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Overview

Economic conditions

Economic activity slackened in the autumn of
last year. According to the information avail-
able so far, real gross domestic product in the
fourth quarter of 1998 is unlikely to have
matched the figure for the previous quarter
in seasonally adjusted terms. Although real
GDP in the fourth quarter of 1998 was dis-
tinctly higher than in the same period of
1997, the rate of growth (after adjustment
for variations in the number of working days)
—at 2% — was smaller than the rate of ex-
pansion of output achieved on an average of
the first three quarters (almost 3 %). The re-
tarding forces were particularly pronounced
in the manufacturing sector, where output
fell for the first time after nearly two years of
vigorous growth.

A certain deterioration in business sentiment
had already begun to emerge during the
summer. According to the surveys conducted
by the ifo institute, the assessment of the
business situation and business expectations
worsened further up to the end of the year.
New orders received by industry were unable
to match the high level achieved previously;
capacity utilisation declined.

One reason for the growth losses was the
downturn in demand in the crisis-ridden re-
gions of the world. In contrast to the trend in
the first half of 1998, Germany and Europe in
general were less and less able to decouple
themselves from the risks and strains in the
global economy. Another reason, however,
was the increased uncertainty surrounding
the prospects for the economy and the per-
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spectives for economic policy in Germany.
The lack of clarity concerning future cost and
tax burdens may be causing some enterprises
to defer new investment projects. At the mo-
ment, however, it is not possible to say
whether the recent downturn in growth
merely constitutes a temporary interruption
of a continuing upward economic trend. Al-
though the uncertainty has increased, the
underlying economic setting — in particular
following the implementation of rationalisa-
tion and restructuring measures — appears to
be sufficiently robust to prevent a slide into
recessionary tendencies. The services sector,
notably, is continuing to act as a mainstay of
overall economic output.

In contrast to the situation in the first half of
1998, the foreign business of German enter-
prises provided no impetus for growth in the
recent period. Exports declined from the third
to the fourth quarter in seasonally adjusted
terms. The volume of orders gained by do-
mestic industry from customers abroad has
likewise decreased perceptibly; it is now
lower than at the corresponding stage of last
year. However, this is not a reflection of a de-
terioration in the competitiveness of German
products on foreign markets caused by ex-
change rate movements; towards the end of
1998, the real external value of the Deutsche
Mark against the currencies of the 18 most
important industrial countries was consistent
with its multi-year average. The fall in exports
is due rather to the accumulation of disrup-
tions in global economic growth. Exports to
south-east Asia, Japan, Russia and to the
OPEC countries, whose foreign exchange
earnings have dropped appreciably in the
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Economic growth in Germany

Adjusted for seasonal and working-day
variations, quarterly
DM

illion
pilio log. scale

790  Real gross
domestic product?

760

730

700 %
lin. scale

Change from previous year in % +4

(Ml omthin
" Iy .l | .

1993 1994 1995 1996 1997 1998

1 At 1991 prices. — # Fourth quarter: Bun-
desbank calculation.

Deutsche Bundesbank

wake of the slump in oil prices, were substan-
tially below their corresponding levels a year

earlier.

While the economic situation appears to be
gradually improving in some crisis-ridden
Asian countries such as Korea and Thailand,
the economic problems in Russia and, to
some extent, in Latin America, too, have
grown more acute. The IMF has made several
downward revisions of its forecasts for world
economic activity in rapid succession. Initial
calculations indicate that global output ex-
panded by no more than 2% % in 1998,
compared with 42 % in each of the two pre-
ceding years. The rate of growth of the vol-
ume of world trade declined from 10% in
1997 to just 3'2%. As a country that is
strongly export-oriented, Germany was
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unable to buck this trend, with more than
one-tenth of German exports being account-
ed for by the regions currently in crisis. By
contrast, German exports to its EMU partner
countries held up fairly well. Their share in
overall goods exports comes to 44 %. The
German economy'’s integration into the single
European market dampened the effect of the
external disruptions.

In the autumn of 1998 — in contrast to the
situation in the first part of the year — the
overall weakening impetus of foreign busi-
ness was not entirely offset by the momen-
tum of domestic growth. In fact, orders re-
ceived by industry from domestic customers
fell markedly in seasonally adjusted terms.
Hence the economy’s recent development
has not followed the “conventional pattern”

of a cyclical upswing in Germany where re-
covery begins with a sharp expansion of ex-
ports and then — buoyed by the associated
improvement in capacity utilisation — spreads
to domestic demand in a second step.

Capital formation, in particular, has lacked
dynamism so far. Although investment in ma-
chinery and equipment increased by about
7 % in the fourth quarter of 1998 compared
with the same period in 1997, it showed vir-
tually no increase over the third quarter of
1998 after eliminating seasonal fluctuations.
The level of orders received by capital goods
producers from domestic customers actually
fell of late. Many enterprises may be delaying
their investments, firstly, because they are
worried that, following some years of wage
restraint, excessive pay settlements may now
be agreed and, secondly, because many firms
are anticipating a heavier tax burden - at
least in the short run. It is true that there has
been a substantial overall rise in corporate
profits over the past few years, a fact which,
together with the favourable financing terms,
might be expected to facilitate a sustained re-
vival in capital formation. However, firms’ in-
vestment decisions depend not only on past
profitability trends but also, in particular, on
the future outlook for earnings. Reliable pro-
spects of wage agreements that do not place
an excessive burden on enterprises and of a
decline in the level of corporate taxation
(which in many instances is high by inter-
national standards) could contribute greatly
to brightening the investment climate.

To date the construction sector has been a
weak link in the cyclical chain. The slight re-
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vival in construction demand which persisted
until the summer has not been maintained. In
the field of residential construction, in par-
ticular, the level of orders fell further. While
there is a continuing demand for owner-
occupied one-family homes, the situation in
the rented housing construction segment re-
mains subdued, despite stable building costs
and the very low mortgage rates. Some new
dwellings remain vacant, thus tending to ob-
lige owners to offer rent discounts in order to
attract tenants. Nor have any cyclical stimuli
been imparted by industrial and commercial
construction measures — except for individual
large-scale contracts commissioned by the
German railways and post office — or by pub-
lic sector construction orders. The construc-
tion sector in eastern Germany, in particular,
remains in a difficult phase of adjustment fol-
lowing the end of the unification-related
building boom.

By contrast, private consumption currently
provides a certain ray of hope in assessing
cyclical developments. In the fourth quarter
consumption by households is likely to have
increased by around 1% compared with the
previous quarter, after adjustment for sea-
sonal factors and the different number of
working days. This higher consumption was
funded not only by a rise in disposable in-
come but also in part by a further drop in the
saving ratio. In contrast to the assessment of
the situation in the manufacturing sector,
consumer expectations have actually im-
proved. The rise in the level of employment in
the course of the past year, the increase in
purchasing power caused by the decline in
energy prices and tax savings resulting from
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the lowering of the solidarity surcharge and
the raising of the income tax payment thresh-
old boosted the propensity to consume, espe-
cially as the persistent decline in the inflation
rate meant that pay increases were not being
“consumed” by price rises. The increase in
value added tax which came into force on
April 1, 1998 had a comparatively small nega-
tive impact. However, the saving ratio, which
has now fallen to historically low levels, and
the rather hesitant flow of orders to con-
sumer goods producers from the wholesale
and retail trade of late also show that private
consumption is subject to certain risks, even
though it appears fairly robust at present. It
could be bolstered, in particular, by the adop-
tion of wage and tax policies conducive to
promoting employment which would lead to
increased investment, thus creating jobs as
well as disposable income for consumption.

The recent slackening of economic activity
has had no noticeable effect on the labour
market to date. There was a further rise in
employment into the autumn months. In No-
vember, the latest month for which figures
are available, the number of employed was
175,000 greater than a year earlier. The sea-
sonally adjusted number of unemployed
showed no further fall towards the end of
1998 and in fact increased slightly. However,
this was due mainly to the early onset of win-
ter weather and to the slight reduction in job-
creation schemes and vocational training
measures, especially in eastern Germany. In
January there was a further seasonally adjust-
ed fall in unemployment, largely as a result of
the comparatively mild weather; seasonally

Labour market
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adjusted, 10.6% of the total labour force
were jobless in that month.

Adequate economic growth and a corres-
ponding level of domestic demand are
undoubtedly major prerequisites for making
headway in combating unemployment. With
the objective of price stability having been
virtually attained, monetary policy has made
a substantial contribution to improving the
underlying conditions for growth. A crucial
additional requirement, however, is to tackle
the structural causes of unemployment. Ac-
cording to calculations made by major inter-
national organisations and by national re-
search institutes, the structural components
of unemployment are far more significant
than the purely cyclical factors. A successful
employment policy therefore has to deal with
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the root-causes of unemployment. That is the
essential yardstick by which to judge the
national and European initiatives which have

been under discussion for some time.

The price climate in Germany remained fa-
vourable. The year-on-year rate of increase in
the consumer price index around the turn of
1998-9 amounted to no more than 0.5 %.
This means that price stability has virtually
been achieved. Furthermore, no particular in-
flationary dangers are discernible in the
period ahead. Nor can there be any question
of deflationary risks. Admittedly, the official
statistics probably tend to overstate the rate
of price increases somewhat, above all owing
to the difficulty of making due allowance for
changes in the quality of goods. However,
the margin of error in measuring inflation,
which a recent Bundesbank study put at up
to ¥ percentage point, cannot simply be
equated with a precise figure of 0.75 percent-
age point which is to be deducted automatic-
ally from the current official rate of inflation —
an approach which some commentators have
taken. Any attempt to eliminate by scientific
means the statistical inaccuracies which con-
stantly and inevitably occur should not and
must not entail applying an adjustment factor
to the official statistics each month.

The strong external influences on the infla-
tion rate should likewise be taken into ac-
count when discussing alleged deflationary
tendencies. Imported goods were 6 % cheap-
er in December 1998 over twelve months,
notably on account of the fall in oil prices.
This implies that the underlying inflation rate
is currently somewhat higher than the official

Prices
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figure for the rate of price increases at the

consumer level.

The Harmonised Index of Consumer Prices in
the European monetary union was 0.8 %
higher in December 1998 than a year before.
Hence the trend in prices is fully in line with
the stability-oriented target of the Euro-
system. The need now is to ensure that this
favourable development is sustained.

Fiscal and monetary policies

Public sector
in the fourth
quarter of
1998 ...

The financial trend of the public sector con-
tinued to improve in the fourth quarter — just
as it had done in the preceding part of the
year. This applies particularly to the Federal
Government, which recorded a surplus of
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DM 47 billion. By contrast, it had recorded a
deficit of the same magnitude in the fourth
quarter of 1997. The tax receipts of the cen-
tral, regional and local authorities remained
quite abundant, growing by 5% %. These
were supplemented by substantial proceeds
from the sale of assets. On the expenditure
side, the central, regional and local author-
ities pursued a policy of retrenchment. Of the
social security funds, the statutory pension in-
surance fund closed the year with a more fa-
vourable financial result than in 1997. By con-
trast, the Federal Labour Office was running a
higher deficit on account of the significant in-
crease in active labour market policy meas-

ures.

In 1998 as a whole the deficits sustained by
the central, regional and local authorities de-
clined considerably. They decreased by an es-
timated one-third to a level of DM 65 billion.
It should be pointed out, however, that a
major role was played by the substantial pri-
vatisation proceeds and the sharp increase in
the Bundesbank’s profit due to the revalu-
ation of Germany’s foreign exchange re-
serves. But a marked improvement in the
public finance situation is also shown in the
fiscal balance as defined in the national ac-
counts, in which a large part of these one-off
receipts is disregarded. After including the
social security funds, which likewise fared
somewhat better than in 1997, the general
government deficit ratio, as defined in the
Maastricht Treaty, declined from 2.7% to
2.1% according to provisional calculations
made by the Federal Statistical Office. This
was due in part to the sharp recovery in tax
revenue, which was principally attributable to
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the sizeable growth of assessed tax receipts
in the wake of the favourable trend in corpor-
ate profitability in the past few years. This
effect was strengthened by a tight curb on
expenditure which, at 172 %, rose at a slower
rate than gross domestic product; as a result,
the general government spending ratio de-
creased by 1 percentage point to 48 %.

The reduction in the deficits is unlikely to con-
tinue in the current year, however. On the
one hand, a further appreciable increase in
tax revenue may be expected, partly as a re-
sult of the planned higher taxation of energy
consumption. On the other hand, social se-
curity contributions are likely to grow only
marginally, not least because the contribution
rate to the statutory pension insurance
scheme is to be cut from April by 0.8 percent-
age point to 19.5%. Finally, a somewhat
greater rise in expenditure is to be expected.
The new Government’s draft Federal budget
for 1999 - like the original plan drawn up by
its predecessor — envisages a deficit of almost
DM 56 billion, which roughly equals the
actual shortfall recorded in 1998.

The medium-term aim of fiscal policy is to re-
sume the process of reducing the deficits
which will probably be interrupted in the cur-
rent year. Thus the stability programme which
the Federal Government recently presented
envisages a perceptible cut in the general
government spending ratio so as to create
scope for bringing down the deficit-to-GDP
ratio (as defined in the Maastricht Treaty) to
1% in the year 2002 and for lowering the
government levy ratio. This route to a sus-
tained consolidation of public finance, which
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is prescribed by the Stability and Growth Pact
for all the countries in the single currency
area, should be followed even if unexpected
additional burdens arise. The sooner a fiscal
position close to balance or in surplus is
reached, the sooner fiscal policy will be able,
via the built-in stabilisers, to smooth out dis-
ruptions in national economic growth with-
out jeopardising the long-term sustainability
of public finance.

At the beginning of December the Bundes-
bank cut the interest rate for its fixed-rate se-
curities repurchase agreements up to the end
of December 1998 from 3.3% to 3.0% as
part of a coordinated interest rate reduction
within the European System of Central
Banks. This move effectively set the initial
level for the corresponding ECB interest rate
for the start of Stage Three of EMU on Janu-
ary 1, 1999.

At its meeting on December 22, 1998, the
Governing Council of the ECB formally set
the interest rate applying to the first main re-
financing operation in 1999 at 3% and re-
affirmed its intention to adhere to this central
rate for the money market for the foreseeable
future. Consequently, all main tenders so far
have been offered at this fixed rate. The
terms were announced in advance in each
case in order to stabilise market expectations.
On December 22, 1998 the ECB Governing
Council also defined the interest rates for the
two standing facilities which form the interest
rate corridor for the overnight money market.
It set the marginal lending rate at 4.5 % — this
matched the Bundesbank’s former lombard
rate — and the rate for the deposit facility at

Coordinated
interest rate cut
in December

Transfer of
monetary policy
to the Euro-
system
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... In EMU

2.0%. For the first three weeks of operation
of Stage Three the Governing Council nar-
rowed the corridor to 50 basis points (2.75 %
to 3.25%) so as to make it easier for market
participants to adjust to the new money mar-
ket environment in the monetary union and
to avoid undesirably large interest rate fluctu-
ations in the overnight money market. In
view of the continuing progress towards the
integration of the national money markets
and in the settlement of cashless cross-border
payments, this transitional arrangement was
terminated on January 22, 1999 as sched-
uled. The initially rather high level of utilisa-
tion of the marginal lending and deposit facil-
ities in early January declined considerably
and of late has been confined to frictional
amounts. The overnight interest rate has
settled, amid moderate fluctuations, at about
10 to 15 basis points above the tender rate.

Time deposit rates fell perceptibly around the
turn of 1998-9; there was a slightly inverse
yield curve in the money market at the end of
the period under review, which indicates that
market players are expecting interest rates to
be cut. In fact, however, the monetary policy
setting suggests that a steady-as-she-goes
interest rate policy would be appropriate. The
overall price outlook in the euro area remains
favourable. As mentioned above, neither in-
flationary nor deflationary tendencies are dis-
cernible for the immediate future. The money
stock M3 is growing in line with the target of
1998 the
broadly defined monetary aggregate M3 in

the Eurosystem. In December
the euro area was 4.5 % higher than in De-
cember 1997, while on average during the
months October to December it expanded by

Deutsche
Bundesbank
Monthly Report
February 1999

Interest rate movements
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a year-on-year rate of 4.7%. This pace of
growth virtually equals the reference variable
of 4'2% which the ECB Governing Council
considers to be consistent with the objective
of monetary stability. Given the quite muted
price and economic trends in the euro area,
the current provision of money to the econ-
omy appears to be appropriate and poses no
obstacle to overcoming the cyclical weakness.
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Growth
of the money stock M3 *
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The same is true of the liquidity position in
Germany, where the rate of monetary expan-
sion accelerated distinctly towards the end of
last year but remained within the target
range set by the Bundesbank. In December
the money stock M3" exceeded its average
level in the fourth quarter of 1997 by a sea-
sonally adjusted annual rate of 5.9%. Over
the fourth quarter of 1998 as a whole M3
was 5.6 % up on the same period in 1997.
Between the fourth quarter of 1996 and the
fourth quarter of 1998 it increased at an an-
nual rate of 5.1%. Hence the monetary
growth target of between 3% and 6% set
for 1998 was achieved, as was the longer-
term objective for monetary expansion in
1997-8, according to which the money stock
was to grow by about 5% in both of those
years. The faster monetary expansion in Ger-
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many was due to a low level of monetary
capital formation and, more especially, to
higher lending, although the latter owed
something to special factors — such as
changes in tax allowances for capital invest-
ment projects in eastern Germany — and to
that extent should not be regarded as consti-
tuting a reversal in trend.

Capital market rates had fallen to new record
lows by the end of January. Subsequently
they rose a little. When this Report went to
press, the yield on domestic bonds outstand-
ing was around 3% %. In the other EMU
member countries long-term interest rates
were barely any higher. The decline in interest
rates was prompted both by the growing in-
dications of a cyclical slowdown and by the
coordinated interest cut undertaken by the
EMU central banks in December. An addition-
al factor was the uncertainty in the inter-
national financial system engendered by the
crisis in Brazil which triggered a renewed shift
into “safe havens”. Interest rates declined
more sharply in the EMU member countries
than in the United States; this is accounted
for by the fact that they are at different
stages in the business cycle. The yield spread
of the US capital market widened to more
than 1 percentage point.

The low nominal interest rates along the en-
tire maturity range are conducive to encour-
aging growth and employment. In real terms,
too, interest rates are relatively low. If capital

1 The money stock M3 which was calculated for Ger-
many up to the end of 1998 was defined somewhat
more narrowly than the euro aggregate of the same
name. Specifically, it did not contain money market fund
certificates.

Capital market
developments



market rates — which are important for invest-
ment decisions — are adjusted for the current
rate of price increases at the consumer level,
the resultant “statistical” real interest rate of
around 3 % is more than 1 percentage point
below the average level for the past 20 years.
If, for the purpose of determining the real
interest rate, the current inflation rate is re-
placed by long-term inflation expectations —a
more important yardstick for investment cal-
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culations which project into the future — as
ascertained from surveys conducted among
market participants, the more meaningful
“expected” real interest rate thus calculated
comes to roughly 2 %. Capital market rates
as low as that undoubtedly create propitious
financing conditions for investment. How-
ever, they are no substitute for favourable
earnings prospects and planning certainty.
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