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I. Economic situation in the euro area 

The latest reading of the national accounts for the euro area shows that the strong GDP growth in the fourth quarter rounded 
off the remarkable growth performance for 2006. For the year as a whole, GDP grew by 2.6%, up from 1.4% in the year 
before. This was the best performance since 2000 and clearly above potential growth. As a result, the economy has registered 
its first significant improvement in the output gap since the beginning of the decade. In the last quarter of 2006, growth was 
balanced, driven by both domestic and external demand. Business and consumer confidence remain at a very high levels. Some 
easing is foreseen in the manufacturing sector in the coming months but growth will continue to be supported by strong 
momentum in the services sector. According to the Commission Services' February Interim Forecast, GDP growth should 
continue at a robust pace of about 2½% in 2007.  

An inverted yield curve in the US and an almost flat curve in the euro area have drawn attention to the historical 
relationship between the yield curve and economic growth. In particular for the US, an inversion of the yield curve has been a 
"safe bet" predictor of an upcoming recession. This traditional relationship has now come into question, in both the US and 
the euro area. The main reasons for a possible structural break of the relationship are the exceptionally low level of bond 
yields, excess liquidity, the high credibility of monetary policy and the still low levels of policy interest rates compared to long-
term or neutral levels. It may even be that a flat yield curve could be stimulating economic growth under the current 
circumstances of tightening monetary policy. 

The last part of this chapter presents an economic analysis of the four policy recommendations addressed to the euro area as 
part of the 2007 Integrated Guidelines, which were endorsed by the European Council of 8 and 9 March. These 
recommendations include: (i) strengthening budgetary consolidation in good times; (ii) enhancing the quality of public finances; 
(iii) fostering competition, especially in services and; (iv) improving flexibility and security on labour markets.  

1. Recent economic developments and 
short-term prospects1  

Strong growth in the last quarter of 2006 

The economic situation in the euro area 
brightened substantially in 2006. After a slight 
deceleration in the third quarter of 2006 (0.6%), 
euro-area GDP accelerated to a very healthy 
0.9% q-o-q in the last quarter, a significantly 
better outturn than projected in the Commission 
services' Autumn 2006 Forecasts (0.6%). At the 
same time, real GDP growth in the third quarter 
was revised upwards to 0.6%. For the year as a 
whole, GDP grew by 2.6%, up from 1.4% the 
year before. This was the best performance since 
2000 and clearly above potential growth. As a 
result, the economy registered its first significant 
improvement in the output gap since the 
beginning of the decade.  

Growth in the fourth quarter was broad-based 
across most euro-area countries. GDP growth 
was very buoyant in Germany, Italy and Spain 
(0.9%, 1.1% and 1.2% respectively). In France, 

                                                      
1  The cut-off date for the statistics included in this issue 

was 22 March 2007. 

after a flat reading in the third quarter of 2006, 
growth rebounded to 0.6%.  

Domestic demand driven by robust 
investment growth 

As in previous quarters, domestic demand 
(excluding inventories) continued to fuel 
economic growth in the last quarter of 2006, 
accelerating slightly to 0.7%, compared to 0.6% 
in the previous quarter. It was primarily driven by 
a surge in investment spending. Gross fixed 
capital formation accelerated to a strong 1.2%, 
up from 0.6% in the third quarter. For the year as 
a whole, investment showed a robust growth 
momentum with a y-o-y growth of 4.5%. 

The breakdown of investment spending by 
sector is not yet available for the last quarter of 
2006. However, there is indirect evidence that 
growth in investment was underpinned in part by 
robust expansion in construction investment. 
Value added in the construction sector, which is 
generally closely linked to spending in 
construction, accelerated to 1.4% in the last 
quarter of 2006, compared to 1.1% in the 
previous quarter. Favourable weather conditions  
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in the last quarter of 2006 probably played a 
positive role. Combining data on total 
investment with estimates of construction 
spending suggests that equipment investment 
(which accounts for half of total investment) also 
grew healthily in the fourth quarter (about 1%). 

Graph 1: Contributions to real GDP growth, euro area 
(q-o-q % point contributions) 
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Source: Commission services. 

Fourth quarter GDP data features a very strong 
export growth performance (+3.7% q-o-q) which 
seems to have taken manufacturers as well as 
economists by surprise. The surge in exports was 
met as much by a strong inventory draw-down as 
by additional production, particularly in 
Germany. This strong reduction in inventories 
had a clear downward effect on growth. 
Including changes in inventories, domestic 

demand increased by only 0.1%. After such a 
large draw-down, a strong positive contribution 
by the inventories can be expected in the first 
quarter of 2007 as manufacturers replenish their 
stocks.  

Private consumption continued to expand at a 
relatively solid pace. It increased by 0.6% in the 
fourth quarter of 2006 and data for the third 
quarter was revised upwards to 0.7%. 

Graph 2: Consumer confidence, euro area 
(Balance in % – Jan 2000 to Feb 2007) 
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Source: Commission services. 

Household spending is clearly being fostered by 
an improving outlook for the labour market. 
Employment in the euro area increased by 
0.3%(quarter-on-quarter) in the third and fourth 
quarters of 2006. For the year as a whole,  

Table 1: Euro-area growth components 

Forecast (1)  2006 
Q1 

2006 
Q2 

2006 
Q3 

2006 
Q4 

Carryover 
to 2007 

2006 (2) 2007 (2) 

 Percentage  change on previous period, volumes 
GDP 0.8 1.0 0.6 0.9 1.2 2.6 2.1 
Private consumption 0.6 0.3 0.7 0.5 0.8 2.0 1.6 
Government consumption 1.4 0.0 0.6 0.5 0.7 2.0 1.4 
Gross fixed capital formation 0.8 2.1 0.6 1.2 1.7 4.3 3.0 
Changes in inventories (% of GDP) 0.0 0.3 0.4 -0.3 -0.4 0.2 0.4 
Exports of goods and services 3.1 0.9 1.8 3.7 3.9 7.9 6.0 
Imports of goods and services 2.3 0.8 2.2 1.9 2.7 7.5 5.7 

 Percentage point contribution to change in GDP 
Private consumption 0.3 0.2 0.4 0.3 0.5 1.1 0.9 
Government consumption 0.3 0.0 0.1 0.1 0.1 0.4 0.3 
Gross fixed capital formation 0.2 0.5 0.1 0.3 0.4 0.9 0.6 
Changes in inventories -0.3 0.3 0.0 -0.6 -0.4 -0.1 0.1 
Net exports 0.4 0.0 -0.1 0.8 0.6 0.3 0.2 
(1) Annual change in %.         (2) European Commission Autumn 2006 Forecasts. 
Source: Commission services. 
 



 

European Commission 
Directorate General for Economic and Financial Affairs  

 
 
 

- 7 -  

employment increased by 1.4%, the highest rate 
since 2001. 

In line with these developments, consumer 
confidence picked up in February, reaching high 
levels last observed in 2001, while households' 
future employment expectations are reaching 
levels last achieved in April 2001 (Graph 2).  

The continuous improvements in the labour 
market combined with a possible modest rise in 
wages and lower energy prices should translate 
into a further increase in households' purchasing 
power and consumption in the first quarters of 
2007.  

A strong contribution from net trade  

Net trade, and particularly strong export growth 
was the main contributor to euro-area growth in 
the last quarter of 2006. Euro-area exports 
increased sharply (3.7% q-o-q) as a result of a 
strong increase in extra-euro-area exports. This 
increase in export growth was broad-based 
across euro-area countries. In Germany, exports 
grew at a spectacular rate of 6%, up from the 
already high 4.5% in the third quarter. At the 
same time, imports in the euro area rose by 1.9%, 
compared to 2.2% in the third quarter.  

Euro-area trade clearly continued to benefit from 
buoyant world trade. According to the latest 
estimates of the CPB Netherlands Bureau of 
Economic Policy Analysis, world trade increased 
by 10.1% (q-o-q annualised) in the last quarter of 
2006, marginally down from 10.7% in the third 
quarter. Emerging economies remained the most 
dynamic region. Trade developments in these 

countries offset the sluggish trade performances 
of the US and Japan.  

Graph 3: Exports and real effective exchange rate, euro 
area (monthly data Jan 2001 to Oct 2006) 
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Source: Commission services. 

In 2007, the US economy is expected to grow at 
an annual rate of 2.3%, compared to 3.3% in 
2006, as the slowdown in the housing market 
dampens consumer spending. Nevertheless, 
global economic growth should remain solid and 
world trade should keep expanding at a robust 
pace, though likely somewhat less rapidly than in 
2006. Indeed, most recent survey indicators of 
the world economy continue to point to a period 
of strong momentum over the coming months, 
suggesting that the moderation of global 
economic activity should remain limited in the 
short term. The January reading of the quarterly 
World Economic Survey indicates an 
improvement of expectations for the next six 
months, after a couple of quarters of declining 
expectations. In line with this, the February 
Global Manufacturing PMI pointed to a recovery 

Table 2: Real GDP growth, euro area  
(Interim Forecast February 2007) 

 
Quarterly GDP forecast 
(%, quarter-on-quarter)  

Annual GDP forecast 
(%, year-on-year) 2007 

 2007/1 2007/2 2007/3 2007/4 Interim forecast 
(February 2007) 

Autumn 
forecast  

(Nov. 2006) 

Germany -0.5 0.8 0.7 0.6 1.8 1.2 
Spain 0.9 1.0 0.9 0.8 3.7 3.4 
France 0.5 0.6 0.5 0.5 2.2 2.3 
Italy 0.3 0.3 0.3 0.3 2.0 1.4 
Euro area 0.3 0.7 0.6 0.6 2.4 2.1 
Source: Commission services. 
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in global manufacturing from the downward 
trend observed since mid-2006. Moreover, 
according to the European Commission's 
manufacturing survey, export prospects for euro-
area manufacturers remain close to their all-time 
record highs. 

Inflation remains moderate 

According to Eurostat's latest flash estimate, 
euro-area HICP inflation remained stable at 1.8% 
year-on-year in February. These figures are below 
the expected inflation data for the beginning of 
2007.2 This can be attributed to the VAT hike in 
Germany having a weaker impact than expected 
and to lower than expected energy prices. Core 
inflation, however, rose from 1.8% to 1.9% in 
February due to the VAT hike.  

Graph 4: Contributions to headline inflation  
(y-o-y changes in % - Jan 2006 to Jan 2007) 
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Source: Commission services. 

Energy price, which had been an important 
source of price pressures during the first half of 
last year have lost steam. At the beginning of 
2006, the direct contribution of energy inflation 
to headline was about 1 percentage point 
(Graph 4). Since September 2006, the 
contribution has declined substantially to reach 
less than 0.1 percentage points in January 2007. 
This developments mirror a fall in the price of 
the barrel of Brent from an average of USD 70 in 
January 2006 to USD 54.6 in January 2007 
(Graph 5). In addition, the fact that core inflation 
remained quite stable at around 1.5% in 2006 

                                                      
2 The European Commission's Autumn 2006 Forecast 

predicted HICP inflation of 2.4% in the first quarter of 
2007.  

suggests that second-round effects from past 
energy price hikes have been and are likely to 
remain limited.  

Graph 5: Oil price developments 
(1 Jan 2001 to 08 Mar 2007) 
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Source: Commission services. 

The services sector is now the main contributor 
to inflation, with a persistently large contribution 
of 0.9 percentage point to headline inflation. 
Since mid-2006, due to adverse weather 
conditions, the contribution of unprocessed food 
has been increasing, partly offsetting the lower 
impact of energy. The two remaining categories, 
processed food and non-energy industrial goods, 
have only had a small impact on inflation 
developments.  

Turning to price expectations, evidence from 
manufacturing and household surveys is 
consistent with benign inflation developments in 
the months ahead. Industrial managers expect 
stable price pressures in the coming months 
while consumers even anticipate an easing of 
inflation over the next year.  

Despite favourable labour market developments, 
wage growth has so far remained moderate.3 The 
various labour costs indicators show continued 
moderation in the third quarter of 2006 (last 
available data). Looking ahead, the Commission's 
Autumn 2006 Forecast predicts a slight 
acceleration of wages due to new wage 
agreements being implemented in selected 
countries. These moderate upward pressures will 
                                                      
3  See the focus section on 'Contribution of labour cost 

developments to price stability and competitiveness 
adjustment in the euro area' in this issue for a detailed 
discussion.  
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not materialise before next year, however, with 
wage growth increasing from 2.2% in 2007 to 
2.5% in 2008. Unit labour costs remained stable 
at 0.8% in the third quarter of 2006, suggesting 
that inflationary pressures stemming from the 
labour market remain subdued. 

Business confidence remains strong 

Manufacturing confidence indicators remain 
remarkably high. After a decline in January, the 
European Commission's Business Climate 
Indicator for the euro area rebounded in 
February, reaching record highs once again 
(Graph 6). This was the result of a more 
optimistic assessment of past production trends 
and order books. However, managers' 
production expectations weakened somewhat. 
The Reuters PMI index for manufacturing 
activity slightly increased in February (from 55.5 
to 55.6) after a one-point decrease in January.  

While industrial production growth was nearly 
flat in October and November 2006, it sharply 
accelerated in December (1.2% m-o-m), 
suggesting that the underlying trend remains 
strong. The latest Eurostat press release shows, 
however, that industrial production in January 
decreased by 0.2%. This lower-than-expected 
figure should be interpreted with caution since it 

may reflect some seasonal-adjustment problems, 
and also masks large differences between 
Member States. Industrial production contracted 
strongly in Italy and the Netherlands (-1.4% and 
-4.3% month-on-month respectively). However, 
it increased strongly in Germany (1.7%) which is 
in line with the large contraction in inventories 
observed in that country in the last quarter of 
2006.   

 

Graph 6: Business confidence indicators, euro area 
(Balance in % – Jan 2000 to Feb 2007) 
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Source: Commission services. 

Table 3: Selected euro-area and national leading indicators, 2005-2006 

 SENT. IND1) BCI2) OECD3) PMI Man.4) PMI Ser 5) IFO6) NBB7) ZEW8)

Long-term average 100.9 0.00 2.77 52.6 54.8 96.6   -7.8 27.9 
Trough in latest 
downturn 88.1 -1.25 -0.77 42.9 46.7 87.3 -26.5 -10.4 

February 2006 102.8 0.5 4.4        54.5         58.2  104.8 1.6 69.8 
March 2006 103.5 0.8 4.5        56.1         58.2  105.6 0.3 63.4 
April 2006 106.0 1.1 4.8        56.7         58.3  105.4 6.4 62.7 
May 2006 107.0 1.0 4.8        57.0         58.7  103.9 1.4 50.0 
June 2006  107.4  1.4 4.2 57.7      60.7 104.1 10.6 37.8 
July 2006 108.3 1.3 3.4 57.4 57.9 102.6 5.6 15.1 
August 2006 107.4 1.2 3.0 56.6 57.4 101.4 3.3 -5.6 
September 2006 108.9 1.4 2.5 56.6 56.7 98.9 5.0 -22.2 
October 2006 110.0 1.4 2.4 57.0 56.5 99.2 2.4 -27.4 
November 2006 109.9 1.5 2.2 56.6 57.6 100.2 4.1 -28.5 
December 2006 109.8 1.6 1.9 56.5 57.6 102.5 2.4 -19 
January 2007 109.2 1.4  55.5 57.9 103.2 1.1 -3.6 
February 2007 109.7 1.6  55.6 57.5 102.6 2.0 2.9 
1) Economic sentiment indicator, DG ECFIN. 2) Business climate indicator, DG ECFIN. 3) Composite leading indicator, six monthly 
change. 4) Reuters Purchasing Managers Index, manufacturing. 5)  Reuters Purchasing Manager Index, services. 6) Business expectations, 
West Germany. 7)  National Bank of Belgium indicator for manufacturing. 8) Business expectations of financial market analysts, Germany. 
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In the services sector, activity was buoyant in the 
last quarter of 2006, suggesting that this sector's 
role in the euro area's economic growth is 
increasing. Looking ahead, the European 
Commission's survey shows a stabilisation of 
confidence in the services sector in January and 
February, above its long-term average (Graph 6). 
Reuters Service Index displayed a small drop in 
February after an increase in January, but it 
remains well above its long-term average. With 
sentiment indicators continuously pointing to 
robust growth and with domestic demand 
gaining momentum, activity in the services sector 
should remain strong in the next few months.  

By contrast, developments in the construction 
and retail sectors' indicators point to some loss 
of momentum in these sectors. In February, the 
confidence indicator for the construction sector 
recorded its third consecutive decline. While the 
indicator remains at a high level, it seems to have 
passed its peak. This is at odds with the value 
added in the construction sector, which 
accelerated to 1.4% in the last quarter of 2006, 
compared to 1.1% in the previous quarter. But it 
is in line with a probable easing of housing 
demand in the euro area as a result of high house 
prices and rising mortgage rates.  

In February, the confidence indicator for the 
retail sector recorded its fourth consecutive and 
now stands significantly below its peak. The 
decrease in February mainly resulted from a 
sharp decrease in confidence among retailers in 
Germany. This is not surprising as retail sales in 
Germany dropped by 5.1% month-on-month in 
January after a 2.6% increase in December. The 
strong fall was clearly a reaction to the VAT hike. 
The survey seems to indicate that the retail sector 
has passed its peak. However, one should be 
cautious about drawing any conclusions on 
future consumption. First, the VAT hike in 
Germany has clearly blurred the picture in 
February. Second, the capacity of retail surveys to 
predict future consumption has proved to be 
quite poor.  

Short-term outlook and risks 

According to the Commission services' Interim 
Forecast released on 16 February, economic 
growth should continue at a robust pace, though 
moderating to 2.4% in 2007. This represents a 
0.3 percentage point upward revision compared 
with the Commission services’ Autumn 2006 
Forecast. The revision is mostly due to the 
stronger-than-expected carry-over from 2006, 
coupled with a slightly higher growth profile for 
2007. GDP growth is expected to moderate 
temporarily in the first quarter of 2007, mainly 
reflecting developments in Germany. It should 
then rebound to around 0.6% during the 
remaining quarters of the year.  

Regarding prices, the forecast has been revised 
downwards, with HICP inflation now projected 
to average 1.8% in 2007, i.e. 0.3 percentage 
points lower than in the autumn 2006 forecast. 
The more optimistic outlook for inflation is 
mainly the result of the rather moderate impact 
of the German VAT hike and the expected 
easing of oil prices.  

On the domestic side, the near-term risks to the 
favourable growth outlook seem to be balanced. 
With steady improvements in the labour market, 
labour income could increase more than 
expected, which could lead to higher-than-
expected household consumption. In line with 
improvements in the labour market, real wage 
increases could go beyond productivity increases 
and therefore have an upward effect on prices.  

Over a longer horizon, downside risks seem to 
prevail and to be related to the external 
environment. First, a sharper-than-expected US 
slowdown could hamper growth in the global 
economy. Second, due to the recent turbulence 
in the global equity markets, uncertainties 
regarding global financial markets have increased 
(see Box 1). In the US, there is also a risk that the 
observed deterioration in the sub-prime 
mortgage market spills over to other parts of the 
financial sector. Third, a further appreciation of 
the euro/dollar exchange rate could erode the 
competitiveness of euro-area exports. Fourth, oil 
prices could remain volatile during 2007 due to 
continued risks of geopolitical tensions. Finally, 
the disorderly unwinding of global imbalances 
continues to be a threat to the global growth 
outlook.  
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Box 1: Winter storms on financial markets 
 
In the first two months of 2007, financial markets were characterised by a continuation of favourable trends, with 
buoyant stock markets and low volatility on bond and foreign exchange markets. In the last week of February, 
though, stock markets dropped significantly, amidst increased investor risk aversion and volatility.  
 
Stock markets tumbled worldwide at end-February 
As with the episode of market turbulence in mid-2006, the initial fall in equity prices drop was short-lived. There was 
evidence of a stabilisation in prices after the initial drop, followed by a second decline shortly after. Overall, equity 
prices are significantly lower than at the beginning of the turbulence. By 14 March, the EuroStoxx had lost more 
than 8% since the beginning of the turmoil on 26 February. Other major stock markets were down by between 4% 
(Dow Jones) and 8% (Nikkei). Since then, stock markets have slightly recovered and offset some of their losses.  

Stock indices 
(Index 3/1/06=100, 2 Jan 07 to 22Mar 07) 
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Several explanations were brought forward for 
triggering the market tumble. There had been a steady 
rise in global equity market prices in the preceding 
weeks, which did not seem based on economic 
fundamentals. The abrupt decline in equity prices in 
China was then triggered by investor nervousness 
following the authorities’ establishment of a special 
task force to tackle illegal securities activity and media 
reports of a possible monetary-policy tightening. The 
latter development was seen as implying a prospective 
slowdown in the global economy. Uncertainty about 
the global economy was intensified by some weaker 
US economic data, with durable goods orders falling 
by more than expected and the US housing market 
remaining subdued with problems in the US mortgage 
market. Investor sentiment was undermined by 
reports that Alan Greenspan had spoken of a possible 
recession in the US economy in 2007. While none of 
these factors alone would have been expected to 
impact heavily on financial markets, their combined 
effect on investor confidence may have been enough 
to provoke the widespread market turbulence.  

Source: Commission services. 

 

Euro exchange rates 
(2 Jan 07-22 to Mar 07) 

Nominal effective exchange rate 
(Double export weights, index 1/1/07=100, 

2 Jan 07 to 22 Mar 07) 
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Source: Commission services. Source: Commission services. 
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Safe haven effects drive government bond yields down  
As investors fled to safety, major bond markets gained, resulting in falling yields in the US, Europe and Japan. In 
contrast, emerging-market debt yield spreads (as measured by the benchmark JP Morgan EMBI+ index) widened to 
almost 200 basis points, up from the record low 164 basis points recorded just before the outbreak of the market 
jitters. The spread reached 240 basis points during the market turmoil in May and June 2006.    

Stock market turmoil leads to unwinding of carry trade 
As a consequence of the stock market turmoil, foreign exchange markets were temporarily dominated by the massive 
unwinding of carry trades. Between the beginning of the turmoil and its (temporary) trough, the yen gained almost 
5% against the US dollar and the euro and as much as 7 to 9% against high-yield currencies such as the South 
African rand, the Turkish lira, the New Zealand dollar and the Brazilian real. In nominal effective terms, the yen 
gained some 5% until 5 March. Other low-interest currencies including the Swiss franc and the Czech koruna also 
appreciated, albeit to lesser extent. As stock markets stabilised in the second week of March, currency movements 
ebbed as well financial market participants seemed to restore carry-trade positions and the yen lost most of its earlier 
gains.  

Monetary and financial conditions  

Since December 2005, the Governing Council of 
the ECB has raised interest rates by a total of 175 
basis points to presently 3.75%. The last rate hike 
was decided on 8 March 2007. The ECB 
decisions to hike interest rates were motivated by 
upside risks to price stability, identified by the 
Governing Council through both the economic 
and monetary analyses. Moreover, the interest 
rate hikes should anchor medium to longer-term 
inflation expectations in the euro area at levels 
consistent with price stability.  

Graph 7: ECB minimum bid rate and 3-month 
EURIBOR (in % – 4 Jan 99 to 22 Mar 07) 
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Source: Commission services. 

Although interest rates are still at relatively low 
levels, the policy rate hikes have led to some 
further tightening of monetary conditions in the 

euro area as measured by a Monetary Conditions 
Index (MCI). 

Graph 8: Euro-area MCI and its contributors 
(Index Jan 1999=100 – Inverted scale – Jan 99 to Feb 07) 
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Source: Commission services. 

Since the beginning of the year, the dollar-euro 
exchange rate has for most of the time fluctuated 
around USD/EUR 1.30. After the G7 meeting in 
Essen in mid-February, the euro staged a mini-
rally, bringing the bilateral rate slightly above 
USD/EUR 1.31. The euro reached an all-time 
high against the yen on 22 February when it 
stood at JPY/EUR 159.5. In the wake of the 
stock market turbulences, the yen (temporarily) 
reversed some of its losses. While the bilateral 
dollar-euro exchange rate remained relatively 
stable during the stock market turbulences, the 
euro continued its rally against the US and 
climbed above USD/EUR 1.33 (see also Box 1).  
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In general, foreign exchange movements are still 
mainly determined by (expected) interest rate 
developments and hardly by concerns about 
global imbalances. The good data for GDP 
growth in the fourth quarter of 2006 in the euro 
area and an improved outlook for 2007 in 
conjunction with market expectations of further 
interest rate hikes in the euro area supported the 
euro. In addition, lower-than-expected economic 
data weakened the US dollar. 

Graph 9: USD/EUR exchange rates and interest rate 
differential (1 Jan 06 to 22 Mar 07) 
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Source: Commission services. 

 

Graph 10: 10-year government bond yields 
(in % – 2 Jan 06 to 22 Mar 07) 
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Source: Commission services. 

The opposing news in the euro area and the US 
since February resulted in a narrowing of 
(expected) interest rate differentials across the 
whole maturity spectrum. As regards long-term 

interest rates, 10-year-government-bond yields in 
the US have declined by around 30 basis points 
since early February, while they only lost 20 basis 
points in the euro area. As a consequence, the 
interest rate differential narrowed to around 60 
basis points, the lowest level since early 2005. 
The downward trend of government bond yields 
was intensified in recent weeks in the wake of the 
financial market turmoil (see box 1). 
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2.  Is the yield curve still predicting 
recessions? 

Tightening monetary policy and declining long-
term interest rates have recently drawn attention 
to the empirical relationship between the yield 
curve and economic growth, in particular 
recessions. This discussion started in the US, 
where the Fed raised the federal funds rate in 17 
consecutive meetings from June 2004 to July 
2006, taking it from 1% to its current level of 
5.25%. At the same time, long-term interest rates 
declined during most of 2004 and 2005, leading 
to an inverted yield curve. With some delay, the 
phenomenon of a flattening yield curve also 
emerged in the euro area where the ECB has 
progressively increased interest rates since 
December 2005 from 2% to 3.75% in March 
2007. Falling long-term interest rates in most of 
the second half of 2006 also contributed to the 
flattening of the yield curve.  

Historically, pronounced yield curve inversions in 
the US and the euro area have tended to be 
followed by recessions about a year later. Since 
the yield curve has typically outperformed other 
recession indicators, it is an important variable to 
monitor. 

This section begins with a conceptual discussion 
of the yield curve and its relationship to real 
economic activity. It then reviews the predictive 
power of the US and euro-area yield curve and 
discusses what the present shape of the yield 
curve might tell us.  

Theoretical explanations for the relationship 
between the yield curve and growth 

The yield curve is the difference between long 
and short-term interest rates. In the following 
analysis, the yield curve is always defined as the 
difference between 10-year-government-bond 
yields and three-month treasury bills. The yield 
curve normally has a positive slope with long-
term interest rates higher than short-term rates. 
This relationship reflects increasing risk premia 
as both inflation and the future health of the 
borrower become more uncertain as the time 
span extends. The gap between long and short-
term interest rates, however, fluctuates 
considerably over time, and at times becomes 

negative. Empirical research has shown that an 
inverted yield curve has preceded all recessions 
but one in the US since 1960.  

The literature on the yield curve's ability to 
predict recessions has been predominantly 
empirical, documenting correlations rather than 
building theories to explain such correlations. 
This focus on empirics may have created the 
unfortunate impression that there is no good 
explanation for the relationship. In fact, there is 
no shortage of reasonable explanations, many of 
which date back to the early literature on this 
topic and have now been extended in various 
directions. The literature presents two main 
explanations related to (i) monetary policy and; 
(ii) inter-temporal consumer choices.4 These 
explanations are to a large extent compatible and, 
viewed in their totality, suggest a robust 
relationship between the yield curve and 
recessions. 

Monetary policy influences the slope of the yield 
curve. A tightening of monetary policy means a 
rise in short-term interest rates, typically intended 
to lead to a reduction in inflationary pressures. 
Whereas short-term interest rates are relatively 
high as a result of the tightening, long-term 
interest rates reflect long-term inflation 
expectations and real interest rates. A rise in 
short-term interest rates induced by monetary 
policy could be expected to lead to a future 
slowdown in real economic activity and demand 
for credit, putting downward pressure on future 
real interest rates, while slowing activity may also 
result in lower expected inflation.  

Another reason for an inverted yield curve 
before a recession is based on inter-temporal 
consumer choices.5 A central assumption is that 
                                                      
4  See for example Estrella, A. (2005), 'The Yield Curve as a 

Leading Indicator: Frequently Asked Questions', Federal 
Reserve Bank of New York, capital markets web page. 
Moneta, F. (2003), 'Does the yield spread predict 
recessions in the euro area?' ECB Working Paper No. 
294, December 2003. Estrella, A, A. Rodrigues and S. 
Schich (2000), 'How stable is the predictive power of the 
yield curve? Evidence from Germany and the United 
States', Review of Economics and Statistics, Vol. 85, No. 3, 
August 2003.  

5  See Harvey, C. (1988), 'The real term structure and 
consumption growth', Journal of Financial Economics, 
Vol. 22. Hu, Z. (1993), 'The yield curve and real activity', 
IMF Staff Paper No. 40. 
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consumers prefer a stable income. In a simple 
model where only bonds are available as financial 
security, consumers who rationally anticipate a 
recession will increase current savings in order to 
boost future income. As a consequence, long-
term interest rates will go down and short-term 
interest rates will increase due to a shift in 
preferences.  

Predictive power of yield curve is supported 
by data… 

The slope of the yield curve obviously depends 
on movements in both short and long-term 
interest rates. However, there is no fundamental 
reason why a rise in the level of current short-
term interest rates should have the same 
predictive content for a recession as a fall in 
average expected future nominal interest rates 
over, say, the next ten years. A look at the US 
shows that a flattening of the yield curve and a 
subsequent inversion has always been preceded 
by a sharp increase in short-term interest rates 
(see Graph 11). However, rising policy rates have 
not necessarily led to a flattening of the yield 
curve, which indicates that the long end of the 
yield curve matters as well.6  

Graph 11: US yield curve and recessions 
(in % – Jan 1960 to Feb 2007) 
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Source: Commission services. 

 

                                                      
6  This is already clear from the fact that a sharp monetary 

tightening is not always followed by a recession. 

…not only in the United States… 

The analysis of the behaviour of interest rates of 
different maturities over the business cycle goes 
back to the beginning of the 20th century.7 Since 
then, a vast number of studies have been 
published on the predictive power of the yield 
curve in the US.8 All of these papers find highly 
significant relationships between the yield curve 
and real activity with lead times ranging roughly 
from 1 to 8 quarters. It is noteworthy that, in 
many studies, the yield curve comes out as the 
best single predictor of recessions compared with 
other indicators. However, its overall predictive 
power remains somewhat limited. In particular, it 
is worth stressing that inversions of yield curves 
have not always been followed by recessions so 
that the yield curve has sometimes sent false 
recession signals.  

Graph 12: US 10-year, 3-month interest rates and 
recessions (in % – Jan 1960 to Feb 2007) 
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Graph 12 illustrates the relationship between the 
yield curve and recessions. The dates of US 
recessions are those officially determined by the 
National Bureau of Economic Research (NBER) 
which defines a recession as a significant decline 
in activity spread across the economy, lasting 

                                                      
7  Mitchell, W. (1913), 'Business cycles', University of 

California Press. 
8  See for example Mishkin, F. (1990), 'What does the term 

structure tell us about future inflation?', Journal of Monetary 
Economics, No. 25. Estrella, A. and G. Hardouvelis (1991), 
'The term structure as a predictor of real economic 
activity', Journal of Finance, Vo. 46, No. 2. Estrella, A. and 
F. Mishkin (1998), 'Predicting US recessions: financial 
variables as leading indicators', Review of Economic and 
Statistics, Vol. 80, No. 1. Estrella (2005), ibid. 
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more than a few months, visible in industrial 
production, employment, real income and 
wholesale retail trade.  

…but also in the euro area 

While some studies provide additional evidence 
of the relationship between the yield curve and 
economic recessions for some countries of the 
European Union, only a very few studies on the 
euro area as a whole have been conducted.9 This 
is often related to the lack of sufficiently long 
time series for the euro area and the fact that the 
euro area so far has only experienced one 
business cycle which did not include a technical 
recession. In fact, even when using a constructed 
euro-area aggregate for the pre-EMU period, the 
last recession (defined as two consecutive 
quarters of declining GDP) would date back to 
1992/93.  

Graph 13: The yield curve and sharp downturns, euro 
area (in % – Jan 1975 to Feb 2007) (1) 
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(1) Sharp downturns are identified by applying a Baxter-King filter 
to euro-area GDP data. 
Source: ECB, Commission services. 

To get some idea of the relationship between the 
yield curve and economic growth in the euro 
area, Graph 13 plots the euro-area yield curve 
against the three major cyclical downturns 
experienced since the 1980s.10 Two out of the 
                                                      
9  See for example Estrella, A. and F. Mishkin (1997), The 

predictive power of the term structure of interest rates in 
Europe and the United States: Implications for the 
European Central Bank, European Economic Review, 
No. 41 and Estrella, A., A. Rodrigues and S. Schich 
(2003), op. cit. 

10  The major downturns were identified by extracting the 
cyclical component of euro-area GDP with a Baxter-King 

three downturns were preceded by an inversion 
of the yield curve. In the case of the most recent 
downturn in 2001, the yield curve was close to 
flat.  

Data for the euro before 1999 should of course 
be considered with prudence. The yield curve for 
the euro area before 1999 is hypothetical and is 
strongly affected by changes in monetary policy 
regimes across both time and Member States. 
Graph 14 therefore displays the yield curve and 
recessions for Germany, taken here as a proxy, 
since the relation between its yield curve and 
growth should be less blurred by statistical 
problems. As illustrated by the chart, all four 
recessions in Germany since 1970 were preceded 
by an inverted yield curve.11 

Graph 14: The yield curve and recessions, Germany 
(in % – Jan 1975 to Feb 2007) 
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Source: Commission services. 

 

The current situation seems to be different 
from the past 

The above suggests that at the current juncture, 
the inverted yield curve in the US and the 
virtually flat curve in the euro area should predict 
an economic recession on both sides of the 
Atlantic in the course of 2007.  

                                                                              

filter. The periods shown correspond to the interval from 
peak to trough. Only downturns with losses of output gap 
of more than 2% were considered. With this procedure, 
the early 2000s downturn qualifies as a major downturn 
although it did not include a technical recession (i.e. at 
least two consecutive quarters of declining GDP). 

11  In the chart, recessions were defined as at least two 
consecutive quarters of declining GDP.  
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A more formal approach to the predictive power 
of the yield curve (see Box 2) shows that for the 
US, there is presently a 40 percent chance of a 
recession one year from now. This is a much 
lower probability than in the periods preceding 
the recessions of the 1970s and 1980s but similar 
to the probability before the last two recessions, 
in the 1990s and early 2000s. The probability for 
the euro area is of the same magnitude as for the 
US. However, the estimates for the euro area 
might be distorted as it formerly encompassed 
different monetary regimes as well as slightly 
different business cycles. The formal approach 
for the euro area showed that there has been 
more "noise" between downturns. 

Germany is therefore also taken as a proxy in this 
case. Here, the yield curve currently attributes 
only a 10 percent probability to a recession 12 
months from now.  However, when interpreting 
the result for Germany, one needs to bear in 
mind an important caveat. Since 1999, the short-
term interest rates have been determined by the 
ECB for the euro area as a whole. Short-term 
interest rates and hence the yield curve in 
Germany might have been different, had there 
still been a national monetary policy. 

Graph 15: Yield curves in the euro area and the US 
(in % – Jan 1999 to Feb 2007) 
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Source: Commission services. 

The current debate is also casting doubt more 
generally on the usefulness of the yield curve as a 
predictor of future growth.12 Broadly speaking, 
                                                      
12  See Greenspan (2005), Letter to the Honourable Jim Saxton, 

Chairman of the Joint Economic Committee, 28 November 
2005. Estrella (2005), op.cit. Bernanke (2006), Reflections on 
the Yield Curve and Monetary Policy, remarks before the Economic 
Club of New York, Federal Reserve Board, 20 March 2006. 

there are two main factors suggesting that the 
current flattening of the yield curve might be 
explained by other factors than the imminence of 
a recession: namely the exceptionally low level of 
bond yields and monetary policy.  

Several global factors – often interrelated – have 
been put forward to explain the evolution in 
global long-term rates in recent years.13 These 
factors include: (i) the mis-pricing of risks due to 
a coincidence of excess liquidity in the 
international financial system and investor search 
for yield; (ii) Asian central bank purchases of US 
Treasury bills to maintain their currency pegs; 
(iii) underinvestment in the corporate sector; 
(iv) the prospect of population ageing, putting 
pressure on pension funds to make significant 
additions to longer-term bond portfolios; (v) oil 
bill recycling, and (vi) the fact that in reaction to 
higher oil prices, financial market participants 
seem to price in lower growth rather than higher 
inflation.  

The flattening of the yield curve might also signal 
a deceleration in inflation accompanied by a 
favourable growth outlook, e.g. once the impact 
of an adverse oil price shock has dampened. 
Inflation expectations (both short- and long-
term) in both the US and the euro area are 
currently much lower than during any episode 
preceding recessions.  

This leads to the second reason often cited for 
why the current yield curve flattening might not 
indicate a recession: central banks' increased 
credibility to maintain price stability. If financial 
markets believe that central banks will raise 
interest rates in the future and that this is likely to 
correspond with lower expected inflation, 
expected future nominal interest rates could stay 
the same. The argument of increased central 
bank credibility is also supported by the fact that 
inflation variability has dropped significantly 
since 1970. 

Some argue that several factors related to the 
predictive power of the yield curve could affect 
its slope, including the gap between near- and 
long-term inflation expectations or near- and 
long-term risk premia. In fact, the key 
component from which the yield curve derives 
                                                      
13  See also the analysis in the Quarterly Report on the Euro 

Area, Volume 4 No. 4 (2005). 
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Box 2: Estimating the predictive power of the yield curve 
 

Although the strong relationship between inverted yield curves and recessions already emerges from a pure graphical 
analysis, it has also been tested empirically in several studies. Following the approach taken by Estrella* and 
Moneta**, we have estimated the probability of a recession in the US, Germany (as a proxy for the euro area), and in 
the euro area based on a standard probit model.  
 

Probability of recessions according to the yield 
curve, euro area (in % – Jul 75 to Sep 07) (1) 

Probability of recessions according to the yield 
curve, US (in % – Jan 61 to Feb 08) (1) 
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(1) Based on an estimated probit model. 
Source: Commission services. 

(1) Based on an estimated probit model. 
Source: Commission services. 

One important question, when assessing the predictive power of the yield curve, is what definition of recession to 
use. Official data on business cycle turning points exist for the US (published by NBER) but not for the euro area or 
individual euro-area countries. Another quite common approach is to define a recession as a period of two quarters 
of consecutive negative GDP growth. In the empirical analysis presented here, the NBER definition was applied for 
the US. For Germany, two quarters of consecutive negative GDP growth was used. For the euro area, a recession 
was defined as a period of sharp economic downturn, i.e. the period between a cyclical peak and trough as extracted 
from the euro-area GDP with a Baxter-King filter. 
In the probit model used, the dependent variable was a dummy variable R where R=1 if the economy is in a 
recession and R=0 when it is not.  In formal terms, the probability of a recession at time t, with a forecast horizon of 

k periods, is given by the following equation: )()1Pr( 10 ktt XccR −+== φ ,  

where φ  is the cumulative standard density function, and X is the set of explanatory variables used. In our estimates, 
X was defined as the standard yield curve (10-year interest rates minus 3-months interest rates). Monthly data was 
used and several lags were tested.  
 

Probability of recessions according to the yield 
curve, Germany (in % – Jul 76 to Feb 08) (1)) 
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The best results were achieved by applying a lag of 
12 months for both the US and Germany; and a lag of 7 
months for the euro area. When interpreting the results, 
three issues should be noted. First, the GDP aggregate 
for the pre-EMU period masks national differences. The 
recession in the early 1990s, for example, hit Germany 
later than other Member States. Second, the yield curve 
for the euro area before 1999 is hypothetical and is 
strongly affected by the varying monetary policy regimes 
which applied in the different countries. The use of an 
artificial aggregate and a hypothetical yield curve could 
therefore blur the analysis. Third, the predictive power 
of the yield curve appears to be stronger in the 1970s 
and 1980s than in the 1990s. 
 
* Estrella, A. and M. Trubin (2006), 'The yield curve as a leading 
indicator: some practical issues', Current Issues in Economics and 
Finance, Federal Reserve Bank of New York, Vol. 12, No. 5. 
** Moneta, F.  (2003), ibid. 
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much of its predictive power for future GDP 
growth is the gap between the current and long-
run levels of the (real) policy rate. That is, when 
the key policy rate is high relative to its long run 
level, the chance of a recession increases. In fact, 
since 1970 all inverted yield curves leading to or 
predicting a recession in the US were driven by 
policy rates above their 'neutral' or long-term 
level. At present, the policy rate in the US, even 
at 5.25 percent, is probably still below or around 
its 'neutral' level.14 Due to a lack of data for the 
euro area, earlier episodes of an inverted yield 
curve cannot be compared to the monetary 
stance at the time. However, the data available 
indicates that nominal short-term interest rates 
were above long-term expectations for nominal 
GDP growth in 2000, while they are currently 
still below.  

Graph 16: Euro-area nominal GDP growth 
expectations(1) and short-term interest rate  

(in % – 1999Q1 to 2007Q1) 
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(1) Nominal GDP growth expectations are taken from the ECB 
Survey of Professional Forecasters.  
Source: Ecowin. 

Finally, the nature of the business cycles has 
changed. Up to the 1990s, typically, monetary 
policy was tightened because inflation went up. 
Consequently, an economic slowdown followed. 
In such a world, not surprisingly, an inverse yield 
curve would precede a recession. The latest 
business cycle since the bursting of the dotcom 
bubble has been characterised by low inflation. 

                                                      
14  The long-term growth rates of potential nominal GDP 

give an indication of where the neutral interest rate may 
be. For the US, the estimate of the Congressional 
Budgetary Office for potential nominal GDP growth is 
5.8%.  

Conclusion 

The historical relationship between the yield 
curve and economic growth is broadly supported 
by academics and analysts. For the US in 
particular, an inversion of the yield curve has 
been a "safe bet" predictor of an upcoming 
recession. On this side of the Atlantic too, the 
yield curve has showed some predictive power in 
the case Germany and the euro area as a whole.  

At the current juncture, however, the traditional 
relationship seems to be less straightforward. The 
inverted yield curve in the US and the almost flat 
yield curve in the euro area might not necessarily 
signal a recession. The main reasons for a 
possible structural break of the relationship are 
the exceptionally low level of bond yields, excess 
liquidity, the high credibility of monetary policy 
and the still low levels of policy interest rates 
compared to long-term or neutral levels. One 
might even wonder whether under the current 
circumstances a flat yield curve could even be 
stimulating economic growth in a period of 
tightening monetary policy? 
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3.  The Lisbon Agenda for the euro area: 
the 2007 update of the Integrated 
Guidelines  

On 8/9 March 2007, the European Council 
endorsed the 2007 update of the Integrated 
Guidelines,15 which contain two sets of 
recommendations. The country-specific 
recommendations essentially require Member 
States to speed up the implementation of the 
structural reforms that they themselves have 
committed to undertake in their National 
Reform Programmes. The euro-area 
recommendations focus on those reforms that 
are especially relevant for the smooth 
functioning of monetary union, that is, on 
reforms that compensate for the loss of the 
independent use of interest or exchange rate 
policies. Adjustment and growth are linked: slow 
adjustment particularly harms countries that 
suffer from adverse shocks and eventually 
lowers the prospects of strong growth and high 
employment in the euro area as a whole.16 

This section presents the rationale behind the 
four policy recommendations addressed to the 
euro area, namely: (1) increasing the room for 
manoeuvre for budgetary policy; (2) ensuring a 
composition of public spending and revenues 
more conducive to growth; (3) enhancing 
competition in and integration of product and 
financial markets; and (4) achieving a better 
alignment of wages and productivity, a better 
balance between employment protection and 
security in the labour market, and greater labour 
mobility.  

                                                      
15  Since the re-launch of the Lisbon Strategy in 2005, the 

Integrated Guidelines combine the Broad Economic 
Policy Guidelines (Art. 99(2)) and the Employment 
Guidelines (Art. 128(4)). 

16  For a detailed analysis of adjustment in the euro area, see 
the EU Economy 2006 Review 
http://ec.europa.eu/economy_finance/publications/the
_eu_economy_review_en.htm. 

Recommendation 1 – Make use of the 
favourable cyclical conditions to aim at or 
pursue ambitious budgetary consolidation 
towards their medium-term objectives in line 
with the Stability and Growth Pact, hence 
striving to achieve an annual structural 
adjustment of at least 0.5% of GDP as a 
benchmark 

While the issue of fiscal sustainability is common 
to both euro-area and non-euro-area Member 
States, the fiscal policy stance of the euro area as 
a whole has the features of a public good and 
impacts on the single exchange rate and interest 
rate and hence on the macroeconomic policy-
mix in the euro area. The absence of national 
monetary and exchange rate instruments in 
EMU makes fiscal discipline all the more 
important as a way of enhancing Member States' 
capacity to absorb asymmetric shocks. In other 
words, the ability to withstand adverse economic 
surprises, either though the full play of 
automatic stabilisers or potentially though 
discretionary action, depends on the room for 
manoeuvre created in good times. Fiscal 
discipline also facilitates the task of a single 
monetary policy in preserving price stability.  

Graph 17: Cyclically-adjusted budgetary developments, 
euro area (% of GDP) (1) 
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(1) Excluding UMTS revenues. Primary spending and balance 
exclude interest expenditures. Autumn 2006 Forecast for 2007. 
Source: Commission services. 

The difficulties faced by several Member States 
in complying with the agreed 3% government 
deficit reference value during the past growth 
slowdown can be traced back to their fiscal 
behaviour in the early years of EMU. Budgetary 
consolidation was relaxed when growth 
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conditions became favourable. In cyclically-
adjusted terms, primary public expenditures 
declined by a mere ½ pp of GDP between 1997 
and 2000 while revenues (excluding UMTS 
revenues) diminished by 1.5% of GDP. This 
caused the primary balance to deteriorate by 
about 1% of GDP during a strong cyclical 
upswing (Graph 17).  

In 2006, nine of the current 13 Member States 
recorded a structural deficit in excess of their 
medium-term objective and the structural deficit 
is forecast to remain above the medium-term 
objective until 2008 in almost all of them. 
Despite favourable cyclical conditions, a 
structural improvement of more than 0.5 pp of 
GDP is predicted to occur in only three Member 
States in 2007 (DE, IT, LU) and in one Member 
State in 2008 (FR). 

Table 4: Structural government balances and 
medium-term objectives (in % of GDP) (1) 

Country MTO Structural balances 
  2006 2007 2008 
DE 0 -2.0 -1.5 -1.5 
IE 0 2.9 1.8 1.8 
EL 0 -3.4 -2.8 -2.3 
ES 0 1.8 1.5 1.6 
FR 0 -2.5 -2.2 -1.6 
IT 0 -3.9 -2.5 -1.9 
LU -0.8 -1.3 -0.5 -0.1 
NL -0.75 0.4 -0.1 0.0 
PT -0.5 -3.4 -2.6 -1.8 
FI 2.0 2.9 2.7 2.7 

(1) Data not available yet for BE and AT.  
Source: Commission services calculations on the basis of the 2006-
07 updates of the National Stability Programmes. 

 

Box 3: EMU and the Lisbon Strategy: key dates and procedures 
Cooperation and coordination of structural reforms in the European Union is covered by the Community's strategy 
to increase jobs and raise its growth potential, the Lisbon Strategy. Broadly speaking, achieving more jobs and 
growth is to be attained by reforms in product markets, budgetary institutions, financial and labour markets. The 
Lisbon Strategy is for the whole Community, not just the euro area, but members of the euro area have an added 
incentive to undertake integrated structural reforms - such reforms will strengthen their capacity to adjust to 
economic shocks in a monetary union. Therefore, in its Annual Progress Report on the state of implementation of 
the Lisbon Strategy, the Commission has included a fiche dedicated to the euro-area, which focuses on reforms that 
are especially relevant for the smooth functioning of monetary union. 

 
Autumn 
2005 

Each Member State produced a three-year strategic plan, its National Reform Programme (NRP), which 
defined the main national challenges to be overcome to achieve the Lisbon objectives, as well as the policies 
designed to address those challenges.  

January 
2006 

The Commission assessed the NRPs with a view to identifying whether the challenges addressed by the 
Member States match the individual reform needs. The assessment included a fiche for the whole of the euro 
area that summarised the economic challenges and reform commitments identified by the euro-area Member 
States. 

Autumn 
2006 

The NRP was followed by Member States' Implementation Reports (IR) that showed where progress had 
been made to meet Member States' own reform strategies. The Commission submitted a Community Lisbon 
programme that reported on progress with policy measures at the Community level. 

December 
2006 

In its 2006 assessments of the IRs, the Commission highlighted what it considers to be the strengths and 
weaknesses of reform in each Member State. A separate assessment was produced for the euro area, the so-
called euro-area fiche, comparing the progress with reforms in the NRPs with the area-specific reform needs. 
The concluding section of the Commission's assessment included specific policy recommendations that cover 
those areas where weaknesses need to be tackled with the highest priority. These conclusions and 
recommendations were addressed to each Member State and to the euro area. 

Winter 
2006/2007 

The concluding sections of the Commission's assessment were discussed by the Council in view of adopting a 
Council Recommendation on the 2007 Broad Economic Policy Guidelines (Art. 99(2)) and the Employment 
Guidelines (Art 128(4)) addressed to each Member State and, in the case of the euro-area fiche, all the euro-area 
Member States. They were endorsed by the European Council on 8/9 March 2007.  

Note: The Commission's assessments are in the public domain, having been published as its Annual Progress Report (APR), 
http://ec.europa.eu/growthandjobs/annual-report-1206_en.htm.  
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Fiscal consolidation is not only crucial to 
generate room for manoeuvre to withstand 
negative cyclical shocks but also in view of the 
challenges posed by ageing. Ageing populations 
and high levels of public debt may jeopardise 
fiscal sustainability in several Member States. A 
number of Member States undertook reforms to 
their pension and health system in the past years 
or announced further measures in their National 
Reform Programmes, with the objective of 
reducing the budgetary costs of ageing 
populations. Analysis in the Commission's 
sustainability report suggests that future public 
debts would be considerably reduced if Member 
States accomplished the medium-term budgetary 
objectives by 2010. 17 

Recommendation 2 – Improve the quality of 
public finance by reviewing public 
expenditures and taxation, with the 
intention to enhance productivity and 
innovation, thereby contributing to 
economic growth and fiscal sustainability 

The structure of public expenditure and the 
design of the tax system can have a significant 
impact on growth potential. For example, 
taxation may distort economic decisions on 
labour market participation, savings, investment 
and risk-taking, with crucial effects on hours 
worked and labour productivity.18  

Over the last years, Member States have carried 
out important reforms of their tax systems, with 
the objectives of creating a more employment-
friendly labour taxation, and of rationalising and 
simplifying the tax system. Reforms have also 
aimed at responding to the challenges emerging 
from ageing populations, which are likely to 
reduce the labour tax base and at the same time 
                                                      
17  See also Quarterly Report on the Euro Area, Vol. 5 

No. 4 (2006), pp. 38-48. 
18  Some economists argue that both low productivity 

growth and low labour utilisation in terms of hours 
worked in Europe are essentially due to the impact of 
taxation. See for example, Prescott, E. (2004), 'Why Do 
Americans Work So Much More Than Europeans?' 
Federal Reserve Bank of Minneapolis Quarterly Review, 
vol. 28, no. 1, pp. 2-13, or Gordon, R.J. and I. Dew-
Becker (2006), 'The Slowdown in European Productivity 
Growth: A Tale of Tigers, Tortoises, and Textbook 
Labor Economics', http://faculty-
web.at.northwestern.edu/economics/gordon/nber_SI_p
ercapita_060803.pdf.  

increase the demand for social spending as well 
as from globalisation, which may render it 
increasingly difficult to collect taxes from mobile 
tax bases. 

Graph 18: Public spending on growth-enhancing 
items, euro area (1) (in % of GDP) 
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(1) Most recent observation is 2006 for public investment, 2004 for 
R&D and 2003 estimate for education. 
Source: World Economic Forum, Commission services. 

However, there remains considerable scope for 
efficiency improvements for tax systems and 
public spending. Regarding the latter, it is 
important to re-direct public expenditure from 
public consumption towards the more 
'productive items' which may boost economic 
growth and particularly towards R&D and 
education which have emerged as important 
determinants of productivity growth.19 Beyond 
this composition effect, it is also critical to raise 
the value for money of public spending in each 
spending category. There is indeed substantial 
evidence of a lack of efficiency in spending in 
some countries and the relation between the 
amount of public spending and the actual 
performance is frequently weak. This is, for 
instance, illustrated by the fact that countries 
which spend more on their public education 
systems do not necessarily have public schools 
of higher quality (Graph 19).  

A number of countries have undertaken or 
announced measures in their National Reform 
Programmes to improve the efficiency of public 
administration and establish control institutions, 
including through policies for better regulation, 
                                                      
19  For a comprehensive review of the quality of public 

finances, see European Commission, 'Public finances in 
EMU 2004', European Economy No 3/2004. 
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i.e. reducing the administrative burden and 
ensuring a more widespread use of impact 
assessments when new legislation is 
introduced.20 

Graph 19: Efficiency of public spending in 
education (1) 
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(1) The quality index stems from the World Economic Forum It 
ranges from 1 (poor quality) to 7 (best in the world). Annual 
expenditure on public educational institutions per pupil/student 
compared to GDP per capita, for all levels of education combined, 
based on 2003 full-time equivalents. 
Source: World Economic Forum, Commission services. 

Recommendation 3 – Effectively implement 
measures that improve competition, 
especially in services, … 

There is evidence that weak competition in the 
services economy has contributed to low 
economic growth, a lack of resilience to 
economic shocks and protracted adjustment to 
growth and inflation differences in the euro area: 

• The increased productivity gap with the US 
is largely driven by productivity advances in 
the US due to its greater use of ICT in 
services.21 A low degree of competition 
affects productivity because it reduces the 
pressure on service suppliers to implement 
innovative new technologies, improve work 
organisation and introduce new products. 
Moreover, imperfections in the services 
sector tend to affect the rest of the economy 

                                                      
20  Since this issue applies to all countries and not only to 

the euro area, it was not included in the original 
Commission's list of recommendations, but added later 
at the request of the euro-area Member States. 

21  See the focus section on services in QREA Vol. 5, No 2 
(2006), pp 25-36. 

as services are an important intermediate 
input into many industries. 

• Enhanced competition in services could 
help foster price flexibility. Service inflation 
persistently runs at a relatively high rate and 
downward price rigidity is markedly higher 
in services than in the rest of the economy, 
which contributed to the slow decline in 
inflation in the 2000-03 growth slowdown.22  

• A further justification for treating 
competition in the service economy as a 
special concern of the euro area relates to its 
potentially important impact on the capacity 
to shift resources between tradables 
(industry) and non-tradables (services), 
which has been identified a major 
adjustment channel for current account 
imbalances.23  

Graph 20: Deregulation in service industries, euro 
area (1) (OECD regulation index 0 to 6) 
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(1) GDP-weighted average of national indices. Excluding 
Luxembourg and, for professional services, Greece. The retail 
services figure is for 1998, not 1996.  
Source: OECD, Commission services. 

Competition in many services tends to be less 
intense than in manufacturing due to their 

                                                      
22  Research by the ECB's Inflation Persistence Network 

found a frequency of price changes in services lower than 
in both the rest of the economy and the US services 
sector See Altissimo, P. et al. (2006), 'Inflation 
persistence and price setting in the euro area – A 
summary of the IPN evidence', ECB Occasional Paper 
No. 46. 

23  See Obstfeld, M. and K.S. Rogoff (2005), 'Global current 
account imbalances and exchange rate adjustments', 
Brookings Paper on Economic Activity 1/2005, pp. 67-
123. 
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intrinsically lower degree of tradability, but also 
because of domestic regulation of entry, 
operational restrictions and price controls. 
However, technical progress in information and 
communication technologies has increased the 
tradability of communication and business 
services. Moreover, the adoption of the 
Directive on Services is a welcome step towards 
a Single Market for services. It must be 
transposed into national law before December 
2009. Progress in deregulating network 
industries, the retail sector and professional 
services has also been made over the past decade 
(Graph 20).  

There is some first evidence that market opening 
and the deregulation of services has started to 
pay off. For example, some recent studies have 
found benefits in terms of employment, 
productivity and lower prices from both market 
opening to foreign competitors24 and 
deregulation.25 

Recommendation 3 (cont.) – …and step up 
measures that promote the full integration of 
financial markets and competition in retail 
financial services 

The special emphasis on financial services 
underscores their importance for overall 
economic activity. Furthermore, there is a clear 
euro-area dimension because the introduction of 
the euro implies a big leap towards an integrated 
financial market. Integrated financial markets 
also have an important role for economic 
adjustment. An efficient financial market 
facilitates the re-allocation of resources across 
sectors and firms, which strengthens resilience 
to economic shocks. The cross-border 
diversification of portfolios helps smooth 
income shocks and therefore lower exposure to 
risks.  

                                                      
24  Studies on the economic impact of the Services Directive 

are available at 
http://ec.europa.eu/internal_market/services/services-
dir/studies_en.htm.  

25  See for example, ECB (2006), 'Competition, productivity 
and prices in the euro area services sector', Occasional 
Paper No. 44, Faini, R. (2006), 'Contrasting Europe's 
decline: do product market reforms help?', in Boeri et al. 
(eds.), Structural reform without prejudices, Oxford University 
Press.  

To some extent, financial integration has already 
increased the cross-border diversification of 
risks within the euro area. This is indicated in 
Graph 21 by a declining correlation between 
GDP and GNP growth across countries. They 
are indicative of some decoupling between 
domestic production (GDP) and domestic 
income (GNP), which is caused by the 
increasing importance of income flows from 
capital and to some extent labour income from 
abroad (i.e. the difference between GDP and 
GNP).  

Graph 21: Cross-country correlation between GDP and 
GNP growth across 12 euro-area Member States (in %)  
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Source: Commission services. 

 
Though many financial market segments, 
especially government bond markets and large 
cap stocks, are already highly integrated, there is 
still evidence of fragmentation in the retail 
sector. In this regard, euro-area Member States 
should have a special interest in addressing the 
remaining obstacles to the full integration of 
financial markets. 

It also appears important to intensify the 
monitoring of competition in the retail financial 
sector. A recent sector inquiry by the 
Commission on retail banking found large 
variations in interest rates charged and offered, 
in prices for payment services and in the 
profitability of service providers across the 
Member States. Differences across countries in 
legal, regulatory and tax systems and language 
may explain part of the fragmentation of retail 
banking markets along national lines. However, 
the inquiry identified various barriers to entry 
that may prevent foreign banks and payment 
card providers from penetrating new markets 
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such as discriminatory rules that impede access 
to financial infrastructure (payment card 
networks, clearing and settlement, credit 
registers), product tying practices and high costs 
of changing banks in some Member States.  

Recommendation 4 – Improve flexibility and 
security on labour markets, …  

Labour market developments have been the 
positive surprise of recent years. Job creation has 
been much higher and the increase in 
unemployment much lower during the latest 
downturn than could have been expected on the 
basis of past slowdowns. Despite the 
improvement in labour market performance, a 
number of indicators such as wage 
developments, labour market institutions and 
information about the mobility of labour suggest 
that the adjustment of employment to shocks in 
the euro area remains slow.  

Recommendation 4 (cont.) – …inter alia by 
better aligning wage and productivity 
developments, …  

Now that the disappearance of national 
monetary and exchange rate policies put the 
adjustment burden on market forces, a higher 
degree of wage flexibility in the euro area is 
warranted. This would also have a favourable 
effect in reducing price stickiness, most 
importantly in labour-intensive services. It would 
also allow euro-area Member States to adjust 
faster to competitiveness pressures, since low 
wage flexibility has been identified as a reason 
behind the slow adjustment of growth 
differences across countries via the 
competitiveness channel.26  

Table 5 suggests that the responsiveness of wage 
growth differences to cyclical differences differs 
across euro-area countries and is asymmetric 
with regard to the stage of the cycle considered, 
i.e. wage growth accelerates more strongly when 
the output gap is positive than it decelerates 
when the output gap is negative. If GDP is 
running above potential (estimate I), the 
responsiveness of wages to the output gap is 
highest for Italy, the Netherlands, Spain and 
Germany and lowest for Austria, France and 
                                                      
26  See EU Economy 2006 Review.  

Greece. In recessions (estimate II), the elasticity 
has been generally lower than in booms and 
significant in only a handful of countries 
(Germany, Spain, Ireland, Finland and Portugal), 
meaning that wages are relatively unresponsive 
to cyclical conditions in several Member States.27 

Table 5:  Elasticity of relative wage growth with 
respect to the business cycle differences (1) 
 I. Output gap > 0  II. Output gap < 0 
 Elasticity Elasticity 

BE 0.88 (***) -0.17 
DE 1.15 (***) 1.38 (***) 
IE 0.77 (***) 0.71 (***) 
EL 0.28 -0.72 
ES 1.21 (***) 1.02 (***) 
FR 0.08 -0.01 
IT 1.98 (***) -0.13 
NL 1.37 (***) -0.09 
AT -0.3 0.21 
PT 1.03 (***) -0.68 (*) 
FI 0.85 (***) 0.59 (***) 
(1) All values were expressed relative to the weighted average of 
remaining euro area countries using bilateral trade weights. 
Output gap lagged by 1 year. Significance levels:  *** for 1%, 
** for 5%, * for 10%. For more details, see EU Economy 2006 
Review, Chapter IV, Table 6.
Source: Commission services. 
 
The differentiation of wages across regions, 
sectors and occupations is equally relevant for 
both adjustment capacity and job creation. While 
there is little data on wage differentiation on a 
comparable cross-country basis, the 
continuously high rates of long-term 
unemployment and the persistence of regional 
differences in employment performance suggest 
that there is scope for a better alignment of wage 
and productivity developments in some Member 
States. 

Recommendation 4 (cont.) – …balancing 
employment protection and security in the 
market …  

Better job allocation will require more 
responsive labour demand and supply and 
accompanying policies to give mobile workers 
more employment security. More investment in 
human capital, more efficient public 
employment services and active labour market 
                                                      
27  Using a different angle, research from the International 

Wage Flexibility Project found that real wages in almost 
all euro-area Member States have more downward 
rigidity than in the US. Information on the international 
Wage Flexibility Project is available at 
http://brookings.edu/es/research/projects/iwfp.htm.  
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policies, a rebalancing of employment protection 
and measures to foster a more flexible work 
organisation could be instrumental in this regard. 
The security aspect implies a major emphasis on 
activation policies, whereby the unemployed 
receive unemployment benefits but at the same 
time are encouraged to re-enter the labour force 
by means of re-integration measures. As regards 
flexibility, the liberalisation of employment 
protection legislation (EPL) has been the most 
controversial issue. Estimates suggest that 
countries with tighter EPL have more pro-
cyclical unit labour costs but more stable 
employment over the cycle.28 

Table 6: Development of the Employment 
Protection Legislation index (1) 

 Regular workers Temporary workers 

 Late 
1990 2003 2006 Late 

1990 2003 2006 

BE 1.7 1.7 1.7 2.6 2.6 2.6 
DE 2.7 2.7 2.7 2.3 1.8 1.8 
IE 1.6 1.6 1.6 0.3 0.6 0.6 
EL 2.3 2.4 2.4 4.8 3.3 3.2 
ES 2.6 2.6 2.7 3.3 3.5 3.4 
FR 2.3 2.5 2.5 3.6 3.6 3.3 
IT 1.8 1.8 1.8 3.6 2.1 2.1 
NL 3.1 3.1 2.9 1.2 1.2 1.2 
AT 2.9 2.4 2.4 1.5 1.5 1.5 
PT 4.3 4.3 4.3 3 2.8 2.8 
FI 2.3 2.2 2.2 1.9 1.9 1.9 
Euro area 2.4 2.4 2.4 2.9 2.5 2.4 
USA 0.2 0.2 NA 0.3 0.3 NA 
(1) The tighter EPL, the higher the index. 2006 is a tentative ECFIN 
estimate based on LABREF (the database on labour market reforms 
prepared by DG ECFIN and the EPC). Euro area is a GDP-
weighted average of available Member States. 
Source: OECD, Commission services. 

 
Over the last few years, several euro-area 
Member States have reformed their EPL, but as 
the OECD indicator suggests, these reforms 
have (i) been small, (ii) started from a high level 
of EPL compared to the US and (iii) largely 
focused on temporary workers (Table 6). Policy 
targeted at 'increasing flexibility at the margin', 
for instance increasing the share of fixed-term or 
temporary contracts relative to the standard 
open-ended employment contracts, has had 
some detrimental segmentation effects on the 
labour market. While helping improve the 
employment outlook of temporary workers, 
these reforms have worsened the prospects for 

                                                      
28  See EU Economy 2006 Review, Chapter IV for the 

estimates.  

temporary workers to eventually move into 
regular labour contracts. 

Graph 22: Rates of unemployment per occupation, 
euro area 2006Q2 (1) 
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(1) Previous occupation of unemployed in % of employed and 
unemployed in the same occupation.  
Source: Commission services. 

Recommendation 4 (cont.) – …and enacting 
measures to promote labour mobility across 
borders and between occupations  

It is well known that labour mobility is low in 
the euro area. This of course applies to mobility 
across borders, which is understandable because 
language differences function as a natural 
barrier, despite some policy progress in 
addressing obstacles, for example by increasing 
the recognition of professional experience or 
improving the portability of social benefits. But 
it also holds for mobility across regions and 
occupations.  

• In the EU-15, it is estimated that in any 
given year 0.1% of the active working-age 
population change their country of 
residence.29  

• Every year between 2000 and 2005, about 
1% of the working-age population moved 
residence across regions (NUTS 1), 
compared to around 3% in the USA.  

• A recent Eurobarometer survey showed that 
one third of all employees had worked for 

                                                      
29  For a review of geographic mobility, see European 

Commission (2006), "Employment in Europe 2006", 
Chapter 5.  
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the same employer more than 10 years, and 
18% for more than 20 years. 

For the US, it has been shown that inter-state 
migration plays a key role in adjustment to 
regional shocks.30 Since labour mobility is much 
lower in the euro area than in the US, migration 
contributes much less to adjustment, which 
therefore occurs largely through changes in 
unemployment and participation. Increasing the 
mobility of labour would therefore reduce the 
impact of regional developments on local 
unemployment and reduce the share of 
discouraged workers in the labour force, thereby 
facilitating regional adjustment.  

Low job flows increase the risk of labour-market 
mismatches. The effect of little job mobility is 
evident in striking differences in rates of 
unemployment across occupations. A number of 
policies may impact on occupational mismatch, 
including more efficient public employment 
services, training and active labour market 
policies, more flexible wages and increased wage 
differentiation. 

                                                      
30  Blanchard, O. and L. Katz (1992), "Regional evolutions", 

Brookings Papers on Economic Activity, No. 1, pp. 1-75.  

Conclusion  

While the euro-area Member States' National 
Reform Programmes address many of the 
reform areas needed to raise growth and 
employment, it has become apparent that those 
structural reforms that are particularly relevant 
for improving the smooth functioning of the 
euro area have not featured prominently in 
them. 

Therefore, the euro-area fiche of the Integrated 
Guidelines formulates four recommendations 
aimed at ensuring a more efficient internal 
adjustment mechanism in EMU. The euro-area 
Member States are expected to take these 
recommendations into account in their national 
policies together with the recommendations 
specific to their country. They are therefore 
expected to be reflected in their future National 
Reform Programmes and their implementation 
to be discussed in depth. 

 




