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On the problems of macroeconomic imbalances
in the euro area

Since the beginning of the third stage of monetary union at the start of 1999, the combination
of strong growth in demand, relatively sharp inflation and severe erosion of price competitiveness
has led to persistently high current account deficits in a number of countries on the geographical
periphery of the euro area. The financial and economic crisis revealed that unsustainable devel-
opments at home were behind the substantial external imbalances of these euro-area countries.
Macroeconomic imbalances of this kind not only increase the economic and fiscal policy vulner-
ability of the countries in question; given the spill-over effects on the closely integrated euro-area
financial markets, they are also a hazard for other member states and, consequently, for the sin-
gle currency area as a whole. Furthermore, such imbalances seriously impede the implementation
of a uniform monetary policy that is geared to price stability. The debt crisis, which escalated in
some peripheral countries in the second quarter, and the stabilisation measures adopted at Euro-
pean level in response have clearly demonstrated the inherent risks.

Consequently, it is imperative to correct the imbalances that have arisen thus far and to prevent a
recurrence in the future. Such a reform agenda has to centre on measures to more closely align
domestic demand and potential output in deficit countries. As a first step, urgent action must be
taken to strengthen the driving forces for growth in the affected countries. However, in the me-
dium to long term, supply-side reforms do not necessarily lower external deficits. The economies
in question will therefore have no choice but to bring domestic demand back to a sustainable
level. Owing to the dramatic worsening of public finances, a determined fiscal consolidation is of
key importance. This is the only way, moreover, to restore the lost confidence in financial mar-
kets.

With regard to the opening question of correcting macroeconomic imbalances, therefore, the
bulk of structural adjustments required can be taken only by the deficit countries themselves.
Compensatory measures by euro-area countries with current account surpluses to stimulate do-
mestic demand, for instance by means of a more expansionary wage and fiscal policy, would nei-
ther adequately address the problem nor bring notable relief to deficit economies, given that
spill-over effects on the deficit countries are low. Instead, improved conditions for stability-
oriented monetary policy by ensuring that all euro-area countries pursue a sustainable economic
policy would constitute effective assistance for these countries.
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Euro-area countries during the financial
and economic crisis

Macroeconomic
imbalances in
some euro-area
peripheral
countries in past
years

Global financial
and economic
Crisis exposes
problems in
some euro-area
countries

The first ten years following the introduction
of the single currency marked a phase of
comparatively pronounced macroeconomic
stability. In addition to the remarkably high
level of monetary stability, the euro area ex-
perienced a phase of low real economic vola-
tility. However, below the surface of favour-
able economic conditions, this period also
saw the build-up of macroeconomic imbal-
ances in some countries. They became appar-
ent above all in high current account deficits
and eroding price competitiveness in a num-
ber of euro-area peripheral countries. But be-
hind these external variables are essentially
domestic imbalances: especially the expan-
sion of domestic demand that — measured in
terms of domestic potential output — was too
sharp, as well as an associated acceleration in
wage developments that were hurried along
in many cases by the domestic productivity
situation. Furthermore, demand in these coun-
tries was fuelled in part by an expansive fiscal
policy and in part by exaggerations in the real
estate markets.

The global financial and economic crisis has
brought to light the problems resulting from
these imbalances. The first decline in overall
economic output in the euro area since the
beginning of the third stage of monetary
union at the start of 1999 was recorded in
2009, when it fell by 4%. The economic
downturn was particularly pronounced in
the last few months of 2008 and the early
months of 2009. The export-oriented econ-
omies of Germany and Finland suffered the

sharpest short-term losses. However, here the
downturn was primarily seen as a temporary
dip in external demand and, as a result, en-
terprises in Germany, as well as in other
export-oriented economies, did not imple-
ment any proportional changes in employ-
ment. Consequently, household consumption
demand remained relatively stable. The sharp
recovery in global trade, which started as
early as the second quarter of 2009, con-
firmed the expectations of enterprises and
households. In export-oriented economies,
growth in 2010 is likely to be well above the
euro-area average.

The recession in the peripheral countries
Spain, Ireland, Portugal and Greece, however,
took a different course. The slump in gross
domestic product (GDP) was initially much
weaker due to lower dependence on exports.
But ultimately, as the crisis progressed, it be-
came quite clear that not only recessionary
forces resulting from the global economy
were at play; home-grown problems, too,
were placing a further strain on the situation.
Overall, it transpired that these countries’
pre-crisis growth was not sustainable in the
long term. In Ireland and Spain, economic
overheating culminated in housing price bub-
bles. The related strong expansion of the con-
struction sector has since proven, to a large
extent, to have been exaggerated. Many jobs
have been lost in these two countries as a re-
sult of the subsequent need to reduce cap-
acity. In Spain alone, unemployment recorded
an increase of 2% million from the low in the
second quarter of 2007 to 4V million three
years later; this accounted for over half of the
increase in the entire euro area. The expect-
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ation of a long drawn-out adjustment pro-
cess, bringing with it heavy job losses, has
prompted the Spanish and Irish to invest
more in precautionary savings since the out-
break of the economic crisis in the final quar-
ter of 2008. In both countries, the process of
adjusting the domestic real estate market is
proving to be a major strain on the banking
system.

While the Greek and Portuguese real estate
markets were not severely distorted in the
run-up to the crisis, domestic demand in
these countries, too, exceeded domestic pro-
duction capacity and incomes over a longer
period of time. Portugal was not able to halt
the rise in unit labour costs or boost potential
growth. Greek fiscal policy was charting a
very expansionary course that was unsustain-
able in the long term and which ultimately
plunged the country into the current debt cri-
sis.

Developments in Greece have clearly demon-
strated that persistent macroeconomic imbal-
ances of this kind occurring in closely inte-
grated financial markets of the single cur-
rency area cannot be contained within the
affected country. Under the conditions of a
single currency, persistent national imbal-
ances generate spill-over and contagion ef-
fects on other member states. As an upshot,
the necessary correction and adjustment pro-
cedure strains not only the economic pro-
spects of the affected economies but also the
stability of both the real economic framework
and the financial system of the entire cur-
rency area. With this in mind, this article an-
alyses the key factors that contributed to the
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escalation of the most recent crisis and exam-
ines elements of an essential adjustment
strategy to prevent similar problems occurring
in the future. Attention is focused on the di-
vergences in external balances and in indica-
tors of price competitiveness that have come
to light.

Development of current account balances
in the euro area - the statistics

Although no growing differences in macro-
economic growth rates and national inflation
rates have been recorded and the dispersion
of these figures has not markedly deviated
from those of other large currency areas since
the third stage of monetary union began in
1999, the development of current account
balances has nevertheless been extremely
heterogeneous. However, it is interesting to
note that the current account balance of the
euro area as a whole has fluctuated only be-
tween slight deficits and moderate surpluses
since the launch of monetary union. The
highest levels were recorded in 2000 and
2008 (deficits of 1%2% and 1%% of GDP re-
spectively) as well as in 2002 and 2004 (sur-
pluses of 2% and %% of GDP respectively).
Germany, with its high surpluses from trading
with non-euro-area countries, made a major
contribution to this by and large balanced
position. Had Germany been factored out of
the calculations, the euro area would have
had to bear current account deficits of be-
tween €160 billion (2006), or 2.6% of GDP,
and €320 billion (2008), or 4.7% of GDP,
since 2006. In this context, it should also be
noted that Germany was able to keep its real
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Current account balances
in the euro area
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global market share at just under 10% be-
tween 1999 and 2008, whereas the group of
other euro-area countries sustained a 4 per-
centage point decline to 18%.

However, if the euro-area countries are con-
sidered individually, major differences become
apparent. The twelve member states that are
analysed here in greater detail can be roughly
divided into three groups. The four peripheral
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countries Spain, Portugal, Greece and Ireland,
of which the first three joined the euro area
with sizeable current account deficits, posted
sharply rising deficits in particular in the
period from 2004 to 2007-2008. Immediately
prior to the global economic crisis, the deficits
ranged from 5.3% of GDP in Ireland (2007)
to 14.6% in Greece (2008). The second, mid-
table, group constitutes France, Italy and Bel-
gium, which started with surpluses and post-
ed moderate deficits in 2008. With a surplus
of 3.0% in 2008 that was only half of the
amount recorded in 1999, Finland has also
earned its place in this group. Of the mem-
bers of the third group, Austria and Germany
have a rather similar profile insofar as both
countries were able to turn slight deficits into
surpluses. The surplus recorded by the Neth-
erlands, which also belongs to this group,
peaked at 9.3% (2006).

As a consequence of stubborn current ac-
count deficits, the peripheral countries’ net
external position has worsened dramatically
over the years. As early as 1999, Spain, Portu-
gal and Greece recorded net deficits that
were, however, in a rather narrow range of
between 20% and 30% of GDP. Nonetheless,
up until the end of 2009, net liabilities in-
creased significantly, to around 97% in Spain
and 86% in Greece. In Ireland and Portugal,
the net debt item deteriorated to 55% and
92% respectively up to the end of 2008 (this
is the most recent information that is avail-
able to date). In the surplus economies, the
net external position may have improved, yet
the 2009 rates of 38% (Germany) and 18%
(Netherlands) were not especially high by
international standards. Since 2001, Austria

Current
account
balances and
net external
position
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has made significant progress in reducing its
negative balance to 14%.

A country’s current account position provides
vital information about its macroeconomic
position. It corresponds to the difference
between aggregate savings (including the
balance on the capital account) and overall
net investment (gross investment less depreci-
ation) of the country in question. In cases
where aggregate savings are lower than in-
vestment, a current account deficit shows
the aggregate savings gap that has to be
bridged by lowering balances or by borrow-
ing abroad." For instance, increasing external
debt in Spain and Ireland was driven chiefly
by investments, whereas in Greece and Portu-
gal declining savings activity in the economy
as a whole was the main driver.

From an economic perspective, surpluses and
an improvement in the net external position
are advisable for countries, such as Germany,
that are faced with an increasingly ageing so-
ciety to absorb future demographically in-
duced burdens. Channelling these savings
abroad allows domestic savers to diversify the
risks of their assets and benefit from higher
yields in fast-growing economies with a dif-
ferent demographic profile.

Conversely, one should not criticise flat out
the fact that peripheral catching-up countries
in the euro area that have lower incomes to
support the economic convergence process,
which was greatly fuelled by the alignment of
interest rates in the run-up to the third stage
of monetary union, generated higher current
account balances for a time.? If the corres-
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Net external positions
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ponding capital imports had been used effi-
ciently in economic terms for sustained profit-
able investment, then not only would foreign
debt have been serviced from returns but
national income would also have been in-
creased considerably. In such an environment
of above-average productivity growth, higher
wage rises than the average for the euro area

1 In the economic literature, current account balances
are also considered to be the result of intertemporal sav-
ings and investment decisions (see M Obstfeld and
K Rogoff (1995), The intertemporal approach to the cur-
rent account, in G M Grossman and K Rogoff (eds),
Handbook of International Economics, Vol 3, pp 1731-
1799). Internationally integrated financial markets en-
able, for example, economies with higher growth poten-
tial to finance growth by borrowing abroad, ie to invest
more than can be funded through own savings. In the
model, given a comparatively smooth intertemporal de-
velopment of private consumption, sharp growth in sub-
sequent periods enables debts to be serviced and repaid.
2 See O Blanchard and F Giavazzi (2002), Current Ac-
count Deficits in the Euro Area. The End of the Feldstein-
Horioka Puzzle?, Brookings Papers on Economic Activity,
Vol 2002-2, pp 147-209.
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Savings, investment and current account balance
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would not have damaged the price competi-
tiveness of these countries.

Causes of the unsustainable development
of current account balances in the
euro-area peripheral countries

Inefficient
allocation of
capital in euro-
area peripheral
countries

Change in risk
perception
following start
of third stage
of EMU

Self-reinforcing
effects due to
diverging real
interest rates

However, from a long-term growth perspec-
tive, these capital inflows from abroad were
in actual fact not allocated efficiently in the
peripheral countries. In Spain and Ireland, for
example, they were fed to a large extent into
the real estate markets. In Greece, they were
used to fund high government deficits and, in
Portugal, to support private consumption.3
Ultimately, it stands to reason that it is not
the current account deficits per se that
caused the current problems in the peripheral
countries, but the economically inefficient
use of capital provided from abroad.*

These capital inflows — and with them the
funding of current account deficits, too —
were accelerated by the disappearance of the
exchange rate risk as soon as monetary union
started, and country default risks in the euro-
area bond markets were rated very low in the
pre-crisis years.

Even before the start of monetary union, the
nominal yield differences between euro-area
countries had evened out considerably. How-
ever, with persistent differences between na-
tional rates of price change, this consequently
meant sizeable deviations in real interest
rates.> Due to comparatively strong inflation,
the ex post real interest rate (calculated on
the basis of domestic consumer prices) in the
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Cumulative growth in the
euro area since the
beginning of the third stage
of monetary union
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peripheral countries in the period from 1999
to 2008 was relatively low, especially in rela-
tion to the equilibrium real interest rate,
which can be approximated using the poten-
tial growth rate, for example. Viewed in isol-
ation, this greatly spurred demand and eco-
nomic activity in those countries, mainly in
the purely domestically oriented sectors, such
as construction, and drove inflation through

3 See European Commission (2010), Surveillance of the
Euro Area — Competitiveness and Imbalances, European
Economy, No 1.

4 Such an economically inefficient allocation may, for in-
stance, arise if the financial accelerator mechanism (see
B S Bernanke, M L Gertler and S Gilchrist (1996), The Fi-
nancial Accelerator and the Flight to Quality, The Review
of Economics and Statistics, Vol 78 No 1, pp 1-15) inten-
sifies the effect of certain shocks, such as the lowering of
refinancing costs for peripheral countries once they join
the currency union.

5 See European Commission (2006), The EU Economy:
2006 Review, Adjustment Dynamics in the Euro Area —
Experiences and Challenges, in European Economy, No 6,
pp 131-176.
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Change in price
competitiveness relative to
the euro-area partners since
the beginning of European
monetary union”
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high wage growth. By contrast, real interest
rates in the price-stable core countries, in-
cluding Germany, were comparatively high —
meaning that, when viewed in isolation,

growth here was less strongly boosted.

The divergences in the current account bal-
ances that were already evident due to these
demand-side factors were probably further
intensified through the competitiveness chan-
nel. The higher inflation rates in the periph-
eral countries, which were mainly driven by
sharp rises in unit labour costs, slowed down
exports in real terms and boosted growth in
imports by weakening the position of domes-
tic suppliers on their home market. The indi-
cator of price competitiveness vis-a-vis other
euro-area countries (calculated on the basis
of the deflators of total sales) fell between

24

1999 and 2008 by 15% for Spain, 4% for
Portugal and 7% for Greece. After a phase of
sharply negative development up until the
end of 2002 (-7%), the indicator for Ireland
experienced a period of sideways movement
until the start of 2007 but then trended
strongly upwards (see also explanations on
pages 39 to 55).

By contrast, Germany’s price competitiveness
grew steadily from 1999 to 2008 by a total of
12%. The improved competitiveness in this
economy was above all a result of moderate
wage policy which had been fostered by the
far-reaching reforms of the labour market. It
was predominantly a response of the decen-
trally active social partners to the highly
unsatisfactory situation on, and the impend-
ing further deterioration of the labour market
at the outset of the last decade. This about-
turn in wage policy was necessary to counter-
act previously misaligned labour costs and
thereby improve the conditions for sustained
growth and higher employment. However, it
initially reduced domestic demand. From mid-
2005, the expected creation of jobs surged
and unemployment figures fell from just
under 5 million at the beginning of 2005 to
just over 3 million in the final quarter of
2008. Furthermore, reforms were launched
and the social partners at corporate level
tapped flexibility potential, making the Ger-
man labour market much more resilient. The
most conspicuous sign of the success of these
efforts is the relatively low level of job cuts
during the recent recession. This is clear proof
of the benefits of labour market reforms and
wage moderation for the economy as a
whole. This should serve as an encouraging

Real
depreciation
in Germany
merely
by-product of
labour market
reforms



example for euro-area countries that are cur-
rently embarking on a similar adjustment pro-

cess.

The aim of labour market reforms in Ger-
many was to render economic growth more
employment-intensive. By contrast, improv-
ing price competitiveness vis-a-vis other euro-
area countries was not a central consider-
ation. The strategy of increasing the employ-
ment intensity of growth in order to bring
about a lasting reduction of structural un-
employment would also have been successful
even without the supporting effect of the
regained price competitiveness. The foremost
consequence of labour market reforms and
of the moderate wage developments that
they promote is a medium and long-term
strengthening of domestic activity. Wage
moderation is therefore in no way an inter-
national zero-sum game where output gains
are realised at the expense of partner coun-
tries (see annex on pages 33 to 38). This is
spelled out by the fact that the German econ-
omy generated sizeable growth stimuli for
other euro-area countries in the final stages
of the last upturn.

The economic crisis: corrections since its
outbreak and their sustainability

Significant
contraction of
current account
balances due to
Crisis

Since the global economic crisis broke out in
2008, discrepancies in the euro-area coun-
tries’ current account balances have nar-
rowed again considerably. According to the
IMF’s April 2010 forecast, the deficit in Spain
in 2010 is likely to be only half as large as in
the pre-crisis boom years. By comparison, in
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Portugal and Greece the decline is likely to be
less pronounced. At the same time, the bal-
ances of the surplus countries have contract-
ed slightly; the GDP ratio in Germany is likely
to fall to around 5%% in 2010. This thus
raises the question of the extent to which this
adjustment is cyclically induced or of a more

permanent nature.

One sign that the adjustment may be sustain-
able is that the extremely dynamic demand
trends in the deficit countries, as could be ob-
served during the previous cycle, appear to
be a thing of the past, at least for the foresee-
able future. On the one hand, the expansion-
ary growth stimuli from the process of inter-
est rate convergence have finally subsided. In
response to a growing loss of confidence on
the capital markets, the interest rate differen-
tial between the peripheral countries and
Germany has widened greatly in recent
months. On the other hand, import growth
in the deficit countries over the next few
years — in addition to indispensable general
government consolidation measures to re-
store confidence — is likely to be constrained
by households’ heightened savings activity.
Ultimately, deficit countries are currently in
search of a new, more sustainable growth
model. This adjustment process should be ac-
companied and mitigated by structural re-
forms to strengthen the domestic growth
forces. The latter are required because — as
described above — the peripheral countries’
high current account balances are not the ac-
tual problem but are merely a reflection of
domestic imbalances in the countries in ques-
tion. In the short term, such measures are
likely to dampen domestic demand.
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However, in the medium term, it must not be
forgotten that the impact of supply-side re-
forms on a country’s current account position
cannot be forecast with any certainty. Where-
as measures that serve purely to curb demand
clearly reduce the current account deficits,
the impact of steps to boost demand are
not as clear-cut. For instance, significantly
strengthening potential output stimulates in-
vestment, which can result in higher inflows
from abroad. Successful cost cuts can also
lower the export value via prices and, in some
cases, even inflate nominal current account
losses.

In contrast to the deficit countries, tendencies
can currently be observed in the surplus
countries that are counteracting a return to
the high surpluses of the pre-crisis years. For
example, in Germany, a continuation of the
pronounced wage moderation of the last
decade is not to be expected in this form in
the current business cycle. This is due, on the
one hand, to the currently relatively favour-
able situation on the labour market. Should
economic recovery continue, the unions’ rela-
tive bargaining position is thus likely to be
much stronger than at the beginning of the
last decade. Furthermore, the unions’ aim of
halting the pronounced shift in the distribu-
tion of income in favour of enterprises, or at
least reversing this shift to some degree,
could have an impact on future wage devel-
opments. On the other hand, due to demo-
graphic developments, fewer and fewer
young people are likely to enter the labour
market, thus rapidly stepping up competition
among firms for new and highly qualified

workers.
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Need to adjust economic policy in the
euro area: symmetry or asymmetry?

In view of the fact that the deeper causes of
the imbalances are to be found in domestic
economy factors within the deficit countries,
it is indisputable that the necessary adjust-
ments are to be made first and foremost in
those countries. For instance, it is vital that
these economies get back on a sustainable
path by consolidating public budgets and
implementing structural reforms. Experience
has shown that the adjustments required in
the area of wage growth can be implement-
ed in a considerably more rapid and sustain-
able way if measures to increase labour mar-
ket flexibility are implemented and incentives
to take up employment are improved by mak-
ing changes to the social security system, for
example.® As the deficit countries bear the
brunt of the adjustment burden, the respect-
ive adjustment requirements are distributed
asymmetrically between deficit and surplus

countries.

The need for decisive supportive economic
policy measures in the deficit countries is also
backed by the fact that major market adjust-
ment channels for a more extensive sustain-
able reduction of the diverging current ac-
count balances in the euro area, where rela-
tive prices can no longer be adjusted through
nominal exchange rate shifts, were not par-
ticularly pronounced in the past. This includes
the cross-border migration of workers. In the

6 See H Zemanek, A Belke and G Schnabl (2010), Current
Account Imbalances and Structural Adjustment in the Euro
Area: How to Rebalance Competitiveness, International
Economics and Economic Policy, Vol 7, pp 83-127.

Consolidation of
public budgets
and structural
reforms
essential,
especially in
deficit countries

Low adjustment
due to labour
migration
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last few decades, labour mobility in the euro
area has been rather low, especially com-
pared to the USA, not least due to language
barriers. This adjustment mechanism may
play a greater role in the future, that is if un-
employment takes hold in the peripheral
countries; however, its significance should
not be overstated.

In addition to necessary reform efforts in the
deficit countries, recent public debate on the
strategies required to achieve a sustainable
reduction of macroeconomic imbalances in
the euro area has also focused on economic
policy in the surplus countries. Here the rec-
ommendation is often that these economies
should also play their part in reducing exter-
nal discrepancies within the euro area by, for
instance, increasing domestic demand, and
thus imports, through higher government ex-
penditure or wage acceleration. This would
lower their current account surplus and help
deficit countries make the necessary adjust-
ments by providing an expansionary stimulus.
Such a scenario where deficit and surplus
countries alike work towards reducing dis-
crepancies is known as symmetrical adjust-

ment.

However, this preference for symmetrical ad-
justment is based on assumptions which,
when analysed in more detail, prove to be in-
valid. From an empirical point of view, one
vital prerequisite would be that the relevant
measures in surplus countries actually have a
notable impact on deficit countries. However,
phantasms of mechanistic control for coun-
tries with different current account positions
generally ignore that, in reality, an economy’s
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trade activities are divided into numerous
smaller flows to many different countries. It
should be noted in particular that every meas-
ure taken by a surplus country with the aim
of triggering an external impact often has
only a relatively small effect on the deficit
country if the trade links between the surplus
and the deficit country are not particularly de-
veloped. This is precisely the case for relations
between Germany and the euro-area periph-
eral countries we are looking at here. Even if
demand in Germany shoots up in the short
term, this would not make much of a contri-
bution towards reducing current account def-
icits in most of the peripheral countries. For
example, for the given country weights, if
German imports were to rise by 10%, the
first-round effect would be that the current
account balance in Spain, Portugal and
Greece would improve by only Vs percentage
point; the effect would be more pronounced
only in the case of Ireland, where it would
amount to one percentage point. Further-
more, the higher demand for imports in Ger-
many would also benefit those economies
that have a trade surplus. These consider-
ations alone illustrate that, essentially, the
problem of large current account deficits can
be solved only by the affected countries
themselves.

Proposals for symmetrical adjustment often
centre on wages and prices in the assumption
that using real effective depreciation as a
means of wage moderation would first and
foremost shift output from abroad to the
home markets. This effect could be further in-
tensified by wage acceleration abroad. Ger-
many has sometimes been accused, especially
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Exports by euro-area partners to Germany”
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by fellow Europeans, of expanding its overall
economic output in recent years at the ex-
pense of its neighbours and is now expected
to shore up demand in partner countries. This
line of reasoning neglects, on the one hand,
the fact that wage adjustments are no direct
political control variable but, in market econ-
omies, are rather the result of decentralised
decisions taken by social partners at sector or
firm level. Furthermore, characterising wage
setting behaviour as a tool that serves primar-
ily to shift output between nations is quite
simply wrong. The main effects of macroeco-
nomic changes in wage setting behaviour are
felt almost entirely in the home economy,
above all through changes in employment.
The effects on the external balance items are,
by contrast, less important in quantitative
terms and, in addition, not clear ex ante in
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qualitative terms. This is also demonstrated
by simulations as part of standard macroeco-
nomic models (see annex on pages 33 to 38).

In addition to wages as a potential way of in-
creasing demand in surplus countries, advo-
cates of a symmetrical adjustment strategy
also cite fiscal policy as a possible instrument.
For example, it has been proposed that Ger-
many, in particular, should use tax cuts to in-
crease government expenditure or stimulate
private consumption. However, this argument
disregards the fact that the public finance
situation is tense in Germany, too, and has
given rise to a need for consolidation, not
least due to the constitutional provisions of
the debt brake and the commitments made
by the German government as part of the ex-
cessive deficit procedure initiated by the Euro-

No noticeable
relief for deficit
countries from
more expan-
sionary fiscal
policy in surplus
countries



Structural
reforms in
surplus countries
sensible but not
likely to have
notable effect
on deficit
countries

pean Commission. Another valid point here is
that the effects of such a strategy — given the
low spill-over effect between the euro-area
countries, which can realistically be assumed —
would disappoint ambitious expectations.
Overall, it is more likely that macroeconomic
relief in the countries with current account
deficits would be negligible, whereas the fis-
cal policy situation in the countries with cur-
rent account surpluses would deteriorate sig-
nificantly. This is not a sensible macroeco-
nomic adjustment strategy for countries in a
monetary union.

A recent examination of current account di-
vergences in the euro area by the European
Commission has correctly determined the es-
sence of these theoretical and empirical con-
siderations — that neither strong exports nor
the fiscal policy situation in the surplus coun-
tries constitute the problem, and that it
would therefore not be sensible to weaken
Germany’s price competitiveness or its fiscal
policy framework.” The OECD ultimately also
comes to this conclusion and proposes, above
all, stepping up structural reforms to stimu-
late domestic demand in Germany. In particu-
lar, it recommends implementing further la-
bour market reforms as well as deregulating
services and product markets, improving tax
treatment of the promotion of research and
reforming the education system.® From the
German perspective, these measures make
good sense. It is safe to assume, however,
that these measures will make little contribu-
tion towards easing adjustment requirements
in the euro-area deficit countries.
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The advocates of the proposals for symmet-
rical adjustment fear that a reduction of do-
mestic demand in the peripheral countries
without compensatory actions in surplus
countries will result in a general shortage of
aggregate demand in the euro area. In the
worst case scenario, this could plunge the
euro area into recession again, which would
hamper both fiscal consolidation and the
build-up of competitive output capacity.
However, for various reasons, these argu-
ments are too short-sighted. As mentioned
above, the naive view of a mechanistic shift
of demand between deficit and surplus coun-
tries — given the low spill-over effects in the
euro area — is misguided as far as wage and
fiscal policy is concerned. What is more, this
line of reasoning overlooks the fact that real
economic recovery in the euro area is essen-
tially intact despite the adjustment require-
ments in the deficit countries. According to
the most recent Eurosystem projections, the
real GDP growth rate both this and next year
is likely to be lower than prior to the econom-
ic crisis. However, even after fiscal stimuli
and considerable consolidation efforts have
ceased, economic development is not likely
to slip back into recession over the forecast
horizon (see box on pages 30 and 31). Ultim-
ately, advocates of symmetrical adjustment
disregard the fact that — even in a risk scen-
ario of an upturn in the euro area that is
much weaker than currently expected — there
are more effective means of countering a
general shortage in aggregate demand in

7 European Commission (2010), The Impact of the Global
Crisis on Competitiveness and Current Account Diver-
gences in the Euro Area, Quarterly Report on the Euro
Area, Vol 9, No 1, p 38.

8 OECD (2010), Economic Surveys — Germany, p 17 ff.
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The cyclical effects of concurrent fiscal consolidation within the euro area

In a monetary union, solid public finances in all member
states provide an important pillar of support for stabil-
ity-oriented monetary policy. In the euro area, however,
the economic and financial crisis caused a sharp rise in
government deficits and debt. Furthermore, develop-
ments in Greece and the ensuing contagion effects on
other euro-area countries dramatically combined to
underline the need for a rapid reduction in inflated fiscal
deficits throughout the euro area. Most member states
now face an extensive process of consolidation to bring
their government finances back down to a level which
is sustainable in the long term in line with European
targets and to win back the fiscal credibility lost during
the economic and financial crisis. However, the poten-
tially significant negative macroeconomic consequences
of rapid and, above all, concurrent consolidation in all
member states are also of concern to some.

The short-term macroeconomic effects of fiscal measures
can be examined effectively using structural models. It
should generally be noted, however, that the results of
such analyses are subject to great uncertainty. It is thus
not surprising that the dispersion of such estimations is
relatively high." As well as the dependency of political
instruments examined, transmission channels (such as
confidence effects), which can be difficult to model, are
significant for results.

Below, the macroeconometric multi-country model
NiGEM is used to analyse the cyclical effects of a concur-
rent consolidation of public finances in the euro-area
countries.? This analysis assumes that, in the coming
years, the countries will all reduce their deficit ratios in
such a way as to meet the adjustment targets specified
in their national stability programmes.? By contrast, it is
assumed that Greece will reduce its deficit ratio in line
with the ambitious Greek consolidation programme
agreed in return for financial aid, and that Spain and
Portugal will follow a consolidation path based on the
public announcements made in both countries in mid-
May and at the beginning of July, respectively. A scenario
is envisaged whereby public finances are consolidated in
equal parts in all countries by increasing the income tax
and VAT rates and reducing real government consump-

1 See A Spilimbergo, S Symansky and M Schindler (2009), Fiscal Multi-
pliers, Staff Position Note 11, International Monetary Fund. — 2 The
analysis does not include Slovakia, Luxembourg, Slovenia, Cyprus and
Malta. — 3 For those countries which reach the 3% net borrowing ceil-

Deutsche Bundesbank
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tion and government transfers. Positive confidence
effects resulting from stability-oriented budget manage-
ment, which could, for instance, be reflected in lower
risk premiums in financial markets, are not included in
the model; they are likely to be of particular relevance to
the current situation, however. The model also assumes
that households — unlike financial markets — do not act
in a forward-looking manner and that their consumer
behaviour therefore depends only on current and pre-
vious income as well as on current wealth. As a result,
negative macroeconomic consolidation effects are likely
to be significantly overestimated on the whole.

The results of the simulation show that the planned
consolidation of public finances in the euro area may
well have a dampening impact on demand. Compared
with a scenario in which fiscal policy is not adjusted, real
annual GDP growth in the euro area would be ' per-
centage point lower on average between 2010 and 2014.
The consolidation measures would lead to the euro-area
deficit ratio being cut to 1.7% in 2014, compared with
just 4.6% in the reference scenario.

According to the model, monetary policy reaction to
fiscal consolidation is lagged because, due to the VAT
hike in member states, consumer price inflation in the
euro area is initially somewhat stronger. Owing to the
forward-looking nature of financial markets, as assumed
in the model, the long-term interest rate immediately
drops considerably, however, which stimulates private
investment demand, especially in 2011. This explains
why the baseline deviation of the real year-on-year rate
of GDP in 2011 is very small compared with the scope
of consolidation. The very expansive overall effect of
monetary policy is illustrated if a parallel simulation
without a monetary policy reaction is conducted. In this
comparison, the significantly higher output losses in this
alternative scenario are also attributable to the stricter
consolidation measures which governments would then
have to implement to meet their specified consolidation
targets.

Despite the dampening effect of planned consolidation
measures on growth, the continued economic recovery

ing before 2014, it is also assumed that they will reduce their deficit
ratios by a further one percentage point in each of the remaining years
until 2014. — 4 An adjusted version of the current NiGEM forecast
baseline is used for the simulations, as the forecast baseline already



in the euro area is not endangered overall. Even in those
euro-area countries where consolidation is needed most,
there is no marked and prolonged downward trend in
macroeconomic developments. This outcome remains
unchanged if the United Kingdom, USA and Japan
likewise adopt a strict consolidation strategy, since
the negative spill-over effects of consolidating public
finances are limited between the countries.

To more accurately gauge the extent of such fiscal
spill-over effects for Germany in relation to the other
euro-area countries, the simulation is broken down into
two variations. In variation 1, only Germany undergoes
consolidation; in variation 2, the remaining euro-area
countries undergo consolidation. The first simulation
determines the impact of consolidation in Germany on
euro-area partner countries. The second variation deter-
mines the effect of consolidation in the other euro-area
countries on Germany. They show that production short-
falls in euro-area partner countries which result from
consolidation in Germany are consistently small, and
that a number of Germany’s immediate neighbours are
hit hardest owing to their closer foreign trade links. By
contrast, peripheral euro-area countries with the biggest
macroeconomic problems are barely affected. The fact
that consolidation in Germany would enable monetary
policy accommodation in the euro area, which would
again slightly alleviate spill-over effects, also plays a role.
Conversely, the German economy is barely affected by
consolidation in the other euro-area countries.

Combining the effects of the two variations and com-
paring them with the results of previous simulations of
consolidation in all euro-area countries shows whether
mutually reinforcing losses in demand are the result of
concurrent consolidation in Germany and in the other
euro-area countries. Evidently, the difference between
overall GDP losses from each individual simulation and
the outcome of a concurrent consolidation is negligible.
Thus, concurrent consolidation in Germany and the
other euro-area countries does not, on its own, give rise
to significant mutually reinforcing losses in demand.

takes into account certain consolidation steps which euro-area coun-
tries are set to take from 2011 onwards in the form of tax increases.
The NiGEM forecast baseline also already includes reductions in public
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Overall, the results of this analysis support the call for
consistent compliance with European fiscal targets by
all member states. Furthermore, the results provide no
evidence that countries with a relatively low consolida-
tion priority should give way to countries with a high
priority over and above the time paths specified in the
stability programme, thus delaying the start of their
public finance consolidation programmes.

Impact of fiscal consolidation
on real GDP in the euro area

Deviation of year-on-year rates from baseline in percentage points

Real GDP growth in the euro area
.
i N
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Deviation from baseline in %
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-06 euro-area partner
countries
-0.9
=2
[ Contribution of fiscal
=15 consolidation in
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spending for Greece and Ireland; these are unaffected by adjustment,
however.
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deficit countries than compensation from sur-
plus countries. This applies primarily to the
role of monetary policy.

... can be The primary mandate of Eurosystem monet-
countered with I . . .
monetary policy Ay Policy is safeguarding price stability for

the entire currency area. This means that it
generally cannot allow itself to take account
of economic problems in individual countries.
The macroeconomic constellation outlined
above may nevertheless create monetary pol-
icy scope insofar as reducing aggregate de-
mand in some economies paired with the
fiscal consolidation required of all member
states, viewed in isolation, could curb infla-
tion in the euro area as a whole. Monetary
policy geared towards price stability would be
able to take this into consideration when esti-
mating the price outlook and the resulting
policy stance. This would limit the risk of a
short-term recovery course in the euro area
being slowed by retarding fiscal and wage
factors.

Conclusion

Real economic
discrepancies in
the euro area
to be corrected
predominantly
by peripheral
countries

All in all the large current account deficits of
the European peripheral countries in the past
few years are a testament to imbalances in
domestic economic activities: measured in
terms of domestic potential output, demand
was too high. Imbalances of this kind in parts
of a single currency area give cause for
concern and, in view of the resulting size-
able  macroeconomic adjustment require-
ments, not only in the affected countries.
Given the spill-over effects on the closely inte-
grated euro-area financial markets, they are
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also a hazard for other member states and,
consequently, for the single currency area as
a whole. Furthermore, such imbalances ser-
iously impede the implementation of a uni-
form monetary policy that is geared to price
stability. The debt crisis, which escalated in
some peripheral countries in the second quar-
ter, and the stabilisation measures adopted at
European level in response have clearly dem-
onstrated the inherent risks.

Consequently, it is imperative to correct the
imbalances that have arisen thus far and to
prevent a recurrence in the future. Such a re-
form agenda has to centre on measures to
more closely align domestic demand and po-
tential output in deficit countries. In addition
to structural reforms, especially on the labour
market, the agenda should include the con-
solidation of public budgets in particular. Fur-
thermore, regulatory measures should be put
in place to counter future exaggerations in
the real estate market in peripheral countries.
In the medium to long term, supply-side re-
forms do not necessarily lower external def-
icits. The economies in question will therefore
have no choice but to bring domestic de-
mand back to a sustainable level.

With regard to the opening question of cor-
recting macroeconomic imbalances, there-
fore, the bulk of structural adjustments re-
quired can be taken only by the deficit coun-
tries themselves. Compensatory measures by
euro-area countries with current account sur-
pluses to stimulate domestic demand would
neither adequately address the problem nor
bring notable relief to deficit economies,
given that spill-over effects on the deficit

Extensive
reform agenda



Closer
surveillance
at European
level under
discussion

countries are low. Instead, improved condi-
tions for stability-oriented monetary policy by
ensuring that all euro-area countries pursue a
sustainable economic policy at home would
constitute effective assistance for these coun-
tries.

Given the critical impact of country-specific
domestic problems on the entire euro area, it
is also appropriate to tighten the fiscal policy
commitment procedures and macroeconomic

surveillance in the euro area. A debate on re-

Annex

Exogenous and
endogenous
wage shocks

in NIGEM

Macroeconomic effects of wage moderation

The effects of an altered orientation in wage set-
ting in the context of the euro area can be appro-
priately demonstrated using simulations of macro-
economic models. This is illustrated below for two
of the models used by the Bundesbank. The pri-
mary purpose of the simulations is to identify the
main transmission channels, and also, in particular,

repercussions on other euro-area countries.

Simulations using NiGEM

With the aid of the multi-country model NiGEM of
the National Institute of Economic and Social Re-
search (NIESR), the effects of wage moderation in
their entirety, including the impact on other econ-
omies, can be depicted.? In this model, the (real)
hourly wage W/P is determined using an esti-
mated equation, according to which it rises with
increasing productivity Y'/L but falls with increas-
ing unemployment U as the negotiating power of

the employees weakens in relation to the position
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form has since begun for both issues. While it
is broadly uncontested that the fiscal policy
rules of the Stability and Growth Pact need to
be tightened, the attempt to establish more
effective macroeconomic surveillance is large-
ly new territory. It is vital to set up effective
procedures that are restricted to significant
imbalances in the form of macroeconomic
vulnerabilities in the affected countries. Ex-
tensive macroeconomic fine-tuning and co-
ordination by supranational bodies should,
however, be rejected.

of the employers. The influence of all other deter-

minants is encapsulated in one term a:

In(Wy/P;) = a+In(Y;/L) — BU;.

In the following, wage moderation is understood
as a permanent reduction in the wage level vis-a-
vis a baseline. Such a shock can be implemented in
NiGEM in various ways. First, the equation for
determining the hourly wage can be replaced by a
specific change value (exogenous shock). Second,
the structural relationship described in the equa-
tion can, in principle, be left intact by merely shift-
ing the level by modifying the term «.' For such
an endogenous shock, the impact of other macro-
economic variables on the shock variable itself — in

this case, the influence of induced changes in

9 See R Barrell, B Becker and S Gottschalk (2003), Wage
Moderation Policy in Germany, NIESR discussion paper,
No 224.

10 This corresponds to a change in the wage mark-up in
the DSGE model and leads to a shift in the NAIRU. Labour
market reforms could be simulated in the same way in
NiGEM.
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Macroeconomic effects of an isolated wage cut

in individual euro-area economies”

Deviation from the baseline as a percentage’

Short-term
Long-term
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Euro-area average (weighted)
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° countries
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* Range of results from simulations using NiGEM. In each simulation, one euro-area country is taken in isola-
tion and its nominal hourly wage is exogenously and permanently reduced by 1%, with nominal fixed key in-
terest rates. Euro-area average and aggregate for other euro-area countries calculated using GDP weights. —
1 Deviation in quarter 4 (short-term) and quarter 60 (long-term) of shock. For current account balance (as a
percentage of GDP) deviation given in percentage points.
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productivity and the unemployment rate on the
hourly wage — continues to be taken into consider-
ation. This can be particularly significant if the
rule-based responses of monetary policy are to be
taken into account. Admittedly, by considering the
feedback effects ex ante it is nearly impossible to
gauge to what extent the variable concerned
changes ex post after an endogenous shock,
which, above all, makes a cross-country compari-
son more difficult. By contrast, an exogenous
shock fixes the (final) change in the hourly wage
and nevertheless illustrates the underlying complex
macroeconomic impact of wage moderation.
Therefore, depending on the question at hand,
either an exogenous or an endogenous wage

shock is assumed.

In NIGEM the major economies are depicted by

modules with the same structure, with the respect-
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ive parameters having been estimated using the
economies’ historical data. Therefore, even an
identical exogenous shock produces quantitatively
different macroeconomic effects in a cross-country
comparison. Despite the concrete results ranging
considerably in some cases, a consistent response
pattern clearly emerges from the separate simula-
tions of a permanent exogenous reduction in the
(nominal) wage level vis-a-vis the baseline in the
euro-area member states.'" The informative value

of the results for the current economic situation

11 A total of eleven euro-area economies (DE, FR, IT, ES,
NL, BE, AT, Fl, PT, IE and GR) are considered here and ad-
equately modelled in NiGEM for the purpose of the ex-
periments. The simulations are conducted separately, so
that in each case the nominal hourly wage is permanently
reduced by 1% in one country only. Monetary policy in-
fluences are suppressed by fixing the nominal key interest
rates in the euro-area for an extended period. The
responses of the macroeconomic variables as a euro-area
average are calculated from the changes in the national
variables in the separate simulations using GDP shares.
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depends not least on the extent to which the em-
pirical interactions depicted in NIiGEM still exist

today.

Since prices are rigid in the short term, a nominal
reduction in the hourly wage translates into a real
shock. As a general rule, the goods prices in
NiGEM are derived from the production costs plus
a mark-up. Therefore, in the wake of a reduction
in wages, prices are likewise progressively lowered.
Nevertheless, in real terms, the wage falls below
the baseline in the long term too. This primarily in-
creases firms’ labour demand, leading to growth in
employment. Consequently, an economy’s poten-
tial output rises. Employment growth also results
in a firm’s capital stock being increased to provide
machinery and equipment for the newly created
workplaces. With potential output, aggregate de-
mand also increases in the long term. But in the
short term it is depressed, particularly by private
consumption, because lowering the hourly wage
also reduces the income of the labour force up to
then. However, in the medium to long term, this
effect on aggregate wage income is more than
compensated for by the strong growth in employ-

ment. 12

The external effects of wage moderation must also
be taken into consideration. As a result of a reduc-
tion in production costs, export prices are also
lowered. As domestic products are now cheaper
than the goods of other economies, international
demand is diverted in favour of domestic products
and the export volume rises perceptibly. Nonethe-
less, the rise in real exports remains below the in-
crease in real GDP and, above all, below growth in
private investment. Therefore, foreign trade is by
no means the driver of the macroeconomic effects
of wage moderation, as is often asserted. Further-

more, the reduction in the prices of domestic
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goods compared with those of foreign products re-
sults in import substitution to a certain extent only.
Since, if potential output increases, aggregate de-
mand also rises in the long term, import demand
must be higher, if viewed in isolation. For the euro
area as a whole, on average this impact of the shift
in the level of domestic demand dominates the
substitution effect from the relative price change,
resulting in the volume of imports somewhat ex-

ceeding its baseline level.

While the redirection of the trade volumes in fa-
vour of the home country thus has a comparatively
weak impact overall, the terms of trade deteriorate
considerably as a result of the real depreciation.
The values show that the price effect even out-
weighs the impact of the shifts in the real trade
flows and, in the long term, the (nominal) current
account balance falls somewhat in relation to the
baseline. A further consequence is that aggregate
output abroad hardly changes. It should be
stressed that there is no drop in production in the
partner countries and the overall effect in the long
term tends rather to still be slightly positive. This is
primarily due not only to the fact that the effect of
redirecting the trade volumes, which is in any case
weak, is spread over many partner countries, but
also to the fact that foreign countries mainly bene-
fit from a rise in purchasing power as a result of

the improvement in their terms of trade.

Conversely, particularly in the case of aggregate

underemployment, wage acceleration, which pro-

12 Nevertheless, in some economies, private consump-
tion, in line with households' real disposable income, falls
below the baseline in the long term as well. This is likely
to be mainly due to the loss of income resulting from the
reduction in export prices. In the latest available version
of NIGEM, NIESR has adjusted the behaviour of export
prices so that private consumption is no longer reduced
in the long term. The current account response is also af-
fected by this. The simulation results presented here are
based on NIESR’s version of NiGEM from January 2010.
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Effects of various
wage adjustment strategies
on real GDP*

Deviations from the baseline as a percentage'
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* Results from simulations using NiGEM, for
which in Spain, Portugal and Greece the
nominal hourly wage is endogenously (ex
ante) and permanently reduced by 1%
(asymmetric adjustment); in addition, the
hourly wage in Germany rises by 1.25%
(symmetric adjustment) or in all euro-area
countries the hourly wage is reduced (ex
ante) by 1% (wage moderation in the euro
area as a whole). Unless otherwise stated,
monetary policy response suppressed. —
1 Deviation in quarter 4 and quarter 60 of
the shock.
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duces the opposite macroeconomic effects, cannot
be beneficial, either from a domestic or a foreign
perspective. In order to illustrate the effects of a
symmetric adjustment, (simultaneous) wage mod-
eration in Greece, Portugal and Spain is combined
with wage acceleration in Germany. Endogenous
shocks are applied to the respective wage equa-
tions so that the macroeconomic repercussions
—and, in a subsequent step, also the impact of a

monetary policy response — can be depicted in
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their entirety. The shocks are calibrated in such a
way that the long-term increase in the (real) prod-
uct wage in Germany compensates ex post for the
decline in the southern European countries,
weighted by their economic output. ' The example
of Greece, for instance, confirms that although the
real effective depreciation of a deficit country is in-
creased by wage acceleration in a major surplus
country, the effect is small. Above all, however,
compared with the situation where the adjustment
is limited to the selected deficit countries, the ag-
gregate output of the deficit country is by no
means further increased. In the euro-area aggre-
gate, the significant fall in output, which the Ger-
man economy would be confronted with in the
long term owing to higher wages, would compen-
sate for GDP gains in the wake of the decline in

wages in the southern European countries.

Finally, a strategy is analysed in which all euro-area
economies engage in wage moderation.'* The real
effective depreciation of a deficit country such as
Greece is then notably weaker than is the case if
the upward pressure on wages is only moderated
in some member states and increases further in
others. Nevertheless, the deficit country benefits
from wage moderation in the euro area as a
whole, as its economic output receives an add-
itional boost from purchasing power effects and
shifts in the level of demand in the other member
states. With regard to the strong increase in euro-
area GDP, above all the positive contribution from

the economies that were not subject to wage

13 Endogenous shocks of equal measure (1%) were ap-
plied ex ante on a permanent basis to the wage equa-
tions of the three southern European countries selected.
14 As in the previous case of symmetric adjustment for
the three southern European economies, in these simula-
tions an identical endogenous shock is applied ex ante to
all euro-area countries. As the real wage changes in some
cases vary considerably ex post, the macroeconomic ef-
fects cannot be compared across countries, but only with
regard to strategies.

... versus wage
moderation in
the euro area
as a whole
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moderation in the preceding simulations has a
major impact. Since the inflation rate for the euro
area as a whole is significantly curbed in this
scenario, a stability-oriented monetary policy can
also tackle short-term drops in demand in the
wake of wage moderation by giving a certain

amount of free rein.

Simulations with the Bundesbank DSGE model

In addition to the simulations carried out using
NiGEM, the macroeconomic effects of wage mod-
eration in deficit countries are analysed using an
extended version of the Deutsche Bundesbank’s
dynamic stochastic general equilibrium model
(baseline DSGE model).'s Compared with NiGEM,
whose structure is based on econometrically esti-
mated behavioural equations, the strength of the
DSGE models lies in a rigorous microeconomic
foundation of macroeconomic relationships. The
Bundesbank model can depict three different re-
gions and, for the purposes of the simulation in
question, is calibrated with the corresponding data
to Germany, southern Europe (Greece, Portugal
and Spain) and the rest of the euro area. Values
commonly used in the literature are taken to deter-
mine the structural parameters.'® The single mon-
etary policy in the monetary union focuses, in par-
ticular, on the objective of price stability in the

euro area as a whole.

First, the genesis of the current account imbal-
ances in the euro area is reproduced in the model.
Since the deterioration in the current account bal-
ances in southern Europe is largely due to the de-
cline in the private saving ratio, differences in sav-
ings behaviour in Germany and in southern Europe
are assumed in the DSGE model. These are mod-
elled using a time preference shock,'” which leads

to a considerable nominal current account surplus
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Responses to a time
preference shock or
wage shock”
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Deutsche Bundesbank

15 For a detailed description of the baseline model for the
German economy and its possible extensions with examples
for simulation experiments, see Deutsche Bundesbank, De-
velopment and application of DSGE models for the German
economy, Monthly Report, July 2008, pp 31-46.

16 See, for example, F Smets and R Wouters (2003), An
Estimated Dynamic Stochastic General Equilibrium Model
of the Euro Area, Journal of the European Economic As-
sociation, Vol 1 No 5, pp 1123-1175.

17 The time preference shock implies that the economic
agents in southern Europe favour current consumption
over future consumption and thus save less. At the same
time, households in Germany save more to the same ex-
tent, while in the rest of the euro area there is no time
preference shock.
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in Germany and to a high current account deficit
in southern Europe. Furthermore, the current con-
sumption restraint in Germany, implied by a
stronger preference for future consumption, indir-
ectly results in an increase in the supply of labour
and thus a decline in the real wage. As exactly
the opposite labour market responses are pro-
duced in southern Europe, the reverse develop-
ment of production costs causes divergent
changes in price competitiveness within the euro

area.

In a further step, based on the existing current ac-
count imbalances in the euro area, wage moder-
ation scenarios in southern Europe are analysed
using a wage mark-up shock.'® A temporary re-
duction in the wage mark-up (a temporary real
wage decline) in southern Europe triggers a sharp
rise in employment and — in tandem with this —
growth in investment in this region. Aggregate
output increases in the medium term. Thanks to
the relative real wage decline, goods in southern
Europe can be produced more cheaply and there-
fore their price competitiveness within the euro
area improves. Export volumes rise as a result of
this real depreciation. However, at the same time,
real imports also increase because growth in out-
put induces higher domestic demand. The current
account hardly changes initially, while in the me-
dium term it improves slightly. In Germany, there is
a slight improvement in the current account bal-
ance in the short term, owing to growth in imports

being weaker than that of exports.
In the case of permanent wage moderation (per-

manent real wage decline), the expansionary ef-

fects on employment, investment and aggregate
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output in southern Europe become more intense
and more prolonged. Consequently, the current
account in southern Europe even deteriorates

owing to increased investment.

Common results

The simulations using NiGEM and the Bundes-
bank’s DSGE model illustrate that dampened wage
growth primarily affects the domestic labour mar-
ket by reducing underemployment. Furthermore,
the creation of new jobs necessitates an expansion
of the capital stock and leads to a sharp rise in in-
vestment. By contrast, the redirection of the inter-
national flows of goods as a result of the shift in
the relative prices plays only a subordinate role in
guantitative terms. The simulations with both
models show that, contrary to expectations, the
nominal current account balance can even deteri-
orate. However, because this is due to an increase
in the domestic economy’s performance and not,
for example, to excessive domestic demand, this is

not an unsustainable development.

Where there is high unemployment, wage moder-
ation is thus likely to pave the way to increased
employment and growth. By contrast, more mod-
erate wage development is, in some cases, a less
suitable means of correcting large current account
deficits. This essentially requires excessive domestic

demand to be curbed.

18 The supply of labour in the model is positively depend-
ent not only on the real wage but also on the marginal
utility of consumption, since the economic agents’ pro-
pensity to work decreases with increasing prosperity.

19 Since employees in the model have a certain degree
of market power, they demand a wage mark-up, the size
of which depends on their market power.

Correction

in the labour
market as a
characteristic
of wage
moderation





