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Highlights

• Greece, Portugal and Spain face a serious risk of external solvency due to their close
to minus 100 percent of GDP net negative international investment positions, which
are largely composed of debt. The perceived inability of these countries to rebalance
their external positions is a major root of the euro crisis.

• Intra-euro rebalancing through declines in unit labour costs (ULC) in southern
Europe, and ULC increases in northern Europe should continue, but has limits
because: the share of intra-euro trade has declined; intra-euro trade balances have
already adjusted to a great extent; the intra-euro real exchange rates of Greece, Por-
tugal and Spain have also either already adjusted or do not indicate significant appre-
ciations since 2000; there are only two main current account surplus countries,
Germany and the Netherlands; a purely intra-euro adjustment strategy would require
too-significant wage increases in northern countries and wage declines in southern
countries, which do not seem to be feasible. 

• Before the crisis, the euro was significantly overvalued despite the close-to-
balanced current account position.

• The euro has depreciated recently, but more is needed to support the extra-euro
trade of southern euro-area members. A weaker euro would also boost exports,
growth, inflation and wage increases in Germany, thereby helping further intra-euro
adjustment and the survival of the euro.

Zsolt Darvas(zsolt.darvas@bruegel.org) is a Research Fellow at Bruegel. Great thanks
are due to Dana Andreicut and Li Savelin for research assistance, and to Jean Pisani-
Ferry, Guntram Wolff and participants at a Bruegel seminar for comments.
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4. We found that the ULC-
based REER (as calculated

in Darvas 2012a and 2012b
with fixed sectoral weights

for the business sector
excluding agriculture, con-
struction and real estate)

better correlates with
export performance than

the consumer price index-
based REER.

3 EXPORTS AND REAL EXCHANGE RATES

Exports should play a major role in the adjustment
process, which can be facilitated by
improvements in the price and non-price
dimensions of competitiveness. The main tools to
improve non-price competitiveness are structural
reforms, education, innovation and improvements

in corporate governance. Such improvements are
indispensable in most countries, but they require
a long time before they take effect. Price (or cost)
competitiveness can be improved via a
depreciation of the real effective exchange rate
(REER), which is usually measured by the unit
labour cost (ULC) based REER4. Figure 3 shows
that there was a rather strong association between

Time period Indicator Greece Ireland Portugal Spain
1998-2011 (1) Change in net IIP -141 -173 -151 -812
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(2) Current account = (2.1)+(2.2)+(2.3)+(2.4) -234 -38 -189 -665

(2.1) Goods
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countries and non-EU countries. Italy’s significant
real appreciation also highlights that ULC-REER is
not the only driver of trade balances: while Italy
had the worst export performance out of the euro-
area countries before the crisis (ie the overall
ULC-REER is well correlated with export
performance, as shown by Figure 3), Italy did not
have such huge trade and current account deficits
as eg Greece, Ireland, Portugal and Spain (Figure
1). Domestic demand developments also played a
strong role in driving current accounts. In this
regard European Commission (2009) presented a
very telling chart showing a close relationship
between the change in current account balance
(as a percent of GDP) and the percent change in
housing prices. The latter was influenced by
domestic demand developments.

Since 2008, real exchange rates have adjusted to
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differs somewhat
considering intra-euro and

extra-euro imports, the
different pattern of the

Spanish trade deficit across
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of the US from the early 1970s, the price level
should had been lower, ie the actual exchange rate
should have been below the PPP exchange rate.
However, Figure 6 shows that there were a number
of periods, including 2003-2011, when the actual
exchange rate was even above the PPP rate. This
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difficulties and pain in domestic ULC
reductions.

• There is a strong case for calling for ULC
increases in the ‘northern’ euro-area trading
partners, see for example De Grauwe (2012),
Wolff (2012), and Merler and Pisani-Ferry
(2012)11. To some extent wage increases have
started in Germany, but in any case this
process will take a long time. ULC increases of
non-euro area trading partners would help as
well, but this is clearly beyond the scope of
international policy coordination.

• In their elegant analytical paper, Merler and
Pisani-Ferry (2012) also demonstrate that
reducing the pace of fiscal adjustment in the
northern members of the euro area would
facilitate the REER adjustment of the southern
members12. They also show that structural
reforms which make wages more responsive to
unemployment in southern Europe would
facilitate intra-euro REER adjustment.
Unfortunately, the relaxation of fiscal targets in
northern Europe does not seem to be on the
agenda, and it will take a long time before
structural reforms in southern Europe take
effect.

• Members of the euro area do not have
individual exchange rates, and the exchange
rate of the euro is not under the control of
national policymakers. But the European
Central Bank could implement measures which
affect the exchange rate of the euro.

The key issue is if further adjustments in real
exchange rates and trade balances should be
treated as a purely intra-euro story, or if
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