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I.1. Introduction 

The first ten years of the euro have witnessed an 
increase in differences between the external 
positions of Member States, with net external 
liabilities reaching unprecedented levels in some. 
The financial and sovereign crises have brought 
about some rebalancing of current accounts within 
the euro area, but there are so far only limited 
signs of a deleveraging of foreign asset positions, 
raising the question of the sustainability of some 
Member States’ external positions. 

This focus section presents an assessment of the 
net international investment positions (net IIPs) of 
the euro area countries with large net external 
liabilities and their adjustment needs. Section 2 
reviews recent developments in external assets 
and liabilities as well as related changes in 
investment income balances and valuation effects. 
Section 3 offers a quick survey of the available 
empirical literature on the economic implications 
of high levels of external liabilities. Section 4 
provides an assessment of external sustainability 
and external adjustment needs, while section 5 
discusses possible adjustment dynamics. Section 6 
concludes. 

I.2. Developments in external positions in 
the euro area  

A substantial deterioration of net IIPs in a 
number of Member States 

The years preceding the crisis were characterised 
by a moderate deterioration in the net 
international investment position of the euro area, 
which further accelerated during the crisis before 
reverting partially in 2011. (1) 

While the euro area’s overall net external 
liabilities remain relatively low (11.5 % of GDP in 
2011), there is considerable diversity across 
Member States (see Table I.1). During the pre-
crisis period, net external positions across euro 
area Member States displayed a markedly 
diverging trend. In particular, Greece, Portugal, 
Spain, Estonia and, to a lesser extent, Slovakia 
saw a rapid deterioration in their net IIPs. The 
deterioration was underpinned by the 
accumulation of large current account deficits and 
partly reflected large foreign direct investment 

                                                        
(1) Throughout this chapter ‘net international investment 

positions’ and ‘net external liabilities’ are used 
interchangeably. 

Focusing on euro area countries with large net external liabilities, this chapter presents an overview of recent 
developments in external assets and liabilities and analyses their economic implications, their sustainability 
and related adjustment needs. It also provides a discussion of adjustment dynamics. 

Over the last decade, differences in the external positions of euro area countries have increased substantially. 
Some Member States have accumulated large net external liabilities, raising concerns about their implications 
for growth and external sustainability. The same period has also witnessed a build-up in gross asset and 
liability holdings. In the countries concerned, rising external liabilities have led to deteriorating investment 
income balances, entailing a rising wedge between GDP and GNI. The deterioration of income balances due to 
higher liabilities has been partly contained by rapid economic growth (at least in pre-crisis years) and 
favourable yield developments, but these factors have now turned much less supportive. External positions can 
be subject to large valuation effects, which, however, seem to have a large temporary component. 

Beyond the effect on GNI, available empirical evidence indicates that high net external liabilities can weigh on 
growth and increase the economy’s vulnerability to shocks, raising the issue of the sustainability of external 
positions in some euro area countries. 

In recent years, euro area Member States with large external liabilities have gone through a current account 
rebalancing process that was first driven by demand compression but has also been gradually supported by 
improvements in competitiveness and export market shares. As a result of this process, external imbalances 
have diminished. A quantitative assessment of external sustainability shows that, notwithstanding recent 
progress, in 2011 some Member States had not yet moved to a sustainable NIIP trajectory. In these countries, 
further adjustment was still needed, the short-term impact of which — particularly in terms of employment — 
will depend on economic policies, especially in terms of structural reforms. 
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inflows in catching-up economies such as Estonia 
and Slovakia. (2) In some Member States, the 
changes in external liabilities were accompanied 
by significant valuation effects. 
 

Table I.1: Net international investment positions, 
euro area Member States 

 (% of GDP) 
2003 2007 2011

PT -58 -88 -103
IE -20 -19 -98
ES -45 -78 -92
CY 4 12 -81
EL -59 -96 -79
SK -24 -44 -64
EE -66 -72 -58
SI -6 -22 -42
IT -14 -25 -21
FR -4 -1 -16
AT -14 -18 -3
MT 40 18 6
FI -26 -28 16
DE 7 26 36
NL -2 -6 41
BE 37 29 58
LU 140 96 85

EA -6 -14 -12  
Source: Eurostat BoP data, DG ECFIN calculations. 

 

The crisis has so far led to only very limited signs 
of rebalancing in net IIPs. Estonia experienced a 
decline in its net foreign liabilities from 72 % of 
GDP in 2007 to about 58 % in 2011, partly owing 
to a strong improvement in its current account 
position. Net external liabilities also declined in 
Greece but mostly due to valuation effects (i.e. 
changes in the prices of assets and liabilities), 
mainly driven by a loss in the market value of 
Greek private- and public-sector securities, while 
the current account deficit, though improved, still 
stood at 9.8 % of GDP in 2011. Meanwhile, the 
net positions of Portugal, Spain and Slovakia 
worsened further, as improvements in current 
account deficits were not large enough to counter 
the negative dynamics of external liabilities. (3) 

The group of euro area Member States with large 
external liabilities has expanded as a result of the 
crisis, due to rapidly deteriorating net IIPs in 
Cyprus and Ireland. The deterioration reflected 
mostly large negative valuation effects, although 
current account deficits also played a role. The 

                                                        
(2) The deterioration in net IIPs is a common trend in most 

central and eastern european EU countries, where the 
catching-up process has generally been accompanied by large 
foreign direct investment inflows. 

(3) In Portugal and Spain, the contraction in GDP also 
contributed to increase the negative external position to GDP 
ratio and there were less liability-reducing valuation effects 
than in Greece. 

remainder of this chapter will therefore focus on 
an ‘enlarged group’ of 8 Member States with 
sizeable negative net IIPs in 2011 (PT, EL, IE, 
ES, EE, SK, CY and SI). 

Over the past decade, the deterioration of net IIPs 
was accompanied by a rapid build-up of gross 
asset and liability positions, reflecting rapid cross-
border financial integration (Table I.2). In relation 
to GDP, gross positions are particularly large in 
Ireland and Cyprus. They are instead well below 
the euro area average in Slovakia and Slovenia. 
As discussed later in this section, large gross 
positions increase the risk of so-called valuation 
effects (i.e. capital gains or losses caused by 
fluctuations in asset prices and exchange rates). 
 

Table I.2: Gross external assets and liabilities, 
euro area MS with large negative NIIPs  

(% GDP) 

2003 (1) 2007 2011 2003 (1) 2007 2011

EE 56 97 107 122 169 165
IE 762 1180 1670 782 1200 1768
EL 52 85 102 111 182 181
ES 102 121 118 154 199 210
CY 199 394 458 199 382 539
PT 103 178 172 205 266 274
SI 49 99 91 69 121 132
SK 31 24 53 66 85 118

EA 105 157 169 116 170 181

Assets Liabilities

 
(1) ES, SI: 2004 data. 
Source: Eurostat BoP data, ECFIN calculations. 

 

Rising net external liabilities have led to 
deteriorating investment income balances 

Member States with high negative net IIPs all post 
negative investment income balances, which drive 
a significant wedge between GDP and GNI and 
represent a sizeable income outflow to the rest of 
the world. The magnitude of the deficits varies 
significantly across countries, ranging from 
around 2 % of GDP in Slovenia and Spain to 20 % 
in Ireland with other Member States clustered 
between 4 and 6 % of GDP (Graph I.1). 

Differences in the size of the investment income 
balance are related to some extent to differences 
in net external liabilities, but also reflect large 
differences in implicit average yields on foreign 
assets and liabilities. (4) For most of the 
8 Member States analysed here, the implicit yields 
on external liabilities tend to be higher than the 

                                                        
(4) Implicit yields are calculated as the ratio of investment 

income paid (received) to gross liabilities (assets). 
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implicit yields on external assets (Graph I.2). This 
yield gap is strongly negative for catching-up 
economies such as Estonia and Slovakia and is 
only (modestly) positive in Spain, which explains 
the relatively low income balance deficit in that 
country. (5) 

Graph I.1: Investment income balance, euro area 
MS with large negative NIIPs  

(% of GDP) 
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Source: Eurostat BoP data, ECFIN calculations. 

Turning to the dynamics of investment income 
balances, a rise in deficits was observed in pre-
crisis years in all the Member States considered 
apart from Ireland and Greece. However, the rise 
appears relatively contained in the light of the 
large deterioration in external positions. Table I.3 
provides a decomposition of changes in income 
balances, which shows that, although rising net 
liabilities indeed contributed to deteriorating 
investment income balances in pre-crisis years, 
the effect was partly offset by rapid nominal GDP 
growth and, in a majority of the Member States 
concerned, by improving yield conditions. 

Turning to the post-crisis picture, investment 
income balances have somewhat improved since 
2007 in most of the Member States with large 
external liabilities. While external liabilities have 
continued to increase, these negative pressures on 
balances have generally been more than offset by 
cuts in implicit yields (at least up to 2010), 
reflecting lower profits by corporations and lower 
interest rates on debt. The improvement in income 
balances since the crisis therefore appears to be 
largely of a temporary nature and should soon be 
followed by another period of deterioration as the 

                                                        
(5) The yield gap is, in large part, accounted for by differences in 

the share of equity and FDI in total assets and total liabilities. 
Equity holdings tend on average to command higher (though 
more volatile) implicit yields than debt instruments.  

increasing risk premia on the external liabilities of 
Member States with large negative net IIPs 
brought about by the crisis progressively feed into 
implicit yields. 

Graph I.2: Difference in implicit yields between 
external assets and liabilities, euro area MS with 

large negative NIIPs  
(in pp, 2004-11 averages) (1) 
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11). 
Source: Eurostat BoP data, ECFIN calculations. 

 
 

Table I.3: Decomposition of changes in 
investment income, euro area MS with large 

negative NIIPs 
(pp of GDP) 

Assets and 
liabilities

Returns on 
assets and 
liabilities

GDP growth

EE -3.8 -4.3 -1.7 2.2
IE 4.4 -16.9 15.7 5.5
EL (1) 1.3 1.5 0.2 -0.4
ES -0.6 -2.2 1.0 0.6
CY -1.9 -4.1 1.2 0.9
PT -1.6 -1.5 -0.5 0.4
SI -1.2 -1.7 0.1 0.4
SK -4.2 -1.5 -3.5 0.8

EE 1.5 0.7 1.8 -1.0
IE -4.1 -5.3 4.1 -3.0
EL 0.3 0.0 0.2 0.1
ES 0.8 -0.4 1.2 0.0
CY 3.0 -5.3 7.9 0.4
PT -0.3 -0.9 0.5 0.1
SI 0.5 -0.7 1.1 0.1
SK 2.4 -1.7 3.7 0.4

due to changes in:

2002-07

2007-10

Total change 
in income 
balance

 
(1) 2005-2007 for EL. 
Source: Eurostat national accounts data, ECFIN 
calculations. 
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Large but mostly temporary valuation effects 

The economic and financial crisis of 2007-2009 
and its aftermath has led to pronounced global 
asset price swings and contributed to sizeable 
valuation effects in the net foreign positions of 
euro area Member States. (6) Valuation effects 
can occur when prices of foreign assets and 
liabilities fluctuate, resulting in changes in the 
market value of gross asset and liability positions 
and ultimately in the net IIP. In the presence of 
significant valuation effects, changes in the net 
IIP are no longer determined only by the current 
and capital account balance. 

Valuation effects can be approximated by 
comparing changes in the net IIP with underlying 
cross-border financial transactions. (7) Graph I.3 
suggests that, in the majority of Member States 
with large external liabilities, the cumulative 
effect of valuation effects on a country’s net IIP 
has generally been self-limiting, and in the 
majority of cases self-correcting. Over the period 
2000Q1-2012Q1, the largest swings in valuation 
effects are observed for Ireland, Cyprus, Greece, 
and Spain. In Cyprus and Greece, there is strong 
evidence of self-correction, with turning points in 
both cases in the course of 2007. However, 
valuation effects appear to be more persistent in 
Ireland and, to a much lesser degree, in Spain. 

The large negative valuation effects observed in 
the chart can mostly be traced back to the 
portfolio component of balance sheets. (8) In 
Ireland, large valuation effects mostly reflected 
the country’s very large gross asset and liability 
positions rather than large swings in prices of 
specific assets. Large gross positions mean that 
even small price changes can entail large 
valuation changes, as a given price change acts on 
a bigger stock of financial instruments. In Cyprus, 
valuation changes were dominated by price 
                                                        
(6) Valuation effects are discussed in detail in N. Balta (2010): 

‘The importance of valuation effects for external asset 
       positions in the euro area’, Quarterly report on the euro area, 

Vol.9 No.1, March 2010. For an overview of valuation 
effects in the UK and the US, see R. Kuenzel (2011): ‘The 
UK's external position’, in: Giudice, G., R. Kuenzel and T. 
Springbett (eds.): UK Economy – The Crisis in Perspective, 
Routledge: London, 2011. 

(7) Valuation effects are regularly applied by national 
statisticians to IIP stock data, but these adjustments are 
typically not publicly available. Valuation effects (as well as 
other volume changes as well as errors and omissions) are 
therefore approximated as the difference between IIP stock 
changes and financial (or current) account flows.  

(8) Ireland’s large valuation effects for portfolio liabilities may 
have been influenced by a large debt-equity swap conducted 
in Q4 2010 as part of the EU/IMF assistance programme (see 
QREA (2012), Vol.11 No.1, p.28 for further details). 

changes although large gross asset and liability 
positions also played a role. By contrast, in 
Greece and Spain valuation effects were mostly 
attributable to price changes. 

Graph I.3: Cumulative valuation effects,  
euro area MS with large negative NIIPs 

(Q4-2000- Q1-2012, pp of GDP) (1) 
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Source: Eurostat BoP data, DG ECFIN calculations. 

Overall, the evidence provided in Graph I.3 
suggests that the IIPs of euro area Member States 
can be subject to large valuation effects, which, 
however, appear to have a large temporary 
component. Further work would be needed to 
better understand the drivers of valuation effects, 
but the assessment of the net IIP dynamics 
presented in section 1.4 will assume the absence 
of systematic valuation effects over long periods 
of time (say two decades or more). 

I.3. Economic implications of high 
external liabilities 

High levels of external liabilities may affect 
growth… 

In addition to its implications in terms of 
disposable income (via negative investment 
income balances), a high level of net external 
liabilities may also affect growth and the 
economy’s vulnerability to shocks. 

Moderate levels of external liabilities can have 
beneficial effects on welfare and growth. In 
theory, cross-country lending and borrowing 
allow consumption smoothing and a more 
efficient allocation of saving and investment. As 
long as the capital flows are allocated to 
productive uses, they sustain future growth and 
the capacity to reimburse the capital borrowed. In 
neoclassical growth models, capital mobility leads 
to higher transitional growth as it allows faster 
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accumulation of capital in countries with 
comparatively high marginal factor productivity. 

However, high external liabilities can also be 
associated with a number of economic distortions. 
For example, a public debt overhang can translate 
into higher distortionary taxation or a decline in 
public investment, thereby hampering growth. 
Similarly, high liabilities at the household level 
are likely to lead to a decline in aggregate 
demand. (9) Moreover, the increase in uncertainty 
can lead investors to engage in short-term 
investment rather than in higher-risk long-term 
productive investment.  

…and increase vulnerability to shocks 

High external liabilities are also likely to amplify 
business cycles and heighten a country’s credit 
risk and financial stability risks. A high level of 
net liabilities makes the economy more vulnerable 
to shocks that might affect the ability of the 
country to service or rollover external liabilities, 
such as a weakening of economic growth or sharp 
changes in asset prices. Graph I.4 provides an 
illustration of this vulnerability in the shape of a 
significant negative correlation between sovereign 
spreads and net foreign liabilities within the euro 
area. In the worst cases, and as shown by some 
euro area Member States in recent years, the 
vulnerability related to high external liabilities can 
materialise in the form of sudden stops of foreign 
capital inflows. (10)  

Large capital inflows can translate into credit 
bubbles such as those experienced by a number of 
euro area Member States. The bursting of such 
bubbles involves long periods of slow growth as 
demand is depressed by balance sheet adjustment. 
While financial integration usually allows better 
cross-country allocation of capital, high levels of 
net foreign liabilities tend to increase the financial 
fragility of the economy and expose it to a 
heightened risk of asset-price and credit boom-
and-bust cycles. 

In addition to the level of net foreign liabilities, 
large gross positions also play a prominent role in 
determining financial risk. First of all, the 
existence of large stocks of assets and liabilities 

                                                        
(9) For these arguments, see Reinhart C.M., V.R. Reinhart and 

K.S. Rogoff (2012), ‘Debt Overhangs: Past and Present’, 
NBER Working Paper 18015. 

(10) However, the correlation in the chart should not be 
interpreted as suggesting a stable relationship between net 
IIPs and sovereign spreads, but rather as reflecting conditions 
prevailing over the period taken into account. 

implies that changes in asset prices can lead to 
wide variations in the international investment 
position. Second, the presence of balance sheet 
liquidity and maturity mismatches is an important 
indicator of financial instability and is a key 
determinant of the impact of a sudden stop 
scenario on the economy (see Obstfeld, 2012). (11) 

Graph I.4: Net IIPs and sovereign spreads 
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Empirical evidence provides support for the 
idea that foreign liabilities may overshoot  

The empirical literature on the economic 
implications of external asset positions has 
followed two broad avenues exploring 
respectively their effect on crisis risks and growth. 

The ratio of net foreign liabilities to GDP has long 
been regarded as an indicator of default risk. A 
number of empirical studies have tested the link 
between external debt and the likelihood of crisis’ 
episodes. For example, Catão and Milesi-Ferretti 
(2012) find that crises (12) are typically 
characterised by a deterioration of the external 
position in the run-up to their outbreak and that, 
beyond a certain net IIP level, the risk of crisis 
grows with further net liability exposure. As a 
result of rises in trade openness and financial 
integration, this threshold may have shifted 
upward to about 50 to 60 % of GDP in recent 
years. (13) 

The composition of foreign assets and liabilities 
also plays a fundamental role in affecting the 

                                                        
(11) Obstfeld, M. (2012), ‘Does the current account still matter?’, 

NBER Working Paper 17877. 
(12) Defined as an outright external default or the disbursement of 

a large multilateral support package. 
(13) Catão A. and Milesi-Ferretti G. (2012), ‘External liabilities 

and crisis risk’, unpublished manuscript. 
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degree of external vulnerability of a country (see, 
for a discussion, Furceri, Guichard and Rusticelli, 
2012). (14) In particular, the presence in total 
liabilities of excessive levels of non-contingent 
liabilities, i.e. liabilities that require the repayment 
of the principal or interest, is likely to increase the 
risk of crises, while equity has a looser link with 
crisis events. This is supported by the empirical 
literature, for example the cited study by Catão 
and Milesi-Ferretti (2012), whose findings 
suggest that debt positions are more important 
than equity positions in explaining crises. 

Turning to the link with growth, the existence of 
positive and negative effects of external liabilities 
would suggest some non-linear relationship with 
growth. This conjecture is, to some extent, 
confirmed by the available empirical evidence. In 
the case of emerging markets, a number of studies 
have documented a negative and non-linear 
relation between external liabilities and growth. 
For example, Pattillo, Poirson and Ricci (2011) 
use a large panel of developing countries and 
estimate that the average impact of gross external 
debt becomes negative at about 35-40 % of 
GDP. (15) Imbs and Ranciere (2005) report a 
similar finding with a threshold of about 60 % of 
GDP. (16) 

Available evidence is unfortunately much thinner 
for advanced economies, but the threshold is 
probably higher than in emerging markets. 
Reinhart and Rogoff (2010) (17) find that growth 
in emerging markets deteriorates markedly above 
a ratio of gross external debt to GDP over 60 %, 
while the threshold estimated for advanced 
countries in Reinhart, Reinhart and Rogoff (2012) 
is considerably higher (90 %). The idea of 
possible threshold effects is also supported 
indirectly by a burgeoning literature on the links 
between the liabilities of specific institutional 
sectors and macroeconomic growth. For example, 
                                                        
(14) Furceri D, S. Guichard and E. Rusticelli (2012), ‘Medium-

term determinants of international investment postions: the 
role of structural policies’, Journal of International 
Commerce, Economics and Policy, Vol. 3 No 2. 

(15) Pattillo C., H. Poirson and L. Ricci (2011), ‘External debt and 
growth’, Review of Economics and Institutions, Vol. 2 No 3. 

(16) Imbs J. and R. Ranciere (2005), ‘The overhang hangover’, 
CEPR Discussion Paper 5210. See, also, Checherita C. and P. 
Rother (2010), ‘The impact of high and growing government 
debt on economic growth: an empirical investigation for the 
euro area’, ECB Working Paper No 1237 (limited to 
government debt) and Cordella T., L. Ricci and M. Ruiz-
Arranz (2005), ‘Debt overhang or debt irrelevance? 
Revisiting the debt-growth link’, IMF Working Paper No 
05/223. 

(17) Reinhart C.M. and Rogoff K.S. (2010), ‘Growth in a time of 
debt’, American Economic Review: Papers and Proceedings, 
100 pp. 573-578. 

Reinhart and Rogoff (2010) find that median 
average GDP growth rates fall rapidly when 
public sector debt-to-GDP ratios exceed 90 %. 
Similarly, Cecchetti, Mohanty and Zampolli 
(2011) (18) report a threshold of about 85 % for 
public sector debt and 90 % for corporate debt. 

Overall, the available literature backs the idea that 
excessive external liabilities can have a negative 
effect on growth and macroeconomic stability. 
The conclusion suggests that the sustainability of 
external positions (together with current account 
imbalances) should be a key focus of 
macroeconomic surveillance. This is now the case 
in the euro area with the latest institutional 
enhancements of the economic governance. Both 
concepts have a particular relevance in the context 
of the macroeconomic imbalance procedure (MIP) 
which was set up in the context of the so-called 6-
pack. (19) 

I.4. Assessing the sustainability of 
international investment positions  

Further current account rebalancing is needed 
in some Member States  

A basic tool to assess the sustainability of external 
positions is to calculate the improvement in the 
primary current account (20) needed to stabilise 
the net IIP. Table I.4 (col. d) shows that, for a 
number of euro area Member States with large 
negative net IIPs, current account positions in 
2011 were still below the level needed to stabilise 
the external position. The gap appears particularly 
large in Greece and significant although smaller in 
Portugal. The gap is also very large in Cyprus but 
the estimate should be taken with caution as there 
are indications that the 2011 level of the current 
account will soon be revised significantly 
upwards, thereby reducing the gap considerably. 
Estonia, Ireland and Slovakia show a significant 
positive gap. In these three countries, the current 
account position is already significantly above the 
level that stabilises the external position. 

                                                        
(18) Cecchetti, S.G., M.S. Mohanty and F. Zampolli (2011), ‘The 

Real Effects of Debt’, BIS Working Paper No. 352. 
(19) For more information on the macroeconomic imbalance 

procedure, see Fischer, J., A. Hobza and A. Mordonu (2012) 
‘The surveillance of macroeconomic imbalances in the euro 
area’, QREA I/2012, European Commission (2012), 
‘Scoreboard for the surveillance of macroeconomic 
imbalances’, European Economy - Occasional Papers, 92, 
and European Commission (2012), ‘Macroeconomic 
Imbalances’, European Economy - Occasional Papers, 99 to 
110. 

(20) i.e. the current account excluding the investment income 
balance. 
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Table I.4: Current account gaps, euro area MS 
with large negative NIIPs  

(2011, % of GDP) 
Actual current 

account
Primary 
current 

account (1)

IIP stabilising 
primary CA 

(2)

Gap with 
primary CA 

a b c d=b-c
EE 2.9 9.7 -0.6 10.3
IE 0.7 20.9 18.5 2.4
EL -9.8 -5.7 0.6 -6.4
ES -3.5 -1.1 -1.2 0.1
CY -10.4 -5.6 3.3 -8.9
PT -6.4 -1.5 -0.1 -1.4
SI 0.0 2.2 1.6 0.6
SK 0.1 4.2 0.4 3.9  

(1) Current account excluding the investment income balance 
(2) Calculated assuming that the balance of the capital account 
stays constant at its 2011 level. 
Source: DG ECFIN. 

 

The estimates of current account gaps presented in 
Table I.4 should be nuanced in a number of ways. 
First, the gap is calculated relative to the actual 
current account in 2011. This may not capture 
properly the rebalancing effort needed because the 
current account may in part be driven by cyclical 
factors. There are good reasons to believe that the 
ongoing current account rebalancing process in 
the euro area is partly structural in nature. (21) 
However, in some of the countries shown in 
Table I.4, the cyclical position is currently 
significantly weaker than in the rest of the euro 
area. In these countries, the current account is 
partly pushed up by cyclical (and therefore 
temporary) factors. Table I.5 (col. d) points to a 
comparatively weaker cyclical position in Greece 
and, to a lesser degree, Spain. In these two 
countries the estimate of the current account gap 
probably underestimates the required adjustment. 

Second, the estimates are based on the strong 
assumption of the absence of valuation effects. As 
highlighted in the previous section, it is difficult 
to identify on the basis of the available data 
systematic trends in valuation effects that could be 
incorporated in the estimates. This does not mean, 
however, that substantial valuation effects could 
not materialise and either increase the required 
current account adjustment or reduce it. Risks of 
significant valuation effects appear larger for 
Member States with very large gross asset and 
liability positions (IE, CY). 

 

                                                        
(21) European Commission (2012), ‘European economic forecast, 

spring 2012’, European Economy No. 1, pp 35-38. 

Estimates of the net IIP-stabilising current 
account should be seen as a minimum adjustment 
requirement in terms of external sustainability. As 
discussed in the previous sections, there is 
evidence that large net external liabilities can have 
negative effects on growth and macroeconomic 
stability and net external liabilities have reached 
unprecedented levels in a number of euro area 
Member States. For a more cautious assessment 
of the rebalancing needed to ensure external 
sustainability, a more appropriate benchmark may 
be the level of the current account that is required 
to push up the net IIP to a specific target. 
Table I.5 (cols b and c) presents the current 
account necessary for the net IIP to reach 50 % of 
GDP after 20 years. In the absence of consensual 
estimates as to what constitutes a ‘good’ level of 
external liabilities, the choice of any target is 
somewhat arbitrary. The 50 % level appears 
broadly in line with the literature discussed earlier 
and would bring the net IIP back to levels seen in 
the early 2000s (EE, EL, PT) or mid-2000s (ES). 
 

Table I.5: Current account gaps (cont.), euro 
area MS with large negative NIIP  

(2011, % of GDP) 
Primary 
current 

account (1)

Primary CA 
which 

reduces IIP 
to -50% (2)

Gap with 
primary CA 

Relative 
cyclical 
position

a b c=a-b d
EE 9.7 -0.3 10.0 0.2
IE 20.9 21.4 -0.4 -1.0
EL -5.7 2.1 -7.8 -6.7
ES -1.1 1.0 -2.1 -2.0
CY -5.6 5.2 -10.8 1.1
PT -1.5 2.5 -4.0 -1.0
SI 2.2 1.1 1.1 -1.4
SK 4.2 1.1 3.2 1.2  

(1) Current account excluding the investment income balance  
(2) Calculated assuming that the balance of the capital account 
remains constant at its 2011 level. 
Source: DG ECFIN. 

 

Such a more ambitious target would leave 
Estonia, Slovenia and Slovakia with a positive 
gap. For the other countries, the negative gap 
would be higher (in absolute value) than for the 
IIP-stabilising estimates, with the differences in 
the range of 1.5-3 % reflecting differences in the 
size of external liabilities. It is noteworthy that 
both Spain and, notably, Portugal would then face 
significant negative gaps. The Irish gap would fall 
slightly into negative territory. (22) 

                                                        
(22) It is important to stress that the estimates of the current 

account gap are based on a simple ‘accumulation’ equation 
relating changes in the IIP to the primary current account and 
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Estimates of adjustment needs are sensitive to 
growth and interest rate assumptions  

Estimates of the IIP-stabilising current account 
are based on a number of assumptions regarding 
growth and interest rates. Table I.6 shows the 
assumptions underlying the estimates presented in 
Tables I.4 and I.5. The yield assumptions are 
derived from medium-term averages of implicit 
yields calculated by relating balance of payment 
flow and stock data (see also footnote 2 in 
section 1.2.). For most countries, the averages are 
calculated for the period 2004-11, covering both 4 
years before the crisis and 4 years after. GDP 
growth assumptions are taken from the 
projections presented in the latest European 
Commission’s Fiscal Sustainability Report. (23) 
 

Table I.6: Assumptions underlying the estimates 
of IIP-stabilising current account 

Yield on 
assets 

(% of assets)

Yields on 
liabilities 

(% of 
liabilities)

Yield gap Nominal GDP 
growth 

(aa in %)

a b c=a-b d
EE 4.3 6.1 -1.9 4.5
IE 2.8 3.9 -1.1 4.5
EL 2.0 3.1 -1.2 2.7
ES 3.4 3.3 0.1 4.0
CY 2.7 3.5 -0.9 3.8
PT 3.3 3.7 -0.3 3.3
SI 2.0 3.3 -1.3 3.5
SK 3.5 5.1 -1.6 4.3  

Source: DG ECFIN. 
 

To get a better sense of the sensitivity of the 
estimates to these assumptions, Table I.7 shows 
how the gap between the IIP-stabilising current 
account and the actual current account changes 
when growth and interest rate assumptions are 
modified. Two points are noteworthy. 

• First, results show a comparatively higher 
sensitivity of the current account gap to the 
yield gap assumptions than to the growth or 
yield assumptions. The yield gap therefore 

                                                                                  
the gross asset and liability positions under certain yields and 
growth assumptions. As already stressed, the equation does 
not factor in valuation effects, nor does it take into account 
possible feedback effects from changes in the net IIP on 
yields or growth which are assumed to be constant. Such 
feedback effects could be significant. For instance, a lower 
net IIP is likely to be associated with lower yields on 
liabilities as financial markets’ assessment of sustainability 
improves and risk premia decrease. Such complex 
interactions can only be captured in a general equilibrium 
model and require further research work.  

(23) European Commission, ‘Fiscal Sustainability Report 2012’, 
European Economy (forthcoming). 

emerges as a major source of uncertainty or 
risk in the sustainability analysis. 

• Second, the sensitivity of the current account 
gap estimates to changes in underlying 
assumptions varies across Member States. 
Sensitivity to growth and overall yields is 
mostly related to the net IIPs. On the other 
hand, the sensitivity to the yield gap mostly 
reflects the size of gross IIPs. Uncertainty in 
estimates of the current account adjustment 
required to stabilise the net IIP appears 
comparatively much higher for Ireland but also 
for Cyprus and, to a lesser degree, Portugal. 

Overall, the sensitivity analysis further backs the 
idea that estimates of the required adjustment 
effort based on the IIP-stabilising assumption 
should be seen as a minimum benchmark. Putting 
Member States’ net IIP trajectories on a 
sustainable path in a context of uncertain 
projections of growth and interest rates would 
justify more ambitious adjustment efforts 
involving some decrease in external liabilities 
rather than just stabilisation. 
 

Table I.7: Sensitivity of the current account gap 
to growth and interest rate assumptions  

(pp of GDP) (1) 
1 % drop in GDP 

growth
1 % rise in yields 

(2)
0.5 pp rise in the 

yield gap (3)

a b c
EE 0.6 0.6 0.8
IE 1.2 1.0 8.7
EL 0.8 0.8 0.9
ES 0.9 0.9 1.1
CY 0.8 0.8 2.6
PT 1.0 1.0 1.4
SI 0.4 0.4 0.6
SK 0.6 0.6 0.6  

(1) Changes in the estimates of the primary current account gap 
when growth and yield assumptions are changed. 
(2) 1 pp simultaneous rise in yields on assets and liabilities. 
(3) 1 pp increase in yields on liabilities. 
Source: DG ECFIN. 

 

Sustainability also depends on the composition 
of balance sheets 

While the assessment has so far focused on the 
total net and gross size of the asset and liability 
positions, their composition also has important 
potential implications for external sustainability. 

A first important element is the mix of debt and 
equity in the external position. As discussed, 
differences in the mix can be associated with 
sizeable differentials in the yields on external 
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assets and liabilities. Also, a high share of debt in 
external liabilities can increase the vulnerability 
of the economy in the event of a negative growth 
shock, as debt repayments do not change with the 
economic situation of the country, while 
dividends on equity fall with earnings. 

A second element to consider when assessing the 
sustainability of the external position is the 
residual maturity of debt. In fact, a maturity 
mismatch between short-term liabilities and long-
term assets exposes the economy to an interest 
rate risk, as higher interest rates might have to be 
paid in order to increase liquidity, and to a 
rollover risk, as investors might decide not to roll 
over maturing debt. Besides, even in the absence 
of a maturity mismatch between assets and 
liabilities, a large share of liabilities with short 
residual maturity exposes the economy to such 
risks if the creditworthiness of the country is low. 
 

Table I.8: Share of total and short-term debt in 
total liabilities, euro area countries with large 

negative NIIPs (2010, in %) (1) 
Debt Short-term debt

EE 51 33
IE 51 23
EL 93 47
ES 74 27
CY 85 75
PT 74 37
SI 72 15
SK 47 28

EA-17 63 28  
(1) Debt is defined as the sum of currency and deposits, 
securities other than shares and loans. 
Source: Eurostat national account data, DG ECFIN 
calculations. 

 

Table I.8 shows that in 2010 the share of debt in 
total liabilities was well above the euro area 
average in Cyprus and Greece, and, to a lesser 
extent, in Spain, Portugal and Slovenia. The table 
also gives the proportion of short-term debt in 
total liabilities, which is particularly high in 
Cyprus and Greece. (24) 

A third related element to consider is the relative 
importance of foreign direct investment (FDI) in 
total liabilities. A large share of FDI can 
potentially reduce the vulnerability of the 
economy, as FDI inflows allow risk-sharing with 
foreign investors, as their profitability is linked to 

                                                        
(24) The share of short-term debt in total liabilities is here used as 

a proxy for the proportion of debt with short (less than one 
year) residual maturity. 

the performance of the investment, and there is 
some evidence that they are more stable than debt 
inflows. (25) On the downside, however, returns 
on FDI liabilities can be higher than returns on 
debt. Graph I.5 shows that the share of FDI in 
total liabilities is particularly large in catching-up 
economies such as Estonia and Slovakia, while is 
smaller in Slovenia, where reliance on debt-
financing is higher (see Table I.8). 

Graph I.5: Share of foreign direct investment in 
total liabilities, euro area countries with large 

negative NIIPs (2011, in %) 
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Source: Eurostat BoP data, DG ECFIN calculations. 

Summing up …  

Overall, three points emerge from the analysis of 
the dynamics of net IIPs. 

• First, in 2011 (last available historical data) the 
current account rebalancing process that had 
started with the global economic and financial 
crisis still had some way to go in the euro area. 
That year, Greece posted current account 
balances that were still far below the IIP-
stabilising level. Setting net IIP on a clear 
downward trajectory would also have required 
further current account adjustment in Cyprus, 
Portugal and Spain. 

• Second, estimates of the current account 
required to stabilise the IIP are sensitive to 
assumptions in terms of growth and yields. 
This is particularly true for countries with 
large gross asset and liability positions (IE, 
CY). The uncertainty surrounding these 
estimates calls for a cautious approach to the 
assessment of external sustainability, with 

                                                        
(25) See, for example, Kose M.A., Eswar P, Rogoff K. and S. Wei 

(2006), ‘Financial Globalization: A Reappraisal’, IMF 
Working Paper No 06/189. 
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estimates of the IIP-stabilising current account 
to be seen as a minimum benchmark. 

• Third, balance sheet composition also matters 
for the assessment of external sustainability. In 
the absence of appropriate data, this section 
only offers a rudimentary analysis, which, 
however, points to the relative vulnerability of 
some countries due to a high share of debt (EL 
and CY) and/or short-term debt (EL) in total 
liabilities. 

I.5. Rebalancing international investment 
positions  

As the previous section has pointed to the 
unsustainable dynamics of net IIPs in some 
Member States, the present section discusses the 
possible drivers of an IIP adjustment process and 
its economic implications, together with some 
considerations on the on-going adjustment process 
across euro area Member States. 

The mechanics of the adjustment  

The net IIP is the sum of the net asset positions of 
domestic economic agents’ (households, 
corporation and the public sector). Changes in the 
net IIP therefore necessarily mirror changes in the 
net assets of some or all of these agents. In other 
words, abstracting from valuation effects, an 
improvement in the net IIP requires an adjustment 
of the balance sheets of these agents with either 
cuts in investment and/or increases in savings. 
Balance sheet consolidation takes place when 
economic agents realise that their own balance 
sheet positions are no longer sustainable or when 
creditors force them to consolidate by demanding 
higher interest rates. A consolidation of private 
sector balance sheets triggered by changes in risk 
behaviour and lending practices has been at the 
root of the improvements in current accounts 
observed in the euro area countries with large 
external liabilities since the beginning of the 
crisis. Since 2010, the trend has been reinforced 
by budgetary consolidation. 

Turning to the economic implications of an IIP 
adjustment, large negative net IIPs generally 
reflect a long period of accumulation of current 
account deficits signalling a persistent excess of 
domestic demand over production. (26)  

                                                        
(26) Exceptions are Member States such as Ireland or Cyprus 

where large negative valuation effects in the wake of the 
 

Improvement of the IIP requires a reduction in 
domestic demand, which affects both 
domestically produced and imported goods. It 
must therefore be accompanied by a decline in 
prices to curb the excess supply of domestic 
goods and boost competitiveness and exports. It is 
also likely to require a shift of resources from the 
non-tradable to the tradable sector. The 
accumulation of current account deficits can be 
associated with distortions in the sectoral 
composition of production with excessive growth 
in the non-tradable sector, notably housing. (27) 

As the required price adjustment and sectoral 
reallocations of labour and capital take time, a 
rebalancing of the international investment 
position is likely to be associated with a period of 
excess supply with negative implications for 
growth and employment in the short term. 

External adjustment is underway  

Although further progress is needed in a number 
of Member States, available evidence shows that 
adjustment to external imbalances is underway for 
euro area countries with large external liabilities, 
with the steps of the "mechanics" described above 
now unfolding progressively. As shown in 
Graph I.6, euro area Member States with large 
negative net IIPs have all seen large current 
account improvements since the start of the crisis. 

Graph I.6: NIIP position in 2011 and changes in 
current account (2007-2011),   

euro area Member States 
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financial crisis also played a major role in the deterioration of 
the IIP. 

(27) See European Commission (2011), ‘Sectoral implications of 
external rebalancing’, Quarterly Report on the Euro Area, 
Vol. 10 No 3. 
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In its early stages, the current account rebalancing 
was mostly driven by demand compression as is 
usually the case in this sort of adjustment. (28) The 
changes in the current account have, however, 
been followed – with a one or two year lag – by 
improvements in the real exchange rate. The latter 
partly reflect changes in the euro’s nominal 
effective exchange rate but also competititveness 
rebalancing within the euro area. Graph I.7 shows 
a negative correlation between changes in real 
exchange rate and net IIPs in the euro area, with 
the Member States with large external liabilities 
posting larger gains in competitiveness than most 
of the others. 

 

Graph I.7: NIIP in 2011 and change in  
exchange rates (2009Q4-2012Q2),  

euro area Member States 
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Changes in relative prices have generally gone 
hand in hand with gains in export market shares, 
suggesting early signs of a rebalancing towards 
the tradable sector. With the notable exception of 
Greece and, to a lesser extent, Slovenia, Member 
States with large external liabilities have 
experienced significant gains in export market 
shares (Graph I.8). Such export gains have also 
taken place in a few countries with positive net 
external assets (e.g. DE, NL). 

 

                                                        
(28) Evidence that current account adjustment in deficit countries 

since the crisis has largely relied on expenditure reduction is 
not restricted to the euro area. See Lane P.R. and G.M. 
Milesi-Ferretti (2011), ‘External adjustment and the global 
crisis’, IMF Working Paper WP/11/197. 

Graph I.8: Change in export market shares  
(2007-2011), euro area countries with large 

negative NIIPs 
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Source: DG ECFIN. 

Good policies can make a difference 

The economic impact of a rebalancing of external 
positions – notably the short-term loss in growth – 
depends on a broad range of country-specific 
structural characteristics such as the degree of 
price and wage rigidity, rigidities in labour and 
capital allocation processes and trend growth. 
This suggests room for policies to alleviate the 
burden of the adjustment. 

A full quantitative understanding of external 
adjustment processes requires a full-fledged 
structural macroeconomic model. Box I.1 presents 
an estimated model for Spain that is used to 
illustrate possible rebalancing scenarios. Three 
scenarios are considered: a baseline scenario 
reflecting the conditions prevailing during the 
period of estimation of the model; a scenario 
where net foreign liabilities move on a downward 
trajectory and stabilise at 35 % of GDP in the long 
run; and a scenario where the reduction in net 
external liabilities to GDP is accompanied by 
wage moderation. 

In the baseline scenario, net foreign liabilities 
stabilise gradually to a level above 100 % of GDP 
(blue solid line in Graph I.9). The stabilisation, 
although at a high level, requires a trade balance 
surplus and an expenditure reduction, in particular 
in consumption, that falls to a level closer to the 
euro area average. The process is accompanied by 
a period of deflation and a decline in employment. 

The baseline scenario rests on the assumption that 
investors’ risk behaviour remains mostly in pre-
crisis mode. As the crisis is likely to have deeply 
and durably affected risk behaviours, a second 
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scenario (pink solid line in Graph I.9) illustrates 
what would happen in a more risk-averse scenario 
leading to a large improvement in net foreign 
liabilities. The trade balance adjustment is more 
sizeable than in the baseline and is accompanied 
by a much sharper contraction in domestic 
demand and a more prolonged period of deflation. 
The consumption share in GDP and the 
employment rate fall further and GDP declines 
temporarily more than during the 2009 recession. 

The high costs of the adjustment raise the issue of 
whether policies alleviating the adverse effects of 
the rebalancing process, in particular on 
employment, can be identified. The third scenario 
(light blue dashed line in Graph I.9) assesses 
whether a reduction in real wage growth (e.g. due 
to labour market reforms) accompanying the 
rebalancing of the external position can ease the 
adjustment. In this scenario, lower wage growth 
reduces consumption further and initially leads to 

a sharper contraction of demand than in the first 
two scenarios. However, lower unit labour costs 
and a larger drop in the real interest rate boost 
exports and help improve the trade balance. 
Employment recovers considerably faster and 
reaches a higher level than in the absence of wage 
moderation, supporting a quicker recovery of 
GDP growth. These results suggest that structural 
reforms of the labour market can help soften the 
negative short-term impact of the rebalancing 
process on growth and employment. 

I.6. Conclusions 

This focus section has looked into the build-up of 
large negative international investment positions 
in a range of euro area Member States. Large 
negative net IIPs entail significant deficits in 
terms of investment income balances that weigh 
on national income. In pre-crisis years, the build-
up led to a deterioration in the income balances of 

 
 

Box I.1: The QUEST simulation model for Spain

QUEST III is the global macroeconomic model used for macroeconomic policy analysis and research in the 
European Commission. (1) The model version used here is estimated for Spain as an open economy in a monetary 
union. The economy produces goods that are imperfect substitutes to goods produced in the rest of the world. 
Households engage in international financial markets and there is near-perfect international capital mobility. There 
are three production sectors: a final goods production sector, an investment goods producing sector and a 
construction sector. The model distinguishes between Ricardian households that have full access to financial 
markets and credit-constrained households facing collateral constraints on their borrowing. The economy is part of a 
monetary union and faces an exogenous interest rate. There is a fiscal authority, which follows rule-based 
stabilisation policies. Behavioural and technological relationships are subject to autocorrelated shocks. The model is 
estimated on Spanish data over the period 1995Q1-2011Q4 (2). 

Spain has had a persistent trade balance deficit since 1998, and its net foreign liabilities rose from 20% of GDP in 
1995 to 90% of GDP in 2011. The decomposition of net external debt into the relative contributions of different 
estimated shocks in the model suggests that one of the main factors behind the build-up of imbalances was low real 
interest rates and easier access to credit, linked to the inflow of cheap capital due to the disappearance of the risk 
premium and monetary policy being set at euro area level. Upon joining EMU, Spain saw a sharp reduction in real 
interest rates, even reaching negative territory between 2001 and 2006. According to model estimates, up to ¾ of the 
build-up in foreign debt can be attributed to the elimination of the interest rate risk premium in EMU. Looser 
monetary policy added further to the build-up, and additional smaller contributing factors were shocks to the stock 
market and to housing and the loosening of lending conditions. 

The model can also be used to project forward the correction that is required to reduce foreign indebtedness in the 
future to a more sustainable level. The model contains an (external) debt-contingent interest rate premium, which 
over the estimation period is very small, reflecting the continuous build-up in external debt without a strong 
equilibrating mechanism. As a result, in the baseline projection external liabilities continue to climb. As risk 
assessments have changed fundamentally since the financial crisis, an alternative scenario illustrates what happens 
in a more risk-averse environment where financial markets are concerned by Spain’s external indebtedness and the 
risk premium increases. By way of illustration, the risk premium is increased to a level that implies a 4.8 basis point 
increase in interest rates for a 1 pp increase in external liabilities. In the long run, this stabilises the net foreign 
liabilities to GDP ratio at 35%. To test the possible impact of structural reforms on labour markets, a second 
alternative scenario combines the same increase in risk premium with a wage moderation shock that reduces real 
wage growth by 6 pp annualised. 
                                                           
(1) For references on the QUEST model, see: http://ec.europa.eu/economy_finance/research/macroeconomic_models_en.htm. 
(2) In ’t Veld, J., A. Pagano, R. Raciborski, M. Ratto and W. Roeger (2012), ‘Imbalances and rebalancing scenarios in an 

estimated structural model for Spain’, European Economy Economic Papers No 458.  
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the countries concerned, which was, however, 
contained by favourable developments in growth 
and implicit yields. Since the crisis, balances have 
generally improved somewhat but the effect 
should be only temporary. The accumulation of 
large external liabilities have also been associated 
with large valuation effects, especially in the case 

of Member States with very high gross asset and 
liability positions such as Ireland and Cyprus. 
With the major exception of Ireland, and to a 
smaller degree Spain, valuation effects appear, 
however, to have a large temporary component. 

Graph I.9: Simulation results (1) (2) (3) 
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(1) Baseline scenario: estimated model. 
(2) With higher risk premium: stabilising NFL to 35% of GDP. 
(3) With wage moderation: as scenario (2) plus reduction in real wage growth by 6 pp annualised. 
Source: DG ECFIN, QUEST simulation. 
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In addition to their negative effect on disposable 
income, there is empirical evidence that 
excessively high external liabilities increase the 
economy’s vulnerability to shocks and hinder its 
growth prospects. It is therefore important to 
assess the sustainability of the euro area Member 
States’ external positions.  

In recent years, euro area Member States with 
large external liabilities have gone through a clear 
current account rebalancing process. The 
rebalancing was first driven by demand 
compression, but has also been gradually 
supported by improvements in competitiveness 
and gains in export market shares. 
Notwithstanding these progresses, an assessment 
 

based on various estimates of IIP-stabilising or 
IIP-reducing current account positions and on the 
composition of balance sheets shows that some 
euro area countries with large external liabilities 
have not yet moved to a sustainable IIP trajectory. 

Given the magnitude of the adjustment needed to 
reduce external liabilities to a sustainable level in 
some Member States, a better understanding of 
adjustment processes is key. While further work is 
needed on the issue, this chapter has discussed the 
‘mechanics’ of the adjustment and proposed some 
illustrative model simulations. The analysis 
suggests that structural reforms can help to soften 
the negative short-term impact of the rebalancing 
process on growth and employment. 


