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I. Economic situation in the euro area 

After five quarters of vigorous growth, GDP growth decelerated to 0.3% in the second quarter, well below the 0.6% growth 
projected in the Commission's spring 2007 forecast. Growth was primarily driven by household consumption which continued 
to be underpinned by a very robust labour market. Investment growth, however, came to a halt for the first time in five years, 
mostly due to a contraction in the construction sector. The deceleration of GDP in the second quarter may reflect exceptional 
weather and statistical effects but also indicates that the business cycle is maturing and may have passed its peak. Business 
confidence has softened but is still high and growth during the rest of the year will remain supported by sound fundamentals. 
According to the Commission's September interim forecast, GDP growth in the euro area is projected to average 2.5% in 
2007. Nevertheless, downside risks have increased on the back of the recent financial market turbulence and the worsening 
growth outlook of the US economy. 

Coming after a protracted period of exceptionally benign financial conditions, recent financial turbulence has shaken investor 
confidence and will probably cause tighter credit conditions. Looking into the effects of tighter credit conditions on the balance 
sheets of the main economic sectors, it seems that past earnings growth should provide an adequate buffer for banks. However, 
the re-pricing of risk is likely to impact both the performance of banks and their lending activity and is also likely to affect 
euro-area companies which will face rising debt ratios and debt-servicing costs. Despite the record levels of debt accumulated in 
recent years, the impact on the household sector, which is a net saver, is difficult to predict. However, housing markets are 
likely to be negatively affected by the change in the financial environment.  

1. Recent economic developments and 
short-term prospects1  

Growth surprises on the downside in the 
second quarter of 2007 

Economic activity in the euro area, which had 
shown vigorous growth since the beginning of 
2006, decelerated during the second quarter of 
2007. Quarter-on-quarter GDP growth eased 
from 0.7% in the first quarter to 0.3% in the 
second quarter. This is well below the 0.6% 
growth projected in the Commission's spring 
2007 forecast. The countries which surprised on 
the downside are France, Italy and the 
Netherlands. Growth in Germany and Spain, 
however, was in line with projections. 

The deceleration in GDP growth in the second 
quarter should be interpreted with caution as 
several factors seem to have been at play. 
Production in the euro area has clearly been 
affected by weather conditions. Both the 
agricultural and construction sector experienced 
very strong growth in the first quarter of 2007 
due to unusually mild winter weather and this 
spurt in activity was followed by a relapse in the 
second quarter. The downside surprise on GDP 
growth in the second quarter was also at odds 
with survey data which did not foreshadow any 
                                                      
1  The cut-off date for the statistics included in this issue 

was 28 September 2007. 

substantial deceleration in activity. Upward 
revisions of the Q2 estimate in the forthcoming 
months cannot therefore be excluded. 
Nevertheless, besides statistical and weather 
effects, the disappointing second quarter outturn 
might also be an indication that the economy 
may have passed its cyclical peak.  

Graph 1: Contributions to real GDP growth, euro area 
(q-o-q contributions in % points – 2006 Q3 to 2007 Q2) 
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Source: Commission services. 

As regards the GDP components, the 
contribution of domestic demand (excluding 
inventories) weakened to 0.3%, compared to 
0.6% in the previous quarter. The contribution 
of net trade, however, turned positive after 
mildly contracting in the previous quarter.   
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Private consumption replaces investment as 
the main engine of growth 

After a flat reading in the first quarter of 2007 
due to VAT-related effects in Germany, private 
consumption increased by 0.5% in the second 
quarter, becoming the main engine of growth. 
Except for the VAT-related relapse in the first 
quarter of 2007, private consumption has been 
on a broad 2% growth path since the beginning 
of 2006.  

In the last few quarters, household spending has 
clearly been buoyed up by continuous 
improvement in the labour market. The 
unemployment rate started declining in 2005 and 
is now at its lowest level since the series began in 
1993. In July 2007, the unemployment rate stood 
at 6.9% of the labour force, almost a full 
percentage point lower than a year earlier. The 
ebbing of unemployment has been the result of 
rapid employment growth. Employment in the 
euro area increased by 0.5% (quarter-on-quarter) 
in the second quarter of 2007 and employment 
growth was revised upwards both in the first 
quarter (from 0.4% to 0.6%) and in the last 
quarter of 2006 (from 0.3% to 0.4%). These 
figures clearly suggest a very strong labour 
market with employment now expanding by 
1.7% year-on-year. Looking ahead, employment 
expectations decreased somewhat in September 
in the services sector but remain very high, 

indicating that the strong momentum will persist 
in the months to come.   

More recently, developments in households’ 
disposable income have provided another 
positive note. While it failed to pick up in 2006, 
despite robust economic recovery, y-o-y growth 
in nominal disposable income accelerated from 
3.3% to 4.5% during the first quarter of 2007 
(last available data). This is the highest growth 
rate since 2001. The acceleration reflected a pick 
up in employees' compensation (likely due to an 
acceleration of the wage rate) as well as a lower 
growth in taxes. However, growth in disposable 
income exceeded growth in nominal 
consumption (3.2% y-o-y) in the first quarter of 
2007, which resulted in higher savings. The 
euro-area savings ratio has been on an upward 
path since the beginning of last year and rose 
further from 14.1% in the last quarter of 2006 to 
14.4% in the first quarter of 2007.  

The few consumption-related indicators 
available for August or September point to 
continued although moderate growth in private 
consumption in the next few months. After 
reaching its highest level since 2001 in May 2007, 
consumer confidence softened somewhat over 
the summer while remaining at a high level. 
More worryingly, confidence among managers in 
the retail trade sector, after strengthening in 
August, declined sharply in September. The fall 
was due to a significant worsening in retailers' 

Table 1: Euro-area growth components 

Forecast (1) 
 2006 

Q3 
2006 
Q4 

2007 
Q1 

2007 
Q2 

Carryover 
to 2007 2007 (2) 2008 (2) 

 Percentage  change on previous period, volumes 
GDP 0.6 0.9 0.7 0.3 2.2 2.6 2.5 
Private consumption 0.5 0.5 0.0 0.5 1.1 2.1 2.4 
Government consumption 0.5 0.4 0.8 0.1 1.6 1.8 1.8 
Gross fixed capital formation 0.7 1.7 2.0 -0.2 4.2 4.4 3.6 
Changes in inventories (% of GDP) 0.3 -0.2 -0.1 -0.2 -0.2 0.7 0.5 
Exports of goods and services 1.1 3.1 0.8 1.1 4.9 6.7 6.0 
Imports of goods and services 1.9 1.6 0.9 0.6 3.9 6.7 6.2 

 Percentage point contribution to change in GDP 
Private consumption 0.3 0.3 0.0 0.3 0.6 1.2 1.3 
Government consumption 0.1 0.1 0.2 0.0 0.3 0.4 0.4 
Gross fixed capital formation 0.2 0.4 0.4 0.0 0.9 0.9 0.8 
Changes in inventories 0.3 -0.5 0.2 -0.1 -0.2 0.1 0.0 
Net exports -0.3 0.7 -0.1 0.2 0.5 0.1 0.0 
(1) Annual change in %.         (2) European Commission spring 2007 forecasts. 
Source: Commission services. 
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assessment of both the present and expected 
business situation. The retail confidence 
indicator tends, however, to be relatively poorly 
correlated with private consumption growth and 
the fall should therefore be interpreted 
cautiously.  

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

Data on loans to the private sector provide a 
mixed picture with sustained, but moderating, 
growth in credit to households. The latest 
available MFI data from the ECB show 
sustained annual growth of loans to households 
in August, both for mortgages (8.1%) and for 
consumer credit (5.7%). Nevertheless, the 
annual growth rate of loans to households has 
been on a moderately decelerating path since the 
middle of last year with both lending for house 
purchase and consumer credit showing signs of 
softening. The trend continued in the second 
quarter of 2007 and, based on data for July and 
August, also at the beginning of the third 
quarter.  

Recent price developments have also been 
supporting consumption. Annual HICP inflation 
remained below 2% in the second quarter (1.9% 
on average). In August, it even decreased to 
1.7%. As oil prices rose strongly during the 
summer of 2006, favourable base effects in 
energy prices largely accounted for the limited 
increase in energy inflation in the past few 
months. However, unfavourable base effects 
have put some upward pressure on headline 
inflation as from September, where annual 
HICP reached 2.1%.  

Investment growth hit by construction 
weakness 

After a long period of robust expansion, growth 
in gross fixed capital formation came to a halt in 
the second quarter of 2007 (-0.2% q-o-q). This is 
the first recorded contraction of investment in 
five years, albeit a modest one. A deceleration of 
investment was to be expected after the 
impressive growth registered in the first quarter 
(2% q-o-q). At the time, construction 
investments had been lifted by exceptionally 
mild winter weather and some correction was to 
be expected for the second quarter.  

While the breakdown of investment spending by 
sector is not yet available for the second quarter 
of 2007, it appears that developments in 
construction investments are indeed the main 
reason behind the strong deceleration in gross 
fixed capital formation. Value added in the 
construction sector, which is a good proxy for 
spending in construction, contracted by 1.6% (q-
o-q) in the second quarter of 2007, after 1.9% 
growth in the previous quarter. Except for 
Belgium, all euro-area countries for which data is 
available experienced a fall in construction value 
added.  

The recent drop in construction is probably 
largely attributable to weather-related effects. 
However, it may also reflect a cooling-off of the 
housing market. Recent developments in 
residential construction are not easy to assess as 
the breakdown of total construction into 
residential and non-residential is only available 
up to the first quarter. Residential investment 
experienced a significant deceleration in the 
second half of 2006 but rebounded strongly in 
the first quarter of 2007. A clearer indication of 
the cooling-off of residential investment is 
provided by data on residential building permits 
which have been experiencing a substantial fall 
since January 2006 (Graph 3).  

For the aggregate construction sector the picture 
provided by the most recent hard and soft data 
remains reasonably satisfactory. The European 
Commission's indicator of confidence in the 
construction sector, while trending slightly 
downwards, remains at a historically high level. 
Moreover, data on construction output for July 
suggest that the third quarter has not started on 
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an overly weak note. Therefore, the downward 
trend in residential construction seems to be in 
part compensated by continued strong non-
residential construction.  

Graph 3: Residential building permits, euro area 
(Index 2000=100 – Jan 1999 – June 2007) 
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Combining data on total investment with 
estimates of construction spending suggests that 
equipment investment (which accounts for half 
of total investment) grew healthily in the second 
quarter (about 1.2% q-o-q), though more 
moderately than in the first quarter (2.1%).  

Recent loan data are suggestive of continued 
strength in corporate investment. The annual 

growth rate of loans to non-financial 
corporations continued to increase in the second 
quarter and data for July and August indicate a 
further slight acceleration at the beginning of the 
summer (13.6% and 14.2% in August, up from 
13.3% in June). Some caution is however 
necessary when assessing the implications of this 
data for investment during the second half of 
the year. First, there is some evidence that part 
of the recent acceleration in the demand for 
loans in the corporate sector is driven by merger 
and acquisition activity rather than by fixed 
capital investment. Second, the latest available 
loan data only cover the beginning of the recent 
financial turbulence and there is still much 
uncertainty as to the likely impact of this 
turbulence on credit demand and supply.  

World trade: still supportive but softening 
gradually 

There were some further signs of a softening of 
world trade in the second quarter. According to 
the latest estimates of the CPB Netherlands 
Bureau of Economic Policy Analysis, world 
trade increased by 7.2% (y-o-y) in the second 
quarter of 2007, down from 7.8% in the 
previous quarter. While year-on-year growth 
remained strong, the lower momentum was 
clearly visible in the quarter-on-quarter data. 
Indeed, world trade in the second quarter 

 Table 2: Selected euro-area and national leading indicators, 2006-2007 

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

Long-term average 100.4 -0.08 92.9 52..8 55.0 96.8 -6.9 25.8
Trough in latest 
downturn 89.3 -0.91 98.1 46.4 47.7 90.3 -26.5 -28.5

September 2006 108.9 1.37 107.0 56.6 56.7 99.0 5.0 -22.2
October 2006 110.0 1.34 107.3 57.0 56.5 99.3 2.4 -27.4
November 2006 109.9 1.48 107.4 56.6 57.6 100.2 4.1 -28.5
December 2006 109.8 1.54 107.5 56.5 57.6 102.5 2.4 -19.0
January 2007 109.2 1.34 107.5 55.5 57.9 103.2 1.1 -3.6
February 2007 109.7 1.51 107.6 55.6 57.5 102.6 2.0 2.9
March 2007 111.1 1.51 107.7 55.4 57.4 103.2 -1.0 5.8
April 2007 111.0 1.59 107.8 55.4 57.0 104.2 2.3 16.5
May 2007 112.1 1.50 108.0 55.0 57.3 104.7 3.9 24.0
June 2007 111.7 1.52 108.1 55.6 58.3 102.8 6.5 20.3
July 2007 111.0 1.33 107.9 54.9 58.3 101.7 4.5 10.4
August 2007 109.9 1.37  54.3 58.0 100.4 2.8 -6.9
September 2007 107.1 1.09  53.2* 54.0* 98.7 1.5 -18.1
1) Economic sentiment indicator, DG ECFIN. 2) Business climate indicator, DG ECFIN. 3) Composite leading indicator. 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) ZEW Indicator of Economic Sentiment, Germany 
*These are flash estimates 
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increased by a modest 0.6% (q-o-q), compared 
to 1.5% in the first quarter of 2007 and about 
2.5% during the second half of 2006. The loss in 
momentum owes much to a contraction of US 
imports (-1% q-o-q in Q2 after 0.4% in Q1) but 
there is evidence that imports into emerging 
economies have decelerated as well.  

Although on a downward trend, the momentum 
in world trade is still supporting growth in the 
euro area. Euro-area export growth accelerated 
in the second quarter (1.1% q-o-q, compared to 
0.8% in the first quarter), while import growth 
decelerated (from 0.9% to 0.6%). As a result, the 
contribution of net exports to growth turned 
positive (+0.2%) after mildly contracting in the 
previous quarter. The fall in import growth was 
mainly the result of developments in Germany, 
where imports strongly decreased after a few 
quarters of buoyant growth.  

Looking ahead, developments in the global 
economy will very much depend on the course 
of events in the US economy and in financial 
markets.2 The financial market turbulence has 
taken place at a time of a strong, though 
moderating, global economy and of weakening 
household spending in the US. US GDP growth 
rebounded in the second quarter (0.8%) after a 
weak first quarter (0.2%). Personal consumption 
expenditure, however, decelerated sharply in the 
second quarter. Rising petrol prices in the spring 
were an important reason behind this, but the 
                                                      
2  See section I.2 on 'Recent financial turbulence and the 

effect on the real economy'. 

continued weakening of the housing market may 
also have started to play a role. Residential 
investment continued to be a drag on US 
economic growth, although less so than in the 
first quarter. The downturn in the housing sector 
now seems to have become more protracted and 
to weigh more heavily on overall activity than 
previously thought. Therefore, GDP growth in 
the US should remain subdued for longer than 
expected in the Commission spring forecast.  

Turning to the months ahead, recent survey 
indicators of the world economy point to a 
period of solid, though probably more moderate, 
growth than during the first half of the year. The 
July reading of the quarterly World Economic 
Survey indicates an improvement of 
expectations for the next six months. It should 
be noted, however, that this survey was 
conducted before the recent financial market 
turbulence. In contrast, the September Global 
Manufacturing PMI (released more recently) was 
somewhat less optimistic, pointing to a 
deceleration of growth in the global 
manufacturing sector in the third quarter and 
continued softening in the rate of expansion of 
new orders. 

Overall, global economic growth seems a little 
less bright than in the previous quarter. As a 
result of the financial market turbulence, 
downside risks to the global economic outlook 
have clearly increased, but clearly more so for 
2008 than for 2007. In the third quarter, world 

 

Table 3: Real GDP growth  
(Interim forecast September 2007) 

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

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

 2007/1 2007/2 2007/3 2007/4 Spring forecast 
May 2007 

Interim 
forecast  

Sept. 2007 
Germany 0.5 0.3 0.5 0.5 2.5 2.4 
Spain 1.0 0.9 0.6 0.6 3.7 3.7 
France 0.7 0.3 0.5 0.5 2.4 1.9 
Italy 0.3 0.1 0.4 0.3 1.9 1.9 
Euro area 0.7 0.3 0.5 0.5 2.6 2.5 

(1) Data for 2007/1 and 2007/2 are estimates released by Eurostat. Where possible, the quarterly growth rates are working-day and 
seasonally-adjusted, whereas the annual projections are unadjusted. 

Source: Commission services. 
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trade should keep expanding at a healthy pace, 
though less rapidly than in previous quarters.  

Survey data: first signs of the knock-on effect 
of the financial crisis on sentiment?  

While remaining remarkably high, business 
confidence indicators have started showing some 
signs of weakening, reflecting the fact that the 
business cycle has become more mature and – 
possibly – the negative impact of recent financial 
turbulence on corporate sentiment. After a slight 
increase in August, the European Commission's 
Business Climate Indicator for the euro area fell 
significantly in September (Graph 4). This was 
the result of a less optimistic assessment of the 
past production trend and of order books. 
Managers’ production expectations also 
deteriorated somewhat. The Reuters PMI index 
for manufacturing activity shows an even clearer 
turnaround. The flash estimate for September 
saw a further decline in the euro-area 
manufacturing PMI, reaching the lowest level 
since November 2005 (Graph 4). The September 
figure suggests an acceleration of the softening 
trend experienced since June.  

Graph 4: Business confidence in manufacturing,  
euro area (Balance in % – Jan 2000 – September 2007) 
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(1) Only available to August 2007. 
Source: Commission services. 

Regarding the service sector, the European 
Commission's survey showed another 
deterioration of managers' confidence in 
September (Graph 5). As a result, the indicator 
returned to its long-term average. The decrease 
of the indicator was broad-based, reflecting a 
weakening of both backward and forward 
looking components of the survey. According to 

the latest flash estimate, Reuters Service Index 
also displayed a significant drop in September. 
The index is now back at the level last attained in 
August 2005.  

Graph 5: Business confidence in services,  
euro area (Balance in % – Jan 2000 – September 2007) 
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(1) Only available to August 2007. 
Source: Commission services. 

Most national survey indicators (NBB and IFO) 
available for September at this stage have also 
registered sizeable declines. The IFO, for 
instance, while remaining high, declined from 
105.8 to 104.2, the lowest reading since October 
2005. The sector breakdown shows a 
deterioration in manufacturing, construction and 
even stronger in the retail sector. Both the 
business current conditions and expectations 
declined.  

Overall, these developments suggest that while 
business confidence is still high, the business 
cycle is maturing and had probably passed its 
peak already before the onset of the recent 
financial turbulence. This is shown by the 
softening of sub-indicators related to past 
activity (as opposed to those related to expected 
future activity) in both the manufacturing and 
service surveys. It is indeed unlikely that 
financial turbulence had already begun to affect 
activity outside the financial sector in August 
and September. On the other hand, it is possible 
that the significant drop in the expectation 
components of business confidence registered in 
September reflects, at least in part, worries about 
the knock-on effects of the turbulence outside 
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the financial sector.3 However, with just one 
month of observations available since the 
beginning of the financial turbulence, evidence 
from confidence surveys should be interpreted 
with caution.  

Short-term outlook and risks 

According to the Commission services' interim 
forecasts released on 11 September, economic 
growth in the euro area is projected to average 
2.5% for 2007 as a whole. This represents a 
0.1 percentage point downward revision 
compared with the Commission services’ spring 
2007 forecasts. The revision is due to weaker-
than-expected growth in the second quarter and 
to the turbulence in financial markets. In the 
third and fourth quarter of 2007, GDP is 
expected to grow at 0.5%.  

Regarding prices, the forecast has been 
marginally revised upwards, with HICP inflation 
now projected to average 2.0% in 2007, i.e. 0.1 
percentage point higher than in the spring 2007 
forecast. The revision is mainly the result of 
higher-than-expected inflation in the second 
quarter and the projected impact of rising 
commodity prices towards the end of the year. 

While growth is expected to remain supported 
by sound fundamentals and a still-favourable 
global environment, downside risks to growth 
have become more prominent. First, recent 
developments in the US housing and financial 
markets have increased the risks of a sharper 
slowdown in that country. While, so far, the euro 
area seems to have been fairly resilient against 
the deterioration of economic activity in the US, 
spillovers and contagion effects could become 
significantly stronger in the event of a more 
pronounced downturn. Second, as a result of the 
financial market turbulence, downside risks to 
the global economic outlook have clearly 
increased, particularly for 2008. These 

                                                      
3  In any events, the drop in confidence about the short-

term outlook is not restricted to the financial sector. The 
financial service sector is covered by the Reuters Service 
Index but not the Commission survey on services. This 
explains the much smaller drop in confidence reported in 
September in the Commission survey. The Commission 
has also begun to publish a survey of confidence in the 
financial services sector which showed a very steep drop 
in sentiment in that sector in September.  

turbulences, if they continue for some time, will 
clearly lead to less favourable financing 
conditions and to tighter credit availability, 
reducing consumption and investment growth. 
Third, business and consumer confidence could 
be negatively affected if the crisis in the financial 
markets were to last for some time.  

These risks, if they materialise, will mainly affect 
the real economy in 2008 and beyond, but could 
already have some effects this year. They would 
come on top of the risks identified in the 
previous issue of this report, particularly a 
further appreciation of the euro, which have 
already materialised to a large extent.   

Monetary and financial conditions  

Monetary and financial conditions in the euro 
area have tightened since the onset of the crisis 
in financial markets in the summer (see 
Section I.2 in this issue for a more detailed 
analysis of the recent turmoil), but not 
substantially. The tightening has been driven 
mainly by the rise in the money market interest 
rates (3-month Euribor rate), and to a lesser 
extent by the correction in equity markets and a 
rise in corporate spreads, partially offset by a 
decline in long-term interest rates. Since mid-
August, a new rally of the euro exchange rate has 
also contributed to the tightening of monetary 
and financial conditions.  

Graph 6: Euro-area money market  
(in % – 1 Jan 2007 to 19 Sept 2007) 

3.4

3.6

3.8

4.0

4.2

4.4

4.6

4.8

Jan-07 Mar-07 May-07 Jul-07 Sep-07

T-bills, 3m

Euribor 3m

 
Source: Ecowin 

The tightening of monetary and financial 
conditions occurred without changes to the 
policy interest rates. Before the summer, the 
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ECB was widely expected to increase its main 
policy interest rate by 25 basis points at the 
September meeting of the Governing Council. 
However, against the background of exceptional 
market uncertainty caused by the financial 
market turbulence, the ECB Governing Council 
decided to keep interest rates unchanged. 

This market uncertainty is prominently visible in 
the euro money market where several segments 
have increasingly dried up. This can be 
witnessed, among other things, by the unusually 
wide spread between money market rates and 3-
month treasury bills (Graph 6). This spread 
widely reflects the market's perception of the 
credit risk in the money market, and the current 
levels indicate that a normalisation is still a long 
way off. The commercial paper market remains 
almost shut down, preventing financial 
institutions from accessing short-term funds. As 
a consequence, central banks all over the world 
have frequently injected liquidity into money 
markets since early August and the Fed even cut 
interest rates – first only cutting its discount rate 
by 50 basis points in mid-August, but then 
cutting 50 basis points also off its main policy 
interest rates in mid-September.  

Graph 7: 10-year government bond yields 
(in % –  1 Jan 2005 to 28 Sept 2007) 
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During the financial market turbulence, 
government bond yields in both the euro area 
and the US declined as investors looked for safe 
havens and changed their expectations about 
monetary policy. In the euro area, 10-year-
government-bond yields declined by around 70 
basis points between mid-July and mid-
September. At the same time, 10-year-
government-bond yields in the US dropped by 

around 80 basis points. The interest rate spread 
between the US and the euro area has thus 
narrowed to around 20 basis points, its lowest 
level since November 2004. The sharper decline 
of long-term government bond yields in the US 
during the financial market turbulence can be 
explained by changed market expectations about 
monetary policy and future GDP growth. In the 
second half of September, 10-year-government-
bond yields rebounded against the backdrop of 
the Fed's rate cut and stock market increases. 

In foreign exchange markets, the appreciation of 
the euro came to a temporary halt during the 
early stages of the financial market turbulences. 
Moreover, following a pattern that has become 
regular over recent months, jitters in other 
segments of global financial markets increased 
the risk aversion in foreign exchange markets 
and led to an unwinding of carry trades.4 With 
the US economy slowing down, actual and 
expected interest rate differentials between the 
US and the euro area are narrowing. As a 
consequence, the euro has started a new rally 
against the US dollar since mid-August, reaching 
a new record high of USD/EUR 1.418 on 28 
September. 

 Graph 8: Euro exchange rates 
(1 Jan 2005 to 28 Sept 2007) 
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4  i.e. borrowing in low interest rate countries such as Japan 

to invest in high yielding countries such as New Zealand. 
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2. Recent financial turbulence and the 
effect on the real economy  

2.1. The recent turbulence  

Benign conditions bred complacency… 

Over much of the past decade, the global 
economy has been characterised by robust 
economic growth and generally stable prices. In 
the absence of inflationary pressure, global 
liquidity has been ample and benchmark interest 
rates have remained at low levels. In 
circumstances of sustained economic growth 
and low default rates on borrowing, a decline in 
risk premia was to be expected. However, risk 
premia have been compressed to historically low 
levels as investors have assumed progressively 
higher amounts of risk in search of higher 
returns. This has led many to point to an 
increasing mis-pricing of risk and an implied 
excessive level of risk-taking by market 
participants. 

…manifested in global housing booms and 
sub-prime lending 

One specific consequence of favourable 
financing conditions has been an increase in 
borrowing for residential mortgages and a 
consequent boom in housing markets in many 
parts of the globe. Demand for housing has 
been further fuelled by a generalised relaxation 
of lending standards and by rapidly accelerating 
financial innovations that have made mortgage 
financing more accessible. In particular, the 
creation of a secondary market for mortgage 
loans in the United States has made access to 
mortgage financing possible for borrowers who 
were not previously deemed creditworthy due to 
either a lack of credit history or previous loan 
defaults. In both 2005 and 2006, lending to this 
so-called sub-prime segment of the market for 
residential mortgages represented about 20% of 
all US mortgage loan originations.  

Defaults rates in the sub-prime mortgage 
sector have picked up… 

A significant downside risk to this development 
was the potential for widespread default and 

foreclosures among these marginal borrowers in 
the event of a deterioration in the broader 
economic and/or financial conditions – which 
materialised in the course of 2007. In response 
to a resurgence in US inflation, the Federal 
Reserve has tightened monetary policy since 
mid-2004 and default rates in the sub-prime 
mortgage sector have accelerated as interest rates 
have risen. 

…impacting on the international financial 
system via risk-spreading techniques 

Sub-prime mortgage lending is much less 
prevalent in Europe and other parts of the world 
than in the United States.5 Nevertheless, 
problems in the US sub-prime lending sector 
have impacted on the international financial 
system because of the way in which the 
associated credit risks have been managed. 
Although the sub-prime mortgage loans were 
originated by US mortgage lenders and retail 
banks, these loans were sold on to other 
financial institutions in the secondary market, a 
process known as securitisation. These 
institutions bundled the sub-prime loans 
together with other loans – such as prime 
mortgage loans or loans raised by companies – 
to create collateralised debt obligations (CDOs). 
Each CDO was assessed by a credit rating 
agency, assigning different default probabilities, 
ranging from very high (junk) to very low 
(AAA), and sold on this basis to investors, 
including hedge funds, pension funds, insurance 
companies and banks. In this way, the credit risk 
associated with US sub-prime mortgage loans 
was distributed around the global financial 
system. 

In principle, securitisation and CDOs were 
thought to be attractive instruments for both 
financial institutions and investors. Securitisation 
allows an institution to use its existing loan 
portfolio to raise additional funds through the 
market, which can then be used for additional 
lending activity. This technique is also a means 
to limit the concentration of credit, interest-rate 
and market risk on banks' balance sheets by 
transferring part or all of such risks to other 
willing investors. CDOs, in turn, typically offer a 
favourable trade-off between risk and return and 
                                                      
5  There are known small sub-prime mortgage markets in 

the United Kingdom and in Ireland. 
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can be tailored to specified requirements. For 
these reasons, demand for CDOs has been high 
in recent years and the market for these 
instruments has expanded rapidly. On the other 
hand, the complexity and lack of standardisation 
in CDOs make this market opaque, relatively 
illiquid and difficult to value, in particular in 
times of market stress. Recent experience has 
shown that trading activity can even come to a 
complete halt in periods of serious market stress. 
The functioning of the CDO market is not 
widely understood and, while the market has 
weathered sporadic episodes of turbulence in the 
past, it had not previously been tested in 
conditions of generalised stress.  

Immediate triggers… 

The immediate trigger for the current turbulence 
was the discovery that CDOs held by a Bear 
Sterns hedge fund – mainly exposed to high risk 
US mortgage loans – turned out to be worthless, 
in contrast with earlier model-based evaluations 
showing significant value. Investors realised that 
the hitherto unquestioned quantitative models 
typically used for valuing CDOs failed to reflect 
actual market prices, in particular in times of 
market stress. Consequently, the shaken 
confidence in subprime based CDOs spread to 
other sophisticated financial products, even 
those without any subprime exposure.  

…and unpleasant surprises… 

The next surprise, at least for the broader public, 
came when it emerged that mainstream banks 
seemed to be much more exposed than was 
previously thought, often via bank-owned 
vehicles created for the very purpose of 
investing in CDOs. Even worse, the vehicles 
funded their respective investments via the 
money market, and the collapse of investor 
confidence led important segments of the 
money market to dry up as investors refused to 
buy asset-backed commercial paper and lower-
rated commercial paper, two important segments 
of the money market.   

Deprived of their usual funding sources, vehicles 
turned back to their mother banks for help, and 
tapped previously agreed credit lines. The 
resulting high liquidity demand from banks and 

the related collapse of trust among banks led to 
disturbances in the interbank market and forced 
central banks to inject massive amounts of 
liquidity.  

…are shaking investor confidence 

While the scale of losses arising from defaults in 
the US sub-prime market may be relatively small, 
the emergence of these losses in unexpected 
locations – such as in two second-tier German 
publicly owned banks – has triggered a 
reassessment of valuations in the CDO market 
as a whole. Many banks are known to be heavily 
involved in CDO markets through off-balance-
sheet vehicles and have been unable to offer 
concrete reassurance to investors about the 
extent of their exposure. So far it would seem 
that more sophisticated larger banks have 
relatively small risk exposures – when compared 
to capital – while a few smaller banks that may 
have lacked sufficient capacity to control risk 
exposures overextended themselves with risky 
products. Meanwhile, there is a lingering 
concern that further losses – amplified by the 
use of leverage – may soon emerge within the 
hedge-fund industry. In conditions of such 
uncertainty, it is rational for financial market 
participants not to engage in those activities that 
are deemed to involve significant counterparty 
risk, but this causes significant segments of the 
financial market not to function normally.   

2.2. Implications for financial institutions  

While past earnings growth provides a buffer 
for banks… 

Available data for the first half of 2007 indicates 
that euro-area bank profits have remained 
strong, supported by growth in trading income 
and also by a recovery in income from corporate 
lending after several years of weakness. Income 
from residential lending has remained high as 
well, but has come under some pressure amid 
intense competition for this business and a 
marked deceleration of growth rates of housing 
loan demand in several Member States. While 
costs have risen after several years of decline due 
to restructuring and other efficiency measures, 
cost-income ratios remain favourable overall, 
capitalisation high and solvency ratios sound.  
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…re-pricing of risk is likely to impact banks' 
performance and lending activity… 

When the proper functioning of financial 
markets will be fully restored, the operating 
environment of banks is likely to have changed 
significantly. Increased risk aversion among 
investors implies higher financing costs for 
banks via the money markets and possibly 
reduced income from trading and loan-
originating activities. To the extent that banks 
are exposed to durable valuation losses on their 
CDO exposures, there may also be a need for 
balance-sheet repair. While favourable capital 
and solvency ratios should limit the implications 
for the overall health of the banking sector, the 
deterioration in their operating environment can 
be expected to impact on lending behaviour, 
which might limit the hitherto widespread 
availability of credit. As credit risk is generally re-
assessed within the financial system, higher 
lending rates and a tightening in lending 
standards are to be expected.  

…and may also impact on insurance 
companies and pension funds 

The financial situation of insurance companies 
and pension funds has been generally improving 
in recent years, but these institutions are known 
to have been active buyers of structured 
products in recent years. Although the absolute 
level of exposure to sub-prime mortgages and 
non-investment grade CDOs is generally low, 
larger multinational insurers may have a 
somewhat higher level of exposure than medium 
and smaller-sized regional insurers. Insurers' 
exposure to declining valuations in structured 
products (such as CDOs) may be reduced due to 
their predominantly buy-and-hold and longer-
term investment strategies. However, they may 
be vulnerable to possible downgrades that would 
require forced sales at a time when valuations are 
low. On the other hand, a substantial share of 
those investments have been linked to products 
where the investment risk is borne by a 
policyholder (i.e. the final customer), therefore it 
would have a limited impact on solvency 
positions. Balance-sheet risks also arise from the 
decline in equity prices,6 although these risks 

                                                      
6  End of September, overall equity prices in the euro area 

had regained much of the losses incurred between mid-

might be offset by changes in prices for 
government securities. Nevertheless, a 
protracted decline in the market value of 
corporate bonds and higher-rated structured 
credit products along with reduced liquidity may 
reduce insurers' own access to debt and equity 
funding and have negative implications for their 
financial flexibility. The impact of a re-pricing of 
risk on the term structure of interest rates will 
also be relevant for discounting future liabilities.  

2.3. Implications for non-financial 
corporations 

Tightening credit conditions will affect euro-
area companies in a context of rising debt 
ratios 

In August 2007, bank lending to the non-
financial corporate sector in the euro area 
increased by a record 14.2% year-on-year, 
reflecting a corresponding expansion in 
investment activity but also high levels of M&A 
activity. The aggregate growth rate hides 
important differences between Member States, 
with lending up by almost 30% in Ireland, Spain 
and Slovenia and by only 3.2% in Germany.  

Graph 9: Financial balances and cash balances, non-
financial corporate sector, euro area (1) (2) 

(in % of GDP – 1999Q1 to 2007Q1 )  
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(1) Financial balances are measured by subtracting corporate 
investments from corporate savings (4 quarter moving average).  
(2) Cash balances are measured as the stock of outstanding 
currency & deposits. 
 Source: Commission services. 

                                                                             

July and mid-September. The rebound was however 
uneven, benefiting some sectors and some companies 
significantly more than others.  
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The generalised pick-up in bank lending to 
companies – after several years of subdued 
growth – has occurred despite evidence of 
strong internal cash balances within the 
corporate sector. As external financing has 
increased, the overall financial deficit (i.e. savings 
minus investments) of the euro-area corporate 
sector has widened to 2.5% of GDP in 2007 
from less than 1% of GDP in 2004 (Graph 9).  

Based on figures for the first quarter of 2007, 
the ratio of corporate debt to GDP in the euro 
area has exceeded 80% compared to around 
60% in 1999. The ratio of debt to income 
(annual pre-tax profits7) has risen to about 390% 
from 320% over the same period. The debt-to-
equity ratio has fallen over the period, in line 
with rising equity prices, although the recent 
correction may have partly reversed that trend 
(see Graph 10).  

Graph 10: Non-financial corporate debt ratios,  
euro area (in % – 1999Q1 to 2007Q1)  
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(1) As approximated by entrepreneurial income in the European 
quarterly sector accounts (4-quarter moving average). 
Source: Commission services. 

As a consequence of higher debt levels and 
rising interest rates, debt-servicing costs have 
begun to rise, though they remain below the 
peak levels recorded in 2001.  

While robust profitability in recent years will 
boost the resilience of companies as regards 
deteriorating external financing conditions, some 
reduction in their willingness and/or capacity to 

                                                      
7  As approximated by entrepreneurial income in the 

European quarterly sector accounts. 

borrow would be expected in the face of tighter 
credit conditions, in particular as regards the 
roll-over of short-term debt. In contrast, a 
further rise in debt-servicing costs relative to 
income would seem tolerable on the basis of 
historical experience. Tighter credit conditions 
could, however, have a more severe impact on 
the performance of the corporate sector, if 
consumer demand were to deteriorate sharply as 
well.  

2.4. Implications for households  

Although euro-area households have 
accumulated record levels of debt… 

In the euro area, the ratio of household debt to 
(gross) disposable income has risen to 90% from 
roughly 70% in 1999, while the ratio to GDP 
has risen to 59% from about 45% over the same 
period (Graph 11).  

Graph 11: Household sector debt ratios, euro area 
(in % – 1999Q1 to 2007Q1) (1) 

45

55

65

75

85

95

Jan-99 Jan-00 Jan-01 Jan-02 Jan-03 Jan-04 Jan-05 Jan-06 Jan-07

Debt to GDI

Debt to GDP

 
(1) Gross disposable income is based on a 2 quarter moving 
average. 
Source: Commission services. 

Household interest payments to banks 
represented about 4.3% of disposable income in 
the first quarter of 2007, which is the highest 
level since the start of the harmonised ECB 
interest rate statistics in 2003. However, a longer 
time series (based on Eurostat sectoral accounts) 
indicates that the current debt-servicing burden 
remains below levels recorded in the first quarter 
of 2000 (see Graph 12).  
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Graph 12: Household interest payments, euro area 
(in % of GDI – 1999Q1 to 2007Q1) (1) 

1.5

2.0

2.5

3.0

3.5

4.0

4.5

Jan-99 Jan-00 Jan-01 Jan-02 Jan-03 Jan-04 Jan-05 Jan-06 Jan-07

Interest payments to all sectors, excl.
banks interest rate margins (2)
Interest payments towards banks only (3)

 
(1) GDI series is based on a 2-quarter moving average.  
(2) National account data. Despite broader sectoral coverage this 
estimate of interest payments is lower than the one restricted to 
banks because it excludes banks' margins. 
(3) ECB data. 
Source: Commission services, ECB. 

… the impact of tighter credit conditions is 
difficult to predict 

In principle, the household sector – as a net 
saver – might expect to benefit from higher 
interest rates associated with a reassessment of 
credit risk. However, the effect on household 
income could be more negative than expected if 
tighter credit conditions are reflected mainly in a 
widening of spreads between lending and 
deposit rates, so that the increase in debt-
servicing costs of household borrowers 
significantly exceeds any increase in interest 
income. Moreover, any positive income effect 
on household demand could be outweighed by 
reduced access to credit because of tighter 
lending standards, negative wealth effects linked 
to declining asset values and a more generalised 
decline in consumer confidence. In this respect, 
the evolution of housing markets will be of key 
importance.   

In the euro area, evidence suggests that the 
housing market had already begun to weaken in 
the first half of 2007, with a decline in building 
permits and a deceleration in mortgage lending. 
The growth rate in mortgage lending decelerated 
to 8.1% year-on-year in July and August, from 
more than 12% in June 2006 (see Graph 13). 
Growth rates in mortgage lending have 
decelerated particularly sharply in Slovenia and 

Ireland, but also in Belgium, Greece, Spain, Italy 
and the Netherlands. In contrast to the United 
States, the euro area has only a limited market 
for sub-prime mortgages and the risk of 
mortgage default is much lower. However, the 
prevalence of variable-rate mortgages in some 
Member States with high household debt levels 
is a source of vulnerability as interest rates 
increase. Other concerns include the extent to 
which housing markets may already be 
substantially overvalued in some Member States 
and the implications of past general weakening 
in lending standards.  

Graph 13: Loans for house purchase, euro area 
(y-o-y change in % - Jan. 2000 to Aug. 2007)  
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2.5. Conclusion  

Coming after a protracted period of 
exceptionally benign financial conditions, recent 
financial turbulence has shaken investor 
confidence and will probably cause a tightening 
of credit conditions.  

Looking into the effects of tighter credit 
conditions on balance sheets, it seems that all 
the main economic sectors will probably be 
affected. Past earnings growth should provide an 
adequate buffer for banks but the re-pricing of 
risk is likely to impact both their performance 
and their lending activity. Tighter credit 
conditions are also likely to affect euro-area non-
financial companies which have experienced 
rising debt ratios in recent years and had seen an 
increase in debt-servicing costs already before 
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Box 1: Impact of tighter financing conditions on GDP growth 
 
The impact of recent market turbulence will crucially depend on the time it takes financial markets to revert to an
orderly functioning and on the extent to which the re-pricing of risk and tightening of credit conditions persist after
the turbulence. 
 
DG ECFIN has carried out a simulation with its global macroeconomic model QUEST to illustrate a possible
impact of an increase in the risk premium. It assumes an increase in the risk premium of 0.5 pp in both the US and
the euro area, and of 0.2 pp. in the rest of the world, which appears somewhat less exposed to losses stemming from
the US sub-prime mortgage market. Via a dampening effect on private consumption and investment, real GDP
growth is reduced by some 0.3 pp. compared to the baseline forecast in the first year (i.e. in 2008). In the following
year (i.e. 2009), the impact of the endogenously assumed monetary policy response starts to counteract the impact of
the higher risk premium and the GDP level is only some ¼ pp. lower than in the baseline (implying that GDP
growth would be marginally higher than it would otherwise have been). In 2010, the GDP level would still be lower
than it would have been without the shock, but the impact would be roughly halved. 
 

 

the onset of the financial turbulence. Robust 
profitability should, however, help mitigate the 
negative impact of tighter credit conditions in 
the non-financial corporate sector. Despite the 
record levels of debt accumulated in recent 
years, the impact on households is difficult to 
predict as the sector is a net saver. However, 
households' wealth and savings also depend on 
house prices and housing markets are likely to be 
negatively affected by the change in the financial 
environment. 

At this juncture, the overall effect of the 
financial turbulence on economic growth in the 
euro area is difficult to predict since the 
functioning of money markets has not returned 
to normal and the exposure of euro-area banks 
to CDO markets is not yet fully known. To 
illustrate the possible order of magnitudes 
involved, Box 1 presents the results of a 
simulation carried out with Commission's 
QUEST model according to which a 
0.5 percentage point increase in risk premia 
would lower euro-area GDP by 0.3 percentage 
point in 2008 compared to a central scenario, the 
shock thereafter being counteracted in 2009 by a 
monetary policy response (taken as endogenous 
in the model). 




