Prevention and Correction of Macroeconomic
Imbalances: the Excessive Imbalances Procedure

Macroeconomic imbalances can lead to economic crises. This is especially true in a monetary
union due to the restrictions it imposes on the tools available to economic policymakers. The
years leading up to the outbreak of the global economic crisis were characterized by divergent
macroeconomic developments within the euro area, which meant that the impact of the crisis
varied from Member State to Member State and that, subsequently, unexpected challenges
have arisen for the single monetary policy and coordinated fiscal and economic policy. In order
to prevent such developments in future, a procedure for preventing and correcting macroeco-
nomic imbalances, analogous to the Stability and Growth Pact, was created within the frame-
work of the European semester. The preventive arm of the procedure is designed to detect
and analyze potential macroeconomic problems. If the procedure flags up “excessive” imbal-
ances for a Member State, the corrective arm will come into effect, under which the relevant
Member States will be required to submit plans for corrective measures. If Member States
then fail to comply with the recommended corrective actions, sanctions may be imposed. The
new procedure constitutes a considerable boost to economic policy coordination within the EU

and the euro area. Nonetheless, it has yet to prove itself in practice.
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Macroeconomic imbalances, in partic-
ular the U.S. current account deficit
and China’s current account surplus,
are considered to be one of the prime
driving factors behind the emergence
of the global financial and economic
crisis (The Economist, 2009). They
have therefore become more and more
central to the analyses of international
organizations such as the IMF and OECD
(Padoan, 2010) and to economic policy
coordination at global level: thus, in
spring 2011 the finance ministers and
central bank governors of the G-20
states agreed on guidelines for the mea-
surement of potentially destabilizing
global imbalances (IMF, 2011). Serious
macroeconomic imbalances also built
up between the euro area countries
during the precrisis years, caused in
part by divergent developments in their
competitiveness position and an absence

of adequate structural reforms; however,
these attracted virtually no attention
until the onset of the crisis.

A discussion of the causes behind
these global macro imbalances would
go far beyond the scope of the present
study, which will address only the mac-
roeconomic imbalances present at EU
level, and in particular within the euro
area. After this problem was highlighted
due to the global economic crisis, the
EU Member States agreed to implement
a new framework — as a complement to
the Stability and Growth Pact (SGP) —
for the early identification and elimina-
tion of macroeconomic imbalances (the
excessive imbalances procedure, or EIP),
which will come into effect at the
beginning of 2012. For the purposes of
the EIP, “macroeconomic imbalances®
shall mean “any trend giving rise to
macroeconomic developments which are
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adversely affecting, or have the potential
adversely to affect, the proper func-
tioning of the economy of a Member
State or of economic and monetary
union, or of the Union as a whole”
(Council of the European Union,
2011a).

In principle, the EIP shall apply to
all EU Member States. In a monetary
union such as the euro area, the fact
that both key decisions on economic
and structural policy and responsibility
for fiscal policy remain with the indi-
vidual nations means that there is a
greater need for economic policy coor-
dination in order to prevent diverging
economic developments which make it
more difficult to conduct a single mon-
etary policy. This article thus focuses
exclusively on the euro area economies.

As the euro area countries no longer
have the option of using exchange rate
policy to address losses of competitive-
ness, wage policies need to be aligned
across borders. Especially in the years
leading up to the crisis, the euro area
economies were shaped by increasingly
divergent developments in the following
respects: soaring public and private
debt levels in Greece, real estate price
bubbles in Spain and Ireland, an in-
creasing loss of competitiveness in the
Italian, Spanish, Portuguese, and Greek
economies, etc. These problems were
taken into account within the context
of the governance reform carried out
by the EU, which introduced a more
effective macroeconomic coordination
framework and tighter and more exten-
sive surveillance — not only in the area
of fiscal policy, but also with respect to
the potential build-up of macroeco-

nomic imbalances — to help prevent
deeply divergent economic develop-
ments in future.

This article is structured as follows:
section 1 describes the emergence of
macroeconomic imbalances within the
euro area and discusses some of the
theoretical economic background as-
pects. Section 2 describes how the EIP
will work. Section 3 offers a discussion
of some of the issues involved, and sec-
tion 4 concludes.

1 The Problem: Macroeconomic
Imbalances in the Euro Area

1.1 Imbalances within a Monetary

Union
In a monetary union, the Member States
relinquish both their right to conduct
an autonomous monetary policy and
the option to use exchange rates as a
policy tool. In the event that asymmetric
shocks occur, the Member States must
either fall back on fiscal policy, respon-
sibility for which remains fundamentally
with each nation state, or use flexible
labor markets (wage flexibility, worker
mobility) to bring about the necessary
adjustment.” As free movement of labor
in the EU is limited in comparison with
other major currency areas (e.g. the
U.S.A.), flexible wages are a key requi-
site for the functioning of the euro
area. However, there is a limit to how
much wage developments can be influ-
enced by public policy measures.

Thus, essentially the only option
left to individual Member States is that
of fiscal policy measures. Having said
that, however, fiscal policy options can
also be limited if, for example, high
levels of government debt have left no

? This is the essence of the “theory of optimum currency areas” (De Grauwe, 2009). It should be stressed here that
the scope of the discussion in this paper is tzfnecessit)/ limited to the “cost side” of a monetary union; in other

words, to the restrictions it places on the use of economic policy instruments. However, it should not be forgotten
that a monetary union also Ly‘fers considerable benefits to its members (Beer, ZOII,for an overview ofthe current

literature).
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room for expansive fiscal policy mea-
sures, or — in the somewhat longer
term — for dealing with the increasing
burden on the budget caused by an
ageing population. And indeed, if the
occurrence of asymmetric shocks is
attributable to differences in structural
developments across the Member States
of a monetary union, even fiscal policy
measures (to stimulate the economy)
will not be able to help.

In principle, there is another possi-
ble way to absorb asymmetric shocks;
that is, via transfers within a (partially)
centralized EU budget (“transfer union,”
De Grauwe, 2009). Politically, this is —
at least for now — not a realistic option.
In view of the limited scope for eco-
nomic policy intervention, policymak-
ers must therefore strive to identify
macro imbalances as potential sources
of asymmetric shocks directly, and to
initiate countermeasures accordingly.

1.2 What Forms Do Macro
Imbalances Take?

What do we mean by macroeconomic
imbalances?” A definition given by
Thomas Wieser, former President of
the EU’s Economic and Financial Com-
mittee (EFC) would seem to offer a
sufficiently tangible explanation of the
term (Wieser, 2011): “A macroeconomic
imbalance is the (negative or positive)
position of a domestic, external or finan-
cial variable. .. [which] may — if uncor-
rected over time — make the national
savings/investment balance so untenable
that it self-corrects abruptly, thereby
causing significant adjustment shocks
[...]”7

Thus, imbalances ultimately take
the familiar guise whereby the current
account balance of a country is equal to

? See Ederer (2010) for an earlier overview study.
* See e.g. Blanchard and Illing (2009), chapter 19.
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the domestic savings/investment bal-
ance.* Current account balances, in
turn, have their counterpart in the bal-
ance of payments; i.e. current account
deficits go hand in hand with capital
inflows, current account surpluses
with capital outflows.

It stands to reason, then, that to
detect imbalances one should cast a
comprehensive eye over both national
(i.e. public and private) savings and
investment balances and the balance of
payments. However, as these represent
purely book-keeping identities and thus
do not permit any conclusions to be
drawn on the causal connection, it is
also advisable to look at factors with a
direct influence on the above-men-
tioned aggregates; e.g. determining fac-
tors of the current account balance,
such as indicators of price competitive-
ness’: real effective exchange rates and
their determining factors, or unit labor
costs (within a monetary union). One
can also consider complementary indi-
cators, such as the development of
export market shares, and supplement
flow values with stock values (e.g. using
net international investment position
data to supplement current account
balance or debt figures). Finally, early
warning indicators can be derived
directly from the experience gained
in past crises, for example through
attempts to identify “unusual” financial
sector developments (i.e. any develop-
ments which cannot be squared with
empirical experiences and theoretical
knowledge), such as extreme credit
developments accompanied by strong
gains in real estate or asset prices
(speculative bubbles).

The academic literature has tried to
identify suitable leading indicators for

> See Ragacs and Vondra (2011) for a discussion of price and nonprice competitiveness.
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the crisis risk to countries by making
ex post forecasts. In view of the different
economic policy frameworks (e.g. ex-
change rate regimes) in place in differ-
ent countries, and due to the idiosyn-
cratic causes of crises in individual
countries or groups of countries (e.g. the
Asian crisis), a certain heterogeneity in
the results of these studies is unavoid-
able.°

Imbalances and macroeconomic cri-
ses can easily change their form — as
also became apparent during the most
recent global crisis, which developed
from a banking and financial crisis into
a crisis in the real economy and, subse-
quently, a sovereign debt crisis in some
countries. Accordingly, when assessing
a country’s vulnerability to crisis, a
thorough scrutiny of economic indica-
tors is indispensable.

1.3 Macroeconomic Developments
in the Euro Area

Chart 1 shows the development of a
number of macroeconomic variables
for selected Member States. In order to
maintain a certain level of clarity here,
on the one hand the chart is limited to
a group of countries which have been
left comparatively unscathed by the
financial, economic and sovereign debt
crisis: Germany, the Netherlands, and
Austria. Juxtaposed with these are those
countries which have been particularly
hard hit by the crisis and, subsequently,
have required varying degrees of sup-
port from the other Member States, the
IMF or the ECB: Greece, Ireland,
Portugal, and — with a few qualifica-
tions — Spain and Italy.

In Greece and Italy, public debt

levels were already well above the debt

a pro(gnosisfor the most recent economic crisis.

N

ceiling specified by the SGP even before
the onset of the crisis (see chart 1(a)).
The crisis then resulted in a rise in
public debt levels in all euro area
countries; however, this rise was most
significant in relative terms in a few
countries with low levels of debt
(Ireland and Spain).” Both Spain and
Ireland are examples of how strongly
ultimately unsustainable developments
in specific areas of the economy, such
as the housing market or the banking
sector, can impact upon public finances
and result in financing problems for a
overnment.

Chart 1(b) highlights differences in
the development of nominal unit labor
costs between individual euro area
countries, with low growth in Germany
and Austria standing in contrast to sub-
stantial increases in Ireland, Greece,
Spain, Italy, and Portugal. These differ-
ences also showed up in persistent
country-specific variations in inflation
rates, and hence in divergent real inter-
est rate levels (ECB, 2008). Chart 1(c)
depicts developments in real effective
exchange rates relative to 35 industrial-
ized countries. The picture this pro-
vides is very similar to that for unit
labor costs: Germany and Austria
experienced a real depreciation, while
price competitiveness in Ireland, Spain,
Italy, and Portugal underwent a contin-
uous deterioration in the run-up to the
crisis. Finally, chart 1(d) highlights
what is likely the most widely discussed
uneven development within the euro
area: persistent and (until the crisis)
expanding current account surpluses in
Germany, the Netherlands, and Austria
side by side with consistently mounting
deficits in the other countries.

Frankel and Saravelos (2011) offer a survey of this literature and conduct their own empirical analysis to provide

These two countries experienced the bursting of a real estate price bubble which had previously delivered high but

ultimately unsustainable levels of economic growth and a temporary spike in public revenues.
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Persistent current account surpluses
and deficits do not necessarily have to
present a problem, as they can be a sign
of different national preferences and
stages of economic development: for
example, countries with an aging pop-
ulation should plan ahead by seeking to
build up current account surpluses;
developing transition economies with a
lack of national savings are dependent
upon inflows of capital and investment.
As long as the inflow of capital is
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not used for consumption purposes,
this enhances the economy’s long-term
growth potential, providing the scope
for later repayment of external liabilities.
However, where persistent current
account deficits are regarded as prob-
lematic, in the sense of being ultimately
unsustainable,® this can lead to a rever-
sal in capital flows and to economic
crises (Aeppli, 2011).

Within a monetary union such as
the euro area, the question also arises

Chart 1

Development of Macroeconomic Indicators in Selected Euro Area Member States
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This can be the case when capital inflows are channeled into a country’s national (private and public) consumption

and not invested, or because investor confidence is shaken as a result of political developments, etc.
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as to whether there is a causal connec-
tion between diverging current account
balances; specifically, whether the export
surpluses of Germany, the Netherlands,
and Austria are simultaneously the im-
port surpluses of the crisis countries.
The trade linkages involved are, how-
ever, more complex than that: on the
one hand, a substantial component of
Germany’s success as an exporter is
attributable to markets outside of the
EU and has to do with, inter alia, a
concentration of its export base on
high-growth markets in Asia. By the
same token, the export weakness of the
southern European countries likewise
has structural causes —i.e. loss of price
competitiveness and a productivity gap
relative to the northern European coun-
tries. Moreover, Germany’s exports go
hand in hand with substantial imports
of intermediate goods from the crisis
countries (Belke, 2010; Bornhorst and
Ivanova, 2011; and Moser, 2011, as well
as the literature cited therein).

The ECB began issuing warnings on
these types of divergent developments
at an early stage (ECB, 2008). In a draft
paper on the EIP, it addressed the prob-
lem of divergences in competitiveness
and imbalances within the euro area
and indicated that the tools used to deal
with competitiveness issues in the past
had been inadequate (ECB, 2010).

1.4 Potential Solutions

The developments of the last decade
have shown that macro imbalances can
lead to the development of crisis situa-
tions and that in the event of a crisis,
countries may not have the necessary
tools to deal with the situation effec-
tively. For this reason, it is essential
that such imbalances be reduced or

" Weber (2010).

eliminated. The EIP has been designed
to make this intention a reality, by
implementing a procedure which — like
the SGP — seeks to adopt a comprehen-
sive approach to anticipating and coun-
teracting the build-up of imbalances, or
rectifying imbalances rapidly and effec-
tively once they have materialized.
Nevertheless, the question of who
holds the primary responsibility for
correcting the build-up of imbalances
in specific cases, such as the emergence
of current account surpluses in some
Member States and current account
deficits in others, has been the subject
of some intense discussions. For exam-
ple, in principle the surplus countries
(most notably Germany) could make a
contribution to bringing down deficits
by improving the export prospects of
the deficit countries through a program
of fiscal expansion or higher wage growth.
However, even a marked increase in
Germany’s imports (see above) would
only slightly lower the current account
deficits in the GIIPS countries (Greece,
Ireland, Italy, Portugal and Spain). In
other words, although Germany’s cur-
rent account surpluses would be reduced,
the current account balances of the
southern European countries would not
necessarily see a commensurate improve-
ment. Moreover, the potential for fiscal
expansion in the surplus countries is
limited due to the sharp rise in public
debt levels over the last few years.”
Stronger wage growth would likely
have a detrimental effect on Germany
by lowering its competitiveness, since it
would also run counter to Germany’s
efforts to boost its price competitiveness
over the last decade (Moser, 2011)."
Furthermore, allowing higher inflation in
the euro area (Krugman, 2011) in order

1 In the early 1990s, Germany — the “sick man of Europe” — was given the blame for the lack of growth in the EU,
as it had sr{fferedfmm significant problems with productivity and thus competitiveness after reunification.
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to enhance the relative competitiveness
of the GIIPS nations without deflation
would be inconsistent with the goal of
price stability for the euro area. This
leaves only internal deflation processes,
coupled with structural reforms, as
solutions to the problems of Greece,
Ireland, Italy, Portugal and Spain.

In line with the intentions of the
creators of the new macroeconomic
governance architecture, the responsi-
bility for preventing and correcting
macro imbalances thus rests with the
individual Member States themselves.
The EIP provides a procedural frame-
work for this process. Together with
the reformed SGP and the European
Systemic Risk Board (ESRB)," it con-
stitutes the new toolkit for economic
surveillance and the prevention of crisis
developments in the euro area and EU.

2 Procedure for the Prevention
and Correction of Macro-
economic Imbalances

The future mechanism for the early
detection, prevention, and correction of
macroeconomic imbalances consists of
two regulations, the contents of which
will be outlined below.”” As with the
SGP, the procedure can be divided into
two components: a preventive arm, for
the regular assessment of imbalance
risks, and a corrective arm providing for
remedial measures to deal with exces-
sive macroeconomic imbalances.

2.1 Preventive Arm

The macroeconomic surveillance pro-
cedure starts with regular checks on
Member States in the form of an alert
mechanism for excessive imbalances.
Alert mechanism reports are published
in November of each year as part of the
European Commission’s annual growth

" Pointner and Wolner-Roflhuber (2011).
"2 Council of the European Union (2011a and b).
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report with a view to providing an
initial overview of developments in key
macroeconomic indicators. The alert
mechanism consists of the so-called
“scoreboard” — a set of macroeconomic
indicators complemented by an accom-
panying qualitative analysis in the form
of a report published by the European
Commission.

The scoreboard consists of ten indi-
cators of external and internal imbal-
ances, complete with threshold values
(box 1). If values above or below these
thresholds are recorded, further analy-
sis will be conducted. The threshold
values are simply guidelines for the
evaluation, as they are not meant to be
interpreted mechanically, but rather
only in conjunction with the accompa-
nying qualitative analysis.

Based on the results obtained from
the scoreboard and the qualitative anal-
ysis, the European Commission will
draw up a list of those Member States
at risk of being affected by excessive
imbalances. After discussion in the
Council of the European Union (subse-
quently referred to as “the Council”)
and the Eurogroup, a detailed, in-depth
analysis of the affected Member States
will be carried out. This will include
an assessment of causes and potential
effects of macroeconomic imbalances.
The analysis will be carried out by the
European Commission in collaboration
with the affected Member State. The
stability and convergence programs
(SCPs) which countries submit to the
European Commission in April of each
year as part of the European Semester
will be taken into account in the
Commission’s decision-making process.
In addition, the ECB can also carry out
surveillance missions in affected coun-
tries.

MONETARY POLICY & THE ECONOMY Q4/11
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The in-depth analysis can lead to
three different outcomes: (1) The Euro-
pean Commission does not detect any
macroeconomic imbalances and conse-
quently does not take any further steps;
(2) the European Commission detects
macroeconomic imbalances and advises
the Council to issue recommendations
for preventive action to the affected
Member State based on Article 121(2)
of the Treaty on the Functioning of the
European Union (TFEU); or (3) the
European Commission detects exces-
sive imbalances which could jeopardize
the functioning of monetary union and
advises the Council to issue recommen-
dations for corrective action to the
affected Member State based on Article
121(4) TFEU. Only in cases where the
outcome of the in-depth analysis corre-
sponds to (3) above will the EIP be
initiated, thus bringing the mecha-
nism’s corrective arm into play. In cases
where the outcome of the in-depth
analysis corresponds to (2) above, the
European Council will issue recom-
mendations on the correction of the
macroeconomic imbalances to the
Member State as part of the country-

specific recommendations issued in
June; these recommendations will be
solely preventive in nature. However,
the procedure will be terminated at
that point and the corrective arm will
not be brought into play. Chart 2 pro-
vides a summarized overview of the
timeline for the steps making up the
preventive arm of the EIP.

2.2 Corrective Arm

Once an excessive imbalances proce-
dure has been launched, the Member
State concerned must submit a correc-
tive action plan, based on a Council
recommendation in accordance with
Article 121(4) TFEU, within a speci-
fied deadline. This plan must explicitly
define measures for the correction of
the imbalances detected. The Member
State must also submit a timetable for
the implementation of these measures.

The corrective action plan will be
evaluated by the Council (based on a
recommendation from the European
Commission) within two months. If the
plan is deemed inadequate, the Council
will issue another recommendation in
accordance with Article 121(4) TFEU

Chart 2
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based on a proposal from the European
Commission, inviting the Member
State to submit a new corrective action
plan. When a corrective action plan is
adjudged adequate by the European
Commission/Council, the Member
State will be asked to implement the
corrective actions defined in the plan
in compliance with the submitted time-
table. Actual implementation shall be
assured via a reporting and surveillance
procedure, including surveillance mis-
sions conducted by the European Com-
mission and possibly also by the ECB. If
a Member State fails to implement the
corrective measures adequately, the
Council will issue a recommendation
setting new deadlines for implementa-
tion.

If a Member State is found to be in
contravention of the EIP’s corrective
mechanism, “political sanctions” may
be imposed. Alongside the obligations
imposed on Member States through the
surveillance and reporting procedure, a
high level of transparency is also being
explicitly targeted for the procedure.
Thus, for example, in future the com-
petent committee of the European
Parliament will be able to summon rep-
resentatives of the European Commis-

Prevention and Correction of Macroeconomic Imbalances:
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sion, the Council, and the Eurogroup
for joint talks. The aim here is to bring
decisions made in the context of the
EIP closer to the public arena of politics.
At the same time, it should also increase
the pressure to act on the Member
States experiencing excessive imbalances.

For euro area countries (but not,
however, for the other EU Member
States; this is in line with the SGP), the
framework allows for financial sanc-
tions in the event of contraventions of
the EIP. For inadequate implementation
of a corrective action plan after its
acceptance, an interest-bearing deposit
equal to 0.1% of the country’s GDP
will be imposed. This penalty is to be
deposited with the European Commis-
sion. Two consecutive negative evalua-
tions with regard to the corrective
action plan or the implementation of
corrective measures will entail an an-
nual fine equal to 0.1% of the country’s
GDP. This yearly fine will continue to
apply until the European Commission
and Council have accepted a corrective
action plan/have deemed the imple-
mentation of the corrective measures
to be adequate. If a Member State has
already lodged an interest-bearing
deposit with the European Commission,

Chart 3

Sequence of Events for the Corrective Arm of the EIP
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the deposit will be transformed into an
annual fine.

The mechanism specifies that deci-
sions on the imposition of sanctions are
to be taken via a reverse qualified
majority voting (RQMV) procedure.
Where a Council recommendation is in
place regarding an inadequate correc-
tive action plan or insufficient imple-
mentation of corrective measures, the
European Commission will submit a
recommendation for the imposition of
the relevant financial sanctions. If the
Council does not reject this recommen-
dation by qualified majority within ten
days, it shall be deemed to have been
accepted. The penalties paid by the
affected Member States, like those paid
in the context of the SGP, will be used

for the financing of the European
Financial Stability Facility (EFSF) or,
after its entry into force, the European
Stability Mechanism (ESM). Chart 3
provides an overview of the sequence of
events for the corrective arm of the EIP.

Affected Member States have the
opportunity to object to the imposition
of financial sanctions on the grounds of
exceptional economic circumstances
within ten days of the issuance of
the European Commission’s recom-
mendation. The subsequent decision on
whether or not to allow this objection
is at the discretion of the European
Commission. The EIP will be termi-
nated once the Council, based on a
recommendation from the European
Commission, determines that the im-

Box 1

Scoreboard

The European Commission submitted an initial proposal for the scoreboard in mid-2010
(European Commission, 2010). This proposal was then further developed and refined over the
course of several rounds of discussions between the European Commission and the Member
States within the forum of the EU’s Economic Policy Committee (EPC). This resulted in the
development of a well-matched set of macroeconomic indicators. Four guiding principles were
applied in the selection of the indicators (European Commission, 2011):

(1) The indicators should incorporate the most relevant elements of macroeconomic
imbalances and losses of competitiveness.

(2) The early warning indicators should consist of an appropriate combination of flow and
stock values and also threshold values. The threshold values are essentially based on per-
centiles from the individual indicator databases (e.g. first and third quartile in the case of
an indicator which is to be interpreted symmetrically).

(3) The scoreboard represents an important communication tool.

(4) The statistical quality of the data should be high, and the data should be internationally
comparable.

The indicators selected, ten in total, are divided into two groups. On the one hand, they are
aimed at highlighting external imbalances and competitiveness issues; on the other, they focus
on internal imbalances. Table 1 provides a detailed description of the indicators. The first
group comprises the current account balance, the net international investment position, the
change in the real effective exchange rate, the change in export market shares, and the
change in nominal unit labor costs.

The second group contains the change in real house prices, private sector credit flow and
debt, general government sector debt as a percentage of GDP, and the unemployment rate.
The first nine values are plausible indicators of problems viewed against the backdrop of the
discussion in section 1.2. The unemployment rate was proposed as an indicator within the
context of the “trilogue” of the European Parliament, as a high level of unemployment is a key
indicator for macroeconomic problems and indicates economic policy failures and/or structural
problems within an economy.
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Table 1
Scoreboard Indicators: Threshold Values and Data Base
Indicator External Imbalances and Competitiveness Internal Imbalances
Current Net inter- | Real Export Nominal Real Private Private General Unemploy-
account national effecctive market unit labor | housing sector sector govern- ment rate
balance invest- exchange shares costs prices credit flow | debt ment debt
ment rate
position
Interpreta- 9% of GDP; % of GDP  Relativeto  Five years  Three years| Year-on- % of GDP 9% of GDP % of GDP;  Average
tion/trans-  average 35 industrial percentage percentage | year definition  of the last
formation of the last countries change change change as per SGP  three
three years (HICP as in % years
deflator);
three years
percentage
change
Data source Eurostat Eurostat DG ECFIN  Eurostat Eurostat Eurostat, Eurostat, Eurostat, Eurostat Eurostat
ECB, BIS ECB ECB (LFS)
Threshold +6% /4% —35% Euroarea: —6% Euro area: | 6% 15% 160% 60% 10%
values +/-5% 9%
(lower (first quar- ~ (first and (first quar-  (third quar- | (third (third (third (SGP
bound: first tile) third quar-  tile) tile) quartile) quartile) quartile) reference
quartile; up- tile) value)
per bound:
policy
decision)
Other Other
Member Member
States: States: 12%
+/-11%
(quartile + (threshold
standard value for
deviation the euro
for the area + 3
euro area) percentage
points)
Data base 19702007 1970-2007 1995-2007 19952007 1995-2007 | Up to 2007 19952007 19942007 X 1994-2007
(start year
according
to availabi-
lity)
Source: European Commission (2011).
balances have been effectively elimi- tion 1). The necessity of the objectives
nated. targeted by the EIP is thus undisputed.
) Nonetheless, the effectiveness of the
3 Evaluation of the EIP new procedure has been criticized and
The problem that imbalances may trig-  called into doubt.
ger crises and endanger the stability of
the euro area was identified years ago. 3.1 Would the Scoreboard have
As the euro area was not designed to be Anticipated the Current Crisis?
a transfer union, the prevention of mac-  The question is whether the scoreboard
roeconomic imbalances is a key condi-  approach has been designed with suffi-
tion for it to be able to function (sec- cient scope to identify incipient im-
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Table 2
Scoreboard Indicators, 2005 to 2007
Current Net inter- | Real Export Nominal House Private Private Govern- Unemploy-
account national effective share unit labor | prices sector sector ment debt | ment rate
balance investment | exchange costs credit flow | debt ratio
position rate
Threshold value — +6%/~4% | 35% | +/-5% | —6% +/-9% 6% | 15% | 160% | 60% | 10%
AT 2005 19 2.7 12 14 2.5 12.2 132% 64 4.8
2006 2.3 21 -04 -0.2 11 1.8 11.6 iy 62 5
2007 2.8 —18 -03 —0.6 2.8 1.5 24.8 152% 60 4.8
DE 2005 39 21 4.8 " -0.5 21 -09 128 68 9.9
2006 54 28 0.2 33 =34 -0.8 0.9 125 68 101
2007 6.6 27 0.6 2.1 3.7 -04 3.6 123 65 9.6
NL 2005 6.8 -3 33 14 2.6 1.8 14.6 210 52 49
2006 8 3 11 =417 0.5 2.2 12.7 213 47 4.9
2007 7.8 -6 2.1 2 2.7 9.2 21 45 At
GR 2005 —6.6 =77 6.8 6 7.6 73 14.6 89 100 10
2006 -8.2 -85 2.5 =35 79 93 16.7 96 106 9.8
2007 -1 =4 19 39 9.3 17 154 104 105 9
IR 2005 —14 =25 12 64 139 5.7 243 192 27 4.5
2006 2.5 =35 34 —10.9 14.4 1.3 34.7 204 25 4.5
2007 —41 —20 41 —15.7 14.6 41 209 214 25 4.5
IT 2005 -1.3 —16 7 5.5 St 5 9.2 101 106 8
2006 1.7 21 11 —12.7 7. 31 9.5 107 107 75
2007 22 22 0.7 -93 6.8 31 12 115 104 6.9
PT 2005 -84 —68 53 —4 8.6 -07 14.5 206 63 6.9
2006 9.8 79 14 5.6 55 -0.6 172 210 64 74
2007 —104 —88 15 =54 2.8 —1.6 249 223 68 79
ES 2005 -54 —56 79 5.2 89 10.8 279 177 43 103
2006 7.2 —66 4.3 =34 9.3 7.7 37 201 40 94
2007 -8.8 —78 4.2 -3.2 " 64 27 215 36 8.7

Source: European Commission (2011). * Revised on December 7, 2011.

balances at an early stage, and whether
it would have allowed us to anticipate
the current crisis. Table 2 provides
sample scoreboard indicator values
for selected euro area countries for

2005-2007.

As in chart 1, the table covers
Germany, the Netherlands, and Austria
as well as Greece, Ireland, Italy, Portu-
gal, and Spain. The timeframe for the
data was deliberately limited to the
2005—-2007 period in order to evaluate
the scoreboard’s potential and its ability
to anticipate the current crisis. The
years for which the values exceeded or
fell short of the threshold values are

highlighted in red.

Particularly in Greece, Portugal,
and Spain, the “current account” indi-
cator came in well below the threshold
value in the precrisis years. The stock
values for the net international invest-
ment position obtained from the accu-
mulated current account balance fig-
ures paint a similar picture. The indica-
tors for the measurement of internal
balances would also have exceeded the
threshold values (above all in the case
of private sector borrowing and debt
levels). The only exception in the
figures for the crisis countries is Italy,
as only the export market share and
debt indicators would have hinted at
any problems. Then again, this does not
seem odd, as Italy’s core problem at the
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moment is above all constituted by its
significantly elevated public debt ratio.

Among the countries with a current
account surplus only the government
debt indicator would have argued for an
in depth-analysis in the case of Ger-
many and Austria, and only the public
and private debt indicators would have
done so in the case of the Netherlands.
In sum, table 2 would thus suggest that
the scoreboard indicators would indeed
have been capable of predicting euro
area countries’ vulnerability to crises.

3.2 Topics of Discussion:
Symmetrical Treatment of
Current Account Balances and
Criticisms from Trade Unions

During the development of the score-
board and the associated threshold val-
ues, one hotly debated question was to
what extent current account surpluses
should also be viewed as an imbalance.
Thus, representatives of the southern
European states pressed for a “symmet-
rical treatment” of current account
balances, while Germany in particular
opposed this idea. Ultimately, a com-
promise was agreed: the scoreboard
does now include a threshold value for
current account surpluses; however,
the (absolute) value is set considerably
higher than that for deficits.

Trade unions have voiced frequent
criticisms regarding what they see as
the EIP’s disproportionate focus on
price competitiveness and low growth
in unit labor costs (OGB, 2011; Ross-
mann, 2011). They maintain that this
has resulted in a marked increase in
income inequality, especially in Ger-
many (OECD, 2011, table I).” Con-
versely, however, the high growth in
unit labor costs in the GIIPS countries
indicates a need for enhanced coordina-

Prevention and Correction of Macroeconomic Imbalances:
the Excessive Imbalances Procedure

tion between wage negotiators at the
European level.

3.3 Open Questions Regarding

the EIP
Particularly as regards the evaluation of
the EIP’s corrective elements, a number
of important questions are yet to be
resolved. For example, in cases where
the Council issues corrective recom-
mendations based on Article 121(4)
TFEU, the affected Member State must
adopt corrective measures. The goal of
these measures is to bring the affected
indicator values back below or above
the relevant threshold values. However,
the question which must first be ad-
dressed in this regard is that of the
actual controllability of the indicators;
in other words, whether a complex
indicator such as the current account
balance or wage developments can
actually be directly regulated by policy.

A final question discussed was
whether or not the scoreboard should
include a financial market indicator as
a complement/interface to the ESRB.
However, no consensus could be reached
as to which value should be used for
this. Therefore, the first scoreboard
(for the 2012 European semester) will
not contain this type of indicator. How-
ever, the European Commission intends
to submit another proposal in this
regard before the end of 2012.

An additional question arising with
regard to the inclusion of a financial
market indicator has to do with the
jurisdiction of the EIP considering the
roles of other EU institutions, in partic-
ular the ESRB, which is responsible for
the prevention/correction of imbalances
in European financial sectors. On the one
hand, questions of jurisdiction between
the EIP and ESRB need a definite reso-

3 Moreover, Fitoussi and Stiglitz (2009) arque that an increase in income inequality was in itself a key factor in the
g g quality 4

onset (zfthe economic crisis in the U.S.A.
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lution; on the other, the added value of
including a financial market indicator in
the scoreboard is unclear. At this point
it seems important to note that the score-
board is not “set in stone” and that the EU
regulation provides the scope for both the
indicators themselves and their thresh-
old values to be changed (Council of
the European Union, 2011a, Article 4).

Key to the effectiveness of the EIP,
and in particular the corrective ele-
ments, is ownership, i.e. the question
of whether the Member States will
actually support the corrective measures
recommended/preferred by the Euro-
pean Commission/Council."* The inde-
pendence and, ultimately, the superor-
dinate function of the European Com-
mission and Council are fundamentally
a good premise for the effectiveness of
the EIP’s corrective arm. Nonetheless,
it involves a significant restriction of
Member States’ scope for action in
favor of a more integrated approach. In-
dividual Member States would see it as
surrendering the job of interpreting
developments in macroeconomic indi-
cators to the European Commission
and Council. The application of the
RQMYV method in certain steps of the
procedure (for example, assessments by
the Council that corrective measures
have not been sufficiently implemented)
could defuse this conflict of interest. It
is likely that the imposition of financial
sanctions using the RQMV rule will

References

ensure a high level of effectiveness of
the corrective arm of the EIP. However,
as yet there are no practical examples of
applications of the procedure from
which to draw lessons.

4 Conclusions

The implementation of the EIP consti-
tutes a major step in the direction of
global economic policy coordination,
especially within the euro area. Ex ante
coordination within the context of the
preventive arm of the EIP will signifi-
cantly reinforce future efforts to pre-
vent macroeconomic imbalances. The
integration of the preventive arm into
the European semester will improve
the consistency of country-specific rec-
ommendations and take surveillance of
macroeconomic imbalances to a new
level. With the corrective element of
the procedure, the EU has created a
powerful, effective mechanism for cor-
recting excessive imbalances. In partic-
ular, the application of the RQMYV rule
in various steps of the procedure and
when imposing sanctions should enhance
the effectiveness of the EIP. However, a
few question marks remain. On the
one hand there is the question of how
much direct influence individual
Member States can exert on individual
indicators, and on the other, there is
that of the potential conflicts of interest
EIP protagonists may face.

Aeppli, R. 2011. Leistungsbilanzdefizite, Leistungsbilanziiberschisse, Ungleichgewichte und 6ko-

nomische Krise. March 15.

www.oekonomenstimme.org (as retrieved on November 30, 2011).

Beer, C. 2011. Literature Review on Economic Effects of the Euro on Austria. In: Monetary Policy

& Economy Q3/10. OeNB. 22-34.

" The ECB (2011) also fears that the EIP will be halted too frequently by the Council, and therefore advocates a
Se]f—impoxed commitment on the part qftbe Council to comply, as a basic principle, with Commission recommen-
dations on the continuation of the EIP, or to give specific reasons for any rejection of such recommendations.

MONETARY POLICY & THE ECONOMY Q4/11



Prevention and Correction of Macroeconomic Imbalances:
the Excessive Imbalances Procedure

Belke, A. 2010. Nachfragezwang und Lohndiktat. Wem schaden die deutschen Exporte wirklich?
March 22.
http://oekonomenstimme.org (as retrieved on November 30, 2011).

Blanchard, O. and G. llling. 2009. Macroeconomics. 5" edition. Prentice Hall International.

Bornhorst, F. and A. lvanova. 2011. Der deutsche Leistungsbilanziberschuss und strukturelle
Reformen. September 30.
http://oekonomenstimme.org (as retrieved on November 30, 2011).

Council of the European Union. 2011a. Draft Regulation of the European Parliament and of
the Council on the prevention and correction of macroeconomic imbalances. Interinstitutional
File 2010/0281(COD). Brussels. September 20.

Council of the European Union. 2011b. Draft Regulation of the European Parliament and of
the Council on enforcement measures to correct excessive macroeconomic imbalances in the
euro area. Interinstitutional File 2010/0279 (COD). Brussels. September 20.

De Grauwe, P. 2009. The Economics of Monetary Unions. 8 edition. Oxford University Press.

ECB. 2008. Economic Policy Challenges and Enlargement. In: Monthly Bulletin. June.

ECB. 2010. Reinforcing Economic Governance in the Euro Area. June.

ECB. 2011. Key Elements of the ECB Opinion on Economic Governance Reform. February 22.

Ederer, S. 2010. Ungleichgewichte im Euroraum. In: WIFO-Monatsberichte 7. 589—-602.

European Commission. 2010. Enhancing Economic Governance. Note on Operationalising the
Alert Mechanism. DG ECFIN. Brussels. June 18.

European Commission. 2011. Scoreboard for the Surveillance of Macroeconomic Imbalances:
Envisaged Design. Commission Staff Working Paper. SEC(2011) 1361 final. November 8.

Fitoussi, J.-P. and ). Stiglitz. 2009. The Ways Out of the Crisis and the Building of a More
Cohesive World. OFCE Document de travail 2009-17. Paris.

Frankel, J. and G. Saravelos. 2011. Can Leading Indicators Assess Country Vulnerability?
Evidence from the 2008-09 Global Financial Crisis. Faculty Research Working Paper Series 11-
024. John F. Kennedy School of Government. Harvard University.

IMF. 2011. G-20 Moves Forward to Tackle Global Imbalances. IMF Survey online. April 16.
www.imf.org/external/pubs/ft/survey/so/2011/new041611a.htm
(as retrieved on November 30, 2011).

Krugman, P. 2011. European Inflation Targets. The New York Times. January 18.

Moser, C. 2011. Preisliche Wettbewerbsféhigkeit der GIIPS-Staaten nicht um jeden Preis. March 7.
http://oekonomenstimme.org (as retrieved on November 30, 2011).

OECD. 2011. Employment Outlook. Paris.

OGB - Osterreichischer Gewerkschaftsbund. 2011. Finigung auf Economic Governance
Paket. OGB-Europabiiro. September 28.

Padoan, P. P. 2010. How to Correct Global Imbalances. OECD Observer 279. May.

Pointner, W. and K. Wolner-RéBlhuber. 2011. European Financial Supervision: The Long
Road to Reform. In: Monetary Policy & the Economy Q3/11. OeNB. 62-81.

Ragacs, C. and K. Vondra. 2011. Austria's Manufacturing Competitiveness. In: Monetary Policy
& the Economy Q3/11. OeNB. 35-61.

Rossmann, B. 2011. Die neue europdische Steuerungsarchitektur — “more of the same” statt
Paradigmenwechsel. In: Wirtschaft und Gesellschaft. 37(2). 233-268.

The Economist. 2009. Global Economic Imbalances: When a Flow Becomes a Flood. January 22.

Weber, A. 2010. Macroeconomic Imbalances in the European Monetary Union — Causes and
Policy Challenges. Speech of the President of the Deutsche Bundesbank in StraBbourg.
September 22.

Wieser, T. 2011. Macroeconomic Imbalances within the EU: Short and Long Term Solutions. In:
Proceedings of the 39" Economics Conference. OeNB.

MONETARY POLICY & THE ECONOMY Q4/11

113





