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a  b  s  t  r  a  c  t

The  aim  of  this  paper  is  to  cast  light  on  possible  influences  of  current  account  imbalances
on the  escalation  of  systemic  risk  which  hit  the  Eurozone.  The  hypothesis,  which  was set
up by  examining  empirical  evidence,  points  to heterogeneity  across  the macroeconomic
conditions  prevailing  in  different  clusters  of  EMU countries.  Given  the  strengthened  finan-
cial and  real  interconnections  across  the  EMU  countries,  the  capital  flows  triggered  by
widening  distances  between  surplus  and  deficit  trade  balances,  and  also  between  sound
and deteriorating  public  budgets,  represent  an  important  factor  magnifying  systemic  risk
and contagion.  The  econometric  estimates  we conducted  concern  two  sub-periods,  the  two
decades  from  the  launch  of  the  EMS  in  1979  to  1999,  and  the first  twelve  years  (1999–2010)
of the  monetary  union.  The  findings  sound  as  a confirmation  that  the strengthened  finan-
cial and  real  interconnections  across  the  EMU  countries,  instead  of  facilitating  convergence
among  the  Core  and  the Peripheral  economies,  have  magnified  and  mutually  reinforced
imbalances.  The  divide  between  surplus  and  deficit  countries  – the backward  EMU  countries
running  larger  current  account  deficits,  and  the  more  advanced  countries  accumulating
larger  current  account  surpluses  – have  brought  about  increasing  capital  outflows  from
the Periphery  to pay  for excess  imports  from  the  Core.  Conversely,  increasing  capital  flows
were invested  by  the banks  of  the  Core  countries  in the  Periphery’s  public  bonds.

© 2012 Elsevier B.V. All rights reserved.

1. Introduction

The adoption of the Euro was a major change for Europe. On the one hand, the end of the currency risk magnified
opportunities for portfolios’ cross-border reshuffling. The financial integration brought about a huge increase in the liabilities
of commercial and investment banks, set up wide opportunities for risk diversification and securisation, and activated the
reallocation of capital flows in search of the highest short-term rate of return. On the other hand, the policy instrument that
had been extensively used by the laggard economies, that is the nominal adjustment permitted by the participation in the
fixed – but adjustable – exchange rates of the European Monetary System (EMS),1 was  lost. Since wage and price reductions
remained the sole adjustment tool facing negative shocks, macroeconomic imbalances across the European Monetary Union
(EMU) countries have exacerbated.

Two interpretations of current account imbalances within the Eurozone have been proposed, one centred on domestic
demand, the other one on real divergence. The first interpretation posits the European monetary and financial integra-
tion fully within the financial globalisation scenario. The seminal paper on rising current account imbalances in Europe
naturally pointed to the structural change represented by the financial liberalisation, which, in the last decades, has fos-
tered an unprecedented jump in capital movements worldwide (Blanchard and Giavazzi, 2002). This paper argues that the
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1 The EMS  was  launched in 1979, aiming at establishing the “public good” of monetary stability in Europe, through its exchange rate mechanism (ERM).
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Feldstein–Horioka puzzle (i.e. the home bias characterising financial markets) has been fading in Europe. Two facts underpin
this view. First, as an effect of both faster financial innovation and the creation of the Euro, cross-border assets and liability
positions have hugely increased, at a pace even faster than that taking place at the world level (Lane and Milesi Ferretti,
2008). In fact, financial integration across the European capital markets has eventually taken the shape of the substitution of
a home bias with an euro bias (Balli et al., 2010). Second, while the direction taken by capital movements between the United
States and the Asiatic financial markets does not confirm the theoretical prediction whereby capitals should move from
high to low per-capita GDP countries, this diversion of financial flows has typically occurred within the Eurozone. A recent
econometric investigation reveals a quite substantial financial deepening of European capital markets, whereby divergent
capital endowments across the EMU  countries triggered financial flows going from countries where capital was abundant
to countries where it was scarce (Schmitz and von Hagen, 2011). The faster financial integration, and the faster convergence
between the advanced and the backward economies of Europe, the larger current account imbalances ensue.

In this perspective, the European monetary integration process has been straight understood as an aspect the overall
financial globalisation process. The acceleration in current account imbalances across the countries belonging to the EMU
is viewed mirroring of the decoupling between savings and investment which has taken place worldwide after the capital
markets’ liberalisation. In the low per-capita GDP countries, firms enjoyed the advantage to be trusted by the banking
institutions of the more advanced countries as debtors backed by solid national and European institutions, though their
expected returns were uncertain, being too much linked to speculative investments in the real as well as in the financial
sectors. Similarly, governments benefited from the disappearance of the currency risk premium from the interest rates on
their public debt, even if their public finances were far from sound. The Euro denomination swiftly equalised governments
with a wobbly reputation as for rigorous management of the inter-temporal budget constraint to governments whose higher
reliability was warranted by low levels of public deficit and debts.

The view that the introduction of the Euro prompted real convergence among the European economies does not rely on
straightforward evidence. Econometric studies indicate that the distinctive feature of the diversion in trade flows within the
Eurozone is the persistence, more important than the size, of surpluses and deficits (Decressin and Stavrev, 2009). The large
deficits accumulated by the foreign sector of some EMU  countries are likely to reflect profound weaknesses in their private
and/or public sectors (Belke and Dreger, 2011). Thus, the expectation that the reallocation of capital flows across Europe
would have allowed the “convergence countries” of the Eurozone to climb up on the advanced countries’ technological
frontier (Aghion et al., 2005) has been disproved. Financial integration has not brought about the catching-up by laggard
EMU economies such as Greece and Portugal, and even Ireland – by large the best performer in Europe as for per-capita
GDP growth – suffered in the last years a striking set-back. The highly uneven propagation of the financial crisis across the
EMU economies suggests that more complex developments than a well-balanced catching-up process sustained by financial
integration have been taking place in the EMU.

The second interpretation of the widening current account imbalances shifts attention from financial globalisation to
the interplay between the real and the financial sectors within the Eurozone. When the monetary union was  launched, the
real convergence of the less advanced productive systems towards the most efficient ones was  far from being completed
(Farina, 2001). The functioning of the real economy under the macroeconomic governance ruled by the European Central
Bank (ECB) and the Stability and Growth Pact (SGP) has resulted in a widening divide between the Core2 and the Peripheral3

EMU countries. The large diversions in trade flows between the two groups of countries, measured as the fraction of deficits
and surpluses in total bilateral trade, appear to be correlated with the degree of labour market regulation (Berger and
Nitsch, 2010). In fact, nominal rigidities are held responsible for divergent macroeconomic performances across countries
(Arghyrou and Chortareas, 2008). Heterogeneous paths of the Real Effective Exchange Rate (REER) among the economies of
the monetary union are also attributed to the persistency of productivity gaps across the service sectors of the EMU  countries
disproportionately affecting national overall price levels, which magnify the impact of the Balassa–Samuelson effect within
the Eurozone (European Commission, 2006).

This interpretative framework needs be completed with the role played by common monetary policy. Being the sole cen-
tralised institution of macroeconomic governance, the ECB was not foreign to the mounting of macroeconomic imbalances.
To set a common monetary policy, by working out the interest rate according to the EMU-average inflation and output gaps of
the Taylor rule, is problematic in case of highly heterogeneous countries, as unlikely it “does fit all” (Le Cacheux and Saraceno,
2008). A country experiencing a negative output gap wider than the EMU  average is bound to suffer from monetary policy
under-stabilisation (Farina and Tamborini, 2004). After the demise of currency risks and the huge shrinking of the default risk
premia (the less disciplined governments benefitted from Euro-denominated public debts), the higher-than-EMU-average-
inflation countries enjoyed real interest rates significantly lower than EMU-average (see European Commission, 2010). The
enlarged scope for the accumulation of external liabilities resulted in an enormous expansion in the bank financing, which
provoked an overheating of domestic demand in the 2004–2007 period and fuelled huge price increases mainly in the hous-
ing and financial markets. These bubbles encountered the benign neglect of the ECB, as stock prices are not considered in the

2 Austria, Belgium, Finland, France, Germany and the Netherlands. Obviously, until 1990 econometric estimates refer to data for West Germany. The
following symbols will be used hereafter, respectively: AT, BE, FI, FR, DE, NL.

3 Greece, Ireland, Italy, Portugal and Spain. The following symbols will be used hereafter, respectively: GR, IE, IT, PT, ES.
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