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With the fall of the Berlin Wa ll in 1989 and the en suing reu n i f i c a ti on of E a s t

G erm a ny with West came great ex pect a ti ons for a ren a i s s a n ce that wo u l d

pre s a ge an even stron ger German econ omy. Al t h o u gh the cost assoc i a ted wi t h

m oving an anti qu a ted socialist econ omy tow a rd its capitalist co u n terp a rt was

a n ti c i p a ted to be sign i f i c a n t , G erman indu s trial ef f i c i ency was ex pected to

qu i ck ly overcome the ch a ll en ges that would be en co u n tered . Th i n gs tu rn ed

o ut ra t h er differen t ly. Af ter a peri od of i n i tial eu ph oria and rel a tively stron g

econ omic perform a n ce at the beginning of the 1990s, the co u n try spent the

rest of the dec ade mired in slu ggish growt h , in con trast to the econ om i c

ex p a n s i on occ u rring in other parts of the worl d , su ch as the Un i ted State s .

Conven ti onal wi s dom bl a m ed Germ a ny ’s poor econ omic perform a n ce and

rise in public debt on unificati on . The govern m ent and the cen tral bank

( Bu n desbank) put in place fiscal and mon et a ry po l i c i e s — h i gh er taxe s ,

i n c re a s ed social sec u ri ty con tri buti on ra te s , and spending cut s — a i m ed at

reducing borrowing and, in tu rn , containing the threat of i n f l a ti on , t h e

Bu n de s b a n k’s main cri teri on for assessing the su ccess of these initi a tive s . Th e

re su l t s — l ow inflati on and less vo l a tile govern m ent financial and stru ctu ra l

b a l a n ces com p a red to other co u n tri e s , su ch as the Un i ted State s , and the econ-

omy ’s recovery (albeit in five ye a rs) from an ex ten ded peri od of s lu ggi s h

growt h — su pported the percepti on that the govern m en t’s and Bu n de s b a n k’s

policies were a su cce s s .

In this bri ef , Jörg Bi bow takes excepti on to the noti on that these policies ef fec-

tively stabi l i zed the econ omy as it absorbed the cost of u n i f i c a ti on . His analy-

sis of the German econ omy — before , du ri n g, and after unificati on — s h ows

that the co u n try ’s poor econ omic perform a n ce rel a tive to previous peri od s

was a re sult of ti gh t , proc yclical fiscal and mon et a ry policies that dra m a ti c a lly

d a m pen ed econ omic activi ty and led to an ex ten ded peri od of s lu ggi s h
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growt h . Blame for anemic growth and high unem p l oym en t , he bel i eve s ,

should be placed squ a rely on the co u n try ’s finance dep a rtm ent and cen tra l

bank ra t h er than on unificati on . Bi bow maintains that the Bu n de s b a n k’s

ve s ted interest in maintaining its rep ut a ti on as an instru m ent for battling

i n f l a ti on , com bi n ed with its app a rent lack of u n derstanding of econ omic the-

ory and its forbe a ring influ en ce on the govern m en t’s fiscal po l i c y, was the

main re a s on why the econ omy perform ed so badly. As the cen tral bank grad-

u a lly redu ced interest ra te s , its acti ons were too little, too late . Moreover, t h e

b a n k’s singl e - m i n ded determ i n a ti on to redu ce public borrowing and curt a i l

i n f l a ti on actu a lly proved inflati on a ry, as a re sult of tax-push ch a n n el s . De s p i te

these uninten ded ef fect s , the Bu n desbank was not deterred from then forc i n g

i n f l a ti on down to ex trem ely low level s , re su l ting in high unem p l oym en t ,s l ow

growt h , and fiscal deteri ora ti on .

Bi bow ’s ob s erva ti ons and con clu s i ons are con s i s tent with the re sults of o t h er

Levy In s ti tute analyses of Eu ropean top i c s , su ch as the futu re of the eu ro and

the role of i n s ti tuti ons and policies in cre a ting high Eu ropean unem p l oym en t .

If he is correct , t h en the German govern m en t , the Bu n de s b a n k , and the

Eu ropean Cen tral Ba n k , wh i ch is now in ch a r ge of m on et a ry policy thro u gh-

o ut the Eu ropean Un i on , should revise their ti ght fiscal and mon et a ry po l i c i e s

and ref rain from pursuing policies that cause tax-push inflati on . Ot h erwi s e ,

t h ey wi ll con ti nue to unwi t ti n gly su pport slu ggish growth at the publ i c’s

ex pense in the form of h i gh unem p l oym ent ra tes and redu ced pro s peri ty for

m a ny ye a rs to com e .

According to Bi bow ’s analys i s , the U. S . govern m ent and Federal Re s erve

a ppear to em p l oy gre a ter lati tu de in con du cting mac roecon omic po l i c i e s ,

i n cluding co u n terc yclical initi a tive s , wh i ch might account for the po l i c i e s’

h i gh er ra te of su cce s s . The ex peri en ce here shows that more growth can occ u r

wi t h o ut nece s s a ri ly leading to high er inflati on . In the face of the current rece s-

s i on a ry envi ron m en t , f u rt h er interest ra te redu cti on s , tax cut s , and incre a s ed

deficit spending may be warra n ted . L i kewi s e , the Eu ropean Cen tral Ba n k , i t s

m em ber cen tral banks, and mem ber states should take gre a ter heed of the re a-

s ons behind the su ccess story of the U. S . econ omy du ring the 1990s.

As alw ays , I wel come your com m en t s .

Di m i tri B. Pa p ad i m i tri o u , Pre s i d en t

Novem ber 2001
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Af ter German unificati on in October 1990, the econ omic perform a n ce of

we s tern Germ a ny (form erly known as West Germ a ny) was initi a lly stron g.

However, it deteri ora ted by 1992 and rem a i n ed dismal for the rem a i n der of

the 1990s. Du ring this ti m e , the unem p l oym ent ra te nearly do u bl ed , a s

gross dom e s tic produ ct (GDP) growth avera ged a meager 1.5 percent per

ye a r. The govern m en t’s fiscal stra tegy after 1992 was to raise taxe s , i n c re a s e

s ocial sec u ri ty con tri buti on ra tes (paym ents by workers / em p l oyers into the

s ocial sec u ri ty progra m ) , and cut spen d i n g, a ll of wh i ch was meant to

redu ce its borrowing requ i rem en t s . Pu blic finances deteri ora ted and

re su l ted in pro tracted bu d get deficits and soa ring public indebted n e s s .

The Bu n de s b a n k , G erm a ny ’s cen tral bank, a t tri buted almost the whole of

the rise in the overa ll public sector debt - to-GDP ra tio (20 percen t a ge

points) since 1989 to the costs of u n i f i c a ti on . The bank vi ewed unificati on

as a risk to pri ce stabi l i ty with the threat of ru n aw ay inflati on , and it

re s pon ded by severely ti gh tening mon et a ry po l i c y.

Conven ti onal wi s dom holds that the dra s tic deteri ora ti on in Germ a ny ’s

p u blic finances and the co u n try ’s excepti on a lly poor econ omic perform-

a n ce du ring most of the 1990s was a direct and app a ren t ly inevi t a ble re su l t

of G erman unificati on . This bri ef ch a ll en ges this vi ewpoi n t . It shows that

t h oro u gh ly unsound mac roecon omic demand policies were pursu ed by the

govern m ent and the Bu n desbank that con f l i cted with both econ omic the-

ory and the best practi ces of m ore su ccessful co u n tri e s . Moreover, we s tern

G erm a ny was not bro u ght to its knees by a co llapsing eastern Germ a n

econ omy that was merely 10 percent the size of we s tern Germ a ny ’s GDP.

Ra t h er, i ll - ti m ed and ex tra ord i n a ri ly ti ght fiscal and mon et a ry policies of

excepti onal length and degree caused a severe and pro tracted def l a ti on a ry

econ omic envi ron m en t . Thu s , the happiest po l i tical event in Germ a ny ’s
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po s t – World War II history provo ked its most bu rden s ome econ omic po l i c y

d i s a s ter, at a time wh en the co u n try was in a po s i ti on to easily ach i eve a

m ore favora ble econ omic perform a n ce .

In light of the disappoi n ting econ omic devel opm ents in eastern Germ a ny

s i n ce unificati on , this stu dy focuses on we s tern Germ a ny, wh i ch had the

po ten tial to lift eastern Germ a ny out of its econ omic malaise as a re sult of

its well - e s t a bl i s h ed and adva n ced market econ omy. The analysis begins wi t h

a discussion of the form er West Germ a ny ’s econ omic and bu d get a ry po s i-

ti ons from 1988 to 1990, and provi des a prel i m i n a ry assessment of the mag-

n i tu de of the fiscal ch a ll en ge po s ed by unificati on . This is fo ll owed by a

t h eoretical inve s ti ga ti on of the su s t a i n a bi l i ty issue of p u blic finance s . Th e

s tu dy then analy zes wh et h er unificati on po s ed any risk of u n s t a ble debt

dy n a m i c s , and examines the degree of fiscal con s o l i d a ti on that would have

been requ i red to regain a su s t a i n a ble public finance po s i ti on . Nex t , a revi ew

of G erm a ny ’s fiscal and mon et a ry policies shows that the German govern-

m ent cre a ted a fiscal paradox by em b a rking on fiscal con s o l i d a ti on in a pro-

c yclical and inex p l i c a bly aggre s s ive way, while the Bu n de s b a n k , in tu rn ,

m a gn i f i ed the depre s s ive ef fects of fiscal po l i c y. By simu l a ting German pub-

lic finances under altern a tive growth scen a ri o s , the analysis ulti m a tely

reveals that on ly on e - t h i rd of the actual rise in Germ a ny ’s debt ra tio and a

l i m i ted rise in the tax bu rden may be properly attri buted to unificati on .

The Former West German Economy on the
Eve of Unification

Any assessment of the econ omic con s equ en ces of G erman unificati on over

the 1990s must be impre s s ed by the favora ble econ omic shape of the for-

m er West Germ a ny as the happy event drew near. Af ter having grown ra t h er

s lu ggi s h ly since the 1981–82 rece s s i on as a re sult of fiscal austeri ty and

Bu n desbank re s tra i n t , wh i ch led to weak dem a n d , s l ack inve s tm en t , a n d

u n deruti l i zed capac i ty, growth of the form er West German econ omy picked

up markedly tow a rd the end of the dec ade . GDP grew at 3.7 and 3.6 per-

cent in 1988 and 1989, re s pectively, almost do u ble the pace of previ o u s

ye a rs . The year 1989, wh en the Berlin Wa ll came down , was the finest ye a r

in a dec ade . Th ere was non i n f l a ti on a ry and broad - b a s ed GDP growth du e

to strong dom e s tic and forei gn demand that yi el ded a high em p l oym en t

growth ra te , a balanced bu d get , and a trade su rp lus of 5 percent of G D P.

The Economic Consequences of German Unification
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Produ cer pri ce inflati on rem a i n ed stable at around 2 percen t , while head-

line CPI inflati on was 2.8 percen t , wh i ch was perfect ly in line with the infla-

ti on trend du ring the 1980s. Ex port s , trad i ti on a lly rel i ed upon for ign i ti n g

dem a n d - l ed growt h , perform ed stron gly. Fiscal and mon et a ry policies con-

tri buted (although bel a tedly) to the recovery in dom e s tic demand as a

re sult of i n come tax cuts in 1986 and 1988 (and also in 1990), a l ong wi t h

an accom m od a tive mon et a ry stance in the aftermath of the 1987 stock

m a rket crash that lasted until mid-1989.

Not su rpri s i n gly, the form er West Germ a ny ’s econ omy coped ra t h er

s m oo t h ly with the strains that unificati on put on its re s o u rce s . In fact , re a l

GDP grew at a solid ra te of 5 percent in both 1990 and 1991, and it was not

on ly robu s t , but also non i n f l a ti on a ry (Appen d i x , Ta ble 1). Inve s tm en t ,

po ten tial outp ut , and labor produ ctivi ty grew ra p i dly, with the re sult that

su pp ly - s i de growth was both strong and broad - b a s ed .E m p l oym ent growt h

was even ly distri buted and inclu ded people previ o u s ly cl a s s i f i ed as stru c-

tu ra lly unem p l oyed . Moreover, the influx of l a bor from the form er East

G erm a ny provi ded important su pp ly - s i de rel i ef , so that gen eral labor mar-

ket pre s su res were abated .

At this ti m e ,t h ere was an ex pect a ti on that the form er West Germ a ny ’s open

econ omy would con ti nue to ex peri en ce strong growt h , a n d , as a re su l t , a

con cern that the econ omy would ex peri en ce inflati on a ry pre s su re s . Al s o

evi dent was the Bu n de s b a n k’s ten dency to undere s ti m a te the amount of

s p a re capac i ty and su pp ly - s i de el a s ti c i ty of the econ omy (wh en unem p l oy-

m ent was sti ll above 6 percent in 1989). It is shown in this bri ef that the

con cern abo ut inflati on was unfo u n ded and the acti ons of the Bu n de s b a n k

co u n terprodu ctive .

The Fiscal Challenge

Official esti m a tes of fiscal tra n s fers from we s tern to eastern Germ a ny by the

G erman Finance Mi n i s try are abo ut DM 180 bi ll i on per year since 1991, or

ro u gh ly 6.5 percent of we s tern Germ a ny ’s GDP. This figure , h owever, is the

sum of a ll unificati on - rel a ted ex pen d i tu res and tax rel i efs (com prising a

l a r ge share of en ti t l em en t s ) . Th erefore , these esti m a tes should su b s equ en t ly

dedu ct federal revenues in eastern Germ a ny to yi eld proper net tra n s fers

f rom we s tern to eastern Germ a ny of s ome DM 120–140 bi ll i on per year since

1 9 9 1 , or ro u gh ly 4.5 percent of we s tern Germ a ny ’s GDP (Appen d i x , Ta ble 1).

The Impact of Misguided Macroeconomic Policies
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However, n et tra n s fers are not an appropri a te measu re of the financing or

borrowing requ i rem ents re su l ting from unificati on . In come and em p l oy-

m ent mu l ti p l i ers gen era ted from gross fiscal tra n s fers to eastern Germ a ny

also ben efit we s tern Germ a ny ’s public finances by raising ex ports to eastern

G erm a ny and abroad . Th erefore , actual financing requ i rem ents are

ex pected to be con s i dera bly lower than DM 120–140 bi ll i on . This ex pect a-

ti on is con f i rm ed by the fact that, s t a rting from a balanced bu d get in 1989,

the bu d get swung close to a 3-percent deficit of GDP du ring the 1990–91

peri od and re su l ted in an overa ll bu d get deficit of DM 85 bi ll i on in 1991.

This was a re sult of t h ree main factors : redu ced revenues as a re sult of t h e

final stage of the income tax reform that came into ef fect in 1990 (DM 40

bi ll i on ) , n et fiscal tra n s fers attri but a ble to unificati on (DM 106 bi ll i on ) ,

and incre a s ed revenues rel a ted to increases in tax and social sec u ri ty con-

tri buti on ra tes (DM 25 bi ll i on ) . This shows that, i n i ti a lly, m e a su res aimed

at financing the cost of u n i f i c a ti on by means other than borrowing were

i n trodu ced on a limited scale. The sharp rise in deficit spending in 1990–91

was one aspect of fiscal policy that was both inevi t a ble and not incon s i s ten t

with econ omic theory. The fiscal boost hel ped to stabi l i ze growth in we s t-

ern Germ a ny at a time wh en other co u n tries were hit by rece s s i on . Th e

qu e s ti on arises wh et h er or not this situ a ti on po s ed any risk of u n s t a ble debt

dy n a m i c s .

Public Finances and the Economy: 
Theory and the German Experience

Public Debt and Deficits

Con cern abo ut the public debt is cl o s ely rel a ted to the idea that rising pub-

lic indebtedness implies rising taxes to servi ce the debt . Evs ey Dom a r ’s sem-

inal essay on the “bu rden of debt” (1944) establ i s h ed the fundamen t a l

rel a ti onship bet ween the growth ra te in an econ omy and the def i c i t - to -

GDP and debt - to-GDP ra ti o s . His work showed that if an econ omy grew at

a constant ra te and a govern m ent borrowed at a constant deficit ra ti o, t h en

the debt ra tio in each peri od wi ll not ex p l ode , but gradu a lly approach a

constant (the ra tio of the deficit ra tio over the econ omy ’s growth ra te ) .

Si m i l a rly, the tax ra te requ i red to servi ce the debt wi ll approach a con s t a n t ,

so that a high er tax ra te may not be requ i red to servi ce a rising debt . In a

growing econ omy, the high er the GDP growth ra te , the ligh ter the bu rden

The Economic Consequences of German Unification

Public Policy Brief10



of debt . Domar con clu ded that the debt bu rden is essen ti a lly a probl em

a s s oc i a ted with ach i eving a growing nati onal incom e .

Lu i gi Pa s i n et ti (1998a, b ; 2000) defines su s t a i n a bi l i ty of p u blic finances in

a way that ren ders Dom a r ’s con clu s i on opera ti onal and app l i c a ble to spe-

cific econ omic situ a ti on s . Pu blic finances are ju d ged su s t a i n a ble as long as

the public debt grows at a ra te equal to or small er than the nominal GDP

growth ra te . The point is that a stable debt ra tio implies a stable tax bu rden

on taxpayers on account of the public debt . An example is provi ded by the

Ma a s tri cht cri teria of 3 percent and 60 percent for the deficit and debt

ra ti o s , re s pectively. According to the stabi l i ty rel a ti on s h i p, i n ternal con s i s-

tency of the Ma a s tri cht cri teria pre su pposes a 5 percent nominal GDP

growth ra te , s i n ce this ra te with an annual bu d get deficit of 3 percent of

GDP leads to a stable debt ra tio of 60 percen t .

Ad d i ti onal insight is ga i n ed from focusing on “pri m a ry,” as oppo s ed to to t a l ,

bu d get balance s . Pri m a ry balances are net of i n terest paym ents on the 

p u blic debt . According to Pa s i n et ti (1998a, b ) , the bo u n d a ry rel a ti on s h i p

bet ween the pri m a ry deficit and debt ra tio cru c i a lly depends on the differ-

en ce bet ween the interest ra te and the growth ra te . The gre a ter the differ-

en ce , the gre a ter the pri m a ry bu d get su rp lus needed to keep any given debt

ra tio stabl e . Ot h erwi s e ,s ome pri m a ry public ex pen d i tu res would have to be

c ut to keep the overa ll tax bu rden constant and the debt ra tio from ri s i n g.

A test may now be perform ed as to wh et h er public finances in any parti c u-

lar year were su s t a i n a bl e , that is, wh et h er or not the particular para m eters

preva l ent in that year would have implied a rising debt ra ti o. For this pur-

po s e , the maximum stabi l i ty balance is def i n ed as the deficit ra tio that is

i n def i n i tely su s t a i n a ble given the actual ra te of n ominal GDP growth and

actual debt ra tio for a particular peri od . The differen ce bet ween the actu a l

financial balance and the maximum stabi l i ty balance yi elds the “su s t a i n-

a bi l i ty ga p.” A non - n ega tive gap implies su s t a i n a ble debt dynamics in the

form of a non rising debt ra ti o.

Applying Pasinetti’s sustainability concept to Germany’s public finance

position over the period from 1988 to 2000 shows significant positive

gaps in the period to 1992, followed by a period of protracted negative

gaps until 1998 (Figure 1). The problem of unsustainable public finances

arose only with the sharp recession of 1992–93, and abated with the 

The Impact of Misguided Macroeconomic Policies
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long-delayed recovery of 1997–98. The same result is evident when ana-

lyzing the sustainability question in terms of primary balances (Figure 2).

Therefore, it is clear that unification per se did not pose any immediate

risk of unstable debt dynamics, and there was no immediate need for fis-

cal consolidation.

It is important to recogn i ze the interdepen dencies bet ween the key para m e-

ters defining the su s t a i n a bi l i ty of p u blic finances (interest ra te s , deficit and

debt ra ti o s , and GDP growth ra te s ) . Rising interest ra tes direct ly raise the

debt servicing cost and likely have a nega tive impact upon GDP growt h . If

p u blic ex pen d i tu res are cut or taxes incre a s ed in order to redu ce borrowi n g

requ i rem en t s , GDP growth wi ll again be nega tively affected . In ei t h er case,

keeping the debt ra tio from rising is made more difficult, and matters are

m ade sti ll more difficult as a rising debt ra tio in tu rn raises the intere s t

bu rden . A po ten tial inherent instabi l i ty em er ges here . This high l i ghts the

f act that any con s o l i d a ti on stra tegy must avoid distu rbing any favora bl e

a l i gn m ent among the key para m eters . Un fortu n a tely, the stra tegies of t h e
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Figure 1 Sustainability of German Public Finances with Reference to

Total Budget Balances

Note: A po s i tive (nega tive) “su s t a i n a bi l i ty ga p” implies a falling (rising) debt ra tio on acco u n t
of the total def i c i t .

S ou rce: O E C D, Economic Outlook 6 7 , June 2000

“Su s t a i n a bi l i ty ga p”
Actual financial balance s
Ma x i mum stabi l i ty balance s



govern m ent and the Bu n desbank after unificati on did not heed the ex i s ti n g

f avora ble align m ent bet ween Germ a ny ’s key econ omic para m eters .

German Fiscal Policy and the Fiscal Paradox

From 1989 to 1991, the German govern m ent del i bera tely rel i ed upon bor-

rowing to take up almost the whole of u n i f i c a ti on’s fiscal bru n t . By 1991, a n

overa ll bu d get deficit of DM 85 bi ll i on (a deficit ra tio of 2.9 percent) had

rep l aced a bu d get that was balanced in 1989. S t a rting in 1992 and under

m o u n ting pre s su re from the Bu n de s b a n k , the govern m ent began to intro-

du ce a series of n ew fiscal measu res aimed at cut ting its borrowing requ i re-

m en t s . Bet ween 1992 and 1995 a cumu l a tive fiscal ti gh tening occ u rred that

was far in excess of i n i tial borrowing requ i rem en t s . A stu dy by Hei l em a n n

and Ra ppen (1997) esti m a ted that by 1995, the total ef fect of ex pen d i tu re

s avi n gs and increases in tax and social sec u ri ty con tri buti on ra tes was su f f i-

c i ent to finance almost the whole of gross fiscal tra n s fers amounting to DM

180 bi ll i on . Yet by 1996, G erm a ny ’s deficit ra tio stood at 3.4 percen t , well

The Impact of Misguided Macroeconomic Policies
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Figure 2 Sustainability of German Public Finances with Reference to

Primary Balances

Note: A po s i tive (nega tive) “su s t a i n a bi l i ty ga p” implies a falling (rising) debt ra tio on acco u n t
of the interest bu rden .

S ou rce: O E C D, Economic Outlook 6 7 , June 2000

“Su s t a i n a bi l i ty ga p”
Actual pri m a ry balance s
Ma x i mum stabi l i ty pri m a ry balance s



a bove the deficit ra tio in 1991. A gl a ring fiscal paradox em er ges here . Cl e a rly,

s om ething must have gone seri o u s ly wron g.

Since public finances and the economy are interdependent,the budget bal-

ance is an endogenous variable, rather than a policy instrument per se.On

the one hand, fiscal policy affects the level of aggregate demand and eco-

n omic activi ty. On the other, the state of the econ omy is a key influ en ce on

the overall budgetary position. The notion of “automatic stabilizers” refers

to the natural role o f the budget to passively reduce instability in the eco-

nomic system when public expenditures and revenues are functions of

economic activity. By contrast, “discretionary” fiscal policy measures

actively stimulate or retard aggregate demand through budgetary means

over and above the economy’s impact on the budget.

Thus the actual bu d get balance is a functi on of the outp ut gap plus the

s tru ctu ral bu d get balance . The outp ut gap affects the cyclical bu d get bal-

a n ce , wh i ch captu res the ef fects of a utom a tic stabi l i zers on the bu d get . Th e

s tru ctu ral bu d get balance is the hypo t h etical bu d get a ry stance , wh i ch cor-

re s ponds to po ten tial outp ut . A ch a n ge in the stru ctu ral bu d get balance is

a measu re of d i s c reti on a ry fiscal sti mu l i . Wh et h er discreti on a ry fiscal meas-

u res should be app l i ed to stabi l i ze the econ omy is con trovers i a l . All owi n g

the autom a tic stabi l i zers to do their natu ral work , h owever, is univers a lly

s een as sound finance (Tayl or 2000).

So mu ch for theory. The practi ce of G erman fiscal policy over the rece s-

s i on a ry 1992–97 peri od began with cuts in stru ctu ral deficits at the on s et of

rece s s i on in 1992. Tax hikes and ex pen d i tu re cuts were undert a ken with the

i n ten ti on of reducing public borrowi n g. These measu res were en acted

u n der mounting pre s su re from the Bu n de s b a n k , wh i ch argued that cuts in

p u blic borrowing were needed to prevent inflati on . Ra t h er than preven ti n g

i n f l a ti on , h owever, these measu res caused inflati on . Hi kes in indirect taxe s

and govern m en t - ad m i n i s tered pri ces pushed headline CPI inflati on high er,

peaking at 4.0 percent in 1992. Moreover, as a re sult of the rece s s i on’s on s et

in 1992–93, borrowing requ i rem ents soa red . In re s pon s e , n ew rounds of

i n d i rect tax and ad m i n i s tered pri ce increases were implem en ted by the gov-

ern m en t , with the inten ti on of keeping borrowing requ i rem ents low and

pre s su re from the Bu n desbank at bay. These acti ons caused furt h er “t a x -

p u s h” i n f l a ti on before the inflati on ra te fell ra t h er slu ggi s h ly to bel ow 2 per-

cent by 1995; t h i s , in tu rn , d i s co u ra ged the Bu n desbank from mon et a ry
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easing and en co u ra ged on going pre s su res for con ti nu ed fiscal con s o l i d a-

ti on (Bi bow 1998). An o t h er far- re aching con s equ en ce of this bi z a rrely

i n con s i s tent policy was high er wage inflati on . While the econ omy deteri o-

ra ted , the bu d get failed to improve .E s s en ti a lly, the wors ening financial bal-

a n ces overcom pen s a ted for any improvem ent in stru ctu ral balance s .

Con s o l i d a ti on ef forts failed , as the de s t a bi l i zed econ omy (and cyclical bal-

a n ces) back f i red on the bu d get .

Af ter six ye a rs of con s o l i d a ti on ef fort s , the deficit ra tio finally improved to

2.6 percent in 1997, en a bling Germ a ny to meet the Ma a s tri cht hu rdle of 3

percen t . S trong growth in the Un i ted States and other trading partn ers

proved high ly instru m ental in preven ting Germ a ny from slipping into

a n o t h er outri ght rece s s i on . Nevert h el e s s ,G erm a ny ’s debt ra tio was sti ll ri s-

i n g, as nominal GDP growth had decl i n ed to a ra te as low as 2.2 percen t . It

a ppe a rs that Dom a r ’s warning that choking of f growth would not ligh ten

the bu rden of debt was not taken very seri o u s ly.

Com p a ring German practi ce with the best practi ces of o t h er co u n tries is

i n s tru ctive here (Figure 3). In the 1990s, G erm a ny was out of sync with the
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Figure 3 General Government Financial Balances

S ou rce: O E C D, Economic Outlook 6 7 , June 2000

Un i ted Ki n gdom
G erm a ny
Un i ted State s



Un i ted States and the Un i ted Ki n gdom . Wh en Germ a ny was ex peri en c i n g

s trong non i n f l a ti on a ry growth at the beginning of the dec ade , both the

Un i ted States and the Un i ted Ki n gdom were hit by rece s s i on s . Wh en

G erm a ny fell into rece s s i on in 1992, both the Un i ted States and the Un i ted

Ki n gdom were under going recoveri e s . While Germ a ny ’s deficit ra tio lan-

g u i s h ed at around 3 percent of GDP until 1997, the Un i ted States and the

Un i ted Ki n gdom improved their fiscal balances from 1993 onw a rd and

ex peri en ced su rp luses by 1998, i m p lying falling absolute levels of debt .

Al t h o u gh Germ a ny ’s public finances had started to improve by 1997, t h ey

were in a sign i f i c a n t ly and com p a ra tively worse state by the end of t h e

dec ade . Why were the Un i ted States and the Un i ted Ki n gdom more su c-

cessful in con s o l i d a ting their public finance s ?

G iven that Germ a ny ’s econ omy was out of sync with the econ omies of

these other co u n tri e s , it is useful to com p a re con s o l i d a ti on stra tegies on a

s y n ch ron i zed basis in wh i ch the base year is 1990 for the Un i ted States and

the Un i ted Ki n gdom and 1992 for Germ a ny. This approach illu s tra tes the

c rucial timing factor. S tru ctu ral and financial balances were all owed to

deteri ora te markedly wh en rece s s i on hit the Un i ted States and the Un i ted

Ki n gdom . Th ey su b s equ en t ly improved wh en the recovery took hold. By

con tra s t , G erm a ny em b a rked on cut ting stru ctu ral deficits at the on s et of

rece s s i on . The fiscal ti gh tening was not on ly unti m ely, but also unu su a lly

s tri n gent rel a tive to Germ a ny ’s own past ex peri en ce and by intern a ti on a l

s t a n d a rds (Hei l emann and Rei n i cke 1995). G erm a ny thus pursu ed a ra t h er

co u n terprodu ctive ro ute tow a rd fiscal con s o l i d a ti on .G iven the interdepen-

dencies bet ween the state of the econ omy and the state of p u blic finance s ,

fiscal policy is far more likely to ach i eve its ends by beh aving in a stabi l i z-

ing ra t h er than a de s t a bilizing way, n a m ely, by con du cting its affairs in a

co u n terc yclical ra t h er than a proc yclical mode . Th erefore ,i f its fiscal po l i c y

h ad been more in line with econ omic theory and had fo ll owed the be s t -

practi ces example of the Un i ted States and the Un i ted Ki n gdom ,G erm a ny

could have easily ach i eved a more favora ble econ omic perform a n ce in the

1 9 9 0 s . The same can be said for Germ a ny ’s mon et a ry po l i c y.

Monetary Policy and the Bundesbank

On the eve of u n i f i c a ti on the Bu n desbank establ i s h ed an ultra ti ght mon e-

t a ry po l i c y. As significant increases in indirect taxes and ad m i n i s tered pri ce s
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p u s h ed up headline inflati on , the Bu n desbank furt h er ti gh ten ed mon et a ry

po l i c y, causing real short - term interest ra tes to peak at 5 to 6 percen t .

Th ere a f ter, i n terest ra te cuts were ex tra ord i n a ri ly slu ggish and on ly fell

bel ow 2 percent by 1996–97 (Bi bow 2001a). Moreover, u n til the spring of

1996 the slu ggish easing of i n terest ra tes was fully of fs et by DM apprec i a-

ti on . In essen ce , the mon et a ry con d i ti on establ i s h ed in late 1989 rem a i n ed

u n ch a n ged over the next six ye a rs . As a con s equ en ce , c a p ac i ty uti l i z a ti on

p lu n ged with the rece s s i on of 1992–93 and rem a i n ed stu ck at severely

depre s s ed levels for several ye a rs . The role of a su ccessful mon et a ry po l i c y

is to su f f i c i en t ly co u n terb a l a n ce any def l a ti on a ry ef fects from planned fis-

cal con s o l i d a ti on . In s te ad , the Bu n de s b a n k’s mon et a ry policy gro s s ly mag-

n i f i ed the def l a ti on a ry con s equ en ces of the peculiar fiscal con s o l i d a ti on

s tra tegy that Germ a ny em b a rked upon in 1992 (Bi bow 2001a).
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Figure 4 Synchronized Consumer Price Inflation in Western

Germany and the United States

Note: The base year (y0) corre s ponds to 1990 in the U. S .’s case and to 1992 in Germ a ny ’s ;
the measu re of core CPI inflati on exclu des “t a x - p u s h” i n f l a ti on .

S ou rces: O E C D, Economic Outlook 6 7 , June 2000; Bu n de s b a n k , Statistisches Bundesamt,
Weeber 1998

He adline CPI i n f l a ti on Un i ted State s
He adline CPI inflati on we s tern Germ a ny 
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Conven ti onal wi s dom su ggests that this do u bly def l a ti on a ry policy mix was

i n evi t a bl e , given the threat of u n s t a ble debt dynamics and ru n aw ay infla-

ti on po s ed by unificati on and Germ a ny ’s inflex i ble labor market s . Th e

a bove analysis has ex po s ed one striking fact — con tracti on a ry mac roeco-

n omic demand po l i c i e s , not unificati on , c a u s ed the 1992–93 rece s s i on and

p u s h ed Germ a ny into a situ a ti on of u n s t a ble debt dy n a m i c s . An o t h er stri k-

ing fact is that, to begin wi t h ,t h ere was on ly a very small rise in inflati on in

G erm a ny in the early 1990s (Figure 4); m oreover, this negl i gi ble rise was

c a u s ed by taxati on policies that were en acted wh en the econ omy del ivered

robust GDP growth ra te s . A furt h er tru ly striking fact is that these devel op-

m ents did not prevent the Bu n desbank from su b s equ en t ly pushing head-

line CPI inflati on from its 1992 peak of 4 percent to almost zero, while it

a ppe a rs that the U. S . Federal Re s erve cauti o u s ly avoi ded trying to push

i n f l a ti on bel ow 2 percen t . These fact s , com bi n ed with a com p a ri s on of con-

su m er pri ce and wage trends in Germ a ny and the Un i ted States du ring the

1 9 9 0 s , su ggest that Germ a ny ’s do u bly def l a ti on a ry policy mix was not

i n evi t a bl e .

The point is that by pushing up headline inflati on , tax-push inflati on ten d s

to drive up wage inflati on as well . Nevert h el e s s , claims that there were exce s-

s ive wage hikes in Germ a ny at this time were unju s ti f i ed . For one thing, w a ge

i n f l a ti on pe a ked at com p a ra ble levels in Germ a ny and the Un i ted States in

the early 1990s. Moreover, we s tern German wage inflati on rem a i n ed

m a rkedly bel ow that of the Un i ted States after 1992. G iven that tax and con-

tri buti on ra tes incre a s ed sign i f i c a n t ly du ring this peri od , real dispo s a bl e

i n come fell for a large part of the German pop u l a ti on . It can therefore be

a r g u ed that the degree of w a ge modera ti on in Germ a ny was both exce s s ive

and inef fective . It was exce s s ive rel a tive to depre s s ed produ ctivi ty growt h ,a s

w a ge disinflati on merely com pen s a ted the tax-push inflati on impo s ed by ill -

con ceived mac roecon omic po l i c i e s . It was inef fective because it was used by

the Bu n desbank to en h a n ce the bank’s anti - i n f l a ti on creden tials and maxi-

m i ze its pre s ti ge , ra t h er than to prom o te em p l oym ent (wh i ch would have

requ i red significant mon et a ry easing). By com p a ri s on , the Federal Re s erve’s

m on et a ry policy of easing interest ra tes wh en inflati on was sti ll above 3 per-

cent yi el ded su f f i c i ent produ ctivi ty increases to of fs et (rel a tively high er) U. S .

w a ge inflati on as CPI inflati on ra tes decl i n ed . This policy initi a tive sparked

the strong inve s tm ent boom of the 1990s that saw strong GDP and em p l oy-

m ent growth and falling inflati on ra te s . Cl e a rly, the Bu n de s b a n k’s aggre s s ive

and singl e - m i n ded pursuit of pri ce stabi l i ty was not inevi t a bl e . Su ch a po l i c y
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s tra tegy merely ref l ected both the Bu n de s b a n k’s preferen ces and its failu re to

grasp the perverse con s equ en ces of a policy mix com bining ti ght mon ey and

fiscal con s o l i d a ti on .

Am ong the perverse con s equ en ces of G erm a ny ’s peculiar policy mix, t h e

role of tax-push inflati on in pushing up headline CPI inflati on and keep i n g

it there best ref l ects how very co u n terprodu ctive Germ a ny ’s policies re a lly

were . As von Ha gen (1992, p.215) su cc i n ct ly stated , “The Bu n de s b a n k gave

a high pri ori ty to cred i bi l i ty con s i dera ti ons and chose a ti ght stance wi t h-

o ut too mu ch rega rd to the risk of u n n ece s s a ri ly choking of f the econ om i c

growth badly needed in the tra n s i ti on ph a s e .” Un fortu n a tely, the net re su l t

was that German soc i ety paid a steep pri ce in terms of h i gh unem p l oym en t

and low econ omic growt h , wh i ch also had stark con s equ en ces for publ i c

f i n a n ce s .

Fiscal Consequences of Unification

The fiscal damage caused by slu ggish growth due to the def l a ti on a ry po l i c y

mix can be esti m a ted by simu l a ting the evo luti on of p u blic finances under

a l tern a tive growth scen a rios (Figure 5). Two hypo t h etical scen a rios that

both mode s t ly assume a soft landing in 1992 fo ll owed by 5-percent and 6-

percent nominal GDP growth ra te s , re s pectively, a re com p a red with actu a l

devel opm ents (the base case). The first scen a rio corre s ponds to the form er

West Germ a ny ’s unimpre s s ive record in the 1980s and the implicit

Ma a s tri cht para m eter of a 5-percent nominal GDP growth ra te . The secon d

s cen a rio is cl o s er to the form er West Germ a ny ’s lon g - term nominal growt h

ra te of 6 percen t , as well as to the U. S . growth ra te du ring the 1990s. A use-

ful starting point is to esti m a te the ef fect of h i gh er growth ra tes on the debt

ra ti o, given the absolute level of debt actu a lly acc u mu l a ted and in lieu of

a ny other ef fects on public finance s . An a lysis of the two scen a rios shows

that by the end of 2 0 0 0 , G erm a ny ’s debt as a percen t a ge of n ominal GDP

would have been in the ra n ge of 50 to 55 percen t , ra t h er than in excess of

60 percen t .

Hi gh er GDP growth ra te s , h owever, would also have been accom p a n i ed by

h i gh er tax revenues and lower govern m ent ex pen d i tu res rel a tive to the base

c a s e , wh i ch was ch a racteri zed by soa ring unem p l oym en t . E s ti m a tes of

G erman tax and ex pen d i tu re el a s ti c i ties show that a 1-percent increase in
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GDP redu ces the bu d get deficit by ro u gh ly on e - h a l f of 1 percent of G D P

( O r ga n i z a ti on for Econ omic Co - opera ti on and Devel opm ent 1999). Ta k i n g

these ef fects of h i gh er GDP growth into acco u n t , hypo t h etical bu d get

deficits assoc i a ted with the two scen a rios would have been sign i f i c a n t ly

bel ow the maximum stabi l i ty def i c i t . This implies that these hypo t h eti c a l

bu d get deficits would have led to su b s t a n tial declines in the debt ra ti o, to

a bo ut 50 percent from 60 percen t . Si mu l a ti on of ex ante deficit redu cti on s

t h ereby con f i rms that an ex tra ord i n a ri ly severe fiscal ti gh tening occ u rred

a f ter 1991 and that Germ a ny ’s unti m ely and overly ambi tious con s o l i d a-

ti on stra tegy had largely gone to waste .

While soa ring unem p l oym ent in we s tern Germ a ny was the key ch a n n el

t h ro u gh wh i ch poor GDP growth wrecked Germ a ny ’s public finance s , pri-

m a ry deficits and the interest bu rden on the debt should also be ex a m i n ed .

The Bu n desbank (1997, p.23) esti m a ted that the interest ra te – growth ra te

d i f feren tial ad ded abo ut 7.5 percen t a ge points to Germ a ny ’s debt ra tio from
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Figure 5 The Ef fects of Hypo t h etical GDP Growth Paths on
G erm a ny ’s Debt Ra tio 

Note: The first scen a rio assumes 5 percent annual nominal GDP growth after 1992; t h e
s econd scen a rio assumes 6 percent annual nominal GDP growt h .

S ou rce: O E C D, Economic Outlook 6 7 , June 2000

Debt ra tio based on actual GDP path
Debt ra tio based on 5% GDP growth path
Debt ra tio based on 6% GDP growth path
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1992 to 1996. It also stated that the top - h e avy interest ra te – growth ra te dif-

feren tial was curren t ly the prevailing pattern worl dwi de . However, while the

s y n ch ron i zed growth spre ads for Germ a ny and the Un i ted States both co l-

l a p s ed in the wake of the early 1990s rece s s i on , the Un i ted States managed

to ree s t a blish a favora ble growth spre ad in due co u rs e , while Germ a ny go t

s tu ck with an unfavora ble growth spre ad , owing to the fact that GDP growt h

rem a i n ed pers i s ten t ly depre s s ed (Figure 6). This pattern had stark fiscal

i m p l i c a ti ons for Germ a ny, as the interest bu rden soa red in light of t h e

i m p act of govern m ent bond yi elds in assoc i a ti on with a mu ch lower growt h

ra te . The impact’s magn i tu de can be esti m a ted by dividing the ch a n ge in the

debt ra tio into the con tri buti ons due to the pri m a ry bu d get balance and the

( growt h - ad ju s ted) interest bu rden on the stock of debt in the previ o u s

peri od , t h en rec a l c u l a ting the evo luti on of G erm a ny ’s public finances from

1992 to 1996 on the basis of the U. S . growth spre ad (Appen d i x , Ta ble 2). Th e

re sults show that 5 percen t a ge points of G erm a ny ’s debt ra tio was direct ly

a t tri but a ble to the ef fects of the Bu n de s b a n k’s lon g - run ti ght mon et a ry
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Figure 6 Sy n ch ron i zed Growth Sprea d s : G erm a ny and the 
Un i ted St a tes 

S ou rce: O E C D, Economic Outlook 6 7 , June 2000
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policy on the interest bu rden . Moreover, by the end of the 1990s the inter-

e s t - bu rden gap bet ween the U. S . perform a n ce scen a rio and Germ a ny had

s well ed to 10 percen t a ge poi n t s .

Bundesbank Assumptions and Calculations

As a result of a balanced budgetary position before unification,the former

West Germany could pursue either significant tax cuts at the 40-percent

debt ratio established at the time or set the debt ratio on a declining trend.

After unification, however, conventional wisdom views the subsequent

protracted budget deficits and soaring debt ratio to have been caused by

unification.

For instance , according to the Bu n desbank (1997, p. 1 9 ) , “it can at least be

said that more than half of the increase in the overa ll indebtedness of t h e

cen tra l , regi onal and local aut h ori ties since 1989 (totaling abo ut DM 1,200

bi ll i on) is attri but a ble to reu n i f i c a ti on .” This asserti on amounts to attri but-

ing almost the whole of the rise in Germ a ny ’s debt ra tio from 1989 to 1996

to unificati on . Ap a rt from attri buting 7.5 percen t a ge points to the intere s t

bu rden (1992–96), the Bu n desbank esti m a ted that “ i n h eri ted debt s” f rom

e a s tern Germ a ny ad ded abo ut 12.6 percen t a ge points to the debt ra ti o

( 1 9 9 0 – 9 6 ) . This indebtedness rel a ted to the Redem pti on Fund for In h eri ted

L i a bi l i ti e s , wh i ch by 1997 had assu m ed the debts of the Debt Proce s s i n g

Fu n d , the Treuhand Agen c y, e a s tern German housing en terpri s e s , form er

G erman Dem oc ra tic Rep u blic (GDR) social insti tuti on s , and “equ a l i z a ti on

cl a i m s” (a total of DM 340 bi ll i on ) . In ad d i ti on , the Bu n desbank (1997,

p.19) asserted that the “ i n debtedness of the eastern German Länder [state ]

G overn m ents and local aut h ori ties plus the new borrowing by the ‘G erm a n

Un i ty ’ Fund and the bulk of that by the ERP [Eu ropean Recovery Progra m ]

S pecial Fund since 1990 can be ascri bed unambi g u o u s ly to reu n i f i c a ti on .”

This amounts to ad d i ti onal borrowing of s ome DM 235 bi ll i on .

Revised Assumptions and Calculations

To begin wi t h , it is not clear that borrowing by eastern German govern-

m ents should have pushed up Germ a ny ’s debt ra ti o. By 1996 eastern

G erman govern m ent debt , the interest ex pen d i tu re ra ti o, and debt per

i n h a bitant ra tio were actu a lly lower than those of we s tern Germ a ny. Th e

qu e s ti on as to wh et h er non i n h eri ted debts due to current deficits drove up
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G erm a ny ’s debt ra tio is far more com p l ex than the Bu n desbank makes it

a ppe a r. It is unsafe to assu m e , as the Bu n desbank seems to do, that lower

deficit spending would not affect GDP. It may well be the case that too lit-

t l e , ra t h er than too mu ch , ex ante deficit spending was undert a ken by the

a ut h ori ties in their quest to cre a te an envi ron m ent that would all ow eastern

G erm a ny ’s econ omy to catch up to that of we s tern Germ a ny.

In calculating the rise in indebtedness owing to unificati on , t h ree main

ad ju s tm ents should be made to the Bu n de s b a n k’s assu m pti ons and calcula-

ti on s .F i rs t , tra n s fers financed by borrowing thro u gh the German Un i ty Fu n d

were alre ady inclu ded in the net tra n s fer esti m a tes and their ef fect on the

p u blic finance po s i ti on , as discussed earl i er. Th erefore , to inclu de the fund’s

borrowing as a stock - ad ju s tm ent factor would be to count it twi ce , so those

tra n s fers are exclu ded here . Secon d , the debt incurred by the ERP Spec i a l

Fund after 1989 (DM 27 bi ll i on) is also exclu ded . The fund’s main role was

to finance low - i n terest loans to the eastern German econ omy; t h erefore , i t

should not be con s tru ed as raising indebtedness as a re sult of u n i f i c a ti on .

In s te ad , it illu s tra tes ra t h er well that by causing an unfavora ble growt h

s pre ad , the incon s i s tent policies discussed earl i er also provo ked a soa ri n g

i n terest bu rden . Th i rd , redem pti ons until 1997 and pro s pective debts of t h e

In dem n i f i c a ti on Fund should be inclu ded as inheri ted debt s . Th erefore , to t a l

i n h eri ted debts are properly esti m a ted to be som ewhat high er, at DM 365 bi l-

l i on , ra t h er than DM 340 bi ll i on as esti m a ted by the Bu n de s b a n k .

A more appropri a te approach to esti m a ting the fiscal cost of u n i f i c a ti on is

to focus direct ly on net fiscal tra n s fers in rel a ti on to we s tern German GDP

and on stock ad ju s tm ents due to inheri ted debts in rel a ti on to total Germ a n

GDP (Appen d i x , Ta ble 3). If econ omic policies had all owed a more ben i gn

n ominal growth ra te of 5 or 6 percen t , t h en the fiscal bu rden from curren t

tra n s fers would have decl i n ed to ro u gh ly 3.5 percent by the end of t h e

dec ade . S tock ad ju s tm ents from inheri ted debts would have incre a s ed the

debt ra tio by abo ut 8 percen t a ge points (ro u gh ly on e - t h i rd of the actu a l

i n c rease in the debt ra tio) and incre a s ed the interest bu rden on the debt by

a bo ut 0.5 percent of G D P.

In su m , the pri ce Germ a ny would have had to pay as an inve s tm ent in order

to get and keep its unified futu re on track is significant in any even t . Th e

fiscal opti ons ava i l a ble before unificati on were no lon ger app l i c a bl e .

However, the debt ra tio rose beyond what was unavoi d a ble because there
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were ill - g u i ded attem pts at keeping it too low. Th erefore , the actual con s e-

qu en ces of u n i f i c a ti on were exce s s ive in light of the policies ch o s en by the

govern m ent under pre s su re from the Bu n desbank and the en suing fiscal

ti gh tening bel i eved to be nece s s a ry to cope with the ch a ll en ge of u n i f yi n g

the econ omy.

Summary and Conclusions

The initial sharp rise in deficit spending in 1990–91 as a re sult of u n i f i c a-

ti on was both inevi t a ble and not out of line with econ omic theory. Th e

fiscal boost hel ped to stabi l i ze non i n f l a ti on a ry dom e s tic demand growt h

in Germ a ny at a time wh en other co u n tries were ex peri encing a rece s s i on .

However, a key fiscal mistake occ u rred wh en an ill - ti m ed and overly

a m bi tious con s o l i d a ti on cru s ade by the govern m ent began in 1992.

Moreover, the long run of ti ght mon ey orch e s tra ted by the Bu n de s b a n k

bet ween 1990 and 1995 magn i f i ed the co u n terprodu ctive ef fects of f i s c a l

po l i c y. The Bu n desbank was the pri m a ry source of pre s su re for fiscal con-

s o l i d a ti on at any pri ce , s i n ce it based its rep ut a ti on on maintaining very

l ow inflati on .

Iron i c a lly, the Bu n de s b a n k’s def l a ti on a ry quest proved to be co u n terpro-

du ctive , as the overa ll fiscal ti gh tening and deteri ora ti on of p u blic finance s

a f ter 1992 were far in excess of what would have been requ i red to cope wi t h

the ch a ll en ges and re s pon s i bi l i ties of u n i f i c a ti on . At the most cri tical stage ,

the Bu n de s b a n k’s argument that fiscal con s o l i d a ti on would prevent infla-

ti on did not hold, and measu res undert a ken to cut borrowing actu a lly

p u s h ed inflati on high er. With rece s s i on , p u blic finances deteri ora ted and

i n f l a ti on decl i n ed ra t h er slu ggi s h ly, owing to con ti nu ed tax-push inflati on .

Un fortu n a tely, this did not stop the Bu n desbank from squ eezing inflati on

down to zero by 1999. As a re su l t , the peri od from 1993 to 1999 stands out

by far as Germ a ny ’s worst econ omic perform a n ce on record . The stark con-

s equ en ces of h i gh unem p l oym en t , s l ow growt h , and fiscal deteri ora ti on ,

h owever, were anything but inevi t a bl e .

To an important ex ten t , G erm a ny ’s stru ctu ral probl ems tod ay are a ref l ec-

ti on of these unsound fiscal and mon et a ry po l i c i e s . The co u n try (and

Eu rope) paid a dear pri ce for a policy ex peri m ent based on doctrines and

bel i efs whose rel a ti on to econ omic theory was anything but cl e a r. The dis-
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mal re sults of the great German def l a ti on of the 1990s cannot be bl a m ed on

u n i f i c a ti on , n or do they repre s ent the bu rden of u n i f i c a ti on . In s te ad , t h ey

a re the econ omic con s equ en ces of the sel f - s erving policies of the Mi n i s try

of F i n a n ce and the Bu n de s b a n k .
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