German Economic Cormany
Trends: Cyclical Setback

Real GDP

) seasonally adjusted in % on previous quarter

Over a period of more than two years, macroeconomic
developments in Germany were characterised by rapid
export growth. A central factor behind this trend was 17
the steady fall in the real external value of the D-Mark to
the spring of last year; the decline amounted to around o -
11% on the mid-1995 level. Low unit labour costs, N
reflecting a policy of wage restraint, have contributed to
the improvement in international competitiveness; they L
have fallen by 3% % since their most recent peak at the
end of 1995. However, in the wake of the crises in Asia, %
Russia and Latin America, which have led to a renewed L L L UL LDV L
slight increase in the real external value of the D-Mark, 1994 1995 1996 1997 1998 1999
goods exports began to show significant signs of a
weakening in the first half of last year; in the second
half of the year — earlier than had been widely expected Industrial output and unemployment rate
— they fell sharply. 11y 18915100 n%
According to calculations by the Federal Statistical
Office, in the course of 1998 domestic demand offset the P “Lise
loss of foreign demand to a considerable extent. How- Manufacturing;
ever, according to the same source, around two-thirds of P seasonally adjusted S0 | 124
economic growth in 1998 was due to a rise in invento- rflmﬂrgter:;i)
ries. According to preliminary calculations by the DIW, w o | 112
domestic expenditure on goods rose by 2.5% and real
GDP by 2.7%. At 1.9%, GDP growth in eastern Ger- P S AP
many was once again significantly lower than in west e g

Germany (2.8%). East Germany is thus falling behind S | as
even further. et Standardised unemployment rate

Lo S (right scale)
In terms of annual average, the economic figures for 88 T e 7

1998 were highly satisfactory (cf. figure 1). Yet analysis 1995 1996 1997 1998
of the evolution of current figures clearly indicates the

cyclical setback suffered by the German economy in the

second half of the year as a result of external economic

trends. Moreover, the most recent indicators suggest 8
that exports cannot be expected to recover in the near
future. Nor will this trend be offset by a corresponding
rise in domestic demand. According to the ifo Insti-
tutes's business cycle test (cf. figure 2), business expec-
tations have deteriorated perceptibly. Incoming orders
to manufacturing industry from abroad have been
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Indeed, given the global weakening of economic
gI'OWth, a further decline in exports must initially be Sources: OECD, DIW calculations and forecast.



Figure 2
Business Expectations) and Output?
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1) ifo Institute's business cycle test for west Germany, expectation of business prospects for manufacturing industry; deviation from Hodrick-Prescott (14400) trend. — 2) Output
index of manufacturing industry in west Germany; adjusted for seasonal influences and number of working days using the Berlin Method (BV4); deviation from Hodrick-Prescott

(14400) trend.
Sources: Federal Statistical Office; ifo Institute Business cycle test; DIW calculations.

expected. This year will reveal the disadvantages of the
fact that in recent years the cyclical recovery in Ger-
many has been almost exclusively on the back of
exports, whereas little attention has been paid to domes-
tic demand. Although 1999 will see a significantly more
rapid increase in real disposable income and in private
consumption — 2% % compared to 1% % in 1998 — this
increase will be insufficient to offset the losses on export
markets to any considerable degree. At 1.4%, real GDP
growth in 1999 will be only around half that in 1998.
Output growth in eastern Germany (0.8%) will again be
weaker than in west Germany (1.5%). There is thus still
no sign of a renewed catching-up process.

Weaker demand and the decline in industrial capac-
ity utilisation that has already set in will induce busi-
ness to revise its investment plans downwards in 1999
(cf. table 1). The industrial sector, which during the past
two years had been the motor behind the economic
upturn in Germany, will no longer exert an expansion-
ary impulse this year, with the investment goods sector
suffering most, given its heavy export dependence.

This year, too, inflation will be very subdued.
Although in the latter course of the year the decline in
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import prices is likely to come to an end, and unit labour
costs will rise once more for the first time since 1995,
their increase will remain moderate, at less than 1%.

Corporate profitability will again improve this year,
although not to the same extent as in recent years. Yet
gross wage and salary income as a share of national
income, which reached a post-war low in 1998, will
decline further. However, in 1999, in contrast to earned
income, corporate revenue will be subjected to a slightly
higher tax burden, so that business income will be
slightly lower than in 1998,

No further improvement
on the labour market

Overall, the economic policy pursued by Germany in
recent years, which relied one-sidedly on export growth,
has borne little fruit on the labour market. Unemploy-
ment peaked at the end of 1997 at 4.5 million in Ger-
many as a whole. The fall in unemployment in the
course of 1998 by a total of around 400 000 was due pri-



Table 1
Real Investment®) in Buildings in Germany

1997 1998 1999 1997 1998 1999
DM billion % change on the previous year
Housing construction 212.1 202.2 203.1 -0.7 -4.7 0.4
West Germany 162.0 157.7 159.5 -0.9 -2.7 1.2
East Germany 50.1 44.6 43.6 -0.1 -11.0 -2.3
Commercial buildings 120.3 114.0 113.1 -2.4 -5.3 -0.8
West Germany 82.3 80.2 80.4 -1.1 -2.5 0.2
East Germany 38.0 33.8 32.7 -4.9 -11.3 -3.0
Public construction 53.9 52.3 51.8 -9.0 -3.0 -0.9
West Germany 35.3 33.8 33.4 -9.0 -4.1 -1.3
East Germany 18.6 18.4 18.4 -9.0 -0.8 0.0
Total investment in buildings 386.4 368.5 368.0 -25 -4.6 -0.1
West Germany 279.6 271.7 273.3 -2.1 -2.8 0.6
East Germany 106.8 96.8 94.7 -3.5 -9.3 -2.1

1) At 1991 prices; on national accounting definitions.
Sources: Federal Statistical Office; 1998 DIW estimate; 1999 DIW forecast.

marily to additional labour market policy measures: at
the end of the year 100 000 more people were participat-
ing in further training and 400 000 in job creation meas-
ures than at the start of the year. Not until the middle of
1998 did this also help bring about a rise in employment
— for the first time since German monetary union in the
summer of 1990. Yet given the cyclical trends expected,
a renewed decline in the level of employment must be
expected in the coming months. In industry employment
began to decline as early as the autumn of last year. It is
to be expected, however, that the overall decline in
employment will remain limited in view of the lack of
labour reserves held by firms: it is more likely that over-
time will be cut back and greater use made of collective
provisions for a more flexible organisation of weekly
working time. Even so, by the end of this year employ-
ment is expected to have fallen by around 125 000.
Unemployment, though, will rise by only 70 000, due to
a decline in labour supply reflecting demographic
trends. On annual averages unemployment in Germany
will, at 4.2 million, be 100 000 lower than in 1998; the
unemployment rate in west Germany will fall to 9.3%
(1998: 94%) and in east Germany to 17.9% (1998:
18.4%).

Government budgets:
renewed rise in budget deficits

Last year fiscal policy was once again dominated by the
goal of budgetary consolidation. The total government
deficit, including the social insurance system, fell from
2.8% to 1.9% of GDP, substantially below the ceiling
imposed by the Stability Pact (3%). The reasons for this
development are primarily to be found on the spending
side; at 1.5% public spending again rose far more slowly
than nominal GDP. At more than 3%, on the other hand,
revenue growth lagged only marginally behind that of
the macroeconomic tax base.

Unlike in the two previous years, it will not prove
possible to further reduce the budget deficit in 1999.
According to the estimates presented here, the deficit
will rise to DM 75 billion (1998: DM 70 billion), equal to
2.0% of GDP. Spending will grow slightly more rapidly;
revenue somewhat more slowly than nominal GDP. The
dichotomy between the financial position of German
government and that of the social insurance system will
continue to widen. While the deficit posted by local,
state and central government will climb from DM 90 to
DM 103 billion, the social insurance funds will record an
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Figure 3
Economic Trends in West Germany
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1) Figures adjusted for seasonal deviations and the number of working days using the Berlin Method (BV4) and moving three-month average.

Sources: Federal Statistical Office; DIW calculations.

even higher surplus than last year - DM 28 compared
with DM 20 billion. The positive social insurance trend
is due in particular to an increase in the central govern-
ment grant to the pension insurance funds (compensa-
tion payments for child-raising periods, compensation
for payment of pensions under GDR law, transfer — for a
full year for the first time — of the revenue generated by
the rise in the rate of VAT on 1 April 1998.

On the revenue side, the two main aggregates, taxes
and social insurance contributions, will follow very dif-
ferent trajectories: a more than proportional increase of
3.5% 1is expected for tax revenue, compared with a
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growth of just 1.8% in the case of social insurance con-
tributions. The reason behind this difference is prima-
rily to be seen in the impact of the reform planned by the
new government. In all, the legal changes implemented
in the course of the taxation reform will generate DM 14
billion in additional revenue, according to estimates by
the Federal Finance Ministry (cf. table 3). Two factors
reducing tax revenue are the increase in the basic tax-
free allowance introduced by the previous government
(DM 5 billion) and the abolition of the lump-sum tax on
'DM 620 jobs' (marginal employment), representing DM
2.5 billion.



Figure 4
Economic Trends in East Germany

Incoming orders in manufacturing industry1
and among investment goods producers (volume index)
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1) Figures adjusted for seasonal deviations and the number of working days using the Berlin Method (BV4) and moving three-month average.

Sources: Federal Statistical Office; DIW calculations.

Economic policy faces
particularly tough challenges

The precarious monetary and real economic environ-
ment places a severe test on economic policy makers in
Germany (cf. table 4). As in 1994, an economic upturn in
Germany has once again suffered an early and severe
setback before it could exert a significant effect on
unemployment, although a recession does not currently
seem to be on the cards. What is required is an economic
policy that takes timely and decisive steps to reverse the
contractionary influences.

Following the start of European Monetary Union,
German economic policy must be seen in a European
context. Monetary policy is now oriented solely to EMU-
wide goals. Fiscal policy is tied down by the constraints
on the extent of the deficit agreed in the Stability and
Growth Pact. As a result, fiscal policy can make only a
limited contribution to economic stabilisation. Collective
wage bargainers, too, must observe certain restrictions
within a common currency area: not only the price sta-
bility target pursued by the central bank, but also unit
labour cost trends in the other EMU countries. Against
this background, the scope for economic policy action in
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Figure 5
Comparison of Cyclical Upturns in West Germany
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1) At 1991 prices. — 2) Seasonally adjusted using the Berlin Method (BV4); index: quarter marking the GDP-low-point = 100. — 3) Also adjusted for number of working days. —
4) Total working hours performed by the labour force.
Sources: Federal Statistical Office; Federal Labour Office; DIW calculations.

18



Figure 6

Business Prospects and Export Expectations in Manufacturing Industry
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Germany is clearly tightly circumscribed. This makes it
all the more important that it is used properly.

What is decisive for the choice of the appropriate
economic policy instruments is the nature of the shocks
currently being observed. It must also be taken into
account that shocks, whatever their origin, influence
economic development not only in the short run, but
that their effects persist over the longer term.! If it
proves possible to stabilise aggregate demand and thus
counter a negative shock, the growth trajectory will be
higher. Conversely, neglect of the demand side can lead
to a persistent weakening of economic growth and thus
to higher unemployment, which then becomes
entrenched and is subsequently considered to be a struc-
tural feature. Monetary and fiscal policy can indeed
exert a lasting influence on real economic development.
It is not the case that their real effects are merely short-
term, and their primary effect is not that of accelerating
inflation. Demand-side policies, properly understood,

1 On this see John Y. Campbell and N. Gregory Mankiw, 'International
evidence on the persistence of economic fluctuations', Journal of Mon-
etary Economics, March 1988, 23/2, pp. 319-333.

DIW'99

amount to more than mere cyclical stabilisation around
a given trend.2 To this extent demand-side policy is also
growth policy.

Is the German economy suffering from
supply-side problems or a lack of demand?

The importance of a correct analysis of causal factors is
illustrated in exemplary fashion by the current situation
(cf. figures 6 and 7 and table 2). Does the expected
marked weakening of economic growth indicate that the
German economy is suffering from supply-side prob-
lems, or is it rather a lack of demand?

The key variable on the basis of which a decision
must be made on this question is investment. It is undis-
puted that the dynamic of investment in machinery and
equipment® has been extremely weak in the course of

2 This incorporates, as the Council of Economic Experts rightly recog-
nises in its Annual Report (paragraph 339), a restrictive demand-side
policy when the economy is overheating.
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Figure 7
German Exports by Region®)
(Special trade; nominal figures)
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1) Adjusted for seasonal influences and number of working days using the Berlin Method (BV4). — 2) Poland, Hungary, Czech Republic, Slovakia, Bulgaria, Romania, Russia,
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dor, Gabon, Iraq, Iran, Qatar, Kuwait, Libya, Nigeria, Saudi Arabia, Venezuela, United Arab Emirates.

Sources: Federal Statistical Office; DIW calculations; from fourth quarter of 1998 DIW prognosis.

this cycle compared with previous cycles (cf. figure 5).
This would indicate supply-side problems if at the same
time profitability indicators also exhibited signs of
weakness. Yet this is precisely not the case. Corporate
profitability profit-yield relationship is currently more
favourable than at any time since the end of the 1980s,
the last time profitability had reached a historically high
level (cf. figure 8). At that time higher profitability was
achieved at significantly higher rates of wage growth.
This alone indicates that the diagnosis of supply-side
inadequacies is at best incomplete. It is for this reason
that the Council of Economic Experts? argues that it is
not historical comparison that is decisive, but rather, in
the age of globalisation, the profitability realised in
other countries. If higher profits can be earned in the
USA, for instance, capital will flow across the Atlantic
and not be invested in Germany.

3 The weak trend of construction investment is due primarily to spe-
cific developments linked to the course taken by German unification.

4 Sachverstindigenrat — A group of economists advising the German
government. Cf. its Annual Report (Jahresgutachten), paragraph 119ff.
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Quite apart from the fact that international compari-
sons of profitability are problematic given in some cases
systematic differences in statistical methods, a point rec-
ognised by the Council, this begs the decisive question:
is higher profitability abroad a consequence of supply-
side or demand-side policies? If it were exclusively the
result of demand-side policies pursued there, it is diffi-
cult to see how a potential divergence in profitability
can be used to justify a recommendation for a supply-
side policy in Germany. Yet precisely the example of
developments in the USA since the mid-1990s used by
the Council of Economic Experts supports this view: the
USA pursued a successful demand-side policy prior to
and during the last recession at the start of the 1990s.?
The monetary authorities maintained real short-term
interest rates close to zero for almost a year and an inter-
est rate differential of more than four percentage points;
thus US monetary policy was far more expansionary
than in Germany prior to and during the recession of

5G.A. Horn, 'Employment growth in the USA — An explicable mira-
cle', Economic Bulletin, vol. 35, no. 4, April 1998.



Table 2

Regional Distribution of German Exports (special trade)

DM billion % shares as a % of GDPY
Region
1996 1997 19982 1996 1997 19982 1996 1997 19982
Total 789 889 940 100 100 100 22.4 24.45 25.1
EU 454 494 534 57.5 55.6 56.9 12.9 13.6 14.2
EFTAY 45 48 52 5.7 5.4 55 1.3 1.3 1.4
NAFTAY 68 89 105 8.6 10.0 11.1 1.9 25 2.8
East Asia®) 77 79 65 9.8 8.9 6.9 2.2 2.2 1.7
CEE® 61 78 98 77 8.8 105 17 2.1 2.6
Other?) 84 101 86 10.7 11.3 9.1 2.4 2.8 2.3

1) Exports as a share of nominal GDP. — 2) January to September, extrapolated to annual basis. — 3) Switzerland, Norway, Island, Liechtenstein. — 4) USA, Canada, Mex-
ico. — 5) Japan, China, Hong Kong, Taiwan, Singapore, Thailand, Indonesia, Malaysia, Philippines, South Korea. — 6) Poland, Hungary, Czech Republic, Slovakia, Bulgaria,
Rumania, Russia, Ukraine, Belarus. — 7) Latin America (excl. Mexico), Africa, Australia and Oceania, rest of Asia.

Sources: Federal Statistical Office; DIW calculations.

1993. American fiscal policy, too, was prepared to toler-
ate cyclically induced deficits to a far greater extent
than in Germany. In those years wage trends were ori-
ented closely towards productivity, so that unit labour
costs barely rose, but on the other hand never declined
(cf. figure 9). This stabilised domestic demand trends
without running counter to price-stability goals. The
picture was very different in Germany, where wage
trends have for many years lagged behind productivity
growth, in some cases considerably, weakening in par-
ticular private consumption and also, as a result, invest-
ment.

Only when the economic upturn in the USA took a
firm hold did fiscal policy, followed by monetary policy,
tighten the reins, without ever adopting a tightly restric-
tive stance. At the same time, even in the upturn wage
trends never departed from their productivity and sta-
bility-oriented path. It was this combination of a poten-
tial-oriented and thus anti-cyclical demand-side policy
and steady wage growth that has enabled the USA to
record one of its longest upturns since the Second World
War. Germany, with its more restrictive monetary and
fiscal policy and its rather procyclical wage trends, has
lagged far behind this dynamic performance. This
explains, in particular, why in Germany investment in
machinery and equipment and private consumption
have developed so weakly in the course of the current
cycle. Moreover, the example of the USA illustrates why
demand-side policy is also growth policy. For the
demand-induced upturn has improved profitability and
thus also supply-side conditions. This effect was so
strong that it clearly more than offset the effects of the
tax increases introduced in 1993 particularly for higher

income brackets. By stimulating demand the USA has
established the conditions for a sustained upturn, one
that continues to this day.

Table 3

Effects of the Planned Reform of the
Taxation System on Tax Receipts in 1999
in DM billion

Wage tax -6 150
Increase in child benefit -5 800
Cut in rates -1270
Abolition of tax concessions 920

Assessed income tax 900
Cut in rates for business income —-880
Abolition of tax concessions 1780

Non-assessed taxes on profits 500
Corporation tax 850
Cut in tax rates -1 300
Abolition of tax concessions 2150

Trading tax 1160

Turnover taxes 5000
Abolition of tax concessions 3200
Imposition of tax on petroleum and electricity 1800

Petroleum tax 7 100

Electricity tax 4 200

Other 170

Total 13730

Sources: Federal Ministry of Finance; DIW calculations.
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Table 4

Federal Republic of Germany: Key Forecast Figures for Germany

Federal Republic of Germany

West Germany East Germany

1997 1998 1999 1997 1998 1999 1997 1998 1999
Gross Domestic Product?)
(% change on the previous year) 2.2 2.7 14 2.3 2.8 15 17 19 0.8
Employment®
(in 000s) 33 962 33970 33 950 27 884 27 920 27 915 6078 6 050 6 035
Unemployment
(in 000s) 4385 4270 4175 3022 2900 2860 1363 1370 1315
Unemployment rate®)
(in %) 11.4 11.2 10.9 9.8 9.4 9.3 18.3 184 17.9
Consumer prices®
(% change on the previous year) 1.8 1.0 1.2 1.7 0.9 1.2 2.0 1.2 14
Unit labour costs®
(% change on the previous year) -1.9 -1.0 0.9 -1.7 -0.9 0.9 2.7 -1.4 1.2
Public sector financial balance®
(DM billion) -101.5 -69.5 -75 - - - - - -
memo item: in % of nominal GDP

National definition -2.8 -1.8 -2.0 - - - - - -

EU definition -2.6 -1.7 -1.9 - - - - - -
Balance of payments”)
(DM billion) -6.9 13 5 - - - - - -

1) At 1991 prices. — 2) Domestic employment. — 3) Germany: unemployed as a % of domestic employment (residence concept; employed and unemployed); west and east
Germany: unemployed as a % of employment at national concept (place of work concept; employed and unemployed). — 4) Price index of the cost of living of all private house-
holds. — 5) Gross wage and salary income created in the domestic economy as a % of real GDP at 1991 prices. — 6) On national accounting definitions. — 7) On balance of

payments definitions.

Sources: Federal Statistical Office; German Bundesbank; DIW calculations. fourth quarter 1998 estimate and 1999 prognosis by the DIW.

Economic policy in the face
of a global economic slowdown

The economic policy strategy pursued in Germany has
relied primarily on an export-induced upturn, by
improving international competitiveness through wage
restraint. That this path is subject to serious uncertain-
ties has now — at the very latest — become all too appar-
ent. Although Germany has succeeded in markedly
expanding its exports in recent years, the global eco-
nomic downturn has placed a constraint on this
approach before a sufficient compensatory expansion of
domestic demand could occur.

Although the crises in the Asian countries began
more than one year ago, economic policy in Europe, and
particular in Germany, has scarcely reacted. Alongside
the widespread underestimation of the seriousness of
the crises, this has been due in large measure to the sup-
ply-side orientation of economic policy. If the phase of
economic weakness that is now making its effects felt
continues to be interpreted in terms of supply-side prob-
lems, further distortions in the domestic and world econ-
omy are likely. The cyclical setback, which can no
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longer be entirely avoided thanks to the delayed reac-
tion by economic policy makers, will prove all the more
serious the less economic policy makers are willing to
take counter measures. It is vital that all the industrial-
1sed countries lose global market shares in favour of the
crisis-hit Asian countries, while at the same time stimu-
lating their domestic demand, in order to guide the
world economy into quieter waters. The USA and the
entire NAFTA area have already made a contribution to
this, whereas Europe and Japan have failed to do so.

Monetary policy at the start
of European Monetary Union

At the start of 1999 responsibility for monetary policy
passed to the European Central Bank (ECB). On
1 November 1998 the ECB announced its prime goals
and elements of its monetary policy strategy. The main-
tenance of price stability is its primary goal. It is consid-
ered to have been achieved when the rate of growth of
the Harmonised Consumer Price Index on the previous



Figure 8
Profit-Yield Relationship in Germanyl)
Capital yield with and without interest costs

15

12

= 3 T T T T T T T T T T T T T T T T T T T

Germany

1960 1962 1964 1966 1968 1970 1972 1974 1976 1978

1) Data to 1995 west Germany; 1991 to 1998 Germany.
Source: Council of Economic Experts, Annual Report 1998/99.

year is under 2%. The money supply plays a prominent
role in the monetary policy strategy of these ECB as an
indicator and intermediate target variable. Yet the ECB
also intends to conduct additional inflation forecasting,
which will incorporate a large number of other financial
and real indicators.

Following in the tradition of the German Bundes-
bank, the ECB opted not to choose M1, the narrowest
monetary aggregate, as its indicator and intermediate
target variable, but rather a relatively broadly defined
monetary aggregate: M3 extended, the choice and defini-
tions of which are described in Box 2. Yet given the sub-
stantial degree of uncertainty associated with any
change in monetary policy regime, it refrained from
tying its hands at the outset by announcing a money
supply target. In order, nevertheless, to give economic
agents an idea of the broad thrust of its planned policy
stance, it did, however, announce for 1999 a 'reference
value' for a rate of monetary growth considered compat-
ible with price stability. The figure is 4.5%, and if it is
met it would imply a continuation of monetary growth
at a rate approximating that in 1998, a rate that, given
the weakness of economic growth, would appear too low
rather than too high.

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998
DIW'99

Unlike the money supply targets announced by the
Bundesbank, this rate is not equal to the 'current' rate of
expansion on an annual basis. Instead this reference
value has been defined as the rate at which the moving
three-month averages of the money supply exceed the
respective figure one year earlier. The ECB has not
announced a target corridor.

The reference value of 4.5% is based on three com-
ponents estimated or targeted for the EMU: the esti-
mated trend rate of growth of real GDP (2% to 2.5%), as
a proxy for the growth of the as yet unknown total
potential output of the region; the rate of growth of the
consumer price index (under 2%) considered compatible
with price stability; and an allowance for the secular
decline in the velocity of circulation of money (0.5% to
1%). It is not possible on the basis of these rather vague
figures to calculate an exact average value. Depending
on whether 'price stability' — an inflation rate of 'less
than 2%' — is interpreted as a rate of 1.9% or of just
1.5%, average values of 4.9% and 4.5% are arrived at.
This mathematical result would justify, in virtually
equal measure, a decision for a reference value of 4.5%
or for one of 5%. This suggests that it may well have
been advisable to announce a target corridor of, for
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Figure 9

Comparison between
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instance, between 3% and 6%, as set by the Bundes-
bank for the German money supply in 1998, in recogni-
tion of the relatively high volatility of the monetary
aggregate.

It may be helpful in evaluating the reference value
selected by the ECB to conduct a thought experiment
that takes account of medium-term aspects; this is illus-
trated in figure 10. What view should be taken of the
development of the actual aggregate money supply if
the (subsequent) members of EMU had set a joint money
supply target, constant over the medium-term, and with
a corridor of three percentage points at the start of 1992?
The answer depends on the medium value chosen for
this corridor. If a medium value of 4.5% had been cho-
sen, the rate of growth of the aggregate money supply
would mitially have been excessive, but would have
been considered appropriate to the growth of potential
output from 1995 onwards. If a medium rate of 5.5%
had been chosen, on the other hand, as recommended for
Germany by the leading German economic research
institutes in their 1996 Autumn Report, the actual
growth of the aggregate EMU money supply would
have been clearly 'inadequate’: in 1995 the money sup-
ply would have undershot the target corridor and would
subsequently have increasingly moved away from it.
This undershooting of the target could have been
explained with reference to the efforts made by west
European central banks to meet the stability-oriented
criteria of the Maastricht Treaty. Yet at the same time
one would have to admit that this restrictive stance had
clearly been to the detriment of economic growth and
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Box 1

Assumptions on which
the prognosis is based

The prognosis is based on a number of assumptions:

— The prices of industrial primary goods on world
markets does not start to rise again, if at all, until
the latter part of 1999.

— The real external value of the euro rises in the
course of 1999 due to the depreciation of the US
dollar.

— Short-term interest rates in the EMU countries
remain constant at 3% throughout the year. Nor
are there significant changes in capital market
rates.

— Collective wage increases in Germany remain
moderate at around 3%. Wage growth in east
German 1s no higher than in west Germany.

— Fiscal policy pursues a moderately consolidatory
course. Cyclically induced increases in deficits
are accepted. Income tax reform, the ecological
tax reform and the reductions in social insurance
contributions come into force in 1999 as
announced.

that now, the stability goal having been achieved, a revi-
sion would be necessary in order to pay greater atten-
tion to the economic growth needed to boost employ-
ment.

Why did the ECB refrain from announcing a target
corridor of, say, between 3% and 6%? The justification
offered was the danger that the markets would expect,
as soon as monetary growth over or undershot the corri-
dor, an automatic rise or cut in central bank rates, even
if this were not justified by other indicators. It is indeed
the case that without such a restriction the ECB will
retain sufficient flexibility to react to other indicators
pointing to a threat to price stability — in either an infla-
tionary or deflationary direction.

Yet on the other hand there are persuasive argu-
ments for setting a target corridor. If deviations from the
reference value of more than one and a half points in
either direction were possible without any need to jus-
tify them, this would amount to immunity from criti-
cism, would reduce the value even of the provisional
'reference value', and cause a loss of credibility. For this
reason the ECB would have been well advised to have
opted for a corridor. This is all the more the case given
that for two of the components making up the reference
value the ECB has mentioned a sort of corridor: for the
trend growth of output (2% to 2.5%) and for the secular
decline in the velocity of circulation of M3 (at a rate



Box 2

Estimating the money supply in the European Monetary Union (EMU)

At the time this report was compiled, official figures
on the aggregated money supply of the 11 member
states of the EMU chosen by the European Central
Bank (ECB) as the intermediary target variable for
monetary policy were not yet available. In order to
obtain at least a rough idea of the changes in the over-
all money supply of the EMU countries, the DIW has
estimated an EMU money supply that is as close an
approximation as possible to the expected official
intermediary target variable.

The requirements of such a variable are as follows.
Changes in the intermediary target variable should
depict as well as possible changes in the monetary pol-
icy stance. The central bank must be able to exert a
sufficiently strong influence on the variable, and it
must exhibit a sufficiently stable relationship to the
actual target variables, and in particular inflation.
Moreover, fluctuations in the variable should not be
excessively volatile.

M1, the narrowest monetary aggregate (encom-
passing currency in circulation and sight deposits),
has the advantage that it reacts sensitively to changes
in interest rates, but it is highly volatile, as changes in
interest-rate structure and other factors, such as grow-
ing uncertainty, induce substantial portfolio restruc-
turing in favour or to the detriment of interest-bearing
financial investment. It follows that the broader a
monetary aggregate is, the less it is subject to volatil-
ity, an advantage that is offset by the fact that broader
monetary aggregates contain components that are
closer to capital than to money; the rise in such aggre-
gates 1s an indication more of a rising propensity to
save than of additional spending and inflation in the
future. In the light of these considerations, the ECB,
following the tradition set by the German Bundesbank
and other central banks, is likely to have opted for a

1 Alongside currency in circulation it includes various liabilities of
'monetary financial institutions' in the EMU countries with resi-
dents in this zone. These liabilities are: overnight deposits, deposits
with an agreed maturity period of up to two years, deposits with a
notice period of up to three months, deposits from repurchasing
agreements, bonds with a time to maturity of up to two years,
shares in money market funds, and money market paper (net).

compromise between a very narrow and an extremely
broad monetary aggregate. This amounts to the choice
of the aggregate called 'extended M3'!' as the interme-
diary target variable for monetary policy.

Given the lack of sufficient information on the
components that 'extend' M3 as traditionally defined,
such as money market paper, shares in money market
funds, deposits with foreign branches and subsidiaries
of domestic banks, the DIW has restricted itself to
aggregating national money supply as represented by
M3 (without extension). For those countries that do not
publish statistics on this aggregate, the one was cho-
sen among those on which data is available that comes
closest to M3. These are M2 for Italy, M2- for Portugal
and M3E for Ireland. The national money supplies
selected in this way were converted at the most recent
ECU central rates. In the case of Germany the data
source was the monthly reports of the German Bun-
desbank; for all the remaining countries the money
supply data were taken from the Main Economic Indi-
cators of the OECD.

Change in the Supply of M3%)
in the EMU Countries
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1) M3 = cash plus demand, time and savings deposits; for Italy M2; for Portugal
M2- and Ireland M3E; calculated on the basis of ECU central rates; monthly data;
not seasonally adjusted; change on corresponding month of previous year.
Sources: German Bundesbank; OECD; DIW calculations.

between 0.5% and 1%). Yet if the ECB indicates corri-
dors for these two components, it would be logical to set
a corridor for the reference value. A corridor of three
percentage points would not have been so narrow as to
prevent any account being taken of the likely volatility

of the money supply. On the other hand, it would not
have been so broad as to free the ECB from the obliga-
tion to justify, with sound arguments, why it is pre-
pared, where necessary, to permit money supply growth
to depart from the corridor. Supporters of a money sup-
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Figure 10
M3 of the EMU Countries
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1) Cash in circulation plus demand, time and savings deposits: for Italy M2, for Portugal M2- and for Ireland M3E, calculated on the basis of ECU central rates; monthly data;

seasonally adjusted using the Berlin Method (BV4). — 2) Corridor width = 3%.
Sources: German Bundesbank; DIW calculations.

ply corridor can also point to the Bundesbank in this
regard: it frequently permitted the money supply to
deviate from the announced target corridor, but its repu-
tation for price stability did not suffer because of its
ability to defend its position convincingly.

Of course, it is possible to interpret the decision for a
pin-point reference value of 4.5% for 1999 very differ-
ently from the ECB: both the leading German economic
research institutes in their Autumn Report6 and the
Council of Economic Experts in its Annual Report 1998/
1999 called for a money supply target of 5%. Given the
substantial degree of uncertainty surrounding the rele-
vant forecasts, the difference of one half of a percentage
point to the reference value given by the ECB might be
considered negligible. Yet the importance of the signal
in favour of a restrictive stance that could be given by
the choice of the lower rate should not be underesti-
mated. The impression given is that, faced with a choice
of giving greater scope to economic growth or doing
more for price stability, the ECB would, in case of doubt,
opt for a restrictive measure in order to acquire suffi-
cient credibility on price stability.

6 Cf. Economic Bulletin, vol. 35, no. 11, November 1998.
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In retrospect, the choice of a relatively low reference
value seems all the more justified as, just a few weeks
before the official start of a common monetary policy,
the EMU central banks left a 'legacy' by adopting an
expansive measure. On 3 December last year they cut
the repurchasing rates and, in so doing, set the base rate
at which the ECB had to commence its monetary policy
activities at the start of this year. Some commentators
have seen the fixing of a base rate of 3%, a step taken in
agreement with the ECB, as symptomatic of an exces-
sively soft approach by the members of the European
Central Bank Council on price stability.

The warnings about the risks of base-rate cuts in the
EMU were justified, among other things, with the argu-
ment that such a measure would lead to an undesirably
strong inflationary impulse in those countries that, for
domestic economic reasons (i.e. inflationary pressure),
still maintained a relatively high short-term interest
rate, when they cut their base rates to the EMU refer-
ence level of 3%. Yet this argument is unconvincing. If it
were true, Germany, for instance, given its extremely
low rate of inflation and sluggish economic growth,
would be equally justified in calling for even more pro-
nounced cuts in rates. Yet clearly, regional aspects can



no longer be taken into consideration when setting base
rates, only European-wide aspects are relevant. Tempo-
rary differences in price trends are bound to crop up
within EMU, but tougher competition at a 'constant
exchange rate' will not permit significant deviations in
regional inflation rates, that is longer-term rates of price
and cost increases, from the EMU average.

More serious, on the other hand, is the argument put
forward against the cuts in rates that both short-term
rates and longer-term real rates on the capital markets
in Europe are at an unusually low level. Indeed, the sta-
tistically computable (i.e. ex post) real rate of interest —
the difference between the nominal bond yield of 4%
and the current inflation rate of just over 1% — is, at 3%,
below the average for the 1990s. Yet this average is
unsuited to determining the appropriate rate in the cur-
rent situation. It also encompasses years in which the
interest rate contained an excessive risk premium
reflecting higher inflation; this premium can since have
been expected to have declined substantially. Instead of
historical comparison, therefore, another criterion
should be used to determine the appropriateness of the
real rate of interest on capital markets: comparison with
the rate of return on real capital, or, more precisely, the
relationship between the real return that can be
expected on investment in real capital and the real rate
of interest on the capital market. It may be that this rela-
tionship has increased recently, and thus become more
conducive to investment, but the long-term interest rate
is still not low enough to make a contribution to a sus-
tained and strong upturn, as this prognosis of economic
growth in the EMU shows.

Consequently, monetary policy must play its part by
cutting short-term interest rates significantly and creat-
ing an adequate interest rate differential between the
money and the capital market: this would avoid too
much savings capital being parked in short-term securi-
ties, preventing it reaching the capital market, which is
the source of finance for longer-term investment. In the
face of the serious risk of the international crisis spread-
ing to Europe and the USA, the European and US cen-
tral banks are called on to jointly cut interest rates, in
order to indicate their willingness to counter the threat
of such a crisis from the very outset.

Fiscal policy: the importance of avoiding
procyclical effects

The Stability and Growth Pact has significantly nar-
rowed the scope for national fiscal policy by imposing
relatively strict limits on borrowing to finance public
spending. The guiding model is that of a balanced

budget at a 'normal’ state of the business cycle. When
growth rates are falling, governments may finance up to
3% of their spending by borrowing; borrowing in excess
of this limit may lead to the imposition of sanctions.
Only in a serious recession — defined as a year in which
real GDP contracts by at least 2% on the previous year —
may public borrowing exceed this ceiling.

The central problem facing German fiscal policy is
that mass unemployment has imposed an enormous
burden on government budgets. This burden has, it is
true, been eased somewhat by repeated cuts in spend-
ing. The cuts that have been achieved in social securities
spending, alone, amount to up to DM 100 billion per
annum. Significant cutbacks have also been made in
government consumption and public capital spending.
This has enabled budget deficits to be reduced as a
share of output. Yet this process has been associated
with substantial macroeconomic adjustment costs. It
has not proved possible to return the German economy
to a 'normal situation' at a substantially higher level of
employment.

In this context it needs to be asked whether the nor-
mal' state of the economy is in fact a suitable point of
reference for determining when the budget should be
balanced. This would be the case if such a normal situa-
tion was associated with a high level of employment.
Yet given that cyclical fluctuations are measured exclu-
sively on the basis of the level of real capacity utilisa-
tion, a 'normal situation', so defined, can occur alongside
substantial underemployment of the labour force. Last
year the German economy was close to such a constella-
tion. Yet if economic activity has been weak for many
years and unemployment has become entrenched at a
high level, a balanced budget is a fiction. If fiscal policy
makers nonetheless seek to attain this goal, every step
in this direction weakens the forces for economic
growth, and thus contributes to an ossification of unem-
ployment and thus also of the heavy financial burden on
government budgets.

Fiscal policy finds itself on a knife edge, as a cyclical
setback would quickly push the deficit above the ceiling
of 3%. A higher deficit is only permitted when real GDP
falls by at least 2% on the previous year and the
employment level declines by far in excess of one mil-
lion.” If in the following year unemployment remains at
a high level, but total output does not once again con-
tract by at least 2%, fiscal policy would immediately
have to return to a policy of strict budgetary consolida-
tion.

7 If GDP falls by 2%, the employment volume will fall by 4% — given
productivity growth of 2% - that is by 1.2 million persons.
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Reform of the taxation system

Last year the postponement of taxation reform was
repeatedly identified as a central reason for the persist-
ently weak growth of the German economy. Greater
equality of treatment by the tax system and a simpler,
more transparent structure were considered urgent
requirements. The numerous tax concessions and allow-
ances, it was argued, should be abolished, and in return
marginal tax rates cut radically. The package of reforms
announced by the new federal government immediately
aroused the opposition of business. While many of the
planned measures to reduce tax concessions were also
contained in the proposal made by the former federal
government, there are considerable differences regard-
ing the net reduction in the tax burden planned and the
time schedule for implementation. The new government
intends to reduce the tax burden by only half as much
as the old government had planned, and the reductions
are to be spread out over a longer period. In the coming
year the burden on small and middle-range incomes is to
be reduced, whereas business will on balance pay higher
taxes; not until the year 2000 are reductions for business
planned.

A central aspect in the current debate is whether a
tax reform can really make a decisive contribution to
achieving higher growth and employment. It is often not
appreciated that in historical terms the overall tax bur-
den as a share of output is currently at a low level. It
should be recalled in this context that both the property
and the trading capital tax have been abolished, and cor-
porate taxation was reduced substantially in the legisla-
tion passed by the last government. Moreover, the Ger-
man taxation system is characterised by comparatively
generous depreciation allowances, substantially reduc-
ing the negative impact of the relatively high marginal
tax rates on investment activity. In contrast to the
'Petersberg Decisions' of the previous coalition govern-
ment, the concept presented by the new government
contains no measures tightening up the conditions for
the general deductibility of depreciation allowances,
leading to negative incentive effects for investment.

There can be no doubt that a transparent taxation
system improves allocative efficiency. Yet the question
is also whether, in the current situation, a policy that
removes or reduces special concessions for specific
types of income, for example, and in return cuts tax
rates, can actually induce the economy to invest more.
After all, in the same environment sustained cuts in the
burden of wage costs have not induced companies to
expand productive capacity. Rather, under the prevail-
ing conditions it is to be expected that reductions in the
tax burden will be used to finance, out of firms' own
resources, investment projects that would have been
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conducted anyway. Moreover, a reduction in the tax
burden can at best only ever provide temporary
impulses.

Those calling for a higher net reduction in the tax
burden must indicate how it is to be financed. Hopes
that tax cuts will finance themselves are built on sand,
as the stimulatory effects are likely to be limited. On the
other hand, the various means of financing tax cuts
from other sources, for example raising VAT or cutting
spending, will inevitably dampen the expansionary
effects of the tax cuts, not to mention the question of dis-
tributional justice that such measures pose.

The principle of taxation according to ability to pay,
as a central pillar of a fair taxation system, has already
been increasingly undermined by taxation policy in
recent years. This applies even to those cases where, fol-
lowing supply-side policy recommendations, important
principles of the German tax system have been aban-
doned. For instance, the lower tax rates on business
income not only call into question the principle of a 'syn-
thetic' income tax,® they also work to the disadvantage
of lower and medium-range income groups drawing
business income.

Against the background of the limits on borrowing
imposed by the Stability Pact, the uncertain impact of
tax reductions on investment activity, and for reasons of
income distribution, the overall package of measures
announced by the new government can be seen as bal-
anced, although it would have been better to introduce
the reforms in one step rather than in three stages. Cycli-
cal reasons are the main argument in favour of the pack-
age, as fiscal-policy stimuli are urgently needed at the
present juncture. Due account must be taken, however,
of the difficulties of implementing the package in Ger-
many's federal system, as state and local governments
have little interest in a tax reform that reduces their rev-
enue. If central government is forced to make compensa-
tory payments, it will encounter constitutional difficul-
ties, as Article 115 of the Constitution bans net govern-
ment borrowing in excess of public capital spending.
This would only be permissible if it could be shown that
higher borrowing were necessary to avoid instability to
the economy. With this in mind, it is vital that state and
local governments contribute to financing the tax
reform, particularly given that they will benefit from its
positive effects.

Alongside a reform of income taxation, the new gov-
ernment plans to embark on an ecological tax reform.
Higher tax rates on petroleum products and the intro-
duction of a tax on electricity aim to make energy con-

8 It is argued in justification of the preferential treatment that it offsets
the burden of trade tax; but this is a tax on costs and was not con-
ceived as a tax on profits.



sumption more expensive, the additional revenue being
used to cut social insurance contributions. Measured
against a comprehensive ecological tax reform, as ana-
lysed by the DIW, amongst others, in a number of stud-
ies, the measures adopted so far appear rather lacking in
ambition. The increase in the price of oil products in the
first stage by six pfennig per litre is scarcely perceptible;
the same applies to the measures for heating oil, gas and
electricity. Yet it is less the magnitude of the initial
increases than the sustained nature and the predictabil-
ity of the measures that are important. Indeed, abrupt
changes in prices are likely to be damaging on balance,
as they generate adjustment friction. A slow and grad-
ual shift in relative prices, on the other hand, creates
opportunities to introduce environmentally friendly
technology and production processes. What is impor-
tant, therefore, is to make it clear to business and private
households that in the longer run energy prices will rise
perceptibly, in order to change economic and social
behaviour. To this end the medium-term trajectory of
the ecological tax increases should be announced as a
guideline.

The planned reductions in and exemptions from the
higher rates for energy-intensive branches give cause
for concern. They run counter to the aim of achieving
across-the-board reductions in environmental damage.
In practice, however, for political reasons if for no other,
then is no alternative to mitigating real or supposed
threats to competitiveness by introducing special provi-
sions for areas of the economy particularly hard hit.
These must be seen as concessions to structural changes
that place excessive demands on some actors, and that
lead to social and regional distortions. Yet if the reform
is to be effective, such provisions must apply for a lim-
ited period only.

Wages and salaries:
return to a productivity-orientation

As in previous years opinions vary widely on the appro-
priate rate of collectively agreed wage growth. In its
most recent report the Council of Economic Experts
once again argues for wage increases that lag signifi-
cantly behind expected productivity growth; the DIW
does not consider this an appropriate strategy to bring
about a sustained improvement in the labour market sit-
uation in Germany (cf. figure 11).

The central problem with the line of argument put
forward by the Council of Economic Experts is that it
sees the labour market in isolation, and systematically
neglects linkages between goods markets and the labour
market, and reactions by other market actors. In particu-

Figure 11
Productivity and Real Wage Position in
Cyclical Upturn Phases in West Germany
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Sources: Federal Statistics Office; DIW calculations.

lar it ignores the fact that the demand for labour
depends not only on the price of labour, but also on the
demand situation on goods markets. If wage growth
lags behind productivity growth, at a given level of
employment, wage income and the demand financed by
it expand less than aggregate supply. A gap opens up
between supply and demand that for firms means a
deterioration in sales opportunities on goods markets.
The Council hopes that this gap can be closed by rising
employment and the associated expansion of private
demand. Yet the Council itself writes that employment
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always reacts only after a certain time lag. Thus a con-
temporaneous rise in demand cannot occur. Yet the fact
that firms' investment decisions depend not only on cur-
rent profitability, but also on the growth of sales mar-
kets is not to be found in the line of argument put for-
ward by the Council of Economic Experts. If sales
growth is weak, firms will not invest in expanding pro-
ductive capacity. Without such investment, no addi-
tional jobs will be created.

The demand gap can only be closed if government
(public consumption and investment) and/or the rest of
the world (exports) step into the breach. In recent years
it is only exports, stimulated by wage restraint, that
have increased aggregate demand in Germany and thus
created incentives for additional investment. Yet this
strategy cannot be pursued indefinitely. In the longer
run economic agents abroad will not tolerate a deteriora-
tion in their competitive position. Rather they will seek
to move down a similar path in order to improve their
competitiveness once more.

Clearly this is no way to stimulate trade for the long
term. An expansion of production possibilities is inextri-
cably linked with competition, but not with just any sort
of competition. At the macro level, higher growth is only
possible when competition is of an entrepreneurial
nature, that is, in the private sector, it must be based pri-
marily on the application of new technologies, the more
efficient combination of the factors of production, or the
development of new products, so that competitive
advantages accrue to firms. This sort of competition
generates growth through economic creativity. It also
promotes international trade and increases the wealth of
all participating countries. The situation is very differ-
ent with the sort of competition that seeks to create
employment by reducing wages, cutting social benefits
and lowering taxes. Such an approach promises success
only from the perspective of an individual country or an
individual firm, that is at the microeconomic level. Yet
the resulting competitive advantages are based not on
creating the new, but exclusively on devaluing the old.
From a macroeconomic perspective this does not create
additional production possibilities; at best it is a zero-
sum game, in which those that lag behind in the race to
cut costs lose out.

In fact the strategy of stimulating growth by raising
exports has not been without its costs. Rather, exports
successes have been achieved at the costs of a lasting
weakness in the domestic components of demand. As
can be seen from figure 2, in west Germany last year
incoming orders from abroad were around 40% higher
than the level prior to be 1992/93 recession, whereas
domestic orders have scarcely risen above their low-
point during that recession. This weakness of domestic
demand is explained primarily by the path taken by col-
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lectively agreed wage and salary growth since 1995.
The positive effects on markets abroad have been offset
by negative effects on domestic markets.

Yet this interdependence is not adequately recog-
nised by the Council of Economic Experts, as is clearly
shown by an ex post evaluation of its pay recommenda-
tions for 1998. In its 1997 Annual Report (paragraph
273) it calculated, on the basis of its economic forecast,
an increase in adjusted marginal productivity of 2% %.
Given the increase in the GDP deflator expected by the
Council of 1%4:%, the employment-neutral scope for
wage increases was of the order of 4%. Seen in terms of
this expected potential, the parties to collective bargain-
ing 'did not fully exploit the expected scope, agreeing
wage increases of 2%, and so made the deduction that
was necessary in view of the still difficult employment
situation urgently' (Annual Report 1998, paragraph 169;
own translation).

From the current perspective, however, the Council
of Economic Experts takes a far less positive view of
collectively agreed wage increases in 1998 because the
data on which it based its calculations of the scope for
wage increases have evolved differently than forecast at
the time. According to the new calculations by the Coun-
cil (Annual Report 1998, paragraph 169) the employ-
ment-neutral marginal productivity in the current year
is just 1%4 %, around half a percentage point lower than
assumed last year. The revision of the forecast is due
primarily to the somewhat weaker growth of GDP than
had been expected. Because the GDP deflator was also
lower than expected (below 1% compared with 1%4%),
the employment-neutral scope for wage increases fell to
just 2%. As a result, last year's collectively agreed wage
increases were lower than the 'actually existing scope to
a far from adequate extent in order to be able to estab-
lish a basis for substantially higher employment'
(Annual Report 1998, paragraph 169; own translation).

The Council of Economic Experts makes no attempt
at this point to identify a possible connection between
its pay recommendations and the change in the eco-
nomic framework. Yet it was not least due to the weak
demand by private households — reflecting the lower
rates of income growth — that total output grew more
slowly than expected. Of particular importance, how-
ever, is the substantially lower rate of inflation, caused
by declining unit labour cost over a period of several
years. Alongside the demand effects of the substantial
difference between the rates of wage and productivity
growth, the Council of Economic Experts has also taken
too little account of the interdependence of price and
wage dynamics. Even if wage increases had been lower
still than the 2% actually agreed, the 'deduction' from
the rate of productivity growth recommended by the
Council would still not have been large enough in ex



post terms. An even sharper fall in unit labour costs
would, namely, have been passed on by firms, in the
tough competitive environment they face, to consumers
on goods markets, so that the inflation rate would actu-
ally have been even lower.

What would happen if pay bargainers were to follow
the Council's advice this year and not fully exploit the
scope for wage growth, or indeed were to take account
of the fact that the already agreed — and very low — pay
increases for 1998 are still — according to the Council's
concept and on current data — too high? The resulting
gap between wage and productivity growth would
again have a negative impact on output and prices.
Additional employment would not be created in this
way, but the downward slide into deflation would cer-
tainly no longer be avoidable.

What guidelines should collective pay bargainers
follow in the coming years? In the past the DIW has con-
sistently argued for an orientation towards the trend
growth of productivity and the target inflation rate of
the central bank. It thus supports a pay strategy based
not on current, short-run variables, but on the medium-
term trends. This would lead to a rise in unit labour
costs that would not come into conflict with the price-
stability policies of the central bank and would avoid
both inflationary and deflationary tendencies.

In the current situation, however, such a policy is not
without its problems. The Council of the European Cen-
tral Bank has not set a precise target rate for inflation,
but has merely announced its intention to keep the rise
in the harmonised consumer price index within the
EMU below 2%. It cannot be precluded that the ECB
would tighten the monetary reins in preventive fashion
once inflation began to rise towards the 2% target. In
effect this would mean that the effective target rate of
inflation is closer to 1%z % than to 2%.

Given these facts and the uncertainty surrounding
the approach taken by the European Central Bank, for
the time being it would seem advisable to call for a pace
of wage growth that prevents a further decline in unit
labour costs, but that on the other hand does not fully
exploit the scope for tolerated inflation. The average
rate of productivity growth during the last cycles was
around 2%%. Given an inflation rate tolerance of
around 1% % by the ECB, the growth of hourly wages
that is compatible with stability would be around 4%. In
the coming years wage trends should be steadily
brought closer to this rate. The prognosis presented here
for 1999 assumes collectively agreed wage growth of
just under 3%.

Along with other policy areas, following the intro-
duction of European Monetary Union, wage growth can
no longer be seen entirely within a national framework.
The removal of exchange rates within the EMU coun-

tries means that divergent unit labour cost trends can no
longer be offset by exchange rate adjustments, and thus
have an immediate effect on national labour markets. If
unit labour costs are falling in one country, as is cur-
rently the case in Germany, whereas they are rising in
other countries, a change in competitive relations occurs
that only makes economic sense when it serves to cor-
rect prior distortions. This was not the case in Germany.
Thus not least for this reason, a return to a productivity-
oriented path appears an urgent requirement.

An 'Alliance for Jobs'

It is widely hoped that the serious employment prob-
lems facing Germany can be solved by means of a coop-
erative 'Alliance for Jobs' between the two sides of
industry and the government. Great expectations have
been placed in such a pact.

Although the interest groups involved do not have
direct competence to set wage rates, the most important
signal that could emerge from the negotiations currently
under way relates to medium-term pay trends. If trade
unions and employers could agree on the principle of
orientating wage growth towards average medium-term
productivity growth, there would be a chance of creat-
ing employment without inflationary tension. As argued
in the previous section, such an incomes policy would of
itself promote growth and employment. Above and
beyond this, a consensus on this issue could help avoid a
destabilising over or undershooting of wages resulting
from extreme positions in pay negotiations. In particu-
lar, pay determination would be freed of any efforts to
redistribute income. At the same time such an agree-
ment would signal that wage growth will not pose a
threat to price stability. This would inevitably enter into
the inflation forecasts of the ECB and, if it had a Euro-
pean impact, would establish the basis for a monetary
policy that sets a broad monetary framework for growth
and employment.

Elements of a balanced economic policy

Economic policy in Germany must change course away
from a one-sided supply-side orientation in favour of a
balanced strategy. To this end decisive steps need to be
taken; a hesitant approach merely raises uncertainty
and thus promotes destabilisation. Against the back-
ground of the weakening of global economic growth,
this means that monetary and fiscal policy and collec-
tive bargaining must be oriented towards expansion, in
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order to counter the negative effects of reduced export
growth. The ECB must follow the example of the US
Federal Reserve and cut interest rates in order to bolster
investor confidence in future economic trends. Such an
approach serves not merely to stimulate investment
demand, and to this extent is not merely a demand-side
policy, but rather also improves supply-side conditions,
as higher investment leads to a more profitable capital
stock. Fiscal policy makers must tolerate deficits
induced by the downswing. This will not only stabilise
demand, in particular consumer demand, it will also
maintain sales and profitability opportunities that
would otherwise be lost down the drain of an economic
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downturn. In addition, cuts in tax burdens should be
brought forward in order to promote economic stabilisa-
tion. Collective pay bargainers must return to their ori-
entation towards medium-term productivity growth. An
Alliance for Jobs could make a valuable contribution in
this regard, helping to avoid an unnecessary struggle
between unions and employers induced by extreme pay
demands or offers. All this should ensure that domestic
demand in Germany finally regains its growth dynamic.
Sooner or later this will push up capital yields to such
an extent that the worries about Germany falling behind
in international competition for capital will prove unjus-
tified.

'Arbeitskreis Konjunktur' in the DIW
(Study Group 'Business Cycle')



