ISSUE 2011/05
MAY 2011

Telephone
+3222274210
info@bruegel.org

www.bruegel.org

THE EURO AREA'S
MACROECONOMIC
BALANCING ACT

GUNTRAM B. WOLFF

Highlights

The European Systemic Risk Board (ESRB) and the proposed prevention and
correction of macroeconomic imbalances regulation (EIP) are designed to
avoid imbalances. However, these instruments overlap, and need clarification.
Both the ESRB and the Commission, which is given certain powers by the EIP,
must identify and act early on risks. Acting in the face of strong economic
and political pressure is difficult. Complementing the current approach with
transparent and rules-based mechanisms will reduce this

The EIP regulation would benefit from a clause allowing recommendations to
be addressed not only to member states.

Conflicts between the ESRB and Commission could arise. In this case, the
Treaty requires the Commission to issue a recommendation even if the ESRB
issues a negative finding.

Legally, it might not be possible to exclude the use by the Commission of
confidential information obtained in the ESRB.

Guntram Wolff (guntram.wolff@bruegel.org) is a Research Fellow at Bruegel.
Excellent research assistance was provided by Mouhamadou Sy.
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1 INTRODUCTION

In the run-up to the financial crisis, significant
macroeconomic imbalances built up in the euro
area. Too low financing costs led to a misalloca-
tion of capital. Households and corporations both
increased their borrowing and amassed substan-
tial private sector debt. The borrowing fuelled
asset price booms, which were particularly strik-
ing in those countries with the greatest underly-
ing credit dynamics?.

The flip-side to the build up of these credit and
asset driven imbalances was increased current
account deficits and a gradual erosion of compet-
itiveness, together with increases in external
debt?. The imbalances have proved highly damag-
ing for the cohesion of the euro area, and some
imbalances have spilled over to other euro-area
economies. Spain, for example, witnessed a hous-
ing bubble and a private-sector credit boom, which
were essentially sustained by significant capital
inflows. These capital inflows were associated
with big current account deficits and led to a sharp
increase in Spain's external liabilities. The correc-
tion of these imbalances has strong effects on
domestic demand and growth; it also severely
impacts on public finances and on the banking
system. Similarly, the bust in the Irish real-estate
market undermines the stability of the Irish and
euro-area financial systems. The real-estate boom
is thus both a macroeconomic imbalance and a
significant source of systemic risk.

Until now, the EU has not had effective mecha-
nisms to address macroeconomic imbalances
that are not fiscal. In fact, the EU macroeconomic
surveillance framework prior to the crisis was
almost exclusively focused on fiscal discipline.
Recognising the importance of non-fiscal imbal-
ances, the EU is reforming its policy framework in
order to prevent similar imbalances from emerg-
ing in the future. The new framework is broader

and consists of two basic pillars. The European
Systemic Risk Board (ESRB), operational since
January, is tasked with preventing instability in
the financial system. The second pillar is a regu-
lation analogous to the Stability and Growth Pact,
which will allow the European Commission, via the
Council, to give recommendations to EU member
states to prevent and correct macroeconomic
imbalances. This regulation, on the prevention and
correction of macroeconomic imbalances (known
as the EIP regulation), is at the time of writing in
the legislative process?®.

The EIP regulation would constitute a significant
step towards more effective macroeconomic sur-
veillance in the EU. It is a tool for detecting macro-
economic imbalances early on, and issuing
preventive policy recommendations. In case sig-
nificant macroeconomic imbalances exist, it can
result in the issuing of corrective policy recom-
mendations that can ultimately be followed by
fines. It remains to be seen which problems and
policy areas the Commission will concentrate
efforts on once the regulation is in place. Certainly,
areas that would jeopardise the proper function-
ing of EMU would need to be looked at. This could
include labour, product and financial markets.

It appears likely that the ESRB and the topics cov-
ered by the EIP regulation will overlap in some
important areas. This Policy Contribution dis-
cusses this overlap and makes proposals for
improving the effectiveness of the framework
where there are overlaps. Moreover, we draw
attention to the fact that discretionary action to
prevent future crises is difficult and that both pil-
lars rely mostly on policy discretion. The new
framework should therefore rely as much as pos-
sible on automatic built-in mechanisms that
increase the resilience of the financial system and
reduce the pro-cyclicality of credit and asset mar-
kets. By doing so, the likelihood and size of macro-
economic imbalances and systemic risk will be
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significantly diminished. At the same time, it is
clear that considerable discretionary action
remains vital to addressing imbalances that are
specific to an individual country and would not be
addressed by a rules-based framework.

The Policy Contribution is structured as follows.
The next section shows that many macroeco-
nomic imbalances and systemic risks are linked,
and will often require similar policy action. Section
3 clarifies the policy framework and section 4
makes suggestions for an improved framework.

2 MACROECONOMIC IMBALANCES AND SYSTEMIC
RISK

Macroeconomic imbalances are often reflected in
the strong and persistent divergence in euro-area
current accounts and have led to a build-up of
large external debt positions in a number of euro-
area countries (see Figures 1 and 2).

The external divergence has been driven by
significant differences in national credit
developments. Figure 3 shows that between 1999
and 2007 the average growth of private credit in
Greece, Ireland, Portugal and Spain was much
higher than the average credit growth in the core
euro-area economies of Austria, France and
Germany. Accordingly, there is a negative
correlation between private sector credit growth
and current account levels.

Unfortunately, not all the capital flows have been
used productively. In fact, the current-account
divergence and the national credit booms have
often gone hand in hand with asset price booms,
in particular in the housing market. Figure 4
shows that real house-price increases have been
much more pronounced in Greece, Ireland and
Spain than in the average of the euro area. The
European Commission (2009) provides evidence
that house price increases have been linked to the
current-account developments, and that the link
is stronger in European Economic and Monetary
Union (EMU). As housing markets often constitute
an imbalance of macroeconomic relevance, the
European Commission has rightly suggested
including a housing indicator in the 'Scoreboard'
that it plans to use to detect macroeconomic
imbalances at an early stage.

Figure 1: Current account divergence in selected
euro-area countries (% of GDP)
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Figure 2: Net financial assets of the total econ-
omy relative to the rest of the world (% of GDP)
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Figure 3: Credit growth to the private sector and
average current account levels*
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Such rules would, however, not make deep eco-
nomic analysis superfluous. On the contrary, as
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BOX 1: THE LEGALLY DEFINED SCOPE OF THE
ESRB AND THE EIP

Article 3 of the ESRB regulation defines the mission
and objectives of the ESRB: “The ESRB shall be
responsible of the macro-prudential oversight of the
financial system within the Union in order to con-
tribute to the prevention and mitigation of systemic
risks to financial stability in the Union that arise from
developments within the financial system and taking
into account macroeconomic developments, so as to
avoid periods of widespread financial distress. It
shall contribute to the smooth functioning of the
internal markets and thereby ensure a sustainable
contribution of the financial sector to economic
growth.” (Article 3(1))°. The key concept is, of
course, systemic risk, which is defined in Article 2 as
meaning “..a risk of disruption in the financial
system with the potential to have serious negative
consequences for the internal market and the real
economy. All types of financial intermediaries, mar-
kets and infrastructure may be potentially systemi-
cally important to some degree.” Clearly, this is a very
broad definition requiring the new institution to mon-
itor the financial system but also the real economy.

The draft regulation on the prevention and correction
of macroeconomic imbalances also provides a
definition of its scope. Imbalances are defined as

10. Article 3(1) of the
Regulation (EU) No
1092/2010 of 24
November 2010 on
European Union macro-
prudential oversight of the
financial system and
establishing a European
Systemic Risk Board.

11. European Parliament
(2011), Report on the pro-
posal for a regulation of the
European Parliament and of
the Council on the preven-
tion and correction of
macroeconomic imbal-
ances (COM(2010)0527 —
€7-0301/2010-
2010/0281(COD)), rappor-
teur Elisa Ferreira.
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14. This appears all the
more necessary because
the EIP draft regulation
clearly speaks of the poten-
tial of an imbalance to
affect the proper function-
ing of the Union as a whole
(Article 2).

15. In the draft EIP Regula-
tion, the Commission must
only “take into account”
early warnings and recom-
mendations from the ESRB
(Article 5(2)). Instead, the
Commission could be
required to automatically
“include” the ESRB's warn-
ings and recommendations
in its in-depth study. Should
it choose not to do so, it
could be required to explain,
analogously to Article 17 of
the ESRB regulation.

‘The European Parliament should insist that policy recommendations are followed-up. To do so, it
should hold Commission, ESRB and national governments accountable, for example by requiring

them to testify on concrete policy measures taken.

3. The EIP procedure is more powerful than the

ESRB because the Council can make the Com-
mission's recommendations legally binding
with the ultimate threat of sanctions in case of
non-compliance. In the ideal and probably most
likely case, the assessments of the ESRB and
the Commission will coincide in the areas of
overlap. In such a case, the Commission could
take on board — as a rule — the ESRB's recom-
mendations in the EIP. The main obstacle to this
is the exclusive country focus of the EIP while
the ESRB can issue recommendations to the
Union, member states, the European supervi-
sory authorities and national supervisors.
While in practice this problem could be solved
by issuing recommendations to all member
states, it is worthwhile considering an amend-
ment to the EIP draft regulation to allow for rec-
ommendations to parties other than the
member statel4,

. In case of disagreement between the Commis-

sion and the ESRB where competences overlap,
a choice needs to be made which institution
should have the final say. The current set-up
clearly gives the priority to the Commission as
the Treaty (Article 121) gives the right of ini-
tiative to the Commission. A more binding
follow-up from the Commission, especially in
the area of financial recommendations, when
they have implications for macroeconomic
imbalances, could be considered*®. By choos-
ing this option, the weight of the ESRB would

5.

significantly increase and systemic risk with
macroeconomic relevence would be more
forcefully addressed. Such a modification
would have to be done in away compatible with
Article 121 of the TFEU.

On a working level, it will be important that
ESRB and Commission staff closely interact so
that information, knowledge and ideas are
exchanged early in the process. Such an
exchange should go beyond the exchange in
the ESRB itself, where the Commissioner is a
member. Regular meetings between Commis-
sion staff, the head of the ESRB secretariat and
the heads of the advisory scientific and tech-
nical committees, should take place so that
synergies in the assessment and the policy for-
mulation are maximised

. Finally, The European Parliament should insist

that policy recommendations are followed-up.
To do so, it should hold Commission, ESRB and
national governments accountable, for exam-
ple by requiring them to testify on concrete
policy measures taken. This could be done by,
for example, requiring national authorities to
report to the European Parliament on if and how
they have fulfilled their obligations according
to both the ESRB and the EIP. Moreover, the
European Parliament may play an important
role in case of disagreement between the ESRB
and EIP as it holds the Commission and the
ESRB democratically accountable.
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