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Gustav A. Horn

On Current Account Imbalances

The European Economic and Monetary Union (EMU) was
initially conceived under the more or less explicit assump-
tion that market forces would avoid the appearance of
bigger imbalances in trade and current accounts between
member states. The corresponding political assumption
was that there was no need to intervene and correct such
imbalances. Under the orthodox paradigm that dominat-
ed at the time of the creation of the EMU, a deficit was
only possible if a country had lost its competitiveness. In
practice, however, the opposite occurred, and historically
large imbalances appeared in the first decade of the euro.
In 2007, countries like Portugal and Greece had nearly
double-digit deficit rates relative to their GDP, while Ger-
many had a surplus of nearly seven per cent. It is widely
believed that these imbalances contributed to the euro
crisis from 2009 onwards.

The question is, therefore, how to conceive a new para-
digm for the eurozone that helps to avoid the appearance
of excessive imbalances. The following analysis concen-
trates on the exceptional case of Germany, which has ac-
cumulated a large — and growing — surplus in its current
account balance. It may contribute to a new paradigm
by defining the instruments necessary to avoid or reduce
such surpluses.

How big is Germany’s surplus?

Germany is frequently criticised for its excessively high
current account surpluses.! The rules established under

1 This paper is an edited and shorter version of G. Horn, F. Lindner,
S.Stephan, R. Zwiener: The Role of Nominal Wages In Trade and
Current Account Surplus, IMK Report No. 125e, Macroeconomic Pol-
icy Institute, 2017.

Gustav A. Horn, Macroeconomic Policy Institute
(IMK), Dusseldorf, Germany.
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the EU’s macroeconomic imbalance procedure (MIP)
define a ceiling for current account surpluses of six per
cent of GDP and stipulate that the three-year average for
a country’s current account surplus should not exceed
this ceiling.? However, Germany has been running sur-
pluses in excess of this figure for many years. lts most
recent three-year average is eight per cent of GDP, while
the 2016 figure was even higher, at 8.5%.

Figure 1 clearly shows that the bulk of the current account
surplus can be attributed to Germany’s positive nominal
net exports, which amounted to 7.7% of GDP in 2016. Ad-
mittedly, the positive capital income balance — which has
a major influence on the balance of primary income — also
plays an important role, accounting for between a quarter
and a third of the current account surplus. However, the
capital income surpluses, which are primarily a reflection
of past balance of trade surpluses, are almost entirely off-
set by the transfer income deficits. Any attempt to analyse
the current account surplus should therefore focus on the
trade surplus.

A surplus is not a severe problem according to exist-
ing paradigms

For many years, economists did not believe that persis-
tent imbalances would occur in a currency union like the
euro area at all.> However, reality soon proved otherwise.
Inflation differences were identified early on as a primary
cause.* These resulted either from persistently differing
wage trends or savings behaviour. According to the first
argument, labour and unit labour costs have risen more

2 European Commission: The Macroeconomic Imbalance Procedure.
Rationale, Process, Application: A Compendium, European Economy
Institutional Paper No. 39, November 2016, p. 40.

3 G.Horn,B. Milhaupt, K. Rietlzler: Quo Vadis Euroraum?, IMK
Report No. 1, Macroeconomic Policy Institute, 2005.

4 European Central Bank: Inflation differentials in the euro area: Poten-
tial causes and policy implications, 2003.
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Figure 1
Structure of Germany’s current account balance
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in deficit countries and less in surplus countries than rec-
ommendable since the introduction of the euro. “Wage
dumping” is said to have boosted German exports thanks
to improved price competitiveness, while at the same
time curbing private household demand for imports. In
turn, a sharp rise in trade and current account surpluses
has emerged. For many years, however, this was not seen
as a problem, since it was assumed that market forces
would reverse wage trends in due time. Deficit countries
would face higher unemployment, leading to lower wage
settlements, whereas surplus countries like Germany
would see a higher wage trend due to better employment
performance. It was thought that both tendencies would
gradually eliminate deficits and surpluses alike. But this
did not happen.

The second theory argues that ageing societies need to
save more in order to maintain their income level in the
future. Therefore, households will not spend their current
income but rather save it — and the financial sector will
then invest it abroad. This leads to relatively low imports
and a corresponding trade surplus. This is still considered
recommendable behaviour and does not, in proponents’
view, imply a stability problem.®> Against this backdrop,
it is remarkable that the majority of the surplus increase
is attributed to savings at the corporate level rather than
the household level; the savings ratio of the latter has re-
mained fairly constant over time.

5 German Council of Economic Experts: Time for Reforms, Annual Eco-
nomic Report 2016/2017, chapter 3, 2016.

Still, there is widespread concern about persistent exter-
nal imbalances within the currency union.® These imbal-
ances may be the root cause of the debit crisis, as deficit
countries’ external debt continues to accumulate. In times
of uncertainty, this may result in a sudden stop in foreign
investment, eventually leading to a debt default. This
could potentially endanger the macroeconomic stability
of the entire currency area.

How did Germany’s surplus evolve?

Deficits must be matched by surpluses. How did these
surpluses emerge — especially in Germany? Wages in
Germany did indeed go through a period of particularly
weak growth after the turn of the millennium and only be-
gan to grow steadily after the financial crisis of 2008-09.
Over the years, low wage and price increases in Germany
amounted to a currency devaluation in real terms against
the other eurozone countries and led to a continuous im-
provement in the German economy’s price competitive-
ness relative to its fellow eurozone members. This has
been exacerbated in recent years due to the pronounced
weakness of the euro via the exchange rate channel.

In addition to wage development, the high savings rate
remains a major reason for Germany’s surplus.” But as
the IMF points out, it is corporate savings that have risen
so strongly. This has nothing to do with ageing, but may
again be a consequence of weaker wage dynamics.

What can be done to counter the excessive surplus?

Many believe that greater price competitiveness due to
low wage increases is one of the main reasons for Germa-
ny’s balance of trade surpluses. As such, it is also widely
held that reducing the country’s price competitiveness
through wage increases would effectively bring surpluses
down.®

This view is overly simplistic. While it is true that a rise in
domestic prices relative to prices abroad should lead to
a reduction in export volumes and an increase in import
volumes, it does not automatically mean that this will re-
sult in the decline of current account surpluses. The bal-
ance of trade that is part of the current account balance
relates to nominal exports and imports of goods — and
nominal values are always the product of quantity and
price. In other words, changes in the balance of trade are

6 International Monetary Fund: Normative Assessment of External Po-
sitions, in: 2017 External Sector Report (ESR), IMF Policy Paper, 2017.

7 Ibid.

8 Seee.g. H.Flassbeck, C. Lapavitsas: The Systematic Crisis of
the Euro — True Causes and Effective Therapies, Rosa Luxemburg
Foundation, 2013.
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Figure 2
Determinants of net exports
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determined by both quantity and price movements in for-
eign trade.

Therefore, the focus should be on the determinants of
German net exports. Figure 2 shows that these are deter-
mined by several complex economic interdependencies.
Exports are affected by foreign demand, while imports
are affected by domestic demand. Both of these variables
are driven by a variety of different factors.

Several economists have recently highlighted the fact that
differences in domestic and foreign growth rates play an
important role in generating trade and current account
imbalances. Particularly in Germany’s case, some claim
that low levels of imports are chiefly responsible for the
foreign trade surplus.®

Many authors view the mechanism whereby changes in
price competitiveness produce changes in export and im-
port volumes not only as the main instigator of current ac-

9 European Commission: Surveillance of Intra-Euro-Area Competitive-
ness and Imbalances, in: European Economy, No. 1, 2010; G. Feigl,
S. Zuckerstatter: Wettbewerbs(des)orientierung, Materialien zu
Wirtschaft und Gesellschaft No. 117, Kammer fir Arbeiter und An-
gestellte fur Wien, 2012; G. Gaulier, V. Vicard: Current Account
Imbalances in the Euro Area: Competitiveness or Demand Shock?,
in: Banque de France Quarterly Selection of Articles, Vol. 27, 2012,
pp. 5-26; C. Wy plosz: The Eurozone Crisis and the Competitiveness
Legend, in: Asian Economic Papers, Vol. 12, No. 3, 2013, pp. 63-81;
S.Storm, C.W.M. Naastepad: Crisis and Recovery in the German
Economy: The Real Lessons, INET Working Paper No. 10, 2014; T.
Schulten: Exportorientierung und 6konomische Ungleichgewichte
in Europa. Welche Rolle spielt die deutsche Lohnentwicklung?, in: So-
zialismus, Vol. 42, No. 4, 2015, pp. 42-46; and G. Horn, F. Lindner:
Die deutschen Leistungsbilanziiberschiisse: hohe Wettbewerbs-
fahigkeit oder zu schwache Nachfrage?, in: Wirtschaftsdienst, Vol. 96,
No. 11, 2016, pp. 801-805.
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count imbalances, but also as the key to reducing them.®
Given that the current account is a nominal concept, this
may prove difficult if not impossible.

The effects of changes in domestic price levels on the bal-
ance of trade is twofold: a change in relative prices causes
an adjustment in export and import volumes and also has
a direct impact on export prices. Consequently, in a sce-
nario where a rise in domestic price levels is followed by
a rise in export prices, the export volume will indeed fall
(quantity effect), but the higher export prices will increase
the export value (price effect). To make things more com-
plicated, many exports require previous imports, such as
raw materials. Hence, a reduction in exports also reduces
imports to a certain extent.

Since the quantity and price effects pull in opposite direc-
tions, it is impossible to know in advance whether nominal
exports will go up or down. This depends on the relative
strength of the two effects. If the quantity effect is strong-
er than the price effect, export values will go down when
prices go up. However, if the price effect is stronger than
the quantity effect, export values will increase. How ex-
port values respond depends on whether export demand
is price elastic or price inelastic. In the German example,
export demand tends to be price inelastic." Thus, simply
increasing wages would not be sufficient to reduce the
current account surplus.

What would a new paradigm look like?

Nevertheless, it is obvious that wages as well as domestic
demand in general play a major role in determining external
imbalances. They may have opposing nominal and real ef-
fects, however. Both need to be taken into consideration.’?

Higher wages have a clear impact on real exports and im-
ports. Export volumes fall and import volumes rise rela-
tive to the baseline, leading to a decline in real net exports
compared to the baseline. However, this decline is much
too small to compensate price movements and to meet
the requirements of the EU’s macroeconomic imbalance
procedure.

10 See e.g. J.-C. Trichet: The external and internal dimensions of Eu-
rope’s competitiveness, Speech at the Institute of International and
European Affairs, Dublin, 26 February 2009, available at https:/
www.ecb.europa.eu/press/key/date/2009/html/sp090226.en.html; H.
Joebges, F. Lindner, T. Niechoj: Mit dem Export aus der Krise?
Deutschland im Euroraumvergleich, IMK Report No. 53, Macroeco-
nomic Policy Institute, 2010; H. Flassbeck, C. Lapavitsas, op.
cit.; H.-W. Sinn: Austerity, Growth and Inflation: Remarks on the Eu-
rozone’s Unresolved Competitiveness Problem, in: The World Econo-
my, Vol. 37, No. 1, 2014, pp. 1-13.

11 G.Horn,F.Lindner,S.Stephan,R.Zwiener, op. cit.

12 Ibid.
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Alternatively, a more expansionary fiscal policy could be
recommended. While this strategy does not affect export
values significantantly, the marked increase in the value
of imports that it creates reduces the surplus more effec-
tively than the wage strategy. This also falls short of MIP
requirements, however.

The combination of higher real wages with an expansion-
ary fiscal policy is more promising — and it is possible to
achieve without a higher debt burden. A wage strategy
that follows a productivity path generates increased tax
revenue compared to lower pay raises. These additional
revenues could be used for increased public spending,

preferably on investment. Combining higher wages with
higher public spending promises to significantly reduce
the net export surplus and, eventually, to meet EU re-
quirements.

In order to avoid the emergence of imbalances in the first
place, a new policy paradigm should be developed. What
is needed — at least within the euro area - is a benchmark
for wage development that should be in line with the ECB
inflation target. There must be well-defined policy recom-
mendations regarding recourse for the persistent viola-
tion of benchmarks. An appropriate fiscal policy strategy
also needs to be developed.

Intereconomics 2018 | 3



