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Overview

The revival of the German economy consolidated itself
perceptibly in the first half of this year. Thus, the tena-
cious stagnation that had set in with the decline in
growth in 2000 has been overcome. However, the pace of
the recovery is slow compared with past upturns. The
growth impulses that have been received to date have
come exclusively from the external economy. They have
not yet spread to domestic demand, and the domestic
economy has now remained in a lull for an unusually
long period of time. In this sense, the German economy
is currently being drip-fed by the world economy.

The strength with which exports were boosted by
the global forces for growth in the first half of the year
was remarkable. While the world economy has strength-
ened considerably since last summer and world trade

has risen robustly, the growth of German exports _ occa-
sionally at rates of well over 10% _ is still surprising,
especially given that the euro has appreciated signifi-
cantly in the last two calendar years and that the conse-
quences are probably still being felt. No other large
country in the euro zone has a comparably dynamic
export trend. And in past phases of recovery, exports
have rarely played such a dominant role in growth as
today.

The recovery has not yet spread to the labour mar-
ket. While the number of employed has been slowly ris-
ing since the beginning of the year, the increase is
mainly a consequence of new labour market policy tools
such as 'mini-jobs' and 'Ich-AGs'. By contrast, the
number of employed subject to mandatory social insur-
ance has fallen further, and unemployment has
increased markedly. The number of vacancies is contin-
uing to fall.

Inflation has accelerated following the sharp price
increases for energy sources and other raw materials
and the recent increases in administered prices. How-
ever, there is no indication of inflationary risks. In par-
ticular, there is no evidence whatsoever that the oil-price
rise is having second-round effects. More frequent use of
company 'get-out clauses' and cuts in non-wage benefits
mean effective wage growth is low.

The Institutes expect that the boost received from
the export economy will weaken over the forecast period
because _ as explained in the first part of this report _

the global upswing will lose pace, especially in its pow-
erhouses China and the USA. The German export boom
is likely to weaken substantially as early as the second
half of 2004; this can also be seen in part as a normalisa-
tion process following the upheaval of the first half of
the year. At the same time, domestic demand will grow
haltingly, but it will not suffice to offset the reduction in
external demand. All in all, the economy will therefore

Assumptions underlying the forecast

This forecast is based on the following assumptions:
– The price of oil (Brent) will have fallen to US $ 37 per barrel by the end of 2005.
– World trade will expand by 9% this year and by 7.5% next year.
– The dollar/euro exchange rate will amount to US $ 1.22 over the forecast period. The German economy's price competi-

tiveness will improve slightly by the end of 2005.
– The European Central Bank will raise its main base rate by 25 basis points in spring 2005. Capital market rates will

increase slightly up to the end of 2005.
– Negotiated hourly wages will increase by 1.5% on overall average this year and by 1.8% next year.
– Fiscal policy makers will implement their resolutions aimed at budget consolidation. The additional austerity measures

considered by the German government with a view to avoiding a renewed violation of the deficit limit of 3% of nominal
GDP are not expected to be implemented.

– The 'Fourth Law on Modern Services on the Labour Market' (Hartz IV) will come into force as planned.

Box 1
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temporarily lose some pace in the second half of the
year.

Up to this point, the Institutes are in agreement as
regards the forecast. However, their opinions diverge
when it comes to the economic trend for next year. Most
of the Institutes expect growth to weaken to some extent
in the latter half of 2005.1 Export growth is likely to
become weaker than the trend, and domestic demand
will not expand at a strong enough rate to compensate
for the decline. The decisive factor here will be the weak
increase in private consumption. Consumption will
indeed liven up at the beginning of the year following
the implementation of the next phase of the tax reform
and thanks to the brighter prospects on the labour mar-
ket. However, the increase is likely to remain relatively
subdued over the further course of the year, because the
income expectations of private households will be rela-
tively gloomy, not least because of low medium-term
prospects for growth, while the continuing high energy
prices will also curtail consumption. Investment in
machinery will expand at a much more rapid pace, how-
ever. In addition to ongoing favourable sales prospects
abroad, another important factor is the improved profit-
ability situation as a result of low interest rates, low
wage increases and the successful consolidation efforts
of enterprises. By contrast, there is no end in sight to the
downswing in building investments over the forecast

period. All in all, the forecast of the majority of the Insti-
tutes predicts real GDP growth of 1.5%, following a
1.8% increase in 2004 (cf. table 1). The number of work-
ing days is unusually high in 2004, but will fall again in
2005. If the resulting effects on overall output are
excluded from the equation, then growth of 1.3% can be
expected in 2004, followed by growth of 1.7% in 2005.

All the Institutes agree that the development of the
crude oil price represents a major risk for the accuracy
of this forecast. The forecast hinges on the assumption
that prices will have fallen by the end of 2005 (cf. box 1).
However, significant deviations are possible in both
directions. Another risk factor is the USA's high current
account deficit. If this were to lead to a significant depre-
ciation of the US dollar, world growth would be curbed
and the price competitiveness of the German economy
would diminish; both of these developments would place
a strain on German exports.

Individual trends

Export motor to slow down

External demand has been providing a robust impetus
for the German economy since the middle of last year.
The pace of export growth has accelerated again,
increasing at an annual rate of 15.8% in the first half of
the year. The crucial factors behind the strong export

1  The DIW Berlin does not agree with the majority of the Institutes as
regards the forecast for next year. Cf. 'Another view', p. 389.

Table 1

Key Forecast Figures for Germany

2001 2002 2003 2004 2005

Gross domestic product1

change (%) on the previous year 0.8 0.1 –0.1 1.8 1.5

Western Germany2, 3 1.0 0.2 –0.1 1.8 1.5

Eastern Germany3 –0.2 0.1 0.2 1.4 1.5

Labour force4 (in 000s) 38 922 38 696 38 314 38 398 38 609

Unemployed (in 000s) 3 853 4 061 4 377 4 368 4 334

Unemployment rate5 (%) 9.0 9.5 10.3 10.2 10.1

Consumer prices6

change (%) on the previous year 2.0 1.4 1.1 1.6 1.5

Unit labour costs7

change (%) on the previous year 1.0 1.1 0.7 –1.3 –0.3

Public sector financial balance8

Euro billion –58.6 –77.5 –81.3 –82.9 –77.6

As % of nominal GDP –2.8 –3.7 –3.8 –3.8 –3.5

Balance of payments (euro billion) 1.7 45.7 48.1 85.0 95.0

1 At 1995 prices. — 2 Including Berlin. — 3 As at April 2004. — 4 Domestic. — 5 Unemployed as % of domestic labour force (place of residence concept). — 6 Consumer
price index (2000 = 100). — 7 Compensation of employees per employee created in the domestic economy as % of GDP at 1995 prices per member of labour force. —
8 National accounting definitions (ESNA 95).
Sources: Federal Statistical Office; Federal Labour Office; Federal States' Working Group on ESNA; German Bundesbank; 2004 and 2005: Institutes' forecast.
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momentum were the strength of the world economic
upturn and the accompanying acceleration of invest-
ment activity, which was well matched with the German
export economy's pattern of specialisation. Exports of
machines and motor vehicles expanded particularly
robustly. Exports to China and other East Asian coun-
tries exhibited the most substantial growth. The OPEC
countries also increased their purchases as a conse-

quence of higher income from oil sales (cf. table 3).
Exports to the USA, which were in decline last year
because of the appreciation of the euro, have recovered
since the beginning of the year (cf. figure 1). Measured
as a share of growth, however, demand from the euro
zone, which accounts for the largest share of exports,
was the most significant. The improved competitiveness
of German exporters as a consequence of the lower infla-

Revision of the Spring 2004 Forecast

As predicted in the Institutes' forecast of spring 2004, the
German economy has begun to revive (cf. table 2). Last
spring, the Institutes expected that real GDP would grow by
1.5% this year. Now they estimate the increase in national
output at 1.8%.
The upward correction of the forecast is based on the trend
for external trade. Exports expanded in the first half of the
year more dynamically than had been expected. While the
growth rate for imports also rose, the change in the external
balance of 1.6 percentage points still represents a much
larger contribution to economic growth than had been
expected in the spring (0.6 percentage points). However,

domestic demand grew more weakly than predicted in the
spring; the positive trend for exports failed to spread to the
domestic forces for growth. Private consumption only stag-
nated, not least because of the unexpectedly sharp rise in
energy prices; the decline in building investments was more
severe than expected in the first half of the year, and the
growth of investments in machinery and other equipment
was also less favourable than predicted.
The combination of these factors results in a 0.7 percent-
age-point reduction in domestic demand's contribution to
growth in the current forecast compared to the spring fore-
cast.

Table 2

Forecast and Deviations from Forecast for 2004
GDP expenditure at 1995 prices

Spring report Autumn report
Deviations from 

forecast for 2004
Estimated figures for 2004

Change (%) 
on the previous 

year

Contribution to 
growth in per-

centage points1

Change (%) 
on the previous 

year

Contribution to 
growth in per-

centage points1

Difference between 
contributions to growth 
in percentage points

(1) (2) (3) (4) (3) minus (1) (4) minus (2)

Domestic demand 1.0 1.0 0.3 0.2 –0.8 –0.7

Private consumption 0.4 0.2 0.0 0.0 –0.4 –0.2
Government consumption –0.4 –0.1 –0.1 0.0 0.3 0.1

Machinery and other equipment 3.2 0.3 –0.2 0.0 –3.4 –0.3

Construction 1.0 0.1 –1.7 –0.2 –2.7 –0.3
Change in stocks (euro billion) 1.5 0.4 –8.4 0.5 – 0.0

External balance (euro billion) 105.2 0.6 123.1 1.6 – 1.0
Exports 6.6 2.4 10.2 3.8 3.6 1.4

Imports 5.7 –1.8 6.7 –2.2 1.0 –0.4

Gross domestic product 1.5 1.5 1.8 1.8 0.3 0.3

Memo item:

GDP USA 4.7 – 4.4 –
GDP EMU countries 1.6 – 1.9 –

World trade 9.5 – 9.0 –

Consumer price index 1.3 – 1.6 –

1 Contributions of demand components to change in GDP (Lundberg components). A demand component's contribution to growth is given by the growth rate
weighted with the aggregate as a share of the previous year's GDP. Figures may not sum owing to rounding. GDP: change (%) on the previous year.
Sources: BEA; Eurostat; OECD; Federal Statistical Office; Institutes' calculations and forecast.
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tion rate in Germany was an important factor in this
respect.

Exports will expand at a much more moderate rate
than to date over the forecast period. The crucial factor
will be the slowdown in the pace of the world economic
upturn; this is also indicated by the decline in foreign
orders in manufacturing industry since the summer.
However, the general conditions will remain compara-
tively favourable, for the dampening effects of the previ-
ous appreciation of the euro will abate. The momentum
of demand, especially from the USA and East Asia, will
diminish. By contrast, demand from the euro zone is
likely to increase at the same robust pace, given that the
price competitiveness of German suppliers will continue
to improve. All in all, exports will rise significantly once
again. The year 2005 will see an annual average
increase of 5.9% following 10.2% this year (cf. figure 2).
Leaving the different number of working days out of the
equation, exports will increase by 6.2% in 2005, follow-
ing a 9.0% rise in 2004.

Imports of goods and services also expanded rapidly
in the first half of 2004 (cf. figure 3). In connection with
the strong export activity, more intermediate goods
were imported. Thus, the import content of German
exports has probably increased further; it now amounts
to over 40%.2 As domestic demand increases slightly
and export growth begins to flatten out, imports will
expand at a rate of 5.4% in 2005, following a 6.7% rate
of increase this year (5.6% in 2005 and 5.8% in 2004
adjusted for the working-day effect). Net exports will
thus contribute much less next year to the increase in
national output than this year.

Import prices have risen markedly since the begin-
ning of the year. The boom in commodity prices took
full effect because the euro was no longer appreciating
against the US dollar. Import prices will rise at a slower
rate over the forecast period, not least because the price
of oil will decline _ as assumed here _ and demand for
other raw materials will grow at a slightly lower pace
world wide. Prices for export goods will also rise as a
result of the higher prices for imported primary prod-
ucts, albeit not at the same rate as for imports; the terms
of trade will deteriorate again slightly (cf. table 4).

Restrained growth in machinery investments

There has been no change for the better so far as enter-
prises' investment in machinery and equipment is con-
cerned. The second half of 2003 brought only advanced
purchases linked to the modification of tax depreciation
rules at the beginning of this year. The robust export
growth has not yet triggered an upturn in investments,
because capacities have been underutilised and it would
have been unprofitable to expand them in view of the
weak sales prospects at home. Replacement needs were
also not strong enough to generate investment growth.

The continuing favourable general parameters sug-
gest that investment activity will recover over the fore-
cast period. As labour costs increase at only a weak rate,
not least because of relief obtained under the health
reform, and lending rates stay low, the earnings pros-
pects of enterprises will remain favourable, given that
their efforts to consolidate have shown success. The
revival in investments will initially be insubstantial,
however, because domestic sales prospects will improve
only slowly. This is indicated by the fact that overall
capacities are still underutilised and that domestic

2  Cf. Federal Statistical Office: 'Volkswirtschaftliche Gesamtrechnun-
gen (Input-Output-Rechnung), Importabhängigkeit der deutschen
Exporte 1991, 1995, 2000 und 2002'. Wiesbaden 2004.

Table 3

German Exports by Region
Nominal exports (special trade)

Country group
2002 2003 1st half 2004

Euro billion Share (%) % of GDP1 Euro billion Share (%) % of GDP1 Euro billion Share (%) % of GDP1

EU-25 408.3 59.6 19.4 423.7 60.7 19.9 232.4 60.5 21.7

of which: new EU countries2 53.5 7.8 2.5 56.5 8.1 2.7 31.2 8.1 2.9

NAFTA3 79.3 11.6 3.8 71.7 10.3 3.4 36.1 9.4 3.4

East Asia4 52.4 7.6 2.5 54.5 7.8 2.6 30.6 8.0 2.9

of which: China 14.6 2.1 0.7 18.2 2.6 0.9 10.9 2.8 1.0

Others 145.5 21.2 6.9 148.1 21.2 7.0 85.2 22.2 8.0

Total 685.4 100.0 32.5 698.0 100.0 32.8 384.3 100.0 35.9

1 As % of nominal GDP. — 2 Poland, Hungary, Czech Republic, Slovakia, Slowenia, Estonia, Latvia, Lithuania, Malta, Cyprus. — 3 USA, Canada, Mexico. — 4 Japan, China,
Hong Kong, Taiwan, Singapore, Thailand, Indonesia, Malaysia, Philippines, South Korea.
Sources: Federal Statistical Office; Institutes' calculations.
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Figure 1

German Exports by Country and Region
Special trade; seasonally adjusted quarterly values in euro billion

1 Poland, Hungary, Czech Republic, Slovakia, Slovenia, Estonia, Latvia, Lithuania, Malta, Cyprus. — 2 Algeria, Libya, Nigeria, Venezuela, Iraq, Iran, Saudi Arabia, Kuwait,
Qatar, United Arab Emirates, Indonesia.
Sources: Federal Statistical Office; Institutes' calculations.
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orders in the investment goods industry are still on a
rather weak trajectory. In addition, the business expec-
tations of enterprises have become much gloomier again
in the context of the high oil price. It can also be
assumed that enterprises will still be eager to consoli-
date and will prefer to use some of their profits for debt
redemption rather than for financing investments. Over
the course of next year, the gradual revival of the
domestic economy and the persisting very robust
growth in external demand will, however, increasingly
foster expansion investments so that machinery invest-
ments will then grow discernibly. Investments in other
equipment will expand somewhat more robustly than in
past years because a backlog in demand has built up in
this area, especially for software. All in all, investments
in machinery and other equipment are likely to decline
again slightly this year (cf. figure 4) before rising next
year by 4.2% (4.5% when adjusted for the working-day
effect, following a decline of 1.5% in 2004).

Only slightly improved prospects for 
private consumption

Private consumption stagnated in the first half of 2004.
While, at 2.3% (annualised rate), the disposable income
of private households increased relatively robustly, not

least because of the reduction of the burden on earned
income through cuts in taxes and social security contri-
butions. However, this was contrasted by substantial
losses in purchasing power, in particular as a result of
higher prices for energy and health-related services. In
addition, the savings ratio has increased again slightly.

Demand by private households will increase only
marginally over the forecast period because the growth
in disposable income will be insubstantial. At 1.3%, and
as a result of the growth in employment, gross wages
and salaries will expand at a much more rapid pace in
2005 than this year (0.3%). Net wages and salaries will
not, however, increase any more rapidly than previously
(1.8%). While the beginning of 2005 will bring more tax
cuts and the average contribution rate to statutory
health insurance will continue to fall, individuals with-
out children will be subject to a surcharge of 0.25 of a
percentage point for nursing-care insurance. In addition,
from the middle of the year onwards, dentures and sick-
ness benefit will be financed exclusively by the mem-
bers of the statutory health insurance funds; a special
contribution equal to 0.9% of gross wages will be intro-
duced to this end. At the same time, the contribution
rates to statutory health insurance will be scaled back
by the same amount and so, on balance, the additional
burden on employees will amount to 0.45 percentage
points.

Figure 2

Real Exports
Adjusted for seasonal fluctuations and working days

1 Change (%) on the previous quarter, annualised rate (right-hand scale). — 2 Fig-
ures: change (%) on the previous year.
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004
onwards: Institutes' forecast.
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Figure 3

Real Imports
Adjusted for seasonal fluctuations and working days

1 Change (%) on the previous quarter, annualised rate (right-hand scale). — 2 Fig-
ures: change (%) on the previous year.
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004
onwards: Institutes' forecast.
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The growth of transfer income will be characterised
by reductions in government benefits and by higher
contribution rates. Pensioners have already been paying
the full contribution to nursing-care insurance since
April of this year and, in contrast to previous years, pen-
sions were not increased in the summer.3 The intention
is to align old-age pensions with wage growth once
again next year, when the pension adjustment formula
will take account of a 'sustainability factor' for the first
time. However, because pensioners are now also subject
to the additional contribution for dentures and sickness
benefit, the pension sums paid out are likely to decline to
some degree. Moreover, the newly introduced Unem-
ployment Benefit II will lead to benefit cuts.

When the expected stronger increase in income from
earnings and property is taken into consideration in the
calculation, disposable income can be expected to
expand by 2.3% in 2005. Given an inflation rate of 1.5%,
the room for manoeuvre of private households to
increase their real spending will amount to less than
1%. The savings ratio is likely to remain practically
unchanged. While the next phase of the income-tax
reform will mainly bring relief to those households that

have a high savings ratio, the gradual return to
improved job security is likely to be an incentive for
higher spending. All in all, real private consumption will
expand at a rate of almost 0.8% in 2005 (cf. figure 6), fol-
lowing stagnation this year; when adjusted for the
working-day effect, the increase amounts to 1% in 2005,
following a decline of 0.4% this year.

Moderate inflation despite higher energy prices

The inflation rate has increased again thus far since the
beginning of the year, from around 1% to almost 2% on
the most recent figures. This is a consequence of various
special factors. Administered prices were raised sharply
in the first quarter of the year. Higher supplementary
charges in the health system and the increase in tobacco
tax in March together exerted an upward effect of
around 0.7% on prices. In addition, the increase in crude
oil prices took full effect, given that it was no longer
dampened by the euro's appreciation as it had been last
year. The price of crude oil increased by more than a
third, which led to price increases of around 15% for
heating oil and fuels. Without these special factors, the
price increase in recent months would have amounted to
only 1%.

3  If the old law were still in force, the adjustment of pensions in west-
ern Germany would actually have been negative.

Table 4

Foreign Trade Indicators1

2000 2001 2002 2003 2004 2005

Change (%) on the previous year

Real exports2 13.5 5.7 4.1 1.8 10.2 5.9

Goods 13.5 5.4 3.2 2.6 11.3 5.9

Services 13.4 8.0 10.2 –3.0 2.5 5.7

Real imports2 10.6 1.0 –1.6 4.0 6.7 5.4

Goods 11.1 –0.2 –1.5 5.8 7.8 5.4

Services 8.7 5.7 –1.9 –2.7 2.3 5.2

Prices

Exports 3.0 0.9 0.1 –0.8 0.2 1.7

Imports 7.4 0.8 –1.7 –2.4 0.4 2.0

Terms of trade –4.1 0.1 1.9 1.6 –0.2 –0.3

Euro billion

Memo item:

Real net 
exports2 33.2 64.5 103.1 91.5 123.1 134.0

Nominal
net exports 8.0 41.2 94.8 92.2 123.8 134.5

Balance of 
payments3 –27.9 1.7 45.7 48.1 85.0 95.0

1 National accounting definitions (ESNA 95). — 2 At 1995 prices. — 3 Balance of
payments statistics definitions.
Sources: Federal Statistical Office; German Bundesbank; Institutes' calculations;
2004 and 2005: Institutes' forecast.

Figure 4

Real Investment
in Machinery and Other Equipment
Adjusted for seasonal fluctuations and working days

1 Change (%) on the previous quarter, annualised rate (right-hand scale). — 2 Fig-
ures: change (%) on the previous year.
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004
onwards: Institutes' forecast.
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This basically moderate inflation trend is the result
of high competitive pressure and low increases in labour
costs. Inflationary impulses from this quarter also
remain unlikely during the forecast period. This is not
the case for energy prices, however. The prices of oil and
other commodities are likely to remain entrenched at a
much higher level than in the past, even if they decline
to some extent, as predicted in this forecast. Above all,
however, the increase in oil prices will eventually be fol-
lowed by an alignment of gas and electricity prices;
moreover, the higher energy costs will also be passed
on, at least in part, in other areas, such as the transpor-
tation sector. Furthermore, further increases are planned
for the tobacco tax at the end of this year and again in
September 2005. The inflation rate will therefore decline
only slightly over the coming months. All in all, the
annual average inflation rate can be expected to amount
to 1.6% this year and to 1.5% in 2005.

Moderate output growth

Macroeconomic output rose over the course of the first
half of 2004 at a much higher annual rate _ 1.8%4 _ than
over the preceding six months (1.2%). The main factor
behind the acceleration was the extremely lively exter-
nal demand, especially in the area of investment and
intermediate goods, which provided a robust boost for
industrial output. By contrast, the sustained weakness
of the domestic forces for growth resulted in only a
small increase in value added in trade and in the private
service sector. In addition, building output declined once
again. The expansion of national output will continue

over the further course of this year, albeit at a weakened
pace (cf. figure 7). On annual average, 2004 will see an
increase in GDP of 1.8% (cf. figure 8). Around 0.5 per-
centage points of this will be due, however, to the unusu-
ally high number of working days, so that the cyclically
determined growth rate will amount to 1.3%.

Following a period of acceleration at the beginning
of the year, the pace of growth is now slowing down to
some extent. The rise in industrial output is easing off
as the impetus from abroad weakens. The slight
strengthening of impulses from the domestic economy is
not likely to compensate for this loss in momentum.
Building activity will continue to decline. Output can be
expected to rise in the tertiary sector, by contrast,
because demand for consumer-oriented services will
liven up to some degree. All in all, GDP will rise by
1.5% in 2005. Because of the unusually small number of
working days next year, however, the increase will
amount to 1.7% when the figures are adjusted for the
working-day effect.

The economic recovery has not yet spread this year
to the economy in the eastern German states (not includ-
ing Berlin). Overall output stagnated in this part of the
country in the first six months of this year, partly
because the eastern German economy depends less on
exports for growth; nonetheless, eastern Germany still
saw an increase of 1.5% on the previous year. Gross

4  Increase in real GDP from the fourth quarter of 2003 to the second
quarter of 2004, annualised rate.

Table 5

Real Investment in Construction1

2003 2002 2003 2004 2005

% 
Share

Change (%) on the previous year

Residential buildings 57.6 –6.0 –2.7 0.5 0.0

Nonresidential buildings 42.4 –5.6 –4.0 –4.7 –1.9

Commercial construction 29.7 –7.0 –1.0 –3.8 –2.2

Public-sector construction 12.6 –2.5 –10.4 –6.7 –1.2

Investment in construction 100.0 –5.8 –3.2 –1.7 –0.8

1 At 1995 prices.
Sources: Federal Statistical Office; Institutes' calculations; 2004 and 2005: Insti-
tutes' forecast.

Figure 5

Real Investment in Construction
Adjusted for seasonal fluctuations and working days

1 Change (%) on the previous quarter, annualised rate (right-hand scale). — 2 Fig-
ures: change (%) on the previous year.
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004
onwards: Institutes' forecast.
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value added in manufacturing industry rose during the
first half of the year _ in the slipstream of the general
economic revival _ and the increase of 9.6% on the same
period the previous year was actually twice as high as in
western Germany. However, this growth was offset by
the lull in consumption _ which especially compromised
value added in trade _ and by the loss of value added in
the public sector as a consequence of sustained person-
nel cuts in the Land and local authorities. In addition,
the construction industry suffered renewed harsh set-
backs; special effects generated by the flood-damage
repairs and some early spending due to the impending
reduction of the subsidy for owner-occupied housing
construction only served to halt the decline in building
output temporarily.

GDP in eastern Germany is likely to increase by
1.4% on annual average in 2004, and thus at a some-
what slower pace than in western Germany. Next year,
the two regions will expand at the same rate.

Only hesitant improvement on the labour market

The economic recovery has not yet improved the situa-
tion on the labour market. This is evidenced particularly
clearly by the data concerning workers subject to man-
datory social security contributions. Their number is
still in decline on the latest figures, although the pace of

decline has slowed over the course of this year. While
the overall number of employed has risen again since
the beginning of this year _ by 95 000 up to July _ for the
first time in three years (cf. figure 9), the increase is first
and foremost the result of the new design of labour mar-
ket policy (cf. table 7). Thus, the number of self-
employed increased over the same period by almost
70 000 due to the foundation of Ich-AGs, while the
number of mini-jobs,5 which had already increased
sharply last year, rose again by an estimated figure of
over 200 000. In the absence of the new labour market
policy instruments, the number of employed would have
fallen further this year. The new orientation of labour
market policy has probably aggravated the erosion of
employment subject to mandatory social insurance.
Thus, some workers are no longer subject to mandatory
social insurance contributions simply because the earn-
ings limit of 325 euro has been increased to 400 euro.
Moreover, the increased attractiveness of mini-jobs has
probably encouraged the subdivision of insured jobs
into several mini-jobs.

The failure by and large of the economic recovery to
leave its mark on the labour market is also evidenced by
the number of unemployed. This figure _ following a
substantial, purely statistical reduction at the beginning
of the year6 _ continued to rise robustly (to almost
180 000 in September _ seasonally adjusted figure)

Figure 6

Real Private Consumer Spending1

Adjusted for seasonal fluctuations and working days

1 Including private non-profit organisations. — 2 Change (%) on the previous quarter,
annualised rate (right-hand scale). — 3 Figures: change (%) on the previous year.
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004
onwards: Institutes' forecast.
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Table 6

Contribution of Demand Components
to Increase in GDP1

In percentage points

2003 2004 2005

Consumer spending 0.0 0.0 0.5

Private households2 0.0 0.0 0.5

Government 0.0 0.0 0.0

Fixed capital formation –0.4 –0.2 0.3

Machinery and other equipment –0.1 0.0 0.4

Construction –0.4 –0.2 –0.1

Change in stocks 0.9 0.5 0.2

Domestic demand 0.5 0.2 0.9

External surplus/deficit –0.6 1.6 0.5

Exports 0.7 3.8 2.4

Imports –1.3 –2.2 –1.8

GDP3 –0.1 1.8 1.5

1 Cf. table 2 for definition. At 1995 prices; figures may not sum due to rounding. —
2 Including private non-profit organisations. — 3 Change (%) on the previous year.
Sources: Federal Statistical Office; 2004 and 2005: Institutes' forecast.
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despite more frequent utilisation of the new labour mar-
ket policy instruments. This suggests that the new mini-
jobs, especially, were mainly taken up by people who
had not previously been registered as unemployed, such
as school pupils, students, housewives and pensioners,
or that the average weekly working time remains under
15 hours and that these workers are therefore still
counted as unemployed.

As growth continues to liven up, employment pros-
pects will gradually brighten. In view of the moderate
pace of growth expected by the majority of the Insti-
tutes, a rapid and profound improvement of the labour
market situation is unlikely over the forecast period.
Nonetheless, the decline in insured employment is likely
to come to a halt over the latter course of 2005 and the
number of unemployed can be expected to fall for cycli-
cal reasons. The actual labour market trend is still sub-
stantially eclipsed by the impact of labour market pol-
icy. While the measures implemented to date (Hartz I
and II) will continue to boost employment, their influ-
ence will weaken in the coming year. This applies in
particular to aid for new business start-ups. Thus, the

6  Participants in aptitude-assessment and training measures are no
longer counted as unemployed since the beginning of the year. In Janu-
ary they amounted to over 95 000.

Figure 7

GDP, Domestic Demand and Net Exports
Adjusted for seasonal fluctuations and working days

1 Change (%) on the previous year. — 2 Difference between real net exports in current quarter and equivalent quarter one year previously as % of real GDP in equivalent quar-
ter one year previously (contribution to growth).
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004 onwards: Institutes' forecast.
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number of Ich-AGs, for example, is unlikely to increase
to any great extent next year. The reasons will be, on
the one hand, stricter requirements, under which a via-
ble business concept must now be submitted; on the
other, the number of those who abandon the venture is
likely to increase sharply because the amount of aid pro-
vided is lower in the second year while the social secu-
rity contributions remain the same. It is very difficult to
predict the impact of Hartz IV because the database is
still inadequate. The Institutes expect that the effects on

the primary labour market will remain minor over the
forecast period.

All in all, the number of employed is likely to
increase further over the forecast period, especially in
the low-wage and part-time sectors. It will increase by
over 80 000 in 2004, as against a 200 000 increase in
2005 _ without taking the effects of Hartz IV into
account. The volume of labour will rise by 0.5% in 2004
(cf. figure 10). This increase will be mainly a result of
the higher number of working days.

Figure 9

Persons in Employment and Unemployed
Seasonally adjusted1

1 On the basis of X-12-ARIMA.
Sources: Federal Statistical Office; Federal Labour Office; DIW Berlin calculations.
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There will be a change for the better as regards
unemployment over the forecast period as the economic
recovery continues. The decline in the number of unem-
ployed will, however, remain much weaker than the
increase in employment, if only because mini-jobs will
still largely be occupied by members of the hidden
reserve. While at 4.37 million the number of unemployed
will be lower on average in 2004 than last year, this will
only be a consequence of the new statistical definition;
the old definition would have shown an increase of

around 90 000. The number of unemployed _ not taking
the effects of Hartz IV into account _ is likely to decrease
by around 35 000.

Fiscal policy fails to meet deficit target

Despite the economic recovery, the government's finan-
cial situation has not improved in 2004. At almost 83 bil-
lion euro, the deficit is actually likely to be somewhat
higher than in 2003, despite the stagnation in expendi-

Table 7

Labour Market Data
Annual averages in 000s

2000 2001 2002 2003 2004 2005

Germany

Employment (domestic concept)1 38 681 38 863 38 642 38 265 38 344 38 549

Employees 34 680 34 786 34 545 34 096 34 054 34 209

Self-employed 4 001 4 077 4 097 4 169 4 290 4 340

Net commuters 67 59 54 49 54 60

Employment (national concept) 38 748 38 922 38 696 38 314 38 398 38 609

Unemployed1 3 890 3 853 4 061 4 377 4 368 4 334

Unemployment rate2 9.1 9.0 9.5 10.3 10.2 10.1

Unemployed (ILO)3 3 065 3 109 3 438 3 838 3 913 3 901

Unemployment rate (ILO)4 7.3 7.4 8.2 9.1 9.3 9 ,2

Active labour market policy

Short-time working 86 123 207 195 135 100

Job-creation schemes 313 243 192 142 140 140

New labour market policy instruments5 – – – 62 218 275

Full-time further vocational training 324 315 300 224 170 180

West Germany6

Employment (domestic concept)1, 7 30 916 31 145 31 047 30 750 30 849 31 034

Unemployed 2 381 2 321 2 498 2 753 2 768 2 744

Unemployment rate2 7.2 6.9 7.4 8.2 8.2 8.1

Active labour market policy

Short-time working 59 94 162 160 110 85

Job-creation schemes 70 53 42 30 45 45

Full-time further vocational training 177 169 162 129 95 90

East Germany6

Employment (domestic concept)1, 7 7 765 7 718 7 595 7 515 7 495 7 515

Unemployed1 1 509 1 532 1 563 1 624 1 600 1 590

Unemployment rate2 16.3 16.6 17.1 17.8 17.6 17.5

Active labour market policy

Short-time working 27 29 45 35 25 15

Job-creation schemes 244 190 150 111 95 95

Full-time further vocational training 148 146 138 95 75 90

1 The effects of the merger as of 1 January 2005 of unemployment assistance and social assistance for beneficiaries who are fit for work are not taken into consideration in
these labour market figures. — 2 Unemployed (national concept) as % of domestic labour force (employed plus unemployed). — 3 ILO definition. — 4 Unemployed (ILO def-
inition) as % of domestic labour force (employed plus unemployed). — 5 'Capital for Work', 'Ich-AG', Personal Service Agencies, special scheme for the long-term unem-
ployed, 'Jump Plus'. — 6 West Germany: old Länder excluding Berlin; East Germany: new Länder including Berlin. — 7 Institutes' estimate based on the results for the
individual Länder of the 'Labour Force Estimations' of February/March 2004.
Sources: Federal Statistical Institute; Federal Labour Office; joint federal and state government working group 'Labour Force Estimations'; 2004 and 2005: Institutes' forecast.
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ture. At 3.8% of nominal GDP, the deficit limit laid
down in the Stability and Growth Pact will once again
be substantially exceeded (cf. table 8). In addition to the
income tax cuts of 15 billion euro that came into force at
the beginning of the year and led to a perceptible decline
in the burden of contributions, the high deficit will also
be caused by the fact that budget consolidation is taking
longer to achieve than promised by the government.

Spending will stagnate this year as a consequence of
the efforts to consolidate the budget. Moderate wage
increases, reduced holiday and Christmas bonuses and a
further decrease in the number of public-sector employ-
ees will lead to a decline in personnel spending. Social
benefits in kind will also shrink as a result of the health
reform, while intermediate purchases will expand only
slightly. The expansion of monetary social benefits will
be limited by the fact that pensions have not been raised
and that pensioners have been paying the full contribu-
tion to nursing-care insurance since April. In addition,
the strain on the public budgets will be reduced by cut-
backs in subsidies and the transfer of assets. Moreover,
as outlined above, further reductions can be expected in
government investment. Interest spending, by contrast,
will rise perceptibly as a result of high borrowing the
previous year, although old high-interest debts will be
replaced by new low-interest loans.

Up to now, the economic recovery has failed to

increase tax revenue to any great extent. Trade tax and
corporation tax have increased significantly thanks to
rising enterprise profits (this is also due in no small part
to legal amendments, however),7 but the revenue from
the most important taxes (wage tax and turnover tax) is
not being substantially affected by the economic recov-
ery. The recovery has not yet spread to the labour mar-
ket; moreover, it is based on exports, which are not sub-
ject to turnover tax. Revenue from mineral-oil tax will
decline because the high price of petrol will induce car
drivers to economise. Revenue from tobacco tax will
stagnate at best, although the tax rate was raised on
1 March 2004 and a further increase is planned for
1 December 2004. The revenue from the tax amnesty is
also likely to be much lower than originally expected by
the federal government; the Institutes estimate that it
will amount to only 1.5 billion euro (cf. table 9). All in all,
tax revenue will increase only by an estimated 0.4% this
year.

Social security contributions are also unlikely to
increase to any great extent. While the slight increase in
gross wages and salaries and the higher taxes paid by

Table 8

Selected Fiscal Policy Indicators,1 1991 to 2004

Government receipts2 Government expenditure2

Financial
balance

Memo item: 
interest/tax 

ratio2Total

Of which:

Total

Of which:

Taxes
Social

insurance 
contributions

Interest 
spending

Gross
investment

1991 44.1 22.4 17.2 47.1 2.8 2.7 –2.9 12.6
1992 45.5 22.8 17.6 48.1 3.3 2.9 –2.6 14.3

1993 46.2 22.9 18.2 49.3 3.3 2.8 –3.1 14.6

1994 46.6 22.9 18.6 49.0 3.3 2.7 –2.4 14.6
19953 46.0 22.5 18.8 49.3 3.7 2.3 –3.3 16.3

1996 46.9 22.9 19.4 50.3 3.7 2.1 –3.4 16.0

1997 46.6 22.6 19.7 49.3 3.6 1.9 –2.7 16.1
1998 46.6 23.1 19.3 48.8 3.6 1.9 –2.2 15.6

1999 47.3 24.2 19.0 48.7 3.5 1.9 –1.5 14.4

20004 47.1 24.6 18.6 48.2 3.4 1.8 –1.2 13.7
2001 45.5 23.0 18.5 48.3 3.3 1.8 –2.8 14.2

2002 45.1 22.7 18.5 48.7 3.1 1.7 –3.7 13.8

2003 45.0 22.6 18.6 48.8 3.1 1.5 –3.8 13.8
2004 43.8 22.1 18.1 47.5 3.1 1.4 –3.8 14.1

2005 43.2 21.8 17.8 46.7 3.1 1.3 –3.5 14.4

1 On national accounting definitions. — 2 Government interest spending as % of tax revenue. — 3 Excluding asset transfers linked to the assumption of the debts of the Treu-
handanstalt (privatisation agency) and the housing sector of the former GDR (–119.4 billion euro). — 4 Excluding receipts from the sale of UMTS licences (50.8 billion euro).
Sources: Federal Statistical Office; Institutes' calculations; 2004 and 2005: Institutes' forecast.

7  For example, there is now a moratorium on corporation tax under
which enterprises' tax credits cannot be paid out for a period of three
years. In addition, losses can now only be carried forward against
60% of the total earnings in the year following the tax-loss years.
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pensioners on their benefits will raise revenue, the
increase will be offset by lower income from the slight
reduction in contribution rates to health insurance over
the course of the year. Sharp losses can be expected in
income from assets because the Bundesbank has trans-
ferred only insubstantial profits this year. All in all, gov-
ernment revenue will shrink by an estimated 0.2% this
year.

Income tax rates will be reduced again on 1 January
2005; in addition, tax revenue will be reduced by the
gradual transition to deferred taxation of old age pen-
sions. Additional revenue will be obtained, however,
from the abolition of tax concessions and the increase in
tobacco tax. All in all, tax revenue can be expected to
rise next year by no more than 1%, however. Revenue
from corporate and trade tax will rise sharply again,
while that from turnover tax will probably rise more
slowly than nominal domestic demand. Income from
wage tax is likely to fall again. Social security contribu-
tions will probably increase by only 1% because of the
moderate rate of income and employment growth, and
also given that legal amendments will reduce income on
balance. The loss in receipts following the lowering of
contribution rates to statutory health insurance will be
offset to some extent by increased revenue resulting
from the introduction of an additional contribution to
nursing-care insurance for individuals without children.

Other government receipts will increase perceptibly
because the Bundesbank is likely to transfer slightly
higher profits to the federal budget and because the
autobahn toll for goods vehicles will generate revenue
for the first time. All in all, revenue is likely to increase
by 1.2% in 2005. The substantial earnings from privati-
sation planned by the federal government with a view to
presenting a constitutional budget in 2005 are not
classed as revenue but as restructuring of assets under
national accounting definitions.

Government spending is likely to increase by only
0.6% in 2005. This estimate is based on the assumption
that public-sector wage increases will be minimal, that
holiday and Christmas bonuses will be cut back and
that there will be further personnel reductions, so that
public-sector personnel spending will stagnate. The
health reform will have a weaker effect on social bene-
fits in kind than this year, and so the increase is esti-
mated at 1.7%. Subsidies will be further reduced. The
decline in public investment spending is likely to
weaken because income from trade tax will rise sharply,
which will mitigate the financial difficulties of the local
authorities. Interest spending, by contrast, will increase
sharply because of the high level of new borrowing,
especially given that the positive effect on savings will

Figure 10

Hours Worked1 and Domestic Employment2

1 Adjusted for seasonal fluctuations and working days. — 2 Adjusted for seasonal
fluctuations.
Sources: Institute for Employment Research; Federal Statistical Office; German Bun-
desbank; Institutes' calculations; from 3rd quarter 2004 onwards: Institutes' forecast.
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Table 9

Effects of Discretionary Measures on Taxes, 
Social Security Contributions and 
Government Spending1

Increase (+) and decrease (–) in the tax burden for households 
in billion euro compared with 2004

2005

Third phase of tax reform –6.5
Abolition of tax concessions2 4.0

Increase in tobacco tax 1.0

Reform of trade tax 0.3
Pension Income Act –1.0

Law on intensifying efforts to combat illicit employment 0.8

Reduction of average contribution rate to statutory health 
insurance by 0.25 percentage points –2.5

Introduction of sustainability factor in pension adjustment 
formula 0.5

Burden on pensioners due to full contribution rate for 
nursing-care insurance 0.4

Higher contribution rate to nursing-care insurance for 
persons without children 0.7

Hartz IV 0.8

Toll on goods vehicles 1.7

Total 0.2

1 Not including macroeconomic effects.. — 2 Measures to broaden the tax base
(Supplementary Budget Act 2004, Koch-Steinbrück proposals on abolishing sub-
sidies, Tax Amendment Act 2003; implementation of government protocol decla-
ration on conciliation procedure regarding Tax Benefits Reduction Act, Tax
Benefits Reduction Act 2003, etc.).
Sources: Federal Ministry of Finance; Federal Ministry of Economics and Labour;
Federal Ministry of Health and Social Security; Institutes' calculations.
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be diminished by refinancing of old debts.
Savings can be expected from the merger of unem-

ployment assistance and social assistance for beneficiar-
ies who are fit for work. The reduced spending will
probably be due partly to tighter regulations regarding
the suitability of employment and partly to stricter
checks on indigence. The savings will be offset by
higher spending due to planned personnel increases in
order to improve the care given to recipients of Unem-
ployment Benefit II. On balance, the Institutes expect
savings of almost 1 billion euro.

All in all, the government budget deficit will be
reduced next year to just under 78 billion euro or 3.5%
of GDP. The deficit limit stipulated in the Stability and
Growth Pact will thus be exceeded for the fourth time in
a row. At the same time, the burden of taxes and social
security contributions will be further reduced.

Fiscal policy is likely to be slightly restrictive both
this year and next year. The decrease in the burden
resulting from discretionary measures and from savings
in the implementation of the budget is likely to amount
to 0.33% of nominal GDP in both years. Thus, the gov-
ernment's promises to the European Commission will
not be maintained.

Another view

The DIW Berlin predicts a 2.0% rise in GDP next year
(cf. figure 11). In other words, it does not agree with the
view of the majority of the Institutes that the economy
will flatten out again in 2005, rather believing that it will
accelerate slightly over the course of the year. Contrary
to the majority of the Institutes, the DIW Berlin expects
to see ongoing robust export growth, despite the slight
weakening of the world economy. The contribution to
growth will still amount to a surprising 0.9 percentage
points in 2005, following the 1.6 percentage points this
year predicted by all the Institutes.

The main factors behind the DIW Berlin's divergent
forecast are the further revival of the economy in the
euro zone, which is Germany's most important sales
market, and a somewhat stronger improvement in the
price competitiveness of the German economy on world
markets. External impulses will spread in particular to
investment activity in 2005. Investments will accelerate
more dynamically over the course of the year than pre-
dicted by the majority of the Institutes because of the
better sales prospects on world markets coupled with
the continued favourable financing conditions.

Private consumption, by contrast, will remain weak
because of the range of burdens resulting from the vari-
ous reforms and the extremely low level of wage

growth, and _ despite the perceptible increase in profit
income _ will recover only very slightly over the course
of the year as employment shows a more favourable
trend. The DIW Berlin forecasts that the contribution to
growth by domestic demand will amount to 1.1 percent-
age points. Contrary to the opinion of the majority of the
Institutes, the DIW Berlin believes that domestic
demand will more than suffice to compensate for the
minor loss of pace caused by the slight slowdown in the
external economy.

The higher rate of overall growth will reduce the
budget deficit only slightly, and the deficit ratio will
amount to 3.3%. Tax revenue will be only slightly
higher than predicted by the majority of the Institutes
because the increased growth will be borne mainly by
exports and machinery investments, which are not sub-
ject to turnover tax. All in all, the DIW Berlin expects
the German economy to pull out of the lull slowly and to
then gain pace over the course of 2005.

Figure 11

The DIW Berlin's Minority Forecast
Real GDP; adjusted for seasonal fluctuations and working days

1 Change (%) on the previous quarter, annualised rate (right-hand scale). — 2 Fig-
ures: change (%) in original figures compared with the previous year.
Sources: Federal Statistical Office; Institutes' calculations; from 3rd quarter 2004
onwards: DIW Berlin forecast.
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Economic Policy8

The German economy grew at an annualised rate of
about 2% in the first half of 2004, i.e. faster than at any
time since 2000. It was stimulated by extremely brisk
demand from abroad, while domestic demand made no
contribution to the recovery. The domestic economy is
expected to gain momentum during this prognosis
period; in particular, investment in equipment should
now gradually pick up. However, in the estimate of the
majority of the Institutes the increase will remain mod-
erate, and it will not be sufficient to compensate for the
effects of the slower growth in exports. Growth in real
GDP in 2005 is expected to be 1.5%, slightly lower than
in this year (1.8%), and it will decline slightly in the
course of the year. If the working-days effect is taken
into account the annualised rate will be slightly higher
than this year.

If this estimate is correct, 2005 will certainly not be a
bad year for the economy. The forecast rate is only
slightly above the average growth rate for the past ten
years, so that this prognosis again reveals the weak
growth in the German economy that has been described
so often in past diagnoses (see Note, below).

Hence, it would not be right to react to the sluggish-
ness in the domestic economy with state programmes to
stimulate demand. Firstly, that would drive up public
indebtedness, place a higher burden on future genera-
tions and _ as interest rates are more likely to rise again
in future _ further limit the scope for fiscal policy. Sec-
ondly, experience has shown that programmes of this
kind cannot initiate a self-sustaining upswing.

This is also evident from the most recent develop-
ment. The powerful expansion of the world economy is
working on the German economy like a huge demand
programme. Foreign trade and payments are expected
to rise by a good 30 billion euros in 2004 _ and no state
programme could produce a sum of this magnitude.
Although monetary policy has also been expansive and
fiscal policy has not had a constraining effect, this 'pro-
gramme' has not revived domestic demand. With the
world economy slowing down again only a moderate
rise in domestic demand is expected for this prognosis
period.

Instead of relying on cyclical programmes economic
policy must make every effect to strengthen the forces of
growth. With Agenda 2010, and especially with the
labour market and social security reforms now decided,
the Federal Government has set the right signals. How-
ever, rapid success is not to be expected from these
reforms, as their full effect will only develop gradually.
In the introductory phase some measures, such as the

reforms to the health system, can in fact put a strain on
incomes. It would be wrong to conclude from the only
slight success apparent so far that the measures taken
are ineffective and that it would be better to refrain from
undertaking further reforms.

Initial effects of the reforms are now evident in the
number in employment, which has risen by about 95 000
persons since the first quarter of 2003. However, this has
not so far been greatly reflected in the volume of work,
and this reveals a number of weaknesses in the reform
process which require further action.

Firstly, it has evidently not been possible to inte-
grate any notable number of the long-term unemployed
into the first labour market and so eliminate the hystere-
sis on the labour market that is so costly for society as a
whole. How far implementing Hartz IV will ease this sit-
uation remains to be seen. It is not yet clear whether the
Job Centres will be able to perform the task intended for
them.

Secondly, the labour market reforms have so far
been at the expense of revenue to the social insurance
institutes. Ultimately they have created further subsidi-
sation, since the mini-job segment of the labour market,
that is growing at an extremely rapid rate and where
very little tax and few social insurance contributions are
paid, is in fact subsidised employment. As is only to be
expected with subsidies, this is creating considerable
problems. Most of the people who have obtained mini-
jobs have come from the hidden reserve, while the
number of unemployed has actually risen further. On
principle, activating the hidden reserve can certainly
release reserves of growth in an economy, but in this
case the development in both the volume of work and in
employment on which social insurance contributions are
payable suggests that subsidised jobs have displaced
'regular' full-time jobs. The first labour market needs to
be moved back into the main focus of economic policy. If
that does not happen there is a great danger that the
state will be subsidising jobs permanently in growing
segments of the labour market. That is a cause for con-
cern generally, and it will not help to create more growth
and employment.

Thirdly, there are considerable shortcomings in the
synchronisation of the various stages in the reforms. So
far most progress has been made in labour market
reforms, while only slight progress is evident in the
efforts to reform the social security systems. This could
have fatal consequences. If the substitution of subsi-
dised jobs for jobs on which social insurance is payable
continues to grow the recurrent gaps in the social insur-
ance institutes' finances will have to be filled, whether
by transferring steadily growing amounts from the Fed-
eral budget, by increasing contribution rates or by cut-
ting down on services and benefits. The first alternative8  DIW Berlin takes a different view of economic policy; see below.
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would further restrict the budgetary scope for the Fed-
eral Government and make consolidation more difficult,
for the transfers to the social insurance institutes
already amount to 88 billion euros or 34% of Federal
budgetary expenditure. The second alternative would
make 'regular' employment even more expensive than
subsidised employment, and it would be even more
attractive for employers to replace full-time jobs with
mini-jobs, thus further eroding the financial basis of the
social insurance systems. Both these developments
would needlessly make it more difficult to reduce the
burden of charges, which is essential for growth policy.

There is still no clear concept in fiscal policy to
strengthen growth. Further reform to the social security
systems is needed, and the reduction in the deficit in
2004 and 2005 will be less than the commitments the
Federal Government has given at European level. More-
over, the steps to consolidate the state budget, which are
modest in any case, are again at the expense of public
investment _ and thus of that part of state expenditure
that could have the most positive effect on growth. The
cyclical recovery that started a year ago and will con-
tinue in the coming year, according to the prognosis by
the Institutes, should be used to design a viable
medium-term concept for fiscal policy. The centrepiece
must be a reliable timetable for consolidating the state
budget. The Stability Programme for 2004, which will
soon be due, offers an opportunity to present such a
strategy and put an end to the period of ad hoc meas-
ures that do little to achieve their objective.

Monetary policy is still stimulating the economy in
the euro zone and in Germany. In the view of the Insti-

tutes the ECB should on principle keep to this course,
regardless of the acceleration in the inflation rate caused
by the rise in oil prices, as long as there are no signs that
the higher energy prices are having second-round effects
on wages. However, if economic growth stabilises the
ECB should show that it is watchful; it would be appro-
priate for it to raise its key rate by 0.25 of one percent-
age point, for some of the risks that led to the extraordi-
narily low interest rates no longer apply.

Note: Is the present weakness in domestic 
demand very unusual?

Compared with earlier cycles, the recovery in Germany
is very weak this time. Output has only risen by a good
1% in the four quarters since the low in the second quar-
ter of 2003, and according to the prognosis by the major-
ity of the Institutes after eight quarters it will only be
3% above the initial level. In earlier recovery phases the
increase was much stronger. The main reason for the
current slackness in the trend is the stagnation in
domestic demand, even lower than during the upswing
in the first half of the 1990s, which started after a simi-
larly powerful stimulus from foreign demand (cf.
figure 12). Domestic expenditure has been stagnating
for four years now. Comparisons with earlier cycles in
Germany and in other countries can show what a very
unusual economic situation this is.

Last spring, exports grew faster by more than
10 percentage points than the domestic aggregate, but in

Figure 12

Economic Development Compared1

Joint Analysis Autumn 2004

1 Trend for real GDP and for real domestic demand (consumption and capital investments) in past cycles. GDP and domestic demand are equal to 100 at lower cyclical turning point.
Sources: Federal Statistical Office; Institutes' calculations.
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itself that does not suggest an unusual economic situa-
tion. Divergence of this order between the growth rates
in foreign and domestic demand has been frequent since
1970 and in some cases the differences were even
greater (cf. figure 13a). Moreover, it is evident that the
link between foreign and domestic demand is rather
loose. The deviations of the two demand components
from their trends has not been very synchronised (cf.
figure 13b).9 It can be shown that exports run ahead of
the domestic cycle, but the correlation coefficient is not

very high.10 Hence it is anything but inevitable that the
stimulus from abroad will pass to domestic spending.

Moreover, it is evident in retrospect that the current
low in the domestic economy has lasted longer than dur-
ing the recessions of the 1970s and early 1990s. It is just
about as long as the weak phase of the early 1980s,
although then domestic demand had fallen more
strongly (cf. figure 13c). The increase in the trend in
domestic consumption was then hardly better than it is
now, and it coincided with a similarly strong fall in the
growth trend in real GDP (cf. figure 13d).

9  The trend is estimated using a Hodrick-Prescott filter. To stabilise
the estimated figures at the end of the lines the filter and forecast fig-
ures are calculated for further years; the latter are produced on the
basis of autoregressive processes adapted for the relevant lines.

Figure 13

Domestic Demand Development in Long-term Comparison

1 Difference between growth rate for exports and growth rate for domestic demand compared with previous year in percentage points. — 2 Deviations of exports and domestic
demand from their respective trends in % divided by their respective standard deviations. The trend is estimated using a Hodrick-Prescott filter. To stabilise the estimated figures
at the end of the lines the filter and forecast figures are calculated for further years; the latter are produced on the basis of autoregressive processes adapted for the relevant
lines. — 3 Annualised increase (%) in the trend components estimated using the Hodrick-Prescott filter.
Sources: Federal Statistical Office; Institutes' calculations.
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A comparison with the other countries in the euro
zone also does not suggest that the economic situation in
Germany is unusual. The production gap that is evident
from the percentual deviation between actual production
and the trend takes a very similar course right up to the
present (cf. figure 14a). The two lines are very close
together, which is also evident from the correlation coef-
ficient of 0.83. The cyclical similarity is due mainly to
similar developments in investment and exports.11

However, the trend in production is flatter in Ger-
many than in the other countries, so that economic
expansion is at a different rate here (cf. figure 14b). Pro-
duction in Germany has been growing at a clearly lower
rate than production in the rest of the euro zone since
the mid-1990s. Most recently the trend in real GDP in
the other euro zone countries was just under 30% above
the 1993 level; the corresponding figure for Germany
was only 16%.

The flatter trend in Germany has been against the
background of a stronger dynamic in exports than
enjoyed by competitors in the euro zone. Investment in
fixed assets, on the other hand, grew at a clearly lower
rate and is currently at a lower level than at the start of
the period under review, 1993. The lower level of invest-
ment dynamic is evident not only in construction, where
the trend has been downward for some years, but in

equipment as well. This indicates that growth prospects
are deteriorating.

All in all there are few signs that the cyclical trend in
domestic demand is now particularly unfavourable,
although there are signs to suggest that the increase in
the trend in domestic consumption and the growth in
the production potential have slowed down.

Monetary policy

The renewed rise in world market prices for crude oil is
directly reflected in prices to consumers in the euro zone.
The inflation rate measured by the HICP accelerated to
2.3% in the summer half-year, so that it was above the
ECB's target figure. Under the assumptions of this prog-
nosis the price of oil will be US $ 42 at the end of this
year (34 euros), and fall to US $ 38.50 or just under
32 euros on average for the coming year. In 2005, then, it
is expected to be about one third higher than in spring
this year.

Nevertheless, in the view of the Institutes the rise in
the price of oil is not a reason for the ECB to raise inter-
est rates. On principle a single oil price hike involves a
leap in prices, but there will only be a lasting increase in
the inflation rate if there are second-round effects, for
instance if the higher prices cause higher wage de-
mands. For the current year and next year this is not to
be expected, particularly as the ECB has repeatedly
warned the employers and trade unions in the euro zone

11  A comparison with two other countries in the euro zone (Italy and
France) shows a similar picture. This supports the hypothesis that eco-
nomic development is similar in member states of the currency union. 

Figure 14

Business Cycle Development and Trend in Germany and the Remaining Euro Zone1

Joint Analysis Autumn 2004

1 The breakdown into trend and cycle was carried out using the Hodrick-Prescott filter. To stabilise the estimated figures at the end of the lines the filter and forecast figures are
calculated for further years; the latter are produced on the basis of autoregressive processes adapted for the relevant lines.
Sources: Federal Statistical Office; Eurostat; Institutes' calculations.
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against such action. The ECB should not react to short-
term failure to meet its target; that is also in conformity
with its mandate to ensure price stability in the medium
term.

According to the prognosis presented here, the rise
in the price level in the euro zone will fall back again
below the 2 percent mark in the spring of next year.
That is in line with the expectations for inflation in 2005,
that are based on surveys (cf. figure 16). The results of
the surveys show a rise of 0.1 to 0.2 percentage points
since the spring, but currently inflation is expected to lie
between 1.7% and 1.9%, showing that market partici-
pants are not expecting the target to be missed for long.

The Institutes have revised their prognosis for the
rise in consumer prices in the euro zone in 2005 slightly
upwards from their spring prognosis, namely from 1.8%
to 1.9%. An econometric study of the effects of the oil
price changes on inflation in the euro zone also shows
that a correction of that order is appropriate (cf. box 3).

The study shows that an increase of 10% in the price of
crude oil increases the HICP by just under 0.1 of a per-
centage point in the current year over the previous year,
and by just under 0.05 of a percentage point in the fol-
lowing year. These effects are slight, compared with the
experience of the oil price hikes in the 1970s and 1980s;
moreover, they will be shorter. Fears that the latest rise
in the oil price could, as then, cause a clear acceleration
in the inflation rate are therefore unfounded.

The development in the money stock has for some
time been raising questions regarding the need to ensure
price stability in the long term. The nominal money
stock M3 has risen since the summer of 2001 at rates
which in some cases were clearly above the ECB's refer-
ence figure of 4.5%, although the dynamic has evidently
slackened since August 2003. However, the nominal
gap, as it is called, in the money stock is still widening,
and it must be asked whether an inflationary liquidity
overhang has built up.

Impact of oil-price rise on consumer prices in the euro zone

A dynamic econometric approach is used to examine the
strength and the temporal profile of the impact of the latest oil-
price rise on inflation in the euro zone. The rate of increase of
the HICP compared with the previous quarter p is regressed
onto its own lags and onto the change in the oil price ∆oil
(Brent oil, price converted into euro):

where p indicates the maximum delay. The specification of the
dynamic is chosen in accordance with time series analysis cri-
teria – proceeding from a maximum delay of 13 quarters – in
such a way that the residuals are free of auto-correlation;
coefficients that have t-statistics with a marginal significance
level of less than 10% are eliminated. The data used span the
period III/1985 to III/2004, where the first 12 observations are
used for the delays, so that the base period for the estimate
runs from III/1988 to III/2004.1

The specification implies that a long-term impact of the oil-
price rise on the inflation rate is excluded a priori, as indeed is
suggested by theoretical considerations. However, there is no
doubt that there is a temporary impact. A long-term oil-price
rise of 10% (in euro) raises the year-on rate of increase of the
HICP especially in the two years immediately following the oil-

price rise (cf. figure 15, heavy line). The inflation rate in-
creases by 0.08 percentage points in the actual quarter in
which the oil price rises. The average inflation rate increases
by 0.08 

1  Data on the increase in consumer prices in the euro zone are availa-
ble from 1970 onwards. However, the inflation rates for the period from
1970 to 1985 are much higher than in the subsequent period. Zivot and
Andrews' structural-break test (cf. ‘Further Evidence on the Great
Crash, the Oil Price Shock, and the Unit-Root Hypothesis'. In: Journal
of Business and Economics Statistics, 10/1992, pp. 251-270) confirms
that an auto-regressive process for the rate of change of HICP shows a
structural break in the third quarter of 1985. This is why the estimate is
based on the data from III/1985 onwards.
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Figure 15

Effect of a Long-term Oil-price Rise of 10% 
on the Inflation Rate in the Euro Zone1

1 Deviations from the base scenario in percentage points.
Source: Institutes' calculations.
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In principle, the real demand for money depends on
a number of actual and expected rates of yield on finan-
cial and fixed assets, which stand in only partial substi-
tution relations to each other. Heavy demand for money
can thus be due to both low long-term nominal capital
market rates and low (risk-adjusted) rates of yield on
existing fixed assets.12 Positive cyclical expectations
also lead through this channel to higher growth in the
money stock.

The powerful growth in the money stock from early
2001 to mid-2003 was seen by the ECB and the Institutes
as attributable mainly to portfolio restructuring by pri-
vate non-banks in reaction to the unusually high level of

uncertainty on the financial markets in past years. This
uncertainty, which put a strain on the economies in the
euro zone during this period, caused money to be pre-
ferred as a safe and liquid form of investment. The
growth in forms of investment held exclusively in M3
(transactions under repurchase agreements), money
market funds and bonds with a remaining term of up to
two years) was clearly stronger than that of M3 itself.
This suggests that a comparatively high demand for
these liquid, interest-bearing forms of investment was a
reaction to the uncertainty. The restructuring probably
lasted until the middle of 2003, and the influence of M1
on the growth of M3 increased again markedly from
2002, as a result of the economic development (cf.
figure 17).

Since mid-2003 the increase in M3 has slackened
noticeably. The growth in transactions under repur-
chase agreements, money market funds and short-term
bonds is less than that in M3, showing that, as the risks

12  Observation of the money stocks accordingly provides comprehen-
sive information on a number of yield rates which are also major deter-
minants of the demand for goods in the economy as a whole. See A.H.
Melzer: 'The Transmission Process', in: 'Deutsche Bundesbank: The
Monetary Transmission Process, Recent Developments and Lessons
for Europe', New York 2001, pp. 112-130.

by 0.08 of a percentage point in the year of the oil-price shock,
and by 0.05 of a percentage point the following year; the
effects are insubstantial in the successive years.
The effects of oil price fluctuations on consumer prices are
much less pronounced today than the impact of the oil-price
shocks of the 1970s and early 1980s. An estimation of the
above equation for the period III/1972 to II/1985 results in
much stronger and more permanent effects (cf. figure 15, thin
line). Thus, the annual average inflation rates rose by 0.1 to
0.2 of a percentage point in each of the three years following a
shock of the same dimension; and even in the fourth year, the
inflation rate was still 0.04 of a percentage point higher. The
greater magnitude of the effects in the earlier base period is
largely due to the fact that oil accounted for a much higher
share of the cost of overall output. The longer duration of the
effect of the oil price on inflation compared to the later base
period is not a consequence of generally more sluggish con-
sumer prices, rather it is a phenomenon that is specific to the
oil price. While the sum of the auto-regressive parameters αi
is of a similarly high value in the two periods – 0.46 and 0.57,
respectively (cf. table 10) – the equation for the early period
has a much higher number of delayed oil-price coefficients,
whose sum is a positive number. One explanation might be
the behaviour of the trade unions: unlike today, in the wage
negotiations held in the quarters immediately following the oil-
price shocks of the past they pushed through demands for
compensation for the loss in purchasing power.
The 0.08 percentage-point rise in inflation in the quarter in
which the oil-price shock occurred is of about the same mag-
nitude as in the later base period. This can be explained by
the fact that the share of the components in the consumer
price index that react immediately to an increase in oil prices
(liquid fuels, fuels and lubricants for private vehicles) remained
relatively constant over the entire period. Thus, this share
amounted to around 4% for Germany in both periods.

Table 10

Impact of Oil-price Rise on Consumer Prices

Base period 
III/1972 to II/1985

Base period 
III/1988 to III/2004

c 3.312 2.865

γ –0.014

α1 0.452 –0.175

α3 0.224 0.280

α4 0.447 0.493

α5 –0.427

α7 –0.300

α8 0.170 0.447

α9 0.232

α11 –0.460

α13 –0.353

β0 0.007 0.008

β1 0.006

β2 0.005

β3 0.005

β4 –0.008

β8 0.009

β9 –0.005

β11 –0.003

R²* 0.703 0.771

DW 2.150 2.172

AR(6) 0.302 0.070

* R² is the estimate's coefficient of determination, DW is the value of the
Durbin-Watson test statistic of first-order residual auto-correlation, and AR(6)
is the marginal significance level of a Lagrange multiplier test for auto-correla-
tion up to the sixth order.
Source: Institutes' calculations.
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on the financial markets were reduced, the restructuring
of portfolios expected by the Institutes started. So far
there is nothing to suggest that the money is flowing
into real assets to any extent that would cause concern.
Hence the liquidity overhang that still persists does not
so far involve any inflationary risks. In its monetary
analyses the ECB should always examine whether this
will be the case in future, too, and if necessary respond
by cutting down liquidity.

Lending to companies in the euro zone has gathered
pace since the start of this year, but in Germany the vol-
ume of bank loans to companies has been falling since
mid-2002 (cf. figure 18). The fall has accelerated continu-
ously, and since the autumn of last year the volume of
lending has been falling at a rate of more than 2%. Nev-
ertheless, the Institutes still do not see signs of a 'credit
squeeze', meaning credit rationing by the banks due to
liquidity and equity bottlenecks. The fall in lending is
probably mainly due to a fall in demand from compa-
nies for loans, as at present they are evidently putting
consolidation first.

This view is also supported by the ECB's latest
Bank Lending Survey, in which the participating Ger-
man banks report a further fall in demand for corporate
and housing construction loans. Moreover, in 2002 and
2003, for the first time companies showed positive
financing balances, that is to say their savings exceeded
their net investment. Accordingly, their internal financ-

ing ratio rose from about 25% in the boom year 2000 to
more than 85% last year, which is not unusual for the
start of a cyclical upswing. Had the banks had liquidity
or equity bottlenecks this would have been reflected in
the risk premium on bank bonds, for example. Since
mid-2002 the interest differential between short-term
bank and government bonds has been about 0.25 of a
percentage point; which has to be considered low in a
historical comparison. Moreover, lending to German
firms and private individuals by foreign banks has been
as weak as lending by German banks since the start of
2001.

Against this background the Institutes regard the
present monetary policy course as appropriate. As long
as the domestic cycle in the euro zone has not noticeably
firmed, and according to the forecast by all the Institutes
that will not be the case in this prognosis period, this
course should be maintained. If only to signal that the
particular risks of past years are largely over and the
ECB certainly has long-term price stability in view, it
could accentuate its course in the spring of 2005 by rais-
ing its key rate by one quarter of a percentage point.
That policy would also be justified in view of the
present Taylor rate for the money market, which takes
both the economic situation and inflation into account
(cf. figure 19).

Figure 16

Inflation Expectations for the Euro Zone 
in 2005 According to Surveys

Sources: Consensus Economics; ECB; The Economist.
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Figure 17

Rates of Change of Real Monetary Aggregates 
M1 and M3 and of Real GDP in the Euro Zone1

Annualised rates of change2 (%)

1 Monetary aggregates calculated on the basis of the adjusted stocks and deflated
with the HICP; GDP deflated with the GDP deflator. — 2 Monetary aggregates:
change on the previous month, moving three-month average. GDP: change on the
previous quarter.
Sources: ECB; Eurostat; Institutes' calculations.
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Labour market policy

The Federal Government has begun to reorient labour
market policy in recent years. The aim is to increase the
efficiency of job placement, create new opportunities for
employment, especially in the low wage segment, and
increase flexibility on the labour market. The Govern-
ment is hoping this will lead to a clear reduction in
unemployment, and also ease the strain on the public
budgets.

Some of the new instruments introduced in 2003
have met with surprisingly strong demand. In Septem-
ber this year, for example, there were already just under
165 000 Ich-AGs. The number of mini-jobs has also risen
strongly since the new regulation came into force in
April 2003. By the summer of this year the number of
persons earning exclusively in mini-jobs had risen by
about 600 000, and the number of second jobs held by
persons paying social insurance contributions had risen
by about the same number.

However, brisk demand for the new instruments is
not in itself an indicator of success of the new direction
in labour market policy. At present it is difficult to esti-
mate how permanent the new jobs are. Considerable
doubts must be expressed in this regard, particularly
about Ich-AGs. As a viable business concept did not
have to be presented for these before the summer of this
year _ unlike the arrangement for the traditional transi-

tion allowance _ it is possible that many Ich-AGs will be
given up again during the degressive promotion or at
the latest when it ends, particularly as after the first
year the grants will hardly cover the new entrepreneur's
social insurance payments. Probably not least for that
reason the outflows from Ich-AGs have risen markedly
this year13; in September they already amounted to 50%
of the inflows.

Moreover, the new instruments have considerable
free riding and displacement effects, as the Institutes
have already emphasised on frequent occasions. That
also applies to mini-jobs. These have certainly made
employment in the low wage segment much more
attractive, and they have helped to shift activities back
into the 'official' out of the black economy, particularly
work for private households.14 However, the strong rise
in mini-jobs has hardly reduced the number of unem-
ployed at all, suggesting that the newly employed have
come mainly from the hidden reserve. The subsidisation

Figure 18

Lending to Domestic Enterprises and 
Economically Independent Private 
Individuals in Germany1

Change (%) on the previous year

1 Calculated on the basis of the adjusted stocks.
Source: German Bundesbank; Institutes' calculations.
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13  The reasons for the outflows from Ich-AGs are not, however,
known. An Ich-AG could also cease to receive promotional funding
because it is earning income from its operations above the permissible
top limit of 25 000 euros.
14  In June 2004 there were a good 67 000 mini-jobs with private house-
holds, which was around 40 000 more than a year before.

Figure 19

Three-month Rate and Taylor Interest Rate 
in the EMU Countries

Potential growth was calculated on the assumption that the output gap was closed in
the fourth quarter of 2001. This assumption is supported by the OECD and IMF calcu-
lations of the output gap. The output gap and the inflation gap are both given a weight
of 0.5. The inflation rate used is the core inflation rate (HICP full index minus energy
and unprocessed foodstuffs). The equilibrium real interest rate and the trend growth
rate were each given a value of 2.25%.
Sources: ECB; Eurostat; Institutes' calculations; from 3rd quarter 2004 onwards: Insti-
tutes' forecast.
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of mini-jobs has probably also accelerated the process of
transforming full-time jobs into part-time jobs and
helped to erode employment on which social insurance
is payable. This means that indirectly it has intensified
the problems for the social insurance institutions. How-
ever, there are more inconsistencies in the new regula-
tions on mini-jobs. There is no plausible reason why sec-
ond jobs held by persons paying social insurance contri-
butions should be largely exempt from these. It could
actually be better for many of these workers to cut down
their regular employment and instead take a subsidised
second job. Nor is it immediately apparent why mini-
jobs are subsidised for members of a family helping in a
business, or why in these cases, as is usual for persons
earning two wages, the household income cannot be
used as the basis for taxation.

The merger of unemployment and social assistance
is intended to be the last of the labour market reforms
for the present. One of the aims is to end the coexistence
of federal employment agencies and municipal social
benefits offices, which is inefficient. The aim of Hartz IV
is to group benefits for all those who no longer qualify
for unemployment insurance pay and need means-tested
basic support in a single source. The main objective is to
reintegrate these workers into the labour market. Under
the compromise reached in the summer most of them
will be dealt with by representatives of the labour
offices and the municipalities acting jointly. Under an
experimental clause, however, the municipalities can
also opt to take over all the work. This can cause prob-
lems, as there can be frictional losses if there are differ-
ent forms of organisation and competences within a
labour office area or if there are changes in competences
later.

The new Unemployment Benefit II will involve
reductions in benefits for persons drawing unemploy-
ment assistance, and this has brought heated protest.
How great the cuts will be for recipients of unemploy-
ment assistance can at present only be roughly esti-
mated, but in general they are not likely to be as serious
as many have feared, because transitional regulations
will come into force. Financial disadvantages will accrue
primarily to those who had an above-average income
before becoming unemployed, or whose partner is earn-
ing. Persons capable of working who are in receipt of
social assistance will in fact be better off, if only because
they will have social insurance cover. To compensate for
the more stringent regulations, Hartz IV provides for
better monitoring of the long-term unemployed to help
them reintegrate in the labour market. Experience in
neighbouring countries has shown that more intensive
monitoring can help to achieve this. The monitoring of
young persons is to be intensified first next year, the
older long-term unemployed will follow in later years.

Under Hartz IV it is also intended to improve the
possibilities for recipients of unemployment assistance
to earn extra income. However, the regulation as envis-
aged is not very promising, and it is likely to provide lit-
tle incentive to take or keep a job.15 In addition, more
employment opportunities, so-called 1 Euro Jobs, are to
be created in municipal and social work for recipients of
social assistance who are capable of working and who
are not expected to be able to find a job within the fore-
seeable future. They are to receive extra expenditure
compensation for this work in addition to their Unem-
ployment Benefit II. In social terms it is welcome that
the long-term unemployed are also to be brought into
the labour market, but the regulation is not without
problems. Municipalities and charitable organisations
may well be tempted to change 'regular' jobs into 1 Euro
Jobs, and with empty coffers they are quite likely to do
so. With the limited possibilities allowed under Hartz IV
for persons on Unemployment Benefit II to earn extra
money it could prove more attractive to take on a char-
ity job than a mini-job on the first labour market, and
that would be counter to the intention of Hartz IV. In
view of the risk of displacement effects and the wrong
incentive structures, additional charity work should be
limited both in extent and time.

The Institutes have already stressed several times
that the labour market reforms started by the Federal
Government are a step in the right direction.16 The
reforms may certainly make job placement more effec-
tive, increase the intensity of job-seeking, shorten the
search processes and so also reduce the duration of
unemployment. But the Institutes have also always
warned against hoping for too much from labour market
policy. The declining trend in the volume of work will at
most be slowed down slightly by the labour market
reform measures instigated so far. Above all, labour
market policy will do little to stop the erosion of employ-
ment on which social insurance contributions are paya-
ble.

Wage Policy

Collectively agreed hourly wage rates rose by a good
2% last year. In the first half of 2004 the year-on-year
rate of increase was 1.6%. Hourly wages actually paid

15  The intention is for persons earning up to 400 euros gross (mini-
jobs) to keep 15% of the adjusted net income earned, 30% of that part
of the gross wage that exceeds 400 euros and does not exceed 900
euros, and 15% again of the gross wage between 900 and 1500 euros.
16  Cf. 'Die Lage der Weltwirtschaft und der deutschen Wirtschaft im
Fruhjahr 2004', assessment of the economic situation by the Arbeitsge-
meinschaft deutscher wirtschaftswissenschaftlicher Forschungsinsti-
tute e.V., Berlin 2004, pp. 40ff.
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in dependent employment rose by 1.2% in 2003, but
only by 0.6% in the first half of 2004. This fall in the
growth rates of wages is mainly due to cutbacks in
bonuses above the collectively agreed rates, extensions
to working time without wage compensation and the
replacement of full-time workers with part-time work-
ers, who are generally paid less.

The growth rate in real actual wages has been lower
than that in labour productivity in recent years. Many
conclude from the fall in employment during the same
period that a moderate wage policy cannot help to
secure employment. However, it must first be remem-
bered here that a reduction in employment usually
involves the loss of less productive jobs, and this leads
to a rise in statistical labour productivity. There is no
scope here for distribution among the workers. More-
over, in explanations of the poor trend in employment in
recent years the trend in wages must be seen in a longer
term perspective, and in relation to other input and out-
put prices.

At the start of the 1990s both collectively agreed and
actual wages were rising at high rates with peaks of up
to 12%. In part this was due to wage adjustments in the
new Federal states, although wage rises were considera-
ble in western Germany as well. This drove the wage
level up drastically. Since the mid-1990s wages have
risen at much more moderate rates _ collectively agreed
rates by on average 2.2% since 1995 and actual wages
by 2.1%. Nevertheless, the persistent high level of
wages has put a strain on employment.

Although restraint in wage policy does encourage
employment, it is not necessarily sufficient to increase
employment for the rise in real wages to remain lower
than the increase in labour productivity adjusted for lay-
off productivity. If, for example, technical progress
saves labour, or price relations change owing to a more
intensive international division of labour, there can be a
fall in employment even with a 'moderate' rise in wages.
The growing integration in the world economy, for
example, is tending to cause a relative increase in the
production of capital-intensive goods in Germany, while
the production of labour-intensive goods, relatively seen,
is declining. With given real wages the demand for
labour in the economy as a whole will thus fall. In
assessing the employment effects of wages the develop-
ment in other input prices must also be borne in mind.
In recent years input price relations have changed
clearly to the disadvantage of the factor labour. From
2001 to 2003, for instance, import prices as a whole fell
by about 7%. That does increase real incomes, but it
also means that not only the end-products but also the
pre-products purchased abroad were cheaper. That
gives companies an incentive to substitute imported
products for domestic labour, e.g. by outsourcing to the

new EU countries and the newly developed countries.
Domestic value creation will thus rise more slowly than
the value of production, and at the same time the chain
of value creation will be less labour intensive. If the
labour market is not flexible enough to enable smooth
structural change not enough jobs will be created in
areas that are less exposed to competition from imports.

Whether companies create new jobs depends less on
the current trend in wages than on future expectations.
The rise in wages has been slowing down markedly for
a year now. Admittedly, before that the growth rate in
collectively agreed wages accelerated, from about 2% in
2000 to 2.8% in the first quarter of 2003, although that
was a period of high and rising unemployment and fall-
ing employment. In order to stabilise companies' expec-
tations the trade unions should announce a credible
wage policy with relatively low medium-term wage
demands, and refrain from trying to compensate rapidly
for what they believe are distribution losses if there is an
upswing. A key rule for future wage negotiations could
be not to use the trend growth rate in labour productiv-
ity and only take into account the expected inflation
rate, which is not derived from the rise in administrative
prices or a deterioration in the terms of trade. A wage
policy of this nature would give market forces more
scope again, the wage structure could adjust more flexi-
bly to new market constellations, and the current nega-
tive wage drift should be reduced or even return to a
positive trend.

Restraint in wage policy is necessary if there is to be
any substantial improvement in the wretched state of
the German labour market, but it is not enough alone.
To break open the many encrustations and create
greater flexibility economic policy must also play a part.
A well-functioning labour market can only evolve if at
least company or plant opening clauses are allowed to a
greater extent than hitherto, without conditions attached
by either negotiating side. And the charges gap between
consumer and producer earnings must be reduced, so
reducing cost pressure. Finally, the regulations in the
legislation to protect against dismissal must also be
reformed to create greater flexibility on the labour mar-
ket.

Fiscal policy

A number of fiscal policy measures favouring growth
and employment have recently been taken in Germany.
Savings have been decided in consumption expenditure,
and a brake put on the dynamic in expenditure by the
social security systems. Tax concessions have been
reduced, and the income tax scale made more perform-
ance friendly by flattening the progression. In them-
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selves these steps are welcome, but they can at best be
seen as the start of a longer-term policy of consolidation.
So far the Federal Government has not put forward a
credible concept for a growth-oriented policy, on the
contrary, the impression remains that these are in the
main individual measures and that some have only been
taken because the budget situation is steadily deteriorat-
ing.

Moreover, fiscal policy has again failed to meet
important targets. The public deficit is expected to be
just under 83 billion euros this year (3.8% of GDP). A
fall to just under 78 billion euros is expected for next
year (a deficit rate of 3.5%), but this will still mean
exceeding the upper limit set in the Stability and
Growth Pact for the fourth year in succession if more
savings are not made. The deficit procedure, which was
suspended in November last year by decision of the
Ecofin Council, should therefore actually be set in
motion for Germany again. The budget deficit is higher
than envisaged again this year, mainly because tax rev-
enues and social insurance revenues are lower than
expected and because the profit transferred by the Ger-
man Bundesbank is much lower than before. However,
the volume of savings decided is lower than agreed. In
addition, the objective of changing the structure of
expenditure to increase investment expenditure will not
be fulfilled. The public investment ratio will fall further
this year, to 1.4%, a very low level by international and
intertemporal comparison. As a result the state capital
stock will actually fall. That will hamper growth.
Finally the Federal Government has only been able to
present a budget in conformity with the constitution for
this year by declaring 'macroeconomic disequilibrium' _

a questionable procedure in a year of economic recovery.
There are more risks to the budget for the coming

year. The pension insurance reserves have fallen to so
low a level that an increase in the contribution rate can-
not be excluded; alternatively a higher Federal grant
would be needed. In past years these or similar undesir-
able developments have been frequent. All in all the sit-
uation in public finance has deteriorated further. 

The fact that the structural budget deficit remains
high shows how necessary it is to consolidate public
finance. According to all the available estimates by
international institutions the deficit adjusted for cyclical
factors is currently higher than in 1998, when the Stabil-
ity and Growth Pact came into force. Admittedly some
uncertainty attaches to such estimates of the structural
deficit and the estimates of the production potential on
which they are based, but they do agree that the struc-
tural deficit in Germany is about 2% to 3% of GDP.
This deficit will not be reduced by a cyclical upswing,
even if it should prove to be powerful. Discretionary
measures are needed to reduce the structural deficit.

A further indication of the precarious situation in
public finance is that state indebtedness has increased
strongly in recent years. It was around 66% of GDP this
year while in 1998, when the Stability and Growth Pact
came into force, it was only 61%. For that reason, too,
public finance must be seen as less viable.17 In the last
six years nominal GDP grew in Germany by less than
3% a year. If that rate persists, and if the deficit rate
remains at 3%, the debt ratio would rise in the long term
to over 100%. It should actually have fallen noticeably
by the rules of the Stability and Growth Pact, and
assuming that the state budget is to be nearly in balance
in the medium term.

The Institutes propose that the Federal Government
should present a budget consolidation concept in the
2004 Stability Programme. In their view, budget consoli-
dation should start on the expenditure side. Ultimately
the level of expenditure determines how much of the
resources in an economy the state claims for its use.
Increases in charges should be excluded, for the burden
on companies and private households is, in the preva-
lent opinion, rather too high than too low. That does not
exclude the possibility of changing the structure of taxa-
tion, for example by moving away from taxing income
and more towards taxing consumption. Redistribution
aspects _ insofar as they are desired _ should be taken
into account more than hitherto in the tax system and
less in social security. However, the total burden of
charges must not be increased. Tax increases cannot be
justified, as politicians frequently propose, by the argu-
ment that otherwise additional investment in education
or infrastructure measures cannot be financed. This
investment is urgently needed, and the aim should be to
increase the expenditure by the state and the private
sector on education and research as quickly as possible
from the present 2.5% to 3% of GDP, which is the Fed-
eral Government's declared aim. However, the public
funding for this must come from limiting state con-
sumption spending and not from increasing charges.
The concept should also include abolishing tax conces-
sions. The resultant additional burden should be eased
by lowering rates of tax.

There is great potential for saving in state subsidies.
It is hard to understand why action here cannot be more
consistent, for the consensus is great, even among politi-
cians. And there is a concrete proposal on the extent of
the subsidies to be reduced, namely the list of savings
put forward by Minister Presidents Koch and Stein-

17  Cf. for example German Bundesbank, Monthly Report, vol. 56, no. 3,
Frankfurt a.M. 2004; Sachverständigenrat zur Begutachtung der ge-
samtwirtschaftlichen Entwicklung: 'Staatsfinanzen konsolidieren _

Steuersystem reformieren', Annual Report 2003/2004, Wiesbaden
2003.
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brück. Their proposal of 75 billion euros only covers
part of total subsidies, and it is limited to those that are
exclusively subject to Federal law. But that minimum
should be implemented as rapidly as possible, for there
is consensus that the subsidies are harmful to growth.
Both the Federal Government and the Opposition or the
state governments must at long last take the necessary
steps. The sooner the subsidies are reduced the better,
particularly as this will create scope to reduce tax rates
and increase public investment. Why the Federal Gov-
ernment is not proving as bold here as in its labour mar-
ket reforms is not clear. It would be realistic to imple-
ment the reduction of subsidies in Koch and Stein-
brück's list within a period of five years. So defined,
budget consolidation is not contrary to growth policy _

on the contrary, growth will be promoted if less produc-
tive state expenditure is reduced and more scope is cre-
ated for private households and companies, and greater
efficiency achieved generally.

A budget brought nearly in balance through consoli-
dation is not an end in itself, but it is an interim objec-
tive. There is broad consensus that it is sensible to bal-
ance the public budget in the medium term, that is, over
one economic cycle. This is also envisaged in the Stabil-
ity and Growth Pact. Even if the budget can be brought
nearly into balance fiscal policy can be made more
growth-friendly, perhaps by restructuring expenditure
or by further reductions in charges. Such a vision may
seem utopian today, because the budget deficit is very
high. But a skilful concept should also include an idea of
what state share is the ultimate aim, which tax system is
preferred and what principles are to be followed to put
the social security systems on a permanent and more
efficient basis.

The growth potential of the German economy will be
a key determinant of the consolidation course in the near
future. For ultimately by how much public expenditure
can rise year by year, or by how much expenditure will
need to be reduced is deduced from this. Estimates on
this vary noticeably. In general the growth rate in the
production potential is put within a margin of 1% to 2%
a year. Estimates of the extent of capacity underutilisa-
tion in the economy as a whole also vary accordingly.
Inevitably, fiscal policy is always operating with some
uncertainty when aiming to consolidate the public
budget. In the extreme case it can happen that the deficit
is not reduced at all in the medium term, namely if pol-
icy is based on a high growth rate of 2% but in fact in
future it is only 1%; in this case revenues would be sys-
tematically overestimated and the path set for state
expenditure would be too steep. The same argument
applies in principle to the assumption of the rise in the
GDP deflator. In past years it has been overestimated,
with the result that the errors in the two components

accumulated. Ultimately the concern is to forecast the
increase in nominal GDP as precisely as possible.

In its planning the Federal Government has always
kept to the upper edge of the margin for estimates of
potential. In the stability programmes presented annu-
ally, including that for 2003, the estimate of the medium-
term growth rate in real GDP was actually 2.25%. That
must be seen as very optimistic, for the actual growth
rate on average for the past ten years was only just
under 1.5%. Hence it is sensible to reduce the estimate of
medium-term growth to avoid risking advancing too
slowly or not at all in budget consolidation. For accord-
ing to the prognosis by the Institutes the possibility can-
not be excluded that 2004 and 2005 will prove to be rela-
tively 'good years' in the cycle. If the growth tempo is
underestimated there are no problems for fiscal policy,
for budget balance will be achieved sooner than
planned.

The Institutes agree that there is considerable need
for budget consolidation, and that this should start on
the expenditure side. There are differences about
whether the orientation should be to balancing the
budget or the expenditure path and the timescale. That
firstly affects the way the Stability and Growth Pact is
handled, and secondly it affects policy for 2005. The
majority of the Institutes (RWI Essen, HWWA Ham-
burg, IfW Kiel and ifo Munich) are in favour of increas-
ing consolidation next year and certainly trying to limit
the deficit to 3% of GDP in order to fulfil the agreement
made at European level.

It would be harmful to the credibility of policy to tol-
erate an excessive deficit again. Nor could that be 'justi-
fied' by the weakness of the cycle. The longer the struc-
tural budget deficits remain high and the Government
does not state how they are to be reduced the more
likely it is that private households and companies will
expect higher charges. As a result economic recovery
would be held back even more. 

Moreover, without marked progress in consolidation
the limit of 3% for the deficit could not be maintained in
the next weak phase of the cycle; indeed, the figure
could rapidly exceed the 4% mark. Only a major reduc-
tion in the budget deficits in the next few years will ena-
ble the automatic stabilisers to develop their full effect
in a cyclical downswing without the risk of another
excessive deficit, that is, one that exceeds the 3% mark.
A nearly balanced budget in normal cyclical periods
also creates an additional buffer against any budgetary
risks that are not caused by cyclical factors.

A programme of savings for 2005 could, in the view
of the Institutes, include the following measures. In
regard to state consumption, the possibility could be
considered of extending the collective wage agreements
for the public service by one year and freezing wages
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and salaries to officials and judges until the end of 2005;
that would save just under 2 billion euros. Larger cut-
backs are also needed in subsidies, such as those to min-
ing, agriculture, transport and housing. Other subsidies
and tax concessions should also be reduced. The Insti-
tutes have several times proposed reducing the grant to
home owners, ending the tax exemption for Sunday,
public holiday and night work supplements, further
reducing the global long distance commuters allowance
and limiting the concessions in value added tax. If politi-
cians are only willing to take small steps towards the
purposeful reduction of subsidies they could proceed by
the 'lawn-mower' principle _ which is also easier to
apply _ and cut all subsidies equally. In this case the
Koch/Steinbrück proposal should be adopted, but the
cutbacks should be greater than envisaged so far. More
reforms should be implemented in pensions and health
insurance, although some of these will only take effect in
the long term. It would, for example, appear appropriate
to end the early retirement policy and gradually raise
the statutory retirement threshold in order the equip the
pensions insurance system for demographic change. In
the health system, competition between hospitals and
services providers should be intensified, for example by
removing the monopoly on contracts for registered med-
ical practitioners associations, to open up more reserves
of efficiency.

In taking these steps the Federal Government would
also be signalling that it is no longer putting off balanc-
ing the budget as envisaged in the Stability and Growth
Pact. Balancing the budget has been dropped from the
2003 Stability Programme, where a deficit ratio of 1.5%
is still set for 2007. So far the Federal Government has
not indicated when it intends to achieve a balanced
budget; this is to be concretised in the new Stability Pro-
gramme.

This means that the Federal Government must also
clearly acknowledge and accept the targets set in the
Stability and Growth Pact. It would be harmful to fall
back again on the argument that there are special cir-
cumstances _ 'macroeconomic disequilibrium' in other
words _ and postpone correcting the excessive deficit
again. Ultimately this is what a proposal to reform the
Stability and Growth Pact amounts to. The majority of
the Institutes do not regard reform of the Pact as neces-
sary, and the various proposals, such as special consid-
eration for state investment or indebtedness, only make
the rules more complicated and less transparent. It is not
the rules of the Pact that have helped to worsen the
financial situation in Germany and other countries; the
consolidation plans have either not been implemented at
all or at least not sufficiently.

However, the arrangement under which the govern-
ments concerned themselves decide whether and how

their misdirection should be penalised when there are
excessive deficits has proved to be a serious shortcom-
ing of the rules of the Stability and Growth Pact. The
expectation of peer pressure on governments' fiscal pol-
icy has not been fulfilled. Clearly, rather the opposite is
the case. Now that the deficits in France and Germany
have persisted at a high level for a long time the pres-
sure to consolidate in other countries has lessened. A
growing number of countries will be showing excessive
deficits this year or next, although the economic situa-
tion has improved. Relations between the European
Commission and the Ecofin Council in regard to exces-
sive deficits need to be put on a viable basis and follow
specific rules, to avoid the conflicts that occurred last
November.

Reform of the Stability and Growth Pact must also
be rejected, because softening the rules for fiscal policy
in Europe would have far-reaching consequences. Per-
sistent high deficits make it more likely that drastic
measures will be needed in future to reduce the level of
indebtedness, by either cutting back expenditure or rais-
ing charges. That would be inevitable with the foreseea-
ble demographic development and the huge level of
state indebtedness, where the obligations to future gen-
erations must also be taken into account. Insofar the
countries concerned are doing themselves damage in
incurring further indebtedness.

Unlike the majority of the Institutes, DIW Berlin and
IWH hold the view that reform of the Stability and
Growth Pact does not necessarily mean relaxing the
consolidation course and certainly not abandoning it
altogether. On the contrary, fundamental reform of the
Pact is essential if consolidation is to succeed.

The deficit criterion has one major disadvantage.
Deficit targets cannot be controlled by the political deci-
sion-makers. Nor does orientation to the structural defi-
cit as a measure of progress in consolidation remove
that fundamental dilemma. On the contrary, the problem
is made worse because views on the suitable method of
calculating this fictive value diverge strongly.

As described in several earlier joint reports by the
Institutes, DIW Berlin and IWH still maintain that the
Stability and Growth Pact should be fundamentally
reformed and changed to expenditure targets. The
growth in non-cyclical expenditure in Germany should
be limited to an annual rate of 1.5%. 

With a binding consolidation strategy oriented to
expenditure targets the public budgets will be balanced
in the medium term. Unlike the deficit target, the
expenditure target can be directly controlled by the gov-
ernment, and that is essential if the targets are to be met
at all. In the view of these two Institutes this is the way
to restore the credibility of fiscal policy, which has been
badly damaged by the failure to meet targets in the past;
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a more reliable policy that enables better planning will
also tend to increase growth.

A different view of economic policy

Which economic policy strategy is regarded as appropri-
ate to overcome the weakness in the German economy
depends essentially on the market side seen as responsi-
ble for the main problems. Unlike the majority of the
Institutes, DIW Berlin sees lack of demand as the main
cause of the weak level of growth and the high level of
unemployment. Economic policy has not responded ade-
quately to this for years, and as a result the situation
has worsened. It is this persistent weakness in demand
that has pushed the growth trend down. The situation
has only improved this year due to a brisk rise in
demand from abroad. It is remarkable that this was
caused by an expansive economic policy, particularly in
the United States. It is only thanks to this stimulus from
abroad that the German economy has been able to move
out of stagnation.

The present split in the economy between exports,
which are also growing strongly even by international
comparison and domestic demand, which persists at a
low level, is striking. Basically, it is the result of the
extremely low growth in wages and the burden on
incomes from a restrictive fiscal policy, which is evident,
not least in clear rises in administered prices. Since 1995
real earnings from employment in Germany have in
some cases fallen clearly behind the trend in productiv-
ity. In this they are fulfilling the economic policy recom-
mendation of restraint in wage developments, which in
supply theory should promote employment, but the pos-
itive employment effect has not occurred. Exporters
have become more competitive, and this has made a
major contribution to the boom in exports. However, at
the same time domestic demand has been depressed
because disposable income has hardly increased at all,
and the hoped-for increase in employment did not take
place, particularly in the latest weak phase. We have
never had such protracted stagnation in incomes in any
cyclical downswing in recent times. It has hugely nar-
rowed the scope for consumer spending and caused the
stubborn weakness in consumption that is influencing
the trend and characterising the German economy at
present.

The strong stimulus from foreign demand is now
creating the opportunity for economic activity to recover
across a broad front in the coming year, for the first time
since 2000. That opportunity must be seized if unem-
ployment is to be reduced by any real margin. As in the
United States and other countries, economic policy must

therefore quickly take all necessary steps to stimulate
domestic demand, which is still lame. The scope for
action on this in economic policy has become narrower,
in part due not least to the attitude of wait-and-see
adopted so far.

Wage policy at present is almost incapable of acting
because the negotiating partners have largely lost con-
trol of wage developments. The negative wage drift,
that is wages paid below the collectively agreed increase
rates, has grown steadily in recent years. The use of
opening clauses in collective agreements, cuts in
bonuses above collectively agreed rates, mini-jobs and
more stringent criteria on acceptable employment have
all massively increased the pressure on wages. In these
circumstances it is unrealistic to assume that the return
to a productivity-oriented wage development, which
would stabilise domestic demand without worsening
supply conditions, could be achieved with the appropri-
ate collective agreements.

Monetary policy should have an expansive effect, to
the extent that is needed for the euro zone as a whole. As
no other euro zone country has so restrictive a wages
trend as Germany at present, and consequently not such
a weak level of consumption, monetary policy here can-
not fully compensate for these problems. Nevertheless,
the expansive course must be maintained, as the major-
ity of the Institutes also agree, for as long as it takes to
bring about a revival of the European domestic econ-
omy across a broad front, or until the risk of inflation
arises.

Fiscal policy should be less restrictive than in past
years. Unlike the majority of the Institutes, therefore,
DIW Berlin and IWH are not in favour of a further pro-
gramme of cutbacks next year; they want to see reform
of the Stability Pact.18 These proposals imply expendi-
ture falling from the present level, and the two Institutes
are in favour of an expenditure line of 1.5%, a markedly
expansive course in fiscal policy with additional expend-
iture exclusively for investment.

With this more expansive policy mix and the tail
wind from the world economy the economy generally
and employment could see a change for the better in the
trend. In a more favourable macroeconomic environ-
ment there would also be more scope for reforms to the
social security systems, some of which will be a burden
on private households' incomes. Moreover, only then
would many of the incentives already introduced be
reflected in higher employment. Without a favourable
macroeconomic environment the positive effects of the
reforms would be lost, leaving only an economy suffer-
ing under the strains of policy recommendations moti-
vated by supply theory.

18  See 'Fiscal policy' above.


