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SUMMARY

1. The raeleaze of Q4 19BE detesiled statistics has caused many
economists to revisd upwards their forecast for economic growth
this year. Consensus now building around 3% real GNP growth.
Inflation and domeastic consumption Are worrlies, but investnent
and foreign trade are expected to provide the main impulses.
(Para. B) = — i '

2. HNegotiaticns underway for the 1950 budget. Pressures
increasing for more spending on measures to help refugees and
asylum seekers. But the Federal Finance Minister has stressed
tha limitations on his roocm for manceuvre. Supplementary budget
to be introduced after Easter to cope with additional spending
this year. (Para. 2) =

3. Onemployment in February fell tng%;g_gilliun funadjusted) or
g%. Employment in January rose by 150,000 compared toc the same

month last year. Much of the improvement attributed to the mild
winter weather. (Para. 10)

4. January business climate survey recorded a slight drop but
confidence remains high. Factory gata price risas in the
pipeline. Hew orders fell by 2.5% in January mainly due to slack
foreign demand. "But production increased by 1.5%, led by the
continued strength of the capital goods sector. Construction
output surged by 26.5%. (Faras. 11 to 14)

5. Inflation, cost of living index, in February confirmed at
2.6% for the second consacutive month. Menth on month, the
retazl pEIEa index edged up by 0.3%. Private consumption remains
gncertain but some slowdown expected. (Paras. 15 to 17)

6. Stock markets lost ground due to uncertainty over interest
rates, but evidence cf =ome recovery going into March. FPressure
en interest rates eased as the Bundesbank made clear its
intention to avoid any increasa for the time being. Money supply
(M3) accalaratad in January above the target of "around 53".
[FParas. 1B to 21)

7. Provisional current account figures for January indicata a
surplus of DM 10.8 billion compared with on DM 4.7 billion in
January 1988. Long-term cutflows on the capital account remained
high. FRG/UK trade to the end of December 1988 recorded a
surplus in favour of the FRG of DM 22.4 billion compared with

DM 17.2 billion in 1987. (Paras. 22 to 25)




DETARIL
THE ECONOMY

8. Economists have begun to revises upwards thelr forecasts for
growth this year as the release of detailed Q4 1588 statistics
indicates a strongez than expected carry-over in crucial
components.- The continuing strength of exports and domestic
investment are expected to provide the main impetus. In a Epring
survey of 15,000 companies, the Association of German Chambers of
commerce forecast growth approaching 3% and the usually more
pessimistic supply-side forecast cof the Kiel institute has been
revised to 2.9% growth of real GNP this year. But analysts
mentinue to sea danger in the rise of inflaticn and this,
together with. increases in consumer taxes, is expected to retard
domestic consumptien. The Hamburg institute forecast that
private consumpticn weuld increase by only 2% in real terms. All
the main industrial sectors are, however, reporting continued
high investment plans from companies.

PUBLIC SPENDING

9. With negotiations for the 1990 budget well underway the
Federal Finance Minister has been stressing the limits on the
Government's sbility to provide money for additional spending
plans. A series of meetings involving spending Ministers and
Finance Ministers of the lander has taken place. But pressure is
pbuilding on the Government to put additional resources into,
social security and housing among other areas, in the wake of the
coalition's poor showing at the peolls in Berlin and Frankfurt.
The Federal Construction Minister has called for Government
assistance ts snable 300,000 new dwellings to be completed this
year. In the meantime, Stecltenberg has announced that he intends
tes introduce a supplementary budget after Easter, the second year
in succession that he has had to take such action. The measure
iz needed to cover additional spending on a special university
rebuilding programme, additional personnel costs assoclated with
proposals for stricter export controls and higher expenditure
caused by the continued inflow of asylum seekers and refugees,
mainly from eastern Eurcpe. The size of the supplementary budget
is not yet known.

LABOUR AND SOCIAL AFFAIRS

10. The number of unemployed in February fell by 25,B00 or 1% ©o
2,304,800 (unadjusted). In seasonally adjusted terms this
represents the ninth consecutive monthly fall (Figs. 1 and 2).
The unemployment rate eased from 5% to B8.9%. Compared to a year
garlier unemployment has fallen by 211,700 or B%. Franke,
Fresident of the Federal Labour Office, stated that the figures
were further evidence of the continuing improvement on the labour
parket but cautioned that the exceptionally mild weather was
overstating the improvement. Shert-time working rose in February
dus to seascnal factors but was still 43% down on a year earlier
whila the number of wvacancies at the end of the month was 23%
higher. Employment figures are also encouraging with provisional
January estimates showing a rise of 190,000 on a year earlier.
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BUSINESS CLIMATE

11. The latest Ifo survey of the mocd within industry, covering
January, shows a slight decline on the high levels recorded in
recent months (Figs. 3 and 4). This is due mainly to a dreop in
the number of firms expecting further improvement in the coming
six months and a more cautious view of export prospects for the
next three months. Nevertheless, demand levels, reflected by new
orders, remained high with output also rising. Froduction plans
for the next three months indicate further expansion. On the
negative side, reports of price increases have increased
substantially with the upward trend in prices far more marked
than a year age. The retail sector raported an upturn in business
compared to December with turnover rising in real terms. Returns
from the capital goods sector suggest an accelearation in output
over the coming months which should be particularly strong in the
mechanical engineering sector. The electrical engineering sactor
remains optimistic on export prospecte. The mood within the
construction industry remains positive with capacity utilisation
reaching 65% against only 58% a year earlier.
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NEW ORDERS

12, Following the strong rise recorded in December (+4.5%),
provisional new order figures for January show a 2.5% decline in
ovarall demand with domestic orders easing only marginally (-1%)
while foreign orders dropped by 5.5% (Figs. 5 and 6). Capital
goods demand fell off by 3%. However, the two-monthly comparison,
Dacember/January on October/November, illustrates the underlying
strength of incoming orders showing a rise of 4% in total demand
with domestic orders (+5.5%) gaining ground more rapidly than
foreign orders (+2%). Overall demand for capital goods was up by
4%, while consumer goods orders climbed 4.5%. Compared to the
corresponding period a year earlier overall demand was 12.7%
higher in volume terms, with domestic demand up 13% and foreign
demand 12.3% higher. Capital goods orders WwWare an impressive
15.5% higher than a year earlier followed by consumer goods
(+9.5%) and basic and producer goods (+9.2%) .
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PRODUCTION

13. output figures for January show a marked upturn on Decambar,
rising by 1.5% (Fig. 7). Manafacturing cutput (Fig. B8) rose by
0.5%. The two-monthly comparison, Decembar/January on
October/November, underlines the recent strength of the producing
gactor showing a rise in manufacturing output of 2%. Expansion
has bean led by capital goods (+2.5%) followed by basic and
producer goods and cénsumer goods (both +1.5%). Compared to the
corresponding two-month period a year earlier, overall

. manufacturing output was 6.5% higher with capital goods leading
the way (+8.2%), followed by basic and producer goods (+7.4%) and
consumar goods (+3.5%).
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CONSTRUCTION

14, The excepticnally mild winter has again led to a surge in
construction output (Fig. 9). Provisional January figures show &
leap of 26.5% ceompared to December. The two-monthly Comparison.
December/January on October/November, also shows a markxed
jherease in activity, up by 15%. Compared to the corresponding
twa-month period a year earlier cutput was 7.5% higher. Despite
this impressive start to the year, the consensus opinion is that
the growth in construction output over 1989 as a whole is likely
+o be lower than in 1988 at little more than 2%.
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PRICES

15. In February the annual rate of inflation, cost of living
indayx, remained at 2.6% as in January. Month-on-month prices
rose by-0.3%. The index excluding petroleum products was 2.1% up
on a year earlier. Expectations for the year as a whole suggest
average inflation of around 2.5% but some concern has already
been expressed that the trend will remain upwards with inflation
climbing to over 3% in 1990.

16. The retail price index in February rose by 0.3% on the
previous month with the annual increase edging up to 1.5% after
1.5% in January. Other price indicators are for January. The
year-on-year rise in whelesale prices accelerated to 5.1% after
3.5% in December. Industrial producer prices moved up 1%
month-on-month with the annual increase climbing to 2.9% after
1.9% in December. Impert prices rose sharply in January, up 2.2%
on Decembar with the annual rise jumping to 5.9% from 3.5%. The
annual rise in export prices rose to 4% from 31.5% in Dacember.
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PRIVATE CONSUMPTION

17. This early in the year there is little conclusive evidence
of the direction private consumption is taking. Retall trade
turnover figures, the most readily available indicator, suggest a
lively start te the year with nominal turnover irl January rising
by 6.4% on a year earlier, & rise in real terms of 4.2%. Demand
was particularly strong in the motor vehicles sector clesely
foallowed by furniture and fittings. However, it is unlikely that
this momentum can be maintained and most commentators have
predicted a slowdown in private consumption growth over the year
as @ whole to between 2% and 2.5%. Much will depand on CORSUmers’
reaction to the increasing bite of tax increases and their
resulting behavisur with regard to savings.

STOCK MARKETS

18. Ceoncern about the possibility of higher interest rates
=sntributed to German stock markets losing ground during the
second half of Feabruary. All the main indices fell back sharply
to their lowest levels this vear (Figs. 12 to 14). But further
indicaticns of the continuing strength of economic activity
together with a growing conviction that the Bundasbank was
sontent for interest rates to remain at current levels for the
cime being, produced a return of confidence in equitlies.
Activity was boosted further by renewed interest from foreign
investors. rock market indicators recorded further tentative
improvements on 15 March.

18. The Association of German Stock Exchanges, the umbrella
organisation for the eight stock markets, issued 1Ts annual
repert on 14 March. In a foreword to the reporx, the Federal
Finance Minister charted the developments which have taken place
on demestic financial markets in the past year which he stressed
ware intended to form the framework for strengthening Germany's
position as a major Eurocpean financial centre. The report went
on to emphasise the importance of competing the raform of German
financial markets - legislation to revise the Stock Exchange Act
is currently before Parliament - to increase their
competitiveness before 1892, A decisive step towards this would
come with the opening of the new futures and options market
axpected by the end of the year.

%







INTEREST RATES .

0. Pressure for higher interest rates eased in Frankfurt as the
Bundesbank relaxed slightly its previcusly tight monetary

sc=arnce. Despite intense speculation caused bY higher ratas
internaticnally and higher domestic ilnflation, the Cantral Bank
Council resisted the temptation to increase the formal Discount
or Lombard Rates. The interest rates have remained stable at 4%
(Discount) and €% (Lombard) since 20 January 1985. Professors
Schlesinger, Deputy President of the Bundesbank, and Gleske, the
Director responsible for international monetary guestions,
dispissed suggestions that the Bundesbank favoured a more
restrictive monetary policy. To underline the policy, at its
most recent securities repurchase transactions the Bundesbank
reverted to fixed rate tenders of 5.8%. Call money fell as a
-asult below &6%. Having pushed up towards the 7% hurdle,
-hres-month FIBOR eased slightly to stand at €.7% on 15 March
(Fig. 15). But confirmation of 2.6% inflation in Fabruary, the
samond consecutive month at this level, maintained pressura on
long-terz interest retes. Yields on bonds ocutstanding fluctuated
around 7%. Market sentiment expects long-term interest rates to

remain high.
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MONEY SUPPLY

« 21, Having slackened in December, money supply growth in January
sccelerated once morea with strong public sector credit and low
monetary capital formation pushing up M3 growth more than usual
at =hea turn of the year. The December/January mean shows
seasonally adjusted M3 growth of 6.8% at an annual rate,
excaeding the average Q4 1388 level by 6.4%. M2 vas 7.5% higher
while M1 expanded by 11.5%. Overall private sector credit in
January eased on December, as usual early in the yaar, although
long-term lending continued to expand. Monetary capital formation
which had been weak throughout 1588 was practically negligible in
January - indeed in seasonally adjusted terme it actually
declined, thus contributing tec the strong rise in overall

monatAry growth.
10




CURRENT ACCOUNT

22. Deja vu! Provisional figures fcr January shoW B current
account surplus of DM 10.8bn compared with only DM 4.7bn a year
garlier and DM 10bn in December 1988 (Fig. 16). Special factors
on the invisibles side which considerably reduced the traditicnal
daficit in this area pushed up the overall surplus. Foreign
trade figures show the visible trade surplus sasing back from

DM 13.5bn in December to DM 11.8bn in January, but this too is
well up on a year earlier (DM 8.5bn). The statistics reveal a
huge 39% year-on-year increase in both exports and imports, but
these results are disterted by the low returns last year
following the introduction of the Single Administrative

Document. Taking December and January together and comparing the
ragult with the preceding two-month pericd reveals a rise in
exports of 3% while import levels were steady. ©On the invisibles
side the daficit fell sharply from DM 3.6bn in December tc DM 1lbn
in January, influenced by special factors as stated above. On
the one hand capital transfer payments swung inte surplus to the
tune of DM 1.4bn while on the other the Federal Republic enjoyed
rara net receipts from the EC totalling DM 0.7kn.
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CAPITAL ACCOUNT

23. Long-term capital ocutflews in January remained at tThe high
December level of DM 9bn. Domestic purchases of foreign
securities surged further ahead, reaching a net wvalue of

DM 11.2bn after DM 8.7bn in December with the emphasis on
M-dencminated fereign bonds (DM 4.1bn net) ahead of foreign
currency bonds (DM 3.lbn). Foreign interest in German securities
was weak with net cutflows of DM 1.7bn - although foreign
purchases of German shares totalled CM 1.1lbn, this was outwalighed
by net sales of fixed-interest securities and debentures. On
shoert term capital account there were inflows of DM 2.4bn.




FRG/UK TRADE (12 months enced DECEMBER 1985

28 TIn the twelve months to the end of December 1%8E8 FEG s‘.mp-:-rts.
from the UK totalled DM 30.5 billion, 6.5% of total FRG

imports. In 1987 the market share had been 7.2%. While tortal
FRG imports in 1988 rose by 7.4% over 1987, jmports from the UK
recorded a 3.6% increase. FRG oil imports from the UK fell by
24.9% year-on-year with the UK share of total cil imports falling
teo 26.5% from 32.7%. Excluding oil, total FRG 1imports rose by

2%, while non-oil imports Irom the UE were up by 9.8% so that tha
UE share of the non-oil import market edged up to 6.2% from 6.1%

a year earlier (Fig. 17).
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s5. FRG exports to the UX in 1988 rose by 13.4% year-on-year
against a rise of 7.7% in total FRG exports with the proporticn
of FRG exports destined for the UK climbing from 8.8% to 9.3%.
The trade gap in favour of tha FRG rose frem DM 17.2 billion in

1587 to DM 22.4 billlion in 19848.
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