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Overview Economic conditions

The economic upswing in Germany gathered

momentum in the spring months of 1997.

After adjustment for seasonal and working-

day variations, real gross domestic product

increased by 1% in the second quarter com-

pared with the first three months and by 2%

compared with the same period last year,

again after allowing for the different number

of working days. Moreover, the first data

available for the period beyond the spring

quarter ± such as the figures on the output

of, and new orders received by, the manufac-

turing sector in July ± indicate a continuation

of the vigorous economic growth. According

to the surveys conducted by the ifo institute,

a majority of respondents rated business con-

fidence optimistically, for the first time since

autumn 1995, and their expectations regard-

ing output levels were likewise more favour-

able.

The economic upswing continues to be

fuelled principally by exports. Since the begin-

ning of 1996 they have expanded substan-

tially from quarter to quarter; in the second

three months of 1997 they grew by almost

14% in real terms compared with the level

twelve months previously. As imports have

not been growing at an equally rapid pace, a

remarkable turnaround has occurred on bal-

ance in the current account. For the first time

since reunification, Germany ran an (admit-

tedly marginal) surplus on current account

with non-residents after seasonal adjustment,

following six years of regular and sometimes

sizeable deficits.
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The persisting buoyancy of foreign business is

largely due to the fact that the growth trends

on important sales markets for German

exporters have continued or even strength-

ened. Given contracting capacity reserves in

those countries, the demand for imported

products has increased all round. In addition,

German suppliers appear this year to have

regained market shares which they had pre-

viously lost. At all events, German exports

have risen far more strongly than real world

trade, the growth of which for the year 1997

is estimated at roughly 7% to 8% by the

major international organisations. That sug-

gests that German industrial goods are com-

petitive in terms of both price and quality.

The high level of German direct investment

abroad may have contributed to these sales

successes, particularly inasmuch as they

helped to tap new markets. But the principal

reasons were probably that the last wage

settlements were again moderate on the

whole, that enterprises have undertaken con-

siderable rationalisation efforts in Germany

and that the effect of the resulting cost

reductions has been reinforced externally by

the appreciation of major currencies, espe-

cially of the US dollar.

The real external value of the Deutsche Mark

against the currencies of the 18 most import-

ant industrial countries declined substantially

up to the beginning of August; it thereby

more or less regained the level that it had

reached at the end of the eighties. During the

summer months the Deutsche Mark appears

to have lost more ground in the foreign

exchange markets than was warranted by the

current economic fundamentals. On the one

hand, the boost which the German currency's

depreciation undoubtedly gave to foreign

business was welcomed by many firms. On

the other hand, the appreciation of the US

dollar, in particular, increased the danger of

importing inflation, not least via the higher

cost of imported energy. In the course of Au-

gust the Deutsche Mark again attracted more

positive valuations in the foreign exchange

market; previous excessive movements were

corrected in part. Nevertheless, by the time

this Report went to press, the Deutsche Mark

had recorded a real depreciation of over

4 1�2 % on a weighted average since the

beginning of this year.

In addition to foreign business, domestic

demand has meanwhile picked up, too. New

orders received by the manufacturing sector

from domestic clients have risen continuously

since the start of the year, with orders for

intermediate goods particularly to the fore.

All in all, the economic upswing is now more

broadly based, even if the momentum in the

domestic markets is not yet very pronounced.

It was notably private consumption which

revived in the spring months; after adjust-

ment for seasonal and working-day vari-

ations, in real terms it was 11�2 % higher in

the second quarter than in the first three

months of the year. It remains to be seen,

however, whether this represents a lasting

change for the better. At any rate, house-

holds' financial leeway for additional con-

sumer spending remained slight, in no small

measure owing to the fact that the number

of employed continued to decrease up to the

end of the period under review ± albeit at a
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slower pace. On balance, the higher private

consumption in the second quarter was partly

ªfinancedº by a decline in saving. The crucial

prerequisite for a sustained recovery of con-

sumption is a higher level of domestic invest-

ment; that will create additional jobs, which,

in turn, will raise the volume of disposable

income.

To date, however, no fundamental tendencies

towards increased investment have been evi-

dent. Despite the distinctly higher levels of

utilisation, the available technical capacity

apparently suffices to satisfy the increased

demand. Considerable new production cap-

acity has been created in eastern Germany, in

particular ± not least because of generous

government incentives ± and is being utilised

only gradually in the course of economic

expansion. The underlying conditions for in-

vestment are quite favourable. Corporate

profits are likely to have increased further in

the context of moderate wage settlements,

high productivity increases and low interest

rates. But these trends towards improvement

are perhaps not yet generally regarded as

being sufficiently assured. What is more, the

political uncertainty surrounding important

reform projects may be causing potential in-

vestors to adopt a wait-and-see attitude.

Greater clarity concerning the longer-term

outlook in respect of wage, fiscal and struc-

tural policies could contribute decisively to

boosting the propensity to invest and thus ±

in keeping with the pattern of previous recov-

ery phases ± to ªignitingº the second stage

of the upswing, following the initial stimulus

supplied by exports.

The construction sector is still in a business

cycle of its own. Although the demand for

construction work appears to have stabilised

in the second quarter, it is still running at a

low level following the sharp slump towards

the end of 1996 and in the first few months

of 1997. Few construction orders have been

forthcoming from industrial and commercial

clients, in particular ± mirroring enterprises'

reluctance to extend their capacities. The
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level of housing construction in eastern Ger-

many fell dramatically following the curtailing

of government incentives and signs of market

saturation in the wake of the preceding con-

struction boom. In western Germany apart-

ment house construction was likewise cut

back; the demand for one-family homes, by

contrast, remained comparatively high. All in

all, the construction sector is undergoing a

± doubtless unavoidable ± process of restruc-

turing, a fact which is also indicated by the

depressed prices in parts of the real estate

market. It is unlikely that this sector will pro-

vide any positive economic stimuli in the fore-

seeable future.

The cyclical recovery, which is quite consider-

able on balance, has not yet had any appre-

ciable effect on the labour market. Employ-

ment seems to be stabilising in the services

sector and also (albeit at a low level) in the

construction sector. Among industrial firms,

on the other hand, the reduction of person-

nel has continued right up to the present. At

34 million, around 530,000 fewer people

were employed in Germany at the end of

June than one year previously. By the end of

August, the number of unemployed had risen

by 470,000 over twelve months to nearly 4.4

million. Whereas in western Germany the

demand for labour did not fall further in the

summer months and the seasonally adjusted

unemployment rate was unchanged, in east-

ern Germany the officially registered number

of jobless persons rose appreciably. This was

due not only to the serious adjustment prob-

lems which continue to beset many east Ger-

man firms, but also in part to the fact that

the Federal Labour Office curtailed its labour

market policy measures under the impact of

the high deficits. The number of participants

in job creation schemes and vocational

further training programmes decreased mark-

edly.

If the unacceptably high level of unemploy-

ment is to be reduced decisively, it is crucial to

create jobs that will be lastingly competitive.

That necessitates gearing wage policy to the

objective of higher employment on a longer-

term basis, too, and introducing further

measures of flexibility into the labour and

goods markets. Advantage should be taken

of the present upswing to dismantle the per-

sisting structural rigidities and obstacles to

employment. Despite the strong export

growth and the encouraging progress being

made by the government programme for

more growth and employment, Germany is

still far from having solved the problems it

faces as a business location. The key criterion

for lowering the high level of unemployment,

as for achieving other objectives, is the pro-

pensity of domestic and foreign enterprises to

invest in Germany.

The prospects for price stability dimmed in

the summer months. The cost of German

imports rose substantially, mainly on account

of the appreciation of the US dollar. In add-

ition, the raising of prescription charges and

the changes in motor vehicle tax led to a

steep increase in administered prices. As a re-

sult, consumer prices showed a perceptible

upward movement after having been virtually

static between January and April this year.

The year-on-year rise in consumer prices up

to the end of August came to 2.1%; it thus

Labour market

Prices
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reached the upper limit of the medium-term

price assumption of between 11�2 % and 2%

which the Bundesbank incorporated in this

year's monetary target.

The price stability achieved to date must not

be jeopardised. The Bundesbank will there-

fore keep a particularly close eye on the

further movement of the inflation rate and of

those indicators which might point to any

signs of incipient inflationary pressures. The

provision of liquidity to the economy must

not allow any room for a further acceleration

in the upward thrust of prices. At the level of

the real economy, it is not inconceivable that

some enterprises may attempt to take advan-

tage of the higher rate of capacity utilisation

and the exchange-rate-related increases in

import prices in order to push through gen-

eral price adjustments. Notwithstanding such

risks, which have undoubtedly grown greater,

there is no cause at present to dramatise the

trend in prices. At the moment, falling

domestic unit labour costs ± owing, above all,

to sharp productivity gains ± still constitute a

counterweight to the ªimportedº trends

towards higher prices. But the crucial need is

for pay rises to remain moderate and for the

parties concerned to refrain from attempts to

neutralise the external price stimuli. The Bun-

desbank will pursue a monetary policy stance

designed to prevent such exogenous price

influences from becoming self-perpetuating

and from triggering further price increases

throughout the economy.

Fiscal and monetary policies

The overall public sector financial position in

the second quarter of 1997 was less un-

favourable than in the same period of 1996.

While the combined deficit of the Federal

Government and the Länder Governments

was roughly as high as a year before, the situ-

ation both of the pension insurance funds

and of the health insurance institutions con-

currently improved. Compared with the dis-

appointing first quarter, in which the overall

public sector deficit had climbed steeply, this

is quite a positive sign. The reduction in the

public sector deficit in the spring months was

due chiefly to continuing strict spending

discipline and the raising of the contribution

rate to the statutory pension insurance

scheme. On the other hand, the tax revenue

accruing to the central, regional and local

authorities was again lower than expected,
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although shifts in the timing of tax receipts

within 1997 also played a role. Whereas the

levying of wealth tax was discontinued at the

beginning of the year, the extra receipts from

the compensatory increase in the tax on the

acquisition of land and buildings and in inher-

itance tax will only make themselves felt in

the further course of the year.

However, the link between economic growth

and tax revenue has loosened further in gen-

eral, and there are no signs that this trend will

reverse. Consequently, all levels of govern-

ment remain under pressure to curb their ex-

penditure if the deficit is to be brought down

to a magnitude that is both tolerable and

consistent with the Maastricht Treaty.

According to the latest revision of the

national accounts just published by the Fed-

eral Statistical Office, in 1996 the public sec-

tor deficit (including the social security funds)

came to 3.5% of GDP, or to 3.4% if a further

statistical change in keeping with the Maas-

tricht Treaty is taken into account; it was thus

lower than previously estimated, in part be-

cause the social security funds recorded a

smaller deficit at the end of last year than had

originally been assumed. In the current year

the public sector is having to cope with a

number of burdens, such as the aforemen-

tioned tax shortfalls and higher payments for

unemployment relief. Nevertheless, the gen-

eral government deficit is likely to decline,

principally because the social security funds

look set to run a small surplus, following last

year's large deficit. The substantial privatisa-

tion proceeds to be expected in the autumn

of 1997 will further improve the liquidity and

budget situation, especially that of the Fed-

eral Government; however, that will have no

effect on the public sector deficit as defined

in the national accounts.

Fiscal policy makers are currently confronted

with the dual task of further reducing the

public sector deficit and concurrently helping

to improve the underlying conditions for Ger-

many's locational attractiveness through a

comprehensive reform of the tax and pension

insurance systems. A lowering of tax rates,

coupled with a widening of the tax base,

would make the tax system (which is current-

ly conducive to tax avoidance strategies)

more transparent, more efficient and, ultim-

ately, also more equitable. A speedy adoption

of the pension reform programme should

produce greater clarity concerning the future

distribution of the burdens arising from

demographic trends. There is a particular

need to lighten the heavy burden of non-

wage labour costs without jeopardising the

necessary reduction of the overall burden of

taxes and levies. The general aim should be

to bring the burden of taxes and levies back

down to the level which prevailed prior to

German reunification. All this will only suc-

ceed if the course of strict expenditure

restraint which is now being pursued is stead-

fastly continued at all levels.

The draft budget for 1998 submitted by the

Federal Government makes a major contribu-

tion to that objective. Expenditure growth

over this year's supplementary budget is set

at only 0.5%, while the deficit is to fall by

DM 13 billion. A number of crucial issues are

still unresolved, however, such as the 1998
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tax reform bill; moreover, the budget plans

might have to be amended, not least on ac-

count of the persistent weakness of tax rev-

enue. In the further budget debates the

charted course of reform and consolidation

should be adhered to. This would not only be

in the more narrowly defined national interest

but would also help in preparing the planned

monetary union with a stable euro.

In the recent past the Bundesbank has left

the discount and lombard rates unchanged at

2 1�2 % and 4 1�2 %, respectively, and the secur-

ities repurchase rate at 3.0%. This means

that the central bank interest rates, in part,

are still at the all-time low levels to which

they had fallen following the interest rate

reductions of April and August 1996. Owing

to the distinct weakening of the Deutsche

Mark in the foreign exchange markets, espe-

cially against the US dollar, however, the

monetary conditions in Germany have eased

further this year.

In the summer months the Bundesbank

switched from preannouncing the type and

terms of the weekly securities repurchase

agreements immediately after the meetings

of the Central Bank Council to announcing

them only on the day of the tender. The rea-

son behind the new method of announce-

ment, which corresponds to the practice that

prevailed until eighteen months ago, is the

changed monetary policy setting. The recent

exchange rate trend and the increased risks

to stability (which were partly associated with

it) implied that it would be appropriate to

remain flexible in the short term in respect of

interest rate policy options so as to be able to

respond quickly to a change in the underlying

conditions. To date, however, the Bundes-

bank has carried on using the fixed-rate ten-

der and has kept the repo rate at 3.0%.

Given the increased interest rate uncertainty,

rates in the money market rose a little, espe-

cially at the longer end. As a result, the yield

curve in the money market has steepened

markedly. That would appear to suggest that
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market expectations are geared to rising cen-

tral bank rates.

Monetary growth, which already slowed ap-

preciably in the spring following the sharp

rise in the money stock M3 at the beginning

of the year, has remained moderate on the

whole during the past few months. In June

the rate of expansion of the money stock M3

came within this year's target corridor of be-

tween 3 1�2 % and 6 1�2 %, which it had over-

shot in the first five months; in July it moved

further downwards from the upper reaches

to the middle of the corridor. In that month it

exceeded its average level in the fourth quar-

ter of 1996 by a seasonally adjusted annual-

ised rate of 5.7%, compared with 7% in

May. In the course of the past twelve months

the money stock M3 has grown by just over

6%. The narrow money stock M1, which

comprises the liquidity directly available for

transactions, expanded by 9 1�2 % over the

same period. By contrast, the money stock

M3 extended, which embraces M3 plus Euro-

deposits, short-term bank bonds and money

market fund certificates held by non-banks,

grew somewhat more slowly than M3. Given

the increased risks to price stability, the Bun-

desbank considers a further weakening of

monetary expansion to be appropriate.

On the one hand, the slower pace of monet-

ary growth in the past few months was attrib-

utable to the fact that monetary capital for-

mation at banks, which had come to a virtual

standstill at the beginning of the year, picked

up again somewhat. Between May and July

the monetary capital deposited with banks in-

creased at a seasonally adjusted annualised

rate of just over 5 1�2 %, compared with 4%

between January and April. On the other

hand, lending to domestic non-banks slack-

ened a little. That is true of both the private

and the public sector. In the case of lending

to businesses, however, this was mainly be-

cause banks purchased virtually no securities

from the enterprise sector. As such securities

transactions take place in the secondary mar-

ket as a rule, they do not directly affect new

lending to the issuers of such paper. By con-

trast, the demand for direct borrowing

remained comparatively strong. That applies,

in particular, to the housing construction sec-

tor, which was bolstered by the historically

low mortgage rates. One factor in the slow-

down in bank lending to the public sector

was that the Federal Government had greater

recourse to the capital market for a time.
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Capital market rates remained at a very low

level during the summer months. Conse-

quently, the financing terms for industry and

the government alike continue to be favour-

able. Following a temporary rise in March,

the yield on domestic bonds outstanding

declined to just over 4 3�4 % in mid-July and

thereby almost regained its all-time low. It

rose again a little subsequently. Interest rate

uncertainty increased at the same time. In the

middle of September capital market rates

stood at just over 5%. But only the rates at

the shorter end of the capital market

increased against the spring, whereas there

was little change in the term structure at the

long end. The yield curve in the bond market

has therefore flattened out. That indicates

that the shorter-term interest rate and price

prospects have worsened, whereas the long-

term inflation outlook apparently continues

to be rated not unfavourable. In order to

strengthen these expectations and to durably

avoid an increase in the inflation premium

and risk premium in capital market rates, it is

essential to nip inflationary dangers in the

bud. That requires especial vigilance on the

part of the central bank, particularly in situ-

ations in which the various monetary and real

economic indicators provide a mixed picture ±

for example, because of rapidly changing

conditions in the financial and foreign

exchange markets.

Capital market
rates


