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Abstract 

The EU economy and the euro area economy, in particular, have been experiencing a moderate 
recovery since the third quarter of 2003.  A closer look at the nature of the current recovery reveals its 
fragility and, in some euro-area economies, the continued strong reliance of growth on external 
demand.  In an effort to shed light on the performance of the euro area in the current business cycle, 
this paper examines the main underlying factors, which could explain the observed trends and recent 
behaviour of consumption, saving and investment in the euro area, as well as in some individual 
Member States.  The analysis shows that the picture of a sluggish pace of economic expansion 
emerges irrespective of whether one compares the performance of the euro area in the current recovery 
to that of other main economic areas or, instead, to its own performance in previous upswings.  The 
analysis also shows that the area-wide picture masks diverging patterns in growth and in the 
composition of growth among some Member States, particularly among the four larger euro-area 
economies.   
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EXECUTIVE SUMMARY 

 

The EU economy and the euro-area economy, in particular, have been experiencing a 
moderate recovery since the third quarter of 2003.  The picture of a sluggish pace of 
economic expansion emerges irrespective of whether one compares the EU performance in 
the current recovery to that of other main economic areas or, instead, to its own performance 
in previous upswings.  This situation has raised considerable concern, as it highlights the 
fragility of the current recovery and the continued dependence of the EU economy on external 
demand as a driver of growth.  It also raises questions about the appropriate policy responses 
to put the euro-area economy on a more solid recovery path.  In an effort to shed light on the 
muted performance of the euro area in the current business cycle, this paper examines the 
underlying factors that could explain the observed trends in and recent behaviour of 
consumption, saving and investment in the euro area, as well as in some individual Member 
States.  

The key points that emerge from the analysis in this paper may be classified into those 
relating to developments in the current recovery and those with a more long-term perspective.  
Within the former category, the following four findings can be highlighted.  Firstly, an 
examination of developments in the current recovery indicates that GDP growth in both the 
EU and euro area is subdued relative to the performance of the main industrialised partners 
as well as in comparison to past upswings.  Secondly, this is in large part due to generally 
sluggish growth in private consumption and investment expenditures.  Thirdly, this pattern is, 
however, not uniform across Member States.  The subdued performance of a few large 
countries (e.g. Germany, Italy and the Netherlands) is having a strong downward influence 
on the area-wide figures.  And fourthly, the relatively stable saving rate of the euro area over 
the last three years, or even increase if compared to its level in 2000, does not seem to be in 
line with what one would have expected from a cyclical point of view.  Furthermore, the area-
wide picture of a relatively stable saving rate in recent years conceals different patterns 
across Member States.  

Where long-term trends are concerned, consumer spending has been consistently stronger in 
the US and the UK than in many EU countries.  These differences in household spending 
patterns reflect the influence of a large number of explanatory factors, although a few of these 
appear to be more prominent.  Since the early nineties, the average pace of growth in 
disposable income - the most important driver of consumer spending, despite the growing 
importance of wealth effects - has been stronger in countries such as the US and the UK than 
in the euro area.  This largely reflects a much better performance of the labour market in the 
former countries.  Wealth effects, both from equity and housing markets, have had a more 
significant positive influence on consumer spending in the US, the UK and certain smaller EU 
countries, such as the Netherlands and Ireland, than in countries like Germany, France or 
Italy. 



 

 

 

 

 

 

Trends in household saving rates have varied considerably across the main industrialised 
countries.  While the US and the UK exhibit a trend decline in the saving rate, this tendency is 
less clear in the euro area.  In addition, developments in the household saving rate in the euro 
area – and, particularly, in some euro-area Member States like Germany, France and the 
Netherlands – are somewhat difficult to reconcile with standard business cycle patterns.  For 
instance, consumption smoothing should have implied a drop in the saving rate between 2000 
and 2001, when the euro-area economy was entering the latest downturn.  However, given 
that the saving ratio increased instead and has since remained broadly stable, we are left with 
the conclusion that consumption smoothing does not seem to have played a significant role in 
the euro area in recent years.  It is most likely that factors related to the impact of ongoing 
structural reforms have affected the saving behaviour of euro-area households. 

Concerning investment spending, the empirical analysis presented in this paper suggests that 
investment growth has been subdued due to a number of structural factors.  Total factor 
productivity growth and employment growth were found to be significant drivers of 
investment growth.  Therefore the recent sluggishness in productivity and employment/labour 
force growth, together with the medium- to long-term projections of a modest range for 
growth in these variables, could be the main factors behind the lacklustre investment growth.  
Furthermore, some divergences have emerged among Member States.  This is particularly the 
case for the strength of construction investment, where developments in some countries that 
have experienced strong growth in housing prices might be unsustainable.  These strains may 
be amplified by accumulated losses in competitiveness and profit margins in the exposed 
sector of some Member States. 

 



 1

Introduction 

The EU economy and the euro area, in particular, have been experiencing a moderate 
recovery since the third quarter of 2003.  This situation has raised considerable concern, since 
a closer look at the nature of the current recovery reveals its fragility and, in some euro-area 
economies, the continued strong reliance of growth on external demand.  It also raises 
questions about the appropriate policy responses to put the euro-area economy on a more 
solid recovery path.  To a large extent, the disappointing growth performance of the euro area 
in the current upswing can be explained by the subdued performance of the private sector 
components of domestic demand. 

This paper provides an assessment of the main underlying factors that could explain the 
observed trends and recent behaviour of consumption, saving and investment in the EU as 
well as in some individual Member States.  The paper is organised as follows.  In order to 
provide the background for the subsequent analysis, section 1 discusses both recent and 
longer-term developments in private consumption, saving and investment in the EU and the 
euro area, while highlighting country-specific differences.  Section 2 looks at the factors that 
generally explain variations in these macroeconomic variables.  This section also presents 
some empirical results that could shed light on the reasons for differences in the behaviour of 
these variables across Member States.  Finally, section 3 summarises and draws some 
conclusions from the analysis. 

1. Developments in consumption, saving and investment in the EU 

The economic performance of the EU, and particularly of the euro area, during the last few 
years has been relatively subdued compared to that of other main industrialised countries.  In 
2003, GDP grew by merely 1.1% in the EU and by 0.7% in the euro area.  In contrast, GDP 
growth was 2.7% in the US and 1.4% in Japan (chart 1).  Other advanced economies such as 
Australia, New Zealand and Canada also enjoyed stronger GDP growth.  Growth in 
industrialised countries taken together averaged 1.9%, almost double that of the EU.  The 
aggregate EU and euro-area figures, however, mask quite different performances across 
Member States.  Among the larger EU economies, GDP growth was below the EU average in 
France (0.8%) and Italy (0.3%).  GDP contracted in Germany (-0.2%) and the Netherlands (-
0.1%), whereas economic activity remained robust and well above the EU average in Spain 
(2.9%) and the UK (2.5%). 

In 2004, average annual GDP growth in the EU 
and the euro area picked up to 2.4% and 2.1%, 
respectively.  Despite this acceleration, the region 
continued to lag behind most industrial countries.  
Growth reached 4.2% in the US, 2.7% in Japan 
and 3.3% in the industrialised countries taken 
together.  With the accession of ten new Member 
States, differences in growth performance within 
the EU widened in 2004.  The pace of economic 
expansion in the UK (3.2%) and in most of the 
recently-acceded Member States was well above 
the EU average.  Inside the euro area, growth 
continued to be robust in Spain (3.1%), recovered 
considerably in France (2.3%), but was soft and 
below average in Germany (1.6%), the 
Netherlands (1.7%) and Italy (1.2%). 

Chart 1: GDP growth, selected countries

Source: Commission services
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1.1.   The current recovery 

a.  Weak support from domestic demand 

Developments in the composition of growth in 
the current recovery in the EU, and 
particularly in the euro area, have raised 
concern, mainly because domestic demand has 
been unable to assure the role of the main 
motor of growth on a sustainable basis.  
Quarterly data show that, following the 
economic downturn between mid-2001 and 
mid-2003, the EU economy turned around in 
the third quarter of 2003, when GDP grew by 
0.6% (quarter-on-quarter) in both the EU and 
the euro area (chart 2).  In line with previous 
recoveries, the initial pick-up was driven by 
exports, boosted in turn by an improving 
global economy, while the contribution from domestic demand (including inventories) was 
weak in the EU and slightly negative in the euro area.  Although economic activity continued 
to expand at around the same pace in the fourth quarter of 2003, the composition of growth 
changed.  This was largely due to an unusual build up of inventories (the most volatile 
component of GDP) and a reversal of the external contribution (as imports rebounded 
strongly, growing much faster than exports).  There was a pick-up of investment but private 
consumption remained almost flat. 

Supported by the strength of the world economy, EU growth picked up to slightly above 
potential in the first half of 2004.  Real GDP expanded by 0.8% in the EU and by 0.7% in the 
euro area in the first quarter of that year, mainly as a result of a pick-up in consumer 
spending, underpinned by deep discounting during the winter sales in some countries.  
However, investment growth was unable to build on the previous quarter’s recovery.  
Noticeably, as global growth improved, euro-area exports accelerated, despite the euro’s 
strength.  The picture changed in the subsequent quarter.  GDP growth remained reasonably 
strong at 0.5% in both the EU and the euro area, as companies continued to benefit from 
robust global growth, but domestic demand faltered.  Consumer spending in the euro area 
slowed down markedly and investment growth weakened further, while remaining more 
buoyant in the EU. 

In the second half of 2004, the recovery in the EU and the euro area lost steam, with growth 
in both regions moderating to around 0.3%.  This soft patch reflected a shift in the 
composition of growth from a predominantly externally-driven growth in the first part of the 
year to a negative impulse from net trade in the second part, as slowing export growth was 
combined with stronger imports.  The reasons for such shift are likely to lie in a softening of 
global growth around the middle of 2004 and the effects of the appreciation of the euro.  
Some good news emerged on the domestic front, as private domestic demand recovered 
somewhat, particularly in the euro area.  While investment expenditure continued to grow at 
the moderate pace of 0.5%, there was an acceleration of in private consumption growth from 
0.3% in the third quarter to 0.8% in the fourth quarter, igniting hopes for a more sustained 
recovery in domestic demand.  

During the first half of 2005, however, the economic recovery in the EU lost momentum 
again.  The external environment was characterised by a slowdown in world growth and trade, 
as well as soaring oil prices.  These unfavourable external developments took a toll on the 

100

Source: Commission services
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growth performance of the EU economy.  Following a modest acceleration to 0.4% in the first 
quarter of 2005 in the euro area, real GDP growth slowed to 0.3% in the second quarter 
(while remaining at 0.4% in both quarters in the EU).  Compared to the second half of the 
previous year, domestic demand (including inventories) in both the EU and the euro area, 
weakened considerably in the first half of 2005.  On the external side, although euro-area 
exports were boosted by a softer euro between the first and second quarters of 2005, the 
support of foreign demand to GDP growth was more than offset by a stronger increase in 
imports.  For the EU as a whole, the contribution of net trade to growth also weakened 
between the first and second quarters of 2005. 

b.  Subdued pace of economic activity in the current compared to past euro-area recoveries 

Compared to the experience of previous cycles, the current economic recovery in the euro 
area also looks particularly sluggish.  For example, compared with the performance of the last 
four recoveries since the early 1980s, the current upturn in the euro-area has been more 
subdued (chart 3).  Specifically, during the current recovery, euro-area GDP expanded at an 
average pace of 0.4% (quarter-on-quarter) 
compared to 0.7% (on average) in previous 
recoveries. As a resuslt, eight quarters after 
the beginning of the current upswing, euro-
area output was 2.8% lower than the average 
level recorded during previous recoveries.  

Both domestic and foreign demand 
developments played a role in the relative 
weakness of the current recovery compared to 
past experience.  As discussed in detail in the 
following two subsections, the pace of growth 
in both consumption and investment was 
weaker than in previous recoveries.  Private 
consumption growth roughly halved, while 
investment growth weakened by even more.  
On the external side, the pick-up of economic activity during this upturn has also been 
characterised by more subdued external trade developments.  Exports, in particular, have been 
much less vigorous than in past expansion phases.  Exports grew by 1.3% on average in the 
eight quarters of the current recovery, while they expanded at an average pace of 2.1% during 
previous upswings in economic activity.  Overall, the contribution of net trade to the current 
economic expansion has been less favourable than in the past, thus weighing on the 
acceleration of economic activity.1   

1.1.1   Consumption 

The growth of private consumption expenditure so far in the current recovery has been 
subdued in the EU, compared to the performance of other industrialised countries.  Private 
consumption expenditure in the EU grew by 2.1% in 2004, up from 1.6% in the previous year.  
In the euro area, private consumption grew by an even lower 1.5% in 2004, after reaching just 
1.1% in 2003.  This compares to consumption growth of 2.8% in 2004 for the industrialised 
countries as a whole and 3.9% in the US (chart 4).  At the country level, the subdued 
performance of the euro area in 2004 was driven by stagnant consumption in the Netherlands, 
weak consumption growth in Germany (0.6%) and Italy (1%).  On the other hand, 
consumption growth was solid and well above the euro-area average in  France  (2.1%)  and  
                                                 
1  Box 1 provides further details on the comparison of the current recovery to previous upswings. 

Chart 3: 

Source: Commission services

The evolution of GDP in the euro area during
different recoveries

96

98

100

102

104

106

108

110

-4 -3 -2 -1 0 1 2 3 4 5 6 7 8

1982 1987
1993 1999
current

Quarters from trough

GDP level ( index=100 at trough)



 4

Box 1:  Comparing euro-area recoveries across time: how unusual is the current recovery? 

This box elaborates on two key aspects behind the subdued pace of the current economic expansion in 
the euro area, namely, the contribution of trend output to euro-area growth compared to previous 
expansion phases and, secondly, differences in growth patterns for the largest euro-area economies. 

On the former, it should be kept in mind that a drawback 
of growth rate comparisons, such as the one reported in 
the main text, is that no distinction is made between 
movements in output caused by short-term cyclical factors 
and movements in output due to changes in trend growth.  
On the basis of the methodology used here to date the 
business cycle, it can be shown that, while certainly 
sizable, the subdued growth performance of the euro area 
in the current recovery cannot be fully attributed to weaker 
potential growth.1  In fact, about 60% of this growth 
divergence may be attributed to underlying softer trend 
growth and the remaining 40% is accounted for by a 
weaker cyclical position compared to the past.  
Specifically, the level of potential output two years after 
the start of the current recovery is estimated to be 1.7% 
lower than the corresponding average level recorded 
during the four earlier expansion phases (chart B1). 

On the latter, it can be shown that the picture for the EU and euro-area averages masks diverging 
performances across Member States.  Focusing on the four largest economies, Germany and Italy 
stand out as the countries experiencing considerably slower output growth than in previous recoveries, 
with the current rebound of economic activity in Italy being particularly poor.  The level of GDP in 
Germany is estimated to be about 4% less than the level observed at the same time in previous upturns 
(table B1), while the GDP gap is about 5% for Italy.   Both cyclical factors and trend developments 
appear to play important roles in the explanation of weaker-than-average growth compared to past 
cycles.  Output growth has proceeded at faster pace in France and, especially, Spain.  However, the 
gap compared to previous upturns is evident also in these 
two countries, with the level of GDP now estimated to be 
around 2% lower than in previous recoveries.  It should 
also be noted that, while softer GDP growth in Spain 
appears to be driven by a slow down in the pace of growth 
of potential output, cyclical developments emerge as the 
main explanatory factor behind the pace of income 
expansion in France.  Overall, the “underperformance” of 
economic activity in Italy and Germany explains most of 
the aggregate underperformance at the euro-area level.  
However, comparing the "underperformance" of the euro-
area with that of the Member States is not straightforward, 
since the cycle turning-points for the individual Member 
States are not necessarily identical to the euro-area 
turning-point.2 

__ 
1  The turning points in GDP were identified by applying the NBER dating method to the cyclical component of GDP.  A 

Butterworth band-pass filter was used to extract the business cycle.  However, since the removal of low frequency trend 
variations and high frequency irregular variations is to some extent arbitrary, the estimates of business cycle fluctuations 
are themselves subject to margins of error. 

2  A more extended discussion of the results from comparing the current recovery to previous upswings can be found in 
Paternoster (2005). 

 
 

Chart B1: The evolution of GDP in the euro area: current
and average of past recoveries

Source: Commission services
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Table B1:

Previous 
recoveries

Current 
recovery Difference

(a) (b) (c=b-a) actual 
GDP

trend 
GDP

Euro area 0.7 0.4 -0.3 -2.8 -1.7
Germany 0.8 0.3 -0.5 -4.1 -2.5
France 0.7 0.5 -0.2 -1.8 -0.2
Italy 0.8 0.1 -0.7 -4.9 -2.9
Spain 1.0 0.8 -0.2 -2.1 -1.8
Note: (1) Computed on the eight quarters (seven for Italy) following the
trough. Due to partial synchronisation of turning points, growth figures
(differences) at the country level do not add-up to overall euro-area
growth (divergence).

Source: Commission services.

GDP growth in the current and previous
recoveries, euro area and largest economies

Average quarter-on-quarter % ch. Cumulated growth 
difference1 (in pps)
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Spain (4.3%).  Outside the euro area, 
consumption  expenditure grew strongly in the 
UK (3.6%), as well as in some of the largest 
recently-acceded Member States such as 
Poland (3.2%) and Hungary (3%).  The Baltic 
countries recorded the highest consumption 
growth rates, with Latvia and Lithuania 
registering growth rates in excess of 9%. 

While consumer spending remained robust in 
the US and Japan during the first half of 2005, 
it eased substantially in the euro area and the 
EU.  After a marked acceleration to 0.8% in 
the last quarter of the previous year, private 
consumption growth slowed to just 0.1% in 
both regions in the first quarter of 2005 and remained weak also in the second quarter (0.1% 
in the euro area and 0.2% in the EU).  

The picture of relatively sluggish consumption growth for the euro area as a whole also 
prevails if one compares the current performance to previous upswings.  Specifically, private 
consumption in the euro area in the second quarter of 2005 was about 2% below the average 
level recorded in previous expansionary phases (chart 5).  Looking at developments across 
Member States, it can be observed that consumer expenditure has been weaker than in past 
upswings in Italy and that it even contracted in Germany and the Netherlands.  In France and 
Spain, on the other hand, consumption grew 
broadly at the same pace as during previous 
upturns (table 1).  

Several factors are likely to have contributed 
to the lacklustre performance of private 
consumption in the current recovery.  
Amongst the most relevant are: stagnating 
consumer confidence following the 
prolonged economic downturn and sluggish 
developments in the labour market during 
the upturn, the slow deceleration of headline 
inflation, the budgetary situation in some 
Member States, and a lack of clarity on 
reforms affecting permanent income.   

Consumer confidence in the euro area, as 
measured by the consumer sentiment 
indicator of the EU Harmonised Surveys has 
remained below its long-term average since 
late 2002.  It was broadly unchanged 
throughout most of 2004 and in the first half 
of 2005, with only a marginal improvement 
in the third quarter.  Partly as a result of 
strong rises in energy prices, headline HICP 
inflation was slow to decelerate in 2004 and 
2005, thus denting the purchasing power of 
households.  The annual rate of inflation  
 

Chart 5: The evolution of consumption in the euro area:
current and average of past recoveries

Source: Commission services
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Euro area 0.5 0.3 -0.3
Germany 0.6 -0.1 -0.7
France 0.6 0.6 0.0
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partial synchronisation of turning points, growth figures (differences) at the country level
do not add-up to overall euro-area growth (divergence).

Source: Commission services.
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Box 2:  Household saving in the euro area1 

To complete the overview of recent trends in private consumption and investment expenditure in the 
euro area, this box provides an assessment of developments in the household saving rate.  Household 
saving is an important source of financing for domestic investment.  Moreover, because of the 
inherently intertemporal nature of households’ decisions on savings, an examination of the latter may 
shed new light on the behaviour of consumption. 

The saving rate of households in the euro area is estimated to have remained almost unchanged in 
2004 at around 14½% of gross disposable income.2  This compares with declines of the saving rate in 
Japan, from close to 13% in 2003 to 11½% in 2004, and in the US, from 1.4% in 2003 to 1.2% in 
2004.  According to the Commission services’ autumn 2005 forecasts, the saving rate in the euro area 
is estimated to decline only slightly to just below 14½% in 2005.  

However, a comparison over a slightly longer time 
period (2000-2004), shows an increase in the household 
saving rate in the euro area.  This contrasts with 
developments in some of the euro area’s main trading 
partners and explains, at least partly, subdued consumer 
spending in some EU countries in recent years.  In 
particular, in countries like Germany, Italy and the 
Netherlands, sluggish income growth since 2000 has 
been accompanied by rising saving rates.  On the other 
hand, France has witnessed a decline in the household 
saving rate over the last three years (see chart B2). 

The rise in the saving rate at a time of subdued 
economic activity does not appear to be in line with 
predictions from economic theory. For example, the 
permanent income hypothesis would indicate that, 
following a (temporary) fall in income, households 
would draw on their savings to smooth consumption 
over time.  In addition, the stabilisation of inflation and a roughly constant ratio of financial assets to 
disposable income over the last few years would imply a levelling off of households’ saving rates, but 
cannot explain the recent increase.  A number of factors may have led households to increase 
precautionary savings, such as higher uncertainty due to, inter alia, geopolitical tensions, lack of 
clarity about the timing and size of some structural reforms, and/or the lingering effects of past 
exceptional losses in equity holdings.  In some countries, it is possible that perceptions of high 
inflation since the euro changeover may have led households to overestimate actual inflation and 
accordingly reduce their consumption.  All these factors may have induced households to save more 
and to accumulate, in particular, liquid assets such as those included in the monetary aggregate M3.  
Other elements of more long-lasting consequence, which may have encouraged households to increase 
savings, include policy debates on pension and health care reforms.  Finally, following the strong rise 
in house prices in some Member States, households may have been induced to save more in order to 
accumulate funds to cover higher down payments required for future house purchase. 

___ 
1  Due to difficulties in finding harmonised, reliable and sufficiently long data series for household disposable income and 

saving, the data underlying the analysis need to be treated with caution. 
2  The saving rate can be defined as either gross or net, depending on whether capital depreciation is taken into account.  The 

conceptually more relevant definition is net saving, but in practice, due to problems in accurately measuring capital 
depreciation, the gross concept may be more reliable.  Accordingly, the gross concept is used in this paper. Due to data 
restrictions, the aggregate for the EU25 is currently unavailable. 

 

 

Chart B2 : Household saving rates, largest euro area
Member States

Source: Commission services
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averaged 2.1% in the euro area in 2004.  Apart from a downward blip at the beginning of 
2005, it hovered around the same level until August this year, edging up to 2½% in the 
subsequent two months.  In the labour market, reflecting some labour hoarding during the 
most recent economic downturn and the modest pace of the current economic recovery, job 
creation in the euro-area has remained rather subdued in recent quarters.  Employment growth 
was 0.7% in 2004, despite a GDP growth rate of 2.1%.  In the first half of 2005, employment 
continued to expand at the same moderate pace observed in the second half of the previous 
year.  The unemployment rate has improved since the last quarter of 2004, but at around 8½% 
in the third quarter of 2005, it suggests ongoing weakness in the labour market.  Finally, on 
the fiscal front, the subdued pace of the economic recovery in the euro area resulted in a 
worsening of the budgetary situation in several euro-area Member States.  In turn, the 
deterioration of government balances may have led households to anticipate that higher 
deficits at the current juncture would mean higher taxes in the future and, accordingly, to react 
by increasing their present savings, hence restraining consumption.  Most of these elements 
are investigated further in section 2.1 of this paper. 

1.1.2   Investment  
Investment spending in the euro area has also been subdued during the current business cycle 
recovery.  Given the low interest rate environment, improvements in corporate finances, and 
the relatively buoyant world demand, most forecasters had predicted a more robust pick-up in 
euro-area investment spending than has been observed to date.  For the euro area as a whole, 
investment spending grew by a moderate 2.3% in 2004, after three years of very weak or 
negative growth.  The pick-up in equipment spending was stronger, at 2.9%, while 
construction investment grew by 1.7%.  By comparison, total investment expenditure grew by 
5.8% in the OECD countries, with 8.3% growth in the US.  The subdued performance of 
investment continued during the first half of 2005.  Following the slight contraction in the 
first quarter of the year, total capital spending rebounded somewhat in the second quarter, but 
the picture remained one of weak investment growth during this recovery relative to past 
experience. 

A comparison of developments in gross fixed capital formation during the current recovery 
with those observed during previous recoveries suggests that investment growth has indeed 
been weaker than usual.  In the second quarter of 2005, the level of investment spending in 
the euro area was almost 6% lower than the 
average level observed in previous recoveries 
(chart 6).  In terms of growth rates, investment 
expanded by 0.3% quarter-on-quarter during 
this recovery, compared to an average rate of 
0.9% in previous recoveries (table 2).  Most of 
the shortfall in the pace of expansion of euro-
area investment spending is due to Germany, 
Italy and Spain.  In these countries, quarterly 
investment growth in the eight quarters 
following the trough (i.e. in the second quarter 
of 2005) was around one percentage point 
lower compared to previous upturns.  

Although GDP growth has also been weaker 
during the current upswing, this cannot fully 
explain the subdued growth in investment 
spending, as the investment to GDP ratio has  

Chart 6: The evolution of total investment in the euro
area during different recoveries

Source: Commission services
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Box 3:   Credit growth, housing markets and private consumption in the euro area  

The observed behaviour of private consumption and savings described in this paper has raised 
questions about the relatively high level of liquidity and robust credit growth in the euro-area 
economy.  Monetary data up to the third quarter of 2005 confirmed the persistence of strong monetary 
dynamics observed since mid-2004, with M3 growth increasing by 8.5% in the year to September 
2005.  This strengthening of monetary dynamics was driven, on the counterpart side, mainly by strong 
credit expansion to the private sector, which can be seen as a response to the historically very low 
levels of interest rates in the euro area.  The annual rate of growth of loans from Monetary and 
Financial Institutions (MFI) to the private sector rose by 8.6% in the year to September 2005.  The 
main contribution to the expansion came from lending to households for house purchase, which grew 
at an annual rate of 10.5% over the same period. 

To some extent, the above-mentioned developments 
would suggest that continued robust credit expansion to 
households may be contributing to strong house price 
dynamics in several parts of the euro area.  Regarding 
the possible effects on cyclical prospects for the euro 
area, two views have often been put forward.  On the 
one hand, it is argued that buoyant housing markets 
could be a source of wealth effects that would support 
consumption at an opportune time in the cycle (this 
issue is taken up further in section 2.1).  On the other 
hand, however, set against a combination of ample 
liquidity and strong credit growth, concerns have also 
emerged as to whether these conditions are not 
favouring unsustainable price increases in property 
markets in some parts of the euro area.  This concern 
has loomed large in comments by financial institutions 
in the past few months, since sharp corrections in asset price dynamics in some Member States could 
have strong repercussions on real activity.1 

However, it is worth recalling that the empirical literature is not clear cut on the links between 
credit/liquidity developments and housing markets, or between housing wealth effects and economic 
activity in the euro area.  It appears that country-specific aspects, like the institutional characteristics 
of housing markets, play an important role in explaining the strength of such links.  A recent study by 
the IMF, using a panel data approach, finds that credit and money variables are not statistically 
significant for explaining short- to medium-term real house prices for the euro area as a whole, 
although they are for some member countries.2  In accordance with much of the related literature, the 
study also finds that the effect of monetary variables on house prices depends on country-specific 
institutional factors (e.g. differences in mortgage market characteristics).  Another recent study by the 
ECB, which is more of a comprehensive literature review focusing on wealth effects in general, 
corroborates the finding that the link between housing wealth and consumption appears to be quite 
country-specific.3  In particular, there seems to be little evidence of an effect on consumption in 
countries like Austria, France, Germany and Italy, whereas a statistically significant positive effect is 
typically found for countries like Finland, Greece, the Netherlands, Spain and the United Kingdom.  
The study suggests that these results could be ascribed to cross-country liquidity differences in 
housing wealth or to the fact that house prices have generally been more stable in the former group of 
countries, thus making it more difficult to identify the impact of housing wealth on consumption.4  
___ 
1  For example, in its August 2005 Monthly Bulletin, the ECB stated that “The growth of mortgage borrowing remains very 

strong. In this context, asset price dynamics, in particular in housing markets, need to be monitored carefully”. 
2  IMF (2005). 
3  Altissimo et al. (2005). 
4  See also European Commission (2005b) and Cate et al. (2004) for other recent overviews on this issue. 
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so far failed to pick-up as it did during 
previous  recoveries  (chart 7).   While this 
could be considered to be an indication of a 
structural break in investment behaviour, 
more formal econometric studies, however, 
do not in general support such an 
hypothesis.2 

Concerning the explanations for the 
sluggishness of investment behaviour in the 
euro area, the lack of improvement in 
domestic demand may be weighing on 
corporate investment plans.  Furthermore, 
the level of capacity utilisation of firms is 
close to its long-term average, indicating 
that firms in the euro area have, so far, seen 
little reason to expand capacity.  The reasons 
mentioned for such reluctance to invest 
include rising oil prices, the strength of the 
euro and the general uncertainty about the 
strength of the recovery.  Firms have instead 
been restructuring balance sheets, acquiring 
financial assets and/or increasing 
repayments to investors through dividends 
and/or share buybacks. 

Indeed, following a period in which euro-
area firms increased borrowing substantially 
in view of the boom in mergers and 
acquisitions during the 1990s, the end of the 
ICT-bubble and the slowdown in 2001-2003 created pressure for euro-area firms to 
restructure balance sheets.  The ratio of debt to GDP in the euro area non-financial corporate 
sector stabilised last year after declining somewhat from the peak in the second half of 2003.  
The average maturity of corporate liabilities has been lengthened, and the debt-to-equity ratio 
has declined substantially from the high in early-2003 (although only to the levels of mid-
2002).  Along with the decline in interest rates, the restructuring has lowered the interest 
burden of bank loans to companies significantly. Balance sheets have also been strengthened 
by the revaluation of companies’ large stock of share holdings, as well as by the accumulation 
of cash balances.  Therefore, in spite of the low cost of external funding in 2004, overall 
financing flows to non-financial corporations have continued to grow at a moderate pace.  
The expansion in the cash balances of non-financial corporations, in a context of stronger 
profitability and low cost of funds, would suggest that credit constraints and corporate balance 
sheet factors cannot be considered to be holding back investment in the euro area.3   

Outside the euro area, investment spending has been significantly more vibrant.  This is 
particularly the case for the recently-acceded Member States in the process of convergence, 
                                                 
2   See for instance Bundesbank (2004) and Deutsche Bank (2005). 
3  However, a recent IMF (2004a) study finds that, while there is in general no relationship between the 

composition of balance sheets and investment, for corporations with relatively weak balance sheet positions 
there could be effects during downturns.  This finding suggests that there may have been differences across 
countries in the strength and persistence of balance sheet effects on investment during the current business-
cycle. 

Table 2:

Previous recoveries Current recovery Difference

(a) (b) (c=b-a)

Euro area 0.9 0.3 -0.6
Germany 0.8 -0.3 -1.1
France 1.1 0.6 -0.4
Italy 1.1 0.0 -1.1
Spain 2.3 1.3 -1.0

Source: Commission services.

Growth of gross fixed capital formation in the
current and previous recoveries, euro area and
largest economies

Average quarter-on-quarter % ch.

Note: (1) Computed on the eight quarters (seven for Italy) following the trough. Due to
partial synchronisation of turning points, growth figures (differences) at the country level
do not add-up to overall euro-area growth (divergence).

Chart 7: The investment/GDP ratio in the euro area
during different recoveries

Source: Commission services
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where investment growth in 2004 ranged from 17.3% in Latvia, and 12.3% in Lithuania to 
4.6% in Malta.  Investment growth has also been buoyant in the UK, at 4.9% in 2004.  

The picture for investment growth across EU Member States has, therefore, been fairly mixed 
in the current recovery.  Nonetheless, the main finding is that, set against significantly 
improved corporate earnings and the generally favourable financing environment for firms 
and households, capital spending for the euro area as a whole remains subdued. 

1.2.   A longer-term perspective 

1.2.1.   Consumption and Saving 
The lower consumption growth in the EU compared to other industrial countries is not a 
development confined to the most recent recovery.  In fact, over the past 15 years, consumer 
spending growth has been consistently stronger in the US, the UK and in most other major 
industrialised economies than in the euro area.  Between 1991 and 2000, the average annual 
growth rate of household consumption in the US was 3.6%, roughly the same as in the 
previous decade (table 3).  Consumption growth was substantially weaker in the euro area, 
where it averaged about 2¼% over the corresponding period.  If anything, the divergence in 
consumption patterns between the US and the euro area widened further in recent years.  
Indeed, the annual growth rate in consumer spending between 2001 and 2004 was 2.7% in the 
US compared to 1.3% in the euro area.  Due to the weakness in household consumption, as 
mentioned earlier, growth in the euro area has been mostly supported by net exports.  The 
latter, in turn, have been boosted by strong consumer spending in the euro-area’s two largest 
trading partners, the UK and the US. 

Looking at country-specific patterns, table 3 illustrates that consumer spending growth during 
the last 15 years was, on average, consistently higher in the US and the UK than in each of the 
three larger euro-area economies, with German and Italian consumer spending growth being 
particularly subdued.  In more recent years, consumer spending growth stood above the 
euro-area average in France and Spain, while Italy and Germany have continued to 
underperform with respect to the euro-area average and the Netherlands, which in the 1990s 
was above the average, moved close to the bottom of the list. 

Another useful perspective on the issue is provided by looking at ratios of consumer spending 
to GDP in different economies.  As shown in charts 8 and 9, this ratio has been significantly 
higher in the US and the UK than in the euro area.  In addition, the gap has tended to widen 
through the 1990s as the share of consumer spending rose in the US and the UK but remained 

Table 3: Household consumption in the largest EU countries, US and Japan

DE FR IT ES NL EU12 UK JP US

Av. 81-90 2.5 2.5 2.4 2.7 2.4 2.5 3.8 4.1 3.4
Av. 91-00 2.0 2.0 1.8 2.7 3.3 2.2 3.0 1.4 3.6
Av. 01-04 0.6 1.6 0.9 2.4 0.4 1.3 2.4 1.5 2.7

Av. 81-90 54.3 57.5 54.6 61.2 52.5 55.4 62.2 54.8 66.9
Av. 91-00 56.9 55.3 54.2 60.1 49.6 56.9 65.2 54.8 67.8
Av. 01-04 56.9 54.8 53.2 59.7 49.8 56.5 67.9 54.5 70.5
Source: OECD

Annual average growth in household consumption (in %) 

Household conusmption to GDP ratios (in %)
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broadly flat in the euro area.  This shows that consumer spending growth in the US and the  
UK has been consistently stronger than GDP growth, particularly between 1997 and 2001, 
while household consumption has grown more in line with developments in overall economic 
activity in the largest euro-area Member States.  

Reflecting the rising share of consumer spending in national income in the US and the UK 
during most of the nineties, household savings declined throughout this period (chart 10).  In 
the US, the personal saving rate declined from about 7% in 1991 to less than 2% in 2001. In 
the UK, household saving diminished from around 11% of disposable income to less than 6%.  
In large part, this reflects increased borrowing against rising housing wealth in these two 
countries.  Saving rates have also been declining in Italy since the early 1980s, although from 
a much higher initial level (chart 11).  Household savings in Italy were as high as 23% of 
disposable income in 1991 and still above 10% in 2001.  This seems more likely to reflect 
secular trends such as an ageing population, rather than cyclical factors, although the sharp 
disinflation over that period may also have been a contributing factor.  Compared to Italy, 
saving ratios were relatively more stable in Germany and France during the past decade.  
However, while the German personal saving rate has exhibited a weak declining trend, falling 
from around 18% in 1991 to 15½ % in 2001, French households have tended to raise their 
share of saved income, from about 14% in 1991 to 15½ % in 2001.  Over the last four years, 
Germany, Italy and, to a lesser extent, also the UK have witnessed some increase in the  

Chart 8: Household expenditure to GDP ratios
(Euro area, UK, US and Japan)

Source: Commission services

Chart 9: Household expenditure to GDP ratios
(Germany, France, Italy and Spain)

Source: Commission services
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personal saving rate, while it fell slightly in France and has continued to decline in the US.  

So far, we have focused on some of the larger EU economies.  The picture is somewhat 
different if we look at average annual consumer spending growth rates in the remaining EU 
countries (see table 4).  Here, we observe that over the last 15 years, most of the smaller EU 
economies, like Ireland, Denmark, Sweden, and Finland, have enjoyed relatively strong 
consumer spending growth rates, which generally remained above the euro-area average. 
These countries have been mostly associated with high overall GDP growth, rather than a rise 
in the ratio of consumer spending to GDP as in the US and the UK.  On the other hand, 
consumption growth in the larger economies of the recently-acceded Member States, in 
addition to being more vibrant than in the euro area, has generally outpaced GDP growth.  

Since the beginning of the current decade, growth in consumer spending has slowed down in 
a majority of the smaller EU countries, although it remained above 2% in Sweden and was as 
high as 5.2% in Ireland, while it actually accelerated slightly in Finland compared to the 
previous decade.  Over the same time period, consumption growth also decelerated in the 
larger recently-acceded Member States, albeit from much higher levels compared to the 
euro-area average growth rates. 

1.2.2.   Investment 

In a longer term perspective, the share of total investment in euro-area GDP decreased 
considerably in the 1970’s.  Since the 1980s, however, there has been no discernable trend, 
although business investment has been subject 
to significant cyclical swings (chart 12).  
However, the evolution has not been uniform 
across the EU.  For those countries with a high 
share of investment in GDP in the 1970’s, in 
particular Germany, Italy and Finland, the 
decline in the investment share has been more 
pronounced.  On the other hand, countries 
such as Spain and the UK experienced an 
upward trend – from quite low levels in the 
UK.  A comparison with the US shows that 
investment growth in the EU was less strong 
from the 1990s onwards.  In the US, 
investment picked up significantly since 

Table 4: Household consumption in other EU countries

AT BE FI IE PT DK SE CZ HU PL SK

Av. 81-90 2.4 2.2 3.1 4.4 3.0 1.7 2.5 n/a n/a n/a n/a
Av. 91-00 2.9 2.3 2.2 7.8 2.6 2.7 2.7 3.1 4.0 6.5 8.4
Av. 01-04 1.5 1.4 2.3 5.2 0.5 1.5 2.3 2.8 3.9 3.4 4.6

Av. 81-90 56.1 54.6 51.1 62.5 62.9 51.8 52.0 n/a n/a n/a n/a
Av. 91-00 56.7 54.2 50.8 54.1 63.5 50.1 50.0 50.5 52.5 62.0 51.6
Av. 01-04 54.5 53.2 49.0 47.2 63.8 47.2 48.1 53.8 55.4 62.9 53.2
Source: OECD

Annual average growth in household consumption (in %) 

Household conusmption to GDP ratios (in %)

Chart 12 : Investment growth by sector, euro area

Source: Commission services
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beginning of the 1990s, from about 15% to 
approximately 20% of GDP, while it has been 
roughly constant in the EU.  

The divergence between the EU/euro area and 
the US is notable in equipment investment 
spending.  While the share of equipment 
investment to GDP remained constant or 
increased moderately over the 1990s in the 
EU, it almost doubled in the US.  This 
difference can also be observed when looking 
at some of the larger Member States (chart 
13).  

For most countries, the share of construction 
investment in GDP fell since the 1970’s but 
has stayed roughly constant since the 1990s 
(chart 14).  Notable exceptions are Germany 
and Japan, where the share of construction 
investment has been declining steadily from 
high levels in the 1970’s, despite the 
temporary boom in construction activity in 
Germany following reunification.  

In terms of the breakdown by sectors, the 
shares of business, residential and government 
investment all fell in the euro area up to the 
mid-1980s. The shares of business and 
residential investment stabilized thereafter, 
although the share of government investment 
continued its decline until the mid-1990s.  
Disregarding the fact that the US economy has 
experienced a stronger growth in investment than the EU, several additional factors suggest 
that EU investment spending was disappointing in the 1990s. 

Firstly, the increasing importance of investment equipment with a shorter economic lifespan, 
particularly ICT, translated into a noticeable rise in the speed of depreciation of the capital 
stock since the 1980s.  As a result, and contrary to the relative stability observed in the case of 
gross investment, the share of net investment (i.e. excluding depreciation) in GDP has shown 
a persistent downward trend over the past two decades in the euro area and Japan, while it has 
been increasing in the US.  Inside the euro area, developments have not, however, been 
uniform.  Greece, in particular, but also Ireland and Spain experienced an upward movement 
in net investment.  This reflects, in part, the relatively strong momentum in these countries 
following EMU-membership, and low interest rates. 

Secondly, profitability measures, such as the net return on net capital, increased steadily 
throughout the 1990s and have been roughly stable in the euro area since 2000 (chart 16)4.  
This improvement would be expected to support investment spending.  Profitability has, 
however, also been improving internationally, and remains higher in the US.  In addition, 
there are differences across Member States, with improvements in profitability in Germany 
(from a lower level), while the movement has been slightly negative in recent years in France, 

                                                 
4  This is also discussed in ECFIN (2004a) 

Chart 13 : Equipment investment, selected countries

Source: Commission services
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Italy and Spain.  Another factor that has been supportive of investment, particularly in the EU, 
is the marked downward trend in the cost of capital since the mid-1990s.  This is due to the 
fall in real interest rates and, to a lesser extent, the drop in the relative price of investment, 
which, to some extent, acted to counterbalance the rise in the depreciation rate. 

 

 

Box 4:    Foreign direct investment and outsourcing 

Foreign direct investment (FDI) flows to countries outside of the EU have been mentioned as one 
factor holding back investment growth in the EU.  While the opportunities for FDI, involving the 
relocation of production in a foreign country, have increased substantially over the course of the last 
10-15 years, FDI outflows still constitute a small share of GDP.  In 2004, FDI outflows averaged less 
than 2% of GDP and around 8% of total investment, slightly down from the shares recorded in 2003.  
Although, overall labour costs (i.e. including social security contributions) are generally lower outside 
the EU15 (e.g. in the recently-acceded Member States, labour costs are less than a quarter of those in 
the EU15), there are other motives for FDI flows (e.g. the acquisition of strategic assets and access to 
large markets).1  Furthermore, a major part of FDI flows from the EU is still accounted for by flows to 
other advanced economies, with the US receiving the bulk of investment.  Such investment flows are 
typically motivated by reasons other than cost-cutting, which could be considered as offsetting 
domestic investment.  For instance, towards the end of the 1990s, large mergers and acquisitions 
dominated FDI flows.  

In general, a positive correlation between FDI outflows 
and domestic capital formation can be observed since 
the mid-1990s, suggesting that common factors are 
driving the two forms of investment (chart B4).  
Furthermore, looking at country-level data for a more 
recent time period, European Commission (2004c) find 
no evidence that those Member States, which have 
invested more heavily abroad, have tended to suffer 
from weaker domestic investment rates.  On the 
contrary, a comparison of net FDI outflow with the 
deterioration in the countries’ share of domestic 
investment in GDP observed between 1999 and 2004 
points to the opposite view.2 

Feldstein (1994) and Desai et al. (2005) investigate the 
relationship between gross capital formation and FDI 
inflows and outflows, as well as savings, for OECD Countries.  Their findings are consistent with the 
hypothesis that FDI outflows reduce domestic capital formation on an almost one to one basis.  
However, Desai et al. (2005) also analyse a firm level dataset for US multinational corporations and 
find that for those companies, foreign and domestic capital formation are complements.  In order to 
reconcile the different results, they suggest that important omitted variables bias the results against a 
finding of complementarities between foreign and domestic investment in more aggregate data.  
Furthermore, a recent study on European multinational firms suggests that, once foreign affiliates have 
been established, there is little evidence of substitution between domestic and foreign employment 
(Konings and Murphy (2005).  
___ 
1  See European Commission (2005c) for a recent comprehensive survey on globalisation and its implications for 

the EU economy. 
2 For instance, European Commission (2004c), find that France, the country with the highest FDI outflow 

relative to GDP in 1999-2004, registered a relatively small drop in its investment share, whereas Germany’s 
investment share declined considerably despite net FDI inflows. 

Chart B4 : Investment and FDI outflows, euro area

Source: ECB

19

20

20

21

21

22

22

1999q01 2000q03 2002q01 2003q03 2005q01
0

2

4

6

8

10

12

GFCF FDI outflows (rhs)

% of GDP % of GDP



 15

An additional factor that has been mentioned by some observers as weighing on investment in 
the EU is the process of enlargement of the European Union and globalisation in general.  It 
has been suggested that increased international competition and the cost advantages of third 
countries, intensified by globalisation in general and enlargement in particular, may be 
prompting euro-area firms to substitute domestic investment with investment outside the euro 
area.  However, as also indicated in Box 4, there is little evidence that Member States, which 
invested more heavily abroad, have tended to suffer from weaker domestic investment rates.  

Overall, developments in investment in the 1990s suggest that some factors of a structural or 
longer-term nature were already weighing on capital formation in the euro area in the period 
of relatively sustained growth of the late 1990s and are currently still having an effect. 

2.  Drivers of consumption and investment spending in the EU 

This section of the paper reviews the major drivers of consumption and investment, 
addressing in general terms the extent to which these drivers can explain the divergences 
observed across EU countries.  A model-based approach is also taken to look at the behaviour 
of these variables in a number of EU countries.   

2.1.   Consumer spending  

The facts presented in the previous sections show that growth in consumer spending varies 
considerably across countries within Europe and relative to the US.  To explore this 
divergence across EU economies, there is a need to consider developments in the factors that 
generally explain variations in consumer spending over time.  The explanatory variables 
chosen are: disposable income as the main driving force of household consumption; 
household wealth (both financial and housing wealth) as a proxy for non-labour income; real 
interest rates as indicators of the relative price of current vis-à-vis future consumption and 
demographic factors.  

Disposable income.  Despite the growing importance ascribed to wealth effects in explaining 
household consumption, real disposable income remains the most important explanatory 
variable for consumer spending.  As illustrated in charts 17 and 18, countries with relatively 
high rates of household income growth also tend to have high rates of consumer spending 
growth.  Over the period 1991-2004, the average correlation between consumption and 
disposable income was 0.88 in the euro area compared to 0.78 in the US and only 0.45 in the 
UK.  The degree of correlation varies widely across countries.  In the three largest euro-area 
countries, it ranged from 0.93 in Germany, to 0.77 in France and to 0.64 in Italy.   

Chart 15 : Net investment, selected countries

Source: Commission services
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Chart 16 : Net return on net capital stock, selected countries

Source: Commission services
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In the short run, the relationship between changes in income and changes in consumer 
spending may be less close, depending on whether income changes are expected to be 
permanent or not.  If income changes are perceived as largely transitory, then there may be 
relatively little response from consumer spending.5  A related point is that, when people are 
uncertain about their future income, precautionary savings may increase.6  Over the last three 
years, the increase in the saving rate in some EU Member States also weighed on the recovery 
of consumption.  This rise in the savings ratio is difficult to reconcile with standard business 
cycle facts as consumption smoothing would imply a decline rather than a rise in personal 
savings during a period of subdued economic activity.  On the other hand, it may partly reflect 
the uncertainty concerning upcoming pressures on pension and health care systems.  In 
addition, non-keynesian effects of fiscal policy may be at work.  There is some casual 
evidence that nearly all countries, which have loosened budgetary policy in the downturn, 
have also experienced an increase in their private savings ratio.  Excessive deficits may have 
weighed on consumer confidence and their willingness to spend (see Box 5 for further 
analysis of developments in disposable income). 

Financial wealth.  There has been considerable research on the interaction between stock 
market prices and consumer spending in different countries.7  The traditional view is that 
these effects are quite significant in Anglo-Saxon countries (in particular, the US and the 
UK), but remain relatively small in larger euro-area countries.  However, according to recent 
empirical studies, share price effects were also found to be significant in explaining consumer 
spending in the euro area in the late 1990s, reflecting the global nature of the ‘new economy’ 
stock market booms8.  

It seems plausible to suggest that the stock market boom of the 1990s provided some support 
to household spending in the US as well as in EU countries.  In addition, greater financial 
liberalisation is likely to have played a role in the sharp decline in the saving rate in some 
countries, particularly the US and the UK.  What is somewhat surprising, however, is that the 
collapse in share prices after 2001 did not lead to a faster decline in consumer spending 
growth in several countries, like the US, UK, Spain, France and Denmark (charts 19 and 20).  
This could reflect the presence of offsetting influences in these countries, for example rising 
                                                 
5  See Modigliani and Brumberg (1954). 
6  See Lusardi (1997, 2000). 
7  See, for instance, Campbell (1996), Ludvigson and Steindel (1999), Dvornak and Kohler (2003). 
8  See, for instance, Edison and Sløk (2001). 

Chart 17: Household consumption and disposable
income (annual averages 1991-2000)

Source: Commission services
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Chart 18: Household consumption and disposable
income (annual averages 2001-2004)

Source: Commission services
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house prices.  Indeed, due to the pick-up of residential property prices in several EU Member 
States (but not in Germany) over the past few years, the reduction of total household wealth 
since 2000 has been less marked than that of financial wealth.  However, according to 
research by the European Commission, the lagged impact of the stock market collapse at the 
turn of the decade was still weighing on consumer spending in the euro area in 2004.9 

Consumer spending may be more sensitive to income variation if a significant number of 
households face liquidity constraints, which limit their borrowing to smooth out expenditures 
in the face of income volatility.  This may be less of an issue in economies like the US, the 
UK, the Netherlands and Sweden, which have undergone significant liberalisation of financial 
services sectors since the early 1980s, but it may still be a more important limiting factor in 
some other European countries where financial liberalisation has proceeded more slowly.  

Housing wealth: There have been substantial variations in housing market developments 
across Europe over the last 15 years.  During the 1990s, house prices rose strongly in 
countries like the Netherlands and the UK, while much more modest price rises were recorded 
in Italy and Germany (chart 21).  In the first few years of this decade, increases in house 
prices were more widespread.  The acceleration was particularly marked in Spain, the UK, 
France and Italy, where it reached double-digit rates.  By contrast, growth in house prices 
slowed down significantly in the Netherlands, and actually became slightly negative in 
Germany (chart 22). 

There are several possible channels through which developments in housing markets may 
spill over into private consumption.  Firstly, changes in house prices affect spending via 
changes in wealth and relative prices.  However, positive wealth effects for landlords might 
be offset by negative wealth effects for new buyers.  In addition, to the extent that changes in 
house prices are also reflected in rents, they will also affect consumption expenditures of 
tenants.  Furthermore, rises in imputed rents could be a source of negative income effect for 
owner occupiers.  A second channel is linked to the existence of credit market imperfections 
and asymmetric information.  Insofar as houses may be used as collateral, an increase in 
house prices allows households to obtain additional credit to (perhaps) boost their 
consumption.  Thirdly, housing markets also constitute a transmission channel of monetary  

 

                                                 
9  European Commission (2004a). 

Chart 19: Household consumption and financial wealth
(annual averages 1991-2000)

Source: Commission services
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Chart 20: Household consumption and financial wealth
(annual averages 2001-2004)

Source: Commission services
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Box 5: Developments in disposable income and the wage share 

This box reviews developments in disposable income and the wage share in the euro area, as a 
complement to the analysis of consumption/saving behaviour in the main text.  

Disposable income and components 

Compared to the averages of the last two decades, 
growth in household real disposable income in the 
euro area has been slower during the current 
decade.  Since 2001, disposable income in the 
euro area has grown by 1.4%, compared to 1.6% 
in the 1990s and 2.3% in the 1980s (chart B5.1).   

While Germany and the Netherlands fit this 
aggregate picture, disposable income growth 
actually accelerated in France and Spain during 
the last four years, compared to the previous two 
decades.  In Italy, disposable income growth also 
recovered over the last four years, compared to 
the 1990s, when it was remarkably weak partly 
due to the strong fiscal adjustments implemented 
in the run-up to EMU.  While outpacing 
Germany’s performance, disposable income 
growth in Italy in this period still lagged behind 
that of France and Spain.  

In terms of the main components of disposable 
income, the euro area registered a deceleration in 
both compensation of employees and non-labour 
income in 2001-2004, compared to the previous 
two decades (charts B5.2-B5.3).  In particular, 
non-labour income hardly contributed to growth 
in disposable income over the last four years.  
Most of the contributions came from labour 
income, which accounts for about 2/3 of total 
disposable income. The remainder is attributable 
to positive net transfers to households, both from 
the corporate sector (dividends) and the 
government (social benefits).  

At the Member State level, it is noteworthy that 
Germany was the only country, of the five larger 
euro-area countries, where real labour income 
contracted by almost 0.5% on average each year 
between 2001 and 2004.  By contrast, labour 
income grew by around 1.5% in France, Italy and 
the Netherlands and growth was more buoyant in 
Spain.  Real non-labour income growth was on 
average also slightly negative over the last four 
years in Germany, leaving the contributions from 
net transfers to account for the positive growth in 
overall disposable income observed during this 
period.  

Household real disposable income
(euro area and selected Member States)

Chart B5.1: 
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While disposable income is considered to be the main driver of consumption growth, its 
composition may also play an important role in explaining consumption/saving behaviour, 
due to possible differences in the propensities to consume out of different income sources.  
For instance, empirical evidence suggests that the propensity to consume from labour income 
is higher than out of non-labour income.  The propensity to consume out of income from net 
transfers is also considered to be relatively high, due to their usually persistent nature.  
Moreover, it has also been hypothesised that changes in the fiscal stance may have so-called 
non-Keynesian effects.  Accordingly, a possible interpretation of the weakness in 
consumption in some euro-area countries may be linked to the above factors.  In particular, 
the marked underperformance of the labour income component of disposable income in 
Germany, compared to the rest of the euro area, may partly explain the relative weakness of 
Germany’s consumption growth.  In addition, if the tax cuts implemented in Germany were 
mostly considered by households as only temporarily affecting income, then the observed soft 
growth in consumer spending could be less surprising.   

Wage share 

Developments in the wage share may provide 
another element to help understand consumption 
behaviour.  Among the larger industrial 
economies, a decline in the wage share may be 
observed in the euro area and Japan since the early 
1980s, but less so in the US and the UK (chart 
B5.4).  

Within the euro area, the long-term decline is a 
common feature of the larger Member States.  
However, developments in Italy over the last 10 
years stand out.  There was a sharp decline in the 
early 1990s, when the wage share dropped from 
around 70% of GDP in 1990 to about 65% of GDP 
in 1995.  Subsequently, the wage share followed a 
similar pattern to the other larger euro-area 
Member States, by falling slightly between 1996 
and 2004.  

Focusing more specifically on developments 
during the last four years, it can be observed that 
the wage share in the euro area continued its long-
term downward trend.  However, the picture is not 
uniform across the larger Member States.  While in 
France, Italy and, to a lesser extent, Spain, the 
wage share remained broadly stable, the decline 
was pronounced in Germany (chart B5.5).  In the 
latter, the wage share fell by 2 pps between 2001 
and 2004, compared to a fall of 1 pp in the euro 
area.  By contrast, the Netherlands registered a 
sizable increase of about 2 pps over the same time 
period, partly reflecting the sharp deceleration in 
GDP growth.  

 

 

Wage share trends
(euro area, UK, US and Japan)

Chart B5.4: 
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policy, in the sense that changes in monetary policy affect the structure of mortgage rates. 
Hence, the current disposable income of indebted households and, more generally, its 
allocation between current and future consumption are affected. 

Housing wealth effects are generally identified in Anglo-Saxon countries, while evidence for 
the euro area is mixed.  Positive housing wealth effects can be found in some smaller Member 
States such as the Netherlands, Finland and Ireland.  In contrast, the evidence suggests that 
housing wealth has, at best, only a limited impact on consumption in the largest euro-area 
Member States, with Spain being a possible exception.  This explains why a housing wealth 
effect is generally difficult to identify for the euro area as a whole. 

Interest rates.  Nominal and real interest rates have fallen significantly over the past few years 
in all EU countries.  Convergence in nominal interest rates has also been strong, following the 
implementation of a common monetary policy.  However, convergence in real interest rates is 
less evident as inflation differences persist across EU Member States.  Real interest rates, both 
short- and long-term, are currently much higher in countries such as Germany compared, for 
example, to Spain.  These differences are likely to have supported consumer spending - 
particularly on durables goods and residential investment - in those countries with relatively 
low real interest rates.  

Demographic effects.  The life cycle theory of consumption suggests that households will dis-
save when they are young, build up savings in middle age and run them down in retirement.  
Accordingly, empirical studies generally include a demographic variable, such as the 
proportion of the population in the peak-saving group, to reflect these effects.10  Although the 
results are somewhat mixed, the consensus is that some effects of this nature exist, although 
not exactly in line with the theory, since many retired people continue to save.  The apparent 
implication of demographic trends is that the euro area (and, to a lesser extent, the US and the 
UK) should now be entering a ‘golden age’ of saving as the post-war baby-boomers move 
through middle age.  By analogy, Italy and, to a lesser extent, France and Germany could 
experience significant rises in saving rates for demographic reasons during this decade.  
“Younger” EU countries such as Ireland and Spain would be less affected. This appears to be 
consistent with recent relatively strong consumer spending growth in these economies. 

 
                                                 
10  See Muellbauer (1994). 

Chart 21: 

Source: Commission services
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Chart 22: Consumer spending and housing wealth
(annual averages 2001-2004)

Source: Commission services
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2.1.1. An empirical model of consumption 
A model-based approach is taken below to assess the patterns of private consumption in a 
limited number of countries, namely, US, UK, Germany and France.  The model addresses 
how changes in disposable income, interest rates, financial wealth and housing wealth have 
affected consumption expenditure over the last two decades. 

Structure of the model. Private consumption is assumed to be a function of household lifetime 
income and interest rates.  The adjustment process is modelled as an error-correction 
mechanism, whereby the short-term dynamic terms allow for deviations from the long-run 
trend in the fundamental variables.  More formally, the consumption equation for long-run 
equilibrium takes the following form (in logarithmic terms): 

C =  a + b*YD + c*FW + d*HW + e*ST + f*LT   

where C stands for private consumption, YD for disposable income, FW for stock market 
wealth, HW for residential house prices, ST and LT for short-term and long-term interest 
rates, respectively.  The coefficients a, b, c, d, e and f are the elasticities of consumption with 
respect to the corresponding explanatory variables.11  This long-run equation is embedded in a 
standard equilibrium-correction consumption function 

DC =  g + h*ECM(-1) + k(i)DX(i) 

where D is the difference operator, ECM(-1) is the (lagged) error-correction term, h is the 
adjustment parameter to long-run equilibrium, DX(i) represents quarter-on-quarter changes of 
the variables used in the long-term equation and k(i) are the short-term elasticities.  
Intuitively, h should be negative under convergence to equilibrium.  This framework is 
applied to quarterly data for the period 1986Q1-2004Q4 for the countries concerned. 

Despite the simple specification, consumption equations of the form used here generally track 
the consumption/saving data quite well. 12  In particular, the decline of the saving rates during 
the 1990s in most euro-area countries is mainly explained in these equations by the fall in real 
interest rates.  The interruption of the downward trend in the saving rate at the start of 2001 is 
also captured and appears to be associated with a weakening of the labour market (disposable 
income) and heavy losses in equity wealth.  However, the traditional macroeconomic 
variables used in these equations are unable to account fully for the rise in the household 
saving rate, and the corresponding slowdown in consumption over the last four years.13 

Results 

The country-by-country results estimated here by ordinary least squares are reported in table 
5.  Broadly consistent results with significant error correction terms are obtained for all 
countries considered, and the statistical properties of the equations were generally 
satisfactory.  Disposable income is found to be the main driver of consumption in all 
countries.  The estimated long-run elasticity of consumption to disposable income ranges 
from 0.885 in Germany to 0.702 in the US, while France (0.858) and the UK (0.801) have 
intermediate values.  On the other hand, long-run wealth effects are higher in the US and UK 
and lower in France and Germany.  Specifically, the estimated elasticity of consumption to 
                                                 
11  Disposable income is used as a proxy for human wealth, the stock market index as a proxy for financial 

wealth, and the house price index as a proxy for tangible wealth, while the short- and long-term interest rates 
capture substitution effects in consumption.  

12  See, for instance, Fagan, Henry and Mestre (2001).  
13  For instance, a recent analysis (European Commission, (2004a)) shows that, for the euro area as a whole, 

private consumption was some 1% weaker in 2004 than would have been expected given the prevailing 
values of the explanatory variables.  
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financial wealth varies from 0.025 in Germany and France to 0.050 in the UK and 0.098 in 
the US.  The impact of housing wealth on consumption is also found to be stronger in the US 
(0.200) and the UK (0.150) compared to Germany (0.090) and France (0.117).  The lower 
impact of wealth on consumption may reflect the relative importance of liquidity constraints 
in the latter two countries.  Indeed, empirical studies have generally found that consumers in 
Germany and France are more liquidity constrained compared to consumers in Anglo-Saxon 
countries.14  

Consistent with lower liquidity constraints, the short-run effect of income growth is smaller in 
the US and the UK than in other countries.  In particular, the impact of changes in current 
income on consumption is at its highest in Germany and at its lowest in the UK.  The lagged 
dependent variable was found to be significant in the US, Germany and France, but not in the 
UK. 

As regards the structure of wealth effects in the short run, the change in housing wealth has a 
positive effect on consumption in the US, UK and France, but not in Germany where it is 
insignificant.  The change in financial wealth also has a positive impact in the US, UK and 
France.  In all countries, the short-run housing wealth effect exceeds the financial wealth 
effect.  Negative real interest rate effects, implying intertemporal substitution, are also found 
to be significant for all four countries considered.  The strongest real interest rate effect is 
found for the US. 

2.2.   Investment spending 
Where aggregate investment is concerned, empirical analyses have often struggled to link the 
data to the theory.15  Macroeconomic theory suggests that investment will be carried if it is 
expected to be profitable, i.e. if the future discounted returns can cover the cost of capital.  
One stylised fact is that investment is highly volatile, persistent and strongly correlated with 

                                                 
14  Campbell and Mankiw (1991). 
15  See e.g. Caballero (1999) for a recent overview of the literature. 

Constant -0.157 ( 2.5 )1 -0.117 ( 2.9 ) -0.112 ( 1.8 ) -0.71 ( 1.6 )
ECM -0.141 ( 2.9 ) -0.127 ( 3.6 ) -0.191 ( 3.6 ) -0.0648 ( 2.1 )
YD 0.702 ( 20.4 ) 0.801 ( 24.6 ) 0.885 ( 23.2 ) 0.858 ( 9.8 )
FW 0.098 ( 18.0 ) 0.050 ( 20.0 ) 0.025 ( 5.0 ) 0.025 ( 5.2 )
HW 0.200 ( 20.0 ) 0.150 ( 15.0 ) 0.090 ( 11.1 ) 0.117 ( 3.5 )
DYD 0.159 ( 3.5 ) 0.107 ( 2.6 ) 0.734 ( 14.6 ) 0.406 ( 3.8 )
DYD(-1) 0.151 ( 3.0 )
DC(-1) -0.208 ( 3.1 ) 0.141 ( 2.1 ) -0.398 ( 4.4 )
DFW 0.059 ( 3.4 )
DFW(-1) 0.021 ( 2.2 ) 0.022 ( 2.1 )
DHW 0.221 ( 6.0 ) 0.098 ( 3.5 )
DHW(-1) 0.32 ( 7.7 )
ST -0.0011 ( 6.3 ) 0.000655 ( 1.9 ) -0.0014 ( 5.5 )
ST(-1) -0.0008 1.9
R2 0.645 0.73 0.79 0.685
SE 0.0041 0.0068 0.0051 0.0062
Note: (1) t-ratios in ( )
Source:  Commission services

Table 5: Estimates of household consumption function (US, UK, Germany and France)

US UK DE FR
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output.  On the other hand, it has proved more difficult to link investment with variables 
measuring the cost of capital. 

Recent studies have used panel data models in order to investigate the determinants of 
investment in OECD countries.  European Commission (2001) examined the link between the 
investment-to-GDP ratio and a measure of current profitability, interest rates and the relative 
price of capital, and found these elements to be significant in explaining the investment ratio.  
In another paper (OECD, 2001), investment is explained by real GDP, the cost-of-capital and 
stock market capitalisation (a measure of future expected profitability).  The model is, 
however, unable to account for the surge in investment in the second half of the 1990s. 

The main aim of this section of the paper is to examine some structural determinants of 
investment in EU Member States (focusing on the EU15) with a view to shedding some light 
on the factors behind the persistent sluggish growth of investment during the recent recovery. 

2.2.1. An empirical model of investment 
In a standard neoclassical growth model, the steady-state investment rate is determined by the 
trend growth rate of output and the rate of capital depreciation.  In equilibrium, with a 
constant capital output ratio, the steady-state investment rate can be represented by: 

)1/()(// ggYKYI ++⋅= δ  

where I stands for investment spending, Y for GDP, K the capital stock, g the GDP growth 
rate and δ the rate of depreciation of physical capital.  Assuming a depreciation rate of 5% and 
various intervals for the capital-output ratio and the trend GDP growth rate yields the 
following results for selected countries (table 6):16  

The current investment shares for the countries considered are within the intervals suggested 
by this calculation for the steady-state investment rate.  However, the current rates for Spain 
and Italy are at the upper end of the interval, suggesting that investment could be lower in 
these countries compared to the present level.  It should also be noted that, while Germany 
and the US are within the calculated intervals for steady-state investment rates, the assumed 
capital-output ratio intervals are on the low side for Germany and on the high side for the US, 
compared to the current ratios (3.5 for Germany and 2.5 for the US).  This, in turn, suggests 
that the calculated intervals for the steady-state investment rate might be on the low side for 
Germany and on the high side for the US. 

Total factor productivity and employment growth.  In general, the neoclassical growth model 
also predicts that the trend growth rate of the physical capital stock is determined by trend 
employment growth and the growth rate of technical progress.  These factors also play a role 
in the short-term, but there are other short-run factors, such as variations in aggregate demand 
                                                 
16  See also OECD (2001), for a calculation on business investment rates. 

Capital-output ratio Trend growth rate Depreciation rate Steady-state 
investment rate

Current investment 
rate

Germany 2.5-3.5 1-2 4.6 0.14-0.23 0.19
France 2.5-3.5 1.5-2.5 5.1 0.18-0.26 0.2
Italy 2.5-3.5 1-2 4.4 0.13-0.22 0.21
UK 2.5-3.5 2-3 4.7 0.17-0.26 0.19

Spain 2.5-3.5 2-3 4.7 0.17-0.26 0.25
US 2.5-3.5 3-3.5 4.7 0.15-0.24 0.21

Table 6: “Steady state” investment rate (share of GDP) for selected countries

Source: Commission services
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and interest rates, which affect investment behaviour.  Total factor productivity (TFP) 
measures the efficiency with which factor inputs (namely capital and labour) are used in the 
production process.  Measures of the growth in TFP may be interpreted as indicators of the 
pace of technical progress.  In this context, the performance of the euro-area economy has 
been rather disappointing, with a marked deceleration of trend TFP growth since the mid-
1990s.  In the neo-classical growth model, a downward shift in the pace of technical progress 
entails a drop in the steady-state (i.e. long-run) investment rate under fairly general 
conditions.17  A slowdown in the pace of technical progress affects the marginal product of 
capital negatively and thereby weighs on capital accumulation.  The effect is permanent in the 
sense that a permanent downward shift in the pace of technical progress involves a permanent 
drop in the investment rate.  

                                                 
17  In the neoclassical growth model, growth of TFP in the form of product and process innovations is the 

ultimate source of growth.  Without technical progress, the economy would eventually settle at a stationary 
state with zero growth.  Technical progress drives investment, since it increases the marginal efficiency of 
the existing capital stock.  This can be most clearly seen when one looks at the marginal productivity 
condition for capital, which then determines the optimal capital stock of a cost-minimising firm.  In the 
Cobb-Douglas case, the marginal productivity condition is given by:  (1- α) (L/K)α TFP α = r + δ,    where 
(1- α) is the output elasticity of capital, and the right hand side is a measure of the capital costs faced by the 
firm, consisting of the real interest rate, r, and the rate of depreciation, δ. The left hand side of this 
optimality condition shows that the marginal product of capital is positively affected by TFP and labour.  An 
increase in TFP in the form of process or product innovations increases the return on capital above the 
opportunity cost and, therefore, induces firms to expand the capital stock up to the point where the marginal 
unit of capital yields a return, which is equal to the capital cost.  This condition also shows which factors 
eventually drive trend growth of capital.  Both labour and the real interest rate are variables which do not 
exhibit a strong trend.  TFP remains the main driver of the trend growth of the capital stock and, therefore, 
also of the trend growth of investment.  See also IMF (2004b). 

Source: Commission services Source: Commission services

Source: Commission services Source: Commission services

Chart 26: United States - Capital stock, TFP and employment 
growth (annual changes in %)

Chart 25: Italy - Capital stock, TFP and employment growth 
(annual changes in %)

Chart 23: Germany - Capital stock, TFP and employment 
growth  (annual changes in %)

Chart 24: France - Capital stock, TFP and employment growth 
(annual changes in %)
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A good starting point for assessing secular trends in employment and TFP, on the one hand, 
and capital formation, on the other, is a comparison of these variables across the three larger 
euro-area Member States and the US over the last few decades.  These countries have shown 
very distinct patterns of TFP growth.  Starting from a declining growth trend in TFP in each 
case in the 1970s, a divergence emerged in the 1980s.  The US achieved an acceleration of  

 

Box 6:   Sustainable divergence of construction investment across the euro area ? 
Construction investment has exhibited some divergence in recent years across euro-area Member 
States.  A question that has emerged in this context is whether such differences are sustainable and 
whether they have been exacerbated under EMU.  
As is seen in chart B6.1, construction investment in 
Spain continued to increase as a share of GDP over the 
1990s, whereas it decreased in Germany after a brief 
surge following reunification.  Other countries that 
have experienced construction investment booms 
include the UK and Ireland, while the Netherlands and 
Portugal have witnessed a fall in the share of 
construction investment in GDP after a significant 
boom in the late 1990s.  
It is noteworthy that the share of construction 
investment in GDP has been converging across OECD 
countries. Germany and Japan, especially, have 
continued to show declines in the share of 
construction. On the other hand, Greece and Spain 
have been characterised by a rising share, to a level 
that is quite high in comparison to other countries 
(14%).  The UK has also experienced a sharp rise in 
the construction share of investment in GDP recently, 
although from a comparatively low level.  
However, when compared to total investment, it can 
be seen that upward trend in construction investment 
in some countries is less marked.  This is true for 
example if one compares Spain to the UK.  The 
marked decline in Germany is still visible, but the 
share of construction investment in total investment 
remains high compared to the other major economies, 
suggesting that a further shift from construction to 
equipment investment could occur. 
Part of the reason for the construction boom in many 
countries is the rapid rise in housing prices, fuelled by 
very low real interest rates.  This seems to be 
especially true for Spain, where the real interest rate is 
close to zero or negative.  By contrast, Germany has 
seen a smaller fall in real interest rates as a result of its 
former role as the anchor currency of the ERM and its lower inflation due to a weaker cyclical 
position.  However, given the unsustainable level of house prices in certain Member States, notably 
Spain, adjustment in construction investment seems likely in the short- to medium term.  Furthermore, 
accumulated losses in competitiveness could add to the push for such an adjustment in investment 
spending.  

Chart B6.1: Construction investment as a share of total 
investment, selected countries

Source: Commission services
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Chart B6.2: Real long-term interest rates, selected 
countries

Source: Commission services
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TFP growth, which has continued up to the present.  In contrast, euro-area TFP growth has 
declined.18  According to standard growth models, this development should be mirrored by 
trend growth rates in the capital stock.  In the euro area, the decline in the trend growth of 
capital accumulation closely follows the trend decline of TFP growth with a certain lag.  
Some inertia in the investment response is to be expected due to the time needed to 
distinguish between permanent and temporary developments.  Since the late 1990s, one can 
observe a divergence, with capital growth declining by less than predicted by the TFP trend, 
due to stronger employment growth in the euro area. 

In the case of the US, the trend growth of the capital stock began to accelerate after the 
increase in TFP growth in the early 1980s, although with a considerable lag.  Apart from 
inertia in the investment response, an important factor preventing a rapid trend reversal in 
capital growth was the decline in the growth of labour input, which started in the 1980s.  The 
parallel movement between capital and TFP growth in the 1990s is surprising given the 
decline in the trend growth of employment.  A possible explanation for the strong measured 
volume growth of capital in recent years is the use of hedonic deflators for ICT investment, 
which constitutes an important share in total US capital formation. 

Additional factors: aggregate demand, capital cost and expectations.  Whether TFP and 
employment also affect investment in the short run is more difficult to assess, since theory is 
less clear about the short-run response and also because there are other factors, such as 
aggregate demand and short-term variations in capital costs, which may affect the allocation 
of investment over time.  However, a consideration of the evolution of investment growth 
together with growth in TFP and employment reveals clear cyclical covariation between these 
variables (see charts 23-26).  In order to investigate whether TFP and employment growth can 
explain developments in investment growth, while controlling for additional factors, a panel 
regression for the EU15 countries (except Luxembourg), the US and Japan was carried out 
using annual time series data for the period 1980 to 2003, and also allowing for fixed effects 
by country and time period (table 7).  

The results suggest that variations in TFP and shocks to employment have a significant effect 
on investment growth.  For TFP, a more delayed investment response can also be found in the 

                                                 
18  See also Denis et al. (2005).  

Variable Coefficient Std. Error t-Statistic Prob.

C -0.018537 0.007279 -2.546788 0.0114
D (TFP) 1.257118 0.307747 4.084905 0.0001

D (TFP (-1)) 0.419652 0.169892 2.470103 0.0141
D (TFP (-2)) 0.425716 0.157039 2.710895 0.0071

D(EMP) 1.422957 0.204825 6.947184 0
D (Rel. Invest. Price) -0.655264 0.140327 -4.66954 0

Real interest rate -0.002926 0.00121 -2.418156 0.0162
D (Stock market index) 0.011408 0.10447 1.092014 0.2757

D (GDP) 0.598971 0.241701 2.478144 0.0138

R-squared Mean dependent var 0.022402
Adjusted R-squared S.D. dependent var 0.060041
S. E. of regression Akaike info criterion -4.038335
Sum squared resid Schwarz criterion -3.504394

Effects specification

Cross-section fixed (dummy variables)
Period fixed (dummy variables)

Source: Commission services.

0.782928
0.748377
0.030118
0.262144

Table 7: Determinants of investment in a panel regression for the EU15 Member States, US and Japan
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regressions with significant lags up of up to two years.  The long-run elasticity of investment 
growth to TFP growth is close to two.  The change in employment is also statistically 
significant.  The regression results show that TFP and employment are important explanatory 
factors after controlling for business cycle, capital cost and stock market effects.  The 
business cycle effect is captured by the growth rate of GDP and has the expected positive 
sign.  Both components of capital costs, i.e. the relative price of investment goods and the real 
interest rate, have a negative impact on investment.  Finally, expectations of the return on 
capital investment, as captured by changes in stock market indices, contribute positively to 
investment (although the estimated coefficient is only significant in a sample limited to the 
last 15 years).  Another measure of profitability – changes in the net return on net capital – 
was, however, not significant.   

The findings for the coefficients on employment and TFP were similar in regressions using 
equipment investment instead of gross fixed capital formation.  Concerning the constancy of 
coefficients across countries, there were no statistically significant differences for the major 
countries.  

All in all, the results of the model presented here would suggest that investment could remain 
relatively subdued, given the projections for TFP-growth and the continued decline in the 
growth rate of the population of working age.  This result underlies the need for structural 
reforms to improve productivity growth and labour market participation. 

3. Conclusions 

The key points that emerge from the analysis in this paper may be classified into those 
relating to developments in the current recovery and those with a more long-term perspective.  
Within the former category, the following four findings can be highlighted.  Firstly, the 
examination of developments in the current recovery indicates that GDP growth in both the 
EU and euro area is sluggish relative to the performance of the main industrialised partners, as 
well as in comparison to past upswings.  Secondly, this is in large part due to generally 
sluggish growth in private consumption and investment expenditures.  Thirdly, this pattern is, 
however, not uniform across Member States.  The subdued performance of a few large 
countries (e.g. Germany, Italy and the Netherlands) is having a strong downward influence on 
the area-wide figures.  And fourthly, the relatively stable saving rate of the euro area over the 
last two years, or even slight increase if compared to its level in 2000, does not seem in line 
with what one would have expected from a cyclical point of view.  Furthermore, the area-
wide picture of a relatively stable saving rate in recent years conceals different patterns across 
Member States.  

Moving to long-term trends, consumer spending has been consistently stronger in the US and 
the UK than in many EU countries.  These differences in household spending patterns reflect 
the influence of a large number of explanatory factors, although a few of these stand out.  
Since the early nineties, the average pace of growth in disposable income - the most important 
driving variable for consumer spending despite the growing importance of wealth effects - has 
been stronger in countries such as the US and the UK than in the euro area, largely reflecting 
a much better performance of the labour market in the former.  Wealth effects, both from 
equity and housing markets, have had a more significant positive influence on consumer 
spending in the US, the UK and certain smaller EU countries, such as the Netherlands and 
Ireland, than in countries like Germany, France or Italy.  Trends in household saving rates 
have varied considerably across the main industrialised countries.  While countries, such as 
the US and the UK, exhibit a trend decline in the saving rate, this tendency is less clear in the 
euro area.  In addition, as mentioned earlier, patterns in the household saving rate are 
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somewhat difficult to reconcile with standard business cycle facts in the euro area (and, 
particularly, in some euro-area Member States such as Germany, France and the Netherlands).  
For instance, consumption smoothing would have implied a rise in the saving rate between 
1998 and 2001, when the euro-area economy was growing rapidly and a subsequent decline 
during the latest downturn.  However, consumption smoothing does not seem to have played a 
significant role in the euro area in recent years.  It is likely that factors related to the impact of 
ongoing structural reforms have had an impact on the saving behaviour of euro-area 
households. 

Concerning investment spending, the empirical analysis presented in this paper suggests that 
investment growth is subdued due to a number of structural factors.  Total factor productivity 
growth and employment growth were found to be significant drivers of investment growth.  
The recent sluggishness in productivity and employment/labour force growth, together with 
the modest medium- to long-term projections for these variables suggests that investment 
growth should not be expected to be very strong.  Furthermore, some divergences have 
emerged among Member States, in particular relating to construction investment, which might 
be unsustainable, especially in the countries that have experienced strong growth in housing 
prices.  These strains could be amplified by accumulated losses in competitiveness and profit 
margins in the exposed sector in some Member States. 
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