Editorial

Dr. Bernhard Seidel,
head of the "Public Finance"
department, asks:

"Can Mr. Waigel's Fiscal
Policy Concept Work without

Support from Monetary Policy?"

In its annual report on the economy (Jahreswirtschaftsbericht 1996) the
German government was forced to concede that the economic prospects for
1996 have become distinctly gloomier. Weak economic growth in west Ger-
many, a perceptible decline in growth rvates in eastern Germany and rising
unemployment will leave their mark on German public budgets. Reduced tax
receipts and additional spending on social security pose sevious problems for
fiscal policy. In order to demonstrate its ability to act, the federal government
announced an "Action Programme for Investment and Jobs", the aim of which
s to halve the number unemployed within the space of five years. The pro-
gramme seeks to reduce government's claim on resources and the burden of
taxes and contributions. This is mainly to be achieved by means of welfare
state restructuring, and cuts in central government employment, together with
an easing of business taxation, changes in the income tax progression and the
staged reduction of the "solidarity supplement” paid on top of income tax.

While there can be no doubt of the importance of offering German business
the medium-term prospect of a reduction in the currently high level of taxation,
the question is whether the priorvities have been set correctly and the timing is
right. Gwen the currvent state of the business cycle, the first task must be to
overcome the serious weakness of demand. Measures aimed solely at rveducing
firms' costs are not suited to this task. Also, cuts in government consumption
and n transfer benefits which have the effect of directly restricting private
household consumer spending are the wrong approach at the present juncture.
Restrictions on retirement pension entitlements for the elderly unemployed and
n cases of occupational disability ease the burden on the pension funds, but in
the prevailing labour market context only serve to increase pressure on the
budget of the Federal Labour Office responsible for unemployment benefit. The
same s true of the policy of raising actual retivement ages: fewer jobs become
available for young people, driving up the unemployment figures further.

There are no grounds for pinning one's hopes on an export-led recovery.
Stmular economic weakness is curvently afflicting Germany's leading trading
partners in Europe. Moreover, experience has shown that cost cutting inevita-
bly tends to push up the exchange rate.

In view of this constellation it is the monetary authorities that ave called
upon to act. Given the current stability of German prices theve is still scope for
cuts i interest rates, and this should be exploited quickly in ovder to overcome
westors' wait-and-see attitude: hoping for further reductions in the cost of
borrowing. Such a strategy has greater chances of success because it does not
lead to a weakening of effective demand.

Last but not least, it should not be forgotten that the tax burden and the
high share of output claimed by government is not the cause, but the effect of
the weakness of the economy and the need to meet the costs of German unifi-
cation.



