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Introduction

German unification has not only changed the political and economic landscape
in Germany but also In Europe with major repercussions on the western
European integration process. Major swings In economic demand dynamics and
economic policy disturbances In Germany following economic, monetary and
social union since mid-1980 spilied over to partner countries and changed
traditional positions In economic performance.

This paper tries to analyse and assess the changes and their Implications
for the German economy and the EC. In part | a description and assessment of
econamic consequences of unification for East Germany Is glven, covering the
adjustment processes for output, the labour market, price and wage setting
and the dramatic change In the external performance and public finance of
East Germany. This Is foliowed by some proposals which could form part of a
remedy for dealing with the collapse of the East German economy. The
proposals cover t{abour market and capltal stock Issues as well as
recommendations for fiscal policy and supply side policy In unifled Germany.

Part 11 analyses the changed pattern of the German economy. Speclal
attention Is glven to the paradign in fiscal policy, and the unsolved
redistribution question which Is leading to a very problematic pollicy mix,
with negative repercussions for growth and econamic momentun in both
Germany and Europe.

Part 11l focuses on short and mediun-term effects on the Cammunity econcmy.
Both the positive demand effects (higher exports to Germany) and the
negative monetary effects (higher Interest rates throughout Europe) are
dealt with. Attention Iis also given to probable consequences of German
unification for the process of Eurcpean econcmic integration. The paper
concludes with a short assessment of how far lessons can be drawn fram the
exper ience with German unification for both Western European integration and
Eastern European transformation.
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1. CONSEQUENCES AND PROSPECTS FOR EAST GERMANY

1. On the road to unification

The opening of Hungary's western border in mid-1989 was the trigger for
dramatic changes not only Iin Germany but throughout Europe. Within
months, the migration of thousands of East German cltizens to West
Germany, at first via Hungary but later via Czechoslovakia and Poland
also, led to the fail of the Berliin Wall and ultimately to the overthrow
of the comunist regime In East Germany. Within three weeks of the fall
of the Berlin wWall, Chancellor Kohi outliined his vision of a gradual
evotution of common institutions between the FRG and the GDR, leading to
a federation of the two German states. On 6 February 1990, the
Chancel lor proposed negotiations on the creation of a monetary union
which began In the following monthl.

It was the rapidly accelerating migration from East to West Germany which
provided the main impetus to early unification.2 The scale of migration
flows was explained by two main factors. Firstly, the younger and more
highly skilled members of the East German labour force perceived an
opportunity to obtain a well-paid job in West Germany; this would
facilitate almost Immediate access to the wealth of the West German
econamy. Secondly, migrants fram the East were legally entitied to
support from a very generous system of public allowances on taking up
residence in West Germany (e.g. integration allowances, unemployment and
other social security benefits, public accaomodation). The transaction
costs of emigrating from East to West Germany were low relative to the
potential economic benefits so that the risks attached to migration were
not very significant.

Being unable to cope with successful economic restructuring and having no
credibllity regarding a hard currency regime of their own, the East
German govermment under Krenz and Modrow, but also the East German
pariiament, hoped for an econanic bailing-ocut by West Germany by early
1990. However, urgent demands from the East German par!iament to provide

1 This proposal came under heavy attack from West German politicians, the
Bundesbank and also the academic scene. Compare e.g. Sachverstandigenrat

1990).
2 See for more information on this : Mayer (1990).



DM 13bn to East Germany to start an envisaged restructuring progranme
were refused by the West German goverrment. Only the currency funds
providing "welcame money" for East German visitors were augrented to DM 3
bn. Obviously, West Germany was not willing to bail the GDR out .without a
change of regime and a transfer of econamic policy comwpetences to West
German institutions.

After the change of political regime in the GDR In March 1990 (in the
general elections of 18 March, the CDU obtained an overwheiming majority
as the party favouring full unification at the earliest possible date),
the first state treaty between East and West Germany was negotlated: tnis
provided for the creation of a monetary, economic and social union
effective from 1 July 1990. The treaty made the D-Mark the soie legal
tender in East Germany and assigned responsibility for East German
economic policy to West German authorities (Bundesbank, Ministry of
Finance, Ministry of Econamics, Ministry of Labour and Social Affairs).
Financlal support for East Germany was also provided through the Gerinan
Unity Fund, which is designed to channel public transfers of DM 120bn to
East Germany over the five-year period 1990-94.

The state treaty was the first and most important step towards merging
the respective econaomies and ultimately the political systems of the two
German states. In fact, German econamic, monetary and social union was
conceivablie only against the background of an anticipated political
unification. The signing of the Unification Treaty (31 August 1980) and
the accession of the newly created East German Lander to the FRG on the
basis of Article 23 of the Basic Law (3 October 1990) completed the
unification process in legal and institutional terms. However,
integration of the East German econamy in terms of |iving standards, per
capita incone and the quality of the publtic and private capital stock
remains a major challenge.



2. The economic approach to unification: three simultaneous shocks and
no transitional perlod

The chosen approach to unification was to expose the East German
economy3 to three ‘big bangs": (1) the Inmediate abolition of
protectionist instruments as a consequence of econamic and monetary
union, (ii) the sudden and complete Iintegration of the East and West
German labour markets as restrictions on migration were |ifted, and
(I1i) the Iimposition of the legal and institutional framework of a
developed market econamy as a consequence of political unification.

While the effect of monetary union on nominal stability in Germany was
extensively discussed, the implications for the real economy were more
significant. The factor which had the greatest impact on East German
output and employment was the sudden abolition of state controls on
trade accompanied by the replacement of the non-convertible Ostmark with
a fully convertible and overvalued (In relation to East German
productivity) D-Mark .4 Overnight, East Germany was transformed from an
economy characterized by repressed inflation to a market—orlented’
econamy where demand for poor-quality domestic output virtually
collapsed in the face of canpetition from West German Iimports.

Not surprisingly, the heavily administered external trade system was
ill-suited to the new market enviromment.S Hard-currency imports soared
because of changing preferences and the much wider availability of
D-Marks; mearwhile, exports to Western countries remained negligible.
The abrupt collapse of the centrally planned trading system also
reflected low demand for exports from the Comecon countries and the fact

3 An analysis and assessment of the East German econamny on the eve  .of

unification canfbe found in DIW (1990), Mayer/Thumann (1990), OECD
(1991), Sachverstdndigenrat (1990a), Sachverstandigenrat (1990b).

This shift of m tic demand was generally underestimated by most
econamic analysts as they |imited net imports to absorption capacities as
a result of direct investment In the course of a catching-up scenario.
See e.g. QECD (1990).

See for an analysis of the East German trade performance before and after
unfication Hoffmann et al. (1991).
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Box 1 : Chronology of major eventis

1989

9 November

28 November

1990
8 February

18 March

12 April

68 May
18 May

17 June

1 July

22 July
23 August

31 August
12 September
3 October

2 December

31 December

The Berlin wall was opened for East German citizens after o few monihs of politino:
crisis ond the fleeing of several thousands via Hungary and Czechoslovakio.

Chanceiior Kohl, in a major speech dealing with the division of Europe and Germany
announced a ten-point programme envisaging the progressive creation of common policy
institutions between the FRG and GDR leading to aon eventual federation of the two
German states.

Faced with an accelerating pace of migration to the Federal Repubiic, Chonceilo
Koh! proposed to hold negotiations with the East German government on the cration of
a monetary union.

General elections held in East Germony giving on overwhelming majority to the COU
and the parties favouring o rapid monetary and economic union followed by o full
unification at the earliest possible date.

Mr de Maizisre formed the first freely—elected Government in more than 40 years with
participation of most parties.

Local elections in the GDR.

The Treaty creating a monetary, economic and social union effective ! July, was
signed by the Governments of the GDR and FRG.

The East German parliament voted the "Treuhandgesetz” which subsequentiy was made an
integral part of the unification Treaty.

The Deutschemark was introduced as the sole legal tender in the two Germanys on the
1 July

The East German Pariioment passed the Law reintroducing the five former States.

The East German Parliament voted to seek accession to the FRG on the basis of
Article 23 of the Basic Law,

The “Unification Treaty" signed by the two Governments.
The "2+4" Treaty signed in Moscow.

The German Democratic Republic ceased to exist on the 3 October 1991 and the Basic
Law was extened to the entire German area.

First post-war general elections in unified Germany giving a majority to the liberal
conservative parties COU, CSU and FDP which promised that "no tax increases will be
needad io finance German unification" ond that "nobody will be worse off but a lot
of peopile will feel better off after unification".

The transieroble roubie system for trade among eastern European countries expires.
leading to aimost a toial halt of East German exports to these countries.

Source : compare OECD (1921).




—_5

that exports from East Germany to these countries had to be paid for iIn
hard currency. Consequentiy, the East German trade balance, which was
almost In equiiibrium in 1989, showed a deficit of about M 120bn (70% of
East German GDP over the first 12 months after monetary union).

Graph 1
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Source: Commission Forecast (Nov 1991)

In considering possible alternatives to the approach chosen by the German
govermments, one must examine the objectives to be achieved.® From an
economic viewpoint, the objectives were to control migration, to
transform a centrally planned economy into a market economy, to integrate
the East German econamy into the world market and to foster growth in
output and per capita Incone In East Germany. In contrast to the
inmediate creation of a monetary union, such objectives could have been
achieved by (1) the abolition of mobility Incentives (or the introduction
of mobility disincentives), thereby reducing labour-market integration,
{(11) the introduction of tradable property rights and of a market-based
pricing system, (iil) the introduction of a separate convertible currency
for East Germany, thereby increasing the possibility of compensating for
an inapproprliate product mix and low labour productivity relative to the

€ See aiso : OECD (1990), Tietmeyer (1991).



exchange rate, and (lv) a boost to public investment with the help of
public transfers in order to Increase the attractiveness of East Germany
as a location for private investment. However, the drive towards rapid
political unification virtually precluded discussion of alternative
strategles.

As the actual approach has been quite different, It must have also served
other than strictly economic goals. Indeed, econamic and monetary union
had been justified only by rapid political unification. Public-choice
considerations lead to the hypothesis that the actual approach was the
appropr late strategy to achieve rapid political unification. As a matter
of fact, the actual approach proved to everybody quite clearly that the
East German authorities were not at all able to cope with the enormous
econamic-policy challenge of transforming the East German econamy. Also
as a consequence of the dramatic collapse in economic actlivity, East
German politicians were prepared not only to speed up the unification
process but also to aim at rapid unification on the basis of Article 23
of the Basic Law, i.e. unification by a self-liquidation of the GDR
political system.

3. Economic consequences to date for East Germany

With the opening of the border, East German producers lost virtually
their entire domestic market overnlght.7 Trade deflection fran East
to West Germany aquickly reached very high levels, while East German
retallers began to substitute West German for East German goods. As a
result, the unprepared East German producers were quickly reduced to
bankruptcy. A further siump In damestic production followed the
transformation of Eastern European trade relations from a system of
(non—convertible) transferable roubies to a hard-currency system and was
intensifled by the disappearance of state regulations on trade and by the
lack of hard currency In other Eastern European countries. On a genuine
market basis, exports of East German products to Eastern European
countries col lapsed aimost completely after January 1991.

7 For an early discussion of the Implications of unification for the

East German economy, see Krodger (1990). See also Morgan Guaranty
(1991).



3.1 The adjustment of output

Empirical evidence based on estimates by private-sector lnstitutlon58
(such as the Berlin-based DIW)? and other indicators (such as
production indices, retail-sales turnover, the evolution of the external
balance vis-a-vis West Germany, and labour market data) clearly indicate
a severe slump In output. In 1990, the decline in GDP volune may have
been about 15% and a further deciine of as much as 25% is likeiy to have
occurred In 1991, |

TABLE 1: OUTPUT AND PRODUCTIVITY IN EAST GERMANY

1989 1990 1991 1992 1993
GDP (naminal, bn DM) 234 178 159 213 262
GDP growth (real) : -13 -20 7 9
GDP defiator (% change) : -6 12 25 13
Productivity/head (% change)* : -9 13 13 9
- In % of West German productivity* 32 29 32 36 38

* 80 % of all short-time workers are treated as actually unemployed.

Source : Comission forecast (Nov. 1991)

The abrupt shift in demand to imported products and the collapse of
export markets in Eastern Europe have led to a dramatic fall (In
industrial production; gross value added In industry still represented
more than 44% of total gross value added in the second half of 1990 (West
Germany: 40.5%). By late sumer 1991, the level of production seemed to

have stabilized at about one third of that recorded before monetary
union. On the one hand, output of consumer goods for the domestic market
(e.g. food and textiles) collapsed inmediately after the introduction of
the D-Mark to some 30%-40% of Its earller level. On the other hand,
output of investment goods and exports declined by "only" 20%-30% in the

8 oOfficial natlonal accounts figures for East Germany do not show the
stunp in output as a result of currency union, since the statistical
office has not expressed existing national accounts figures for
eariier periods in terms of D-Marks.

? see e.g. DIW (1-2/1992) or the quarterly reports of the DIW in
cooperation with the Institut fir Weltwirtschaft on "macroeconamic and
entrepreneurial adjustment processes In East Germany" (DIW 12/1991,
24/1981, 39-40/1991 and 51-52/1991).



initial phase of monetary union; these industries could stiil sell their
products within the transferable-rouble system until the end of 1990 and
thus were not affected to the same extent by monetary union. However,
the transferable-rouble system was abolished In January 1991 and the
suppliers of Investment goods were then also exposed to hard-currency
competition. Consequently, the fall in output of investment goods was
postponed for only about six months and output dropped to about 30% of
Its previous level in early 1991. Even these remaining exports rely to a
considerable extent on newly Introduced subsidies which particularly
favour exports to the Soviet Union.

Graph 2
Industrial production
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Ad justments in the agricultural sector primarily refiect the integration
of a centrally planned sector, organized I|ike an Industry, into the
Comunity’'s Caomon Agricultural Policy (CAP) and the West German
agricultural policy framework. As the CAP is also highly regulated, East
German agriculture was less dramatically affected by the introduction of
a convertible currency. However, output slumped for different reasons.
Firstly, the collapse of the old regime ieft behind a vacuum, leading not
only to a breakdown In the traditional distribution system but ailso to
liquidity problems. Before market Interventions under the CAP could be
made, the loss of damestic markets and depressed agricultural Incames
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resulted in a sharp fall in ewployment in this heavily overmanned sector.
Gross value added in agriculture is estimated to have plunged by almost
50% in the second half of 1990. Secondly, the transformation of this
sector fram collectives to small and mediun-sized farms was hindered by
East German farmers’' umwillingness or inability to accept entrepreneurial
risks because of unclear property rights and a shortage of liquidity.
Thus, the typical response has been to reduce agricultural activity by
participating in set-aside programmes and by leasing land and farms to
western investors. Finally, Comunity intervention prices are lower than
those applying under the previous regime. Early Indications now suggest
that agricuttural output Is about to stabilize at existing levels whiie
the transformation to a structure In Iline with national and EC
regulations and policy objectives is continuing slowly.

The East German construction sector has been affected by the removal of

centralized control of supply and demand and by enormous liquidity
constraints on potential (private and public) Iinvestors. Nevertheless,
construction activity has decliined by only about 5%, mainiy as a result
of reduced residential investment. The outlook for construction
activity, which has been identified as potentially the main source of
recovery for the East German economy, is very pramising. New public
orders rose sharply as a consequence of the Econamic Revival Programme
for East Germany. However, residential construction is still restrained
by severe |iquidity constraints. Moreover, capacity problems may soon
emerge as both the capital stock and the labour force are adjusting only
slowly to the new demand profile.

On a disaggregated basis, the economic performance of the services sector

has been variable. Developments are promising in areas traditionatly
underdevelioped Iin comunist economies (e.g. the financial sector and
liberal professions). Other services have suffered on account of the
difficulties in manufacturing, glocomy macroeconamic prospects and the
relatively low incane levels of private househoids compared to sharply
increased prices. Furthermore, the turnover of East German retailers has
been adversely affected by m_deflectlon across the old border and by

mail-order sales.
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3.2 The adjustment of employment

The East German iabour market Is, at present, under pressure from three
sources. Firstly, plunging output due to the loss of both damestic and
export markets impiies a corresponding reduction In empioyment, mainly in
manufacturing. Secondly, the shift from inefficient central planning to
more efficient market-oriented management and production methods Is aiso
likely to reduce employment significantly in all sectors. The structure
of East German emplioyment was cleariy not based on an efficient
al location of resources, and the scope for increased productivity through
a rationalization of labour must be explolted. Finally, East German
wage formation iIs less related to the productivity and profitabiiity of
East German enterprises than to wage developments In West Germany; this
Implies a rapid catching-up of East German wage levels. Therefore, the
reorganization of existing enterprises may prove more costiy in terms of
Job losses than was originally anticipated.

Total employment has already dropped quite dramatically, pushing the
nunber of registered unemplioyed and short-time workers to almost 30% of

Graph 3
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the tabour force in 1989.10 However, the adjustment In employment is

by no means canplete. With GDP volune falling by about 40% between
end-1989 and end-1991 and given the need for sharp productivity
improvements within surviving East German enterprises, a reduction in
amployment of between 4 and 5 miliion jobs may occur before the hoped-for
recovery of output reverses the overall employment trend.

Job iosses will be concentrated in manufacturing industry but will also
occur in the agricultural and non-market sectors. On the other hand, job
creation as a result of expansion in the services sector could offset or
even exceed job losses in manufacturing. With respect to the overstaffed
public sector, a substantial rationalization of the l|abour force is
uniikely for administrative, legal and political reasons. Furthermore,
the implementation of West German laws and procedures requires a training
and transitional per iod for existing staff implying r educed
"productivity". Finally, the |egacy of the former comunist
administration, e.g. the resolution of nunerous disputes over property
rights, will require additional public-sector employees. Therefore,
public-sector employment may remain fairly high during a longer
transitional period.

3.3 The adjustment of wages and prices

in the old GDR, prices and wages were determined not by demand-supply
conditions but by political considerations. While prices for basic goods
and services (food, housing, energy, etc.) were heavily subsidized, most
other products were subject to very high luxury taxes and production
levies desighed to constrain demand to prevailing levels of supply and to
finance subsidies in other fields.

Following monetary union, prices for +tradables adjusted aimost
inmediately (after some over- and under-shooting) to West German levels;
this reflected the complete Integration of the West German and East
German goods markets. While the prices of previously subsidized goods
doubled or even trebled, the prices of goods that had previously

10 Furthermore, about 1.9 million formerly employed people are no longer
shown In East German l|abour-market statistics, having taken eariy
retirement, re-entered the education system, emigrated or becamne
cross-border comuters.
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attracted high taxation collapsed by up to 80%; the price index for
industrial products fell by about 30%.

Prices of non-tradables, no longer subject to administrative regulation,
have been moving in |ine with cost developments since unification. Other
adninistered prices (in particuiar rents and transport) were only
partially deregulated but prices for telecomunication services, energy
and public transport services have almost doubled during the first twelve
months. After monetary union housing rents, still frozen at the level of
the mid-1930s, were subject to a first moderate increase in October 1991
and maintenance charges for accomodation have now risen to a more
realistic level. The latter led to an enormous Jjump Iin the overall
consuner price index, as these charges had previously been borne by the
Govermment and have emerged as significantly higher than those which
character |ze other market-oriented econamies. Nevertheless, the rate of
return on the existing housing stock remalns below that reaquired to
stimulate investment so that demand far exceeds the supply of
appropr late accarmodation.

Graph 4
Inflation performance
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The movement in the overall cost-of-living Index in East Germany
indicates an Initlal, aggregate fall before monetary union came Into
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effect; this trend reflected suppliers’ attempts to run down stocks of
East German products and the net downward effect on prices of changes In
the system of taxes and subsidies. Thereafter, monetary union and the
Implied price adjustments led to scme further decline in the price level.
All in all, the overall fall In the consuner price index may Imply some
increase in purchasing power soon after monetary union began. However ,
subsequent cost (wage) developments in services and the adjustment of
administered prices led to a continuous and quite steep rise in the
overall Index, which in February 1992 was about 16% above its level of a
year earlier. This steep rise is mainly a reflection of the still
incanpiete process of transition fran administered prices to market

11
prices.

German econamic, monetary and social union as well as political union was
triggered and driven by the integration of the two labour markets,
implying a Ilikely catching-up of East German wages relative to West
German Ievels.12 The outcome of collective wage agreements In East
Germany differs from sector to sector, with the differentiation in the

growth of salaries broadly In line with the overall economic situation
and prospects in each indlividual sector. Thus, branches with favourable
prospects (such as banking and insurance, services, and construction)
agreed wage levels equivalent to more than 60% of the respective West
German level in early 1991. Wage levels In Ihdustry generally remain
below this benchmark. |In the public sector, where productivity-related
wage formation Iis difficult to apply, wage adjustment has proceeded
slowly relative to other sectors. |t should also be noted that statutory
wage levels equivalent to 60% of the West German level may be equivalent
to tess than 50% of the effective West German wage. Finally, the
coverage of statutory wage agreements in East Germany Iis less
comprehensive than in West Germany; only employers who belong to an
employers’ assocliation are bound by these agreements. Consequently, wage
levels in East German Industry are probably not more than 50% of the
current West German level. Nevertheless, they are certain to rise further
in the néar future and are not Jjustified by relative productivity. Output

11 There is, in any case, an index-related problem when it coanes to

assessing the overall rate of inflation as the published Index

still based on a pre-unification basket of goods and services but
major shifts in relative prices and changes in consuner preferences

have resulted in a different pattern of expenditure.
12 see also Burda/Funke (1991) and Sinn/Sinn (1991).
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per employee in East German Industry Is estimated to be 30% of the level

in West German lndustry.13

3.4 The adJjustment of the saving-investment balance and the current
account

The dramatic shift In East German demand, the collapse of trade with
Eastern Europe early in 1991 and the outdated East German capital stock
have led to a considerable deterioration In sectoral saving-investment
balances and hence [n the all-German external current account. With
demand significantly In excess of domestic supply, East Germany has been
running a huge deficlt on its external trade and services balance since
the start of the unification process. Despite subsidizing exports to
Camecon partners, the trade deficit reached 36% of estimated East German
GDP In the second half of 1990 and has continued to rise.

TABLE 2: THE EXTERNAL PERFORMANCE OF EAST GERMANY (values, bn DM)

1989 1990 1991 1992 1993
Exports of goods to West Germany 5.7 7.3 13.1 20.6 25.8
Imports of goods from West Germany 7.5 48.1 144.0 163.8 174 .1
Export of services to West Germany 3.0 8.5 9.1 12.7 15.6
Imports of services from West Germany 4.5 28.6 48.2 439.3 43.3
Trade balance with West Germany -3.3 -60.9 -1720.3 -179.8 -175.9
(goods and services)
Export of factor income to West Germany : 2.9 13.2 19.9 21.8
Import of factor income from West Germany : .2 .5 2.2 2.4
Factor income balance with West Germany : 2.8 12.7 17.7 19.1

Exports of goods & services to abroad 44.8 42.2 26.5 22.3 25.

imports of goods & services from abroad 40.9 24.0 19.1 22.1 25.
Trade balance with abroad (goods and 3.9 18.2 7.4 .2 -
services)

Publ ic transfers fram West Germany 5.1 43.0 90.0 100.0 100.
Current account balance 5.7 3.1 -60.2 -61.9 -5.

Source : Caommission forecast (Nov. 1991)

13 The need for a consistent real wage-productivity balance Is emphasized

by Siebert (1990).
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As huge public transfers from West Germany are allowing private
households to maintain a level of consumption independent of changes in
. the domestic production system, there |Is effectively no current-account

constraint.

The huge size and sudden emergence of the demand-supply gap in East
Germany finds its main counterpart In a corresponding swing in the
ali-German public-sector balance. Despite a canmprehensive package of
revenue-enhancing measures early in 1991, the surpius on the
public~-sector balance in 1989 (0.2% of West German GDP) was transformed
Into a deficit of 3.6% of all-German GDP in 1991.

A tentative assessment of the sectoral financial balances in East Germany
in the first six months after monetary union (i.e. in the second half of
1990) shows a balanced situation for private households; this is due to
public transfers of about DM 40bn (38% of East German GDP) from West
Germany. The public sector was ;also in balance, while the corporate
sector ran a deficit of DM 23bn (22% of East German GDP). The Iimbalance
in the corporate sector is the resu!t not of a strong surge in investment
but of a sharp slump in revenue due to a poor competitive position on the
domestic market; thus, the financlial accounts of East German enterprises
are clearly in a most uﬁhea!thy state. In West Germany, the financial
accounts of the corporate sector reflect a continuation of the very
buoyant investment performance, with financial balances deteriorating but
remaining in a generally healthy condition. Private households increased
their saving mainly as a result of tax cuts in early 1990.

TABLE 3: SECTORAL INVESTMENT-SAVINGS BALANCES IN EAST GERMANY (in bn DM)

Il 90 1991 1992 1993
Private households .3 5 10 15
Enterprise sector -23.4 -50.2 -41.9 =37
Publ ic sector 0 ~-15 -30 -35
Current account -23.1 -60.2 -61.9 -57

Sources : Bundesbank, Commission forecast (Nov. 1991)

The most important factors determining the ali-German current-account

batance: were the deterioration of the East German corporate balance sheet
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and the surge in public-sector borrowing. Early in 1991, the latter
increased further as a result of significant unilateral transfers to the
United States (in connection with the Guif war) and to the Soviet Unlon
(In connection with the withdrawal of Soviet troops fram East Germany).
Consequently, the current-account balance showed a significant deficit of
about M 34bn in 1991, campared to a surplus of ™M 77bn in the same
period a year earlier.

4. The need to establish a favourable economic—-policy framework

The goal of econamic policy Is to transform the East German econcmy into
a conpetitive and dynamic market economy, preferably relying on
labour—-intensive production methods but without a slump In purchasing
power. All of this requires large-scale adjustment. The results up to
now, however, have been mass unemplioyment, a sharp fall in GDP and very
high publ ic-sector deficits. These disappointing results were
unavoidable given the conditions prevalling In East Germany. Firstly,
emigration remains an attractive option for much of the East German
labour force until such time as large-scale capital flows Iinto East
Germany materlalize. Secondly, the East German econany, Isolated for
decades from developments on world markets and with outdated capital
stock and production methods, must now be rapidly transformed into a
conpetitive market econany. Thirdly, after more than forty years of
central planning, East German society must now adjust to a system of
decision-making at a decentralized or micro level. Finally, the
population is not willing to accept a collapse in purchasing power during
the adjustment period. Models of systems to tackle undesirabie migration
flows and to foster large-scale capital inflows exist (with some success
In West Berlin but less so in the Mezzogiorno) but there is no prior
exper lence on which to base a transformation from central plianning to

market-or iented econamic management. '

4.1 Managling mass unemployment

Although the main purpose of labour market policy is to foster the
creation of new and self-sustaining employment, there is little doubt

19 For policy choices as a response to this challenge see also Morgan
Guaranty (1991) and Matthes (1991).
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that the East German l[abour supply will far exceed demand over the next
few years. Two different labour markets reflecting a dual economy will
exist slde-by-side in East Germany for some time to cane. On the one

‘ hand, there will be fast-growing sectors, e.g. services and those parts
of manufacturing industry with a modern and productive capital stock

. financed by way of post-unification investment. This part of the economy
will be able to pay high wages, as productivity could even surpass
average West German levels. On the other hand, there will be declining
sectors, e.g. agriculture, mining and parts of the manufacturing sector
still using pre-unification capltal stock. The survival of these sectors
and branches Is already threatened at current wage levels. As the
economy will be split into two extremely divergent sub-econamies and mass
unemplioyment will be unavoidable, a dual approach to |abour-market
management IS necessary.

The first element of this approach should address the short-term
management of mass unemployment. |In academic circles, wage subsidies
have been proposed to make It easlier to resolve the daunting probiems on
the labour rnarket.15 Indeed, a choice exists In principle between
subsidizing labour costs, capital costs or both. All such the measures
will probably be aimed at fostering investment. It has, however, to be
borne Iin mind that businesses should remain profitable, caomwpetitively
sized and numerous enough to meet the employment goai.16 Subsidies
shouid not remain permanently in place but should trigger investment by
remedying short-term disadvantages. Moreover, financial resources are
limited or, to put it another way, the |ikely rapid catch-up in wages
will make wage subsidies quite expenslve.” Only if investors
assume that subsidies will continue for a long time will investment in
labour-intensive production take place. This, however, would involve the
danger that Ilabour-intensive production might not survive without
subsidies. Moreover, |If wage subsidies are provided only to existing East

German enterprises, they might even discourage investment in new

15 see, for example, Akerlof et al and Begg/Portes (1991).

16 see Morgan Guaranty (1991).

17 The suggested (by Akerlof) trade-off between the wage ievel and the
anmount of subsidies bhardly seems to be operational given the
institutional structure of the overall German labour market. Quite
negative on this point are ailso Sachverstandigenrat (1991) or DIW
(36/1991).

@
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structures. Indeed, the implications for the relative competitiveness of
subsidized and non-subsidized branches and enterprises will hinder new
Investment in East Germany; this, in turn, will result in a slowing-down
in the adjustment process by supporting old non-competitive structures at
the expense of new and more competitive structures.

As a short-term response to unemployment, consideration might be given to
the creation, on a temporary basis, of a "parallel" labour market and
economy consisting of public job—creation programes, publicly financed
Job-procurement campanies (Beschaftigungsgesel|schaften), etc. The goal
should be to absorb as much of the unemployed labour force as possible in
this temporary parallel economy. However, production in this part of the
econamy should interfere as little as possible with production in the
private sector and should focus mainly on the provision of public goods
or goods with positive externalities such as envirommenta! recovery,
soclal services, etc. However, salaries in this "parallel" labour market
wouid need to be set at such a level that they provided a positive
incentive to seek employment on the coanpetitive labour market.
Furthermore, public subsidies to employment in the parallel labour market
should be phased out within a short time. Negative repercussions on the
real econamy cannot be avoided, given the size of the labour force |ikely
to be emwployed in this "parailel" market. However, negative effects
would probably be less damaging than those related to other measures
desighed to manage mass unemployment. In general, the shift of official
tabour-market policy in the dlrection of Jjob-creation prograames and
Jjob-procurement companies, which took place in mid-1991, is to be
welcamed. Nevertheless, such schemes need to be stepped up since
alternative schemes to delay or avoid employment adjustment In the real
economy e.g. through special short-time working schemes or wage subsidies
for (parts of) the private sector, are increasingly acting as a
disincentive as regards the adjustment of existing enterprises,
privatization and private capital inflows.

Comwplementary to the "parallel" labour market but of a more mediun-term
character would be large-scale retraining of the labour force as the
nature of labour demand in East Germany changes.18 At present, the

most pramising areas for retraining are construction and

18 see also Fels/Schnabel (1991).
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enviromment-related activities as well as the services sector.
Retraining facilities and programimes will also need to be provided by
public-sector institutions, since the scale of required retraining
activities Is enormous and cannot be managed by the private sector alone.
Furthermore, the special nature of the labour force to be retrained
demands a more flexible approach to retraining.

4.2 Attracting private risk capital and privatlzation

Large-scale private and public investment will be needed to transform the
East German econamy. However, the performance of both public and private
investment to date has been poor. Public investment remains hampered by
the lack of admninistrative absorptive capability. In future, both
financial and real resources might became binding constraints too. With
regard to private investment, there is no obvious reason to assume that
investors will be more hesitant to invest in East Germany than elsewhere
given the same expected rates of return. Consequently, the cautious
approach of private investors, despite the opening-up of a completely new
market, must imply the existence of less visible disadvantages which have
reduced the expected rate of return and have thus diminished the

attractiveness of East Germany as an investment location.

Indeed. until mid-1991, political, soclal and legal uncertainties, e.g.
concerning property rights, constituted a major obstacle to new
Investment. Until then, the public authorities had failed to formulate a
coherent framework of laws, rules and property rights. Such a framework
is a fundamental condition for a market economy and for a positive
investment climate. Unfortunately, the authorities initially gave the
impressforfI of hoping for a quasi-automatic repetition of the German
"Wirtschaftswunder" of the early 1950s. As this failed to materiatlize,
the Govermment introduced ad hoc investment Iincentives and subsidies
between mid-1990 and early 1991; only then did attention focus on
creating the necessary legal and adninistrative preconditions for private
Investment . |
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Box 2 : Major investment-supporting measures in East Germany (1990-1991)

MEASURES
Reduce acquisition cost

Investment grant for equipment (until 31 December1991:
12%, thereafter 8%)

Investment grant (up to 23%X) from the joint programme
“Improvement of regional industry structure”; financed by :
— the Federal Government aond the Lidnder
~ the European Communities
Investment gront (up to 90% for business—related municipal
infrastructure) financed by
— the Federal Government and the Linder

- the European Communities

Special taxation allowances

Two—year exemption from personal ond corporate income tax
up to DM 10 000 for enterprises established before

1 Jonuary 1991

Creation of appropriations for tongible assets transferred
to companies in the former GDR and for initial losses of
the affiliates

Additional (S0%X) depreciation for equipment investment

Exemption from property tax and trading—-copital tax ond,
for small and medium-sized enterprises, reduced trade—earnings tax
Provision of concessional finance and guarontees

Several programmes providing low-interest credits, liquidity
credits and guarantees for liquidity loans

DURATION

1 July 1990 to
31 December 1994

1 July 1990 to
30 June 1995

1 January 1991 to
31 December 1993

1 July 1990 to
30 June 1995

1 January 1991 to
31 December 1993

1 Jonuary 1990 to

‘31 December 1990

1 January 1990 to
31 December 1991

1 Jonuary 1991 to
31 December 1994

Until December 1992

Source: Compare Bundesministerium fOr Wirtschaft (1991)

Since mid-1991, however, the legal framework for Iinvestment has Improved
iIs expected to boost
significantly since Investment costs In East Germany have now been

and the package of subsidlies

reduced by up to 75%. Nevertheless, saomne Iimportant obstacles to rapid

investment
administration and

growth still exist, namely

improve in the short term, the latter will continue to be felt for quite

shortcomings In

- investment

public
in public Infrastructure. While the former may
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sane time as a result of budgetary constraints and Iimitations on
capacity In both the public and private sectors. Nevertheless,
camitments to large-scale public Infrastructure Iinvestment, albeit
delayed by planning constraints at adninistrative level, could boost
expectations and strengthen private investment.

Opportunities for private investment exist: (i) iIn the modernization of
existing Installations still mainly owned by the publicly owned
Treuhandanstalt, (ii) in the modernization and expansion of the housing
stock, and (li1l) Iin the construction of completely new structures. At
present, the outlook for attracting risk capital to create completely new
structures and capacities Is most praomising, since the comparative
disadvantages of East Germany as a location for production are offset by
generous incentive schemes. |f pub!ic infrastructure investment plans are
real ized, these disadvantages may have disappeared by the time production

in new locations cones on stream Iin the mid-1990s.

The creation of a conpetitive and modern services sector does not require
generous Investment subsidies. There is already evidence of large-scale
investment In this sector, Including banking, Insurance and distribution,
which began Immediately after monetary union, |.e. before the various
investment subsidies were announced. Nevertheless, Iinvestment projects
in the services sector are at present as heavily subsidized as
corresponding projects in manufacturing industry.

The outlook for residential Investment Is also quite promising desplte
the present low level of rents. As investment costs can now be reflected
in rents and since a gradual liberalization of rent reguiations began in
October 1991, expected returns In this field are progressively improving.
However, risk capital will cane mainly from public and foreign sources as
potential East German investors suffer from liquidity constraints.

The outlook for attracting private risk capital to modernize outdated
capital stock is, however, qulte gloc:my.19 This mainly affects the
manufacturing sector, where enterprises still to be privatized face

special problems which make them unattractive to potential investors.

9 The Importance of privatization is emphasized too by Fels/Schnabel,

(1991).
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Firstly, existing corporate debt, which accunulated during the years of
centrally planned management, must in principle be serviced by the new
owners. Secondly, many business locations are polliuted and the new
owners are expected to take responsibility for cleaning-up measures.
Finally, the Treuhandanstalt has tended to interfere with the investment
plans of new Iinvestors, so as to encourage thé retention of as much of
the labour force as possible, thereby hindering raplid and necessary
increases In labour productivity.

Transforming existing corporate debt and ecological risks Into pubiic
debt and public risks could substantially accelerate the privatization
process.zo The effect on the balance sheet of the Treuhandanstalt
could even be positive and risk capital could be attracted more easily.
Undoubtedly, the present privatisation strategy of the Treuhandanstait
handicaps small and medium-sized investors and supports the creation of
an ol igopolistic economic structure in East Germany. Furthermore, It has
emerged that new owners do not always wish to maintain production or to
modernize plant and machinery but sometimes acaquire production plants
simply for speculative reasons (in expectation of soaring land prices) or

in order to neutrallze potential canpetition.
4.3 Balancing public finances and stabilizing purchasing power

Up to now, German unification has been quite costly. The pub!ic-sector
balance has deteriorated very significantly and the Iincrease Iin the real
disposable income of private households In West Germany as a result of
the Iincame-tax cuts of early 1990 have already been offset by higher
social security contributions and tax Iincreases. Nevertheless, public
transfers to East Germany have so far been used mainly to underpin
consunpt ion rather than to promote investment.

In estimating the resources needed to finance a catching-up process in
East Germany and to maintain employment, one might look at the experience
of West Beriin before unification. The situation Iin West Berlin was
similar to that of East Germany as regards the willingness of the labour
force to emigrate and the cautious approach of private investors. Under
the Berlin Assistance Law of 1952, a package of public incentives to

20 see also Pohl (1991).



counter iabour-force migration and to praomote Investment was introduced.
Iin the late 1980s, more than DM 20bn a year was needed to finance about 1
million jobs and to facilitate the smooth operation of an economy of 2
milliion people. However, these financial burdens, in terms of extra
outiays and smal ler revenue Iflgures at both (Federal and Land) levels cf
governmment, were concerned with maintaining activity in the smal! West
Berlin econamy. In the case of East Germany, an econamy with a tabour
force of about 8 million and a total population of 16 million,
substantially greater resources may be needed to finance the
modernization of the public and private capital stock. Consequentiyv, 2
"back-of-the-envelope" calculation suggests that DM 160bn a year may be
needed during the 1990s to avold the emergence of a peripheral and
uncompetitive East German econamy. This financial reauirgnent s
equivalent to the change in the public-sector balance brought about by
the unification process so far.

The understandable decision by the authorities not to allow purchasing
power to drop dramatically In East Germany has absorbed budget resources
to the tune of about &% of GDP per year. Although It has been possible
to borrow this money on caplital markets, a more solid financing base is
needed as annual transfers of this order of magnitude will be required
for five to ten years, although they shouid fall over the period. This
will require a correspondingly large damestic redistribution In favour of
transfer income. Such a redistribution should not be at the expense of
private Investment and so the disposable income of private households
must be targeted, e.g. through temporarily higher Incone-tax rates and
social security contributions or expenditure cuts. It is desirable,
therefore, that the social partners should not seek compensating wage
increases but should take these requirements into account when
negotiating new wage settlements in the early 1990s. In view of the need
for ongoing wage moderation and continued social consensus in Germany,
both preconditions for a positive investment climate, it may be difficult
to reduce corporate taxation over and above those measures already

adopted in the course of the unification process.
4.4 Regulations, subsidies and supply-side policy

At times of buoyant investment activity, regional investment subsidies

are an appropriate tool to attract risk capital by changing the regional
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preferences of potential investors. At times of weak Investment
activity, however, it may be more promising to concentrate initially on
creating a positive and favourabie Investment climate. The investment
climate In Germany Iis deterlorating at present. High Interest rates,
unsustainable trends In public finances, tax Increases and costly wage
agreements, together with quite sluggish external demand prospects, are
adversely affecting expected rates of return on new Investment.
Consequently, Iif regional subsidies are to have the desired effect on
investment, a consistent and significant package of supply-side measures
must be Iintroduced to prepare the ground for a longer-term dynamic
Investment performance In @Germany. This package should Include
dereguiation measures (the report of the Deregulation Commission in early
1990 contains several relevant proposals), a significant reductlon- of
sectoral subsidies and expenditure control in the public sector to bring
public finances back onto a healthy path. In addition, wage moderation
in the public sector could have a positive demonstration effect on wage
agreements in the private sector. It must also be borne in mind that any
investment subsidy In West Germany acts as a disincentive to Investment
in East Germany.

More attention should also be paid to the potentially adverse
repercussions of privatization and subsidization in East Germany on the
overall level of competition and profitability in Germemy.21 The
recent stance of econamic policy in East Germany favours large-scale and
capital-intensive investment, which is coming mainly frcm'oanpanies that
often already hold a daminant position on the West German market. This Is
true for all sectors, e.g. energy, motor vehicles, banking, Insurance and
retailing. At the end of the adjustment process In East Germany, a
conpletely refashioned econamic structure with more ol igopolistic markets
and less campetition and flexibility may have emerged In Germany as a
whole, in place of an econamic structure dominated by caompetitive and
flexible smal| and mediun-sized enterprises.

Finally, the Integration of the two parts of Germany requires enormous
and long-lasting adjustments In behaviour In West as well as East
Germany. The scale of the challenge this poses to German society demands

21 gee also Fels/Schnabel (1991).
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a large measure of econamic and social consensus; otherwise, the
necessary redistribution in favour of East Germany may result in severe
and counterproductive disputes. The Govermment, opposition, employers’
associations, trade unions and all other Important groups should seek to
deveiop a social pact deriving fromn an agreed strategy for a successful
catching-up process In East Germany without endangering soclial stabillty

in Germany as a whole.22

22 gee also : Camission (1990), Schmidt (1992).
More detailed on such a strategy : Sinn/Sinn (1991).
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I'1. CHANGED PATTERN OF THE GERMAN ECONOMY

1. Iintroduction

German unification has affected the macroeconomic performance of the
German econoamy, as regards both economic target variables and econamic
policles. The change Iin economic performance will undoubtedly influence
the European economic integration process. Part 11l will focus on these
Issues. This part is devoted to a discussion of the factors which were
responsible for these changes and of the economic outliook. In contrast to
Part |, we shall focus here on the performance of the overall German
econamy since it will become increasingly inappropriate to distinguish
between two separate ec;onc:mles.23 indeed, the economic Iintegration
of the two parts of Germany has moved extremely fast and, In several
respects, integration Is proceeding further than can ever be expected in
Europe. It is having a bearing not only on institutional aspects, e.g.
the tax system, but also on economic Interrelationships, such as
labour-market behaviour.

Section 2 lidentifies major disequlilibria between regional demand and
supply as key sources of the econamic imbalance prevailing in Germany in
the aftermath of unification. Ultimately, all the econamic implications
of unification are traceable to this source : economic boom in West
Germany, danger of accelerating Inflation, and marked swing in the
current-account balance. The change of the overall policy mix in Germany
(Section 3) has been considerably influenced by unification. Initially,
fiscal policy was eased significantly as a means of satisfying the demand
of those living in East Germany, a demand that had been suppressed over
decades as a result of supply shortages. In order to dampen inflationary
dangers, monetary policy was tightened solely Iin response to domestic
considerations. Consequently, there might be a confiict between domestic
needs and external requirements Iin the conduct of monetary policy. And
so, In order to reduce econamnic strains Iin Germany, the Iissue of
redistribution must be discussed (Section 4).

23 see also Kroger (1991).
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2 Demand and supply dynamics after unification

We saw in Part | that unification has rendered a significant part of the
East German capital stock economically obsolete. This concerns not only
tndustry, where it is, however, most obvious, but aiso construction,
agriculture and even services and the public sector. Not only the capital
stock has becone obsolete. The quality of labour supply is ailso failing
to match demand. Thus the economic potential of the former East Germany
has been severely reduced.

2.1 The regional perspective

Before monetary union, the desolate structure of the East German economy
- also retative to East German demand - had been hidden with the help of
rigid external protection and the non-convertiblility of the only legal
tender in the hands of East German residents. However, the poor econamic
potential of the former East Germany has been brought to light by
developments since unification: production in industry has collapsed, but
without signlficantly improving productivity.

On the other hand, domestic demand, suppressed by the above-mentioned
measur es fé)r decades, was boistered via a very generous conversion rate
for financial assets and flows, and via generous transfers from:the West
German govermment, although these were financed by borrowing on capital
markets. In East Germany, a revival of potential output based on existing
production factors is severely constrained. First, demand for goods which
can be produced with the existing capital stock Is fairly low and very
price-inelastic. Second, econcmically viable production will require very
large increases in labour productivity. This means that more capital with
insufficient marginal capital and labour productivity wiil have to be
scrapped. Indeed, in order to survive In a market-oriented economic
enviromment, productivity has to approach the West German level. Given
the existing deficiencles, only a small proportion of the labour force
will be employed in the medium term on the basis of the existing capital

stock. 24

24 The |AW (1991) has estimated that only 1/4 of the (severely reduced)
labour force will be employed, given the existing capital stock after
a successful catching-up process.
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All in all, the economically viable supply potential of East Germany will
remaln low for the next 2-3 years, even if large-scale private investment
materializes. On the one hand, the adjustment process has not yet been
caonpleted. On the other, investment today will boost ‘supply only over the
medium term. This concerns not onlty investment in physical capital, but
aiso investment in human caplital. Therefore, in a positive catching-up
scenar o, aggregate supply will remain low relative to demand in East
Germany until the mid-1990s.

Fran an econamic and supply-demand point of view, the supply-demand gap
in East Germany emerged just In time to prevent a major slowdown of
economic momentum in West Germany. At a time when demand in major
partner countries became sluggish and West German export buoyancy -
evident during the late 1980s as investment expanded sharply - faltered,
West German suppliers were happy to serve a cawpietely new market.
Indeed, West German producers were able to channel a significant part of
their production to the East German market straightaway.

The persistent supply-demand gap in East Germany will probably
characterize Germany’'s economic performance for quite some time and It
has led to a considerable swing in the German current-account balance.
The all German trade surplus, which stood at almost 6 % of unifled German
GDP in 1989, was reduced to a marginal surplus of 10 bn (0,75% of GDP) iIn
1991. Imports soared by two digit growth rates In both 1990 and 1991,
reflecting the strong demand of East German resldents.25 Not only
higher import demand but also stagnating exports led to the deterioration
in the current-account balance. Indeed, as capacity utilization rates
moved above normal levels, supply bottlenecks in West Germany became more
ser ious and foreign orders were cut back.

All in all, it can be said that the West German current-account surplus
provided the real resources to close the supply-demand gap in East
Germany. Taking the trade batance of West Germany alone, there was stil!
a surplus equivalent to almost 7 % of GDP, corresponding to the country’s
net exports to East Germany.

25 For more details, see Section 2 in Part 111.
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2.2 The sectoral perspective

It is evident that the catching-up process In the East German econamy
implies huge amounts of Iinvestment. It has also to be recognized that
modernization of existing enterprises requires large amounts of
investment too. Following a scenario in which around 30%26 of the net
capital stock survives and in which the capltal-output ratio after the
catching-up process has been canpleted equals that in West Germany (2.7),
capital requirements would amount to around M 1.800 billion, or 2/3 of
present all-German GDP. Assuming that 50% of this investment was provided
from external sources, the current-account deficlit would widen by a
further 3 1/2% of GDP If the catching-up process is assumed to last ten
years. Higher consumer spending would contribute to a larger deficit
until! the supply effect of new investment raised domestic output.

While the considerable decline In viable supply had been unavoidablie
given the three "big bangs" associated with integrating the East German
econcmy into the overall German and Community economy, the purchasing
power of East German residents has been underpinned by several factors.
First, the favourable conversion rate for private-sector savings was a
once-and-for-all "wealth gift" to East German residents; second, the
rapid wage-adjustment process implied that the consumption wage exceeded
the product wage consistent with an appropriate level of enterprise
profitabliity. Consequently, enterprises rely on liquidity credits which
are guaranteed by the Treuhandanstalt and will probably add to public
debt later on. This indirect subsidization of wages has been accampanied
by very generous short-term working arrangements and by artificial
support for demand via ex post credit guarantees in particular vis-a-vis
the USSR. Finally, several transfers were broadly indexed to wage
developments or even adjusted ahead of wage increases.

The disappearance of the German current-account surplus corresponds to a
simitar decline in net national saving. Seen fraom this angle, the saving
potential remains low in East Germany.

2-GSee Poh!l (1990). Similar amounts of capital needed are described in
Burda (1990) or Neumann (1991). The IMF has estimated the need for new
capital at M 2 000 bn. See McDonald/Thumann (1980).
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The personal saving ratio has been very low as dissaving took place
following the generous conversion of financial assets and In order to
satisfy the considerable pent-up demand for consumer durables. Although
persona! saving will tend to return to normal levels, not least because
of the uncertainties prevalling on the labour market, it wili remain
below the saving ratio in West Germany. The proportionately larger share
of transfer Iincomes Is one explanatory factor. Gliven favourable
catching-up prospects, consumer demand might rise ahead of disposable
Iincame according to the permanent-incame theory.

Corporate saving will remain low in East Germany as profits continue to
be depressed, irrespective of more favourable profit expectations in the
mediun term, which are cruclal If investment is to be encouraged.
Investment by East German enterprises will, therefore, lead more or less
directly to a greater financial deficit In this sector. Again, In a
positive catching-up scenarlo, the financial deficit of the corporate
sector would be larger and the current-account effect negative.

Fiscal policy consollidation will prove to be a major challienge. Leaving
aside significant rlsks,27 there has been a considerable loosening of
fiscal policy. Although official estimates of the medium-term prospects
for public finances are quite optimistic, they depend oh very favourable
assumptions. A reductlon in the budget deficit even for the Federal
Govermment alone - the official forecast Is for a reduction from 5% of
GDP in 1991 to 2 1/2% of @GP in 199528 - would require a larger
reduction in the primary deficit. Taking into account that the
debt-service requirement will gron by about 2% of GDP over the period
1991-95, the primary deficit of 0,1% of GDP in 1991 would have to be
transformed into a surplus equivalent to 2% of GDP. Since, for the time

being, transfers to East Germany account for most of the public-sector

deficit while investment incentives will lead to revenue shortfalls at a
later date, a shift in expenditure away fram transfers wiil aisc have to
be achieved. Finally, large-scale infrastructure investment will reqguire

additional pubiic funds.

27 For more details, see Section 3.2.

28 However, the absolute reduction of the deficit is quite smail since,
on the assumption of buoyant nominal GDP growth, a reduction from 5%
to 2 1/2% of GDOP translates Iinto an absolute reduction from DM 120bn
in 1991 to OM 90bn in 1995.



Fiscal consolidation wlill prove to be difficult, regardiess of the
catching-up scenario. A positive scenario would require large-scale
public Infrastructure Investment as the catalyst for private investment
and wouid lead to revenue shortfalis because of incentives provided for
private investment. However, since employment would be much higher In
this scenario than in the opposite case, transfer payments (social
secur ity payments) would be much lower. In an unfavourable scenario, the
risks would lie In the opposite direction: While investment-related net
expenditure would be lower, transfer payments would be higher. Therefore,
the publ ic-sector deficlt would remain large in the mediun term.

All in all, the expected continuation of a current-account deficit seems
to be consistent with the analysls of sectoral saving/investment
prospects. A larger deficit can be expected with a favourable catching-up

scenar io.

3. Impact on economic policies
3.1 Monetary pollicy

The short-term implications for monetary policy arising fron the
conversion of Ostmarks into convertible D-Marks were less dramatic than
lhitlal ly feared by both the Bundesbank and financial markets. The latter
were very sceptical about the success of the economic Iintegration
approach, Ilm;edlately after the announcement of monetary union,
long-term interest rates jumnwped by 150 basis points without any change in
economic fundamentals. Therefore, to a very large extent, the interest
rate increase mirrored a higher risk premiumn for the D-Mark. Interest
rates In EMS partner countries Increased to a much lesser extent. In
addition, the Bundesbank warned against an unduly generous conversion of
finmnancial stocks, In particular savings deposits of private households,

wages and transfer lncomes.

The conversion operation was conducted very efficiently by the
Bundesbank and the inflationary implications were initially much less
significant than had been feared. The IiInflationary threat stenming from
the approach chosen for Integration was due In particular to the wide
discrepancy between aggregate demand and supply in Germany‘. Such a demand



surplus normally requires a real apprecliation of the damestic currency,
the D-Markzg. A real appreciation can be brought about either by a
nominal appreciation or by a higher rate of Inflation than in other
countries. A realigmment within the EMS would have been difficult to
achieve as it would have damaged the credibility of the
stabll ity-oriented monetary policy of the EMS countries. Moreover,
monetary tightening in the EMS and an implied appreciation of European
currencles vis-a-vis the dollar would have reduced growth prospects In

many countr ies where the cyclical situation was already quite vuinerable.

However, despite the large supply-demand gap, higher Inflation did not
Immediately materialize In the aftermath of unification. Several factors
facllitated the necessary transfer of goods and services to East Germany.
First, the excess demand was mainly for consumer durables, which have a
high price elasticity and the Import content of which Is very large
anyway. Second, imports to Germany were facilitated as the demand
profiles were asymetric, |i.e. excess demand in (East) Germany and excess
sUpply in same partner countries. Third, because of sluggish growth in
wor ld trade, German exporters l|looked to the East German market. Fourth,
additional demand was met by higher production in West Germany, with
normal capacity utilization rates possibly being surpassed. This also
enabled enterprises to achieve short-term productivity gains. Indeed,
profit margins were Increasing. All in all, developments have shown that
the European econcmies have became more integrated, reducing the need for
real exchange-rate movements to shift resources in the event of regional
imbalances in supply and demand.

Although the short-term implications have not been as great as initially
expected, monetary policy has to face several challenges. These are
assoclated first with the technical aspects of conducting monetary policy
within Its new framework, second with econamic prospects in Germany and
the right poticy mix, and third with the monetary Implications of a
distributional struggle between the various econamic agents in Germany.

29 see on this e.g. Wyplosz (1991), who also draws attention to the
divergence between short-term and long-term considerations. See aiso
Adams/Alexander /Gaynon (1992).
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The more technical aspects concern the diminished valldity of monetary
targets as Iintermediate indicators of monetary policy. The conversion of
Ostmarks into D-Marks has created a monetary overhang. Canpared to the 7%
share of the East German economy [n overall German GDP, the money stock
M3 increased by around 20%. However, much of this disproportionately
large increase reflected a strong ilquidity preference on the part of
East German residents. It can thus be expected that non-monetary
financlal aggregates will grow at a disproportionately strong rate,
reducing the broad money stock. Therefore, the monetary overhang should
not necessarily feed through into expenditure. Nevertheless,
interpretation of monetary aggregates based on changes in behaviour will
prove more difflicuit than In the past. The Bundesbank will have to aim at
iower growth in monetary aggregates In view of the |lkely increase in the
velocity of circulation of (broad) money in East Germany.

Economically more important Is the Iissue of responding to different
ecorkmic scenarios in East Germany, and a positive catching-up scenario
in East Germany could be based either on large public-sector investment
and transfers or on private-sector investment in response to positive
expectations there. In both cases, the supply-demand gap would widen,
necessitating a larger transfer of real resources to East Germany, and
this in turn would produce a larger current-account deficilt. '

1f Iinvestment consisted primarily of public investment In Infrastructure,
with private Iinvestment remaining subdued at Ieast during the
short-to-mediun term, the public-sector deficit would be large. As
imports of such goods would be comparatively low, the current-account
deficit might remain modest. However, Iinflationary dangers would arise
fron lopsided sectoral deveiopments, |.e. strong price and wage pressures
in the construction sector, perhaps accompanied by similar developments
in other sectors as a result of an Iintersectoral wage-demonstration
effect, and mounting tax pressures because of the need to consolidate
public finances.

In the case of positive private-sector expectations and high investment,
pressure on the public-sector balance would be much reduced, but the
current-account deficit might turn out to be larger. Inflationary
pressures would be fuelied by a persistentiy large supply-demand gap, not
only tor investment goods but also for consumer goods because of more
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favourable income expectations and multiplier effects. In both scenarios,
a tight monetary policy stance would remain necessary In Germany for
domestic reasons. Moreover, In the second scenario, monetary conditions
would prove to be tighter because external caplital inflows wouid tend to
push up the D-Mark while, in the first scenario, the trend of the D-Mark
would depend on the degree of monetary tightening.

The third scenario, characterized by nho catching-up process in East
Germany, would entail large transfer payments to the East German
population. As in the case of the Mezzoglorno, the public-sector deficit
would turn out to be quite large and the structure of expenditure wouid
be much worse than in the first scenario. However, as investment would be
much lower than in the two optional scenar ios, the implied
current-account deficit would be modest. Moreover, inflationary pressures
would be mitigated by growing labour-market integration, i.e. high
unemployment in the East will have implications for wage settiements in
Germany as a whole. Such a scenario will render monetary tightening much

Box 3 : Monetary implications of different developments in East Germany
- a stylized view

Possible scenarios

| ] b
catching-up catching-up no catching -up
based on due to private
public investm. sector investment

Economic implications

A.

Fiscal deficit large low modest
. Current-account
deficit modest large modest
Inflationary construction supp | y—-demand reduced by labour
pressures sector, gap, labour market development
higher taxes market pressures but danger of weak
D-Mark
. Exchange-rate depending upon revaluation tendency for weak
response degree of mone- D-Mark

tary tightness

. Monetary policy tight tight no tightening




less necessary. However, the D-Mark would be weaker than in the other
two scenar ios.

All in all, given the likely developments in Germany, tight monetary
conditions will have to prevall over the coming years either because of
the shift In fiscal policy towards a more expansionary stance or because
of a favourable catching-up process triggered by private-sector
expenditure. Only In the worst-case scenario of no catching-up might
monetary condlitons be less tight.

3.2 Fiscal policy

In 1990 German public finance departed from the path of fiscal
consolidation on which It had embarked In 1982. it is German unification
in particular that led to a major relaxation of fiscal policy although,
irrespective of that historic event, a loosening of fiscal policy had
been planned for early 1990 with the introduction of the third stage of
the 1986-88--90 tax reform Iin West Germany, producing revenue shortfallis
equivalent to some 1% of West Germany'’'s GDP. The further shift in fiscal
policy was prompted by several factors. Firstly, the asymmetric exchange
rate for Ostmark assets and liabllities led directly to additionai public
debt (equalization claims) of about DM 30bn and to an initial
supply-demand gap. Secondly, the very generous conversion rate for the
Ostmark led to high expenditure as East German transfer payments and
salaries In the public sector were not covered by corresponding revenue.
Thirdly, several Investment subsidles and tax exemptions designed to
foster investment in East Germany widened the gap between public revenue
and expenditure. Fourthly, the increase in public-sector salaries in West
Germany was unexpectedly large In late 1990/early 1991 -~ perhaps
influenced by the general election in Decamber 1990. This generous salary
increase added significantly to inflationary (wage-cost) pressure in West
Germany .

Finally, a kind of "growth Illusion" in West Germany aiso led to an
expenditure spree In West German public budgets. Soaring growth and
revenues were deemed to be sustainable and were seen as the result of
successful supply-side policy. It was not recognized - at least not
immediately — that dynamic growth in West Germany was only the other side



of the coin of the economic siunp In East Germany. Consequently, the
extra revenue in West Germany was no more than recycled transfer payments
fram East Germany financed by borrowing on capital markets.

All In all, fiscal policy In Germany switched from a healthy and
sustainable consol idation path with beneficial supply-side effects to a
pattern characterized by large Iimbalances in East Germany, by samething
of spending spree in West Germany, by an increase in marginal tax rates
with detrimental supply-side effects and by a narrowing in the tax base.
The swing in the public-sector balance has been as large as 5% of GDP.
However, one has to distinguish careful ly between the different levels of
government .

Federal Government

In the aftermath of unification, the Federal Govermment budget in
particular had been affected. The increase In the deficlt from around M
36bn In 1989 to DM 68bn In 1990 was due mainly to the acceptance of
responsibility for the publ ic-sector deficlit of the GDR (about M 20 bn)
in the second half of 1990.30 Moreover, after the opening-up of the
internal border, transfer payments were made to East German residents.
During 1991 the Federal Govermment budget deficit (DM 52 bn) was
actually reduced in quantitative terms. In qualltatvlve terms, however,
the deficit was now attributable to measures In support of the
catching-up process In East Germany (Econcmic Revival Programme) and,
more Importantly, to the financial support for transfer payments, In
particular those almed at safeguarding a high level of employment.
Furthermore, higher expenditures were also financed by higher revenue,
following several increases In direct and indirect taxes.

In future, several risks are associated with the prospects for the
Federal Govermment budget. On the revenue side, |ower-than-expected
growth could make for a Ilower outturn than that anticipated in the
mediun-term plan. In addition, revenue will be iInfluenced by the
investment Incentives avallable In the form of tax allowances. These
will reduce the tax bill of enterprises significantly from 1992 orwards

30 7o a lesser extent, it was due to the above-mentioned incane tax cuts
in West Germany, which had been already decided upon before the
changes in East Germany.
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if private investment picks up. On the expenditure side, risks arise from
the need to take over (part of) East Germany'’'s debt, particularly as
regards the Treuhandanstalt. Not only is the Treuhandanstalt running a
growing deficlt in respect of Its current activities, but it has also
granted large amounts of |iquidity credits to enterprises which might not
be paid back. Moreover, the former debt of enterprises has, to a large
extent, been taken over by the Treuhandanstalt where the enterprises
concerned have been privatized. This is the price that has to be paid
for the generous conversion rate for Ostmark assets, which s harming
existing enterprises and pushing them Into bankruptcy. Assuming
responsibility for obligations In the area of envirommental damage adds
to the financial risks. The budgetary prospects for the Treuhandanstalt
are also gloamier as a result of the privatization process itself. As It
will became increasingly difficult to generate revenue by selling
enterprises, no expenditure-balancing items will appear Iin the balance
sheet of the Treuhandanstalt. If, in the mid-1990s, the debt of the
Treuhandanstalt becames genuine public debt, the interest-rate burden of
the Federal Govermment might be uneased by at least 0.5% of GDP assuming
that 50% of the accunulated debt are taken over by the Federal
Governmment .

Indirect subsidies for German enterprises might also affect the Federal
Government budget. During 1991 large amounts of export-credit guarantees
were granted by the publicly owned Hermes Credit Insurance Company. Since
these credits, in particular those for the USSR, will very likely not be
paid back, Hermes will probably make significant losses in the years
ahead. Further risks which cannot be accurately quantified arise in
connection with the restitution of what was previously private property,
with attempts to balance the books of the soclal security system, with
any reduction in the taxation of basic Incane, etc.

Lander

As regards the budget situation of the Lander, one has to distinguish
between the West German Lander and the East German Ldnder. As regards the
former, direct short-term financial risks steming fron German
unification are |imited as the German Unity Fund covers the major risks,
which were (deliberately) taken over by the Federal Government. The West
German Lander will contribute to the German Unity Fund to the tune of M
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57,5 bn until 1994. |f one takes Into account the Interest charges Iin
respect of the implied debt-servicing requirement, expenditure increases
by around 1,5%. Indirect effects, e.g. in relation to corporation tax
receipts, should not, however, be underestimated as direct investment In
loss-making affiliates in East Germany wlll reduce the corporation tax
payable by parent camwpanies registered In West Germany. Furthermore, the
situation will become more critical in the mediun term when the East
German Lander participate in the financial equalization mechanism
(Finanzausgleich). Assuning that from 1995 orwards they participate fully
in the system, the loss In revenue or higher payments into the mechanism
will amount to almost 10 % of the expenditure of the West German Lander
(see box).

The East German Lander will face a growing mismatch between revenue and
expenditure. Their own financlal resources will remain |limited as tax
revenue accruing from econaomic activities in East Germany will be low. In
particular, corporation tax réoelpts will probably remaln negligible
during most of the 1990s. As regards other direct taxes, there will be a
trade-of f between the wage level and the level of unemployment. Although
a rapld catching-up of wages might Increase tax revenue per employed
taxpayer, the number of taxpayers will be reduced as a result of job
losses. Moreover, in the |lkely scenario of rapid wage equalization,
govermment consumption would be directly affected since some 35% of
Lander expenditure is accounted for by wages. Therefore, the only
quantitatively Important source of tax revenue for the East German
Lander would be indirect taxes.

However, since the purchasing power of East German residents will remain
significantly beiow that of their West German counterparts and since
expenditure might be skewed towards Iower-taxed goods, this source of
revenue might not be as productive as In West Ger'many.31 Finally,
high expenditure will also result from various other factors: major
investment In infrastructure, high transfers to compensate for rapidly

rising accomodation costs, etc.

31 |n west Germany, VAT is shared on a regional basis, by reference to

population, and not by reference to the real regional tax base.
1991 the West German L#nder agreed to allow the new Lander

In

to

participate In this arrangement even though the Uniflication Treaty

ruled this out.
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Box 4 : Incorporating the five new Linder in the West German revenue—sharing system
1. The working of the West German revenue—sharing system (Finonzausgleich)

The West German interregional redistribution system, not including social security (which by the
way, is significantly more important in this respect), consists of three elements : (i) tox
sharing, (ii) horizontal revenue sharing and (iii) vertical revenue sharing. In the end, every
individual Land's fiscal capacity should reach 95 to 97X of the average fiscal capacity. The
basis for (the acceptonce of) this system are identical tax rules in the whole territory, i.e.
there exists no room for regional differentiation in taxes and tax rates with the exception of
the local trade tox. g

(i) Tax sharing (wage and income tax, corporation tax and VAT)

Joint or shared taxes cover all of the most important revenue sources in Germony, ylelding
approximately three quarters of total tax revenues. These taxes are shared among the Federal, the
Lander ond the local level as follows : 42,5%, 42,5% and 15% for personal income tox, 50%, 50%,
0% for the corporate tax and 65%, 35%, OX for VAT, In addition to the wage and personal income
tax, the corporation tax and the VAT the local trade tax is also shared by ali three levels of
government — although it is not officially a joint tox.

The regional distribution of income taxes follows the regional pattern of tax yields (according
to the residence principie with special rules for the apportionment of the corporation tax). The
regional distribution of VAT is essentially on a per capita basis (which implies on implicit
equalisation effect). However, in an advanced allocation of VAT revenues up to 25% of the Linder
share of VAT (Ergdnzungsaonteil) can be used to increase the fiscal capacity of poorer Linder to
92% of the average indicator (Steuerkraftmefzahl). In 1990, only 2,6% -of the Ldnder share (i.e.
OM 1,3 bn, representing 0,06% of West German GDP) was needed to reach this goal.

(ii) Horizontal revenus sharing (Finanzausgieich)

In o second-round redistribution process, revenue—weak Linder get additional revenues from other
Lander if their individual fiscal-capacity indicator (FinanzkraftmeSzahl) is below 95% of a
normative fiscal-need indicator (AusgleichsmeSzahl). The fiscal-capacity indicator measures
actual revenues from a list of taxes all L3nder have in common. It is adjusted for special
burdens of some Ldnder. The fiscal-need Iindicator calculates normative tax-~revenues of an
individual Land by taking into account also urban-density factors. Consequently, every individual
Land’s tax-revenues reach at least 95% of the average fiscal-capacity indicator. In 1990,
horizontal revenues sharing amounted to DM 4 bn, 0,17% of West German GDP.

(iii) Vertical revenue sharing (Ergdnzungszuweisung)

Through a vertical revenue sharing system, the Federal Government is allowed to redistribute up
to 2% of its own VAT-revenues for wunconditional asymmetrical vertical grants—in—aid
(Ergdnzungszuweisungen) to those Lidnder whose revenues are still considered to be insufficient to
meet their public expenditure obligations. In 1990, vertical revenue sharing reached DM 3 bn,
0,12% of West German GDP.

Vertical and horizontal revenue sharing is not very important from a macroeconomic point of view
and when compared to total revenues of the oggregated Lindar level. However, it is essential for
certain Linder (e.g. about 17% of all revenues of the Saariand).

(iv) Other vertical grants

In oddition to (iii) the Federal Government is involved in several other asymmetrical vertical
grant schemes, which are, however, conditional grants and often subject to odditionality. So
these systems could be compared with the structural funds of the EC. In 1990, these vertical
grant schemes reached DM 11,5 bn, 0,48%X of West German GDP. .

West Berlin was not covered by the outomatic revenue sharing systems. In the past, there existed
a special vertical scheme between the Federal Government and West Berlin. In 1990, the net cost
for the Federal Budget reached DM 15,5 bn or 0,65% of West German GDP, greagter than the total of
DM 8,3 bn, involved in vertical and horizontal revenue sharing in West Germany.

The five new Lander are excluded from the vertical and horizontal revenue sharing system
described above, as the involved automatic transfers have not been politically feasible. Instead,
several lump~sum funds were launched to arrive at the necessary transfer of financial resources.
The whole system will be subject to a mojor revision before 1995, taking into account larger
discrepancies in per-capita GDP between western and eastern Linder.
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Box 4 (continuation)

11. Incorporating the five new I.!lmlor1

Assumptions

The five new L3nder are treated as one new Land. East Berlin is treated as o part of Berlin, i.e.
the numer of inhabitants is multiplied by 1,35 according to the definition of the fiscal-need
indicator. As no relicble data exist as regards tax revenues per head following assumptions
underly the simulation (in X of West German level) :

Income tax, corporate tax, local trade tax : 20X,
VAT : 50%,

Lander taoxes : 30%,

Local taxes : 20%.

The simulation does not deal with issues related to the split of income tax, corporate tax and
VAT according to populations etc. The population of East and West Berlin is set at 3,4 million,
the population of the new Lidnder is assumed to be 14,9 million. The figures of 1990 have been
taken for the West German Ldnder.

Results

The amount transfer among the L3nder increases from DM 5,4 bn (0.2% of West German GDP) to DM
27,9 bn (1.2% of unified German GDP). DM 9,2 bn are transferred in the context of the advanced
allocation of VAT revenues (see (i)), DM 18,7 bn are transferred in the process of horizontal
revenue sharing (see (ii)). Not considering special guarantee clauses, aimost the total amount
(99,2%) is tronsferred to Berlin and the new Ldnder, only Bremen and the Saarland receive minimal
amounts.

Transfer payments (~) and receipts (+) after incorporating the five new Linder(*)
~ advanced al location of VAT revenues and horizontal revenue sharing -

p.i.
DM/inhabitant
in bn DM DM/inhabli tant excl. East Germany
and Berlin
Nordrhein-Westfalen -8,5 ~496 —42
Boyern -4,6 -411 -3
Baden-Wiirttemberg ~7.1 ~742 -299
Niedersachsen -0,3 -38 +380
Hessen —-4,2 -738 =294
RheinlondPfalz -0,6 ~-1568 +133
Schleswig—Holstein -0,1 =57 +321
Saarlond +0,0 +71 +598
Hamburg -2,3 -1432 —-43
Bremen +0,1 +201 +924
Berlin +5,5 +1631 -
Neue Ldander +22,0 +1479 -
Gesamt +/-27,9 +/-354 +/-86

(*) Not taking into account guaranty clauses of 82 and § 10,3 Finanzousgleichsgesetz.

Source : Fuest/Lichtblau (1991)

Some qualifications have to be made now :

(1) By limiting the share of VAT reserved for an advanced allocation to 25%, fiscal capocity of
the new Linder con only be boosted from 26X to 56X of the average fiscal capacity of all
L3nder, significantly less thoan the ratio of 92%, required according to the law.

(2) By opplying only the redistributive tariff of the law, some inverse results occur, i.e.
revenue—weak Linder have to pay. Furthermore, tronsfer quotas (defined as the amount
transferred divided by the amount exceeding the average fiscal capacity) exceed 100% in
some cases, pushing revenue—strong Ldnder below the average in unified Germany.

1
The simulation is taken from Fuest/Lichtblau (1991).
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Box 4 (continuation)

According to the different guaranty clauses of the Finanzausgleichsgesetz transfers of revenue
strong Ldnder shall not push these Linders’ revenue capacity below the average. In applying these
guaranty clouses and in taking into account aiso vertical revenue-sharing traonsfers by the
Federal level (Erg3nzungszuweisungen, see (iii)) the relative position of the different Ldnder
changes as shown in the following table :

Reiative revenue capacity of the Lidnder
before and after horizontal and vertical revenue sharing(*)
- in X of average fiscal-need indicator —

paying Land before after before receiving Land

Baden-Wiirttemberg 131,0 106,6

Hessen 130,3 106,1

Hamburg 120,0 93,0

Nordrhein—Westf. 119.,9 103,7

Bayern 117,0 103,5

Rheinland—Pfalz 107,1 102,2

Schleswig-Holstein 100,2 ‘ 99,3

Niedersachsen 98,4 98,2
102,0 91,0 Saariand
97,5 88,1 Bremen
96,6 52,9 Berlin
96,5 4.4 New Liénder

() Tronsfers inciude advanced allocation of VAT revenues (Ergdnzungsanteil), horizontal
revenue sharing (Finanzausgleich) and vertical revenue sharing (Ergdnzungszuweisungen).
Source : Fuest/Lichtblau (1991)

All in all, although the East German Lander will start with a confortable
level of debt, their deflicits will, by the mid-1990s, be very large and
the level of debt will probably exceed the average ievel of West German
debt. Furthermore, the final balance sheet as regards the "old burdens"
inherited from the soclialist system and the debt taken on by the
Treuhandanstalt will be shared between the Federal Govermment and the
five new Lander, adding significantly to the latter's indebtedness.

Local_authorities

in Germany the local authorities are responsible for a large part of
pubtlic investment (around 65%). Since there is a particular need for such
investment in East Germany, there seems to be no upper limit on the
anount which could be devoted to it as a matter of priority. Leaving
aside obvious absorption problems (see part |, section 3), the requisite
financia! resources will depend on discretionary decisions made
elsewhere. Indeed, almost no own financial resources will be avallabie to
local authorities in East Germany. The local trade and industry taxes
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(Gewerbeertrag- und Gewerbekapitalsteuer) wili not be availabie as a
source of revenue for East German local authorities. If anything,
investment will have to be attracted by providing local incentives in
order to survive in the campetition for investment with other potentiail
production locations. Therefore, although a generous provision of
financial funds to local authorities woulid be most desirable In order to
stimulate public Iinvestment, financial constraints at other tiers of
govermment might prevent this.

Social securlty system

The social security system will face large imbalances. As recipients of
social benefits normally have a Ilow saving ratio, higher transfer
payments will have an expanslonary effect even if they are covered by
higher contributions. The deficit of the social security system will
amount to around DM 20bn in 1992. As this deficit will be financed
mainly out of financlal assets accunulated in West Germany in the past,
the expansionary effect will prove significant. Difficultles are |ikely
to persist over the medium term In all fields of social securlity.

As regards pensions, Incorporation of the East German scheme Iinto the
general West German scheme since January 1992 will lead to additional
payments of around DM 10 bn.::’2 Moreover, as wages are expected to
catch up rapidly with those In West Germany, East German pensions will
increase rapidly too. Given the relatively high level of labour-market
participation In East Germany, there will be a rather adverse ratio of
those eliglible for benefits and those paying contributions. This ratio
might even deter iorate further If early retirement schames are introduced

to alleviate the problem of mass unemployment in East Germany.

As regards unemployment benefits, the same dynamics might appty. In
addition, wage adjustment will also have consequences for the level of
unemp loyment benefits. Moreover, the reservation wages of those workers
who are undergoing tralning or are on speclal employment schemes
(secondary labour market) will Impose a heavy burden on the unemployment
insurance scheme.

32 see Bundesbank, Monthly Report, November 1991.



Special risks arise In connection with health Insurance. Not only the
adjustment of the wage level but also the |ikely adjustment of the wage
structure will significantly affect expenditure on health Insurance In
the absence of market-based checks and balances. Moreover, Installing
modern equipment in hospitals will Increase costs dramatically for the
same reason. However, revenue, which depends exclusively on the wage and
salary bill, will grow at a much more modest rate since the level of
gross wages and salaries will remaln relatively low.

Special funds

Over and above the financial imbalances In general govermment, including
the social security system, special funds have been created to provide
financial resources for East Germany or to cover financlial risks arising
fran the privatization and reconstruction of the East German economy and
in cases where a final decislon on burden sharing has not yet been taken.
The German Unity Fund was envisaged as providing financial resources of
the order of DM 115bn per year until! 1994. However, by the end of 1992
the debt will already amount to DM 75bn. Therefore, in order to provide
adequate financial resources for the East German Lander and local
authorities, an increase of VAT rates was adopted In early 1992. The
resulting revenues will help to finance the outlays of the Fund.

The Treuhandanstalt will have a cunulated debt of around DM 150bn by the
end of 1992. Prospects are very gloomy as privatization will progress
only If responsibility Is assuned for more and more financial liabilities
so that the many remaining enterprises can be sold (given away). The
borrowing timits for the Treuhandanstalt, initially set at DM 10bn, were
thus raised to M 30bn a year. In addition, the Treuhandanstalt will
have to take over old and newly accunulated corporate debt if enterprises
go bankrupt. This may happen more and more often since the econamic
future of many enterprises Is very uncertain.

All in atl, the debt leve!l of those funds which are not directly included
in the Federal and the Lander budgets may amount to same DM 450bn (15% of
GDP) by the end of 1994. The following table summarizes prospects for
public finances in the medium term.



Box 5 : Medium—term prospects for public finance

It is very important to distinguish for different definitions of pubiic budgets : (1) Federal
budget, (2) Public Sector balonce (Federal, Ldnder and local budgets, including special funds),
(3) General Government (all public budgets Including social security, excluding public
enterprises), (4) extended public sector, i.e. General Government plus public enierprises , e.g.
federat cail and post, East German privatization body, local housing companies. Different figures
on the financial deficit can In general be explained by the application of different defintions.
Example : In 1991 the deficit of (1) has reached about DM 52 bn, the deficit of (2) was about DM
120 bn, the deficit of (3) has reached about DM 100 bn (West German social security in surplus)
while tha deficit of (4) may have reached DM 200 bn.

Based on official estimations and projections following medium—term prospects for the development
of public debt of the different leveis of government are in the offing :

Public debt in bn DM
-~ unified Germany -

end 1991 snd 1995

(1) Federa! Government 601 745
West German Ldnder 345 410
West German local authorities 119 130
Eost German L8nder 7 110
East Germon local authorities 10 55
Special funds 98 250
- o.w. ERP §18 545
- o.w. Fund “German Unity" 50 95
~ o.w. Loan Management Fund (30 (110
(2) Public sector debt 1 180 1 700
~ in % of GOP 42,5% 48,5% {a)
(3) General government debt (b) 1 180 1 700
East German privatization body 25 160
Cid debt of privatization body 70 70
Old debt of East German housing sector 43 60
Compensation fund for expropriated

East Germans (c¢) - 20
federal Rall and Post 140 265
(4) Extended public sector 1 458 2 27%
- in % of GOP 52,5% 65% (a)

(o) Assumption : Nominal increase of unified German GDP by 6% p.a.

(b) Potential deficits of social security will not affect public gross debt as this body hos
targes assets, where it will fall back in case of deficits.

{c) This fund has stil! to be founded.

Source : See Schmidt (1992), N8!ling (1992).

Further risks for public finance exist as regards (1) debt foregiveness for Eastern and Southern
countries and (2) export guaranties to Eastern countries. As the debt of the different special
funds related to East Germany (privatization body, housing sector and compensation funds) will
have to be allocated to the different levels of government in 1995 they should be odded to
genera! government debt, bringing the debt ratio to above S7X, which is quite close to the 60%
benchmark laid down in the convergence criteria to be fulfilled, if a country wonts to enter the
final stoge of EMU.
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3.3 Labour market: wage determinants

One Imporiart feature of German unification. will be that the German
{abour maVr‘:u;-t as a whole has to be considered as belhg,ful ly Integrated.
This will rmot only. lead to a rapyid ad justment of the East German wage
level relative to the West German level (interregional wage-demonstration
effect) - as ras been argued In Section 1.3.3. - but it will also
influence tn: behaviour of German trade unions.

The speed ¢ integration will be very rapld because of cultural, regional
and Jlnguistic similarities and one might even suppose that in a few
years East-West integration will be more intense than North-South
integration. #uoir the time being, labour-market integration is being held
l back by short—teirm phenamena such as inadequate transport infrastructure,
low flexibiiit, of the East German labour force and inappropriate skills.
However ., these drawbacks will be short-Iived and, by early 1992, there
are alreaoy arcund 500 000 comuters (more than 8% of all East German
employees), i.e. individuals living l;n‘East Germany but working In West

33
. Germany .

it is perhans not surprising that real wages in East Germany have risen
since monetary union. This was necessary in order to reduce the social
cost of iabour migration, which,, woyid have been important not only in
- West Germany. _malnly, in response to the prevailing shortages In the
housing sector, but also in East Germany, mainiy because of the migration
of thé most effscient manbers of the labour force. However, ad justment
took place at an astonishingly fast rate, _sanething which is-difficult to
reconciie with the rapid deciine in productive jobs, the counterparts of
which are recorded and hidden unemployment. Given the further and .
- probabiy unavoidable adjustment of labour and. job losses, the crucial
question is rw mediun-term wage developments in West Germany will be
&?fecteq..~;+;§or the time being, real wages in West Germany are continuing
to rise at the = ne rate as previously, i.e. regardiess of labour market
deyétécments 10 East Germany,
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First, marked wage discrepancies will affect migration and hence the
relative power of the unions in reaching any settiement. Second, rapid
wage adjustment would reduce the power of trade unions since it would
fead to higher unemployment [n East Germany. As high unemplioyment woulid
also affect migration, trade unions will have ic strike an optimum
balance between the level of wage discrepancy and the level of
unemployment. The crucial determinants are the elasticities of migration
with regard to the wage differential and the elasticity of migration of
the unemployed, which will probably rise over time. In the case of
perfect iabour mobility, no wage differential between East and West
Germany would emerge and the real fall-back wages for West German workers
wolild aepend on the elasticity of real wages with respect to (overail)
unanployment. In the more unlikely case of labour immobillity, markets
couid be more effectively segmented.

Mode! -bascd evidence suggests that the elasticity of real wages with
regard to the unemplioyment rate is around 1,5 after three years. In the
case of perfectiy integrated labour markets, this means that an increase
in overall unemployment rate by 4 percentage points wili bring down reai

wages by 6% in the longer term.34

It is also in this context that subsidizing East German enterprises via
the Treuhandanstalt will jeopardize the wage moderation that is needed.
Pespite rapid wage equalization, unemplioyment would be Ilower than
otherwise and the trade unions would be able to protect the West German
wage level. Therefore, the loose budget constraint which is, for the time
being, one characteristic of the transformation of the East German
economy could have detrimental mediun-term effects on the micro
per formance of the overall German economy in that the requisite real-wage
adjustment wil! take place with a time lag.

Nevertheless, it can generally be conciuded that West German real wages
will be below the level at which they would have been without
unification, irrespective of the redistribution issue. The extent of this
ad justment depends on the degree of labour-market integration, which will

probably be extensive.

34 The MF estimates that an Increase in the unemployment rate of

percentage point reduces real wages by 2% in the 1long run. See

Coe/Kruger (1390).
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The following graph illustrates the different trade-offs.

Graph 5

Migralion and wage differential trade offs
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Al poinf x, the wage differential is small, but migration is large

because «f hugh wage induced unemployment. At point y, East German
wages and thus unemployment is small,but migration grows because

of a large wage differential. Thus the optimal situation lies
between the extremes and depends upon the parameters of the
interrelations between wages, unemployment and migration.
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3.4. Structural pollicy

Despite recomendations fram different quarters.35 discussion of the
interrelationship between German unification and the review of structural
policies has so far been conflned to the Issue of providing more
financlial resources for the reconstruction process. However, there are
also a nunber of more far-reaching Issues. There is first the need to
review regional policy in Germany as a whole. The special assistance for
the former border areas of West Germany with East Germany is certainly no
longer justified. These areas assumed overnight a central location not
only In Germany but also In Europe as a whole. Since they have no
significant Iinfrastructure weaknesses, they now enjoy camparative
advantages particularly in relation to the adjacent areas of East
Germany. Therefore, In order not to discriminate against the latter as
production locations, a rapid revision of these policlies iIs urgently
needed. Same initlial steps have been taken, however, partly compensated
for by newly Iintroduced subsidy schemes, e.g. for the new caplital
(Berlin).

General Investment alds granted by the Lander and local authorities In
West Germany will also have to be dismantled. Any incentive In West
Germany acts as a disincentive to investment in East Germany. As local
and regional authorities In East Germany are experliencing tight
constraints as regards their financial room for manoeuvre, such subsidies
might jeopardize the East German catching-up scenario in the mediun term

when investment subsidies In East Germany have to be r‘eclucecl.36

A particularly important issue relates to sectoral policies. Several
sectors in both West and East Germany rely on subsidies. A general
decision wiil have to be taken regarding those sectors where the
structural adjustment process needs to be speeded up and those where it
needs to be mitigated via subsidies. For instance, the East German coal
industry, although not canpetitive on the worid market, is probably more
productive than its West German counterpart. If overall German coal

35 cf. EC-Camission (1990).

6 For an overview of investment subsidies In West Germany, see |FO~-
Institut (1988) and the Thirteenth Subsidy Report of the Federal
Govermment, Bundesregierung (1991). For an overview of Investment
subsidies In East Germany compare Bundesministerium_ fir Wirtschaft
(1991).
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production is not to be Increased significantly, adjustment will have to
be speeded up in west Germany. Otherwise, the comparatively productive
East German coal Iindustry would be unnecessarily cut back in size. What
Is more, with the same amount of subsidy, more East German jobs would
survive as subsidies per employee would be lower.

The same Is true of agriculture. Here too, the production structure in
East Germany could be made more productive given the large size of newly
restructured holdings. And so, although the overail number of those
employed will have to decline significantly in East Germany, financial
resources could be saved by cutting back production in West Germany and
preserving productive structures in East Germany.

As regards labour-market repercussions, such a shift in priorities would
also have the advantage that optional jobs are probably more easily
available In the areas of West Germany that are concerned since they have
a canpetitive economic structure. |In East Germany, regional mass
unemp loyment would be unavoidable.

However, different priorities might have to be set In other areas. |In
the steel industry, for instance, no genuine productive base exists in
East Germany. Steel was made from scrap iron Imported fram the USSR.
Transport costs are extremely high and production methods are very
old-fashioned. Given that the steel Iindustry Iin West Germany and in
Western Europe has modernized and rationalized Its activities over the
last twenty years and since overcapacities exist on the world market, it
could be very costly to preserve and modernlize steel production in East

Germany .

Shipbuilding might be in a similar position. However, more pramising
challenges might be faced since speclalization In speclfic market
segrnents has, for example, enabled West German shipbuilding to compete

internationally.

The efficlency of the West German economy depends to a large extent on
its healthy structure of small, mediun-sized and large enterprises. In
order to establish a similar structure In East Germany, Ilocal
enterpreneurial potential should be exploited. Otherwise, the danger
exists that the main economic declsion-making centres will be located in



West Germany. Therefore, attention should be paid to invelving East
German residents In the privatization process. In addition, investment
Incentives should be in the form of direct investment a2ids rather than
tax atlowances which would favour West German investors to the detriment
of East German Investors, who face liquidity constraints and will not be
able to make profits in the short term. Promoting entrepreneurial skills
in East Germany would have effects on motivation which should not be
disregarded.

4. The Issue of redistribution

German unification Involved merging two economies with different
saving~-investment balances. East Germany was an economy in which demand
outstripped supply, with excess demand having been suppressed by
centrally planned regulation and coordination. West Germany Is an economy
in which domestic supply has exceeded domestic demand, with excess supply
being exported, thereby facilltating the conduct of anti-inflationary
policies abroad. Consequently, and desplte the huge supp!y-demand gap in
East Germany, the underlying saving-investment balance for Germany as a

wholie has more or less been In ewlllbrlun.37

Furthermore, the swing In the all-German current-account baiance needed
following the integration of East Germany was easily achieved. in the
1990/91 perlod thanks to highly integrated international goods markets
and spare productive capacities abroad.

In the absence of a significant supply—-demand gap in a unified Germany,
and with the swing in the current-account balance having been easily
achieved, the recently accelerating inflationary pressures In Germany and
the subsequent strains regarding the domestic policy mix and
internat!onat monetary policy can be traced back to the still unresclved
aquestion of redistribution In Germany. Indeed, redistribution in favour
of East Germany has not yet been a major issue in Germany. in line with
its philosophy announced during the run-up to unification and to the
elections of 1990, viz. that German unification means “Nobody wili be

37 adjusting the 1991 current-account deficit of unified Germany for
cyclical factors (growth In worild trade below trend) and one-off
unilateral transfers (Guif war, Soviet Union), the current account
returns to balance. .
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hurt, but a lot of people will feel better off", the Goverrment has
always denled that integrating East Germany and adjusting the levels of
per capita incane in East and West Germany require any attempts at
redistribution.

However, alligment of the I[lving standards of East German residents on
those in West Germany inevitably raises the Issue of redistribution. As
both East German productivity levels and productive capacities will be
lower than In West Germany, real resources have to be provided to bring
about the adjustment in Illving standards. Moreover, the rebuilding of
the East German econamy requires additional resources to push up the
investment ratio in Germany.

The issue of redistribution has to be assessed fron different
perspectives. First of all, a larger share of public expenditure in wp
would require a reduction in private-sector expenditure or a reduction
(increase) In the current-account surplus (deficit). Within the public
sector, the distribution Issue also concerns the different levels of
goverrment and the shifting of expenditure to East Germany, to the
detr iment of West Germany. Within the private sector, the Issue of who is
to shoulder the burden is cruclial too. Hligher Iindirect taxes would
primarily reduce real disposable Income of private households. While
higher direct taxes would have similar effects on disposable incone, a
reduction in subsidies would, as a first-round effect, Influence the
profit situation of enterprises. As incone tax in East Germany will be
low during the transitional period, railsing direct taxes would place a
disproportionately large burden on West German residents while the burden
imposed by indirect taxes would more equally - but not necessarily more
fairly — shared between East and West German residents.

For the time being, the discussion of redistribution places special
"responsibility on the labour market. Wage moderation is considered to be
necessary In order to preserve a healthy profit situation for
enterprises. Therefore, tax-induced price Increases should not lead to
higher wages. As a consequence, West German wage-earners would bear most
of the burden.

As regards the public sector, the trar_\sfers necessary to support East
Germany have indeed been financed by higher taxes and a much larger
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deficit. Only minor attempts have been made to cut back expenditure or t
taiior priorities on the expenditure side to supporting Egét\Ge Y .
Furthermore, East-West distribution Is severely Iimpeded by the
non-inclusion of the East German Lander in the very generous flinancial
equal ization mechanism ("Finanzausgleich"). The West German Lander are
not therefore cutting back expenditure In order to free real and
financial resources for East Germany. In actual fact, the opposite can
be observed. The favourable econamic situation in the West German
Lander, together with the tax Increases, has considerably boosted tax
revenue, and this has even led to an expansion in public expenditure.
Indeed, expenditure by the West German Lénder Increased by 7% in 1991.
Wage developments will also affect the relative financial! situation at
the different tiers of govermment. While the central govermment is less
affected by wage increases In the publlic sector, the Lander and the local
authorities will be affected disproportionately by such Iincreases. As
regards the Lander and the local authorities in East Germany, the |lkely
wage adjustment will considerably widen the gap between revenue and
expenditure, further squeezing the room for manoeuvre in the East.

To sun up, a great deal has to be done to give priority to boosting
expenditure aimed to improving econamic fundamentals in East Germany. The
East German Lander have to be Iincluded in the financial equalization
mechanism, and expenditures In the West German Lander have to take into
account the substantlal needs In East Germany. Cutting expenditure Is
necessary In order to provide financial and real resources, €.g. in the
area of infrastructure investment. Not reducing both investment subsidies
and subsidies for _preservlng unproductive activities In West Germany
postponés and impedes the emergence of a favourable climate for private
investment in East Germany.

Within the private sector, considerable Investment has to be undertaken
in East Germany and maintained in West Germany in order to create the -
nunber of new jobs necessary to absorb the oversupply of labour in East
Germany. This requires favourable profit expectations over the medium
term. Wage moderation would be one Important element. As the German
labour market will probably integrate at a rapid rate, dowrward pressure
on wages will Increase as the additional Inflow of East German |abour
will dampen wage increases. For this mechanism to work effectively,
however, the public sector must not Impose a growing squeeze on real
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disposable Income. Such unprepared tax Increases have been mainly
responsible for the emergence of the present distribution struggie within
the private sector. Therefore, even |f cuts In subsidies were to reduce
corporate profits in the short term, mediun-term wage developments should
favour a redistribution of Income towards profits, thereby improving the
prospects for investment.

Having said this, one can now compare the normative scenario to the
redistributional measures actually chosen. Indeed, huge amounts of
fiscal resources have been channelled to East Germany. By merging major
elements of the West and East German social securlity systems, i.e.
pension funds and unemployment schemes, many billions of D-Marks have
been and will be Injected Into the East German schemes, which are running
enormous deficits.

In addition, the very generous exchange rate for the Ostmark has
increased the net wealth of East German asset-holders, I|.e. private
households. it has, however, led to a significant deterioration In the
financla! position of East German borrowers, |.e. the corporate sector.
And so, the achievement oOf monetary union in July 1990 was already
accompanied by a massive redistribution In favour of East German private
households, although this was at the expense of the corporate sector Iin
East Germény, Including the publicly owned housing sector. Such a
redistribution runs counter to the normative rationale of redistribution,
according to which real rates of return on East German investment capltal
should be supported.

Furthermore, sound flnancing of these transfers has been lacking so far.
In the run-up to unification and to the elections of 1990, the Govermment
neglected the need for redistribution. But also after the elections, it
did not initiate a constructive redistribution debate. Furthermore, these
transfers were not financed via expenditure cuts, namely In subsidies.
Since no consensus exists In Germany on the proper flnancing of the
transfer of resources, actual redistributional policy Is mainly placing
the burden on those groups receiving labour income or transfer Income. As
a matter of fact, the unresolved question of redistribution has led to a
problematic policy mix, |.e. expansionist fiscal policy and tight
monetary policy, while consumers, wage-earners and transfer-reciplents
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(Iin West Germany) will have to pay for the "free lunch" offered to East
Germany. However, as the trade unions seem umwilling to pay the biii
which the Government has placed before them without any consultations
taking place, a major redistributional conflict lies ahead In (West)
Germany which may undermine the social consensus, the business and
consuner climate and the positive Investment conditions necessary for

dynamic investment and growth.
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111. THE UNITED GERMANY IN EUROPE : ECONOMIC ASPECTS

1. Introduction

The changes which have taken place in Europe Iin recent years will have
far-reaching implications for the European Community (EC). They Include
the econamic effects of German unification. All EC countries have been
affected significantly. First, German unification triggered demand
effects which stimulated economic activity in the other EC countrles.
These expansionary effects have been partly offset by tighter monetary
conditions in Germany. Although, In the short term, this state of affairs
was beneficial to the other EC countries, the question as to whether the
changed policy mix In Germany might affect them adversely In future is
important. The medium-term economic Implications stem fran the
catching-up process and the Integration of East Germany into the EC
econamy but also fraom the growing amount of trade with Eastern Europe.

While Section 2 below concentrates on these econamic Implications,
Section 3 is concerned with politically significant questions of European
econanic integration. Section 3.1 attempts to evaluate the consequences
of economic imbalances in Germany for the process of econaomic integration
in the context of econamic and monetary union (EMUJ). Internal market
auestions are Important too, since the economic weight of Germany and
German enterpr ises In the internal market will probably increase (Section
3.2). Not only the opening of the internal German border but also the
restructuring <f Eastern Europe require large amounts of capltal. The
question as to whether those countries involved in a catching-up process
within Western Europe wlll be faced with a setback are Iimportant too
(Section 3.3). Finally, Section 3.4 deals with the EC’'s options vis-a-vis
Eastern Europe. 1t will be argued that, Iin order to Iimprove econamic
prospects in Eastern Europe, a policy of opening up markets Iis more
effective while, in the case of barriers to market entry, those countries
will have to be supported by transfer payments In order to avert
large--scale movements of labour. In conclusion, It will be examined
whether German uniflication can serve as a mode! for the transformation of
Eastern Europe or whether the same effects can be expected with the BEMU
process. !t will be found that German unification does not provide a
blueprint in either case but that it can provide important lessons.
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2. Short-term and medium-term effects on the EC economy

2.1 Demand effects

All the other EC countrles, together with the EFTA countries, the United
States and Japan, have increased their exports to Germany significantly.
in the first place, the major shift in the preferences of East German
consurners In favour of Western products, coupled with supply shortages,
have stimulated Imports fran the other EC countries. While some
countrles, notably Demmark, the Benelux countries and Spain, Iincreased
thelr share of the enlarged German market Immediately, other countrles
took longer. France, Italy and the United Kingdan In particular, but
also the United States and Japan, have recorded the highest growth rate
of exports only after one year of German unification. Table 4 shows the
percentage Increases in exports to Germany after unification. It
suggests that, in those countries which have increased their exports only
with a time lag, the positive demand effect Is longer-lasting.

TABLE 4 : GERMAN IMPORT PERFORMANCES AFTER UNIFICATION
- % change on the same period a year earlier -

3nd 4rd 1st 2nd 3rd 4th
quarter quarter quarter quarter quarter quarter

1990 1990 1991 1991 1991 1991
Belgium + Lux. 12,1 31,9 29,0 27,0 13,6 -5,1
Denmark 22,5 31,3 33,9 29,2 16,0 4.8
Spain 30,3 38,0 46,7 41,2 25,2 11,4
France 15,0 10,6 20,9 38,56 19,4 6,9
Greece 3,5 8,4 8,1 4,9 19,4 2,8
Ireland 11,7 6,9 13,6 13,3 17,0 11,3
Italy 17,4 20,1 22,0 19,1 18,0 2,8
Nether lands 8,7 17,1 20,8 18,4 5,6 1,0
Portugal 17,5 20,1 22,5 21,5 18,5 11,7
United Kingdom 7,1 13,4 17,56 21,6 16,5 4,4
EEC 13,3 18,6 23,1 25,8 15,3 3,2
Other countries
United States -0,9 -9,6 2,3 20,7 30,8 11,2
Japan 7.2 2,7 14,8 32,2 26,2 9,1
TOTAL 10,5 14,5 18,0 23,3 17,4 4,0

Source : Bundesbank, Monthly Report, Suppliement 3
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There Is no doubt that these demand effects have stimulated econamic
growth Iin the other EC countries at a time when growth was siowing down.
The actual stimulus to growth depends on several factors. The larger the
share of exports to Germany in GDP, the greater the effect on growth.
Table 5 suggests that the short-term stimulus to growth due to higher
exports was significant in all EC countries, ranging fram 0,6% (both
years) In Spain to 1,6% in Benelux. German uniflcation has, therefore,
actually had a locomotive effect.

However, substantial leakages through additional imports in small open
econamies would reduce the dlirect Iimpact on GDP but would have
stimulating effects in other countries. In order to answer the questlion
of how GDP growth has been stimulated In partner countries as a
consequence of these first-round and second-round effects, the DIW has
carried out a model simulation with the EC-Quest model, taking Into
account the Importance of the German market for the respective countries
and the reduction effect due to import leakages. As Quest was used In its
I inked mode, the secondary splll-over effects vis-a-vis third countries

were taken into ::moount.38

Also according to this simulation, growth effects on partner countries
have been significant, despite the parallel tightening of monetary
conditions. The results, however, have to be qualified in at least two
respects. First, the short-term effect on partner countries might ha\)e
been even larger since supply constraints led to a less aggressive
attitude on the part of German exporters. The weak export performance was
due not to weaker price competitiveness but mainly to slower growth
abroad and tight supply conditions in Germany following unification. As a
result, partner countries were abie to gain market shares fram Germany on
their hame markets and In those countries in which they coampete with
Germany .

Second, tlghter monetary conditions in Germany might have had restrictive

effects In partner countries. This transmission mechanism has been

underscored inter alia In studies by the OECD and the IM’.39

38 see DIW (32/1991) and also Horn/Scheremet/Zwiener (1991).
39 see OECD (1991) and Masson/Meredith (1990).
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Table 5 : SHORT-TERM GRONTH EFFECTS OF GERMAN UNIF ICATION
FOR PARTNER OOUNTRIES

- Increase in GDP growth In percentage points -
July 1990-June 1991 July 1991-June 1992
Belgium/Luxemb. 0,86 1,0
Dermark 0,4 0,7
Spain 0,2 0,4
France 0,3 0.5
Greece 0,4 0,7
lreland 0,3 0,8
ltaly 0,3 0,6
Nether lands 0,7 0,9
Portugal 0,3 0.4
United Kingdom 0,2 C,5

Source: Comission services.

2.2 Monetary effects

The monetary effects of German unification on partner couiitries are
difficult to evaluate ewlrically. The Increase in Interest rates
occurred primarily in Germany. Financial markets reacted very sceptically
to the announcement of monetary union and long-term Interest rates in
Germany jumped by almost 200 basis points. Short-term interest rates were
not increased until monetary union became effective in Juiy 128C. Since
then, short-term interest rates have been Increased on several occasions
by the Bundesbank, but long-term interest rates experienced a dowrnward
trend. Graph 6 depicts these movements in Interest rates in Germany.

Interest rates rose to a much lesser extent In the other EMS countries
and the Interest-rate differential narrowed significantiy in February
1980, when monetary union was announced. Thus, German financial markets
attracted a larger risk premiumn. Moreover, the Iincreases in short-term
interest rates have not been reproduced In full in the other BEMS
countries and the interest-rate differential almost disappeared vis-a-vis
sane countrles. In France, the authorities were even able to reduce
short-term interest rates when German rates were on an upward trend, and
the differential with the D-Mark at times actually becane negative.
Graph 7 shows Interest-rate movements within the EMS.
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Graph 6
Short and long—term interest rates
in Germany since early 1990
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However, In order to evaluate the monetary Impact, which, Jjudging by
interest-rate movements, does not appear to be very significant, actual
interest-rate movements have to be examined In the light of the level
which would have prevalled without German unificatlon. In such a
scenar 10, econanic activity would probably have slowed down considerably
and Europe would have conducted a more expansionary monetary pollcy..
Therefore, short-term Interest rates in particular would have been much
lower, although the effect on long-term Interest rates would have been
less pronounced. Indeed, while monetary relaxation In the United States,
where short-term interest rates declined by 250 basis polints during 1991,
led to a decline In long-term Iinterest rates of only 70 basis points,
French Ilong-term Interest rates fell by 110 basis polints over the
sameper iod, wlith short-term interest rates declining by only 30 basis
points.



Graph 7
Developments of German and French interest rates — a comparison
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Monetary tightness does not depend solely on interest rates but aiso on
the level of the exchange rate. The question as to what the exchange rate
would have been without unification is, of course, very hypothetical. On
the one hand, the larger risk premium attached to the D-Mark - a
reflection not only of German unification but also of econamic problems
in the countries of Eastern Europe - has certainly weakened the D-Mark.
Therefore, In the absence of unification and with monetary loosening in
the United States, the dollar would have been much weaker. On the other
hand, a more expansionary stance of European monetary policy would have
supported the dollar. Therefore, the level of the dollar might not have
been unduly affected by the canbined Iimpact of German unification and the
corresponding economic pol lcy response.

2.3 Med/um-term effects

German unification will have long-lasting econamic effects on both the
German and the European econamy. As regards trade, a certain
normal ization will take place as the short-term demand effects fade. This
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will affect first the canposition of products in demand in East Germany.
In the short term, consumer durables have been imported while, in the
mediun term, investment goods are needed to boost the catching-up process
in East Germany. Nevertheless, all countries will probably have the
opportunity to run a substantial trade surplus with East Germany. First,
trade links similar to those with other Industriallized countries will be
established. Second, the export capaclty of East Germany will rem2in very
low until a modern capital stock has been created. Third, the import
propensity of tast Germany will be high because demand will exceed
productive capaclity for a long time to cane. This gap will be
particularly wide [f expectations In East Germany are positive.

This favourable situation will, however, change gradually over time Iif
investment Iin East Germany Increases supply. Given that most of the
revanped East German economy will be based on a new and thus very
efficient capital stock, the extra supply generated will probably be
highly competitive. Since the Infrastructure wlll also be considerably
improved, the new East German econamy might display simllar features to
those of the West German econcmy In the 1950s and 1960s, when the capltal
stock embodied greater technical progress refative to that of other

countries.

for the West German and the European econamy, this would imply keener
competition since German monetary union would prevent an adjustment of
the East German exchange rate Iin Iline with rising productivity.
Therefore, to the extent that the catching-up process was successful, the
East German ecoramy wouid be able to conpete within the internal market.

The mediun-term monetary Iimplications of German monetary unicn are (ess
certain. Indeed, a dilemma might arise in the EMS countries to the extent
that tighter monetary conditions might becane necessary in Germany in
order to support the structural adjustment and catching-up process in
East Germany without engendering inflationary pressures. It has to be
recognized that any persistent gap between demand and supply and/or an
infiationary redistribution strugglie will necessitate an adjustment in
the real exchanqge rate which can be achieved via a naminal exchange-rate
ad justment or via higher inflation. Clearly, higher Inflation is not the
preferred option for the Bundesbank.
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If tighter monetary condlitions became necessary In Germany in order to
avoid the inflatlonary consequences of the distribution struggle (the
successful catching-up scenarlo), strains might then develop in the EMS
since monetary tightening might be inconsistent with the domestic needs
of those c;oun'crles.40 The dilenma for the other countries would then
be aggravated by implications of a realigment In terms of negative
credibillty. These might be somewhat reduced if the D-Mark apppreciated
against all other EMS currencies. Financial markets would then consider
the realigmment as having been triggered by developments within Germany.
Moreover, a D-Mark appreciation against all other EMS currencies would be

less detrimental to the convergence process in the EMS.

Over time, a real depreciation of the D-Mark will be needed if higher
investment is adding to aggregate supply. This adjustment will probably
be much more easily achieved via Iower Inflation In Germany than
elsewhere. Therefore, In the medium term and given an initial real
appreciation of the D-Mark, naminal exchange-rate stabllity would be
consistent with some divergence In inflation rates In the EMS, |l.e. an
inflation differential in favour of Germany.

3. Aspects of European economic integration
3.1 Economic Imbalances, the convergence process and EMU

The changed per formance of the German econcmy will affect the progress
which can be made on the road to EMU. |nappropriate policies in Germany
but also In partner countries could render it more difficult to achieve
that goal on time. For political reasons Integration might be stepped up
in the world of growing uncertainties.

As regards the fundamental Issue of EMJ, German unification has altered
the role of the D-Mark as the anchor within the EMS. Deflning the
appropr late stance of monetary policy has became more difficuit given
both technical problems and the Iincreased uncertainties attaching to
economic prospects. fechnlcal problems concern the timing and extent of

40 see e.g. Adams/Alexander/Gagnon (1992), who show that German
unification wiil have a contractionary effect on the other BMS
countries, If monetary policy In partner countries is geared to
maintain fixed nominal parities vis-a-vis the M rather than towards

internal baiance.
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the likely adjustment of the financial portfolios of East German
residents. The veloclity of circulation Is expected, therefores, to
increase significantly. On the other hand, large increases in East Germar
prices will increase the value of transactions and should be reflected In
the target rate set by the Bundv;-.st'.\ank.41 Uncertainties in
interpreting financlai variables aiso concern interest rates. An
autonamous increase In long-term Interest rates could be due either to an
increase In infiationary expectations and an expected future tightening
of monetary policy or to an iIncrease In the reail rate of return.

Therefore, movaments in real exchange rates will become more important.

To the extent that Iintermediate monetary indicators In other courtries
remained relatively more rel lable, the anchor role within the EMS would
be transferred at least in part to those countries. On account of its
reiattve size, this Is primarily a reference to F-'ranc:e.‘32 However ,
the latitude afforded by the narrowing interest-rate differentiai with
Germany should not be used at the expense of price stability. Ail in all,
the question of the optimality of the asymetry which has su far
characterized the working of the ERM should be reconsidered in present

circumnstances.

Indeed, other countries in the EMS will have the opportunity to iwprove
their relative ocompetitiveness vis-a-vis Germany by temporarily
undershooting German Inflation. Some countries, In particular those which
have emerged from a Iong stabilization period with a permanent
appreciation in their real exchange rate, need a readjustment in their
real exchange rate in order to boost employment or to reduce the danger
of job losses in the more comwpetitive internal market. If such
depreciation in the real exchange rate were to occur without any
realigmment, positive credibility effects would be substantial.

4T Yhe annua! target for the growth of M3 |Is based on assumptions of

"unavoidabte inflation", "growth of productive potential", "changes

velocity” and "monetary conditions". Since price movements in East
Germany stili reflect the adjustment to market prices, “unavoidable
infration" Iin East Germany might be above 10% for the next few years.

) This shouid be borne In mind when the target range is calculated.
42 considering the size of Its economy, the United Kingdam could,
course, also attempt to play the anchor role In the ERM. However,

number  of  fundamentals as well as the Govermment’'s misgivings

regarding monetary union are major obstacies in this respect.
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Nevertheless, as regards the functioning of the EMS, it has always been
argued that damestic demand shocks should not be remedied by non-monetary
means. The particular case of German unification involves a significant
damestic shoc:k‘q3 in the anchor country. Therefore, as regards the
functioning of the EMS, correcting fiscal policy and implementing
structural policies aimed at opening up markets and reducing subsidies

would be the very-best option.

At the micro level, (West) German industry In general should not be
expected to favour Eastern markets more than traditional Western markets.
On account of the |Ilkely undervaluation of the Eastern European
currencies, exports to these countries will probably not consist of
high-technology products (the exception being East Germany which, because
of the overvaluation of the D-Mark relative to productivity, will
probably seek to purchase such products). However, new production
activities In East Germany may try to focus more on Eastern European
markets by rebullding "traditional" trade links. And so, If exports to
traditional markets were to continue, Germany could becane even more
closely iIntegrated through accelerating imports.

At the macro level, the counterpart - in accounting terms - of the German
current-account surplus has been the deficit In certaln partner
countries, Catching-up might, therefore, prove more diff>lcult,
especlally as higher Interest rates will have to replace higher imports
in order to Increase the disciplinary effects on the public sector and
same |Investment might be crowded out. In other words, an overvaluation of
the currency might become less easily sustainable If autonomous capital
Inflows dried up. Therefore, countries that are catching up may have to
postpone their econcmic aligmment on the average EMS level If German
unification significantly Increased capital shortages on the world
financial market.

All In all, 1t should be clear that, as long as the main principles of
macroeconcmic and microeconamic behaviour are largely consistent, for
exanple, with the level of savings, profits and wages and wlth
stabillty-oriented poticies, neither German unification nor developments

43 |n terms of econamic theory, we witness a “"permanent taste-change
shock”, I|.e. East German demand has shifted away from East German
supply, rendering East German productive capacities obsolete.
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in Eastern Europe shoulid alter the long-run prospects of achieving
stronger monetary Iintegratlion Iin Europe.

3.2 United Germany and the Internal market

German unlification took place at a time when European Iintegration was
proceeding fast. In particuiar, the transformation of the internal market
concept Into actual econcmic measures was speeding up. Integrating East
Germany Into this process of European Integration thus resemblies a
greyhound (East Germany) attempting to catch up with a racehorse (EC).
The outlook for East Germany depends on whether it develops Into an
attractive tocation within the European internal market.

However, as the challenge of Integration proved toco much in the éhort
term, many derogations from EC legislation were adopted44 with a view
to spreading out the necessary adjustments over time. These derogations
concerned in particular envirommental aspects, transport rules but aiso
subsidies. Particularly Important were those derogations which allowed
the West German authoritles to take measures fostering private investment
(see the description of these measures in Part |1). Generous derogation
clauses were politically feasible only on condition that they appiied to

all European conpanies wishing to do business in East Germany.

Although this criterion has generally been met, Iopsided effects
benefiting West German enterprises cannot be excluded. For example, if
investment subsidlies are granted In the shape of deprecilation allowances
they will favour West German enterprises. Simlliar effects might be
expected if privatization proved successful only through the granting of
special tax aliowances to companies. As a result, It might be easler for
West German enterprises to expand in the mediun term. Since EC analyses
have shown that the attaimment of optimum size and the presence of
econcmies of scale will be the main transmission channels for higher
growth in the Internal market, the position of German enterprises In the
internal market might be stronger than would otherwise be the case.

Moreover, In view of its central position in the new Europe, Germany will
affect the forces of gravity. While the West German econony occupied In

44 commission of the European Comunities (1990a).
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the past a peripheral location in the Comunity, it can nw act as the
br idge between the EC countries and the countries of Eastern Europe. This
makes Germany nore attractive as an investment location. in particuiar,
those industries which need skliled labour and for which there is a
darand In kastern turope might find it attractive to buiid new plants in
East Germany.

3.3 investment needs and catching-up of the peripheral Community

countries

The encimous amount of capltal which is needed to reconstruct the East
German sconhamy might have implications for the catching-up process in the
less—-developed EC countries. Since the German current-account surpius has
now disappeared, the Comunity has become an importer of capital. This
has contrilbuted to the Increasing scarcity of capital in the woild.
However, the actual impact of German unification on the rising level of
real interest rates may be small Iin quantitative terms. Other factors
such as the generai opening-up of Eastern Europe and the Soviet Union are
more [mportant and suggest that the level of real Iinterest rates will
probably remain relatively high In future.

The real-interest-rate effect on the catching-up process in the
less-developed EC countries will, of course, be to crowd out the least
productive investment projects. However, the countries concerned could at
their discretion protect or increase the rate of return. Appropriate
policies might therefore compensate relatively easlly for the
real-interest-rate effect.

A further question is whether East Germany wilili affect the expected rate
of return directly. If Investment currently being undertaken in
industries enjoying a comparative advantage in the Iess-developed
Comunity countries were to became more profitable in similar industries
in East Germany, the shift in investment would take piace. However, the
risk of direct conpetition between East Germany ind the catching-up
countries is low. The comparative advantages are different. East Germauny
will not be a low-wage country. This, however, is still the auin factor
makirg investment attractive in the catching-up countries. There is,
therefore, ilttie risk that planned Investment projects wli! be shifted
from the catching-up countries to East Germany. Of course, the situation
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is different in the Eastern European countries where low real wages will
be a decisive factor In the catching-up process. These are the countries
that will compete with per ipheral EC countries for real investment.

4. Lessons for Europe

German economic, monetary and soclal union, as well as the political
unification of the two countries have attracted attention as possible
models for both Western Eturopean Integration and Eastern European
transformation. At the end of this paper, we would like briefly to turn
to this issue.

4.1 German unification and Western European Integration

The dramatic siunp In the output of East Germany’s productive sector
after monetary union is often guoted as an example of what might occur i+t
two extremely different economies were to form a monetary union.
However, such comparisons miss the point Iin so far as the sharp fall In
activity in the East German economy was not caused by Introducing a new
legal tender (monetary integration) but by the exposure of the economy
overnight to worid market campetition (real integration). Thus, it was
not the abolition of the exchange-rate Instrument (monetary protection)
but the abolition of rigid trade barriers (real protection) which caused
the collapse of the East German econany, Ill—-equipped as it was to
survive in world-market conditions (although the 300% real appreciation
in the Ostmark certainly magnifled the existing problems). This led to
what Iis called a permanent taste shock, leading to the disastrous
developments for East German productive potential. Nevertheless, it is
worthwhile examining sone issues regarding Western European integration,
namely (i) the conseguences of the Integration of factor and goods
markets for price and wage levels and inflation rates, (ii) the evolution
of productivity, wages and the wage-demonstration effects and their
repercussions on the Iinvestment climate, (lii) the need for real
exchange-rate adjustment when national savings-investment balances
change, and (iv) the role of, and preconditions for, significant public
transfers within the EC.

As mentioned earller, the Integration of the West and East German
econcmies has led to an equalization of price levels for goods on both
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markets. The pnrice of services Is also converging rapidly and the sane
is true of the price of labour. In the case of German unification, a
very pronounced wage-demonstration effect was to be expected, pushing
East German wages to levels unjustified by productivity performance.
Indeed, the Integration of factor and goods markets iIn Germany has
accelerated the process of real convergence while the convergence of
inflation rates in both parts of Germany will be achlieved oniy after the
ad justment period.

However, this does not imply a convergence of supply-side conditions
since the convergence of productlvlty levels lags behind the convergence
of wage levels; this, in turn, implies a significant dowrward adjustment
in employment within low-productivity sectors In East Germany. In the
case of the European Integration process, If a simitar wage-demonstration
effect were to operate after the Introduction of a single currency, the
required convergence of supply conditions would be put at risk. However,
as the European labour market Is much less Integrated than the German
labour market, more signiflcant wage differentials should be sustainable
without large-scale labour movements and any wage—demonstration effect
should be less pronounced than in Germany.

Given the uneven structure campared with other EC countries, there is
thus every reason to be cautious In drawing unduiy far-reaching
conclusions from a comparison between EMJ and German monetary union. In
an econamic sense, German uniflcation means that two very distinct types
of labour force are integrated to an extent which will be observed only
in the very long term in Europe. They differ substantially In size,
productivity and sectoral structure of employment whereas their leve! of
education and vocational skills diverge to a lesser extwent."‘5

German economic integration suggests that the marginal rates of return on
Investment converge as the integration of capltal markets proceeds. The
sane wilil be true in the Comunity context. However, as labour will be
less moblle in the Comunity, participating countries will be abie to
achieve the appropriate rate of return on Investment through
differentiated real wage levels, an option which is not avalliabie to East
Germany .

45 see also Franz (1991).




German unlification has been acconpanied by a marked shift In the national
savings-investment balance as a consequence of a huge supply-demand gap
In East Germany. This shift, however, has been easily achieved without
ma jor distortions of world trade and capital markets and without the
sometimes predicted significant real appreciation of the D-Mark. The
substantial adjustment Iin Germany’'s bllateral trade balance has not
necessltated significant price changes; adjustment was facllitated by the
existence of excess capaclty abroad which enabled producers to adjust
their output easily without the need to crowd out domestic demand via a
real appreciation of the German currency. Furthermore, Iinternational
(European) markets have reached a high level of Iintegration at which the
cross-border transaction costs of trade have been reduced to such an
extent that substantial signals are no longer required to stimulate
cross-border trading. Consequently, there Is an increasing |ikelihood
that the hoped-for catching-up processes In the peripheral countries In
Europe and the necessary changes In current-account balances might also
be achleved without serilously affecting real exchange-rate movements in
the Comunity. Indeed, given favourable conditions for Investment,
financial Iintegration facilitates the catching-up process as the current
account constraint is alleviated.

In the German case, the need for very substantial transfers to support
the East German economy Is due to the Inadeguate level of canpetitiveness
in East Germany, which was made worse by the Introduction of the D-Mark.
As such difflicuities are much less acute in Europe, there will be no need
for public transfers of a similar magnitude. The German case aiso
indicates that l!arge-scale and unilateral public transfers become
relevant only after the harmonization of regional systems of taxation and
soclal security has taken place.

4.2 German unification and Eastern European tr.-.lnsformatlon“6

The East German econcmy was supposed to be the most modern and most
campetitive among the newly Iiberallized econamies In Eastern Europe.
Consequently, the collapse of the East German economy after the
Introduction of market conditions has been a disappointment for those in
favour of transforming other Eastern European economies via a

46 see also : IMF (1991) and Fels/Schnabel (1991).
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once-and-for-all shock. However, the German experiment was unique In
many respects and need not be Imitated by other Eastern European
countries; In any event, those countries do not have a donor prepared to
stabliize purchasing power and per caplta Incane over the painful
adjustment period. A fiscal constraint and a severe current-account
constraint force these other Eastern European countries to Ilook for
different approaches to the transformation of their econanies.
Nevertheless, some issues and experiences fran the German case are of
Iinterest In this respect.

German monetary and pollitical union has facilitated two of the three
ma jor tasks In transforming a centraily planned economy Into a market
eooncmy.47 Firstly, It has allowed the Introduction of.the legal
framework for a market economy without any time-lag. Secondly, it has
faci | I1tated macroeconcmic management since, unlike in other Central and
Eastern European countries, no major Inflationary problems are emerging
and functioning financlial markets are providing the capital needed for
the rebuilding of the East German econcmy. However, monetary union may
have made the third essential task considerably more difficult, i.e.
microeconamic adjustment. In this respect, the Iintroduction of the
D-Mark and the merging of the two German economles have shortened the
transitional period and led to enormous pressure for the rapid
introduction of market behaviour.

For Eastern European countries, the exchange rate and foreign trade
policies required will be quite different. Rapid integration into the
wor ild econamy, involving the Iintroduction of a convertible currency for
external and Iinternal transactions, will lead to signiflicant market
losses for Eastern producers in the absence of effective Import barriers.
However , adverse consequences for output, emp loyment and
production-related income can be mitigated via appropriate macroeconomic
management. Existing budgetary constraints may restrict the
stabilization role of fiscal policy so that temporary protecthn for the
market via the exchange rate and other instruments will be crucia! for a
successful transition. Indeed, management of the external sector should
consider not only the export but aiso the Import performance. In order to
restrict the import of consumer goods and to foster a restructuring of

47 see Slebert (1991).
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the domestic capital stock with the help of cheap imports of Investment
goods, appropriate measures to discriminate against imports of consumer
goods in favour of Imports of Investment goods seem desirable. Import
barriers, preferably In the form of tariffs on consumer goods that will
be phased out over time, may alleviate some of the pressure on domestic
producers and may generate same additional revenue for the public sector.
Such revenue is desperately needed since an efflclent social security
system will have to be established to cope with high unemployment, and a
redistribution in favour of transfer Incane will be unavoidable as
production faills.

Box 6 : Tariffs and subsidies versus the exchange rate instrument
~ o stylized view on potential policy choices for Eastern European economies ~

Gooal Ingtrument
Tariffs on imported Depreciation
consumer goods

Attract foreign investment via

~ low wages net effects negative detrimental to goal
~ low taxes supports goal detrimental to goal
- cheop investment goods supports goal detrimental to goal

Foster competitiveness on
domestic market vio )
- low production costs neutral detrimental to goal

- high prices for competing imported
goods supports goal supports goal

Foster competitivenass on
foreign market via

~ low production costs neutral detrimental to. goal

- export subsidies net effects negative supports goal

Balancing public financs supports goal neutral

Keeping inflation under control net effects negative detrimental to goal
Recommendation : import tariffs on consumer goods and contract with trade unions not to include

into woge clcims highar inflation as a result of higher import prices.

In the case of Germany, the replacement of the non-convertible Ostmark by
the convertible D-Mark In conditions of a 300% appreciation created a
signiflcant convertible-currency money stock immediately; this, in turn,
permitted tlhe firancing of an Iimportant Inflow of consumer goods and
crowded out domestic production. The existence of a fiscal constraint in
other Eastern Curopean countries and the need to import modern investment
goods means that they will not be able to run similarly large deficits




—_T7) —

on the trade balance for consumer goods. In fact, the absence of healthy
damestic hard-currency savings means that these countries need a healthy
trade surplus in consumer goods to flnance the necessary modernizetion
and expansion of the domestlc capital stock.

In the short term, East Germany might not benefit at all +from its
integration into the Internal market of the EC. On the one hand, East
German producers could not make use of unlimited market access since they
did not manufacture any competitive products. On the other hand, they
were not allowed to discriminate against products of EC origin. Eastern
European countries could perhaps do so. Furthermore, they could probably
benefit fram unlimited access to the EC market, as same of their
products, e.g. raw materlials, are already conwpetitive without being
heavily subsldized. Such market access could make it easler to achieve a
trade surplus. It would also reduce the need for unllateral public
transfers fram Western to Eastern Europe.

Wage levels In mid-1990 and developments thereafter have been a ma jor
obstacle to successful restructuring of the existing capital stock in
East Germany. Indeed, enterpr ises’ Iimited financial resources,
desperately needed for Investment purposes, went to finance an
excessively high wage and salary bill. In transforming an econamy, there
Is obviously a severe risk that wage and productivity developments will
be out of step. In the case of East Germany, wage-formation processes
have been daminated by a very closely integrated all-German labour
market, balling-out by West German taxpayers and other soclio-culturai
processes. Other countr les In transition may witness similar
developments as a result of a price-wage-price spiral following
devaluations and gradual! adjustments of regulated prices to market
prices. Such a price-wage-price spiral has at least been avolded so far
in East Germany since the cholice was for an overvalued exchange rate and
a one-off price adjustment when the new and convertible currency was
Introduced.

With unification, the West German econamic, social and legal system was
copied in East Germany. In general, this has underpinned market forces
and has encouraged foreign (so far mainly West German) direct investment.
However, as explained In earller sections, direct investment has not yet
proved as bucyant as anticipated. The weakness of direct investment stems
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mainly from uncertainties over the approach to be adopted In dealing with
the remnants of the old system, namely uncertain property rights in land
and capital, enterprise debt and ecological burdens. The slow pace of
foreign direct investment In East Germany indicates that Eastern European
countries should avoid shifting the burden of the old system onto forelgn

Investors.

Moreover, these countries are In direct competition with peripheral
Western European countries and with countries In Africa, Asla and Latin
America for direct Investment flows. Even in East Germany,
notwithstanding its very generous Iinvestment schemes, foreign investors
are not numerous and the volume of West German investment in East Germany
shouid be considered as a special case and unlikely to be repeated in
other parts of Eastern Europe. Consequently, countries in transition
will have to place great rellance on domestic private capital to finance
the take-off of the economy. For this a very favourable Iinvestment
enviromment Is needed. Such an environment would provide an appropriate
econamic framework accampanied by generous tax incentives for Investment
outlays. The services sector will grow almost automatically once the
outiocok for damestic purchasing power improves. As regards privatization
of the existing caplital stock (in manufacturing), the fiscal revenue
aspect should not dominate the design of programmes In the countries In
transition, as the effect on net revenue will in any case be quite
marginal. Furthermore, a dynamic privatization process alleviates fiscal
pressure on the public budget and should, therefore, be a top-priority
task In these countries, glven the fiscal constraint they face.

The East German administration and public investment schemes play a key
role In coping with the challenge of the economic catching-up process. A
shortage of skilled adninistrators and operational public Investment
plans has hindered the transformation process up to now. However, as
both are now improving, prospects for a rapid recovery after the deep
slunp have Improved significantly. Conseaquently, the administrations
elsewhere In Eastern European should prepare for these challenges by
deciding as quickly as possible on the legal, administrative and economic
rules to be Iimplemented, so that they can start to prepare administrative
structures for these new chal lenges.
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