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External imbalances

[Di/con]vergence in euro area external positions

% of EA18 GDP
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Surplus countries: AT, BE, DE, FI, NL, LU.
Note: EA - from broadly balanced current account in 2005-2009, to a surplus
projected at around 2.5% of GDP in 2014-2016 (COM Autumn 2014 Forecast) 2
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The context: strengthening economic governance in EMU

More effective Focus on debt

preventive arm of SGP developments Crisis
Resolution
Expenditure benchmark Numerical benchmark in the
corrective arm of the SGP EFSM/EFSF/
ESM

Sound fiscal
policy

Better enforcement of
rules

-New Regulation on Sanctions

-New Directive on national 1' an Ced
budgetary frameworks
growth




Crisis symptoms - sharp rise in government
gross debt! But why...?

Gross debt (in % GDP)
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Macroeconomic imbalance procedure (2014)

No problem
Alert. In-D_epth Procedure stops
Mechanism Reviews
Report | commission
(Scoreboard and prepares in- —
thresholds) depth country
reviews (IDR),
Nov. 2013 using a wide set —
of indicators and Excessive imbalances
analytical tools. |
5 March 2014 Ad hoc decision of not
triggering corrective action
(given the quality of NRPs
No problem and SPs/CPs)
Procedure June 2014
StOpS l

Ad hoc specific monitoring
of policy implementation




The Corrective Arm

(never triggered so far)

IDRs identify
excessive
imbalances

Decision to
trigger the

corrective arm
(1st recommendation)

N

Corrective Endorse-
Action Plan * mentof [—
(CAP) CAP
(2" recomm.)

A

Monitoring continues
until correction of excessive
imbalance

A

Sufficient.
Abeyance

Regular reports
monitoring compliance




The scope of the scoreboard

4 External positions (current accounts, net international investment
positions)

Competitiveness developments (REERs, ULCs)

Export performance (export market shares)

External
imbalances
A

AV

Private sector indebtedness (credit, debt)

Public sector indebtedness
Assets markets (housing)

Financial sector developments (fin. Sector liabilities)

Internal
imbalances
A

Unemployment
9 ploy

+ auxiliary indicators (no thresholds)
+ auxiliary social indicators (no thresholds)
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What the scoreboard is and what it is not

A first step (an initial filter) in the procedure

An instrument of communication and accountability
(COM needs to explain its decision taking into account the scoreboard)

A set of indicators that helps identifying macroeconomic risks
(but needs to be complemented by detailed analysis)

It is not:

A tool for a mechanic decision on the existence of imbalances

A tool to identify progress in reforms and developments in macro risks



What is an imbalance? When is it excessive?

General considerations

" |tisjudgemental
= Constrained discretion illuminated by IDRs
" No numerical benchmarks as in the SGP

Features of imbalances
= |ssues of sustainability (which would lead to abrupt adjustments)

= Grave misallocations of resources
= Spillovers (not imbalances per se, but aggravate the assessment of the risks related to

imbalances)

Methods of assessment (entry/exit)
=  Snapshot (the levels of the main macro indicators, scoreboard and other variables)

= Dynamics (how variables are evolving)
= Policy implementation (to the extent it is expected to impact the dynamics)




IDRs cover a wide range of issues

Main issues
External sustainability ES, IE, FR, HR, HU
Presistently large surplus DE, (NL, SE, LU)
Price/non-price competitiveness BE, FR, IT, HU, SI, FI, UK, ES, HR, DK, LU
Housing and mortgage markets ES, NL, SE, UK, IE, HU
Households indebtedness DK, IE, ES, FR, HR, HU, MT, NL, LU, SE, UK
Firms indebtedness I[E, ES, HR, HU, SI, UK, LU
Labour market BG, IE, ES
Financial sector stability IT, ES, IE, SI

Other issues

Public debt, potential growth, subdued demand/low investment
Unemployment, FDlIs, etc.



Findings of the 2014 IDRs
17 countries

Excessive Imbalances HR, IT, SI

Decision not to open the corrective arm (June 2014) after examination of
NRPs and SGPs — decision to put in motion a specific monitoring of policy
implementation

Imbalances BE, BG, DE, IE*, ES*, FR*,
HU*, NL, FI, SE, UK
* requiring decisive action; for euro area this puts in motion a specific
monitoring of policy implementation

No Imbalances DK, LU, MT




Macro imbalances evolve over time

2012
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2013

2014

Luxembourg
Malta

Denmark
Belgium
Bulgaria

Finland
Germany
Netherlands
Sweden

United Kingdom

IDR concludes no imbalance
IDR concludes the presence of an imbalance

IDR concludes the presence of (very) serious imbalance and that imbalances requiring decisive policy action or specific monitoring

IDR concludes an excessive imbalance

programme (not subject to MIP)




The way forward for the MIP (1)

(six-pack review and beyond)

Scoreboard and thresholds
- balancing stability with the need of being up to date

Social aspects
- to be considered, but keeping the procedure focused on causes, not symptoms

Definitions of imbalances and excessive imbalances
- consolidating views on the use of the MIP in recovery and good times
- the timely identification of bubbles is analytically demanding

Interaction with other surveillance tools
- SGP
- post-programme surveillance



The way forward for the MIP (2)

(six-pack review and beyond)

IDRs
- so far a great success in contributing to common understanding of problems

- but frequency and coverage?

Unsatisfactory policy implementation
- the problem is wider than MIP; how to improve incentives?

Triggering the corrective arm and the threat of sanctions

- should we trigger the corrective arm?

- will it be more effective than softer surveillance (specific monitoring)? - how
to handle the perspective of sanctions?

Communication/complexity — complete contract?



EA -Rebalancing is ongoing but not finished

e Current account deficits have largely adjusted while some
surpluses remain sizeable

e Negative net international investment positions (NIIP) remain
large and reflect vulnerabilities

e Despite being reduced, the debt stock of non-financial firms and
households are still large, implying challenging deleveraging
needs in times of low nominal growth

e House prices have partly adjusted
e High unemployment rates point to the social costs of the crisis

=



On-going external rebalancing

Current Accounts Deficits (-) and Surpluses (+); 2008,2013 and 2015 (forecast)
(% of GDP)
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Challenges: Durability of the CA improvement in debtor countries 18

Lack of demand=Ilarge surplus in creditor countries
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A corollary: trade rebalancing in the euro area

DE, trade balance with...

T

% of GDP

/
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EA17

EU27

RowW
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e \/U|nerables
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e |taly

12

higher deficit with NL and decline of imports from vulnerable countries

19
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But....the investment gap!

Real GDP and investment
(index: 2008 = 100)

105 -
GDP excl. investment
__."-—-'-
100 &
GDP
95
90 -
Private investment
85
80
Public investment
75 T T T T T 1
2008 2009 2010 2011 2012 2013 2014

Sources: ECB calculations and European
Commission. 20
Latest data: 2013 (forecast 2014).
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Weak investment in key MS

Total investment in selected Member States and the US

index, 2008q1 = 100
&\ \/—:9
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(Weak) euro area recovery in perspective

Recoveries after systemic financial Euro-area specific factors contribute
crises — slow and bumpy (eq.reinnartanda  to the feeble greweer

Rogoff, %%cr)r?aarison of past and current recoveries- GDP, euro area index, 2007=100
115 +
104 r index
103 | 110 r
102 - 105
101
100 r
100
Quarters
99 : : ! ! : 95 1 1 1 1 1 1 1 1
0 L 2 3 4 > 07 08 09 10 11 12 13 14 15 16
—— Past recoveries Current recovery 2009-11 US Euro area Rest of EU

Note: Past recoveries included are those from the mid-1970s, early-1980s
and early-1990s.
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The investment gap — policy perspective

- e.g. Buti (2014): Raising Investment in the Eurozone

Low Investment hampers growth
- both in short run (demand) and long run (productivity/potential growth)

Various causes of lower investment

- deleveraging (balance sheet repairs households and corporates)
- public finance (forced) consolidation, myopic policimaking

- financial fragmentation

- high levels of economic uncertainity

Possible remedies

- structural reforms to boost investment outlook

- credible fiscal consolidation

- banking union

- boost to EIB capital, EU budget, increased investment allocation in 2014-2020
-(...)



+ to be watched:

The Commission's Autumn 2014
Package



Thank you for your attention!

zdenek.cech@ec.europa.eu



Back-up slides



Negative NIIPs illustrate vulnerabilities

Net international investment positions; 2008, 2013 and 2015 (projection)

(% of GDP)
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Challenge: The correction of external vulnerabilities will take time



Pre-crisis: deficit countries debt-financed from surplus
countries and France

36

Net Debt (portfolio debt +
other investment) and Net
equity (portfolio equity +
direct investment) flows,
Average 2004-06, EUR bn 61 k,l

w— et debt flows
Met equity flows 28



Net Debt (portfolio debt +
other investment) and Net
equity (portfolio equity +
direct investment) flows,
Average 2009-10, EUR bn

w— et debt flows
Met equity flows 29
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Deleveraging pressures

Non-Financial Corporate, Household and General Government Debt,

2013
i (% of GDP)

L 4 d 0N FWYEEFgWpyxw ¥ XY o X ~ N
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Euro Area Non Euro Area
® Non-financial corporations Households General Government

Challenge: Deleveraging in times of low nominal growth

-
-

EU28

EA18
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Is the house price cycle complete?

300 r

250 ¢

200 ¢

150 ¢

100

50 -

House prices (deflated); 2008, 2011 and 2013
(index 2000=100, u.o0.i.)

Base years = 2000, but 2003
(SI), 2005 (CY, EE, ES), 2006
> 4 (EL, SK, LV, RO), 2007 (HU)
and 2008 (AT, BG, RO, CZ and
’ PL), because of missing data.

L IV 4

REYHAEESRARELCRE MEXES

m2008 2011 #2013

Challenge: Avoid the emergence of new bubbles 31



30

20 ¢

15

10 ¢

European
Commission
I

The social cost of the crisis

Unemployment rate
2008, 2013 and 2015 (forecast)

Euro area Non suro area

2008 2013 + 2015

Challenge: Reducing unemployment under a fragile recovery.

EU28

EATER

32



European Economic Forecast —
Autumn 2014




Key messages

The economic recovery is not happening as fast and
as strongly as expected last spring

GDP growth is expected to rise slowly in 2015 and
accelerate in 2016

Diversity across Member States is large

Inflation is projected to pick up very gradually as
economic slack is reduced and import prices increase

34



EU specific factors also hold back growth

e Already existing deep-seated structural
problems

e Public and private debt overhang

e Ongoing financial fragmentation related to the

sovereign debt crisis

35



...and create significant growth
differences in Europe (2014)

36
Source: European Commission




Autumn forecast
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European Economic Forecast Autumn 2014
Forecasts for EU 2013 | 2014 mm

GDP growth (%, yoy)

Inflation (%o, yoy) 1.5 0.6 1.0 1.6
Unemployment (%0) 10.8 10.3 10.0 9.5
Public budget balance (% of GDP) -3.2 -3.0 -2.7 -2.3
Gross public debt (% of GDP) B7.1 B8.1 B8.3 87.6

Current account balance (% of

GDP) 1.4 1.4 1.5 1.5

38



GDP growth (%, yoy)

Inflation (%, yoy)
Unemployment (%)

Public budget balance (% of GDP)
Gross public debt (%% of GDP)

Current account balance (% of GDP)

1.4

11.9

-2.9

93.1

2.4

0.5

11.6

-2.6

94.5

2.5

European Economic Forecast Autumn 2014

 Europcan Economic Forecost Auumn 2014
ML N ) PO P EC

0.8

11.3

-2.4

94.8

2.6

1.5

10.8

-2.1

93.8

2.5
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In 2015, most EU economies will
grow at more than 1%

. 40
Source: European Commission
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Low inflation is persisting

5 —
10 —‘ EU
4 === Al|-items HICP
8 4
= Unprocessed food
3 6 - Energy
=== (ore HICP
2 .
1 2 ‘R’ — -
O U T T T T T T T T T T T \\ T & T 1
R I IR G
07 08 09 10 11 12 13 14 15 16
Energy and unprocessed food [% points] 4
Other components (core inflation) [% points]
= HICP, al items
Source: European Commission 41



Risks to the growth outlook remain tilted to
the downside

4 - Uncertainty linked to the balance of risks in
the euro area

3

2

1

0

-1

-2

-3+ upper 90% m— Upper 70%
m— upper 40% mmmm— |ower 40%

4 b s |ower 70% lower 90%
— central scenario —— octual
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o6 O/ 08 09 10 11 12 13 14 15 16

Source: European Commission 42



