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International Capital Flows Within the European 
Monetary Union: Increasing Economic Divergence 

Between the Centre and the Periphery

Sergio Rossi*

Th is paper aims at investigating some neglected consequences of free capital mo-
bility in the Euro area. Th e approach we use in this work is based on the book-
keeping nature of money, which shows that capital – in the form of bank depos-
its – is mobile within a currency area but actually immobile between diff erent 
monetary spaces. Within the Euro area both short- and long-term investments 
are directed into those economies where the return on investment is highest, a 
magnitude that is positively correlated with the rate of real growth. If so, then 
economic divergence might increase between member countries of the Europe-
an Monetary Union (EMU), giving rise thereby to a higher rate of unemploy-
ment in those member countries that suff er from net capital outfl ows, to the 
benefi t of some other countries in the same area.
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1. Introduction

International capital fl ows have become a topic of hot debate all around the world in the 
last ten years or so, notably, as an aftermath of the East Asian fi nancial crises (1997  –  1998). 
As a matter of fact, the last decade witnessed some important changes in exchange rate 
arrangements and in country-specifi c rules governing capital mobility. In parallel to these 
facts, academic and policy discussions have begun to concentrate on (a) the choice of the 
appropriate exchange rate regime to avoid exchange rate fl uctuations and thereby fi nan-
cial instability sparked off  by a currency turmoil, and (b) the role of capital account con-
trols to reduce a country’s vulnerability to speculation as well as currency crises. Indeed, 
as Stiglitz (2004: 57) notes, the fi nancial crises of the late 1990s and early years of the new 
millennium are partly, if not largely, attributable to capital account liberalisation. Now, 
capital account liberalisation is the area where there is the greatest disconnection between 
economic theory and actual events in the real world (Singh 2003). Proponents of neo-
classical theory argue that the case for free capital fl ows is not diff erent from that for free 
trade: the former could simply be regarded as a form of inter-temporal trade. In particu-
lar, Fischer (2004) argues in favour of free capital fl ows as this liberalisation will elicit a se-
ries of macroeconomic benefi ts that outweigh its costs: it would lead to global economic 
effi  ciency, allocation of world savings to those who are able to use them most productively, 
and would thereby increase social welfare.

In fact, several economists argue today that various types of capital fl ows diff er in 
their cost and benefi t characteristics (see e.  g. Goldin  /  Reinert 2005 for analytical elabora-
tion). Consequently, the economic impacts of capital fl ows do not readily lend themselves 
to any kind of generalisations. Instead, the cost and benefi t characteristics of distinct types 
of capital fl ows ought to be considered. In this respect, and in light of the string of fi nan-
cial crises that occurred recently in East Asia, Latin America, Russia, and Turkey, a grow-
ing number of economists argue today that unfettered short-term capital fl ows can have a 
series of negative consequences, as these fl ows are often extremely volatile and unpredict-
able to a very large extent. Th ese same economists, however, consider long-term capital 
fl ows, and in particular foreign direct investment (FDI),1 as being more stable and, there-
fore, benefi cial for economic growth as well as for development. Th ey suggest, therefore, 
that transition and emerging market economies ought to liberalise – at least in a fi rst move, 
over the medium-to-long run – only long-term capital movements, while still controlling – 
partially or wholly – short-term capital fl ows (see e.  g. Edwards 1999, and the literature 
cited therein). Th e same holds for advanced economies, whose capital account transac-
tions have already been fully liberalised, particularly between countries that participate to 
some form of regional economic and fi nancial integration.

1 According to the universally-adopted benchmark defi nition of FDI put forward by the Organ-
isation for Economic Cooperation and Development (OECD), FDI is the category of cross-border 
investment made by an entity resident in one country to acquire at least ten percent of the equity 
capital of a fi rm operating in another country.
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Th is paper concentrates on the Euro area. It focuses on capital fl ows across the coun-
tries that fully participate in the EMU, considering the amount and direction of these fl ows 
within the single currency area.2 In fact, capital fl ows cannot trespass a currency area’s bor-
ders: Capital being in the form of a bank deposit, and bank deposits being recorded in the 
balance sheet of the banking system issuing the monetary unit in which these deposits are 
labelled, there can be no capital fl ight from the banking system of the currency area that 
issues this monetary unit. Th e Euro area is therefore a closed monetary space, as is indeed 
the case for any currency area within which a single currency exists as a means of fi nal 
payment between any two agents, the payer and the payee, who exchange real or fi nan-
cial items (bonds, stocks, options, and so on including foreign assets) through the debit 
and credit of bank deposits in the banking system that carries out the relevant payment. 
As a result, bank deposits are, always and everywhere, the monetary representation of any 
items that agents exchange, within or across a given currency area. Hence they measure 
total wealth existing in this area, as they subsume all categories of (real and fi nancial) as-
sets in the agents’ portfolio – both in the private and in the public sector of the economy, 
as the mechanics of payments is the same, and does not depend on the personal identity 
of the payer or payee. Th e payee, as a matter of fact, is always credited with a bank deposit, 
which is the mark of payment fi nality in so far as the non-bank agents are concerned: Th e 
payee has thereby no further claim on the payer, who might reside in the same currency 
area or not. To be sure, if the payment concerns a cross-border transaction, that is to say, 
if it is across two currency areas, then the mark of payment fi nality remains within the 
banking system of the currency area in which the payer’s bank resides. Indeed, the payee, 
or the bank in which s|he holds an account, is credited with a deposit in the banking sys-
tem through which the payer settles her or his obligation. Note, however, that, for the 
currency area as a whole (including the general government sector as well as the private 
sector of the economy), the formation of income depends on production activities. Only 
these activities produce an income that is net for the whole currency area, and that can-
not but be spent within this same area fi nally, although perhaps after a series of transac-
tions on fi nancial markets – which, nevertheless, cannot add any amount of wealth to the 
total income resulting from production in that area (see Rossi 2007: chapter 2 for analyti-
cal elaboration).

Now, in the case of the EMU, which is to date the largest multinational single-cur-
rency area, capital fl ows can trespass an EMU member country’s borders, as either incom-
ing or outgoing payments from or to another member country. For instance, when (say) 
a German importer pays for a real or fi nancial item that s|he obtained from (say) Italy, the 
German banking system (hence Germany as a whole) loses a bank deposit, which is to 
be found in Italy (precisely within the Italian banking system, which records this deposit 

2 Although capital fl ows associated with foreign trade, on the one hand, and capital fl ows asso-
ciated with factor income resulting from the net-creditor or net-debtor position of a country, on the 
other hand, diff er with respect to their rationale, they can be considered altogether as regards their un-
derlying monetary defi nition, that is, bank deposits. Th is holds for FDI, too, as we shall explain later.
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in the bank account of the local exporter). By way of contrast, when a German importer 
pays for an item imported from (say) Poland, that is, a non-EMU member country, then 
the German banking system does not lose any monetary unit, although the bank deposit 
surrendered by the German importer is then owned by a non-resident, namely, the Polish 
bank through which the local exporter is fi nally paid in his  /  her own local currency. Th is 
reasoning also holds for capital account transactions, as every payment implies the debit 
of the payer and credit of the payee in the accounts of the paying bank, which resides in 
the (net) importing country.

Indeed, no bank deposit can leave the monetary system in which it is recorded. Th us, 
the debate on international capital fl ows is beside the point as far as it regards those mone-
tary fl ows that are purported to exist between countries pertaining to two diff erent currency 
areas. To repeat the key analytical point, any currency area is a closed monetary space: 
no single unit of money can actually leave the monetary system that issues it. If so, then 
Euro area member countries were better off  before they abandoned their national curren-
cies, as they were able to retain all capital formed within their domestic monetary econo-
my of production. Indeed, when these countries disposed of their local currencies to enter 
into the single currency area, they ipso facto disposed – willingly or not – of the monetary 
barrier that mechanically protected their domestic economy from any capital fl ight, inde-
pendently of the forms of behaviour of economic agents (residing or not in these coun-
tries). In fact, even if a resident of a currency area (say, country A) manages to hide a part 
of his or her capital by transferring it to a non-resident bank, that is to say, a bank resid-
ing in another currency area (say, country B), this cannot, and does not, aff ect the total 
sum of bank deposits that are recorded in the banking system of country A. It might aff ect, 
however, the fi scal stance of country A, but this is an issue that lies much beyond the scope 
of this paper and that we therefore put aside here.

Th e structure of the paper is as follows. Th e next section briefl y provides the theo-
retical framework within which capital fl ows between and across diff erent currency areas 
can be investigated consistently with the book-entry nature of money. Th e third section 
then considers the empirical evidence available so far with respect to capital movements 
between the member countries of the EMU, to explain why monetary union in Europe is 
in fact increasing economic divergence within Euroland. In light of this analysis, the last 
section concludes with some policy-oriented remarks.

2. Capital Flows Between Diff erent Currency Areas: A Real Issue?

Capital fl ows within the Euro area, and particularly across its member countries, raise an 
issue that seems to have been downplayed, if not neglected, so far. Th is is worrying, so 
much so that this issue did not feature in those discussions that led to the ratifi cation of 
the Maastricht Treaty on the European (Monetary) Union. Before addressing the EMU 
case, considering the causes as well as consequences of capital fl ows between its member 
countries, it is therefore important to defi ne the conception of capital fl ows analytically.
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Th e concept of capital fl ight is usually considered literally, that is to say, as if capital3 
can leave the monetary space in which it has been formed, to be at rest in some foreign 
currency area, where it can be »hidden« or invested depending on its holder’s purposes 
and willingness to act. As noted, in fact, banks’ double-entry book-keeping prevents any 
capital from fl eeing the monetary space within which it originated, although, of course, its 
physical representations (real or fi nancial assets) can move across two diff erent monetary 
spaces and thereby leave their original currency area. To be sure, any amount that a bank’s 
client in a given currency area transfers to the rest of the world remains deposited within 
the banking system of that same currency area, considered as a whole (Spahn 2006: 261  ff .). 
In other words, this means that monetary boundaries are »natural barriers« against capi-
tal movements, free capital fl ows being really possible only within a single currency area. 
Th is does not mean, nevertheless, that a fi nancial asset, or a real asset like a picture of a 
famous painter, cannot be bought and held in a monetary space diff erent from the cur-
rency area within which the relevant bank deposits are recorded. Th e point here is that, 
in order for a non-resident to buy this asset, this agent has to own a bank deposit in the 
country where the economic transaction will take place, and within whose banking system 
the relevant payment will be recorded through the double-entry book-keeping system of a 
bank. Clearly, this means that any real or fi nancial asset has as its monetary counterpart 
a deposit somewhere in the banking system that makes it possible for the relevant pay-
ment to occur. Indeed, any payment being a transaction that involves two agents, their 
»initial endowments« simply change places as a result of the transaction: the object of the 
payment is eventually in the hands (or portfolio) of the buyer, while the means of pay-
ment (a bank deposit) is eventually in the ownership of the seller of the object exchanged 
and is notably recorded in the bank through which the payment is carried out. Th is shows, 
once again, that bank deposits, that is, the alter ego of any form of capital (real or fi nan-
cial), cannot leave the banking system of a given currency area, that is, the monetary space 
within which these deposits have been formed as a result of the working of the local mon-
etary economy of production (Rossi 2007: chapters 1  –  2).

Now, the logical impossibility for any bank deposit to leave the currency area in which 
it has been formed does not mean that capital cannot be invested in the rest of the world. 
Th e decision by a resident in country A to transfer (part of ) his or her capital in the form 

3 As Hicks (1974: 309) points out, »[i]f it is capital in the volume sense that is being measured, 
capital is physical goods; but in the value sense capital is not physical goods. It is a sum of values 
which may conveniently be described as a Fund«. Indeed, fi xed capital, that is, those capital goods 
used by fi rms for the production of other goods, is the physical result of investment, which is fund-
ed by an amount of bank deposits, either owned by fi rms (retained profi ts) or borrowed by them 
through the banking system or the fi nancial market. To be sure, fi rms borrow investment funds by 
selling fi nancial claims. If so, any kind of fi nancial assets (bonds, stocks, options, derivatives, and so 
on) is obtained through an expenditure of bank deposits, which are thus the necessary and suffi  cient 
condition for capital to exist, in either a fi nancial or a real form. See Keynes (1936: 81  –   82) for a re-
statement of the same conclusion, referring to the identity between saving and investment in a given 
currency area at any given point of time.
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of bank deposits to a diff erent currency area (say, country B) means that this economic 
agent, in fact, converts his or her capital labelled in money A (MA) into an equivalent 
capital formed in country B and thus labelled in money B (MB). Investment of the lat-
ter capital in country B does not reduce the capital formed and available for investment 
in country A. Th e relevant deposit (say, of x MA) in country A’s banking system is then 
owned by a non-resident, namely, a foreign bank (bank B), which resides in a diff erent 
currency area (country B) (table 1).4

Table 1: Th e Currency Area’s Banking System as 
a Closed Monetary Space

Bank A
(resident in country A)

Assets Liabilities

Deposit of client I – x MA
Deposit of bank B + x MA

Bank B
(resident in country B)

Assets Liabilities

Deposit in bank A + x MA Deposit of client I + y MB

Table 1 shows that a resident in country A (client I) can transform a deposit in bank A into 
an equivalent deposit in bank B (assume that x MA   =   y MB). Th is resident can own there-
by a fi nancial capital, in the form of a bank deposit, formed in another country and cur-
rency area. Th is same agent can therefore spend and invest abroad a capital that s|he owns 
in that foreign country. In fact, this agent (residing in country A) can decide to spend this 
foreign bank deposit (in country B’s banking system) to pay for any imported items from 
that same country (see below). Th e same holds for bank B, of course. Now, if bank B spends 

4 Note in passing that country B’s banking system records the image of the bank deposit that re-
mains in country A, which amounts to a duplication of country A’s deposit (x MA) as pointed out 
by Rueff  (1963: 323  –   324). If so, then any trade surplus of Euroland against, say, the United States 
implies that the latter does not lose any bank deposits, and that the image of these deposits that 
the Euro-area banking system records induces an infl ationary pressure within Euroland, as these 
amounts are converted into euros and spent on Euro-area markets for produced output. Needless to 
note, these same amounts can be sold and bought on the foreign exchange market, giving rise to a 
net supply of or a net demand for the relevant currency, as a result of which exchange rates fl uctuate 
and are indeed unpredictable, so as to induce speculation on the foreign exchange market. Th is is, in 
fact, an international monetary disorder that has to be eradicated by a structural reform of the inter-
national payment machinery, which could and should occur in the spirit of Keynes’s proposal for an 
international settlement system (Keynes 1980).
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a deposit formed in country A for purchasing fi rm F1’s securities, this means that this fi rm 
obtains a bank loan, which it might use in order for it to fi nance an investment in the cur-
rency area of country A. If this fi rm resides in a diff erent currency area (say, country B), 
the loan that it obtains through the sale of securities means that it operates a FDI within 
the currency area where the relevant capital originated (country A), to the benefi t of a lo-
cal seller of securities (fi rm F2) (table 2).

Table 2: Th e Result of a Foreign Direct Investment 
in Country A

Bank A
(resident in country A)

Assets Liabilities

Deposit of bank B – x MA
Deposit of fi rm F1 + x MA

Deposit of fi rm F1 – x MA
Deposit of fi rm F2 + x MA

Bank B
(resident in country B)

Assets Liabilities

Deposit in bank A – x MA
Credit to fi rm F1 + y MB

By contrast, if capital formed in country A is lent to an importer residing in country B, 
then the relevant bank deposit fi nances country B’s imports from A, which means that a 
bank residing in country A pays the local exporter with an amount of bank deposits that 
are part of this country’s national income. As a result, it is the net exporting country that 
fi nally pays for its own trade surplus, which is another point that is often overlooked in 
the literature (table 3, p. 316).

We notice in table 3 that a resident in country B (importer B) transforms a bank deposit 
in B’s banking system (y MB) into an equivalent deposit in A’s banking system (x MA) 
in order for this agent fi nally to pay for the item(s) s|he imports from A. As a result, the 
exporter (a resident in country A) is fi nally paid, as s|he holds a claim on a bank deposit 
in the banking system of the country where s|he resides. All in all, country B defi ned as 
a whole has paid for a net import with a bank deposit formed in country A: Production 
worth x MA has been imported in country B and fi nally paid with a deposit recorded in 
country A’s banking system. Th e fact that this production (of A) is physically consumed 
in another currency area (country B) does not really matter for macroeconomic analysis. 
In fact, any exported item (a real good or service) is consumed in the country producing 
it, if one considers consumption as an economical rather than a physical action. Indeed, 
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production being the action that integrates physical output into its numerical form (that is 
to say, money) as soon as the relevant wages are paid out by fi rms through banks to work-
ers, consumption is an action that dissociates money from physical output: Th e former is 
destroyed by banks owing to the so-called refl ux principle,5 while the latter is physically 
appropriated and consumed over time by those economic agents that purchased it on the 
market for produced goods, either within or outside their country of residence.

Be that as it may, the total sum of bank deposits – the form in which all capital exists –6 
formed within a currency area cannot but remain within that area, owing to the book-entry 
nature of money as well as to the double-entry book-keeping system of banks. In a nut-
shell, capital is immobile between currency areas, but it is of course mobile within a given 
single-currency area, within which there exists a payment system headed by a settlement 
institution, which makes sure that interbank payments are fi nalised by the transfer of set-
tlement balances in the form of central bank money (Rossi 2007: chapter 3). If so, then 
what can we say about capital mobility within the EMU? Let us address this question in 
the next section.

5 See Lavoie (1999) for an analysis of the refl ux principle in the history of monetary thinking.
6 Recall that all capital (either real or fi nancial) is subsumed under the relevant amount of bank 
deposits, which are recorded in the banking system (including the central bank) that issues the mon-
ey unit in which this capital is measured as soon as it is formed (as a result of the workings of the 
local monetary economy of production, see above). Th e concept of capital fl ight refers therefore ex-
clusively to bank deposits (bank notes are indeed the material representation of a deposit in the cen-
tral bank issuing them, see Innes 1913).

Table 3: Th e Result of a Cross-Border Payment 
for Foreign Trade

Bank A
(resident in country A)

Assets Liabilities

Deposit of bank B – x MA
Deposit of importer B + x MA

Deposit of importer B – x MA
Deposit of exporter A + x MA

Bank B
(resident in country B)

Assets Liabilities

Deposit in bank A – x MA Deposit of importer B – y MB
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3. Capital Flows Between the EMU Member Countries: 
Where Do We Stand?

In a multinational currency area such as the EMU, which represents indeed a single and 
unifi ed monetary space owing to the emission of a single European currency, capital – in 
the form of bank deposits – can move between its member countries freely. In particular, 
savings could fl ow from EMU countries with a relatively high propensity to save to mem-
ber countries with favourable investment and earning opportunities, in line here with the 
Feldstein  /  Horioka (1980) hypothesis. In this connection, fi gures 1 and 2 (p. 318) show 
scatter plots of saving shares and investment shares in GDP in the EU-15 countries over 
two diff erent time periods, that is, 1992  –  1998 (the pre-EMU period) and 1999  –  2005 (the 
fi rst seven years of the EMU).

Th e 1992  –  1998 data in fi gure 1 show a quite widespread spectrum of correlation be-
tween saving and investment across the EU-15 member countries. In particular, countries 
with a relatively low saving-to-GDP ratio have also a relatively low investment-to-GDP 
ratio in comparison with countries having higher ratios. Th is might suggest that in this 
period capital was not mobile across countries, which could validate the theoretical expla-
nation pointed out above with respect to the monetary barrier to capital fl ight that exists 
when a local currency subsists. By way of contrast, fi gure 2 shows a marked fl attening for 
the relation between saving shares and investment shares in GDP, in particular for the core 
countries of the EMU, namely, Belgium, France, Germany, Italy, and the Netherlands:7 
Despite their relatively diff erent saving-to-GDP ratios, their investment share of GDP is 
similar over the period 1999  –  2005, that is, the EMU period for which data are available. 
Indeed, this is the relationship that one may expect to observe for countries with similar 
economies and perfect capital mobility (Coakley et al. 1998).

Now, to make this scattered empirical evidence more robust and to gain further in-
sights into the actual direction of capital fl ows between the EMU member countries, we 
performed some calculations on GNP-to-GDP ratios for the EU-12 excluding Ireland and 
Luxembourg.8 Th ese ratios give an indication of whether a country owes to or earns from 
abroad a net factor income as a result of (past) capital fl ows. It is a proxy measure of the 
extent and direction of capital movements within the single currency area named after 
the euro,9 as we know from the reasoning made above that there can be no capital fl ows 
across a currency area’s borders (hence any capital outfl ow from a EMU-member coun-
try is a capital infl ow for another EMU-member country, and vice versa). Table 4 (p. 319) 
shows the percentage deviation from the EU-10 average of the GNP-to-GDP ratios for 
the relevant EMU member countries over the two periods considered in fi gures 1 and 2 

7 Data for Luxembourg are not available throughout the period.
8 We exclude Ireland and Luxembourg from the EU-12 group (hence the EU-10 reference), as 
both these countries are quasi-off shore fi nancial centres and their inclusion would thus distort the 
average. We thank one of the referees for bringing this point to our attention.
9 We borrow this methodology from the work of Bayoumi et al. (1999).
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Figure 1: Saving and Investment Shares of GDP in the EU-15 Countries, 1992  –  1998
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Figure 2: Saving and Investment Shares of GDP in the EU-15 Countries, 1999  –  2005
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(1992  –  1998 and 1999  –  2005), and for the whole period for which data are available con-
sistently (1980  –  2005).

Th e data in table 4 illustrate some interesting patterns. A fi rst group of countries have 
negative percentage deviations from the EU-10 average GNP-to-GDP ratio throughout 
the whole period 1980  –  2005, indicating that they have been benefi ting from net capital 
infl ows from the rest of the EU-10 – either in the form of bank deposits borrowed and 
thereby owned in some foreign currency areas (prior to the 1999 monetary union) as a re-
sult of FDI (see previous section), or in the form of bank deposits recorded in the home-
country banking system (after joining the Euro area) as a result of economic transactions 
pertaining to the capital account of their balance of payments. Th is group of countries 
includes Austria, Finland, Italy, and Portugal. By contrast, other countries, namely, Bel-
gium, France, Greece, the Netherlands, and to some extent Spain, have been experiencing 
net capital outfl ows over the same period, which means higher net factor income infl ows 
and therefore an above-average GNP-to-GDP ratio. Interestingly enough, Germany has 
switched position, and notably moved from having a net capital outfl ow in the 1980  –  1991 
period (but with only a 0.99 percentage deviation from the EU-10 average) to having a 
net capital infl ow in the 1992  –  1998 period (-0.32) and furthermore so once in the Euro 
area (-0.53). Th e associated outfl ow of factor income may be partly mirrored by the impor-
tant reduction of the (adjusted) wage share that occurred in Germany after it disposed of 
the Deutsche Mark and hence lost its monetary sovereignty – surrendering monetary pol-
icy decisions to the European Central Bank (ECB) – which made Germany more com-
petitive on product markets owing to the sluggish evolution of its unit labour costs (Ro-
chon  /  Rossi 2006: 105, table 2).

Table 4: Ratio of GNP to GDP in the EU-10 Countries 
(Percentage Deviation From Group Average, EU-12 Excluding 

Ireland and Luxembourg)

Country 1980   –   1991 1992  –   1998 1999   –   2005 1980   –   2005

Austria -0.55 -1.01 -1.25 -0.86

Belgium 0.11 1.69 1.84 0.98

Finland -1.83 -3.47 -0.33 -1.85

France 0.57 0.63 1.22 0.77

Germany 0.99 -0.32 -0.53 0.26

Greece 2.50 3.04 0.08 1.96

Italy -0.38 -1.25 -0.39 -0.59

Netherlands 1.15 0.58 1.77 1.15

Portugal -3.43 -0.64 -1.57 -2.18

Spain 0.87 0.76 -0.91 0.37

Source: OECD database, own calculations
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Th is situation and the underlying capital fl ows between EMU countries parallel seri-
ous current account imbalances across the EU-12 (table 5). As Hein  /  Truger (2006: 8   –   9) 
point out in this respect, nominal unit labour costs in Germany have grown at very low 
rates, which have improved price competitiveness and profi tability of German fi rms and 
have made German net exports almost quadruple between 2001 and 2005.10 Owing to the 
importance of intra-Euro-area trade, increasing German export surpluses have increased 
current account defi cits for a number of other Euro area countries. All these imbalances 
across Euroland are likely to push its member countries to introduce defl ationary wage 
policies to compete with Germany, increasing defl ationary pressures across the EMU.

Table 5: Current Account Balance as a Percentage of GDP, EU-12 Countries, 1999  –  2005

Country 1999 2000 2001 2002 2003 2004 2005 1999   –   2005

Austria -3.2 -2.5 -1.9 0.3 -0.2 0.2 1.1 0.5

Belgium 5.1 3.9 3.9 4.8 4.2 3.4 2.5 4.0

Finland 6.3 7.5 7.1 7.5 4.0 5.1 4.9 6.1

France 2.9 1.4 1.6 1.0 0.4 -0.4 -1.6 1.0

Germany -1.2 -1.6 0.2 2.2 2.1 3.8 4.0 2.5

Greece -4.2 -8.8 -8.1 -7.5 -7.2 -6.4 -6.3 -6.3

Ireland 0.3 -0.4 -0.7 -0.9 0 -0.8 -2.7 -0.8

Italy 0.7 -0.5 -0.1 -0.8 -1.3 -0.9 -1.6 -0.4

Luxembourg 8.9 13.7 9.0 11.6 6.8 11.1 11.8 10.4

Netherlands 3.9 2.0 2.5 2.6 5.7 9.4 7.7 4.8

Portugal -8.5 -10.7 -9.5 -6.8 -5.5 -7.8 -9.2 -9.2

Spain -2.9 -4.0 -3.9 -3.3 -3.6 -5.3 -7.4 -7.4

Source: OECD database, own calculations

Further, as current account imbalances are mirrored by capital account imbalances that 
change the net-debtor  /  net-creditor position of a country, and hence the associated net fac-
tor income fl ows, there is an increasing divergence between the value of output produced 
within a given EMU member country and the total amount of income earned and of bank 
deposits owned by its residents. Clearly, for those Euroland countries that are recording 
net capital infl ows from other EMU countries, a fraction of their bank deposits are the 
result of foreign production. By contrast, for those Euro area countries that are recording 
net capital outfl ows to the rest of Euroland, a fraction of the income earned and the rele-
vant bank deposits are lost for local consumption, therefore also for local employment and 
growth, as bank deposits are eventually spent for consumption purposes – perhaps after 

10 Th is is associated with net capital fl ows from Germany to its net importing partner countries 
within the EMU, which will increase the GNP-to-GDP ratio of Germany in the near future. I thank 
Eckhard Hein for pointing this out to me.
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a series of purely fi nancial transactions – as explained by Keynes.11 To be sure, if there is a 
lack of consumption (because of net capital outfl ows, that is to say, bank deposits leaving 
the country to be spent in some other part of Euroland), then those fi rms residing in this 
country will sooner or later leave it, or will at least cut back on employment – unless these 
same fi rms produce export goods. Indeed, short-term capital fl ows between countries per-
taining to the same currency area are largely triggered by fi nancial speculation, whilst long-
term capital fl ows are likely to depend more on current account imbalances, which lead 
businesses to invest in those countries within which sales volumes are increasing for both 
domestic and foreign reasons, that is to say, into which bank deposits are being spent from 
the rest of the currency area. If so, then countries recording net capital infl ows are likely 
to observe an upward pressure on their measured rates of infl ation, as the incoming bank 
deposits from other countries in the EMU will be spent, sooner or later, on the local mar-
ket for produced real goods and services. By contrast, as pointed out above, those EMU 
member countries that are losing bank deposits to the benefi t of the rest of Euroland will 
observe an increase in local unemployment rates, as fi rms are unable to sell their produc-
tion fully and therefore record soaring inventories.12 Both these cases will pose a problem 
for the EMU member countries as well as for their economic policy makers, an issue that 
a »one-size-fi ts-all« monetary policy cannot solve as we shall see later.

Indeed, free international capital fl ows have several implications for the currency area 
as a whole, as well as for its member countries. Th ey mean that capital can really move 
freely within that currency area, as a result of foreign trade, FDI, or fi nancial speculation, 
which move bank deposits between countries that share the same currency and a unifi ed 
interbank settlement system. If we consider the rationale for FDI, for instance, the yield 
diff erentials between countries in the same currency area lead to capital fl owing to those 
member countries where the return on investment is highest within that area. (In fact, 
there are other parameters that enter into consideration for an investor’s decision, such as 
»country risk«, so that the expected return on investment is actually not the only magni-
tude that matters in this respect.) It is precisely this form of investment, by means of which 
capital moves from one country to another within the same monetary space, that might 
lead or at least add to real economic disturbances across a currency area.

Empirical evidence at the EU level shows indeed that capital moves from the regions 
of lesser to those of higher productivity growth, which, within the EMU, means at the 
time of writing from the centre to the Western periphery of Euroland. Germany is a case 
in point.13 Whilst FDI fi gures for 2005 are soaring for countries such as Ireland and Spain 

11 »Human eff ort and human consumption are the ultimate matters from which alone economic 
transactions are capable of deriving any signifi cance; and all other forms of expenditure only acquire 
importance from their having some relationship, sooner or later, to the eff ort of producers or to the 
expenditure of consumers« (Keynes 1930: 120   –   121).
12 See tables 6, 7, and 9 (pp. 323, 325).
13 Germany is a high productivity country, but in the Western periphery of Euroland productiv-
ity growth is, on average, higher: there is a sort of catching-up eff ect, which makes Germany a coun-
try less attractive for FDI, as the return on (productive) investment is not as high as, say, in Spain.
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compared to 1999, Germany has been suff ering from the opposite phenomenon after it 
abandoned its local currency to adopt the euro: From 1999 to 2005, Germany has been 
losing a signifi cant amount of FDI, so much so that a number of FDI fl ows have been re-
versed and are now leaving Germany, to be redirected to some peripheral countries within 
the Euro area – even though Germany still remains an important recipient of FDI fl ows.14 
In other words, capital tends to fl ee from France, Germany, and Italy, towards the periph-
ery of the Euro area, which includes Finland, Ireland, and Spain (Greece to some extent).15 
Th is is much likely to increase economic divergence between these two EMU »regions«, 
the geographical centre of Euroland losing some percentage points of economic growth 
and employment to the benefi t of the Western periphery of the EMU (tables 6 and 7). To 
be sure, unemployment fi gures have increased in those countries that have been suff ering 
most from net capital outfl ows, within which fi scal policy has been proving insuffi  cient to 
curb this trend in the rate of unemployment – by increasing public expenditures and  / or 
by reducing tax rates, in order to attract foreign fi rms and capital infl ows –, owing largely 
to the fi scal criteria of the Treaty on the EU and of the Stability and Growth Pact (see 
Jespersen 2004, Hein  /  Truger 2005a and 2005b, and the references cited therein with re-
spect to fi scal issues).

Now, the fi nancial structure of the capital accumulated in a country before it joined 
the EMU plays an important role in determining the amount and direction of capital fl ows 
once this country is within Euroland. Indeed, fi xed capital has to be amortised, as wear 
and tear diminish its use value, and technical progress requires new investment goods to 
be produced and put to use. Amortisation rates are usually determined according to the 
economical rather than to the physical duration of a capital good. Th is duration depends 
on the pace of technical progress, and on the cost as well as availability of investment 
funds (Keynes’s fi nance motive). If the capital accumulated by fi rms of a given country 
in the EMU has been fi nanced by, say, selling long-term bonds prior to monetary union, 
and if these securities are remunerated at a rate of interest higher than the EMU average 
rate of interest, then these fi rms suff er a loss of competitiveness once their country fully 
participates in the EMU, as the capital accumulated within them has to be amortised at 
a cost higher than for the rest of the EMU fi rms. Th is problem does not disappear once a 
country joins Euroland. As a matter of fact, nominal long-term interest rates still diff er – 
although to a lesser extent than they used to diff er before monetary union – between its 
member countries over the period 1999  –  2006 (table 8, p. 324). Most important, owing to 

14 Although incomplete, FDI statistics show rather clearly that the core countries of Euroland are 
losing ground with respect to some countries at the Western periphery of the Euro area. In particu-
lar, Germany is recording a series of FDI fl ows with a negative sign, which indicates disinvestment, 
although FDI fl ows go in both directions for any EMU member country considered. Th e relevant 
matrixes with Eurostat data are available on demand from the author.
15 Greece has been reducing the income gap with the rest of Euroland, owing in particular to the 
Olympic Games that took place in Athens in 2004. In fact, outside its capital town, Greece has not 
benefi ted much from joining the Euro area in terms of economic growth and development.
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Table 6: Annual Growth Rates of Real GDP in the EU-12 Countries (), 1999  –  2008

Country 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Austria 3.3 3.4 0.8 0.9 1.1 2.4 2.0 3.1 2.6 2.1

Belgium 3.4 3.7 0.8 1.5 1.0 3.0 1.1 3.1 2.3 2.2

Finland 3.9 5.0 2.6 1.6 1.8 3.7 2.9 4.9 3.0 2.6

France 3.2 4.0 1.9 1.0 1.1 2.3 1.2 2.2 2.3 2.1

Germany 2.0 3.2 1.2 0.0 -0.2 1.2 0.9 2.7 1.2 2.0

Greece 3.4 4.5 5.1 3.8 4.8 4.7 3.7 3.8 3.7 3.7

Ireland 10.7 9.4 5.8 6.0 4.3 4.3 5.5 5.3 5.3 4.3

Italy 1.9 3.6 1.8 0.3 0.0 1.2 0.1 1.9 1.4 1.4

Luxembourg 8.4 8.4 2.5 3.8 1.3 3.6 4.0 5.5 4.5 4.2

Netherlands 4.7 3.9 1.9 0.1 0.3 2.0 1.5 2.9 2.9 2.6

Portugal 3.9 3.9 2.0 0.8 -1.1 1.2 0.4 1.2 1.5 1.7

Spain 4.7 5.0 3.6 2.7 3.0 3.2 3.5 3.9 3.4 3.3

EU-12 3.0 3.9 1.9 0.9 0.8 2.0 1.4 2.6 2.1 2.2

Note: Data for 2006, 2007 and 2008 are European Commission’s forecasts.

Source: Eurostat

Table 7: Annual Unemployment Rates in the EU-12 Countries (), 1999  –  2006

Country 1999 2000 2001 2002 2003 2004 2005 2006

Austria 3.9 3.6 3.6 4.2 4.3 4.8 5.2 4.8

Belgium 8.5 6.9 6.6 7.5 8.2 8.4 8.4 8.3

Finland 10.2 9.8 9.1 9.1 9.0 8.8 8.4 7.7

France 10.5 9.1 8.4 8.7 9.4 9.6 9.6 9.0

Germany 7.9 7.2 7.4 8.2 9.0 9.5 9.5 8.4

Greece 12.0 11.2 10.7 10.3 9.7 10.5 9.8 n.a.

Ireland 5.7 4.2 4.0 4.5 4.7 4.5 4.3 4.4

Italy 10.9 10.1 9.1 8.6 8.4 8.0 7.7 n.a.

Luxembourg 2.4 2.3 2.0 2.7 3.7 5.1 4.5 4.8

Netherlands 3.2 2.8 2.2 2.8 3.7 4.6 4.7 3.9

Portugal 4.5 4.0 4.0 5.0 6.3 6.7 7.6 7.4

Spain 12.5 11.1 10.3 11.1 11.1 10.6 9.2 8.6

EU-12 7.7 6.9 6.5 6.9 7.3 7.6 7.4 n.a.

Source: Eurostat
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the existence and persistence of infl ation rate diff erentials within the Euro area as meas-
ured through the Harmonised Index of Consumer Prices (HICP) (table 9), real interest 
rates are not yet the same across that area. Th is gives rise to diff erent costs of borrowing 
for investment projects (table 10), and may also explain some growth diff erentials in both 
GDP and employment levels between the EU-12 countries over the EMU period so far 
(recall tables 6 and 7). As the last column in table 10 shows, to date the three most attrac-
tive EMU countries in terms of borrowing costs are Ireland, Spain, and Portugal; by way 
of contrast, the worst ranked in this respect are Finland and Germany, since they have 
the highest real interest rates, largely because they have the lowest rate of infl ation across 
Euro land over the whole EMU period so far.

Table 8: Long-Term Nominal Interest Rates in the EU-12 Countries (), 1999  –  2006

Country 1999 2000 2001 2002 2003 2004 2005 2006

Austria 4.68 5.56 5.07 4.97 4.15 4.15 3.39 3.80

Belgium 4.75 5.59 5.13 4.99 4.18 4.15 3.43 3.81

Finland 4.72 5.48 5.04 4.98 4.13 4.11 3.35 3.78

France 4.61 5.39 4.94 4.86 4.13 4.10 3.41 3.80

Germany 4.49 5.26 4.80 4.78 4.07 4.04 3.35 3.76

Greece 6.30 6.10 5.30 5.12 4.27 4.25 3.58 4.07

Ireland 4.71 5.51 5.01 5.01 4.13 4.08 3.33 3.74

Italy 4.73 5.58 5.19 5.03 4.25 4.26 3.56 4.05

Luxembourg n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Netherlands 4.63 5.40 4.96 4.89 4.12 4.09 3.37 3.78

Portugal 4.78 5.59 5.16 5.01 4.18 4.14 3.44 3.91

Spain 4.73 5.53 5.12 4.96 4.12 4.10 3.39 3.78

Note: Data refer to government bonds with maturities of close to ten years.

Source: Eurostat

An analogous reasoning holds for those fi rms whose capital stock is obsolete owing to tech-
nological progress: in this case, these fi rms will have to speed up the amortisation process 
of their fi xed capital stock, to replace it with some newer, more technological instrumental 
goods. If so, then these fi rms will need to replace their capital stock more rapidly than the 
rest of the EMU businesses, in which case the resulting increase in their production costs 
will reduce their competitiveness, and hence lead them to cut back on production and em-
ployment. Th is limits economic growth and increases unemployment rates, particularly 
within those EMU countries, like Germany and other core countries of Euroland, that suf-
fer most from the anti-infl ationary policy that the ECB has been implementing so far, as 
revealed by the evolution of the adjusted wage share across the EMU (see Rochon  /  Rossi 
2006 in this respect).
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Table 9: Infl ation Rates in the EU-12 Countries (), 1999  –  2006

Country 1999 2000 2001 2002 2003 2004 2005 2006 1999   –   2006

Austria 0.5 2.0 2.3 1.7 1.3 2.0 2.1 1.7 1.7

Belgium 1.1 2.7 2.4 1.6 1.5 1.9 2.5 2.3 2.0

Finland 1.3 2.9 2.7 2.0 1.3 0.1 0.8 1.3 1.5

France 0.6 1.8 1.8 1.9 2.2 2.3 1.9 1.9 1.8

Germany 0.6 1.4 1.9 1.4 1.0 1.8 1.9 1.8 1.5

Greece 2.1 2.9 3.7 3.9 3.4 3.0 3.5 3.3 3.2

Ireland 2.5 5.3 4.0 4.7 4.0 2.3 2.2 2.7 3.5

Italy 1.7 2.6 2.3 2.6 2.8 2.3 2.2 2.2 2.3

Luxembourg 1.0 3.8 2.4 2.1 2.5 3.2 3.8 3.0 2.7

Netherlands 2.0 2.3 5.1 3.9 2.2 1.4 1.5 1.7 2.5

Portugal 2.2 2.8 4.4 3.7 3.3 2.5 2.1 3.0 3.0

Spain 2.2 3.5 2.8 3.6 3.1 3.1 3.4 3.6 3.1

Note: Data refer to the year-to-year percentage variation of the HICP.

Source: Eurostat

Table 10: Average Long-Term Real Interest Rates in the EU-12 Countries (), 1999  –  2006

Country Average long-
term nominal 
interest rate

Average infl ation 
rate (HICP)

Average long-
term real

interest rate

Rank in terms of 
borrowing costs

Austria 4.47 1.70 2.77 9

Belgium 4.50 2.00 2.50 7

Finland 4.45 1.50 2.95 11

France 4.41 1.80 2.61 8

Germany 4.32 1.50 2.84 10

Greece 4.87 3.20 1.65 4

Ireland 4.44 3.50 0.98 1

Italy 4.58 2.30 2.24 6

Luxembourg n.a. 2.70 n.a. n.a.

Netherlands 4.41 2.50 1.89 5

Portugal 4.53 3.00 1.53 3

Spain 4.47 3.10 1.40 2

Source: Tables 8 and 9, own calculations
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4. Concluding Remarks

In light of the existing, and persistent, infl ation rate diff erentials between EMU member 
countries at the time of writing, and the ensuing diff erent costs of borrowing, it seems diffi  -
cult, if not impossible, for the single monetary policy of the ECB to do justice, at the same 
time, to the diff erent needs of all countries within Euroland. Th is might bring about ten-
sions in the monetary policy strategy of the ECB as well as in its decision making process, 
exacerbated by the home-country bias that might aff ect the decisions taken by the mem-
bers of its Governing Council, as these members today are still part of their home coun-
try administration.16 Th e single interest rate policy oriented towards the needs of the Euro 
area as a whole might in particular be hampered by extensive country heterogeneity as re-
gards the degree of capitalisation of their production systems as well as by massive capi-
tal fl ows across that area. Put at the same monetary level as that of the most capitalised as 
well as the most advanced technological production systems, the less-advanced and slow-
growing countries in the EMU experience a number of fi rms’ closing down, while many 
investments are being diverted towards more competitive regions. Further, with heteroge-
neous cross-country responses, the single monetary policy itself is rather likely to induce 
idiosyncratic business cycles across Euroland (Suardi 2001). Th is amounts to saying that 
the GDP growth gap between the two groups of EMU countries (that is, fast-growing and 
slow-growing Euro-area countries) might increase over the next years, which could indeed 
slow down the economy of the whole Euro area rather than doing the opposite, owing 
notably to the defl ationary pressures pointed out in this paper. Also, if the ECB were to 
intervene in an attempt to counteract a major economic shock in one of the large(st) EMU 
countries, it might indeed increase cyclical divergence between these countries, thus hin-
dering synchronisation of the business cycle across Euroland.

Now, owing largely to the fi scal defi cit-to-GDP ceiling of three percent enshrined in 
the Maastricht Treaty and in the Stability and Growth Pact, national fi scal policies cannot 
really address the unemployment problem arising from free capital mobility within the Euro 
area. At the time of writing, the number of Euroland countries that fail to meet the fi s-
cal requirements set out in Maastricht, and enforced in Amsterdam, is notably a sign that 
these requirements represent a straitjacket, which constrains the fi scal policy eff orts that a 
country ought to undertake in order to fi ght against capital fl ight towards another Euro-
area country. In this situation, total aggregate demand is defi cient, and this defl ationary 
situation leads to fi rms cutting back on employment in a number of Euro-area countries, 
particularly at the geopolitical core of the EMU, with no macroeconomic policy available 
in the present institutional setting to curb this worrying trend. Clearly, a reform of the in-
stitutional design and policy strategy of the ECB is a priority that has to be put on the EU 
agenda. In particular, an intergovernmental conference at the EU level has to limit some-

16 Th is bias can be eradicated if appointment to the ECB Governing Council does not consider 
nationality, and is moreover the result of a democratic election, such as it occurs to date for the Eu-
ropean Parliament (Rossi 2008).
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how the ECB independence in monetary policy making, considering as a starting point 
the framework within which the Bank of England currently operates – in which there is a 
(timid) coordination between fi scal and monetary policies, oriented also towards output 
stabilisation (see Hein  /  Truger 2005c for analytical elaboration with respect to the EMU 
case). Let us hope that both economists and policy makers will follow suit, to provide a 
defi nitive solution to the current crisis in European economic integration.
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