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surprising that all member countries were affected by the 
crisis, even those without a bubble (e.g. Germany, where 
housing prices and leverage had not increased).

How to Measure the Impact of the Crisis on the Real 
Economy

The Impact of the Crisis on Output

We start by briefl y discussing the impact of the crisis on 
growth (GDP). The fi rst crucial point to emphasise is that 
since the crisis emerged from the bursting of a bubble, 
an assessment of it requires setting the excess growth 
during the bubble against the loss of output during the 
crisis. Figure 1 shows an attempt to measure the impact 
of the entire boom-bust cycle on the real economy. The 
dark solid line shows the level of real GDP as currently 
projected by the IMF (projections available through 2014), 
whereas the light dashed line shows the expected levels 
based on the average growth rates of the pre-crisis years. 
The light dashed line thus shows what might have been 
expected close to the peak of the bubble when it was 
not widely recognised as such. Yet the central question 
is: what would the path for output have been if there had 
been no bubble (and no crisis)?

This requires an estimate of the potential growth of the 
European economy without the bubble. We estimated 
this in the following way: the latest data from the Euro-
pean Commission (issued at the end of 2009) show that 

The present crisis was caused by a combination of asset 
price bubbles, mainly in the real estate sector, and a credit 
bubble that led to excessive leverage. This is by now well 
accepted. We also showed in a previous contribution1 
that Europe (and in particular the euro area) was affected 
by both “bubble” symptoms as much as the USA. House 
prices increased as much in Europe as in the USA, and on 
most indicators of leverage or excessive credit expansion 
the euro area also did worse than the USA (in particular 
the corporate and fi nancial sectors show a higher degree 
of leverage in Europe than in the USA, and the increase 
was higher in Europe as well). From this perspective, it is 
not surprising that Europe also experienced a deep cri-
sis.

The crisis became truly global because of two main trans-
mission mechanisms: the sudden rise in risk aversion (and 
fi nancial market volatility) was transmitted worldwide be-
cause fi nancial markets are highly integrated at the global 
level. Moreover, the sudden drop in demand, especially 
for capital intensive goods, was transmitted rapidly along 
the global supply chain. Within Europe, the integration of 
fi nancial markets and supply chains is even stronger than 
it is at the global level, and consequently, the crisis affect-
ed all member countries, even those that had not shown 
any bubble symptoms (i.e. those that had had stable 
housing prices and no increase in leverage). It is thus not 

1 C. A l c i d i , D. G ro s : Why Europe Will Suffer More, in: Interecono-
mics, Vol. 44, No. 4, July/August 2009.
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By contrast, one could argue that there has been no ad-
ditional loss of output from the bust for the USA, as the 
“no-bubble” path would have brought the economy to a 
very similar position as the actual path now predicted (see 
Figure 2).

Table 1 provides two alternative estimates of the cost of 
the crisis in terms of GDP. The fi rst column reports the 
percentage difference between the IMF’s current predic-
tion of 2014 real GDP levels in its World Economic Out-
look (WEO) of October 2009 and the 2014 GDP levels ex-
pected at the peak of the bubble under the assumption 
that it would not burst. The second column shows the 
percentage difference between the estimated levels of 
output expected for 2014 if there had never been a bub-
ble (or a burst) and the 2014 GDP if the bubble had lasted. 
This latter calculation, by using an estimation of the “nor-
mal” path of the economy as a benchmark, is likely to be 
a better indicator of the cost in terms of lost output from 
the crisis. This column suggests that the cost of the bub-
ble burst is quite similar across the Atlantic, though larger 
in the USA, and that within Europe the euro area has suf-
fered somewhat less than the UK and the new member 
countries. By contrast, the fi rst column suggests that the 
cost of the crisis (if compared to “bubble expectations”) is 
much higher in the EU.

The Crisis and (the Loss of) Happiness

Although the crisis went global, it is still hitting different 
countries in quite different ways. It has become a popular 
pastime to rank countries by the fall they experience in 
GDP and then pass judgement accordingly on their “eco-

in 2007, the output gap was at 2.5% (one year ago, the 
Commission thought that the output gap had been close 
to zero in 2007). If we assume that this is the effect of a 
bubble, we can conclude that the bubble has increased 
the observed growth rate by 0.5% a year between 2004 
and 2008. Hence the “no-bubble” GDP level, plausibly, 
should have followed the green dotted line in the chart. 
Without a bubble, the level of real GDP would have been 
below the actual rates between 2004 and 2008 but from 
2009 onwards well above. The fi gure also illustrates that, 
at least according to the current IMF projections for 2014, 
the European economy has not yet returned to the likely 
no-bubble path of GDP, suggesting a considerable over-
shooting: the crisis caused additional losses in output.
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Figure 1
Long-term Effect of the Crisis on GDP in the Euro 
Area

S o u rc e s : IMF: World Economic Outlook, October 2009, and own cal-
culations.

Figure 2
Long-term Effect of the Crisis on GDP in the USA

S o u rc e s : See Figure 1.
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an improvement of about 2 percentage points of GDP in 
2009 in the US current account defi cit, domestic absorp-
tion fell by about 5% (a 3% decline in production plus a 
2% decline in net resource transfer from abroad). This is 
a much more painful adjustment than in Germany. Part of 
this overall decline in domestic absorption has fallen on 
investment.2 Yet since consumption accounts for roughly 
70% of GDP, consumption had to fall signifi cantly as well. 
In the USA, consumption had been increasing trend-wise 
by about 2.5 to 3% in recent years. US consumers will thus 
have to accept a swing in the growth rate of consumption 
from plus 3% to minus 1-2%; a change of over 4 percent-
age points. By contrast, in Germany consumption had in 
any event been stagnant since about 2001 with little change 
brought about by the crisis.

The wide difference in terms of the current account in the 
starting positions of Germany (+6% of GDP) and the USA (-
6% of GDP) implies that in Germany stable consumption is 
sustainable in the longer run even if GDP does not recover,3 
while in the USA, consumption has to fall even if there is to 
be a sustained recovery.

But why do German consumers continue to spend? The 
best answer is: why not? German consumers did not rely 
on credit or infl ated house prices to fi nance their expendi-
tures. By contrast, consumers in the USA (or Spain) had lit-
tle choice but to spend less when the value of their houses 
tumbled and access to credit became more diffi cult.

Another reason why German consumption remains stable 
is the performance of the labour market: so far, employ-
ment has not fallen noticeably in Germany.

This leads to the second indicator of how much the crisis 
really hurts: the unemployment rate. Here again there are 
wide differences across countries. In Germany unemploy-
ment has so far increased only marginally (by 0.3 percent-
age points, from 7.2% in October 2007 to 7.5% in October 
2009), compared to increases of 4.4 percentage points over 
the same time period in the USA (from 5.8% to 10.2%) and 
over 8 percentage points in Spain (from 11.4% to 19.3%).

What is the reason for these differences? German enter-
prises have invested greatly in the skills of their labour force 
and therefore hold on to their skilled workers even if some 
of them are temporarily not needed. Generous provisions 

2 In 2009, US investment fell by more than 15% (year-on-year change).
3 Many commentators have recently argued that Germany should re-

think its export-led growth model because this model did not prevent 
a fall in its GDP, which was even larger than in the USA or France, for 
example. However, is this model so bad if it allows Germany to carry 
on consuming in the midst of the most severe recession in 70 years 
while consumers elsewhere have to tighten their belts considerably?

nomic model”. But even apart from the argument made 
above, one has to ask the question: is the fall in GDP the 
appropriate measure for a cross-country comparison of the 
real world impact of the crisis, particularly for this crisis? 
GDP refers to the amount of goods and services produced 
in a given economy. However, the GDP statistics have little 
real meaning for the wider public whose lives are affected 
much more by the amount of money that can be spent on 
consumption and by job stability. Movement in consump-
tion and employment levels should represent a better indi-
cator of the impact of the crisis than changes in GDP.

These considerations apply in particular to the EU, given 
that economic policy is still determined primarily at the 
national level and a large heterogeneity of effects has 
emerged. A comparison of Germany with the USA and 
Spain provides a good example of the degree of heteroge-
neity in the consequences of the crisis.

A key factor behind cross-country heterogeneity is the ex-
istence of different growth models in each country. It is ap-
parent that Germany’s huge current account surplus has 
provided a cushion and allowed consumption to remain 
constant. In 2009, Germany’s GDP fell by about 5%, but 
consumption remained roughly unchanged. The discrep-
ancy between consumption and production is due to two 
factors: the current account surplus has declined by about 
3 percentage points of GDP and investment has fallen by 
about 2 percentage points of GDP (this represents a fall in 
investment of about 10%). These two factors account for 
the 5 percentage points difference between the growth 
rate of GDP (-5%) and consumption (0).

In the USA, the current account swing is in the other direc-
tion. As a consequence, even though US GDP declined by 
less (about 3-4%, according to the IMF and the Commis-
sion) than in Germany, US consumption had to fall. Despite 

Table 1
Long-term Implications of the Crisis

N o t e : The no-bubble path is based on the assumption that the “excess 
growth” driven by the bubble is 0.5% each year over the period 2004-
2008 for Europe and 2003-2007 for the USA.

S o u rc e : IMF: World Economic Outlook, October 2009; own calcula-
tions.

Percentage difference between:

current projections and 
“bubble expectations” 

for 2014

no-bubble path and “bubble 
expectations” for 2014

EU -9.6 -5.5

Euro Area -8.4 -5.4

USA -6.3 -6.5
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On this account, Europe does only slightly better than the 
USA. The difference is small because unemployment is usu-
ally much more stable in Europe. Although unemployment 
increased much less in the euro area than in the USA, this 
translates into a similar deterioration because, with the lower 
variance in Europe, such an event is equally exceptional.

As already discussed above, the euro area data average 
out both bubble-led (e.g. Spain) and export-led econo-
mies, such as Germany. As shown in Figure 4, strong dif-
ferences exist within the euro area, with a clear hierarchy: 
Germany is better off than all the others, with little deteri-
oration in its index, while Spain is at the other extreme. Its 
value of –3.6 implies that the current combination of con-
sumption growth and unemployment is 3.6 standard devi-
ations below the average – which should be an extremely 
rare event if disturbances are normally distributed. Italy 
and France are between these two extremes.

Boom and Bust: What Goes Up Must Come Down

The previous section argued that a combination of con-
sumption growth and (un)employment is a better indicator 
than GDP for measuring the impact of the crisis on the 
real economy. However, it may be misleading to look at 
changes in these variables only since the outbreak of the 
crisis, the reason being that those years do not constitute 
an appropriate benchmark.

This is obviously true for the availability of credit. By common 
consent, credit was excessively available during the boom in 
many countries on the periphery of Europe. Consumption 
and investment were largely fi nanced by capital fl ows which, 
with hindsight, were only forthcoming because risk aversion 
(and risk recognition) was distorted by the credit boom.

for the fi nancing of temporary part-time work also help to 
stabilise employment. But other European countries have 
similar labour market rules. The key difference here is that in 
Spain most of the increase in employment over the last dec-
ade was in low-skilled workers in the construction and tour-
ism industries. Since these sectors are contracting, Spanish 
enterprises see no reason to retain these workers, who do 
not possess the highly specialised skills necessary for glo-
bally competitive manufacturing. Moreover, these workers 
were usually hired on the fl exible fringe of the Spanish labour 
market, using temporary or other atypical contracts.

Putting consumption and unemployment together in one 
index, one obtains a quite different picture from the one re-
vealed by looking solely at GDP. Figure 3 shows a transat-
lantic comparison of the “happiness index”. This is simply 
the combination of the growth rate of real consumption and 
the increase in the unemployment rate with a negative sign. 
In order to make these two series comparable, they have fi rst 
been “standardised”4 so that a value of minus four means 
that the index has fallen four standard deviations below its 
average – which should be an extremely rare occurrence.

Standardising the variables in this way has the advantage 
of taking into account the expectations of what constitutes 
a “normal” or acceptable economic performance, which is 
usually based on actual data over recent years. The “misery” 
index based on standardised variables thus represents the 
element of surprise in the combination of negative growth 
and unemployment experienced by the economies under 
consideration.

4 In the usual way, that is, by subtracting the mean and dividing by the 
standard deviation. Mean and standard deviation are computed using 
observed data over the period 2004-2009.

Figure 3
Standardised “Happiness Index”: the USA and 
Europe

S o u rc e s : Data for growth in consumption extracted from Eurostat, De-
cember 2009, and for rates of unemployment from AMECO (database of 
DG Ecofi n, European Commission), December 2009.

Figure 4
Standardised “Happiness Index” for Major EU 
Countries

S o u rc e s : See Figure 3.
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ble, though negative in both cases. In the case of invest-
ment growth rates, despite the large positive average be-
fore the crisis and the negative one in the years following 
the bust, correlation is very weak (close to zero) and lower 
than what was observed at the time of the dot-com bubble. 
Data simply suggest a generalised fall in investment across 
all countries during the bust period with all growth rates 
indistinctly negative and a fall after the bust far larger (in 
absolute terms) than the increase during the boom. Such 
behaviour cannot be ascribed to sector-specifi c effects or 
adjustments to overinvestment in the previous period (as is 
likely to be the case in the construction sector), but rather 
the consequence of global factors, namely the dramatic in-
crease in risk aversion and the dire outlook for the whole 
economy as a result of the fi nancial crisis.

There is thus clear evidence that in many respects this cri-
sis represented a return to more stable, “normal” condi-
tions. It is always diffi cult to measure what rate of growth 

Evidence of this is provided by the consumption paths. 
Across member countries there is strong negative cor-
relation between the change in consumption over the 
period 2009-10 and the last two years before the bubble 
burst: consumption is now falling the most in those coun-
tries where it had increased the most during the boom. 
The Baltic States represent the most extreme case: con-
sumption increased at double digit rates until 2007 and 
is now also falling at double digit rates. By contrast, con-
sumption is essentially stable in Germany, where it did not 
increase noticeably even during the bubble years.

Figure 5 plots the data for all EU member countries. The 
horizontal axis shows the average annual increase in con-
sumption in 2005-2007 (the peak of the bubble), and the 
vertical axis shows the corresponding values now that the 
bubble has burst (2009 actual data and forecasts for 2010 
by the European Commission).

The present crisis is clearly different from the aftermath of 
the dot-com bubble, since the correlation between pre- 
and post-bubble growth of consumption is negative. Fig-
ure 6 shows, by comparison, the same data (average an-
nual growth of consumption) for the dot-com boom and 
bust years. Not only is the correlation positive, there is also 
much lower cross-country variability during the dot-com 
episode than now.

As shown in Table 2, data on imports and investment (in 
equipment) confi rm the trend shown by consumption but 
with deeper swings before and after the crisis. Across 
EU countries, correlation in import growth rates pre- and 
post-fi nancial crisis is highly negative and much larger 
than what was observed at the time of the dot-com bub-

Figure 5
Financial Crisis: Consumption During Boom and 
Bust in EU Countries

S o u rc e s : See Figure 3.

Table 2
Financial Crisis: Imports and Investment in 
Equipment During Boom and Bust

N o t e : EU is the  average of the EU27 for imports and of the EU15 for 
investment. Euro area is the EA16 in the case of imports and the EA12 in 
the case of investment.

S o u rc e s : AMECO and own computations.

Imports Investment in equipment

Boom: 
2005-2008

Bust: 
2009-2011

Boom: 
2005-2008

Bust: 
2009-2011

EU 7.0 -6.1 6.4 -10.8

Euro area 6.6 -5.7 6.2 -9.7

Figure 6
Dot-com Crisis: Consumption During Boom and Bust 
in EU Countries

S o u rc e s : See Figure 3.
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of consumption (and GDP) would be sustainable. However, 
there is one variable that gives some information about the 
extent to which the economy is operating at a “normal” 
level of activity. This is the output gap. Of course, there are 
many different measures of the output gap. Here we use  
the most recent data from the Commission (ECFIN). The 
data in this respect (shown in Figure 7) portray a similar 
pattern for consumption: the countries with the strongest 
boom (highest output gap) also have (and are expected to 
have) the greatest fall (highest negative output gap).

Of course, a crisis implies adjustment but, by itself, does 
not just lead to a return to normal conditions. As the boom 
supported “above normal” levels of activity for some time, 
large negative output gaps are expected to persist for a 
while. Table 3 shows the cumulative output gain during 
the boom represented by the sum of the output gap dur-
ing the boom years (2005-2008) compared to the loss of 
output for the fi rst three years of the bust, while Table 4 
reports similar (end of period rather than cumulative) data 
for unemployment.

The key message of this table is that in terms of the output 
gap, the new members are still in positive territory (over-
all they benefi tted from the “package” boom and bust), 
whereas “old” member states (and of course the euro ar-
ea) show a “net loss”.

In terms of unemployment, the crisis seems destined to 
leave a net negative legacy everywhere with forecasted 
rates higher than pre-boom levels. Yet as of 2009, new 
member states, on average, still exhibit a net gain in the 

Figure 7
Cumulative Output Gap During the Boom and the 
Bust

S o u rc e : European Commission Economic Forecast, 22 October 2009, 
output gap relative to potential GDP (deviation of actual output from po-
tential output as % of potential GDP 1992-2001).

Table 3
Cumulated Output Gap by Country Groups

S o u rc e s : Own computations based on EC Economic Forecast.

Boom: Bust: Boom

2005-2008 2009-2011 plus bust

Old Members 6.2 -9.6 -3.4

New Members 20.7 -13.0 7.6

EU 6.5 -9.0 -2.5

Euro area 5.6 -8.4 -2.8

Table 4
Unemployment Rate During the Boom and the Bust

S o u rc e s : AMECO and own computations.

Before the Peak of the 2009 Forecast 
2011

boom 2004 boom 2007

Old Members 7.1 6.0 8.0 9.2

New Members 10.4 6.4 10.1 11.1

EU 9.0 7.1 9.1 10.2

Euro area 9.0 7.5 9.5 10.9

sense that their unemployment rates were still (at 10.1%) 
somewhat below their values before the boom (2004), 
when they stood at 10.4%.

As far as fi nancial market indicators are concerned, risk 
aversion increased dramatically during 2008/9. This ex-
plains the sharp contraction in investment and consump-
tion in 2009, but with fi nancial market indicators rapidly 
returning to average or even better than average pre-crisis 
values, one would also expect a rapid recovery. However, 
this is not materialising. One reason can be summarised 
under the heading “balance sheet constraints”: overly in-
debted consumers and fi rms cannot maintain their levels 
of consumption and investment if they have not worked off 
their debt beforehand. However, this can only be a partial 
explanation, because the debt data by sectors5 suggest 
that while fi rms might have problems, the household sec-
tor in the euro area does not appear to be overly indebted (at 
least not on average).

Another reason is that the credit bubble has been going on 
for so long that households (and fi rms) have accumulated an 
overhang of durable consumer goods (e.g. in some of the new 
member countries) and of fi xed capital (especially housing in 
Spain and Ireland).6

5 See C. A l c i d i , D. G ro s : Why Europe Will Suffer More ..., op. cit.
6 See D. G ro s : Bubbles in real estate? A Longer-Term Comparative 

Analysis of Housing Prices in Europe and the US, CEPS Working 
Document No. 239, Brussels 2007, for estimates of the huge housing 
overhang in Spain and Ireland. 
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As an aside, we should keep in mind that this overestima-
tion of potential output was at least partially responsible 
for the overly optimistic targets set in the Lisbon Strat-
egy.

Concluding Remarks

A recurrent theme of this paper is that we should see the 
present crisis in light of the bubble that preceded it. It is 
thus inappropriate to look simply at the fall in GDP to meas-
ure the severity of the crisis. The current situation should be 
compared to a pre-bubble period if we are to use a proper 
benchmark.

Viewing this crisis as a violent adjustment from an unsus-
tainable bubble thus leads to a different perspective. It 
implies that the recovery will depend not only on fi nancial 
markets returning to normal, but also on the amount of 
excess capacity that was created during the bubble. As 
there might now be signifi cant excess capacity in several 
sectors (housing, durable consumption etc.) investment 
might remain sluggish for some time to come. The lega-
cy left by the bubble, more than offi cial “stimulus” pro-
grammes, will be decisive for the speed and durability of 
the recovery.

This is a key point: in analysing the impact of the crisis on 
the real economy, one must start by understanding the 
build-up of the bubble that preceded the crisis. In fact, it 
might turn out to be erroneous to expect that once the re-
covery starts, the global economy will go back to pre-crisis 
levels. Those growth rates were to some extent fake and 
will be attainable again only if new bubbles are fuelled.

That the bubble distorted the view of what is “normal” can 
also be seen by the fact that the offi cial estimates of the 
output gap have changed considerably over the last year. 
For example, the Commission estimated as late as early 
2008 that in the preceding year, 2007, the euro area had not 
substantially exceeded its potential level, as it estimated 
the output gap for 2007 to be only 0.2% (i.e. the excess of 
actual output over potential). One year later, after the crisis 
had broken, the estimate of the output gap for 2007 was 
revised upwards to 2.5%. This shows how bubbles can 
distort the view of what is “normal”. The dot-com bubble 
had a similar effect. In early 2000, it was thought that the 
euro area economy still had a lot of slack because the out-
put gap was estimated at -2%; today this value has been 
revised to +1.2% (implying that there was no slack in the 
euro area economy already in 1999, because actual out-
put was already above potential).


