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|. Introduction

From the first time European Monetary Union (EMU) was officially declared a goal of
European integration in 1969 to its realization thirty years later, Europeans were divided over
the question whether the common currency should be the beginning or the end of a process of
monetary and fiscal convergence.* The former was claimed by the "monetarists," who argued
that the adoption of a common currency would lead to the convergence of price and wage
developments and of the fiscal performance among the member states. The opposite view was
held by the "economists, " who thought that the stability of the common currency could only
be guaranteed, if the member states first proved that each could live with fiscal and monetary
discipline.

The introduction of a set of formal convergence criteria into the Maastricht Treaty
shows that the "economists' ultimately prevailed. The fiscal criteriain particular were written
into the Treaty upon the insistence of the German government. It is an irony of the Maastricht
process that the very country that insisted on the need for entry criteria constraining fiscal
policy proved unable to meet them except by resorting to emergency measures and budgetary
accounting gimmicks in the last minute. Many observers attribute this oddity to the fiscal
consequences of German Unification, presumably an unique, exogenous shock. In this view,
German Unification is a classical case of tax smoothing: Germany was right to finance the real
investment necessary to rebuild the East German economy with additional public debt. But this
view is inconsistent with the nature of the public transfers actually paid to former East
Germany since Unification, which predominantly served to finance consumption.

In this paper, we argue that instead the fiscal consequences of German Unification were
the endogenous outcome of a series of political choices based on short-run strategic
consideration that led to the deterioration of public budgeting and budgeting institutions in
Germany. The political revolution leading to Unification was exogenous, but the measures
taken to tackle the resulting economic problems were shaped by West German political
concerns and actors. While former Chancellor Kohl and his government were trying to impose
tighter budgeting ingtitutions on its European partners, they let Germany’s own fiscal
institutions dip. As a result, Germany’ s post-Maastricht (and post-Kohl) fiscal ingtitutions are
much weaker than before, and Germany’s fiscal policy outlook is a liability rather than a
stronghold of stability for the EMU.

! See Fratianni and von Hagen (1992) for areview of the pre-Maastricht debate over EMU.



Below, we explain how the most critical aspect of the convergence process, the
struggle to comply with the fiscal Maastricht criteria,evolved in Germany. Section |l reviews
Germany’ s performance as judged by the EMI’ s and the European Commission’s Convergence
Reports. Germany complied with all but the fiscal requirements. Section Il presents an
account of Germany’s post-Unification economic developments. Section IV describes the
resource flows to East Germany and the difficulties involved in the tax decisions taken to
finance them. In Sections V and VI we anayze the politics behind these fiscal measures. The

last section concludes.

II. Germany’s Record in the Maastricht Process

We begin with areview of Germany’s assessment in the official reports of the European
Commission and the EMI. According to Article 109j of the Maastricht Treaty, these reports
had to judge the achievement of a high degree of sustainable convergence by reference to a)
the achievement of price stability relative to the three best performing member states, b) the
sustainability of the governments fiscal position, c) exchange-rate stability with respect to
other currencies in the EMS and d) the convergence of the long-term interest rate as an
indicator for market expectations on a country's inflationary or devaluation risk.

The exchange-rate criterion was no concern for Germany, as the Deutsche Mark was
the reference currency of the EMS. Table 1 summarizes Germany’s performance regarding the
inflation and interest rate criteria in the last two years before the start of EMU. German
inflation was running at about half of the reference value. The long-term interest rate stood at
2.2 percentage points below the permitted rate. Neither one of these criteria posed any

problem for Germany’ s economic policy.

Table 1: German Inflation and I nterest Rate, 1996-1998

1996 1997 Feb. 1997 - Jan. 1998
Inflation (HIPC)
Germany 12 15 14
Reference value 25 2.7 2.7
Interest Rate
Germany 6.2 5.6 5.6
Reference Value 9.1 8.0 7.8

Source: EMI (1998)




In contrast, Table 2 demonstrates that Germany did not comply with the fisca
sustainability criteria. At the beginning of the 1980s, Germany had had arelatively low level of
public debt compared to other European governments. The debt ratio was 31.7 percent in
1980; by 1983, it had risen to 40 percent, fueled by the economic crisis following the second
oil shock. The Kohl government, that assumed power in 1982, won the general elections in
1993 promising to put the country's public finances in order and to solve Germany’s
unemployment problem. While the government initially delivered some fiscal consolidation, its
effortsin this regard lost force in the second half of the 1980s, though the deficit remained low
and reached a small surplusin 1989.2

Germany’s relatively favorable fiscal performance changed with Unification. Its
structural balance fell from a surplus of 0.4 percent to GDP in 1989 to a deficit of 5.3 percent
in 1991. This structural worsening was initially hidden by the effects of the Unification boom,
as the actual deficit rose only to 3.1 percent in 1991 and fluctuated around three percent in
subsequent years. In 1996, Germany’s deficit ratio exceeded the Maastricht threshold of three
percent by 40 basis points. Accounting gimmicks, such as a specia treatment for hospitals in
the fiscal accounts, and one-time "emergency” measures were necessary to reach a deficit ratio
of 2.7 percent in 1997. Judging from the deficit criterion, therefore, it is doubtful whether
Germany complied with a "dtrict” interpretation of the fisca criteria, such as the Kohl
government had vowed throughout the 1990s to apply in the final decison on EMU.

Table 2: Germany's Fiscal Performance, 1989-1997

Y ear Debt Surplus Structural Expenditures Revenues
Surplus
1989 41.8 0.1 0.4 45.0 45.1
1990 43.8 2.1 -3.4 45.3 43.3
1991 415 -3.1 -5.3 48.1 44.8
1992 44.1 -2.6 -4.6 48.8 46.0
1993 48.0 -3.2 -3.4 49.9 46.3
1994 50.2 -2.4 -2.7 49.4 46.8
1995 58.3 -3.3 -3.1 50.1 46.6
1996 60.8 -34 -2.8 49.5 45.9
1997 61.5 -2.7 -2.1 48.2 45.4

Source: AMECO

2 For amore detailed discussion, see Perotti et al. (1998)



Meanwhile, the public debt ratio jumped from 41.8 percent of GDP in 1989 to 61.5 in
1997. With a consistent increase of the debt ratio after 1992, Germany clearly violated the
Maastricht criteria, which demanded a sufficient decline of the debt ratio.

I11. Fiscal Consequences of German Unification

The mere dynamics of German Unification were stunning: It was a year only from the
Leipzig mass demonstrations to the political unification of Germany in October 1990. As a
consequence, some critical decisions were taken under immense time pressure and largely led
by political and electoral considerations.

A first, important decision was the determination of the conversion rate between the
East German Mark and the West German Deutsche Mark. Against the Bundesbank’s strong
opposition, this rate was fixed at 1:2 for most bank accounts®; but for prices, wages, and
pensions the conversion rate was set at 1:1 (Bundesbank, 1990). This had immediate fiscal
policy implications. As pensions claims in the German social security system are based on the
retiree’s wage (BMA, 1998) the higher conversion rate resulted in higher demands on social
security, both in terms of current flows and in terms of the implicit pension liabilities the system
had to take on.

A second, important decision was the immediate and full extension of West Germany’s
labor market institutions to East Germany, including an unemployment insurance characterized
by both a high level and a long duration of unemployment benefits* Until 1994, the
replacement rate in the German unemployment insurance was 68 percent for an unemployed
individual with at least one child, and 63 percent for unemployed without children. These rates
were lowered to 67 percent and 60 percent, respectively, in the Consolidation Act of 1994.
The duration of benefits varies from one year for individuals up to the age of 45 to 32 months
for individuas above age 57. When insurance benefits expire, they are replaced by
unemployment aid, which has no maximum duration for individuals below age 65, though
individuals have the reapply annually. In 1994, replacement rates lowered from 58 percent to
56 percent for individuals with at least one child and from 57 percent to 53 percent for
unemployed without children (BMA 1998, Steffen 1995).

3 A preferential rate of 1:1 was applied to small savers, the vast majority of the East German population.
* In contrast, the US unemployment insurance, for example, combines a high replacement rate a short duration
of benefits, while the UK system has a low replacement rate and long duration (Nickell 1997).



The extension of West German unemployment insurance to East Germany defined the
rules of wages bargaining in East Germany in away that allowed West German employers and
labor unions to fend off the competition of low-wage workers from East Germany. Unions
feared that competition for the pressure it might exert on the high wage level in West
Germany. Employers were equally dismayed with the prospect of low-wage competitors from
the new parts of the country. Their collusion was facilitated by the fact that wage negotiations
in East Germany were soon taken over by West German unions. Western union leaders
presented themselves as acting on behalf of the East German workers, as East German unions
had fallen into political disrespect for their association with the communist regime. To
eliminate wage competition from East Germany, employers associations and unions in 1991
agreed on a stepwise adjustment of East German wages to Western levels. Several industries -
most importantly the steel industry - envisaged to have the same wage levels in East and West
Germany by 1994 (SVR 1992:107-110). Moreover, unions striving for a very rapid adjustment
of wages signed contracts only for less than a year to facilitate re-negotiations and a quick

upward move of wages.

Figure 1: Wages and Productivity in East and West Germany, 1991-1997
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® After years of steady economic growth labor unions also made strong demands for wage increases in the West.



Figure 1 illustrates the resulting wage movements. From 1990 to 1991 wages in East
Germany rose by a 18%. This was followed by a wage increase of 32% for 1992 and 19% in
1993. Later on, the wage hikes became more moderate and from 1995 onward real wage
growth actualy fell below labor productivity gains. Productivity increased during the process,
but far less than wages during the initial phase. Productivity gains peaked at 10 percent in 1993
and has been around 6 percent since then.

The result of this could only be to price East German labor out of the market. ® But
high wages levels secured high unemployment benefits, which left the unemployed better off
staying in the East than moving to West Germany to find employment. Massive unemployment
in East Germany was the result (Sinn 1995, von Hagen, 1998a).” Instead of creating jobs in the
East, the adjustment process triggered huge socia transfers flowing from West to East
Germany. As aresult, privatization of East German enterprises became possible only with large
wage subsidies.

The federal government responded to the rise in unemployment with an unprecedented
level of labor market interventions. In fact, German Unification marks the beginning of a "new
era’ of labor market policy in the country. Table 3 reports the number of participants in
different labor market schemes and the unemployment rate for East Germany. Between
183.000 and 388.000 employees, or two to five percent of the German labor force,
participated in public works programs from 1991 to 1997. A similar number of employees
were enrolled in training programs. This number fell to 171.000 in 1997 after a peak of
428.000 in 1992. Early retirement and provisional retirement schemes were a third kind of
labor market policy. The number of beneficiaries in these programs increased from 554.000 in
1991 to 853.000 in 1993 and then leveled off to 58.000. At the peak, some eleven percent of
the total labor force benefited from these schemes. An even larger number of individuals were
included programs supporting part-time work during the initial stage of the transition process.

Part-time employees receive a full time-equivaent if their enterprises cut working hours due to

® Anecdotal evidence suggests that unions deliberately took this into account. For example, the former
chairman of the metal workers' union, F. Steinkihler argued: "We knew that there would be firms wihich could
not pay the negotiated wage increases due to their low prductivity. .. And we knew someone had to pay. ...
Everyone wanted reunification - the government, society, all political parties. Therefore everyone has to pay.
This means that when firms with low productivity coannot afford these wage increases, then the Treuhand has
to pay, that is, the government." (quoted in Burda & Funke 1993:551)

" Theoretical models emphasize the role of unemployment benefits for the level of structural unemployment
(see among others Driffill & Miller 1998). Empirical findings strongly confirm that high replacement ratesin
combination with their "long-term" duration causes high levels of structural unemployment, above al if no
effective active labor market policies are in place bringing people back to work (see Nickell 1997, Siebert
1997).



a structural change or "inevitable circumstances’ (BMA 1998). In 1991 1.6 million employees
received such transfers, that is 19.6 percent of the labor force, but the number was
continuously and forcefully reduced during the subsequent years to 50 thousand recipients in
1997. The total full-time work equivaent of these measures amounted to almost 20 percent of
the labor force in 1991 and to approximately 11 percent in more recent years. Taken together,

these policies created what became known as a " secondary labor market" in Germany.

Table3: The Labor Market in East Ger many, 1991-1997

1991 1992 1993 1994 1995 1996 1997

Employees in part-time work 1616 370 181 97 71 71 50
Employeesin job-creation 183 388 260 281 312 278 235

schemes
Employeesin training schemes 169 428 351 248 250 238 171
Employeesin early retirement- 554 811 853 650 374 186 58

or transitional old-aged

schemes
Employed persons 7321 6387 6219 6330 6396 6259 6053
Unemployed persons 913 1170 1149 1142 1047 1169 1363
Unemployment rate 11.1 14.4 15.1 15.2 14 15.7 18.1
Participation rate 51.7 48.0 47.1 48 48.1 48.1 48.1

Note: Deutsche Bundesbank (1998), Autorengemeinschaft (1998). Figures are in thousands or in percent.

Empirical evidence on the effectiveness of these measures in terms of a reintegration of
participants in the labor market is rather disappointing.® Only on-the-job-training or training
demanded by enterprises seem to have a positive effect on the individual’s chances to find
employment. None of the other programs can be found to have a positive employment impact.
In particular, they have failed to re-integrate the long-term unemployed into the labor market
(Bertold and Fehn, 1997). Unemployment in East Germany rose from 11.1 percent in 1991 to
more than 18 percent 1998, with some regions suffering unemployment rates above 25
percent. Thus, the interventionist policies were unable to overcome the structural weaknesses
of Germany’s highly administered labor market. The limited effectiveness of this approach is
particularly noteworthy because alternative economic strategies were proposed already at an
early stage of Unification, but ignored by the Kohl government. Most aternative proposals
suggested to let the market determine wages and pay transfers to employees that could not

support themselves or their families at the market wage rate, instead of tying transfers to

8 A literature overview and additional evidence is provided in Hilbler (1997) and Berthold & Fehn (1997). See
also Buttler and Emmerich (1995) and Heinelt et al. (1994).



unemployment. This would have helped to overcome the inherited labor market distortions and

keep unemployment low in the first place. (see Akerlof et al. 1991, Sinn & Sinn 1991).

V. Fiscal Implications

IV.1. Transfer Flows
Table 4 reports the total transfer flows paid to East Germany by the various parts of

German government. Total gross transfers rose from DM 139 hillions in 1991 to DM 189
billions in 1997. The federa government’s share in these transfer flows increased over time.
West German Lander, early on, looked for a financing arrangement which would confine their
fiscal burden to predictable amounts. This arrangement was found in the German Unity Fund
(Schwinn 1997:51-54). Beyond their contributions to this fund, and until the inclusion of the
new L&nder in the equalization scheme of the "Landerfinanzausgleich, the Western Lénder
paid only small transfers to the East. Direct transfers from Western Lander and local
governments to their East German counterparts did not exceed 14 billion Deutsche Mark, or

eight percent of the total transfersin 1994.

Table 4: Public Gross Transfersto East Germany, 1991-1998 (in Bill. Deutsche Mark)

1991 1992 1993 1994 1995 1996 1997 1998 *

Federal Budget 75 88 114 114 135 138 131 139
"German Unity" Fund 31 24 15 5- - - -

EU 4 5 5 6 7 7 7 7
Pension Fund - 5 9 12 17 19 18 18
Labor Office (BfA) 25 38 38 28 23 26 26 28
Lander and local 5 5 10 14 10 11 11 11
governments in West-

Germany

Total 139 151 167 169 185 187 183 189

of which (percent)

Social Security Benefits 40.3 45.0 46.1 43.7 427 44.9 44.2 44.4
Subsidies to firms 5.8 6.6 6.6 10.0 9.7 8.0 7.7 8.5
Investment 15.8 15.2 15.6 154 18.3 17.6 175 175
Cash transfers (not 38.1 33.1 317 30.8 29.2 29.4 30.6 29.6
classifiable)

Note: Deutsche Bundesbank (1997), BMF (1998). (*) indicates preliminary figures as planned in the budget

Table 4 also reports the functional distribution of these transfers. The largest share are
transfers to private households. Socia security payments rose from 56 billion to 84 billion
between 1991 and 1996, between 40 and 46 percent of total gross transfers. A large part of

these expenditures were payments from the federal government, which were channeled through



the social security system to overcome its financing shortages (see Table 5). Moreover, the
federal government directly paid for social security benefits under early retirement schemes and
unemployment support.

Federal support to the social insurance system would have been even bigger without
the transfers made from within the system. These transfers were heavily needed to finance the
faling ratio of receipts to expenditures in East Germany. While the revenues of the
unemployment insurance collected in East Germany covered 50 percent of its East German
expenditures in 1990, this ratio dropped to 7.2 percent in 1993 and only increased dightly
afterwards, reaching about 10 percent in 1997 (Table 6). An general increase in the
unemployment insurance contribution rates lead to a surplus of the system in West Germany
that was used to cover expenses in East Germany. While the federal government covered
deficits in the German pension system throughout the 1990s, the rate of contributions to
expenses remains much higher in West than in East Germany. As shown in Table 6, this rate
fell from around 81 percent in 1991 to 56 percent in 1997, as a result of rising unemployment,
rising early retirement benefits and rising wage levels. Thus, athough socia security and
unemployment insurance have no explicit geographical dimension, the uneven regional
distribution of unemployment and the fact that East Germans did not contribute fully to the
penson fund imply that these schemes became channels of massive regiona income
distribution (Czada, 1995).

Table5: Financial Transfers of the Federal Government (Billion DM), 1991-1997

Transfers to East German 1991 1992 1993 1994 1995 1996 1997

private households 27.2 32.9 52.6 44.6 445 46.3
unemployment aid 0.3 15 35 4.9 5.7 6.8
early retirement 5.7 51 5.0 7.2 8.2 5.6 2.1*
unemployment ins. 5.9 8.9 24.4 10.2 6.9 13.8 9.6
pension system 7.7 8.7 10.7 135 15.1 16.2 17.4**
others 7.6 8.7 9.0 8.8 8.6 39

firms 19.7 229 20.2 253 25.0 216

states and communities 9.5 6.6 7.6 7.3 32.6 32.3

Source; Boss (1998), BMF (1998). (*) This is a preliminary figure as planned in the budget. (**) The figure
includes a preliminary part as planned in the budget.




Table 6: Ratio of Contributionsto Expendituresfor Unemployment I nsurance and

Pension Fund
Unemployment Insurance Pension Fund

West East West East
1990 92.6 50.4 86.0 -
1991 148.7 15.2 85.0 80.9
1992 154.4 7.2 834 69.4
1993 129.4 7.1 78.9 65.4
1994 133.6 9.0 81.0 62.2
1995 131.1 111 80.7 57.8
1996 120.5 10.2 81.8 55.6
1997 1275 9.5 84.0 56.0

Source: Deutsche Bundesbank

Public investment in East Germany financed by West German or federal administrations
amounts to much less than the transfers payments to individuals, as indicated in Table 4. Public
investment rose from 22 billion to 33 billion during the period considered, and never exceeded
a fifth of the total transfers. This is a clear refutation of the tax-smoothing interpretation of
German fiscal policy after Unification. Current subsidies to East German enterprises are the
third most important transfer category amounting to 8 billion in 1991 and 16 billion in 1997.°

Not included in these figures are the expenditures and liabilities incurred by Treuhand,
the East German privatization agency. Treuhand financed its expenditures through
privatization proceeds and borrowing in the capital market. The agency was alowed to raise
capital market funds in order to take over liabilities of the former socialist firms as well as to
guarantee private loans these firms made. Table 7 gives some details. From 1990 to 1994,
Treuhand channeled between 6 and 47 billion Deutsche Mark into East German industries and
labor markets. In the last two years of its existence this is equivalent to 46 percent of the
federal transfers to the East German Léander. Interest payments on the debt inherited from
former socialist firms only accounts for a smal part of the overal expenditure level. Thus, in
1993 the interest paid to the debt processing fund came close to one-fifth of Treuhand's
expenditures. In general, privatization proceeds never sufficed to cover expenditures and the

Treuhand experienced raising deficits due to its spending in other activities.

® According to Table 4, between 50 billion and 56 billion DM per year cannot be ascribed to any of these
transfer categories, they include wage compensation for public employees and other transfers.
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Table 7: Treuhand Expenditures, Revenues and Debt (Billion DM), 1990-1994

Second half of 1991 1992 1993 1994
1990

Expenditures 5.9 27.6 41.2 46.6 46.6
Revenues 1.6 7.7 11.6 85 9.5
Balance -4.3 -19.9 -29.6 -38.1 -37.1
Liabilities resumed from Soc. 9.8 55 37.8 23.4 1.9
Enterprises
Change of Debt 14.1 25.3 67.4 61.5 36.3
Interest paid to the Debt . 11 7.7 42 2.7%
Processing Fund
Interest on own debt 4.4 9.9 8.3 9.9 10.3

Note: Boss (1998:3); *) Not included in the preceding two lines.

IV.2. Financing the Fiscal Expansion
In the very early debate over German Union, it was assumed that the financing needs of

East Germany would be transitory and that the East German economy would pick up after a
while. In this view, Unification would ultimately be self-financing and the initial increase in
public spending could be financed largely by government borrowing. The preceding
stabilization Germany’s public debt in the 1980s supported that view, as did the initia
Unification boom that increased government revenues. Only when it became clear that the
transfer flows were going to be permanent, the government had to resort to raising tax rates to
start financing the increased public spending. Even then, the federa government never
developed a consistent financing strategy for German Unification. One can find different
reasons for this default. First, the government probably wanted to avoid an open recognition
that it had destroyed the East German labor market. Second, the rising tax burden triggered a
public debate about Germany’s attractiveness as a business location from 1993 onward. Since
the government never produced the political strength to cut spending, it had to engage in
revenue raising activism under conflicting goals. The result was a financing strategy that can
best be characterized as a process of muddling-through (Sturm, 1998).

The changes to the ,,solidarity surcharge, on personal income tax is atelling example
for the conflicting orientations of tax policy. Introduced in 1991, when the additional financing
needs could no longer be denied, it was presented as a temporary measure and abolished in
1992. But the continued financing needs forced the Government to re-impose it in 1995, at a
rate of 7.5 percent. This time it was introduced indefinitely; but political struggles within the

government coalition centered around it in subsequent years. The Liberal Democrats pushed

19 The following is largely based on Bundesbank (1997, 1998)
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for the abolition of the surcharge arguing that it increased an aready excessive tax burden. But

the Christian Democrats were not willing to reduce public spending accordingly. In the end, a
lower tax rate 5.5 percent was adopted in 1998. (Bundesbank 1997; SVR 1995, 1997)

Table 8 Tax Changesfrom Major Tax Initiativesfor Selected Tax Categories, 1991-1997

Tax Initiative

Income Corpo- Solida-
Tax

Trade Wealth Value

rateTax rity Tax Tax

Tax

Added
Tax

Inheri-

tance Vehicle Income

Tax

Motor

Tax

Capital

Tax

Others

General Tax Law 1991

X X X

X

X

X

X

Genera Tax Law 1992

X

X

X

Zinsabschlagsgesetz
(1992)

X

Consumer and Common
Market Law (1992)

Consolidation Pact
(1993)

Sandortsicherungs-
gesetz (1993)

Consolidation and
Growth Pact (1993)

Tax Evasion and Tax
Simplification Law
(1993)

Socia Care Insurance
(1994)

Vaue added Tax
Changes and other Laws|
(1994)

General Tax Law (1996)

Housing Construction
Program (1996)

General Tax Law (1997)

Tax Support for New
Lander (1997)

Source: SVR (1995), BMF(1997, 1998)

Table 8 presents a summary of the tax measures introduced by the federal government
between 1991 and 1997. A short glance at this table reveals the multitude of tax initiatives

affecting amost any major tax category, some of the with reductions of the tax rates, other

with increases, still others with tax exemptions. Most changes occurred in income and

corporate income tax laws.

Given the usua lag structure of changes in income and corporate income tax laws,

these initiatives affected revenues over the subsequent years. The Bundesbank (1997) warned

that the amount of tax exemptions induced an erosion of the tax base. The mounting

complexity of the tax system and the rising tax burden are also regarded as the main reasons

for the increasing tax evasion. This can be observed from Table 9. The table shows that the
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share of corporate income tax in total tax revenues fell significantly between 1991 and 1995.
Furthermore, the assessed part of income tax, which contains tax rebates from business and
persona alowances, was reduced to a negligible part of total revenues. Both developments
can be attributed largely to the tax deductions for investments in East Germany (see Deutsche
Bundesbank 1997, Scharrer et al. 1998).

Table 9: Share of Income and Cor porate | ncome Tax

Y ear Tax Revenues Income Tax Income Tax Corporate Tax
(" veranlagte
Einkommensteuer™)
Share of GDP Share of Taxesto Total Tax Revenues
1991 21.6 48.5 6.7 5.2
1992 221 48.6 6.1 4.6
1993 221 49.0 4.8 4.0
1994 221 46.7 35 2.7
1995 222 45.0 18 24
1996 21.2 425 16 39
1997 20.4 42.4 0.8 4.5

Source: Deutsche Bundesbank

These revenue shortfalls did not only present a problem in themselves, but also caused
a reduced predictability of revenue flows and, hence, fiscal planning capacity. As the Council
of Economic Advisors (SVR, 1997) put it, revenues were uncoupled from economic growth,
which made it increasingly difficult to forecast revenues. The figures reported in Table 10
indicate the problems which the tax forecasting committee had in recent years to predict the
actual revenues.* Repeatedly, it overestimated future revenues by double-digit billion amounts.
Even the Spring and Fall estimates of the current year were often higher than the actual
outcome, although the forecast error is smaller. This complicated fiscal planning and produced
unexpected financing gaps leading to emergency measures, as well as extra ordinary attempts
of revenue raising. Thus, Finance Minister Waigel made use of his prerogative to block
expenditures in March 1995, and again in June 1997 (SVR 1996:138, 1997:121). One of the
most obvious signals of the government's troubles to meet the Maastricht criteria was its
attempt to force the Bundesbank to revalue its gold reserves against legal accounting standards

in May 1997, and cash in the resulting accounting profits.

1 |n the German budget process tax revenues are forecasted by a committee composed of the Ministry of
Finance, the Ministry of Economic Affairs, the Ministries of Finance of the Lander, local government
associations, the Bundesbank, the Council of Economic Advisors and leading national research institutes.
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Table 10; Tax Forecasts - Deviations from Actual Values, 1991-1997

Y ear Differ ence between forecast and actual outcome Actual outcome

November previous May current year  November current

year year

1991 12.3 10.9 2.2 661.9
1992 135 3.2 2.6 731.7
1993 -12.1 0.7 34 749.1
1994 3.9 12 25 786.2
1995 -35.1 -31.5 -54 817.3
1996 -31.7 -10.0 -5.0 800.0
1997 -24.8 -6.8 2.0 797.2

Source: SVR (1997:116, 121)

V. Political Factors

The decomposition of the political system in the former GDR started at the beginning
of the electoral campaign for the West German federa electionsin 1990. Therefore, short term
electoral reasoning became a strong element in a situation of general uncertainty about the
economic fundamentals and consequences of Unification. Together with the fear of massive
migration from East Germany, election considerations were probably the main determinant for
the speed and the terms of agreements on the Economic, Monetary and Social Union between
the West and the East German governments. Economic reasoning and cautious policy advice
were subdues.

Earlier in 1989, electora expectations for the governing coalition looked rather bleak.
The Christian and Liberal Democrats were trailing behind the Social Democrats in public
opinion polls from the Fall of 1989 to the Spring of 1990. (Schwinn 1997:55) Working
towards rapid Unification strongly improved the position of the government parties; probably
that was what Chancellor Kohl felt when he proposed his 10-point program for a confederation
of the two parts of Germany as early as in November 1989. While the government had been in
a defensive position before, reacting merely to the agenda set by the Socia Democrats, the
prospect of Unification immediately changed its strategic position. Moreover, rapid Unification
under favorable terms promised a new electorate for the governing parties, at least at a later
stage of the Unification process. Both the favorable conversion rate for the monetary union,
and the terms of the socia union that included the extension of Western labor market
institutions must be seen before the background of these considerations. It is noteworthy, for

example, that proposals of a more moderate conversion rate and a sower transfer of socia
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institutions met stronger resistance from the federal government than from East German policy
makers involved in the negotiations of the treaties in 1990.%

As indicated above, it was initially assumed that the economic transition was going to
be a sdf-financing process. The Christian Democrats could employ this argument and a
strategy of pure optimism concerning the burden of reunification, claiming the "track record"
of delivering the West German economic miracle after World War 11 and, more recently, of
improving the country’ s economic stance during the 1980s. The Social Democrats, in contrast,
could not effectively attack the position, because their admonitions for a more cautious
unification strategy were often equated in the public debate with an attitude of spoiling the
unique opportunity for Unification.

As aresult of these political factors, the financial arrangements provided by the first
Treaty on Economic, Monetary and Social Union in 1990 were by far insufficient to sustain the
Unification process. Later in the course of 1990, when it became obvious that the unification
costs were likely higher than initially estimated, the government could not change the political
agenda any more without a tremendous loss of credibility. Thus, the unsustainable financia
arrangements driven by electoral opportunism were carried forward into the Reunification
Treaty.

The point is illustrated by the following episode. In August 1990, the last Finance
Minister of the GDR, Walter Romberg, a Socia Democrat, presented a forecast of the fiscal
implications of Unification for the East German Lénder during the up-coming years. Given the
generous regulations of the socia union, he predicted a sky-rocketing increase in public debt
and asked for more transfers to East Germany. Yet, strong pressures from the West German
government eventualy lead the East German head of government, Lothar de Maiziere, a
Christian Democrat, to refrain from including this forecast his official bargaining position in the
negotiations of the Unification Treaty. Although most political actors, including the Western
Ministry of Finance knew that East German Lander and local governments did not have by far
the resources to comply with the legal demands of the socia union (Schwinn 1997:81-83), the
political campaign prevented the adoption of an adequate financing arrangement, because that

would have made the costs of Unification explicit.

12 A particularly illustrating account of the negotiations is the biographic essay of Tietmeyer (1994).
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VI. Ingtitutional Weaknesses. The Demise of Budgeting in Ger many

Decisions to spend other people’s money are at the heart of fiscal policy. Above the
level of local governments, public policy programs typically involve an incongruence between
those who pay and those who benefit. Political economy research shows that this leads to a
spending and deficit bias, as policy makers try to attract as much funds paid by other people as
possible for the benefit of their constituencies. Good budgeting institutions are critical to keep
political interests producing fiscal profligacy in check and to keep these biases small. ™

Germany’s budgeting institutions at the federal level traditionally ranged among the
strongest in European comparison (von Hagen 1992). Important characteristics of the
traditional German budget process were the comprehensiveness of the budget, i.e., the rule to
make decision with financial implications within the framework of the budget process, the
relatively strong position of the finance minister relative to the other members of cabinet, based
on a constitutional right to veto spending decisions, and the binding force of the budget law,
i.e., the fact that supplementary budgets and in-year changes were rare. Given the importance
of budgeting ingtitutions to maintain sustainable public finances (Perotti et a. 1998), a
significant aspect of German Unification is that the government undermined and circumvented
the traditional institutions. The resulting institutional deterioration is a significant part in

explaining the financial troubles of the German government after unification.

Table 11: Public Debt in the 1990s (as per centage shar e of GDP)

Federal L ocal L ocal ERP-Fund German Kreditab- Erblasten- Treuhand
Govern-  Govern-  Govern- Unity  wicklungs- tilgungs-
ment ments ments Fund fonds fonds
(West) (East)

1989 22.1 21.6 - 0.3 - - - -
1990 22.3 20.3 - 04 0.8 11 - 0.6
1991 20.6 18.1 0.6 0.6 1.8 1.0 - 14
1992 19.8 17.8 14 0.8 24 3.0 - 35
1993 21.7 184 24 0.9 2.8 3.2 - 5.3
1994 21.4 18.3 33 0.8 2.7 31 - 6.1
1995 22.0 184 40 1.0 25 - 9.6
1996 238 18.3 43 1.0 24 - 9.4
1997 25.0 17.7 4.4 0.9 2.2 - 8.9

Source: Deutsche Bundesbank

A first indication of this institutional deterioration is the use of resource flows not
subject to the stringency of the formal budget process. The increased use of specia funds by

the federal government to finance German Unification is the first, most obvious phenomenon in
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this regard. Table 11 gives a break-up of the development of Germany’s public debt after
1989." While the federal government’s debt only rose by three percent of GDP in the wake of
Unification, the combined debt of the German Unity Fund, the ERP fund and the
"Erblastentilgungsfond, rose quickly to 12 percent of GDP, or amost half of the federa
government’s official debt. Treuhand alone incurred an impressive debt of over six percent of
GDP amount of liabilities resulting in an increase of public debt from 0.6 percent of GDP in
just five years. Additional funds, such as the , Sondervermogen, (specia asset fund) of the
railways were used to hide away large amounts of public debt.

Significantly, the use of such funds implied that the decisions over a large part of the
transfers paid to East Germany were not subject to the scrutiny of legidative control. The
control of the otherwise powerful budget committee in Parliament was largely circumvented by
the fact the specia funds did not appear in the budget. As a result, the committee's control
powers became only effective when the changes in fiscal stocks and flows finally began to have
an impact on the federa budget. A second phenomenon is the increased use of tax
expenditures indicated above. While the budgetary effect of tax expenditures is the same as
that of explicit subsidy payments, they are harder to control in the budget process, because
they do not appear as an expense in the budget law.

Treuhand is a particularly significant case as regards the loss of financial controlsin the
German government. De jure, it was an independent federal agency under the supervision of
the Ministry of Finance and subject to the scrutiny of a specia parliamentary committee. De
facto the Ministry of Finance exercised partia control, at best, over its activities. The "THA-
Leitungsausschul’d’, an advisory committee to the Ministry of Finance working in Treuhand,
emerged from a group of comptrollers who were sent to Berlin to check the Treuhand
activities before it became integral part of the Government apparatus in October 1990. Later,
this group monitored the privatization projects of the Treuhand and made pertinent
recommendations. But this did not yield effective control over the general financing situation,
which could aso not be enforced by the Ministry of Finance itself. Requests of the Ministry
concerning the usage of funds Treuhand borrowed in the capital markets or received from
other sources were not necessarily answered. For example, Treuhand's president Birgit Breuel

flatly rejected to produce information on credit commitments Treuhand made to firms taking

13 For areview of thisliterature, see von Hagen (1998), and Alesina and Perotti (1997).
14 See Boss & Rosenschon (1996) and Kilian (1993) for a description of the different funds and their functions.
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over ex-socialist enterprises, commitments that reached an amount of DM 20 billion (Czada
1994a:40).

Nor was the Treuhand Committee in parliament able to exercise financia control,
although it was vested with the forma authority to do so. According to the law, the
Committee had to agree on the amount of debt the Treuhand was allowed to raise. However, it
had no control over the ways the money was spent. Although the Committee put much effort
in its control function, it did not effectively work as a "safeguard of the purse”. A conflict
between the Treuhand and the Committee in 1993 illustrates the point. In June 1993, Treuhand
demanded an expansion of its credit limit by eight billion DM to finance some measures settled
in the negotiations for the Consolidation and Solidarity Pact between the Federal Government
and the Lander. When the Committee approved seven billion DM, Treuhand threatened to limit
its commitments to public work agencies. The Committee was eventually forced to concede to
Treuhand to avoid risking the consolidation package (Czada 1994a:35).

A second indication of the institutional deterioration is the increasing loss of influence
of the Ministry of Finance over the financia decisions involved in German Unification. During
the initial unification process the Ministry of Finance lost fiscal control due to its own framing
of the first Treaty on the social, economic and monetary union. In the Treaty the West German
government made financial commitments to its Eastern counterpart without having the legal
authority and instruments to control the usage of the corresponding funds. The Ministry's
unlucky role during this stage of the Unification process, later on, may have further
undermined its political position** which was generally weak due to Kohl's inclination to
concentrate power in the Chancellor's office (Bundeskanzleramt). In fact, a Task Force on
Reconstruction in the Chancellor's Office instead of Ministry of Finance participated in most
important decisions concerning the reconstruction of the East German Lander.

Moreover, a variety of informa decision making forums sprang up under Chancellor
Kohl’s government. One example are the "round tables" involving representatives of the parties
in parliament, social groups, and the Chancellor’s Office to discuss issues such as labor market
policies (Czada 1994b). Ultimately, the agreements reached at these "round tables' had
financial implications, which, as it seems, were often not fully considered by the participants,

but which were later presented as unchangeable. The most important of these coordination

15 See the biographic essay of Wolfgang Schéauble, head of the Chancellor's Office. He presents an episode
where he employed this argument to counter Waigel's assertion that the Unification Treaty bears "unpredictable
financial risks" (Schauble 1993:121-122).
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circles was the "Ludewig Round Table", where governors of the new Lé&nder or ther
delegates, a representative of Treuhand, and State Secretary Ludewig, acting as the
representative of the Chancellor's office, discussed transition issues and policies, such as public
work programs and investment subsidies. This informal circle also took definite decisions and
drafted fiscally relevant laws. Among other decisions, it set the eigibility criteria for public
guarantees of private debts incurred by firms in Eastern Germany (Czada 1994a41l). In
addition, the contacts emerging from these meetings were often used to furnish financing
strategies rescuing single enterprises in East Germany. (Czada 1994b: 257)

A third indication of the institutional deterioration is the increased "ad-hoccery” of the
fiscal measures, within or outside the pre-established setting of the budget process. Particularly
prevaent in the early years of the 1990s, was the Chancellor’s tendency to promise financial
aid to special interests and groups complaining of being particularly hurt by the transformation
process. At the time, the German press was musing about the standard "Chancellor billion™ that
anyone complaining seemed to be able to obtain. A particularly ironical aspect of this financia
ad-hoccery emerged to the public when the Chancellor complained that the German banking
industry was not paying the government an amount of DM 10 billion the bankers had allegedly
promised to spring for the good of German Unification.

Findly, while German governments between 1952 and 1980 had resorted to
supplementary budgets only four times, the Kohl government presented seven supplementary
budgets between 1990 and 1997 (Sturm, 1998). Budget freezes and the last-minute revision of
the budget proposal in December 1994 are similar signs of weakening budget management
(ibid.). These incidents show that the Kohl government’s fiscal policy increasingly become one
of reactive budgeting rather than a consistent budgetary strategy.

Evidently, then, the Kohl government did not use the opportunity of the Maastricht
process to strengthen Germany’s budgetary institutions, as a number of other EMU member
states did.’® When the time of reckoning finaly came in 1997, the government had resort to
one-off measures and budgetary gimmicks to meet the very fiscal criteriait had verbally touted
for so long to persuade the German public of the benefits of EMU. While the European
Commission recognized that Germany’s deficit ratio was by 20 basis points due to one-time
measures, a German ingtitute estimates that the budgetary gimmicks accounted for 40 basis
points. Given the official ration of 2.7 percent, an honest fiscal account would have caused a
violation of the deficit criterion (DIW 1998).
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VI1I. Conclusion

Germany’s fiscal policy in the 1990s is characterized by a perplexing degree of
schizophrenia. On the European front, the Kohl government spent every effort to insist on tight
fiscal policies and on hardening the fiscal constraints embedded in the Maastricht Treaty.
Domesticaly, in contrast, the same government showed a growing disregard for sound fiscal
policies and for the rules set by the existing budgetary ingtitutions. Disastrous financial
decisions taken for electoral opportunism were never reversed or replaced by a more long-term
oriented financia strategy. The 1990s, therefore, leave Germany with a large fiscal problem
that still awaits a sustainable solution. The fact that such a solution will ultimately involve
reforms including in Germany’s labor market institutions does not, of course, make it more
politically palatable nor increase the chances that it will be provided by the left-wing
government elected in 1998. The weakening of Germany’s budgetary institutions in the 1990s
is a significant negative legacy of the Kohl era, and one that risks resulting in a continued lack
of German fiscal discipline in yearsto come.

One might argue that the rules of EMU will force Germany to attack its fisca
problems, anyway. But it seems doubtful that the constraints of the Stability Pact will be
enforced by the EMU, if the very country that imposed them shows itself unwilling or unable
to respect them. If this turns out to be correct, the weakening of Germany’s fiscal institutions
in the 1990s may have adverse consequences on fiscal discipline beyond the country itself.

16 See e.g. Hallerberg and von Hagen (1998)
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