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Economic Trends
2004/2005

World economy in upturn

The world economic upturn has continued its consolida-
tion since the beginning of the year. Economic produc-

tion is on an upward trend in all regions _ except for the
euro zone, where expansion continues to be restrained.
The self-reinforcing nature of world economic expansion
is becoming increasingly evident. The strong increase in
international trade is generating an upward trend for
economic production (cf. tables 1 and 2).

The robust expansion is supported primarily by
expansionary monetary policy, primarily in the United
States and Japan, but also in Europe. Despite economic

Table 1

Real GDP, Consumer Prices and Unemployment Rate in Selected Countries

Weight
(%)

GDP Consumer prices1 Unemployment rate2

Change (%) on the previous year (%)

GDP
German
exports

2003 2004 2005 2003 2004 2005 2003 2004 2005

Germany 8.7  – –0.1 1.8 2.1 1.0 1.6 0.9 9.4 9.3 9.0
France 6.3 13.1 0.5 2.3 2.9 2.2 2.1 1.3 9.4 9.5 9.3
Italy 5.3 9.2 0.4 1.3 2.2 2.8 2.4 2.7 8.6 8.5 8.3
Spain 3.1 6.1 2.4 2.8 3.2 3.1 2.8 2.9 11.3 11.1 10.9
Netherlands 1.9 7.7 –0.7 1.4 2.2 2.2 1.3 1.2 3.8 4.8 4.8
Belgium 1.1 6.3 1.1 2.1 2.5 1.4 1.6 1.5 8.1 8.5 8.4
Austria 0.9 6.6 0.9 1.3 2.3 1.3 1.6 1.4 4.4 4.5 4.3
Finland 0.6 1.3 1.9 2.4 2.8 1.3 0.2 1.2 9.0 9.0 8.9
Greece 0.6 1.0 4.7 2.5 1.6 3.4 3.2 3.2 9.3 9.1 9.3
Portugal 0.5 1.2 –1.3 0.4 1.8 3.3 2.5 2.3 6.4 6.9 7.0
Ireland 0.5 0.7 1.4 3.3 4.3 4.0 1.8 2.0 4.6 4.5 4.3
Luxembourg 0.1 0.6 1.0 2.0 2.7 2.5 2.8 2.7 3.7 4.2 4.1

EMU countries3 29.7  – 0.5 1.9 2.5 2.1 2.0 1.7 8.9 8.9 8.7
EMU countries excl. Germany3 21.0  – 0.8 2.0 2.6 2.5 2.1 2.0 8.5 8.7 8.5
EMU countries excl. Germany4  – 53.8 0.7 1.9 2.6 2.3 2.0 1.8  –  –  –

Great Britain 6.5 10.4 2.2 3.0 3.1 1.4 1.8 2.0 5.0 5.1 5.0
Sweden 1.1 2.7 1.6 2.5 2.6 2.3 1.0 1.8 5.6 5.7 5.5
Denmark 0.8 2.1 0.4 2.1 2.5 1.9 1.6 1.7 5.6 5.5 5.4

Poland 0.8 3.1 3.8 6.5 4.6 0.7 3.3 3.0 19.2 18.8 18.4
Czech Republic 0.3 3.1 2.9 3.6 4.1 –0.1 2.8 2.3 7.8 8.4 8.1
Hungary 0.3 2.2 2.9 3.9 3.8 4.7 7.2 4.7 5.8 5.8 5.6
Slovakia 0.1 1.0 4.2 4.9 4.7 8.5 7.4 4.0 17.1 16.6 15.9
Slovenia 0.1 0.5 2.3 3.2 3.3 5.7 3.5 2.7 6.5 6.5 6.4
Lithuania 0.1 0.3 9.0 7.9 7.7 –1.0 1.8 3.7 12.7 11.5 10.5
Cyprus 0.0 0.1 2.0 2.8 3.9 4.0 1.6 2.6 4.5 4.5 4.3
Latvia 0.0 0.2 7.5 7.8 7.0 2.9 6.1 5.0 10.5 10.6 9.9
Estonia 0.0 0.1 5.1 6.0 6.2 1.4 3.7 4.0 10.1 9.1 8.7
Malta 0.0 0.1 0.4 2.0 2.2 2.6 2.4 2.8 8.2 8.9 8.6

EU-253 39.9  – 1.0 2.3 2.7 2.0 2.0 1.8 9.0 9.0 8.8

Switzerland 1.1 4.9 –0.5 1.2 1.5 0.6 0.6 1.0 4.1 4.2 4.0
Norway 0.8 0.8 0.3 3.5 3.0 2.5 1.0 1.5 4.5 4.0 3.9

Western and central Europe3 41.8  – 0.9 2.3 2.7 1.9 2.0 1.8 8.9 8.9 8.6

USA 39.4 11.6 3.1 4.7 3.7 2.3 2.9 2.7 6.0 5.5 5.1
Japan 15.6 2.2 2.5 4.6 2.7 –0.2 –0.2 0.2 5.3 4.6 4.2
Canada 3.1 0.9 1.8 2.8 3.3 2.8 1.5 2.0 7.6 7.1 6.9

Non-European industrial countries3 58.2  – 2.9 4.6 3.4 1.6 2.0 2.0 5.9 5.4 5.0
Non-European industrial countries4  – 14.7 2.9 4.6 3.5 1.9 2.3 2.3  –  –  –

Total3 100.0  – 2.1 3.6 3.1 1.7 2.0 1.9 7.3 7.1 6.8
Total excl. Germany3 91.3  – 2.3 3.8 3.2 1.8 2.0 2.0 7.1 6.8 6.5
Memo item: Total weighted by exports4  – 100.0 1.5 2.7 2.9 2.0 2.2 2.0  –  –  –

1 European Union and Norway: harmonised index of consumer prices. — 2 Standardised. — 3 Total of countries listed. GDP and consumer prices weighted by 2003 GDP in
US dollars; unemployment rate weighted by 2003 labour force. — 4 Total of countries listed. Weighted by country's shares in German exports 2003.
Sources: OECD Economic Outlook; Eurostat; National Accounts; national statistics and DIW Berlin calculations; 2004 to 2005: DIW Berlin estimate and prognosis.
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Table 2

Trends in GDP Components in Selected Countries
Real change (%) on the previous year

Private consumption
Government
consumption

Gross fixed investment
Goods and services

Exports Imports

2003 2004 2005 2003 2004 2005 2003 2004 2005 2003 2004 2005 2003 2004 2005

Germany –0.1 0.4 1.2 0.9 –2.2 –0.8 –2.0 2.2 3.3 1.8 8.7 6.7 3.4 6.0 5.4

France 1.7 2.5 2.8 2.5 1.9 1.1 0.2 3.3 4.3 –2.7 2.4 3.6 0.3 3.5 3.1

Italy 1.2 1.8 2.2 2.2 0.9 1.0 –2.1 2.5 3.8 –3.9 0.3 6.1 –0.6 0.4 5.5

Spain 3.0 3.2 3.1 4.6 4.5 4.1 3.0 3.5 4.1 4.0 3.0 5.9 6.7 5.7 6.1

Netherlands –1.2 0.4 1.3 2.7 0.2 0.3 –3.2 2.0 2.4 0.1 1.0 3.7 0.6 –0.1 2.7

Belgium 1.7 1.5 2.3 2.8 1.9 2.0 1.1 0.8 4.4 2.1 5.2 6.4 3.8 6.6 6.0

Austria 1.4 0.6 2.0 0.7 0.5 0.4 4.4 2.1 3.5 0.8 4.2 6.4 2.5 3.0 6.2

Finland 3.6 2.7 2.6 0.7 1.1 1.0 –2.3 1.6 3.4 1.3 1.4 4.1 0.9 1.5 5.1

Greece 4.1 3.9 3.0 2.9 2.5 0.0 15.8 –2.0 –4.0 –0.2 2.5 –1.5 8.0 1.2 –2.5

Portugal –0.7 1.2 1.9 –0.6 –0.9 –0.3 –9.6 –0.4 3.5 3.9 4.4 6.0 –1.0 3.7 5.5

Ireland 1.9 2.3 3.0 2.1 1.8 2.2 –2.6 4.5 3.5 –5.9 7.1 4.3 –5.7 7.4 4.1

Luxembourg 1.5 2.0 2.5 3.0 3.0 3.0 –4.0 2.6 3.1 1.0 3.5 4.5 1.5 4.0 5.0

EMU countries1,2 1.0 1.6 2.1 2.0 0.5 0.7 –0.5 2.4 3.5 0.0 4.6 5.4 1.9 4.0 4.7

EMU countries 
excl. Germany1,2 1.6 1.4 2.5 2.5 1.7 1.3 0.3 2.5 3.6 –0.5 2.4 4.9 1.7 3.0 4.5

Great Britain 2.5 3.4 3.2 1.8 3.6 3.4 2.9 5.2 2.8 –0.1 –0.4 3.2 0.9 2.2 2.5

Sweden 2.0 2.5 2.9 0.7 1.0 1.0 –2.0 2.5 5.0 5.9 6.0 6.0 5.4 5.5 6.0

Denmark 1.5 3.0 3.0 1.5 1.0 1.0 –2.5 2.3 3.5 0.3 4.0 4.3 –0.4 4.5 4.5

Poland 3.2 3.2 4.7 0.5 0.6 0.4 –0.9 5.3 6.4 13.8 6.2 5.7 8.2 5.6 6.1

Czech Republic 5.4 4.2 4.4 0.0 0.7 1.1 3.7 4.2 4.9 6.7 6.3 5.5 7.6 6.8 5.1

Hungary 7.6 3.7 3.6 1.8 0.0 1.2 3.0 10.9 3.4 7.2 13.7 9.0 10.3 13.5 7.3

Slovakia –0.4 3.9 4.9 2.9 0.7 3.7 –1.2 2.7 5.7 22.6 6.9 8.7 13.8 5.6 8.8

Slovenia 2.9 0.7 3.1 1.9 1.9 2.7 5.4 5.7 5.0 3.1 8.5 6.5 6.4 7.9 6.1

Lithuania 11.0 10.7 8.0 5.7 7.3 5.5 11.4 11.2 8.9 6.0 8.4 8.2 8.8 10.0 6.7

Cyprus 2.4 4.3 4.1 1.7 2.6 2.3 –3.4 8.6 6.1 0.3 3.1 4.9 –1.2 6.6 4.0

Latvia 8.6 8.8 7.9 2.5 2.0 3.5 7.8 9.9 8.2 4.3 8.0 9.0 13.1 7.2 8.2

Estonia 5.7 5.3 5.6 5.8 4.7 3.8 5.4 8.1 8.9 6.0 10.4 8.2 9.0 7.4 8.0

Malta 1.1 1.0 2.0 6.7 0.5 0.5 13.4 4.0 3.5 –1.1 1.8 2.5 2.1 1.5 2.5

EU-251 1.5 2.1 2.4 1.9 1.1 1.2 0.1 3.0 3.5 1.0 4.1 5.3 2.5 4.0 4.6

Switzerland 0.9 1.0 1.5 0.9 0.0 0.0 0.1 2.5 2.5 –1.4 4.5 5.0 –0.1 5.5 5.5

Norway 3.7 5.2 5.0 1.3 2.0 2.0 –2.4 3.0 3.0 0.1 5.5 4.0 1.9 6.5 5.5

Europe1 1.6 2.1 2.4 1.9 1.1 1.2 0.1 3.0 3.5 0.9 4.1 5.2 2.4 4.1 4.6

USA 3.1 4.2 3.5 3.8 2.2 3.0 4.0 8.6 7.4 2.0 8.3 6.0 4.0 8.4 7.8

Japan 0.8 4.0 3.8 1.0 1.1 –1.2 3.2 4.8 3.0 10.1 15.1 8.7 5.0 10.0 9.0

Canada 3.3 2.7 3.2 3.0 3.1 2.9 3.3 6.5 5.1 –2.1 6.5 6.0 4.0 7.8 7.8

Non-European
industrial countries1 2.6 4.1 3.6 2.9 2.0 1.8 3.7 7.2 5.9 3.5 9.6 6.8 4.2 8.5 8.0

Total1 2.2 3.3 3.1 2.4 1.6 1.5 2.2 5.5 4.9 1.7 5.9 5.8 3.1 5.7 5.9

Total excl. Germany1 2.4 3.6 3.3 2.6 2.0 1.7 2.6 5.8 5.0 1.7 5.4 5.6 3.0 5.7 5.9

1 2003 weights on dollar basis at 2003 exchange rates (annual average); exports and imports: weighted average of the countries concerned. — 2 Exports and imports incl.
intra-EMU trade.
Sources: OECD Economic Outlook; Eurostat; National Accounts; national statistics and DIW Berlin calculations; 2004 to 2005: DIW Berlin estimate and prognosis.
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consolidation, interest rates continue to be low and
encourage an investment dynamism that is already
accelerating. In the process, it is not yet possible to dis-
cern any noticeable inflationary pressure, although the
reversal of the economic trend away from deflation and
toward positive inflation rates is very evident in China,
while in the United States the buoyancy in prices in the
wake of the oil price shock and the devaluation of the
US dollar has recently accelerated considerably. In
Japan, on the other hand, deflation has not yet been
overcome, and in Europe the increase in prices is also
moderate.

A strong rise in oil prices certainly always poses a
risk for the economy worldwide. This is true especially
when the changes in price levels incurred by such
increases lead to excessive wage rises and raise infla-
tionary pressure. In such a case, central banks would
have to intervene and quickly raise interest rates. This
could disrupt the worldwide upturn, especially since
higher oil prices put pressure on the oil-importing coun-
tries. To limit this risk, it is therefore essential to pre-
vent any inflationary tendencies from emerging _ a
development that is currently supported by a number of
indicators.

This forecast assumes that the increase in oil prices
will slow down, especially since OPEC will expand pro-
duction and the increase in crude oil reserves will serve
to dampen crude oil prices even this year. The average
oil price is estimated at approximately US $ 35 per bar-
rel for 2004, and at US $ 33 per barrel for 2005.1

World economic prospects for the forecast period are
favourable. The upturn is likely to continue both in the
United States and in Asia _ at high speed this year, at a
somewhat slower rate next year. In Russia, economic
production will continue to increase robustly. In Europe,
the economy will continue to build up dynamism this
year, which will continue in 2005. This is also likely to
improve the labour market situation significantly.

1  Cf. box, 'The effects of higher oil prices', p. 248.
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The effects of higher oil prices

The increase in the price of crude oil has been cause for con-
cern in recent months. Since the spring of 2003, the price of
Brent crude oil rose from US $ 27 to almost US $ 40 at times.
Recently, oil price development has once again stabilised (cf.
figure 1).
Since the fall in prices for crude oil in 1998, OPEC has tried to
maintain oil prices within a bandwidth between US $ 22 and
US $ 28 per barrel by means of a shortage in supply. In so
doing, however, OPEC has acted asymmetrically: when crude
oil prices fell to below US $ 20 following the attacks of 11 Sep-
tember, 2001, OPEC reacted rapidly with production cuts,
thereby stabilising prices. However, OPEC itself contributed to
the most recent price increase through production cuts
already instigated and announced. At the same time, oil sup-
ply levels in the United States had reached an historic low,
and crude oil prices have exceeded the price bandwidth since
the end of December 2003.
An important reason for this development is likely to be the
effective devaluation of the US dollar during the same period,
since many OPEC countries maintain a firm exchange rate
with the US dollar. For them, devaluation is synonymous with
a reduction in their real incomes, which they seek to counter-
balance through higher crude oil prices (in US dollars).1 Addi-
tional reasons have been continuously high demand from the
United States and China and the risk surcharge in light of
recurring strikes in Iraq.
What are the macro-economic effects of such a rise in oil
prices, and how can the current price increases be assessed?
The effects of oil price rises work in different ways:
– In itself, the increase in oil prices leads to a shift of pur-

chasing power away from non-oil-producing countries to
oil-producing countries, i.e. a consumer surplus is
siphoned off and a higher production surplus is incurred.
In the medium term, a large part of this siphoned-off con-
sumer surplus finds its way back to the primarily oil-
importing countries through increased imports by the oil-
producing countries; the withdrawal effect, however, pre-
vails in the short term.

– A permanent increase in oil prices brings with it a change
in the exchange relationship between oil-producing and
primarily oil-importing countries. It reduces the marginal
productivity of labour and capital and leads to adjustments
that, as a result of inevitable linked technological changes,
are long-term and can have substantial effects on real
incomes and wages.

– However, even a temporary increase in oil prices has a
dampening effect. Rising prices for raw materials can
either be passed on to the end consumer at the same
margin of profit – which reduces consumers’ real disposa-
ble incomes, or, if the burden cannot or can only partially
be transferred to the consumers, reduces profits. In either
case it places a burden on the economy.

– If monetary policy is restrictive in reaction to the price hike
or because second-round wage policy effects become evi-
dent, the economy is restrained even further.2

– Uncertainty over whether an oil price shock will be on-
going for a long time leads to a wait-and-see attitude
among investors. Thus, the volatility of the oil price in
terms of uncertainty over future oil price development has
a dampening effect on economic activity in itself.

The elasticity between the change in oil price and real GDP
amounts to – approximately – 0.05 for the United States, a
country for which numerous studies are available on this sub-
ject; this means that dampening of the economy by approxi-
mately 0.5% over two years corresponds to a 10% increase in
the price of oil.3 Few studies exist for European countries.
However, a significantly weaker effect is to be assumed here,
since oil intensity and the inflationary effect are generally also
lower.4

1  Cf. Manfred Horn: 'OPEC keeps oil prices high: sign of a pricing pol-
icy re-orientation?', in: DIW Economic Bulletin, vol. 41, no. 3, March
2004; 'The World Economy in the Spring of 2004' and 'The German
Economy in the Spring of 2004', in: DIW Economic Bulletin, vol. 41,
no. 5, May 2004.

2  Cf. Ben Bernanke, Mark Gertler and Mark Watson: 'Systematic Mon-
etary Policy and the Effects of Oil Price Shocks'. In: Brookings Papers
on Economic Activity, vol. 1, 1997, pp. 91-157.
3  The order of magnitude is usually derived from the impulse-answer
consequences of structural vector-autoregressive models and usually
relates to a one-time shock (one period).
4  Cf.: 'The World Economy in the Autumn of 2000' and 'The German
Economy in the Autumn of 2000', in: DIW Economic Bulletin, vol. 37,
no. 11, November 2000.

Figure 1

Brent Oil Price, January 1998 to June 2004
In US dollars/barrel

Sources: IMF; DIW Berlin calculations.
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To assess the consequences of the most recent increase in oil
prices, it is important to estimate whether this is a temporary
or a permanent phenomenon. This forecast assumes that the
US dollar will not devalue any further, which will remove an
important reason for OPEC to further raise prices. It is also
possible that the situation in Iraq might become defused.
Moreover, OPEC itself has now decided to increase its quo-
tas; most recently it expanded production even above and
beyond these quotas. The fact that, in Beirut, OPEC declined
for the first time to publish quotas for individual countries indi-
cates that it is tacitly tolerating higher production. Should
OPEC production be higher than agreed throughout the sum-
mer, crude oil prices will be dampened.
With a crude oil price of almost US $ 35 per barrel on average
in 2004, as assumed in this forecast, the economic effects of
the increase in crude oil prices are estimated to be substan-
tially lower than in 2000. This can be illustrated by an 'oil cal-
culation'. This calculates the withdrawal effects (impulses) as
annual changes in the share of crude oil imports as part of
nominal GDP (cf. table 3).1

According to calculations for the probable development (Sce-
nario 1), the withdrawal effect in Germany is likely to stand at

approximately 0.1%, and in the United States and Japan at
almost 0.2%, of GDP. For the United States and Japan, only
an oil price rising to US $ 40 (Scenario 2) would imply the kind
of withdrawal effects experienced in 2000. That year, the with-
drawal effects were significantly higher, especially in Germany
(0.6%); they were only about half as great in the United States
and Japan. These differences are due to the interplay
between exchange rate and dollar-denominated crude oil
prices. While the euro was on a downward slide in 2000, it
revalued considerably during the course of 2002 and until well
into 2004. This strengthens and weakens, respectively, the
dollar-denominated oil price fluctuations.

Table 3

Oil Calculations for Selected Regions

1999 2000 2001 2002 2003
2004

Scenario 1 Scenario 2

Price of oil, in US $/barrel 18.0 28.2 24.3 25.0 28.9 34.5 40.0

Germany

Crude oil imports, net

In million barrels 941.6 918.2 932.0 898.0 869.2 900.0 900.0

In billion US dollars 16.9 25.9 22.7 22.4 25.1 31.1 36.0

In billion euro 15.9 28.3 25.4 23.8 22.3 25.9 30.0

As % of nominal GDP 0.80 1.39 1.22 1.13 1.05 1.18 1.37

Change (impulse) in percentage points 0.59 –0.17 –0.10 –0.08 0.13 0.32

United States

Crude oil imports, net

In million barrels 3 578.8 3 618.7 3 635.2 3 658.9 3 809.6 4 000.0 4 000.0

In billion US dollars 64.3 102.2 88.4 91.3 110.1 138.0 160.0

As % of nominal GDP 0.69 1.04 0.88 0.87 1.00 1.17 1.36

Change (impulse) in percentage points 0.35 –0.16 0.00 0.13 0.17 0.36

Japan

Crude oil imports, net

In million barrels 1 906.2 1 862.7 1 832.4 1 802.2 1 837.0 1 900.0 1 900.0

In billion US dollars 34.3 52.6 44.6 45.0 53.1 65.6 76.0

In billion yen 3.9 5.7 5.4 5.6 6.2 7.2 8.4

As % of nominal GDP 0.77 1.11 1.07 1.13 1.23 1.42 1.65

Change (impulse) in percentage points 0.34 –0.04 0.06 0.10 0.18 0.41

Sources: EIA; OECD; DIW Berlin calculations.

1  To calculate the effect, an assumption is required on the amount of
crude oil imports during the forecast period. It was assumed that, in a
more favourable cyclical situation, oil imports would rise in all the coun-
tries studied. A forecast on oil imports was generated using the method
of exponential smoothing, and values were strongly rounded, as these
are only approximate values.

Box continued
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Gradual revival in the 
European Union

The European Union is trailing in last place in the
worldwide economic upturn, because the euro zone is
lagging behind. Nevertheless, since the end of last year,
indications of economic revival have become unmistaka-
ble here, too. As part of the global upturn, exports in
particular have accelerated considerably. While domes-
tic demand has also overcome the worst of the recession,
it is not yet marked by vigorous dynamism, because pri-
vate consumption is still too weak.

Economic policy has provided only partial support
to the cycle: thus, while monetary policy has maintained
its expansionary course, fiscal policy has not sent out
any positive influences. 

For the rest of this year, it is anticipated that the EU
will experience noticeable stimulation, which will con-
tinue to be sustained by exports. Next year, this trend is
likely to be consolidated, as the expansion of domestic
demand will accelerate in 2005 and exports will increase
at virtually unchanged rates, despite the slightly weaker
Asian and U.S. economies. The revival will be especially
pronounced in the euro zone. In the new EU member
states, meanwhile, the cyclical dynamism will not inten-
sify in 2005, since partially high government deficits
imply considerable consolidation efforts and therefore a
pronounced restrictive fiscal policy.

Strong growth in the new member states

In the new EU member states, the economic dynamism
accelerated at the beginning of the year. Thus, in the
first quarter, GDP in the 10 countries rose by 5.5%, in
weighted terms, compared with 4.4% in the previous
quarter.

In mid-2003, all countries started recording increases
in the rate of growth of exports; this trend has continued
in most countries in the first quarter of 2004. Underlying
reasons for this include the upturn in the world econ-
omy, increased competitiveness of export goods due to
higher quality (not least due to foreign investment) and
the exchange rate. With regard to the latter, several
countries' currencies devalued considerably throughout
last year. This continued to influence export activity
during the first quarter, although exchange rate devel-
opment has now stabilised. In a number of central Euro-
pean countries the increase in nominal imports was
smaller than that in exports; only two countries _ Poland
and Slovakia _ recorded positive growth in external
trade. In these countries, the current account has also

improved considerably during the past year. In other
countries, meanwhile, deficits continue to be very high,
or even rising. This is true for Hungary and Lithuania.
In Hungary and the Czech Republic, the external deficit
is accompanied by a comparatively high, albeit slightly
falling, government deficit.

In most countries, domestic demand continues to be
the economy's main pillar of support. Compared with
last year, however, growth in private consumption has
slowed in most countries, particularly in the wake of the
rise in prices. On the other hand, investment is once
again increasing more energetically. This is particularly
evident in Hungary and Slovenia. In Hungary, gross
fixed capital formation rose by 18% during the first
quarter of this year, compared with the same period last
year; private consumption, having increased by an aver-
age of 9% in the past two years, rose by only about
3.5%. In Slovenia, it has, in fact, contracted, while gross
fixed capital formation rose by 10% over the previous
year.

In most countries, unemployment rates have stag-
nated. Overall, unemployment rates in the new member
states continue to be higher than those in EU-15. Infla-
tion rates have risen since the beginning of 2004. This is
a consequence, first, of an increase in indirect taxes
linked with accession to the European Union. Second,
rising energy prices have played a part and, third, price
movements in the new member states have been sub-
stantially affected by food prices, which constitute a
large part of the goods basket; for several months now,
these have increased continuously and at above _ aver-
age levels.

Prospects for economic growth in the new member
states remain favourable, especially as the economic
upturn in EU-15 is being consolidated, thereby provid-
ing an added impulse for exports. The domestic econo-
mies, too, will remain robust, underpinned by invest-
ments and private consumption. Negative impulses will
be generated by government demand in those countries
in which consolidation programmes _ to reduce high
budget deficits _ are being implemented, i.e. in Poland,
the Czech Republic and Hungary. GDP growth, after an
average growth rate of 5.2% in 2004, will, at 4.5%, be
slightly lower next year, mainly due to weaker Polish
growth. Here, as a consequence of the correction of last
year's excessively strong currency devaluation, the
trade balance will become increasingly smaller.

Unemployment rates in the new member states will
fall slightly. Nevertheless, the tendency for compara-
tively high growth rates to rely heavily on productivity
increases is set to continue. Inflation rates will fall. How-
ever, in a number of countries additional measures are
likely to be required to lower the rate of inflation: for
example, in Latvia the increase in inflation, coupled with
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a rapidly widening external deficit, points to overheat-
ing. In Hungary, too, the central bank's commitment to
disinflationary policies must be more credible if a last-
ing reduction in the rate of inflation is to be achieved.

The currently higher inflation rates, like the in part
considerable budget deficits, help to explain why only
three countries _ Estonia, Lithuania and Slovenia _ have
yet joined the Exchange Rate Mechanism (ERM II).
Estonia and Lithuania will, as a unilateral obligation,
keep their Currency Boards based on the euro at the
same exchange rate; the Slovenian tolar has been fixed
at the current market rate. Latvia, Cyprus and Malta are
also striving for ERM II accession in the near future.
Such a step is anticipated during the forecast period,
once the linkage of the Maltese lira and the Latvian lat
to currency baskets has been abandoned. The other
countries will not join ERM II during the forecast period.

Recovery in euro zone gaining speed

The upward trend in the euro zone continued to be con-
solidated at the beginning of the year. At 0.6%, eco-
nomic activity most recently rose more or less as vigor-
ously as at the end of 2000, when the period of economic
weakness set in (cf. figure 2). The impulses have been
generated primarily by the world economy's strong

expansion. Robust growth was particularly evident in
exports to Asia, the new member states and the United
Kingdom. Despite the strong euro revaluation in the
first few months of this year, exports to the United
States were maintained at their previous levels.

As a result of the continuous revival in exports and
favourable financing conditions, investment in equip-
ment also expanded more forcefully (cf. table 4). Mean-
while, investment in construction fell, because the first
months of the year saw a slump, particularly in Ger-
many. In most of the other countries building activity
proceeded at measured speed. There are indications of a
recovery in private consumer spending. Since the begin-
ning of the year, consumer goods production in the euro
zone has demonstrated a clear upward trend. Public con-
sumer spending, meanwhile, fell for the first time since
1997. The increase in imports remained lower than that
in exports in view of still restrained domestic demand,
so that the trade balance once again rose considerably.
Its contribution to economic growth has been considera-
ble.

Employment in the euro zone has virtually stag-
nated in the last several quarters. The unemployment
rate most recently stood at 9.0%, which was only mar-
ginally higher than the previous year's rate. In May,
consumer prices were 2.5% higher than during the pre-
vious year. On the one hand, price rises in the health
care sector and indirect tax increases pushed the rate of

Figure 2

Real GDP in the Euro Zone
Seasonally adjusted

1 Change (%) on the previous quarter, annualised rate (right-hand scale). —
2 Change (%) on the previous year.
Sources: Eurostat; DIW Berlin calculations.
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Table 4

EMU Countries: Key Forecast Figures

2002 2003 2004 2005

Change (%) on previous year

Real GDP 0.8 0.5 1.9 2.5

Private consumption 0.6 1.0 1.6 2.1

Government consumption 3.0 2.0 0.5 0.7

Gross fixed capital formation –2.8 –0.5 2.4 3.5

Construction –1.9 –0.5 1.4 2.0

Machinery and other equipment –3.7 –0.5 3.4 5.0

External surplus/deficit1 0.5 –0.7 0.3 0.4

Consumer prices2 2.3 2.1 2.0 1.7

Unit labour costs 2.3 2.2 0.6 0.8

As % of nominal GDP

Budget surplus/deficit3 –2.2 –2.7 –2.7 –2.5

Current account balance 0.8 0.4 0.8 0.8

As % of labour force

Unemployment rate4 8.4 8.9 8.9 8.7

1 Contribution to GDP growth. — 2 Harmonised index of consumer prices. —
3 Total government surplus/deficit. — 4 Standardised.
Sources: National and international statistics; DIW Berlin calculations; 2004 to
2005: DIW Berlin estimate and prognosis.
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price increases up; at the same time the oil price, which
was almost US $ 40 per barrel at times, reached new
record highs that were reflected in energy prices. For the
further course of the forecast period, economic activity
will continue on its noticeable upward course. This
means that exports in particular will expand more rap-
idly this year and will continue to be supported by the
worldwide upturn. They will further benefit from the
fact that the delaying effects of the strong euro revalua-
tion are easing.

Gradually, the dynamism in foreign trade will be
passed on to domestic demand. Initially, investment in
equipment in particular will rise substantially. Moreo-
ver, employment is likely to increase towards the end of
the year. In this context, the income prospects of private
households will once again improve and, especially next
year, consumer spending will expand significantly. The
slowdown in price increases will have a favourable
effect next year. Government consumer spending will
rise much more slowly during the entire forecast period
than in previous years, due in particular to the strained
situation of cash assets in many EMU countries.
Exports will increase noticeably next year, but will not
accelerate any further.

On the whole, economic production is likely to rise
by 1.9% this year and by 2.5% next year. At 2.0%, the
rise in prices this year corresponds to the European Cen-

tral Bank's (ECB) medium-term inflationary goal. Next
year, however, due to falling energy prices, it will fall to
1.7%. At 8.7%, the unemployment rate will remain high
next year (8.9% in 2004).

Financial policy in the euro zone
slightly restrictive

As a result of weak economic growth, especially in the
euro zone's larger national economies, the public budget
situation has deteriorated (cf. table 5). Almost every-
where, the shortfall in 2003 was higher than stipulated
in the national stability programmes. Even in current
budgets, revenues are weaker, and spending stronger,
than anticipated. Despite the economic recovery, the def-
icit ratio of 2.7% is therefore likely to be as high as in
the previous year.

In Germany and France, the budget deficit consider-
ably exceeded the upper threshold of 3% stipulated in
the Stability Pact. In these two countries, as in the Neth-
erlands, the deficit will fall this year, due especially to
economising measures, but, as in Greece, it will still
remain above 3%. This year, Italy will join those coun-
tries not complying with the deficit criterion. This
means that five countries, including the three largest

Table 5

Public Budget Indicators for the EMU Countries

Gross debt1 Financial balance1

2001 2002 2003 2001 2002 2003 2004 2005

Germany 59.4 60.8 64.1 –2.8 –3.5 –3.9 –3.7 –3.2

France 56.8 58.6 63.0 –1.5 –3.2 –4.1 –3.5 –3.1

Italy 110.6 108.0 106.2 –2.6 –2.3 –2.4 –3.2 –3.6

Spain 57.5 54.6 50.8 –0.4 0.0 0.3 0.5 0.5

Netherlands 52.9 52.6 54.8 0.0 –1.9 –3.2 –3.0 –2.5

Belgium 108.1 105.8 100.5 0.5 0.1 0.2 –0.3 –0.1

Austria 67.1 66.6 65.0 0.2 –0.2 –1.1 –0.9 –0.8

Finland 43.9 42.6 45.3 5.2 4.3 2.3 1.9 2.4

Greece 106.9 104.7 104.0 –1.4 –1.4 –3.0 –3.2 –3.0

Portugal 55.5 58.1 59.5 –4.4 –2.7 –2.8 –2.9 –2.6

Ireland 36.1 32.3 32.0 1.1 –0.2 0.2 –0.6 –0.8

Luxembourg 5.5 5.7 4.9 6.3 2.7 –0.1 –0.9 –0.9

EMU countries2 69.5 69.3 70.5 –1.6 –2.2 –2.7 –2.7 –2.5

1 As % of gross domestic product; apportionment according to Maastricht Treaty. — 2 Total of countries listed. Weighted by 2003 GDP in euro.
Sources: ECB; Eurostat; European Commission; 2004 and 2005: DIW Berlin estimate and prognosis.
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national economies, are now falling short of meeting the
Maastricht criteria.

The budget situation will relax only slightly in 2005.
With cyclical stabilisation, government revenue will
once again rise more robustly in some countries. At the
same time, spending reforms _ especially with respect to

unemployment insurance and pension insurance _ will
come into effect, which will reduce the expansion of
spending. Further economising measures are being
shelved. In the case of Italy, however, it is anticipated
that the deficit will widen; here, over the past two years,
discretionary measures had prevented an even stronger

1 Lending rates from January 2003 onwards: 1 to 5 years, up to 1 million euro, new business, up to September 2003. — 2 Up to November 2003. — 3 Preceding 1998 exchange
rate between US dollar and synthetic euro. — 4 Compared with a wide group of countries, based on consumer prices.
Sources: European Central Bank; Eurostat; DIW Berlin calculations.

Figure 3

The Monetary Situation in the Euro Zone
January 1997 to June 2004

DIW Berlin 2004

0

2

4

6

8

1997 1998 1999 2000 2001 2002 2003 2004

Interest margin between ninety-day loans
and ten-year government bonds
Interest margin between ninety-day loans
and commercial lending rates (term >1 year)
Three-month rate
Ten-year government bonds

Commercial lending rates (term >1 year)

%
Selected interest rates and interest margins1

0

2

4

6

8

10

12

1997 1998 1999 2000 2001 2002 2003 2004

M3 (seasonally adjusted and
annualised 3-month rate)
ECB reference value
M3 (year-on change)

%
M3 money supply growth2

0.85

0.90

0.95

1.00

1.05

1.10

1.15

1.20

1.25

1.30

70

75

80

85

90

95

100

105

110

115

1997 1998 1999 2000 2001 2002 2003 2004

Real effective
external value of euro

(right-hand scale)

US dollar/euro Index 1999 Q1 = 100

US dollar/euro
(left-hand scale)

US dollar/euro exchange rate3

and real effective external value of euro4

0

1

2

3

4

1997 1998 1999 2000 2001 2002 2003 2004

Change on the previous year (%)

Harmonised Index of Comsumer Prices2

HICP excl.
energy, foodstuffs,

alcohol and tobacco

Total index



254

deviation from the target. On the whole, financial policy
will continue to take a virtually neutral course this year
but, due to the stabilisers, will be restrictive next year.
At 2.5%, the deficit ratio is likely to be only slightly
lower.

Wage policy remains moderate

Wage increases in the euro zone remain restrained. In
the first quarter the index of hourly labour costs was
2.3% higher than in the previous year, and it is showing
a clear slowdown. Most recently, the increase in unit
labour costs decreased in the course of accelerated pro-
ductivity growth; compared with the previous year, this
is likely to have been less than 2%.

Thus, wage policy is not currently sending out any
inflationary impulses. Given still very sluggish labour
market developments, extremely moderate wage agree-
ments are anticipated during the forecast period. This is
also true for Spain, where wage agreements in the past
had been excessively high as a result of wage indexing.
With the change of government, this wage indexing sys-
tem is now to be shelved.

Effects of revaluation less delaying

Since the last drop in the interest rate, in June last year,
the three-month interest rate in the euro zone has stood
at 2.1% nominally and at virtually zero in real terms (cf.
figure 3). The yield of 10-year government bonds, at
4.5% in nominal and 2.5% in real terms, is so low that,
generally, interest rates are having a stimulating effect
on the economy.

Euro revaluation continues to have delaying effects
on the European economy, albeit weakened. In May this
year, the value of the euro against the US dollar stood at
1.20 and thus was almost 4% higher than the previous
year's level, but 18% above its level in December 2002.
The corresponding real effective revaluation was 0.5%,
i.e. almost 9%. 

The expansion of advance facilities to the private
sector has accelerated since last year, and in May it rose
at a rate of 5.6% over the same month in the previous
year. However, at 3.7%, the expansion of business loans
is still weak. In Germany, in fact, granting credit facili-
ties to businesses and those in self-employment has
fallen since the fourth quarter of 2002, most recently at a
rate of 2.4% (first quarter 2004). The continuously high
level of the M3 money supply in the euro zone continues
to be influenced by a tendency among investors to make
short-term investments, thus the level of demand-effec-

tive liquidity is oversubscribed. The increase in M3 has
recently weakened noticeably.

Especially due to the increase in regulated oil and
petrol prices, the HICP is likely to be around 2% this
year, and to fall on average to 1.7% next year. Given the
high and _ during the forecast period, increasing _ pro-
duction gap, and inflationary forecasts that are slightly
lower than the ECB's stability goals, it is likely that
interest rates will remain at their current levels during
the forecast period as long as there are no pronounced
exchange rate changes.


