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Overview

The extremely robust upswing in the world economy
has lost pace since spring 2004. The slowdown has been
particularly perceptible in the USA, but the boom also
seems to have passed its peak in China, the second most
vigorous powerhouse of the global economic upturn. By
contrast, the relatively moderate economic expansion
experienced in the European Union has proceeded at
much the same pace as previously. Output is still on a
distinctly upward trend world wide. The overall result
for 2004 will be an extremely high rate of increase rela-
tive to the past.

The slowdown in world economic growth can be
partly explained by the fact that the extremely expan-
sive economic policy pursued to date has been tightened
up. While the monetary parameters have largely
remained very favourable, impetus from fiscal policy
has ebbed in the USA, while administrative measures
have been taken in China in order to bridle the exces-
sively vigorous growth. Economic activity has been
additionally curtailed this year by the hefty increase in
oil prices. These rose extremely sharply over the course
of the year, continuing to reach new record highs right
into October. The drain on purchasing power caused by
the high oil prices curbed private consumption, in par-
ticular. Corporate investment, on the other hand, which
had gained increasing momentum last year with the
support of the extremely expansionary monetary policy,
continued to grow briskly.

The financial markets also reflected the slowdown in
world economic growth. The stock markets, which had
recorded substantial gains up until the spring, began to
weaken in the summer. The subdued prospects for
growth are also expressed by the return of capital mar-

ket yields to extremely low levels once again, despite the
stronger upturn in prices. This development indicates
that real interest rates have fallen.

Against this background, the question is whether
the current lull in growth will develop into a downturn
or whether the upturn will be strong enough to sustain
itself. The impact of the rise in the price of oil, the
courses pursued by monetary and fiscal policy and, not
least, the development of the situation in China will be
particularly important factors.

Chinese economic engine throttled

The Chinese economy has been growing at annual rates
of around 8% for two decades now. At current exchange
rates, it is already the seventh largest economy in the
world. Economic growth in China has gone hand in
hand with an increase in the exchange of goods on inter-
national markets, which has been further intensified in
recent years by China's entry into the World Trade
Organisation. The strong growth rate in China has had
both positive and negative effects on the economy in the
rest of the world. On the one hand, the demand from the
expansive Chinese industrial sector was one of the main
reasons for the drastic rise in world market prices for
commodities, which is curtailing growth in those indus-
trialised countries that import raw materials.

On the other hand, these countries have also bene-
fited from the growth in demand in China. China has
now achieved considerable importance in world trade
(cf. figure 1). In the East Asian countries, especially,
exports to China (including Hong Kong) now account for
a very high share of total exports. This share amounted
to 18% in Japan and to over 10% in South Korea in
2003. The share has grown in recent years in other
industrialised countries, too. In both the USA and Ger-
many, for example, it recently amounted to over 3%.

However, the expansion of output and demand is
beginning to wane in China now that the country's gov-
ernment has repeatedly implemented restrictive meas-
ures over the last year. The Institutes expect that Chi-
nese authorities will succeed in gradually cooling down
the economy. Chinese demand for imports will thus
grow at a slower pace next year, but will still continue to
provide a discernible boost to the world economy.

Oil-price rise to dampen world growth

Crude oil prices rose sharply in the summer half of this
year. Prices hit an all-time high of US $ 50 per barrel of
North Sea Brent at the beginning of October.1 Unlike the

1  The price of West Texas Intermediate, a U.S. oil, actually rose to
over US $ 53 per barrel.
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oil-price shocks of the 1970s, which were caused by sup-
ply shortages, the current oil-price boom is primarily the
result of a sharp rise in demand. Energy-intensive
growth in the USA and in threshold countries such as
China and India has led to historically high levels of
capacity utilisation. This, together with the political
instability prevailing in numerous important oil-produc-
ing countries, has resulted in a hefty increase in the risk
premium, for if production capacities were to decline
significantly in the current situation it would be practi-
cally impossible to expand output in other countries
enough to prevent serious bottlenecks. Moreover, specu-
lative purchases have evidently influenced the price of
oil. However, the high prices will probably gradually
lead to an expansion in output following the restrained
investment in production capacities in recent years. In
addition, the expected reduction in the momentum of
world economic growth will slow down the rise in the
demand for oil. However, because the situation on the
market is likely to ease only gradually, the Institutes
expect that the price of oil will fall only slowly and will
therefore amount to around US $ 37 at the end of next
year _ around double the price paid in the mid-1990s.

The price of oil would therefore be US $ 8 higher than
predicted by the Institutes in the spring.

A rise in oil prices affects the world economy in a
number of ways. In countries that are net importers of
crude oil, the initial effect of rising oil prices is an
increase in production costs, which reduces the profits
of enterprises, or the real income of households if the
rise in costs can be passed on to the consumer. In coun-
tries that are net oil exporters, by contrast, incomes rise.
The usual result is therefore a perceptible increase in
imports, which mitigates the loss in demand in the
industrialised countries; this effect is already becoming
evident now. The share of additional income from oil
that is not used by the oil-producing countries to pur-
chase goods and services increases the global supply of
capital and exerts downward pressure on real interest
rates which, in itself, also bolsters the economy. How-
ever, the restructuring of the flow of goods and capital
does not happen either smoothly or immediately. For
example, the inadequate 'recycling of petrodollars' fol-
lowing the oil crises of the 1970s was a problem for eco-
nomic policy. The world markets react more flexibly
nowadays, so that the adjustment costs should be lower.

Table 1

Real GDP, Consumer Prices and Unemployment Rates Around the World

Weighting 
(GDP)

(%)

GDP Consumer prices
Unemployment rates (%)

Change (%) on the previous year

2003 2004 2005 2003 2004 2005 2003 2004 2005

EU-25 33.7 1.0 2.4 2.3 2.0 2.1 2.0 9.1 9.1 8.9

Switzerland 1.0 –0.4 1.7 1.6 0.6 1.3 1.1 4.1 4.3 4.1

Norway 0.7 0.4 3.0 2.7 2.5 0.8 1.6 4.5 4.2 4.1

Western and central Europe 35.3 1.0 2.4 2.3 1.9 2.0 2.0 8.9 9.0 8.8

USA 33.6 3.0 4.4 3.4 2.3 2.7 2.5 6.0 5.5 5.3

Japan 13.1 2.4 4.2 2.1 –0.3 –0.2 0.0 5.3 4.7 4.5

Canada 2.7 2.0 3.0 3.3 2.8 1.8 1.9 7.6 7.2 6.8

Industrialised countries 84.7 2.0 3.5 2.7 1.8 1.9 1.9 7.4 7.1 6.9

Russia 1.3 7.3 7.0 6.5 13.7 10.0 10.0 8.1 8.0 8.0

East Asia1 4.6 3.7 5.4 4.7 . . . . . .

China 4.8 9.1 9.0 8.0 . . . . . .

Latin America2 4.5 1.0 4.5 3.5 . . . . . .

Newly industrialising countries 15.3 4.9 6.4 5.5 . . . . . .

Total3 100.0 2.5 3.9 3.2 . . . . . .

Memo item: 
Weighted by exports4 100.0 1.7 3.1 2.8 . . . . . .

World trade, real – 4.2 9.0 7.5 – – – – – –

1 Weighted average comprising: South Korea, Taiwan, Indonesia, Thailand, Malaysia, Singapore, Philippines. Weighted by 2003 GDP in US dollars. — 2 Weighted average
comprising: Brazil, Mexico, Argentina, Columbia, Venezuela, Chile. Weighted by 2003 GDP in US dollars. — 3 Total of countries listed. Weighted by 2003 GDP in US dollars.
— 4 Total of countries listed. Weighted by countries' shares in German exports in 2003.
Sources: OECD; ILO; IMF; Federal Statistical Office; Institutes' calculations; 2004 and 2005: Institutes' forecast.



367

A sharp rise in the price of oil is also accompanied
by changed price relations, which, if they are perma-
nent, lead to a shift towards energy-saving production
processes and consumer goods. However, the effects on
wages and prices are more important as regards the con-
sequences for economic growth. Thus, in 1974 and 1979
additional wage increases were pushed through or
achieved via wage-indexing in many countries in order
to compensate for the loss in workers' purchasing power
caused by the higher oil prices. In a second round, prices
rose again, leading to price-wage spirals. The central
banks were forced to raise interest rates in order to
break inflationary expectations.

However, at present it looks as though the rather
unfavourable situation on the labour markets in most of
the industrialised countries will make it very difficult
for trade unions to push through pay supplements
based on the increase in oil prices. The negotiating posi-
tion of the unions has been weakened since the 1970s by
a reduction in the level of organisation and by stronger
competition in general on international markets between
industrial locations. Moreover, the unions have learned
that pay supplements of this kind ultimately act against
the interests of their members. Furthermore, indexing
rules, which have contributed to the propagation of
inflationary impulses in the past, have been abolished in
many countries. Long-term inflationary expectations
have remained extremely low world wide against this
background, and the central banks have not yet reacted
to the rise in inflation rates caused by the oil price.
Finally, it must be remembered that the current rise in

oil prices has not been caused by a shortfall in supplies
but by a rise in demand, which is an expression of a
strong global economic momentum.

Thus, there is good reason to believe that the damp-
ening effects of the current oil-price rise will be weaker
than the effects of past price thrusts of similar magni-
tude.

The Institutes have based this forecast on an esti-
mated oil price that is around US $ 8, and thus around
30% higher than predicted in the spring. Indications of
the dimension of the effects of these changes are pro-
vided by macro-econometric model calculations (cf.
table 2). However, the results are not uniform. The mean
result is that GDP in the USA would fall by around
0.25% over two years if there were a sustained increase
of 10% in the price of oil; the negative effect would be
somewhat weaker in the euro zone. If the price of oil
were to rise by 30%, economic activity in the USA
would be reduced by 0.75%, while it would decline by
0.6% in the euro zone. If we assume that this effect will
occur at half strength this year, the rate of increase of
GDP will diminish by 0.4 percentage points in the USA
and by 0.3 percentage points in the euro zone. Given the
favourable environment, the Institutes expect the damp-
ening effect of the oil-price increase to amount to only
0.3% in the USA and only 0.2% in the euro zone in 2005.

Weaker impulses from economic policy

The recovery of the world economy was mainly pro-
pelled by strong impulses from economic policy. The
central banks in the industrialising countries have
reduced their interest rates in recent years, often consid-
erably, and in many cases _ especially the USA _ to an
extraordinarily low level compared with the past. Both
real and nominal capital market rates have also gener-

Figure 1

Exports to China as a Share of Total Exports: 
Selected Countries, 1991 to 2003

Sources: IMF Directions of Trade; Institutes' calculations.
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Table 2

Results of Model Calculations of the Effect on 
GDP of a Sustained Oil-Price Rise of 10%1

Deviation (%) from the baseline after two years

USA Euro zone

IMF –0.35 –0.3

OECD –0.1 –0.1

NIESR –0.4 –0.3

1 The above studies examined oil-price shocks of various magnitudes. In using
them to calculate the impact of an oil-price rise of 10%, the Institutes worked from
the assumption that the elasticities of the models on which the simulations are
based are more or less constant.
Sources: R. Barrell, O. Pomerantz: 'Oil prices and the world economy', NISER
discussion paper 242, London 2004; IMF: 'The impact of higher oil prices on the
global economy', Washington 2000; Th. Dalsgaard et al: 'Standard shocks in the
OECD interlink model', OECD Economics department working papers 306, Paris
2001.
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ally been unusually low. In view of these interest rate
levels and the downward trend for the US dollar, the
monetary parameters have also appeared very favoura-
ble in many threshold countries. The robust expansion
of liquidity world wide has led in many countries to a
sharp rise in property prices, which has stimulated mac-
roeconomic demand via wealth effects.

The monetary policy reins have been tightened
slightly in recent months. The forerunner was the Bank
of England, which had already begun gradually raising
its interest rates at the end of last year and has now
brought them close to a level which has a neutral influ-
ence on growth. The US Federal Reserve has also
adopted a course of gradual tightening up since mid-
2004, while interest rates were also raised in other coun-
tries as the economic recovery took hold. However, they
are still so low that monetary policy is indisputably
boosting growth. This applies even more in the industr-
ialised countries overall, given that the central banks in
the euro zone and Japan have so far continued to main-
tain their expansive stance.

Monetary policy can be expected to be gradually fur-
ther tightened up over the forecast period in order to
prevent a rise in inflationary expectations as growth
becomes more consolidated. While this is not likely to
exert a restrictive effect as soon as 2005, the impulses
for growth provided by monetary policy will gradually
abate. Moreover, fiscal policy will also no longer be
expansive next year, and this also applies to the USA.
Thus, the impetus for growth provided by economic pol-
icy in the industrialised countries will weaken discerni-
bly.

Outlook: restrained global expansion

Over the further course of this year and next year, over-
all output in the industrialised countries is likely to con-
tinue to expand substantially, albeit no longer at the
same rates as to date. As the monetary parameters and
profitability expectations remain favourable, investment
will continue to grow at quite a lively pace. In addition,
though the pace of growth will slow to some degree in
East Asia and in many commodity-exporting countries,
it will still remain brisk. All in all, the forces for eco-
nomic expansion appear to be so consolidated that,
despite the oil-price increase and the dwindling impulses
provided by monetary and fiscal policy, a downward
slide is not to be expected.

However, the economic expansion in the USA will
still weaken a little further. The gradual tightening up of
monetary policy will be accompanied here by the loss of
fiscal stimuli. In Japan, the effects of the diminished
increase in demand from China will be particularly per-
ceptible, but the weaker export growth will be countered

by a strengthened domestic economy, so that while the
economy will be much more sluggish in 2005 than this
year, it is still likely to be lively relative to the medium-
term trend. Growth will also weaken slightly in the EU
over the course of the forecast period. Growth rates will
decline perceptibly in Great Britain and in the new
Member States, especially, while output will increase at
much the same pace as previously in the euro zone. All
in all, real GDP world wide is likely to increase at a rate
of 3.2%, following a very robust increase of 3.9% this
year. Inflation will remain moderate, while unemploy-
ment will generally continue to fall slightly.

Risks

The development of the oil price poses a particular risk.
The assumption that the price of oil will gradually
decrease again is fraught with uncertainty. It is true that
the oil markets have not yet reacted to the weakened
pace of world growth since the spring, and it is possible
that prices are currently being driven upwards by spec-
ulative purchases. If this is so, a change in mood could
quickly lead to a significant decline in prices. However,
it is also true that the supply of crude oil could prove to
be less elastic than assumed. Crude oil prices could
therefore also turn out to be higher over the entire fore-
cast period than predicted by the Institutes.

Another risk is that the assumption of largely stable
exchange-rate relationships is incorrect. The USA's high
current account deficit, which has continued to rise, still
raises questions about the stability of the U.S. dollar.2

Major shifts in the currency system would significantly
affect economic trends in the individual regions of the
world.

As regards the economic situation in China, it is pos-
sible that demand will continue to expand over the
entire forecast period at a pace similar to that observed
in the first half of 2004. On the other hand, there is also
the risk of a hard landing, which could substantially
compromise growth, in Asia, in particular, but also in
the industrialised countries in general.

Finally, in view of the abundance of liquid funds
available to the world economy and the substantial
momentum for growth, it seems impossible to exclude
the possibility that inflation will rise faster world wide
than assumed here. The central banks would then rap-
idly raise interest rates, and the growth in macroeco-
nomic output would slow down perceptibly over the fur-
ther course of 2005 or in 2006.

2  Cf. 'The problem of the U.S. current account deficit'. In Joint Analysis
of the German Economic Research Institutes: 'The World and the Ger-
man Economy in the Autumn of 2003'. In: DIW Economic Bulletin,
vol. 40, no. 11, November 2003, p. 369 ff.
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The Economy of the 
European Union

Recovery to continue in the euro zone 

The economic recovery in the euro zone has persisted in
the course of this year. Real GDP rose at a faster pace in
the first half of 2004 than in the second half of 2003 (cf.
figure 2). The decisive factor has come from the very
strong impulses from the regions of the world that are
expanding briskly, which have compensated for the
dampening effects of the oil-price rise. Domestic demand
grew moderately, by contrast, in the context of a basi-
cally neutral fiscal policy and an ongoing expansive
monetary policy. Private consumption growth was cur-
tailed by the fact that real disposable income rose at a
slower rate in recent months as a result of the hefty
increase in the price of energy. Gross fixed capital for-
mation stagnated. Despite low interest rates and
improved earnings potential, investment in machinery
rose only slightly; building investments actually
declined further, albeit at a less rapid pace. Employment
rose slightly, but the unemployment rate remained
entrenched at 9%. Inflation accelerated again as a result
of the renewed sharp rise in energy prices; consumer
prices were 2.3% higher in August than a year previ-

ously. The core inflation rate remained almost
unchanged at 1.9% (cf. table 3).

However, considerable differences are evident
between the EMU countries, both with respect to the
strength of expansion and with respect to the forces pro-
pelling it (cf. figure 3). While domestic demand
expanded only moderately in Germany, Italy and the
Netherlands, it was one of the main pillars of growth in
Spain and in France. In particular, private consumption
livened up perceptibly in the latter two countries. This
was stimulated, for example, by positive wealth effects
based on robust property price increases. The Spanish
property markets, in particular, have been benefiting
from the sharp fall in real interest rates that accompa-
nied European Monetary Union ever since the mid-
1990s. This also encouraged gross fixed capital forma-
tion. The investment trend in Germany, by contrast,
was by far the weakest. At the same time, however, the
competitive position of German manufacturers has
improved as a consequence of the weak price rises. This
is another reason why German exports have been
expanding particularly robustly compared with the rest
of the euro zone since 2001; they are therefore partially
compensating for the extremely weak domestic demand
trend. The differences between the economic trends for
the various countries are also reflected in their labour
markets. While employment has remained at least con-
stant since 2001 in the countries with robust demand, it
has declined in Germany and in the Netherlands.

Fiscal policy to adopt almost neutral stance 

The situation for public finances has deteriorated over-
all in the euro zone so far over the course of this year.3

The budget deficit will increase this year from 2.7% to
2.9% of nominal GDP (cf. table 4). The deterioration in
the budget situation was largely cyclically determined,
while the structural deficit remained almost constant.4

Most countries will once again fail to meet the budget
targets stipulated in the current stability programmes.
As they did last year, France, Germany and Greece will
exceed the deficit limit once again, as will Portugal. The
Netherlands, which is expected to have a deficit of 3%,
has received an early warning.

The budget situation has become particularly diffi-
cult in Italy. Already, only the use of one-off measures
has prevented violation of the 3% maximum limit. The
tax amnesty, in particular, under which a one-off levy

Figure 2

Real GDP in the Euro Zone
Seasonally adjusted

1 Change (%) on the previous quarter, annualised rate (right-hand scale). — 2 Fig-
ures: change (%) on the previous year.
Sources: Eurostat; Institutes' calculations; from 3rd quarter 2004 onwards: Institutes'
forecast.
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was paid without legal sanctions on the repatriation of
undeclared funds deposited abroad, generated addi-
tional revenue. In a medium-term economic plan, Italy
has announced a further reduction of the budget deficit
amounting to 1.7% of GDP. The deficit is thus to be
reduced to 2.7%. However, experience to date suggests
that it is improbable that the measures will be fully
implemented, while another reason to expect a higher
deficit is the fact that the government's economic fore-
cast seems overly optimistic.

Many countries will be implementing additional
reforms in 2005 in order to curtail the rise in social secu-
rity benefits and the expansion of spending in the public
budgets. Some countries, such as Germany, Austria and
Italy, have also planned income tax cuts. Overall, fiscal
policy will therefore have a more or less neutral effect in
the euro zone. Subsequent to the current economic
recovery, government revenue will rise again. Thus, the
deficit ratio will fall slightly next year _ to 2.7%, com-
pared with 2.9% this year.

Table 3

Real GDP, Consumer Prices and Unemployment Rates in Europe

Weighting 
(GDP)

(%)

GDP Consumer prices1

Unemployment rates2 (%)
Change (%) on the previous year

2003 20043 2005 2003 2004 2005 2003 2004 2005

Germany* 21.8 –0.1 1.8 1.5 1.0 1.6 1.5 9.6 9.8 9.6

France 16.0 0.5 2.4 2.2 2.2 2.3 1.8 9.4 9.5 9.3

Italy 13.3 0.4 1.1 1.6 2.8 2.4 2.2 8.6 8.8 8.6

Spain 7.6 2.5 2.7 3.0 3.1 3.0 3.0 11.3 11.0 10.8

The Netherlands 4.7 –0.9 1.2 1.7 2.2 1.5 1.4 3.8 4.8 4.7

Belgium 2.7 1.1 2.5 2.6 1.5 1.8 1.8 8.1 8.5 8.3

Austria 2.3 0.7 1.6 2.2 1.3 1.7 1.7 4.1 4.3 4.2

Finland 1.6 4.3 4.0 2.8 3.4 3.3 3.4 9.3 9.1 9.0

Greece 1.5 2.1 2.8 2.7 1.3 0.1 1.5 9.0 9.0 8.7

Portugal 1.4 3.7 3.5 4.2 4.0 2.5 2.7 4.6 4.5 4.3

Ireland 1.3 –1.2 1.1 2.0 3.3 2.7 2.5 6.2 6.5 6.4

Luxembourg 0.2 2.1 2.4 3.0 2.5 3.1 2.9 3.7 4.2 4.0

EMU countries*, 4 74.5 0.6 1.9 2.0 2.1 2.1 1.9 8.8 9.0 8.8

United Kingdom 16.3 2.2 3.5 2.9 1.4 1.6 1.9 5.0 4.8 4.7

Sweden 2.7 1.6 3.2 2.6 2.3 1.1 1.8 5.6 6.0 5.7

Denmark 1.9 0.5 2.2 2.2 2.0 1.4 1.7 5.6 5.9 5.7

EU-154 95.5 0.9 2.3 2.2 1.9 2.0 1.9 8.0 8.1 7.9

Poland 1.9 3.8 6.0 4.3 0.8 3.5 3.3 19.2 18.9 18.6

Czech Republic 0.8 3.1 4.0 4.3 0.1 2.8 2.5 7.8 8.7 8.4

Hungary 0.8 2.9 3.9 3.4 4.7 7.0 5.5 5.8 5.9 6.0

Slovakia 0.3 4.2 5.0 4.5 8.5 7.8 4.5 17.1 16.2 15.7

Slovenia 0.3 2.3 4.0 3.8 5.6 3.6 3.4 6.5 6.3 6.1

Lithuania 0.2 9.0 7.2 7.5 –1.2 1.0 2.0 12.7 11.2 10.6

Cyprus 0.1 2.0 3.8 4.1 4.0 2.5 2.0 4.4 4.5 4.0

Latvia 0.1 7.5 7.8 7.3 2.9 6.5 5.5 10.5 10.5 10.3

Estonia 0.1 5.1 6.0 6.0 1.4 3.0 3.4 10.1 9.0 8.7

Malta 0.0 0.2 1.2 2.0 1.3 2.8 2.5 8.2 8.8 8.7

Accession states 4.5 3.7 5.1 4.3 2.2 4.2 3.6 14.4 14.2 13.9

EU-254 100.0 1.0 2.4 2.3 2.0 2.1 2.0 9.1 9.1 8.9

Memo item: 
Weighted by exports5 100.0 1.3 2.6 2.6 2.2 2.3 2.2 – – –

1 EU-15: harmonised index of consumer prices (HICP). — 2 Standardised. — 3 The growth rates are not entirely comparable because in some countries they have been
adjusted for working-day effects while in others, e.g. Germany, they have not. At 0.5% in 2004, the effect of additional working days is particularly strong in Germany, so that
the purely cyclical increase only amounts to 1.3% in this case. — 4 Total of countries listed. GDP and consumer prices weighted by 2003 GDP in US dollars; unemployment
rate weighted by 2003 labour force. — 5 Total of countries listed. Weighted by country's shares in German exports in 2003.
* The DIW Berlin, in contrast to the majority of the Institutes, believes that 2005 will bring a slight acceleration of macroeconomic growth both in the euro zone as a whole and
in Germany. Cf. 'Another view' in the forecast for Germany below.
Sources: OECD; ILO; IMF; Federal Statistical Office; Institutes' calculations; 2004 and 2005: Institutes' forecast.
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Figure 3

Economic Trends in the Large EMU Countries Since 2001
Index: 1/2001 = 100

Sources: Eurostat; Institutes' calculations.
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Moderate wage growth in the euro zone

Wage growth in the euro zone remained moderate in the
first half of the year. Both wages and salaries per
employee and labour costs per hour were around 2%
higher than last year. The significant differences
between the individual Member States of the EU per-
sisted. While wages and salaries per employee were
only 0.5% higher in Germany in the second quarter of
this year than in the second quarter of last year, the
increase in Spain amounted to 4%. The rise in unit
labour costs in the euro zone slowed down further
because of the accelerated increase in productivity; it
now amounts to less than 1%.

A decisive factor for the wage trend over the forecast
period is whether and to what extent workers will
receive compensation for losses in purchasing power
caused by the oil-price rise. In the 1970s, the oil-price
shock was followed by price-wage spirals that jeopard-
ised stability. In those days, however, wage-indexing
mechanisms had a much more important role. In addi-
tion, the degree of unionisation of workers has since
diminished substantially in many countries.

The scope for wage increases is additionally limited
by high unemployment and the considerable degree of
competitive pressure on international markets. The
Institutes' estimate that the effects on wage growth will
not be significant is bolstered by experiences following
the sharp rise in oil prices in 1999 and 2000: wages in
the euro zone hardly reacted in this case despite the
favourable economic situation. Thus, wages and salaries
per employee are likely to increase over the forecast

period at much the same moderate pace as previously.
As productivity continues to rise robustly, unit labour
costs will continue to rise only very moderately. The
trend will vary from country to country, and unit labour
costs will actually fall in Germany.

Favourable monetary conditions

The ECB's main base rate has been set at 2% since June
2003; the three-month money market rate has been only
slightly higher since then. Given a core inflation rate of
1.9% on the most recent figures, this implies that the
short-term real interest rate is close to zero.5 Monetary
policy in the euro zone is therefore clearly expansive.
The yield on ten-year government bonds, which had
risen temporarily in mid-2004, currently amounts to 4%.
Lending rates are unlikely to have changed substan-
tially since the spring; however, the lending conditions
offered by commercial banks are less restrictive than
previously. Share prices decreased somewhat. All in all,
the financing conditions for enterprises have hardly
changed over the last six months. The real effective
exchange rate for the euro has appreciated by 3% since
September 2003, falling slightly over the last six
months. All in all, the monetary conditions have
remained more or less unchanged and also favourable
when seen in historical comparison.

Table 4

Public Budget Indicators for the EMU Countries

Gross debt1 Financial balance1

2001 2002 2003 2004 2005 2001 2002 2003 2004 2005

Germany 59.4 60.9 64.2 65.7 67.0 – 2.8 – 3.7 – 3.8 – 3.8 – 3.5
France 56.8 58.6 63.0 65.0 65.8 –1.5 –3.2 –4.1 –3.8 –3.4

Italy 110.6 108.0 106.2 105.0 104.0 –2.6 –2.3 –2.4 –3.2 –3.9

Spain 57.5 54.6 50.8 50.0 47.5 –0.4 0.0 0.4 0.5 0.5
The Netherlands 52.9 52.6 54.8 56.0 57.8 –0.1 –1.9 –3.2 –3.0 –2.5

Belgium 108.1 105.8 100.5 98.0 95.5 0.6 0.1 0.4 –0.3 –0.4

Austria 67.1 66.6 65.0 65.5 64.0 0.3 –0.2 –1.1 –1.4 –1.5
Finland 106.9 104.7 102.4 112.0 111.0 –3.7 –3.7 –4.6 –5.8 –4.2

Greece 43.9 42.6 45.3 45.0 44.0 5.2 4.3 2.3 1.9 2.1

Portugal 36.1 32.3 32.0 31.5 31.0 0.9 –0.2 0.1 –0.6 –0.6
Ireland 55.6 58.1 59.4 62.5 63.5 –4.4 –2.7 –2.8 –3.6 –3.4

Luxembourg 5.5 5.7 4.9 6.0 5.5 6.4 2.8 0.8 –0.5 –1.0

EMU countries2 69.4 69.2 70.6 71.2 71.3 –1.7 –2.4 –2.7 –2.9 –2.7

1 As % of gross domestic product; apportionment according to Maastricht Treaty. — 2 Total of countries listed. Weighted by 2003 GDP in euro.
Sources: Eurostat; 2004 and 2005: Institutes' forecast.

5  The core inflation rate is approximated here as the rate of change of
the Harmonised Index of Consumer Prices, not including energy, food-
stuffs, alcohol and tobacco.
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Provision of open-account loans to the private sector
has accelerated slightly in recent months; at 6% in
August compared with August last year, the increase
was 0.6 percentage points higher than the growth rate at
the beginning of the year. The increase in lending to pri-
vate individuals increased relatively rapidly, recently
rising to 7.5%. The expansion of loans to the enterprise

sector _ 4% _ was also more rapid. The growth of M3
money supply, which had flattened out considerably in
the spring, accelerated again, amounting to 5.5% on the
previous year in August (cf. figure 4).

The ECB is likely to curtail the expansive thrust of
monetary policy slightly over the forecast period; the
Institutes expect base rates to rise by 0.25 percentage

Figure 4

The Monetary Situation in the EMU Countries

1 Short-term = three-month Euribor; long-term = 10-year government bonds; lending rates = enterprise loans with term of 1 to 5 years; prior to 2003: term of at least one year. —
2 Before 1999: ECU. — 3 M3 = circulation of notes and coins, daily deposits, deposits with an agreed duration of up to two years; deposits with agreed notice period of up to
three months; repo business, money market fund shares and papers; debt securities with maturity up to two years; Index, rates of change (%). — 4 Seasonally adjusted, annual-
ised rate. — 5 Centered three-month moving average. — 6 HICP = harmonised index of consumer prices; core inflation rate = rate of change of HICP, excluding energy, foods,
alcohol, tobacco.
Sources: European Central Bank; Eurostat; German Bundesbank; Institutes’ calculations.
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points in spring of next year. The decisive factor is the
ECB's wish, following the removal of last year's defla-
tionary risks, to switch from an unusually low interest
rate to a level that is adequate to the economic situation.
In the normal course of events, this would mean interest
rates would be raised in the near future. However, given
the risks to real economic growth exerted in the winter
half of the year by the oil price and the weakening world
economy, the ECB is likely to first wait and see. Only
when it becomes apparent in spring 2005 that growth in
the euro zone has become consolidated _ as predicted in
this forecast _ will the ECB indicate by raising interest
rates that it is keeping price stability in sight. This inter-
est rate increase will be in line with the Taylor interest
rate.

Outlook

The economic recovery is likely to proceed at much the
same pace as at present until the end of 2004. This is
suggested by early indicators such as incoming orders
and consumer confidence. Macroeconomic expansion is
also unlikely to accelerate over the course of 2005 (cf.
figure 2). On the one hand, domestic demand will
strengthen on trend as monetary policy remains expan-
sive and fiscal policy is by and large neutral. Gross fixed
capital formation, in particular, is likely to recover
because the earning prospects of enterprises will con-

tinue to improve as the rise in unit labour costs slows.
Moreover, the efforts of enterprises to consolidate their
budgets in recent years has created investment backlogs
in many companies, and these are gradually being
cleared. Private consumption, by contrast, is continuing
to expand only slowly. This is, on the one hand, because
real incomes are rising at only a very moderate pace, for
tax cuts are often offset by increased charges and contri-
bution rates. The other reason is that the consumer
uncertainty caused in some countries by economic and
social reforms is abating only gradually.

Export growth, on the other hand, will weaken. The
main cause will be the weakening growth in demand in
North America and in the Asian threshold countries,
while sales to Central and Eastern Europe and to the oil-
exporting countries will continue to increase at an
extremely brisk pace. Because imports will grow at
much the same rate as previously, foreign trade will con-
tribute less to the growth of the economy. Real GDP is
likely to expand by 2.0% in the euro zone in 2005, fol-
lowing an increase of 1.9% this year (cf. table 5).
Employment will rise only minimally and the unemploy-
ment rate will fall very slightly to 8.8%. Inflation will
ease over the later course of 2005 as the oil price slowly
decreases and the after-effects of the last oil-price thrust
wear off. The scope for price increases will generally
remain narrow for cyclical reasons. Consumer prices are
likely to be 1.9% higher on annual average than this
year.

Table 5

EMU Countries: Key Forecast Figures

2002 2003 2004 2005

Change (%) on the previous year

Real GDP 0.8 0.6 1.9 2.0

Private consumption 0.6 1.0 1.3 1.6

Government consumption 3.1 1.7 1.6 1.2

Gross fixed capital formation –2.7 –0.6 1.1 3.1

Domestic demand 0.3 1.2 1.4 1.9

Exports1 1.7 0.1 6.2 4.5

Imports1 0.3 2.1 5.0 4.3

External surplus/deficit2 0.6 –0.7 0.5 0.2

Consumer prices3 2.2 2.1 2.1 1.9

% of nominal GDP

Budget surplus/deficit4 –2.4 –2.7 –2.9 –2.7

Balance of payments 0.8 0.4 0.5 0.5

% of labour force

Unemployment rate5 8.4 8.9 8.9 8.7

1 Including intra-EMU trade. — 2 Contribution to growth. — 3 Harmonised index
of consumer prices (HICP). — 4 Total government surplus/deficit. — 5 Standard-
ised.
Sources: Eurostat; European Central Bank; Institutes’ calculations; 2004 and
2005: Institutes’ forecast.


