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In the run-up to the global financial crisis, the euro area looked very much like

a microcosm of the world economy. The region as a whole grew in line with its

long-term trend, and its trade position with the outside world was broadly in

balance. However, the euro area’s aggregate position masked large variations

across the member states. In some parts of the region (notably countries on the

geographical periphery), demand grew consistently faster than output; in others

(like Germany), the reverse was the case. Profligacy in the periphery was

funded by thrift in the "core". This arrangement suited both sides. for a time at

least. While countries in the periphery enjoyed debt-fuelled booms, countries

such as Germany, where domestic demand was weak, could rely on exports to

keep growing.

It is tempting to ascribe the euro area’s problems to fecklessness and

irresponsibility in the periphery. In reality, things are more complicated. The

truth is that virtue in the core was dependent on vice in the periphery: rising

indebtedness in the periphery was simply the reverse side of export-led growth

in the core. Or, to put the matter differently, it was precisely because peripheral

countries lived beyond their means that countries such as Germany were able

to live within theirs. The relationship between the euro area’s core and

periphery can be compared to that between China and the US. but with two

differences. First, the flow of capital from core to the periphery was the result of

private-sector behaviour, not official intervention. Second, capital flows in the

euro area generally went downhill, from wealthier member states to poorer

ones, rather than uphill (as has been the case between China and the US).

The euro area’s problem was not so much the existence of macroeconomic

imbalances, or the direction of capital flows that accompanied them. It was

perfectly reasonable for capital to flow to generally poorer countries where

investment opportunities ought to have been greater. The trouble was the scale

of the imbalances and related capital flows, which exploded in the run-up to

the global financial crisis in 2007-08. In 2008 Germany ran a current-account

surplus of almost 7% of GDP, while some countries in the periphery ran

current-account deficits in excess of 10% of GDP. Imbalances on this scale could

not keep growing forever. Given the staggering amount of capital that was

flowing from the euro area’s geographical core to its periphery, there was

always a risk that some of it would be wasted on unproductive investments in

the periphery. And so it turned out. The countries that sucked in capital from

abroad misallocated it on an epic scale.
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