The rise of the new Germany?

2005 was the year that Germany elected its first female Chancellor, Angela Merkel. However, given the tight nature of the vote, it took many weeks of complex negotiations with coalition partners before she was finally confirmed as Chancellor and sworn in. The elections were so close that the previous Chancellor, Gerhard Schroeder, was extremely reluctant to concede defeat and eventually a coalition was agreed between Mrs Merkel’s Christian Democratic Party (CDU) and Mr Schroeder’s Social Democratic Party (SPD) and some smaller coalition partners.

Mrs Merkel has a doctorate in Physics, but it is economics that is most likely to be taxing her (excuse the pun) in her early days as Chancellor. The German economy has, like many countries in Europe, been languishing with low growth rates (–0.2% in 2003;  1.1% in 2004) and the government has struggled to reduce its budget deficit to get it back below 3% of GDP: the limit under the EU's Stability and Growth Pact. Rigidities in the labour market and generous labour protection laws have been blamed by many for causing the problems the country has faced and all parties campaigned in the election on a platform of introducing structural reforms. What differed was the scale and nature of the proposed reforms.

As part of the coalition agreement Mrs Merkel had to abandon her party’s plans for reducing income tax for higher earners and an extensive liberalisation of employment law, but the coalition deal did include tax increases, a rise in the retirement age, cuts in government expenditure to reduce the deficit and also a programme of investment to help tackle unemployment which currently stands at nearly five million (over 11% of the workforce). This programme of supply-side reforms is, it is hoped, the way to reinvigorate the German economy.

2006 started well, with these plans given positive support in a report on the German economy by the IMF. The report argued that the recovery in Germany was strengthening and becoming more broad-based, though there was still a significant degree of reliance on exports with domestic growth relatively slow to pick up.

"Economic activity in Germany is slowly picking up, and there is scope for some further firming of growth in the course of 2006," the IMF said. "The recovery, however, remains unbalanced and strong exports have yet to feed through into higher household spending."
The investment programme was agreed by the Cabinet in January 2006 as part of the coalition deal. The programme contained a range of supply-side reforms, including tax write-offs for companies’ investments in machinery. It is hoped that this will boost investment in the German economy. This will help to shift the aggregate supply curve to the right and raise the potential level of output. 

The package also includes measures to stimulate the construction sector and boost research and development. These should have a similar impact and help to boost aggregate supply and therefore capacity. The IMF report predicted a growth rate for 2006 of 1.5%, though the German government was more optimistic with a prediction of 1.6–1.8%.

However, the IMF report did acknowledge that there were still “substantial challenges” ahead for the government and the principal ones identified related to the labour market.

"Domestic markets remain hampered by rigidities, especially the labor, product, and services markets, and the coalition partners need to use the coalition agreement as a stepping stone to make further progress in structural reforms," the IMF said. "More attention must be paid to improving the structural conditions for labor demand." It continued “Second, Germany is at the cusp of a powerful demographic shift, and long-run simulation shows that public finances and long-standing welfare programmes are not sustainable under current policies.”
It could therefore be that further supply-side reforms will be needed before unemployment can be significantly reduced, though improvements in economic growth will help to boost labour demand.

The new government also plans to raise the rate of value-added tax from 16% to 19% on 1 January 2007. In the meantime, this could help boost consumer demand as consumers bring forward purchases to avoid the new tax. However, this will only have a short-term impact and may dampen demand once the higher rate is introduced. The higher rate of VAT will also lead to a short-term boost in inflation as higher prices feed through into inflation, although this is only a temporary one-off effect.

In addition to introducing supply-side reforms, the German government has been gradually tightening fiscal policy to try to reduce the budget deficit and meet eurozone requirements. However, this is a difficult balance to strike. If fiscal policy is tightened too much, this runs the risk of reducing aggregate demand and stifling economic growth further. However, if it is not tightened enough, the budget deficit may continue to grow and Germany may face fines or other action from the EU.

The new government faces an uphill struggle to reduce unemployment and boost growth once more. It has introduced a good package of supply-side reforms but most acknowledge that more needs to be done. It remains to be seen whether the coalition will have the political flexibility to achieve this.

Want to find out more?
This topic covers a range of areas and there are a number of chapters that link in with the analysis given. The nature and effectiveness of fiscal policy is covered in more detail in Economics (5th ed), sections 20.1 and 20.2 and Economics (6th ed) section 19.1. Box 22.2 in Economics (5th ed) and Box 22.1 in Economics (6th ed) look at the supply-side revolution in the USA. In Essentials of Economics (3rd ed), sections 8.5 and 8.6 (the role and effectiveness of fiscal policy) look at the equivalent areas, as do sections 30.1 and 30.2 in Economics for Business (3rd ed) and section 10.1 in The Economic Environment of Business.

For more detail on supply-side policies, see sections 22.2 and 22.3 in Economics (5th ed), sections 22.1 and 22.2 in Economics (6th ed), section 10.8 in Essentials of Economics (3rd ed), Chapter 31 in Economics for Business (3rd ed) or section 10.3 in The Economic Environment of Business.

For more detail on German reform and web links to related articles see News Item 15 in the September 2005 edition.
