Chapter 6 - The German current account - Actionism is inappropriate

A different opinion

486. One member of the Council, Peter Bofinger, holds a different opinion of the
German current account surplus analysis undertaken in this chapter.

487. In this chapter, the majority came to the conclusion that the high surplus in the
German current account for some years now is not the result of a macroeconom-
ic imbalance, but of weak domestic demand. Consequently, the majority does
not see any great need to undertake steps in public investment to help reduce
the current account surplus.

488. Overall, a marked weakness in demand has been noted in the German economy
since the beginning of the last decade. This is closely related to the “wage mod-
eration” undertaken in this period, which promoted German exports, but also
resulted in very weak domestic demand development compared to the interna-
tional level.

In the period from 2000 to 2013, the growth rate of domestic consumption
of only 0.5% was significantly lower than the growth rate of GDP of 1.0%. In con-
trast, in the period from 1991 to 2000, the GDP growth rate and that of domestic
consumption each registered 1.6%. This corresponds with an average rise in unit
wage costs of 1.7% in the period 1991 to 2000, and of only an average 0.8% in
the years 2000 to 2013.

The marked decline in German domestic demand can also be noted in a com-
parison with other major national economies. ~ cHART 68 While in Germa-
ny and Japan real wages were nearly stagnant and domestic demand developed
at only a very subdued pace, a considerable rise in real wages and domestic de-
mand was evident in the US, the UK and France during the same period.

N CHART 68
Real wages and domestic demand in major economies
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This does not contradict the argument that the German current account surplus
is due to private sector consolidation. v TEm 423 ET seQ. In fact, consolidation
means nothing other than that German companies did not use their significantly
higher profits — not least resulting from wage moderation — for additional in-
vestment, thereby spurring demand, but instead to reduce their debt. Contrary
to wage moderation advocates' expectations (AER 2003 item 648), there is no
guarantee at all that additional profit is regularly transformed by the capital
markets into private or government demand.

It is no surprise that this development can be judged differently from a German
point of view than a European one. The advantages of this strategy have out-
weighed the disadvantages on balance, as the negative effects on domestic de-
mand were overcompensated by the sharp rise in exports. From the point of
view of other countries, wage moderation and the current account surplus it has
generated mean, however, a deficit in aggregate demand. At the same time,
this results in a decrease in price competitiveness — which then requires wage
moderation in those countries too. N ITEM 140 ET sEQ. This overarching aspect,
which is key to the European Commission's perspective, is ignored in the majori-
ty of analyses.

A very high current account surplus of a comparatively large national economy,
which has actually been rising further in the past few quarters, is particularly
problematic in a European and global environment, parts of which continue to
be characterised by high negative output gaps. The euro area's current ac-
count surplus that has increased considerably in recent years shows, not
least, the fact that the euro area adjustment necessary in the second half of the
last decade due to the high current account imbalances occurred in an increas-
ingly asymmetrical fashion. v cHART 48, PAGE 219 This asymmetry is an important
cause of the deflationary trends in the euro area.

Consequently, in view of a risk of deflation for the euro area, which the In-
ternational Monetary Fund estimates at around 30% (IMF, 2014), the appeals by
the European Commission and other international institutions to German eco-
nomic policymakers are indeed justified. The economic development of the euro
area, and also of the German economy, will approach stagnation in the coming
quarters. The European Central Bank (ECB) has, for the most part, reached
the limits of its room for manoeuvre, leaving aside the option of buying govern-
ment bonds. The resulting pressure on what are already low German bond yields
would cause great harm to German public acceptance of the ECB, which is dwin-
dling anyway. As German economic policymakers have comparatively high fiscal
flexibility, they should do everything they can to reduce the current account sur-
plus through increased investment in Germany.

Lowering Germany's high current account surplus is not only in the interests of
German partner countries but also in Germany's own interests. The very
high German financial surplus and the unusually low ratio of net investment to
national savings demonstrate that Germany is increasingly incapable and/or
unwilling to transform savings into material wealth. v~ cHART 54 LEFT The
amount of net investment is thus not to be viewed in isolation but in the context
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of total savings activity. With returns on financial assets that barely exceed the
rate of inflation, allocating accumulated national assets, which are largely appor-
tioned to financial assets, is far from ideal. The fact that foreign subsidiaries of
Germany companies use a portion of statistically reported financial asset for-
mation for investments has no strong bearing on the above revelation either.
N TEM 426

In addition to more heavily promoting private investment, in particular via
the reintroduction of degressive depreciation, a significant expansion of public
investment a good option. This is not just about “investment gaps” that are
identified in one way or another from the past but much more about the ques-
tion of what Germany's potential for future-oriented public spending is.
This question should be determined in the first place by how high government
borrowing costs are and what returns can be expected from public spending.
This is completely different in an environment of real interest rates close to zero
than in one with significantly higher government borrowing costs.

A government investment initiative should not be limited to infrastructural ex-
penses but should generally take into account public spending that has a
positive impact on growth and sustainability (Thone, 2004). Besides
public investment, this also covers in particular spending in education, and re-
search and development.

The federal government should thus create a “future think tank” in addition
to the commission of experts, to bolster investments in Germany. This think
tank should be given the mandate of determining the potential for this broad
scope of high-yielding public investment. This is the only way to answer the
question of what additional investments in Germany would make sense.

Empirical studies generally show that public investment offers high re-
turns. Average long-term output elasticity of 0.05% to 0.06% was determined
for transport infrastructure investments (Mello et al., 2013). An additional 1%
investment in transport infrastructure generated additional long-term GDP
growth of 0.05% to 0.06%. With a transport infrastructure total of €778 billion
in 2011, an additional investment of €7.8 billion with an elasticity of 0.05%
would therefore have yielded additional GDP of €1.35 billion. In other words,
one billion in additional investment raises GDP by €173 million. Assuming a
useful life of 30 years and straight-line depreciation of the effect on GDP, this re-
sults in a return of around 12%.

Very high returns can also be expected for government investment in educa-
tion. Given attainment of upper secondary level education, the return rate for
men is 9.4% and for women 10.9% (Buschle, 2013). The returns are particularly
high if funds are used for early childhood education.

If German economic policymakers do not use this potential, it is not only disad-
vantageous to macroeconomic development in Germany and the euro area, but it
also has negative medium and long-term effects on German prosperity.
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The main argument against deficit spending is the debt brake. In applying this
argument, however, it should be borne in mind that the ban it contains on deficit
spending has no economic basis. In its expertise “Effectively Limiting Public
Debt” published in 2007 (AER 2007 Item 2), the German Council of Economic
Experts determined the following:

(...) demanding a general ban on public debt (...) would make as little economic
sense as prohibiting private individuals or companies from borrowing.

Permanent public debt could, to a certain degree under intergenerational distri-
bution aspects, be justified, namely in connection with public investment that
increases the wealth of future generations or, via its productivity effects, be-
queaths them future earnings, thus making them “wealthier”. The intergenera-
tional distribution effect of government debt in this case is a desirable result, in
order to also have the future beneficiaries of today's spending share in the fi-
nancing costs. This is the intention behind the “golden rule of fiscal policy” that
permits deficit spending.

In line with this argumentation, the German Council of Economic Experts advo-
cated at that time structuring the debt brake to enable net investment to be
financed through borrowing.

As a reform of the debt brake is highly unlikely at the present time, use should at
least be made of the flexibility for government borrowing inherent in this
policy. The debt brake permits the federal government structural new borrowing
of 0.35% of GDP annually, which is the equivalent of €10 billion. As no purpose
is prescribed for this new debt, it could thus be used to finance additional ex-
penditure for research and development, education and depreciation relief for
private investments.

The unusually low yields on long-term bonds should however be a reason to
thoroughly reconsider the debt brake again. Low interest rates only partially
reflect the ECB's very expansionary monetary policy. It is due much more to a
generally very marked caution on the part of private borrowers. This is
notable in lending volumes of German banks, which despite such a low rate of
interest are currently rising only slightly. For example, the rate of increase in
mortgage loans in the 2nd quarter of 2014 stood at 2.0%.

“Breaking even” means that, as the largest potential borrower, the govern-
ment assumes no more net debt. This makes the problem of a lack of borrowers
prepared to take on long-term debt even worse. The consequences of a contin-
ued phase of low interest-rates for life insurance and private pension plans
would be dire.

We do not share the opinion of the majority that the appeal of other member
states to the German government to reduce the current account surplus contra-
dicts to a certain extent the call to assist problem countries with rescue packages
N ITEM 473 ET SEQ. The rescue packages served primarily to ensure financing of out-
standing debt. A lower German current account surplus through higher Ger-
man imports would have meant additional current income for problem coun-

Annual Economic Report 2014/15 - German Council of Economic Experts

39



40

Chapter 6 - The German current account - Actionism is inappropriate

tries, which would have enabled them to finance the current expenses for their
imports by borrowing less additional funds. Viewed in this manner, there is
no contradiction at all between the rescue packages and a reduced current ac-
count surplus by means of higher German absorption.

References for the different opinion

Buschle, N. and C. Haider, (2013), Uber den dkonomischen Nutzen der Bildung - Anséatze zur Berech-
nung von Bildungsrenditen, Wirtschaft und Statistik 11/2013, 805-817.

IMF (2014), World economic outlook October 2014 - Legacies, clouds, uncertainties, International
Monetary Fund, Washington, DC.

Melo, P., D. Graham and R. Brage-Ardao (2013), The productivity of transport infrastructure investment:
A meta-analysis of empirical evidence, Regional Science and Urban Economics 43, 695-706.

Thone, M. (2004), Wachstums- und nachhaltigkeitswirksame 6ffentliche Ausgaben (,WNA*), Monatsbe-
richt des Bundesministeriums der Finanzen Marz 2013, 73-79.

REFERENCES IN CHAPTER ©

Abbas, S.M.A,, J. Bouhga-Hagbe, A. Fatas, P. Mauro and R.C. Velloso (2011), Fiscal policy and the cur-
rent account, IMF Economic Review 59, 603-629.

Abiad, A., D. Leigh and A. Mody (2009), Financial integration, capital mobility, and income convergence,
Economic Policy 24, 241-305.

Adam, K., P. Kuang and A. Marcet (2011), House price booms and the current account, in: Acemoglu, D.
and M. Woodford (Ed.): NBER Macroeconomics Annual 2011, Volume 26, University of Chicago Press,
Chicago, 77-122.

Aichele, R., G. Felbermayr and I. Heiland (2013), Neues von der Basar6konomie, ifo Schnelldienst 66,
17-28.

Arndt, C., C.M. Buch and M.E. Schnitzer (2010), FDI and domestic investment: An industry-level view,
The B.E. Journal of Economic Analysis & Policy 10, 1-22.

Baldi, G. and B. Bremer (2013), Verluste auf das deutsche Nettoauslandsvermégen - Wie sind sie ent-
standen?, DIW Wochenbericht 49/2013, 32-40.

Beetsma, R., M. Giuliodori and F. Klaassen (2008), The effects of public spending shocks on trade bal-
ances and budget deficits in the European Union, Journal of the European Economic Association 6,
414-423.

Bernanke, B.S. (2005), The global saving glut and the U.S. current account deficit, Rede, Homer Jones
Lecture, St. Louis, 14. April 2005.

BMF (2013), Gesamtwirtschaftliche Auswirkungen fiskalpolitischer Impulse, Monatsbericht November
2013, 15-22, Federal Ministry of Finance.

BMWi (2013a), Investitionsschwache in Deutschland?, Monatsbericht Dezember 2013, 11-18, Federal
Ministry for Economic Affairs and Technology.

BMWi (2013b), Die Wirkung wirtschaftspolitischer Unsicherheit auf das Investitionsverhalten in Deutsch-
land, Monatsbericht August 2013, 11-16, Federal Ministry for Economic Affairs and Technology.

Breuer, S. and J. Klose (2014), Who gains from nominal devaluation? An empirical assessment of Euro
Area exports and imports, The World Economy, forthcoming.

Buch, C.M., J. Kleinert, A. Lipponer and F. Toubal (2005), Determinants and effects of foreign direct in-
vestment: Evidence from German firm-level data, Economic Policy 20, 52-110.

Chinn, M.D. and H. Ito (2006), What matters for financial development? Capital controls, institutions,
and interactions, Journal of Development Economics 81, 163-192.

Chinn, M.D. and E.S. Prasad (2003), Medium-term determinants of current accounts in industrial and
developing countries: An empirical exploration, Journal of International Economics 59, 47-76.

German Council of Economic Experts - Annual Economic Report 2014/15



