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Overview
Catalyst
European Central Bank policies failed to recover the EU economy allowing long term unemployment to become deeply ingrained with the Euro area.
Summary

The failure to revive the EU economy is a clear sign that the authorities headed by the European Central Bank are yet to successfully design common policies for such diverse range of capitalist economies. European leaders are clueless about how to drag the entire region out of a sustained depression. However, the positive rhetoric coming from the European Central Bank disguises the deep issues that the EU area has been facing since the creation of the single currency in 2002.
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A decade of limbo
The financial crisis, with its roots attached to unscrupulous lending from American and European banks, triggered the worst recession in the economic history of European Union (EU). The Gross Domestic Product (GDP) dropped 8% between 2008 and 2013. European Union GDP peaked back at pre-crisis level only in the last quarter of 2015, near 9 years after the unprecedented downturn. Growth expectations for the remaining months of 2016 and 2017 are feeble.

The feeble GDP growth figures reflects the collapse of the aggregate demand in the region since 2008. The most vicious side effect of a collapsing aggregate demand is a generalized decline in prices, which has been threatening EU economies for more than 6 years. As the total number of goods and services demanded (aggregate demand) in the economy starts to fall, producers feel inclined to reduce their prices in the expectation of attracting consumers to buy their products.
Within this negative economic scenario of low demand, the financial sector has been constantly rescued by the European Central bank whilst unemployed and underemployment Europeans have been paying an extremely high price for the mismanagement of the economy from the top ranks of the society. 

Failure to reduce unemployment rates over the last nine years lead to a high inflow of economic migrants from France, Spain, Poland, Czech Republic and other countries to relatively fast growing economy such as the United Kingdom. Within this context, a large percentage of the British population, which have been also facing tough times to pay the bills, to afford a mortgage and to compete in shrinking labor market, opted out of the European union in recent referendum. 

Looking beneath the headlines
The financial crisis, with its roots attached to unscrupulous lending from American and European banks, triggered the worst recession in the economic history of European Union (EU). The Gross Domestic Product (GDP) contracted twice within a short time period – see figure below. Initially, it dropped by 6% from the first quarter of 2008 to second quarter of 2009, followed by another 2% reduction between 2013 and 2015.
The GDP in the EU peaked back at pre-crisis level only in the last quarter of 2015, near 10 years after the unprecedented downturn. Growth expectations for the remaining months of 2016 and 2017 are feeble. Germany and United Kingdom are the only two countries that moderately recovered from the Great Financial crisis. Outside the EU, most of the economies worldwide recovered from the Great Financial crisis.

Low inflation

The feeble GDP growth figures reflects the collapse of the aggregate demand in the region since 2007. The most vicious side effect of a collapsing aggregate demand is a generalized decline in prices, which has been threatening EU economies for more than 6 years. As the total number of goods and services demanded (aggregate demand) in the economy starts to fall (figure 3), producers feel inclined to reduce their prices in the expectation of attracting consumers to buy their products.
Since the beginning of 2012, producers and retailers have started to cut prices on an ongoing basis in order to find buyers. Once prices start to fall, consumers reduce their expenditure in the expectation that the car or the plasma tv will be cheaper in six months’ time. By consistently postponing consumption, companies’ profits tend to fall and, in turn, output tapers off. The drama of the euro crisis is far from over.

	Figure 1:  Low consumption levels
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	SOURCE: Eurostat
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Low volume and investment rates

After the great financial crisis, investment rates within the private sector collapsed 16% never to get back to pre-crisis levels. Recently, it swung back upwards but still remains deep into the negative territory as shown on the figure 2 below. The economic downturn from 2008 has had a permanent impact in the investment rates of all euro area economies, shifting the economic prospects of the region to a permanent low level. 
The failure to revive the EU economy is a clear sign that the authorities headed by the European Central Bank are yet to successfully design common policies for such diverse range of capitalist economies. European leaders are absolutely clueless about how to drag the entire region out of a sustained depression but the positive rhetoric coming from the European Central Bank disguises the deep issues that the EU area has been facing since the creation of the single currency.
	Figure 2:  Abysmal decline
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Due to the lack of primarily internal but also external demand the majority of industries are still underwater compared to production volumes of 2007 – figure 3 below. The level of uncertainty that the financial crisis brought the economic landscape of the EU is unprecedented and far greater than the recent decision of the UK to leave the EU. 
To make the matters worse, government expenditure, which could have partially filled the gap in the lack of demand coming from the private sector has been held back by the archaic European Maastricht treaty. According to the Treaty, budget deficits cannot be higher than 3 per cent of GDP and national debt must be below 60 per cent of GDP. Weak aggregate demand from the private sector needs to be partially matched by an increase in the public sector spending. However, the Maastricht Treaty prohibits that by imposing budgetary restrictions on the euro area countries.
	Figure 3:  Production decline
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In response to the financial and economic crises over the last five years, the European Commission and the European Central Bank launched financial programs. 
ECB answers to the downturn
The economic crisis has had a permanent impact in the euro area. It shifted the economic prospects of the region below its pre-crisis level during the last 9 years. With very low investment rates and low production volumes across many industries, it is very unlikely the Gross Domestic Product will significantly increase again anytime soon.

It is fair to say that whilst the financial sector has been constantly rescued by the European Central bank, unemployed and underemployment Europeans have been paying an extremely high price for the mismanagement of the economy from the top ranks of the society. They are experiencing all the negative effects of austerity programs via social security cuts, private sector companies’ closures, public sector job cuts. This is all part of an ongoing economic plan to bring prosperity back yet to show any positive signs to the most affected by the crisis. It has been very difficult for the euro area to achieve prosperity on the basis of internal market growth. The consumer-led recovery adopted in United Kingdom has not been effective enough to drag other EU members out of difficult times.
The European Commission and the European Central Bank launched financial programs re-establishing credit conditions by accelerating inter-lending between banks and providing liquidity to troubled banks. The programs have been successful to avoid bank failures on a large scale but failed to support the overall level of aggregate demand, to raise inflation and to significantly reduce unemployment rates within the euro area economy.

Help only to the financial system
Since the aftermath of the crisis, the European Commission and the European Central Bank acted upon the economic issues described above but their answer suffered delays that a dynamic market economic find difficult to afford. Nineteen member states need to reach an agreement before anything happens. This lengthy process not only delays the implementation of key economic policies for years but also leads to the design of watered down policies. They end up being designed to marginally please all the members without any concrete results to the broad economy. Overall, a number of policies were launched by both institutions with the aim to safe guard the financial system and revive the economy, however, without any significant impact in the reduction of the unemployment rates.

The banking sector in Europe is highly diversified in terms of business models, legal forms and ownership structures. There are more than 8,000 financial institutions in Europe. Large commercial, retail and investment banks coexist alongside a large number of public banks, cooperatives and saving institutions. 

The EU market has a bank based model as opposed to the capital market model in the United States. Debit financing to consumers and firms is largely undertaken by banks. According to the ECB, they are currently financing approximately 70% of consumer expenditure and firms’ investment compared to roughly 25% in the United States.

At the cost of taxpayers’ money, between 2008 and 2011, the European Commission unlocked EUR4.5tn in state aid to financial institutions across its members, which is equivalent to 37% of the European Union GDP. The amount of EUR1.6tn, which is approximately 13% of the EU GDP, was used between 2008 and 2010. Guarantees and liquidity accounted for EUR1.2tn of that total, or approximately 9.8% of the EU GDP. During that time, commercial banks were desperate for cash to cover their assets liabilities mismatches once the inter-lending between them dried up in the aftermath of the financial crises. Additionally, “bad debt” is still emerging from their balance sheets. The ECB avoided the meltdown in this market, however, only a fraction of the resources was passed on to the real economy responsible for job creation. 

In 2011, the inter banking lending increased 12%, which is equivalent to EUR0.84tn, following the financial aid from the central bank. The European Central Bank has bought EUR1.6tn worth of assets from the financial system and has, therefore, increased the money holdings or broad money of the financial sector by the same magnitude. However, most to the resources were used by banks to cover bad assets.

A timid QE

The European Central Bank also pumped funds into banks via a program named Target 2 and, in 2015, under Mario Draghi’s leadership, it decided to launch Quantitative Easing program (QE).  It has been another attempt to fight against the slowdown of the entire EU area. 

QE has been largely used by the Bank of Japan, the Federal Reserve in the United States and the Bank of England. In 2015, six years later than the US and the UK, the ECB announced its first wave of QE.

Central Bank pushed up the prices of assets by increasing the demand for them. The price of the assets started to increase as soon as the bank started the buyout. Through this channel, the price of other financial assets increased as well. In theory, high asset prices across the market mean lower yields and lower borrowing costs for firms and households for a wide range of financial products available in the market. The ECB has been increasing the liquidity of the market through actively encouraging trading but that’s yet to have any real effect on the economy.  

The QE program, which arrived late, has been watered down enormously by contradictory demands from a large number of countries. Essentially, some countries need more QE than others but under the mantra of the ECB, highly influenced by Germany, not much can be done to answer to the specific needs of every single nation. The solution was to have a broad QE with limited impact on the aggregate demand and job increase. 

The adoption of financial programs undoubtedly has been lubricating the vast financial sector but the recovery of the EU economy as a whole is still quite timid. 

Data from Eurostat puts the number of unemployment at 16.269 million within the euro area in 2016 equivalent to 10.1% of population aged between 18 and 74 years of age. This is equivalent to the entire population of the Netherlands or 8 times the population of Paris. However, the number of Europeans struggling on a daily basis is much higher than the official figure. This is because any person that works at least one hour per week is considered to be employed according to the official figures even if their final salaries aren’t enough to cover all their bills. 

Failure to reduce unemployment rates over the last nine years lead to a high inflow of economic migrants from France, Spain, Poland, Czech Republic and other countries to relatively fast growing economy such as the United Kingdom. Within this context, a large percentage of the British population, which have been also facing tough times to pay the bills, to afford a mortgage and to compete in shrinking labor market, opted out of the European union on recent referendum. 

The EU project, which initially promised economic prosperity to all of its members, brought so far economic stagnation and indirectly forced one member out of the Union. Germany and United Kingdom are the only two countries within the EU that moderately recovered from the Great Financial crisis.

Conclusions
The Gross Domestic Product (GDP) contracted twice within a short time period. It dropped by 6% from the first quarter of 2008 to second quarter of 2009, followed by another 2% reduction between 2013 and 2015. The GDP in the EU peaked back at pre-crisis level only in the last quarter of 2015, near 10 years after the unprecedented downturn. Growth expectations for the remaining months of 2016 and 2017 are feeble. 
After the great financial crisis, investment rates within the private sector collapsed 16% never to get back to pre-crisis levels. Recently, it swung back upwards but still remains deep into the negative territory. Due to the lack of primarily internal but also external demand, production volumes of all economic sectors are still underwater compared to 2007 levels.
Germany and United Kingdom are the only countries that moderately recovered from the Great Financial crisis. Additionally, outside the EU, most of the economies worldwide recovered from the Great Financial crisis. It is a clear sign that the EU economies, under the mantra of the ECB and the rigid structure of the EU treaties, are yet to find a way out of economic depression. EU needs to new master economic plan, which lies between the failure of a possible disintegration of the union and the failure of the present status quo.
EU leaders should have an open debate with the society at large in order to find the best solution for the economic crisis within the EU. Treaties such as The Maastricht Treaty, which imposes budgetary restriction to EU members, needs to be revised. EU as a project needs to allow its members more control over the destiny of their own economies.
Eurostat puts the number of unemployment at 16.269 million within the euro area equivalent to 10.1% of population aged between 18 and 74 years of age. This is equivalent to the entire population of the Netherlands or 8 times the population of Paris. ECB policies failed to recover the EU economy allowing long term unemployment to build up and become deeply ingrained.
Larry Elliot, the economic editor of the Guardian, puts it quite simply: “in the Eurozone, there tends to be a prolonged round of horse-trading between nineteen member states before anything happens, leading to indecision and a tendency to look for a solution that kicks the can down the road”.
Ask the analyst

We hope that the data and analysis in this brief will help you make informed and imaginative business decisions. If you have any questions or further requirements, MarketLine's research team may be able to help you. The MarketLine Research team can be contacted at ReachUs@MarketLine.com.

About MarketLine
At MarketLine, we deliver accurate, up-to-date insights on over 30,000 companies, 300 industries, and 215 countries, as well as the latest news and financial deal information from within your market and across the globe.

Established in 1997 when the Internet was in its infancy, we recognized the need for a convenient and reliable data service to help our clients understand local and global markets and the companies operating within them.

In today’s information-rich world, sifting fact from fiction to pick out what’s relevant and what’s up to date has become the new ‘holy grail’ in business information provision.

Our 170 dedicated research professionals aggregate, analyze, and cross-check facts in line with our strict research methodology, ensuring a constant stream of new and accurate information is added to MarketLine every day.
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All Rights Reserved.

No part of this publication may be reproduced, stored in a retrieval system or transmitted in any form by any means, electronic, mechanical, photocopying, recording or otherwise, without the prior permission of the publisher, MarketLine.

The facts of this report are believed to be correct at the time of publication but cannot be guaranteed. Please note that the findings, conclusions and recommendations that MarketLine delivers will be based on information gathered in good faith from both primary and secondary sources, whose accuracy we are not always in a position to guarantee. As such MarketLine can accept no liability whatever for actions taken based on any information that may subsequently prove to be incorrect.
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