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Foreword

The coronavirus crisis has shaped economic policy 
in a way that differs from the policies that prevailed 
before the crisis, bringing to the fore political chal-
lenges such as climate change, technological change, 
aging, and inequality, but also possible de-globali-
zation. Governments around the world have taken 
drastic measures to protect the economy and support 
households, jobs, and businesses. This has also led 
to a rethinking of the debate about the role of gov-
ernment. Some believe that governments should con-
tinue to take a more active role in the post-pandemic 
period. Others argue that the situation is so special 
and different that it has no implications for the future 
of government. Still others object that the weaknesses 
and inadequacies of government responses to the 
pandemic reflect the limited effectiveness of the pub-
lic sector in general. 

This year’s EEAG Report on the European Econ-
omy takes a broader perspective to relate the cur-
rent situation to economic and political developments 
since the 1970s and to examine whether and how the 
role of governments will change after the Covid-19 cri-
sis. Chapter 2 reviews the stagflation episode of the 
1970s and in the disinflation, international integration, 
and market liberalization developments of the 1980s 
and 1990s. The chapter examines three principal areas 
of policy change or reorientation: the search for an 
answer to inflation, the deregulation of labor markets, 
and attempts to limit the growth of government ex-
penditure and of government debt.

Chapter 3 explores the period between the Global 
Financial Crisis and the Covid-19 pandemic, which was 
mainly characterized by a new rise of populism. The 
chapter outlines what was perceived as the downside 
of the economic effects of market liberalization – in-
creased inequality and instability – and how these 
were associated with the rise of populism. 

Chapter 4 investigates the future role of govern-
ments. The Covid-19 crisis has sparked a debate not 
only about how to revive the economy after the pan-
demic, but also about the need to rethink economic 
policy to address policy challenges such as climate 
change, aging, technological developments, and in
equality. Much of the debate centers on whether more 
or less government intervention in the economy is 
needed. 

As in previous years’ reports, Chapter 1 provides 
an in-depth analysis of the economic situation of the 
European Union and the world, as well as forecasts. 
Despite increasing immunization of the population, 
the more infectious new Omicron variant has triggered 
a new wave in large parts of the world. The associated 
uncertainty, consumer reticence, labor shortages, and 
existing problems in international supply chains will 
determine the development of the global economy 
this year and imply that economic activity will be no-
ticeably subdued this winter.

The European Economic Advisory Group at  
CESifo, which is collectively responsible for all 
parts of the report, consists of six economists from 
six countries. This year the Group is chaired by  
Torben M. Andersen (Aarhus University). The other 
members are Giuseppe Bertola (University of Turin), 
Cecilia García-Peñalosa (Aix-Marseille University),  
Harold James (Princeton University), Jan-Egbert Sturm  
(KOF Swiss Economic Institute, ETH Zurich), and 
me, Clemens Fuest (ifo Institute and Ludwig-Maxi
milians-University Munich). I would like to express 
my gratitude for the valuable assistance provided 
by the scholars and staff at CES and ifo who helped 
to prepare this report. This year’s participants were 
Clara Albrecht and Tanja Stitteneder (assistants to 
the group), KOF Swiss Economic Institute (economic 
forecast), Christiane Nowack, Christoph Zeiner, and 
Jasmin La Marca (graphics), Katharina Pichler and 
Elisabeth Will (typesetting), and Ines Gross (cover). 

Clemens Fuest 
President ifo Institute and CESifo Group 
Professor of Economics and Public Finance 
Ludwig-Maximilians-University Munich 
Munich, March 2022
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Policy Recommendations for Europe

INFLATION 

Over the last decade, inflation was generally too 
low, and central banks including the ECB undershot 
a 2 percent target: thus some rise in inflation is ben-
eficial. There is uncertainty about the extent to which 
the inflation hike created by supply chain issues and 
a rise in energy prices will last. At the same time, the 
ECB faces pressure to keep spreads under control in 
the interest of both financial and fiscal stability; but 
these objectives may conflict with price stability, and 
high rates of inflation would be a threat to both the 
goals of financial and fiscal stability. Drawing the les-
sons of the 1970s involves meeting a rise in inflation 
promptly, as disinflation was then (and will be in the 
future) much costlier the later it comes, or when and if 
higher inflationary expectations become entrenched.

EUROPEAN ECONOMIC 
AND MONETARY INTEGRATION

Markets are more efficient when they can cross 
country borders but, in the absence of common or 
coordinated policies, economic integration can gen-
erate inequality and instability, as evidenced by the 
European public debt crisis triggered by the Great 
Recession’s asymmetric shock. The Next Generation 
EU joint borrowing program is a useful step towards 
coordination of fiscal policy, which, however, should 
not come at the expense of distorting monetary pol-
icy. The ECB should not be tasked with fiscal policy. 
To ensure financial stability, banking union needs to 
be completed and governments’ financial problems 
should be dealt with by separate institutions, possibly 
expanding the size and role of the ESM. 

GOVERNMENT VS. MARKETS

Regulation and dirigisme were problematic would-be 
solutions to the 1970s crisis. The pandemic emergency 
justified exceptional intervention in the form of fiscal 
stimulus, redistribution, and heavy regulation such as 
in lockdowns and vaccination. However, this should 
not lead to a permanent change of the role or size of 
government. Governments will need to deal primarily 
with two consequences of the crisis: high public debt 
and losses in education. High public debt implies solid 
public finances and economic growth should be higher 
on the agenda of economic policy than before. The 
educational losses require targeted compensating 
measures.

INCLUSIVE GROWTH

The changes in inequality that we have identified 
and their political consequences imply that inclu-
sive growth should be at the forefront of the policy 
agenda. The pandemic has had further distributional 
consequences and a populist backlash is possible 
if inequality is not kept under control. Regulation 
and subsidies to those with endangered jobs are po-
litically appealing, even if inefficient, and the way 
to combat demand for such types of intervention 
is through inclusive growth that allows for mar-
ket-driven reallocation. Policy should target skills 
and employability. The educational losses that have 
occurred during the pandemic and that are closely re-
lated to family background need to be compensated 
through suitable schooling, and labor market policies 
should prioritize programs that foster employability 
of young individuals. If done properly, such policies 
would both boost growth and address inequality. 
Moreover, the distributional consequences of current 
policy priorities should not be ignored. While digiti-
zation can foster productivity growth and greening 
subsidies are needed to combat climate change and 
address supranational coordination problems, both 
are likely to favor the relatively privileged and should 
hence be accompanied by suitable education and 
labor market interventions. 
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ECONOMIC POLICY FOR THE NEXT DECADE: 
A CHANGED ROLE OF GOVERNMENTS?

Will the role of governments in the economy change 
after the Covid crisis, and if so how? During the cri-
sis, government activism to protect the economy, 
supporting households, job matches, and firms has 
been massive. While the pandemic crisis is unusual, 
these developments have revived discussions on the 
role of government. Some people argue that govern-
ments should also take a more active role after the 
pandemic, at least for a longer phase during the eco-
nomic recovery. Some argue that the situation is so 
special and different that it does not have any impli-
cations for the future of government. Others object 
that weaknesses and deficiencies of government re-
sponses to the pandemic reflect limited effectiveness 
of the public sector in general, suggesting that devot-
ing more resources to it may be counterproductive 
unless accompanied by significant reforms. 

The future role of governments depends on 
other consequences of and lessons drawn from the 
crisis. First, public debt has increased considerably, 
limiting the financial resources available to govern-
ments in the future. Second, the disruption of in-
ternational trade and supply chains and the lack of 
critical medical supplies like masks and ventilators 
in certain countries in the early phase of the pan-
demic is sometimes presented as a reason to foster 
autarky and roll back globalization and international 
trade. Third, the idea that many companies and even 
entire sectors need support to restart their activity 
has given rise to the idea of “building back better,” 
suggesting public support for the recovery should 
steer the economy towards more sustainability, in 
particular decarbonization. The European Green Deal 
reflects this view. But it is also a concern that exag-
gerated views on what governments can accomplish 
can lead to inefficient policies and stifle adjustment 
and growth.

No crisis passes without causing structural 
changes, and it is therefore natural to reflect on the 
role of government and economic policies in the per-
spective of a long list of policy challenges including 
the climate, technological change, aging, and inequal-
ity, but also a possible de-globalization. At the same 
time, it is important to see the developments in a 
broader perspective, not forgetting the experience 
and lessons of the recent past. This report takes such 
a broader perspective to relate the current situation 
to the economic and political developments that have 
occurred since the 1970s, highlighting specific aspects 
particularly relevant to the contemporary discussion 
and also pointing out some of the current challenges, 

including high debt levels and looming inflationary 
pressures, that have been experienced in the past.

CHAPTER 1 
Macroeconomic Conditions and Outlook

Since the beginning of 2020, the world has been under 
the shadow of the Corona pandemic. Despite increas-
ing immunization of the population, the more infec-
tious new variant called Omicron has triggered a new 
wave in large parts of the world this winter. The asso-
ciated uncertainty, consumer reticence, labor short-
ages, and existing problems in international supply 
chains will determine the development of the global 
economy this year and imply that economic activity 
will be noticeably subdued this winter. Thereafter, a 
strong recovery is likely, as experiences from previous 
pandemic waves have shown. Industrial order books 
are full, and with a renewed and further normaliza-
tion of everyday life, services will also largely recover. 
The current inflationary dynamics in the world will 
ease once the demand overhang has been reduced. 
The underlying supply chain problems, the shift away 
from just-in-time production in industry, and the sub-
stitution of services for goods by consumers are only 
temporary. In addition, central banks have begun ta-
pering and the first interest rate hikes have already 
occurred or are expected. Nevertheless, inflation rates 
in many countries around the world will remain well 
above implied or communicated inflation targets for 
some months to come.

In Europe, too, inflation has risen sharply over the 
course of 2021. It peaked at 5 percent in the euro area 
at the end of last year. The gradually easing supply 
constraints will not only ensure an easing of inflation-
ary pressures, but also strong value-added growth in 
the manufacturing sector during the year. The con-
struction sector will continue to be supported by the 
low interest rate environment and public financing 
of transport infrastructure investments. The retail 
sector, which has benefited from consumers substi-
tuting goods for unavailable services since the start 
of the pandemic, will return to normal this year. The 
UK economy continues to be also weighed down by 
the impact of Brexit. The economic recovery is less ad-
vanced in the United Kingdom than in the euro area. 
In addition to the problems also faced in Europe, a 
severe shortage of certain skilled workers has made 
itself felt.

Forecast risks are once again on the downside. 
While advances in vaccination may accelerate and the 
Omicron wave may support overall immunization, in-
creasing the likelihood of the virus becoming endemic, 
emerging viral variants may pose new challenges to 

Executive Summary
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society. Further recovery will also depend on how 
quickly supply-side shortages can be addressed. On 
the political front, risks relate to the negotiations be-
tween the European Union and the United Kingdom 
on the Northern Ireland Protocol and the foreign trade 
agreement between the United States and China in 
2022. Another risk is that the economic slowdown in 
China could be more severe than expected. The im-
pending exit from loose monetary policy, especially 
in the United States, also poses the risk of negative 
spillover effects for emerging markets, as in previous 
tapering episodes.

CHAPTER 2 
The Rise of Market Liberalism 

To understand what might happen post the pandemic 
it is useful to review how policy and circumstances in-
teracted in the stagflation episode of the 1970s and in 
the disinflation, international integration, and market 
liberalization developments of the 1980s and 1990s. 
We examine three principal areas of policy change or 
reorientation: the search for an answer to inflation, 
including institutional changes and the move to cen-
tral bank independence; the deregulation of labor 
markets, as an answer to persistently high levels of 
unemployment; and attempts to limit the growth of 
government expenditure and of government debt. In 
each case we attempt to answer the question about 
whether the move was driven by international expo-
sure, global competition, and a pressure for institu-
tional emulation. Did market liberalism follow from 
globalization (and conversely might a retreat from 
globalization necessarily imply a cutting back of mar-
ket liberalism)? 

Bad economic performance and ideological shifts 
often trigger sharp policy changes. What is now fre-
quently if perhaps inaccurately termed “neoliberal-
ism” emerged as a response to the economic and po-
litical crises of the 1970s. Reduced growth, high infla-
tion, and the challenge of the oil price shocks seemed 
to offer a fundamental challenge to democracy. The 
malaise of the 1970s, a combination of a threat to 
growth, concern with limited resources, higher infla-
tion, and challenges to democracy, all look quite con-
temporary again. It is consequently worth revisiting 
the experience of the 1970s, at a moment when the 
world seems to be denouncing, reviling, and moving 
away from neoliberalism. 

In a longer-term perspective, the 1970s started 
the most intense phase of globalization – as meas-
ured by the share of trade in output – that the world 
ever experienced. The elements of a new liberalism 
included combating inflation, deregulation, and a re-
duction of trade union power. The movement was 
most dramatic in the United States and the United 
Kingdom, and the outcome was often associated in 
consequence with Anglo-American society – but con-
tinental Europe adopted some of its precepts. Though 

the turning point is often associated with the highly 
ideological figures of Ronald Reagan and Margaret 
Thatcher, in reality the fundamental shift already be-
gan much earlier. 

The practical outcomes of new approaches to a 
new challenge of globalization, however, were not dis-
similar, although there were time lags. A substantial 
convergence took place and constituted one of the 
major phenomena of late twentieth century globaliza-
tion. In all countries, inflation fell, with a broad con-
vergence that by the 2000s included many non-West-
ern countries as well. Countries increasingly embraced 
trade liberalization. They deregulated many markets, 
and those countries that hesitated were chastised as 
laggards. Trade union membership and labor conflicts 
both fell away.

CHAPTER 3 
From the Global Financial Crisis 
to the Covid-19 Pandemic: The Rise of Populism

Economic policy in the period between the outbreak 
of the Global Financial Crisis in 2008 and the outbreak 
of the Covid-19 pandemic in late 2019 was character-
ized by a number of developments which distinguish 
it from the policies which dominated before the crisis. 
The most remarkable policy shift is the rise of pop-
ulism. The most striking example is the election of 
Donald Trump to the US Presidency in 2016. Earlier 
in the same year, the Brexit referendum surprised the 
world and ended six decades of deepening political 
and economic integration in Europe. In the debate 
before the referendum, arguments frequently used 
by populist politicians played a key role. In other Eu-
ropean countries, populist movements also gained 
influence – in many cases boosted by the migration 
wave in 2015 – including countries as Italy, France, 
Hungary, and Poland 

Chapter 3 outlines what was perceived as the 
dark side of market liberalization’s economic impli-
cations –higher inequality and instability – and how 
they have been linked to the rise of populism. The 
distributional consequences of globalization and lib-
eralization, which had already appeared in several 
countries in the 1980s, came to the forefront during 
the Global Financial Crises and engendered a feeling 
of fracture with countries.

A climate of mistrust in elites and policy mak-
ers developed in the wake of the Crisis and created 
a challenge to economic policy that has been accen-
tuated by the Covid-19 health crisis. Citizens in many 
EU countries seem to share a widespread perception 
of government failures, and what makes these per-
ceptions unique is that they are shared across the 
political spectrum even if the reasons for the mis-
trust differ. 

The dissatisfaction with policy has also stemmed 
from the looming environmental crisis. Both markets 
and policies are perceived as having failed the gen-
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eral population and tensions have emerged along a 
variety of dimensions. Younger generations feel their 
parents and grandparents are responsible for a crisis 
whose costs only the younger generations will need 
to bear; poorer countries blame richer nations; and 
within countries the income divide has also become 
a divide between those who generate high emissions 
and those who do not. Moreover, the increase in pub-
lic debt that occurred during the Great Recession has 
been accentuated by the Covid-19 crisis, leaving gov-
ernments in a tight spot. In this context, a complete 
rejection of the liberal paradigm of the past few dec-
ades is being advocated by many. Yet the very special 
economic climate over the past two years has created 
unusual circumstances and novel challenges.

CHAPTER 4 
Will the Role of Governments 
�&�+�� �1�%�"�� ��� �,�+�,�*�6�� ���%���+�$�"�� ���ž�"�/�� �1�%�"�� ���/�&�0�&�0��

The Covid-19 crisis has prompted a debate not only 
on how to restart economies after the pandemic, but 
also on the need to rethink economic policies to ad-
dress policy challenges including the climate, aging, 
technological developments, inequality, etc. Much of 
the debate centers on whether more or less govern-
ment intervention in the economy is needed. Many 
observers see the Covid-19 crisis as an example of 
the importance of government intervention, and it 
is sometimes claimed that governments should also 
play a larger role after the pandemic. However, since 
the crisis situation is exceptional, that conclusion may 
be premature. During the crisis trust in governments 
has generally declined, potentially suggesting that 
demand for larger government is limited. But trust 
in governments usually declines in times of crisis and 
recovers later. 

For this discussion it is important to note that 
the Covid-19 crisis is different from any other crisis 
encountered for about a century. The situation is dif-
ferent and unusual and the needed policy interven-
tion therefore also unusual. It is not clear why this 
experience gained during the pandemic is of much 
guidance in addressing future policy challenges. It is 
also worth being reminded of the optimism about the 
power of fiscal policy (demand management policies) 
in the 1970s and the rather dismal track record de-
spite substantial policy activism. The brief but impor-
tant answer is that the policy interventions were not 
well designed to address the problems arising from 
supply side changes (oil price hikes) and structural 
problems in the 1980s, see Chapter 2 and 3. This is 
not implying that fiscal policy is unimportant or not 
useful, but a reminder that no policy is omnipotent 
for all kinds of problems. Later developments and in 
particular the growth of populism are also a reminder 
that it is important to take a broad-based perspective 
on policy making focusing not only on the winners 
but also how to cope with the losers. A serious policy 

discussion starts by understanding the problem and 
why and how policy intervention is needed, and not 
by defining the solution. 

Intergenerational distribution is a common de-
nominator in many contemporary policy themes. 
The climate and environmental issues have impor-
tant intergenerational implications. But so have aging 
and public debt. The agenda of structural reforms to 
strengthen employment and growth to reduce ine-
quality and improve public budgets and to make pen-
sion systems more resilient has not become obsolete 
as a consequence of the Covid-19 crisis, if anything it 
has become more urgent. Projections show that aging 
is driving up public expenditures, causing financial 
problems, and it is not obvious that such increases 
should be passively accepted, leading to large gov-
ernments. Increases in retirement ages – motivated 
by increasing longevity – and strengthening of private 
savings are part of the solution. 

The degrees of freedom in fiscal policy depend 
critically on debt. The pandemic has taken public debt 
to record levels. At present interest rates are low, but 
so are growth rates, and interest rates may change 
quickly. It is therefore very risky to base policy mak-
ing on an expectation that the current low costs of 
servicing public debt are permanent. The present sit-
uation strongly depends on central bank intervention, 
and a normalization of monetary and fiscal policy will 
change the situation. The current increase in infla-
tion underlines the fact that central bank support for 
highly indebted governments may end sooner rather 
than later. Neglecting the debt issue may thus imply 
some short-term degrees of freedom at the risk of 
policies being severely constrained by debt problems 
in the future. Looking back, there are many examples 
of countries having lost room for maneuver due to 
high debt levels.

Prudence in fiscal policy and fiscal rules have not 
become irrelevant as a result of recent developments. 
Such rules play an important role as guidepost for 
ensuring fiscal sustainability and thus addressing the 
problems arising from aging. However, the current 
debate about fiscal rules is justified in particular be-
cause debt ratios have reached levels far beyond the 
60 percent limit foreseen by the treaty of Maastricht. 
While fiscal rules have their limits and enforcement is 
difficult, they remain important benchmarks in con-
versations and negotiations about economic policy 
at the European level. Just making these rules laxer 
by increasing, e.g., the maximum debt ratio to 90 or 
100 percent of GDP is not solving the problem. There 
is a need for a better balance between flexibility, in-
centives, and discipline. One way forward would be to 
combine higher debt limits with reform requirements 
like the introduction of equity requirements for banks 
holding domestic debt portfolios.

Regarding the future role of governments, the 
consequences of the pandemic are in fact limited. 
Most importantly, the pandemic is a highly unusual 
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situation, which requires unusual policies. The role 
of government in this crisis offers little guidance re-
garding its role when the situation is back to normal, 
as much as a surgeon may play a key role after an 
accident, but this does not mean the patient needs 
him permanently. Rather, there is a significant risk 
that the exit from the crisis mode, with government 
support for many individuals and companies, to bring 
back a situation where market forces are in play, may 
come too late. It would be highly problematic if the 
perceived role of government in the economy changed 
towards the expectation that government support 
shields companies and employees from any kind of 
pressure. The reallocation of human and physical cap-
ital which is needed to allow for structural change 

would be inhibited. This is why it is important that 
crisis related support measures are eventually phased 
out. 

A rather straightforward consequence of the 
pandemic is that it has led to an increase in govern-
ment debt, which will constrain government action 
in the future. The higher debt levels also underline 
the importance of structural and growth enhancing 
reforms, so that bearing the higher debt burden is 
easier. If there is a change in what is expected from 
governments, there may be a shift towards demand 
for competence. At the same time, populist politicians 
have not been very successful in this crisis. Whether 
this will reduce support for populism in the coming 
years remains to be seen.
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1.1 INTRODUCTION

Since the beginning of 2020, the world has been under 
the shadow of the Corona pandemic. At the begin-
ning of 2021, there was an expectation that humanity 
could quickly regain control with the availability of 
vaccines. Various mutations, the scarcity of vaccines 
in parts of the world, and the resistance of parts of 
society to vaccination made and still make it more 
difficult than hoped to end the pandemic quickly. 
Despite increasing immunization of the population 
through vaccination or booster shots, the more in-
fectious new variant called Omicron has triggered a 
new wave this winter in large parts of the world. With 
the high baseline levels caused by the Delta variant 
in the summer and autumn of 2021, Omicron has al-
ready led to another major strain on health systems 
in many regions. The tightened containment measures 
this winter, as well as preventive behavioral changes 
in the population, again weigh on activities in sectors 
that have already been particularly affected by the 
pandemic in the past. In addition, staff shortages due 
to high infection rates lead more or less randomly to 
supply shortages in various areas.

Nevertheless, the impact on economic activity is 
likely to be less than the wave in winter 2020/21 and 
especially in the first “shock wave” in spring 2020, 
when there were few or no vaccinated people. More-
over, policymakers and society have to some extent 
learned to live with the virus and have chosen to be 
less restrictive in contact restrictions than in the 
earlier days of the pandemic. Whether this can be 
associated with more effective policies or differences 
in viral loads, or whether societal priorities have 
changed, is difficult to assess. The statistics on the 
number of deaths associated with Covid-19 do not 
provide clear evidence in either of these directions. 
In the last ten months of 2020, about 445,000 Cov-
id-19-related deaths were recorded in the Euro- 
pean Union and the United Kingdom, while in the 
first ten months of 2021 t estimates of excess mor-
tality, these numbers are, on the one hand, partly 
higher, at 690,000 and 480,000 people overall, while 
on the other hand, there is a significant decrease  
(of 30 pcent) between these two periods (see Fig-
ure 1.1). The initially higher numbers suggest either 
measurement problems or strong indirect effects 
on mortality. Depending on the underlying factors, 
the interpretation of these numbers can be quite 
different.

It is not yet possible to say whether the death toll 
during the current winter wave will be lower than in 

previous waves. However, most experts do believe, 
or at least hope, that, despite future variants, immu-
nization of the population – either through vaccina-
tion or infection – will allow a slow return to a more 
social way of life from spring onwards and thereby a 
further recovery of the economy. Until then, however, 
social distancing and the wearing of masks indoors 
are still in order.

The two other, albeit very related, issues that are 
at the top of an economist’s agenda today are supply 
chain problems and inflation. The epidemiological 
situation has led to consumers switching from ser-
vices to goods. Together with the V-shaped recoveries 
after the closures, which in many industrialized coun-
tries were also made possible by strong government 
support, this led to a boom in industrial production 
and global trade, leading to supply chain problems 
and sharp price increases in relevant commodities 
and subsequently in producer and consumer prices. 
The move away from just-in-time production and 
the resulting desire to stockpile inputs has further 
exacerbated the situation. In principle, these infla-
tionary pressures are likely to be temporary due to 
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the expected turnaround from the pandemic and the 
associated shift toward services, the reconstruction 
or reestablishment of value chains, and the only one-
time albeit largely permanent increase in inventories. 
Nevertheless, some fear persistent inflation above 
the targets communicated by central banks because 
the fiscal burden built up over the last 13 years puts 
political pressure on central banks to maintain a low 
interest rate environment.

1.2 CURRENT SITUATION

1.2.1 Global Economy

Last year, the global economy increasingly recovered 
from the negative consequences of the first waves 

of the Corona pandemic: in the first half of the year 
world Gross Domestic Product (GDP) already exceeded 
pre-crisis levels again (see Figure 1.2). Compared to 
the Great Financial Crisis, the decline in global GDP 
during the height of the Corona crisis was much 
more pronounced. However, the speed of recovery 
was also much higher. Whereas during the financial 
crisis it took two years for global GDP levels to return 
to pre-crisis levels, during the Corona crisis this was 
the case within 1.5 years. This difference in the speed 
of recovery is even more pronounced when looking 
at either industrial production or trade at the world 
level. Back in the financial crisis it took 2 to 3 years to 
fully recover. This time around this was accomplished 
within about a year. Both the production of and inter-
national trade in goods developed very dynamically 
and reached new highs during spring, summer and 
early winter last year. 

In the second half of 2021, the dynamic recovery 
of global GDP continued, albeit at somewhat weaker 
rates. Many countries scaled back their Covid-19 con-
tainment and infection control measures as infection 
rates fell and vaccination campaigns progressed. This 
allowed the service sectors in particular to recover, 
which had previously been constrained by lower lev-
els of interpersonal contact. The goods-producing 
sectors, on the other hand initially lost momentum.

Sentiment indicators such as the Global Economic 
Barometers, which traditionally and mainly due to 
data availability focus on the development of indus-
trial production, did start to cloud in summer (see 
Figure 1.3).1 Reasons for this gloom were supply-side 
production-limiting factors, which further intensified 
during the second half of 2021. The dynamic recovery 
following the lifting of many protective measures in 
the summer, but also the attempt by companies to 
move away from the just-in-time production model 
and build up larger intermediate product inventories 
again, led to a strong increase in overall economic 
demand. However, supply could not keep up, which 
led to bottlenecks in intermediate products, raw 
materials, energy, transport capacities and in some 
cases also of employees. These bottlenecks led to 
very sharp price increases for raw material, which 
affected industry as well as the construction sector.

Both the excess demand in global merchandise 
trade and the supply-side problems are driving up 
prices. Raw material prices are well above levels seen 
in the years before the pandemic, but have not clearly 
surpassed peak levels witnessed in the recovery phase 
after the Great Financial Crisis (see Figure 1.4). In the 
area of industrial raw materials, the bull market was 
reached in the spring last year, and since then prices 
have in their tendency been declining. 

1	 This indicator is based upon hundreds of economic tendency sur-
vey results conducted in countries all over the world. The index for 
each region is constructed such that it has a high correlation with 
contemporaneous world GDP growth. The index is constructed to 
have an in-sample average of 100 and a standard deviation of 10. 
See Abberger et al. (2022) for further information.

Source: CPB Netherlands Bureau for Economic Policy Analysis;IMF; KOF; last accessed on 
4 February 2022; EEAG calculations. © CESifo
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The cause of the current supply restrictions and 
the resulting price pressure is not so much the scar-
city of the goods themselves, but rather bottlenecks 
in processing and transport and dependencies within 
supply chains. This includes the Covid-related clo-
sures of large Chinese ports and factories in other 
Asian economies, as well as the blockade in the Suez 
Canal in March 2021. As a result of the huge demand, 
container ships were jammed at cargo ports world-
wide. Waiting times have increased significantly due 
to staff shortages at ports and clearance points. This 
has been further exacerbated by limited air capacity, 
which is why much of the air freight, in normal times 
often piggybacking on passenger transport, has had 
to be shifted from aircraft to ships. 

An acute global energy shortage has further put 
pressure on fuel prices. For example, China decided to 
put some of its coal-fired power plants on standby in 
order to meet its emissions targets. This in turn had 
consequences for industrial production in Europe, 
which had to cut back on aluminum production due 
to a lack of magnesium produced in China. Further-
more, as the global economy recovered, demand for 
oil increased rapidly, while the Association of Petro-
leum Producing Countries (OPEC) continued to curb 
oil demand. This led to massive price increases in the 
energy component of consumer prices (see Figure 1.5). 
The current price level of fuel roughly corresponds to 
that before the introduction of shale oil extraction in 
the United States in 2014. While crude oil itself has 
not yet reached this historically high level, the price 
of natural gas is already far above it due to the mas-
sive price increases in recent months.

Supply bottlenecks are also occurring due to 
structural adjustments in the wake of the pandemic. 
This accelerated digitalization in many sectors and 
increased the demand for microchips. The shortage is 
particularly noticeable in the automotive industry as a 
result of the bottlenecks and is expected to continue 
until the second half of 2022.

In short, the overall recovery was slowed by a 
flattening of industrial production that was already 
occurring before the Omicron wave of the pandemic 
was mapped out. Bottlenecks on the supply side, high 
inflation rates, and a renewed increase in new infec-
tions began to dampen the economy again in many 
countries towards the end of the year.

The individual regions of the world were affected 
differently by the current events regarding the pan-
demic and the supply bottlenecks. The European Un-
ion and the United Kingdom gained momentum in the 
third quarter and again expanded strongly. This was 
mainly due to the slowdown of the pandemic, which 
allowed most of the infection control measures to be 
lifted. The United States did not react with a tighten-
ing of infection control measures despite high infec-
tion figures during the winter of 2020/21, while at the 
same time providing fiscal stimulus. This prevented 
a clear drop in private consumption at the beginning 

of last year, allowing GDP to achieve pre-crisis levels 
before the euro area (see Figure 1.6). The subsequent 
slowdown in output growth in the United States was 
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probably due to the weakening of the fiscal stimulus, 
increasing problems in the procurement of intermedi-
ate goods in industry, and the effects of a hurricane, 
which severely affected oil production for a longer 
period. Accordingly, the United States experienced a 
stronger slowdown in growth during the second half 
of the year. 

The expansion of the Chinese economy slowed 
down with the start of 2021 (see Figure 1.7). Produc-
tion increased by only 0.3 to 1.6 percent in a quar-
ter-over-quarter comparison; year-on-year growth 
was about 4 percent in the fourth quarter. This was 
not only considerably less than in previous quarters, 
whose high growth rates of 18.7, 7.8 and 5 percent 
were, however, largely due to the base effect of the 
corona-induced slump in production in the first half 
of 2020, but is also below the pace of growth recorded 
before the crisis. The weakness in the third quarter 
was driven by factors that are likely to be temporary. 
Economic activity was weighed down by the impact 
of local Covid-19 outbreaks and sharp containment 
measures on the services sector as a consequence 
of the strict zero-Covid policy pursued by the Chi-
nese government. In addition, the economy in China 
was slowed down by problems in energy supply. In 
recent months, companies were repeatedly forced to 
shut down production in order to curb electricity con-
sumption. Finally, payment difficulties of large compa-
nies in the real estate industry weighed on economic 
sentiment and led to a rapid slowdown in residential 
construction, which had a negative impact. In contrast 
to many of the challenges mentioned above, the fi-
nancial difficulties in the real estate sector point to 
problems that are likely to weigh on China’s economy 
for some time to come. 

While the Indian economy recovered from the 
renewed pandemic-related slump in spring, in many 
other Asian emerging countries the infection fig-
ures rose sharply with the spread of the Delta var-
iant and there were associated significant declines 
in economic activity. Within Latin America, eco-
nomic developments are quite uneven. While the 
economies of the Andean countries Chile, Peru, and  
Colombia continued to expand strongly, production 
in the large countries of Brazil, Mexico, and Argentina 
started to decline again, although only in Mexico was 
this largely due to the pandemic. In Brazil and Ar- 
gentina, on the other hand, the main reason was 
that agricultural production declined due to drought,  
and private consumption was slowed down by the 
fact that sharply rising prices reduced purchasing 
power.

The economic recovery has also been clearly no-
ticeable in labor markets across the world. Whereas 
labor force participation rates mostly started to re-
cover from drops experienced in 2020, unemployment 
rates have reached historically low pre-crisis levels 
again in many parts of the world (Figure 1.8). Of the 
bigger regions, the major exception has been the 
United Kingdom. Here, the aftermath of Brexit has 
caused the participation rate to deteriorate further 
and the unemployment rate to improve but remain 
somewhat above pre-crisis levels.

The increased prices of raw materials, energy, 
and intermediate goods have resulted in higher pro-
duction costs for companies. This has translated into 
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a strong increase in producer prices (see Figure 1.9). 
The higher production costs either result in profit 
losses or are passed on to consumers. In the latter 
case, this increases not only the energy price com-
ponent but also core inflation. As a consequence, 
inflation in the euro area rose to 5 percent (core: 
2.6 percent) in December 2021, in the United States 
to 7.1 percent (core: 5.5 percent), and in the United 
Kingdom to 5.4 percent (core: 4.3 percent). The main 
drivers in all countries were higher prices in the trans-
port, housing, and food sectors due to higher energy 
and commodity prices. Only in Japan is consumer 
inflation still very low.

1.2.2 European Economy

The European economy has experienced a strong and 
broad-based recovery in recent quarters. The clearly 
above-average GDP expansion rates were due on the 
one hand to dynamic foreign trade and on the other 
hand to an increasing normalization of activities in 
the services sector. After the restrictions on – in par-
ticular contact-intensive – services were gradually 
lifted over the year, private consumption recovered 
strongly. For the euro area most sectors of the econ-
omy managed to get close to pre-crisis levels again 
during the second half of last year (see Figure 1.10). 
However, the sectors particularly affected by the pan-
demic, such as the event and entertainment industry, 
remained below the pre-crisis level throughout the 
year. The hospitality and transport sectors also con-
tinue to lag behind, despite a strong recovery during 
autumn.

In the rest of the European Union, production 
has recovered considerably despite the pandemic 
and supply shortages. These economies are recov-
ering comparatively steadily. In general, production 
growth remained strong during the second half of last 
year. Exceptions are Romania and Bulgaria, where the 
health system was particularly strained by Corona 

infections, and Hungary, where industrial production 
fell particularly sharply in the wake of supply bottle-
necks in the automotive industry.
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The UK economy continues to be burdened by 
the pandemic and the impact of Brexit. The economic 
recovery is less advanced in the United Kingdom than 
in the euro area. After the middle of last year, the 
previously strong economic expansion slowed down 
significantly, although the containment measures 
were largely lifted in July. While activity in the ser-
vice sector continued to recover despite a renewed 
sharp rise in the number of infections, production 
in industry and construction declined. Beyond the 
supply bottlenecks for raw materials and intermedi-
ate products that could be felt worldwide, a serious 
shortage of truck drivers in particular made itself felt, 
which at times led to considerable logistical problems 
and is probably also a consequence of Brexit, which 
has made it much more difficult to fill positions with 
labor migrants. 

The economic recovery of the last few quarters 
has had a clear impact on the labor market. Employ-
ment increased strongly in the second half of the year 
and surpassed pre-crisis levels in the fourth quarter of 

2021. However, the development between the sectors 
was uneven (see Figure 1.11). The worst development 
was in the hotel and restaurant industry, which nev-
ertheless experienced a very strong increase in em-
ployment in the second half of the year. Even in this 
sector, companies are increasingly complaining about 
not finding enough staff. Despite the considerable 
increase in value added, employment in industry was 
not yet back to pre-crisis levels in the third quarter. 

The strengthening of the labor market led to a 
considerable reduction in the unemployment rate. 
In the euro area, it returned to pre-crisis levels at the 
end of last year. In the individual member countries, 
the overall patterns were quite comparable (see Fig-
ure 1.12). Job retention measures, such as short-time 
work and wage subsidies, prevented unemployment 
rates from rising much more sharply during the pan-
demic waves and also enabled the subsequent strong 
and rapid recoveries. To the extent that the demand- 
and supply-side declines were temporary, these policy 
measures appear to have paid off.

Also in Europe, inflation has increased sharply 
over the course of 2021. In autumn last year, it was 
higher in many countries than it had been for several 
decades. In the euro area, it reached 5 percent in De-
cember (see Figure 1.13). Admittedly, it has proba-
bly reached its peak. The contribution of the energy 
component to inflation, which at the end of last year 
amounted to just under half, will decline significantly, 
on the one hand because the pressure coming from 
year-over-year oil price dynamics will abate, and on 
the other because the VAT normalization in Germany 
will wear out. Nevertheless, the core inflation rate, 
which is calculated without taking energy and food 
prices into account and therefore reflects the underly-
ing inflation trend better than the rate with these vol-
atile components, has also risen sharply in the course 
of this year. With 2.6 percent in December last year, 
it stands higher than the European Central Bank’s 
inflation target. 
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During the last months of 2021, energy markets 
were characterized by a drastic increase in the price 
of gas. This was particularly pronounced in Europe. 
Europe is one of the regions that is most dependent 
on gas, whereby most of its supply comes from out-
side the European Union, in particular, from Russia. 
Here, supplies from Russia in the summer had not 
been sufficient to replenish stocks to a normal level 
before the heating season, so that prices exploded 
with emerging doubts about supply security. The low 
supplies from Russia are likely to be a major factor 
in explaining the soaring gas prices. On top of that, 
France had to temporarily shut down several reactors 
due to overdue maintenance and detected defects 
and is now importing electricity instead of exporting 
nuclear power to neighboring countries. Together 
with the general price pressure on commodities and 
energy, this explains not only the difference between 
core inflation and actual consumer inflation, but also 
the soaring producer prices.

1.3 FISCAL AND MONETARY POLICY

1.3.1 Fiscal Policy

The corona pandemic continues to set the stage for 
the fiscal policy environment in most if not all coun-
tries in the world. Whereas in the euro area govern-
ment revenues as percentage of GDP remained rela-
tively stable, last year’s fiscal policy continued to be 
shaped by high expenditures to combat the conse-
quences of the pandemic (see Figure 1.14). Besides the 
automatic stabilizers, the pandemic-related additional 
expenditures consisted largely of transfer payments, 
for example through the assumption of short-time 
work compensation and participation in hardship as-
sistance for companies that were particularly hard hit. 
Consumptive expenditures of the public sector also 
increased noticeably through the provision of social 
benefits in kind, due to the procurement of vaccines 
and the assumption of costs for diagnostic tests. As 
a consequence, public deficits overall stayed at his-
torically high levels. Although this year’s expenditures 
will be lowered substantially, government deficits will 
remain at high levels. In line with the assumption that 
pandemic-related constraints will decrease as im-
munization progresses, the use of support programs 
will also decrease. However, new expansionary fiscal 
stimuli will be put in place in the United States. The 
Infrastructure and Investment Act provides USD 550 
billion in new spending over the next 10 years. Under 
the Build Back Better Act, which includes elements of 
the American Jobs Plan and the American Families 
Plan, further fiscal measures are being put in place. 
Nevertheless, according to IMF estimates, the United 
States realized a government deficit of 11.4 percent 
last year that will fall to 7.9 percent this year. 

In almost all European countries, too, government 
activities to support the health sector and the overall 

economy will be gradually scaled back this year. How-
ever, this fiscal normalization is likely to be slow and 
it will take more than a year for government spending 
to return to pre-crisis levels. According to European 
Commission estimates, the deficit for the euro area 
and the European Union will fall from 7.1 and 6.6 per-
cent, respectively, last year to 3.9 and 3.6 percent this 
year (see Table 1.1).

Part of this deficit reduction will be absorbed by 
the new Next Generation EU (NGEU) program. At a 
summit in December 2020, EU member states adopted 
the NGEU program as an extension to its regular 
budget to address the economic consequences of the 
coronavirus pandemic. This package includes EUR 750 
billion (in 2018 prices), of which EUR 390 billion are 
direct transfers and EUR 360 billion are loans to be 
repaid. The loans and grants are intended to support 
Europe’s recovery through post-pandemic reforms 
and investments across the European Union, while 
enabling digital and environmental transformation 
in a cohesive society across Europe. To access these 
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special funds, member states must submit their recov-
ery and resilience plan to the European Commission, 
which will verify consistency with EU priorities and 
specific country recommendations. With a few excep-
tions, most countries have submitted their proposals. 
Grants are committed after approval of the recovery 

and resilience plans. Member states must spend at 
least 37 percent on climate investments and reforms 
and at least 20 percent on digital transformation. 

The NGEU program amounts to nearly 5 percent 
of euro area GDP of 2019 and is targeted at weaker 
countries. Countries are generally eligible for loans 

Table 1.1

Public Finances

�
�/�,�0�0���!�"���1�m �	�&�0� ���)�������)���+� �"�m ���/�&�*���/�6���#�&�0� ���)�������)���+� �"�mCyclically-adjusted 
�-�/�&�*���/�6���#�&�0� ���)�������)���+� �"�m

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

Germany 67.0 68.7 71.4 69.2 1.2 – 4.3 – 6.5 – 2.5 2.4 – 3.7 – 5.9 – 2.0 2.2 – 1.5 – 4.5 – 2.1

France 97.0 115.0 114.6 113.7 – 3.2 – 9.1 – 8.1 – 5.3 – 1.4 – 7.8 – 6.9 – 4.2 – 1.0 – 3.3 – 5.6 – 4.1

Italy 134.7 155.6 154.4 151.4 – 2.3 – 9.6 – 9.4 – 5.8 1.6 – 6.1 – 5.9 – 2.9 2.4 – 1.5 – 4.6 – 3.1

Spain 98.5 120.0 120.6 118.2 – 4.0 – 11.0 – 8.1 – 5.2 – 1.2 – 8.7 – 5.9 – 3.1 0.1 – 2.2 – 2.5 – 2.0

Nether-
lands

58.7 54.3 57.5 56.8 0.0 – 4.2 – 5.3 – 2.1 1.1 – 3.5 – 4.8 – 1.7 1.2 – 1.2 – 3.9 – 2.0

Belgium 102.8 112.8 112.7 113.1 – 1.9 – 9.1 – 7.8 – 5.1 0.7 – 7.1 – 6.1 – 3.7 0.1 – 3.9 – 5.2 – 3.5

Austria 79.1 83.2 82.9 79.4 – 0.9 – 8.3 – 5.9 – 2.3 1.1 – 7.0 – 4.7 – 1.4 1.3 – 3.7 – 3.1 – 1.5

Ireland 73.9 58.4 55.6 52.3 – 1.0 – 4.9 – 3.2 – 1.7 1.3 – 3.9 – 2.4 – 1.0 0.7 – 1.4 – 4.0 – 2.4

Finland 61.2 69.5 71.2 71.2 – 1.6 – 5.5 – 3.8 – 2.4 – 0.6 – 4.8 – 3.3 – 2.0 0.0 – 2.7 – 2.3 – 1.7

Portugal 126.6 135.2 128.1 123.9 – 2.8 – 5.8 – 4.5 – 3.4 1.1 – 2.9 – 1.9 – 1.1 2.4 1.0 – 0.4 – 0.9

Greece 180.7 206.3 202.9 196.9 – 1.1 – 10.1 – 9.9 – 3.9 2.3 – 7.1 – 7.3 – 1.4 7.3 – 2.1 – 5.4 – 0.9

Slovakia 51.2 59.7 61.8 60.0 – 1.9 – 5.5 – 7.3 – 4.2 – 0.4 – 4.3 – 6.1 – 3.1 – 0.5 – 2.9 – 5.3 – 3.2

Luxem-
burg

21.3 24.8 25.9 25.6 1.9 – 3.5 – 0.2 0.2 2.2 – 3.3 0.0 0.3 2.5 – 1.3 0.8 0.7

Slovenia 75.2 79.8 77.7 76.4 – 1.5 – 7.7 – 7.2 – 5.2 1.1 – 6.1 – 5.8 – 3.9 1.8 – 4.8 – 6.2 – 4.9

Lithuania 38.6 46.6 45.3 44.1 0.1 – 7.2 – 4.1 – 3.1 1.3 – 6.5 – 3.7 – 2.9 0.5 – 6.1 – 3.6 – 2.5

Latvia 38.6 43.2 48.2 50.7 – 0.8 – 4.5 – 9.5 – 4.2 0.1 – 3.8 – 8.9 – 3.6 – 0.5 – 2.5 – 7.9 – 3.4

Estonia 9.4 19.0 18.4 20.4 – 0.1 – 5.6 – 3.1 – 2.5 0.0 – 5.6 – 3.1 – 2.5 – 0.3 – 3.0 – 3.7 – 2.3

Cyprus 100.3 115.3 104.1 97.6 – 1.6 – 5.7 – 4.9 – 1.4 1.1 – 3.6 – 3.0 0.2 4.7 – 2.3 – 2.9 – 0.2

Malta 50.6 53.4 61.4 62.4 0.7 – 9.7 – 11.1 – 5.8 2.7 – 8.4 – 10.0 – 4.7 0.9 – 5.6 – 8.0 – 3.9

Euro area 90.5 99.3 100.0 97.9 – 1.3 – 7.2 – 7.1 – 3.9 0.7 – 5.7 – 5.7 – 2.7 1.1 – 2.1 – 4.3 – 2.6

Sweden 40.9 39.7 37.3 34.2 0.4 – 2.8 – 0.9 0.3 0.9 – 2.5 – 0.8 0.5 0.8 – 0.2 0.3 0.8

Poland 50.3 57.4 54.7 51.0 – 1.8 – 7.1 – 3.3 – 1.8 – 0.2 – 5.8 – 2.2 – 0.8 – 0.4 – 4.8 – 1.7 – 1.0

Denmark 37.5 42.1 41.0 38.8 1.1 – 0.2 – 0.9 1.3 2.2 0.4 – 0.2 1.8 2.2 3.3 – 1.3 3.8

Czech 
Republic

35.7 37.7 42.4 44.3 0.1 – 5.6 – 7.0 – 4.3 1.0 – 4.8 – 6.2 – 3.5 0.8 – 3.1 – 5.0 – 3.1

Romania 36.6 47.4 49.3 51.8 – 2.4 – 9.4 – 8.0 – 6.9 – 1.0 – 7.9 – 6.4 – 5.1 – 0.9 – 6.1 – 5.5 – 4.6

Hungary 72.3 80.1 79.2 77.2 – 2.2 – 8.0 – 7.5 – 5.7 0.7 – 5.6 – 5.1 – 3.3 0.0 – 3.4 – 4.5 – 3.3

Bulgaria 24.9 24.7 26.7 26.7 – 0.2 – 4.0 – 3.6 – 2.8 0.5 – 3.5 – 3.0 – 2.2 1.1 – 2.4 – 2.5 – 2.2

Croatia 78.0 87.3 82.3 79.2 – 1.4 – 7.4 – 4.1 – 2.9 1.4 – 5.4 – 2.4 – 1.4 1.3 – 2.8 – 1.8 – 1.9

European 
Union

84.0 91.8 92.1 90.0 – 1.2 – 6.9 – 6.6 – 3.6 0.7 – 5.5 – 5.3 – 2.4 1.1 – 2.1 – 4.0 – 2.4

United 
States

106.3 127.0 129.3 128.6 – 5.4 – 15.8 – 11.4 – 7.9 – 1.5 – 11.9 – 8.1 – 4.7 – 2.0 – 8.6 – 7.1 – 7.0

China 48.7 66.3 68.9 72.1 – 3.7 – 11.2 – 7.5 – 6.8 – 3.0 – 10.2 – 6.6 – 5.9 – 2.8 – 8.6 – 6.0 – 5.5

Japan 232.2 253.9 256.8 253.9 – 3.6 – 10.9 – 9.1 – 5.0 – 1.9 – 9.3 – 7.6 – 3.6 – 2.9 – 8.5 – 7.5 – 3.3

United 
Kingdom

85.1 102.3 103.0 103.9 – 3.4 – 12.9 – 10.1 – 5.5 – 0.8 – 10.9 – 8.3 – 3.8 – 1.7 2.5 – 6.5 – 3.7

Switzer-
land

40.7 42.4 42.7 41.6 0.7 – 2.8 – 1.0 – 0.3 1.1 – 2.5 – 0.7 0.0 0.8 – 1.9 – 1.4 0.2

�m ���0�������-�"�/� �"�+�1���$�"���,�#�����-�,�1�"�+�1�&���)�����$�/�,�0�0���!�,�*�"�0�1�&� ���-�/�,�!�2� �1�����&�+��� ���0�"���,�#��� �6� �)�&� ���)�)�6�����!�'�2�0�1�"�!�����-�/�&�*���/�6�����#�&�0� ���)�������)���+� �"�0���ý���	�,�/��� �,�2�+�1�/�&�"�0���,�#���1�%�"�����2�/�,�-�"���+�����+�&�,�+�þ���!�"�#�&�+�&�1�&�,�+�0�����/�"��
according to the Excessive Deficit Procedure. For the United States, China, Japan, the United Kingdom and Switzerland, definitions are according to the IMF. For the 
United Kingdom forecasts of the European Commission are shown.

Source: European Commission, Autumn 2021; IMF World Economic Outlook, October 2021.
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of up to 6.8 percent of their Gross National Income. 
In 2021–22, 70 percent of the funds will be allocated 
according to a backward-looking formula that allo-
cates more funds to countries who had lower GDP 
per capita, larger populations, and higher unemploy-
ment rates in 2015–19. More than half of the aid will 
thereby go to Italy and Spain, which were particularly 
affected by the pandemic and already had ongoing 
structural problems. Thirty percent of the funds will 
not be allocated until 2023. As a rule, the principle 
of additionality of EU-financed spending should be 
respected. However, countries could designate some 
already planned expenditures as part of the recovery 
and resilience plans, effectively opening the possi-
bility of using some NGEU funds for debt reduction. 
While the total grants requested are above the maxi-
mum amount available, the loans requested are cur-
rently less than 20 percent of the maximum amounts 
available. This indicates that member states have so 
far been able to finance themselves independently 
thanks to the European Central Bank’s extensive inter-
ventions, which have created favorable capital market 
conditions for them. National borrowing also offers 
the member states the advantage that they do not 
have to expose themselves to the reform requirements 
of the EU Commission. 

The NGEU program enables the European Com-
mission to issue bonds on a large scale backed by the 
EU budget to help member states fight the crisis and 
build resilience. To help repay the bonds, the EU insti-
tutions have agreed to introduce new own resources. 
The new own resources will prevent repayments under 
NGEU program from leading to cuts in other EU pro-

grams or excessive increases in member state contri-
butions. It does, however, imply that parts of national 
deficits are raised to a supra-national level.

Late last year, the European Commission pro-
posed three new revenue sources to finance the 
grant component of the NGEU program. The first is 
based on revenue from emissions trading, the second 
on funds generated by the proposed EU carbon cap 
adjustment mechanism, and the third on the share 
of residual profits of multinational companies allo-
cated to EU member states under the recent OECD/
G20 agreement on the reallocation of taxing rights.2 

These new own resources will also finance the Social 
Climate Fund, which is a key element of the Fit-for-55 
package adopted in July 2021 and includes an over-
haul of the EU Emissions Trading Scheme to support 
the transition to a low-carbon economy.

Fiscal policy continues to support the economy 
for the time being. In the advanced economies – and 
to a lesser extent in many emerging economies – sub-
stantial additional spending and tax deferrals were 
adopted during the past two years to mitigate the 
economic impact of the pandemic and the measures 
taken to combat it. In the face of the current new 

2	 Last October, more than 130 countries agreed to reform the inter-
national tax framework toward a two-pillar system to combat tax 
avoidance and ensure that profits are taxed where economic activity 
and value creation take place. Under the first pillar, participating 
countries will receive a right to tax a portion of the residual profits of 
the world’s largest multinationals with annual global sales of more 
than 20 billion euros and a profitability of 10 percent. The Commis-
sion proposes own resources equal to 15 percent of the share attrib-
utable to EU member states of the residual profits of companies cov-
ered by the scope. The second pillar stipulates that multinational 
groups with an annual turnover of more than 750 million euros must 
pay at least 15 percent in taxes.

-5 -4 -3 -2 -1  0  1  2  3  4  5  6

Denmark
Bulgaria

Netherlands
Sweden

Luxemburg
Latvia

Slovakia
Croatia

Malta
Czechia
Poland

Germany
Finland

Lithuania
Portugal

Euro area
France

Belgium
Estonia
Austria
Greece

Slovenia
Italy

Hungary
Spain

Cyprus
Romania

© CESifo 

�m�����"�#�&�+�"�!�����0���1�%�"�����3�"�/���$�"�����+�+�2���)��� �%���+�$�"�0���&�+���0�1�/�2� �1�2�/���)���-�/�&�*���/�6���#�&�0� ���)�������)���+� �"�0���,�3�"�/���1�%�"���/�"�0�-�"� �1�&�3�"���-�"�/�&�,�!���2�+�!�"�/��� �,�+�0�&�!�"�/���1�&�,�+�ýA positive value implies a 
�!�"�1�"�/�&�,�/���1�&�,�+���,�#���1�%�"���0�1�/�2� �1�2�/���)���-�/�&�*���/�6���#�&�0� ���)�������)���+� �"���-�,�0�&�1�&�,�+�����+�!���1�%�"�/�"���6�������-�,�0�&�1�&�3�"���#�&�0� ���)���&�*�-�2�)�0�"���#�,�/���1�%�"���"� �,�+�,�*�6�ý��
���,�2�/� �"�ÿ�����2�/�,�-�"���+�����,�*�*�&�0�0�&�,�+�����)���0�1����� � �"�0�0�"�!���,�+���Ù���	�"���/�2���/�6���×�Õ�×�×�����������
��� ���)� �2�)���1�&�,�+�0�ý

�	�&�0� ���)�����*�-�2�)�0�"�0���&�+�����������"�*���"�/�����,�2�+�1�/�&�"�0�m

�¢���,�#���
����

Aggregate fiscal impulses, 2016–2019

-5 -4 -3 -2 -1  0  1

Latvia
Greece

Malta
Cyprus

Germany
Slovakia

Netherlands
Czechia
Belgium

Euro area
Ireland
Austria

Italy
France

Estonia
Slovenia
Hungary

Lithuania
Romania

Poland
Finland

Spain
Sweden
Bulgaria
Croatia

Luxemburg
Portugal

Fiscal impulses, 2022

�¢���,�#���
����
 0  1  2  3  4  5  6  7  8  9 10 11

Spain
Poland

Romania
Finland

Luxemburg
Portugal

Croatia
Estonia

Hungary
Lithuania

France
Austria

Belgium
Slovakia
Bulgaria

Euro area
Cyprus

Czechia
Netherlands

Italy
Germany
Denmark
Slovenia

Malta
Latvia

Ireland
Greece

Aggregate fiscal impulses, 2020–2021

�¢���,�#���
����

Figure 1.15



18

wave of infections, fiscal support programs remain at 
least to some extent effective this year. While expendi-
tures to finance pandemic-related burdens are clearly 
declining as economic activity continues to normalize, 
the focus is more and more on public investments and 
programs aimed at addressing structural challenges 
such as climate change or demographic aging. 

Overall, as a consequence of the expiry of the 
pandemic-related support programs, the negative 
fiscal impulse, as measured by the change in the cy-
clically-adjusted budget deficit, is likely to be mod-
erate; policymakers are likely to act cautiously in 
possible consolidation steps so as not to jeopardize 
the economic recovery. In the European Union this 
is supported by the fiscal rules to remain suspended 
in 2022. Also supportive is that financing conditions 
remain very favorable. For the euro area at large, af-
ter two years with an average positive fiscal impulse 
of 4.7 percent of GDP, a negative fiscal impulse of 
around 1.7 percent is to be expected for 2022 (see 
Figure 1.15).

1.3.2 MONETARY CONDITIONS 
AND FINANCIAL MARKETS

Internationally, inflation rates have risen beyond the 
implicit or explicit target ranges of central banks in 
many countries in recent months. Rising commod-
ity and energy prices, catch-up effects from fall- 
ing prices during the first year of the pandemic, sup-
ply bottlenecks, and pandemic-related special fac-
tors contributed significantly to rising prices. Many 
central banks are at a crossroads. For the first time 
since the outbreak of the financial crisis, inflation 
rates in the major currency areas are above their 
respective inflation targets. Although most central 
banks still consider the rise in inflation to be tempo-
rary, many of them has at least started announcing 
that they will reduce the strong degree of monetary 
expansion. 

The US Federal Reserve indicated in December 
that its ultra-loose policy, pursued since the begin-
ning of the pandemic, is coming to an end, respond-
ing to rising inflation. First, the central bank will re-
duce its monthly bond purchases at an accelerated 
pace. While it was still buying USD 120 billion worth 
of bonds per month in autumn last year, it will stop 
asset purchases completely by March this year. Sec-
ond, the central bank expects to start raising interest 
rates thereafter. Current projections indicate that the 
Fed expects three to four hikes in 2022 and several 
more the following year. The Bank of England already 
increased its main interest rate by 15 basis points in 
mid-December last year (see Figure 1.16). 

The European Central Bank will end its net asset 
purchases under the Pandemic Emergency Purchase 
Program (PEPP) by the end of March 2022 that has led 
to a further clear increase in the size of its balance 
sheet (see Figure 1.17). However, at the same time it 
extended the period for reinvesting maturing bonds 
by one year to the end of 2024.3 Furthermore, bond 
buys under the Asset Purchase Programme (APP) will 
be ramped up to serve as a quantitative easing bridge 
through the end of the PEPP, having continued at a 
monthly pace of EUR 20 billion in conjunction with the 
PEPP until now. During the second quarter it will be 
raised to EUR 40 billion monthly and to EUR 30 bil-
lion during the third quarter. From the fourth quarter 
onwards, it will be scaled back to EUR 20 billion per 
month without defining an exact ending. The Govern-
ing Council expects net purchases to end shortly be-
fore it starts raising the European Central Bank’s key 
interest rates, which is getting likely to happen this 
year. The European Central Bank has thus far struck 
a more dovish tone as compared to those of the Bank 
of England and the US Federal Reserve.

3	 The PEPP has been an important source of financing flexibility for 
Greece, whose government bonds are ineligible for other European 
Central Bank purchase programs due to their sub-investment-grade 
status. By the end of last year, the European Central Bank had 
bought the maximum amount of Greek government bonds allowed.
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In Japan, where inflation is still low, there are 
no signs of an end to the extremely loose monetary 
policy. Smaller central banks – for example in Brazil, 
Chile, Czech Republic, Hungary, Mexico, New Zealand, 
Norway, Poland, South Africa, and South Korea – have 
already reacted to the economic recovery and higher 
inflation and have even raised their interest rates. 
In the emerging markets in particular, a cycle of in-
terest rate hikes has already been underway since 
the middle of the year to counter downward pressure 
on exchange rates and curb inflationary dynamics. 
Further tightening of monetary policy in Central and 
Eastern European countries is likely but moderate 
given the continued extremely low interest rates in 
the euro area.

The tightening of monetary policy in advanced 
economies poses risks to the recovery in emerging 
markets. Economic activity in emerging markets has 
recently suffered, mainly from the effects of the pan-
demic. For the most part, however, financial condi-
tions have remained favorable. High commodity prices 
are also a stimulating factor for many emerging mar-
kets. Thus, a fairly strong economic recovery in this 
group of countries is to be expected this year. How-
ever, the prospect of an upcoming tightening of mon-
etary policy in the United States has put pressure on 
the exchange rates of most countries. Many central 
banks have now raised their interest rates, in some 
cases significantly, to avoid capital outflows and to 
limit the inflationary pressures resulting from deval-
uation. In the wake of interest rate hikes by the US 
Federal Reserve, the financial framework for emerging 
markets could tighten further and a more restrictive 
monetary policy could become necessary in order 
to stabilize the external value and avoid a situation 
such as can currently be observed in Turkey, where 
the external value of the currency is almost in a free 
fall (see Figure 1.18).

The currencies of the major economies remained 
largely stable in 2021. The one with the overall largest 
movement was the Japanese yen. In real effective 
terms, it depreciated by more than 10 percent over 
the course of the year. From a purchasing power parity 
perspective, the euro also depreciated. Given the real 
appreciation of the US dollar, this implies that is has 
now been undervalued against the US dollar since 
2015 (see Figure 1.19). Currently, this is increasingly 
caused by the (expected) difference in monetary pol-
icy stance between the United States and the euro 
area.

Although government bond yields recovered 
somewhat relative to 2020, they remained historically 
low all around the world (see Figure 1.20). Japanese 
bonds and bonds of several European countries even 
continued to hover around zero yields. This behavior 
has contrasted with that of long-term government 
bond yields in the United States and the United King-
dom. In these two countries, yields on these safe as-
sets increased significantly at the beginning of last 

year, only to fall again during summer to recover 
afterwards. Given the turn in monetary policy, it is 
to be expected that bond yields will slowly start to 
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rise again. Furthermore, financial market participants 
should start attaching less and less importance to 

the economic downside risk and further shift their 
portfolios from government bonds to equities.

While the overall funding costs of the banking 
sector continued to be historically low last year, as 
reflected by the Euribor rate, this was not necessarily 
the case for consumer credit rates (see Figure 1.21). A 
clear increase in rates has been observed for personal 
lending rates on new consumer credit loans with a 
maturity of less than one year. Like money market 
rates, interest rates on firm loans stayed stable and 
low. Also, average interest rates for newly granted real 
estate loans to private households kept in line with 
money market rates. As usual, the differences across 
euro area countries remained large.

Consumer credit growth remained subdued over 
the course of last year. The level shift in corporate 
credit that occurred during the first wave of the pan-
demic did not lead to a counter-reaction last year. On 
the contrary, especially in the second half of last year, 
corporate credit growth took on some positive mo-
mentum. At the aggregate level, overall credit growth 
in the euro area remained around 2 percent last year, 
driven in particular by the relatively steady growth 
dynamics in mortgage credit (see Figure 1.22).

Although the private economy barely recovered 
from the initial waves of the pandemic, stock markets 
generally performed well last year (see Figure 1.23). 
Except for the Japanese Nikkei 225, which largely 
stagnated throughout the year, all major markets 
posted double-digit gains over the year from a euro 
area perspective, and performance differences be-
tween countries were relatively small. For example, 
the Euro STOXX 50 and the UK’s FTSE 100 were up 
around 20 percent during 2020 when measured in eu-
ros. The Shanghai Stock Exchange Composite, like the 
major US and European stock market indexes, also 
surpassed the 15 percent mark last year. Part of these 
gains on the Chinese stock markets can be attributed 
to the appreciation of the Chinese currency during the 
year. The return on the FTSE 100, calculated in British 
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pounds, was also significantly lower – the roughly 
6½ percent nominal appreciation of the British pound 
did offset part of this difference.

In Europe, too, stock markets were generally 
bullish last year (see Figure 1.24). The French CAC 40, 
which tracks the 40 largest public companies traded 
on the French stock exchange in terms of market 
capitalization, recorded a year-end return of almost 
30 percent. While most stock market indices improved 
to levels well above pre-crisis levels, Spain’s IBEX 35 
and, to a lesser extent, Greece’s Athex were clear ex-
ceptions. After a strong recovery, both stagnated at 
levels still below or just above those seen at the end 
of 2019.

1.4. MACROECONOMIC OUTLOOK4

1.4.1 Assumptions, Risks, and Uncertainties 

As always, the forecast presented is based on various 
assumptions and thus involves various risks and un-
certainties. For example, it is assumed that the price 
of a barrel of Brent crude oil will average around 
USD 71 this year (after on average USD 76 last year). It 
is also assumed that the euro will trade around an av-
erage of USD 1.13 this year (after USD 1.18 last year).

The pandemic situation is expected to gradually 
improve as spring approaches. The current Omicron 
wave will level off in the coming months, and social 
and economic activities will be able to return to a 
feasible level of normalcy. Continued vaccination and 
immunization of society, as well as warmer weather 
conditions in the Northern Hemisphere, will support 
this next phase of normalization. By summer, Covid-19 
is expected to have become endemic in much of the 
Western world, meaning that large segments of the 
population have either been infected and/or vacci-
nated and have thereby gained a level of immunity, 
even to new variants, that will not overwhelm the 
health care system and other segments of society 
anymore. The further course of the pandemic and 
the associated social distancing and infection control 
measures remain the most critical assumptions for 
economic forecasts, as they are still associated with 
high uncertainty. The Omicron wave appears to be 
different as compared to previous waves. 

The forecast risks are once again on the down-
side. While vaccination progress could accelerate due 
to, e.g., making vaccination compulsory in several 
European countries, emerging virus variants, such as 
the Omicron variant at present, pose new challenges 
for pandemic control. In particular, the spread of the 
Omicron variant, which is particularly contagious and 
against which the available vaccines appear to be 
less effective, harbors great uncertainties. Within 
many European countries with a highly vaccinated 
population, the risk to individuals of becoming se-

4	 The forecasts presented are updates of Wollmershäuser et al. 
(2021) and Abberger et al. (2021).

riously ill appears low and decreases significantly 
from previous waves, but the risk to society might be 
higher because of the increased demand for health 
care due to very high infection rates and the decline 
in the labor force that accompanies the wave. At the 
time of preparing this forecast, well-founded knowl-
edge about the short- and long-run characteristics 
of the Omicron variant is still limited. Over time it 
will become clearer how dangerous the mutation is, 
how well existing vaccines do work, and to what ex-
tent governments have learned to deal with it. From 
an economic perspective, this new variant leads to 
an increase in the uncertainty of economic actors in 
the short term as it is unclear to what extent it will 
induce new infection control measures, behavioral 
adjustments, and workforce shortfalls. Even if there is 
no global return to government-imposed lockdowns, 
normalization steps such as opening national bor-
ders to tourism and resuming business travel could 
be withdrawn or postponed further into the future. 
In the process, there is a danger that the economic 
structures in the particularly affected service sec-
tors will also be damaged in the longer term in the 
wake of ever new business slumps, especially since 
the fiscal capacities to counteract effectively may 
already be exhausted in some countries. Neverthe-
less, the new variant carries not only pronounced 
downside but also possible upside risks. Whereas 
higher transmissibility as well as a loss of efficacy 
of existing vaccines could further harm the economy, 
there is the possibility that an attenuated course of 
the disease together with a successful vaccination 
strategy could unexpectedly relieve the burden on 
the health care system, allowing the economy to pick 
up again faster than expected. 

There are also downside risks from a sharp rise in 
inflation, geopolitics, the real estate bubble in China, 
and persistent supply bottlenecks. Further recovery 
will depend on how quickly supply-side shortages re-
solve. These might, however, also get exacerbated by 
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a strong Omicron wave creating personnel shortages 
in many parts of the economy. These could therefore 
last longer than expected, continue to weigh on in-
dustry, and create further upward pressure on prices. 
This in turn would pose difficult trade-offs for central 
banks, as tightening monetary policy would not only 
dampen inflation but also economic growth. Accord-
ingly, the upswing is likely to take longer. Should pro-
duction capacities even reach their macroeconomic 
limits, bottlenecks could not be resolved by expanding 
capacity and the pent-up demand could fizzle out 
as prices continue to rise. Postponed wage negoti-
ations due to the pandemic carry the risk that the 
increased inflation will last longer than forecasted 
via second-round effects. Furthermore, so far it is 
difficult to assess whether consumers will continue 
to build up higher savings out of caution and exer-
cise consumer restraint or whether savings will be 
reduced more than expected in the medium term. On 
a political level, there are risks regarding the negoti-
ations between the European Union and the United 
Kingdom on the Northern Ireland Protocol as well 
as the foreign trade agreement between the United 
States and China in 2022. Other risks include a pos-
sible Russian invasion of Ukraine and a stronger than 
expected economic slowdown in China. The Chinese 
real estate market with its highly indebted players 
has been a risk factor for years. A sharp downturn in 
China or a war-like event in Ukraine could affect the 
entire global economy.

The upcoming withdrawal of loose monetary pol-
icy, especially in the United States, also poses the risk 
of negative spillover effects for emerging markets, as 
in previous tapering episodes. A rise in interest rates 
and thus bond yields in the United States results in 
global portfolio shifts. Capital is withdrawn from risky 
higher-yielding bonds, i.e., also from emerging market 
government bonds. This can lead to currency devalu-
ation, an acceleration of national inflation rates, de-

faults on foreign currency loans, and even recession 
in the affected countries.

Furthermore, there is still uncertainty about how 
the solvency of crisis-ridden companies will develop 
once public support measures are scaled back and 
tax deferrals and other debt moratoria are ended. In 
the worst case, the volume of non-performing loans 
could increase significantly, reduce bank lending, and 
weigh on the public finances. This would not only have 
a negative impact on investment, but also on private 
consumption (especially of durable goods) and thus 
dampen economic growth.

On the other hand, an expansion of commod-
ity production volumes could sustainably dampen 
the currently very high prices. This could effectively 
weaken inflation, allow central banks to continue their 
loose monetary policy, and thus lead to stronger eco-
nomic growth than forecasted, as there is a very high 
consumption potential in view of the strong increase 
in involuntary savings at simultaneously low interest 
rates.

1.4.2 Global Economy

The emergence of the Omicron variant, the uncer-
tainty about its impact, and the existing problems in 
international supply chains will determine the devel-
opment of the global economy this year and have led 
economic activity to be noticeably subdued this win-
ter. The corona pandemic and supply shortages are 
affecting different regions around the world quite dif-
ferently. In many countries, some health policy meas-
ures have been taken again to restrict economic and 
social activities. In those with high vaccination rates, 
the restrictions are less severe, provided that the de-
cline in vaccination protection is compensated for by 
follow-up vaccinations. The resulting economic slump 
this winter will probably be followed by a strong re-
covery, as experience with previous pandemic waves 
have shown. The share of companies that perceive 
material shortages as hampering production is histor-
ically high. However, adjustments in production pro-
cesses, an easing of the pandemic situation and price 
allocation mechanisms should alleviate the excess 
demand this year. This is also indicated by the fact 
that the majority of companies in most countries re-
main optimistic. Although the Global Barometers have 
been low for quite a while, the coincident version still 
stands at a level that signals above average growth 
and the leading version has – specifically because of 
particular developments in Asia and in industry at 
the start of 2022–picked up again (see Figure 1.25). 
The partly very high order backlogs should lead to a 
significant acceleration of industrial production and 
investment dynamics. Moreover, the robust growth 
of the global economy in the forecast period is sup-
ported by still accommodative monetary and fiscal 
policies. Hence, the outlook remains positive given 
the expectation of significantly lower contagion lev-
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els again in the spring than in the wintry situation. 
Stronger momentum can therefore be expected again 
from spring 2022 onward. Support measures, however, 
cause a further push in public debt, which is therefore 
reduced much more slowly than was hoped for before 
the start of the winter. Overall, world GDP is likely to 
have seen an expansion rate of 5.8 percent in 2021 
and facing one of 3.7 percent in 2022.

Whereas the decline in world economic growth in 
2020 was strongly driven by developments in Western 
Europe, last year and again this year, we will see that 
the strongest contribution to world economic growth 
will stem from South and East Asia (see Figure 1.26). 
Nevertheless, while before the pandemic more than 
half of world’s growth was coming from the Asian 
continent, in the current environment it is still North 
America and Western Europe that together contribute 
more strongly to world dynamics.

In the United States, momentum should continue 
to normalize in the coming quarters (see Figure 1.27). 
Despite rising infection figures, no new lockdown 
measures have been undertaken. However, consumer 
restraint is likely to have led to a slowdown in the 
service sector during the winter months. Another pos-
itive impulse comes from investments plans of USD 1 
trillion to renew infrastructure and expand broadband 
internet access. This includes USD 550 million in new 
investments, in addition to those already budgeted. 
These are to be spread over the next few years and 
will support growth momentum in the medium term. 
Hence, fiscal policy remains expansive. Nevertheless, 
these plans provide less stimulus as compared to the 
programs of the past two years. Due to the far ad-
vanced recovery, the US Federal Reserve will end its 
purchase of securities this spring and start raising 
interest rates afterwards. This will first allow for a 
further improvement in the labor market situation. 
Although the crisis-induced rise in unemployment has 
virtually been reduced again to a pre-crisis level, the 
labor force participation rate in the United States is 
still significantly below that level. 

The outlook for the Chinese economy remains 
fraught with great uncertainty. While the govern-
ment’s zero-tolerance Covid-19 strategy could lead to 
renewed local lockdowns at any time, tensions in the 
real estate market are likely to continue to weigh on 
economic development in the near term. The fact that 
further electricity rationing measures were suspended 
at the end of last year and exports have continued to 
recover is a relief for their development. While the en-
ergy crisis seems to be easing with the mobilization 
of additional fuel and improved incentives for elec-
tricity production, measures to contain local Covid-19 
outbreaks are likely to continue to have a noticeable 
dampening effect on the economy for some time to 
come. Consolidation in the real estate sector is even 
likely to dampen overall economic production beyond 
this year. In order to support the economy, monetary 
and fiscal policy will become more expansionary. In 

December and January, the central bank decided to 
lower the minimum reserve rate by in total 15 basis 
points. In addition, small and medium-sized enter-
prises are to be supported, for example by easing 
lending conditions and reducing taxes and fees. All in 
all, we expect the Chinese economy to pick up speed 
slowly. At 4.9 percent, the GDP growth rate will still be 
significantly lower this year than the from a historical 
perspective already low long-term figures recorded 
before the Corona crisis. 

The current inflation dynamic in the world will 
subside as the demand overhang is reduced. Never-
theless, inflation rates in many countries around the 
world will remain clearly above the implicit or com-
municated inflation targets for quite some time (see 
Figure 1.28). Whereas inflation is expected to have 
peaked this winter and to decline significantly dur-
ing the year, mainly because inflationary impulses 
from energy prices will cease, underlying inflation is 
expected to remain significantly higher than pre-cri-
sis levels throughout the year. The rising overall eco-

-4

-2

0

2

4

6

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Rest of the world Western Europe North America South and East Asia

World

Forecast
period

Regional Contributions to World GDP Growtha

�mBased on market weights.
���,�2�/� �"�ÿ�������1�&�,�+���)���0�1���1�&�0�1�&� ���)���,�›�&� �"�0�����������
��� ���)� �2�)���1�&�,�+�0�����+�!���#�,�/�"� ���0�1�ý

%

© CESifo

Figure 1.26

90

92

94

96

98

100

102

104

106

2007 2008 2009 2010 2011 ~ 2018 2019 2020 2021 2022

 Euro area  United Kingdom  United States  Japan

Source: US Bureau of Economic Analysis; Eurostat; ESRI; National Bureau of Statistics of China; 
last accessed on 4February 2022; EEAG forecast.

Economic Growth by Country and Region
Real GDP as an index

Index (2008 = 100)

© CESifo

Index (2019 = 100)

Forecast 
period

Figure 1.27



24

nomic capacity utilization will contribute to price in-
creases remaining higher than these inflation targets. 
For the United States we expect the average inflation 
rate to on average marginally change from 4.7 per-
cent last year to 4.9 percent this year. However, at the 
end of the year, inflation will thereby have dropped 
to around 2 percent again. Consumer prices in China 
will rise only moderately in the forecast period, also 
because energy prices on the consumer side are – to 
a greater extent than elsewhere – regulated by the 
state.

1.4.3 European Economy

The Omicron variant has led to stricter entry restric-
tions and increased testing requirements in many 
places in Europe. In some cases, entry bans have also 
been imposed again. Individual countries have already 
adopted a general vaccination requirement or intro-
duced a partial vaccination requirement for individual 
occupational groups and institutions. In addition to 

the measures taken to reduce contacts, this renewed 
uncertainty shock is likely to pose an increased risk 
to companies’ ability to plan ahead and cause many 
of them to postpone their investment plans. In addi-
tion, endogenous behavioral adjustments in consumer 
behavior are likely to weigh again on economic devel-
opment. On the supply side, the biggest bottlenecks 
are likely to be in the area of personnel. Healthcare 
personnel in particular are reaching the limits of their 
capacities after almost two years of crisis.

Both voluntary behavioral changes and tighter re-
strictions will reduce demand in the contact-intensive 
service sectors and can to some extent cause inter-
temporal substitution through increased savings. In 
transport, too, the home office recommendation and 
stricter travel regulations will lead to losses again. 
However, these demand-driven losses will be signifi-
cantly lower than during the winter of 2020/21, as the 
measures will be less drastic as the immunization of 
the population progresses. This will make supply-side 
reductions related to shortfalls in labor more notice-
able. Demand in the tourism sector will be supported 
by domestic tourism, although not quite as strongly 
as in the previous summer and autumn months. The 
recovery in the hospitality sector is still likely to be 
partly held back, as the guests from long-distance 
markets are likely to remain absent for longer. The re-
turn of intercontinental guests is significantly delayed 
compared to inner-European guests, also because 
their tourist trips have significantly longer lead times 
and are currently subject to restrictions. In the long 
run, the reduced business tourism will leave its mark 
especially in urban areas. 

Despite the next wave in the pandemic, most 
economic sentiment indicators for the euro area re-
mained at high levels or did not decline to clearly 
below-average values (see Figure 1.29). The overall 
outlook therefore remains quite positive and after a 
setback in the winter half-year, the recovery in the 
euro area will pick up speed again in spring. Gradually 
dissipating supply bottlenecks will allow for strong 
value-added growth in the manufacturing sector over 
the course of the year. After growing by 5.2 percent 
in 2021, GDP in the euro area is likely to increase by 
3.4 percent this year. 

The construction sector continues to be sup-
ported by the low interest rate environment and pub-
lic financing for transport infrastructure investments. 
The retail sector, which has benefited from consumer 
substitution from pandemic unavailable services to 
goods since the beginning of the pandemic, will return 
to normal this year due to the continued increase in 
availability of services and saturation in goods con-
sumption. Therefore, some decline in retail trade is 
to be expected this year. The accelerated structural 
change towards online trade is likely to be perma-
nent to rather a high degree. Since the beginning of 
the pandemic, an unusually high number of business 
start-ups have been recorded in this sector. 
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The high number of vacancies in many sectors 
and the related recruitment problems of staff should 
also have supported wage settlements for next year. 
However, the willingness of employers to accept wage 
demands is likely to be quite low in many sectors due 
to the poor earnings situation in recent years. There-
fore, a strong wage growth this year is not to be ex-
pected in Europe at large (see Table 1.2).

After consumer price inflation peaking this win-
ter with rates slightly above 5 percent, price pres-
sure from in particular energy prices will ease. It will 
take somewhat longer before the upward pressure on 
prices for industrial goods will also start to reduce. 
In the euro area, consumer price inflation is expected 
to be 3.8 percent this year: once again well above the 
inflation target. The euro area’s unemployment rate 
of 7.0 percent by the end of last year already reached 
pre-crisis levels again and is expected to fall further 
during the year.

For the winter half-year, the EU countries outside 
of the euro area also face a temporary slowdown in 
overall economic expansion. In addition to the effects 
of the pandemic, the withdrawal of purchasing power 
due to the particularly high inflation in the Central 
and Eastern European countries will have a damp-
ening effect. With strong wage growth, however, the 
consumption-driven upswing will reassert itself in 
the course of the year as the energy price-related 
inflationary push subsides. In addition, substantial 
additional EU funds will help finance an increase in 
investment. Thus, output is expected to rise strongly 
this year (see Figure 1.30). 

The overall labor shortage is increasingly be-
coming a restraining factor for the UK economy: the 
number of job vacancies rose to a record level last 
year. The pandemic is again likely to have had a strong 
dampening effect on the UK economy this winter, as 
containment measures were again taken in view of the 

Table 1.2
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Compensation per 
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Real  
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Labor  
productivity

Unit labor  
costs

Relative unit labor 
� �,�0�1�0�p

Export  
�-�"�/�#�,�/�*���+� �"�q

 2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

2014–
2019 2020 2021 2022

Germany 2.8 0.4 3.1 3.9 1.0 1.2 – 2.7 – 0.2 0.7 – 4.1 2.8 2.5 2.4 4.9 0.4 1.1 1.1 1.4 – 0.2 – 0.9 – 0.2 – 1.7 – 1.2 – 1.5

France 1.2 – 2.9 5.4 4.4 0.3 – 1.4 – 3.6 4.4 0.7 – 7.1 5.0 3.2 0.4 4.5 0.1 1.1 – 1.1 0.6 – 0.2 – 0.6 – 0.3 – 7.5 – 0.2 2.0

Italy 0.9 – 5.2 5.5 2.3 – 0.1 – 0.3 – 6.6 3.6 0.1 – 7.1 5.6 3.0 1.3 2.4 0.7 – 0.6 0.1 – 0.7 0.4 – 3.0 – 0.4 – 6.1 4.1 1.2

Spain 0.9 – 1.4 3.1 3.2 0.2 – 0.2 – 2.9 0.4 0.3 – 7.0 1.9 3.1 0.9 5.9 0.9 – 0.4 – 0.3 2.9 0.6 – 2.3 0.1 – 11.1 3.5 4.3

Netherlands 1.5 4.7 1.5 2.0 0.1 – 0.8 2.3 – 0.9 0.6 – 3.4 2.9 1.9 0.9 7.6 – 1.2 0.0 – 0.1 5.9 – 1.6 – 3.2 0.2 5.2 – 0.8 – 0.7

Belgium 1.2 – 1.5 3.8 4.6 – 0.3 0.0 – 4.8 1.6 0.5 – 5.6 4.7 3.0 0.6 4.0 – 0.9 1.5 – 0.7 1.0 – 0.6 – 0.4 – 0.1 4.4 2.3 – 0.9

Austria 2.3 1.9 2.8 2.8 0.5 0.0 0.3 0.0 0.4 – 5.3 1.3 2.8 2.1 7.2 2.3 0.5 0.1 2.9 1.8 – 1.0 – 0.1 – 3.0 1.3 2.5

Finland 0.8 0.8 3.1 3.3 – 0.5 – 0.5 – 1.9 0.9 0.6 – 0.8 1.7 1.4 0.3 1.6 1.0 1.9 – 0.1 – 1.4 – 0.2 – 1.4 – 0.2 1.7 – 5.2 0.4

Greece – 0.8 0.0 0.0 1.9 – 0.4 0.1 – 2.6 – 3.1 – 0.3 – 7.8 5.4 0.5 0.8 8.9 – 5.9 1.8 – 0.3 6.6 – 6.3 – 0.9 1.9 – 13.8 6.4 7.4

Ireland 2.3 2.1 1.5 3.3 0.1 3.6 2.7 – 0.6 6.3 7.4 12.0 2.2 – 3.2 – 5.2 – 9.2 0.5 – 4.7 – 10.3 – 10.0 – 1.8 9.0 21.4 7.8 – 0.5

Portugal 1.8 2.0 3.2 2.5 0.2 – 0.2 1.1 1.8 0.5 – 6.7 2.6 4.4 1.8 9.8 – 0.1 – 1.8 0.6 6.0 – 0.7 – 3.1 1.2 – 8.2 1.0 3.8

Slovakia 4.3 3.6 4.9 4.9 3.5 1.9 1.4 1.4 1.3 – 2.5 3.8 3.7 3.3 6.3 0.3 1.0 1.4 2.8 – 1.3 – 1.0 – 0.3 0.9 1.0 – 3.2

Slovenia 2.9 3.4 6.8 4.0 1.6 1.7 0.9 3.8 1.4 – 3.7 4.5 3.4 1.7 7.1 1.7 0.0 0.0 4.5 1.1 – 1.8 2.2 0.3 0.9 0.6

Estonia 7.1 4.7 6.4 8.3 4.2 7.6 3.0 1.8 2.5 – 0.4 8.7 2.4 4.3 5.3 – 1.6 7.1 3.4 2.8 – 3.0 3.4 0.1 2.7 6.7 1.9

Sweden 1.6 2.6 4.0 3.0 0.9 0.1 – 0.5 1.5 1.1 – 1.6 3.2 1.5 0.6 4.2 1.5 1.7 – 0.6 1.7 4.4 1.2 0.0 4.4 0.1 – 1.4

Denmark 5.0 2.3 4.0 3.1 3.7 2.7 0.9 2.5 3.3 – 2.1 2.7 1.1 2.1 4.5 1.5 2.0 0.4 1.3 0.4 – 0.3 3.0 1.2 – 3.9 – 2.5

Poland 5.4 3.7 5.5 5.6 3.3 1.3 – 0.2 1.5 2.5 – 2.4 4.1 5.2 3.2 5.5 2.9 1.5 1.6 – 1.3 – 0.6 – 1.8 0.9 10.2 2.8 – 1.7

Czech Republic 4.2 3.2 4.4 2.6 0.7 – 0.2 – 1.6 – 1.1 1.4 – 4.2 2.3 2.2 2.7 7.6 3.2 0.7 – 0.8 0.5 6.0 0.5 1.5 2.0 – 1.1 – 2.2

Hungary 2.4 1.9 7.1 8.9 0.8 – 3.6 – 5.3 – 0.8 0.7 – 3.9 5.1 4.0 1.5 5.7 2.4 5.1 – 0.3 – 5.9 – 0.4 2.2 – 1.6 3.0 0.2 0.8

United 
Kingdom

2.7 2.2 5.0 4.6 0.7 – 3.1 1.4 2.7 1.0 – 8.9 7.4 3.7 1.9 13.6 – 1.1 1.1 – 2.8 9.9 1.4 – 0.6 0.7 – 7.0 – 7.2 – 0.2

Switzerland 0.3 – 0.7 3.3 1.6 0.7 0.9 – 1.9 2.0 0.7 – 2.1 2.7 1.4 – 0.1 1.6 0.4 – 0.2 0.2 2.2 – 0.7 0.0 – 2.2 3.3 – 2.2 0.1

Norway 2.7 1.6 5.0 2.5 1.7 6.3 – 13.4 – 0.8 0.5 0.6 2.9 2.3 2.3 0.8 1.9 0.3 – 2.6 – 10.7 6.4 0.4 – 2.2 9.3 – 0.3 2.1

Iceland 6.7 – 2.3 6.0 7.5 3.3 3.5 – 6.6 2.9 1.7 – 3.6 1.6 1.1 4.6 5.2 1.7 3.3 6.4 – 9.6 2.9 1.2 0.3 – 22.5 5.4 9.8

United States 2.6 7.2 5.8 4.7 1.0 1.4 3.2 2.1 0.7 2.3 2.7 0.9 2.0 4.7 2.8 3.7 3.5 2.1 – 1.9 3.6 – 1.1 – 4.1 – 4.8 – 1.2

China 1.0 – 0.3 5.9 3.1 0.3 12.2 5.0 – 2.6

Japan 0.8 – 0.8 1.3 0.0 0.0 0.0 – 0.2 0.7 – 0.2 – 3.9 1.8 3.0 1.3 3.4 – 0.5 – 1.2 – 0.1 3.1 – 8.0 – 6.1 0.2 – 4.9 0.7 0.4
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market shares.

Source: OECD Economic Outlook No. 110, November 2021.
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rapidly rising number of infections with the Omicron 
variant and the staff shortage problem was at least 
temporarily exacerbated. At the same time, some fis-
cal support measures are expiring. The fact that the 
economy has to realign its foreign trade after leaving 
the European single market is likely to continue to act 
as a brake this year. Nevertheless, GDP in the United 
Kingdom is expected to rise quite strongly this year 
at a rate of 5.1 percent.
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APPENDIX 1.A

Table 1.A1

GDP Growth, Inflation and Unemployment in Various Regions and Selected Countries

Share of
total GDP

in %

GDP growth CPI inflationa Unemployment rateb

in % in %

2020 2021 2022 2020 2021 2022 2020 2021 2022

North America 27.5 – 3.5  5.3  3.0  

     United States – 3.4  5.7  3.0  1.2  4.7  5.2  8.1  5.4  3.9  

     Canada – 5.2  4.8  3.2  0.7  3.3  3.4  9.6  7.4  5.9  

Western Europe 23.7 – 6.3  5.2  3.6  

     European Union – 5.9  5.2  3.4  0.7  2.9  3.8  7.2  7.0  6.2  

     Euro area – 6.4  5.2  3.4  0.3  2.6  3.8  8.0  7.7  6.8  

     United Kingdom – 9.4  6.8  5.1  0.9  2.6  4.7  4.5  4.6  4.4  

     Switzerland – 2.5  3.6  3.0  – 0.8  0.5  1.0  4.8  5.2  4.5  

     Norway – 3.0  3.8  2.4  1.2  3.9  3.3  4.6  4.4  3.8  

South and East Asia 35.4 – 1.0  6.3  4.1  

     China 2.3  8.1  4.9  2.5  0.8  1.9  4.0  4.1  3.7  

     Japan – 4.5  1.8  1.9  0.0  – 0.3  0.8  2.8  2.8  2.5  

     India – 7.3  7.3  8.5  6.6  5.1  5.5  10.3  7.8  6.3  

Eastern Europe and Central Asia 2.0 – 2.5  6.3  9.3  

     Russia – 2.3  6.6  10.3  3.4  6.7  6.8  5.8  4.9  4.5  

Latin America 5.7 – 6.7  6.9  2.8  

Oceania 2.0 – 2.0  4.5  3.6  

Africa and the Middle East 3.7 – 2.2  6.1  4.3  

OECD countries – 4.7  5.2  3.2  

Advanced economies – 4.5  4.9  3.1  0.7  3.3  4.1  

Emerging markets – 1.3  7.4  4.8  3.5  3.5  4.5  

World 100.0  – 3.4  5.8  3.7  1.6  3.4  4.2  

Notes: Aggregates are weighted with the 2020 level of GDP in US dollars; a Where possible harmonized inflation rates are shown. b Where possible standardized unem-
ployment rate are shown.

Source: EU; OECD; IMF; ILO; National Statistical Offices; 2021 and 2022: EEAG forecast.
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Table 1.A2

GDP Growth, Inflation and Unemployment in the EU Countries

Share of
total GDP

in %

�
�������$�/�,�4�1�%�m ���+�#�)���1�&�,�+�n ���+�"�*�-�)�,�6�*�"�+�1���/���1�"�o

in %

2020 2021 2022 2020 2021 2022 2020 2021 2022

Germany 25.1 – 4.6 2.8 3.6 0.4 3.2 4.3 3.9 3.5 3.1

France 17.2 – 7.9 6.7 2.9 0.5 2.1 2.8 8.0 7.9 7.3

Italy 12.3 – 8.9 6.1 3.7 – 0.1 1.9 4.5 9.3 9.5 8.7

Spain 8.4 – 10.8 5.0 2.7 – 0.3 3.0 4.5 15.6 14.8 12.9

Nether-
lands

6.0 – 3.8 4.5 3.4 1.1 2.8 3.7 4.9 4.2 3.7

Belgium 3.4 – 5.7 6.2 3.4 0.4 3.2 3.2 5.6 6.3 5.4

Austria 2.8 – 6.7 5.0 2.9 1.4 2.8 3.3 6.1 6.1 4.7

Ireland 2.8 5.9 15.8 9.1 – 0.5 2.4 3.7 5.8 6.3 5.3

Finland 1.8 – 2.8 3.4 1.1 0.4 2.1 2.8 7.8 7.6 6.8

Portugal 1.5 – 8.4 4.2 3.3 – 0.1 0.9 2.7 7.1 6.6 5.7

Greece 1.2 – 9.0 9.3 2.9 – 1.3 0.6 5.2 16.4 14.8 12.6

Slovakia 0.7 – 4.4 3.3 3.3 – 0.7 0.8 1.4 6.7 6.8 6.3

Luxem-
bourg

0.5 – 1.8 7.0 1.1 0.0 3.5 3.2 6.6 5.6 5.0

Lithuania 0.4 – 0.1 4.8 2.3 1.1 4.6 4.8 8.5 6.9 5.6

Slovenia 0.3 – 4.2 6.9 3.1 – 0.3 2.0 3.4 5.0 4.8 4.6

Latvia 0.2 – 3.6 4.7 3.5 0.1 3.2 4.2 8.1 7.5 7.0

Estonia 0.2 – 3.0 8.2 1.6 – 0.6 4.5 4.8 6.9 6.2 4.9

Cyprus 0.2 – 5.2 5.5 4.1 – 1.1 2.3 2.5 7.7 7.5 6.3

Malta 0.1 – 8.2 7.2 3.3 0.8 0.7 2.0 4.4 3.6 3.4

Euro area 85.1 – 6.4 5.2 3.4 0.3 2.6 3.8 8.0 7.7 6.8

Poland 3.9 – 2.5 5.3 4.5 3.7 5.2 5.8 3.2 3.4 2.9

Sweden 3.6 – 2.9 4.6 2.2 0.7 2.7 2.8 8.3 8.8 7.4

Denmark 2.3 – 2.1 3.8 1.9 0.3 1.9 2.8 5.7 5.2 4.7

Romania 1.6 – 3.7 6.5 5.0 – 0.2 0.5 0.9 6.0 5.5 5.2

Czech 
Republic

1.6 – 5.8 2.8 1.9 3.0 3.2 4.3 2.6 2.8 2.1

Hungary 1.0 – 4.7 6.5 4.7 3.3 5.1 5.9 4.1 4.1 3.5

Bulgaria 0.5 – 4.4 2.8 4.9 1.2 2.8 4.0 5.2 5.3 4.8

Croatia 0.4 – 8.1 10.8 3.2 0.0 2.7 3.1 7.9 7.9 6.8

Non-euro 
area EU

14.9 – 3.4 4.9 3.3 1.7 3.2 3.8 4.7 4.7 4.1

EU 27 100.0 – 5.9 5.2 3.4 0.7 2.9 3.8 7.2 7.0 6.2

�m���
�������$�/�,�4�1�%���/���1�"�0�����/�"�������0�"�!���,�+���1�%�"��� ���)�"�+�!�"�/�����!�'�2�0�1�"�!���0�"�/�&�"�0���"�5� �"�-�1���#�,�/�����/�"�)���+�!�þ�����)�,�3���(�&�������+�!�����,�*���+�&�����#�,�/���4�%�&� �%���������������������!�,�"�0���+�,�1���-�/�,�3�&�!�"���4�,�/�(�&�+�$���!���6�����!�'�2�0�1�"�!���
������
�0�"�/�&�"�0�ý���n�������/�*�,�+�&�7�"�!��� �,�+�0�2�*�"�/���-�/�&� �"���&�+�!�"�5���������������ý���o�����1���+�!���/�!�&�7�"�!���2�+�"�*�-�)�,�6�*�"�+�1���/���1�"�ý

Source: Eurostat; 2021 and 2022: EEAG forecast.
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Table 1.A3

Key Forecast Figures for the European Union (EU27)

2020 2021 2022

Percentage change over previous year

Real GDP – 5.9 5.2 3.4

   Private consumption – 7.3 3.8 4.5

   Government consumption 1.3 3.5 1.9

   Gross fixed capital formation – 6.3 3.4 1.1

   Exports of goods and services – 8.5 9.2 5.2

   Imports of goods and services – 8.3 7.4 4.5

���������"�1���"�5�-�,�/�1�0�m 0.2 1.0 0.5

���,�+�0�2�*�"�/���-�/�&� �"�0�n 0.7 2.9 3.8

Percentage of nominal GDP

�
�,�3�"�/�+�*�"�+�1���#�&�0� ���)�������)���+� �"�o – 6.9 – 6.6 – 3.6

Percentage of labor force

���+�"�*�-�)�,�6�*�"�+�1���/���1�"�p 7.2 7.0 6.2

�m ���,�+�1�/�&���2�1�&�,�+�0���1�,��� �%���+�$�"�0���&�+���/�"���)���
���������-�"�/� �"�+�1���$�"���,�#���/�"���)���
�������&�+���-�/�"�3�&�,�2�0���6�"���/���ý �n�������/�*�,�+�&�7�"�!��� �,�+�0�2�*�"�/ �-�/�&� �"��
�&�+�!�"�5���������������ý �o �×�Õ�×�Ö�����+�!���×�Õ�×�×�ÿ���#�,�/�"� ���0�1���,�#���1�%�"�����2�/�,�-�"���+�����,�*�*�&�0�0�&�,�+�ý���p ���1���+�!���/�!�&�7�"�!���2�+�"�*�-�)�,�6�*�"�+�1���/���1�"�ý

Source: Eurostat; 2021 and 2022: EEAG forecast.

Table 1.A4

Key Forecast Figures for the Euro Area

2020 2021 2022

Percentage change over previous year

Real GDP – 6.4 5.2 3.4

   Private consumption – 7.9 3.4 4.6

   Government consumption 1.3 3.8 1.7

   Gross fixed capital formation – 7.0 3.2 0.8

   Exports of goods and services – 9.1 9.6 5.5

   Imports of goods and services – 9.1 6.8 4.2

���������"�1���"�5�-�,�/�1�0�m – 0.3 1.5 0.8

���,�+�0�2�*�"�/���-�/�&� �"�0�n 0.3 2.6 3.8

Percentage of nominal GDP

�
�,�3�"�/�+�*�"�+�1���#�&�0� ���)�������)���+� �"�o – 7.2 – 7.1 – 3.9

Percentage of labor force

���+�"�*�-�)�,�6�*�"�+�1���/���1�"�p 8.0 7.7 6.8

�m ���,�+�1�/�&���2�1�&�,�+�0���1�,��� �%���+�$�"�0���&�+���/�"���)���
���������-�"�/� �"�+�1���$�"���,�#���/�"���)���
�������&�+���-�/�"�3�&�,�2�0���6�"���/���ý���n �����/�*�,�+�&�7�"�!��� �,�+�0�2�*�"�/���-�/�&� �"��
�&�+�!�"�5���������������ý���o �×�Õ�×�Ö�����+�!���×�Õ�×�×�ÿ���#�,�/�"� ���0�1���,�#���1�%�"�����2�/�,�-�"���+�����,�*�*�&�0�0�&�,�+�ý���p ���1���+�!���/�!�&�7�"�!���2�+�"�*�-�)�,�6�*�"�+�1���/���1�"�ý

Source: Eurostat; 2021 and 2022: EEAG forecast.
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To understand what might happen in the current cir-
cumstances, which are highly unusual, it is useful to 
review how policy and circumstances interacted in 
the stagflation episode of the 1970s and in the dis-
inflation, international integration, and market liber-
alization developments of the 1980s and 1990s. We 
examine three principal areas of policy change or re-
orientation: the search for an answer to inflation, in-
cluding institutional changes and the move to central 
bank independence; the deregulation of labor markets 
as an answer to persistently high levels of unemploy-
ment; and attempts to limit the growth of government 
expenditure and of government debt. In each case we 
attempt to answer the question about whether the 
move was driven by international exposure, global 
competition, and a pressure for institutional emula-
tion. Did market liberalism follow from globalization 
(and, conversely, might a retreat from globalization 
necessarily imply a cutting back of market liberalism)? 

Bad economic performance and ideological shifts 
often trigger sharp policy changes. What is now fre-
quently, if perhaps inaccurately, termed “neoliber-
alism” emerged as a response to the economic and 
political crises of the 1970s. Reduced growth, high 
inflation, and the challenge of the oil price shocks 
seemed to offer a fundamental challenge to democ-
racy, one that was elegantly summed up in Jean-
François Revel’s influential study on How Democra-
cies Perish. The malaise of the 1970s, a combination 
of a threat to growth, concern with limited resources, 
higher inflation, and challenges to democracy, all look 
quite contemporary again. It is in consequence worth 
revisiting the experience of the 1970s, at a moment 
when the world seems to be denouncing, reviling, 
and moving away from neoliberalism. A famous aph-
orism of George Santayana holds that “Those who 
cannot remember the past are condemned to repeat 
it.” Why did the 1970s generate a new philosophy of 
public sector management, and what problems did 
that approach generate?

In a longer-term perspective, the 1970s started 
the most intense phase of globalization – as measured 
by the share of trade in output – that the world ever 
experienced (Catão and Obstfeld 2019). The elements 
of a new liberalism included combating inflation, de-
regulation, and a reduction of trade union power. The 
movement was most dramatic in the US and the UK, 
and in consequence the outcome was often associated 
with Anglo-American society; however, continental Eu-
rope adopted some of its precepts. Though the turning 
point is often associated with the highly ideological 
figures of Ronald Reagan and Margaret Thatcher, in re-
ality the fundamental shift already began under their 
predecessors, Jimmy Carter and James Callaghan.  

The latter told the Labour Party Congress in 1976: “We 
used to think that you could spend your way out of a 
recession, and increase employment by cutting taxes 
and boosting Government spending. I tell you in all 
candour that that option no longer exists, and that 
in so far as it ever did exist, it only worked on each 
occasion since the war by injecting a bigger dose of 
inflation into the economy, followed by a higher level 
of unemployment as the next step. Higher inflation 
followed by higher unemployment.” These program-
matic statements anticipate many of the develop-
ments of the following decades – until the outbreak 
of the Global Financial Crisis.

The extent to which there was a rhetorical em-
brace of the new liberalism varied from country to 
country. In the United States and the United Kingdom, 
the initial impetus may have come from the right, but 
the major parties of the left eventually, in the 1990s 
and later, took up the new philosophy. Bill Clinton saw 
the move as part of the process of “triangulation,” 
taking winning themes away from the other side. In 
the 1990s in the United Kingdom, Tony Blair and Gor-
don Brown remade the Labour Party as “New Labour,” 
and explicitly took up some of the market-oriented 
themes of Thatcher. In Germany, SPD leader Gerhard 
Schröder designed a wide-ranging welfare reform. 

The practical outcomes of new approaches to a 
new challenge of globalization, however, were not dis-
similar, although there were time lags. A substantial 
convergence took place, constituting one of the major 
phenomena of late twentieth century globalization. In 
all countries, inflation fell, with a broad convergence 
that by the 2000s included many non-Western coun-
tries as well. Countries increasingly embraced trade 
liberalization. They deregulated many markets, and 
those countries that hesitated were chastised as lag-
gards. Trade union membership and labor conflicts 
both fell away.

2.1 ATTACKING INFLATION

2.1.1 Supply Shocks

The inflation of the 1970s, sometimes styled the 
Great Inflation, is popularly attributed to the oil price 
shocks, the quadrupling of prices in the last months 
of 1973 in the aftermath of the Yom Kippur war. The 
OPEC move occurred against a background of cur-
rency disorder: the par value system had collapsed 
in August 1971, and the attempt to restore it in De-
cember 1971 at the Smithsonian conference was un-
convincing. Since petroleum prices were convention-
ally quoted in dollars, oil producers at first wanted 
to protect the real value of their exports, and then 
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in March 1973, when the restored par value system 
finally disintegrated, realized that increasing oil prices 
could be employed as an economic and also a political 
weapon. Initially it was tempting to think that the oil 
producers were “the clear and central villain of the 
piece.” On this account, a one-time move, even if it 
was very dramatic, would only provide a temporary 
surge of inflation, not permanently adjusted expec-
tations. A more realistic view, however, sees the oil 
price as responding to global supply and demand, 
and in particular to the general economic expansion 
of the late 1960s and the early 1970s. The higher oil 
price might be regarded as the imposition of a new 
(wealth and income reducing) tax; the industrial coun-
tries mostly decided not to adjust immediately. The 
immediate response in most countries was to accom-
modate the shock. That monetary and fiscal accom-
modation pushed inflation, which rose to 11.0 percent 
in the United States in 1974 (and then, after a second 
oil shock, to 12.0 percent in 1980), and to higher lev-
els in some other countries: in the United Kingdom, 
CPI inflation in 1975 was 24.2 percent, and in 1980 
18.0 percent.

Some countries chose to take a different path, 
and to accommodate the shock less. In Europe, es-
pecially in France and Germany, inflation was under-
stood largely as imported from the outside, through 
the international monetary system, and the answer 
was thought to lie in a move to more European mon-
etary cooperation. In May 1973, the Bundesbank saw 
an opportunity to end the fixed exchange link with the 
dollar and to embark on a course of monetary con-
trol. The banking sector disliked the move intensely, 
and feared that there might be bank failures. From 
1974, the Bundesbank operated with a target range for 
central bank money, a narrow measure of the money 
supply, which it saw as a way of communicating an 
appropriate inflation goal to markets and to the par-
ties in coordinated wage bargaining processes. Later, 
with much lower rates of inflation than the United 
States, and lower interest rates in consequence, Ger-
mans argued that the initial success allowed them to 
treat the oil price increase that followed later in 1973 
as a genuinely once-off event, accommodate it, and 
in consequence experience a milder version of the 
general world downturn in 1975.

The countries that did not want to adjust imme-
diately to higher oil prices did so not because they 
wanted higher inflation, but rather because they were 
gripped by a fallacious analysis that allowed them 
to downplay the risks of inflation. They fully saw the 
problem posed by the combination of high inflation 
with high unemployment and low growth, but be-
lieved that there might be a policy solution to the 
dilemma. The driver of the mistaken policy regime 
was a widespread belief in the capacity of economic 
growth to raise productivity, make more growth, and 
push down prices as a consequence of productivity 
gains. An influential model evolved by Nicholas Kaldor 

looked at the long-term relationship between tech-
nical progress and the rate of growth and derived a 
“technical progress function.” An increased manu-
facturing sector would lead to a self-sustaining vir-
tuous cycle of higher rates of growth and hence also 
of higher wages (Kaldor 1957; Kaldor 1967). The in-
fluential economist Roy Harrod (1972) then drew the 
logical consequence that stronger demand growth 
might reduce inflation. These optimistic expectations 
were severely disappointed.

Previously, policymakers had supposed there 
was a trade-off between inflation and growth, de-
fined by a Phillips curve, the relationship identified 
by the New Zealand economist William Philipps. In 
the original version, the relationship was between 
wages and employment. High growth or rising em-
ployment would generate a shortage of workers and 
wage pressure that would be translated into rising 
prices. An economic shock would reduce the demand 
for employment and lead to a wage mitigation and a 
lower rate of price increases. For the world’s major 
industrial economies, this relationship could be clearly 
empirically demonstrated through the 1960s. In the 
1970s, however, wages continued to move up even 
though there was substantial unemployment, result-
ing in stagflation. The prevailing theory depended 
on irrational or arbitrary behavior of wage-earners, 
who in the original vision suffered from a “nominal 
wage illusion:” they did not notice that inflation was 
eroding their real incomes, and the lower real wages 
generated higher levels of employment. If the nomi-
nal illusion faded with higher levels of inflation, and 
also plausibly with unionization (discussed below), a 
new answer would be that wage settlements could 
only be constrained by discipline by the imposition of 
guidelines or even controls. The rise of inflation drove 
down real interest rates below any historic trend, and 
deep into negative territory. 

The 1970s was thus a decade of diverging views 
about inflation but also of different inflation outcomes 
in the major industrial countries (see Figure 2.1). Ger-
many looked like an outlier, with only 7.0 percent 
in 1974. Italy was at 19.2, the United Kingdom at 
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15.9 percent, and the United States at 11.0 percent. 
Even in stability-oriented Switzerland, the inflation 
rate was higher than in Germany. 

The divergence between countries only started to 
change with a dramatic reorientation of US policy that 
followed from an intellectual reassessment of mone-
tary policy, but also from the sense that the weakness 
of the dollar undermined the US position in the world. 
The major initiative came from the United States. On 
October 6, 1979, the Chairman of the Federal Reserve 
Board, Paul Volcker, announced a reorientation of 
policy “emphasizing the supply of reserves and con-
straining the growth of the money supply through the 
reserve mechanism” in order to obtain “firmer control 
over the growth in money supply in a shorter period 
of time.” The nominal federal funds rate target was 
raised sharply from around 11 percent in September 
of 1979 to around 17 percent in April 1980. The result 
was a sharp recession, to which the Fed responded 
with a cut in rates. In 1981, there was a new tightening 
and another recession, after which the Fed brought 
the nominal federal funds rate down, from 19 percent 
in the summer to the 14 percent range by the end of 
the year. In the summer of 1982, there was a further 
reduction to around 10 percent.

The United Kingdom, under the new government 
of Margaret Thatcher, turned in March 1980 to a Me-
dium-Term Financial Strategy in order to squeeze out 
inflation, with the specification of a series of declining 
target ranges for the major monetary target (£M3) 
over a four-year period on the principle that “con-
trol of the money supply will over a period of years 
reduce the rate of inflation.” Both the US and the UK 
approaches initially prompted widespread criticism, 
not least because of surges of monetary growth that 
occurred in the process of disinflation and that fol-
lowed from financial sector liberalization, with a large 
consequent expansion of bank lending. Later Volcker 
(1990) gave a retrospective view of the successes of 
central banks and monetary policy in promoting sta-
bilization, explaining that “the record is quite clear 
that, despite varied efforts here and abroad, central 
banks did not discover any monetarist holy grail. In 
the end, no country in which inflation had become 
embedded seemed able to moderate that inflation 
without a painful transitional period of high unem-
ployment, recession, and profit squeeze.”

When was the convergence complete? Inflation 
rates were internationally much closer by the mid-
1980s, although the rates in Germany and Japan were 
still substantially below those in France, the United 
Kingdom, and the United States; especially Spain, Italy 
and Sweden continued to have higher rates. A second 
wave of convergence occurred in the mid-1990s, af-
ter a period in which the French rate was lower than 
that of post-unification Germany. The convergence 
is often ascribed to the constraints imposed by the 
Maastricht Treaty and its convergence criteria, which 
included measures of inflation performance as well as 

fiscal and debt criteria. But while differences never 
disappeared completely, the process of convergence 
is equally discernable in countries which did not join 
the monetary union but which devised new strategies 
of inflation management, notably inflation targeting 
by independent central banks.

2.1.2 Independent Central Banks

The origins of the modern discussion about central 
bank independence or autonomy lay in clashes in 
the high-inflation environment of the 1970s, when 
monetary policy was the subject of acute political 
controversies. During the 1980s, a substantial aca-
demic literature also developed concerning the infla-
tion performance as well as macroeconomic stability 
and growth. The new consensus suggested that in 
industrial countries, but also more generally, cen-
tral bank independence was closely correlated with 
lower rates of inflation but also with better economic 
performance. It was already well known that mone-
tary authorities were frequently subject to political 
pressures that produced higher levels of monetary 
growth. The newer literature initially developed on 
the basis of an appreciation that establishing firm 
commitment mechanisms was an essential element in 
the establishment of policy credibility. The approach 
emphasized the contractual element of the position 
of central banks, and consequently focused on the 
explicitly defined terms of contracts or laws estab-
lishing central banks.

By the 1990s, central bank independence was 
often thought to be a prerequisite for sound policy. 
The academic literature as well as the practice of the 
highly regarded central banks (Germany and Switzer-
land were at the top in nearly all surveys of central 
bank independence) led to a widespread recognition 
that independence would bring improvements in the 
policy environment. Central banks became more will-
ing to listen to academics, and academics consulted 
more freely with the central banking community. 

The general political climate also mattered in the 
discussion of the legal position of central banks. In 
1989–90 the issue of institutional redesign suddenly 
seemed an urgent priority for some of the countries 
making the transition from the planned economy to 
the market. In the Czech Republic, Poland, and Hun-
gary, central bank independence was a major part 
of the reform package designed to secure a stable 
macroeconomic framework. At the same time, in 1989 
the Bank of Japan’s position relative to the govern-
ment was strengthened, and New Zealand in 1990 
dramatically increased the independence of the Re-
serve Bank. These new developments gave impetus to 
a trend that was already well under way. The struggle 
for increased independence for Europe’s central bank 
had already started before the intellectual revolution 
in economic thinking on the subject in the late 1980s 
and before the political upheavals of 1989–90 created 
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a new framework for conceptualizing the relation-
ship of political institutions and rules to political and 
social processes. In some notable cases, the debate 
was associated with the beginnings of the European 
Monetary System (EMS): in particular, the Bundesbank 
and the Banca d’Italia used the negotiations over Eu-
ropeanized money in the late 1970s to increase their 
own political autonomy.

There were additional twists to the Central Bank 
Independence (CBI) doctrine when put into practice. 
First, there should be a different approach to a one-
off challenge than to persistent or endemic inflation-
ary pressures. At the Bank of England, Mervyn King 
saw inflation as determined by occasional shocks 
that needed to be accommodated, with the conse-
quence that what was important was the distribution 
of inflation outcomes rather than occasional peaks. 
In this way, the central bank might deliver a better 
performance than that of an “inflation nutter,” as he 
characterized the “conservative” central banker (in a 
paper originally and provocatively given at the very 
conservative Swiss National Bank). Second, central 
banks often emphasized that they were acting in con-
formity with an international trend: this was the ac-
tion of a coordinated “brotherhood of central banks.” 
Or, as Mervyn King put it, “It is, after all, easier to 
lose weight when one’s own family members are on 
the same diet” (James 2020). Third, advocacy for CBI 
involved a rejection of what is now known as fiscal 
dominance, but also of financial dominance. A central 
bank would have its sole role in monetary policy and 
should not be involved in financial supervision and 
regulation, as such involvement might create illegit-
imate pressure to use expansive monetary policy to 
aid its client banks: this would be, as the Bundesbank 
liked to put it, a pollution or contamination of pure 
monetary policy.

The move to CBI involved a concept of delega-
tion for a specific and narrowly defined purpose – 
monetary stability – that meant that central banks 
necessarily had to slough off their former multifunc-
tionality: their long-standing and very traditional en-
gagement in financial stability, but also in industrial 
policy, which had been a core concern of many tradi-
tional central banks as a legacy of the Great Depres-
sion era. The logic should also have contained – as it 
did in Sweden and Norway in particular – a parallel 
process of delegation for fiscal policy to independ-
ent groups of experts, fiscal councils, committed to 
following a fiscal rule that might (like the monetary 
target) be set through a political process.

2.2 MARKET STRUCTURE DEVELOPMENTS

2.2.1 Trade Liberalization

Besides macroeconomic developments, structural 
changes played a role in the liberalization phase of 
advanced economies. It appears paradoxical that the 

oil shock (and other commodity shocks) created more 
globalization rather than a turn to economic nation-
alism. One mechanism that drove the new linkages 
was a financial revolution, which transferred the large 
surpluses accumulated by oil producers into lendable 
funds in big international banks. The development 
of international capital markets, offshore and thus 
largely free of direct government control, was the ma-
jor financial innovation of the period. The availability 
of money made resources available for governments 
all over the world that wanted to push development 
and growth, and international demand thus surged. 
The alternative strategies, such as the proposal of 
an autarkic siege economy by some parts of the UK 
Labour Party in the 1970s or by some French social-
ists in the early 1980s, looked like a mechanism that 
would cut off access to markets and hence prosperity.

The possibility of increased trade depended on 
technology as well. The basic innovation that revo-
lutionized international commerce, the standardized 
container with the possibility of speeding up load-
ing and unloading in ports and then allowing direct 
transportation to users and distributors, had been 
introduced in the 1950s. But the traffic in contain-
ers only took off in the 1970s: it was 1973 when con-
tainers transported more of the US cargo trade than 
traditional breakbulk ships. And then in the 1970s 
increased competition, and the pressure of shippers 
on the carriers, drove down prices. The big surge in 
size of container ships only occurred in the 1990s, 
however. 

Oil prices and technological change were a ma-
jor trigger of the wave of globalization that occurred 
in the last decades of the century. The most obvi-
ous and immediate victors of the energy crisis were 
Japanese automobile producers. A relative outsider 
to the industry, the motorcycle maker Honda, cre-
ated a new “stratified change” engine in 1973 that 
allowed a higher ratio of air to gasoline and thus sub-
stantially fueled economies. Japan, a country with 
a much more obvious energy constraint than the 
United States, rapidly became the foremost source 
of fuel-efficient cars, which now clearly outcompeted 
American “gas guzzlers.” By 1980, 200,000 Ameri-
can automobile workers were unemployed, a direct 
response to the surge in Japanese imports: from 
1975 to 1980 the annual sales of Japanese cars in 
the United States rose from 800,000 to 1,900,000. 
In Europe too, Japanese automobile sales took off 
and eventually spurred the European competitors to 
modernize in order to compete. Automobiles provided 
the most obvious instance of the new dynamic: busi-
ness had to learn to compete effectively in quality 
and innovation, and that would occur only with open 
markets. But the same dynamic was evident more 
generally. By the mid-1980s, the insight about trade 
liberalization formed the center of the European Com-
mission’s ambitious program realized through the 
1986 Single European Act.
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A further boost to globalization came from an 
appetite for market liberalism that led to a consider-
able reduction in protectionism, as we will see in the 
next chapter, and also to deregulation of domestic 
markets. 

2.2.2 Deregulation

The first significant push to deregulate came in the 
United States. The initiative came from the adminis-
tration of Gerald Ford and was continued by Jimmy 
Carter. The control policies applied by Nixon were 
increasingly complex and perverse in their conse-
quences. William Simon, who ran Nixon’s energy 
control program stated that “the kindest thing I can 
say about it is that it was a disaster.” Ford promised 
action to improve competition and reduce consumer 
prices in airlines, trucking, railroads, and financial in-
stitutions. The push took time, as until 1979 the influ-
ential Interstate Commerce Commission was headed 
by a Nixon appointee opposed to deregulation. The 
quickest action occurred in aviation, where the Civil 
Aviation Bureau was more sympathetic and allowed 
new types of cheap fares that dramatically slashed 
the cost of air travel. Carter signed the Motor Carrier 
Act in 1980.

Competition policy was altered in the 1980s by 
the application of a consumer welfare standard: the 
argument that bigness did not matter if it resulted in 
gains for consumers. This was an argument that had 
already been at the center of anti-trust litigation in 
the early twentieth century: it was the core of the 
defense of Standard Oil, which demonstrated conclu-
sively that the trust substantially lowered petroleum 
product prices for consumers. It was revived in the 
University of Chicago by theorists of the firm such 
as Ronald Coase, and above all by the legal scholar 
Aaron Director, who established the Journal of Law 
and Economics as a way of promoting a new synthe-
sis of the disciplines. The most forthright statement 
of the case probably came in Robert Bork’s The An-
titrust Paradox. 

The European counterpart to the US discussion 
was the leadup to the 1986 Single European Act, 
which included major governance reforms but also 
specific processes to create a genuine single market. 
The Act included 272 unitary-market mechanisms, 
provisions for strengthening of its economic and so-
cial cohesion (Article 130 of the Treaty) as well as 
the enactment of standards for workers’ health and 
safety, a launching of European research and tech-
nology development strategies, and policies for en-
vironmental protection. Article 70 was modified to 
specify that the European Council “shall endeavor 
to attain the highest possible degree of liberaliza-
tion. Unanimity shall be required for measures which 
constitute a step back as regards the liberalization 
of capital movements.” There was a timetable to 
achieve that liberalization by 1992. The Act also con-

tained a headline (without further elaboration) on 
monetary union. 

By the 1980s and 1990s, a great deal of the effort 
at liberalization or deregulation focused on financial 
markets. The United Kingdom’s 1986 Big Bang was a 
precedent here, with a breaking down of traditional 
restrictive practices. The move had originally begun 
as a response to a legal case brought under the Re-
strictive Practices Act: the London stock exchange 
would drop fixed commissions, end the single capac-
ity principle that separated stockbroking (for retail 
customers) from market-making (stock-jobbing), and 
open itself to competition. The result in 1986 was gen-
erally called “Big Bang.” Foreign acquisitions of major 
City firms became a central part of the preparations 
for Big Bang, and of the aftermath.

In many ways, “deregulation” is a misnomer. 
There had been little formal regulation while capital 
movements were controlled and financial functions 
were specialized. Old-style financial systems relied 
largely on self-regulation. Stock markets, for instance, 
had incentives not to be seen to defraud customers 
and accordingly policed exchange members. In coun-
tries such as Great Britain and the United States, 
where financial activity was split up into specialized 
functions performed by different institutions (stock 
jobber and stock brokers, clearing banks, merchant 
banks, discount houses), each specialized institution 
had an immediate self-interest in assessing the fi-
nancial strength and viability of the institutions with 
which they did business. The rise of large financial 
institutions raised for the first time in the United 
States – but not in Europe, with its tradition of uni-
versal banking – the possibility of institutions that 
were too big to fail, and that consequently required 
more regulation. 

In 1986, the direct cost of financial regulation in 
the United Kingdom was estimated to be GBP 20 mil-
lion; this rose to around GBP 90 million by 1992 and 
GBP 673 million by 2014. The compliance costs are 
generally thought to be four times that amount. In 
1979, the number of people employed in bank regu-
lation in the United Kingdom was about 80. The num-
ber involved in financial regulation rose five times by 
1990, and by 2010, there were around 3,500 financial 
regulators. Just one rule book relating to one aspect 
of regulation that was developed as a result of the 
1988 Act weighed around two kilograms. In Germany, 
the financial regulator Bafin, whose predecessor in 
1995 employed 490 people, employed 2602 in 2017. 
As liberalization proceeded, more rather than less 
regulation was required. 

2.3 LABOR MARKET PERFORMANCE 
AND REFORMS

The interplay of economic and political factors in 
shaping reform experiences is particularly clear when 
inspecting the implications and determinants of in-



35

stitutions and policies in one of the most regulated 
sectors in all economies: wages and employment 
conditions are stringently regulated in Europe, and 
even American antitrust legislation exempts union 
activities, since the “labor of a human being is not a 
commodity or article of commerce” (Section 6 Clayton 
Act, 15 U.S.C. § 17). 

2.3.1 The Rise and Divergence of Unemployment

Figure 2.2 displays unemployment data on 5-year pe-
riods for large European countries and for the United 
States as well as for Denmark, the Netherlands, and 
Sweden which, as we shall see, had interesting re-
form experiences. Unemployment and stagflation in 
the 1970s led to a reassessment and suggested the 
argument that more competition might create new 
jobs and more employment.

Employment is in theory and was in practice 
reduced by collective contracts, as well as by other 
labor market rigidities discussed below. The push-
back against trade union power was originally envis-
aged, especially in the United States and the United 
Kingdom, as part of the fight against inflation. Union 
membership in the United Kingdom peaked in 1980 at 
12.2 million. The critical measure in the United King-
dom was the 1980 Employment Act, with restrictions 
to closed shop arrangements, limit picketing and par-
ticularly secondary action, and requirements for bal-
loting the membership on industrial action. A further 
Act in 1982 provided for more restrictions on closed 
shops and limits to trade unions’ legal immunities, 
with the result that they became liable for damages 
and injunctions. In 1984, existing closed shops were 
subject to balloting. The critical turning point was the 
defeat of the coal miners’ strike of 1984–85, possible 
in large part because of successful legal action that 
imposed penalties on the union and led to the seizure 
even of assets sent abroad. The inspiration was the 
1981 defeat of the air controllers’ strike in the United 
States: controllers were given 48 hours to return to 
work or be sacked. 1,300 out of 13,000 strikers went 
back. Those who stayed on strike never returned to 
their former jobs. The union, the Professional Air 
Traffic Controllers Organization, was decertified. 
The number of strikes and days lost from strikes fell 
abruptly. The push against unionization soon became 
international. 

Figure 2.3 shows declines of union density start-
ing in the 1970s. It was low to begin with in France, 
where union contracts cover almost all employment 
throughout, but even there it declined in the 1980s 
and 1990s. Union membership fell persistently across 
most countries, and in countries where it remained 
high, wage bargaining became less centralized. Work-
days lost due to strikes declined dramatically starting 
in 1990 in the United Kingdom, Ireland, Italy and other 
countries where they were previously high; in France, 
a lesser decline started only after 2000 (OECD 2017).

2.3.2 The Mechanics of Labor Market Regulation 
and Deregulation 

Other aspects of labor market regulation also imply 
higher unemployment for low productivity workers. 
When unemployment or disability benefits or early 
retirement are available, or labor taxes are high, the 
net market wage can easily fall below the reservation 
wage of workers at the bottom of the pre-tax wage 
distribution.

A vast empirical literature in the 1990s used insti-
tutional information, in particular that collected and 
harmonized by the OECD, to try and explain unem-
ployment patterns, specifically the contrast between 
its low and declining trajectory in English-speaking 
countries and continental Europe’s high and persis-
tent unemployment (Bertola, Blau, and Kahn 2002). 
Figures 2.4, 2.5, and 2.6 display the institutional in-
dicators used by Blanchard and Wolfers (2000), up-
dated to more recent periods by Bertola (2017). Avail-
able policy indicators are mostly those collected and 
homogenized by the OECD Economics department, 
which in the 1990s advocated deregulation as the 
most promising cure for unemployment in member 
countries. Because the data is not available every 
year, the observations are averages over 5-year peri-
ods. These are unavoidably imprecise and imperfect 
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indicators and employment protection is typically 
reduced only for new and non-standard contracts, 
so as not to perturb the democratic majority of em-
ployed regular workers.

Labor market regulation – along with macroe-
conomic conditions – affects employment, wage in-
equality, and productivity. Union-bargained or legal 
minimum wages increase the level and decrease the 
inequality of wages and hence increase unemploy-
ment, especially that of low-productivity workers: 

to bring productivity up to wage aspirations, training 
programs need to be deployed, as they expensively 
are in Nordic countries. Labor taxation increases la-
bor costs and reduces employment. Unemployment 
insurance reduces search intensity and increases un-
employment. Employment protection slows down 
reallocation and adjustment to aggregate shocks, 
reducing employment at given wages, with ambigu-
ous unemployment effects as both hiring and firing 
flows decline.

Observed labor market performance can indeed 
be explained by labor market regulation over time 
and across countries: in regressions, the coefficients 
of institutional indicators have the sign predicted by 
theory if each varies and all else remains fixed. Other 
relevant factors do vary in the data, both across coun-
tries and over time: a negative relationship between 
wage inequality and unemployment can only be de-
tected when they are measured as deviations from 
country means and interactions of institutional differ-
ences with demographic and economic growth trends 
and shocks play a particularly relevant empirical role. 
Unemployment increased and employment declined 
in labor markets that had become rigid when growth 
was taken for granted at the peak of the post-War 
Golden Age, but proved unable to cope with difficult 
macroeconomic conditions and with the reallocation 
required by technological innovations and interna-
tional trade. 

In the 1970s the United States had higher un-
employment than the European countries shown in 
Figure 2.2, despite its lower unionization, due to its 
relatively poor economic performance at a time when 
Germany (and Japan) were heralded as technological 
and socio-economic world leaders. Low unionization 
and a more competitive and flexible labor market 
explain why the United States also had higher wage 
inequality, as shown in Figure 2.7. In the 1980s and 
1990s, new economic circumstances plausibly con-
tributed to rising unemployment in Europe and ris-
ing inequality in the United States (Krugman 1994). 
Technological progress and international integration 
of financial, goods, services, and labor markets plau-
sibly increased the dispersion and reduced the mean 
of labor productivity in all advanced countries. De-
clining unionization did make wages easier to adjust, 
especially at the low end of the earnings distribution. 
However, the extent to which union-bargained wages 
are binding for workers who are not members of the 
union depends on government legislation, such as the 
provision in France that the wage agreements bar-
gained by unions with a membership as low as in the 
United States apply to all workers. This differs across 
countries, as do other union activities: in Scandina-
via and in the Netherlands, unions administer unem- 
ployment insurance schemes and negotiate wages 
at the national level with employers and the govern-
ment, which can ease adjustment to country-level 
shocks.
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2.3.3 Determinants of Labor Market Regulation

The employment outcomes of labor regulation may 
be the consequence of a political decision to shift 
the distribution of employment and income. Unions 
do not increase wages aiming to increase unemploy-
ment: they mean to obtain higher worker welfare as 
the higher income of employed workers more than 
compensates their smaller number. The labor taxes 
and contributions that reduce employment can fund 
unemployment benefits, which dampen the income 
implications of job loss and, decreasing the search 
effort and increasing the reservation wages of the 
unemployed, prevent wages from falling in response 
to negative shocks. Employment protection legislation 
reduces job destruction by declining firms and sectors 
and job creation by expanding ones, and collective 
wage-setting between broad unions and employer 
confederations (rather than at the firm or individual 
level) reduce the extent to which wages may fluctuate 
in response to local shocks.

Such employment and wage rigidities together 
increase and stabilize labor income, make profits and 
other non-labor income flows lower on average as 
well as more volatile, and reduce productivity as they 
prevent replacement of low-productivity jobs with 
high-productivity jobs. Rigid labor markets that imply 
high and stable labor incomes have obvious political 
appeal for the many households that draw most of 
their income from labor. That appeal, however, also 
depends on their side effects on productivity, which 
can be more or less serious in different circumstances.

Income stability is beneficial when underdevel-
oped financial markets and incomplete social in-
surance make it difficult for workers to make con-
sumption smoother than labor income. Tradition and 
administrative capacity may determine whether la-
bor market rigidities are introduced by constraining 
private employment contracts or by administering 
taxes, contributions, and subsidies. The appeal of 
labor market regulation also depends on macroeco-
nomic conditions and market structure. The produc-
tivity losses caused by rigidity are less affordable in 
poorer countries and larger when more frequent and 
larger shocks call for intense reallocation. Because 
financial market access reduces the appeal of labor 
income stability, US workers are as familiar with credit 
card debt as with frequent job changes, and financial 
deregulation was very much an element of Thatcher’s 
reform strategy.

2.3.4 Patterns of Labor Market Regulation

Because structural characteristics of the economy 
influence the costs and benefits of rigid labor mar-
kets, new developments can trigger reforms. The wave 
of deregulation that started in Margaret Thatcher’s 
United Kingdom and Ronald Reagan’s United States in 
the 1980s had political motives, but alongside those 

leaders’ strong personalities poor economic perfor-
mance did play a key role in easing liberalization. 
Without the same ideological emphasis, many other 
countries’ reform trajectories in the 1990s responded 
to changing circumstances.

Not only political but also economic factors ex-
plain why labor markets are more regulated in some 
countries than in others and why many economists’ 
advocacy of deregulation is not equally well received 
everywhere. Between the 1960s and 1970s tighter reg-
ulation was plausibly driven by Golden Age prosperity, 
which made productivity slowdowns more afforda-
ble and empowered workers in democratic countries. 
Later, globalization and European market integration, 
driven by development of transport and communica-
tion technologies (de facto) or complementary trade 
liberalization policies (de jure), made labor demand 
more elastic. Technology also can make labor de-
mand more elastic, as some workers become more 
easily substitutable by machines. Flatter labor de-
mand worsens the trade-off between higher wage and 
lower employment, reducing the positive (for workers) 
effects of labor market policies, and the productivity 
effects of labor market rigidities are more damaging 
when the economy needs to adjust to trade shocks. 
Hence, international economic integration should in 
theory lead to labor market deregulation (and more 
inequality) or worse labor market outcomes (at given 
levels of regulation). 

While plausible, this “race-to-the-bottom” per-
spective on the determinants of labor market reg-
ulation is certainly not its only explanation and is 
difficult to empirically detect it in data where all 
else is never equal. The desirable and side effects of 
regulation change over time and are different across 
countries in ways that are very hard to control, as 
potentially relevant factors are more numerous than 
country-level observation. The indicators plotted in 
Figures 2.4, 2.5, and 2.6 suggest that deregulation 
was neither widespread nor pervasive in decades of 
increasingly strong trade integration. For indicators 
other than union density, period-specific averages 
vary little over time, and considerable cross-country 
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dispersion dwarfs the effects of country-specific re-
forms, which do not always tend towards deregula-
tion. A pattern of decreasing employment protection 
and increasingly generous unemployment insurance, 
as in Italy, may be an attempt to preserve worker wel-
fare in a changing environment, where “flexicurity” 
unburdens firms exposed to international competition 
from the productivity losses entailed by protecting 
their workers from job loss. 

The choice between rocks and hard places is 
political, often myopic, and depends very much on 
country-specific circumstances. Policy trajectories 
followed by specific countries suggest that deregula-
tion incentives are stronger for countries experienc-
ing worse economic performance and/or more elastic 
market responses to relative policy differences. Coun-
tries do not always heed those incentives, however. 
The case of Italy offers a useful illustration of the in-
terplay of global and European integration and the 
need for unimplemented reforms.  Italy’s stagnation 
since the early 1990s is largely due to slow structural 
adjustment, rooted in political support for status-quo 
policies and institutions that could not cope with tech-
nological and economic integration challenges (EEAG 
2019). Throughout decades when European integra-
tion and globalization required structural changes, 
the increasingly apparent inefficiency of labor market 
rigidities was addressed in Italy by temporary em-
ployment in traditional sectors, rather than business 
expansion in new sectors. A political majority that 
still enjoys a good standard of living easily disregards 
the need for change, unless made obvious by a cri-
sis, and prefers waiting for better times to return to 
enacting reforms perceived to be adding risk to an 
already complicated situation.

The Netherlands in the 1980s shows a decline of 
unemployment as sharp, if not sharper, than that ob-
served in the United States and the United Kingdom. 
When that country found itself the smaller partner of 
an essentially complete economic and monetary un-
ion with Germany, it was logical for it to adopt wage 
moderation and deregulation implemented by the 
1982 Wassenaar agreement, which is apparent in the 
declining labor taxation and unemployment insurance 
generosity in the figures above. Availability of plentiful 
natural gas revenues made it possible to compensate 
redundant workers with generous benefits. North Sea 
oil played a similar role in Thatcher’s 1980s reforms, 
which decreased unemployment insurance and labor 
taxes while employment protection remained low. The 
German “Agenda 2010” reform framework only took 
a similar path in the first half of the 2000s, as shown 
by declining employment protection and unemploy-
ment insurance after the country’s reunification, euro 
adoption, and Eastern enlargement had changed the 
trade-off between high wages and idle labor on the 
one hand, and better competitiveness on the other.

Higher wage inequality and lower employment 
could both be avoided only by “active” labor market 

policies meant to increase the productivity of work-
ers, albeit at the cost of higher public expenditures 
(as in Denmark, Sweden, and other Nordic countries). 
The relevance of macroeconomic and public finance 
factors is well exemplified by Sweden’s reaction to 
its crisis in the 1990s: a housing market and banking 
market collapse preceded by a period of overheating 
and strong wage growth. Generous unemployment 
insurance and a decline in labor taxes contributed 
to debt accumulation in the crisis. As it became clear 
that the welfare model was not financially viable, re-
forms of these policies and (especially) of active labor 
market policies expenditure played a role, alongside 
the cyclical upswing, in the decline of public debt in 
the latter part of the period. This was not without 
cost in terms of the wage inequality that labor mar-
ket policies are meant to keep under control. If the 
United Kingdom achieved low unemployment and high 
employment by accepting higher wage inequality in 
the 1980s, Sweden followed a similar path (around 
its different labor market configuration parameters) 
during the 1990s. More generally, along the 1980–2000 
public debt and interest-rate stabilization cycles the 
debt service burden, interacting with country-specific 
policy indicators, was sensibly associated with labor 
market policy changes (Bertola 2010b). When in debt, 
governments reduce the generosity of unemployment 
benefits, and the fact that unemployment is never-
theless higher is due to bad macroeconomic develop-
ments. Labor taxes were positively related to govern-
ment indebtedness, inducing a negative relationship 
between high debt and low employment. Reduction 
of employment protection was often accompanied by 
more generous unemployment insurance to preserve 
worker welfare and motivated by increased exposure 
to product- and capital-market competition not only 
domestically, but also internationally.

2.4 THE SIZE OF GOVERNMENT 

At the beginning of the Thatcher revolution, the gov-
ernment argued that public spending was “at the 
heart of Britain’s economic difficulties.” A follow-up 
white paper on spending explained that the govern-
ment was “determined not merely to halt the growth 
of public expenditure but progressively to reduce it.” 
Did those and similar views in other countries actually 
result in smaller governments?

Figure 2.8 provides a long-run perspective on the 
issue displaying government revenues as a percent-
age of GDP for a few countries and for the OECD as a 
whole (government expenditure follows similar trends 
aside from public debt developments; both are dis-
cussed below). 

While the starting point in the mid-1950s was 
roughly the same, during the 1960s and 1970s govern-
ments grew everywhere at different paces, resulting 
in different public sector sizes that fit the classifi-
cation of welfare regimes discussed in the political 
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science literature based on Esping-Andersen’s (1990) 
classification of welfare regimes: the government’s 
role is most pervasive in Scandinavian countries, 
where the ratio of social transfers to total govern-
ment expenditures is generally much higher than in 
Continental Europe and very much higher than in 
the United Kingdom and United States, where the 
government’s role is limited. 

Over recent decades there has neither been con-
vergence at the top or the bottom of the government’s 
size distribution across countries. EEAG (2019) exam-
ined public sector size across all EU countries and 
similarly found that little convergence occurred, ex-
cept for an upward trend among Eastern European 
countries where economic growth made public service 
more affordable and useful in richer and more com-
plex economies. Figure 2.9 supports our discussion 
of phenomena explaining other country-specific de-
velopments displaying 5-year averaged government 
expenditure as a percentage of GDP for the same 
countries discussed above. In the 1980s the size of 
the government’s budget did stop growing but, de-
spite the rhetoric about shrinking government that is 
often thought to be at the core of the neoliberal turn, 
there was no general reduction of government taxes 
and expenditures since then. The United Kingdom 
shows a clear downward trend in the 1980s, partially 
reversed in the 1990s, and Italy has had an upward 
trend over the period.   

Changes in the size of government can be attrib-
uted to policy decisions and ideological preferences, 
cyclical developments, the increased demand for pub-
lic services as societies became more affluent, chang-
ing demographics, as well as international pressures. 
We discuss each in turn below.
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Politics do matter: in the United Kingdom, the pub-
lic employment-to-population ratio lost 4 percentage 
points when Thatcher and then Major were in power, 
recovered 2 percentage points in the 1996–2011 La-
bour governments, and as Conservatives regained 
power had again lost more than 2 percentage points by 
2018 (Authors’ calculations based on the Office for 
National Statistics 2019). But changing needs and 
trade-offs are key to understanding broad and coun-
try-specific trends. We proceed to inspect them for the 
same countries considered when examining labor reg-
ulation developments, aggregating the relevant data 
over 5-year periods to reduce the impact of cyclical 
variation in GDP and automatic stabilizers on the rev-
enue and expenditure sides of government budgets. 

2.4.2 Macroeconomic Fluctuations 
and Government Size

The stability of public sector sizes at different levels 
can be explained by the interplay of political and ideo-

logical factors with cyclical developments. In the most 
ideological years of the Thatcher revolution the UK 
government’s revenues remained almost constant as 
a share of GDP during 1980–85, also because the de-
nominator shrank in the recession of the early 1980s. 
The ratio fell sharply after 1985, in part because Chan-
cellor of the Exchequer Nigel Lawson launched an 
inflationary boom that substantially raised GDP. The 
Danish, Swedish, and UK ratios all rise considerably 
in the deep recession of the early 1990s. For many 
of these countries, government expenditure-to-GDP 
ratios kept on growing after 1980 and spiked upwards 
in the Great Recession and in the Covid-19 pandemic. 
The exceptions are Denmark and Sweden, where the 
ratio fell substantially from its very high level at the 
beginning of the 1990s. Other dynamics have contin-
gent explanations: the German ratio grew in response 
to the challenge of German unification. 

It is much more interesting, however, to examine 
the evolution of structural factors in recent decades. A 
changing structure shaped the government’s size and 
role in advanced economies because policy choices 
depend not only on political preferences, such as incli-
nation to privilege the cons over the pros of regulation 
and redistribution, but also on needs and trade-offs 
implied by the economic environment in which those 
choices are made. 
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2.4.3 Supply and Demand of Public Services

A larger government may be more useful and afforda-
ble in more sophisticated and richer economies, which 
can afford to produce public luxuries and administer 
taxes and subsidies that diminish incentives to work. 
The idea that demand for publicly provided services 
(for example, health) is stronger at higher income 
levels, known as the “Wagner effect,” implies that 
expenditure should have grown over time as a share 
of GDP. If it did not, it can be that it was offset by 
political shifts. 

But economic growth, which over the period of 
interest was more or less intense in developed coun-
tries, has implications for the supply of as well as the 
demand for public “luxuries.” Providing services such 
as defense, health, and education becomes relatively 
more expensive over time if productivity growth is 
slower in those sectors than in the rest of the econ-
omy. Then, a constant supply of public goods and ser-
vices in real terms would require an increasing share 
of expenditure, a phenomenon known as “Baumol’s 
cost disease,” and an increasing rate of taxation. Of 
course, digitalization has had beneficial productivity 
effects in all sectors, including those administered 
by governments, and other forms of technological 
progress have undoubtedly reduced the cost of, for 
example, health services (which, whether publicly or 
privately provided, tend to increase anyway because 
of the Wagner effect). While it is not easy to measure 
productivity in the public sector, where much out-
put is by lack of better alternatives valued at cost, 
available data do suggest that while public provision 

of services has been roughly constant as a share of 
nominal GDP, it has declined in real terms since the 
1980s in most of the countries shown in Figure 2.10 
(and in many others), though not in the Netherlands 
(since the mid-90s) and in Germany.

2.4.4 Demographic Trends

A third important structural development is demo-
graphics. Public expenditures are strongly age de-
pendent (the young require care and education, the 
old health services, pensions, and care). Hence, un-
changed provisions at a given age produces a con-
stant expenditure share only if the age composition of 
the population is constant. Other things being equal, 
an increasing number of young (old) will increase ex-
penditures and vice versa. If expenditures are con-
stant and the number of young (old) is increasing, 
it follows that there is a decline in provision seen 
from an individual perspective. Likewise with aging 
populations, if expenditures are constant, it may be 
considered equivalent to a retrenchment. On average, 
for developed countries since 1960 the dependency 
ratio has shown a declining trend, and these devel-
opments are roughly the same across all OECD coun-
tries. For given total expenditures, the demographic 
developments have made it possible to increase per 
capita expenditures for the youth and elderly age that 
benefit most from public activities. But this general 
demographic tailwind is now turning into a headwind 
for governments (see Chapter 4).

2.4.5 Public Debt Dynamics and Implications 
for Government Size

Government debt in industrial countries on the whole 
shows no tendency to fall in the period when there is 
often supposed to have been a retreat of government. 
The overall tendency is a constant rise. 

But there are some examples of national debt 
consolidation. The most dramatic occurred in the 
United Kingdom, from 1978–83 at the beginning of the 
Thatcher administration, when gross government debt 
fell from 50.5 percent of GDP to 42.2; in the United 
States with the peace dividend at the end of the Cold 
War and in the Clinton presidency (often considered 
to have been neoliberal) from 1993–2001 with a fall 
from 70.2 to 53.0 percent; in Italy, as part of the fis-
cal consolidation that preceded and accompanied 
initial membership of the Euro in 1994–2004, falling 
from 117.9 to 100.0; and in Germany in the period of 
the Schuldenbremse, from 2010 to 2019, from 81.0 to 
59.2. Apart from that episode, German debt saw a 
more or less continuous rise, with only a very short 
consolidation phase in 1988–89, on the eve of Ger-
man unification.

For other countries, including some smaller 
economies that were often hailed as stars in terms 
of fiscal and economic performance, there have been 
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some successful episodes of debt reduction, driven 
by a mixture of fiscal consolidation and high growth 
and occurring over relatively long time periods: Swe-
den from 1996 to 2008 (falling from 84.4 to 36.7 per-
cent), or the Netherlands in a similar time frame, 
1993–2007 (78.5 to 42.4 percent), as shown in Fig-
ure 2.11. The most dramatic of these small country 
adjustments was Ireland, from 1994 to 2006, with a 
reduction from a dangerous 94.1 percent that would 
not qualify for membership in the currency union to 
25.0 percent in 2006: the latter figure was the prod-
uct of strong growth, foreign direct investment, and 
of a wild property boom that pushed up real estate 
tax revenue. 

These consolidations were in large measure owed 
to an increase in the primary balance, which, how-
ever, is not the only way out of high public debt. The 
debt-to-income ratio can also be lowered by periods 
in which growth exceeds the interest rates and also 
by a stock flow adjustment (when debt is in a foreign 
currency and there are exchange rate alterations; or 
after debt defaults or restructuring). In recent times, 
the only debt reduction by restructuring occurred 
in the case of Greece in 2011. But historically, high 
rates of inflation in which the real interest rate is 
low or negative contribute significantly to lowering 
the debt burden. The most dramatic incidents of this 
type in the chart occurred in the United Kingdom in 
1969–75, when the gross debt to GDP ratio fell from 
82.8 percent to 46.7 percent, with surging inflation; 
and a milder variant of the same experience in France 
1970–74, with a fall from 50.5 to 42.2 percent. These 
1970s episodes are only the tail-end of a long his-
torical development since 1945, when exceptionally 
high levels of debt built up in the Second World War 
were reduced to sustainable levels: debt to GDP for 
the United States in 1946 had been 121.2 percent, 
and in the United Kingdom 269.8 percent. In contrast, 
German debt had been largely wiped out by the cur-
rency reform, and in 1950 the gross debt level stood 
at 17.8 percent of GDP and rose consistently after that 
date.

These extraordinarily high levels in the United 
States and the United Kingdom were gradually re-
duced in the so-called Keynesian period, or the 
“golden years” (in France les trentes glorieuses, and 
the German Wirtschaftswunder and Italian Miracolo 
Economico) when strong growth brought down the 
debt ratios. But there had been other factors at play. 
The United Kingdom was still reducing its debt signif-
icantly in the 1970s, with very high rates of nominal 
GDP growth but much lower real rates, and in this 
case it was inflation not growth that was doing most 
of the heavy lifting in reducing debt. These episodes 
bring very substantial debt reductions, with much 
sharper declines than in the case of fiscal adjustments 
increasing the primary balance, particularly when in-
flation is unexpected and market participants do not 
realize the extent of their likely losses on fixed income 

securities (and when they are constrained by restric-
tions on capital movement).

The market-oriented policies of the 1980s and 
1990s included liberalization and internationalization 
of financial markets, which allows mobile capital to 
flee from low real returns, and accompanied by dis-
inflation which, if not immediately credible, increases 
real rates and at least partly explains increasing public 
debts: debt reductions through an effective inflation 
tax are less likely in the resulting environment. In Italy, 
high real rates on government debt included a hefty 
risk premium, and only the credibility achieved with 
the euro made stabilizing the debt possible without 
very high primary surpluses, which were politically 
unsustainable and gave way to some fiscal profli-
gacy and (again) high interest rates due to default 
risk premia.

High public debt-to-GDP ratios and tight budg-
ets, whether due to market pressure or legal obliga-
tions such as the Maastricht criteria, might in prin-
ciple have implications for the size and structure 
of the public sector. Deficits are often politically 
attractive for all incumbent governments, but the 
resulting debt constrains future incumbents: total 
expenditures less debt servicing equal the expendi-
tures on popular core activities of the public sector 
(education, health, transfers), tight budgets resulting 
from previous accumulation may in fact be tools of 
a political agenda to attain a leaner public sector. 
However, it is difficult to detect a clear negative re-
lation between debt service and the size of the pub-
lic sector, which is rather stable for most countries 
even as debt-to-GDP ratios vary substantially over 
time. The simple view that generous welfare poli-
cies are associated with debt financing is also not 
apparent, because not only benefits but also taxes 
and contributions are high in countries that provide 
generous benefits: the Nordic countries known for 
their extended welfare states have some of the low-
est debt levels.

Tight budgets may also bias public activities 
away from forward-looking investment and towards 
more (politically or economically) urgent spending 

0.0

0.4

0.8

1.2

1.6

Denmark France Germany Italy
Netherlands Sweden United Kingdom United States

Government Debt-to-GDP Ratio

© CESifo  

%

Note: Five-year period averages of available data.
Source:AMECO.

Figure 2.11



42

needs, such as pensions. High debt and debt servic-
ing costs may crowd out some expenditure types for 
a given size of the public sector measured by total 
expenditures or tax revenue. For countries like Italy, 
Greece, and Hungary, expenditures on debt servicing 
exceed those on education. This is suggestive that 
debt may have implications for the structure of the 
public sector.

2.4.6 International Integration

Increased international market integration, especially 
since 1990, influenced government policies in two 
distinct ways. On the one hand, it generally improves 
aggregate efficiency but, in the absence of compen-
satory transfers, impoverishes some workers, and 
exposes many to new cross-border shocks: this may 
lead open countries’ governments to be more deeply 
involved in economic matters (Rodrik 1998). On the 
other hand, international market interactions make 
it easier for individuals and firms to escape taxation 
and seek subsidies, hence making it more difficult for 

policies to shape individual choices differently from 
what would be implied by unavoidably imperfect mar-
ket mechanisms. Depending on whether demand or 
supply influences dominate, integration may in prac-
tice increase or decrease the intensity of collective re-
distribution and other interferences with laissez-faire 
markets at the country level. 

There is no doubt that since the 1980s interna-
tional market integration increased very strongly, 
especially after 1992 in the European Union (see for 
example the 5-year averaged data in Figure 2.12). It is, 
however, difficult to detect the role of international 
market integration in determining government size, 
both because more intense trade is itself endoge-
nously determined by country-specific policy choices, 
and because countries are heterogeneous in many 
difficult-to-measure and interrelated dimensions. In 
cross-section, countries have larger or smaller gov-
ernments for historical, political, and structural rea-
sons, and there is no particular relation to average 
trade openness, which depends on size and geogra-
phy. On average, Nordic countries offer much more 
and Mediterranean countries much less social protec-
tion but there is no particular relation to openness 
within and across these groups.

Also in time-series data a negative impact of in-
ternationalization on government powers to interfere 
with market mechanisms is theoretically plausible 
and subjectively clear to many citizens and politi-
cians, but empirically elusive. It is difficult to estab-
lish causal relationships in data where variation of 
globalization and spending indicators is driven by a 
variety of factors, including fluctuations of the out-
put measures that normalize both. The panel regres-
sions of Dreher, Sturm, and Ursprung (2008) include 
a number of control variables and find no evidence 
of an average relationship between globalization and 
social spending.

Government size is driven by many partly offset-
ting factors (aging, political shifts like in the United 
Kingdom, real estate booms and crises, unsustainable 
public debt). As the need for government action is 
increased by aging and instability, but action is more 
difficult in the absence of international coordination, 
the net effect can be small and statistically insig-
nificant even as at least some segments of society 
feel that governments should do much more but are 
constrained by international competition. 

Different countries have persistently different 
levels and composition of government expenditure 
– over time for each country government size is plau-
sibly associated with international economic inte- 
gration in periods when globalization and market  
liberalism are the main source of policy variation. 
Figure 2.13 illustrates the 5-year averaged data of 
Figures 2.9 and 2.13 in the 1990s and 2000s plotted 
against each other, subtracting from each its coun-
try-specific means for continental EU and Scandina-
vian countries.
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Large increases of international market integra-
tion are associated with changes in government ex-
penditure that are very small, except for Sweden, but 
broadly negative overall and in each country (with the 
exception of France, where the size of government 
grows slightly over the period). Government expend-
iture is broadly stable but still negatively correlated 
with changes of total imports and exports for the 
countries shown as examples, and more broadly, in a 
period when globalization and EU market integration 
greatly increased international trade. It is possible 
that a taste or demographic shock, or just the real-
ization that a generous welfare state is not afforda-
ble in the aftermath of a crisis, shrinks the portion 
of the non-tradable sector that is directly produced 
by the state. This releases labor and other factors to 
the tradable sector, resulting as in Sweden in grow-
ing exports and imports at the same time as govern-
ment activities shrink. Also, 5-year periods do not 
completely smooth out GDP movements in this period 
(and certainly fail to do so in periods when they are 
deep and prolonged, as in the Great Recession and 
the Covid-19 pandemic).

It is, however, plausible that this pattern is at 
least in part a consequence of the state’s limited 
power in more open economies. The theoretically 
ambiguous but plausible role of economic integration 
is more clearly apparent when comparing otherwise 
similar countries that did and did not join the euro 
area in the 1995–99 and 2000–04 periods (Bertola 
2010a). The tighter economic integration implied by 
“One Market, One Money” was significantly associ-
ated with substantially faster deregulation of their 
product markets, some deregulation of their labor 
markets, and lower social policy expenditure. As a 
result, disposable income inequality grew faster in 
countries adopting the single currency, and these dif-
ferences were completely accounted for by differences 
in social policy and other policy indicators, rather 
than by economic integration directly. These uneven 
developments, and evidence that social spending de-
creased, and inequality increased when EMU tight-
ened economic integration across some European 
countries, are relevant to the next Chapter’s discus-
sion of populist backlash against liberalization and 
international economic integration, perceived as a 
cause of instability and blamed for the financial crisis 
and the Great Recession.
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Economic policy in the period between the outbreak 
of the Global Financial Crisis in 2008 and the out-
break of the Covid-19 pandemic in late 2019 was 
characterized by a number of developments that 
distinguish it from the policies which had dominated 
before the crisis. The most remarkable policy shift is 
the rise of populism and the most striking example 
the election of Donald Trump to the US Presidency in 
2016. Earlier in the same year, the Brexit referendum 
surprised the world and ended six decades of deep-
ening political integration in Europe. In the debate 
before the referendum, arguments frequently used 
by populist politicians played a key role. 

In other European countries, populist move-
ments also gained influence. In Italy, the Five Star 
Movement and the Lega Nord, both parties with  
different variants of populist leanings, formed a  
government. In France, the extreme right wing  
populist party Front National has played a role 
for a long time, but it enjoyed increasing support  
during the years after the Financial Crisis, against 
the backdrop of sluggish economic growth and grow-
ing conflicts about immigration. The migration wave 
in 2015 boosted the right-wing populist party AfD 
in Germany. The party was originally founded as a  
reaction to the Eurozone Debt Crisis but was elect- 
ed to the Bundestag only after the immigration  
wave boosted its support. In the same period, lead-
ers with populist leanings also gained influence in 
other European countries, including Poland and 
Hungary. 

This chapter outlines what was perceived as the 
dark side of market liberalization’s economic impli-
cations – higher inequality and instability – and how 
they have been linked to the rise of populism.

3.1 POLICY BEFORE AND AFTER THE GREAT 
RECESSION

As we entered the 21st century the twin trends of in-
creased globalization and reduced regulation were in 
full swing, leading to a period of considerable mac-
roeconomic stability known as the Great Moderation. 
Then, the Great Recession hit. To understand to what 
extent the recession was a shock, both in terms of 
economic outcomes and social tensions, we start by 
focusing on the evolution of several key magnitudes. 
Two of them, the size of government and labor mar-
ket regulation, have been discussed in Chapter 2, and 

here we focus on the changes observed during the 
Great Recession. We also describe the policy changes 
concerning product market regulation and interna-
tional trade, as, while policy changes were already 
well underway in the last two decades of the 20th cen-
tury, change accelerated in the years before the Great 
Recession. 

3.1.1 The Size of Government

The data presented in the previous chapter indicates 
that both the Great Recession and the Covid-19 shock 
implied a major change in not only the size of public 
budgets and consequently government debt, but also 
in terms of attitudes towards the role of fiscal policy 
in periods of crisis.

The relative stability of fiscal policy observed 
after the Great Recession hides large and heteroge-
neous changes in its economic impact. The Great Re-
cession was a demand-driven recession and called 
for expansionary fiscal policy. As this expansion took 
place in economies where the consequences of the 
crisis were uneven across individuals, and in the ab-
sence of international coordination, fiscal policies had 
considerable distributional impacts across and within 
countries. In 2010, there was a turn away from pre-
vious coordinated fiscal stimulus, with the reasons 
differing across the United States (mid-term elec-
tion), the United Kingdom (general election), and the  
European Union, where the Greek debt crisis and the 
lack of fiscal coordination in existing treaties were 
the main reasons for its withdrawal. The fiscal con-
servatism displayed by Germany and other Northern 
countries in Europe (and by Republicans when not in 
power in the United States) deepened and prolonged 
the recession and concentrated its negative effects 
on those segments of the population with the lowest 
incomes and on peripheral countries with high debt. 
As discussed in the next chapter, the pandemic crisis 
elicited a very different response that was perhaps 
driven by what was learned from previous problematic 
developments and was certainly supported by dif
ferent political narratives. Notably, unlike the financial 
crisis which could be blamed on lax supervision and 
lack of frugality, the coronavirus was perceived to be 
an exogenous shock. As a result, the European Union 
engaged in completely unprecedented international 
fiscal policy coordination and loss sharing, which 
proved politically feasible as an emergency response.

From the Global Financial Crisis 
to the Covid-19 Pandemic: 
The Rise of Populism
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The persistence of total expenditures and reve-
nues documented in Chapter 2 conceals their impli-
cations seen from an individual perspective. Clearly, 
total expenditures on welfare depend on benefit gen-
erosity and a number of eligible persons. In the Nor-
dic countries, generosity is relatively high, but so are 
employment rates; in Southern Europe less generous 
transfers are accompanied by higher shares of the 
population receiving passive transfers. In a similar 
way, the increase in expenditure we saw during the 
Great Recession, in which welfare dependency rates 
rose dramatically, may hide a reduction in generosity, 
which in many countries was the driver of the subse-
quent decline observed between the Financial Crisis 
and the onset of the Covid-19 pandemic. 

With hindsight, the fiscal stimulus of 2009 should 
have remained in place for longer than it did, but EU 
countries with the fiscal space to engage in expan-
sionary fiscal policy were reluctant to do so, and fis-
cal consolidation took precedence over support to 
the economy, leading to feelings that the shock was 
distributed unfairly. 

3.1.2 Inflation

The lack of fiscal coordination implied that monetary 
policy was the only policy option available, resulting 
in low interest rates. These have likely been one of the 
causes of asset price rises, which in turn worsened 
wealth inequality in several countries (see below). Low 
interest rates also made it easier and more attractive 
(and less immediately catastrophic) to expand public 
spending and, as described in Chapter 2, government 
debt grew.1

After the Global Financial Crisis, central bank-
ers saw the institutional dangers and frequently ex-
pressed their frustration at being at the center of the 
effort to shore up against economic collapse. Greater 
fiscal effort was required. Nowhere was the demand 
articulated more insistently than in Europe, where 
the Maastricht Treaty had constructed the world’s 
most independent – or in the eyes of its critics, least 
accountable – central bank. Mario Draghi in particu-
lar pushed insistently for more fiscal coordination, 
although his predecessor, Jean-Claude Trichet, had 
made the same kind of argument though less emphat-
ically. Leaving the ECB, Draghi concluded: “Monetary 
policy can still achieve its objective, but it can do so 
faster and with fewer side effects if fiscal policies are 
aligned with it.”2 Europe is again the guinea pig for 
the development of a theory of central banking that 
fits with current policy concerns. The ECB standpoint 
is not, however, singular, as evidenced by the Federal 
Reserve’s Chair, Ben Bernanke, making similar argu-
ments to those of Draghi. 

1	 Note that private debt also increased considerably, which is the 
result of disinflation, low interest rates, and financial deregulation; 
see, for example, OECD (2016).
2	 See https://www.ecb.europa.eu/press/key/date/2019/html/ecb.
sp191028~7e8b444d6f.en.html.

The logic of eroding Central Bank independence 
was also pushed to the limit as the role of central 
banks once again became more complex and var-
ied. The background to the extraordinary range 
of criticism of central banks in the 2010s was that  
policy had become more complicated, and that many 
of the practical steps to combat the crisis involved el-
ements where distributive spillover effects were much 
clearer than in the case of monetary policy. Rescuing 
banks obviously involved a fiscal element, and the 
major initiatives came from the government, from 
treasuries, and particularly from the prime ministers 
and presidents. Policies that required buying certain 
classes of assets on the central bank balance sheet 
also changed relative prices. As central banks moved 
back more into financial regulation and made judg-
ments about what sorts of lending might be desirable, 
their actions were clearly also favoring and hindering 
specific sectors of the economy. When distribution is 
at stake, the choice looks political and the logic of 
delegation weak. By the end of the 2010s, and on the 
eve of the Covid-19 pandemic, this view had become 
a practical policy-consensus. 

As we discuss in the next chapter, there is more 
uncertainty about a future inflation trajectory in re-
sponse to Covid-19. Are there inflation dangers that 
would lead us to push for more Central Bank inde-
pendence, or will deflation risks in a crisis indicate a 
need to continue the post-2008 course?

3.1.3 Labor Markets

Integration of capital markets was a global phenom-
enon in the 1980s and 1990s, but was significantly 
accelerated in Europe with the adoption of the euro, 
which was followed by unprecedented intra-Euro-
pean current account deficits and surpluses. At the 
same time, labor mobility increased within the Union, 
questioning the differences and the objectives of la-
bor market policies. Since 2000, labor market policy 
deregulation patterns were uneven across EMU mem-
ber countries, not always conforming to the “race to 
the bottom” paradigm, and, interestingly, related to 
internal and external macroeconomic developments 
instead. Between 2001 and 2007, Germany and other 
core countries with capital outflows and trade sur-
pluses deregulated their labor markets, and the oppo-
site was the case in peripheral countries experiencing 
trade deficits and growing external debt. One might 
interpret this evidence as a causal relationship running 
from reforms to competitiveness and trade balances: 
maybe countries gained or lost competitiveness be-
cause politically motivated reforms made their labor 
market more or less flexible. Another reading of the ev-
idence, however, explains the pattern of labor reforms 
without invoking political shifts. Labor market regula-
tion benefits the many individuals who in each country 
draw most of their income from labor. As EMU allowed 
capital to flow from rich to poor countries with inde-
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pendent labor policies, the politically decisive individ-
ual in a capital-rich country, like Germany, remained 
capital-poor relative to the German average, but was 
less capital-poor relative to the newly integrated Eu-
ropean factor market. Upon integration, the politi-
co-economic equilibrium in Germany should swing to-
wards deregulation more strongly than in (say) Spain, 
where the politically decisive individual becomes even 
more capital poor in the relevant market and may in 
fact favor stronger regulation (Bertola 2016). As a re-
sult of these reforms, and of wage and capital returns 
convergence as wealth is more unequally distributed 
than labor income, inequality should in theory (and did 
empirically, see below) increase in countries that like 
Germany experienced capital outflows and decrease 
in countries that, like Spain, accumulated negative 
international imbalances. It is also interesting to note 
that unemployment and employment moved in the di-
rection opposite to the one that would be expected as 
a result of reforms. The labor markets that experienced 
deregulation (but also capital outflows and lower labor 
demand) performed worse that those that experienced 
more regulation (but also capital inflows and stronger 
labor demand), illustrating the fact that labor reforms 
and outcomes are not observed in all-else-equal con-
ditions, but are both driven by circumstances.

After the Great Recession and Eurozone Debt Cri-
sis, labor market reforms patterns across EMU coun-
tries tended to reverse their previous dynamics. When 
capital ceased to flow in, and public budgets were 
constrained by financial markets’ diffidence towards 
peripheral countries’ public debt, those countries 
tended to make their labor markets more flexible. 
This was partly a result of “Troika” policy prescrip-
tions, but also a response to new economic circum-
stances. Debt service obligations became a constraint 
on policy choices in peripheral countries (as discussed 
in Chapter 2, labor market regulation has favorable 
consequences for many workers and tends to reduce 
inequality, but is less affordable when indebted gov-
ernments need revenues and productivity growth), 
and the necessary reduction of imports and consump-
tion made capital effectively abundant. In a monetary 

union, this pattern of labor reforms may address the 
same competitiveness issues that would otherwise re-
sult in exchange rate movements. Before the crisis, di-
vergent reform patterns helped decrease imbalances; 
but after the crisis labor deregulation was associated 
with negative labor demand shocks, increasing unem-
ployment and declining employment. This unhappy 
situation triggered anti-integration populist sentiment 
and nostalgic looks back at times when labor markets 
were rigid, highways were state-owned, and public 
debt was not a problem.

3.1.4 Market Regulation

A cornerstone of neoliberal policy making was en-
hancing competition by removing regulations that 
were seen as artificial barriers which resulted in 
rent-seeking and reduced consumer welfare as meas-
ured by higher prices. While much of the focus dur-
ing the 1980s was on labor market deregulation, the 
regulation of product markets became a central as-
pect of economic policy in the 1990s. The move to 
deregulation started in the United Kingdom and the 
United States, while in Europe the bulk of the changes 
occurred during the 2000s.

Figure 3.1 presents the available time series for 
the OECD indicators of Product Market Regulation 
(PMR). These are a comprehensive and an interna-
tionally comparable set of indicators that measure the 
degree to which policies promote or inhibit compe-
tition in different areas of the product market, all of 
them considered to be aspects in which competition is 
viable. Starting in 1998, consistent surveys have been 
conducted every five years. A wide array of aspects is 
measured and then combined into subcategories and 
eventually into a measure of economy-wide regula-
tory and market environments.3 The index of econo-
my-wide PMR is displayed in Figure 3.1 for selected 
countries. The data indicates that over the past two 
decades all European economies in our sample have 
reduced, to a greater or lesser extent, the degree of 
PMR. In contrast, PMR has remained broadly stable 
in the United States, which in 1998 exhibited a much 
lower degree of regulation than all but two economies 
in our sample, the United Kingdom and Denmark. The 
data also indicates considerable convergence across 
countries, yet important differences remain. First, 
Denmark is surprising in that regulation was already 
low in 1998 and has declined consistently, being the 
second least regulated country in our sample after 
the United Kingdom. More generally, by 2018 all coun-
tries except France and Switzerland had a lower PMR 
index than the United States. Second, while strong 
regulation is often associated with the large South-
ern European economies, Switzerland stands out as 

3	 For further details see Koske, I., I.Wanner, R. Bitetti, and O. Barbie-
ro (2015), “The 2013 Update of the OECD Product Market Regulation 
Indicators: Policy Insights for OECD and Non-OECD Countries,” OECD 
Economics Department Working Papers 1200.
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