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I. Economic and financial situation in the euro area1 

After some improvement at the end of 2008, the crisis in financial markets intensified again at the beginning of 2009. This 
was reflected in falling stock prices, widening credit market spreads and strong safe haven flows. Loans to the private sector 
have moderated considerably, reflecting very weak growth in household credit and the first signs of deleveraging in the non-
financial corporate sector. Although some markets have recently shown some signs of improvement, conditions in the financial 
sector remain extremely fragile.  

Financial market sentiment is now clearly being hampered by the worsening real economy. In the last quarter of 2008, euro-
area GDP fell by 1.5% (q-o-q), the worst performance in decades. With the notable exception of inventories, all GDP 
components were down, with investment exhibiting the sharpest drop (-2.7% q-o-q) and construction and business investment 
both strongly hit. World trade has been severely affected by the collapse in global demand, which is also starting to weigh 
heavily on emerging economies. Short-term prospects are not encouraging. In February all euro-area survey indicators showed 
another drop to new record lows. A few global and euro-area sentiment indicators sent very modest signs of improvement in, 
respectively, February and March but more solid evidence is needed before concluding that the economy is stabilising.  

Headline inflation came sharply down in 2008Q4 and stood at 1.2% in February. This was the result of falling energy and 
food commodity prices, weakening demand and base effects. These base effects will last for some months and may lead to 
negative inflation rates during the first two quarters of 2009.  

In response to the ongoing crisis, major policy measures have been put in place in the EU. Last autumn, EU Member States 
agreed on coordinated European action to recapitalise and guarantee banks across the EU. These measures, together with 
considerable liquidity injections by the ECB and other EU central banks, have prevented the meltdown of the banking 
industry. Nevertheless, additional measures are needed to clean up banks’ balance sheets. The Commission has therefore 
adopted detailed guidelines on the design and implementation of asset-relief measures. As regards the European Economic 
Recovery Plan adopted in December, the full impact will only become visible in the coming months but the early signs are 
encouraging; most of the measures taken by Member States, as requested, being well targeted to stimulate demand.  
 

 
1 The cut-off date for the statistics included in this issue was 25 March 2009. 

Following a two-month period of gradual 
improvement at the end of 2008, the crisis in 
financial markets intensified again at the 
beginning of 2009. This was reflected in falling 
stock prices, widening credit market spreads and 
strong safe haven flows. In exchange markets, the 
renewed increase in risk aversion supported the 
US dollar and the Japanese yen. In recent weeks, 
some markets have shown signs of relief, in 
particular interbank markets, partly as a result of 
important policy measures undertaken by 
governments and central banks. Some 
improvements have also been seen in stock 
markets with prices rebounding significantly in 
March and volatility ebbing somewhat from its 
very high level. Yet, conditions in the global 
financial system remain extremely fragile, not 
least because the interaction between financial 
markets and the real economy works in both 
directions, and financial market sentiment is 
hampered by the worsening real economy.  

Significant monetary loosening   

Monetary policy has been significantly loosened 
in the last quarter. With reduced inflationary 
pressure amid the intensification of the financial 
market turmoil and the weakening in economic 
activity, the Governing Council of the ECB 
reduced the main refinancing rate from 3.25% at 
the beginning of December 2008 to 1.5% in 
March 2009. The lower policy rates, in 
combination with comprehensive liquidity 
injections and government guarantees, helped to 
calm interbank markets. Euro-area interbank 
rates have steadily declined since December. The 
3-month Euribor has come down from 3.25% in 
mid-December 2008 to 1.54% on 25 March 2009 
(Graph 1).  

The decline in rates on the interbank market 
mainly reflects a relatively continuous downward 
movement in risk-free rates, as 3-month 
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interbank spreads, measured as the difference 
between unsecured money market rates and risk-
free interest rates with similar maturity, have 
been decreasing only slightly to around 80 bp 
since the end of January. This is significantly 
lower than the peak of 200 bp in October, but 
much higher than in the pre-crisis period. 
Although there is a large amount of liquidity in 
the system, banks reported in the ECB January 
Bank Lending Survey that their access to money 
markets remained hampered at elevated levels 
due to the financial turmoil. 

Graph 1: Euro-area money market  
(in %, 1 Jan 2007 to 25 Mar 2009) 

0

1

2

3

4

5

Jan-07 May-07 Sep-07 Jan-08 May-08 Sep-08 Jan-09

Euribor, 3m
EONIA swap, 3m
spread

 
Source: EcoWin. 

In the bond markets, sovereign bond yields have 
fluctuated strongly in recent months. Yields on 
the German 10-year Bund reached a low of 
2.88% in mid-January 2009, before increasing to 
3.42% on 9 February, amid speculation that the 
ECB policy rate may not be cut much further and 
in anticipation by the market of higher 
government borrowing in the coming quarters. 
Since then the 10-year Bund yield has registered a 
marked fall to 3.13% on 25 March 2009, related 
to lower growth forecasts. 

In some euro-area countries, government 
borrowing costs have climbed more markedly 
since mid-January as yield spreads relative to the 
German Bund have widened further (Graph 2). 
The spread increase reflects both liquidity-risk 
and credit-risk premiums and has been amplified 
by the announcement of a coordinated EU rescue 
package for banks, which has different 
implications for Member States' credit quality, 
depending on the scale of the problems in their 
banking sectors and their capacity to meet the 
implied budgetary obligations. A downgrade of 

long-term credit ratings for Greek, Portuguese 
and Spanish sovereign debt contributed further 
to the increase in spreads in January. In addition, 
euro-area banks' exposure to former Eastern 
European countries has added to the spreads in 
some euro-area countries. On 25 March, the 
sovereign spreads over the German Bund were 
highest in Greece (264 bp) and Ireland (253 bp) .  

Graph 2: 10-year government bond spreads to Germany 
(in bp, 1 Jan 2007 to 25 Mar 2009) 
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Source: EcoWin. 

The deceleration in bank lending spreads to 
non-financial corporations 

The intensification of the financial turmoil since 
mid-September, including its substantial spill-over 
effects to the real economy, increasingly affects 
the pace of monetary expansion. Whereas up to 
the third quarter 2008 no signs of deleveraging by 
banks could be observed, in recent months clear 
evidence of deleveraging activities has been 
visible. These are reflected in the considerable 
reduction in the external asset position.  

Households reacted to the increased financial 
stress by shifting, for precautionary reasons, 
assets into more liquid and safer assets. This 
portfolio rebalancing relates to government 
guarantees for bank deposits, but it has also been 
driven by the diminishing opportunity costs of 
holding more liquid assets due to monetary policy 
loosening. By contrast, non-financial 
corporations have had to reduce their liquidity 
holdings due to worsening profit developments.  

Up to February 2009, broad money growth 
declined to 5.9% year-on-year, down from 7.5% 
in December 2008 and 12.3% at its peak in 
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October 2007. The three-month average of the 
annual growth rate of M3 is currently at 6.5%. 
Against that, the flow of loans granted to the 
private sector has moderated considerably. The 
annual growth rate for loans to the private sector 
decreased to 4.2% in February, from 5.8% in 
December. The slowdown is likely to be mainly 
influenced by demand factors such as the 
moderation of economic activity and the 
contracting housing market.2 Looking at euro-
area GDP growth and loan growth to the private 
sector (Graph 3), the co-movement for the last 
ten years is striking. The strong slowdown in loan 
growth in the fourth quarter of 2008 reflects the 
comparable downturn in GDP growth. 

Graph 3: Private sector loans and real GDP  
(annualised q-o-q growth in %– 1998Q1 to 2008Q4) 
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Source: EcoWin. 

Supply-side factors as measured by banks' credit 
conditions may also have contributed to the 
moderation in lending. The January 2009 ECB 
bank lending survey for the euro area reported a 
further sharp tightening of credit standards for 
loans to non-financial corporations and to 
households – by a similar magnitude as in the 
third quarter of 2008. Moreover, banks' cost of 
funds increased and the tightening in non-price 
terms and conditions remained high, reaching 
levels similar to those prevailing in 2003. 

                                                      
2 For determinants of money demand in the euro area, see 

R. Setzer and G.B. Wolff, 2009, 'Money demand in the 
euro area: new evidence from disaggregated data', 
European Economy, Economic Paper, No 373; a specific study 
on housing is C. Greiber, R. Setzer, 2007, 'Money and 
housing: evidence for the euro area and the US', Deutsche 
Bundesbank, Discussion Paper 12-2007. 

The deceleration in bank lending is now affecting 
both non-financial corporations and households. 
Annual growth in lending to non-financial 
corporations still stands at a high level, with 7.6% 
year-on-year in February, however, the lending 
cycle has shifted towards deceleration. The 
2 percentage-point monthly deceleration 
registered between November and December 
2008 was the largest since 2000. To a certain 
extent, however, this figure overstates the 
slowdown since it is partly attributable to 
window dressing operations by banks at the end 
of the year. Monthly flows turned positive again 
in January. Bank lending to households has been 
restrained for some time already, largely as a 
result of the moderate increase in lending for 
house purchase. Over the 12 months to January 
2009, it grew by just 0.7%. 

Overall, this suggests that the feedback loop 
from economic activity on financial markets has 
materialised. However, there is as yet no clear 
indication of any immediate drying-up of the 
availability of loans.  

Despite their recent rebound, equity prices 
are down compared with end-2008  

The current bank loan data may be biased 
somewhat to the upside as alternative sources of 
funding (in particular equity financing) have dried 
up. Euro-area equity prices have fallen in the 
period under review amidst weak data releases 
for the real economy and disappointing company 
results (Graph 4). Volatility in stock markets 
remains very high, reflecting heightened risk 
aversion amid the ongoing uncertainty 
surrounding the financial markets and the real 
economy. As at 25 March 2009, the Eurostoxx50 
had declined by 16% in 2009, but had remarkably 
recovered from its low on 6 March, providing a 
very tentative sign that the worst of the crisis 
could be over.  

Since the beginning of the crisis, the Eurostoxx 
sub-index for financial institutions has in general 
underperformed against the overall index. This 
negative performance gap has not widened in 
recent months, suggesting that markets are not 
expecting a further relative deterioration in the 
outlook for banking-sector profitability. Still, 
share prices of financial institutions with 
significant exposure to Central and Eastern 
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European countries have been particularly 
affected, as the heavy reliance on short-term 
foreign funding makes some countries in this 
region vulnerable to sudden capital stops. 
Measured in terms of GDP, euro-area banks 
from Austria, Sweden and Belgium have the 
largest exposure to the new EU countries and the 
other European emerging markets. 

Graph 4: Stock prices and implied volatility of stock 
prices (Index Jan 2007 = 100 for stock prices, data for 

2 Jan 2007 to 25 Mar 2009) 
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Source: EcoWin. 

 
Graph 5: Corporate bond spreads, euro area 

(in bp, 1 Jan 2007 to 25 March 2009) 
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Source: Ecowin. 

The fall in demand and the ongoing correction in 
asset prices put corporations' balance sheets 
under financial strain and lead to a deterioration 
in borrowing conditions. Default expectations 
for the corporate sector have stabilised at peak 
levels, suggesting that significant concerns over 
credit quality remain. Yet, corporate bond 
spreads seem to have reached a ceiling with 
spreads on the more risky corporate bonds 

receding moderately in the last two months. On 
25 March, AAA spreads were around 104 bp 
above the government benchmark, and BBB 
spreads were at 376 bp (Graph 5).  

According to the European Commission's 
Composite Financing Cost Indicator (CFCI), 
euro-area financing costs for non-financial 
corporations and households have both declined 
by more than 40 bp since the peak in October 
(Graph 6). For non-financial corporations, the 
declining costs of bank loans and market debt 
exceeded the rising costs of equity capital due to 
lower stock prices. For households, the fall in 
both retail and market interest rates has caused 
financial costs to decline significantly, offsetting 
the rise in financing conditions in the previous 
quarters. As a result, the CFCI for households is 
currently at its lowest level since July 2007.  

Graph 6: Composite financial indicator, euro area 
(in % – Mar 2003 to Jan 2009) 
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Source: Ecowin. 

Restoring the functioning and integrity of 
financial markets  

A stable financial sector is a prerequisite for 
building sustainable recovery. Last autumn, EU 
Member States agreed on coordinated European 
action to recapitalise and guarantee banks across 
the EU. These measures, together with 
considerable liquidity injections by the ECB and 
other EU central banks, prevented the meltdown 
of the European banking industry and helped to 
restore some of the liquidity in interbank 
markets. In particular, the aggregate level of bank 
capital in the EU increased slightly during the 
second half of 2008 as government capital 
injections more than offset asset write-downs.  
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Nevertheless, confidence has remained low in 
financial markets. The Commission has 
presented legislative proposals to improve 
protection for bank depositors, make credit 
ratings more reliable, get the incentives right in 
securitisation markets, and reinforce the solidity 
and supervision of banks and insurance 
companies. Adjustments to the accounting rules 
were rapidly agreed in order to limit excessive 
pro-cyclicality and put European financial 
institutions on a level playing field with their 
international competitors.  

Further efforts are needed to clean up banks' 
balance sheets. To restore confidence, banks with 
impaired assets should disclose them to the 
competent authorities. Building on the guidance 
already given on the application of State aid rules 
to measures to support and recapitalise financial 
institutions, the Commission presented a 
Communication in February to help Member 
States design measures for dealing with impaired 
assets. Options include asset purchase (“bad 
bank”), asset insurance, asset swap and hybrid 
solutions. It is for the Member State to decide 
whether or not to use these tools and how they 
are designed. However, the commission has 
provided guidance on the basis of a number of 
principles: i) full transparency and disclosure of 
impairments prior to government intervention; 
ii) a coordinated approach to the identification of 
assets eligible; iii) a coordinated approach to 
valuation of assets, based on common principles; 
iv) adequate burden-sharing of the costs between 
the State, shareholders and the creditors; and 
v) appropriate restructuring with a view to the 

long-term viability and normal functioning of the 
banking industry.  

But a common and coordinated European 
framework, based on the principles of ex ante 
full transparency and disclosure prior to State 
intervention, a coordinated approach to the 
identification of assets eligible for asset relief 
measures and their valuation, burden sharing and 
adequate remuneration for the State will help to 
ensure asset relief measures have the maximum 
effect. The framework will ensure a level playing 
field between banks, facilitate compliance with 
State aid rules, limit the impact on public 
finances and help prepare for the necessary 
restructuring of the sector.  

Looking ahead, it is important for the EU 
economy, to ensure that financial markets 
function efficiently and reliably. The Commission 
will therefore propose later this years an 
ambitious reform of the European financial 
system, which will ensure that all stakeholders 
and all types of financial instrument are subject 
to appropriate regulation and oversight. It will be 
grounded in the values of responsibility, integrity, 
transparency and consistency.  

The downturn in real activity has accelerated 
and deepened  

In the last quarter of 2008, the euro area 
experienced the sharpest fall in activity since the 
start of EMU and the worst performance in 
decades. GDP fell by 1.5% (q-o-q) after having 
contracted by 0.2% in 2008Q2 and 0.2% in  

Table 1: Euro-area growth components 

Forecast (1) 
 2008 

Q1 
2008 
Q2 

2008 
Q3 

2008 
Q4 

Carryover 
to 2009 

2009 (2) 2010 (2) 

 Percentage  change on previous period, volumes 
GDP 0.7 -0.2 -0.2 -1.5 -1.3 -1.9 0.4 
Private consumption 0.1 -0.3 0.2 -0.3 -0.2 -0.1 0.3 
Government consumption 0.5 0.9 0.8 0.1 0.7 1.6 1.2 
Gross fixed capital formation 1.2 -1.2 -0.6 -3.7 -3.4 -5.5 -0.7 
Exports of goods and services 1.6 -0.1 -0.1 -6.4 -5.0 -4.3 1.2 
Imports of goods and services 1.2 -0.5 1.3 -4.7 -3.1 -2.6 0.9 

 Percentage point contribution to change in GDP 
Private consumption 0.1 -0.2 0.1 -0.2 -0.1 -0.1 0.2 
Government consumption 0.1 0.2 0.2 0.0 0.1 0.3 0.2 
Gross fixed capital formation 0.3 -0.3 -0.1 -0.8 -0.7 -1.2 -0.1 
Changes in inventories 0.1 -0.2 0.2 0.3 0.4 -0.1 0.1 
Net exports 0.2 0.1 -0.6 -0.8 -0.9 -0.8 0.0 
(1) Annual change in %.   (2) European Commission January 2009 interim forecasts.  
Source: Commission services. 
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2008Q3. The contraction was broad-based across 
euro-area countries, with only Cyprus, Greece 
and Slovakia exhibiting positive growth rates. 
The magnitude of the contraction was, however 
quite different depending on the Member States 
considered. The sharpest falls were recorded in 
Ireland (-7.1%), Slovenia (-4.1%), Germany         
(-2.1%) and Italy (-1.8%). In France, GDP fell by 
1.2% and in Spain by 1%. In the euro area as 
whole, all GDP components but inventories and 
government consumption were down in the 
fourth quarter, with investment exhibiting the 
sharpest drop. Changes in inventories surprised 
on the upside and contributed positively to 
growth (Graph 7). Destocking could therefore 
add substantial downside pressures on activity in 
the first months of 2009.  

Graph 7: Contributions to real GDP growth, euro area 
(q-o-q contributions in pp – 2007q1 to 2008q4) 
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Source: Commission services. 

Strong contraction in domestic demand 

Household consumption, which had increased 
slightly in Q3, contracted by 0.3% in the last 
quarter of 2008, in line with a strong deceleration 
in consumer credit during that same period. The 
contraction in consumption reflects deteriorating 
economic conditions and, particularly, negative 
developments on the labour market. Job losses in 
the euro area amounted to 540 000 in 2008Q4 
and the unemployment rate increased from 7.5% 
in the third quarter to 8% in the last quarter of 
2008. Data on household savings are not 
available for the fourth quarter yet but the fact 
that consumption experienced a smaller 
contraction than GDP is probably mostly due to 
a strong fall in consumer price inflation (which 
pushed consumption by more than 0.5% q-o-q) 
and some support from household disposable 
income. The latter benefited from automatic 
stabilisers and the fact that wages generally 
respond to a downturn with a significant lag.  

Prospects for consumption at the beginning of 
2009 appear rather gloomy. Unemployment 
increased further in January (8.2%) and 
industrialists' employment expectations have 
dropped sharply in both industry and the services 
sector since the end of last year. Consistent with 
these negative developments, consumer 
confidence fell to new all-time lows in February, 
with unemployment expectations increasing 
again strongly (Graph 8).  

 Table 2: Selected euro-area and national leading indicators, 2008-2009 

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

Long-term average       101 0.00   85.4 52.8 55.0 96.8 -9.5 26.5 

March 2008 100.5 0.83 110.4 52.6 53.1 101.2 1.1 -32.0 
April 2008 98.1 0.49 110.3 52.8 50.6 98.7 -7.4 -40.7 
May 2008 98.5 0.62 110.2 52.3 52.3 98.3 0.0 -41.4 
June 2008 95.9 0.21 109.9 52.0 51.6 95.1 -6.4 -52.4 
July 2008 90.9 -0.10 109.6 50.7 52.0 90.1 -8.1 -63.9 
August 2008 89.9 -0.16 109.2 50.6 50.6 87.4 -5.6 -55.5 
September 2008 88.9 -0.67 108.7 49.2 49.1 85.7 -15.8 -41.1 
October 2008 81.6 -1.18 108.0 47.4 48.3 78.8 -14.9 -63.0 
November 2008 76.8 -1.93 107.2 47.6 48.5 74.1 -27.1 -53.5 
December 2008 68.9 -2.95 106.4 45.0 48.4 74.0 -36.5 -45.2 
January 2009 67.2 -3.03    105.5 41.1 45.8 79.4 -30.3 -31 
February 2009 65.4 -3.51  33.5 39.2 82.6 -36.8 -5.8 
March 2009    34.0* 40.1* 83.7 -33.6 -3.5 
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 
* Flash Estimates 
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Graph 8: Household consumption and unemployment 
expectations, euro area (1996q1 – 2008q4) 
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Source: Commission services. 

Together with trade, investment was the most 
important source of demand contraction in the 
fourth quarter. Gross fixed capital formation 
contracted by 3.7% (q-o-q); this was the third 
consecutive negative growth rate. In the third 
quarter of 2008, the contraction in investment 
had mainly been the result of the fall in housing 
investment. In the fourth quarter, the strong 
investment contraction in 2008Q4 was the result 
of the combined effect of a fall in housing and 
productive investment (i.e. mostly business 
investment). Graph 9 shows a relatively strong 
correlation between business investment and 
production expectations in the manufacturing 
sector. It points to a further sharp contraction in 
investment during the first months of 2008.  

Graph 9: Business investment and production 
expectations in the manufacturing sector, euro area 
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(1) Total investment minus residential constructions.  
Source: Commission services. 

The ongoing slump in business investment is the 
response of firms to vanishing demand and 
decreasing profits. Firms are facing falling 
capacity utilisation. In January, the capacity 
utilisation in the euro-area manufacturing sector 
was 75%, the lowest rate since the beginning of 
the surveys in 1990. Recent falls in interest rates 
have made it cheaper for euro-area firms to 
borrow, but the reduced availability of credit and 
tighter lending conditions are likely to have also 
contributed to the contraction in investment.   

Inventory accumulation added 0.3 pp to GDP 
growth in the fourth quarter but this comes with 
downside risks to activity in the months ahead. 
Rapid inventory built-up at times of sharp GDP 
contraction suggests that producers have been 
surprised by the scale of the slump in demand 
and have accumulated more inventories and 
unsold goods than usually. The interpretation is 
also in line with the high level of stocks reported 
in manufacturing surveys. This means that 
further larger production cuts will be needed in 
2009Q1 in order to bring stocks down.  

Hard and soft data point to another strong 
contraction in 2009Q1 

For the euro area, the short-term economic 
prospects are not encouraging. While some 
indicators gave some hope of stabilisation in 
January, the February reading of all survey 
indicators concurred to show another drop in 
confidence. In February, the Commission's 
Economic Sentiment Indicator (ESI) fell again, 
albeit at a slower pace than in the last months of 
2008, and reached another record low. In 
December, the ESI had already fallen below the 
trough reached during the 1992-93 recession. 
The fall in the ESI in February was the result of a 
general decline in confidence in all sectors, 
except for retail trade, which improved slightly. 
The PMIs for both manufacturing and services in 
the euro area fell again in February, reaching new 
record lows.  

More recently, some indicators have begun to 
improve very modestly. The Flash estimate for 
March shows a slight increase in the PMIs for 
both manufacturing and services although the 
indexes remain close to their February trough. 
The IFO index eased again in March. But while 
the assessment of current conditions declined 
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further, business expectations rose for the third 
consecutive quarter. These improvements are 
obviously positive but further data will be needed 
before concluding that the economy is stabilising. 

The ESI level for January and February is 
consistent with a contraction in growth of -1.0% 
in the first quarter of 2009. The ESI has generally 
been a good GDP growth tracker (Graph 10). 
However, a gap seems to have opened lately 
between what confidence indicators suggest and 
quarterly GDP growth. For example, in 2008Q4, 
the ESI was consistent with a q-o-q GDP 
contraction of 0.6%, far from the -1.5%. This 
could be explained by the fact that the ESI is 
currently at unprecedented low levels and that 
the familiar linear relation between the two 
variables no longer holds good in the current 
circumstances. Therefore, downside risks to the 
estimated 2009Q1 growth rate are quite high. 
These risks are confirmed by the first 2009 
reading of industrial production. In January, the 
speed of contraction of industrial output 
accelerated further, with a drop of 17.3% 
compared to a year before. This was the fifth 
consecutive negative growth rate. Judging by 
these figures, the pace of GDP contraction in 
2009Q1 could be substantially larger than 
predicted by the ESI. 

Graph 10: GDP growth and the Economic Sentiment 
Indicator, euro area  (in % – 1996q2 – 2008q4) 
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Source: Commission services. 

Rapidly deteriorating global trade 

The global economy deteriorated significantly in 
2008Q4. Major advanced economies contracted 
sharply: the US GDP fell by 1.6% (q-o-q) and the 
Japanese by 3.3%. The collapse in global 

commodity prices and the sharp decline in 
external demand have started to weigh heavily on 
emerging economies. In China, q-o-q GDP 
growth decelerated to 6.8% in 2008Q4, after 9% 
in the third quarter. In Korea, GDP contracted 
by 5.6% in 2008Q4 and in Brazil by 3.6%.  

The rapidly deteriorating global economy has 
severely affected international trade (Graph 11). 
According to estimates by the Netherlands 
Bureau of Economic Analysis, world trade 
contracted strongly in the fourth quarter (-6% q-
o-q) after moderate but still positive growth in 
the third quarter (2.1%). This was the largest q-o-
q contraction in the history of this series. Among 
the main industrialised economies, exports 
contracted by 15.2% (q-o-q) in Japan and by 
10.8% in the US. Emerging economies also 
experienced a large drop in their exports (5.8%). 
The decline in volume was accompanied by a fall 
in USD trade prices of more than 16% (q-o-q) 
following the strong fall in commodity prices, in 
global demand and the appreciation of the USD. 

Graph 11: World trade and PMI 
(July 1998 to December 2008) 
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(1) World trade data cover the period Jul.1998 to Dec. 2008.  
Source: CPB Netherlands Bureau of Economic Policy Analysis and 
Reuters.  

In the euro area, exports and imports also 
collapsed in the fourth quarter (-6.4% q-o-q and  
-4.7% respectively), leading to a negative 
contribution to GDP growth of 0.8%. While the 
contraction in trade was broad-based across 
countries, there were large differences in the 
declines in exports and imports and the trade 
performance played an important role in the 
variation of GDP growth outcomes across 
Member States. It explains, for instance, the large  
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 Box 1: Impact of the depreciation of the UK pound on the euro area economy  
 

The British pound has been one of the major currencies most negatively affected by the global deleveraging flows 
since the onset of the financial market crisis. The pound's real effective exchange rate depreciated by 20% in 2008 
and by 23% since July 2007. Against the euro, the fall has been even stronger: The euro rose to a record high of 
0.98 against the pound on 30 December 2008, up from 0.73 a year ago (+34%). Half of the pound's depreciation 
occurred in December 2008. The key factors underpinning the broad-based weakness of the pound were related 
to concerns about the United Kingdom's twin deficit (a large trade deficit coupled with a growing budget deficit, 
including large contingent liabilities), fears that the recession in the United Kingdom will be deeper than in other 
advanced economies, and sharp interest rate cuts by the Bank of England. In 2009, speculation about whether the 
euro-pound rate could reach 1.00 has faded. The euro-pound rate has remained volatile, but declined to 0.93 (25 
March).  
 

REER and NEER of the UK Pound vs 41 countries 
(Jan 2006 to Feb 2009, Jan 2006 = 100) 

EUR/GBP and interest rate differential 
(daily data, interest rate differential in basis points) 
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There are three potential channels of transmission by which the sharp pound depreciation exerts an impact on 
the euro-area economy. The first relates to a change in international price competitiveness. The UK is an 
important trading partner for the euro area, receiving 15.3% of all extra-euro-area exports of goods. The UK, in 
turn, is the source of 11.3% of euro-area imports (data as at 2007). Estimated export and import equations for the 
euro area suggest that the pound’s depreciation since the end of 2006 might lead to a 1% drop in the level of total 
euro-area exports compared to the baseline after one year and a 1.25% drop after two years. The exchange rate 
elasticity of euro-area imports is considerably lower than for exports. The pound’s depreciation will therefore only 
entail a 0.3-0.35% increase in extra-euro-area imports. At Member State level, Ireland is by far the country most 
exposed to UK trade flows, but also Cyprus, Malta, the Netherlands and Belgium have a sizeable part of their 
trade with the UK.  
Second, the pound’s depreciation exerts some downward pressure on consumer prices via reduced import prices. 
In the current low-inflation environment, the degree of exchange rate pass-through to prices is, however, likely to 
be minor since price adjustment costs could prevent small changes in prices. Moreover, the bulk of the euro area-
UK trade is in highly differentiated manufactured products for which the exchange rate pass-through is generally 
assumed to be lower than for homogenous products, such as primary commodities. These considerations are also 
in line with the recent development in UK export prices, which have reacted only sluggishly to the sharp pound 
depreciation. 
The third transmission channel operates though the balance sheets of the euro-area corporate sector. Euro-area 
investors have invested heavily in the UK. An appreciation of the euro vis-à-vis the pound results in a loss of 
value of these investments as well as in the revenue stream from these investments. Euro investors held 3 027 bn 
euro of assets (FDI, portfolio and other assets) in the UK as at 31 December 2006.* This amounted to 52% of 
total foreign holdings of UK assets (compared to 24% for the US). The 20% appreciation of the euro against the 
pound from the end of 2006 to March 2008 could then have led to substantial wealth losses of around 600 bn 
euro. It should be noted, however, that euro-area investors can hedge against the risk of pound depreciation and 
thus the valuation losses could be less than proportional to the total depreciation of the pound against the euro.  
 
* See UK Statistics authority, 'The pink book', 2008. 
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difference in growth between Germany and 
Spain in 2008Q4. The main causes of the strong 
deterioration in international trade were evidently 
the fall in global demand, but also the drying-up 
of trade financing and, possibly, high exchange 
rate volatility. 

Exchange rate developments in recent months 
have indeed been marked by high volatility and 
sudden trend reversals. With the financial, 
economic and fiscal outlook deteriorating further 
worldwide, repatriation and flight to safety flows 
have risen again in 2009. In February, the 
effective exchange rate of the euro against its 41 
major trading partners stood about 5% above its 
value in November 2008 (Graph 11). In real 
effective terms, i.e. taking into account inflation 
differentials between the euro area and its trading 
partners, the effective exchange rate of the euro 
has increased by 6% in the last three months. 
The real effective exchange rate of the euro is 
currently some 7% above historical averages. 

Graph 12: Nominal (NEER) and real (REER) effective 
exchange rate of the euro 

(Jan 2006 to Feb 2009, index Jan 2006=100) 
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Source: EcoWin. 

The rise in the external value of the euro in the 
last quarter is the result of significant movements 
in the bilateral exchange rates of the euro against 
the world's major currencies. The euro 
appreciated significantly against the British 
pound (see Box 1 on the ‘Impact of the 
depreciation of the UK pound on the euro-area 
economy') and the new EU Member States with 
a flexible exchange rate system as sentiment 

towards Eastern European countries has turned 
negative due to collapsing exports and the 
drying-up of capital inflows. By contrast, the 
euro depreciated against the US dollar in 2009 
(by 3% up to 25 March 2009) amid the rapid 
scaling down of prospects for the euro-area 
economy, the lowering of euro-area policy 
interest rates, credit rating downgrades of some 
euro-area sovereigns and spill-over effects from 
Eastern European difficulties. More recently, 
there have, however, also been downward 
pressures on the US dollar due to increasing 
concerns about the sustainability of the currency, 
in particular since the Federal Reserve 
announced its programme of asset purchases 
including treasuries.  

Looking ahead, developments in trade are not 
expected to improve in the very near future. The 
latest World Economic Survey, for example, 
showed further deterioration in February mainly 
due to a worsening of assessments of the current 
economic situation. On a slightly more upbeat 
note, however, a few indicators have recently 
begun to send more positive signals while 
remaining close to their all-time troughs. In 
February, both the expectations component of 
the World Economic Survey and the Global 
Manufacturing PMI improved somewhat while 
remaining in contraction territory. The Baltic Dry 
Index, another leading indicator of global trade 
activity, also increased slightly in February and 
March. It is clearly much too early to tell whether 
these modest improvements presage some kind 
of stabilisation in the global economy.  

Another steep decline in inflation 

Weaker domestic and external demand 
accompanied by falling energy and food 
commodity prices has led to a steep decline in 
inflation in the euro area. Headline HICP 
inflation came down sharply to 2.3% in the last 
quarter of 2008, down from 3.8% in Q3. It 
decelerated further at the beginning of 2009, 
reaching 1.1% in January before picking up 
slightly to 1.2% in February. The steep decline in 
annual inflation in recent months is partly due to 
the 'unusually' strong price increases experienced 
a year ago, which constitute the point of  
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Box 2: Accounting for the impact of base effects on current and future inflation developments 
 
Developments in the annual inflation rate depend on both current and past price developments. The change in 
annual inflation between month t-1 and month t can be approximated by the following expression: 
 

121 −− −=− tttt μμππ  ,  
 

with [ ] 100ln ln 1 ×−= −ttt PPμ , 
 

where π, μ and P are annual inflation, monthly inflation and the price index respectively*. The first term on the 
right-hand side is thus month-on-month inflation in month t, which is added to the annual inflation rate of month t-
1, while the second term corresponds to the month-on-month inflation a year earlier (i.e . between month t-12 and t-
13), which drops out from the year-on-year price level comparison in month t. This latter term is the so-called base 
effect. This equation highlights two relevant points: 1) fluctuations in the annual inflation rate can be attributed 
either to current price developments (i.e. between t and t-1) or to past price developments (i.e. between t-12 and t-
13). In particular, strong price level growth between consecutive months a year earlier, implying that μt<μt-12, will 
cause annual inflation to fall. A ' low' – and possibly negative – rate of inflation can thus be the result of 'low' m-o-m 
inflation in the current month or 'high' m-o-m inflation a year earlier; 2) in month t, the 'base effect' is known for the 
next 12 months, as the current m-o-m inflation will become next year's base effect. The current January 2009 m-o-m 
inflation will thus become the base effect of the January 2010 annual inflation. 
 

Base effects can be considered to be 'strong' if they reflect some 'unusual' price changes in a given month. There are 
various techniques to identify deviations from the 'usual' m-o-m rate change. In this analysis, the 'usual' m-o-m 
inflation is defined as the average m-o-m price change for each calendar month, observed since 1999. The difference 
between the non-seasonally adjusted m-o-m inflation rate and this average then constitutes the part of the base 
effect that entails the fluctuations in the annual inflation rate. The left graph below shows the evolution of m-o-m 
inflation between January 2008 and February 2009 as well as the average m-o-m inflation for each calendar month. It 
illustrates quite clearly that m-o-m inflation between March and June 2008 was exceptionally high (due to rising food 
and energy prices). The graph on the right shows that this upward deviation will have a strong downward impact in 
the form of negative base effects on the y-o-y inflation one year later, i.e. between March and June 2009. With a low 
initial level of inflation and m-o-m price changes close to their usual level, this implies that inflation rates may 
become negative during that period. Conversely, m-o-m inflation was unusually low in the second part of 2008, as 
food and energy prices came down sharply. Consequently, base effects will have a positive effect on y-o-y inflation 
from July 2009 onwards that will become particularly strong towards the end of the year. 
 

Euro-area m-o-m inflation  
(in % – Jan 2008 to Feb 2009) 

Contribution of base effects to euro-area HICP 
inflation (in pp – Jan 2009 to Feb 2010) 

-1 .0

-0 .6

-0 .2

0 .2

0 .6

1 .0

1 .4

Jan-08 A pr-08 J ul-08 Oct-08 Jan-09

m-o-m  in fla tion
average  m-o -m in fla tion  (since  1999)

-0.6

-0.4

-0.2

0.0

0.2

0.4

0.6

Jan-09 Apr-09 Jul-09 Oct-09 Jan-10

Source: Commission services. Source: Commission services. 
 
 

*see ECB Monthly Bulletin, January 2005 (Box 3) for a more detailed presentation. 
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reference for measurements of the annual price 
growth. The negative contribution to the 
inflation rate of these so-called base effects will 
last for some months, possibly implying some 
months of negative inflation rates, before adding 
again to inflation as of summer 2009 (see Box 2).  

The decrease in inflation observed in the second 
half of 2008 mainly reflects a sharp drop in 
commodity prices. Energy inflation stood at 
17.1% in July 2008 and subsequently plunged to -
4.8% in February 2009, a development that can 
be attributed to the fall in oil prices. The price of 
a barrel of Brent crude oil plummeted from a 
high of USD 134.7 (EUR 85.4) on average in July 
2008 to USD 43.6 (EUR 34.1) in February. 
Processed and unprocessed food price inflation 
also fell during the two last quarters of 2008 
from their peaks of July 2008 (7.2% and 4.4% 
respectively). Figures for January and February 
2009 show that this downward trend continued 
at the beginning of the year, with processed and 
unprocessed food inflation at 1.9% and 3.2% 
respectively.  

Graph 13: Euro-area HICP inflation: composition  
 (in % –  Jan 2006 to Feb 2009) 
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Source: Commission services. 

Inflation in non-energy industrial goods and in 
services remained stable at around 0.8% and 
2.6% respectively throughout all four quarters of 
2008. Accordingly, some price aggregates 
capturing core inflation, such as HICP excluding 
energy and unprocessed food, and the trimmed 
mean, remained quite stable throughout 2008 
even if a slight deceleration can be seen in the 
last quarter of the year. In February, annual 

growth in the two price aggregates was 1.7% and 
2.3% respectively. 

The euro-area inflation pattern in 2008 is 
mimicked in the individual Member States and, 
compared to the previous year, annual inflation 
in February 2009 was lower everywhere. Over 
the past year, inflation has declined by more than 
the euro-area average of 2.1 percentage points in 
eight euro-area Member States (Ireland, Greece, 
Spain, France, Cyprus, Luxembourg, Portugal 
and Slovenia). In February, the highest annual 
inflation was registered in Slovakia (2.4%), 
Finland (2.7%) and Malta (3.5%). The lowest 
annual inflation rates were recorded in Ireland 
and Portugal (both 0.1%), and Cyprus (0.6%).  

Graph 14: Producer prices on the domestic market,    
euro area   

 (y-o-y changes in %, Jan 2004 to Jan 2008) 
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Source: Commission services. 

As far as the supply side is concerned, producer 
prices in the euro area increased by an average of 
6.1% during 2008, with a peak of 9.1% in July 
and a low of 1.2% in December. The producer 
price index fell by 0.5% in January 2009 (y-o-y) 
The variation observed over the course of 2008 
essentially reflects changes in energy prices. The 
energy producer price sub-index increased by 
17.4% in Q2 and 21.7% in Q3, before 
decelerating to 6.3% in Q4. The worsening of the 
economic climate also induced falls in 
manufacturing and intermediate goods price 
inflation towards the end of 2008. Manufacturing 
price inflation fell from 7.3% in July to -3% in 
January, while intermediate goods price inflation 
fell from 5.5% to -0.9% over the same period. 
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The fiscal policy response is being put in 
place  

Against the background of a rapid deterioration 
in economic activity, another priority of the EU 
policy response to the crisis – on top of restoring 
the functioning of financial markets – is to 
provide adequate macroeconomic support to 
uphold demand. In December 2008, acting on 
proposals from the Commission, EU 
governments adopted an ambitious European 
Economic Recovery Plan (EERP) consisting of 
two pillars: a major fiscal boost aimed at reviving 
demand and a set of structural reforms aimed at 
directing short-term action to bolstering 
Europe's adjustment capacity and 
competitiveness.3  

The full impact of the EERP will only become 
visible in the coming months, but the early signs 
are encouraging, in terms of both the volume of 
the stimulus and the direction of reforms. Most 
Member States have now adopted or announced 
fiscal stimulus measures. Overall support as 
measured by the increase in government debt 
amounts to 2.8% of GDP over the period 2009 
and 2010. This figure does not include purchases 
of assets from the financial sector in connection 
with the bank rescue packages. A large part of 
the fiscal support comes from the operation of 
automatic stabilisers, which are particularly 
strong in the EU. But it also comes from a 
discretionary fiscal stimulus of about 1.2% of 
GDP. A further 0.3% of GDP has been made 
available from EU sources.  Overall, the total 
fiscal support to the EU economy in 2009 will be 
larger than at any time since the 1970s.  

Most of the Member States' measures are well 
targeted to stimulate demand: support for 
households, business and employment, public 
investment and the modernisation of 
infrastructure. At the same time, most of the 
measures are consistent with the longer-term 
objectives identified in the country-specific 
recommendations under the Lisbon strategy for 
growth and jobs – such as building Europe's 
knowledge base, boosting energy security and 
adapting to a low-carbon economy. A 
comparison of policy responses across Member 

 
3  See 'A European Economic Recovery Plan', Quarterly 

Report on the Euro Area, Vol.7 No 4 (2008) for more 
details.  

States shows significant differences, reflecting, at 
least in part, differences in Member States' 
respective economic and budgetary conditions. 
In particular, countries with large deficits and 
sizeable risk premiums on their sovereign debt 
have not gone in for sizeable fiscal stimulus 
packages.  

The EERP called for the stimulus measures to be 
timely, temporary and targeted. With a large part 
of these measures taking effect in 2009, the 
timeliness of the budgetary stimulus at political 
level appears to have been ensured. However, 
beyond any political decisions, the measures 
adopted are subject to implementation lags and 
further time will elapse before economic agents 
fully adjust their behaviour.  

Regarding structural reforms, Member States 
started to adjust priorities in response to the 
economic slowdown. Action generally centres on 
areas highlighted as potentially relevant in the 
EERP (e.g. improving active labour market 
policies and training) and appears to be in line 
with priorities under the Lisbon Strategy for 
Growth and Jobs. In particular, Member States 
are looking at a variety of measures to improve 
access to credit for businesses (e.g. credit 
guarantees) or to bolster their working capital 
(e.g. temporary deferrals of tax payments, 
reducing payment delays by the public sector). 

Moreover, Member States in general are paying 
attention to the design of structural reform 
measures with a view to optimising their impact 
and avoiding distortionary side-effects. For 
example, measures related to tax and benefits 
systems are often targeted at the lower end of the 
wage scale, which is likely to maximise their 
short-term impact on demand and is compatible 
with ensuring appropriate incentives to work 
over the longer term. There is no apparent 
indication of rolling back past reform measures 
or repeating previous policy errors, such as 
widening access to early retirement schemes.




