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CENTRE OF PLANNING AND ECONOMIC RESEARCH 

The Centre of Planning and Economic Research (KEPE) was established 
as a research unit, under the title «Centre of Economic Research», in 1959. Its 
primary aims were the scientific study of the problems of the Greek economy, 
the encouragement of economic research and the cooperation with other sci
entific institutions. 

In 1964, the Centre acquired its present name and organizational struc
ture, with the following additional objectives: first, the preparation of short, medium 
and long-term development plans, including plans for local and regional devel
opment as well as public investment plans, in accordance with guidelines laid 
down by the Government; second, the analysis of current developments in the 
Greek economy along with appropriate short and medium-term forecasts; the 
formulation of proposals for stabilization and development policies; and third, 
the additional education of young economists, particularly in the fields of plan
ning and economic development. 

Today, KEPE focuses on applied research projects concerning the Greek 
economy and provides technical advice on economic and social policy issues 
to the Minister of Economy and Finance, the Centre's supervisor. 

In the context of these activities, KEPE produces four series of publica
tions, notably the Studies, which are research monographs, Reports on applied 
economic issues concerning sectoral and regional problems, and Statistical 
Series referring to the elaboration and processing of specified raw statistical 
data series. Finally, it publishes papers in the Discussion Papers series, which 
relate to ongoing research projects. 

Since December 2002, KEPE publishes the quarterly issue Economic Per
spectives dealing with international and Greek economic issues as well as the 
formation of economic policy by analyzing the results of alternative approaches. 
The Centre is in a continuous contact with foreign scientific institutions of a simi
lar nature by exchanging publications, views and information on current econ
omic topics and methods of economic research, thus furthering the advancement 
of economics in the country. 
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PREFACE 

Monitoring short-term economic developments and interpreting their 
association with long-term world economic trends provide valuable insights to 
the study of the international and domestic economic environment. 

As a member of the Association of European Conjuncture Institutes, a 
group comprised of economic research institutes from 20 European countries 
and five international organisations, KEPE regularly participates at the biannual 
meetings of the Association. For each meeting, one of the participating research 
institutes undertakes to prepare and present the AIECE General Report on inter
national economic developments. The authors of this work prepared and pre
sented the General Report at the AIECE meeting held in Brussels in November 
2005. The present text is a revised and extended version of the report presented 
in Brussels. 

The purpose of this report is to provide a compact and comprehensive 
overview of the recent economic trends and perspectives for the world econo
my, by means of the available economic data. Special emphasis is given to 
developments within the EU, as well as to major advanced economies influ
encing the global economic conjuncture. In this sense, and by addressing a 
number of selected issues of world interest, such as the oil price trends, we 
expect that the present report will be a valuable tool to interested readers and 
policy makers. 

Professor KYPRIANOS P. PRODROMIDIS 
Chairman and Scientific Director 

Centre of Planning and Economic Research 
January 2006 
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The present report provides an overview of recent trends and the short-
term outlook for the world economy, with particular emphasis on the European 
Union. The focus of the analysis and projections is on developments in the main 
countries and regions that affect economic conditions in Europe. The report also 
addresses a number of main global issues of the current economic conjuncture 
with significance for medium-term developments. 

The report represents a revised and updated version of the «General 
Report» prepared by KEPE for the autumn meeting of the Association of Euro
pean Conjuncture Institutes (AIECE), held in Brussels in November 2005. Esti
mates and forecasts provided by the AIECE Institutes until October 2005 con
stitute an integral part of the analysis. The analysis has benefited greatly from 
discussions on the report and comments by the participants at the AIECE meet
ing. The outlined trends and outlook are based on world economic and statis
tical data available until March 3, 2006. 

The authors are grateful to Panagiotis Pafilis for his valuable research 
assistance. We would like to thank the Chairman and Scientific Director of KEPE, 
Professor Kyprianos Prodromidis for his encouragement and support. Further
more, we would like to thank all AIECE colleagues for their feedback and also 
the two anonymous referees for their useful comments. 

Last but not least we are thankful to the editor Helen Soultanakis and 
KEPE'S production manager Victoria Dedeyan. 

STELLA SAWA-BALFOUSSIAS 
ERSI ATHANASSIOU 

STELIOS KARAGIANNIS 
EKATERINI TSOUMA 

March 2006 
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1. INTRODUCTION AND SUMMARY 

After an exceptionally strong performance in 2004, global economic 
growth has moderated in 2005 to a more sustainable, yet buoyant, pace. 
Although underlying momentum varies considerably in the main economic re
gions and growth divergences remain wide, there have been signs of a broad
ening of the expansion over recent months. 

Oil prices, which soared by about $20 between January and October 
2005, reaching new peaks in nominal but also in real terms, are still at very 

TABLE 1.1 
Overview of the GDP Projections 

(annual percentage change unless otherwise noted) 

2004 

Fall 2005 Projections 

2005 2006 

Difference from Spring 2005 

2005 2006 

AIECE* 

United States 

Japan 

China 

Euro area 

EU 19** 

4.2 

2.7 

9.5 

2.0 

3.5 

2.0 

9.0 

1.3 

1.5 

3.1 

2.0 

8.3 

1.7 

2.0 

0.0 

0.7 

0.7 

-0.3 

-0.1 

0.2 

0.4 

-0.5 

IMF 

United States 

Japan 

China 

Euro area 

European Union 

World*** 4.0 

3.5 

2.0 

9.0 

1.2 

1.6 

3.1 

3.3 

2.0 

8.2 

1.8 

2.1 

3.2 

-0.2 

1.2 

0.5 

-0.4 

-0.4 

-0.1 

-0.3 

-
0.2 

-0.5 

-0.4 

-0.2 

OECD 

United States 

Japan 

China 

Euro Area 

OECD total 

4.2 

2.7 

9.5 

1.8 

3.6 

2.4 

9.3 

1.4 

2.7 

3.5 

2.0 

9.4 

2.1 

2.9 

0.0 

0.9 

0.3 

0.2 

0.2 

0.3 

0.2 

0.1 

* Calculated on the basis of forecasts by AIECE Institutes provided in October. 
** Calculated on the basis of own country forecasts. 

*** Based on market exchange rates. 
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high levels. These higher prices are affecting economic conditions in the main 
economic areas to a different extent. Economies with stronger underlying impe
tus show more resilience, while economies with feeble growth have been 
affected more profoundly. 

International organisations have revised their growth estimates for 2005 
downwards for the main industrialised countries, excluding Japan, but some
what upwards for developing economies, notably China and India. The revi
sions of forecasts of the AIECE Institutes moved in the same directions, but 
they are somewhat smaller with regard to the international economy. Almost all 
Institutes revised their projections for their own countries downwards in conse
quence to higher oil prices, but again these revisions are in the range of 0.2 to 
0.4 percentage points. 

Even though inflationary pressures remain relatively contained, they are 
diverging across economies. US headline inflation is running above 3%, re
flecting rising energy prices. In Japan, inflation remained negative during most 
of 2005, while in early 2006 the rates of change of certain price indexes turned 
positive. In the Euro area, headline inflation has moved in the neighbourhood 
of 2.5%, while in the United Kingdom core inflation has also been on the rise. 

Within this environment, the United States and China are still leading 
global growth, with Japan regaining momentum. The expansion in the Euro 
area remained subdued in the first half of 2005, showing some improvement 
in the second half of the year. By the end of 2005 signs of more progressive 
recovery are emerging. Looking ahead, the AIECE Institutes expect global econ
omic conditions to remain favourable in 2006. Global growth is expected to be 
led by strong financial market conditions, solid corporate balance sheets and 
robust international trade. 

In the United States, strong growth is projected, but housing market risks 
are rising, while the external imbalance remains a permanent concern. The 
fiscal position has improved, to some extent, but there are reasons to believe 
that this improvement is temporary. 

In Japan, domestic demand is expected to maintain its current momen
tum, with the financial sector becoming healthier. There are signs that the end 
of deflation lies within the forecasting horizon, but on the fiscal side public debt 
is still rising. 

The Chinese economy continues to grow at rates exceeding expectations, 
while India is placed amongst the world's fastest growing economies. 

In the Euro area, export prospects are improving, raising expectations 
for higher growth in accordance with the expected upswing of international 
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TABLE 1.2 
Overview of AIECE Projections for Key Variables 

Oil price 
(US Dollars/bbl) 

US Federal Funds 
Rate 

Dollar/Euro 
exchange rate 

2004 

37.7 

1.8 

1.2 

Current Projections 

2005 

55.2 

3.5 

1.3 

2006 

58.4 

4.4 

1.2 

Difference from Spring 2005 

2005 

11.7 

0.0 

-0.1 

2006 

18.4 

0.1 

-0.1 

TABLE 1.3 
Summary of Forecasts for World Trade 

(volume growth) 

AIECE (October 2005) 

OECD (November 2005) 

IMF (October 2005) 

2004 

9.6 

10.3 

10.3 

2005 

6.9 

7.3 

7.0 

2006 

7.2 

9.1 

7.4 

trade. However, significant differences in performance continue to exist among 
member countries. 

Forecasts for inflation for 2006 are generally reassuring, as most Insti
tutes expect an easing of inflation pressures to around 2.8% in the US and to 
less than 2% in the Euro area. 

Macroeconomic policies differ across countries but are expected to 
continue a general move towards neutrality in response to existing macroe
conomic imbalances and to the need to account for persisting high energy prices. 

In the United States, where underlying inflation is projected to rise and 
output is near potential, the implications for monetary policy are more straight
forward. The Federal Reserve is expected to continue the policy of restraining 
inflationary expectations and encouraging household savings through high 
interest rates. Fiscal policy, on the other hand, aims at removing some stimulus 
from the economy in order to reduce public deficit, but because of the ex
pected, hurricane related, reconstruction spending the fiscal stance may become 
more expansionary instead. 
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In the Euro area and the United Kingdom, central banks face more 
complicated tasks, as in both cases - and especially in the Euro area - there 
is still a case to be argued for a rather accommodative monetary stance. On 
the fiscal side, fiscal consolidation remains a priority, but progress is slow in 
many EU countries. While contractionary fiscal policies are expected to prevail 
in the near future, a number of countries still have persisting fiscal deficits over 
3% of GDP, the target established by the Stability and Growth Pact (SGP). 

For the Bank of Japan the situation is also clear. The policy rate is 
expected to remain at zero as long as core inflation is not positive. With the 
anticipated end of disinflation, the Bank of Japan is expected to reduce liquidity. 
Japan is also expected to continue its efforts for fiscal consolidation. 

Global imbalances have increased yet again and the balance of risks 
to the outlook remains on the downside. The first downside risk indicated by 
the Institutes is the impact of high and volatile oil prices. A substantial further 
jump in oil prices could have more serious adverse effects on the global 
economy. The majority of Institutes consider a price more than $80 to present 
a serious risk to global expansion. The range of $70-$79 is considered to be 
critical by 12 Institutes and only 4 perceive a price of crude between $60 and 
$69 to represent a serious threat for global economic activity. 

The limited impact, thus far, of oil price increases on the global econ
omy is attributable in part to the falling energy intensity of economic activity. 
In Box 1 we discuss developments in the oil markets in more detail, with a 
view to identifying the driving forces of price trends. 

Over the medium term, the rising global imbalances remain a central 
risk to the economic outlook. These imbalances appear to be worsening. With 
the US current account deficit widening and corresponding surpluses, espe
cially in emerging Asia, increasing, exchange rate flexibility, particularly in Chi
na, continues to be an issue related to effective global adjustment. 

Other key risks identified by the Institutes include the possibility that 
financial market conditions could tighten significantly, contributing to a global 
weakening of housing markets. 

Finally, in a number of countries and economic regions, long-standing 
structural problems present significant impediments to stronger growth. Most 
Institutes indicate that broad-based reforms, including labour market reforms, 
will be needed in the Euro area to improve growth prospects. 
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BOX 1 
THE INTERNATIONAL OIL MARKET 

Oil prices rose by about $20 during 2005, reaching new peaks in 
nominal but also in real terms. Their cumulative increase over the past two 
years (84%) is comparable to the large shocks observed in earlier decades. 

Futures prices have also risen, signifying a market perception that 
elevated prices may be here to stay for some time. 

The growth impact of recent oil price increases has, to this point, 
been relatively modest, mainly due to the falling energy intensity of econ
omic activity, but also because of well contained inflationary expectations 
so far. In the medium term, however, the effects of a higher oil price on 
economic activity may be compounded by the uncertainty surrounding the 
future evolution of energy prices. 

The recent price increases are attributable to a concurrence of both 
demand and supply factors. 

FIGURE B.1.1 
Crude Oil Import Costs in Europe 

(US Dollars/bbl) 

350 

1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 2006 

I.. I% change (right scale) Nominal price Real price (2005) 

Source: IEA, Energy Prices and Taxes, various issues. 
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To a large extent, the most recent price increases were the out
come of a strained refinery capacity. Superimposed on the tight supply of 
oil products was the disruption brought by Hurricane Katrina, which damag
ed America's oil refining operations and pushed world oil prices to record 
levels (crude near $71 a barrel and retail US gasoline above $3 a gallon), 
hitting consumer confidence. 

The 2005 price developments were considered, by governments as 
well as by international organisations, exceptional enough to spur the In
ternational Energy Agency (IEA) into releasing emergency reserves to try 
to prevent a global energy crisis. 

In the United States, crude oil from national reserves was released 
for the first time since the 1991 Gulf crisis, while European and Asian coun
tries focused on releasing refined products. 

It was thus demonstrated that, if there is a substantial supply risk, 
governments are willing to act, and act quickly. However, a question still 
remains on how much of the reserves released would be made up of refin
ed products, which are in far shorter supply than crude. 

Although the IEA release resulted in some immediate easing of the 
price of crude oil, price developments depend on how strong the funda
mentals are, especially in relation to the medium term. 

Oil market developments in recent years partly result from temporary 
demand and supply shocks but, at the same time, they reflect long term 
changes in the geographic distribution of oil production and demand, along 
with long standing inadequate investment across the energy sector. 

In 2004, global oil consumption grew by the unusually strong rate 
of 3.6% (2.89 mb/d) and reached 82.29 mb/d. Over two-thirds of total oil 
demand growth came from non-OECD consumption. The latter grew by 
6.8% (2.09 mb/d). Of this, Chinese demand alone increased by 0,86 mb/d, 
which accounted for just under one third of global oil demand growth. 
OECD oil consumption grew by a comparatively modest 1.6% (0,8 mb/d), 
which was nonetheless the largest incremental oil demand increase in the 
OECD since 1999. 

OECD consumption growth varied regionally and was generally 
correlated with 2004 economic performance. 

North American demand grew by a robust 0,83 mb/d, while Asia-
Pacific demand contracted by 0,18 mb/d. European demand growth remain-
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Source: IEA, Monthly Oil Market Report and Statistical Supplements, 
various issues. 

ed flat at 0,15 mb/d. It could be argued that a great part of the 2004 in

crease in oil consumption may be attributed primarily to robust global econ

omic performance and the take-off of the Chinese economy. 

According to the IEA estimates, global oil consumption in 2005 has 

reached 82.8 mb/d. OECD oil demand growth has slowed down somewhat 

in the face of relatively high oil prices and more subdued economic growth. 

North America remains the growth leader, accounting for over half of the 

incremental growth in OECD oil consumption, while estimated OECD Euro

pe oil consumption remains unchanged in relation to 2004. Growth of Chi

nese demand has also moderated in 2005, with total incremental demand 

currently estimated at roughly 400 thousand barrels per day, compared to 

the 900 thousand barrels per day in 2004. 

There are three factors affecting the medium term outlook: the geo

graphical composition of supply and demand, the composition of demand 
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FIGURE B.1.3 

Composition of World Oil Production 

Source: ΙΕΑ, Annual Oil Market Report, various issues; Oil Information, various issues. 

in terms of oil products and the developments regarding overall refinery 

capacity. 

Figures B.1.3 and B.1.4 depict the changing composition of supply 

and demand. 

In terms of production, the most important development is the ra

pidly diminishing US share in total oil production. The overall North Ame

rican and European shares are also slowly diminishing, with the oil re

sources of Middle East and North Africa becoming even more critical in 

meeting the world's growing oil demand. The production potential of the 

Former Soviet Union area (FSU) is also of considerable significance and 

countries like Russia and the Newly Independent States of Central Asia and 

the Caspian Sea are gaining importance to energy consuming countries. 

These trends have considerable market implications. 

Even though European consumption growth has remained low, the 

share of oil imports in European consumption has been increasing since 

1999 not only in the European Union but in OECD Europe as well. 
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FIGURE Β. 1.4 

Composition of World Oil Demand 
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Source: IEA, Annual Oil Market Report, various issues; Oil Information, various issues. 

The consumption path in the OECD area is influenced significantly 

by the long term trend in energy intensity. In many developing countries, 

however, notably in China and India, energy intensity is increasing. In the 

Chinese and Indian economies, industrial development makes consumption 

of oil products more welfare driven, while demand for oil in the automotive 

sector is set to increase. As the indigenous resource base of these econ

omies declines, making the economies more import dependent, the pres

sure on the international markets increases. 

China and India together account for 12% of world consumption 

compared to 24% in the case of the US and 20% in the case of OECD Eu

rope. China became a net importer of oil in the mid 90s and oil demand 

has doubled since 1993. With Chinese petroleum demand growing explo

sively, 40% of it is now covered by imports from abroad, rendering China 

a major contributor to current oil market turbulence. 

India is currently the world's sixth largest consumer of oil and is 

expected to become the fifth largest in the next few years. Oil accounts for 

about 36% of India's total primary energy supply. Oil demand has doubled 

Japan 

FSU 

China, India 

Africa, Middle East 

OECD Europe 

United States 
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FIGURE B.1.5 

Share of Oil Imports in European Consumption 

(percent) 
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Source: ΙΕΑ, Annual Oil Market Report, various issues; Oil Information, various issues. 

in India from 1 mb/d in 1990 to over 2.3 mb/d in 2004. Although India's 

forecasted demand of 2.55 mb/d for 2005 is marginal at only 3% of global 

demand and is not driving international crude prices, India and China to

gether are becoming a major global actor. 

The composition of oil product demand has also been changing. 

Typically, North American oil-product demand growth is driven by gasoline, 

which accounts for over 40% of total demand. However, recently, diesel 

demand has been growing rapidly, as truck tonnage increased with the 

economic expansion and rising trade flows. Although OECD Europe 

consumption growth was relatively stagnant in 2004, certain key trends, like 

the changing mixture of oil-product demand - as Europe is continuing its 

move towards diesel and away from gasoline in the transport sector - are 

having an impact on refinery operations and on the global oil product market. 

The above developments have to be judged against the background 

of a strained refinery sector, especially in the US and OECD Pacific, where 

the ratio of refinery output to consumption has been declining in recent 
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FIGURE B.1.6 
China's and India's Oil Production and Consumption 

(million barrels per day) 

1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 

China's production China's consumption 

• India's production India's consumption 

Source: IEA, Annual Oil Market Report, various issues; Oil Information, various issues. 

years. The ratio declined from 0.93 in 2000 to 0.91 in 2004 in the US and 
from 0.92 to 0.89 respectively in OECD Pacific. 

In the medium term, global oil demand is projected to continue its 
strong growth. As a result, significant investment will be needed in the 
short and medium term in exploration, production and energy infrastructure 
to meet the world needs. For the immediate future, a number of policy issues 
emerge from the above market developments: 
• how to respond to the geographic shift of energy production and 

demand away from OECD member countries and offset the growing 
dependence on energy imports; 

• how to ensure adequate investment across the energy sector; 
• how to respond to high and volatile oil prices. 

These issues are addressed in different ways within major econo
mic areas. It is worth noting that the East Asian countries are very active 
in dealing with these issues. To address the growing insecurity of supply, 
China has intensified efforts to improve domestic efficiency, substitute other 
products for oil, and import more oil via pipeline. Furthermore, efforts to 
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purchase overseas oil assets and acquire other companies have been 

intensified. China has also continued construction of its strategic petroleum 

reserves, even though little official information on progress or strategy has 

been released. 

India's efforts to enhance its oil security have also intensified signi

ficantly since 2004. Within the context of India's newly found ambitions as 

an emerging economic and political power, an urgent need to catch-up 

with China in the race for overseas investment, so as not to be left behind 

in the hunt for oil, is evident. 

Regarding oil-producing countries, there is a need to take steps 

which foster a favourable investment climate - in particular the opening of 

markets and introduction of transparent business practices, which would 

encourage investment in the oil sector, including foreign investment. 

Measures that encourage the expansion of refinery capacity are 

also a priority for policy makers, especially as damaged American refining 

installations would take longer than expected to recover. 

FIGURE B.1.7 

Percentage of Taxes in Regular Unleaded Gasoline Prices -

Germany, Japan & US 

1996 1997 1998 1999 2000 2001 2002 2003 2004 

• Germany Ο Japan • United States 

Source: IEA, Energy Prices and Taxes, various issues. 
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The risks that sustained high energy prices could pose for global 
economic growth are significant; hence the importance of strengthening 
energy conservation in Europe and the industrialised world is high. 

In this environment, measures such as energy price control and 
subsidies adopted by a number of countries to mitigate the impact of higher 
oil prices on consumers, especially for low income households, are not 
sustainable in the long term and are expected to be gradually reduced. 
Countries should aim at improving their efficiency in energy use by appro
priate policies, including taxation policies. From a more medium term 
perspective, sustained higher prices may provide the trigger for a change 
in economic behaviour. 
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2. THE INTERNATIONAL ENVIRONMENT: 
MAJOR ECONOMIC AREAS 

2.1. The US Economy 

2.1.1. Economic Activity 

GDP growth was buoyant in 2005, at an average rate of 3.2% and the 
unemployment rate fell to 5.1% from 5.4% in 2004. This solid outcome was the result 
of robust domestic demand, as the overall contribution of net exports was close to 
zero. In view of the rise in oil prices and considering the devastation caused by 
hurricanes1, this performance underlines the inherent momentum of the expansion. 

Economic developments were underpinned, as in 2004, by supportive 
financial market conditions, improvement in corporate profits, strong income 
growth, improved labour market conditions and rising house prices. At the 
same time fiscal and monetary policies remained accommodating in the first 
part of the year but in the final quarter of 2005 monetary policy became less 
expansionary while some budgetary stimulus was removed. 

Following a 3.7% average rate of growth, in the first three quarters, real 
GDP was temporarily dampened by the hurricanes Katrina and Rita and increas
ed at an annual rate of 1.6% in the fourth quarter of 2005. The major contri
butors to the increase in real GDP were personal consumption expenditures, 
private fixed investment expenditures on equipment and software, private resi
dential fixed investment, and government spending. The contributions of these 
components were partly offset by a negative contribution from private inventory 
investment, while the overall contribution of net exports was close to zero. 

Real personal consumption expenditure increased by 1.2% in the fourth 
quarter, after an average increase of 3.6% in the first three quarters, with the 
purchases of durable goods being the fastest growing component (10.5%, in 
the third quarter after an increase of 7.9% in the second quarter). 

1. As noted by most Institutes, the immediate direct output effects of the disrup
tion in production are likely to be modest, given the relatively small economic size of 
the affected area, and will be increasingly offset by the stimulus from reconstruction and 
the significant government spending involved. The labour market survey for early Septem
ber was not particularly pessimistic with regard to the effects on employment. The job 
loss for the Hurricane Katrina was estimated at 35,000. 
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Real non-residential fixed investment increased by 8.8% in the third 

quarter, the same as in the second. Equipment and software expenditures, which 

accelerated in the second quarter to 10.9%, after an increase of 6.8% in the 

first quarter, continued growing at the rate of 10.8%, in the third quarter. An

other remarkable element of the expansion is the continuing growth of residen

tial investment, which increased by 8.4% in the third quarter, compared with 

an increase of 10.8% in the previous quarter and 9.5% in the first. 

Following a robust export growth in the second quarter (10.7%), with 

net exports providing a positive contribution to GDP growth, real exports of 

goods and services increased only moderately in the third and fourth quarters. 

On the other hand, real imports of goods and services increased substantially 

in the second half of the year compared with a decrease of 0.3% in the second 

quarter. As a result, the current account deficit continues to widen and is esti

mated to approach 7% of GDP in 2005. 

Finally, real federal government consumption expenditures and govern

ment gross investment continued to increase at a high pace, mainly due to the 

FIGURE 2.1.1 

Real GDP and Domestic Demand - US 

(% change over previous quarter at annual rate) 

-2.0 α 

I Total domestic demand GDP 

Source: OECD2. 

2. Unless otherwise stated, any reference to the OECD as a data source refers 

to data downloaded in March 2006 from the OECD's Online Statistical Publications 

Database (WDS), Main Economic Indicators and National Accounts. Available from World 

Wide Web: <https://www.oecd.int/olis>. 
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FIGURE 2.1.2 

Private Consumption and Investment - US 

(% change over previous quarter at annual rate) 
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Source: OECD. 

FIGURE 2.1.3 
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increase of defence expenditures (10.3% in the third quarter, compared with 

an increase of 3.7% in the second quarter), but the increase in non-defence 

expenditures was also substantial (3.6%, compared with a decrease of 0.2% in 

the second quarter). 
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One favourable aspect of the above developments is that output growth is 

crucially related to robust productivity growth. According to the quarterly report on 

productivity for July, August and September, productivity in the non-farm business 

sector increased by 3.1% from the third quarter of 2004, while unit labour costs 

increased by 1.8%. During the same period, productivity in manufacturing 

increased by 4.5%, while unit labour costs in manufacturing increased by 1.7%. 

2.1.2. Price Developments 

Headline inflation rose substantially during 2005. The consumer price 

index increased by 3.4% in the 12-month period ending in December 2005. The 

core index rose by 2.1% during the same period, while the energy index rose by 

16.9%. Even though the prices of crude oil and refined products have eased to 

a certain extent, inflation concerns are being expressed by financial authorities, 

especially with regard to the impact of recent price increases on expectations. 

Nevertheless, modest wage inflation implies that there are no clear signs pointing 

to a fundamental change of course. In fact, real hourly compensation in the non-

farm business sector decreased by 1.4% in the third quarter, compared to a 3.1% 

decrease in the second quarter. Unit labor costs decreased by 1.0% in the third 

quarter, following a 1.2% decrease in the previous one. 

The inflationary pressures pushed toward monetary tightening in the third 

quarter of 2005. The Federal Reserve continued withdrawing monetary stimulus 

FIGURE 2.1.4 

Consumer Price Index - US 
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at a measured pace in the second part of the year, as inflation concerns were 
persisting. There is, however, no consensus regarding the appropriate pace of 
monetary response to inflation expectations. It depends, as usual, on the path of 
unit labour costs and oil prices as well as on developments in the real economy. 
The fact that the productivity growth cycle has not come to an end, according 
to figures for the third quarter, is a positive factor for price developments. 

2.1.3. Future Prospects 

Indices reflecting overall ongoing conditions improved recently. Consu
mer survey results were favorable, while indices of investor optimism also 
gained in relation to previous months. Results from the manufacturing sector 
have been favourable for some time. 

The UBS index of investor optimism, which had dropped in the after
math of hurricanes, reaching its lowest level in two-and-a-half years, continued 
its modest recovery in November and December, although it remains at levels 
lower than those of 2004 and early 2005. Furthermore, according to the same 
survey, those anticipating that business conditions will worsen over the next six 
months decreased to 11.7% from 18.5%. 

Manufacturing surveys indicate that manufacturing activity is generally 
expanding but the non-manufacturing surveys point to a decline. At the same 
time indices based on new orders indicate growth, even though at a lower pace. 

Labour market data suggest that the momentum of the expansion re
mains solid. Employment conditions remain good, and the unemployment rate 
remained steady at 5% in the third and fourth quarter. 

The economy continues to benefit from the overall expansion in residential 
real estate. Housing starts exceeded the benchmark of 2.0 millions in the months 
from September to November. Although the December number was somewhat 
lower than the previous month, there are indications for yet a further increase of 
housing starts in the first months of 2006. At the same time, sales of new houses 
have been on the rise, but sales of existing homes have stopped expanding at 
their recent fast pace. Even though the economy continues to benefit from the 
overall expansion in residential real estate, recent house price increases have 
raised concerns that the market could be increasingly susceptible to a correction. 

Consumer surveys, which were very disappointing in September and 
October, moved towards a favourable direction in November and December. 
The University of Michigan index of consumer sentiment was up by 10 per-
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FIGURE 2.1.5 
The UBS Index of Investor Optimism - US 
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FIGURE 2.1.6 
Unemployment as a percent of the Civilian Labour Force - US 

2000 

Source: OECD. 
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centage points but the index remains below the 2004 values. Consumers' over
all assessment of ongoing conditions also improved in November. The percent
age of consumers who rated current business conditions as «good» increased, 
while the percentage of those who rated current business conditions as «bad» 
decreased, anticipating conditions to improve in the next six months. 
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FIGURE 2.1.7 
Work Starts for Dwellings - US 
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Source: OECD. 

FIGURE 2.1.8 
University of Michigan Index of Consumer Sentiment 
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Source: University of Michigan. 
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Finally, the Index of Leading Economic Indicators, which fell in Septem
ber for a third consecutive month, has been reflecting a positive trend since 
October. During the six-month period ending in February the leading index 
increased by 1.5%, with most of its components advancing. 
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Against this background, the latest average growth estimate for the fourth 
quarter of 2005 implies a real GDP growth of 1.4% and the estimated annual 
growth for 2005 remains at 3.5%. 

In 2006, growth is expected by the AIECE Institutes and international 
organizations to remain at trend levels, at 3.5%, continuing to exceed that of 
other large advanced economies. A robust growth of fixed investment is ex
pected to be the main driver, reflecting strong profitability of private firms, 
along with steady consumption growth. 

2.1.4. Risks to the Projections and Policy Issues 

Near-term risks to growth are on the downside. Continuing inflation pres
sures could have a larger negative impact on growth, especially if high oil and 
petroleum products prices pass through to core inflation and nominal wage 
growth. Moreover, while productivity growth remains solid, a possible slow
down could affect capital inflows negatively and add to cost pressures. 

A sudden shift in the market sentiment, concerning the sustainability of 
current account imbalances that may lead to higher long term interest rates, 
continues to remain a risk to the projected expansion. With US growth contin
uing to exceed that of other large advanced economies and with higher oil 
prices, the current account deficit is projected to widen to over 6% of GDP in 

2005, and over 6.5% in 2006, assuming no further real depreciation of the US 
dollar. 

With a low national savings rate and a large current account deficit, fiscal 
consolidation becomes a macroeconomic policy priority. A moderate fiscal 
consolidation has been achieved in 2005, according to the data referring to the 
fiscal year that ended on September. The federal deficit fell below that of fiscal 
year 2004 by $94.2 billions, owing to a strong revenue rebound. However, to 
some extent this development may reflect temporary forces, like, for example, 
the return of tax revenues to normal levels, after the collapse of the equity bub
ble. With tax revenues expected to grow more in line with income growth in 

2006, a repeat of the deficit decline is unlikely. On the other hand, the Federal 
fiscal burden will increase by heavy expenses for hurricane damage repair and 
continuing military operations in the Middle East. 

In Box 2 we examine, from a more longer term perspective, the risks 
that the US imbalances pose for future US expansion and global growth and 
stability. 
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BOX 2 
US IMBALANCES AND THE INTERNATIONAL ECONOMY 

Growth of the US economy has outstripped that of other large advanc
ed economies over recent years. 

On the supply side, labour productivity rose at exceptionally strong 
rates for a relatively long period and profit margins remained high, supporting 
investment. 

On the demand side, household consumption has been expanding 
faster than real disposable income, owing to strong wealth gains on hous
ing and easy access to credit. Business spending has also been sustained 
by favourable financial conditions and wealth gains. Growth was further 
supported by economic policy. Monetary policy remained accommodative, 
as a result of the benign inflation environment, and fiscal policy provided 
further substantial stimuli. 

However, as growth has been fuelled by resources borrowed from 
the rest of the world, the role of the United States, as the locomotive for 
global growth, has become more complex. In addition, as the fiscal deficit 
widens, the risks posed by the United States' imbalances for global econ
omic growth and stability increase further. With the very low level of house
hold savings and rapidly rising house prices, another risk factor is emerg
ing in the event of a price correction in the housing market. 

The increase in the US current account deficit in recent years was 
mainly the result of robust GDP growth, which led to a surge in imports and 
a widening of the trade balance for goods and services. The income bal
ance, which comprises returns on foreign assets and liabilities of US re
sidents, is still in surplus despite the progressive deterioration of the US in
vestment position. The overall current account deficit is expected to reach 
6.5% of GDP by the end of 2005. 

The deficit is a measure of how much of the spending by the United 
States is financed by borrowing from abroad. 

The sustainability of the US economic expansion is therefore cru
cially dependent on the willingness of the rest of the world to continue to 
lend the United States. The current situation may be sustainable for some 
time, given the country's unique position in the international economy, but 
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FIGURE B.2.1 
Consumption and Saving - US 
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Source: OECD. 

is not expected to continue indefinitely. An abrupt shift in the market's assess
ment, concerning the sustainability of current account imbalances, would lead 
to higher long term interest rates, endangering global growth prospects. 

Given the very low level of household savings, the remarkable expan
sion of residential real estate is raising further concerns. Since the late 
1990s, house prices in the United States have risen rapidly. Recent prices 
have led to the increase in home mortgage borrowing from about 3% of 
GDP in 2000 to close to 8% of GDP in early 2005. As the financing gap 
- the excess of household spending on residential investment and consumer 
durables over gross household savings - is increasing, a rising share of 
new mortgages is being financed in a riskier fashion. In response to these 
developments, many real estate analysts have been anticipating a plateau, 
or a sharp reversal in building and sales activity, prompted for example by 
higher interest rates. The impact of a property price slowdown on the real 
economy, through significantly slower private consumption growth, could 
be quite severe, with further implications for global growth. 

The fiscal position of the United States has also eroded rapidly over 
the past few years, with the budget balance swinging from a surplus of 
above 2% of GDP in 2000 to a deficit of more than 4% of GDP in 2004. 
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FIGURE B.2.2 

Current Balance - US 

-1000 

1991 1993 1995 1997 1999 2001 2003 2005 

I. I Balance on goods Balance on income 

-1000 -*- 0.8 
1991 1993 1995 1997 1999 2001 2003 2005 

ι ι Balance on goods USA Nominal effective exchange rate 

Source: OECD. 

As discussed already, the present improvement is expected to be short lived. 

The administration is planning to reduce the unified budget deficit to below 

2% of the GDP by 2009, but this target remains subject to considerable 

risk, unless there is a change in policy context. Despite the improvement 

of the current year, concerns are rising regarding the fiscal sustainability of 

the United States. Even in the most optimistic projections, it is accepted 

that large deficits are likely to persist for a considerable period of time, if 

there is no major change in the policy framework. 
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Short and Long Term Interest Rates - US 
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The United States' fiscal deficit has implications for global economic 

growth and stability. International concerns are growing that the deficit 

might lead to higher long-term interest rates in global capital markets and 

in consequence to a decline of the long-run global investment growth. A 

43 



possible increase in US long term interest rates could have further im
plications for the current account, increasing US net foreign debt liabilities. 

Such a cycle of interdependency between the United States and 
the rest of the world is unlikely to prove sustainable. The orderly reversal 
of the above trends is therefore a major challenge for policy makers. A 
bold adjustment effort may be necessary, firstly with regard to the fiscal 
side. Available options include broadening of the income tax base, intro
duction of a national consumption tax or introduction of an energy tax. The 
one open question is to what extent the adjustment in the external balance 
would involve exchange rate adjustments. 

2.2. Asia 

Asia has been an engine of economic growth 

Asia's recent economic performance has been remarkable, with econo
mic growth being the fastest amongst the major regions in the world. Currently, 
Asia is the most dynamic part of the world economy, with a significant and rising 
contribution to world economic growth. Growth momentum in the region is fuel
ed by international trade and robust domestic demand in emerging Asia, espe
cially China and India. Trade openness in the region is increasing and links be
tween the countries are getting stronger. The contribution of the region in world 
economic activity is gaining significance but, at the same time, exchange rate ma
nagement driving up external surpluses adds significantly to global imbalances. 

2.2.1. Advanced Asia: Japan 

Japan's economy is in a phase of sustained growth 

GDP growth in Japan reached 2.7 percent in 2004, despite a weak 
second half of the year. The growth slowdown was due to declining domestic 
demand and slowing exports. However, the Japanese economy soon rebound
ed, expanding by 2.8% in 2005 (1.1%, 2.7%, 2.8% and 4.5% in the four quart
ers of 2005, according to Eurostat3), driven mainly by strengthened private do-

3. Unless otherwise stated, any reference to Eurostat as a data source refers 
to data downloaded in March 2006 from Eurostat Tables. Available from World Wide 
Web: <http://epp.eurostat.cec.eu.int>. 
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mestic demand, while net exports contributed modestly to the expansion. The 
2005 expansion exceeded earlier 2005 estimates by the AIECE Institutes and 
the IMF (fall 2005 estimates) expecting GDP growth to settle around 2.0%, but 
also more recent estimates by the OECD and Eurostat (late 2005 estimates) 
expecting GDP growth rates of 2.4% and 2.5%, respectively. 

The recovery of the Japanese economy in 2005 reflected expanding 
private consumption and a strengthened corporate sector. Private consumption 
grew by 2.2% (1.3%, 1.9%, 2.0% and 3.4% in the four quarters of 2005, accord
ing to Eurostat). Consumption growth was underpinned by enhanced consu
mer confidence and rising incomes, which were supported by improved labor 
market conditions. According to the Labor Force Survey, the unemployment ra
te, although still at a high level, has been on a downward trend, while there 
were signs of positive growth in wages. Private investment growth in 2005 was 
driven by non-residential investment, while public investment has been on a down
trend. In the corporate sector the upturn has been led by business investment, 
which continued to increase against the background of high corporate profits 
and an enhanced business sentiment. 

The contribution of the external sector to GDP growth remained low dur
ing the first half of 2005, but increased toward the end of the year. As expected 

FIGURE 2.2.1 
Domestic Demand and Exports - Japan 
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2004Q1 2004Q2 2004Q3 2004Q4 2005Q1 2005Q2 2005Q3 2005Q4 

• • Ü Domestic Demand i i External Balance GDP growth 

Source: Eurostat, GDP and main components, constant prices. 

45 



by the AIECE Institutes, on the basis of a sustained world economic growth, 
exports have been recording a solid improvement. Even though lower than in 
2004, export growth recorded a growth rate of 6.7% in 2005 (4.7%, 4.9%, 7.6% 
and 9.6% in the four quarters of 2005), due to the expansion in overseas 
economies. Imports have generally continued to increase, although they have 
recently been more or less flat. As a result of these developments in exports and 
imports, the surplus of net exports has increased substantially in the fourth 
quarter of 2005, in which the contribution of net exports to GDP was 0.9%. 

Growth in industrial production was on a downtrend until July 2005, 
and recovered during the following five months toward the end of the year. At 
the same time, inventories in the industrial sector as a whole have been in a 
moderate adjustment phase, due to the increase in the growth rate in inventories 
of producer goods (excluding electronic parts and devices). Of the durable 
consumer goods, inventories of automobiles have shown relatively high growth. 

Deflation is easing and its end lies within the forecasting horizon 

Since the mid-1990's, Japan has been experiencing an ongoing deflation 
episode. Two of the most striking characteristics of deflation in Japan are that 
deflation was unanticipated and broad-based in nature. In explaining the general 
decline in price levels, multiple factors appear to have played an important role. 
Beside competitive pressure from abroad and deregulation in certain sectors, 
excess capacity and stagnant demand have been crucial, combined with bank
ing sector difficulties and insufficiently loose monetary policies. Clearly, persistent 
deflation in Japan, even though mild, has imposed costs on the economy, by creat
ing rigidities. These rigidities concern several parts of the economy, such as finan
cial intermediation (including the zero-interest rate floor) and the labor market. 

Recent developments appear to confirm expectations that Japan's 
extended period of deflation is ending. Deflation has been gradually receding 
and deflationary pressure continued to ease during 2005. The majority of the 
AIECE Institutes had also estimated (fall 2005 estimates) that the end of 
deflation lies within the forecasting horizon. Some members expected positive 
inflation by as soon as the end of 2005 or during the beginning of 2006, while 
a few AIECE Institutes were less optimistic. 

As was projected, domestic corporate goods prices have been increas
ing, indicating mainly the effects of rising international commodity prices, with 
the respective index reaching 2.2% in December of 2005 and 2.7% in January 
2006, as a percentage change from the previous year. The decline in the pri-
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ces of corporate services has been moderating, especially towards the end of 
2005 and the beginning of 2006, reaching rates of -0.4% and -0.1% in Dece
mber 2005 and January 2006, respectively. The general consumer price index, 
although mainly falling during 2005, registered a slightly negative percentage 
change of -0.1% in December 2005, but a positive percentage change of 0.5% 
in January 2006. The Bank of Japan had projected that the year-on-year per
centage change in consumer prices excluding fresh food will be moving around 
zero, including the case of a positive inflation rate, toward the end of 2005 and 
the beginning of 2006. Indeed, the rate of change of the consumer price index 
excluding fresh food has reached zero levels in May and October 2005 and 
has turned positive ever since, with rates of 0.1%, 0.1% and 0.5% in November 
2005, December 2005 and January 2006, respectively. At the same time, the 
overall rate of decline of land prices has narrowed. On the whole, these price 
trends indicate that deflation is gradually descending. 

FIGURE 2.2.2 
Price Indices - Japan 

(percentage change from previous year) 

Consumer Price Index (excluding fresh food) 
Domestic Corporate Goods Price Index 

— Corporate Service Price Index (right scale) 

Source: ESRI and Bank of Japan4. 

4. ESRI data were downloaded in March 2006 from the World Wide Web: 
<http:www.esri.cao.go.jp>. Bank of Japan data were downloaded in March 2006 from 
the World Wide Web: <http.boj.or.jp>. 

47 

http:www.esri.cao.go.jp
http://http.boj.or.jp


Public debt is rising while the financial sector is becoming healthier 

At the fiscal front, massive budget deficits have remained in Japan and, 
as a result, the government has been facing expanding outstanding debts. In 
2004, the primary budget deficit in Japan was the largest in the OECD area 
(around 514 percent of GDP). Several measures have been introduced to restrain 
government expenditures and increase revenues. Still, large government defi
cits have boosted public debt in the second half of 2004 close to 150% and 
near 160% of GDP in 2005. 

During 2005, the Bank of Japan continued to provide ample liquidity, 
with the uncollateralized overnight call rate moving around zero. Stock prices 
continued to be on an uptrend and in the foreign exchange market the yen 
has been steadily falling against the US dollar. Finally, the financial positions 
of firms have been improving and monthly corporate bankruptcies declined by 
5.0% in 2005, as compared to 2004. 

Expected developments in domestic demand and exports and outlook 

Domestic demand is expected to maintain its current momentum, with 
strong private consumption based on improving consumer sentiment and in
creasing income, as the labor market conditions remain positive. These positive 
developments are reflected in the Consumer Confidence Index, which reached 
48.2 in December 2005, the highest level since September 1991. 

Business investment is projected to continue to increase, supported by 
expanding domestic and external demand and high corporate profits. Accord
ing to the Bank of Japan (December business sentiment survey), Japanese 
business confidence remains relatively unchanged at a high level, gaining 
slightly in the latest quarter. The headline diffusion index for big manufacturers 
inched up to plus 21 in December from plus 19 in September 2005. At the sa
me time, smaller companies continued to make steady progress. The survey 
shows also increasing planned business investment in 2005, at double-digit 
rates for large and medium-sized enterprises. 

With global expansion continuing, particularly in China and the United 
States, export growth is expected to remain steady. Furthermore, the expected 
continued recovery of the domestic economy is projected to support imports. 
In view of the expected increases in both domestic and foreign demand, GDP 
growth is expected to remain robust. 
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FIGURE 2.2.3 

Consumer Confidence Index - Japan 

(excluding one-person households, seasonally-adjusted series) 
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The expansion of the Japanese economy is projected to continue 

through 2006 and 2007, with the global economic environment remaining sup

portive of GDP growth. The AIECE Institutes and the IMF had estimated (fall 

2005 estimates) GDP growth to settle around 2.0 percent in 2006, while more 

recent (end 2005) estimates by the OECD and Eurostat project GDP growth in 

Japan to reach 2.0% and 2.2% in 2006 and 2.0% and 1.8% in 2007, respectively. 

There are some domestic and external downside risks to the outlook, 

which were emphasized also by some AIECE Institutes. The first are mainly 

related to a possible slowdown in world trade due to rising oil prices. Some 

AIECE members expected domestic demand to decelerate and exports to 

weaken. A possible sharp appreciation of the yen would constitute an addition

al external risk factor. On the domestic side, important risk factors are repre

sented by the strains related to the rising public debt and a possible marked 

increase in interest rates. Finally, a potential continued decline in nominal wa

ges would weaken private consumption. 
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FIGURE 2.2.4 
GDP Growth - Japan 

(percentage change over previous year) 

2001 2002 2003 2004 2005 2006 2007 

IMF and AIECE Institutes 

- - - Eurostat estimates 

—— — OECD estimates 

Source: IMF, World Economic Outlook, September 2005 and AIECE Institutes (2001-2004 
and 2005-2006 projections), OECD and Eurostat (2005-2007 projections). 

Policy stance and structural reform 

The focus of the Bank of Japan has been the confrontation of deflation, 
continuing the quantitative easing policy at least until actual and expected core 
consumer price inflation (excluding fresh food, but including energy) is zero or 
above. According to the above, the conditions for ending the current policy 
could be met during the first months of 2006. By tightening monetary policy, 
the Bank of Japan faces the tasks of ensuring that the risk of falling back into 
deflation has been made negligible and confronting the possibility of a sharp 
rise in interest rates. 

Addressing the government's budget deficit has become a policy prio
rity. According to the 'Medium-Term Economic and Fiscal Perspective', the gov
ernment has set a target of a budgetary surplus by the early 2010s. A more 
immediate target is a reduction of the primary deficit by Ve percent annually 
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over the next four years. Improving economic situation and sustained fiscal 
consolidation are expected to enhance the envisaged reductions in the budget 
deficit and support the target of stabilizing public debt. Maintenance of such 
fiscal consolidation is connected to facing the challenge of ageing-related 
increases in outlays. 

Plans for acceleration and expansion of structural reforms are to be 
pursued according to the 'Basic Policies for Economic and Fiscal Management 
and Structural Reform 2005'. Privatizing Japan Post has been the cornerstone 
of Prime Minister's Koizumi agenda, and Japan has recently enacted laws to 
privatize the postal system, including the world's biggest savings bank. Japan 
Post will be split into four entities under a new holding company and privatized 
by 2007. 

2.2.2. Emerging Asia: China and India 

Two giant emerging Asia economies 

The impressive recent economic developments in the emerging econo
mies of China and India are increasingly attracting attention. The two countries 
are undoubtedly becoming major players in the world scene, through their role 
in global but also in intraregional trade generally, and more specifically in 
commodity markets such as the oil and the textile markets. 

China 

Impressive Economic Performance 

The economic performance of China during recent years has been 
extraordinary. According to the OECD (OECD Economic Surveys: «China», 2005), 
the registered output growth averaged 9.5% over the past two decades exhibit
ing one of the world's most sustained and rapid economic processes. One of 
the most crucial factors behind the growth performance has been the fund
amental change in policy direction that enabled the emergence of a powerful 
private sector. Government economic policies made the transition process 
towards a less regulated freer economy possible by implementing a set of 
measures including abolishing price controls, permitting private individuals to 
own limited liability companies, allowing FDI, and reducing tariffs. Recent WTO 
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membership along with constitutional changes will further reinforce the role of 

the non-state sector in supporting economic activity. During 2005, regulations 

were abolished in order to allow privately-owned companies to enter selected 

sections of the economy, such as infrastructure and financial services. The 

government further clarified that outlays in private sector capital formation will 

be free from administrative controls. 

Recent trends, short and long term outlook 

Economic growth in China showed a steady momentum in 2004, with 

GDP growth rates averaging 10.1% for the whole year, according to revised 

data by the National Bureau of Statistics of China (NBSC)5 (9.5% GDP growth 

before the revision). Administrative measures aiming at controlling overinvestment 

and overheating in some sectors resulted in only a slight weakening in investment 

growth. Although private consumption growth picked up and net exports accele

rated, investment remained the driving force of economic expansion. The current 

account surplus increased to over 4% of GDP in 2004. 

With economic conditions being very favorable, the expected accele

ration in growth momentum and the projection of a large trade surplus caused 

several upward revisions in the forecasts of GDP growth and current account 

surplus during the course of 2005. During the fall of 2005, most international 

organizations (OECD, Asian Development Bank (ADB), IMF, European Commis

sion), including the AIECE Institutes, estimated GDP growth to reach 9%. By 

the end of 2005, the forecasts were revised upward to over 9.2% and 9.3%. 

Such projections were supported by official data on the third quarter of 2005, 

indicating that a GDP growth rate of around 9.4% would be possible. 

At the beginning of 2006, Chinese economic growth shows good mo

mentum of rapid increase. Preliminary GDP estimation for 2005 (based on 

revised quarterly GDP growth rates of 9.9%, 10.1%, 9.8% and 9.9% for the four 

quarters of 2005) indicates that, with a growth rate of 9.9%, expansion has con

tinued to exceed expectations. Although fixed assets investment growth has 

moderated somewhat, it remained high during 2005, at a rate of 27.2%. The con

tribution from the external sector was strong during 2005. Exports continued to 

5. The NBSC re-accounted historical GDP and released revised results on 
December 20, 2005. 
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FIGURE 2.2.5 
Current Account Balance - China 

(percent of GDP) 

2000 2001 2002 2003 2004 2005 

Source: OECD, Economic Outlook, no. 78. 

climb up, partly as a result of the initial liberalization of international trade in 
textiles and clothing (see also Box 4). The expansion in exports - up by 28.4%, 
combined with decelerating imports growth - up by 17.6%, produced a trade 
surplus of $101.9 billions during 2005. The current account surplus is expected 
to reach 7.8% of GDP ($148 billions) in 2005. 

Earlier 2005 projections for Chinese economic growth in 2006 ranged 
between 8.3% and 9.2%, while latest estimates (formulated before the revi
sions) range from 8.5% to 9.5%. The initial projections of slightly slowing 
economic activity were based on an anticipated deceleration in investment, a 
rebound in import growth, related to China's WTO commitments, and more tem
pered exports. As a result, the trade and the current account surpluses were 
estimated to narrow gradually in 2006. However, with the global economic en
vironment and domestic situation being encouraging, China's GDP is now expect
ed to continue its strong growth in 2006 and 2007. During the projection period, 
growth is expected to be driven more by domestic demand, while China's share 
of world trade is projected to continue to increase. The current account bal
ance is estimated to reach 8.9% and 8.3% of GDP in 2006 and 2007, respect-
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ively. Downside risks to the growth forecasts are some important energy concerns 

but also overcapacity in some industries. These energy concerns are related 

to the high oil consumption and imports, low energy efficiency, and inefficient oil 

pricing system. Overcapacity is related to heavy investment, particularly in the 

steel, aluminum, cement and automobile industries, which should be controll

ed to avoid oversupply and subsequent lower prices leading to deflationary 

pressures. 

Longer-run estimates formulated by the OECD in 2005 (OECD Eco

nomic Surveys: «China», 2005) project China's exports to overtake those of Ger

many in 2008 and those of the US by the beginning of the next decade, re

presenting 10 percent of world trade in goods and services. According to the 

same scenario, by 2010, Chinese GDP will be exceeded by only three OECD 

economies. However, based on the revised GDP data, China could be placed 

into 4th place among world economies already in the immediate future. 

FIGURE 2.2.6 

GDP Growth - China 

(percentage change over previous year) 
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BOX 3 
CHINA'S EXCHANGE RATE REFORM AND TRADE BALANCES 

On 21 July 2005, the People's Bank of China released the «Report 
on Improving the Chinese Yuan Exchange Rate Determination Mecha
nisms«. According to this announced exchange rate reform, the central 
bank revalued the Renminbi (RMB) by 2.1 to CNY8.11/$1. Furthermore, the 
peg to the US dollar was replaced with a managed floating of the 
exchange rate based on market supply and demand and with reference to 
a basket of foreign currencies. Although the currency weights have not 
been made public, the US dollar, euro, yen and won will be the dominant 
currencies. The RMB can fluctuate around the central parity published by 
the People's Bank of China within a narrow band: 0.3 percent against the 
dollar and 1.5 percent on other currencies. 

According to a June 2005 announcement, future currency reform 
would follow the three principles of «independent initiative, controllability 
and gradual progress«. This statement emphasized the intention of Chinese 
authorities to proceed based more on Chinese imperatives rather than 
external pressure. Still, the selected timing of the reform appears to have 
been influenced by both intensifying trade frictions with the US and Europe 
and pressures from other countries, particularly against the background of 
intentions to pass protectionist legislation in the US. This opinion is also 
shared by most of the AIECE Institutes. The RMB July revaluation is gen
erally expected to be followed by further realignments, but the timing of 
such possible future adjustments is ruled by great uncertainty. According 
to the majority of the AIECE Institutes, such gradual adjustments are 
expected to take place, however, not over the forecasting horizon, and are 
projected to be of a moderate size. Still, a number of the AIECE Institutes 
believe that no further realignments are to be expected. 

Following the July RMB revaluation, the issue of China's role in 
sustaining world imbalances gained importance. The significantly under
valued Chinese currency exacerbates trade deficits between China and the 
US and China and Europe, as well as within Asia. As a result, it contributes 
to the world current account imbalances. According to the NBSC, China's 
trade balance with the USA, the EU and the ASEAN countries amounted 
in 2005 to $114.2, $70.1 and $19.6 billions, respectively. 
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FIGURE B.3.1 

China's Top Five Trading Partners for 2005 

(billion USD) 

• Total trade D Exports • Imports Β Trade balance 

Source: Ministry of Commerce of China. 

TABLE B.3.1 

Top Ten Sources of China's Trade Surplus, 2005/Jan.-Nov. 

(billion USD) 

Rank/Country-Region 

1 USA 

2 Hong Kong 

3 Netherlands 

4 UK 

5 United Arab Emirates 

6 Spain 

7 Italy 

8 Canada 

9 Belgium 

10 Turkey 

Jan.-Nov. 

103.7 

98.2 

21.0 

12.3 

6.1 

5.8 

4.3 

3.8 

3.4 

3.2 

Same period in 
2004 

71.5 

78.8 

13.5 

9.2 

4.9 

3.2 

2.5 

0.7 

2.1 

2.0 

Increase % 

45.1 

24.7 

55.0 

34.2 

22.8 

77.7 

76.0 

471.7 

63.2 

63.0 

Source: Ministry of Commerce of China. 
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According to the ranking of the Ministry of Commerce for the period 
Jan.-Nov. 2005, the USA are listed first in the top ten sources of trade 
surplus for China, which amounted to $103.7 billions and registered a year-
on-year increase of 45.1%. Furthermore, Asia was placed during the period 
Jan.-Nov. 2005 as the first export market by continent for China with a share 
of 47.8%, followed by North America and Europe, with shares of 23.1% and 
21.9%, respectively. At the same time, Asia presented the first ranking import 
source, with a share of 66.8%, before Europe (14.7%) and North America 
(8.5%). As regards the top ten export markets, the USA rank first during the 
period Jan.-Nov. with a share of 21.5%, followed by the EU (19.0%) and the 
Asian countries Hong Kong (15.9%), Japan (11.1%) and ASEAN (7.3%). 

As a whole, the 2005 currency reform is assumed to be a move 
initiating the process of a gradual easing of global imbalances, especially 
alleviating the trade imbalance with the US, provided it will be followed by 
further realignments. However, its short run effect on such imbalances is 
estimated to remain limited, owing partly to the minor size of the revalua
tion. This is pictured also by the AIECE Institutes, the majority of which 
believe that the July 2005 revaluation of the RMB was not important 
enough to influence global imbalances. 

India 

India is placed amongst the world's fastest growing economies 

India belongs to the emerging Asian countries which have recently 
undergone a remarkable transformation with positive impacts on living stand
ards and poverty reduction. Although important weaknesses and impediments 
to growth such as inadequate infrastructure remain, the recent growth expe
rience of the Indian economy has been impressive. Today, India is among the 
world's fastest growing economies, with 7.7% GDP growth in the period 2003-
2004 and 6.9% in 2004-2005 (8.5% according to the quick estimate of the 
Ministry of Statistics and Programme Implementation - MOSPI). Over the past 
two years, India has accounted for just under one-fifth of Asian growth and 
almost 10% of world growth. 

To a significant degree, the rapid and sustained growth has been bas
ed on continued reform, successful integration with the international economy 
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and a favorable global economic environment. The Indian Government has been 

steadily pursuing reform-based and more adequate macroeconomic policies. 

Lowering the level of trade restrictions and liberalizing India's FDI regime have 

fostered the opening of the economy to the rest of the world. The improvement 

in India's trade openness has been a vital ingredient in raising growth rates. In 

the period 2003-2004 imports of goods and services rose by 33% and in 2004-

2005 by 48%, while exports grew by 34% and 25% in 2003-2004 and 2004-

2005, respectively. 

India has managed to attract substantial inflows of FDI (according to 

the World Investment Report 2005, FDI inflows grew from $4,269 to $5,335 

billions between 2003 and 2004) on the basis of its huge market potential and 

labor competitiveness. Indeed, India's large group of high-skilled, low-cost, 

English speaking professionals represent a very powerful and almost unique 

tool for the integration process. 

There has been an important and continued restructuring of the Indian 

economy away from agriculture and towards the industrial and service sectors 

over recent years, which benefited from the global economic conditions. The 

share of agricultural production in GDP, although still vital to the Indian econ-

FIGURE 2.2.7 
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omy, was reduced from 30.4% in 1994 to 21.2%, in 2004. At the same time 

the share of the service sector increased from 42.5% to 51.8% of GDP, while 

the share of the industrial sector remained stable at 27.0% of GDP. 

Short and long term outlook 

The Indian economy growth momentum is expected to be broadly main

tained in the medium term. According to the ADB (Asian Development Outlook 

2005, Update), business confidence polls generally report optimistic expecta

tions. In the second and third quarters of FY2005-2006, GDP growth was of 

8.0% and 7.6%, respectively, while exports and imports grew by 16.1% and 29.3% 

in dollar terms during the period April-November 2005, respectively, as compar

ed to the same period of the previous year. According to late 2005 short term 

projections by international organizations for 2005 and 2006, GDP growth is 

expected, on average, to reach a growth rate close to 7%, while the ADB expects 

export growth rates of around 14%. According to the advance estimate by the 

MOSPI, GDP growth in 2005-2006 will reach 8.5%. 

FIGURE 2.2.8 
GDP Growth - India 
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Two of the most challenging issues in sustaining rapid economic growth 
in India are fiscal consolidation and the improvement of the quality and effect
iveness of infrastructure management, particularly in transport and communi
cations. The effective and timely implementation of the recent infrastructure 
initiative by the federal Government is expected to help sustain high growth 
over the medium term. Rising oil prices present a major risk to the mid-term 
outlook, since India belongs to the group of developing countries which are 
heavily reliant on oil inputs and are at the same time energy inefficient. 

Regarding the longer term trade outlook, the IMF staff (Asia-Pacific, Re
gional Outlook, September 2005) projects Indian exports to more than double, 
while imports will nearly triple over the period 2005-2010. If India continues to 
follow the path of globalization and reform, imports could increasingly act as a 
driving force of world growth. India is one of a few economies forecasted to have 
growing working-age population over the next 40 years. According to the IMF, 
some 75-110 million will enter the labor force in the next decade, which should fuel 
a surge in saving and investment, given the high propensity of workers to save. 

BOX 4 
CHINA-INDIA TRADE LINKS AND 

THE COUNTRIES' ROLE IN TEXTILE MARKETS 

Trade between China and India has tripled in the past years and is 
expected to continue to grow. Compared to a level of $1 billion yearly a 
decade ago, China-India trade stands now at about $1 billion a month, 
reaching in 2004-2005 an all-time record level of $13.6 billions. Benefiting 
from trade expansion, the two Asian countries are attempting to foster 
bilateral economic and trade links. There has been a significant growth of 
business partnerships between the two neighbors, based on an increasing 
realization of existing complementarities. Especially in the complementary 
growth industries of Chinese hardware manufacture and Indian software 
programming and development, there exists a great potential for an en
hanced collaboration. A number of the AIECE Institutes expect such collab
oration to become an important global issue, although mostly in the long 
run. Other AIECE members do not consider a Chinese-Indian collaboration 
to be an important global issue and project bilateral trade to remain limited 
relative to total world trade. 
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The important role of India and China in global trade expansion is 
further stressed by the recent developments in the textile sector. The 
removal of the Multi-Fiber Agreement quotas beginning in January 2005 
has led to soaring textile and clothing (T&C) exports from China and India, 
which initially became the major beneficiaries of the expiry of quota 
arrangements. During the period January-September 2005, China's T&C 
exports to the US and the EU increased by 61.3% and 44.8% year-on-year, 
respectively, while for the EU the corresponding growth rate for the newly 
liberalized product lines reached 95.2%. As a result, China has come to 
account for about 25% and 30.1% of US and EU T&C imports, respectively, 
during the period January-September 2005, compared to 17% and 21.6% 
in the corresponding period of the previous year. As for India's T&C exports 
to the US and the EU, during the same period of time, they increased by 
25.6% and 16% respectively, while for the EU the corresponding growth 
rates for the liberalized T&C exports amounted 14.9%. 

FIGURE B.4.1 
China's and India's Value of T&C Exports, January-September 2005 

(percentage change over previous period) 
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Source: Eurostat and ITCB. 
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However, these developments soon led to a protectionist response 
by both the US and EU, who initiated safeguard actions on China's exports. 
The US capped annual growth in seven categories at 7.5% and the EU 
limited growth in 10 categories to 8-12.5%. A number of AIECE Institutes 
estimated (fall 2005) that the European textile industry would be signi
ficantly affected by the abolition of textile quotas, in particular in European 
countries with a high share in textile industry, which have not been prepar
ed for the lift of quotas on textile and apparel, though it has long been 
anticipated. Most of the Institutes, however, stressed the benefits that are 
to be expected in terms of lower prices for consumers and further empha
sized the distorting effect the re-imposition of quotas can have on interna
tional trade. 

Whether through their strengthening trade links, their exporting in
dustries or their intensifying energy needs, India and China have come to 
exert influence on the world commodity markets. A number of the AIECE 
Institutes also point out the two countries' impact on world commodity tra
de, while this is in some cases seen as a longer-run issue. 

62 



3. THE EURO AREA 

3.1. Economic Activity 

3.1.1. Recent Developments and Future Prospects 

During the first half of year 2004, the Euro area economy displayed some 

very encouraging signs of recovery from the downturn experienced over the 

three previous years. In the first quarter of 2004, GDP growth reached 0.7% on 

a quarter on quarter basis, driven to a large extent by the highest rate of 

private consumption growth since early 2001 (0.9%). In the second quarter, the 

economic rebound continued at a more moderate pace (0.4% quarter on 

quarter GDP growth), supported mainly by strong export growth. 

Although the pace of economic growth in the first half of 2004 raised 

expectations for further recovery, these expectations did not materialise and 

GDP growth declined to 0.3% in the third quarter and a mere 0.2% in the fourth 

quarter, reflecting mainly a substantial weakening of export growth. Overall, an-

FIGURE 3.1.1 

Real GDP and Demand - Euro Area 

(Percentage change quarter on quarter) 
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nual Euro area GDP increased by 2.1% in 2004, a rate close to estimates of 

potential output growth. 

Following the slowdown of the second half of 2004, Euro area GDP 

growth continued to be very weak in the first quarter of 2005, reaching 0.3% on 

a quarter on quarter basis. Contrary to the expectations, first quarter GDP growth 

was supported mainly by a substantial improvement in net exports. Private 

consumption and gross fixed capital formation appeared very weak, expanding 

by only 0.1% and 0.2% respectively compared to the last quarter of 2004. 

During the second quarter of 2005, Euro area GDP growth picked up 

slightly, reaching 0.4% on a quarter on quarter basis. This time, economic acti

vity was driven mainly by a strong rebound in domestic demand, which contri

buted over 0.5 percentage points to growth. In particular, while private consump

tion was moderate, partly reflecting the impact of higher energy prices on 

household confidence and disposable incomes, gross fixed capital formation 

increased by 1.0% and government consumption increased by 0.8%, contri

buting a total of about 0.4 percentage points to second quarter GDP growth. 

FIGURE 3.1.2 

Real GDP Growth and Contributions - Euro Area 

(quarter on quarter growth rate and quarterly percentage point contributions, 

seasonally adjusted) 
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Notably, the contribution of net exports turned negative, as a strong rebound 

in exports coincided with an even stronger increase in imports. 

Clearly, Euro area growth during the first half of 2005 was quite disap

pointing. Nevertheless, in the second half of the year economic activity display

ed signs of a gradual recovery. GDP growth in the third quarter of 2005 re

bounded to 0.7% on a quarter on quarter basis, supported by very strong 

export and fixed capital formation growth, as well as a considerable improve

ment in the momentum of private consumption. For the fourth quarter of 2005, 

Eurostat's first estimates indicate a drop in GDP growth to 0.3% quarter on 

quarter basis, with fixed investment growth remaining robust. 

Growth developments in the second half of 2005, in conjunction with 

the evolution of several short term indicators, suggest that a revival of Euro 

area economic activity may be on track. 

More specifically, export prospects for the Euro area improved consider

ably in recent months, as a result of an upswing in international trade and a 

weakening of the Euro compared to the start of the year. The improvement in 

export prospects was reflected in a clear strengthening of several business 

confidence indicators from early summer 2005 onwards. With respect to the 

industrial sector, the Euro area industrial confidence indicator improved steadily 

from June 2005 onwards, following a seven month period of constant decline. 

FIGURE 3.1.3 

Real Exports and Imports of Goods and Services - Euro Area 

(percentage change quarter on quarter) 
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FIGURE 3.1.4 
Confidence Indicators - Euro Area 

(monthly values) 
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Source: Eurostat. 

According to the European Commission's business survey, the rebound 
in business confidence was particularly pronounced in the export-oriented man
ufacturing sector, where the Business Climate Indicator (BMI) returned above 
its long-term average in September. For Germany, the Euro area's leading 
exporter, the IFO Index of business climate in industry and trade increased 
from 93.0 in May to 99.7 in December 2005. In line with the boost in industrial 
confidence, Euro area industrial production displayed signs of recovery, driven 
to a significant extent by strong industrial output growth in Germany. 

The upturn in Euro area industrial production, combined with the pre
sence of low financing costs, enhanced corporate profitability and a lower euro 
exchange rate, allow some optimism with regards to the future evolution of 
equipment investment, despite the fact that capital investment growth is still 
constrained by the prevailing low level of capacity utilisation in manufacturing. 

With respect to consumer sentiment, rising energy prices and household 
concerns regarding unemployment caused the Eurostat consumer confidence 
indicator to drop in July 2005 at its lowest level since December 2003. In the 
last three months of 2005, the indicator experienced a sudden upturn, thus 
reaching by December its long-term average. This development suggests that 
consumption growth may be expected to improve in the near future. 
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FIGURE 3.1.5 

Industrial Production - Euro Area & Germany 

(Index 2000=100, excluding construction, seasonally adjusted) 
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Source: Eurostat. 

FIGURE 3.1.6 

Capacity Utilisation in Manufacturing - Euro Area 

(percentage, quarterly values) 
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Overall, consumer and business survey results and the latest inform
ation on world trade and industrial output seem to suggest that Euro area 
economic growth will gradually recover over the short term, driven primarily by 
improved export performance and stronger investment. This conclusion appears 
to be consistent with the views expressed by most AIECE Institutes. All factors 
considered, the AIECE members expected GDP growth in the Euro area to grad
ually accelerate, reaching 1.8% in 2006 against 1.3% in 2005. 

The AIECE members' forecasts for Euro area GDP growth appear to be 
more or less in line with the latest corresponding estimates and forecasts of 
the European Commission, the OECD and the IMF. In early March 2006, the Eu
ropean Commission estimated an annual GDP growth of 1.3% in 2005 and pro
jected an annual GDP growth of 1.9% in 2006. The IMF, in its September 2005 
World Economic Outlook, forecasted GDP growth in the Euro area to reach 
1.2% in 2005 and 1.8% in 2006, while the OECD, in its November Economic 
Outlook, forecasted a GDP growth rate of 1.4% for 2005 and 2.1% in 2006. For 
2007, the European Commission and the OECD projected Euro Area GDP growth 
to reach 2.1% and 2.2% respectively. 

FIGURE 3.1.7 
GDP Growth - Euro Area 
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3.1.2. Country Performance 

As commonly observed, the growth performance of individual Euro area 
countries and their prospects for the immediate future, continue to vary considerably. 

With regard to overall economic growth in 2005, the larger Euro Area 
countries, Germany, France and Italy, continued to register lower growth rates 
than some of their other Euro area counterparts, like Spain, Ireland and Gree
ce. The latter three countries kept growing quite briskly, despite the subdued 
economic climate in most other Euro area economies. 

The strength of domestic demand also varied to a large extent among 
Euro area members. Both in 2004 and in the first quarter of 2005, private con
sumption has been extremely weak in Germany, the Netherlands and Italy. 
France, on the other hand, managed to maintain a healthier expansion of pri
vate consumption over the same period, with Spain, Ireland and Finland fairing 
even better. In the remaining quarters of 2005, private consumption remained 
very subdued in Germany, but gained strength in the Netherlands and Spain. 
With regards to gross fixed capital formation, Germany and the Netherlands 
performed poorly up until early 2005, but subsequently recovered strongly. In 
Spain, Ireland and Belgium, gross fixed capital formation growth remained 
robust over the larger part of the period concerned. 

With respect to export growth, the best performer in the Euro area in 
2005 has been Germany, with Ireland, Greece and the Netherlands also record
ing satisfactory expansion. Italy on the other hand has performed very poorly 
since the beginning of 2005. 

In Germany, exports are forecasted to remain the main driver of growth 
in the foreseeable future. Export expectations improved steadily since early 
summer 2005 and foreign orders increased significantly, boosted by strong 
demand from the new EU accession countries and the re-spending of reve
nues by oil-exporting countries. In addition, some improvement in domestic de
mand is likely to take place in 2006, mainly due to an improvement in fixed 
capital investment. As pointed out by recent surveys, investment plans for the 
next few months have been revised upwards (OECD, Economic Outlook, n. 78). 

Whether Germany will be able to improve its growth performance in the 
near future depends on the extent to which the grand coalition government will 
implement the long-awaited, far-reaching economic reforms in the labour and 
product markets. GDP growth in Germany is estimated at 0.9% for 2005, while 
according to the European Commission it is expected to reach 1.2% in 2006. 

In France, the recovery in GDP growth observed in the third quarter of 
2005 is expected to continue into 2006, driven mainly by a pick-up in domestic 
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demand and a strengthening in exports. However, the degree of uncertainty 
regarding the French economy's prospects is still high, as confidence among 
consumers and producers remains fragile and the combination of strong import 
penetration and loss of export market shares indicates the presence of under
lying competitiveness problems in certain sectors. It is notable that net exports 
appear to have made a negative contribution to French growth in 2005, and 
are also expected to do so in 2006. Keeping in mind the reservations just men
tioned, the European Commission expects GDP in France to increase by 1.8% 
in 2006, versus an estimated increase of 1.5% in 2005. 

The performance of the Italian economy in 2005 has been poor, mainly due 
to a weak domestic demand and a negative contribution from the external sector. 
Following a decline in output in the first three months of the year, Italian GDP 
growth rebounded to 0.7% in the second quarter, due to increased private con
sumption expenditure, strong exports and rising investment in construction. Growth 
in the third quarter returned to 0.3%, reflecting mainly a weakening of government 
consumption and construction investment. The European Commission's estimate 
for GDP growth in 2005 stands at -0.0%. Nevertheless, both the Commission and 
the Italian AIECE Institutes expect the recovery that started in the second quarter 
of 2005 to consolidate in 2006, with the GDP growing between 1.1% and 1.5%. 

Table 3.1.1 summarises the recent overall growth performance and future 
prospects for all Euro area countries. 

TABLE 3.1.1 
Real GDP Growth Rates 

(percent) 

Austria 

Belgium 

Finland 

France 

Germany 

Greece 

Ireland 

Italy 

Luxembourg 

Netherlands 

Portugal 

Spain 

Euro-zone 

2003 

1.4 

0.9 

2.4 

0.8 

-0.2 

4.6 

4.4 

0.0 

2.9 

-0.1 

-1.1 

3 

0.7 

2004 

2.4 

2.6 

3.6 

2.3 

1.6 

4.7 

4.5 

1.1 

4.5 

1.7 

1.2 

3.1 

2.1 

2005 

1.7(f) 

1.4 

2.1 

1.5« 

0.9 

3.7 

4.4(f) 

-0.0 

4.2(f) 

0.9 

0.3 

3.4 

1.3 

2006(f) 

1.9 

2.1 

3.5 

1.8 

1.2 

3.4 

4.8 

1.5 

4.4 

2.0 

0.8 

3.2 

1.9 

2007(f) 

2.2 

2.0 

3.1 

2.3 

1.6 

3.4 

5.0 

1.4 

4.5 

2.4 

1.2 

3.0 

2.1 

Source: Eurostat, (f): forecast. 
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BOX 5 
THE COMPOSITION OF GROWTH IN FAST-GROWING 

EURO AREA COUNTRIES 

As already pointed out, Spain, Ireland and Greece have managed 
to achieve satisfactory growth rates in recent years, despite the sluggish 
growth performance experienced by most of their other Euro area counter
parts. Observing the composition of growth in these three countries, it is clear 
that in their cases, and particularly so in the cases of Spain and Greece, 
growth rates have been critically boosted by the rapid expansion of do
mestic demand. In Spain, net exports have been making a negative contri
bution to growth over the last four years, leaving growth entirely dependent 
upon internal consumption and investment, while in Greece a similar pic
ture has prevailed, with the exception of year 2005. In Ireland, growth has 
appeared more balanced, but the positive contribution of net exports has 
fallen, with domestic demand thus taking up an increasingly important role. 

Focusing on Spain and Greece, where the dependence of growth 
upon the expansion of domestic demand has been greater, it is interesting 
to observe that throughout the period 2001-2004, both private consumption 
growth and gross fixed capital formation growth have exceeded signifi
cantly the respective Euro area averages. 

FIGURE B.5.1 
Real GDP Growth and Contributions - Spain 

-4.0 J 
2002 2003 2004 2005 

I Net exports 

I Changes in inventories 

I Domestic demand (excluding inventories) 

Total GDP growth % 

Source: OECD, Economic Outlook, no. 78. 
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FIGURE B.5.2 
Real GDP Growth and Contributions - Ireland 
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FIGURE B.5.3 

Real GDP Growth and Contributions - Greece 
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Source: OECD, Economic Outlook, no. 78. 

With regards to fixed investment, it is notable that Greece and 

Spain have in recent years experienced a construction sector boom. More 

particularly, construction investment over the period 2001-2004 has increas

ed at an average annual rate of 4.7% in the case of Spain and 6.1% in the 

case of Greece, versus a rate of -0.5% for the Euro area as a whole. 

72 



TABLE B.5.1 

Private Consumption Growth and Gross Fixed Capital Formation 

Growth - Spain, Greece and the Euro Area 

(annual percentage change) 

2001 2002 2003 2004 2005^ 

Private Consumption Growth 

Spain 

Greece 

Euro area 

3.2 2.9 2.6 

2.9 3.3 4.5 

2.0 1.0 1.2 

4.4 

4.4 

1.5 

4.2 

3.3 

1.3 

Gross Fixed Capital Formation Growth 

Spain 

Greece 

Euro area 

4.5 3.3 5.6 

6.5 5.7 13.7 

0.5 -1.9 0.8 

4.9 

5.7 

1.9 

6.4 

-0.3 

2.1 

Source: OECD, Economic Outlook, no. 78, (f): forecast. 

FIGURE B.5.4 

Growth of Construction Investment - Spain, Greece, Euro Area 

(annual percentage change) 
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Source: Eurostat. 
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The momentum of private consumption and fixed investment in Spain 

and Greece may be attributed to a large extent upon the very rapid in

crease of household debt in the two countries. This increase is related to 

the liberalisation of the countries' financial systems and the decline in fi

nancing costs derived from participation in the European Monetary Union. 

73 



Concentrating on the role of financing costs, it is clear that the combination 
of sunken Euro area policy rates and comparatively high inflation in Spain 
and Greece has kept the countries' real interest rates at extremely low 
(negative) levels, both in absolute terms, but also in comparison to other 
member economies. With the inflation rate differential between, for example, 
Greece and Germany ranging form 1.2 to 2.6 percentage points in last four 
years, it is evident that the incentives for households to borrow for con
sumption and investment in housing have been much higher in the former 
country. Indeed, while households in Greece and Spain have borrowed 
extensively in recent years, thus boosting considerably both consumption 
and residential investment, households in Germany have expanded their 
debt much more prudently, leaving residential investment to decline and 
private consumption to remain nearly stagnant. 

In view of the projected rise in Euro area interest rates, and given 
the already increased debt burden of households in both Spain and Gree
ce, the future of domestic demand growth in both countries is currently 
somewhat questionable. While for the next one year or so, domestic 
demand may be expected to continue supporting robust GDP growth rates, 
reliable forecasts for subsequent years are more difficult to obtain, as it is 
quite uncertain how interest rates will evolve. 

3.2. Labour Market Performance 

Following a pick-up in 2004, Euro area employment remained stagnant 
in the first quarter of 2005, but appeared to improve from the second quarter 
of the year onwards. More specifically, second quarter employment increased 
by 0.2% quarter on quarter, driven mainly by favourable developments in the 
construction sector, while third quarter employment growth reached 0.3% quart
er on quarter, as service sector employment also expanded. 

In line with developments in the employment rate, the Euro area rate of 
unemployment remained stable at 8.8% in the first quarter of 2005 and sub
sequently declined significantly, reaching 8.3% by October. In December, the 
rate stood at 8.3%, with sizeable differences continuing to exist among memb
er countries. It is notable that in Ireland, the Netherlands and Austria, the De
cember 2005 unemployment rate figures were 4.3%, 4.6%, and 5.2% respecti-
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vely, while in Germany, Greece, Spain and France the same month's figures 
equaled or exceeded 8.5%. Looking closer at the German case, developments 
in recent months have been very unusual, with the unemployment rate moving 
from 9.8% in August 2005 to 8.6% in September and then back to 9.5% in 
December. 

The path of Euro area employment and unemployment rates should be 
interpreted with some caution, since it has been to some extent shaped by new 
labour policy measures and methodological and statistical changes adopted by 
many member countries. 

In Germany, for example, movements in employment and unemployment 
rates have been clearly influenced by new measures for the subsidisation of 
self-employment, the promotion of part-time jobs and the introduction of 'one-
euro jobs' for unemployment benefit recipients. Such measures have acted to 
temporarily raise employment measured in terms of persons employed, without 
yet achieving a significant improvement of employment measured in terms of 
hours worked or a lasting reduction of the unemployment rate. In Spain, employ
ment figures were revised upwards in Spring 2005, as the methodology of their 
measurement was changed in order to incorporate a higher number of immi
grant workers and to abide to EL) requirements. 

FIGURE 3.2.1 
Employment - Euro Area 

(Percentage change quarter on quarter) 

02Q3 02Q4 03Q1 03Q2 03Q3 03Q4 04Q1 04Q2 04Q3 04Q4 05Q1 05Q2 05Q3 

Source: ECB, Monthly Bulletin, various issues. 
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FIGURE 3.2.2 

Unemployment Rate - Euro Area 

(percent, monthly values) 
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Source: Eurostat. 

While the effects of policy and methodological/statistical changes may 

certainly not be neglected, recent developments in Euro area employment and 

unemployment rates indicate some improvement in labour market conditions 

compared to the start of 2005, as they are corroborated by rising job vacancies 

and favourable results from recent employment expectations surveys. As 

pointed out by the ECB in its January 2006 Monthly Bulletin, the employment 

indexes of the PMI (Purchasing Managers Index) surveys for the manufacturing 

and service sectors have been improving considerably in recent months, while 

employment expectations from the European Commission's confidence indica

tor have risen both in industry and the services. 

Despite the fact that GDP growth in 2005 will be lower than that of 

2004, the European Commission is expecting employment growth to reach 1% 

in 2005, against 0.7% in 2004 (European Commission, 2005f). If the Commis

sion's projection is confirmed, these developments would signify an increase 

in the job-content of growth in the Euro area. This increase could be justified 

on a number of grounds. 

Firstly, it may be a result of the increasing share of the service sector 

in economic activity: with lower average labour productivity in the service 

sector, service-led growth tends to create more jobs. Indeed, a number of high 
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growth countries, notably Spain, Ireland and Greece, have large and growing 
service sector shares. 

Secondly, it may be related to employment policies, and more particu
larly to the measures taken to encourage part-time jobs, which are expected 
to produce some results and raise employment figures. 

In the medium term, the main challenges faced by policy makers in the 
Euro area relate to the acceleration of labour productivity and the increase of 
the employment rate, especially for older workers. However, the ability of the 
EU to boost employment, as well as productivity growth, will rely on further 
structural reforms, not just in the labour market, but also in the services and 
product and financial markets. 

3.3. Prices, Exchange Rates and Monetary Policy 

3.3.1. Inflation 

Over the past few months, headline inflation in the Euro area has risen 
to levels significantly above the ECB's target of slightly less than 2%, while core 
inflation has remained more or less stable at the lowest levels since February 2001. 

FIGURE 3.3.1 
Inflation - Euro Area 

(annual percentage change, monthly values) 
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Source: Eurostat. 
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More particularly, annual headline inflation, as measured by the HICP 

(Harmonised Index of Consumer Prices), peaked at 2.6% in September 2005 and 

declined to 2.2% in December of the same year, while annual core inflation, as 

measured by the HICP excluding energy and unprocessed food, remained 

relatively stable over the last few months, equaling 1.4% in December 2005. As 

evidenced by the contrast between the headline and core inflation paths, the 

rise in the Euro area's HICP inflation is primarily a direct effect of the oil price 

hike. In September, the energy component of the HICP, which accounts for 

8.6% of the indicator's consumption basket, was up by 15.2% from its value 

one year earlier. As pointed out by the ECB, this outstanding increase was 

partly due to the US hurricanes, which, by placing excessive strain upon refin

ing capacity, caused the spreads between the prices of crude oil and refined 

products to rise sharply. 

So far, the second round effects of higher oil prices appear to remain 

contained. Upward movements in certain components of the HICP (notably 

transport) have been partly offset by decreases in the values of other compo

nents (clothing and recreational activities). Moreover, according to Eurostat's 

hourly labour cost index, inflationary pressures from the labor market remain 

subdued. Overall, current conditions do not seem to provide indications of 

serious underlying inflationary pressures building up in the Euro area economy. 

FIGURE 3.3.2 

Labor Cost Index - Euro Area 

(2000=100, non-seasonally adjusted, annual percentage change, quarterly values) 
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Source: Eurostat. 
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The prevailing scenario regarding the future evolution of headline in
flation is that of elevated inflation rates over the short term, with a gradual de
cline thereafter. This scenario is based on the outlook for a moderate wage po
licy and for stabilisation of oil prices at around 60 US$ per barrel. According to 
the IMF forecasts, the annual HICP inflation rate will fall to 1.8% in 2006, while, 
according to the AIECE Institutes forecasts, the rate will equal 2.1%. Most 
Institutes predict that inflation will peak around the first quarter of 2006 and 
gradually decline thereafter, to reach by the end of the year levels consistent 
with the ECB's target. 

FIGURE 3.3.3 
Inflation Forecasts - Euro Area 

(annual percentage change) 

2000 2001 2002 2003 2004 2005 2006 

- Outcome and AIECE forecast 

- IMF forecast 

- European Commission forecast 

Source: IMF, AIECE Institutes. 

3.3.2. Monetary Policy 

The ECB kept the benchmark refinancing rate at 2% from June 2003 
until the end of November 2005. During this period, the Bank of England and 
more so the Federal Reserve (FED) varied their official rates, mainly in re
sponse to changes in their growth outlooks. In light of robust growth prospects 
and inflation concerns in the US, the FED raised interest rates by 3.00 basis 
points from June 30 2005 until the beginning of November of the same year, 
bringing the target for the federal funds rate to 4.00% on November 1st 2005. 
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The Bank of England on the other hand cut its repo rate to 4.5% in August, a 
decision related to subdued growth in the first half of the year. 

The ECB's official rate of 2% was undoubtedly low, both compared to 
recent US and UK rates and from a more long-term perspective. Indeed, 
according to KEPE calculations, from the year 2001 onwards interest rates in 
the Euro area have been consistently lower than those prescribed by the 
Taylor rule6. Despite that fact, until about mid summer considerable pressure 
was exercised upon the ECB to reduce its rate, in order to further assist the 
Euro area in regaining some growth momentum. Following the developments 
in oil prices, such pressures dissolved almost completely and far from awaiting 
a Euro interest rate cut, the market became increasingly concerned with the 
possibility of a rate increase. 

Expectations for an interest rate increase in the Euro Area materialised 
in early December, when the ECB raised the benchmark refinancing rate by 
0.25 percentage points to 2.25%. This move was criticised by many as 
premature and hazardous for the recovery of the Euro Area economy. The 
ECB, however, justified its policy on the grounds of the need to solidly anchor 
inflation expectations at levels consistent with price stability and therefore 
conducive to growth. Furthermore, the ECB repelled criticisms by arguing that 
their policy remains accommodative and continues to lend considerable 
support to sustainable economic activity and job creation. 

At the moment, the market anticipates almost with certainty a further 
increase of the ECB rate in the immediate future. With the FED having raised 
interest rates by an additional 0.50 basis points since the beginning of 
November, and oil price developments having pushed up the Euro area 
inflation rates to 2.4% in January 2006, the ECB appears obliged to further 
tighten its monetary policy. 

6. The Taylor rule is a formula designed to provide recommendations for how 
a central bank should set short-term interest rates in order to achieve both its short-run 
goal for stabilizing the economy and its long-run goal for inflation. The rule states that 
the short-term interest rate should be determined (1) by the difference between actual 
inflation and the level of inflation targeted by the central bank (2) by the difference 
between actual economic activity and the «full employment» level of economic activity 
(the output gap) and (3) by the level of the short-term interest rate that would be con
sistent with full employment (equilibrium interest rate). The rule recommends a relatively 
high interest rate when inflation is above its target or when the economy is above its 
full employment level, and a relatively low interest rate in the opposite cases. 
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FIGURE 3.3.4 
Policy Interest Rates - Euro Area, UK and US 

(percent, end of month value) 

Jan.-01 July-01 Jan.-02 July-02 Jan.-03 July-03 Jan.-04 July-04 Jan.-05 July-05 Jan.-06 

Euro Area UK US 

Source: IMF, AIECE Institutes. 

FIGURE 3.3.5 
Policy Rates - ECB Repo Rate and Interest Rate 

Implied by the Taylor Rule 
(percent, end of quarter value) 
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In calculating the interest rate implied by the Taylor rule we used the European Commission's output gap 
estimates and assumed that the real equilibrium interest rate equals 2%. 
Source: ECB and KEPE calculations. 
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3.3.3. Exchange Rates 

The steady rise of the Euro against the US dollar from the end of 2000 

to the end of 2004 attracted a lot of attention, in view of international imbal

ances and the risk of a strong further depreciation of the dollar. The main 

concern was that such a development would reflect on the Euro area's capa

city to sustain future recovery. 

Starting at 0.85 in October 2000, the USD/EURO ratio increased grad

ually to 1.36 by the end of 2004 and subsequently declined to reach a year-

low of 1.19 in early July 2005. In the following months, the rate initially moved 

upwards, rising to 1.25 by early September, and subsequently lost its earlier 

gains declining back to 1.19 in early October. This decline was mainly due to 

German election results and increased market expectations about future FED 

interest rate increases. For the rest of October, the ratio fluctuated, reaching 

1.21 by the end of the month. In November, following the rise of the FED's 

target for the federal funds rate, the ratio initially declined sharply, while follow

ing fluctuations in the subsequent three months it was standing at 1.19 in mid 

February 2006. 

The Euro also appreciated moderately against the British pound and 

the Japanese Yen between October 2000 and May 2005, implying that the 

Euro nominal effective exchange rate rose by 3 1 % over that period (OECD, 

«Euro Area», Economic Surveys, 2005). 

FIGURE 3.3.6 

Euro Exchange Policy Rates 

(Jan. 2002-Oct. 2005) 
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Source: Bank of Greece. 
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The AIECE Institutes forecast on average a stable USD/Euro relation at 
around 1.25 for 2006. Nonetheless, the majority of the Institutes agree that the 
USD/EURO relation is very volatile given the current economic oil crisis, the in
terest rate differential between the two countries in the short-run and the high 
US current account deficit in the long-run. 

3.4. Fiscal Stance 

Efforts for fiscal consolidation produced poor results in most Euro area 
countries, with the overall fiscal position remaining more or less unchanged. 

The Euro area general government balance improved marginally in 2004 
and the deficit to GDP ratio declined to 2.7%, from 3% in 2003. However, budge
tary performance varies across member states. Several Euro area member states 
have deficits close to or exceeding the 3% of GDP reference value. High deficit 
countries were Greece (6.6%), Germany (3.7%), France (3.6%) Italy (3.2%) and 
Portugal (3%). These countries have entered the Excessive Deficit Procedure 
(EDP). Only three Euro area member states had budget positions in balance or 
in surplus, namely Belgium (0%), Ireland (1.4%) and Finland (2.1%). Average Euro 
area projections of the AIECE Institutes regarding the fiscal balance were for a 
deficit of about 2.8% in 2005 and 2006. 

FIGURE 3.4.1 
Public Balance in the Euro Area 

(percentage of GDP) 
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Source: Eurostat and average of AIECE forecasts. 
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The debt to GDP ratio continued to rise in the period 2003-2004, stand
ing at 71.0% in 2004. The average projection of the AIECE Institutes for the 
debt to GDP ratio for 2005 and 2006 was 72%. 

The Stability and Growth Pact (SGP) was revised in March 2005, in terms 
of the «flexibility» embodied in the rules and the «surveillance peer support and 
peer pressure» involved in the implementation procedures. It was accepted that 
the SGP rules suffered from blurred incentives, weak surveillance and re
porting, as well as enforcement gaps. Most of the AIECE Institutes assessed 
the revision positively, especially with regard to the flexibility issue. 

The Commission's assessment (EC, 2005a), regarding the implementa
tion of the German strategy embodied in the stability programme, is that the 
proposed balance between structural reforms, budgetary consolidation and 
cyclical stabilisation should be sufficient to reduce the deficit in the medium-
term. Perceived risks relate to lower growth expectations and higher expend
iture on social transfers for 2005. Moreover, the Commission evaluates positi
vely the recent labour market and the pension system reforms, recommending 
further improvement of the public finances through higher growth related with 
the utilisation of employment reserves and structural reforms linked with the 
health care system. Most of the German AIECE Institutes assess their country's 

FIGURE 3.4.2 
General Government Debt - Euro Area 

(percentage of GDP) 
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fiscal policy as contractionary for 2005 and expect this policy to continue in 

2006 as well. Germany's deficit is on average expected to close at around 

3.6% in 2005 and 3.2% in 2006. 

The medium-term objective of a balanced budgetary position in France 

appears rather fragile. French AIECE Institutes expect a slow improvement of 

the fiscal balance at the end of the 2005 and 2006 (3.15% and 3.35% respect

ively from 3.6% in 2004). The French AIECE Institutes also assess France's 

fiscal stance as contractionary in 2005 and expect it to remain so in 2006. Under 

the present growth assumptions and the proposed policies, the Commission 

assesses France's budgetary position as vulnerable, while the attainment of 

expenditure targets is considered difficult (EC, 2005d). On the other hand the 

structural reforms implemented in 2003 and 2004, notably in the pension and 

health systems, are regarded by the Commission to be in the right direction 

albeit insufficient to secure the future deceleration of expenditure. Fiscal con

solidation, along with structural reforms, becomes a key factor in putting France 

on a more sustainable path. 

According to the Italian SGP programme (EC, 2005c), the basic compo

nent of the fiscal strategy is a significant restraint of current primary expendi

tures, in order to achieve fiscal consolidation and at the same time allow for a 

reduction of taxes. The Commission's assessment is that budgetary targets do 

not ensure an improvement in cyclically-adjusted terms and the planned tax 

cut is not fully financed through structural cuts in current primary expenditure. 

The programme is not therefore perceived as securing a medium-term surplus 

or close to balance position. On the other hand, the 2005 tax reforms and the 

annual increase in primary expenditure are expected to have a negative impact 

in the country's fiscal position. In line with the above, the Italian Institutes 

expect the country's fiscal balance to continue deteriorating. 

Finally, in Greece the budget deficit is estimated to decline to 4.3% in 

2005. In its stability programme for the 2005-2008 period, released in December 

2005, the government is targeting a further balance improvement for 2006 in 

order to bring the deficit below the 3% ratio. The actual target for 2006 is a 2.6% 

deficit. In order to achieve these targets the government relies, on the one hand, 

on a mix of expenditure retrenchment measures and, on the other, on a major effort 

to combat tax evasion. The final assessment on the part of the Commission 

regarding the effectiveness of the above strategy is positive. The public debt is 

projected to decrease steadily, albeit at a slow pace, to reach 104% in 2006. 
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TABLE 3.4.1 

Public Balance of the Member States in the Euro Area 

(percentage of GDP) 

Member States Which have Entered the EDP 

Greece 
Germany 
France 
Italy 
Portugal 

2004 
-6.6 
-3.7 
-3.6 
-3.2 
-2.9 

2005 
-4.3 
-3.3 

-3.15 
-4.5 
-4.9 

2006 
-2.6 
-3.2 

-3.35 
-4.6 
-4.7 

Member States With Deficit 

Netherlands 
Luxembourg 
Spain 
Austria 

2004 
-2.06 

-1.1 
-0.1 

-0.97 

2005 
-1.8 
-1.5 

-0.05 
-1.87 

2006 
-1.7 
-1.9 
0.1 

-1.99 
Member States With Surplus 

Belgium 
Ireland 
Finland 

2004 
0.0 
1.3 
1.9 

2005 
0.0 

-0.4 
1.9 

2006 
-0.5 
0.3 
1.7 

Source: Eurostat and AIECE Institutes Average of Forecasts, forecasts for Greece from the 2006 Budget, 
Ministry of Economy & Finance. 

TABLE 3.4.2 

General Government Debt of the Member States in the Euro Area 

(percentage of GDP) 

Greece 
Italy 
Belgium 
Germany 
France 
Austria 
Portugal 
Netherlands 
Spain 
Finland 
Ireland 
Luxembourg 

2004 
109.3 
106.5 
94.0 
66.0 
64.7 
63.6 
61.9 
52.5 
47.2 
45.1 
29.9 

7.5 

2005 
107.9 
108.3 
91.0 
67.4 
64.0 
63.6 
66.2 
54.6 
47.9 
43.1 
28.8 

7.8 

2006 
104.8 
109.7 
90.0 
69.3 
65.0 

-
68.5 
54.5 
48.6 
42.6 
27.7 

7.9 

Source: Eurostat and AIECE Institutes Average of Forecasts, forecasts for Greece from the 2006 Budget, 
Ministry of Economy & Finance. 
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3.5. Long-Term Issues 

So far in this discussion of Euro area economic activity and policy, the 
emphasis has been largely placed on describing economic developments and 
identifying their causes from a short-term perspective. However, when con
sidering the fact that Euro area performance has remained sluggish for a number 
of years now, one cannot avoid referring to the role of long-term, deeply rooted 
problems in bringing about Europe's failure to meet growth targets. 

The existence of long-term, structural weaknesses impeding European 
Union growth, has been identified several years ago and discussed extensively 
ever since. In recognition of the significance of such weaknesses, European 
Union Heads of State met in Lisbon in 2000 and agreed to launch a series of 
ambitious reforms at national and European level. The Lisbon reform strategy 
aimed at establishing an effective internal market, boosting research and 
innovation, improving education and ultimately making the European Union «the 
most dynamic and competitive knowledge-based economy in the world» by 2010. 

Half way through the process of implementation of the Lisbon reform 
agenda, progress at meeting objectives has not been very satisfactory and 
serious structural weaknesses continue to hamper Euro area growth. What 
follows is a short discussion of a very selective list of such weaknesses, 
together with a brief reference to some additional long-term problems of the 
Euro Area. 

3.5.1. Structural Weaknesses and Other Long-Term Problems 

With respect to the labour market, most Euro Area countries maintain 
tax and benefit policies that influence negatively the incentives for companies 
to hire staff and for citizens to take up jobs. As pointed out in the latest OECD 
survey of the Euro area, the long duration of unemployment benefits, strict em
ployment protection legislation, collective bargaining, high minimum wages and 
a high tax wedge on labour7, all act to preserve high unemployment rates, thus 
constraining growth (see also Box 5). 

Although some indications of a slow improvement in the functioning of 
Euro area labour markets do exist, resistance to far-reaching labour market 

7. The tax wedge on labour is defined as the difference between the labour 
compensation as paid by employers and take-home pay per worker. 
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reform is still very strong. Indeed, progress with reforms has met great 
obstacles in the larger member states, where labour market institutions have 
been under less pressure from globalisation forces. As a result, labour markets 
in the Euro area remain highly segmented, with geographical labour mobility 
hindered by the social benefit systems in place and regional differences in 
unemployment persisting due to the fact that wage floors are in many cases 
not in line with labour productivity. 

Apart from the aforementioned labour market characteristics, another 
Euro area weakness of a structural and, therefore, long-term nature, is the 
insufficient degree of integration of the market for services. As emphasised by 
the OECD, several regulatory obstacles to an integrated market for services, 
such as anticompetitive regulations within countries, act as entry barriers, 
preventing the realisation of economies of scale, limiting the exploitation of 
comparative advantages and ultimately restricting service output growth. 

With a view to improving the workings of the EU service market, the 
European Commission has proposed a draft Directive on services in the 
internal market. The directive aims at eliminating the administrative and legal 
obstacles that hinder (i) the freedom to establish business in another member 
state and (ii) free trade among member states. In addition, the directive seeks 
to remove barriers to the purchase of services from foreigners, such as 
provisions favouring domestic providers. 

Despite the large employment and welfare gains it is expected to 
produce, the proposed services directive has faced heavy opposition, 
particularly by labour unions. Since the directive is still in the process of 
revision, the extent to which such opposition will lead to a dilution of the 
directive's main principles and objectives, and consequently to the preservation 
of EU service market segmentation, is currently unknown. 

Turning to another issue, as shown in Table 3.5.1, for the period 1995-
2003, labour productivity growth in the Euro area's business sector services 
has been very poor, both in absolute terms and compared to the US, the UK 
and other advanced economies. In manufacturing, the productivity growth gap 
between the Euro area and certain other advanced economies (particularly the 
US) has also been large over the same period. Arguably, at the root of the 
Euro Area's sluggish productivity growth lies another important weakness, that 
is its relatively weak innovation activity. The OECD's latest review of the Euro 
area suggests that the innovation process in the Euro Area is hampered by the 
existence of substantial geographical barriers to technology diffusion. Such 
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barriers are posed by market segmentation (particularly in the service sector) 
and government policies fostering 'national champions'. Typical of Europe's 
inadequacy in innovation policy is the fact that a Community Patent is still not 
in place due to disagreements mainly on translation issues. 

Apart from the aforementioned weaknesses, which are certainly of a 
structural, long-term nature, a series of other problems affecting Euro area econ
omic performance, which were discussed in previous sections, also seem to 
gradually take a more long-term character. Large fiscal instabilities and feeble 
consumption growth patterns have in some countries developed into almost 
permanent states, while the sustained external demand weaknesses of some 
Euro area members betray deeper, long-lived competitiveness problems. In 
addition, the petrol oil price rise, which as explained affected Euro area infla
tion and household consumption, also possesses a long-term dimension, as it 
is related to a rising trend in world demand that will be most likely preserved. 

TABLE 3.5.1 
Labour Productivity Growth by Activity 

(Annual average percentage changes, 1995-2003) 

Agriculture, hunting, 
forestry & fishing 

Manufacturing 

Business Sector 
Services 

Euro Area 

2.0 

1.6 

0.3 

USA 

2.3 

3.7 

2.8 

UK 

5.2 

1.8 

2.1 

Australia 

5.9 

2.6 

2.6 

Canada 

3.4 

2.4 

1.6 

Source: OECD Economic Surveys: «Euro Area», September 2005. 

BOX 6 
IS THERE A NEED FOR STRUCTURAL 

AND LABOUR MARKET REFORMS? 

Structural weaknesses have been identified as a major impediment 
to growth, in the Euro area in particular, but also in other EU countries. 
Structural rigidities affect investment activity and labour productivity growth, 
resulting in a low speed of adjustment tc potential output over the cycle. 
In the labour market in particular, wage rigidities and strict labour protect-
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ion regulations are associated with high unemployment rates. Increase of 
labour market flexibility and enhancement of the effectiveness of Active 
Labour Market Policies is a major priority of the European Employment Stra
tegy. In addition, reforms of the European Social Security Systems are consi
dered a prerequisite for the medium term sustainability of public finances. 

In an effort to assess the necessity of structural and labour market 
reforms in individual EU countries, the AIECE institutes were asked to provide 
their views on «whether their countries» economies suffer from structural weak
nesses impeding growth and «whether they consider existing policies aiming 
to address such weaknesses in their countries to be adequate». Furthermore, 
the Institutes where asked «whether there has been a need for considerable 
reforms of labor market regulations in their countries and the Euro Area as a 
whole over recent years» and «to what extent have such reforms been actual
ly introduced». Finally, the Institutes where asked to assess the medium-term 
and long-term viability of their countries' social security systems. 

The majority of the AIECE Institutes indicated that their countries' 
economies do suffer from structural weakness and especially from labour 
market rigidities impeding growth. Consequently, most institutes expressed 
the view that the Euro area and the individual EU member states do re
quire reforms regarding labour market regulations. The introduction of such 
reforms thus far was judged as «moderate» by the majority of Institutes for 
the Euro area as a whole and for their own countries in particular. 

At member-state level, the German Institutes reported that the main 
structural problem of their economy is the inflexibility of the labour market, 
along with the internal demand weakness and emphasised the need for 
reforms in taxation and the social security system. Notably, some German 
Institutes evaluated the labour reforms that have been introduced up to 
now as being significant. 

The French AIECE Institutes identified labour market imperfections 
as the main structural weakness of the economy, indicating that labour 
reforms have been introduced to a moderate extent in the French econo
my. Finally, the Italian Institutes evaluated both the Euro area and the Ita
lian economy labour market reforms as being moderate. 

With the respect to the viability of social security systems, most 
institutes indicated that their countries' systems are viable or borderline in 
the medium-term and borderline or non-viable in the long-term. 
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TABLE B.6.1 
AIECE Institutes Responses on the Extent of Introduction 

of Labour Market Reforms in their Countries and the Euro Area 

Significant extent Moderate extent Negligible extent 

Country-specific 

9 13 7 

Euro area 

2 10 3 

Source: AIECE Institutes. 

TABLE B.6.2 
AIECE Institutes Responses on the Medium-term and Long-term 

Viability of the Countries' Social Security System 

Viable Borderline Non-Viable 

Medium-term 

11 15 1 

Long-term 

4 12 10 

Source: AIECE Institutes. 
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4. EU-15 NON-EURO AREA COUNTRIES 

The EU-15 non Euro member states (UK, Sweden and Denmark) pre
sent a slightly different picture regarding their economic performance in compa
rison to the Euro area. 

Economic performance in the United Kingdom has been relatively strong 
over the 2001-2004 period, supported by robust domestic demand. Viewed 
from the supply side, growth was led by the service sector, particularly busi
ness services and finance, with firm stimulus from the construction sector. After 
a bold GDP growth in 2004 (3.2%), the economy shows signs of slowing down. 
Following major revisions to national accounts, output growth in the first two 
quarters of 2005 appeared subdued due to slow household spending and 
reductions in business investment. Household consumption has been influenc
ed by a weakening housing market and the impact of higher interest rates. 
Growth for the third quarter remained stable at 0.5% compared to the previous 
period, while first estimates for the fourth quarter demonstrate a weak increase 

FIGURE 4.1 
GDP in the UK, Sweden and Denmark 

(annual percentage change) 

2001 2002 2003 2004 2005 2006 

• UK Denmark • Sweden 

Source: Eurostat and AIECE Institutes. 
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of 0.6% (Eurostat, Euro-Indicators, 3/3/2006). Total investment has also slowed 

compared to 2004, while government investment has grown rapidly. 

GDP is projected to increase by 1.6% in 2005 but downside risks still 

remain for the near-term outlook. Growth is expected to pick up in 2006, at 

2.3%, driven primarily by government consumption and investment. 

Sweden has experienced strong economic growth in 2004 (GDP growth 

of 3.5% in 2004 compared to 1.5% in 2003). In 2005, Swedish growth has 

been supported by a strong recovery of domestic demand, while the contribu

tion of net exports is estimated at zero, compared to 2.2% in 2004. 

The main drivers of domestic demand are the expansion of private con

sumption (supported by low inflation combined with rising stock and house 

prices) and investment. 

The Danish economy showed strong signs of recovery in 2004. Its GDP 

growth reached 2% (2004) and it was also driven by strong domestic demand. 

FIGURE 4.2 
GDP Growth and Contributions - UK 

(annual percentage change) 

4.5 τ 1 1 

-1.5 J 

2003 2004 2005 2006 

ι ι Foreign Balance 

MÊÊÊÊm Stockbuilding 

i i Domestic Demand 

GDP (at constant prices) 

Source: Eurostat data for 2003 and 2004, Eurostat forecasts for 2005 and AIECE Institutes 
forecasts for 2006. 
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With respect to consumer price levels, these countries have been expe
riencing overall low inflation rates, with Sweden showing the lowest inflation at 
0.4% in 2004. Swedish inflation is forecasted to increase moderately to 0.8% 
in 2006. Similarly, Denmark's inflation rate was below 1% in 2004, and is pro
jected to increase gradually reaching 2% in 2006. 

The UK's inflation, as measured by the CPI index, increased to 2.5% in 
September of 2005, mainly as a result of international oil prices and capacity 
pressures, but according to the NIER's projections it is expected to close at 
1.9% in 2005 and 2.1% in 2006. 

The Bank of England's official interest rate was reduced in August of 
2005 by 0.25 percentage points to 4.5%, having remained unchanged over the 
previous twelve months. 

The UK's general government balance recorded a deficit of 3.1% of GDP 
in 2004, a worse outturn than the projection of the government's convergence 
programme (2.9%). The forecast is for a contractionary fiscal stance for 2005, 
followed by a neutral policy in 2006, in order to tackle the budgetary situation. 

By contrast, Sweden and Denmark have a healthy fiscal position, with pub
lic finance surpluses expected at around 0.8% in the former and 2.5% in the latter 
country for 2005. The Danish AIECE member projects a neutral fiscal stance for 
the 2005-2006 period, while the Swedish Institutes project a neutral to contractiona
ry policy for 2005, followed by an expansionary to very expansionary one in 2006. 

Concluding, the three non-Euro member states have achieved during 
2004 strong domestic demand and export growth. Their low inflation and rela
tively fit fiscal stance have provided them with economic resilience and the 
ability to rebound earlier than the Euro area economies. 

TABLE 4.1 
Main Macroeconomic Variables of the UK, Sweden & Denmark 

(annual percentage change) 

GDP 

Total 
Domestic 
Demand 

Exports 

2003 

UK 

2.2 

2.4 

1.2 

SE 

1.5 

1.3 

5.0 

DK 

0.4 

1.4 

-1.1 

2004 

UK 

3.1 

3.6 

3.9 

SE 

3.6 

1.7 

10.5 

DK 

2.0 

3.3 

3.2 

2005 

UK 

1.6 

2.2 

4.6 

SE 

2.5 

3.1 

4.0 

DK 

2.7 

3.8 

5.5 

2006 

UK 

2.3 

2.4 

-0.1 

SE 

2.8 

3.2 

0.9 

DK 

2.4 

2.5 

-0.3 

Source: Eurostat data for 2003 and 2004 and projections for 2005. AIECE Institutes forecasts for 2006. 
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5. NEW EU MEMBER STATES 

The new EU member countries are achieving on average much higher 

GDP growth compared to the economies of the Euro area, while at the same 

time making progress in reducing their budget deficits and controlling inflation. 

In 2004, most of the new EU member countries (EU-10) experienced a 

considerable acceleration of their GDP growth rates, achieving on average a 

very robust growth performance. The main factors contributing to this favorable 

development were strong export and investment growth, with some countries 

also experiencing a pick-up in private consumption related to improved wages. 

With regard to investment growth, it is worth noting that, in 2004, all new 

member countries except Estonia achieved higher net FDI inflows compared to 

2003. Among the 10 countries, the highest FDI inflows for 2004 were observed 

in Poland (5.35 billion US$), followed by the Czech Republic (3.92 billion US$) 

and Hungary (3.63 billion US$). 

FIGURE 5.1 

Net FDI - Poland, Czech Republic & Hungary 

(billions of current US$, annual values) 

10 τ 1 

0 -» 1 1 1 1 1 1 

1998 1999 2000 2001 2002 2003 2004 

Poland 

Czech Republic 

Hungary 

Source: UNCTAD, World Investment Report, 2005. 
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The key drivers of EU-10 growth in 2004 seem to have retained conside

rable strength in 2005: export performance remained buoyant despite weak econ

omic conditions in the Euro area, and investment continued to grow strongly in 

most countries. Regarding private consumption, the picture appears mixed, with 

data for the first three quarters of 2005 showing very fast growth in most countries. 

Overall, the new EU member countries appear to have grown relatively 

robustly in 2005. According to first estimates of the European Commission for 

the Czech Republic, Hungary and Poland, the strongest growing of these three 

economies will be the Czech Republic (GDP growth rate 6.2%), followed by 

Hungary (4.1%) and Poland (3.2%). Moreover, GDP growth will be buoyant in 

Latvia (10.2%), Estonia (8.4%), Lithuania (7%), Slovakia (6.0%) Cyprus (3.8%) 

and Slovenia (3.8%). 

In 2004, inflation rates increased in most new EU members in connect

ion with the economic upturn. In 2005, inflation receded significantly in the 

FIGURE 5.2 

GDP 2003-2004 and European Commission Projections for 2005-2006 -

Poland, Czech Republic, Hungary & Slovenia 

(annual percentage change) 

ma Poland Czech Republic Hungary Slovenia 

Source: Eurostat. 

2003 D2004 D2005 Η2006 
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Czech Republic, Hungary, Poland and Slovenia. Notably, the strongest growing 

economy of the EU-10 group, Latvia, was also the one suffering the highest 

CPI inflation in 2005 (6.9%). 

With respect to the public balance, many of the new member countries 

continue to exhibit large deficits, although considerable improvements were 

observed in most countries in 2004. 

Regarding the balance of payments, most EU-10 countries in 2004 expe

rienced high and in some cases increasing current account deficits. Among the 

larger new EU economies, the highest current account deficit as a share of 

GDP was observed during 2004 in Hungary (8.8%), followed by the Czech 

Republic (5.2%), while Poland's deficit was lower (4.2%). 

Taking up a closer look at current developments in individual new mem

ber states, we observe that the Polish economy experienced a slow-down in 

growth in the second quarter of the year, but subsequently recovered strongly, 

FIGURE 5.3 
CPI 1997-2004 and IMF Projections for 2005-2006 -

Poland, Czech Republic, Hungary & Slovenia 
(annual percentage change) 

-3 J 

Poland 

Hungary 

Czech Republic 

Slovenia 

Source: Eurostat and IMF. 
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FIGURE 5.4 
Public Balance - Poland, Czech Republic, Hungary & Slovenia 

(percentage of GDP) 

1997 1998 1999 2000 2001 2002 2003 2004 

Poland 
Hungary 

Czech Republic 
Slovenia 

Source: Eurostat. 

reaching 1.3% and 0.8% respectively in the third and fourth quarters on a 
quarter on quarter basis (Eurostat, Euro-Indicators, 3/3/2006). Polish GDP 
growth is expected to reach 4.3% in 2006, compared to 3.2% in 2005. Regard
ing the unemployment rate, the reduction of which remains one of the main 
challenges of economic policy in Poland, some improvement was achieved in 
2005, with the rate dropping to 17.2% in December 2005, from 18.8% in 2004. 
Furthermore, the Commission projects an improvement in the country's budget 
balance (-3.6% of GDP in 2005 from -3.9% of GDP in 2004). 

In Hungary, faster than expected export growth and dynamic invest
ment expansion were leading up the GDP strongly, especially from the second 
quarter of 2005 onwards. During the course of 2005 the GDP grew by 0.9% in 
the first quarter, 1.2% in the second quarter and around 1% in the third and 
fourth quarters of the year. According to the European Commission, Hungarian 
GDP growth is estimated at 4.1% in 2005 and is forecasted at 3.9% in 2006, 
compared to 4.6% in 2004. The country's current account balance was expect
ed to improve slightly in 2005 and remain more or less the same in 2006 
(deficit of 8.4% of the GDP in 2005 and 2006, compared to 8.8% in 2004). The 
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budget deficit was expected to remain high in 2005 (around 6%) and is expect
ed to further increase in 2006. 

The economy of the Czech Republic has been expanding beyond initial 
expectations in 2005 (GDP grew by 1.2% in the first two quarters and 1% in 
the third quarter). The main factors contributing to the Czech Republic's improv
ing economic performance were strong export growth and fast investment 
expansion. Net exports were projected to make a substantial positive contribution 
to the Czech Republic's economic growth in 2005 and 2006, while over the same 
period the inflow of foreign direct investment was forecasted to accelerate. Czech 
GDP growth was estimated by the European Commission at 6.2% in 2005 
compared to 4.4% in 2004, while it is expected to reach 4.4% in 2006. 

GDP growth in Slovenia continued at more or less the same rate in 
2005 as in 2004, driven again mainly by exports and investment. Furthermore 
the steady decline of Slovenian inflation continued in 2005 and is expected to 
also do so in 2006, in line with the Euro adoption plan. Slovenian GDP growth 
is expected to reach 3.8% in 2005 and 4% in 2006, compared to 4.2% in 2004. 
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6. NON EU EASTERN EUROPE 

Economie growth in the Eastern European (non-EU) countries remains 
relatively strong - on average somewhat above 5% for 2005 - underpinned by 
buoyant investment activity and strongly increasing exports. Commodity export
ers continue to benefit from high world market prices and strong demand in 
some of their main markets. Despite the generally favorable outlook, the short-
term prospects of individual countries differ significantly. 

Economic growth in the CIS region is expected to remain relatively strong 
through 2005, but its pace is slowing down in some economies. Real dispos
able incomes continue to rise, supporting buoyant domestic demand. Macroe-
conomic policies are generally set to remain expansionary, providing further 
support to growth and real incomes. With domestic demand outpacing aggre
gate output, external imbalances in many countries are widening. 

Policy makers in south-east Europe have undertaken various measures 
to limit the growth of demand, in an effort to restrain the expansion of external 
deficits. Some Institutes, however, consider external deficits as being sustain
able in most of the countries. Nevertheless, the political climate is still uncer
tain in some countries. 

GDP in most of south-east Europe is expected to grow at rates between 
4 and 6 percent through 2006. 

TABLE 6.1 
Eastern European Countries 

Real GDP 
(percentage change from previous year) 

Russia 

Russia* 

Central and Eastern Europe 

Bulgaria 

Romania 

Serbia & Montenegro 

Serbia & Montenegro* 

2004 

7.2 

7.1 

6.5 

5.6 

8.3 

7.2 

8.0 

2005 

5.5 

5.8 

4.3 

5.5 

5.0 

4.6 

4.5 

2006 

5.3 

5.5 

4.6 

5.5 

5.0 

4.8 

5.2 

Source: IMF, World Economic Outlook, October 2005. 
* Source: AIECE, General Report Questionnaire, October 2005. 
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Russia 

Following a slowdown in the fourth quarter of 2004 and the first of 
2005, Russian GDP growth accelerated mildly in the second quarter (6.1% on 
a yearly basis). The real GDP growth rate is estimated to 6% both this and 
next year - that is below the 7.2% level recorded in 2004 - as growth in oil 
extraction is not expected to regain the fast pace of recent years, but also 
because of slower investment growth. Consumption growth, on the other hand, 
is expected to remain buoyant, due to the continued strong growth in real wages 
and record high oil prices, causing mainly further sharp increases in imports. 

The share of the fuel and energy sector and the metals sector con
tinued to increase in the commodity structure of exports for the Russian Fed
eration. With the enormous boost received by high international oil prices, inter
nal and external balances are presenting significant surpluses. However, de
spite the recent dynamism, the Russian GDP level remains below that of 1989. 

Many Institutes underline supply side problems: inadequate exploration 
activities and inadequate transportation infrastructure. They also point out signs 
of depletion of some of the natural resources. Russian manufacturing indus
tries, as well as most services, remain uncompetitive internationally. Some In
stitutes comment on the increasing presence of the government in the busi
ness environment, particularly with regards to the Yukos affair, which appears 
to have an impact on the investment climate. These factors raise concerns 
regarding the medium term growth prospects. 
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