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Ladies and gentlemen 

It is a great pleasure for me to be back in London. I have been to the City quite frequently 

during my academic career, but this is the first time in my new capacity as President of the 

Deutsche B undesbank. A  g ood t hing about  m y new  p osition as  oppos ed t o b eing an  

academic is that there will be no discussant of my remarks today! However, I do hope that 

some o f my c omments w ill s erve t o s timulate a l ively di scussion a fterwards an d I  l ook 

forward to hearing your views on some of the points. 

As a m ember of the Governing Council of the European Central Bank, I am jointly with my 

colleagues responsible for shaping monetary policy in the euro area. Hence, when I speak 

in such a prominent financial centre as London, al l of you will be,  at  least to some extent, 

“ECB w atchers”, ex pecting t o g ain s ome i nsights i nto t he monetary pol icy o f t he 

Eurosystem. 

Thus, l et me b egin by  g iving you a br ief ex planation o f our m ost r ecent m onetary pol icy 

decisions. B ased on our as sessment t hat t he ov erall pr ospects r emain i n l ine w ith pr ice 

stability over the medium term, we decided to leave interest rates unchanged. Interest rates 

are at a low level and monetary and financial conditions remain generous in the euro area, 

thus supporting an economic upswing. 

However, I do not wish to conceal the fact that there are some upside risks to price stability. 

In p articular, oil pr ice dev elopments c ould hav e a  c ontinuing i mpact o n t he eur o-area 

inflation rate. I f t hat were t he case, second-round e ffects i n wage and pr ice-setting could 

emerge, l eading t o a strengthening o f i nflationary pr essure i n t he eur o ar ea. The u pside 
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risks to price stability also relate to future developments in indirect taxes and adm inistered 

prices. Inflation expectations in the financial markets have to be monitored carefully, too. 

Additionally, the growth rate of the monetary aggregate M3 has remained rather high over 

the past few months, even though the impact of past por tfolio shifts has been decreasing 

considerably. J udging, not  l east, by  t he r obust growth r ate o f l oans t o t he pr ivate s ector, 

there i s s ome ev idence t hat monetary e xpansion i n t he eur o ar ea i s i ncreasingly bei ng 

fostered by the low level of interest rates. 

To s um u p: t he G overning C ouncil h as t o be particularly v igilant w ith r egard t o future 

monetary and  ec onomic developments t hat c ould s ignal a further i ncrease i n the r isks t o 

price stability over the medium term. 

*    *    * 

Let me now say a few words about the economic situation and outlook for the euro area. 

On a positive note, the tentative recovery in the euro area which began in the second half of 

2003 picked up steam after the turn of 2003-04. In the second quarter of 2004, seasonally 

adjusted real GDP grew by ½% for the second quarter in a row. These growth rates are the 

strongest the euro area has seen for some time. According to the European Commission’s 

short-term forecast, aggregate output will continue to grow within a range of 0.3% and 0.7% 

in the third and fourth quarters. 

If w e l ook at  t he c omponents, w e s ee at  o nce t he w eak s pot o f the c urrent r ecovery as 

practically no g rowth stemmed from domestic demand in the second quarter. In seasonally 
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adjusted t erms, g ross f ixed as set formation s tagnated c ompared t o t he previous per iod. 

Private consumption growth slowed from 0.6% in the first quarter to 0.3%. 

By c ontrast, ex ports r ose by  3. 7% f ollowing f irst-quarter gr owth of  1. 4%. C oupled w ith 

increased imports, external trade contributed no l ess than 0.4 percentage points to growth. 

These f igures primarily reflect t he m uch improved external en vironment. O n bal ance, t he 

global economy grew more s trongly in the f irst hal f o f this year than many observers had 

expected in spring. 

The latest indicators of output and demand also remain consistent with ongoing growth in 

economic ac tivity. For example, second-quarter i ndustrial out put g rew by  0. 8% compared 

with the first quarter of 2004. Capacity utilisation was much higher in July than in April and 

January. On balance, the last quarterly survey on i ncoming orders was at the highest level 

since the end of 2000. Industrial confidence remained unchanged in July and now lies close 

to i ts l ong-term av erage. R etail s ales ac celerated again i n J uly. C onsumer c onfidence, 

however, held steady at the previous month's level. 

With k ey par ameters now  al igned, t he e uro area l ooks poi sed for a c ontinued ec onomic 

upturn. All in al l, economic growth outside of the euro area is l ikely to remain robust. This 

supports eur o-area export g rowth. I nvestment c ontinues to benefit from v ery f avourable 

financing conditions. In the past few years, enterprises have improved their efficiency and 

adjusted t heir bal ance s heets. A s a r esult, pr ofits hav e al so r isen c onsiderably. T hese 

factors are helping t o c reate a  favourable i nvestment c limate. E uro-area c onsumption i s 

likely to rise relatively strongly, in sync with the growth in disposable income, by next year at 

the latest. 
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Given this development, the ECB staff have revised their April Eurosystem projection slightly 

upwards. A verage g rowth i s now  e xpected to l ie b etween 1. 6% and 2.2% for 2004 a nd 

between 1.8% and 2.8% in 2005. 

As with any forecast, there are also downside risks. First and foremost, there is the oil price 

risk. Calculated in USD, in the second quarter the price of Brent crude oil rose by 37% on 

the year; calculated in EUR, the figure was 29%. In September, oil pr ices reached a new 

high. The pr ice i ncreases w ere dr iven – apart f rom speculative el ements – by bot h t he 

supply side and the demand side. The currently high energy intensity of the upturn reflects 

the cyclically-related increase in demand, particularly in the United States and China, where 

growth is centred. This is compounded by uncertainty with respect to the actual capacities 

available in production, transport and refining. 

If oil prices remain high, this could dampen both foreign and domestic demand. Admittedly, 

the r ecent s urge i n t he pr ice o f oi l – at l east i n eur o t erms – was l ess pr onounced t han 

during t he m ajor oi l c rises of  t he 1970s and t he e arly 1980s . F urthermore, e uro-area 

industry is now less dependent on oil than it was in the past. Moreover, the situation on the 

industrial raw materials markets was somewhat less tense in the period under review. These 

factors are helping to offset the negative effects of an oil price rise on growth. 

Oil pr ices ha d a n i mmediate an d c onsiderable i mpact o n g eneral c onsumer pr ices. In 

August, t he H ICP i nflation r ate w as 2. 3% for t he s econd m onth i n s uccession. A t t he 

moment, t here are s igns that this figure w ill not drop below the 2% mark un til some t ime 

next year. Bearing this in mind, the Eurosystem has revised its projection on HICP inflation 

for 20 04 s lightly upw ards t o b etween 2. 1% and 2.3%. F or 20 05, they ex pect a r ange o f 

between 1. 3% and 2.3%. The G overning C ouncil m ust c ontinue t o monitor pr ice 
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developments closely. To what extent higher oil prices pose a threat to medium-term price 

stability will depend not least on the reaction of the social partners. Second-round effects, 

which c ould t rigger a wage-price s piral, ar e not  y et ap parent. H owever, t he y ield s pread 

between indexed an d non -indexed bo nds does i ndicate ups ide r isks f or i nflation. I t i s 

important that higher inflation expectations do not become a permanent fixture. 

*    *    * 

Turning t o G ermany, the economic r ecovery t here ac celerated s omewhat i n t he s econd 

quarter of 2004. GDP increased by 0.5% on the quarter. This implies an annualised growth 

rate for the current year of  1¾% meaning that there was an i ncrease in average capacity 

utilisation for the first time in some while. 

Even so, the recovery in Germany is not  broadly based. Domestic demand has remained 

weak. Only exports have contributed to growth. In the first half of the year, exports grew by 

6.2%, while imports grew by 3.7%. This is in part also due to Germany’s ability to engage in 

highly c ompetitive pr icing. I t i s t herefore l ikely t hat G erman e nterprises w ill c ontinue t o 

benefit from s trong g rowth i n t heir ex port markets. E nterprises’ export ex pectations also 

support t his c laim. It i s s triking t hat t he appreciation of t he euro has  ha d a  far l ess 

dampening e ffect t han many had ex pected. I t s eems t hat t he g rowth-driven i ncrease i n 

partner c ountries’ de mand for G erman pr oducts has  m ore t han o ffset t he ex change r ate 

effects. E xports t o t he U SA, f or i nstance, w hich had dec lined l ast y ear, hav e i ncreased 

again. T here w as a particularly s harp r ise i n ex ports t o non -EU c ountries, es pecially to 

Russia and China. 

Gratifying as the German economy’s export successes are, one must not lose sight of the 

flip side of this export bias. The German economy is also vulnerable to changes in the global 
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cyclical climate, and this, in effect, constitutes the German economy’s Achilles’ heel. This is 

because, at the moment, no other expenditure component is driving growth. 

Corporate i nvestment, w hich dec elerated i n t he first q uarter, r emained flat i n t he s econd 

quarter. Even so, the environment remains conducive to enhanced investment activity. The 

cost situation has eased and is helping to stabilise earnings. On the financing side, the way 

has been paved for more growth. Incoming industrial orders and industrial output rose again 

in J uly f ollowing a weak J une. C apacity ut ilisation i n t he m anufacturing s ector i ncreased 

considerably in June, exceeding medium-term average capacity utilisation for the first t ime 

in some while. 

Housing construction made no contribution either. In the first half of 2004, investment in new 

residential buildings declined further. J udging by  t he nu mber of i ncoming or ders a nd 

construction per mits, no t urnaround i s i n s ight. T he s tructural pr oblems i n h ousing 

construction, p articularly t he hous ing s urplus abov e al l i n eas tern G ermany, t he l abour 

market s ituation an d the d ampened i ncome ex pectations, c ontinue t o w eigh heav ily on 

investment demand. 

Consumer spending has continued to flag. The cut in income taxes at the start of the year 

buoyed spending only marginally. The main reason for this was the uncertain outlook on the 

labour market, compounded by an oi l-price-related drop in purchasing power. Households’ 

reluctance to spend has been evident for some time now. But the weak consumption cannot 

be p ut down t o s ubdued i ncome d evelopments al one. I nstead, i t seems t hat households’ 

consumption and saving behaviour has undergone a fundamental change. 
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All in all, from today’s standpoint, real GDP growth of just under 2% seems realistic. 

 

Recently, t he trend in consumer prices has  been s trongly influenced by  developments on 

the i nternational energy m arkets. The impact o f t he healthcare reform on prices has  also 

played a role. Despite stronger inflationary pressures in the past few months, cyclical price 

movements h ave r emained moderate. C onsumer pr ices i ncreased by  2. 0% i n A ugust 

following 1.8% in July. 

 

Economic g rowth has  t hus far not been sufficient t o engineer a  turnaround on the l abour 

market. An ongoing recovery, however, would likely lead to a recovery of the labour market. 

Even s o, for a s ustainable i mprovement, f urther s tructural r eforms ar e nec essary. I n 

producing the Agenda 2010 and the Hartz laws on labour market reform, policymakers have 

recently i nitiated a w ide ar ray o f r eforms. However, t hese measures w ill hav e no di rect 

impact on the labour market, especially as the latest Act which amalgamates unemployment 

assistance and social assistance - and which in my view is the most important one in terms 

of providing incentives to work - will not enter into force until next year. 

*    *    * 

A nu mber of c ountries w hich had c yclical movements s imilar t o G ermany’s i n t he 19 90s 

have been able t o achieve hi gher ec onomic g rowth and a m ore s ignificant r eduction in 

unemployment. Hence, i t i s not  so much the cyclical but  pr imarily t he s tructural problems 

which e xplain G ermany’s l agging gr owth. T he G erman ec onomy’s s tructural w eaknesses 

are r eflected i n enterprises’ l ongstanding r eluctance to i nvest. Given t he c onsiderable 

uncertainty, t he e arnings out look o ften s eems t oo m eagre. R eplacement i nvestment n ow 

accounts for four-fifths of overall gross investment. The net investment ratio currently stands 

at m erely 2¾ % of  GDP. A part from r eplacement i nvestment, onl y i nvestment i n 
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rationalisation continues to play a s ignificant role. The capital stock is now growing by only 

1½% per  y ear. A s a r esult, pot ential ou tput has  r emained flat. P otential g rowth is 

considerably below that of the euro area and particularly the USA. 

 

The pr oblems ensuing f rom t he r eunification o f G ermany hav e undo ubtedly al so l oomed 

large in the weak growth of  the German economy. At the start of the 1990s, for instance, 

state subsidies ignited a construction boom which petered out in the middle of the decade, 

not least because public authorities had to curb their investment and overcapacity already 

existed i n t he private s ector. The s ubsequent adj ustment process i s s till c ontinuing. The 

economic dynamics in Germany have been additionally s lowed by a s harp increase in the 

level of taxes and social contributions in order to finance the burden of reunification. 

 

Moreover, t he process o f i nterest r ate c onvergence d uring t he c hangeover t o t he e uro is 

likely to have been one factor impeding growth in Germany in relation to the rest of the euro 

area. As a result of this convergence Germany lost its former interest rate advantages and 

competition for investment became more fierce. 

Beyond these specific German conditions, a Solow growth decomposition shows that labour 

made a c onsiderably greater c ontribution t o ec onomic g rowth i n t he U SA c ompared w ith 

Germany. A pparently, t he U SA has  be en more s uccessful i n i ntegrating l abour i n t he 

production process, whereas in Germany, high unemployment has left enormous potential 

output untapped. Capacity is not being fully utilised owing mainly to labour market rigidities. 

 

However, as I have already mentioned, Germany has set the ball in motion in this area - and 

that is no small feat. The labour market has undoubtedly become more flexible of late both 

with respect t o the institutional f ramework a nd as  regards collective wage bargaining and  

working hour s. T he h ope t hat t he ec onomic r ecovery will l ater gi ve a f illip t o t he l abour 

market i s t herefore well gr ounded. E ven s o, i ncreasing i nternational c ompetition for 
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investment in manufacturing locations and jobs will mean that the pressure to become more 

flexible will remain high or even increase further. It is for this reason that additional efforts 

are needed, particularly in the area of wage structures, to utilise the labour potential which 

until now has remained untapped. 

*    *    * 

One area where Germany is currently still facing considerable problems is public finances. 

Last year the deficit ratio was 3.8%, thereby overshooting the ceiling of  3% set by the EC 

Treaty f or t he s econd y ear i n s uccession. A ccording t o our  c alculations, t he b ulk o f t he 

deficit i s o f a s tructural nat ure and i s not  attributable t o c yclical f actors. The de bt r atio 

actually reached an historical high of 64.2%. The deficit ratio is l ikely to show l ittle change 

this year. From a current perspective, there is also a s ignificant risk that the 3% ceiling will 

be exceeded again in 2005 if no additional measures are taken. 

 

This description of the situation illustrates that there is a great need for the consolidation of 

public finances i n G ermany. A  c onsolidation i s i n G ermany’s di rect nat ional i nterest and 

should be an integral part of the reform process. A high level of government borrowing may 

not only c rowd out  pr ivate i nvestment, i t must al so be financed by hi gher t axes or  l ower 

expenditure i n t he future. I n the l ong t erm t he g rowing i nterest ex penditure w ill i mpair 

general g overnment’s abi lity t o function. C onsequently, hi gh bu dget d eficits u ndermine 

consumer and investor confidence. The problem will be made worse by the future budgetary 

burdens arising from the ageing of the population. It is my firm belief that a consolidation of 

public finances will not hinder the economic upturn. Instead it will promote medium and long-

term growth prospects and is in Germany’s best interest. 
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However, c onsolidation i s al so ur gently r equired from a E uropean v iewpoint. O nly i n t his 

way c an t he d amaged c redibility o f t he E uropean U nion’s fiscal r ules be  u pheld a nd 

restored. This is of particular importance from a central bank’s perspective. The objective of 

the Stability and G rowth P act i s t o attain a nd m aintain s ound p ublic f inances i n the e uro 

area. H ealthy publ ic finances are a s ine q ua n on for en abling t he E uropean System o f 

Central Banks to guarantee ongoing price stability at relatively low interest rates. 

 

In my opinion, the provisions of the Stability and Growth Pact are fundamentally appropriate. 

However, they have not  always been en forced r igorously enough in the past. Most of the 

proposals now being discussed concerning a reform of the Pact would not help to rectify its 

inadequate i mplementation b ut w ould m erely m ake t he r ules more c omplicated an d l ess 

transparent, thus further impairing i ts enforceability. I  believe that increasing the degree of 

discretion to the det riment o f a c lear commitment to rules i s the wrong way to tackle this 

problem. I n particular, t he 3% c eiling s hould not  be c ompromised by  al lowing m ore 

exemptions for exceeding i t or  by extending the deadl ine for correcting existing excessive 

deficits. 

*    *    * 


