twenty-eight OECD countries:

Export volume growth = -0.55 X (relative consumer price growth) + 0.86 X (export market growth)

(3.56) (5.64)

Median value of R = .59. Absolute values of median #-statistics are in parentheses. The estimated coefficient and test statistic for relative consumer prices
refers to the sum of the current value of the variable and its first lag. Our sample period is 1970-2009 (annual data).

Significance levels for relative consumer prices:

1 percent: Australia, Canada, Czech Republic, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Netherlands, New Zealand, Poland,

Portugal, Spain, Sweden, Switzerland, United States
5 percent: Belgium, Denmark, Japan, Turkey, United Kingdom
10 percent: Austria, Korea
Not significant: Mexico, Norway, Slovakia

side by side sheds light on the challenges associated with differ-
ent adjustment policies.

One set of adjustment policies focuses on raising national
saving through fiscal austerity measures. Needless to say, cut-
backs in government spending or hikes in taxes lower current
economic welfare. The advantage of fiscal policy is that tightening
measures are simple to identify, even if painful to implement, and
hold the promise of working relatively quickly. One risk, however,
is that austerity measures prove self-defeating by choking off
growth and undermining the economy’s tax base.

As already described, euro area periphery governments have
been taking strong actions on the fiscal front, with fiscal balances
this year expected to run several percentage points below their
2009 peaks. Economic performance, however, was poor, with
growth averaging -1.1 percent for the group in 2010, compared
with 2.1 percent for the rest of the euro area (on an unweighted
basis). Whether growth can return as fiscal consolidation
continues—and whether political support for consolidation will
hold up if growth does not return—remain open questions.

An International Monetary Fund (2010) study examines
growth performance during periods of fiscal consolidation in
fifteen advanced economies over the last thirty years.8 (Signifi-
cant consolidation efforts took place in a total of 173 country-
year observations.) According to the study, each 1 percentage
point in fiscal consolidation relative to GDP subtracts roughly
0.5 percentage point from GDP growth. (Note that the euro area
periphery countries are committed to a further reduction in
deficits of 6 to 9 basis points relative to GDP from 2010 levels.)
Significantly, a systematic tendency for currencies to weaken
while fiscal consolidation is under way limits the typical hit to
growth. Without a currency adjustment, then, each 1 percent-
age point in fiscal consolidation relative to GDP subtracts a full
percentage point from growth. This finding underscores the
challenges now facing periphery countries in reigniting growth.

8 Other studies find a smaller drag on growth from fiscal consolidation and,
notably, little systematic role for currency weakness as an offsetting adjustment
mechanism (see, for example, Barrios, Langedijk, and Pench [2010]). However, the
IMF study argues persuasively that previous work defines fiscal consolidation in a
way that conflates success in consolidation with favorable growth outcomes.

www.newyorkfed.org/research/current_issues 7
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Private sector behavior will also play an important role in
the future evolution of periphery countries’ saving-investment
balances. Household saving rates typically rise during downturns,
with consumers turning cautious amid increased uncertainty.
And indeed, household saving rates rose over the 2007-10 period
in twenty of twenty-five OECD countries, including substantial
increases in Ireland and Spain, the two periphery countries for
which we have data. Business saving rates, in contrast, typically
fall, reflecting weakness in corporate profits during downturns.
However, business investment typically falls at least as sharply, so
that the private saving-investment balance improves and thereby
reduces external borrowing. And, indeed, business investment
other than housing fell by some 25 percent in real terms over the
2007-10 period. The rub, of course, is that lower business invest-
ment is the least attractive way of responding to reduced foreign
financing, given the link between business investment and future
productivity.

A second set of adjustment measures focuses on raising
exports through improved competitiveness. Stronger export
growth means that funds once borrowed from abroad could be
replaced, at least in part, with higher export revenues. The most
straightforward means of improving competitiveness is through
a weaker exchange rate, to make domestically produced goods
cheaper in foreign currency terms. That option is not available for
the periphery countries, due to their membership in a monetary
union. Instead, price competitiveness gains must come via a mix
of superior productivity gains or wage and price restraints. Given
the challenges of boosting productivity and the stickiness of
wages and prices, only gradual progress is likely.

Stronger productivity growth represents the most attractive
avenue for improving competitiveness, and euro area periphery
governments are making moves in this direction. In Greece, for
example, efforts have been made to ease regulations that restrict
entry of firms into new markets and limit labor mobility. The
Greek government has also committed to privatize a number of
state-owned businesses, to both boost efficiency and raise rev-
enues. In Spain, the government has recently adopted legislation
making it easier for firms to opt out of regional and sectoral labor
market agreements mandating high wages and severance costs.
How strongly and quickly labor and product market reforms will
flow through into improved external competitiveness, however,
remains an open question.

The latest data offer some grounds for optimism. The Euro-
pean Commission constructs a competitiveness index based on
relative unit labor costs in manufacturing similar to the one in
Chart 7, but measured against other euro area members rather
than all trading partners.® As of fourth-quarter 2010, Greece and
Ireland had made significant gains in competitiveness from 2007

9 The competitiveness data can be found at http://ec.europa.eu/economy_finance/
db_indicators/competitiveness/data_section_en.htm.

compared with other euro area members, at 8.4 and 9.1 percent,
respectively. Spain and Portugal had achieved smaller gains, at
3.7 and 1.3 percent, respectively. A look at the drivers of unit labor
costs reveals dramatic labor productivity gains in Greece and
Ireland and modest gains in Spain and Portugal. (Productivity

is measured as real value added per hour worked.) Germany, in
contrast, has seen a substantial outright decline in productivity.

These productivity movements reflect differences in the labor
market response to the recent downturn. Cutbacks in manufac-
turing hours worked in the euro area periphery countries have
been especially sharp, despite declines in output no larger than
elsewhere in the euro area. (Ireland has in fact seen a sizable
production gain from 2007.) The cutback in labor inputs in
Germany, by comparison, has been especially modest, despite
a drop in output larger than the euro area average. Firms in the
periphery countries may be making a virtue out of necessity,
responding to weaker demand by reorganizing the production
process. Again, it is too early to judge whether these short-term
adjustments in the euro area periphery countries augur an
improved productivity trend. The challenge going forward will
be to ensure that productivity gains come from innovation and
business reorganization, and not merely from shedding work-
ers. In the best case, productivity-driven gains in foreign market
share would leave the export sector as an important source of
employment growth. Similarly, productivity gains in import-
competing industries could support employment by shifting
demand from goods and services purchased from abroad to
goods and services produced by workers at home.

The scale of the adjustment challenge in the periphery coun-
tries will be in part determined by the pace of growth in export
markets. Domestic incomes can rise relative to domestic demand
even without improved competitiveness given a favorable
external environment. For example, Greece’s real exports rose by
some 44 percent over the 1999-2007 period even as the country
suffered major losses in export market share. An increase in
external demand would materially ease the periphery countries’
adjustment burden.

Adjustment in the periphery countries would also occur more
smoothly and with a reduced drag on living standards given a
reduction in Germany’s saving surplus through higher domestic
consumption. This would allow the periphery countries to boost
export income even if they made only limited progress improving
competitiveness. Indeed, British economist John Maynard Keynes
argued decades ago that a fixed exchange rate system could only
function effectively over the long run if there were mechanisms in
place to promote adjustment in countries with surpluses as well
as those with deficits.'® The difficulties the euro area now faces
adjusting to external imbalances raise the question whether new

10 See the discussion by Skidelsky and Joshi (2010).




institutional arrangements should be considered to induce earlier
and more automatic rebalancing.!!

Conclusion

There were large saving imbalances among euro area countries
in the years leading up to the recent sovereign debt crisis. The
crisis was sparked by a loss of confidence by private investors

in periphery countries’ government debt, causing a spike in
domestic interest rates. As a result, periphery countries will likely
have to go forward with greatly reduced borrowing from foreign
investors. The borrowed funds had supported higher spending

11 Goodhart and Tsomocos (2010) propose a tax on capital outflows within the
euro area to act as a brake on the buildup of external imbalances and to ensure

that the adjustment burden is shared among countries with surpluses and deficits.

Giavazzi and Spaventa (2010) argue for strengthened financial regulation at the
European Union level to act as a brake on the domestic credit booms often fueled
by heavy foreign borrowing.

at a relatively low cost. Now, a difficult adjustment to the loss of
cheap foreign financing is under way.

The adjustment process highlights the dangers of large
imbalances in a monetary union. With an independent national
currency, policymakers can turn to depreciation or devaluation
to engineer quick gains in competitiveness, replacing foreign
borrowing—at least in part—with higher export revenues. How
painful the adjustment process for periphery countries will prove
depends on how quickly these countries boost their competitive-
ness in export- and import-competing industries, and on the
pace of demand growth in the euro area core countries and in
the rest of the world. The evidence to date has been mixed, with
overall growth still weak but with some early gains in labor pro-
ductivity. The downside risk is that failure to achieve sustained
productivity gains would leave adjustment to occur only through
lower wages and slower growth in domestic consumption and
investment spending.
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Appendix: Eurosystem Imbalances

The Eurosystem, which comprises national central banks in
the euro area and the ECB, is currently managing large imbal-
ances among its central banks. The euro area’s common pay-
ments system facilitates the movement of bank reserves across
countries as the counterpart to cross-border commercial bank
transactions. For example, when a Greek resident writes a
check to a German company to make a purchase, the check is
cleared through a transfer of reserves from the Greek commer-
cial bank to the German bank. The transfer occurs by means of
national central bank transactions within the Eurosystem, with
the Bundesbank acquiring a claim on the Eurosystem and the
central bank in Greece incurring an equal liability.

Prior to the ongoing debt crisis, reserve outflows and in-
flows involving commercial banks in Greece, Ireland, Portugal,
and Spain roughly balanced, with a payments deficit on trans-
actions in goods and services, represented by their current
account deficits, offset by a surplus of foreign investment flows
into these countries (Chart A1). Recently, however, private in-
vestors elsewhere in the euro area have been liquidating rather
than adding to claims on these countries. As a result, central
banks in the four periphery countries had built up some
€311 billion in net liabilities to the rest of the Eurosystem as
of first-quarter 2011. Commercial banks in the periphery have
moved to offset the lost reserves by increasing borrowing from
their national central banks. In particular, through refinancing
operations, commercial banks can receive new reserve money
by posting eligible securities as collateral. Without this lifeline,
commercial banks in the periphery would be forced to shrink
in line with the cross-border loss of bank reserves.

The outflow could have gone to any core euro area country,
but thus far, bank reserves have gone mainly to Germany, with

Chart A1
Net Claims on the Eurosystem
by the Periphery Countries
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Sources: International Monetary Fund; Haver Analytics.

the Bundesbank holding €323 billion in net claims on the rest
of the Eurosystem as of the first quarter (Chart A2). German
banks have offset the inflow of surplus reserves by reducing
their borrowings from the Bundesbank.

The risk to the Eurosystem from cross-border imbalances
depends on the quality of the collateral posted in refinancing
operations. In accordance with Eurosystem rules, central banks
book collateral at current market value, with local commer-
cial banks subject to margin calls to offset any loss in value.

In addition, substantial haircuts are applied to lower rated
securities. Any losses would be shared by the Eurosystem as a
whole rather than by creditor central banks. The Bundesbank,
for example, would bear roughly 27 percent of any losses, in
line with its share in the Eurosystem. A key exception concerns
commercial bank reserves created in Ireland through the
Emergency Liquidity Assistance program. The credit risk for
the estimated €54 billion outstanding under the program rests
with Ireland’s central bank.

Eurosystem credit to periphery banking systems has helped
to make ongoing current account deficits in those countries
easier to finance. There is no direct correspondence between
payments imbalances in the Eurosystem and countries’ current
account balances since the payments balance also depends
on financial transactions. Even so, absent Eurosystem credit,
periphery countries would have needed to attract an offsetting
increase in other inflows (or an offsetting reduction in capital
flight), likely through still higher interest rates. The alternative
would have been a sharper compression in domestic demand
to force current account deficits to shrink more rapidly than
has been the case thus far.

Chart A2
Net Claims on the Eurosystem by Germany
and the Periphery Country Group
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