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Finance Observation

Sceing Europe the Right Way Up’
Eliqie o a s A W)

The euro area’s economies are in bet-
ter shape than they look

(Germans vote against economic re-
form; France's young unemployed ri-
ot; and the European Central Bank
(ECB) seems 1o be iiching for an ex-
cuse to raise interest rates and strangle
the feehle
growth, For skeptics, nothing has
changed. the single currency zone's

euro area's economic

economies are a miserable sight and
will remain so, But if they took a care-
ful look from another angle, they might
see an altogether happier picture.

At the very least, European econo-
mies are picking up speed. Figures
published this week showed that the
euro area's GDP grew by 0. 6% in the
third quarter (2. 6% at an annual
rate), the fastest for a year and a half.
Germany, France and Spain all man-
aged 0. 624 or better; Italy and the

» Source: The Economist. Nov. 171, 2005,
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Netherlands reported growth of only
0. 3%.

By American standards this looks
siuggish; America’s GDP grew at an
annual rate of 3. 8% in the same quar-
ter, Even so. euro-area growth is now
above its supposed potential rate of
around 1, 8%. This is below the A-
merican trend of perhaps 3% partly
hecause of Europe’s slower productivi-
ty growth, The main reason. though,
is that America’s population is increas-
ing much faster than the euro zone's,

The composition of the whole
zone's third-quarter growth is not yet
known, but Germany’s official statisti-
cians have ascribed almast all of their
country’s GDP growth to net exports
Economists at HVB,
a hig German hank, reckon that pri-

and investment,

vate consumption prebably shrank for
the third quarter running, for the first
time on record,

Elsewhere, the pattern is reversed,
with consumer spending contributing
far more and exports far less. The idea
that growth in the euro zone depends
almost entirely on external demand,
while domestic demand stagnates, is a
myth. Morgan Stanley calculates that
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for the zone as a whole, net exports
have contributed only 0. 1% of the
1.9% average growth in GIDP since
1999, '

Even in Germany there are now
signs that domestic demand is stirring,
Bank lending to firms and households
has started to rise after falling for most
of the past three years. The latest sur-
vey of business confidence by Ifo, a
Munich research institute, showed a
strong uptick in retailing, suggesting
that consumers are opening their wal-
lets. And throughout the eurc area,
surveys of business and consumer con-
fidence continued to rise in QOctober,
which bodes well for the current quar-
ter. The Economist’s most recent poll
of forecasters still predicts average
growth in the zone of only 1. 6% next
year, hut this could prove too pessi-

mistic.

Whether the recovery lasts depends
on the labour market. In Germany in-
tensive corporate restructuring has de-
pressed jobs and wages for several
vears. Only if more jobs are created
will consumers spend more. There are
some hopeful signs. The euro area’s
unemployment rate has fallen by more
than expected in recent months, from
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8.8% in April to 8. 4% in September.

Several countries’ jobless figures
may be distorted by special employ-
ment measures and cbanges in rules for
claiming benefits, but surveys point to
an improvement in underlyving condi-
tions. This is the result of various la-
bour-market reforms as well as a cyeli-
cal upturn. Though labour markets re-
main stiff, they are not as rigid as they
were. Indeed, the unemployment fi-

gures may understate the overall
gains: employment has risen by far
more than unemployment has fallen as
reforms have dragged previously dis-
couraged workers back into the labour

market,

Spain has enjoyed the fastest expan-
sion in jobs, 4% a year since 2000,
And Ttalian employment bas risen by
an annual average of 1. 4% in the past
six years. This partly reflects the e-
mergence of workers from the black e-
conomy into the official realm, but
some of the increase is real, thanks to
new, more flexible types of job con-
tract. Italy’s jobless rate, almost 12%
in 1998, 1s now 7. 7%. Germany is the
only big eurc-zone country whose un-
employment rate has not fallen in the

4
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past decade,

Germany's new grand coalition gov-
ernment has eschewed further struc-
tural reform and is focusing instead on
redacing the budget deficit. It plans to
lift the rate of value-added tax from
16% to 19%, but not until 2007, This
could boost spending next vear if it en-
courages consumers to bring purcbases
forward—but clobber it when the tax
increase takes effect, Some economists
also worry that the ECB will throttle
the euro area’s recovery by raising in-
terest rates too socon, Comments after
the central bank’s policy meeting on
November 3rd suggest that rates could
rise as early as the next one, on De-
cember 1st. A quarter-point rise is un-
likely to do much harm, however, be-
cause real interest rates would still be
negative,
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Road to Recovery”

=P

The European Commission said the
economy of the 12 eurc nations will
keep growing at its fastest pace for
about two years as companies and con-
sumers increase spending,.

The commission, the European
Union’s economic watchdog, said the
US$ 9 willion economy will expand
about 0. 6 per cent in both this quarter
and the next compared with the previ-
ous three months.

That's the same pace as the last
quarter. which was the {astest since
the start of 2004.

“The recovery in the euro area is
gaining momentumn,” Klaus Regling,
head of the commission’s economics
department, told a Brusscls news con-
ference last week.

“We are more optimistic about the
p

*  Source; China Daily(Bloomberg News ), Dec.
6
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outlook for growth, ”

Economists are becoming more con-
fident about the European outlook as
global demand for exports sparks in-
vestment by companies at home, JP-
Morgan Chase & Co and Morgan Stan-
ley this month increased their forecasts
for growth next year after the expan-
sion faltered in the first half of 2005.

FExports, lifted hy this year’s 12 per
cent decline in the eurc and “favora-
ble”

drive growth with consumer and busi-

interest rates, will continue to

ness spending also beginning to [end
support, the commission said in its
quarterly econcmic report.

Ingolstadt, Germany-based Audi,
the luxury division of Volkswagen
AG, said on December 7 it will invest
as much as 4 billion euros (US$ 4, 69
billion} in developing new models to
meet a target of hoosting annual sales
to 1 million vehicles.

Faster Growth

The commission last month said
growth will accelerate to 1. 9 per cent
next year from 1, 3 per cent in 2005,
Regling said last week that may be re-
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vised up.

The commission’s new economic
model, which uses broader and more
timely data, generated “slightly more
optimistic” forecasts than the old mod-
el, it said, without releasing the previ-
ous estimates, Morgan Stanley and JP-
Morgan both said two weeks ago that
they anticipate growth of 2, 1 per cent
next year,

“There are now signs that domestic
demand is at last strengthening with a
marked recovery in business confidence
contributing to a strong acceleration in
investment growth,” the 44-page re-
port said,

The pickup allowed the Furopean
Central Bank this month to raise its
benchmark interest rate for the first

time in five years,

The ECB lifted the rate to 2, 25 per
cent from a six-decade low of 2 per
cent. Regling declined to comment on
the cutlock for ECB rates,

Inflation Risks

On inflation, the commission said
“there is a low, but not insignificant

8
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risk” that higher oil costs could next
year begin pushing up the price of oth-
er goods and wage demands in some

countries,

The euro’s rise against the dollar
for three consecutive years before 2005
continues to help contain price pres-
sures, it said,

Inflation was 2. 3 per cent in No-
vember, topping the ECB's 2 per cent

ceiling,

While acknowledging that risks to
the economy are “more balanced than
three months ago,” the commissicn
sald threats outside Europe remain
“tilted to the downside”, citing the
chances of oil prices rising {urther or
US consumers retrenching.

In a study of the European bond
market, the commission said the low
level of Jong-term interest rates made
more sense n Europe than in the US
where Federal Reserve Chairman Alan
Greenspan has called them a “conun-
drum”,

The yield on the benchmark Ger-
man 10-year bond was at 3. 35 per cent
Brussels time last Wednesday, com-
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