
IG Metall, the German industry union,
pre-announced a claim of “up to 5%”
for the 2006 wage round, at the top end
of expectation on December 10 last
y e a r.

Despite containing bonus payments
worth 1% of the total, the claim reflects
traditional IG Metall bargaining strate-
gies and politics.

Although the wage round will only
heat up in February/March 2006 the
claim sends a negative signal to other
unions in the euro area and to the ECB.
It will exacerbate dismissal pressure
rather than inflation pressure if it coin-
cides with a recovery of the euro.

Our working hypothesis for the com-
ing benchmark wage agreement in the
metal and electrical engineering indus-
try starting in March 2006 was reason-
able wage growth, similar to the last
one, amounting to a 1.9% rise in eff e c-
tive wages.

But the IG Metall wage commission’s
claim, aiming for a 5% wage increase
instead of 2004’s 4%, brings this into
question. 

On top of its wage claim the union
aims for additional leverage, emphasis-
ing its target of a one year contract
instead of the two year one asked for by
employers, indicating that it would aim
for a VAT o ffset in 2007.

Although the pre-announcement of
the wage claim is part of the negotiating
ritual, with the actual settlement usually
coming in at 50% to 60%, even this
would seem in stark contrast to the cur-
rent situation in the manufacturing
i n d u s t r y. Instead it reveals a traditional
pattern of IG Metall wage bargaining, a
sort of crisis driven progress which
could be characterised as follows.

• The principle of benchmark agree-
ments with particularly profitable larg e
firms in the region of North-

ECB president Jean-Claude Tr i c h e t
announced the governing council’s
decision to leave the ECB’s key inter-
est rates unchanged in his prepared
statement to the monthly press confer-
ence on January 12.

Trichet said that the information that
had become available since the
December decision to raise rates by 25
basis points supported the view taken
then — that an adjustment of the very
accommodative monetary policy
stance had been warranted.

He said the policy stance was still
accommodative, with interest rates still
historically low in both nominal and
real terms.

He said too that the governing coun-
cil would continue to monitor closely
all developments with respect to risks
to price stability over the medium
t e r m .

In response to a direct question in the
subsequent Q&A session, Tr i c h e t
implied that the possibility of a further

increase in interest rates had been dis-
cussed this time.

Trichet said that the wisdom of a
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Following four quarters of weakness,
growth in the euro area and in Germany
recovered to 0.6% q/q in Q3 2005,
clearly above potential. This could
mark the beginning of a sustained
r e c o v e r y.

The European Commission, in its bi-
annual forecast, expects GDPgrowth to
dip only slightly in Q4 2005 (to 0.4%)
and then resume 0.5% growth —
broadly in line with potential. Germany
is likely to be the main risk factor in
this equation, on both the upside and
d o w n s i d e .

Germany's growth trajectory is seen
as more patchy — falling back to 0.2%
in Q4 and 0.4% in the first three quar-

ters of 2006. This would repeat the see-
saw pattern, which has been sympto-
matic of the current recovery (since
2003), reflecting dependence on
exports and, to a lesser extent, machin-
ery investment.

The economic environment could
accentuate growth divergence both
within Germany and between Germany
and the rest of the euro area: the
German economic research institutes
estimate the sharp rise in energy prices
to subtract 0.5% from GDP g r o w t h ,
most of which will be borne by private
consumption, while the weakening of
the euro removes a drag on export
g r o w t h .

German, French GDP n u m b e r s
presage euro area recovery

IG Metall 5%
claim sparks ECB
fears of inflation
and contagion
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At December’s monetary policy meet-
ing the ECB governing council was
divided over whether an increase in
interest rates was warranted. The deci-
sion to announce a 25bp rise was a
compromise between those members
who saw no immediate need to tighten
policy and those arguing for a 50bp
i n c r e a s e .

ECB president Jean-Claude Tr i c h e t
said the main factors underlying this
decision were recent data and survey
evidence that economic activity had
strengthened in the second half of

2005, headline inflation continuing
significantly above 2%, evidence of
increased upside risks to price stability
coming from the monetary analysis
and the need to maintain inflation
expectations anchored firmly.

Information which has become
available since the decision will do lit-
tle to persuade those who had resisted
a rate increase that they had been
wrong to do so, and may even give
those who were urging a 50bp rise
some pause for thought.

The headline inflation rate has con-
tinued to subside but remains above

that which the
ECB regards as
that consistent
with price stabili-
ty in the medium
term. A d v e r s e
y e a r-ago base
e ffects suggest
that inflation
could move back
up temporarily in
J a n u a r y. 

Core inflation
remains subdued
at 1.5%, showing
little sign of the

feared pass-through from high energ y
prices. Inflation expectations, as meas-
ured by break-even inflation rates on
indexed bonds, have edged back down.

There is also little evidence of sec-
ond-round effects on industrial pro-
ducer prices or on labour costs.

Despite the strengthening of GDP
growth and domestic demand in the
middle two quarters of 2005, there is
little concrete evidence yet that this
was sustained in the final quarter of the
y e a r. Industrial production and new
orders fell back in October, and the
volume of retail trade was virtually flat
in October and November, while the
fall in unemployment came to a halt.

Only the evidence from survey-
based indicators suggests that the euro-
zone economy remained buoyant
through to the end of 2005.

On the monetary front, there are ten-
tative signs that the tide may have
turned, although the evidence is
a m b i v a l e n t .

M3 growth, although still uncom-
fortably high, has slowed. So has the
growth of its most liquid components,
and the liquidity overhang has con-
tracted a little. But bank lending to
companies and households remains
s t r o n g .

Overall there is not the evidence to
build a consensus on within the gov-
erning council for a further rise in
interest rates — even if monetary poli-
cy remains accommodative and short-
term rates are barely positive in real
terms after last month’s hike.

So we do not expect a further tight-
ening until March at the earliest. T h e n
the governing council will have seen
E u r o s t a t ’s flash estimate of GDP
growth in Q4 2005 and the ECB staff’s
March update of the macroeconomic
projections produced by the
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John Arrowsmith

• December economic data not pointing to further rate rise in
J a n u a r y.
• Indications of weaker activity in Q4 2005 and some easing of
monetary growth.
• Upside risks to inflation remain but still no signs of significant
pass-through from energy prices to other prices. Labour costs
remain restrained and inflation expectations subside.
• 25bp rate rise likely in March or April on the back of GDP g r o w t h
estimate for Q4 2005 and ECB staff macro forecast update.
• 50bp possible if inflation/expectations appreciably above 2%.
• Further rate rise, to 3%, expected by end 2006.



Eurosystem/ECB staff in December.
If these indicate continuing robust

growth, we would expect the govern-
ing council to raise rates by 25bp even
if inflation appears to be coming down,
and possibly by 50bp if inflation
remains stubbornly above 2%.
Consensus-building in the governing
council might delay a decision until
April however.

Looking further ahead, if GDP
growth remains entrenched at an annu-
al rate close to or above its potential
rate of around 1.75%%, we would
expect the ECB to raise rates further in
the course of the year to perhaps 3% by
the end of 2006.

This view is broadly in line with the
22 market economists polled in FT
D e u t s c h l a n d ’s latest monthly interest
rate survey. 

All but one are expecting a 25bp
increase in the ECB’s main refinancing
rate to 2.5% by March, with a further
rise to 2.75% or 3% by the end of the
y e a r.

Costs and prices

The MUICP headline rate of inflation,
which had edged down from 2.6% in
September to 2.5% in October, eased
further in November to 2.3%, slightly
lower than Eurostat’s earlier flash esti-
mate of 2.4%.

According to the latest flash esti-
mate, the downward trend in headline
inflation continued, to 2.2% in
D e c e m b e r, although this will have
been more than accounted for by a
quite strongly favourable year- a g o
base effect of 0.4 percentage points.

This would imply a month-on-month
increase in prices in December 2005 of
0.3%, compared with a fall of the same
order in November, and could herald
an up-tick in the headline rate in
January 2006, when the year-ago base
e ffect will be strongly positive.

Analysis of the underlying compo-

nents of the headline inflation figures
h o w e v e r, provides some reassurance
that there is no serious oil price pass-
through beyond the energy sector yet.

Core inflation on the ECB’s pre-
ferred measure (excluding energy and
unprocessed food), which had risen
fractionally from 1.3% to 1.4%
(revised from 5%) in September and
again to 1.5% in October, was
unchanged at 1.5% in November. On
the narrower definition (excluding
e n e rg y, food, alcohol and tobacco) pre-
ferred by some outside commentators,
core inflation was also unchanged at
1.4% in November.

But the ECB has recently down-
played the significance of core infla-
tion concepts, saying they have tended
to be lagging behind rather than lead-
ing indicators of headline inflation.

Latest data on
industrial producer
prices suggest a
very limited feed-
through from high
e n e rgy prices so
f a r. The aggregate
figures show the
monthly rise in
p r o d u c e r s ’ p r i c e s
a c c e l e r a t i n g
slightly from 0.4%
in August to 0.6%
in October but
going into reverse
in November

falling by 0.2% to a level 4.2% higher
than a year ago.

Although this was largely attributa-
ble to a 1.6% fall in energy prices, the
rise in producer prices excluding ener-
gy slowed from 0.3% to 0.1% in
November to register, as in October, a
12-month rate of increase of 1.4%.

Newly released labour cost data
show that the annual rate of increase in
total hourly labour costs in the euro-
zone economy as a whole, which had
slowed from 3.2% in Q1 2005 to 2.5%
in Q2, slowed further, to 2.2% in Q3,
the lowest rate of increase since Q4
1 9 9 9 .

Taking industry on its own, the slow-
down was less pronounced, from 3.3%
in Q1 to 2.5% in Q3, whereas in con-
struction it was much more marked,
from 3.1% to 1.5%, while the rise in
labour costs in the services industries
slowed from 3.1% to 2.1% over the
same period.

The moderate tightening of labour
market conditions which took place
during the spring and summer of 2005
has come to an end, helping to allevi-
ate ECB fears that labour cost pres-
sures might re-emerge with high levels
of structural unemployment.

The seasonally adjusted unemploy-
ment rate, which had fallen from 8.8%
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Industrial Producer Prices
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Further rate rises from ECB likely from March, A p r i l

in March to 8.3% in September,
remained at 8.3% in both October and
N o v e m b e r.

Fears that inflation expectations
were drifting upwards, voiced by the
ECB and cited as one consideration
behind the December 2005 interest
rate rise, now appear to have been
o v e r d o n e .

Between June and October, break-
even inflation rates on indexed medi-
um- to longer-term euro area govern-
ment bonds, which had fallen below
2%, rose by about 20 basis points, but
in the following two months they have
subsided and are now at or even slight-
ly below 2%.

The slight weakening tendency dis-
played by the euro since the summer of
2005, bringing with it fears of addi-
tional external cost pressures, has been
halted and even slightly reversed in the
past few weeks.

The euro’s effective exchange rate,
having eased 1.6% between A u g u s t
and November, was on average 0.2%
higher in December, at a level 6.0%
lower than a year earlier and 3.4%
lower than two years ago.

Demand, output, confidence

Detailed data released the day before
the governing council’s December
meeting confirmed Eurostat’s earlier
flash estimate that real GDP growth
picked up sharply to 0.6% in Q3, from
0.3% (revised down from 0.4) in Q1
and 0.4% (revised up from 0.3%) in
Q2, to a level 1.6% higher than in Q3
2004.

The data also showed that the recov-
ery and broadening of domestic
demand seen in Q2 was sustained in
Q3, contributing 0.3 percentage points
to GDP growth in both quarters.

This was undoubtedly an important
consideration underlying the

December 2005 rate rise.
Of the main components of domes-

tic demand, household consumption
contributed 0.2pp to GDP growth in
Q3, compared to 0.1pp in Q2, fixed
investment contributed 0.3pp, up from
0.2pp, and the contribution from gov-
ernment consumption was unchanged
at 0.1pp, but a net run-down of stocks
made a negative contribution of 0.3pp.

A sharp acceleration in export
growth in conjunction with a modest
acceleration of imports resulted in a
positive 0.3pp contribution from net
trade in Q3 compared with a 0.1pp
negative contribution the previous
quarter.

Indicators of economic activity so
far in Q4 present a less buoyant and
more fragile picture. Industrial pro-
duction, which had fallen by 0.3% in
S e p t e m b e r, fell a further 0.8% in
October, to a level only 0.1% higher
than a year ago. Output was on aver-
age only 0.3% higher than in the pre-
vious three months.

The latest month’s data for industri-
al new orders are also somewhat dis-
appointing, although the underlying
picture remains reasonably buoyant.

Continued from page 3
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If GDP growth remains
entrenched at or near

potential, rates may rise
in the course of the year,
to 3% by the end of 2006



Having increased by 1.6% (revised up
from 1.1%) in September, new orders
dropped back 0.5% in October but
were still 4.4% higher than a year ear-
lier. On average over the three months
August-October they were 0.9% up on
the previous three months.

The volume of retail trade, a series
which also fluctuates quite widely
from month to month, had shown
signs of resuming an upward trend
since the spring but, having fallen by
0.7% in September, is now seen as
having recovered only slightly in
October by 0.2% (revised down from

0.4%) and to have edged down 0.1%
in November to a level only 0.3%
higher than a year earlier. Over the
three months to November, retail sales
volumes were 0.2% down on the
three-month period to August.

In contrast, information from the
European Commission’s survey-based
confidence indicators suggests that
economic confidence continues on an
upward trend.

The Business Climate Indicator,
which had been climbing fairly steadi-
ly since May 2005 and from
September had been above its long-

term average, dipped slightly in
November but recovered strongly in
December, with an improvement in all
underlying components, to a level
close to that registered around the turn
of 2004/2005.

The Economic Sentiment Indicator
has followed much the same pattern,
rising back above its long term aver-
age in December following a slight
dip in November, as confidence recov-
ered in the industrial, consumer and
retail sectors, although it deteriorated
slightly in the construction and servic-
es sectors. n
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Latest data for the monetary aggregates
suggests that the growth of liquidity,
although still very rapid, has started to
s l o w.

The annual rate of M3 growth has
declined for two months in a row, from
8.5% in September to 8.0% in October
and 7.6% in November. The three
month average of the annual growth
rates of M3 has also turned down, from
a peak of 8.2% in August-October to 8.0
in September/November.

The six-month growth rate (annu-

alised), having peaked at 10.6% in
S e p t e m b e r, fell back to 9.3% in October
and 8.4% in November. The annual
growth rate of M1, having edged back
up slightly from 11.1% to 11.2% in
O c t o b e r, dropped to 10.6% in
N o v e m b e r.

Among the asset counterparts of M3,
h o w e v e r, the annual rate of growth of
loans to the non-bank private sector, has
continued to accelerate, from 8.7% in
September to 8.9% in October and 9.0%
in November.

Seasonally unadjusted data show the
rise in lending for house purchase and in
consumer credit to have accelerated in
November as did the growth of con-
sumer credit and of loans to non-finan-
cial corporations. The annual growth
rate of credit extended to general gov-
ernment picked up sharply in
N o v e m b e r, from 1.9% to 3.5%.

The recent slowing of monetary
growth has helped curb the expansion of
the liquidity overhang. The M3 Money
Gap narrowed in October and
November in nominal terms although in
real terms, having narrowed in October,
it widened slightly in November as the
consumer price index fell that month. n

The monetary analysis

Growth of M3 and Bank Loans to Private Sector
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“college” was not achieved by coming
with a particular view and leaving with
the same view after voting, but by
exchanging views and reflecting on
them, deepening one’s understanding.

He went on to say that the decision to
leave rates unchanged was unanimous.

Trichet was invited to comment on
the market expectation that there would
be a further rate increase in March.

He said that investors and savers had
pretty well captured and interpreted the
message communicated at the
December 1 press conference, includ-
ing what was in the market for possible
future decisions.

He stressed several times that the
governing council would act and do
what was necessary, when it was neces-
s a r y.

Comment: The fact that the pre-
p a red statement, which will have
been agreed by the governing coun-
cil, again describes the policy stance
as accommodative and interest rates
as historically low, suggests that gov-
erning council members see a need
f o r a furt h e r rate rise before long.

Tr i c h e t ’s reply to the question
about market expectations is a clear
indication that he believes a consen-
sus to act on this can be reached at
the March 2 meeting.

The economic analysis

The prepared statement asserted that
G D P growth had improved in the sec-

ond half of 2005 as the ECB had
e x p e c t e d .

In support of this it cited Eurostat’s
first full estimate of 0.6% GDP g r o w t h
in the third quarter, up from 0.4% in the
second, and the stronger contribution
from domestic demand

In addition, recent economic indica-
tors and survey data supported the view

that the momentum was “broadly main-
tained” in the fourth quarter and that
this would continue in the first months
of 2006.

Repeating the mantra of past state-
ments, it also asserted that the condi-
tions remained in place for sustained
growth, in line with the ECB staff’s
projections and other forecasts, but
conceded that risks to the growth out-
look remained on the downside
because of volatile oil prices, global
imbalances and consumer confidence.

Questioned about the ECB’s confi-
dence about the outlook for growth,
Trichet said that all the information
available since the governing council’s
decision at the beginning of December
confirmed their working assumption
that the euro area was progressively
reaching a rate of growth that was close
to, at, or around, potential.

To a further question he replied that
if the economy were to develop and
continue at a level of growth which was
significant, this would augment the
risks to price stability.

Trichet downplayed the slowing of
the headline inflation rate to 2.2% in
December from 2.5% in October and
2.3% in November, attributing the
decline to some relaxation of earlier
tensions in oil and petrol markets.

He added that inflation was expected
to remain elevated in the short term
because of recent oil price increases
and announced increases in adminis-
tered prices and indirect taxes as well
as adverse base eff e c t s .

Beyond the short term he saw the
possibility that indirect effects of past
oil price increases on other components
of the price index might materialise.

All this was consistent, he said, with

The main points from the January 12 meeting of the ECB gov-
erning council:
• ECB president Jean-ClaudeTrichet hinted at further rate rise
in March.
• Monetary policy was still accommodative, rates were histori-
cally low and what was in the market "pretty well captured" the
governing council’s December 1 message. 
• The governing council would continue to monitor all develop-
ments with respect to price stability risks very closely and
would act and do what was necessary when it was necessary.
• GDP growth momentum seen as maintained in Q4 2005 and
through into 2006, progressively reaching a rate close to, at, or
around, potential. 
• Inflation expected to remain elevated in the short term, with
risks remaining on the upside beyond that.

ECB hints at further rate rise in March,
25bp likely, 50bp storm signal possible

Continued from page 1

Jean-Claude Tr i c h e t ’s
statement describing the

governing council’s policy
stance as accomodative,
and current interest rates

as historically low, 
suggests that the ECB

sees the need for a further
rate rise before long.

Conclusion: Trichet gave a clear indication that he feels a
consensus can be reached to raise rates again on March 2,
on the back of further healthy GDP growth numbers, inflation
persisting above 2% and continuing strong money and credit
g r o w t h .

We would expect this to be a 25bp rise in the refi rate,
unless the feared pass-through and second round eff e c t s
from energy prices start materialising and inflation expecta-
tions start to turn upwards again, in which case the ECB
could hoist a 50bp “storm signal”.

In either eventuality, we expect the rate to be lifted further,
to 3%, by the end of the year. n
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the December staff projections but
risks — including further oil price rises
and additional increases in adminis-
tered prices and indirect taxes, as well
as potential second-round effects in
wage- and price-setting — remained on
the upside.

Comment: Although we had inter-
p reted recent monthly data as point-
ing to somewhat weaker G D Pg ro w t h
in the fourth quart e r, the ECB
appears confident that the stro n g e r
g rowth seen in the third quart e r h a s
been maintained

The ECB believes that this gro w t h-
will be sustained in 2006, thus vindi-
cating the staff projections of gro w t h
at, or even slightly above, potential,
this year and next.

This implies that the governing
council foresees a gradual emergence
of demand pre s s u res and hence a
need to raise rates before this trans-
lates into a price and wage spiral.

Tr i c h e t ’s remarks about the infla-
tion outlook seem to point to a
heightened concern about the possi-
bility of pass-through and second-
round eff e c t s .

The monetary analysis

According to Trichet, monetary devel-
opments were also pointing to upside
risks to price stability over the medium

to longer term.
Although moderating somewhat in

N o v e m b e r, the annual growth rate of
M3 remained very robust, driven by its
most liquid components and stimulated
by the low level of interest rates.

Liquidity remained ample on all
plausible measures and the already
rapid growth of loans to the private
sector — and mortgage borrowing in
particular — had strengthened further.
n
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Eurozone Barometer Consensus forecasting: euro area 2005 to 2010
2 0 0 5 e 2 0 0 6 f 2 0 0 7 f 2 0 0 8 f 2 0 0 9 f 2 0 1 0 f

Gross domestic product 1 . 8 1 . 9 1 . 7 1 . 9 1 . 9 1 . 8
Private consumption 1 . 4 1 . 5 1 . 5 1 . 8 1 . 8 1 . 8
Gross fixed investment 1 . 7 3 . 1 2 . 6 2 . 4 2 . 4 2 . 2
Industrial production (ex construction) 1 . 9 2 . 3 2 . 1 2 . 2 2 . 1 1 . 8
Unemployment rate, % of labour force 8 . 9 8 . 3 8 . 2 7 . 9 7 . 7 7 . 6
Harmonised index of consumer prices (HICP) 2 . 1 2 . 0 2 . 0 1 . 9 1 . 9 1 . 9
Current account, annual total, Eu bn 4 6 . 7 8 . 7 8 . 2 2 9 . 3 3 1 . 8 3 4 . 1
Current account, annual total, % of GDP 0 . 6 0 . 1 0 . 1 0 . 3 0 . 4 0 . 4

Financial indicators (end period)
3 month interest rate, % per annum 2 . 1 6 2 . 9 3 . 0 4 3 . 2 5 3 . 2 8 3 . 2 5
10 year bond yield, % per annum 3 . 6 8 3 . 6 9 3 . 7 6 4 . 0 2 4 . 2 2 4 . 1 9
10 year — 3 month yield differential 1 . 5 2 0 . 7 9 0 . 7 2 0 . 7 7 0 . 9 4 0 . 9 3
USD/EUR rate 1 . 3 5 9 1 . 2 6 3 1 . 2 8 2 1 . 3 2 1 1 . 2 9 8 1 . 2 8 6

% change year-on-year, unless otherwise stated. Forecasts for 2008 to 2010 are taken from the January 2006 long term forecast survey.

Source: Eurozone Barometer, MJ Economics, w w w. m j e c o n o m i c s . c o m
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Two fresh faces will soon appear at the
European Central Bank governing
council. Out goes board member
Antonio Fazio, and executive board
member and chief economist Otmar
Issing’s eight-year term ends in May.
In comes Mario Draghi to replace
Fazio, and Jürgen Stark looks set to
replace Issing, but may not get the job
of chief economist.

Otmar Issing’s eight-year term as
ECB executive board member and
chief economist runs out on May 31.
Presuming there is tacit agreement
that the four largest euro area mem-
bers have direct representation at the
ECB, it is widely assumed that his
successor will be German, although
there is no such presumption in the
ECB statute or the EU treaty.

It is possible that one of the six euro-
zone countries not represented on the
six-member board will seek to chal-
lenge a German nomination, if only to
uphold the principle that no country
has a right to a seat in perpetuity. The
likelihood is, however, that Issing will
be succeeded by another German
nominee.

Jürgen Stark

The German government considers
Bundesbank vice-president and for-
mer finance ministry official Jürgen
Stark the most suitable candidate, but
his nomination could still be subject to
some negotiation between the
Christian Democrat and Social
Democrat members of the governing
coalition.

If Stark is nominated his appoint-
ment to the executive board — with a
seat on the governing council —
requires the unanimous agreement of
the 12 euro area heads of government
following a recommendation from the
12 euro area members of the ECOFIN
council after it has consulted the
European Parliament and the ECB’s
governing council.

Stark studied economics at the
Universities of Hohenheim and
Tübingen in Germany, graduated in
1973 and obtained his doctorate in
1975. 

In 1978 he joined the economic pol-

icy department at the Federal Ministry
of Economics, moving to the Federal
Chancellor’s Office under chancellor
Helmut Kohl in 1988 to head the unit
covering trade and payments, money,
foreign currency and financial mar-
kets.

He joined the Federal Finance
Ministry in 1992, first as section head
covering national monetary and capi-
tal market policies and then as head of
the international monetary and finan-
cial relations department.

In 1995 he was promoted to state
secretary, a quasi-political position at
the finance ministry. In 1998 he was
appointed vice-president of the
Bundesbank as the Christian
Democrat government’s intended suc-
cessor to president Hans Tietmeyer,
who was due to retire the following
year. But the CDU was defeated in the
federal election and Gerhard
Schröder’s incoming Social Democrat
government appointed SDP politician

Ernst Welteke over Stark’s head.
In 2004 Stark was passed over a sec-

ond time when president We l t e k e
resigned. The non-partisan academic
Axel Weber was appointed in his
place.

Some constitutional purists may see
Stark’s candidacy for Issing’s position
— if it transpires — as politically
motivated, but that would be over-
simplistic. 

While the CDU-led coalition might
be seeking to reward a loyal and
patient sympathiser, Stark has all the
personal qualities and career back-
ground to make him a highly suitable
candidate for membership of the exec-
utive board.

As a qualified economist with
extensive finance ministry and central
bank grounding, and considerable
international experience, he would fit
well into the culture of the ECB. With
a relaxed and approachable manner he
would adopt a pragmatic approach in
monetary policy discussions rather
than that of a doctrinaire monetary
Spartan.

Whether Stark is the best candidate
to take on Issing’s job as chief econo-
mist however is questionable. His
career has drifted away from his aca-
demic roots over the past 25 years as
his reputation has grown in the field of
international monetary and financial
relations, for which he is responsible
at the Bundesbank.

Stark will be 58 in May, the same
age as Draghi, while Issing, at 69, is
the same age as Fazio.

Lucas Papademos

Of the mainstream economists on the
executive board, vice-president
Lucas Papademos looks best quali-
fied to take over Issing’s job as chief
economist. But the demands of the
job are so exacting that combining
this function with the administrative
and representational responsibilities
of vice-president is unlikely to be
s a t i s f a c t o r y.

Lorenzo Bini-Smaghi

Currently covering international rela-
tions on the executive board is
Lorenzo Bini-Smaghi. A former cen-

New faces on ECB governing council as
I s s i n g ’s term ends, Fazio pressured out

Stark is favoured to replace Issing

John Arrowsmith So far, a Frenchman has
been replaced by a

Frenchman, a Spaniard by
a Spaniard, and an Italian

by an Italian.So it is almost
inevitable that Otmar

Issing will be replaced by
another German when he
steps down in May 2006



Mario Draghi replaces Antonio Fazio
as governor of Banca d’Italia, the
central bank of Italy.

Nominated on December 29, he
takes up office on February 1. Under
new legislation his term will be lim-
ited to six years, renewable once.

As a central bank governor he is
automatically entitled to a seat on the
ECB governing council.

Draghi has been a managing direc-
tor and vice-chairman of Goldman
Sachs International and based in
London since January 2002.

He is a graduate of Rome’s
Sapienza University, with a PhD in
economics from MIT in the US.

While professor of economics at
the University of Florence from 1981
to 1991, he was an adviser to Banca
d’Italia in 1990, and an executive
director of the World Bank from
1984 to 1990.

In 1991 he was appointed director
general of the Italian treasury, work-
ing there until 2001

As director general he was a mem-
ber of the G7 Deputies and the EU
Monetary Committee.

He became chairman of its succes-
s o r, the Economic and Financial

Committee, which came into being
with the start of monetary union in
1 9 9 9 .

Draghi is widely respected at home
and abroad. He has an easy, urbane
charm, in contrast to Fazio’s austere
and aloof character.

His nomination was welcomed by
Italian politicians of centre-left and
centre-right alike.

As an outside appointee with no
political ties, he will be well placed
to restore the reputation of the Banca

d ’ I t a l i a .
With a more varied career than

F a z i o ’s, he will be less rooted in
orthodox central bank dogma, and
likely to adopt a more pragmatic
approach in the ECB governing
c o u n c i l ’s monetary policy delibera-
t i o n s .

While it would be wrong to charac-
terise him as a dove, he will be
inclined to look for sufficient hard
evidence to justify any change in
interest rates. n
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tral banker turned civil servant — the
opposite of Stark — his past career
had been more closely oriented than
S t a r k ’s towards economic research
and analysis.

He was director-general for inter-
national financial relations at the
Italian Ministry of the Economy and
Finance (1998-2005), deputy direc-
t o r-general for research at the ECB
(1998), head of policy division at the
European Monetary Institute in
Frankfurt (1994-98), head of the
exchange rate and international trade
division at the research department
of Banca d’Italia (1988-94), and
economist in the international sec-
tion of the research department of
Banca d’Italia (1983-88).

Responsibility for allocating the
portfolios of executive board mem-
bers rests with ECB president Jean-
Claude Trichet. He could give Bini-
Smaghi the role of chief economist
and Stark the international relations
function.

But that could be seen, at least in
Germany, as according less political
weight to economic analysis in the
executive board’s deliberations. n

On December 19, amid a swelling
tide of accusations of competition
rigging and insider trading, Antonio
Fazio, succumbed to months of
intense pressure and resigned as gov-
ernor of Italy’s central bank.

His resignation automatically
resulted in the loss of his ex officio
membership of the board of the
European Central Bank, and seat on
its policy-making governing council.

Fazio’s departure, after serving 12
years of his lifetime term of office,
simultaneously resolved a quandary
for the Italian government and a
dilemma for the ECB.

Fazio’s alleged involvement in sab-
otaging the Banca A n t o n v e n e t a
takeover by Dutch bank A B N
AMRO, favouring an Italian bid by
Fiorani, had threatened to undermine
the ECB governing council’s reputa-
tion.

Fazio has been under criminal
investigation in Milan for allegations
of insider trading relating to the

takeover, and in Rome, for allegedly
having pressured the apparatus of the
Banca d’Italia into giving a green
light to the Fiorani takeover bid.

But action by the Italian govern-
ment to remove Fazio could have
compromised the governing coun-
cil’s political independence, which is,
enshrined in the EU treaty.

The Italian government lacked the
legal means to remove from office an
o v e r-powerful and high-handed
incumbent whose interference in
banking mergers was damaging the
reputation of Banca d’Italia, and the
regulatory functions which it exer-
cised.

In September 2005 economy min-
ister Domenico Siniscalco resigned
in protest at Silvio Berlusconi’s gov-
ernment’s lack of action

Fazio was a career central banker
promoted to governor in 1993 when
his predecessor, Carlo Ciampi, stood
down to become Italian prime minis-
ter. n

The writing was on the wall for FazioMario Draghi: Fazio’s successor

Mario Draghi: banker and economist not rooted in central bank dogma

Fazio: end of a career central banker



France, by contrast, can be seen as
more representative of the euro area as
a whole, with growth more balanced
between domestic demand and exports.
In fact euro strength and higher energ y
prices promise to smooth the growth
t r a j e c t o r y, keeping exports on board,
while domestic demand — in France
and in the euro area — is being taken
care of by fiscal policy.

In fact France might be seen as the
mirror image of Germany within the
euro area, with stable consumption, but
patchy exports. These may dispropor-
tionately benefit from euro weakening,
leading to a consistent acceleration
throughout 2006.

F r a n c e

R e f o r m s : the jury is still out as regards
the willingness and ability of French
prime minister Dominique de Vi l l e p i n
to push his modest reform agenda, with
positive and negative signals in equal
measure. 

The most positive news is probably
the signs of a cultural change. There is
a subtle but undisputable evolution in

the way French media cover strikes. 
Journalists are less supportive of irre-

sponsible unions today than even a
year ago, and public transport strikes
attract much less sympathy in the
mainstream media. 

Whether this evolution results from
the debate imposed by Sarkozy, it
changes the rules of the game, and
e ffects can already be felt on the
g r o u n d .

The Marseilles mayor successfully
resisted a tough 45 day strike of the bus
and metro administration with the sup-
port of the majority of his electors —
this would have been inconceivable a
couple years ago. 

The least positive news is the recent
state railway strike. The strike was
poorly followed, the media were not
especially supportive of the strikers,
and yet De Villepin ordered SNCF to
accede to the demands of the unions —
basically money and new hires. Wi t h
18 months to go until the presidential
election, one can only hope that this is
neither the beginning of election-relat-
ed generosity nor hidden panic in the
aftermath of the riots (Sarkozy's popu-
larity soared whereas de Vi l l e p i n ' s

remained unchanged).
Riot eff e c t s : one area which we did

not cover in our analysis paper of the
riots is the effect on tourism. Hotel
bookings in Paris are down around
40% yoy in November. In the most vis-
ited city in the world (40m tourists a
year), the economic effect is not entire-
ly negligible, though authorities have
decided to react swiftly with strong
advertising campaigns in the countries
where the damage is greatest (US,
Japan, Russia and China). But it is
more the psychological effect which
needs careful attention: the last thing
France needs at this crucial stage is
more of its traditional “no one loves
us” paranoia.

Germany will remain the main risk
factor to the growth scenario, both on
the upside and the downside. If the
world economy remains buoyant,
Germany would be the main benefici-
ary — given its 40% export share —
with export strength possibly spilling
over into the domestic sector. 

Under a negative scenario by con-
trast, weakening world growth would
exert additional job pressure in
G e r m a n y, exacerbating weakness in
the domestic sector, notably consump-
tion. France by contrast seems the main
stabiliser of euro area growth.

Exports, private consumption

O ffsetting forces for the German
economy in 200: The two key forces
which distinguish the German econo-
my from the rest of the euro area — the
cost of German unification on the sup-
ply side, and the construction sector's
long term decline on the demand side
— provide little positive news for
Germany in the near term.

Recent labour market reforms might
boost participation in East Germany,
hence lower unification costs, but this
is more a long term rather than imme-
diate effect whilst residential construc-
tion will face a significant drag next
year from the phasing out of home
owner allowances. 

Another structural feature of the
German economy — its relative export
strength /domestic demand weakness
— explains the different effect of cycli-
cal forces. Germany's export reliance
can be seen as a result of corporate
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Sustained recovery signs in euro area,
Germany falters but France accelerates
• The growth rate in Q3 2005 of 0.6% q/q in Germany and the
euro area, and 0.7% q/q in France, may mark the beginning of
a sustained recovery.
• It could be seen as a healthy signal after previous downward
convergence of European growth towards the low rate seen in
Germany. In 2006/2007 Germany is likely to trail the euro area
by 0.5% in the annual GDP growth rate, while France is set to
modestly out perform.
• Investment spending in equipment was the biggest positive
surprise both for Germany and France (up 3.8% q/q. in
Germany); we expect it to clearly exceed current forecasts.
• Current euro weakness and higher energy prices accentuate
the imbalance in German growth favouring exports over con-
sumption; fiscal policy will sustain this until the end of 2007.
• Surging energy prices have been an exogenous shock, lead-
ing to inflation convergence between Germany and the euro
area. But next year’s re-widening will only be temporary, until
the German VAT hike in 2007 brings its inflation back in line
with the euro area average.

Continued from front page

Asset conclusions: a continuing non-inflationary recovery sup-
plies a positive background for stocks, and will contain any rise in
bond yields. The country factor is likely to be present in various
sectors like industrials, construction and banking.



restructuring, which boosts its interna-
tional competitiveness, while reducing
domestic demand.

This shifts German export focus to
high value added goods — in order to
protect margins — which are naturally
found in the capital goods sector, a sec-
tor which is highly sensitive to growth
(in the target markets) but not to price
competitiveness. In this respect lower
interest rates help the German economy
less than a strong world economy.

Hence in an environment of strong
world growth and moderately rising
rates, German exports may perform
particularly well, offsetting the fiscal
drag on domestic demand (this will
kick-in in full only in 2006 in advance
of the 2007 VAT hike). 

France seems more aligned with the
rest of the euro area in all demand
aggregates, construction(particularly
residential), private consumption and
exports. Exports have not been as
buoyant as in Germany, but have out-
performed the rest of the euro area (ex
Germany), as did domestic demand.

Key demand aggregates

E x p o rts remain driving force for
G e r m a n y, stage re c o v e ry in France:
Although net exports are likely to
remain the key driver for German
growth, their GDP

contribution has started to fade.
However the benign international envi-
ronment — key export markets like
eastern Europe and China face an eco-
nomic re-acceleration — coupled with
the weakening of the euro are likely to
make this decline a rather gradual
e v e n t .

We agree with the forecast of the
German institutes implying a decline in
net exports from 1.0% of GDPin 2004
to 0.9% in 2005 and 0.8% in 2006 — in
line with the trend of the current
account balance.

Also we support the assessment that
imports are likely to catch up with
export momentum with goods exports
having risen by double digit y/y rates in
Q3 2005. The heavy boost German
exports are getting from world demand
is reflected in the sector composition of
new orders.

In Q3 2005 high margin products of
electrical equipment and machinery
recorded double digit annual growth in
orders — electrical goods orders surg e d
by 20% — while price-sensitive inter-
mediate goods were up 8% y/y and
consumer goods only 4.5% y/y. T h e
current distribution of global growth
towards Asia and eastern Europe

(economies which are heavily geared
towards capital spending) is likely to
sustain this sector pattern into 2006. 

French export orders by contrast
were in a trough in Q3 2005 — annual
growth slowed to a 2.5% in nominal
terms after three quarters of double
digit growth. French export goods felt
the squeeze from previous euro
strength with a longer time lag but
more vigour than those of Germany.

H o w e v e r, the relief France gets from
a weaker euro will be modest, both rel-
ative to Germany and the euro area, as
seen in the comparatively small decline
of its real euro T W I .

Import volumes, however, held up
better than in Germany this year, but
are likely to fade in 2006. This will help
arrest the widening of the export gap in
the course of next year — the same
trend would apply to Germany result-
ing in stabilisation of the high trade sur-
plus. Germany and France in this
respect could be seen as antipodal but
balancing each other and ensuring euro
area trade remains almost in balance
this year and next.

Domestic demand

Private consumption expenditure
resilient in Germany, out-perform-
ing in France: The weakening in
German private consumption spending
since Q2 2005 cannot be seen as a sur-
prise, given vari-
ous headwinds
such as the cut in
regular jobs, high
oil prices, fiscal
tightening —
tobacco tax,
means testing in
u n e m p l o y m e n t
benefits etc.

The institutes
expect net savings
to remain stable
this year and next,
as both gross sav-
ing and private

borrowing are seen edging up.
H o w e v e r, we are less pessimistic on
German consumption, as we expect a
stronger impact from labour market
reforms on low paid jobs and profit
i n c o m e s .

Based on consumer surveys, notably
an increased buying propensity, we
expect the current dent in consumer
spending to be more short lived than
forecast by the institutes, and hence
would not rule out some growth in con-
sumer spending next year.

On top of this underlying trend fiscal
policy is likely to lend an indirect boost
to German private consumption
through the phasing-out of tax
allowances and a VAT hike in 2007.
While the phasing-out of home owner
subsidies in January 2006 might redi-
rect spending from housing to con-
sumption spending, the 2007 VAT h i k e
is likely to bring spending forward into
H2 2006 (notably for consumer
durables) causing a spending trough in
H1 2007.

Evidence in Germany has been
mixed regarding previous VAT h i k e s
(the last two in Q1 1993 and Q2 1998).
In Q1 1993 a 1% VAT hike from 14%
to 15% coincided with a 1% decline in
consumer spending, but no prior
increase whilst the Q2 1998 hike was
preceded by a 1% rise in spending, but
only a 0.5% retrenchment.

The different economic environ-
ments (recession in 1993, recovery in
1998) imply that the effect of the 3%
VAT hike scheduled for 2007 will be
d i fficult to gauge. Under normal cir-
cumstances, however, we would expect
it to be substantial, with a swing in
demand by 1.5% from Q4 2006 to Q1
2007 probably being a fair estimate.

Much will also depend on the behav-
iour of the trade unions — like the serv-
ice sector union Ve r.di, which
announced its demand for “off s e t t i n g ”
wage hikes. This might smooth the
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The “country factor” is
likely to be present in
various sectors like

industrials, construction
and banking

External Trade Balance - Germany vs. France

-4
-2
0
2
4
6
8

10
12
14
16

Jan
91

May
92

Sep
93

Jan
95

May
96

Sep
97

Jan
99

May
00

Sep
01

Jan
03

May
04

Sep
05

e
u

ro
 b

n

Germany

France



immediate negative impact on demand
but would lead to a negative effect on
c o m p e t i t i v e n e s s .

Consumption in France, while still
being the main driver of growth, has
been much patchier during the last two
years than before, with quarters of
strength alternating with weakness —
the last ones seen in Q3 2004 and Q2
2 0 0 5 .

This pattern reflects conflicting
forces, ie the boost to wage incomes
from a change of the law regarding the
35-hour work week, allowing a conver-
sion of extra time to income payments
but also the rise in unemployment.

This was only halted by the emer-
gency employment plan, enacted in
July 2005, setting incentives to small
companies for new hires and encourag-
ing a return to work.

We are more optimistic than the con-
sensus in terms of French unemploy-
ment for a series of some excellent and
other less inspiring reasons — success-
ful “nouvelle embauche” job contract
giving employers the option to termi-
nate employment at any time during the
first two years without justification, the
improvement in the performance of
public employment agency A N P E
under pressure of private competitors,
the more serious fight against false
unemployment, heavily subsidised and
often public job schemes for low-
skilled workers.

Even with a modest growth of 1.8%
it could decrease to around 9.0% from
the current 9.8% by the end of 2006.

But given the deterioration of com-
petitiveness in terms of unit labour
costs, relative to Germany and the euro
area, job creation in the private sector is
bound to continue the under perform-

ance seen since 2003 relative to the
euro area.

Therefore strength of consumer
spending, which guaranteed France's
superior growth during the last years,
will depend next year also on a lower
savings rate and low inflation. Part of
this stems from further deregulation of
retail trade, ie modification of the so-
called “Galland law”. 

In terms of private consumption
Germany and France can also be seen
as antipodal within the euro area — but
with reversed relative strengths/weak-
n e s s .

While German consumer weakness
is restrained by a combination of insuf-
ficient demand (subsidised production
in the east) and supply rigidities regard-
ing job creation, consumption in
France only faces the latter, with the
high minimum wage being the biggest
obstacle to new hires. In addition
demographics are also working in
F r a n c e ’s favour, given its 40% higher
birth rate.

Against this background it seems
only natural that consumer growth in
the rest of the euro area will be almost
identical to that of France and in stark
deviation from that of Germany.

Business investment

Germany disappoints, France sur-
p r i s e s: The different gearing of the

German economy on the one hand and
of the French/euro area economy on the
other towards exports and domestic
demand has traditionally also been
reflected in the two key categories of
investment spending: equipment
spending and construction.

Historically over the last 30 years
equipment spending has undergone dis-
tinct cyclical swings.

In terms of equipment growth while
Germany usually trailed the euro area
by a substantial margin (-1.6% from
1970 to 1990), during recoveries in the
eighties and the nineties it had several
episodes of double digit growth.

But during the current — two year
old — recovery, equipment has been
the weak link. This year the EU com-
mission had nudged down its forecast
for equipment growth by 1.5% and for
next year by 3.5% to bring them almost
in line with the German research insti-
t u t e s .

The equipment growth forecast of
only 4.1% this year and 4.5% next year
makes this recovery the shallowest for
over 20 years. But this might now
understate actual growth prospects,
given the sharp acceleration in domes-
tic capital goods orders, higher capaci-
ty use and positive feedback from
direct investment in eastern Europe.

Also, business surveys like the one
from the DIHK and the industry
research institute IW in Cologne imply
that investment might provide a posi-
tive surprise next year.

In France, equipment investment
(slightly) surprised on the upside, but
the quarterly investment outlook by
INSEE sees no change in investment
activity for next year. Still the EU com-
mission forecast of 3.8% growth in
equipment spending can be seen as
rather cautious, given recent price and
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Euro area exports and export optimism
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profit trends.
Equipment spending is the only

aggregate where both leading
economies are forecast to outperform
the rest of the euro area this year and
pull it along in 2006.

Construction spending

Bottoming in Germany in 2006/7,
persistent strength in France:
Construction is the sector in which
Germany has been most clearly out of
sync with the euro area trend — for the
obvious reason of unification spending
— while France over the last decade
has been well aligned.

H o w e v e r, weak construction spend-
ing has been a long term feature of the
German economy, even during the two
decades prior to unification. Much of
this was due to political interference,
including excessive planning require-
ments, in the residential sector.

The phasing out of home-owner sub-
sidies is one of the last remaining major
aspects in this area. A further deregula-
tion in the construction sector — wage
setting being a significant exception—
might pave the way for a fast bottom-
ing-out, setting the stage for a sustain-
able recovery from 2007 onwards.

In France, by contrast, the construc-
tion sector has shown brisk activity.
After last year's recovery pause, growth
in construction spending this year has
been revised up to 2.4% by the
European Commission, which now
expects a growth rate of almost 3% in
2006 with growth is likely to be evenly
spread between construction sectors.

Business investment may be helped
by falling vacancy rates and public
spending/civil engineering by pre-elec-
tion infrastructure spending.

We are less optimistic than the
European Commission on the perform-
ance of the housing sector.

Although the housing bubble appears
less dramatic in France than in other

countries and French banks continue to
resist lending against house-related
capital gains, price rises have started to
decelerate. The trend is likely to be
reinforced by the imminent ECB rate
h i k e .

Given relatively scarce supply linked
to stringent environment laws and per-
sistent bottlenecks in the construction
s e c t o r, it is unlikely that prices will end
up decreasing.

However the bonanza-like wealth
e ffect of recent price increases of up to
20% y/y across the country is most
likely over.

Many remember the last crisis, where
prices decreased in nominal terms for
seven long years from 1990 to 1997, so
the consumption effect of any price
correction could be felt relatively
q u i c k l y, possibly as soon as H2 2006.

In the construction sector, France and
Germany have again been antipodal
within the euro area with German con-
struction suffering painful downsizing,
while France — together with Italy,
Spain and the Netherlands — has been
in the fast lane.

There are however some signs for
potential convergence with the surge in
house prices (in 2Q nationwide house
prices were up 16% y/y, exceeding
Spain and Ireland) perhaps having
reached a peak and decelerating, while
the drag for Germany may fade.

I n f l a t i o n

Boost from higherVATin 2007, re t a i l
competition in France: The surge in

e n e rgy prices has been regarded as an
exogenous shock, affecting the euro
area in a symmetric way. The compari-
son of France and Germany, however,
confirms a marked difference in the
way the energy price shock has been
a b s o r b e d :

In Germany the energy price hike
boosted CPI by at least 0.4% adding to
the boost from the third stage of tobac-
co tax in September 2005 whereas in
France the rise in energy prices was off-
set by downward pressure on goods
prices. 

The French consumption deflator was
revised down to 1.3% (from 2%) by the
EU commission, while Germany faced
an upward revision to 1.7%. For 2006
CPI inflation is expected at 1.6% in
G e r m a n y, at 2.1% in France — re-
establishing the former pecking order
— in line with the distinctly more
favourable labour cost trend in
G e r m a n y.

This year and next the gap in unit
labour costs will widen to 2% between
the two economies: -0.5% in Germany,
1.5% in France.

The favourable cost trend in Germany
results from a combination of job cut-
ting (particularly in flagship manufac-
turing sector companies), low wage
rises (the January 2006 wage round is
unlikely to alter this) and longer work-
ing hours. Persistent labour market
pressure is likely to sustain the
favourable cost trend.

In 2007, however, the 3% rise in VAT
(and insurance tax) is likely to artificial-
ly boost German inflation.

French inflation is likely to be held
down from the front end, ie final sales,
through deregulating retail business —
while regulation of petrol prices will
prevent price spikes as seen this year. 

All in all France can be seen as repre-
sentative for euro area inflation trends,
as regards both the level and profile,
while Germany's underlying inflation
remains distinctly lower. Any boost to
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G E R M A N PAY B A R G A I N I N G

W ü r t t e m b e rg resulting in wage rises,
which are too high for the national aver-
a g e .

• The acceptance of persistent job
losses in the manufacturing sector in
contrast to other countries. The union’s
equation for wage rises includes infla-
tion and productivity — in a stagnant
economy mainly a result of high layoff
rates. Since the beginning of 1994 —
when the unification effect had been
widely digested — manufacturing
employment has declined by 15%,
while the number of overall jobs has
increased by 5% over the same period.

• Two-year wage rounds of modest
increases (such as the one in 2004, when
wages effectively rose less than 2%)
alternate with substantial wage gains.

• A high headline wage increase,
whose cost-effect is attenuated by pay
rises coming into effect a few months
late, and by including parts which are
simply an extension of previous pack-
ages, as last time. IG Metall aims at
extending previous bonus arrangements
worth more than 1% of current pay this
w a y, specifically aiming for a right to
convert these payments to corporate
pension schemes.

Conflicting forces

On the economic side, arguments for
wage restraint have become more con-
vincing over the last few years.

Former flagship firms like the car
manufacturer Daimler Chrysler or the
electrical firm Bosch have moved from
hiring to firing during the last few years.
Notably Dieter Zetsche, the new boss of
Daimler Chrysler, has indicated layoff s
in contrast to last year’s agreement,
when the union traded wage restraint for
job guarantees. Similar agreements are

now called into question at German
mega’employers like Volkswagen and
S i e m e n s ;

Competition has shifted from product
competition to labour competition. T h e
big firms’ outsourcing efforts to low
cost countries are now being followed
by the bulk of small and medium sized
firms (to eastern Europe). According to
o fficial statistics the import content of
German exports — export strength
being the key argument for the IG
Metall in justifying its wage claim —
rose from 29% in 1995 to almost 40% in
2 0 0 4 .

Longer working hours agreed at key

manufacturing firms like Siemens and
in the public service sector seemed to
highlight a trend change, allowing for an
increase in per capita productivity with-
out shedding jobs.

These economic arguments have
obviously been outweighed by politics,
both within IG Metall and at the nation-
al level.

IG Metall will undergo a leadership
change at the end of 2007, with current
head Jürgen Peters, handing over to
Berthold Huber. While Peters is regard-
ed as a hardliner, Huber is known for a
more conciliatory line, aiming for better
training agreements to enhance work-
e r s ’ scope for employment.

In the current wage round Huber,
regarded as too ready to compromise in
the last wage round, will be under pres-

sure to reach a
“decent” wage
increase in
W ü r t t e m b e rg, his
home region, to
underpin his posi-
tion as the IG
Metall leader- d e s-
i g n a t e .

In terms of
broader politics,
the current gov-
ernment is regard-
ed as heaven-sent
by the trade
unions, with the

SPD thwarting CDU plans for enhanced
b a rgaining on a company level. T h i s
would have put the trade unions (and the
e m p l o y e r s ’ association) under pressure
to reach agreements, preventing an opt-
out of firms with low unionisation.

These political arguments were obvi-
ously strong enough to allow a come-
back for the hardliners — humiliated in
2003 by a failed strike — and the priori-
tisation of short term gains over longer
term interests.

Bad precedent

It is still early to predict the outcome of
the current wage round — the wage
claim has to be confirmed on January 20
before negotiations start. No strike
action will be possible before A p r i l
2 0 0 6 .

But IG Metall has raised the stakes
with its claim, defying the economic
prerogative to come to more flexible
arrangements. Instead it is following the
traditional practice of going for a head-
line number in the “high twos” — pos-
sibly even eyeing the 3.5% wage rise
agreed by the steel workers early this
year — including company pension
s c h e m e s .

Even such an arrangement would be
out of sync with current economic and
job trends. Paradoxically it might even
add to deflationary — not inflationary
— pressures, given companies’ u s u a l
reaction of increasing the speed of out-
sourcing. This particularly applies in the
current situation, with outsourcing
opportunities on the doorstep.

The main victim would be domestic
demand — in sharp contrast to the trade
u n i o n s ’ stated aim of securing spending
p o w e r.

The negative effect of high wage rises
have been particularly visible in the
past, when manufacturing job growth
reacted inversely to wage increases with
a twelve month time lag.

Anticipating a response by the ECB,
the effect might be exacerbated if it
boosts the euro, a situation which
resembles that of eleven years ago when
IG Metall pushed through wage rises of
5%pa in March 1995 This contributed
to the suffocation of a nascent recovery
in job growth and private consumption,
and the DM-dollar rate went through the
roof, adding to German domestic head-
w i n d s . n

Continued from front page

The IG Metall wage rise
in 1995 helped suffocate
a recovery in job growth
and private consumption

I G Metall demands 5% rise

Asset conclusions: bad for c o n-
sumer related stocks (as wage claim
will heighten uncertainty for jobs
and consumption); potentially posi-
tive for the euro. n

German Manufacturing: Wages and Jobs (y/y pch)
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C E P R ’s November 2005 reading con-
firms the positive tendency recorded in
previous months, but not the accelera-
tion of October.

The cyclical component of quarterly
euro area GDP growth remains stable
between October and November at
0.553. The figures for August,
September and October have been
revised upward.

A negative signal comes from survey
data and labour market variables.
Industrial activity remained neutral,
while a positive signal comes from
interest rates.

The 25bp increase in key ECB inter-
est rates was officially decided on
December 1.

EuroCOIN figures from August 2005
are based on provisional data and may
be subject to revision.

The signals from different sectors of
the economy move in opposite direc-
tions with industrial production, interest
rates and financial sector variables
pointing to a slowdown while surveys
and labour market variables indicate
increasing growth. 

EuroCOIN provides an estimate of
the monthly growth of euro area GDP
— after the removal of measurement
errors, seasonal and other short-run
fluctuations. To see the underlying
direction in which economy is moving,
one needs a monthly indicator free from
seasonal and other short run fluctua-
tions, from local and sector- s p e c i f i c
shocks and from errors in the measure-
ment of GDP

G D P is measured with error and is
subject to large revisions. For example,
between 1988 to 1997 estimates of GDP
growth in Germany based on the final
revised data were on average 0.2 per-
centage points higher than the rate esti-
mates based on preliminary data. 

EuroCOIN is produced monthly by
CEPR and constructed by academic
researchers. The members of the team

are: Filippo Altissimo (Banca d’Italia &
CEPR), Antonio Bassanetti, Riccardo
Christadoro (Banca d’Italia), Mario
Forni (Università di Modena & CEPR),
Marc Hallin (ECARES, Université
Libre de Bruxelles), Marco Lippi
(Università di Roma), Lucrezia Reichlin
(ECARES, Université Libre de
Bruxelles & CEPR), Giovanni Ve r o n e s e
(Banca d’Italia). n
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If the graph of the indicator has a
positive slope, the rate of growth is
i n c reasing, ie the cyclical compo -
nent of GDP is accelerating. A
negative slope indicates that the
rate of growth is decreasing, ie the
cyclical component of GDP i s
decelerating. If the value of the
indicator is negative, this indi -
cates that the level of economic
activity is falling.

Month Value
October 2003 0.713 
November 2003 0.730 
December 2003 0.648 
January 2004 0.571
February 2004 0.508 
March 2004 0.530 
April 2004 0.546
May 2004 0.588
June 2004 0.593
July 2004 0.518
August 2004 0.457
September 2004 0.470
October 2004 0.402 
November 2004 0.412
December 2004 0.367
January 2005 0.357
February 2005 0.340
March 2005 0.369
April 2005 0.362
May 2005 0.347
June 2005 0.348
July 2005 0.416

August 2005 0.476*
September 2005 0.52*
October 2005 0.553*
November 2005 0.553*

*provisional

November EuroCOIN: negative signal from survey data
EuroCOIN index

Nov 2003-Nov 2005

France: 2006 Germany: 2006
C o n s Last mth 2 mth C o n s Last mth 2 mth

G D P 1 . 9 1 . 9 1 . 7 1 . 6 1 . 6 1 . 3
Household consumption 2 . 0 1 . 9 1 . 9 0 . 8 0 . 7 1 . 6
Gross fixed investment 3 . 0 3 . 0 2 . 7 2 . 9 2 . 7 2 . 1
Industrial production 2 . 1 1 . 9 1 . 9 2 . 9 2 . 8 2 . 6
Unemployment (% of labour force) 9 . 5 9 . 6 9 . 7 9 . 1 9 . 1 9 . 2
Consumer prices (HICP) 1 . 7 1 . 7 1 . 7 1 . 7 1 . 7 1 . 8
Current account balance (annual Eu bn) - 1 6 . 1 - 1 2 . 9 - 1 3 . 1 8 6 . 2 8 6 . 1 8 5 . 7
Current account balance (% of GDP) - 0 . 1 - 0 . 8 - 0 . 8 3 . 8 3 . 8 3 . 8
General govt budget balance (% of GDP) - 3 . 3 - 3 . 4 - 3 . 3 - 3 . 5 - 3 . 4 - 3 . 4

Average % change from previous year, unless otherwise noted.
Source: Eurozone Barometer, MJ Economics w w w. m j e c o n o m i c s . c o m

Data is provided by a panel of up to 31 institutions that include ABN Amro, Banca IntesaBCI, Bank of America, BBVA, BNP P a r i b a s .
Citigroup, Commerzbank, Dresdner Bank, Dun and Bradstreet, DZ Bank, Economist Intelligence Unit, Economy.com, ETLA, FAZ Institute,
Global Insight, Goldman Sachs Handelsbanken, HSBC, HVB Group, ING Financial Markets, JP Morgan Chase, Lehman Brothers, Lloyds
TSB Bank, Morgan Stanley, Nomura International, Nordea, Oxford Econ Forecasting, Raiffeisen Zentralbank, Santander Central Hispano,
SEB and UBS.

Eurozone Barometer estimates for
January 2006, France and Germany
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