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The global economy marked by the euro crisis

The global economic expansion has slowed noticeably in the second half of 
the year 2011. Global economic activity was dampened mainly because of the 
unfavourable developments in the euro area. The uncertainty for private house-
holds and companies concerning the future of the euro as well as the enhanced 
austerity efforts in many EMU countries depressed demand. By contrast the 
Asian emerging economies and China continued to experience dynamic eco-
nomic growth and in the USA, too, economic activity gained momentum in 
the course of the past year. The difficult situation in the euro area will depress 
global economic trends in the forecast period. This forecast is based on the 
assumption that the budget consolidation in the euro area is continued in line 
with the enhanced stability and growth pact. This pact implies drastic spending 
cuts and tax increases, particularly in the crisis countries. As a consequence 
the euro area economy will slip into recession in this year and will continue 
declining in 2013. Therefore, the global economic expansion will be muted. 
In addition, considerable risks for the world economy consist in the threat of 
renewed commodity price hikes or the potential failure to solve the crisis of the 
European Monetary Union.

In 2011 the world economy grew strongly (Table 1). However, the pace of 
the expansion slowed significantly in the course of the year. This is also reflect-
ed in the muted global trade activity. After the latter had continued to expand 
strongly in the first quarter of 2011, it hardly increased during the rest of the 
past year. With a year-on-year growth rate of 5.6 % global trade increased far 
more slowly than a year earlier (+14.9 %). The slowdown affected advanced 

1 In Cooperation with theWSI (Duesseldorf).

At a glance

�� The expansion of the world 
economy slowed down noti-
ceably in the second half 
of 2011. Global economic  
activity was dampened pri-
marily because of the unfa-
vourable developments in 
the euro area. The institutes 
expect its GDP to decline by 
0.8 % in 2012 and by 0.5 % 
in 2013. 

�� The outlook for the German 
economy is not particularly 
bright. The institutes expect 
GDP to increase by merely 
0.3 % (2012) and 0.7 % 
(2013). 

�� Simulations of the medium-
term trend in the euro area 
show that simultaneous 
austerity policies, primari-
ly targeting the supply side 
will deepen the euro area’s 
economic divide between 
the southern European mem-
ber states and Germany. The 
main cause of the euro crisis 
will thus not be overcome 
but aggravated. A way out of 
the crisis can only be found, 
if expansionary demand po-
licies return to the economic 
policy agenda in Europe.
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and emerging economies alike. Whereas real goods 
imports continued to increase slightly in the Asian 
emerging economies and in the USA, they declined 
noticeably in Latin America and in the euro area. 
Following global economic growth of 3.9 % (at 
purchasing power parity) in 2011 the institutes  
expect an increase of only 3.1 % in this year and 
3.5 % in 2013.

After the financial and economic crisis of 
2008/09 the Asian emerging economies served as a 
key engine for the global economic recovery. How-
ever, by now a slight slowdown in economic activ-
ity can be observed there, too. The euro area crisis 
and the persistent uncertainty are putting an in-
creasing strain on the global economic expansion. 
Thus, particularly the shipments of the strongly ex-
port-oriented Asian emerging economies have lost 
significant momentum. At a quarterly growth rate 
of 2 % China’s economy expanded somewhat more 
slowly in the fourth quarter than in the six pre-
ceding months. Annual average economic growth 
amounted to 9.2 % in 2011, compared to 10.4 % 
in 2010. During the forecast period Chinese eco-
nomic growth will slow somewhat. With inflation 
abating there will be room for a more expansionary  
monetary policy. In November 2011 and in Feb-
ruary 2012 banks’ minimum reserve require-
ments were reduced. For 2012 and 2013 the insti-
tutes expect economic growth rates of 8.3 % and  
8.2 % in China. In India and in the East Asian 
emerging economies economic activity will also 
remain buoyant.

In their role as commodity producers, numer-
ous Latin American emerging economies, but also  
Russia, benefitted from the price increases in world 
markets over the past years. In the second half 
of 2011 commodity and energy prices subsided,  
dampening economic activity in those countries. 
A renewed increase of commodity and food prices 
would again stimulate economic activity there. In 
addition, these countries have much more fiscal and 
monetary room for manoeuvre to offset a downturn.

In Japan the economy experienced an unex- 
pectedly sharp decline at the end of 2011. Weak 
global demand and also the appreciation of the yen 
are thought to be among the key causes. However, 
consumer spending and investment have shown a 
positive trend most recently. During the forecast 
period the economy is expected to benefit from 
the reconstruction following the devastating earth-
quake. The institutes expect an expansion of GDP 
by 1.2 % in 2012 and by 2.2 % in 2013. 

With a growth rate of 1.7 % the US economy, 
too, expanded much more slowly in 2011 than in 
2010 (3 %). The weak performance during the 

first half of the year had a determining influence 
on the low annual average growth rate. During the 
second half of the year economic activity in the 
USA gained significant momentum. Consumption 
expenditure of private households as well as gross 
fixed capital formation contributed the lion’s share 
to the expansion of GDP in 2011. However, inven-
tories also rose sharply in the fourth quarter. 

Consumption expenditure of private households 
in the USA is supported by the beginning improve-
ment in the labour market. In January the seasonally 
adjusted number of employees increased by 243,000 
persons compared to the previous month. The sea-
sonally adjusted unemployment rate declined to  
8.3 % of the labour force in January. It thus de-
clined by 0.8 percentage points since August 2011, 
after nearly stagnating for some time. Compared 
to its peak (in October 2009) it fell by 1.7 percent-
age points, but remained almost 4 percentage points 
above the pre-recession level. The US economy  
continues to be stimulated by monetary and fiscal 
policies. Interest rates are expected to remain low 
during the forecast period. The presidential election 
in autumn 2012 is also likely to contribute to largely 
undiminished government spending. The institutes 
expect the economy to grow by 2.1 % in 2012 and 
by 2 % in 2013.

Risks for the world economy remain consider-
able. This forecast assumes that the EMU crisis 
will not escalate further. An additional increase of 
yields on bonds of such countries as Italy or Spain 
or solvency problems of an EMU country would 
put a considerable strain on the financial system 

TABLE 1

Global economic trends
% change of real GDP, 
compared to the previous year

1 Shares in GDP at purchasing power parity in USD of 2010  
according to the IMF; ASEAN 5: Indonesia, Malaysia,  
Philippines, Thailand, Vietnam.

Sources: Eurostat; IMF; calculations of the institutes, 
from 2012 forecast of the institutes.

Tabelle 1

Golabl economic trends
%change of real GDP compared to the previous year

Weight
in %1 2010 2011 2012 2013

World 100.0 +5.2 +3.9 +3.1 +3.5
Advanced 
economies 57.5 +3.4 +1.9 +1.2 +1.7

EU 27 20.4 +2.0 +1.6 - 0.4  ±0.0
Euro area 14.6 +1.9 +1.5 - 0.8 - 0.5

USA 19.5 +3.0 +1.7 +2.1 +2.0
Japan 5.8 +4.4 - 0.9 +1.2 +2.2

Emerging 
economies 28.6 +8.9 +7.1 +6.5 +7.0

China 13.6 +10.3 +9.2 +8.3 +8.2
India 5.5 +10.1 +7.1 +6.4 +8.5
Russia 3.0 +4.0 +4.3 +3.5 +2.8
Brazil 2.9 +7.5 +2.8 +3.1 +4.8
ASEAN 5 3.6 +6.9 +4.7 +5.2 +5.8

1 Shares in GDP at purchasing power parity in USD of 2010 according to the IMF; ASEAN 5: 
Indonesia, Malaysia, Philippines, Thailand, Vietnam.

Sources: Eurostat, IMF, calculations of the institutes; from 2012: forecast of the institutes.
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and the real economy. The trend of the oil price is 
another considerable risk factor. The forecast as-
sumes a price of the Brent blend of $ 110 (Table 2). 
However, if the recent oil price increase continues, 
this will further dampen the global economic ex-
pansion.

Crisis of the monetary union drives 
euro area into recession
In the wake of the financial and economic crisis 
of 2008/09 confidence in the public finances of 
some countries dramatically declined in the euro 
area. Government support to the financial sector, 
measures to stabilise economic activity and lower 
tax revenues caused dramatic increases in budget 
deficits, particularly in Ireland and some southern 
European countries, as well as a surge in govern-
ment debt. In some cases, such as in Greece and in 
Italy, government debt was relatively high already 
before the crisis and far exceeded the benchmark 
of 100 % of GDP in the wake of the crisis. At the 
end of 2009, after it had become known that gov-
ernment debt in Greece was higher than previously 
assumed, yields on Greek government bonds began 
to rise steeply. In May 2010 the governments of the 
EU countries enacted a financial aid package for 
Greece amounting to € 110 billion and established 
a rescue fund, which was called on by Ireland in 
November 2010 and by Portugal in May 2011, after 
the yields of their government bonds had also risen 
sharply. In the second half of 2011 the crisis esca-
lated. In summer it threatened for the first time to 
spread to larger countries such as Italy and Spain. 

In autumn it became obvious that growth expec-
tations for the Greek economy were exaggerated 
and the budget deficit would turn out higher than 

envisaged. The governments of the EU countries 
reacted to these developments with a new financial 
aid package for Greece including haircuts for pri-
vate creditors (“private sector involvement”) and 
enhanced fiscal policy rules forcing the majority 
of euro area countries to implement strict auster-
ity programmes in the coming years. However, all 
the measures that have been taken so far have not 
caused government bond yields in the euro area 
to decline significantly. In March 2012 yields on 
Greek, Portuguese and Irish government bonds 
continued to exceed the level which would facili-
tate a stabilisation of government debt. Yields on 
Italian and Spanish bonds exceeded 5 %.

The persistent uncertainty for consumers and 
companies due to the crisis and the simultaneous 
and increasing efforts to cut spending in most euro 
area countries weakened demand and dampened 
growth. In the course of 2011 economic activity 
slowed continuously. In the fourth quarter the euro 
area economy declined by 0.3 % compared to the 
previous quarter (second quarter: +0.2 %, third 
quarter: +0.1 %). The lack of a comprehensive and 
credible solution to the crisis, the persistent uncer-
tainty and ever more new austerity measures in the 
crisis countries are likely to drive these euro area 
countries deeper into recession.

This forecast assumes that budget consolidation 
continues according to the rules laid down in the 
enhanced Stability and Growth Pact (“six-pack”) 
in autumn 2011. This implies a reduction of the 
structural deficit to 0.5 % of GDP by 2016. In ad-
dition, every member state is obliged to cut back 
one twentieth of the difference between the current 
government debt (in % of GDP) and the Maas-
tricht target of 60 % per year. Especially in those 
countries where the debt ratio is high this requires 

TABLE 2

Forecast assumptions

1 EURO12.
2 A decrease implies an improvement of competitiveness.

Sources: Deutsche Bundesbank; ECB; EIA; Federal Reserve; from 2012 forecast of the institutes.

Table 2

Annual data 2011 2012 2013

Three-month Euribor (%) 1,4 0,9 0,8
10-year government bond yield (euro area, %)1 4,4 4,5 4,3
10-year government bond yield (USA, %) 2,8 2,3 2,2
Exchange rate (USD/EUR) 1,39 1,27 1,25
Real effective exchange rate of the euro (vis-à-vis 40 countries)2 97,7 92,8 92,2
Indicator of Germany’s price competitiveness 
(vis-à-vis 56 countries) 91,7 88,8 88,3

Index of collectively agreed wages (Bundesbank) 1,8 2,5 2,4
Oil price (Brent) 111 115 110

Deutsche Bundesbank, ECB, EIA, Federal Reserve; from 2012: forecast of the institutes.

2 A decrease implies an improvement of competitiveness.

Forecast assumptions

1 EURO12
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drastic spending cuts. The forecast assumes that  
70 % of the budget consolidation affect expen-
ditures, while 30 % consist of measures to raise  
revenues.

Against the background of the ECB’s recent 
extensive liquidity measures it is assumed that the 
ECB’s main refinancing rate will not be lowered 
further, but that it will be left at the level of 1 % 
in deference to representatives of the Bundesbank. 
In the forecast period the yields of German Bunds 
will continue to benefit from a “safe haven” bonus. 
However, this advantage will decline somewhat. 
By contrast, the yields on other euro area countries’ 
government bonds, particularly those of the crisis 
countries, will continue to show high risk premia. 
However, the latter will remain below the levels 
seen in late November and early December of last 
year. Due to the recession the euro will depreciate 
slightly. Thus, an average exchange rate of 1.25 US 
dollars per euro is to be expected (Table 2). 

Under these assumptions the institutes expect 
GDP of the euro area as a whole to decrease by  
0.8 % in 2012. Next year the economy is expected 
to shrink by 0.5 %. However, there are substantial 
regional divergences (Table 3).

In the countries hit hardest by the crisis the eco-
nomic situation will continue to worsen consider-
ably. In the past economic growth there was largely 
driven by a strong expansion of domestic demand. 
Now the strict austerity packages exacerbate the 
lack of demand. The institutes expect economic ac-
tivity to decline drastically in Greece, Ireland, Italy, 
Portugal and Spain during the forecast period.

By contrast, export-oriented countries, such as 
Germany, the Netherlands, Austria, the Scandi-
navian countries, Slovakia and the Czech Repub-
lic benefited from the global recovery following 
the financial and economic crisis of 2008/09. In 
2010 and in the first half of 2011 their economies 
expanded strongly. Meanwhile the euro crisis is 
clearly leaving its mark on these countries, too. 
Lower exports to the euro area as well as the slight-
ly lower growth in the Asian emerging economies 
are dampening economic activity. In Germany, the 
Netherlands, Austria and the Czech Republic GDP 
declined in the fourth quarter of 2011. However, the 
global economic expansion is likely to ensure that 
the economic slowdown in these countries will be 
moderate. 

Since the introduction of the European currency 
significant current account imbalances have accu-
mulated between the euro area member states. The 
crisis of confidence in the euro area and the drastic 
measures in Ireland and in the southern European 
countries have resulted in a partial elimination of 

these imbalances. In Germany the current account 
surplus in % of GDP was reduced by two percent-
age points between 2007 and 2010. Although the 
current account deficit had decreased significantly 
in Greece and Spain, it still remained high in 2010. 
In Portugal the very high current account deficit 
remained largely unchanged. In Italy and France 
the deficit even widened further between 2007 
and 2010. Only Ireland succeeded in balancing its 
current account by 2010. The differences in com-
petitiveness, too, have hardly been reduced so far. 
Although unit labour costs in Germany rose notice-
ably during the financial and economic crisis of 
2008/09, this was mainly due to a temporary pro-
ductivity decline owing to the retention of workers 
as well as the use of working time accounts and the 
implementation of short-time working schemes, 
which temporarily raised hourly labour costs. In 
2010 unit labour costs decreased slightly again. 
Since 2007 Ireland and Spain have partly suc-
ceeded in offsetting their losses of competitiveness 
vis-à-vis Germany. Greece and Portugal recorded a 
slight improvement of their competitiveness vis-à-
vis Germany for the first time in 2010 (Figure 1).

In the wake of the financial and economic cri-
sis government budget deficits of numerous coun-
tries rose dramatically. Government support to the 
financial system, measures to stabilise economic 
activity as well as revenue losses due to lower tax 
receipts increased budget deficits. Due to the per-
sistent loss of confidence in their public finances 
many countries felt compelled to implement auster-
ity measures. In Ireland and in southern Europe, in 
particular, these measures are extremely ambitious. 
Compared to the level of 2009 the primary balance 

TABLE 3

Economic growth in the EU
Real GDP, % change

1 Shares in GDP at purchasing power parity in USD of 2010  
according to the IMF.

Sources: Eurostat, IMF, calculations of the institutes; 
from 2012 forecast of the institutes.

Table 3
Economic growth in the EU
Real GDP, % change

Weight 
in %1 2010 2011 2012 2013

EU 27 100.0 +2.0 +1.5 - 0.4  ±0.0

UK 14.4 +2.1 +1.0 +0.1 +1.4
Euro area 71.4 +1.9 +1.4 - 0.8 - 0.5

Germany 19.4 +3.7 +3.0 +0.3 +0.7
France 14.0 +1.5 +1.7 +0.2 +0.7
Italy 11.7 +1.5 +0.2 - 2.6 - 2.9

Spain 9.0 - 0.1 +0.7 - 1.5 - 1.7

Greece 2.1 - 3.5 - 6.9 - 6.7 - 6.2
Portugal 1.6 +1.4 - 1.6 - 4.3 - 3.0

Ireland 1.2 - 0.4 +2.6 - 1.3 - 1.3

1 Shares in GDP at purchasing power parity in USD of 2010 according to the IMF.

Sources: Eurostat, IMF, calculations of the institutes; from 2012: forecast of the institutes.
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is planned to improve by 12 percentage points of 
GDP in Greece, by 10 percentage points in Ireland 
and Portugal and by 7 percentage points in Spain 
until 2013. In view of the looming persistence of 
the recession it seems unlikely that these objectives 
will be met. Already in the past year it became in-
creasingly obvious that Greece and Portugal would 
miss the deficit reduction targets for 2011 that had 
been imposed on them. In Spain, too, the budget 
deficit target was clearly exceeded. The economic 
slump during the forecast period will leave its mark 
on government budget balances. Nevertheless, the 
institutes expect budget deficits to diminish some-
what by 2013 owing to the drastic austerity efforts. 

There are substantial labour market problems in 
the euro area. The seasonally adjusted unemploy-
ment rate reached 10.4 % of the labour force in De-
cember 2011, exceeding the level of June 2011 by 
0.4 percentage points. In the countries hit hardest 
by the crisis the situation is particularly dramat-
ic: In Spain the unemployment rate amounted to  
22.9 %. In Ireland and Portugal it was 14.5 % and 
13.6 %, respectively. In Greece it had reached  
19.2 % of the labour force already in October. The 

recession in the euro area is expected to lead to a 
further increase of unemployment in the forecast 
period with levels in the individual countries di-
verging widely (Table 4).

During the course of 2011 the increase of con-
sumer prices was dampened mainly because of fall-
ing energy and other commodity prices. Following 
a pronounced decline in the second half of 2011, 
however, the crude oil price (Brent) returned to  
$ 120 per barrel in March 2012. By contrast, the 
HWWI’s index of commodity prices excluding en-
ergy (in US dollars) was about 13 % below the level 
of the previous year. In December consumer price 
inflation slowed to 2.7 % year-on-year. By contrast, 
the core inflation rate (HICP excluding energy and 

FIGURE 1

Current account 
in % of GDP

1 2011: Forecast of the European Commission (Autumn 2011). 

Sources: European Commission (AMECO data base); 
IMF; OECD; OeNB (Oesterreichische Nationalbank). 
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TABLE 4

Unemployment rate
in % of the labour force1

1 Eurostat (Labour Force Survey; standardised).
2 according the ILO (International Labour Organisation) definition; % of 
the civilian labour force based on DESTATIS data; non-standardised.
3 according the ILO (International Labour Organisation) definition; 
based on INSEE data; non-standardised.

Sources: Eurostat (Labour Force Survey); from 2012 
forecast of the institutes.

Tabelle 4

2010 2011 2012 2013

Germany2 6.8 5.8 5.4 5.4
France3 9.4 9.3 9.8 10.5
Italy 8.4 8.4 9.7 11.3
Spain 20.1 21.6 24.9 25.2
Greece 12.6 17.3 20.1 23.0
Portugal 12.0 12.7 14.1 15.2
Ireland 13.7 14.3 14.1 14.0
United Kingdom 7.8 8.0 8.3 8.5

1 Eurostat (Labour Force Survey; standardised).

Sources: Eurostat (Labour Force Survey), DESTATIS, 
INSEE; from 2012: forecast of the institutes.

2 according the ILO (International Labour Organisation) 
definition; % of the civilian labour force based on DESTATIS 
data; non-standardised.

in % of the labour force1

Unemployment rate

3 according the ILO (International Labour Organisation) 
definition; based on INSEE data; non-standardised.

TABLE 5

Harmonised consumer price index 
% change on previous year

1 Country weights of the HICP for 2010 according to Eurostat  
(per mille).

Sources: Eurostat; from 2012 forecast of the institutes.

Table 5

Harmonised consumer price index
% change on previous year

Weight 

in ‰1 2010 2011 2012 2013

EU 27 1.000.0 + 2.1 + 3.1 + 2.0 + 1.2

United 
Kingdom 160.1 + 3.3 + 4.5 + 2.0 + 1.2
Euro area 721.0 + 1.6 + 2.7 + 1.9 + 1.1

Germany 261.6 + 1.2 + 2.5 + 1.8 + 1.3
France 207.3 + 1.7 + 2.3 + 2.0 + 1.0
Italy 182.0 + 1.6 + 2.9 + 2.5 + 1.1
Spain 126.2 + 2.0 + 3.1 + 1.5 + 0.7
Greece 36.3 + 4.7 + 3.1 + 1.4 + 1.9
Portugal 22.2 + 1.4 + 3.6 + 1.5 + 0.9
Ireland 14.7 – 1.6 + 1.1 + 0.3 – 0.7

1 Country weights of the HICP for 2010 according to Eurostat (per mille).
Sources: Eurostat; from 2012 forecast of the institutes.
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Weak economic growth in 
France
In France economic trends were slightly better 
than in the euro area as a whole in 2011. Unlike 
in most other member states of the monetary 
union, where GDP declined in the fourth quarter, 
the expansion continued in France (+0.2 %), hel-
ped especially by gross fixed capital formation. 
By contrast, consumption expenditure of private 
households remained sluggish. Net exports im-
proved somewhat during the final three months 
of 2011. However, on average they did not contri-
bute to the economic expansion.
In the past year the French economy did not grow 
fast enough to prevent a rise in unemployment. 
A minimum growth rate of 2 % would be requi-
red to stabilise the unemployment rate. Thus, 
the seasonally adjusted unemployment rate has 
risen slightly again since mid-2011. In January 
2012 it reached 10 % of the labour force. Owing 
to the increased labour market participation of 
women and the pension reform inducing the el-
derly to retire later, the labour supply in France ri-
ses by 0.6 % per year. The unfavourable situation 
in the labour market also dampens price trends. 
Although, at 2.6 %, annual inflation was slightly 
higher in January 2012 than a year earlier, it was 
largely driven by the increase of energy and food 
prices. By contrast, the core inflation rate amoun-
ted to only 1.5 % due to subdued wage increases.
During the forecast period the French economy 
will expand only moderately. Anemic demand 
of the euro area trade partners will limit export 
growth. Domestic demand will be dampened by 
the envisaged budget consolidation. Consump-
tion expenditures of private households are 
expected to remain largely stagnant because 
of the muted real wage trend as well as tax in-
creases. The French government has commit-
ted itself to reducing the budget deficit by two 
percentage points of GDP in each of the years 
2012 and 2013. The announced measures con-
sist equally of spending cuts and tax increases. 
The expenditure-based measures include in 
particular the reduction of the number of public 
sector employees, decoupling public sector wa-
ges and social transfers from inflation as well as 
pension and hospital reforms. On the revenue 
side an increase of the reduced VAT rate from  
5.5 % to 7 %, an increase of corporate income 
tax for large corporations, freezing the income 

and wealth tax rates, raising capital income tax 
and the introduction of a financial transactions tax 
have been decided. These measures and redu-
ced stimulus from abroad will cause the French 
economy to expand by merely 0.2 % in 2012 and 
0.7 % in 2013. 
The problems of the banking sector pose a risk 
to economic activity in France. In view of the de-
clining value of government bonds and the imple-
mentation of Basel III, French banks might further 
tighten lending conditions. So far there has been 
no hint of a credit crunch. The decline of new  
loans seems to be mainly a consequence of  
falling credit demand of households and corpo-
rations. 
However, the key challenge for French economy 
consists in the reduction of its current account 
deficit. Since the establishment of the monetary 
union France’s relative competiveness vis-à-vis 
euro area countries with low wage growth such 
as Germany has worsened persistently. A whole 
range of measures is envisaged to improve com-
petitiveness, particularly in industry. In addition 
to supporting innovation, research and develop-
ment as well as financing small and medium-
sized enterprises, France follows a strategy of 
increasing its competitiveness via wage modera-
tion and the reduction of non-wage labour costs. 
This strategy, inspired by German wage trends, 
involves the danger of weakening domestic de-
mand. A reduction of employers’ social security 
contributions would be financed by an increase of 
both the VAT rate and the capital income tax rate. 
This strengthens corporate competitiveness, but 
burdens private households. 

INFOBOX 1
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unprocessed food), which is more strongly affected 
by the cycle, remained unchanged at 2 %. Weak 
economic activity is expected to have its share in 
limiting the scope for price increases in the euro 
area. Energy and other commodity prices are even 
expected to decline as a consequence of the muted 
global expansion. For the euro area as a whole the 
institutes expect annual consumer price increases 
of 1.9 % in 2012 and of 1.1 % in 2013 (Table 5). 

The economic situation in Germany

Mixed outlook for economic activity

The German economy continued to expand strong-
ly in 2011 GDP increased by 3 %, rising above the 
pre-crisis level during the course of the year. Most 
of the growth was observed during the first half of 
the year and was driven both by domestic and by 
foreign demand. At the end of the year waning for-
eign demand and weaker consumer spending lead 
to a minor decline of aggregate output. The adverse 
developments in the euro area were the main cause 
of the export slump. 

The outlook for 2012 is not particularly fa-
vourable. Although in Germany, unlike in several 
other euro area countries, no recession is expected, 
dwindling demand in the euro area is increasingly 
dampening German exports and consequently also 
investment. By contrast, exports to emerging econ-
omies are expected to continue their upward trend, 
although they are unlikely to regain the momen-
tum of the past two years. This year private con-
sumption expenditure will once again contribute 
decisively to economic growth. This is due to the 
stable income growth, caused by higher negotiated 
wage increases and the continuation of the favour-
able employment trend. Nevertheless, the general 
business tendency will be muted, because the other 
components of domestic demand will not provide 
any noticeable stimulus. The institutes expect an 
average annual increase of GDP by only 0.3 % in 
2012 (Table 6).

The outlook for the coming year is mixed. Ger-
man exporters are expected to improve their com-
petitiveness vis-à-vis countries outside the euro area 
and consequently increase their shipments to this 
part of the world. On the other hand the persistent 
austerity policies will continue to dampen demand 
in the euro area exerting a strong negative effect 
on German exports to the region. Overall, however, 
net exports are expected to contribute positively 
to economic growth. Expected increased export 
demand particularly from third countries will also 
stimulate domestic demand, especially investment 

in machinery and equipment. Private consumption 
expenditure, too, is expected to expand at a similar 
pace as in this year. All in all, the institutes expect 
GDP to grow by 0.7 % in 2013 (Table 6, Table 7). 

Recession in the euro area dampens export 
growth

In 2011 German foreign trade expanded rapidly 
once again. Annual exports of goods and services 
increased by 8.2 % in real terms. However, the an-
nual growth rate of the fourth quarter (6.3 %) re-
flects a marked loss of momentum compared to a 

TABLE 6

Key forecast figures for Germany
% change 

1 Contribution to growth calculated from the chained volume index.
2 % of the civilian labour force.
3 % of gross domestic product.

Sources: DESTATIS; ECB; from 2012 forecast of the 
institutes.

Table 6

2010 2011 2012 2013

Gross domestic product 3.7 3.0 0.3 0.7
   Private consumption
   expenditure 0.6 1.5 0.6 0.7
   Government consumption 
   expenditure 1.7 1.4 1.0 0.7
   Gross fixed capital formation 5.5 6.4 0.8 1.5
   Net exports1 1.5 0.8 -0.2 0.1
   Exports 13.7 8,2 3.0 3.5
   Imports 11.7 7.4 3.9 3.8
Total employment 0.5 1.3 0.8 0.1
Unemployment rate2 7.7 7.1 6.8 6.8
Unit labour cost -1.5 1.2 2.2 1.2
Consumer prices 1.1 2.3 1.8 1.3
Budget balance3 -4.3 -1.0 -0.7 -0.2

Key forecast figures for Germany
% change

1 Contribution to growth calculated from the chained 
volume index.

3 % of gross domestic product.

Quellen: DESTATIS; EZB; from 2012 forecast of the 
institutes.

2 % of the civilian labour force.

TABLE 7

Statistical components of  
GDP growth
% or percentage points

1 Seasonally and working-day adjusted index in the fourth quarter 
of the previous year relative to the working-day adjusted quarterly 
average of the previous year.
2 Annual growth rate in the fourth quarter adjusted for working-day 
effects.
3 % of gross domestic product.

Sources: DESTATIS; calculations of the institutes, 
from 2012 forecast of the institutes.

Tabelle 7

2011 2012 2013

Statistical carry-over effect at the
end of the previous year1 1.2 0.2 0.3
Growth rate over the course of
the year2 2.0 0.6 0.9
Annual average GDP growth rate,
adjusted for working days 3.1 0.5 0.8

Calendar effect3 -0.1 -0.2 -0.1

Annual average GDP growth rate 3.0 0.3 0.7

1 Seasonally and working-day adjusted index in the fourth 
quarter of the previous year relative to the working-day 
adjusted quarterly average of the previous year.
2 Annual growth rate in the fourth quarter adjusted for working-
day effects.
3 % of gross domestic product.

Sources: DESTATIS, calculations of the institutes, from 2012 
forecast of the institutes.
ab 2012 Prognose der Institute.

Statistical components of GDP growth
% or percentage points
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year earlier (13.9 %). This was mainly caused by 
a sharp decline of import demand from European 
countries and in particular from the euro area in the 
second half of 2011 (Figure 2). Once again Ger-
man exports were spurred by the strong demand 
from Asia. Following the surge of 2010 (44.3 %)  
German shipments of goods continued to climb by 
another 20 % last year. However, German exports 
of goods to the USA also expanded vigorously 
(Figure 2).

During the forecast period German exports will 
grow only slowly, because they are affected mas-
sively by the recession in the euro area. Both in this 
year and next year German shipments to the mon-
etary union, which is the most important market for 
German products and accounts for a share of more 
than 40 %, will decline. By contrast, German ex-
ports will receive strong stimulus from the persis-
tently buoyant demand in the Asian region as well 
as Russia. Under the forecast assumptions of a euro 
dollar exchange rate of 1.25 and the continuation of 
the upward trend of the US economy goods trade 
with the USA is also expected to expand signifi-
cantly. Overall, exports of goods and services will 
increase by 3.2 % in the course of this year and by 
3.9 % in the course of next year. On average export 
growth will amount to 3 % and 3.5 % per year in 
2012 and in 2013, respectively.

In the past year imports of goods and services 
also rose markedly. Their annual average growth 
rate amounted to 7.4 % (in real terms). In the 
fourth quarter 2011 they exceeded the level of a 
year earlier by 6.4 %. During the forecast period 
the favourable employment situation will stimulate 
import demand, causing shipments to Germany to 
grow somewhat faster than exports both in this year 
and next year. At the end of this year imports will 
be 3.8 % above the level of the end of last year. In 
the course of next year the increase will be 4.1 %. 
This translates into annual average growth rates of  
3.9 % and 3.8 % in 2012 and in 2013, respectively. 
The contribution of foreign trade to GDP growth 
will thus be -0.2 percentage points in this year and 
+0.1 percentage points in 2013 (Table 8).

Import prices surged once again last year  
(+5.2 %) due to considerable price hikes of fuels, 
metals, food and other commodities. During the 
forecast period import price inflation is expected to 
ease significantly. On the one hand the recession 
in the euro area and the slowing economic activity 
in Asia will dampen price increases of metals and 
other commodities. On the other hand it is assumed 
in view of the global situation that the oil price will 
decline again and amount to $ 110 per barrel dur-
ing the forecast period. Overall, the import deflator 

is expected to increase by 2.3 % in this year. After 
that import prices are predicted to decline by 0.6 % 
next year.

Once again export prices (2.7 %) rose more 
slowly than import prices in the past year (5.2 %). 
Against the background of a recession in the euro 
area and the related decline of demand for German 
products export prices are expected to climb only 
marginally if at all. The expected increase is 1.3 % 
in this year and 0.5 % next year. Following a re-
newed worsening in this year the terms of trade will 
improve considerably again next year.

Equipment investment in the doldrums for 
now

Investment in machinery and equipment expanded 
only sluggishly in the past year, stagnating at the 
end of the year. Thus, in the fourth quarter it was 
3.1 % higher than a year earlier. The annual average 
growth rate amounts to 7.6 % due to the high sta-
tistical carry-over effect. Although financing con-
ditions were rather favourable in 2011, both lower 
profit expectations and the crisis of confidence are 
likely to have impaired businesses’ willingness to 
invest. For the time being the fairly stagnant trend 
is expected to persist. This is also implied by the re-
cent deterioration of business expectations among 
capital goods manufacturers. In the further course 
of the year sales prospects will worsen markedly, 

TABLE 8

Growth contributions of  
expenditure aggregates1  
in Germany   
Percentage points

1 Calculated on the basis of the chained volume index; growth  
contributions of individual aggregates may not add up to the GDP 
growth rate due to rounding.

Sources: DESTATIS, calculations of the institutes, 
from 2012 forecast of the institutes.

Table 8

2010 2011 2012 2013

Gross domestic product 3.7 3.0 0.3 0.7
 Domestic demand 2.3 2.2 0.6 0.7
    Consumption 
    expenditure 0.7 1.1 0.5 0.5
        Private households 0.4 0.8 0.3 0.4
        Government 0.3 0.3 0.2 0.1
    Fixed capital
    formation 1.0 1.1 0.2 0.2
        Machinery and
        Equipment 0.7 0.5 0.0 0.2
        Construction 0.2 0.5 0.1 0.1
        Other capital 
        formation 0.1 0.1 0.1 0.0
    Changes in inventories 0.6 0.0 -0.1 0.0
    Net exports 1.5 0.8 -0.2 0.1
     Exports 5.8 3.9 1.5 1.8
     Imports -4.3 -3.1 -1.7 -1.7

Growth contributions of expenditure
aggregates1 in Germany

Percentage points

1 Calculated on the basis of the chained volume 
index; growth contributions of individual 
aggregates may not add up to the GDP growth 
rate due to rounding.

Sources: DESTATIS, calculations of the 
institutes, from 2012 forecast of the institutes.
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FIGURE 2

Germany‘s foreign trade by region
Trade of goods, seasonally adjusted quarterly data, billion EUR

Sources: Deutsche Bundesbank; DESTATIS; calculations of the institutes.

Abbildung 1
Germany's foreign trade by region
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because the world economy will grow at a much 
slower pace than in the past two years. Further-
more, the utilisation of production capacity has 
continuously declined since the summer of last 
year. Therefore no perceptible expansion of in-
vestment in new capacity is to be expected and the 
increase of replacement and modernisation invest-
ment will also be muted.

The profit situation of businesses is expected to 
worsen significantly in the near future, improving 
slightly only next year. As a consequence of small 
productivity increases due to the economic slump 
unit labour costs will temporarily rise somewhat 
faster. Companies’ financing conditions will gener-
ally remain favourable. Overall, in view of these 
developments, growth of investment in machinery 
and equipment will almost stagnate in this year and 
is not expected to pick up again until next year. 
During the course of 2012 it will expand by only 
0.5 %, which is equivalent to an annual average 
growth rate of 0.5 %. In 2013 it will increase by  
2.5 % on average. In the fourth quarter it will be 
3.5 % above the level of a year earlier (Figure 3, 
Table 9).

Only weak growth of construction investment 
In the past year construction investment recorded 
an extraordinarily strong expansion by 5.8 %. This 
is the highest growth since the construction boom 
of the early nineties which was driven by the Ger-
man reunification. The annual growth rate of the 
fourth quarter 2011 even reached 7.6 %. This posi-
tive development can be observed in all subsectors.

Due to the backlog of work following bad 
weather at the end of 2010 residential construction 
investment surged particularly during the first half 
of 2011. Yet in the second half of the year the high 
level could still be increased further. Average an-
nual growth amounted to 6.3 %. Apparently, pri-
vate households increasingly purchased residential 
property motivated by favourable labour market 
conditions and relatively low mortgage interest 
rates. The outlook will remain rather positive for 
the time being. New orders have been on an up-
ward trend again for some months and the stock of 
orders is also high. Furthermore, business expec-
tations of construction companies have recovered 
recently. Against the backdrop of the slight decline 
of construction permits observed since autumn the 
expansion of residential construction investment is 
expected to slow somewhat in the further course of 
the forecast period. Overall, residential construc-
tion investment is expected to grow markedly in 
2012 and somewhat more slowly in 2013. 

In 2011 non-residential construction invest-
ment increased by a considerable 6.9 %, match-
ing the dynamic trend of investment in machinery 
and equipment with which there usually is a high  
correlation. However, the decline of new orders 
since the autumn and the lower number of con-
struction permits point to a deceleration of the 
expansion of non-residential construction invest-
ment. Additional investment into new capacity is 
expected to be only of minor importance, because 
capacity utilisation has been declining for several 
months. The persistently favourable financing con-
ditions are supportive. In 2012 non-residential con-
struction investment will at best grow negligibly. 
In the following year the increase will be slightly 
stronger, paralleled by marginally higher invest-
ment in machinery and equipment.

Government construction investment expanded 
by 1.3 % in 2011. After the phasing-out of stimulus 
programmes last year it is expected to contract dur-
ing the forecast period, particularly since no signifi-
cant stimulus can be expected from the municipali-
ties either. Although the financial situation of the 
latter will improve to some extent, it will continue 
to be dominated by the enhanced budget consolida-
tion. Therefore a contraction of government con-
struction investment is expected for both years. 

Overall, construction investment will increase 
by an annual average of 1 % in 2012 and by 0.9 % 
in 2013 (Figure 3, Table 9).

Private consumption expenditure: recovery 
continues at low pace

During the course of 2011 private consumption 
expenditures increased only half as strongly as in 
the previous year at a rate of 0.8 %. Yet, owing to 
the statistical carry-over effect the annual average 
growth rate amounted to 1.5 %. At 3.2 % dispos-
able income growth was somewhat stronger than 
in the previous year, as both net wages and salaries 
and entrepreneurial and property income rose con-
siderably. However, the real expansion of dispos-
able income was limited by the strong increase of 
the private consumption deflator (2.1 %). Simul-
taneously the propensity to save diminished. The 
savings ratio thus dropped by 0.3 percentage points 
to 11 %.

At 2.5 % negotiated wages will rise faster this 
year than last year. The increase of effective wages 
(per employee) will turn out slightly lower due to 
negative wage drift. As average annual employ-
ment will expand once more, gross wages and sala-
ries will increase by 2.8 %. Allowing for the slight 
reduction of social contributions, net wages and 
salaries will grow at a similar rate.
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FIGURE 3

GDP by expenditure
Seasonally and calendar adjusted series1   

                           Chain index 2005=100 (left axis).
                           % change on previous quarter (right axis).
                           1 From first quarter 2012 forecast of the institutes.
                            Average annual growth rate.

Sources: DESTATIS; calculations of the institutes.

Abbildung 2
Verwendung des Bruttoinlandsproduktes

Saison und kalenderbereinigte Verläufe1

Bruttoinlandsprodukt Private Konsumausgaben
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                 1 Ab 1. Quartal 2012: Prognose der Institute.

Quellen: DESTATIS; Berechnungen der Institute.
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This year monetary transfers will increase 
slightly. Although public pensions will increase by 
2.2 % as of 1 July 2012 due to the favourable wage 
and salary trends of the past year and despite the 
deductions because of the pension guarantee, the 
sustainability factor and the “Riester factor”, av-
erage annual unemployment benefits will decline 
as a consequence of falling unemployment. With-
drawals of entrepreneurial and property income 
will expand at a significantly slower pace than last 
year. Overall, disposable income will increase by 
2.2 % in this year, or by only 0.6 % if adjusted for 
inflation (private consumption deflator). With the  
savings ratio remaining constant consumer spend-
ing will go up by an average of 0.6 % in 2012  
(Figure 3, Table 9). 

Next year negotiated wages will rise by 2.4 %. 
Effective wages (per employee) will increase by 
only 2.1 % due to the negative wage drift. As em-
ployment is expected to expand only marginally, 
gross wages and salaries will grow by a similar pro-
portion. In line with current legislation net wages 
and salaries will advance at the same rate due to 
unchanged social contributions and only marginal 
tax relief. Monetary transfers will rise slightly fast-
er than this year. Withdrawals of entrepreneurial 
and property income are expected to expand only 
slightly. In real terms disposable income will in-
crease by 0.8 %. With the savings ratio rising mar-
ginally (+0.1 percentage points) consumer spend-
ing will go up by 0.7 % in 2013.

Inflation abating
As observed often before, domestic inflationary 
trends are driven by oil price developments. In no 
previous year was crude oil as expensive on average 
as in 2011. Last year the average price of a barrel of 
the Brent blend equalled $ 111 (€ 80), considerably 
exceeding the level of 2008 ($ 97, € 65). Currently, 
the oil price is fluctuating around the benchmark 
of $ 120 (€ 92). After an increase by 29 % in 2010 
the crude oil price soared by another 40 % in 2011. 
The oil price affects inflation both directly and 
indirectly. Whereas the direct effect via fuel and 
household energy prices is felt immediately, the 
indirect effect, which is the consequence of rising 
production costs for almost all goods and services, 
unfolds with some delay. Therefore rising energy 
costs are not only reflected in a broad inflation indi-
cator including all categories of goods and services, 
but also in the index excluding direct energy costs. 
Most recently the latter index exhibited an increase 
of 1.6 %. In February 2012 energy accounted for 

TABLE 9

Macroeconomic trends  
in Germany
% change on previous year

Macroeconomic trends in Germany

 2010 2011 2012 2013

Expenditure1

Private consumption2 0.6 1.5 0.6 0.7
Government consumption 1.7 1.4 1.0 0.7
Machinery and equipment 10.5 7.6 0.4 2.5
Construction 2.2 5.8 1.0 0.9
Other capital formation 4.7 4.8 2.8 0.5
Exports 13.7 8.2 3.0 3.5
Imports 11.7 7.4 3.9 3.8
Gross domestic product 3.7 3.0 0.3 0.7

Prices   
Gross domestic product 0.6 0.8 1.1 1.8
Consumption expenditure2 1.9 2.1 1.6 1.2
Imports 4.5 5.2 2.3 -0.6
Memorandum item:

Consumer prices 1.1 2.3 1.8 1.3

Income distribution   
Compensation of employees 2.5 4.4 2.5 2.0
Profits3 10.5 1.5 -1.2 4.5
National income 5.1 3.4 1.3 2.8
Memorandum items:

Negotiated wages 
(per hour) 1.6 1.7 2.5 2.4
Effective earnings 
(per hour) 0.0 2.9 2.8 2.5
Wage drift -1.6 1.2 0.3 0.1

Gross wages and salaries 2.7 4.7 2.8 2.1
Gross wages and salaries 
per employee 2.2 3.3 2.0 2.0

Production   
Employed persons 0.5 1.3 0.8 0.1
Hours worked per 
employed person 1.8 0.4 -0.8 -0.5
Total hours worked 2.3 1.7 0.0 -0.4
Productivity (per hour) 1.4 1.3 0.3 1.1
Gross domestic product1 3.7 3.0 0.3 0.7
Memorandum items:

Unemployment4 (ILO,
1,000 persons) 2,946 2,505 2,366 2,351
Unemployment rate 
(ILO, %) 6.8 5.8 5.4 5.4
Unemployment5 

(BA, 1000 persons) 3,238 2,976 2,882 2,876
Unemployment rate6 

(BA, %) 7.7 7.1 6.8 6.8

Unit labour cost -1.5 1.2 2.2 1.2
Budget balance,
% of GDP -4.3 -1.0 -0.7 -0.2

1 Adjusted for inflation.
2 Private households including non-profit institutions serving 
households.
3 Operating surplus and mixed income.
4 Definition of the International Labour Organisation (ILO).
5 Definition of the Federal Employment Agency (Bundesanstalt 
für Arbeit, BA).
6 % of the civilian labour force.

Sources: Deutsche Bundesbank, DESTATIS, Federal 
Employment Agency, calculations of the institutes; from 2012: 
forecast of the institutes.

% change on previous year

1 Adjusted for inflation.
2 Private households including non-profit institutions serving 
households.
3 Operating surplus and mixed income.
4 Definition of the International Labour Organisation (ILO).
5 Definition of the Federal Employment Agency (Bundesanstalt für 
Arbeit, BA).
6 % of the civilian labour force.

Sources: Deutsche Bundesbank; DESTATIS; Federal 
Employment Agency; calculations of the institutes, 
from 2012 forecast of the institutes.
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0.7 percentage points of the inflation rate of 2.3 %. 
Food prices also climbed at an above-average pace, 
whereas services and rents exhibited a weak infla-
tion rate of slightly above 1 %. 

In view of weaker economic activity the scope 
for price increases is expected to be smaller during 
the forecast period, so that, under the assumption 
of nearly constant exchange rates and a crude oil 
price of $ 110 per barrel, inflationary pressures are 
expected to abate. With unit labour costs increasing 
by 2.2 % and 1.2 % in 2012 and in 2013, respec-
tively, consumer prices are expected to climb by 
1.8 % and 1.3 %, respectively. Thus, the inflation 
rate will remain below the ECB’s inflation target of 
1.9 % in both years.

Only weak increase of production
In 2011 aggregate output grew strongly for the sec-
ond year in a row. It increased by 3% on average. 
However, the year-on-year growth rate in the fourth 
quarter amounted to only 2 %. The recovery proved 
particularly strong in manufacturing, where output 
surged by 8.2 %, with the export-oriented capital 
goods industry expanding particularly strongly. 
Transport (5.9 %) and business services (4.2 %) re-
ported above-average growth rates as they benefit-
ted from the manufacturing boom. 

For the first half of 2012 a stagnant tendency of 
aggregate output is becoming apparent, particu-
larly in industry. This is implied by leading indica-
tors. Since the summer of the past year new orders 
have exhibited a falling trend, especially for capital 
goods producers. The decline mainly reflected fall-
ing foreign orders (3-month growth rate: foreign 
orders -3.9 %, domestic orders -2.3 %). Production 
data for January show a slight increase to a level 
corresponding to the average of the fourth quarter 
2011. Seasonally adjusted GDP is expected to in-
crease at best by 0.1 % in the first quarter 2012.

In the further course of the year production will 
remain on a weak trend. Exports, particularly of 
capital goods, will expand only marginally due to 
a less dynamic world economy and the recession 
in the euro area, which remains German exporters’ 
most important market. The domestic economy, 
too, will no longer exhibit the strength of the past 
year. The slightly restrictive fiscal policy stance will 
also exert a dampening effect. All in all, there will 
be only a very subdued expansion of production in 
2012: At the end of the year aggregated output will 
exceed the level of a year earlier by 0.6 %. This im-
plies an average annual growth rate of 0.3 %. Next 
year aggregate output growth is expected to turn 
out slightly higher, as both foreign trade and the 

domestic economy will provide a stronger growth 
impulse. The annual average increase of GDP will 
amount to 0.7 %. The year-on-year growth rate of 
the fourth quarter will be slightly higher at 0.9 %.

Further improvement of labour market 
conditions despite weak activity

Cyclical conditions in the labour market were very 
favourable in the past year 2011. Total employment 
increased by almost 550,000 persons to an annual 
average of 41.1 million persons (Figure 4, Table 
10). The number of employees subject to social se-
curity contributions experienced an even stronger 
growth. According to preliminary estimates of the 
Federal Employment Agency an average of roughly 
28.4 million persons were employed in jobs subject 
to social security contributions in 2011, exceeding 
the level of the previous year by 675,000 persons. 
About 120,000 of these additional jobs subject to 
social security contributions were in the temporary 
employment industry. By contrast the number of 
marginally employed persons in so-called “mini-
jobs” declined by an average of 24,000 in 2011, 
having receded already in the previous year. Under-
employment reported by the Federal Employment 
Agency (excluding short-time work) continued to 
fall, amounting to 4.15 million persons on average 
in 2011. This is equivalent to a decline by 11.7 % or 
nearly 550,000 underemployed persons compared 
to the previous year. Owing to the reduction of 
labour market measures, which relieve the labour 
market and exert a direct influence on the level of 
registered unemployment while not affecting the 
level of underemployment, the drop in registered 
unemployment of 263,000 persons was significant-

FIGURE 4

Domestic employment and hours 
worked
Seasonally and calendar adjusted series1

             Annual average (2007=100)
             From first quarter 2012: Forecast.
1 % change on previous year.

Sources: DESTATIS; calculations of the institutes, 
from first quarter 2012 forecast of the institutes.
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ly lower than the decline in underemployment. On 
average there were 2.98 million registered unem-
ployed persons in 2011 (Figure 5). The unemploy-
ment rate decreased to 7.1 % compared to 7.7 % 
in the previous year. However, regional differences 
remain substantial. For instance, the unemploy-
ment rate of Eastern Germany (including Berlin) 
exceeded that of Western Germany by more than 5 
percentage points at 11.3 % in the past year. 

As the euro area as a whole is “scrimping” itself 
into a recession with its austerity policies, German 
economic activity will deteriorate, too, leaving a 
mark also on the labour market during the forecast 
period. However, the very positive basis of the past 
year will have a substantial effect on the annual 
average tendency in 2012. Therefore, the average 
annual growth rate will be higher than the increase 
in the course of the year, which provides a more 
realistic picture of the cyclical situation in the la-
bour market. The German labour market entered 

the current year with a considerable positive sta-
tistical carry-over effect in the case of employment 
and a significant negative carry-over in the case of 
unemployment. Even most recently labour market 
trends, which usually lag behind the general eco-
nomic trend, have been remarkably positive with 
total seasonally adjusted employment rising by 
86,000 to 41.45 persons in January 2012. In Feb-
ruary seasonally adjusted unemployment amounted 
to 2.87 million registered unemployed persons. 
This implies stagnation compared to the previous 
month. However, as average declines in unemploy-
ment of 23,000 persons per month were observed 
in the two winter months December and January, 
it can be assumed that the stagnation is mainly due 
to the unusually cold weather in February, which 
the seasonal adjustment procedure cannot take into 
account sufficiently. Yet, even if the labour market 
is generally on a dynamic upward trend, the expan-
sion will come to a standstill in the course of 2012 

TABLE 10

Labour market balance sheet
Annual average, 1,000 persons

1 Wage subsidies and other labour market instruments  
(„Arbeitsbeschaffungsmassnahmen“, „Strukturanpassungsmass-
nahmen“, „Personal-Service-Agenturen“, „Eingliederungszuschuss“, 
„Eingliederungszuschuss bei Vertretung“, „Eingliederungszuschuss 
bei Neugruendung“, „Arbeitsentgeltzuschuss“, „Einstiegsgeld bei 
abhaengiger Beschaeftigung“, „Arbeitsgelegenheiten bei Entgelt-
variante“, „Beschaeftigungszuschuss“, „Qualifikationszuschuss fuer 
Juengere“, „Eingliederungshilfen für Juengere“, „Entgeltsicherung für 
Aeltere“).
2 Work opportunities with refund of additional expenses („Arbeitsgele-
genheiten mit Mehraufwandentschaedigung”).
3 Various start-up bonuses („Gruendungszuschuss“, „Existenz- 
gruendungszuschuss“, „Ueberbrueckungsgeld“ and „Einstiegsgeld“).
4 Definition of the Federal Employment Agency (Bundesagentur fuer 
Arbeit, BA).
5 % of the total civilian labour force. 
6 Definition of the International Labour Organisation (ILO).
7 % of the domestic labour force.

Sources: DESTATIS; Federal Employment Agency; 
calculations of the institutes, from 2012 forecast of 
the institutes.

Table 10

2010 2011 2012 2013

Employed persons, national 
concept 40,506 41,037 41,376 41,413
Commuting balance 47 63 72 76
Employed persons, domestic 
concept 40,553 41,099 41,448 41,489
    Employees 36,065 36,553 36,855 36,881
    Employees subject to social 
    security contributions 27,757 28,431 28,890 28,980

Subsidised employment1 242 172 127 124
    “Mini jobs” 4,883 4,859 4,814 4,780
    “One-euro jobs” 2 260 166 117 116
    Self-employed persons 4,488 4,546 4,593 4,608

Subsidised self-
employment3 154 136 113 96

Unemployed persons (BA)4 3,238 2,975 2,882 2,876
Unemployment rate (BA)5 7.7 7.1 6.8 6.8
Unemployed persons (ILO)6 2,946 2,505 2,366 2,350
Unemployment rate (ILO)7 6.8 5.8 5.4 5.4
Cyclical short-time work  429 104 157 177

Labour market balance sheet

1 Wage subsidies and other labour market instruments 
("Arbeitsbeschaffungsmaßnahmen", 
"Strukturanpassungsmaßnahmen", "Personal-Service-Agenturen", 
"Eingliederungszuschuss", "Eingliederungszuschuss bei Vertretung", 
"Eingliederungszuschuss bei Neugründung", 
"Arbeitsentgeltzuschuss", "Einstiegsgeld bei abhängiger 
Beschäftigung", "Arbeitsgelegenheiten bei Entgeltvariante", 
"Beschäftigungszuschuss", "Qualifikationszuschuss für Jüngere", 
"Eingliederungshilfen für Jüngere", "Entgeltsicherung für Ältere").
2 Work opportunities with refund of additional expenses 
("Arbeitsgelegenheiten mit Mehraufwandentschädigung”).
3 Various start-up bonuses ("Gründungszuschuss", 
"Existenzgründungszuschuss", "Überbrückungsgeld" and 
"Einstiegsgeld").
4 Definition of the Federal Employment Agency (Bundesagentur für 
Arbeit, BA)
5 % of the total civilian labour force. 
6 Definition of the International Labour Organisation (ILO)
7 % of the domestic labour force.

Sources: DESTATIS, Federal Employment Agency, calculations of 
the institutes; from 2012 forecast of the institutes.

 Annual average, 1000 persons

FIGURE 5
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und temporarily reverse. Nevertheless, unemploy-
ment is expected to drop by an average of 93,000 
persons to 2.88 million registered unemployed 
persons in 2012, with the negative statistical carry-
over effect accounting for more than 80,000 per-
sons. The average annual unemployment rate is ex-
pected to fall to 6.8 %. With a statistical carry-over 
effect from 2011 of about 260,000 persons, total 
employment will rise by 350,000 persons to 41.45 
million persons. Following an increase of 675,000 
persons in 2011, the number of employees who are 
subject to social security contributions is expected 
to increase by almost 460,000 persons in this year 
reaching a total of 28.89 million persons. At the 
same time marginal employment will continue the 
slight decline observed already in previous years.

As a consequence of the weak economic situa-
tion labour market conditions will hardly improve 
in 2013. Annual average employment will expand 
by only about 40,000 persons or 0.1 % to 41.49 mil-
lion persons. De facto, the number of unemployed 
persons will stagnate at the level of the previous 
year, leaving the unemployment rate at 6.8 %.

Total hours worked of both employees and 
self-employed persons rebounded strongly after 
the trough in the second quarter 2009 expanding 
by about 0.5 % per quarter until the fourth quar-
ter 2011, albeit at a slowing pace. Although hours 
worked per employed person increased by 9.7 
hours between the trough in the second quarter 
2009 and the third quarter 2011, they still remained 
about 8.2 hours below the peak of the last boom 
phase recorded in the second quarter 2008. In the 
last quarter of 2011 a seasonally and calendar ad-
justed decrease of hours worked per employed per-
son of 0.25 % was observed. In 2012 and in 2013 
hours worked per employed person will fall by  
0.8 % and 0.5 %, respectively. Correspondingly, 
total hours worked will stagnate in 2012 and then 
decline by 0.4 % next year. The reduction in hours 
worked per employee is driven by several factors 
such as the trend towards part-time work, a strongly 
negative calendar effect and, not least, the use of 
various instruments of internal flexibility.

As already during the crisis years 2008/09, when 
the use of various instruments of internal flexibility 
helped to reduce working time per person consider-
ably and to save a substantial number of jobs (Her-
zog-Stein et al. 2010), it is assumed that companies 
will once again try to use instruments of internal 
flexibility, such as working time accounts, reduc-
tion of over-time work and – if necessary – a gen-
eral reduction of regular working hours, to weather 
the economic slump without large-scale layoffs. 

Owing to the dynamic economic expansion of the 
years 2010 and 2011 companies have rebuilt sub-
stantial capacities, which allow them to actually use 
the instruments of internal flexibility. However, the 
corresponding scope is much smaller than in 2008. 
Hourly productivity growth is expected to follow 
a clearly pro-cyclical trend in 2012, amounting to 
only 0.3 %, after 1.3 % in 2011. In 2013 hourly 
productivity is expected to rise again by 1.1 %. 

Slightly restrictive fiscal policy
Following a year dominated by fiscal stimulus 
packages, fiscal policy shifted to slightly restrictive 
course in the past year. This course will be main-
tained during the forecast period. The discretionary 
fiscal impulse will amount to -0.4 % of GDP in this 
year, followed by -0.3 % of GDP next year.

This year the strongest restrictive impulse will 
result from the final phasing out of most measures 
of the stimulus packages, whereas the additional 
spending cuts of the so called package for the fu-
ture (“Zukunftspaket”) will contribute a minor 
share. Further, the expected consolidation efforts 
of the federal states (“Länder”) and municipali-
ties will contribute to the overall negative impulse. 
The latter is diminished only slightly by the reduc-
tion of the public pension contribution rate from  
19.9 % to 19.6 %. 

Both this year and next year the general govern-
ment deficits will decrease. Although government 
revenues are expected to rise more slowly due to 
slower growth of taxes and social contributions, 
government expenditures are expected to lag be-
hind them, not least because of the historically low 
interest rates on federal government bonds. The 
deficit ratio will decline to 0.7 % percent of GDP in 
2012 and to 0.2 % in 2013.

Medium-term projection until 2016
At the start of the Macro Group’s forecast proce-
dure the situation was characterised by uncertainty 
and conflicting data. Since the summer 2011 lead-
ing indicators and in particular new orders have 
worsened. In the last quarter of 2011 EU GDP 
shrank by 0.3 %. Even in Germany aggregate out-
put (adjusted for seasonal and working day effects) 
declined by 0.2 % compared to the previous quarter. 
At the same time the divide of the EU in terms of 
economic activity widened. The southern EU coun-
tries are already in a recession, which will continue 
in the current year. Substantially more favourable 
economic trends are expected in the central and 
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northern EU countries with Germany serving as a 
growth engine.

These developments resulted from the crisis of 
the euro area which has been deepening since the 
autumn of 2009. At the same time the divergen- 
ces of economic activity in the European countries 
are reinforcing the euro crisis. Thus, the dramatic 
rise of bond yields forced governments to imple-
ment pronounced austerity policies, first in Greece, 
and subsequently also in Ireland, Portugal, Spain 
and, finally, Italy. Both developments prevented 
an economic recovery, which in turn caused inter-
est rates to rise further. At the same time interest 
rates decreased in Germany and in the other central 
and northern EU countries. The recovery lead to an 
improvement of public finances, and spared these 
countries painful consolidation measures, which in 
turn strengthened the upturn.

In addition the contrasts in terms of economic 
performance have increased within the EU, be-
cause the divergences in global economic trends 
have also continued to widen since the financial 
crisis of 2008/2009. On the one side of the divide 
there are the emerging economies, such as China, 
India and Brazil, which continue to expand strongly 
and on the other side there are the industrial coun-
tries, whose economic activity has recovered only 
slowly. Those EU countries whose growth is driven 
primarily by export demand, such as Germany, the 
Netherlands and Austria, have benefitted from the 
import dynamics of the emerging economies to 
a much larger extent than the southern European 
countries of the euro area. After the introduction 
of the euro growth in the latter countries had been 
stimulated mainly by domestic demand. 

The differences in the levels of bond yields, in 
economic activity and in government debt trends 
have mutually reinforced each other. Initially, these 
developments made the establishment of the EFSF 
necessary and, with the crisis spreading to Ireland, 
Portugal, Spain and Italy, lead to a series of EU 
summits, the decisions of which rapidly became 
obsolete as the crisis escalated.

In view of these developments the heads of gov-
ernment of 25 of the 27 EU member states (exclud-
ing the UK and the Czech Republic) committed 
themselves to enhanced consolidation in January 
2012. This “Treaty on Stability, Coordination and 
Governance in the Economic and Monetary Union” 
– in the following referred to as “the EU fiscal pact” 
– was signed at the EU summit of 1 and 2 March 
2012. It requires the 25 EU countries to draft their 
budgets in line with two criteria after changing their 
national legislation, preferably via amendments to 
their constitutions:

�� Following the German example of the “debt 
brake” each country is allowed to show a maxi-
mum structural (i.e. cyclically adjusted) budget 
deficit of 0.5 % of GDP (deficit criterion).

�� Every year government debt must be reduced by 
an amount equivalent to one twentieth of the dif-
ference between the current debt ratio and the 
target of 60 % (debt criterion).

The 25 heads of government decided that the larger 
consolidation requirement should be binding for 
fiscal policy.

Simulations with the global econometric model 
of Oxford Economics (OEF model) have shown 
that consolidation based on the debt criterion would 
severely impair economic activity in EU countries 
such as Italy and Belgium, which exhibit par-
ticularly high debt ratios, and thus would dampen 
economic growth in the EU as a whole over many 
years.

Economic researchers commonly make addi-
tional assumptions in such situations, which yield 
a more favourable forecast. This is to ensure that 
one’s own forecast will not differ too much from 
those of other institutes and international organisa-
tions. The Macro Group has chosen a different ap-
proach.

For the baseline scenario it has been assumed 
that policy makers in the 25 EU countries will abide 
by the decisions of January 2012, irrespective of a 
worsening economic performance. The recent de-
velopments in Greece support this assumption: The 
persistent economic decline has not by any chance 
induced senior EU politicians to reconsider the 
strategy of austerity policies. Rather, Greece was 
forced to adopt increasingly drastic austerity meas-
ures (Table 11). 

Assumptions of the simulations
The medium-term projection was produced using 
the OEF model. The latter combines sub-models 
for 46 countries or regions, whose interactions are 
modelled via export and import functions for goods 
and services. The model version of February 2012 
was used as a starting point. It was modified assum-
ing that the decisions of the 25 European heads of 
government will be implemented as follows begin-
ning in mid-2012:

�� The annual consolidation requirements of the  
individual EU countries are identified on the  
basis of data for 2011. Estimates of the sizes of 
the structural deficits are taken from the Euro-
pean Commission’s autumn forecast.

�� It is assumed that the target of a maximum struc-
tural deficit of 0.5 % of GDP is to be reached by 
2016 (in analogy with the German “debt brake”). 
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�� Countries for which neither the deficit nor 
the debt criterion indicates any consolidation  
requirement will not implement any austerity  
measures. However, they will not use their fis-
cal room for manoeuvre for expansionary meas-
ures (according to the decisions of the 25 heads 
of government they would only be permitted to 
do this up to a structural deficit of 1 % of GDP 
as long as the debt ratio remains clearly below  
60 %).

�� 70 % of the consolidation measures consist of 
spending cuts in government consumption,  
public investment and government transfers 
and 30 % consist of increases in direct and indi-
rect taxes as well as employees’ social security  
contributions. 

�� All three expenditure (revenue) components are re-
duced (increased) to the same relative extent. 

�� The consolidation policies are adjusted on the basis 
of the simulation results for 2013. If, for instance, 
the deficit criterion no longer indicates any con-
solidation requirement, but the debt criterion does, 
the austerity policy is continued (the difference be-
tween the debt ratio of 2013 and the 60 % target is 
decreased by one twentieth per year).

Table 11 shows the consolidation requirements of all 
EU countries in terms of the deficit and the debt cri-
terion, respectively, based on 2011 data. According 
to calculations of the European Commission Bel-
gium’s structural deficit amounted to 3.0 % of GDP 
and the government debt ratio was 97.2 %. Accord-
ing to the deficit criterion this implies a consolida-
tion requirement of 0.5 % of GDP per year (this is 
to ensure that a level of 0.5 % of GDP is reached 
in 2016). According to the debt criterion the con-
solidation requirement would be 1.9 % of GDP (one 
twentieth of the difference between the current debt 
level and the 60 % target). For this reason the model 
simulation is based on the assumption that Belgium 
reduces its government spending by about 1.3 % of 
GDP and raises its revenues by 0.6 % of GDP. 

The largest annual consolidation requirements 
resulting from the decision of the 25 EU coun-
tries would be faced by Greece (5.1 %), Italy  
(3.0 %), Ireland (2.4 %) and Portugal (2.1 %) in % 
of GDP. In the United Kingdom the consolidation 
requirements in % of GDP would also be drastic, –  
1.5 % per year –, but its government refused to con-
sent to either of the rules.

TABLE 11 

Consolidation requirement according to the deficit and the debt criteria
% of GDP

Sources: Forecast of the European Commission.
(Autumn 2011, http://ec.europa.eu/economy_finance/publications/european_economy/2011/pdf/ee-2011-6_en.pdf);  
calculations of the institutes based on simulations with the OEF model.

Tabelle 11

Debt ratio 
in 2013

Annual consolidation 
requirement

Deficit Debt Deficit Debt

Belgium -3.0 97.2 -0.5 -1.9 96.3 -1.8
Bulgaria -1.2 17.5 -0.1 – 15.3 –
Czech Republic -3.6 39.9 -0.6 – 39.5 –
Denmark -2.1 44.1 -0.3 – 45.0 –
Germany -1.3 81.7 -0.2 -1.1 81.7 -1.1
Estonia -0.2 5.8 – – 6.1 –
Ireland -9.1 108.1 -1.7 -2.4 99.3 -2.0
Greece -5.0 162.8 -0.9 -5.1 157.6 -4.9
Spain -4.9 69.6 -0.9 -0.5 65.0 -0.3
France -4.7 85.4 -0.8 -1.3 84.4 -1.2
Italy -3.1 120.5 -0.5 -3.0 119.7 -3.0
Cyprus -5.9 64.9 -1.1 -0.2 70.9 -0.5
Latvia -3.2 44.8 -0.5 – 47.1 –
Lithuania -4.2 37.7 -0.7 – 39.4 –
Luxembourg 0.5 19.5 – – 20.3 –
Hungary -5.0 75.9 -0.9 -0.8 79.1 -1.0
Malta -3.1 69.6 -0.5 -0.5 71.5 -0.6
Netherlands -3.2 64.2 -0.5 -0.2 64.5 -0.2
Austria -3.1 72.2 -0.5 -0.6 71.6 -0.6
Poland -5.5 56.7 -1.0 – 55.3 –
Portugal -6.9 101.6 -1.3 -2.1 97.3 -1.9
Romania -3.7 34.0 -0.6 – 33.3 –
Slovenia -3.0 45.5 -0.5 – 54.6 –
Slovakia -4.9 44.5 -0.9 – 42.1 –
Finland 0.1 49.1 – – 47.0 –
Sweden 0.9 36.3 – – 38.4 –
United Kingdom -8.0 84.0 -1.5 -1.2 78.7 -0.9

Sources: forecast of the European Commission 

Consolidation requirement according to the deficit and the debt criteria 
(% of GDP)

Initial level  
2011

Annual consolidation 
requirement

(Autumn 2011, http://ec.europa.eu/economy_finance/publications/european_economy/2011/pdf/ee-2011-6_en.pdf), 
calculations of the institutes based on simulations with the OEF model.
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Only four countries – Estonia, Luxembourg, 
Finland, and Sweden – meet both the deficit and 
the debt  and there is no need for consolidation ac-
cording the “double rule”.

The model simulation was carried out in two 
steps. First, the reduction of the three expenditure 
categories and the increase of the three types of 
revenues, respectively, were preset for all countries 
in the model and an initial simulation was carried 
out. It yielded a deepening of the downturn in 2012, 
which was shown in the baseline projection of the 
OEF model, and its continuation in the following 
year.

According to the model simulation all countries 
meet the deficit target in 2013. This is the case for 
two reasons: Firstly, the consolidation measures 
improve the budget balance of the countries and, 
secondly, the output gap widens substantially, so 
that the structural balance turns out more favour-
able than the overall balance. 

By contrast, there is hardly any improvement of 
the government debt ratios: The synchronised aus-
terity policies result in a stagnating nominal GDP. 
At the same time the government budget balance 
remains negative in most EU countries. On the ba-
sis of the government debt ratios simulated by the 
OEF model for 2013 the consolidation policies will 
be continued in line with the government debt crite-
rion in the individual EU countries during the years 
from 2014 until 2016 (Table 11 shows the consoli-
dation requirement for each country).

The global economic framework
Based on these assumptions the OEF model dis-
plays the following global economic framework in 
the “fiscal pact scenario” (Table 12).

Not least due to the austerity-induced stagnation 
in the euro area (until 2016 the economy will grow 
by merely 0.5 % per year – Table 13 ) the dollar-
euro exchange rate will be only $ 1.27 on average, 
which is significantly below the average level of 
the past 5 years ($ 1.39). The interest rate will also 
remain extremely low. In the euro area short term 
interest rates are expected to be even slightly lower 
than in the USA (Table 12).

Until 2013 the oil price (Brent) will decline 
slightly as a consequence of the persistent reces-
sion in Europe and will then increase to $ 111.7 
by 2016. On average during 2011/2016 it will be  
$ 104.5 per barrel and thus 23.4 % above the aver-
age level between 2007 and 2011. The most recent 
oil price hike is due to political tensions in the Mid-
dle East and is expected to be temporary – other-

wise the predicted global growth would be slightly 
lower. The prices of the remaining commodities (in 
dollar terms) will decline noticeably, mainly due 
to the appreciation of the dollar and the relatively 
weak economic trends in the advanced economies.

Until 2016 world trade will expand by an annual 
average of 6.2 %, faster than during the preceding 
5 years, which were dominated by the financial and 
economic crisis. The high growth of international 
trade is primarily the consequence of the persistent-
ly dynamic economic expansion in the emerging 
markets, especially the BRIC countries (Table 13).

Persistent divergences in global growth 
trends

Differences in growth trends are increasing both 
within the group of advanced economies and in the 

TABLE 12

Global economic assumptions of 
the medium-term projection
Fiscal pact scenario

Sources: ECB; Federal Reserve; WIFO; 
from 2012 forecast of the institutes.
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Tabelle 12

Ø Ø Ø Ø
1992-
2001

2002-
2006

2007-
2011

2012-
2016

Oil prices (Brent, USD/Barrel) 19.2 42.3 84.4 104.5
Exchange rate (USD/EUR) 1.2 1.2 1.4 1.3
3-month interest rate (%)

Euro area 5.7 2.6 2.5 0.4
USA 5.0 2.7 1.9 0.8

Long-term interest rate (%)
Euro area 6.8 4.1 4.1 3.3
USA 6.1 4.4 3.5 3.4

World trade, in real terms 6.7 8.3 3.6 6.2

Sources: ECB, Federal Reserve, WIFO; from 2012: forecast of the institutes.

Global economic assumptions of the medium-term projection
Fiscal pact scenario

TABLE 13

Real GDP growth
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Tabelle 16

Ø Ø Ø Ø
1992-
2001

2002-
2006

2007-
2011

2012-
2016

World 3.1 4.1 3.0 4.0
Advanced 
economies 2.7 2.4 0.6 2.0

EU27 2.5 2.1 0.5 0.9
Euro area 2.1 1.8 0.5 0.5

Germany 1.6 1.0 1.1 1.0
France 2.0 1.7 0.5 0.7
Itay 1.6 1.1 -0.6 -0.6

United
Kingdom 3.1 2.8 0.2 1.7

USA 3.5 2.7 0.5 2.7
Japan 0.8 1.5 -0.2 1.7

China 10.3 10.6 10.5 8.5
India 5.9 7.6 8.0 8.0
Russia -2.9 6.8 2.7 3.6
Brazil 2.5 3.3 4.2 4.1

Sources: Oxford Economics; from 2012 model simulation of the institutes.

Real GDP growth

Sources: Oxford Economics; from 2012 model  
simulation of the institutes.
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world economy not least due to the continued aus-
terity policies in the euro area. 

For the euro area the OEF model forecasts an 
annual economic growth of merely 0.5 %, i.e. a 
period of stagnation. In the rest of the EU coun-
tries economic trends are more favourable, mainly 
because of lower long-term interest rates. For in-
stance, the British GDP is expected to increase 
by an annual 1.7 % until 2016. Further, the need 
for consolidation is small or non-existent in some  
(Scandinavian) countries. For the EU27 as a whole 
a medium-term annual growth rate of 0.9 % results; 
Table 13).

In the USA economic activity is expected to ex-
pand by 2.7 % per year. This relatively high growth 
pace results not least, because the economic recov-
ery continues in 2012 and in 2013 (in contrast to 
the euro area). To a crucial extent it is supported by 
the expansionary monetary policy. The latter stabi-
lises not only the short-term interest rate, but also 
the long-term interest rate at a level, which remains 
clearly below the nominal growth rate. For Japan, 
too, the OEF model forecasts an economic growth 
rate which is almost twice as high as in the EU27 
(1.7 % per year compared to 0.9 %).

In the BRIC countries the dynamic expansion of 
aggregate output will continue. For China and India 
the OEF model predicts growth rates of 8.5 % and 
8.0 %, respectively. The economies of Russia and 
Brazil are expected to grow at a slightly lower pace 
(3.6 % and 4.1 % per year, respectively). World 
GDP (at purchasing power parity) will increase by 
4.0 % per year according to the OEF model projec-
tion (Table 13, Figure 6).

Synchronous austerity policies continue to 
dampen growth

Figures 7 and 8 as well as Table 14 illustrate that 
the simultaneous austerity policies in almost all EU 
countries would have a particularly strong negative 
effect on economic growth in the euro area. The EU 
countries with a national currency of their own can 
partly offset the dampening effects of a restrictive 
fiscal policy via an expansionary monetary policy. 
According to the simulation with the OEF model 
GDP would shrink for two years (gross capital for-
mation would be most affected), unemployment 
would rise to more than 12 % in 2014 and from 
2015 consumer prices would start to decline, which 
would entail the risk of deflation.

An austerity policy in line with the EU fiscal 
pact would have a particularly strong effect on the 
economic trends in those southern euro area coun-
tries, where the economic and social situation is al-

ready much worse than in the central and northern 
European countries (Table 14). For Greece the OEF 
model forecasts a de facto collapse of the economy, 
in Italy and Portugal, too, GDP would decline on 
average during the forecast period, while it would 
stagnate in Spain.

Even if these results, like all econometric simu-
lations, imply that a number of assumption hold 
(and must therefore be interpreted as a scenario 
rather than an exact forecast), they nevertheless 
suggest the following conclusion: Synchronous 
austerity policies in line with the EU fiscal pact will 
widen the divide within the euro area between the 
member states in southern Europe and Germany as 
well as the other euro area countries in central and 
northern Europe. The main cause of the euro crisis 
will thus not be overcome but aggravated.

The catastrophic effects of synchronous auster-
ity policies in the EU at a time when the southern 
European member states are already in recession 
become obvious in the comparison with an alter-
native strategy: If it were possible to stabilise the 
level of long-term interest rates at 2 % (as in the 
USA and the UK) during the simulation period by 
introducing euro bonds, a much more favourable 
trend would result in all euro area countries, but 
also in the EU as a whole and, consequently, in the 
world economy (cf. Figures 7 and 8; details of how 
this alternative scenario could become a reality are 
discussed below).

Although the OEF model, a standard economet-
ric model strongly determined by the supply side, 
predicts a marked reduction of the budget deficit 
(from 2014 even budget surpluses are shown), the 
government debt ratio will not start to decline until 
in 2015 and moreover to such a limited extent that 

FIGURE 6

Global economic growth1

Annual % change of real GDP

1 2012-2016: Fiscal pact scenario.

Sources: Oxford Economics; calculations of the 
institutes, from 2012 forecast of the institutes.
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1 2012-2016: Fiscal pact scenario
Sources: Oxford Economics, calculations of the 
institutes; from 2012: forecast of the institutes.
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it will still exceed the level of 2011 in 2016 (Fig-
ures 7 and 8, Table 14). Three factors can explain 
this austerity or debt paradox: The dampening ef-
fects on growth, the ensuing deflationary tenden-
cies and the level long-term interest rates, which 
permanently remains above the (nominal) growth 
rate. For these reasons government debt does not 
rise more sharply in the alternative scenario of an 
interest rate stabilisation via euro bonds than it does 
in the fiscal pact scenario, despite the avoidance of 
austerity measures (Figures 7 and 8).

The result of the model simulation according to 
which an austerity policy over five years does not 
help to reduce the government debt ratios, reflects 
the fundamental flaw of the debt criterion in the EU 
fiscal pact: Unlike in the case of the deficit criterion 
there is no differentiation between government debt 
accumulated for cyclical reasons and government 
debt that accumulated for other (“structural”) rea-
sons. Thus, if synchronous austerity policies cause 

recessions and widen the (negative) output gap, 
the structural deficit declines. However, the overall 
deficit causes the debt ratio to increase further and 
thus triggers a continuation of the austerity course 
because of the debt criterion.2

Another flaw of the debt criterion consists in 
the arbitrariness of the target of a debt ratio of  
60 %. When this figure was “invented” as part of 
the Maastricht criteria, it was justified by the as-
sumption that nominal GDP would grow by 5 % 
per annum in the medium to long term. In this case 
the government debt ratio converges towards 60 % 
even if the budget deficit permanently reaches the 
Maastricht limit of 3 %.

In actual fact, however, nominal GDP of the euro 
area (11 countries) has increased by only 3.5 % per 

2 In terms of the model’s structure the almost permanent consolidation policies  
affect the government debt ratio due to the negative repercussions of declining  
demand via the dampening of growth, lower tax revenues and higher social transfers. 
This has implications for the model solution: Although the OEF model is determined 
from the supply side in the medium to long term, an equilibrium solution cannot be 
reached, because the model is constantly hit by new demand shocks.

TABLE 14

Two scenarios of medium-term trends in the euro area
Model simulation with Oxford Economics’ global model

Sources: Oxford Economics; from 2012 model simulation of the institutes.
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Table 14
Two scenarios of medium-term trends in the euro area
Model simulation with Oxford Economics’ global model

Fiskal pact  Euro bonds Fiskal pact  Euro bonds Fiskal pact  Euro bonds

GDP growth rate 1.0 1.7 1.0 1.6 0.7 1.5
Gross capital formation 1.2 3.8 1.5 2.3 1.1 2.3
Unemployment rate 7.6 6.5 5.0 4.4 6.2 5.4
Inflation rate 0.0 1.9 1.3 2.1 0.5 1.8
Budget balance, % of GDP 1.7 -0.8 -1.4 -2.7 -2.3 -2.3
Government debt ratio 80.5 79.7 72.5 72.6 70.6 67.2
Current account balance, % of GDP 6.4 4.2 2.5 2.4 6.5 7.0

GDP growth rate 0.7 1.4 2.3 2.4 0.7 1.3
Gross capital formation 0.3 2.3 4.0 3.1 2.2 2.6
Unemployment rate 9.6 9.1 7.4 7.2 7.9 7.1
Inflation rate 0.9 2.0 1.2 1.8 0.8 1.9
Budget balance, % of GDP -0.6 -3.4 -1.0 -0.6 3.1 -1.2
Government debt ratio 89.6 90.9 46.0 44.4 94.2 98.2
Current account balance, % of GDP -1.8 -2.7 1.8 2.5 1.4 0.5

GDP growth rate -0.6 0.7 -0.8 -0.5 -6.4 -1.2
Gross capital formation -0.6 1.4 -2.8 -3.1 -11.1 -10.9
Unemployment rate 11.1 8.8 14.1 13.2 26.8 21.1
Inflation rate 0.1 2.6 1.0 2.1 -0.1 1.5
Budget balance, % of GDP 4.6 -0.4 -3.7 -2.9 8.0 -2.2
Government debt ratio 118.3 115.9 113.2 107.0 149.6 127.0
Current account balance, % of GDP -0.7 -2.4 -4.6 -5.1 -0.5 -5.1

GDP growth rate 0.2 0.9 0.6 1.5 0.5 1.3
Gross capital formation 0.0 1.0 3.6 4.4 0.5 2.3
Unemployment rate 23.9 23.3 14.0 12.5 11.4 10.3
Inflation rate 0.5 1.7 0.1 1.5 0.4 2.0
Budget balance, % of GDP -2.8 -3.3 -1.1 -0.4 0.6 -1.8
Government debt ratio 79.9 77.7 115.6 104.3 88.3 87.2
Current account balance, % of GDP -2.7 -2.7 3.2 2.5 0.8 -0.3

Source: Oxford Economics; from 2012: model simulation of the institutes.

Greece

Euro area

Italy Portugal

Spain Ireland

Ø  2011/ 2016

Netherlands

Belgium

Ø  2012/ 2016 Ø  2011/ 2016

Germany Austria

France Finland



IMK Report 71e
March 2012

Page 21

FIGURE 7

Two scenarios of macroeconomic performance 
in the euro area

1 % change on previous year.
2 % of the labour force.
3 % of GDP.

Sources: Oxford Economics; from 2012 model simulation of the institutes.
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FIGURE 8

Two scenarios of macroeconomic performance 
in Germany

1 % change on previous year.
2 % of the labour force.
3 % of GDP.

Sources: Oxford Economics; from 2012 model simulation of the institutes.
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year since 1992. Under the unchanged assumption 
of an overall deficit of 3 % of GDP this would im-
ply a maximum or target for the government debt 
ratio of about 86 %. If, however, the overall deficit 
is to be limited to 0.5 % of GDP (this is what the 
EU fiscal pact implies, because over the business 
cycle the structural deficit equals the overall defi-
cit), this would result in an implied target for the 
government debt ratio of about 14 %. If this logic 
is applied consistently, a country like Italy would 
have to reduce its public debt by 5.3 percentage 
points of GDP per year for twenty years.

Persistently weak growth of the German 
economy

Under the assumptions of the fiscal pact scenario 
the OEF model forecasts a period of weak econom-
ic activity in Germany. GDP would grow by only 
1.0 % per year until 2016 (Table 15). This is largely 
determined by two factors. Firstly, a substantial 
part of Germany’s exports are delivered to other 
euro area countries and the German economy is 
thus affected by the synchronous austerity policies. 
Secondly, according to the EU fiscal pact Germany 
has to consolidate its budget by 1.1 % of GDP per 
year (Table 11), which dampens net incomes and 
consequently consumption and imports (Table 15).

Thus, under the conditions of the EU fiscal pact 
German GDP growth is likely to remain as weak as 
in the two preceding five-year-periods. However, in 
those times Germany was lagging behind the other 
European countries, whereas in the forecast period 
it would be a “frontrunner” with an average growth 
rate of 1.0 %. Among the euro area economies only 
the Finnish economy is expected to grow less slow-
ly (Table 14).

The main reason for this relatively good perfor-
mance consists in the persistently strong increase 
of exports to the continually fast-growing emerging 
markets. On average German exports will expand 
by 5.0 % per year. As imports will grow by slightly 
less (+4.1 % per year) German net exports amount-
ing to an average of 6.4 % of GDP will reach the 
highest level of all five-year-periods of the past 30 
years (Table 14). Under the conditions of the fiscal 
pact scenario Germany would thus not contribute 
to a reduction of the current account imbalances 
within the EU.

As a consequence of weak demand the output 
gap will widen: Whereas potential output will 
expand by 1.5 % per year, GDP will increase by 
only 1.0 %. The German economy will thus re-
main below its potential to a larger extent than ever  
before. On average the output gap will equal  
-3.5 % (Table 15). This is also the reason why infla-

tion grinds to a halt: Consumer prices stagnate, the 
GDP deflator even declines by 0.2 % per year.

Although the government balance turns into 
surplus from 2013 onwards due to the persistent-
ly restrictive fiscal policy, the government debt  
ratio does not decline noticeably remaining around  
80.5 % on average during the period from 2012 un-
til 2016 (Figure 8 and Table 14).

An alternative scenario: euro bonds and low 
interest rates

One reason why the consistent implementation of 
the EU fiscal pact will have such disastrous con-
sequences consists in the fact that this “therapy” is 
not geared to the causes of the “disease”. The point 
is that the euro crisis has not been caused by an ir-
responsible increase of government spending, but 
by the following developments:

�� Irresponsible lending encouraged speculation 
on growing house prices in the USA. Due to the 
packaging of this outstanding debt into collat-
eral debt obligations and its world-wide sale the 
bursting of the house price bubble escalated into 
a global financial and economic crisis.

TABLE 15

Macroeconomic trends in Germany  
% change

Source: Oxford Economics, from 2012 model 
simulation of the institutes.

Tabelle 15

Ø Ø Ø Ø
1991-
2000

2001-
2006

2007-
2011

2012-
2016

Expenditure
Consumption expenditure

Private households 1.6 0.3 0.5 0.5
Government 1.8 0.4 2.1 -1.2

Gross fixed capital 
formations 1.2 0.1 1.1 1.2
Exports 5.7 7.5 3.3 5.0
Imports 5.3 6.0 3.5 4.1
GDP 1.6 1.0 1.1 1.0
Potential output 1.8 1.1 1.3 1.5
Output gap, % of GDP -0.3 -1.6 -0.8 -3.5
Prices
GDP 1.6 0.9 1.0 -0.2
Consumption expenditure 1.8 1.3 1.4 0.0
Unit labour cost 1.2 -0.6 1.5 -0.4
Income distribution
Compensation of 
employees 2.6 0.5 2.8 0.6
Profits 4.3 3.9 0.7 -4.6
Production
Employment 0.2 -0.1 1.0 -0.2
Productivity per employed 
person 1.4 1.2 0.1 1.2
GDP 1.6 1.0 1.1 1.0
Memorandum items:
Unemployment rate 9.8 10.7 7.9 7.6
Budget balance, 
% of GDP -2.9 -3.3 -1.7 1.7
Current account balance, 
% of GDP -1.0 3.9 6.0 6.4

Source: Oxford Economics, from 2012 model simulation of the institutes.

Macroeconomic trends in Germany
% change
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�� This financial crisis forced a massive expansion 
of government spending in the form of bank res-
cue and stimulus packages. Further, government 
budgets were strained by the automatic stabilis-
ers during the recession of 2009.

�� Since the introduction of the euro the current 
account imbalances of the euro area countries 
had widened, (also) because traditional forms 
of wage formation were adhered to. The former 
hard currency countries, especially Germany, 
implemented restrictive wage policies (even 
more restrictive than during the existence of 
the DM, when they served to mitigate the cost  
effects of currency appreciations), the former 
soft currency countries in southern Europe  
allowed higher wage increases (as if they could 
be offset by devaluations as in the past).

�� From autumn 2009 onwards financial players 
began to speculate on a default of uncompetitive 
euro area countries using credit default swaps. 
First, they focused on Greece, and then they 
turned to Ireland, Portugal, Spain and Italy. The 
yields of these countries’ bonds rose to unsus-
tainable levels. At the same time interest rates 
declined for the “good” countries, particularly 
Germany.

�� The persistently high interest rates and the  
ensuing enforcement of austerity policies pushed 
Portugal, Spain and Italy back into recession in 
2011. In the one country with the highest level 
of interest rates and the most radical austerity 
policies, in Greece, the economic downturn has 
aggravated into an outright depression.

These undesirable developments in financial mar-
kets and in economic policy widen the economic 
and potentially also the political divide between 
the central and northern European euro area coun-
tries and the southern European euro area coun-
tries endangering the survival of the European 
Monetary Union. The introduction of euro bonds 
for a joint financing of all euro area countries at a 
uniform interest rate represents a “therapy”, which 
eliminates two key causes of the “euro disease”: 
The excessive level of long-term interest rates 
relative to the medium-term GDP growth rate and 
the enormous interest rate differentials between 
the individual member states.

Therefore the following alternative scenario 
has been simulated using the OEF model: It as-
sumes that long-term government bond yields are 
stabilised at 2 %. For this purpose e.g. a European  
Monetary Fund could issue euro bonds at low 
interest rates. This would ensure similarly low 

interest rates in euro area countries as in the 
USA or in the UK (nor would Germany have 
to accept higher interest rates than it current-
ly pays). Although public debts are higher in 
both these countries than in the euro area, in-
terest rates are substantially lower, because the 
central banks of the USA and of the UK are  
willing to support their own countries via the pur-
chase of bonds.

In a monetary union, however, the central bank 
can only temporarily fulfil this function. If it acted 
as a permanent “government financing agency” 
the concentration of power would become too 
large for the ECB (it would decide alone, which 
members of the monetary union it supports and 
which ones it will not support). This would be 
the EMF’s task as a common financing agency of 
the euro area countries. It would raise funds by 
issuing euro bonds at interest rates linked to the 
short-term rate and provide the funds to the euro 
area countries. Lending would be subject to strict 
conditionality. This conditionality, i.e., the criteria 
for receiving funds, should take into account the 
different conditions in the single countries as well 
as the fact that stable economic growth is a pre-
requisite for any sustained improvement of public 
finances. 

Euro bonds would enjoy the unlimited guarantee 
of all 17 euro area countries as well as support from 
the ECB (if necessary the ECB would buy euro 
bonds in the secondary market to stabilise the bond 
rate.) In view of the higher competitiveness of the 
European real sector compared to that of the USA, 
the doubly insured euro bonds would hardly be less 
attractive than US treasury bonds (for a concept for 
the EMF see Schulmeister 2011).

Thus, in the euro area, too, interest rates could 
be reduced below the medium-term growth rate, as 
a negative interest-growth differential is a prereq-
uisite for the long-term sustainability of financial 
debt. This results from the “dynamic budget restric-
tion” (Schulmeister 1995):

�� If the interest rate is lower than the growth rate, 
an indebted sector (corporations, government) 
can borrow more than it has to pay in interest 
for existing debts (it can thus maintain a primary 
deficit) without necessarily seeing its debt ratio 
(relative to GDP) rise.

�� However, if the interest rate is above the growth 
rate, an indebted sector has to achieve a primary 
surplus. It can thus borrow less than it pays in 
interest for existing debts (the indebted sector 
loses liquidity).
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As a consequence of the high-interest policy of the 
early 1980s and the subsequent decline of inflation 
the nominal interest rate has almost permanently 
remained above the nominal growth rate in coun-
tries exhibiting particularly low inflation, such as 
Germany. The business sector adapted to this con-
dition: It turned its primary balance into surplus by 
reducing its external financing and its real invest-
ment and by accumulating financial assets instead.

Private households permanently achieve pri-
mary surpluses (they save more than their earned 
interest). As the total of all primary balances adds 
up to zero, the government can only maintain a pri-
mary surplus under these conditions, if the fourth 
sector, the rest of the world, maintains high primary 
deficits. Although Germany was successful in do-
ing so in recent years (current account surpluses 
are much larger than net interest payments from the 
rest of the world), this only helped to shift the prob-
lem to other countries. 

The simulation of the euro bond scenario was 
again based on the original OEF model version of 
February 2012. The only difference is that the ten-
year bond yields of all euro area countries were 
fixed at 2 % from the third quarter of 2012 on-
wards. For the purpose of a clear delineation of the 
contrast with the fiscal pact scenario this alterna-
tive scenario does not incorporate the consolidation 
measures assumed there. 

Figures 7 and 8 show that macroeconomic trends 
would be much more favourable in the low interest 
scenario (“euro bonds”) than in the baseline scenar-
io (“fiscal pact”). This is true both for the euro area 
as a whole and for Germany. Whereas an enhanced 
consolidation policy during recession would pro-
long the crisis, the economy would pick up fast in 
the case of a sustained interest reduction, mainly as 
a consequence of a rebound of investment activity.

In the euro bond scenario the unemployment 
rate in the euro area would decline steadily from 
2013 onwards. In the fiscal pact scenario, by con-
trast, it would rise until 2014 and then remain at the 
high level of 12 % (Figure 7). In Germany both sce-
narios yield similarly divergent employment trends 
(Figure 8). In the euro bond scenario the inflation 
rate would stabilise at 2 %, in the fiscal pact sce-
nario a slight deflation would begin in 2015, mainly 
due to the increasing underutilisation of production 
capacity, above all in the form of rising unemploy-
ment.

Although net borrowing of the government 
would improve more sharply in the fiscal pact sce-
nario than in the euro bond scenario, the govern-
ment debt ratio would not. In 2016, the latter would 
be even slightly higher in the fiscal pact scenario 

than in the euro bond scenario, because nominal 
GDP growth would be significantly higher in the 
second scenario (Figures 7 and 8). 

Table 14 summarises the economic performance 
according to each of the scenarios for the average 
of the forecast period. For the 11 largest euro area 
countries and for almost all of the 6 macroeco-
nomic indicators the euro bond scenario yields a 
far better economic performance than the fiscal 
pact scenario. Merely the current account deficits 
would be slightly higher in France, Italy, Portugal 
and Greece in the euro bond scenario than in the 
fiscal pact scenario. This is due to the fact that an 
expansionary interest policy would also stimulate 
import demand in all euro area countries so that 
the current account would be slightly negative for 
the euro area as a whole, whereas it would be mar-
ginally positive in the fiscal pact scenario.

Finally, it should be noted that the results of 
both model scenarios depend on numerous con-
ditions, not only with respect to the assumptions 
about the implementation of the EU fiscal pact on 
the one hand and the management of long-term in-
terest rates on the other hand, but also with respect 
to the stability of the behaviour of the business 
sector, private households and the government as 
represented in the model equations. Therefore, the 
numerical results of the scenarios must be inter-
preted cautiously. However, the differing trends 
are likely to reflect a true picture of the differences 
in quality between a policy of permanent austerity 
on the one hand and a low interest policy via euro 
bonds on the other hand.

After all, the results of the fiscal pact scenario 
correspond to the experience with the austerity pol-
icies in Greece – albeit in a weaker form, because 
the consolidation measures demanded by the EU 
fiscal pact are less pronounced: Budget deficits will 
be reduced, economic growth will be dampened 
and, as a consequence, the government debt ratio 
will not improve.

By contrast, the results of the euro bond scenar-
io correspond to the economic trends in the USA 
and in the UK: Despite the consolidation policies 
they are more favourable than in the euro area,  
because the central banks stabilise the interest  
rates at nearly 2 %.

It can be concluded that even in a model which 
is largely supply-side oriented the economic  
policy course imposed by the fiscal pact has sig-
nificant negative effects on growth and employ-
ment. In reality the consequences are likely to be 
far more severe, because lower incomes and the 
resulting lower demand will result in larger losses 
of aggregate output.
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Economic policy challenges

The crisis of the monetary union

The crisis in the euro area has escalated to an ex-
tent, which had seemed unthinkable at its onset. 
Despite numerous support programmes for the cri-
sis countries and despite the establishment of the 
“rescue fund” (EFSF) and the permanent European 
Stability Mechanism (ESM), which have been pro-
vided with billions of euros, a lasting stabilisation 
of the euro area has not yet been achieved. Numer-
ous adjustment programmes have been implement-
ed. In addition, the ECB generously provided banks 
with ample liquidity. Although the latter measure 
reduced market uncertainty, well-funded doubts 
persist as to whether the crisis has been brought 
under control.

The fundamental problem consists in a lack of 
confidence in financial markets as well as the ex-
ploitation and reinforcement of uncertainty by 
speculators. Therefore the demanded yields on 
government bonds of the crisis countries, but also 
on the bonds of numerous banks, are too high to be 
financed over an extended period. Banks’ lending 
conditions have remained relatively restrictive. In 
such an uncertain environment, the real economy, 
too, is negatively affected. The mistrust of the mar-
kets is rooted in the incomplete and inconsistent 
economic policy measures that have been taken so 
far to overcome the crisis. To date there is no cred-
ible institutional framework which would prevent 
the insolvency of a member state. Moreover, the 
opinion that the insolvency of a country and even 
its exit from the monetary union are desirable op-
tions seems to exist among governments. Further, 
the success of the implemented policy measures 
has fallen well short of the expectations. In particu-
lar, contrary to wide-spread expectations, they have 
proved extremely harmful to growth in the affected 
economies. This makes it all the more difficult if 
not impossible to meet budget targets. Measured 
against government debt, efforts to consolidate 
public finances fall short of the expectations. This 
is particularly true for Greece where the recession 
has been particularly deep, but, to a lesser extent, 
also for the other crisis countries. Therefore, it 
is time to take stock and examine what has been 
achieved so far and what remains to be done.

So far no major success has been achieved. The 
mistrust in the stability of the euro area which was 
spreading at an accelerating pace in the past year 
has been contained since the end of 2011. This was 
accomplished with the help of the ECB’s gener-
ous provision of liquidity. It significantly reduced 
the probability of a financial collapse of financial 

players. The cheap liquidity enables them to make 
quick profits at a comparatively low risk by lend-
ing these funds at higher interest rates not least to 
governments requiring them to refinance their debt. 
This increases the security in the banking sector si-
multaneously dampening government bond yields. 
In other words: governments are able to refinance 
their debt more cheaply.

However, this could have been achieved in 
a more efficient way. If the ECB had bought the 
bonds directly in the secondary market, the damp-
ening effect on government bond yields would 
have been much larger. For, in this case, the re-
duction would not have depended on the willing-
ness of the banks to buy government bonds at all 
instead of other assets. Banks would nevertheless 
have been stabilised, because their need to write-off 
government bonds would have diminished. How-
ever, this more efficient approach was prevented by 
the massive resistance from some members of the 
ECB council and from some governments. The lat-
ter include the German government in particular. 
Against this background recent attempts to stop the 
ECB from a potential continuation of the provision 
of amply liquidity are very dangerous.

Yet the most important long-term problem re-
mains unsolved. Current account imbalances in the 
euro area are still substantial. Although it was de-
cided to monitor them under the European Semes-
ter, the rules according to which this is to happen 
remain inadequate. This concerns particularly the 
asymmetric approach to deficits and surpluses. The 
special treatment of surpluses, for which a thresh-
old of 6 % of GDP was agreed, disqualifies the 
whole procedure. Such an approach is inadequate 
for the elimination of the imbalances. The root of 
the current problems will thus persist.

From a more short-term perspective the most 
serious problem consists in the one-sided supply 
side orientation of current economic policies in 
Europe. It is correct to say that Greece, like Spain 
and Portugal, will have to improve its competi-
tiveness also via supply-side measures, if it is to 
balance its current account in the long run. How-
ever, the imposed exaggerated fiscal austerity has 
resulted in a severe decline of GDP. This in turn 
makes it very difficult to meet budgetary objec-
tives thus leading to further spending cuts, which 
trigger a downward spiral of aggregate output. To 
date there has been no adequate economic policy 
response to tackle this problem. Most governments 
seem to continue believing that restrictive fiscal 
policies will facilitate an automatice rebound of 
economic activity. Yet, meagre growth will per-
sist, if demand is depressed. The only remaining 
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hope is that sufficient demand for European prod-
ucts will arise in the rest of the world, particularly 
the emerging economies. However, firstly, this 
is beyond the economic and political influence 
of European governments and, secondly, such a 
scenario is highly unlikely in view of the global 
economic situation. Furthermore, the stronger 
economic expansion of the emerging economies 
benefits the countries hit hardest by the euro crisis 
less than the relatively stable economies. Thus, for 
a way out of the crisis demand policies have to 
return to the economic policy agenda in Europe. 
This would also strengthen confidence in the euro 
area’s future development.

Negative effects of fiscal restriction
In 2011 the output gap was clearly negative in all 
euro area countries. For the euro area as a whole 
estimates range from -2 % according to the Euro-
pean Commission to -2.6 % according to the OECD 
and -8.4 % according to the OFCE. The European 
Commission estimates potential output growth in 
the period since 2008 at 0.8 % per year. Such es-
timates imply that Europe will have to accept low 
growth and high unemployment. 

The government budget deficit of the euro area 
as a whole reached a level in 2011 that remained 
significantly below those of Japan, the United 
Kingdom and the USA (9-10 % of GDP). Almost 
all euro area countries, with the exceptions of  
Germany, Finland and Luxembourg, breached the 
Maastricht deficit limit of 3 % of GDP.

Under the pressure of financial markets and the 
European Commission (or the “Troika” in the cases 
of Greece, Ireland and Portugal) all member states 
of the European Monetary Union implemented fis-
cal consolidation measures either in 2010 or 2011. 
Based on the trend output before the crisis and the 
most recent OECD Economic Outlook these policy 
measures will account for 2 % of GDP in each of 
the years 2011, 2012 and 2013 (Table 16). Between 
2010 and 2013 the cumulative negative fiscal im-
pulse will amount to more than 24 % of GDP in 
Greece and to 12 % of GDP in Portugal, Spain and 
Ireland. Fiscal restriction is felt above all on the ex-
penditure side: spending cuts account for an aver-
age 80 % of the austerity measures in the euro area 
(Table 17).

Table 18 shows the effect of the currently en-
visaged fiscal tightening using a small model 
developed by the OFCE. The model includes 
the fiscal plans as presented in Table 16. It then 
takes account of the direct effects of these policy  
measures on the basis of the respective domestic 

fiscal multipliers (slightly below 1 for larger econo-
mies, 0.6 for smaller economies). It also includes 
the effects of the fiscal plans that have been an-
nounced in the countries of the euro area, the USA 
and in Japan that affect foreign demand. The simu-

TABLE 16

Fiscal impulses
% change

Source: Estimation of the Macro Group based on the OECD, 
Economic Outlook November 2011. Fiscal impulses are 
calculated as the announced changes of the structural 
budget balances on the basis of the pre-crisis trend 
GDP growth.

Tabelle 16

2010 2011 2012 2013 Total

Germany 0.8 -1.0 -0.6 -0.7 -1.5
France -1.0 -1.8 -2.3 -2.0 -7.1
Italy -0.8 -1.6 -3.6 -2.9 -8.9
Spain -3.4 -4.1 -3.0 -2.3 -12.8
Netherlands -0.8 -1.4 -2.1 -1.0 -5.3
Belgium -1.4 -0.8 -1.3 -1.4 -4.9
Austria 0.4 -0.6 -1.2 -0.6 -2.0
Portugal -0.8 -6.6 -4.5 -2.4 -14.3
Finland 0.0 -1.0 -1.5 -0.9 -3.4
Ireland -3.7 -1.5 -3.8 -3.0 -12.0
Greece -8.6 -7.1 -5.1 -3.5 -24.3
Euro area -0.9 -1.9 -2.2 -1.7 -6.7
United
Kingdom -1.1 -2.1 -1.8 -1.8 -6.8
USA -0.9 -1.4 -1.2 -1.4 -4.9
Japan -0.2 -0.1 -0.3 0.4 -0.2

Source: estimation of the Macro Group based on the 
OECD Economic Outlook November 2011. Fiscal 
impulses are calculated as the announced changes 
of the structural budget balances on the basis of the 
pre-crisis trend GDP growth.

Fiscal impulses
% change

TABLE 17

Break-down of fiscal consolidation 
programmes 2010-2013
% of GDP

Source: Calculations of the institutes.

Table 17

Primary
expenditures Revenues Total

Germany -2.2 -0.8 -1.5
France -4.4 2.7 -7.1
Italy -5.9 3.0 -8.9
Spain -11.2 1.6 -12.8
Netherlands -4.1 1.2 -5.3
Belgium -6.7 1.6 -4.9
Austria -2.2 -0.2 -2.0
Portugal -11.2 3.1 -14.3
Finland -5.0 -1.6 -3.4
Ireland -8.2 0.8 -9.0
Greece -18.9 5.4 -24.3
Euro area -5.3 1.4 -6.7

United 
Kingdom -6.9 0.1 -6.8
USA -2.5 1.4 -3.9
Japan -1.3 -1.1 -0.2

Sources: calculations of the institutes.

Break-down of fiscal consolidation programmes 2010-
2013

% of GDP
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lation is carried out under the assumption that in-
terest rates remain unaffected as these restrictive 
policy measures do not strongly improve the debt 
ratio.

The cumulative negative effect on GDP is es-
timated at 7.4 percentage points for the euro area 
as a whole, contrasting with 14 percentage points 
in Spain and Portugal and 25 percentage points in 
Greece. The positive ex ante effect of fiscal tighten-
ing on the government budget balance is likely to be 
reduced considerably by this depressive effect. As a  
consequence of the production decline the debt  
ratio in % of GDP is not expected to decrease. 

Countries that have to implement strongly restric-
tive policy measures will experience a sharp fall in 
output and high unemployment. Under these condi-
tions government deficit objectives will not be met, 
which will be used as an argument to justify additional 
austerity measures. According to the European Com-
mission such a policy would be inevitable to reassure 
financial markets. But would a policy leading to an 
extended period of depression really be reassuring?

In 2012 demand in the euro area will clearly be 
insufficient. Occasionally it is pointed out that there 
have been periods in the economic development of 
some countries, when a fiscal contraction had an ex-
pansionary effect on production activity. However, 
this occurred in combination with other measures, 
such as currency devaluations, reductions of interest 
rates, an increase of private debt following financial 
deregulation or a strong increase of private demand 
due to economic shocks (such as accession to the EU), 
which are no longer at the disposal of the euro area 
countries in this form. 

Some economists argue that such restrictive pol-
icies would have only a limited negative effect on 
production, because households will expand their 
consumption expenditure due to Ricardian effects. 
However, this is unlikely in the current situation, 
because the austerity measures squeeze household 
incomes and show that governments expect a per-
manently lower potential output growth. There is 
no guarantee that risk premiums will fall, for public 
debt will increase and the implemented fiscal poli-
cies will weaken the euro area and upset financial 
markets.

The sustainability of public debt depends on 
growth and interest trends. On the basis of OECD 
figures the debt of most countries seems unsustain-
able, even if the respective countries succeeded in 
closing the output gap. The difference between the 
current structural primary balance and the primary 
balance required to stabilise the debt ratio amounts 
to 3 percentage points in the case of France. For 
Greece, Italy and Ireland it is 4 percentage points 
and for Spain and Portugal it is 6 percentage points 
(Table 19). The problem is that restrictive fiscal 
policies aiming at a reduction of the structural defi-
cit will actually raise the cyclical deficit, which pre-
vents a stabilisation of the debt ratio. 

The new fiscal pact
On 9 December 2011 the Council of the EU has 
decided on a fiscal pact (“fiscal compact”). It states 
that “budgets will be balanced or in surplus”, which 
is interpreted as equivalent to the statement that 
“the structural deficit will have to remain below  

TABLE 18

Effects of the fiscal impulses on GDP, the government deficit  
and the government debt during the years 2011-2013

Source: Calculations of the institutes.

Table 18

2010 2011 2012 2013 Total 2013 2013

Germany 0.4 -1.2 -1.0 -0.9 -2.7 0.2 2.8
France -1.2 -1.8 -2.7 -2.3 -8.0 2.7 0.8
Italy -1.0 -1.6 -3.9 -3.1 -9.6 4.1 2.9
Spain -3.4 -4.1 -3.6 -2.8 -13.9 6.5 -6.0
Netherlands -0.7 -1.2 -1.7 -1.0 -4.6 3.0 -4.2
Belgium -1.1 -0.9 -1.3 -1.2 -4.7 2.6 -1.6
Austria 0.3 -0.8 -1.2 -0.8 -2.5 0.8 0.8
Portugal -1.1 -6.6 -4.6 -2.7 -14.0 8.0 -3.7
Finland 0.0 -1.1 -1.5 -1.0 -3.6 1.4 -1.1
Ireland -2.7 -1.4 -3.0 -2.4 -9.5 8.2 -8.4
Greece -8.6 -7.4 -5.5 -3.8 -25.3 12.9 -11.3
Euro area -1.1 -2.0 -2.3 -2.0 -7.4 3.0 -0.3
United Kingdom -1.1 -2.5 -2.3 -2.2 -8.1 3.2 -0.8

Source: calculations of the institutes.

% of GDP Government 
debt

Effects of the fiscal impulses on GDP, the government deficit and the government debt during 
the years 2011-2013

Government 
budget balance
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0.5 % of GDP”. However, an adjustment mecha-
nism is now to be triggered automatically. As of 
now the countries will have to adopt these rules 
in their constitutions or their national budget pro-
cesses. The European Court of Justice is to be given 
the right to verify whether this rule is obeyed. It 
remains to be seen whether this is legally sound. 
Countries exhibiting deficits will have to reduce 
them rapidly in accordance with a time table pro-
posed by the European Commission. Countries 
whose debt ratio exceeds 60 % of GDP will have 
to reduce the excess debt by 5 % per year. Coun-
tries that are in an excessive deficit procedure will 
have to submit their budgets and structural reform 
programmes to the European Commission and 
Council for approval. The implementation of these 
programmes and the annual draft budgets will be 
monitored by the Commission and the Council. 
A qualified majority will be necessary to avert  
sanctions, if a country does not keep its deficit be-
low the limit of 3 % of GDP. 

From the point of view of the Macro Group this 
agreement is macroeconomically dangerous. It im-
poses deficit rules on the countries that are based 
on arbitrary figures. Is the 0.5 % limit compatible 
with macroeconomic balances? Is the restrictive 
fiscal policy required to balance the budgets and 

push the debt ratio below 60 % consistent with a 
macroeconomic equilibrium? Is a debt ratio of  
60 % of GDP realistic, if Europe wants to promote 
the development of pension funds, which are legal-
ly obliged to hold public securities in their portfoli-
os? The pact does not even allow for debt financing 
of investment.

The pact enforces automatic policy reactions. 
Discretionary measures will be inadmissible. On 
26 October 2011 the European Council decided 
that all countries in an excessive deficit procedure 
will have to honour their commitments indepen-
dently of cyclical developments. Not only does 
this mean that they will have to abstain from anti-
cyclical policies. On the contrary: they will even 
have to adopt pro-cyclical measures. This implies 
that they will have to announce restrictive policies 
whenever the economic outlook worsens. This is 
particularly dangerous in 2012, as even the Euro-
pean Commission expects negative GDP growth 
in the euro area.

The agreed strengthening of fiscal rules is  
inconsistent with sensible European economic 
policies. Improved coordination is necessary, but 
the mere control of numerical limits is not the 
same as true economic policy coordination and is 
heading in the wrong direction. There is no reason 

TABLE 19

Sustainability of government debt at the end of 2011

SPB gap = gap of the structural primary balance.
1 Including EFSF loans.
2 Expected average growth rate of nominal GDP during the years 2012-2013.
3 Difference between the structural primary balance and the primary balance required for a stabilisation of the debt ratio.

Source: Calculations of the institutes.

Table 19
Sustainability of government debt at the end of 2011

Germany 0.90 83 2.4 2.6 1.1 2.9
France -1.70 86 3.5 2.1 -2.9 1.1
Italy 1.80 120 6.5 1.5 -4.2 6.3
Spain -2.70 68 5.9 1.3 -5.8 1.6
Netherlands -2.20 65 3.0 2.6 -2.5 1.2
Belgium 0.00 96 4.1 3.5 -0.5 2.3
Austria -0.30 74 3.4 3.0 -0.6 2.0
Portugal -2.30 102

       
3,51 -0.5 -6.4 1.7

Finland -0.40 52 2.9 4.3 0.3 3.4
Ireland -3.60 107

       
3,51 2.7 -4.4 2.3

Greece 4.10 161
       
3,51 -1.4 -3.7 6.9

United Kingdom -4.70 88 2.8 2.8 -4.7 0.0
Japan -6.70 206 1.2 1.3 -6.5 -3.5
USA -6.00 101 2.7 3.9 -4.8 -3.3

% of GDP

SPB gap = gap of the structural primary balance.
1 Including EFSF loans.
2 Expected average growth rate of nominal GDP during the years 2012-2013.
3 Difference between the structural primary balance and the primary balance required for a stabilisation of the 
debt ratio.

Source: calculations of the institutes.

Debt
Nominal 

interest rate
GDP growth 

rate2
SPB gap
3(OECD)
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why the stimulus to the European economy, which 
lost 9 % of GDP since the financial crisis of 2008, 
should be abandoned prematurely with the imple-
mentation of austerity programmes. 

Limited solidarity
The EU governments were unable both to stop the 
speculation that started in 2009 and to credibly as-
sure that the euro area will continue to exist. They 
have let unsustainable government bond yields 
emerge in financial markets. This belied expecta-
tions that these bonds would be safe.

The northern member states and the ECB are re-
luctant to end speculation by announcing that the 
ECB guarantees public debt or that governments 
finance themselves via jointly emitted and guaran-
teed euro bonds. They want to put pressure on the 
rest of the countries to make sure that they will im-
plement austerity measures and structural reforms. 
However, this strategy is dangerous for the euro 
area.

Government debt securities of the euro area 
countries have become risky assets which weakens 
EU banks that hold considerable quantities of these 
securities. The loss in value of government debt se-
curities has entailed losses for the banks. The lat-
ter have to be recapitalised, but how can they ever 
have sufficient capital to be prepared for the insol-
vency of governments? Financial markets assume 
that governments will have to rescue their domestic 

banking system. This constitutes an additional risk 
factor putting a strain on these countries. Countries 
such as France or Austria have lost their triple-A 
rating, which in turn weakens the EFSF. Under the 
pressure of the financial markets the euro area has 
entered a vicious circle.

In Table 20 the countries are ranked according 
to four criteria watched by the markets: current ac-
count balance, budget balance, government debt 
ratio and GDP growth. It shows that, in terms of 
the interest rate level, it is very costly to be a mem-
ber state of the European Monetary Union. For 
instance Belgium and Spain pay interest exceed-
ing the level in the UK by 1.6 and 3.0 percentage 
points, respectively, although this cannot be justi-
fied by larger imbalances. Italy faces a high risk 
premium although its structural primary balance is 
positive according to estimates both of the OECD 
and the OFCE. An interest rate that is 3.6 percent-
age points above that of Germany is not sustain-
able for Italy. This difference amounts to 4.3 % of 
GDP for Italy. The ESM, which is to start operat-
ing already in July 2012, obliges the member states 
to sign the macroeconomically harmful fiscal pact 
that prevents strategies of macroeconomic stabili-
sation. It further obliges countries to introduce so-
called “collective action clauses” (CAC) to their 
government bonds and to announce “private sector 
involvement”. This implies that government debt 
securities will be seen as risky assets subject to 
higher interest rates and that they will be vulnerable 

TABLE 20

Fiscal indicators of selected economies

1 OECD estimate.

Sources: OECD; economic press; calculations of the institutes.

Table 20

Fiscal indicators of selected economies

Current 
account 
balance

Budget 
balance

Government
debt

Average 
GDP growth Score

Structural 
primary 
balance

Yield on 10year 
government bonds

% of GDP
2011

% of GDP
2011 

 % of GDP
2011 

%
2011-12

maximum:
20

% of GDP
20111 

% 
1 February, 2012

Finland 0.4 -2.0 49 2.2 17.8 -0.3 2.4
Germany 4.9 -1.2 82 1.8 17.1 0.9 1.9
Austria 3.0 -3.4 72 1.9 17.1 -0.2 3.0
Netherlands 7.8 -4.2 64 0.9 15.2 -2.1 2.4
Belgium -0.5 -3.5 97 1.3 12.9 0.0 3.7
France -2.3 -5.7 85 1.0 10.7 -2.6 3.0
Spain -4.0 -6.2 70 0.5 8.9 -2.6 5.1
USA -3.0 -10.0 101 1.9 8.9 -5.9 2.0
Ireland 0.5 -10.3 108 1.1 8.6 -3.3 8.2
United 
Kingdom -0.6 -9.4 84 0.7 8.6 -4.7 2.1
Japan 2.2 -8.9 206 0.9 8.4 -5.6 1.0
Italy -3.6 -3.6 121 0.1 7.1 1.9 5.5
Portugal -8.0 -5.9 102 -2.4 5.7 -2.2 12.8
Greece -8.6 -9.0 163 -4.5 2.9 5.1 34.3

1 OECD estimate.
Sources: OECD, economic press, calculations of the institutes.
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to financial market speculation. Financial support 
is linked to strict conditionality and monitoring by 
the ECB, the IMF as well as the European Com-
mission, which implies that any country will try to 
delay calling on any funds until its situation will 
have worsened dramatically. 

Neither the fiscal pact nor the ESM will be able 
to stabilise the euro area. A necessary condition 
for as stable euro area is that all member states can 
finance their government debt at the same suffi-
ciently low interest rate. Its level has to be below 
the long-term nominal growth in the euro area, in 
analogy to the situation in the USA, in the UK and 
in Japan.

This will only be possible, if the countries’ debts 
are fully guaranteed. Under the given institutions 
of the euro area the countries should subject their 
national fiscal policies to a coordination process. 
Such a coordination process should aim at full em-
ployment. It should take account of all causes of 
imbalances such as competitiveness and external 
imbalances. However, this should be done from a 
European perspective, which means that the sur-
plus countries would have to implement expansion-
ary economic policies. In the coordination process 
an agreement should be reached, which is difficult. 
Coordination cannot consist in sticking to automat-
ic rules as envisaged in the Stability and Growth 
Pact or in the new fiscal pact, but it should be a 
bargaining process between the countries taking 
the macroeconomic requirements into account. The 
pact should provide for the case of no agreement. 
In practice, however, everything should be done to 
avoid this case. This is the only way out of the cri-
sis.

ECB to the Rescue
In late November 2012, the confidence crisis in 
the euro area headed for a new climax: Euro area 
yields once again started rising dramatically, with 
Italian 10-year government bond yields reach-
ing 7½ %, and a credit crunch loomed large in the 
face of deteriorating bank balance sheets. The EU 
summit in early December did little to alleviate the 
pressure. In the same month the ECB set in motion 
an extensive rescue operation: With two unprece-
dented 3-year, low-interest refinancing operations, 
the ECB essentially guaranteed the refinancing of 
banks and provided ample cheap funds for banks 
to increase their profitability by purchasing govern-
ment bonds and to strengthen their capital base by 
buying back their own high-yield bonds. Nonethe-
less, by themselves the monetary policy measures 

of early December 2011 do not suffice to end the 
crisis – they only provide a breathing space for 
policy makers. Given the nexus between budget 
deficits, debt ratios, growth, and confidence, a re-
sumption of growth is a conditio sine qua non for 
overcoming the current crisis in the euro area. This 
applies all the more as current ECB policies entail 
numerous risks which could materialise if policy 
makers do not manage to engineer a turnaround in 
euro area growth prospects.

Yields have come down significantly since No-
vember 2011 and banks have been active in buy-
ing bonds – both government bonds and commer-
cial bonds, including their own. At the same time, 
however, loans to the private sector are sluggish, 
the distribution of refinancing credits among euro 
area countries is highly skewed and the inter-cen-
tral-bank assets and liabilities (TARGET2) have 
increased dramatically.

High demand for refinancing loans
The demand for the three-year refinancing loans 
was high: On 22. December 2011 banks received 
489 billion euro in refinancing loans, on 1 March 
2012 a further 530 billion euro. The total vol-
ume of refinancing loans did not increase by this 
amount, because shorter-term refinancing loans 
were paid back, but nonetheless, by 9 March 2012 
overall refinancing loans had increased by 453  
billion euro or 68 % to 1,018 billion euro  
(Figure 9). 

Up-to-date figures are not yet available about 
the national distribution of these loans but it 
seems reasonable to assume that the shift toward 
the crisis countries observed since 2007 has in-
tensified rather than abated. In January 2012,  
Germany accounted for only 2.4 % of all re-
financing loans compared to 55 % in January 
2007.3 Italy’s refinancing needs started to rise 
significantly in August 2011 and now account for  
24.3 % of all refinancing loans compared to a mere 
4 % five years ago. Greece, Portugal, Spain and  
Ireland have experienced a steady increase in  
central-bank refinancing since the beginning 
of the international financial crisis in July 2007  
(Figure 10). Together with Italy, these countries 
accounted for 66 % of the total volume at the end 
of January 2012.

Until December 2011 the central banks of the 
euro system were liable for losses incurred as a 
result of monetary policy operations according to 

3 These figures are approximations because the Bundesbank publishes average 
figures for each minimum reserve maintenance period whereas the other central banks 
publish end-of-month data.
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their share in the ECB’s capital. With the low-
ering of collateral requirements national central 
banks now provide refinancing loans at their own 
risk. It is not only questionable how sensible 
such a procedure is but also how realistic it is in 
practice. 

Record inter-central-bank balances 
(TARGET2) 

The steep increase in the demand for ECB re-
financing loans on the part of banks in the crisis 
countries is to a great extent due to their lack of 
other refinancing possibilities. Not only are inter-
bank loans scarce, but deposits of residents are also 
withdrawn. This outflow of private capital led to a 
build-up of arrears between euro-area central banks  
(TARGET2 balances). When private creditors 
withdraw funds from an Italian bank, for example, 
and redeposit them at a German bank it is a cross-
border transaction that involves the central banks 
of both Germany and Italy: The Bank of Italy in-
curs a liability vis-à-vis the German Bundesbank. 
If these arrears are not compensated for by transac-
tions running the other way by the end of the day, 
the balances are transformed into liabilities of the 
Bank of Italy vis-à-vis the ECB and corresponding 
liabilities of the ECB vis-à-vis the German Bun-
desbank. Prior to the international financial crisis 
the TARGET2 balances were negligible. In Janu-
ary 2012 – the latest available data – they reached 
record highs: The Bundesbank’s TARGET2 assets 
amounted to 498 billion euro, Italy and Spain each 
had TARGET2-liabilities of almost 200 billion 
euro (Figure 11).

It should be noted that there is no causal linkage 
between a country’s current account position and 
the sign of its TARGET2-balances.4 Italy, for ex-
ample, has run current account deficits since 2002, 
yet it had positive TARGET2 balances until July 
2011 when Italy was engulfed by the wave of con-
tagion spreading throughout the euro area. Since 
then Italy’s TARGET2 liabilities have increased in 
giant steps. The example of Ireland further illus-
trates that current account balances and TARGET2 
balances are not related: Ireland, which has recent-
ly managed to turn its current account into surplus, 
nonetheless had TARGET2 liabilities of 110 billion 
euro in January 2012 and its TARGET2 liabilities 
far exceed its cumulated past current account defi-
cits. TARGET2 liabilities have the same root as the 
increased dependence on central bank financing – a 
lack of confidence in the solvency of the banking 
system of the crisis countries. It is therefore not a 
coincidence that the central bank refinancing and 
the TARGET liabilities are of similar magnitude 
(Tober 2011). In Ireland the TARGET2 balances 
even exceed the refinancing loans. Given that TAR-
GET2 balances are assets and liabilities vis-à-vis 

4 In Germany, some economists argue that such a linkage exists (Sinn/ 
Wollmershäuser 2011). Olaf Storbeck and Buiter et al. were among the first to point to 
the logical flaws in the arguments put forth (Buiter et al. 2011a; 2011b and Storbeck 
2011; see also Tober 2011).

FIGURE 9

Consolidated financial statement  
of the Eurosystem
January 2007 – March 2012,1 EUR billions

1 Monthly averages of the published end-of-week figures.

Sources: European Central Bank; calculations of the 
institutes.
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the ECB, any potential loss incurred is shared by 
the national central banks in proportion to their 
capital share in the ECB. As mentioned above, 
the rules for risk sharing in the case of monetary 
operations have been changed: If national central 
banks make use of the permissible lower collateral 
requirements, they alone are liable for any losses. 
That may or may not be realistic in the case of a 
country experiencing widespread bank losses; if a 
country with a crushing debt burden leaves the euro 
area, however, it is far from likely that it will be 
able to take on its (share of) TARGET2 liabilities 
denominated in Euro.

Tensions eased; crisis far from over
Despite the crisis phenomena as reflected in the 
skewed refinancing of banks and the steep increase 
in inter-central-bank balances, the situation in fi-
nancial markets has eased up noticeably since late 
2011 (Figure 12). Since late November, Ireland’s 
10-year government bond yields have come down 
from 10 % to 7 %, and in Italy the corresponding 
yield declined by more than 2 percentage points 
to 5 %. These yields are still very high given the 
current dismal economic outlook. However, short-
term rates rate substantially lower – for example, 

1.7 % and 2.2 % for 2-year Italian and Spanish 
government bonds, respectively. If the crisis does 
not flare up again and economic growth resumes, 
most the crisis countries might therefore be able to 
handle their debt burden. Those are big ifs, how-
ever. Without a fiscal policy turnaround, economic 
growth is unlikely to resume any time soon. Re-
cession could trigger another confidence loss. Fur-
thermore, Portugal’s long-term rates have not come 
down, indicating that despite verbal reassurances, 
markets are not convinced that the Greek debt swap 
is an isolated case. 

It therefore remains to be seen whether the 
ECB’s round-about approach to crisis resolution 
will pay off. Rather than directly targeting the loss 
of confidence that caused many countries to be 
faced with unsustainable interest demands (Macro 
Group 2011), the euro system is providing unlim-
ited, low-interest funds to national banking systems 
whose solvency is intimately linked to that of their 
home country. The situation will stabilise only if 
the high liquidity provided by the central banks ul-
timately results in higher production.

The key risk inherent in this crisis strategy is not 
higher inflation. Core inflation is at 1.5 % and even 
lower when increases in indirect taxes are discount-
ed. Both money and loan growth is subdued: Loans 

FIGURE 11

TARGET2 balances of selected national central Banks in the Eurosystem1

January 2007 – March 2012, end-of-period, EUR billions

1 Figures as published in the financial statements: Germany – External position of the Bundesbank in the EMU / Claims within the Eurosystem /  
Other claims (net) (time series EU8148); Greece – Target2 / Target liabilities; Finland – Liabilities related to Target and correspondent accounts (net); 
Ireland – „Other liabilities in the Eurosystem“ approximated by „Other liabilities“ minus the amount by which these exceeded the TARGET2-liabilities at 
the end of 2010; Italy –Other liabilities within the Eurosystem (net); Luxembourg – Claims on the Eurosystem; Netherlands – intra-ESCB claims;  
Portugal – Liabilities / Monetary financial institutions / Euro area countries (Deposits and deposit-like instruments);  
Spain – Deposits of other euro area countries / MFIs (time series 7.94).

Sources: Financial statements of the national central banks.
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to the private sector increased by only 1.1 % in 
January 2012, with loans to non-financial corpora-
tions up only 0.7 %. Core inflation is only likely to 
pick up if euro area countries experience sustained 
and vigorous growth. Given an unemployment rate 
of 10.7 % (January 2012), there is ample room for 
production increases. With the tailwind of growth 
the confidence problems in the euro area would de-
cline and the euro system could easily absorb any 
excess liquidity by using higher yield deposit facili-
ties, for example.

The real risk thus lies in a recessionary envi-
ronment in which confidence does not return but 
instead either banks fail or the austerity measures 
forced upon the crisis countries make exit the more 
viable option for some countries. The latter would 
entail debt repudiation and, at best, sizable losses 
for tax payers in the euro area. 

FIGURE 12

10-year government bond yields of selected  euro-area countries
Daily values in %

Source: Reuters (EcoWin Financial).
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Banks on their way out of the 
turbulences?

European Banks are involved in the southern 
euro area countries Portugal, Italy, Spain and 
Greece via loans to other banks, government 
debt securities in their portfolios as well as loans 
to households and companies. This engagement 
has become a cause of concern for the financial 
markets.
With a total exposure of its banking system amoun-
ting to about € 437 billion or 21.9 % of GDP in 
the third quarter 2011 (Table B1) France is among 
the countries that are most vulnerable to the risks 
emanating from the crisis countries. Amounting to 
€ 322 billion (12.5 % of GDP) Germany’s expo-

sure is smaller. The British banking system has 
a stake of € 230 billion or 13.3 % of the British 
GDP. By comparison the engagements of US 
and Japanese banks are negligible at € 96 billion  
(0.9 % of GDP) and € 59 billion (1.4 % of GDP), 
respectively. In the wake of the financial crisis for-
eign banks withdrew their funds from these eco-
nomies, albeit at a different pace (Figure B1).
In mid-July 2011 the stress tests for European 
banks were assessed positively (European Ban-
king Authority 2011). However, the assumptions 
that these stress tests were based on were not 
very realistic. For the euro area a growth rate of 
2 percentage points below the baseline scena-
rio was simulated for each of the years 2011 and 
2012. Thus, a recession and a weak recovery 
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were simulated for the euro area (-0.5 % in 2011 
and +1.2 % in 2012). This coincided with an in-
crease of unemployment (+0.3 percentage points 
in 2011 and +1.2 percentage points in 2012), a 
decrease of the inflation rate (-0.5 percenta-
ge points in 2011 and -1.1 percentage points in 
2012), a strong decline of house prices and an 
increase of long-term interest rates, while the 
yields on government bonds would reach up 
to 30 %. The objective of this “stress”-scenario 
was to examine whether banks would be able to 
maintain a core capital ratio above 5 %. Under 
these assumptions only 8.9 % of the 90 banks 
that were tested had a ratio below 5 %1, which 
would de facto make a recapitalisation necessa-
ry to meet the capital requirements. In terms of 
the results of this stress test the European ban-
king system is considered sufficiently resilient in 

the case of a serious crisis. However, it has to 
be taken into account that this stress test did not 
allow for the case of a government’s insolvency. 
With the restructuring of the Greek debt such a 
case has already materialised de facto, albeit for 
a very small country. Therefore, the stress test 
has probably not been strict enough for a realistic 
assessment of the banks’ risks (Table B1).

1 The core capital according to Basel II is merely 2 %. Due to Basel III it in-
creases to 4.5 % (from 2013). This ratio measures the share of the risk-weighted 
assets which is covered by equity capital.

INFOBOX 2

1 „Euro 5“: Belgium, Germany, France, Spain, Italy. 

Sources: Bank for International Settlements (consolidated banking statistics / ultimate risk basis); 
calculations of the institutes. 

TABLE B1

Receivables of the domestic banking sector  
from the crisis countries by sector 
Third quarter 2011 (billion EUR)

Table K1

“Euro 5”1 Germany France
United 

Kingdom Japan USA

Banks 81.3 44.3 25.0 13.4 2.9 13.0
Government 44.9 18.6 19.1 4.3 7.0 3.7
Private non-banks 125.3 50.7 57.9 48.0 7.5 17.0
Total 251.4 113.6 102.0 65.7 17.4 33.7

Banks 1.3 0.7 0.4 0.7 0.2 0.9
Government 15.3 8.0 5.1 1.5 0.1 1.0
Private non-banks 34.4 4.5 28.3 6.0 0.5 2.3
Total 50.9 13.2 33.8 8.2 0.8 4.2

Banks 25.3 14.1 6.9 12.7 1.1 6.4
Government 4.8 2.0 1.8 3.3 0.5 1.3
Private non-banks 95.6 55.6 11.7 80.8 12.2 23.2
Total 126.0 71.7 20.5 96.8 13.9 30.8

Banks 63.0 28.4 26.3 5.5 1.9 6.8
Government 104.6 31.4 58.1 6.0 17.5 7.2
Private non-banks 238.2 42.4 178.6 31.7 6.3 9.3
Total 405.8 102.1 262.9 43.3 25.7 23.3

Banks 15.7 6.2 4.4 2.3 0.1 1.1
Government 15.6 5.6 3.8 1.2 0.3 0.6
Private non-banks 68.5 9.4 10.0 13.0 0.6 1.8
Total 99.7 21.2 18.2 16.5 1.0 3.5

Banks 186.6 93.6 63.0 34.6 6.3 28.2
Government 185.1 65.6 87.9 16.3 25.4 13.9
Private non-banks 561.9 162.6 286.5 179.6 27.1 53.6
Total 933.8 321.8 437.4 230.4 58.8 95.6

In % GDP 12.3 12.5 21.9 13.3 1.4 0.9

Receivables of the domestic banking sector from the crisis countries by sector
Third quarter 2011 (billion EUR)

1„Euro 5“: Belgium, Germany, France, Spain, Italy.

Sources: Bank for International Settlements (consolidated banking statistics / ultimate risk basis), calculations of the 
institutes.
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