
Editor ial

Prof Dr Klaus F. Zimmermann,
President of the German Institute 
for Economic Research, asks:

'Should the value-added taxes
in Germany temporarily be reduced?'
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World economic growth has slowed considerably since last September. Some

of the lost momentum can be attributed to the new global terrorism. A

reduced sense of confidence has dampened consumer spending and profit

forecasts and tipped the US into recession. However, the current growth cri-

sis is not only due to the effects of terror. Business cycles world wide had

been nearing their troughs throughout the autumn with far-reaching conse-

quences for investment, profits and employment. With luck and skilled

macro-economic management, we may yet escape a worst-case scenario.

The incentives to act quickly are substantial. Avoiding output losses

reduces unemployment, while stronger employment in turn strengthens

demand and reduces the budget deficit. In addition, maintaining employment

is a good social policy, as unemployed workers quickly lose their skills, moti-

vation an ultimately, the chance of new employment. This applies especially to

European economies characterised by persistently high levels of unemploy-

ment, such as Germany.

German economic policy makers hence face an important choice. They

can maintain their 'steady hands' approach. The success of such passive pol-

icy depends on the first round of the substantial tax cuts introduced last year

maintaining consumption, on fiscal prudence and credibility stabilising expec-

tations, and on the automatic fiscal stabilisers lifting the economy out of its

current trough.

Alternatively, German policy makers can introduce some short-term

measures to break the current spiral of negative expectations, lower con-

sumption, profit warnings, cost cutting and lower employment. Such measure

would have to work quickly to affect the current, weak rate of GDP growth.

In addition, any such measure is constrained by the scale of the budget deficit

and the international agreements on limiting budget deficits to at most 3% of

GDP in the Eurozone. Given these policy objectives and such budget con-

straint, which macro-economic policy should the German government adopt

now?

Accelerating the corporate and income tax reform by introducing the sec-

ond stage of tax cuts one year earlier would boost corporate earnings and

private disposable income. However, this second stage of the tax reform has

already been agreed, employees and firms are already expecting this perma-

nent reduction in their tax burden, and long-term consumption and invest-

ment decisions have already been adjusted accordingly. Accelerating the tax

reforms would have been a strong boost to confidence earlier in the down-

turn. Now it would not yield the targeted and immediate boost the German

economy so desperately needs.

Instead it might be preferable to cut the German value-added tax by one

percentage point for a limited period of, say, six months. Such a tax cut is
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easy to implement and has not yet been discounted by the public. By reducing

both the full and the reduced rates of the value-added tax by one percentage

point, such a tax cut has progressive income effects and is designed to max-

imise consumption by people hard hit by previously uncompensated price

shocks. Cutting consumption taxes for a short period of time encourages con-

sumption now rather than consumption later, when the economy will be

accelerating slowly of its own accord. Labour supply responses to changes in

income tax are also much slower than consumption responses to changes in

consumption taxes. The budgetary implication of a consumption tax cut for

six months is manageable as well, with the budget deficit being predictable

and the deficit, while worsening in the short term, benefiting from higher

growth in the longer term. Cutting consumption taxes might also take some

of the heat out of the current wage negotiations in Germany as they benefit

people's purchasing power noticeably. A final but incidental advantage of

such a tax cut is its dampening effect on inflation, permitting the ECB to

support growth by lowering interest rates further. In short, cutting value-

added taxes for a limited period might provide the most 'bang for the buck'

of any feasible fiscal stimulation package.

The German economy has come to a standstill since last September. The

federal government is facing a crucial election next September. Tough deci-

sions about macroeconomic management have to be made quickly. Cutting

German value-added taxes to boost confidence, consumption and growth is

one policy option that should be considered carefully.


