
 

 

 
 

Economics 

$%& 
 23 June 2008 

Economic news 
 

IFO BUSINESS CLIMATE AND JUNE PMI  

 

Weak Ifo Index will not prevent ECB from raising rates  
 

The Ifo business climate index for Germany and purchasing managers indices for 
the Eurozone declined much more strongly in June than expected. Accordingly, 
significantly weaker growth can be expected for the remainder of the year. 
Nonetheless, we believe the ECB will raise its policy rate by 25bp to 4.25% on 3 
July. 

 The Ifo business climate declined much more significantly in June than 
expected. After its surprisingly increase in May, the Ifo index fell from 103.5 to 
101.3 points. The business expectations subindex for the next six months 
plunged dramatically from 97.2 to 94.7 points, dropping below its long-time 
average for the first time since mid-2005. This suggests a slowdown in the 
pace of growth for the winter half-year to below the potential rate of 1½ to 
1¾%. Although the assessment of the current business situation likewise 
deteriorated compared to May, it remains good at 108.3 points.  

 There are more than enough reasons for the much more downbeat assessment of 
business expectations. In addition to the firm euro, the slowdown in global 
growth and the fallout from the financial market crisis, the never-ending oil price 
hikes and the increasing likelihood of a tightening move by the ECB are likely to 
have been negative contributing factors. The prospects for the coming months in 
manufacturing and retailing in particular were viewed more sceptically.  

 The purchasing managers indices in the eurozone also fell much more sharply 
in June than expected. The manufacturing PMI dropped to 49.1 points and the 
service PMI sank to 49.5 points. Both indicators are therefore pointing towards 
diminishing economic performance. At the same time, the assessment of new 
orders in the manufacturing industry slipped to its lowest level since 2003. 
According to service sector survey results, business expectations had never been 
so sceptical. 

Ifo business climate and expectations  
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 What do the results mean for the ECB? We are still not convinced that higher key rates 
are justified in the eurozone given the current climate of economic risks, heightened 
inflation and tension on the money market. However, the monetary policymakers 
obviously take a different view. Various ECB council members have issued statements 
since chairman Trichet signalled the possibility of a rate hike on 5 June. While some 
have attempted to dampen market expectations of several rate hikes, no one has given 
any indication that the ECB council could decide against monetary tightening at the 
next meeting on 3 July. Despite today’s very weak Ifo index and PMIs, the ECB is likely 
to raise the key rate by 25bp on 3 July with all the risks and side effects that this may 
involve. 

 There is a possibility of further rate hikes. The eurozone inflation rate could certainly 
continue to rise in the summer, even if the oil price does not climb any further. 
According to the ECB’s current reasoning, it would then be logical to increase the 
policy rate again to curb inflation expectations. Key rate hikes to 4.5% or 4.75% would 
severely weigh on the already fragile economy, which would make rate cuts very likely 
next year. 

EMU: purchasing managers indices and policy rate  EMU: PMI and GDP 
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Disclaimer 

This publication has been prepared by the independent economics department within the research department of WestLB AG (“WestLB”). 
This report is for information purposes only. 

Publications in the United Kingdom are distributed by WestLB AG London Branch, and are available only to Eligible Counterparties and 
Professional Clients not Retail Clients, as defined by the rules of the Financial Services Authority. Individuals who do not have professional 
experience in matters relating to investments should not rely on it.  

The information contained herein has been obtained from public sources believed by WestLB to be reliable, but which may not have been 
independently justified. No guarantees, representations or warranties are made as to its accuracy, completeness or suitability for any purpose. 

This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument or any other action and will not form 
the basis or a part of any contract.  

Neither WestLB nor any of its affiliates, its respective directors, officers or employers accepts any liability whatsoever (in negligence or 
otherwise) for any loss howsoever arising from any use of this document or its contents or otherwise arising in connection therewith. Any 
opinion, estimate or projection expressed in this publication reflects the current judgement of the author(s) on the date of this report. They do 
not necessarily reflect the opinions of WestLB and are subject to change without notice. WestLB has no obligation to update, modify or amend 
this report or to otherwise notify a reader thereof in the event that any matter stated herein, or any opinion, projection, forecast or estimate set 
forth herein, changes or subsequently becomes inaccurate.  

The past performance of financial instruments is not indicative of future results. No assurance can be given that any financial instrument or 
issuer described herein would yield favourable investment results. 

WestLB, its affiliates, principals or employees may have a long or short position or may transact in the financial instrument(s) referred to 
herein or may trade in such financial instruments with other customers on a principal basis. WestLB may act as a market maker in the 
financial instruments or companies discussed herein and may also perform or seek to perform investment banking services for those 
companies. WestLB AG may act upon or use the information or conclusion contained in this report before it is distributed to other persons.  

This report is subject to the copyright of WestLB. No part of this publication may be copied or redistributed to persons or firms other than the 
authorised recipient without the prior written consent of WestLB.  

By accepting this report, a recipient hereof agrees to be bound by the foregoing limitations.  
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