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1.1 INTRODUCTION

Following the cyclical peak in 2017 and the associated 
increase in capacity utilisation, the global economic 
momentum slowed noticeably last year. As a result of 
persistently high debt levels, only partially resolved 
structural problems since the Great Recession and 
great political uncertainties, the expansion of the 
physical capital stock was relatively small and bot-
tlenecks in production started to appear. The global 
economy has entered a cyclical cooling phase. In addi-
tion, the economy in some emerging markets is being 
adversely affected by capital outflows in the face of 
more restrictive monetary policy by the US Federal 
Reserve. 

Global economic momentum will continue to 
level off this year. While the US economy is currently 
still benefiting from fiscal stimuli, the euro area and 
important Asian economies have already entered a 
cooling phase. In the United States, the high econo-
mic momentum seen last year should subside to nor-
mal levels in 2019. Whereas the strong impetus provi-
ded by tax cuts and additional government spending 
will abate, private consumption will continue to 
benefit from the favourable labour market situation 
and real wage increases. Economic momentum is also 
weakening in China, despite looser monetary policy 
and fewer measures to tackle financial and debt 
risks. In Europe, the high utilisation of macroeco-
nomic capacities in important parts of the economy 
does not allow for major economic leaps. On the 
contrary, political developments such as the trade 
tensions with the United Sta-
tes, the possibility of a hard 
Brexit and simmering finan-
cial market risks in Italy are 
increasingly putting pressure 
on companies’ propensity to 
invest. Economic growth in 
many emerging markets will 
be dampened by liquidity out-
flows and currency devalua-
tions. As a result, foreign trade 
in the current year will give 
weaker impulses to the Euro-
pean economy.

At present it is still unclear 
whether the global economy 
will experience a significant 
downturn or a gradual dece-
leration this year. To date, 
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signs of a relatively soft landing with locally limited 
turbulence predominate. However, the risk of a rapid 
downturn has recently increased. Overall, we forecast 
an increase in world production of 3.2 percent in 2018 
and 3.0 percent in 2019. 

Within Europe, the slowdown was, and will con-
tinue to be particularly pronounced in the big four 
economies: namely Germany, the United Kingdom, 
France and Italy. Each of these countries faces specific 
challenges that are burdening their economic climate. 
While the United Kingdom is nervously preparing for 
Brexit, both Italy and France need structural reforms 
that are not considered necessary by either their 
governments or electorates. As an exporting nation, 
Germany is facing a slowdown in world trade and fears 
the consequences of the ongoing trade war.

1.2 CURRENT SITUATION

1.2.1 Global Economy

After a strong 2017, the global economy recorded 
weaker growth last year and industrial production 
in particular expanded more slowly (see Figure 1.1). 
Whereas industrial production in emerging and devel-
oping countries picked up again during the second 
half of last year, it almost stagnated in the advanced 
economies (see Figure 1.2). Despite the slowdown in 
industrial production, the global economy as a whole 
(and particularly in services) was still considered to be 
in an upswing. Overall capacity utilisation continued 
to rise in most countries.

EEAG (2019), “Macroeconomic Conditions and Outlook”,  
EEAG Report on the European Economy, CESifo, Munich, pp. 10–37.
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World trade failed to keep 
up the pace set in 2017 last 
year too. This may already 
reflect a deterioration in the 
trade policy environment. 
Over the course of 2018, the 
US government took a num-
ber of protectionist measu-
res. Customs duties were 
increased for a wide range 
of goods and import quotas 
were introduced. As a reac-
tion to US measures, China, 
the European Union and some 
other countries imposed re- 
taliatory tariffs on US pro-
ducts. How ever, the new trade 
barriers alone cannot fully 
explain the weak dynamics of 
world trade. Trade declined 
sharply at the beginning of 
2018, while the aforemen-
tioned trade policy measures 
essentially did not came into 
force until summer. Moreo-
ver, the tariff increases by the 
United States since the begin-
ning of 2018, and the resul-
ting counter-tariffs levied by 
its trading partners include, 
at the current stage, goods 
worth around 450 billion US 
dollars, which still accounts for a relatively small 
2.5 percent share of the total world trade volume. 
Finally, since the beginning of the trade conflict, the 
currencies of the economies affected by the US tariffs 
have mostly depreciated quite sharply against the US 
dollar. This depreciation, which is largely related to 
the continued tightening of US monetary policy and 
the weaker global economic outlook, counteracts 
the loss of price competiti-
veness associated with the 
tariff increase. Overall, the 
economic impact of the trade 
conflict has therefore been 
estimated to be low to date 
(see European Commission 
2018, OECD 2018, Joint Eco-
nomic Forecast 2018). This is 
also supported by the fact that  
trading activity in emerging 
Asia, which accounts for 
almost 70 percent of emer-
ging market trade, remained 
buoyant during most of the 
year (see Figure 1.2). On the 
other hand, at the end of last 
year we have seen a clear 
decline in world trade and 

throughout 2018 there has been hardly any growth 
in trade activity in the advanced economies. The 
latter is largely due to a slowdown in intra-European 
cross-border trade. In addition to the weakening 
economic activity in some member states of the 
European Union, this slowdown is also related to 
temporary production disruptions in the German 
automotive industry.

Source: CPB Netherlands Bureau for Economic Policy Analysis; last accessed on 3 February 2019; 
EEAG calculations. © CESifo
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Although the direct im -
pact of the global trade dispute 
has probably been quite low, it 
is one of the reasons why over-
all levels of economic policy 
uncertainty have been rising 
throughout the year and rea-
ched a new all-time high at the 
end of last year (see Figure 1.3). 
The associated uncertainties 
are slowing business invest-
ment, in terms of setting up or 
expanding export structures, 
for example. Other reasons 
for increased uncertainty, 
especially in Europe, include, 
for example, the increased 
likelihood of a so-called ‘hard 
Brexit’, uncertainty regarding 
the budgetary course of the 
Italian government that took 
office in May last year, and the 
riots in France. Another rea-
son for higher uncertainty is 
that investors are increasingly 
worrying about the sustain-
ability of high stock market 
valuations given a weaker glo-
bal economic outlook and less 
expansionary monetary poli-
cies. In fact, stock prices have 
already substantially declined 
over the past year with nega-
tive feedback effects on the 
real economy.

Against this background, 
the assessment of the world 
economic situation by experts 
has deteriorated particu-
larly during the second half 
of last year (see Figure 1.4). 
Nevertheless, the overall sen-
timent is still positive. The 
decline is particularly driven 
by the assessments in Asia 
and Europe. Only Oceania did 
until recently buck the trend; 
it saw a clear improvement in 
the assessment of the econo-
mic situation during 2018. In 
particular Africa, but to quite 
some extent also the Americas 
stabilised at levels prevailing 
at the beginning of 2018. While 
this implies a clear booming 
economy in the Americas, the 
African economy remained subdued.

Inflation rates rose worldwide in the summer half 
of the year. This price surge can primarily be attribu-

ted to both the sharp rise in crude oil prices between 
July 2017 and September 2018 and to GDP surpassing 
its potential in the advanced economies (see Figu-
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res 1.5 and 1.6). The surge in 
oil prices has been partly the 
result of the strong global 
economy in 2017 (see Grimme 
and Güntner, 2018 and Groen 
and McQuillan, 2018). But sup-
ply effects have also played 
a role: the sanctions against 
Iran related to the termination 
of the nuclear agreement in 
May last year resulted in sig-
nificantly less Iranian crude 
oil entering the world market. 
In addition, oil supply from 
Venezuela and Mexico has also 
declined. These are additional 
reasons why the price of oil 
rose sharply into autumn 2018. 
The cooling down of the global 
economy and the lower-than-feared reduction in oil 
supply subsequently caused substantial fall in crude 
oil prices.

Core inflation rates, which measure consumer 
price inflation excluding energy and food compo-
nents, remained unchanged at around 1.5 percent 
in the advanced economies. These rates, however, 
reflect different developments. The core inflation 
rate in the United States has now risen to just under 
2 percent, reflecting the wage pressure associated 
with strong employment growth. In the United King-
dom, the rate has been moving moderately below the 
2 percent target of the British central bank for seve-
ral months now, after higher price increases last year 
due to the strong depreciation of the British pound. 
In the euro area, core inflation remains at around 1 
percent, and in Japan it is even below 0.5 percent. In 
the emerging markets, both core and actual inflation 
accelerated over the summer. The main reason for 
this, however, is the sharp rise in the Turkish inflation 
rates, which was accompanied by a sharp deprecia-
tion of the Turkish lira. The strong rise in energy prices 
from mid-2017 until autumn last year pushed headline 
inflation rates up to 2.1 percent and 2.5 percent in the 
industrialised and the newly industrialised countries 
last year respectively (see Table 1.A.1).

1.2.2 United States

In the United States, strong fiscal impulses gener-
ated a boost in economic activity, particularly dur-
ing the summer half of 2018 (see Figure 1.7). The tax 
breaks introduced stimulated private consumption 
and investment. Private consumption spending also 
caught up strongly after a weak start in 2018 (see 
Figure 1.8). Gross fixed capital formation, and in par-
ticular non-residential investment, which built on 
the strong momentum of previous quarters, made 
a large contribution. While residential construction 
investments more or less stagnated, investments 

in infrastructure projects that were neglected for a 
long time, such as roads, energy and water supply, 
have increased again recently. The reallocation of 
resources within the public sector leads to stagnat-
ing expenditure for public goods such as education, 
health care and social security. 

Over the course of the year, the contribution of 
foreign trade to overall growth was negative. Although 
the US dollar appreciated significantly against the 
currencies of its major trading partners, exports 
increased significantly. However, the increase was 
even more pronounced for imports. As a result, the 
trade balance continued to deteriorate. The strong 
economy, resulting in an annual GDP growth rate of 
2.9 percent in 2018, is increasingly reaching its capa-
city limits. 

On the labour market, a record low unemploy-
ment rate of 3.8 percent on average in 2018 and a sharp 
rise in job vacancies since the beginning of 2018 have 
led to a gradual acceleration in nominal wage growth. 
This gave further impetus to the already dynamic 
rise in prices. The core deflator of private consumer 
spending, the US Federal Reserve’s preferred mea-
sure of inflation, peaked at 2.4 percent last summer, 
before gradually slowing to slightly below the target of 
2 percent by the end of last year. Due to the rise in oil 
prices last year, the increase in consumer prices last 
summer was even as high as 2.9 percent. This resulted 
in an average inflation rate of 2.4 percent for 2018.

Meanwhile, the strong increase in employment 
has continued, whereas the labour force participa-
tion rate has continued to increase only marginally 
(see Figure 1.9). The unemployment rate, long-term 
unemployment and the so-called involuntary part-
time employment continued to decline. 

1.2.3 Asia

In China, the gradual cooling of the economy has con-
tinued into this winter. Concerns about the effects 
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of the trade conflict with the 
United States on the export 
economy were prominent 
last year. Share prices have 
fallen throughout the year, 
and the mood among compa-
nies and consumers has dete-
riorated. Chinese economic 
policy intends to counteract 
this development. While the 
focus until spring 2018 was 
on curbing excessive credit 
growth, e.g., through tighter 
credit regulations, the finan-
cial system has since seen an 
increased liquidity supply. For 
example, the reserve reten-
tion rates were reduced in 
October for the third time in 
2018. Fiscal counter-impulses 
are also increasingly being 
provided. Various taxes have 
been reduced, tax allowances 
increased and depreciation 
allowances extended. Fur-
ther tax relief is planned for 
this year. In addition, Chinese 
policy has relieved domestic 
companies by lowering import 
duties and increasing value 
added tax (VAT) refunds for 
companies with high import 
content as a reaction to the 
US tariff measures. The depre-
ciation of the yuan in summer 
has also partially offset the 
introduced US tariff increases. 
In addition, at least some Chi-
nese companies are likely to 
react to the duty increases by 
circumventing duties. Overall, 

Business Cycle Developments in the United States
In constant prices, seasonally adjusted and work-day adjusted

© CESifoSource: US Bureau of Economic Analysis; last accessed on 3 February 2019.
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the Chinese economy is expected to have expanded 
by 6.6 percent last year. Inflation turned out to be 
2.1 percent last year.

The Japanese economy is suffering from the 
slowdown in China and the world economy in gene-
ral. After a relatively high growth rate of 1.7 percent in 
2017, last year’s growth is projected to have fallen to 
0.8 percent, whereby declining economic activity was 
reported in the first and third quarters. The strongest 
negative impulses came from both private residential 
and public investments. Employment has been rising 
strongly for some time and the unemployment rate 
has now fallen to a level last seen in the early 1990s. 
The strong labour market situation, combined with 
structural changes such as a better integration of 
women into the labour market and albeit moderately 
increasing immigration, has caused labour force par-
ticipation rates in Japan to increase to unprecedented 
high levels. Despite the apparently high level of capa-
city utilisation in the economy as a whole, core infla-
tion remained with levels of about 0.3 percent low. In 
particular, oil price developments managed to push 
the average overall inflation rate up to 1 percent last 
year.

After a weak 2017, the structural reforms imple-
mented in India, like the introduction of a nationwide 
Goods and Service Tax system, an inflation-targeting 
framework, the Insolvency and Bankruptcy Code, 
and steps to liberalise foreign investment and make 
it easier to do business, and helped to push growth 
upward in 2018. These structural reforms strengt-
hened both investment and private consumption. 
Furthermore, the increase in GDP growth from 
6.2 percent in 2017 to an expected 7.6 percent last 
year reflects a rebound from transitory shocks, like 
the cash reform and massive monsoon rains in some 
regions. Both headline and core inflation have risen 
to levels of 4 percent as a result of a narrowing out-
put gap and pass-through effects from higher energy 
prices and exchange rate depreciation.

GDP growth in the remaining East and Southeast 
Asian economies (Hong Kong, South Korea, Taiwan, 
Indonesia, Malaysia, Philippines, Singapore and Thai-
land) continued to register strong growth. The busi-
ness cycles in most of these countries, however, have 
surpassed their peaks and growth rates tended to 
decrease over the course of last year. In particular, the 
cooling down of the global economy, and especially 
China, is weighing on these countries.

1.2.4 Latin America and Russia

The economic situation in Latin America (Brazil, Mex-
ico, Argentina, Venezuela, Colombia, and Chile) has 
deteriorated during the course of 2018, partly as a 
result of the withdrawal of international financial 
investors. Brazil, Argentina and, above all, Venezuela 
were particularly affected due to country-specific 
problems. A nationwide truckers’ strike disrupted 

production in Brazil. This temporary set-back, how-
ever, did not stop the overall economic recovery. In 
Argentina, a strong drought slashed the harvests of 
soybeans and corn, which are major export goods. 
Doubts on the government’s ability to control the 
already high level of inflation triggered foreign inves-
tors to withdraw further from the country. The Argen-
tinian currency depreciated sharply and, as a result, 
inflation rose even further, despite interest hikes by 
the central bank. All this led to a sharp contraction of 
real economic activity as of spring 2018. To prevent 
a stronger currency and economic crisis, Argentina 
applied for an exceptional access Stand-By Arrange-
ment at the IMF. This was approved in June and implies 
access to 57 billion US dollars during three years. 
Driven by plummeting oil production, hyperinflation, 
and social instability, Venezuela’s economy continued 
to decline for the fifth consecutive year.

Mexico, Colombia and Chile were significantly 
less affected by tighter financial conditions. In Mexico, 
the picture even brightened as the uncertainties sur-
rounding US trade policy have been reduced by the 
signature of the trilateral USMCA free trade agree-
ment; and the country could continue to benefit 
from the buoyant US economy. Slumping commodity 
prices and the slowdown in the world economy pus-
hed growth in Colombia and Chile down a gear in 2018.

In Russia, GDP rose by 1.6 percent in 2018. Impro-
ving consumer demand, lower inflation and looser 
monetary policy together with improved oil prices, 
and the associated increase in export earnings, laid 
the foundation for this growth. Investments also acce-
lerated in the first half of the year. Since summer, infla-
tion has been picking up again, triggering two interest 
rate hikes by the Russian central bank to date. At the 
same time, growth rates have started to decline. 
Falling oil prices and a VAT increase by 2 percentage 
points in January are exerting downward pressure on 
the economy once again.

1.2.5 European Economy

Cyclical Situation

After five consecutive quarters of annualised GDP 
growth rates well above 2 percent, the European 
economy shifted down a gear at the beginning of 2018. 
Annualised growth rates stayed below 2 percent, but 
still around, and even above potential during the 
first half of 2018. The European economy suffered 
a further setback in the second half of the year (see 
Figure 1.10). The weak growth in the third quarter is 
mainly attributable to special effects in German auto-
mobile production. The new Worldwide Harmonized 
Light Vehicles Test Procedure (WLTP) has been in force 
in the European Union since September. As many vehi-
cle types had no certification as of the reporting date, 
inventories were drastically increased and production 
was even temporarily interrupted. 
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Although both private con- 
sumption and investment 
levelled off, both still conti-
nued to support overall growth 
(see Figure 1.11). Assessments 
of order backlogs and inco-
ming orders by firms, particu-
larly in the export sector, have 
deteriorated since the begin-
ning of the year. The ongoing 
discussion about the intro-
duction of tariffs on certain 
European export goods and 
about the EU’s future economic 
relation with the United King-
dom is likely to have weigh- 
ed on the mood of companies 
in the euro area and increased 
uncertainty. In addition to the 
aforementioned special effects 
in the German automotive sec-
tor, all this probably contri-
buted to a weaker increase in 
investments and a flattening 
of exports. The latter may also 
be due to the global slowdown. 
This particularly dampened 
foreign trade on balance. This 
means that the boom phase 
supported by exports, which 
the euro area was experiencing 
especially in 2017, has come to 
an end for the time being. 

The flattening of exports 
also implies that the demand 
for industrial goods has wea-
kened. This is not only sup-
ported by the strong expan-
sion of inventories since the 
beginning of the year, but a 
look at the production side of 
the system of national account 
reveals that the weakening 
of the European economy is 
indeed largely driven by the 
lowering of the growth contri-
bution of the industry sector 
(see Figure 1.12). From a busi-
ness cycle perspective this is 
not unusual: industry is the 
sector that delivers the most 
volatile contribution to overall 
growth and is generally con-
sidered to be the driver of the 
business cycle, both during 
up- and downturns.

As the economy weake-
ned, the decline in the unem-
ployment rate in the European 
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a The investment and imports data for the 2nd quarter of 2015 are corrected for a 22 billion euro purchase of 
intellectual property from abroad by a subsidiary of a large international company resident in the Netherlands 
(see Statistics Netherlands, 2018).
Source: Eurostat, last accessed on 3 February 2019.
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Union started to flatten out, reaching the lowest level 
registered this century at 6.7 percent in November 
2018. Although differences across member states are 
diminishing, but they are still large (see Figure 1.13). 
In Spain, 14.7 percent of the employment force was 
registered as unemployed in November, while the 
rates in Germany (3.3 percent) and the Netherlands 
(3.5 percent) were much lower. As one of the few 
exceptions, the unemployment rate in Italy started 
to rise again and reached 10.5 percent in November. 
Differences in unemployment rates are not only large, 
participation rates also vary substantially across 
member states. Although there has been a slight ten-
dency for participation rates to rise in recent years, 
the across-country variation has thereby hardly fallen. 
Italy remains a country with a relatively low participa-
tion rate; while the opposite is the case for Germany. 

During the first half of 2018 in particular, employ-
ment levels in the European Union as a whole increa-
sed substantially at an annualised growth rate of 
1.7 percent. In the euro area employment develop-

ments were very similar (1.6 
percent). Employment growth 
appears to have abated some-
what during the second half of 
the year, although the under-
lying trend still appears to be 
positive. 

During the upswing that 
Europe has been experiencing 
since 2014, the additional job 
positions were largely created 
in the business-oriented ser-
vices sector. The employment 
growth rate in this part of 
the economy has been about 
twice as high as the overall 
level. Whereas employment 
growth rates have all been 
around 6 percent for cons-

truction, wholesale trade, retail trade and gastro-
nomy as well as other consumer-oriented services, 
in net terms hardly any new positions have been 
created in the industry sector (see right hand side 
of Figure 1.14). Nevertheless, cumulative produc-
tion growth in industry has been strong during the 
same period. Growth in industry has been achieved 
through higher labour productivity (see lower part of 
Figure 1.14). On the other hand, labour productivity in 
the producer- and consumer-oriented services have 
basically stagnated for at least 10 years now. Given 
the increased weight of these sectors in the overall 
economy, the frequently discussed slower growth of 
productivity (‘secular stagnation debate’) can partly 
be explained this way, i.e. in the European case the 
question needs to be answered as to why these ser-
vice sectors have hardly reported any productivity 
gains since the Great Financial Crisis. Whether this is 
a measurement problem, or whether it is simply dif-
ficult to achieve (further) productivity gains in these 
sectors remains an open question. 
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Even though capacity utilisation has not in -
creas ed further during the year, it stands well-above 
normal. Supply-side bottlenecks continue to play a 
role in many industries. According to European Com-
mission surveys, manufacturing companies are still 
reporting production constraints due to a shortage of 
skilled labour and technical capacity. These produc-
tion constraints are particularly pronounced in Ger-
many, the Netherlands and France. 

Although unemployment is still worryingly high 
in some countries, the general shortage in the Euro-
pean labour market is increasingly reflected in wages. 
Unit labour costs started to grow more dynamically 
last year (see Figure 1.15 and Table 1.1). Inflation in 
the euro area has also increased, particularly during 
summer 2018. Between July and October it reached 
its highest level since 2012 with a rate of 2.2 percent. 
Energy prices were the decisive factor for the strong 
upswing and also explain the slight reduction at the 
end of the year. Core inflation in the euro area has 

been hovering slightly above 1 percent for some time 
now.

Developments in Selected Member States

The German economy is cooling down. Part of the 
weakness can be explained by supply-side difficul-
ties. In addition to the strike and sickness-related 
production stoppages in the first few months of 2018, 
the summer also saw serious problems for the German 
automotive industry. The certification of new cars in 
accordance with the new WLTP exhaust emission 
procedure, which was introduced in the European 
Union on 1 September 2018, is the main reason for the 
decline in overall economic production in the third 
quarter. However, the high overall economic capacity 
utilisation, which was accompanied by a pronounced 
shortage of manpower and delays in supply chains, 
also stood in the way of a more vigorous expansion 
of production, which could have been expected given 

the high order backlog in Ger-
man industry at the beginning 
of 2018. In addition, the over-
all picture of economic indi-
cators suggests that demand 
for German products has 
declined during the year. New 
orders in the manufacturing 
sector, both from Germany 
and abroad, fell throughout 
2018 and the export of indus-
trial products stagnated. Fall-
ing export expectations and a 
declining export climate indi-
cate that foreign demand for 
German goods has weakened 
significantly, especially com-
pared to the boom year 2017. 
However, there are no indi-
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cations to date that the trade conflict originating in 
the United States had a negative impact on German 
exports; as European sales markets were primarily 
responsible for the export weakness.

Although employment and labour income cont-
inued to expand strongly, private consumption wea-
kened, as indicated by declining retail sales and new 
vehicle registrations since the spring. On the other 
hand, corporate investment, which continued to 
grow despite problems in the German industry, pro-
ved fairly robust in 2018. Strong capacity constraints 
and favourable financing conditions appear to have 
contributed to this development, although growth 
rates in the first three quarters of 2018 were some-
what weaker than in 2017. Investments in residential 
construction also expanded strongly last year. High 
demand for residential space in conurbations, low 
interest rates and good income prospects boosted 
the construction sector. The high level of over-uti-
lisation of capacities evidently did not stand in the 
way of a continuous expansion of construction out-
put, although it did cause construction prices to rise 
sharply.

Last year, the economic development of the Uni-
ted Kingdom was characterised by both weather-re-
lated disruptions early in the year and, more import-
antly, uncertainty over Brexit. The unresolved 
situation has had a negative impact on the invest-
ment activity of companies. The willingness of firms 
to invest in an environment in which economic arran-
gements between the United Kingdom and the rest 
of the European Union remain unclear has deteriora-

ted markedly. Despite attempts to replenish stocks 
before the supply bottlenecks feared in the case of 
a hard Brexit, and the relatively weak value of the 
British pound, international trade has also lost con-
siderable momentum already. The core inflation rate 
declined during 2018: on the one hand, the pass-th-
rough effects of the pound depreciation in 2016 did 
fade. On the other hand, however, growth has been 
falling below potential (which itself has been reduced 
by the Brexit decision), resulting in weaker price 
pressure. Headline inflation did not fully follow this 
decline in core inflation because of energy prices, 
which continued to rise until October of last year. 
Headline inflation has edged down to 2.3 percent in 
2018, from 2.7 percent in 2017.

The economy of France lost momentum last year. 
In addition to weaker exports and investments, this 
was attributable to a noticeably slower growth in 
consumption. During the first part of the year, the 
latter was related to extensive labour disputes in the 
transport sector. Since November, the yellow vest 
(gilets jaunes) movement has not only challenged the 
ongoing structural reforms that were set in motion in 
2017, the associated unrests have also damaged retail 
trade sales. Although most economists would agree 
that the implemented reforms have the potential to 
reduce high structural unemployment and increase 
potential GDP growth, and the yellow vests movement 
was initially directed only against high fuel prices and 
the planned eco-tax on diesel, it increasingly turned 
into a protest against the government’s entire reform 
agenda. All in all, each of the major demand compo-

Table 1.1

Labour Costsa 

Compensation  
per employeeb

Real  
compensation

Labour 
productivity Unit labour costs Relative unit  

labour costsd Export performancee

1999–
2013

2014–
2018 2018 1999–

2013
2014–
2018 2018 1999–

2013
2014–
2018 2018 1999–

2013
2014–
2018 2018 1999–

2013
2014–
2018 2018 1999–

2013
2014–
2018 2018

Germany 1.3 2.6 2.9 0.4 0.9 0.7 0.6 0.8 0.3 0.8 2.1 3.0 – 1.2 1.2 3.3 0.5 0.1 – 0.9
France 2.4 1.4 2.2 1.0 0.7 0.4 0.7 0.7 0.7 1.6 0.7 1.6 – 0.1 – 0.3 1.5 – 1.4 – 0.2 0.0
Italy 1.8 0.7 1.7 – 0.1 – 0.2 – 0.7 – 0.3 0.1 0.2 2.3 1.1 1.8 0.5 0.3 2.4 – 2.8 – 0.4 – 3.0
Spain 2.4 0.7 1.4 0.2 0.1 – 0.3 0.6 0.5 0.4 2.1 0.5 1.5 0.4 – 0.3 1.7 – 0.6 0.2 – 1.4
Netherlands 2.5 1.2 1.6 0.7 0.2 – 1.1 0.7 0.9 0.2 1.8 0.4 1.7 0.1 – 0.6 1.7 – 0.2 0.3 – 0.4
Belgium 2.5 1.1 2.0 0.9 – 0.3 – 0.6 0.8 0.5 0.3 1.9 0.5 1.5 0.3 – 0.4 1.8 – 1.0 0.9 0.1
Austria 2.0 2.0 2.4 0.5 0.3 0.4 0.7 0.6 0.9 1.4 1.7 2.0 – 0.3 0.4 1.1 – 0.5 – 0.3 0.1
Finland 2.8 0.8 1.7 1.2 – 0.5 – 0.7 0.8 0.8 0.4 2.0 0.0 1.4 – 0.3 – 0.3 2.1 – 1.4 – 0.7 – 0.5
Greece 2.6 – 0.7 1.8 0.7 – 0.4 – 1.2 0.7 – 0.4 0.5 2.7 0.2 2.4 0.6 – 0.2 3.5 – 1.0 1.1 4.6
Ireland 3.3 1.7 2.8 1.6 0.3 1.5 2.0 6.7 2.7 1.6 – 4.3 0.0 0.2 – 5.5 0.4 1.8 9.3 2.2
Portugal 2.5 0.8 1.9 0.3 – 0.7 – 0.6 1.0 – 0.1 0.0 1.8 1.4 2.4 0.0 0.6 2.1 – 0.2 1.9 2.9
Slovakia 6.1 3.6 6.2 3.1 3.0 1.2 3.3 1.5 2.3 2.3 2.6 4.4 1.9 1.4 3.1 4.3 0.7 1.7
Slovenia 5.3 2.6 4.4 1.9 1.4 0.5 1.8 1.7 1.7 3.4 1.2 3.1 – 0.1 0.2 2.7 0.9 3.2 4.4
Estonia 5.2 5.1 – 4.9 2.7 1.6 3.6 1.8 2.4 4.7 4.0 4.8 2.1 3.8 5.1 1.1 – 0.1 0.9
United Kingdom 3.4 1.9 2.0 1.5 0.3 0.0 1.0 0.5 0.2 2.2 1.3 2.1 – 1.1 – 0.4 1.5 – 1.5 – 1.6 – 1.6
Sweden 3.4 2.7 4.1 1.9 0.7 0.5 1.3 1.1 0.9 2.2 1.8 3.3 0.4 – 2.4 – 3.4 – 0.7 0.5 0.1
Denmark 2.9 1.6 2.3 0.9 0.8 1.3 0.9 0.5 – 0.4 2.1 1.2 2.8 0.2 0.5 2.8 – 0.5 – 1.2 – 3.7
Poland 4.9 4.4 7.2 1.9 3.6 3.8 3.2 2.8 4.2 2.1 1.9 2.9 – 0.5 0.7 2.1 2.3 3.7 2.8
Czech Republic 4.5 4.7 7.8 2.8 3.1 2.9 2.3 2.3 1.6 2.0 2.8 6.7 2.4 2.0 8.9 3.4 1.9 0.7
Hungary 6.4 4.1 10.9 1.5 1.2 – 0.4 2.0 0.9 2.7 4.9 3.3 7.9 1.7 0.8 4.2 3.5 2.9 4.7
Switzerland 1.4 0.2 1.5 0.7 0.5 – 0.5 0.6 0.6 1.9 1.0 – 0.3 – 0.7 1.1 – 0.1 – 4.6 – 0.2 – 2.9 – 2.2
Norway 4.5 2.5 3.1 – 0.1 1.3 – 3.4 0.5 0.8 – 0.1 4.1 1.8 3.1 2.9 – 3.1 0.5 – 3.4 – 2.1 – 2.2
Iceland 6.1 6.9 4.5 1.3 4.1 4.7 1.6 1.7 1.5 4.9 4.4 1.5 – 1.4 8.8 – 3.8 0.7 2.4 – 0.2
United States 3.1 2.4 3.0 1.2 0.8 0.2 1.6 0.7 1.3 1.5 1.8 1.6 – 1.6 3.8 – 1.4 – 1.1 – 1.0 – 0.2
China 3.9 2.4 2.7 9.3 0.6 1.2
Japan – 0.7 0.8 0.8 0.4 0.0 0.9 0.9 0.0 – 1.0 – 1.2 1.0 2.0 – 2.5 – 0.6 1.1 – 2.8 0.4 – 2.3

a Growth rates for the total economy; b Compensation per employee in the private sector; c Compensation per employee in the private sector deflated by the GDP deflator; 
d Competitiveness: weighted relative unit labour costs; e Ratio between export volumes and export markets for total goods and services. A positive number indicates gains 
in market shares and a negative number indicates a loss in market shares. 

Source: OECD Economic Outlook No. 104, November 2018.
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nents underlying GDP weakened in 2018 compared 
with the previous year, which has resulted in a growth 
rate of 1.5 percent.

In Italy, economic growth also slowed in 2018. 
After 1.7 percent in 2017, the Italian economy is pro-
jected to have grown by only 0.8 percent in 2018. 
More specifically, the expansion of production was 
dampened by almost stagnating exports. Of the bro-
ader demand components, only investment provided 
a relatively strong impetus for overall growth. It was 
supported by tax incentives and slowly rising bank 
loans to non-financial corporations. The amount of 
non-performing loans on banks’ balance sheets has 
declined significantly over the past two years and the 
ratio of new non-performing loans to outstanding 
loans has declined. Italian systemic banks appear to 
be well capitalised, while some smaller banks are still 
struggling. Furthermore, the share of Italian govern-
ment bonds in banks’ total assets has risen from 9 to 
10 percent since the end of 2017, strengthening the 
link between the state of public finances and bank 
health. This is aggravated by the uncertain fiscal 
stance of the new government, which took office in 
June. If all new Italian government’s plans, announ-
ced after it came to power, were to be implemented, 
a heavy burden would be placed on the government 
budget. This has already led to a sharp increase in risk 
premiums on Italian government bond yields.

Whereas the four largest countries in the 
European Union saw their growth rates decline to 
1.5 percent or lower, all other EU member states apart 
from Denmark and Belgium kept growing at rates of 
2 percent or (well) above. This also holds for the for-
mer crisis countries, Spain, Ireland, Portugal, Greece, 
and Cyprus. In addition, Greece was finally able to 
pull itself out of its trough last year and appears to 
be on a weak, but stable recovery path. The improved 
labour market situation and structural reforms imple-
mented, aimed at increasing flexibility of product 
and labour markets, laid the foundation for relatively 
strong domestic demand in each of these economies. 
Furthermore, as interest rates 
have been low for several 
years now, governments’ inte-
rest payments on public debt 
declined, as old debt was con-
tinuously rolled over to newly 
issued bonds. Governments 
took advantage of the option 
of bringing an end to auste-
rity without incurring increa-
ses in public deficits. A more 
expansionary fiscal stance was 
another reason why growth 
remained relatively high. Inso-
far as growth weakened, this 
was largely due to a lowering 
of external, and particularly of 
European demand. 

The Central and Eastern European countries 
continued on their growth path last year, albeit at a 
slower pace, and registered growth rates of between 
3 percent and 5 percent in 2018. Whereas external 
demand was weakening, domestic demand remained 
robust almost everywhere. With the exception of Esto-
nia, unemployment rates in other central and eastern 
European countries kept declining last year, but at a 
slower pace than in 2017.

1.3 FISCAL AND MONETARY POLICY

1.3.1 Fiscal Policy

Fiscal policy was expansionary in the United States 
and China during the forecast period (see Box 1.1). 
The United States in particular provided a strong 
impulse with its tax reform at the beginning of last 
year. However, fiscal policy in China also became 
more expansionary as further measures were taken 
in the form of higher tax allowances and further tax 
deduction options in order to support those compa-
nies that were affected by the trade war in particular. 
As a result, the structural fiscal deficits in the world’s 
two largest economies will continue to deteriorate 
(see Figure 1.16).

In Japan, on the other hand, fiscal consolidation 
has gradually resumed. The deficit was reduced by 
over half a percentage point of GDP last year. Even 
although the Bank of Japan owned about half of the 
outstanding government bonds by the end of 2018, 
a public debt level of approximately 240 percent of 
GDP poses a serious risk. An expansive monetary 
policy is keeping money market rates and returns 
on long-term government bonds at zero, which is 
buying time. The next major step in the fiscal con-
solidation is the 2 percentage-point increase in the 
consumption tax scheduled for October this year. 
Together with other measures, a reduction of the 
deficit by about one percentage point of GDP is likely 
to be achieved this year. For the first time in over a 
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decade, this should lead to a slight reduction in the 
debt-to-GDP ratio.

In both the euro area and the United Kingdom, 
fiscal policy did not provide any expansionary impe-
tus last year. On average across all EU countries, the 
cyclically-adjusted primary fiscal balance remained 
at 0.8 percent of trend GDP (see Table 1.2). After a con-
solidation phase in the years 2011 to 2013, the cycli-
cally adjusted primary deficit has hardly changed in 
the European Union. Nevertheless, fiscal deficits have 
been reduced overall. This reduction can therefore 
largely be attributed to the economic upswing and 
lower interest payments resulting from refinancing 
maturing government bonds in the prevailing low 
interest rate environment. For the European Union, 
the latter have accounted for about one third of the 
reduction in budget deficits since 2013. 

This year, the fiscal policy stance in the euro area 
will become slightly looser. For most countries, struc-
tural deficits are likely to remain largely unchanged. 
However, fiscal policy will become substantially more 
expansionary in highly indebted Italy. Against a back-
ground of the expected normalisation of monetary 
policy and the associated increase in capital mar-
ket interest rates, Italy could therefore come under 
renewed pressure from the financial markets. Never-
theless, the populist Italian government is targeting 
a significant increase in the budget deficit in 2019, 
which triggered a budget dispute with the EU Com-
mission back in autumn 2018. The plans of the pre-
vious government, which were presented to the EU 
Commission in May 2018, aimed for a budget deficit 
of 0.8 percent. According to the compromise agree-
ment, this figure should now rise to 2.04 percent. In 

The year 2018 saw a worldwide trend towards tax relief for companies. In large economies outside the 
euro area in particular, corporate tax cuts were either implemented or at least planned. The most prominent 
example is the United States, where the Tax Cuts and Jobs Act, adopted in December 2017, not only lowers 
the federal profit tax rate, but also makes it possible to write off equipment investments immediately. The 
People’s Republic of China will follow a similar path. Chinese authorities have announced significant corpo-
rate tax cuts for 2019 in response to the trade dispute with the United States and the economic slowdown. 
In addition, the United Kingdom is likely to seize the opportunity to reinvent itself economically after Brexit. 
It is expected that changes in the tax law will be introduced to give companies in the United Kingdom a 
locational advantage.

The effects of such corporate tax reductions can be simulated using the ifo-DSGE model. A stylized 
scenario was used for the simulation, in which China, the United States and the United Kingdom perma-
nently reduce their corporate tax burden by one third. These three countries have a weight of 64 percent in 
the country block describing the world outside the euro area. The magnitude of the simulated reform roug-
hly corresponds to the Tax Cuts and Jobs Act, whose enactment reduced the effective average corporate tax 
rate from 37 percent to 23 percent (see Spengel et al., 2018). The model describes the impact on countries 
outside the euro area and spill-over effects on the euro area.

During the simulation, the usual assumptions of active monetary policy and passive fiscal policy are 
made. Thus, the central bank controls inflation and the government stabilises the national debt. The budget 
gap opened by the corporate tax cut will be closed by a combination of new debt and transfer cuts. In view 
of the fact that the players in this model behave according to Ricardian equivalence, the division between 
new indebtedness and transfer cuts is irrelevant. 

The simulated decline in taxation in China, the United States and the United Kingdom offers companies 
located in these countries the opportunity to charge their customers lower prices and thus gain internatio-
nal competitiveness. Therefore, realised inflation in countries outside the euro area in the first quarters after 
the tax reform is below the trend inflation rate. Lower prices immediately lead to an expansion of exports to 
the euro area; countries outside the euro area expand their exports by 1 percent compared with the baseline 
scenario. Price restraint is boosting domestic demand in China, the United States and the United Kingdom. 
To satisfy the higher demand, it is therefore necessary to increase production in those countries. The corpo-
rate tax reform will give them an increase in economic output of up to 3 percent compared to the baseline 
scenario without tax changes. Due to increased production, companies are demanding more labour and 
capital. Thanks to the good situation in the labour market, trade unions are able to negotiate better col-
lective wage agreements. The strong demand for capital is stimulating investment activity, which is over 
7 percent higher than the baseline scenario and is reflected in an increase in imports from the euro area. 

The simulated corporate tax cuts trigger negative spill-over effects on investments in the euro area, 
which are up to 4 percent lower than in the baseline scenario. Instead of investing in the euro area, invest-
ments are being made in the rest of the world. As a result, resources are shifting to more attractive invest-
ment locations.

Box 1.1 
The Impact of a Reduction in the Corporate Tax Burden in Non-Euro Area Countries
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fact, the deficit may well turn out to be significantly 
higher, as the agreement makes rather optimistic 
assumptions about GDP growth in 2019; Albeit to a 
lesser extent, French and German fiscal policy is also 
likely to be expansionary this year. Whereas in France 
in particular the revenue side is to be stimulated by 
the gradual introduction of tax reliefs, the reduction 
in the contribution to unemployment insurance will 
have an expansionary effect in Germany. 

1.3.2 Monetary Conditions and Financial Markets

Monetary Conditions

Monetary policy remains ex- 
pansionary worldwide. How-
ever, the differences in the 
degree of expansion, espe-
cially between the United 
States and the rest of the 
world, are becoming ever 
greater. The US Federal Re-
serve is continuing to reduce 
its expansionary measures 
in view of the fiscal impulses 
and the inflation trend; the 
Federal Funds Target Rate 
is at 2.5 percent (see Figure 
1.17). On the other hand, the 
central banks in the euro area 

and in Japan kept interest rates at zero or slightly 
negative levels. The Bank of England raised its key 
interest rate last summer, but it is still at a low level 
of 0.75 percent. By contrast, the policy of China’s 
central bank became more expansionary. Despite 
its pledges to pursue a neutral monetary policy, it 
has lowered minimum reserve rates for commercial 
banks to support smaller private companies experi-
encing financing difficulties.

While the European Central Bank (ECB) stopped its 
monthly net purchases of bonds by the end of last year, 

Table 1.2

Public Finances 

Gross debta Fiscal balancea Primary fiscal balancea Cyclically– adjusted  
primary fiscal balancea

2009–  
2012

2013–
2017 2018 2009–

2012
2013–
2017 2018 2009–

2012
2013–
2017 2018 2009–

2012
2013–
2017 2018

Germany 78.0 70.9 60.1 – 2.1 0.6 1.6 0.4 2.1 2.5 1.1 2.2 2.2
France 86.7 96.1 98.7 – 6.0 – 3.6 – 2.6 – 3.5 – 1.5 – 0.8 – 2.9 – 1.0 – 0.8
Italy 117.0 131.0 131.1 – 4.0 – 2.7 – 1.9 0.6 1.6 1.7 1.0 2.6 1.7
Spain 67.0 98.4 96.9 – 10.1 – 5.2 – 2.7 – 7.9 – 2.1 – 0.3 – 7.6 – 0.4 – 0.7
Netherlands 61.0 63.8 53.2 – 4.7 – 1.2 1.1 – 2.8 0.1 1.9 – 2.5 1.3 1.5
Belgium 101.5 105.8 101.4 – 4.5 – 2.4 – 1.0 – 0.8 0.6 1.4 – 0.6 1.0 1.4
Austria 81.7 82.3 74.5 – 3.6 – 1.6 – 0.3 – 0.7 0.6 1.3 – 0.4 1.4 1.0
Finland 47.8 60.9 59.8 – 2.1 – 2.2 – 0.8 – 0.7 – 1.1 0.1 – 0.2 0.4 0.0
Greece 151.2 177.4 182.5 – 11.4 – 4.2 0.6 – 5.6 – 0.7 3.9 – 5.8 1.9 4.5
Portugal 104.4 128.5 121.5 – 8.5 – 4.3 – 0.7 – 4.7 0.2 2.7 – 4.7 1.5 2.3
Ireland 94.6 88.5 63.9 – 16.7 – 2.5 – 0.1 – 13.6 0.5 1.5 – 9.8 1.3 – 2.0
Slovakia 43.3 52.6 48.8 – 6.0 – 2.2 – 0.6 – 4.5 – 0.5 0.7 – 4.6 0.2 0.9
Slovenia 43.4 77.2 70.2 – 5.5 – 5.0 0.5 – 3.8 – 2.1 2.4 – 3.3 – 0.3 1.7
Luxembourg 19.1 22.5 21.4 – 0.1 1.3 1.3 0.3 1.7 1.7 1.5 1.9 1.5
Lithuania 35.3 40.2 34.8 – 7.0 – 0.5 0.6 – 5.3 0.9 1.5 – 3.2 1.3 1.1
Latvia 41.6 39.4 37.1 – 5.8 – 0.9 – 0.8 – 4.2 0.3 – 0.1 – 1.7 1.2 – 0.6
Cyprus 64.3 104.1 105.0 – 5.3 – 2.7 2.8 – 3.0 0.4 5.5 – 4.5 3.1 5.5
Estonia 7.3 9.7 8.0 – 0.3 0.0 0.5 – 0.1 0.1 0.6 2.8 0.7 – 0.2
Malta 68.2 59.6 47.9 – 2.9 – 0.1 1.3 0.2 2.2 2.9 2.0 2.4 1.5
Euro area 85.7 92.0 86.9 – 5.1 – 2.0 – 0.6 – 2.2 0.3 1.2 – 1.7 1.1 0.9
United Kingdom 76.0 87.1 86.0 – 8.7 – 3.9 – 1.3 – 6.1 – 1.4 1.1 – 4.5 – 1.4 0.7
Sweden 39.0 42.7 37.8 – 0.5 0.0 1.1 0.6 0.5 1.3 1.7 0.9 0.8
Denmark 43.4 40.4 33.3 – 2.8 – 0.2 0.2 – 0.9 1.3 1.2 0.4 1.7 1.0
Poland 52.6 52.4 49.2 – 5.8 – 2.8 – 0.9 – 3.3 – 0.9 0.6 – 3.9 – 0.2 0.2
Czech Republic 38.8 39.7 33.2 – 4.1 – 0.3 1.4 – 2.8 0.7 2.1 – 2.6 1.7 1.8
Romania 30.8 37.4 35.1 – 6.3 – 2.0 – 3.3 – 4.7 – 0.4 – 1.9 – 4.1 0.3 – 2.4
Hungary 79.2 75.9 72.9 – 4.2 – 2.2 – 2.4 0.1 1.4 0.1 1.8 2.4 – 0.5
Croatia 59.7 81.1 73.5 – 6.3 – 2.8 0.2 – 3.7 0.4 2.7 – 3.1 2.0 2.5
Bulgaria 15.2 25.1 23.3 – 2.4 – 1.2 0.8 – 1.6 – 0.4 1.5 – 2.0 0.4 1.6
European Union 79.9 85.9 81.4 – 5.5 – 2.2 – 0.7 – 2.7 0.1 1.2 – 2.0 0.7 0.8
United States 96.4 105.3 106.1 – 10.1 – 3.7 – 4.7 – 8.5 – 2.2 – 2.9
China 34.0 41.8 50.1 – 0.6 – 2.4 – 4.1 – 0.2 – 1.8 – 3.1
Japan 215.0 234.6 238.2 – 9.4 – 5.1 – 3.7 – 8.4 – 4.4 – 3.3
Switzerland 43.3 42.5 40.2 0.5 0.2 0.6 0.9 0.4 0.8
a As a percentage of gross domestic product. For the European countries, definitions according to the Maastricht Treaty. For the United States, China, Japan and 
Switzerland, definitions are according to the IMF.

Source: European Commission, Autumn 2018; IMF World Economic Outlook, October 2018.
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the Bank of Japan continues to 
control the yield curve through 
bond purchases. In July 2018, 
the Bank of Japan modified 
its yield curve control policy 
to allow wider deviations from 
the benchmark 10-year yield 
around an unchanged target of 
around zero percent. The Bank 
of Japan also introduced for-
ward guidance on maintaining 
ultra-low policy rates for an 
extended period of time.

During the forecast 
period, the ECB should gradu-
ally tighten its monetary policy 
somewhat. Thanks to the per-
sistently low core inflation 
rate, the ECB sees no reason to 
quickly raise interest rates in the near future. Howe-
ver, a normalisation of the monetary policy provides 
the ECB with greater room for manoeuvre in the event 
of a renewed crisis. Since March 2016 it has left the 
main refinancing rate unchanged at 0.0 percent, the 
marginal lending facility at 0.25 percent and the depo-
sit rate at – 0.4 percent. While the ECB is expected to 
raise the deposit rate by 15 basis points in the second 
half of 2019 to restore the symmetry of the interest 
band, an increase of 25 basis points is expected for the 
main refinancing rate at the turn of the year. 

The ECB made its last net purchases under the 
expanded Asset Purchase Program (APP) in Decem-
ber 2018. By the end of last year, the ECB was holding 
securities under the APP worth about 2,570 billion 
euros. The reinvestment of funds from maturing secu-
rities will continue for an indefinite period. This will 
keep the balance sheet size of the ECB at more or less 
its current level (see Figure 1.18). The US Fed, on the 
other hand, will allow 50 billion US dollars to run off its 
balance sheet each month. 

One justification for the APP at the end of 2014 
was the threat of inflation expectations in the medium 
term becoming less anchored to the ECB’s target value 
of below but close to 2 percent. This would have mas-
sively undermined the credibility of the central bank 
and fundamentally questioned its policy. In fact, 
average medium-term expectations for euro area 
inflation, as measured by the Survey of Professional 
Forecasters, fell slightly to 1.8 percent in 2014, after 
fluctuating between 1.9 percent and 2.0 percent in 
previous years. More importantly, the distribution 
of inflation expectations as measured by the Survey 
of Professional Forecasters had shifted compared to 
the pre-crisis period, meaning that an ever-rising pro-
portion of respondents considered inflation rates of 
between 1.0 percent and 1.4 percent, i.e. well below 
2.0 percent, in the medium term – and thus a de-an-
choring – to be probable (see Figure 1.19, red line). 
Over the last two years, however, the distribution of 
inflation expectations, especially for the range bet-
ween 1.0 percent and 1.4 percent, has shifted once 

again significantly in the direc-
tion of the pre-crisis distribu-
tion (see Figure 1.19, blue line). 
Although expectations ran-
ging between 1.5 percent and 
1.9 percent are still cited less 
frequently than the 1999–2007 
average, the current distribu-
tion is much more symmetri-
cal, as an overshooting of the 
inflation target is considered 
less likely than in the pre-cri-
sis period. In addition, the 
mean value of five-year infla-
tion expectations returned to 
1.9 percent as of the end of 
2017. From these figures it can 
be concluded that the experts 
surveyed consider the ECB’s 
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inflation target of just under 
2 percent to be achievable in 
the medium term, and that the 
probability of deflation has 
significantly decreased. 

Although the monthly APP 
purchase volume did substan-
tially decline from 60 billion 
euros at the end of 2017 to 30 
billion by the end of Septem-
ber 2018 and was just 15 billion 
euros during the last months of 
2018, the pace at which credit 
growth has accelerated since 
2015 has hardly changed. It is 
still considered slow given the 
historically low interest rates 
and enormous liquidity injec-
ted by the ECB into the sys-
tem. Average interest rates for new corporate and real 
estate loans remained stable. Overall, financing con-
ditions in the euro area remain very favourable. In the 
SAFE (Survey on the Access to Finance of Enterprises) 
survey conducted in autumn 2018, small and medi-
um-sized enterprises stated that their access to debt 
financing had further improved. This assessment is 
consistent with the latest Bank Lending Survey. Accor-
dingly, the lending standards for corporate loans were 
relaxed again in the third quarter, after a slight dete-
rioration in the previous quarter; those for real estate 
loans remained largely unchanged in the third quar-
ter of 2018. Mortgage lending has been growing stea-
dily for years, rising by 1.9 percent in 2018. Growth in 
consumer credit has been positive since 2015 and hit 
2.3 percent in 2018. Since 2016, loans to the corporate 
sector have also been increasing, reaching a rate of 
1.8 percent last year (see Figure 1.20). By comparison, 
while M1 increased by almost 7 percent, M3 grew by 
around 3.7 percent last year. 

The increasing differences in monetary policy 
stance has led to a divergence 
between long-term interest 
rates in the United States and 
the rest of the world accompa-
nied by a significant effective 
appreciation of the US dollar 
(see Figure 1.21). As a result, 
the euro depreciated vis-à-vis 
the US dollar again in 2018. 
From a purchasing power 
parity perspective, the euro 
has now been undervalued for 
four years in a row (see Figure 
1.22). Nevertheless, the real 
effective external value of the 
euro, but also that of the Bri-
tish pound and Japanese yen, 
remained almost unchanged 
last year as a number of emer-

ging market currencies depreciated. The normalisa-
tion of monetary policy in the United States made 
emerging markets less attractive for investments, lea-
ding to a decline in capital inflows to emerging mar-
kets. Over the summer months, Turkey and Argentina 
in particular became the focus of financial markets 
due to their high current account deficits and high 
foreign debt levels, resulting in a sharp depreciation 
in their currencies. In the meantime, the Turkish lira 
has recovered somewhat and the devaluation of the 
Argentine peso has halted for the time being, probably 
partly because the central banks of these countries 
intervened with strong interest rate hikes and sales of 
foreign exchange reserves. In the case of Argentina, 
the exceptional Stand-By Arrangement of the IMF was 
also helpful. 

Whereas in the United States long-term govern-
ment bond yields tended to rise particularly at the 
beginning of 2018, the opposite was the case for 
China. Triggered by the stronger than expected  
weakening of its economy, Chinese government  
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bond yields continued to decrease throughout the 
year, losing a total of almost 100 basis points. In 
Japan, the United Kingdom and the euro area, long-

term government bond yields 
largely moved laterally during 
2018 (see Figure 1.23). 

With the exception of Italy, 
government bond yields within 
the euro area hardly changed 
during 2018 either (see Figure 
1.24). The election of a new Ita-
lian government that is aiming 
for a significant increase in its 
budget deficit led to a strong 
increase in risk premiums on 
Italian government bonds in 
May last year (see Box 1.2). 
The decline in risk premiums 
on Greek, Portuguese and 
Spanish govern ment bonds 
ground to a halt last year. The 
economic situation in these 
former crisis countries has cle-
arly improved in recent years. 
However, the increased risk 
of contagion triggered by the 
Italian government is imme-
diately noticeable. Unlike the 
yields of Greece, Portugal 
and Spain, nearly all other 
euro area country yields have 
slightly moved away from the 
synthetic euro area average. 

Monetary policy has only 
become significantly less 
accommodative in the United 
States, which could possibly 
have led to corrections in 
its equity markets. The loss 
of the Dow Jones Industrial 
Average in 2018 of 5.6 per-
cent was relatively small com-
pared to market declines in 
all other major regions, and 
particularly those in the euro 
area and China. Whereas these 
other markets hardly saw any 
uplift during the year, those 
of the United States experi-
enced a bit of a roller coaster 
ride last year. After increasing 
by 5.6 percent between Janu-
ary and April, the Dow Jones 
increased by almost 8 per cent 
until September, only to drop 
by over 9 percent by the end 
of the year. From a euro area 
perspective, the appreciating 
dollar cushioned the fall and 

boosted the rise somewhat (see Figure 1.25). Mea-
sured in euros, the overall decline of the Dow Jones 
Industrial Average turned out to be only 0.6 percent 
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during 2018. The disappointing economic data for the 
euro area in particular and China, but also the Uni-
ted Kingdom, led to overall stock market losses of 
the Euro STOXX 50, Shanghai SE Composite and FTSE 
100 of respectively 14.3 percent, 24.6 percent and 
12.5 percent during the year. The decline in Japan set 
in somewhat later, but nevertheless resulted in an 
overall loss of 12.1 percent for the Nikkei 225.1 

Many of the stock market indices within the euro 
area are still well below the levels reached before 
1 In euros, these declines were, respectively 14.3 percent, 25.0 per-
cent, 13.6 percent and 4.2 percent, respectively.

the start of the financial crisis. By the end of 2015, 
the Athex (Greece) had almost returned to its low  
reached in June 2012, roughly 90 percent below the 
average value seen in 2007 and about 30 percent 
below its value at the end of 2014 (see Figure 1.26). 
Whereas the Greek Athex saw the strongest decline 
last year of 23.6 percent, all others also registered 
double-digit losses, ranging between 11 percent 
for the CAC 40 (France) to 22.1 percent for the ISEQ 
(Ireland).

The budget plans of the populist Italian government formed in May 2018 and the associated dispute with 
the EU Commission have led to a significant increase in risk premiums for Italian debt instruments. While 
the yield gap to German government bonds with a residual maturity of ten years was relatively stable at 
an average of 1.3 percentage points between January and April 2018, it rose sharply on 18 May 2018, when 
the coalition agreement of the current Italian government was signed, and reached its temporary high of 
3.3 percentage points on 20 November 2018. Since then, risk premiums have fallen again, as the Italian gov-
ernment has signalled its willingness to make changes to the draft budget. The premiums of credit default 
swaps (CDS), which are traded over-the-counter and serve as a measure of the probability of default of a 
specific debtor within a specified period, show a very similar trend. For the five-year protection against 
insolvency of the Italian federal state, they rose from an average of 52 basis points in the first four months 
of 2018 to 136 basis points on 20 November 2018.

The main creditors of the Italian state are Italian commercial banks. By mid-2018 they held about 18% 
(353 billion euro) of the outstanding government bonds. As the rise in yields forced creditors to book losses 
on the Italian state’s securities, which reduced the banks’ equity and thus increased their probability of 
default, risk premiums for loans to Italian banks increased at the same time as risk premiums for the Italian 
state rose. Since the beginning of the year, the average premium required by investors to insure loans to Ita-
lian banks for a term of five years has quadrupled. However, foreign commercial banks also hold a significant 
proportion of Italy’s public debt. In mid-2018, the claims of French and Spanish commercial banks on the 
Italian state amounted to 55 billion euro and 41 billion euro respectively. Since May 2018, their risk premiums 
have almost doubled as a result of the price losses of Italian government bonds. 

An escalation of the budget dispute thus not only endangers the stability of the Italian banking system, 
which is already weakened by its above-average share of loans at risk of default at the total loan volume. 
It may also be transferred to the banking systems of other countries, which hold claims against the Italian 
state or against Italian banks. If banks get into financial difficulties, there is a danger that the risks asso-
ciated with a bank rescue are transferred to the state in which the banks are located. During the global 
financial crisis and the euro crisis, it was precisely this vicious circle that led to a worsening of the European 
sovereign debt crisis. The banking union, which effectively started with the ECB’s takeover of the Single 
Supervisory Mechanism (SSM) in November 2014, was supposed to sever the risk association between states 
and commercial banks. In particular, the losses arising from the liquidation of a distressed bank should, in 
future, be borne primarily by the shareholders and creditors of a bank and no longer by the state, and thus 
by taxpayers. From the significantly lower correlation between the CDS premiums of banks and government 
within countries immediately after the SSM came into force, it can also be concluded that this project initially 
appeared credible. 

However, the increasing synchronisation indicates that this credibility has been gambled away. The 
liquidation of the two Italian banks Veneto Banca and Banca Popolare di Vicenza in June 2017, for whose 
liquidation the Italian state provided aid in the form of guarantees (12 billion euro) and capital injections 
(5 billion euro) (European Commission, 2017), probably contributed significantly to this development. 
Although these measures did not conflict with the rules of the Banking Union – the European Banking 
Supervision delegated responsibility for settlement to national Italian supervisory institutions due to the 
non-systemically relevant size of the two banks – the measures still contradicted the spirit of the rules. The 
case shows once again that the rules drawn up by the European Union to achieve a more stable monetary 
union offer sufficient loopholes.

Box 1.2 
On the Risk of the Euro Crisis Flaring up Again
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1.4 MACROECONOMIC OUTLOOK2

1.4.1 Assumptions, Risks and Uncertainties 

At the beginning of December, the United States and 
China agreed to temporarily suspend further tariff 
increases for three months. Negotiations are now 
ongoing to reach a comprehensive agreement on 
intellectual property, non-tariff measures and cyber 
theft, among other things by early March. This forecast 
is based on the assumption that the status quo in the 
US trade disputes with China and the European Union 
will not change. Furthermore, the present forecast is 
based on the assumption that the settled budget dis-
pute between Italy and the European Union will not 
revive and lead to further economic distortions. In 
addition, the forecast assumes that there will be no 
“hard Brexit”. If inflation in the United States were to 
rise more sharply than currently expected in view of 
2 The forecasts presented are updates of ifo (2018) and Abberger et 
al. (2018).

increasing labour market ten-
sions, the US Federal Reserve 
would raise interest rates 
faster than currently expected. 
This forecast assumes that the 
resulting turbulence in the 
emerging markets will remain 
locally limited.

The forecast is based on 
the assumption that the price 
of a barrel of Brent crude oil 
will be on average 56 US dollar 
in 2019. It is also assumed that 
the euro will cost on average 
1.14 US dollar this year.

The global economy is cur-
rently exposed to considerable 
economic risks. The United 
States has imposed tariffs on a 
large number of imports, follo-
wed by countermeasures from 
China and the European Union. 
The present forecast assumes 
that the measures will not be 
extended. However, there is 
a risk that the trade conflict 
will intensify and further trade 
barriers will be introduced. In 
the event of an escalation, the 
global exchange of goods and 
overall economic production 
are likely to suffer a consider-
able setback. 

As a result of the trade 
dispute, higher import prices 
could also lead to a faster 
rise in inflation rates. Central 
banks may be forced to adopt 

a more restrictive stance at a time when macro-
economic activity is weakening. Should the central 
banks in the advanced economies have to take more 
restrictive measures than currently expected, capi-
tal outflows from the emerging markets could again 
occur with a corresponding devaluation of their exch-
ange rates. Since many of these countries hold a por-
tion of their debt in US dollars, interest payments and 
thus the indebtedness of the public and private sec-
tors would rise significantly, weakening overall eco-
nomic activity (see Joint Economic Forecast, 2018, 
and Council of Economic Experts, 2018). Some of 
these countries are already heavily indebted, making 
defaults and financial market turbulence more likely. 
The recent events in Argentina and Turkey are a warn-
ing example. 

The risks to the economic outlook in Europe cont-
inue to outstrip the opportunities. These risks include 
a ‘hard Brexit’, the still subliminal budget dispute 
between Italy and the European Commission, and 
risks related to the global trade dispute and the afo-
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rementioned vulnerability of 
the emerging markets. Never-
theless, there is a possibility 
that future economic develop-
ments are better than projec-
ted in this forecast. One reason 
for this could be, for example, 
the economically stimulating 
effect of the recent sharp drop 
in oil prices.

Initially, the vote on the 
Brexit agreement scheduled 
for 11 December in the House 
of Commons seemed to secure 
the United Kingdom’s reten-
tion in the EU Customs Union 
until 2020. With the clear rejec-
tion of the prime minister’s 
Brexit deal in mid-January, 
the likelihood of a ‘hard Bre-
xit’ and possible distortions 
in trade between the United 
Kingdom and the European 
Union have increased signi-
ficantly again, leading to a 
substantial further increase 
in uncertainty. The present 
forecast assumes that the 
United Kingdom will leave the 
European Union on 29 March 
2019 in an orderly fashion 
and that there will be no res-
trictions on the cross-border 
movement of goods. If, on the 
other hand, the United King-
dom were to leave the European Union in a disorderly 
manner, the reintroduction of border controls and 
customs duties would have serious consequences for 
the British economy, and thus also for the rest of the 
European Union. International production and sup-
ply chains would be affected, leading to short-term 
distortions and a slump in industrial production in 
Europe that would be difficult to quantify.

Another risk is reflected in the high risk premiums 
on Italian government bonds that investors have been 
demanding since the new Italian government took 
office in May. This has made the Italian financial sec-
tor, which had become more resilient until recently, 
more vulnerable again. If the budget dispute between 
Italy and the European Commission were to flame up 
again and the risk premiums do not recede, the sol-
vency of the highly indebted Italian government could 
be called into question. Since Italian government 
bonds are held not only by Italian banks, but also by 
banks outside Italy, and Italian banks are interlinked 
with other European financial institutions, a further 
fall in the price of Italian securities could also affect 
financial institutions in other euro area member sta-
tes (see Box 1.2).

1.4.2 Global Economy

This winter, the global economy is likely to have lost 
further momentum, which is indicated by the major-
ity of global sentiment indicators. Due to pessimistic 
expectations, the ifo World Economic Climate deteri-
orated for the fourth time in a row in the first quarter 
of 2019 (see Figure 1.27). With the exception of Africa, 
the economic expectations of experts have deterio-
rated across all continents (see Figure 1.28). In par-
ticular, the outlook in Europe, Asia and the Americas 
has turned more pessimistic. 

The recovery and upswing in recent years has 
already lasted for a decade. Given the duration of 
previous cycles, it may simply be time for a recession. 
When measuring the business cycle from trough to 
trough, the current upturn in the world’s advanced 
economies started in 2009 and is already lasting 
much longer than the previous three (see upper panel 
of Figure 1.29), which only lasted four to seven years. 
However, the previous downturn, i.e. the Great Finan-
cial Crisis, was exceptionally strong, causing an unu-
sually large negative output gap. In addition, the Euro 
Area Sovereign Debt Crisis that followed soon after the 
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Great Financial Crisis made the output gap in Europe 
even more negative. When measuring a cycle starting 
from the situation in which output is more or less at 
potential, it is less obvious that the next recession 
has been long due (see lower panel of Figure 1.29). 
Output did not return to more or less potential until 
2017 and, measured as such, we have just entered 

the second year of this cycle. 
Nevertheless, this comparison 
does suggest that a slowdown 
at this stage would not be 
exceptional.

In the further course of the 
year, world output is expected 
to increase at lower rates than 
in previous quarters. While 
growth is initially expected to 
be slightly above potential, it 
will gradually fall below this 
level. The slowdown in the 
global economic upswing can 
be partly explained by the fact 
that, in a number of advanced 
economies, production capa-
cities are over-utilised and 
there is a shortage of suit-

able labour. Despite expansionary monetary policy 
overall, political and economic uncertainty are still 
curbing investment. Furthermore, the gradually 
more restrictive monetary policy in the United Sta-
tes is likely to lead to a significant deterioration in 
financing conditions, particularly in Latin America, 
thus slowing economic expansion. In addition, posi-

tive impulses from the US tax 
reform will slowly fade out, 
meaning that investment 
and consumer spending in 
the United States will proba-
bly increase less dynamically 
than before. This should also 
dampen US demand for for-
eign goods and services. The 
economy in the euro area is 
likely to lose considerable 
momentum due to weakening 
activity in the manufacturing 
sector and, as a result, wea-
ker investment and export 
dynamics. The Chinese eco-
nomy is expected to expand 
at declining but, from a Euro-
pean perspective, still strong 
rates this year. Monetary 
impulses from lower banking 
reserve requirements and 
fiscal impulses from, e.g., tax 
reductions are offset by the 
dampening effects of tighter 
financial regulations, and by 
a general burden on economic 
activity stemming from the 
very high indebtedness of the 
corporate sector. The trade 
restrictions that have already 
been introduced are unlikely 
to have much of a dampening 
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effect on the global economy 
themselves, as their scope 
has been limited to date. 
However, uncertainty over 
the introduction of further 
tariffs is likely to weigh on 
global economic activity. In 
addition, and despite antici-
patory demand effects, the 
UK economy continues to be 
weighed down by uncertainty 
over exit arrangements from 
the European Union. Overall, 
world GDP is expected to grow 
by 3.0 percent in 2019. 

Whereas the drop in crude 
oil prices in recent months will 
reduce price pressure, hig-
her wage inflation caused by 
highly utilised capacities, will do the opposite. For 
the advanced countries, this will result in a headline 
inflation rate similar to that of last year. In the emer-
ging markets inflation, on the other hand, is likely to 
continue to rise this year. The depreciation of emer-
ging market currencies in recent months will also put 
upward pressure on (imported) prices. As regards 
China, the decision by central bank to lower the mini-
mum reserve requirements for commercial banks and 
continued expansionary fiscal policy are likely to put 
upward pressure on prices while continued economic 
softening will have the opposite effect. 

World trade will slow down further his year. This 
is indicated by the steady decline in world trade 
expectations in the ifo World Economic Survey and 
the subdued RWI/ISL Container Throughput Index. 
Overall, international trade increased by 3.5 percent 
last year in real terms and will do so by 3.0 percent 
this year.

Among the major regions, only the growth con-
tribution coming from Latin America and Russia 

is expected to increase compared to last year (see 
Figure 1.30). Most world regions will see declining 
growth rates, albeit starting from quite different 
levels. The strongest impulse will continue to come 
from Asia. Its contribution will again be larger than the 
combined contribution of North America and Europe 
together. The US economy will continue to grow more 
strongly than that of the euro area, and particularly 
than the Japanese economy (see Figure 1.31). 

1.4.3 United States

This year, the strong momentum seen in the US econ-
omy in 2018 will normalise as the effects of the fis-
cal impulses abate, while private consumption will 
continue to benefit from the good labour market 
situation and real wage increases at the same time. 
Although the US economy will not be able to build on 
last year’s strong expansion, it should still expand at 
rates above potential growth this year. Despite rising 
prices, private consumption will develop robustly due 

to strong growth in disposable 
income and high consumer 
confidence. A lengthy partial 
shutdown of the federal gov-
ernment at the beginning of 
this year will have a negative 
impact on public consumption 
expenditure. Overall capacity 
utilisation is already very high 
and the degree of monetary 
expansion is likely to be fur-
ther reduced in view of rising 
wages and prices. Together 
with uncertainty over the 
future shape of cross-border 
value chains due to trade dis-
tortions, this will have a damp-
ening effect on investment. 
Foreign trade is likely to lose 
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momentum. GDP growth of 2.6 percent is expected 
for this year. 

Last year’s change in consumer prices amoun-
ted to 2.4 percent. With core inflation picking up 
slightly, but the contribution from energy prices aba-
ting, this year’s inflation rate is expected to end up 
being 2.1 percent. After four rate hikes in 2018, the US 
Federal Reserve will proceed more cautiously in order 
not to stifle the economy. It will, however, continue 
along the path of a gradual normalisation of monetary 
policy, and raise its Federal Funds rate target range 
twice this year to achieve a federal funds target rate of 
3 percent by the end of 2019. The US Federal Reserve 
has communicated that it will allow 50 billion US dol-
lars each month to run off the balance sheet, which 
is largely a portfolio of bonds that the central bank 
purchased to stimulate the economy during and after 
the financial crisis. This, however, might turn out to 
be an upper limit in case of a further weakening of the 
economy and disruptions in financial markets.

1.4.4 Asia

While market sentiment in China has weakened in 
recent months, consumer confidence is still at histor-
ically high levels. Like the markets, China’s govern-
ment also appears to fear a slowdown in economic 
activity and has taken expansionary fiscal measures 
and loosened monetary policy. China’s leaders are, 
as in the past, likely to continue to strive to maintain 
economic momentum through state intervention. 
The aim of reducing the minimum reserve ratios is 
to provide financial institutions with more funds so 
that claims against non-performing debtors can be 
converted into participations and the very high level 
of indebtedness of companies can be reduced in an 
orderly fashion. Nevertheless, high debt levels remain 
a risk for the economy and further delays in reducing 
imbalances in the Chinese economy are increasing the 
risk of a sudden economic collapse. Even although the 
risk of a sharp downturn has increased, signs of a soft 
landing still prevail. In this environment, the expan-
sion of the Chinese economy is likely to slow gradu-
ally over the forecast period, falling from 6.6 percent 
last year to 6.1 percent this year. Inflation is forecast 
to pick up to 2.4 percent this year, after 2.1 percent in 
2018.

In Japan, foreign trade impulses will continue 
to decline this year, especially since the economy of 
important trading partners will weaken. On the other 
hand, preparations for the 2020 Olympic Games in 
Tokyo will increase public investment. The private 
domestic economy is likely to expand at a similar 
pace as last year. Overall, the pace of expansion can 
be expected to slow slightly. After expected GDP 
growth of 0.8 percent last year, the expansion rate is 
forecast to be 0.7 percent this year. The Bank of Japan 
has lowered its inflation forecast for the period up to 
2020 and is likely to maintain its expansive mone-

tary policy course. A long-delayed increase by two 
percentage points in Japan’s consumption tax will 
take effect in October 2019. After the previous hike in 
April 2014, this measure is supposed to be the next act 
in initiating fiscal consolidation in the years ahead, 
which in light of a public debt of almost 240 per- 
cent of GDP, is desperately needed. This will have a 
temporary, but clear impact on inflation dynamics. 
Inflation is likely to rise to 1.2 percent after 1.0 percent 
in 2018.

India’s medium-term growth prospects remain 
strong. Benefiting from fiscal impulses in face of the 
national parliamentary elections in spring 2019 and 
from ongoing structural reform, the domestic eco-
nomy continues to perform well. India will neverthe-
less also feel the impact of the global economic slow-
down. For 2019, an overall growth rate of 7.3 percent is 
expected. Inflation, on the other hand, is expected to 
pick up to 5 percent this year. The higher inflation rate 
is a result of a narrowing output gap, pass-through 
effects from higher energy prices and the exchange 
rate depreciation witnessed last year.

For the remaining East and Southeast Asian 
region (South Korea, Indonesia, Taiwan, Thailand, 
Hong Kong, Malaysia, Singapore and the Philippi-
nes) growth dynamics will continue to slow down 
somewhat. In particular, the slowdown of growth in 
China will have a dampening effect on the entire Asian 
region. 

General elections will be held in Indonesia in 
April. For the first time in Indonesian history, the 
president, the vice president, and members of the 
People’s Consultative Assembly, will be elected on 
the same day. Should a religious fundamentalist win 
these elections and replace the current moderate and 
pragmatic government, Indonesia might be heading 
to a currency crisis and thereby though economic 
future, as investors are likely to leave the country. The 
Rupiah has already witnessed an effective deprecia-
tion of more than 6 percent last year. 

1.4.5 Latin America and Russia

The Latin American economy (Brazil, Mexico, Argen-
tina, Venezuela, Colombia, and Chile) is improving, 
but forecasts remain cautious. Despite the ongoing 
recovery, the medium-term outlook for commodity 
exporters is generally subdued. Growth in Mexico is 
expected to increase as it is supported by the good 
economic situation in the United States. However, 
continuing uncertainty in the trade sector has some-
what weakened the outlook for domestic demand. 
Brazil’s recovery is picking up speed. More specifically, 
the recovery of private demand will allow the output 
gap to be gradually closed. However, tighter exter-
nal financial conditions and the unclear economic 
agenda of the new government elected last year are 
a source of risk for this outlook. The recent turmoil 
in the financial markets, high real interest rates and 
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faster fiscal consolidation 
under the IMF Stand-By-Agree-
ment approved last June mean 
that Argentina’s economy will 
remain in recession this year. 
However, the light at the end 
of the tunnel is visible; the 
continued implementation 
of reforms and the return of 
confidence will improve trend 
growth throughout the year. 
There is still no end in sight to 
the economic crisis in Vene-
zuela. Its economy is expected 
to shrink for the fifth consec-
utive year. For the region as 
a whole, but excluding Ven-
ezuela because of extraordi-
nary high inflation rates, the 
increase in aggregate production will accelerate to 
1.9 percent after 1.2 percent last year. In view of the 
depreciation against the US dollar, a stronger rise 
in prices and a tightening of monetary policy are 
expected in most of these countries.

The Russian economy was somewhat stimulated 
last year by the rise in oil prices and the associated 
increase in export earnings. In turn, the fall in oil prices 
is now putting a drag on the economy. A VAT increase 
from 18 percent to 20 percent in January will also 
dampen private consumption in the quarters ahead. 
By contrast, industrial production growth will remain 
stable. Overall, GDP will increase by 1.4 percent this 
year after 1.6 percent in 2018. 

1.4.6 European Economy

Cyclical Situation

Most economic indicators for the European Union 
have fallen continuously in recent months. For 
instance, the Economic Sen-
timent Indicators of the Euro-
pean Commission for both the 
euro area and the European 
Union reached their peaks in 
December 2017 and have since 
almost continuously declined 
gradually, although remaining 
above their long-run averages. 
A similar picture emerges from 
the confidence indicators of 
the European Commission. 
Except for the construction 
sector, all sector-specific con-
fidence indicators, as well 
as consumer confidence, are 
declining. Financial services 
in particular have seen a sub-
stantial change for the worse 

during 2018 (see Figure 1.32). At the end of last year, 
the confidence indicator for this sector fell below its 
long-term average. Only the construction sector is 
bucking the general trend. The confidence indicator 
for this sector hit an all-time high.

Business surveys indicate that the deteriora-
tion in sentiment was mainly due to a clouding over 
of export expectations and a poorer assessment of 
order backlogs. As the economy weakens, the pace of 
investment, and exports in particular, is likely to slow 
down. Consumer confidence is also declining. Private 
consumption is nevertheless expected to remain 
the mainstay of the economy this year, not least as a 
result of the good situation in the labour market (see 
Figure 1.33).

This winter, GDP in the European Union is likely 
to gain some momentum again, driven by catch-up 
effects. The economy is expected to slowly weaken 
in the subsequent quarters. The reason for this is 
partly that the increasing over-utilisation of macroe-
conomic production capacity no longer permits any 
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major leaps. The weakening 
is also partly due to political 
developments like the inter-
national trade conflict, the 
risk of a revival of the dispute 
over Italy’s budget and asso-
ciated financial market risks, 
which are increasingly putting 
pressure on companies’ pro-
pensity to invest. In addition, 
as the economy weakens, risk 
sensitivity normally increases, 
which has a negative impact 
on the economy. Rising wages 
and continued good consumer 
sentiment should neverthe-
less ensure robust growth in 
private consumption. Fiscal 
impulses in Germany and Italy 
will also have a supporting 
effect. Overall, we forecast 
GDP growth of 1.5 percent for 
the European Union this year 
(see Figure 1.34).

As a result of the economic 
slowdown, the outlook for the 
labour market is not likely to 
improve much further. Emplo-
yment is projected to increase 
at rates close to 1 percent, 
which is significantly below 
the rates generally experien-
ced over the last four years 
(see Figure 1.35), but will still 
be sufficient to reduce unem-
ployment rates somewhat 
further.

The unemployment rate is 
expected to fall to 6.3 percent 
this year, after 6.9 percent in 
2018 (see Figure 1.36). The 
differences between the EU 
member states remain sub-
stantial. Greece, Spain, and 
Italy will continue to have the 
highest unemployment rates. 
In Germany and the Nether-
lands only minor declines 
can be expected due to the 
largely exploited labour force 
potential.

As in 2018, the average 
inflation rates for the euro area 
and the European Union are 
expected to be 1.7 percent and 
1.8 percent respectively. On the one hand, the recent 
fall in energy prices will put downward pressure on 
inflation. At the beginning of the year, Brent crude oil 
cost around 55 US dollars per barrel, significantly less 
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than in October when it peaked at 85 US dollars per 
barrel. On the other hand, high capacity utilisation, 
rising employment and stronger wage increases will 
lead to an increase in core inflation, i.e. the inflation 
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rate excluding energy and food prices. The core rate 
in the euro area is expected to average 1.2 percent 
this year, after just 1.0 percent last year. There are still 
differences between the largest euro area countries. 
The general price increase in Germany is expected to 
be the strongest. France and Spain form the midfield. 
Inflation in Italy is likely to remain low due to the weak 
economy and comparatively high unemployment.

Developments in Selected Member States

As for most countries, the downside risks for Germany 
also currently outweigh the upward opportunities. 
In addition to the international risks already men-
tioned (trade dispute and emerging markets) and 
Europe-specific risks (Brexit and the latent budget 
dispute between Italy and the European Union), there 
is uncertainty about the further development of the 
German automotive industry in which traditional, but 
nowadays disreputable diesel combustion engines 
still play an important role. However, economic 
sentiment has also deteriorated in other sectors of 
the economy. This year, GDP is expected to initially 
expand at slightly higher rates than at the end of last 
year. The fiscal side in particular should stimulate 
public and private consumption. The manufactur-
ing sector is not expected to provide an above-aver-
age stimulus for the German economy in the further 
course of the year, as foreign sales markets are slowly 
losing momentum. The German economy has thus 
left the export-led boom behind and entered a phase 
of cooling. There is no recession in sight, however, as 
domestic economic forces remain intact. The expan-
sion will be supported by the economic situation in 
the construction industry, which remains favourable, 

and by household consumer spending, which will 
continue to benefit from the very good labour mar-
ket situation, expanding real incomes and favourable 
financing conditions. The cooling of the German econ-
omy will be accompanied by declining over-utilisa-
tion, with overall economic production expanding at 
a slower rate than production potential. German GDP 
is expected to increase by only 0.9 percent this year 
(see Figure 1.37). Employment growth will weaken not 
only due to slower growth, but also as labour supply 
is becoming increasingly scarce. In view of the slower 
rise in employment and the subdued development 
of macroeconomic output, the decline in unemploy-
ment will continue at a slower pace. Inflation is, for 
German standards, expected to remain strong. The 
annual average inflation rate will rise from a projected 
1.7 percent last year to 2.1 percent this year. Rising 
wage costs due to ongoing tensions in the labour mar-
ket are likely to aggravate price pressures. 

In the United Kingdom, inflation should gradu-
ally weaken from a projected 2.3 percent last year 
to 2.0 percent this year. Due to the stabilised price 
situation, there is currently no hurry for the Bank of 
England to raise interest rates. In line with the ECB, it 
will probably carry out its next rate hike in the winter 
of 2019/2020. Developments in the UK economy have 
been significantly influenced by whether, and in what 
form the country will leave the European Union. This 
forecast is based on the assumption that the United 
Kingdom will still have full access to the European 
single market from 30 March 2019 onwards. The cur-
rent uncertainty about Britain’s future relationship 
with the European Union is also expected to disappear 
in spring 2019, leading to catch-up effects in invest-
ment. The economy is also supported by an expan-
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sive fiscal policy. Overall, GDP is forecast to expand 
by 1.3 percent, after a projected 1.3 percent last year. 
The demand component with the largest contribution 
to overall growth and, therefore, the stabilising factor 
of the economy is again going to be private consump-
tion (see Figure 1.38). Although tariffs on trade with 
the European Union are assumed to remain at zero 
in our forecast, non-tariff costs are likely to increase 
moderately reducing the country’s medium-term pro-
spects for growth.

In a response to the House of Commons Treasury 
Committee, the Bank of England has outlined the pos-
sible consequences for the United Kingdom of a cha-
otic “hard Brexit”. In this case, tariffs and other trade 
barriers will apply at the border after March 2019. 
Large queues will arise, because the British and Euro-
pean border infrastructure is not yet able to handle 
the extra and unclear customs requirements smoo-
thly. According to the Bank of England, in a scenario 
in which interest rates and risk premiums would also 
increase and productivity would be affected negati-
vely, the UK’s GDP will fall by around 8 percent in the 
second quarter of 2019.3 By comparison, during the 
winter of the financial crisis in 2008/2009, the GDP 
loss in the United Kingdom was around 4 percent. 
Whereas the rise in trade barriers between the Uni-
ted Kingdom and the European Union would imply 
sizable losses for the UK economy, it would, albeit to 
a lesser extent, have negative impacts on its trading 
partners as well.

The yellow vests movement in France is likely to 
have a negative impact on France’s further economic 
development. Not only will it lead to slower structu-
ral reforms of the French economy, it will also directly 
damage France’s economic image. Both foreign inves-
tors and tourists are being deterred by the recordings 
of violent protests that have gone around the world. 
On the other hand, the fiscal measures announced by 

3 See https://www.bankofengland.co.uk/report/2018/eu-withdraw-
al-scenarios-and-monetary-and-financial-stability.

-2

-1

0

1

2

3

4

2011 2012 2013 2014 2015 2016 2017 2018 2019

 External balance  Changes in inventories
 Gross fixed capital formation  Government consumption
 Private consumption  GDP growth

Forecast
period

Demand Contributions to GDP Growth in the United Kingdom a

Source: Eurostat; last accessed on 3 February 2019; EEAG calculations and forecast.

%

a Gross domestic product at market prices (prices of the previous year). Annual percentage change.

© CESifo 

Figure 1.38 the government to appease 
the protesters are likely to 
have a small, but positive 
short-term effect on consump-
tion. Furthermore, household 
purchasing power has increa-
sed as employment growth 
remains strong and the reduc-
tion in housing tax and some 
social contributions has taken 
effect. The unemployment 
rate is falling and the depen-
dence on subsidised jobs and 
fixed-term contracts has been 
reduced. All this is supporting 
private consumption. Shorta-
ges of highly-skilled labour are 
increasing and wage growth 
has accelerated. However, the 

unemployment rate is still high. Last year’s labour 
market reforms will help reduce the structural unem-
ployment and improve the integration of low-skilled 
workers. Together with tax reforms, this will support 
business investment and exports. At the same time, 
however, weaker international dynamics will have a 
negative impact on economic activity. Overall, eco-
nomic growth is forecast at 1.1 percent this year.

Despite expansionary fiscal policy, growth in the 
Italian economy is likely to remain below 1 percent 
this year. High uncertainty and rising interest rates 
will lower the propensity of households and firms to 
consume. In addition, slower growth among Italy’s 
main trading partners will hinder export growth. The 
investment recovery, although moderate, will con-
tinue to support growth. Inflation in Italy is likely to 
remain low due to its weak economy and comparati-
vely high unemployment rate.

Each of the four largest economies of the Euro-
pean Union is expected to grow below 1.5 percent, 
which will weigh on overall European growth. All other 
EU countries will grow at a faster pace this year, i.e. 
by 1.5 percent or more (see Figure 1.37). In addition, 
the economies of Central and Eastern Europe will con-
tinue to grow, albeit in almost all of these countries 
at a slightly slower pace than last year due to wea-
ker momentum coming from Europe and the rest of 
the world. Since unemployment is decreasing more 
slowly than previously, the positive impetus from 
domestic demand will also decline somewhat. Inte-
rest rates, which remain low, will continue to support 
investment dynamics.
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APPENDIX 1.A 
Forecasting Tables

Table 1.A.1

GDP Growth, Inflation, and Unemployment in Various Countries 

Share 
of total 

GDP 
in %

GDP growth CPI inflation Unemployment 
rate a

in %

2017 2018 2019 2017 2018 2019 2017 2018 2019

Industrialised countries:
EU 28 24.8 2.5 1.9  1.5 1.7  1.8  1.8  7.6  6.9  6.3  
Euro area 18.1 2.5  1.9  1.4 1.5  1.7  1.7  9.1  8.2  7.6  
United Kingdom 3.8 1.8  1.3  1.3  2.7  2.3  2.0  4.4  4.1  4.2  
Switzerland 1.0 1.7  2.6  1.6  0.5  0.9  0.6  4.8  4.5  4.1  
Norway 0.6 1.9  1.7  2.0  1.9  2.8  2.1  4.2  3.7  3.6  
Western and Central Europe 26.3 2.5  2.0  1.6 1.7  1.8  1.8  7.5  6.8  6.2  
US 27.9 2.2  2.9  2.6  2.1  2.4  2.1  4.4  3.8  3.5  
Canada 2.4 3.0  2.1  2.0  1.6  2.3  2.1  6.3  6.0  6.0  
Japan 7.0 1.7  0.8  0.7  0.5  1.0  1.2  2.9  2.6  2.6  

Industrialised countries (total) 63.5  2.3  2.2 1. 1.7  2.0  1.9  6.1  5.5  5.1  

Newly industrialised countries:
China 17.2 6.9  6.6  6.1  1.6  2.1  2.4  
India 3.7 6.2  7.6  7.3  3.3  4.0  5.0  
Russia 2.3 1.5  1.6  1.4  3.7  2.8  4.0  
East Asiab 7.0 4.0  3.9  3.6  2.2  2.1  2.3  
Latin Americac 6.3 1.6  1.2  1.9  7.3  7.9  8.0  
Newly industrialised countries 
(total) 36.5  5.0  4.9  4.7  3.0  3.3  3.7  

Totald 100.0  3.3  3.2  3.0  2.2  2.5  2.5  
World trade growth in %e 4.7  3.5  3.0  
a Weighted average of Indonesia, Korea, Malaysia, Tawain, Thailand, Philippines, Singapore, and Hong Kong. 
Weighted with the 2017 levels of GDP in US dollars; b Weighted average of Brazil, Mexico, Argentina, Colombia, 
and Chile. Weighted with  the 2017 level of GDP in US dollars; c Weighted average of the listed groups of countries;  
d Standardised unemployment rate; e Trade of goods.

Source: EU; OECD; IMF; ILO; National Statistical Offices; CPB. 2018 and 2019: EEAG forecast.
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Table 1.A.2

GDP Growth, Inflation, and Unemployment in EU Countries

Share 
of total 

GDP 
in %

GDP growth Inflationa Unemployment rateb

in %

2017 2018 2019 2017 2018 2019 2017 2018 2019

Germany 21.3 2.5 1.5 0.9 1.7 1.7 2.1 3.8 3.4 3.1
France 14.9 2.3 1.5 1.1 1.2 2.1 1.6 9.4 9.0 8.6
Italy 11.2 1.7 0.8 0.9 1.3 1.2 1.2 11.2 10.6 10.4
Spain 7.6 3.0 2.5 2.0 2.0 1.7 1.6 17.2 15.4 13.3
Netherlands 4.8 3.0 2.8 2.5 1.3 1.6 2.0 4.9 3.9 3.5
Belgium 2.9 1.7 1.5 1.5 2.2 2.2 1.9 7.1 6.0 6.3
Austria 2.4 2.7 2.7 2.0 2.2 2.0 2.0 5.5 4.9 4.7
Finland 1.9 7.3 5.5 3.5 0.3 0.7 1.2 6.7 5.3 5.1
Portugal 1.5 2.8 2.8 1.9 0.8 1.2 1.5 8.6 7.6 7.2
Greece 1.3 2.8 2.2 1.9 1.6 1.2 1.6 9.0 7.0 6.5
Ireland 1.2 1.5 2.1 2.2 1.1 0.8 1.2 21.5 19.5 18.0
Slovakia 0.6 3.2 4.0 4.2 1.4 2.5 2.4 8.1 6.6 6.5
Luxembourg 0.3 5.3 4.4 3.4 1.6 1.9 2.2 6.6 5.3 5.3
Slovenia 0.4 1.6 3.4 3.2 2.1 2.0 1.9 5.6 5.3 5.2
Lithuania 0.3 4.2 3.6 2.9 3.7 2.5 2.2 7.1 6.2 6.2
Latvia 0.2 5.0 4.2 3.5 2.9 2.6 2.5 8.7 7.4 7.2
Estonia 0.2 4.8 3.5 3.2 3.7 3.4 2.9 5.8 5.6 6.4
Cyprus 0.1 4.2 3.9 3.0 0.7 0.8 1.6 11.1 8.8 7.1
Malta 0.1 6.7 5.5 4.7 1.3 1.7 2.0 4.0 3.8 4.0

Euro areac 72.9 2.5 1.9 1.4 1.5 1.7 1.7 9.1 8.2 7.6
United Kingdom 15.2 1.8 1.3 1.3 2.7 2.3 2.0 4.4 4.1 4.2
Sweden 3.1 2.4 2.4 2.0 1.9 1.9 1.8 6.7 6.3 6.2
Denmark 1.9 2.3 1.2 1.9 1.1 0.7 1.6 5.7 4.9 5.1

EU 22c 93.0 2.4 1.8 1.4 1.7 1.8 1.8 8.2 7.5 7.0
Poland 3.0 4.8 4.8 3.5 1.6 1.2 2.7 4.9 3.9 3.4
Czech Republic 1.2 4.6 3.0 2.7 2.4 1.9 2.3 2.9 2.2 2.6
Romania 1.2 6.8 3.8 3.5 1.1 4.0 3.1 4.9 4.2 4.5
Hungary 0.8 4.4 4.3 3.4 2.4 2.8 3.3 4.2 3.7 3.3
Bulgaria 0.3 3.8 3.6 3.2 1.2 2.6 2.2 6.2 5.4 5.7
Croatia 0.3 3.0 2.8 2.5 1.3 1.6 1.5 11.1 8.6 9.4

New Membersd 8.4 4.8 4.1 3.3 1.8 2.2 2.6 4.9 4.1 4.0

EU 28c 100.0 2.6 1.9 1.5 1.7 1.8 1.8 7.6 6.9 6.3
a Harmonised consumer price index (HICP); b Standardised unemployment rate;  c Weighted average of 
the listed countries;  d Weighted average over Slovakia, Slovenia, Lithuania, Latvia, Estonia, Poland, the 
Czech Republic, Romania, Hungary, Croatia and Bulgaria.
Note: GDP growth rates are based on the calender adjusted series except for Ireland, Slovakia and 
Romania for which Eurostat does not provide working day adjusted GDP series.

Source: Eurostat; 2018 and 2019: EEAG forecast.

Tab 1.A.3

Key Forecast Figures for the European Union
2017 2018 2019

Percentage change over previous year

Real GDP 2.5 1.9 1.5
Private consumption 2.1 1.6 1.2
Government consumption 1.0 0.9 1.0
Gross fixed capital formation 2.5 4.3 2.7
Exports of goods and services 5.6 2.6 2.6
Imports of goods and services 4.4 2.8 2.7
Net exportsa 0.6 0.0 0.0

Consumer pricesb 1.7 1.8 1.8

Percentage of nominal GDP
Government fiscal balancec –  1.0 –  0.7 – 0.8

Percentage of labour force
Unemployment rated 7.6 6.9 6.3
a Contributions to changes in real GDP (percentage of real GDP in previous year); 
b Harmonised consumer price index (HCPI); c 2018 and 2019: forecasts of the 
European Commission; d Standardised unemployment rate

Source: Eurostat; 2018 and 2019: EEAG forecast. 

Table 1.A.4

Key Forecast Figures for the European Area
2017 2018 2019

Percentage change over previous year
Real GDP 2.5 1.9 1.4

Private consumption 1.7 1.3 1.2
Government consumption 1.2 1.0 1.2
Gross fixed capital formation 2.9 3.2 2.4
Exports of goods and services 5.4 3.0 3.0
Imports of goods and services 4.1 2.9 3.1
Net exportsa 0.8 0.2 0.1

Consumer pricesb 1.5 1.7 1.7

Percentage of nominal GDP
Government fiscal balancec – 1.0 – 0.6 – 0.8

Percentage of labour force
Unemployment rated 9.1 8.2 7.6
a Contributions to changes in real GDP (percentage of real GDP in previous year); 
b Harmonised consumer price index (HCPI); c 2018 and 2019: forecasts of the 
European Commission; d Standardised unemployment rate

Source: Eurostat; 2018 and 2019: EEAG forecast. 




