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Imbalances and Debt Crisis in the Euro Area®

Juraj SIPKO

Abstract

The main goal of the article is to analyse somiticat macro and microeco-
nomic indicators between 1995 and 2012 in EU merstag¢es, but in particular,
in the Euro Area. By using quantitative and compiaiea analysis, the paper
found that there is a trend of both internal andeexal imbalances within the
single currency area. Both regression and correlatanalysis indicated statisti-
cally significant relations between the key maand anicroeconomic indicators,
such as the current account, market share, netriatnal investment position,
fiscal deficit and public debt, including imbalascan the TARGET2 system.
Based on this, the paper came to the conclusioh plia the economies on
a sustainable, solid and balanced economic grovethn pn the eurozone coun-
tries, comprehensive structural reform agenda isdeel, adopting and imple-
menting the medium-term fiscal consolidation planthe creation of banking
union would be critical.

Keywords: current accountfiscal balance, public debt
JEL Classification: F32, H60, H63

Introduction

The Rome Treaty set up very ambitious goals tateréhe European Com-
munity, which was further developed by adopting andlementing an institu-
tional and legal framework for the creation of theropean Single Market. Dur-
ing the final stage of the overall integration @se in the old continent a very
ambition goal was adopted — the creation of thenBooc and Monetary Union
(EMU). Based on the theoretical approach of Murid@l961) and McKinnon
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(1963), despite the progress which has been made 8ie creation of the single
currency, there are still some open questions caimagethe degree to which the
Euro Area fulfils the main feature of the optimatmency area.

The creation of the EMU as a final stage of therall integration process
was an unprecedented step in the right directiomddern economic history in
the old continent. In order to fulfil the main gdal create the single currency
area the Maastricht Treaty was adopted. In thistyrare clearly specified all
the necessary conditions and requirements for ledtadly a well-functioning
EMU. From the early beginning of the creation & MU, there was intensive
discussion about the role of fiscal policy in tlwgte currency area. In line with
the Maastricht Treaty, the Stability and Growth tR&GP) was adopted for es-
tablishing the rules for maintaining public finanme a sustainable level. Unfor-
tunately, the main principles and rules under t&P $rave been permanently
broken in some Euro Area countries, but, mainlthmee countries that now face
both huge internal and external imbalances.

There is empirical evidence that growing externabalances are linked to
fiscal deterioration. Therefore, the main goallo$ paper is to analyse the main
factors behind the present overall imbalances aitiqular, the unsustainability
of the current account and its implications on afawourable trend of public
debt in some Euro Area countries.

1. Theoretical Approach and Methodology

The latest development in the world economy wasrapecial attention. Aca-
demia, researchers, economists and policy-makersoaking for an answer to
what is behind pre- present stage of the extembhiances that have signifi-
cantly contributed to an unprecedented unfavouredbleslopment of public fi-
nance in some EU countries, but mainly in some Buea countries.

Generally, the trade imbalances within the sirmylerency area currently are
one of the key concern. However, these imbalaneffsct an important feature
of external imbalances and thus the systemic riskdeeviation from equilibrium.
Although an exact definition of external imbalanakses not exist, there is

2 The Theory of Optimal currency aresearly demonstrates the prerequisites for a fueit-
tioning currency area. Mundell, in his theory, emgiked that an independent monetary policy is
essential. In addition, Mundell underlined that fbe creation of an optimal currency area the
following conditions should be fulfilled: Individliaountries have the same symmetric cycles;
Mundell underscored in his theory that the potémtiambers of the monetary union should have
the highest level of political integration; Mundskt out that in an Optimal currency area there
should be a high degree of flexibility of nominahges and prices; One of the critical factors for
establishing an optimal currency area is traderé¢ot@ection and the existence of mobility of
production factors.



267

a generally accepted agreement that “external ipositof systemically im-
portant economies that reflect distortions or émisks for the global economy”
(ECB, 2008, p. 12). This definition covers bothreat account and financial
account.

In line with this, the Directorate General IntdrRalicies of European Parlia-
ment (see Mrak, 2011) offers the explanations ¢érexal imbalance’s concept.
It is described that two most possible dimensiaglesecompassing and creating
the imbalance. First, it refers to the current aotambalance, which means
surplus or deficit that could be specifically mengd in terms of the difference
between domestic savings and investment. Therefiers to the relation of capi-
tal to the financial account. If domestic savings kigher than investments this
leads to the current account surplus. On the dtaed, if a country invests more
than it saves, then domestic savings must be congpited with foreign savings,
which could mean a net inflow of savings from oeais The difference between
domestic savings and investment explains the cuacount imbalance.

In addition, it describes external imbalances ketwboth the capital and
financial accounts. If a country has a current antaleficit, it needs foreign
exchange to finance it. Large net capital inflowsotflows are caused by cur-
rent account deficits or surpluses that have diraptications on exchange rates.
In the same direction, as concerns current acceunpius countries, extra for-
eign exchange generated through larger exportsitigorts can be used.

Currently used the definition of external imbalesconsists of the following
elements: i.e., it refers to external positiongoenpassing current account posi-
tions as well as financial positions. In additidmefers to important Euro Area
economies, including both the deficit side (Gredtay, Portugal, Spain), and
the surplus side (Germany, Finland, Netherlandbgrdfore, in line with the
current account imbalances in some Euro Area ciasntit is necessary to ana-
lyse how these imbalances are connected with flwalfstance. In line with the
growing external imbalances and their impact onalisustainability, there are
new approaches in literature.

In analysing the implications of external imbales@nd their impact on pub-
lic finance, a methodology was used to describesiv@tions in which the mean
of public debt of individual countries in the Eukoea is treated as a variable
dependent on the value of another variable sucbua®nt account as well
as export market shares. A simple linear regresamalysis using the method
of least-squares estimation gives us the besinft model only under fulfilled
assumptions of the method. However, in the casenwbgression outliers are
confirmed, there are two options i.e., excludingliets from further analyses or
using the method of estimation which is not sevsitd outliers.
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Despite the fact that regression outliers areatiedkin the presented article, it
is important from an economic standpoint to incledéliers in the analysis. In
this regard, it might be more suitable to use ahouktthat is more resistant to
outliers than least squares, such as the 3-med@&hoch This method is used
when data shows a linear relationship and wheonitains outliers.

Nonetheless, the coefficient of correlation aseasure of linear relationship
between two variables is the same without deperydenanethod of estimation
of best fit line model when outliers are includedthe model. Additionally, by
excluding recognised regression outliers from aig)ythe coefficient of correla-
tion becomes higher while the p-value of the tdsito significance becomes
even lower.

In the article, as a result of the test of cotrefacoefficient, statistical signif-
icance is expressed using the p-value. A p-vahe gbserved significance level)
less thana level of significance implies that the correlatibetween the two
variables is significant with 100(1¢3 % of confidence. For the simple regres-
sion and correlation methodology, see e.g. McClBeason and Sincich (2008).

2. Literature Overview

Since the outbreak of the global financial cresigl recession numerous arti-
cles and research papers have been publishedatioreto the present current
account imbalances in the Euro Area countries.

Olivier Blanchard and Maria Milesi-Ferretti (200@)ovide a clear analysis
of the global imbalance. They describe the diffeeshetween ‘good’ and ‘bad’
current account deficits. Bad current account dsfare those which result from
domestic distortions or excessive fiscal positidlanchard and Milesi-Ferretti
and also comment that it is important to look bey@urrent accounts to the
whole structure of the capital (financial) accourtsey assume that current
accounts are fundamentally endogenous that reftectnet outcome between
savings and investment decisions taken by housghblegsinesses and govern-
ment across the whole economy. In addition, theplesized that the current
account position is a symptom not the cause. Tlgdthat the capital (or fi-
nancial) account, which is the mirror of the cutrancount, is the net of large
capital flows. These flows reflect the financiatidéons taken by both domestic
and foreign investors.

Historically, many researchers have found grovérggrnal imbalances within
the Euro Area countries. In this regard, Blanchemd Giavazzi (2002) devel-
oped a theoretical empirical framework to invedigpersistent imbalances in
the single currency area. This framework focusethercurrent account deficits
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of Southern Euro Area countries and the surplus&®oahern Euro Area coun-
tries. In line with this approach, Schmitz and wagen (2009) confirm the rela-
tionship between trade balances and per capitariesdn some EU countries
over the period from 1981 to 2005. In terms of eatraccount sustainability,
literature finds that if the current account defisihigher than 6% of GDP in the
Southern Euro Area countries, it is consideredetoifisustainable.

The global financial crisis and global recessi@epkned the persistent im-
balances in the Southern Euro Area countries. Bengg Nitsch (2010) perceive
these persistent imbalances in bilateral tradesta kesult of rigid labour markets
and growing spreads in competitiveness levels. dgerand Sodswiboon (2010)
find that a significant part of the current accodeficit is not explained by me-
dium-term fundamentals, such as demographic trehddevel of development
relative to trading partners, relative fiscal piasis, etc.

The global financial turmoil brought about excessimbalances, driven by
the existing current account deficit, in a majordlythe Euro Area countries.
Buiter, Michels and Rahbari (2011) find that excessmbalances are evident
particularly in the TARGET2 system. Some authorggsst that the growing
imbalances are a result of capital flows PisaniyFend Merler (2012), Born-
horst and Mody (2012) find that the TARGET2 imba&kes are more related to
private financial account movements than changesirent account deficits.

Since the European Monetary Union has been iredtacmore than 14 years,
it is necessary to make an ex post assessmeniewiops economic develop-
ment, which contributed to the present economicalarices, which have caused
unsustainable levels of public finance in some Enea countries.

3. The Past Development of the EMU

To be better understand the present stage of EkN&ldpment, it is im-
portant to analyse past development. Historicakgfore the establishment of the
single currency area, macroeconomic development nalively promising.
However, later on, there have been some trendsrefgénce between the Euro
Area countries. The question what is behind theustagnable development of
EMU? What are the main factors which contributedhi® deterioration of the
overall economic development in EMU? Which factare behind the fiscal
unsustainability — the debt crisis, widespread entn imbalances or the vul-
nerability of some EMU member states?

Therefore, it is of utmost importance to do a cozhpnsive analysis of the
main macroeconomic indicators in the EMU which nhigave caused the grow-
ing external imbalances, but mostly, of the curemtount deficit.
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3.1. Current Account

The external balance is always very importanttierassessment of competi-
tiveness and real convergence in Euro Area cosntfigure 1 shows the devel-
opment of the current account since 1995, includingoutlook for 2012. This
graph demonstrates that the higher the currentuatodeficit, the higher the
public debt. On one side, countries such as Grdéam#ygal and Spain have had
a current account deficit since 1995. On the ottide, Sweden, which has
a higher current account surplus, also has a Isealfideficit and public debt.

Figure 1
Current Account Balance
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Source:Author’s graph set out from Eurostat data (1999%2).

This graph also describes that there was a mareecgent trend within Euro
Area countries before the creation the single cuyearea. The higher the ex-
port, the higher the value added of export anchitjeer the current account sur-
plus, as in Germany and Sweden. The best approaahalysing the current ac-
count position is using the basing concept detexthby saving and investment.

3.2. Saving and Investment

For better clarification of the present stage ofavourable current account
development, it is necessary to analyse the histiodevelopment of their po-
sition at the beginning of the creation of EMU. liig 2 compares saving and
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investment and their impact on the current accaumhost debtor countries in
comparison with the most prosperous country thatr@ay is. Figure 2 clearly
shows that a majority of currently highly indebteduntries, in particular,
Greece, Portugal, including Spain, have reacheiffereht proportion between
saving and investment and different levels of asustainable current account
deficit, namely in Greece and Portugal. These tauntries are currently under
a strong stabilization program with ,Troika"“.

Figure 2
Saving, Investment and Current Account (% of GDP, 299 — 2003)
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Source Author’s graph set out from Eurostat and IMF dd180Q — 2003).

To analyse the huge negative proportions betwaemg and investment at
the beginning of the creation of the EMU in compan with Germany, it is
necessary to compare the changes after the outbfea& global financial crisis
and recession between 2007 and 2008. Figure 3 degrates that due to the real
external shocks, all debtor countries namely, R@adtultaly, Ireland, Greece,
Spain (well-known PIIGS countries) have reachedatieg trends in terms of
saving, which caused unsustainable levels of tineectiaccount deficits, name-
ly, in such countries as Greece, Spain, Irelandaarelatively manageable level
of current account deficit in the case of Italy.rélagain Germany offers a text-
book example of the theoretically used concephefdurrent account by using
saving and investment — the higher the saving,higber the current account
surplus.
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Figure 3

Changes in Saving, Investment and Current Accountchanges 1999 — 2001 to
2007 — 2008)
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Source Author’s graph set out from Eurostat and IMF d&126Q — 2008).

From this historical analysis, it is clear thahtththose countries that have
reached higher proportions between saving and imesg in favour of invest-
ment before the crisis, have reached also unsasiaircurrent account deficits
which have deepened during the global financigis®dnd recession.

3.3. Interrelation between GDP, Current Account and Fiscal Deficit

The global financial crisis significantly contrifed to the deterioration of
fiscal sustainability in Euro Area countries (seabT 1). The table clearly
demonstrates two groups of countries.

On one side, such countries as Finland, GermadyNgtherlands imple-
mented structural reforms in the past and havetivelg high productivity
growth and their products are very competitivehia international market. These
countries do not have problems with the sustaiitglaf public finance and debt
sustainability.

This group of countries has reached a currentuatcsurplus even when the
global economy was in a mild path of recovery (2612D11). High productivity
growth combined with highly competitive productgrsficantly contributes to
the positive external positions in these countries.
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Table 1

Real GDP Growth, Current Account, Fiscal Deficit, Riblic Debt of Selected
Eurozone Countries

GDP Current account Fiscal deficit

Country

2010 2011 2112 2010 2011 2112 2010 2011 2112
Finland 6.6 35 2.2 3.1 2.5 2.5 -1.8 -1{2 -1.2
Germany 3.6 2.7 13 5.7 5.4 4.9 -10 -11 —0.9
Netherlands 1.6 1.6 1.3 7.1 75 e —4l4 -3.5 -B.7
Greece —4.4 -5.0 -2.0 -10.5 -84 —6.7 -9.5 -2 9 6.
Italy 13 0.6 0.3 -3.3 -3.5 -3.0 4.0 =277 -25
Ireland -0.4 0.4 15 0.5 1. 19 -103 -8{5 -1.7
Portugal 1.3 2.2 -1.8 -9.9 8,6 —6.4 712 —4.8 —f.4
Spain -0.1 0.8 11 —4.6 3.4 =31 —6|7 —4.0 5.6
Slovakia 4.0 3.3 3.3 -3.5 -1.3 -1.1 —-6{0 -5.7 -5.9
Euro Area 1.8 1.6 1.1 0.8 0.8 1.0 —4.1 -35 -3.3

Source Table set from Eurostat and IMF data (2010 — 2012).

On the other side, countries such as Greecentigldaly, Portugal, Spain
and Slovakia, with relatively low levels of struclreforms, very low producti-
vity growth and with a relatively very low level acbmpetitiveness, have reached
current account deficits.Based on the economic outlooks of the Internationa
Monetary Fund (IMF), European Commission (EC), pean Central Bank
(ECB), fiscal deficit have been improved during 204 2013. However, the
public debt sustainability will be deteriorated Ipdibr the same period for all
debtor countries, but mainly in Greece, IrelanalyltPortugal and Spain.

The global financial crisis unprecedentedly himeas$t all EMU countries, but
in particular, Greece, Ireland and Portugal, wittlyland Spain shortly thereaf-
ter. In Greece, the origin of crisis lies in thevgmment sector. The Greek au-
thorities were not able to manage public finangasrapriately. On one side,
revenues significantly decreased and expenditwsss due to high social trans-
fers and high pensions. Therefore, the Greek atit®iapplied for an adjust-
ment program with the EC, ECB and the IMF.

The program was oriented on both fiscal policy amdctural policy. In terms
of an adjustment program and its implementatioGlieece, the political commit-
ment did not materialize. Therefore, Greece apgtied second program with the
EC, ECB and IMF. This program was focused on debtagnability. In addition,
in order to realize productivity gains, the newgyeom was oriented on liberaliza-
tion of labour and service markets. So, this apgra@ncentrated on improving
competitiveness. The main idea was to eliminateewagidities and to create con-
ditions so that the wage level would be consisiétit the growth of productivity.
In this regard, labour costs should improve by &bé@o by 2015.

Researchers, academia, economists and policy-majezrsrally agree that the higher the
current account deficit, the higher the public debt
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Furthermore, a new program has addressed Greeosisstainable debt
dynamics. Except a nominal reduction in the valibands by 53.5%, there is
also an interest rate reduction on official debdspite these very positive con-
ditions, which are very generous, there is stifrablem with financing needs.
Based on the conditions set out in the programeGrewill be able to reduce
public debt to a range of 116 — 117% by 2020. breoto fulfil this very ambi-
tious goal, the Greek authorities should implenmahthe necessary measures
in a timely manner. One of the key factors thahiigantly contributed to the
present unfavourable development in the Euro Amantries are excessive
imbalances.

3.4. Excessive Imbalances

After the breakout of the global financial crisisd the global recession dur-
ing the last three years, the situation in EMU ¢oeas has significantly deterio-
rated. There have been some trends of divergestsauh of convergence.

The latest data clearly demonstrates that in & [Eountries, the economic
imbalances continued and that the Euro Area camis dealing with the vul-
nerability of the main macroeconomic indicatore(Fable 2).

This negative economic development caused thepresvereign debt crisis
in the Euro Area countries. At present, in the lrayirrency area, there are two
groups of countries. The first group of countries heached a high level of
competitiveness, such as Finland, Germany and Natits. The second group
of countries, such as the now well-known PIIGS ¢oes, are not able to com-
pete in the international market.

The countries with high productivity growth havweached a high level of
foreign exchange reserves, which significantly dboted to the Net Investment
Pasition (NIP), see Table 2. Both the current antsurplus and an export mar-
ket share have positive impact on lowering pubdibtd

The results of fitting a linear model to describe positive linear relationship
between the public debt and the current accountitlef some selected coun-
tries are presented on Figure 4.

Since the p-value calculated in the ANOVA tablédeiss than 0.05, there is
a statistically significant relationship betweerm thublic debt and the current
account deficit at the 95.0% confidence level, ildthg such countries as
Estonia, Greece, Ireland, Portugal, the Slovak BepuSlovenia and Spain.
The correlation coefficient r = — 0.47 indicatesnadium negative linear rela-
tionship between public debt and the current actsurplus. However, there
is a positive correlation of general governmenttdeith the current account
deficit.
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Table 2
Excessive Imbalances in the Euro Area Countries
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Belgium -0.8 66.9| -15.7 0.2 76 164 233[9 94.2 8156
Germany 5.5 375 -8.3 —4. 6.8 38 1364 832 7635
Estonia 12| -65.2 0.0 2.4 14 -3y 1650 g.7 166
Ireland -1.8| -86.5| -12.7 81 -7B8 =25 284.3 92.591 894
Greece -11.3| -93.7 -20. 3.2 6l6 —32 126.8 1444.971 085
Spain 55| -96.0] -11.9 -0.9 -0 -25 220.1 6.0 7 488
France -1.8| -10.9] -19.3 -3 6.6 7|4 16Q.7 8p.3 5682
Italy -31 | -26.6| -19.0 -2.3 6.9 45 1349 1184 50P
Cyprus -104 | -62.4| -16.7 -0.2 78 279 316.3 6.5 7 750
Luxembourg 6.4| 126.4 2.3 1.0 168 -4 259.9 19.1 138
Malta -3.3 0.0 0.0 -2.9 5.7 . 209.2 69/0 —623
Netherlands 5.6 30.9 -8.1 -2.0 6.3 3(1 218.7 62.9 0692
Austria 3.1 -7.7| -151 -19 7.1 5.8 160[7 718 s5¥
Portugal -10.6 | —104.6] -9.5 -2.8 34 3l6 247.4 98.343 421
Slovenia 21| -34.9 -5.9 0.2 13.1 1/0 128.2 38.8 694
Slovakia -31| -64.2 32.1 8.9 8.4 49 742 410 81®B
Finland 1.6 11.9| -18.8 -09 105 2.8 172/4 483 738

Source Table set from Eurostat, ECB and IMF data (2009112

However, countries with a relatively high curremcount surplus, such as
Germany, Finland, Netherlands, and Luxemburg haseageable public debt
positions. The higher the value added of expo#d,Higher the current account
surplus and the lower the public debt (see Figire 4

The results of fitting a linear model to descritiwe positive linear rela-
tionship between the public debt and the currenbact balance of some se-
lected countries are summarized in Table 3 andhgcafly displayed on the
Figure 5.

Since the p-values, calculated in the ANOVA taptee less than 0.05, there
is a statistically significant relationship betwegublic debt and the current ac-
count balance at the 95.0% confidence level, inolmduch countries as Den-
mark, Estonia, Greece, Ireland, Portugal, the ¥dRapublic, Slovenia, and
Spain, as well as the average in Euro Area cowmntrie
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Figure 4
Public Debt vs. Current Account Balance
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Figure 5
Public Debt vs. Current Account — Positive Correlaion (% of GDP)
200.0
L—
175.0 _ = -
150.0 -
125.0 — = -
~ 100.0
o A
s A
5 750
) A—
& K &
50.0
00-©
25.0
0.0 T T T T T . r r
-15 -13 -1 -9 -7 -5 3 -1 1 3 6]
Current account
=Greece —Ireland @Italy APortugal A Slovak Republic ®Slovenia ©Spain - EuroArea average

Source Author’s graph set out from Eurostat and IMF d&@06 — 2013; progn. 2017).



277

The correlation coefficients from 0.7086 (Estorim)0.9692 (Spain) indicate
a relatively strong linear relationship between lgutebt and current account
balance. However, that is the principally strongessitive correlation in the
countries with the highest current account deficit.

Conversely, the higher the value added of expbet,higher the current ac-
count surplus, the lower public debt as (see Taplen particular, in Germany
(for linear relationship in the period of time 2002013 measured by a correla-
tion coefficient ofr = —0.7191;p = 0.0290), Austriar(= —0.7665;p = 0.0160),
and Finland (with the strongest negative corretatie= —0.9055p = 0.0008).
For the graphical explanation of the negative linearelations of current ac-
count surplus and public debt, see the considerasdgative slopes of the fitted
linear models of Austria, Finland and Germany ayuFe 6.

TheR-squared statistic of the last row in Table 3 iaths that the linear model
of average public debt as fitted explains a higipprtion (52.6662%) of the vari-
ability by change of average current account ferEbro Area countries.

Table 3

Results of Regression and Correlation Analysis ofublic Debt vs. Current Account
(2006 — 2012)

Lhngirg%ctiel. Slope r r-squared
\F/)s. current s li?’:\srtes ¢ statistic f-ratio p-value correlation | (adjusted for
account egtimate coefficient d.f.)in %
Austria -3.80 -3.16 9.97 0.02 -0.77 52.86
Belgium -1.08 -0.74 0.55 0.48 -0.27 7.23
Denmark 1.98 2.83 8.02 0.03 0.73 46.73
Estonia 0.20 2.66 7.06 0.03 0.71 43.10
Finland -2.88 5.64 31.86 0.00 -0.90 79.41
France —4.54 -0.59 0.35 0.57 -0.22 4.72
Germany -5.57 -2.74 7.49 0.03 -0.72 4481
Greece 5.34 5.09 25.93 0.00 0.89 75.70
Ireland 10.63 7.85 61.69 0.00 0.95 88.35
Italy 1.12 0.30 0.09 0.78 0.11 1.24
Netherlands 0.05 0.03 0.00 0.98 0.01 0.01
Portugal 4.70 6.20 38.49 0.00 0.91 82.41
SR 2.32 8.02 64.35 0.00 0.95 88.79
Slovenia 5.03 5.52 30.42 0.00 0.91 78.62
Spain 5.71 10.42 108.55 0.00 0.97 93.08
Switzerland 0.36 0.60 0.36 0.57 0.22 4.88
Eurozone 11.54 2.79 7.79 0.03 0.73 45.90

Note: *The Durbin-Watson (DW) statistic tests the resilduo determine if there is any significant caatiein
based on the order in which they occur in your diggaSince the p-value was greater than 0.0%lircases)
there is no indication of serial autocorrelatiorihe residuals at the 95.0% confidence level.

Source Author’s calculation based on Eurostat data (202612).
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On average for the Euro Area countries the cdioglacoefficient equals
0.7257151p = 0.0269) and indicates a moderately strong pa@slitiear relation-
ship between public debt and current account. dfitye it means that the high
level of current account deficit is strongly coateld with the high level of public
debt and opposite.

Figure 6
Public Debt vs. Current Account — Negative Correlabn (% of GDP)
100.0 - BT c
—— °
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" Current account
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Source:Author’s graph set out from Eurostat and IMF d2@06 — 2013; progn. 2017).

Deterioration of public finance was significantrithg the outbreak of the
global financial crisis and global recession. Sateétor countries have been
successful in reducing overall fiscal deficit suzh Greece, Ireland and Italy
during the last years. However, since the glohadrftial crisis have started,
sustainability of public debt was significantly debrated in all Euro Area coun-
tries, but in particular, in Greece, Ireland, ltdPprtugal and Spain.

Since theEMU was created, some excessive imbalances amandeuno
Area countries have appeared. Loss of competitsseéways caused current
account deficits and brought about a reductionconemic growth as there was
deterioration in public finance. On one side, thomentries which are in line with
world competition, such as Finland, Germany, Luxeur and Netherlands
have current account surpluses, relatively verya Imgt international investment
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positions, stable labour costs, manageable pulelit Balances and relatively
positive trends in reducing unemployment.

On the other hand, such countries as the pre$i&s$ Pwhich lost their com-
petitiveness, have current account deficits, negatet international investment
positions, experienced a loss in market share, kawe high public debt and
growing unemployment.

Countries such as Greece, Ireland, Italy, Portagdl Spain, with a low level
of structural reforms, very low productivity growtnd with a relatively very
low level of competitiveness have reached currecvant deficits.

Figure 7
Public Debt vs. Export Market Shares
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Source Author’'s graph set out from Eurostat and IMF data (2012).

There is a generally accepted opinion that thbdrighe current account defi-
cit, the higher the public debt (Kumar and Woo, @0XCritical for economic
development is to measure export performance (Rein010).

The majority of countries, including the most teclogically developed
countries such as France, Germany, Netherland&iatahd, gradually declined
their share in the international market of goodd services (see Figure 7). The
method of least squares has been used for theagistimparameters of the linear
model. However, in the case of testing the regoesanalysis for outliers, Slo-
vakia has been identified as an outlier.
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Based on the methodology, the least squares fona®n parameters of
a linear model, Slovakia has to be excluded fromm thodel. (In that case, we
came to the following results: correlation coefficir = —0.674719; linear
regressiony = —3.19459 + 36.1891;r> = 45.5246%:p = 0.0041.) The main
purpose of the analysis was to include all coustriecluding Slovakia. In this
regard, it might be better to use a method thatase resistant to outliers than
least squares, such as the 3-median method. THhisochés used when data
shows a linear relationship and when it containdiesa. (Using the 3-median
method, the equation of the fitted modelyis: —3.30479 + 36.8541.)

The main goal of this analysis is to confirm si@tally significant correlation
between general government debt and export maheet sof individual Euro
Area countries. In this regard, it is importantttti@e linear dependency of the
general government debt on export market sharebdesconfirmed.

The main reason is slow realization of structuedbrms, but also a signifi-
cant factor is steadily growing economies of enmggmarkets; mainly, in
Southeast Asia. The most indebted countries haaghesl the most remarkable
changes (e.g. Greece, ltaly, and Portugal).

There are only two countries that have recordgtidri export market share —
Luxemburg and the Slovak Republic. One explanafamincreasing market
share of Slovakia might be that it has relativedyywiow labour costs in compar-
ison with other export-oriented countries in thed=Area.

By taking into consideration a threshold of 35%GiP NIIP (Net Interna-
tional Investment Position), there are two cleanatasions. First, those coun-
tries whose economies are export-driven, such a®&wg/, Netherlands, Finland
and Luxembourg, have a very high proportion of ¢hieslicators. Second, those
countries that remarkably lost market share, inolydieterioration of competi-
tiveness that led to high public debt and have l@my(negative) NIIP.

A majority of countries with a very negative treafiNIIP such as Greece,
Portugal and Spain also belong to the most indetedtries. Lack of structural
reforms and loss of competitiveness are the matorfithat contributed to these ne-
gative trends in NIIP. In line with growing imbalzes, it is necessary to analyse
a new phenomenon that relates to the latest imbasain the TARGET system.

3.5. TARGET2 Imbalances

One of the critical pillars of the creation of tB&ropean Monetary Union
was the establishment of TARGET2, i.e., a real-tgness settlement system
operated by the Eurosystem. This system operatesée the central banks of
Euro Area countries and was created for the settieraf open market opera-
tions. Furthermore, TARGET2 includes cross-bordandactions, including the
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ECB as the central counterpart of the Eurosystemedlity, since its creation,
TARGET?2 has been operating as following: a bank ttznsfers funds located
in some Euro Area countries transfers funds toterdbank in the Euro Area.
This transaction records as a deposit and a battheifcuro Area that receives
the funds records a liability.

The analysis concentrates on two periods. The ggsiod covers data since
the creation of TARGET2 until July 2007 and theoset period since August
2007 until December 2012.

Since the creation of the European Monetary Untios,TARGET2 was more
or less in balance (see Figure 8). It was one eb@gmpthe case of France that
recorded a relatively high volume of imbalancea short period of time. However,
even some currently high debtor countries suchaatufal and Italy operated
with surplus within TARGET2 until the beginning thfe global financial crisis.

Figure 8

Balance of TARGET2 since January 1999 until July 207 (bn EUR)
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Source:Author’s graph set out from Eurostat (2012).

Since the breakdown of the global financial crisi®&ugust 2007, the overall
volume of flows under the TARGET2 system has sigaiftly increased. This
trend was strongly supported by intensificationhaf sovereign debt crisis in the
Euro Area countries. These very negative trendsu(ei8) have been influenced
by the intensification of sovereign debt countrimgjnly in peripheral Euro Area
countries such as Greece, Portugal, Spain, inauitkdy .
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Figure 9

Current Account Balance vs. Balance of TARGET?2 sine August 2007
until December 2012 (bn EUR)
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Source:Author’s graph set out from Eurostat (2012).

Figure 9 clearly demonstrates that on one sidehigfher surplus of TARGET2
system, the higher the current account surplustch countries as Germany,
Luxembourg, and Finland.

On the other hand, the higher the current accdeiditit, the higher the nega-
tive balance within the TARGET2 system in such ¢des as Greece, Portugal,
Spain, including France. Here, we found a stagifiticsignificant positive corre-
lation between the current account balance antidtence within the TARGET?2
system (coefficient of correlatiarn= 0.56;p = 0.02).

Conclusion

When EMU was created, the promising trends spijesred in some major
macro and microeconomic indicators, mainly on theent account. However,
based on analysis using the external account cgnitepfirst lesson could be
learned was that countries which have reached higivestment that saving
have reached also higher current account defitkis. former significantly con-
tributed to the present unfavourable developmempiubfic finance. In this regard,
however, one of the critical issues was loss ofefitiveness in some countries
as well as low level of fiscal discipline. In addit, the latest accumulation of
TARGET2 imbalances even more intensified the grgvilmbalances in the Euro
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Area. Here, it might be interesting to learn fraseaarchers, academia, economists
and policy-makers what the implications might b¢h#se imbalances will grow
further and what their potential consequences dd'€@onetary policy would be.

The second lesson might be learned that the fdisalpline under the Stabi-
lity and Growth Pact. Based on official data anialythere is a clear conclusion
that a majority of countries joining the EMU perreatly broke down the basic
rules in the Stability and Growth Pact. Therefame,institutional framework for
implementing all the necessary measures for staglithe fiscal side would be
needed. The most important factor is implementatiball necessary measures
in this regard. However, these measures shoulditothe existing international
commitments, to foster competitiveness and to smEeemployment, while
maintaining consolidation targets. Therefore, meliwith this, the creation of
a fiscal union, including risk-sharing, will be &g in the right direction and the
lately adopted ,fiscal compact” is promising. Impimg fiscal governance will
enshrine the fiscal ,golden rule* in EU member etat

The recent developments in some countries in the Brea clearly shows
that there is no doubt that behind this very uniasble economic development
is relatively poor leadership and the lack of goegice of the European Union.
Since the European Monetary Union was created @ditical project, the ful-
filment of their own political commitments would lessential for the future and
would save the single currency union.

The main contribution of the paper is the bas@lysis regarding both exter-
nal and internal imbalances in the Euro Area caesittnd how these imbalances
are related to the present unfavourable developwfedébt crisis in some Euro
Area countries. This paper does not cover all @spefcboth internal and ex-
ternal imbalances. However, based on comprehems$igeacter of the present
financial, economic and debt crisis, it would bewiateresting to continue with
the further and deeper analysis in this area.
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