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Economic conditions

Economy as a whole

The German economy’s period of stagnation
continued in the third quarter of 2001. Ac-
cording to provisional Federal Statistical Of-
fice data, seasonally adjusted real gross do-
mestic product (GDP) was 0.1% down on the
preceding three-month period. After adjust-
ment for working-day variations and in calen-
dar-month terms, there was a year-on-year
increase of 0.4% and 0.3%, respectively,
whereas the relevant figure after adjustment
in each case had been as much as + 0.6 % in
spring. There was thus a further decline in the
degree of overall capacity utilisation. Employ-
ment fell again somewhat and, at the end of
the period under review, was at the same
level as 12 months earlier.

Any stimuli in the summer months came, in
effect, only from exports. As imports were, at
the same time, tending to weakness, there
was a sharp increase in net exports, with ex-
ports being sustained, to a large extent, from
existing stocks. By contrast, domestic de-
mand remained weak. In particular, there was
a further significant reduction in investment

in machinery and equipment.

Private consumption became only slightly
more expensive in the third quarter. Year-on-
year, the price deflator went down to 1.7 %.
There was, on the other hand, a sharp deteri-
oration in the terms of trade. This was mainly
due to special effects in the case of export
prices due to claims on German reinsurance

enterprises in the wake of the terrorist attacks

GDPin Q3
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Real gross domestic product

Change in %

from previous year
after
from adjust-
previous |ment for
period, working- |per
seasonally | day calendar
Period adjusted |variations | month
2000 1st qtr 1.0 3.0 4.1
2nd qtr 1.2 4.3 3.9
3rd qtr 0.1 3.2 2.6
4th qtr 0.2 24 1.5
2001 1st qtr 0.4 1.9 1.4
2nd qtr 0.0 0.6 0.6
3rd gtr -0.1 0.4 0.3
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in the United States. Without this factor,
which also influenced the GDP deflator, there
would have been a substantial improvement
in the terms of trade in the national accounts
similar to that in the foreign trade price statis-
tics.

Manufacturing

The cyclical slowdown in manufacturing con-
tinued in October, with incoming orders
showing a seasonally adjusted fall again in
the early autumn. The decline was, at least,
not as sharp as in September, when — prob-
ably in connection with the terrorist attacks in
the United States — there had been an abrupt,
perceptible downturn. In October, the figure
was 9% % down on the year, compared with

a year-on-year decline of 5%2% on an aver-
age of the third quarter.

While domestic orders have been declining
right up to the present, foreign demand in
October held up at the depressed level of the
previous month. Even so, the year-on-year
downturn in exports, at 112 %, was notice-
ably higher than that in domestic business,
where a figure of — 734 % was recorded.

The decline in manufacturing output had
been comparatively limited in September in
seasonally adjusted terms, but accelerated in
October, being almost 3 % down on the aver-
age level of the summer months. The year-
on-year figure was —3% %, having been
— 1% % in the third quarter.

Construction

In seasonally adjusted terms, there was a sig-
nificant deterioration in the demand for con-
struction work in September — more recent
figures are unavailable at present. This means
that there was no continuation of the slight
improvement that showed up in August. In
the third quarter as a whole, the level of the
spring months, which had brought a tempor-
ary improvement, was undershot by 72 %.
The year-on-year fall increased again to 4 %,
compared with a figure of —1%% in the
second quarter.

At a seasonally adjusted — 14 %, demand for
residential construction work in the summer
months all but collapsed when compared
with the spring. Public sector contractors cut
back their orders by 8% % during the same

Output

Orders received
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period. Industrial orders were reduced by Economic conditions in Germany *

3%.
Output The level of construction output is likely to
) o Seasonally adjusted
have been more or less just as high in October New orders (volume); 1995 = 100
as it had been in the preceding months. It is Industry 1
. o . f which
not possible to state this with precision, how- or whic Con-
) ) Period Total Domestic |Foreign |struction
ever, since the latest figures have already 2001 1stqtr 12621 11031 1548 =5
. . P 2nd qtr 124.2 106.8 155.7 78.4
been adjusted to this year's overall survey, Sl 12000 1052 1290 726
whereas those for the previous months up to Aug. 12291 1071 151.4 74.7
Sep. 117.8| 103.6| 1433 70.8
February have yet to be revised. The year-on- Oct. 1167 | 101.6|  144.0
year decline in output for October amounts Output; 1995 =100
. . Industry 2
to 4%, which is much less than was stated ,
of which
on the basis of the provisional figures for the Inter-
. mediate |Capital |Con-
third quarter (- 9% %). Total goods  |goods3 |struction
2001 1stgtr 123.0 119.5 138.6 77.9
2nd qtr 1204| 1168 1344 73.8
Labour market 3rd qtr 1199  115.1 1343 743
Aug. 1215| 1160  136.1 75.4
Sep. 119.4| 1143 1350 733
. . . Oct. 116.4 113.2 129.6 77.2
Employment There has been a further deterioration in the
Labour market
situation on the labour market. According to e U Un-
C . . L :n da |v . n'l d employ-
the initial estimation of the Federal Statistical RIOYE acancies | employed | o
. . rate
Office, the seasonally adjusted number of Number in thousands in %5
i Mian i ; 2001 1st gtr 38,797 537 | 3,792 93
persons in work fell to 38.75 million in Sep 2nd gtr o =1 93
tember, i.e. almost 50,000 fewer than at the Seleur | Sl 4931 3867 93
_ Sep. 38,752 491 3,89 9.4
turn of 2000-01 and roughly just as many as oct. asa| 3919 95
. . Nov. 476 | 3,936 9.5
during the same period of 2000. _
Prices; 1995 =100
Producer
. . rices of |Overall | Con-
Unemployment ~ There has been a further increase in un- i’;dustrial ST | RGED
Import rod- tion price | price
employment. At the end of November, priges Edss |eve|p7 ﬁ]dex
3.94 million persons were registered as un- 2001 1stgtr 113.1 104.9 99.6| 1088
2nd qtr 1145| 1055 99.5|  109.8
employed at the labour exchanges. This was 3rd qtr 2| s a0
, , Sep. 11.0| 1049 .| 1100
a rise of around 70,000 compared with the G 1004|1042 1 1100
Nov. 109.8

third quarter and of nearly 145,000 on the

) . . . _ )
year. The unemployment rate, as defined by Data in many cases provisional. — 1 Manufacturing sectors

excluding, in particular, food products, beverages and to-
bacco, and refined petroleum products. — 2 Manufacturing
industries not classified under energy plus mining and
quarrying. — 3 Including manufacture of motor vehicles,
trailers and semi-trailers. — 4 Workplace concept. — 5 Meas-
ured on the basis of all civilian members of the labour
force. — 6 Domestic sales. — 7 Calculated by the Bundes-
bank. Mid-quarter level.

the Federal Labour Office, remained at a sea-
sonally adjusted 9.5 %. The standardised fig-
ure was 8.0 %.
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In November, around 170,000 employees
were on short time, i.e. almost 100,000 more
than 12 months previously. Seasonally adjust-
ed, the number of reported vacancies fell to
475,000, signifying a fall of 60,000 on the
year.

Prices

The rate of price increase was slowing down
up to the end of the period under review.
According to the national consumer price
index, consumer prices fell somewhat in
November in seasonally adjusted terms. The
year-on-year rate went down to 1.7 % from
2.0% in October. This decline was due mainly
to persistent sharp falls in energy prices and —
counter to the seasonal trend — a clear easing
in the prices of food. Excluding these two
groups of goods, the rate of inflation was
1.8 %, compared with 1.7 % in the preceding
months.

According to the Harmonised Index of Con-
sumer Prices (HICP), which is calculated for
the purpose of improving comparability with
price developments in other euro-area coun-
tries, the year-on-year rate of inflation fell
from 2.0 % in October to 1.5 % in November.
This sharp decline (which is more pronounced
than when using the national index) is mainly
due to the fact that owner-occupied housing
is not included in the HICP. This means that
groups of goods showing sharp falls in prices
at the end of the period under review (food
and energy) are given a greater weight.

Prices also declined at the preliminary stages
of production. Year-on-year import prices

were down 5.6 % in October, compared with
a figure of —3.6% in the preceding month.
The producer prices of manufactured goods
were now only 0.6 % higher than in the same
period of 2000, compared with 1.9 % in Sep-
tember.

Public finance

Import and
industrial
producer prices

Government indebtedness

In October the central, regional and local
authorities stepped up their indebtedness
sharply by € 10.7 billion, following an expan-
sion of € 1.1 billion in September. The liabil-
ities of the Federal Government increased by
€ 4.2 billion. While the volume of outstand-
ing money market loans was reduced by
€ 2.1 billion by the end of the month, new
net borrowing on the capital market reached
€ 6.2 billion. In particular, the Federal Govern-
ment recorded a gross inflow of € 10.1 billion
from an issue of Treasury discount paper
(Bubills). With a refinancing requirement of
€ 6.6 billion, these securities pushed up the
Federal Government’s net debt by € 3.4 bil-
lion. The planned doubling of the amount
outstanding in comparison with previous
years to currently around € 20 billion has con-
sequently been accomplished. Notable in-
creases in outstanding volumes of other
Federal securities resulted from the sale of
market management stocks of Federal bonds
(Bunds) for € 2.1 billion and Federal Treasury
notes (Schétze) for € 1 billion.

The Lander Governments’ indebtedness ac-
celerated significantly. After obtaining a total

October



November

of € 14.9 billion during the first three quar-
ters, they tapped the markets for € 6.5 billion
in October, which was the highest monthly
net borrowing figure recorded in 20071.
While their liabilities arising from loans
against borrowers’ notes remained virtually
unchanged in October, they covered approxi-
mately a quarter of their financing require-
ment through short-term cash advances from
banks (€ 1.7 billion). However, the Lander
Governments principally resorted to the issu-
ance of Treasury notes with almost exclusively
long-term maturities which yielded € 5.2 bil-
lion gross and € 4.8 billion net. The Lander
Governments had already issued a relatively
large volume of Treasury notes in September.
This reflects a shift on the part of the Lander
Governments away from the borrower’s
notes market; this trend, which has been in-
creasingly evident this year, is additionally
characterised by a growing focus on large-
volume issues with a greater liquidity. The off-
budget special funds reduced their indebted-
ness by a marginal € 0.5 billion. The local au-
thorities appear to have drawn on the credit
markets to a somewhat larger extent in Octo-
ber than in the preceding months.

Federal Government borrowing

In November the Federal Government in-
creased its indebtedness by € 6.5 billion. Its
money market liabilities expanded by no less
than € 10.4 billion. In the capital market, by
contrast, it redeemed € 3.9 billion on bal-
ance. Gross borrowing in the capital market
mainly took the form of a reopening auction
of the 138 series of five-year special Federal
bonds (Bobls). As these Bobls were originally
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Net borrowing in the market

€ billion
2000 2001

of

which

Jan./ Jan./
Borrower Total Oct. Oct. pe | Oct. pe
Federal Govern-
ment 1 + 18] +11.9 -134| + 4.2
Lander Govern-
ments +107| + 6.2| +214| + 65
Local author-
ities 2. pe + 08] + 14| + 19| + 05
ERP Special Fund + 24| + 21 + 0.8 - 03
“German Unity”
Fund + 03| + 07| - 03| - 03
Central, regional
and local
authorities, total +16.11 +2221 +1051 +10.7

1 Including the off-budget special funds not shown in
this table. — 2 Including special-purpose associations. —
3 Including additional redemptions of equalisation
claims out of UMTS sales proceeds in the amount of € 33
billion.

Deutsche Bundesbank

issued with a coupon of 4.5%, a relatively
high price mark-up was attained amid the
more favourable market conditions now pre-
vailing. Gross receipts of € 6.3 billion from
the auction plus € 0.3 billion from current
sales were more than offset by a redemption
requirement of € 8 billion, with the result that
the outstanding volume of Bobls contracted
by € 1.4 billion. There was a decrease, too, in
the outstanding amount of Federal savings
bonds by € 1.9 billion because of the con-
tinued very sluggish demand for these secur-
ities. Loans against borrowers’ notes were
likewise redeemed on balance by € 1.3 bil-
lion. Sales of Bunds and Schétze from market
management stocks yielded a combined net
total of € 0.8 billion.
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Federal Government net borrowing in
the market

€ billion; 2001
January/
November November
Item Gross | Net Gross | Net
Change in money
market debt 10.38 10.38 14.49 14.49
Change in capital
market debt, total 1 839 | -3.87 |1121.54 | -21.41
Treasury discount
paper (Bubills) - -| 31.03 9.77
Treasury financing
paper 0.11| -0.04 1.17 | - 0.13
Treasury notes
(Schétze) 0.70 0.58 |2 27.22 10.35
Special Federal bonds
(Bobls) 6.62 | -1.42(3 1944 | - 3.90
Federal savings bonds 020 -1.89 118 | - 9.62
Federal bonds (Bunds) 0.19 0.19 |4 36.74 | 15.94
Bank loans 0.57 | -1.29 477 | - 8.06
Loans from non-banks - - -| - 0.56
Other debt - - -|-35.20
Total borrowing 18.77 6.511 136.03 1 - 6.92

1 Memo item: borrowing for 2001 as a whole according to the
Federal budget: € 138 billion gross, € 22.3 billion net (excluding
additional redemptions of et1ua|isation claims out of UMTS pro-
ceeds amounting to € 33 billion). — 2 Including borrowing for
the “German Unity” Fund: € 30.7 billion. — 3 Including borrow-
ing for the "German Unity” Fund: € 26.9 billion. — 4 Including
borrowing for the ERP: € 38.5 billion.

Deutsche Bundesbank

Securities markets

Sales of bonds

Bond market

Sales in the German bond market continued
to pick up in October. Domestic borrowers is-
sued bonds to the market value of € 77.9 bil-
lion, compared with € 67.6 billion in Septem-
ber. Net of redemptions, and after taking due
account of changes in issuers’ holdings of
their own bonds, net sales came to € 18.3 bil-
lion, compared with € 8.2 billion in Sep-
tember. They consisted — as in the previous
month — primarily of shorter-term paper (with
maturities of up to and including four years).
Foreign bonds were placed in the German
market to the value of € 8.2 billion net; more
than 50 % of them were bonds denominated
in foreign currencies. Overall, net sales of

10

domestic and foreign debt securities yielded
€ 26.6 billion in October, compared with €9.4
billion a month before.

In October, two-thirds of the domestic bonds
were issued by the public sector (€ 11.9 bil-
lion net). The Federal Government received
€ 7.1 billion net from sales of debt securities.
It launched by tender Treasury discount
paper (Bubills) to the value of € 10.2 billion.
On balance, the outstanding amount of such
paper increased by € 3.4 billion. Net sales of
ten-year bonds and Federal Treasury notes
came to € 1.3 billion and € 1.2 billion, re-
spectively. Five-year special Federal bonds
were sold to the extent of € 0.1 billion." The
outstanding amount of Federal savings
bonds, however, declined by € 0.6 billion. In
October, the Lander Governments launched
bonds totalling € 4.7 billion net; that was
once again more than in the previous month
(€ 3.9 billion).

Credit institutions received € 3.6 billion net
from sales of their own debt securities. Debt
securities issued by specialised credit institu-
tions were in the forefront, at € 4.7 billion.
Mortgage Pfandbriefe were sold to the tune
of € 2.4 billion net, while public Pfandbriefe
and other bank bonds were repurchased to
the extent of € 2.1 billion and € 1.5 billion
net, respectively.

1 The individual items for the Federal Government are
shown at nominal values, rather than at market values,
and no account is taken of the changes in its holdings of
Federal bonds. The sum total of these individual figures
therefore normally fails to tally with the above-mentioned
aggregate net sales of Federal Government bonds.

Public sector
bonds

Bank debt
securities



Corporate
bonds

Deutsche Mark/
euro bonds
issued by
non-residents

Purchases of
bonds

Share sales

Net sales of corporate bonds amounted to
€ 2.8 billion in October, and thus were dis-
tinctly higher than in the previous month
(€ 1.2 billion) and a year before (October
2000: € 1.0 billion).

Gross sales of Deutsche Mark/euro bonds
issued by non-residents under the lead-
management of German syndicates came to
€ 2.4 billion in October. In September, no
paper of that kind had been issued. After de-
duction of redemptions, the outstanding
amount declined by € 0.5 billion.

On the buyers’ side of the bond market, do-
mestic non-banks were again in the forefront
in October. They increased their bond port-
folios by € 13.5 billion, consisting predomin-
antly of bonds issued by non-residents, at
€ 8.3 billion. Foreign investors placed € 12.8
billion net in domestic bonds, the major part
of this sum in public sector bonds. Domestic
credit institutions purchased bonds totalling
€ 0.2 billion net.

Equity market

In October, domestic enterprises placed new
shares in the equity market to the market
value of € 4.1 billion, and thus distinctly more
than in the previous month (€ 1.2 billion).
Foreign equities were sold in the German
market to the extent of € 3.9 billion net,
whereas domestic investors had reduced their
portfolios of foreign equities by € 7.9 billion
in September. Overall, domestic and foreign
equities to the tune of € 8.0 billion were sold
in the German equity market in October.
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Sales and purchases of bonds

€ billion
2001 2000
Item Sep. Oct. Oct.
Sales
Domestic bonds and
notes 1 8.2 18.3 19.6
of which
Bank debt securities 3.1 3.6 11.5
Public sector bonds 3.8 11.9 71
Foreign bonds 2 1.3 8.3 5.5
Purchases
Residents 2.2 13.8 17.4
Credit institutions 3 -13.5 0.2 71
Non-banks 4 15.8 13.5 10.3
of which
Domestic bonds 13.5 53 8.6
Non-residents 2 7.2 12.8 7.7
Total sales/purchases 9.4 26.6 25.1

1 Net sales at market values plus/less changes in issuers’
holdings of their own bonds. — 2 Transaction values. —
3 Book values, statistically adjusted. — 4 Residual.

Deutsche Bundesbank

In October, domestic non-banks bought equi-
ties to the value of € 6.0 billion (net). Domes-
tic credit institutions increased their share
holdings by € 1.4 billion net. They exchanged
foreign shares (- € 1.2 billion) for domestic
paper (€ 2.6 billion). Foreign investors pur-
chased German equities totalling € 0.6 billion
net. On balance, they made only portfolio in-
vestments.

Investment fund certificates

The amount raised by domestic investment
funds came to € 7.4 billion in October, com-
pared with € 0.4 billion in the previous
month. 50% of that sum was invested in
specialised funds and 50 % in funds open to
the general public. Among the latter funds,
money-market funds received the major part

1M

Share
purchases

Sales of
investment
fund certificates
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of this amount (€ 1.5 billion). Open-end real
estate funds and bond-based funds sold cer-
tificates to the extent of € 1.0 billion and
€ 0.8 billion, respectively. Share-based funds
and funds of funds received € 0.3 billion and
€ 0.1 billion, respectively. In the case of spe-
cialised funds, the bulk of the amount was in-
vested in mixed funds (€ 3.3 billion). Bond-
based funds and open-end real estate funds
received € 0.5 billion and € 0.2 billion, re-
spectively. In October, at € 1.9 billion, foreign
fund certificates were sold in the German
market to a somewhat greater extent than in
September (€ 1.7 billion). The total amount
raised by sales of domestic and foreign invest-
ment fund certificates thus came to € 9.3 bil-

lion.

The investment fund certificates were mostly
bought by domestic non-banks (€ 7.5 billion).
They mainly purchased domestic fund certifi-
cates. Non-residents bought certificates of
German funds amounting to € 1.2 billion.
Credit institutions’ holdings of investment
fund certificates rose by € 0.6 billion.

Balance of payments

Current
account

Germany’s current account — the combined
outcome of foreign trade, services, cross-
border factor income and current transfers —
ran a surplus of € 4.4 billion in October com-
pared with a deficit of € 0.4 billion in Septem-
ber. The substantial improvement in the cur-
rent account is due mainly to a larger trade
surplus and an increase in net factor income.

12

According to calculations by the Federal Stat-
istical Office, the surplus on trade in goods
amounted to € 9.1 billion in October. This
was € 2.7 billion more than in the previous
month; the foreign trade balance also
showed a significant improvement after elim-
ination of seasonal factors. In seasonally ad-
justed terms exports of goods grew by just
over 2% in October compared with Septem-
ber, but they were 1% below the average for
the third quarter. Imports of goods in October
declined by 2% % in value compared with
the previous month and remained just under

2 % below the third-quarter average.

Net expenditure on invisible current transac-
tions with non-residents fell to € 4.3 billion in
October compared with € 6.2 billion in Sep-
tember. This was due in large measure to the
increase in net income from investment. Net
cross-border factor income exceeded the pre-
vious month’s level by € 2.0 billion. The deficit
on services was also slightly lower than in the
previous month (€ 3.8 billion in October com-
pared with € 4.1 billion in September). By
contrast, net current transfers to non-resi-
dents rose slightly in October (by € 0.4 bil-
lion).

The cross-border flows through portfolio in-
vestment, which had slowed down in Sep-
tember, accelerated again in October. Ger-
man residents stepped up their acquisitions
of foreign securities in October (€ 11.5 billion)
whereas in September they had cut back on
their foreign investment for a time. In the
month under review they invested € 8.2 bil-
lion in foreign bonds and notes, € 1.9 billion
in foreign investment fund certificates and

Trade in goods

Invisibles

Portfolio
investment
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Direct
investment

Credit
transactions

€ 1.4 billion in foreign shares. Foreign de-
mand for German securities also rose mark-
edly, namely from € 9.7 billion in September
to € 15.1 billion in October. At € 14.0 billion,
non-residents invested the bulk of this sum in
German bonds and notes, notably public
bonds. They also bought German shares
worth € 1.1 billion. All in all, portfolio invest-
ment resulted in net capital imports of € 3.6
billion compared with € 14.8 billion a month
earlier.

In the case of direct investment, by contrast,
there were net capital exports of € 5.9 billion
in October (September: plus € 3.3 billion).
German proprietors provided their subsidiar-
ies domiciled abroad with € 6.6 billion in in-
vestable funds, predominantly in the form of
additional equity capital. Foreign enterprises
invested no more than € 0.7 billion net in
their subsidiaries domiciled in Germany.

The non-securitised credit transactions of
non-banks likewise resulted in net capital ex-
ports as a whole in October. Enterprises and
individuals transferred € 2.5 billion net
abroad, thereby slightly increasing their bal-
ances with foreign banks. The operations of
general government, by contrast, led to a
capital influx of € 1.7 billion, principally as the
result of short-term borrowing abroad. The
external business conducted by the German
banking system was very modest when
viewed in net terms. On balance, there were
exports of funds not only by the German
credit institutions (€ 1.5 billion) but also as a
result of account movements at the Bundes-
bank (€ 0.3 billion).

Major items of the balance

of payments

€ billion
2000 2001
Item Oct. Sep. r Oct.
1. Current account
1. Foreign trade 1
Exports (fob) 56.8 49.6 57.4
Imports (cif) 50.0 43.2 48.3
Balance + 68| + 65| + 9.1
Memo item
Seasonally adjusted
figures
Exports (fob) 54.4 53.2 53.5
Imports (cif) 48.0 46.4 45.2
2. Supplementary trade
items 2 - 09 -06| -04
3. Services
Receipts 8.1 7.8 7.5
Expenditure 12.5 11.9 1.3
Balance - 44| - 41| - 38
4. Factor income (net) + 1.0 + 02| + 22
5. Current transfers
from non-residents 0.8 1.4 0.7
to non-residents 3.8 3.8 35
Balance - 30| -24| - 28
Balance on current account - 05| -04| + 44
Il. Capital transfers (net) 3 - 0.1 - 00| - 01
III. Financial account
(net capital exports: -)
Direct investment - 73| + 33 - 59
German investment
abroad - 75| - 24| - 66
Foreign investment
in Germany + 02| + 57| + 07
Portfolio investment - 35| +148| + 36
German investment
abroad -122] + 541 -11.5
of which
Shares 50/ + 81| - 14
Bonds and notes 41| + 0.1 - 82
Foreign investment
in Germany + 87| + 97| +151
of which
Shares + 03| + 26| + 11
Bonds and notes + 82| + 93| +140
Financial derivatives - 12| + 10| - 24
Credit transactions + 45| -338| - 26
Credit institutions -11.8) -372| - 15
of which
Short-term -123] -381| + 24
Enterprises and individuals | - 51| - 09| - 25
General government + 24| + 04| + 17
Bundesbank +191| + 39| - 03
Other investment + 041 - 02 -02
Overall balance on financial
account - 75| -148| - 176
IV. Change in the foreign
reserves at transaction values
(increase: -) 4 + 05] - 25 - 1.0
V. Balance of unclassifiable
transactions + 751 +17.71 + 43

1 Special trade according to the official foreign trade statistics
(source: Federal Statistical Office). — 2 Mainly warehouse trans-
actions for account of residents and deduction of goods re-
turned. — 3 Including the acquisition/disposal of non-produced
non-financial assets. — 4 Excluding allocation of SDRs and ex-
cluding changes due to value adjustments.

Deutsche Bundesbank
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The foreign reserves of the Bundesbank in-
creased — at transaction values — by € 1.0 bil-
lion in October.

14
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Recent decades have witnessed a rapid
growth in the financial markets. At the
same time, there has been an increase
in their international integration. In
Europe this integration process has
been further accelerated by European
monetary union. This article looks at
the extent to which the German secur-
ities markets are integrated inter-
nationally and the implications that
this may have. A look at securities prices
suggests that integration is well ad-
vanced. However, the relatively limited
holdings of foreign securities indicate
that there is still scope for further diver-
sification. Integrated securities markets
broaden the range of investment op-
portunities, reduce capital costs and
help to boost market liquidity, price ef-
ficiency and risk sharing. However, they
also increase international contagion
risks. Measures to restrict the move-
ment of capital are nonetheless un-
acceptable. Since the integration of the
financial markets increases welfare, it
should not be impeded. Rather, market
players should take appropriate ac-
count of market risks. They need to ac-
cept responsibility for their own losses
and mature risk management systems
must be developed.

Introduction

It is difficult to find a better illustration of eco-
nomic globalisation than that provided by the
rapid growth of the international financial
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markets. The figures say it all. For example,
the annual volume of cross-border securities
transactions' in Germany increased from
4" % of gross domestic product (GDP) in the
early 1970s to 450 % of GDP in 2000. Ger-
man investors now hold a wide range of se-
curities of various origins. Conversely, non-
residents are investing in virtually every sector
of the German capital market.

Extensive international capital movements
are, however, not necessarily synonymous
with integrated financial markets. Before the
outbreak of World War | the ratio of net cap-
ital flows to economic performance was far
higher than in the 1990s. It would nonethe-
less be difficult to talk of global financial mar-
kets having existed at that time — with the ex-
ception of one or two sectors. Owing to the
high information barriers in place at the time,
international transactions focused mainly on
government bonds and debt securities issued
by railway companies or public utilities; the
“tangibility” of their assets made it compara-
tively easy to monitor the use of the funds.?
Today, by contrast, international capital
movements cover a far broader range of se-
curities, including equities and derivatives.
The transfer of capital is less significant than
risk spreading. This is reflected in large gross

capital flows which far exceed net flows.

In one respect, however, the present-day glob-
alisation of the financial markets is scarcely
any different from the pre-1914 situation. At
that time, the international flows of capital
were restricted to relatively few countries.
Most funds flowed into countries with similar
legal systems or to a country’s own colonies.
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Nowadays, investments are focused mainly on
the industrial countries and a small, but in-
creasing, number of emerging economies.
From 1992 to 1997, for instance, more than
one-half of all investments made outside the
industrial countries (excluding development
assistance) were channelled to five countries —
China, Brazil, Mexico, Argentina and Korea.
From this perspective, global integration of the
financial markets has not yet been achieved.

This article deals with the effects of market
integration on the capital market in Germany.
First, however, the actual degree of integra-
tion of the international financial markets is
examined. The empirical results of this analy-
sis are then taken as the basis from which to
determine the impact on the various capital
market players as well as on monetary policy
and the stability of the financial system.

Financial market integration:
definition and empirical evidence

Financial markets are said to be integrated if
there are no obstacles to capital movements.
In fully integrated markets the transaction
costs (in the broadest sense) of moving cap-
ital from one country to another are the same
as those for capital movements within one
country. The same types of securities are
therefore traded at the same prices, irrespect-
ive of where the transactions take place or

1 Securities purchases plus securities sales by German in-
vestors abroad and foreign investors in Germany.

2 See M.D. Bordo, B. Eichengreen and J. Kim (1998),
Was There Really an Earlier Period of International Finan-
cial Integration Comparable to Today?, NBER Working
Paper 6738.
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who is trading. Deviations from this “law of
one price” may therefore be able to shed
light on obstacles to international capital
movements and their significance. However,
empirical studies on this subject are handi-
capped by the fact that only very few secur-
ities denominated in the same currency with
the same maturity and the same risk are
traded in different countries. One example
would be equities listed on the stock ex-
changes of different countries. Yield differen-
tials of investments that are denominated in
different currencies or different price move-
ments on the equity markets in two countries
may not, however, be taken unquestioningly
as indicative of limited capital mobility as they
can just as easily be attributed to expected
different risk
evaluations or profit potential. Before yields

exchange rate  movements,

on paper denominated in different currencies
can be compared, all payments in a foreign
currency need to be converted into a refer-
ence currency at the relevant forward ex-
change rate. For instance, in accordance with
covered interest rate parity, the interest rate
on an investment denominated in euro ought
to be the same as the corresponding dollar
rate adjusted by the euro-dollar forward rate.
However, tests based on covered interest rate
parity can be carried out only for short matur-
ities of up to one year as there is no liquid for-
ward exchange market for longer maturities.

Studies of the “law of one price” all report
interest rate differentials in the interbank
market and divergences, albeit very small,
from covered interest rate parity. It is there-
fore safe to say that the markets are largely
integrated, at least at the short end. Within
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the euro area, rates for long-term interest
rate swaps hardly vary at all, although there
are differences in the prices of bonds with
longer maturities. However, these differences
are probably attributable to other factors —in
particular, the different credit ratings award-
ed to borrowers and the existence of liquid
futures markets — and are therefore not
necessarily an indication of market segmen-
tation. There is no consistent evidence of the
integration of the equity markets.3

Close international co-movements in prices,
as might be expected in integrated markets,
do not mean that national factors cease to
play any role at all — at least not as long as na-
tional or regional influences, such as econom-
ic policy, continue to exist. Consequently,
small price correlations between different
markets do not necessarily indicate that mar-
kets are segmented. However, a sort of “law
of one price” should be applicable here, too.
The valuation of the price component that
can be traced back to common influences
should be the same if markets are integrated.
A further test of market integration can be
formulated on this basis. First, a statistical
procedure is used to identify a common price
factor. Then the impact of this factor on pri-
cing is assessed. The results of this kind of
test indicate that financial markets are be-
coming increasingly integrated but do not
rule out a certain amount of segmentation. In
any case, it must be remembered that there
are slight differences in the valuation of com-
mon factors even within the different seg-
ments of a given market. The tests therefore

3 See European Central Bank, The euro equity markets,
August 2001.
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tend to be “too strict” and reject the hypoth-
esis of full market integration even when the
divergences are minor.*

The degree of integration of international fi-
nancial markets can also be determined by
looking at trading volumes. In the case of
equities, the value of domestic investors' pur-
chases and sales of foreign paper has in-
creased more than tenfold in the past five
years, to € 1.5 trillion in 2000. The same vol-
ume of German shares was traded by foreign
investors in 2000. The development in bonds
and notes was less marked. Owing to the
start of monetary union, Germany probably
lost some of its appeal for international in-
vestors as the introduction of the single cur-
rency meant that interest rate advantages of
bonds issued in other euro-area countries
could be achieved without having to run the
risk of depreciation. The purchase of German
fixed-interest securities by non-residents has
remained steady in recent years. At the same
time, however, domestic investors have pur-
chased three times the amount of foreign
debt securities. Investment funds also report
an increase in amounts being invested in se-
curities issued by non-residents.

The size of the flows can, however, be influ-
enced by investors trading for liquidity reasons
and by short-term transactions. The long-term
development of the size of holdings is a better
way of measuring changes in investment be-
haviour. The international distribution of secur-
ities portfolios is therefore frequently taken as
a yardstick for the integration of the financial
markets. In Germany the proportion of foreign
securities in domestic private customers’ secur-
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ities deposits at the end of 2000 was 41 %. Al-
though this meant that it was 20 percentage
points up on 1987, it was still far below the
kind of figures which would be considered op-
timal for conventional portfolio structures if
markets were integrated. If the global market
share of German and foreign securities is taken
as the reference value for the distribution of an
internationally diversified portfolio, last year a
maximum of 5% of the equities held and less
than 15% of the bonds in safe custody de-
posits would have come from domestic is-
suers.> Calculations which take account of the
largest industrial countries only and assume
some degree of risk aversion still show an “op-
timal” share of domestic stocks and bonds of
between 20 % and 30 %.% The comparatively
very strong domestic orientation — the home
bias — of private investors' securities portfolios,
taken per se, would initially appear to suggest
that there are all kinds of impediments to the
international movement of capital.”

A differentiated analysis shows, however, that,
at one-quarter, the share of foreign securities

4 See A. Naranjo and A. Protopapadakis (1997), Financial
Market Integration Tests: An Investigation Using U.S.
Equity Markets, Journal of International Financial Mar-
kets, Institutions and Money, 7, pages 93-135.

5 Germany’s share in the world market has been calcu-
lated as the ratio of the market capitalisation of all do-
mestic listed enterprises to the market capitalisation of all
enterprises listed on stock exchanges worldwide and as
the market value of all domestic debt securities in relation
to the market value of all exchange-traded bonds in the
world, respectively. The optimal foreign share is derived
by deducting Germany’s share of the world market from
100. Sources: FIBV, Deutsche Borse AG and the Bundes-
bank’s capital market statistics.

6 See L.L. Tesar and I.M. Werner (1992), Home bias and
the globalization of securities markets, NBER Working
Paper No. 4218, Cambridge MA.

7 For an broad overview of the literature on the “home
bias”, see K. Lewis (1999), Trying to Explain the Home
Bias in Equities and Consumption, Journal of Economic
Literature, 37, pages 571-608.
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held in the form of direct investment was far
smaller than in the case of indirect investment
via domestic investment funds open to the gen-
eral public, which, in any case, invested just
under two-thirds of their assets abroad. There
therefore seem to be a declining number of
obstacles to cross-border trading for institution-
al investors, who manage a far larger volume
of investments than most private investors.
However, there are variations here, too. Al-
though insurance companies, as a further insti-
tutional investor group, frequently hold a con-
siderable volume of securities, their share of for-
eign holdings is far smaller than is the case for
investment company funds, which include
funds open to the general public and special-
ised funds (see the chart on page 20). Insurance
companies are affected to some extent by cur-
rency restrictions imposed by national pruden-
tial law. Impediments to a more marked inter-
nationalisation of the securities markets appear
to be related to features of individual investors
or investor groups, such as their size or their
legal form. With the elimination of foreign ex-
change risk within Europe and the increasing
institutionalisation of investments, however, the
significance of some of these impediments is
waning. A further obstacle in Germany was
that the corporate taxation imputation system
could be applied only to disbursements made
by domestic corporations. Tax reform and the
related changeover to the “half-income proced-
ure” have done away with this discrimination.

The trend towards the internationalisation of
securities portfolios has accelerated further
since the start of monetary union. This applies
to all investor groups, but especially to invest-
ment funds. At the end of 1998 foreign secur-
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International spread of securities
deposits of individuals resident in
Germany *

Data in %

Funds
open
to the
general
public 1

Direct
invest-
Item Total ment

End-2000

Securities issued by
residents 59 75 34

Securities issued by
non-residents 41 25 66

End-1987

Securities issued by
residents 79 83 61

Securities issued by
non-residents 21 17 39

* Safe custody deposits managed by domestic credit in-
stitutions, market values. — 1 Aggregate of the assets
of funds open to the general public and domiciled in
Germany. Fund units held by non-residents have been
recorded as direct investment.

Deutsche Bundesbank

ities accounted for well below one-half of the
total equity and bond assets of domestic in-
vestment funds open to the general public. By
the end of 2000 the holdings of foreign shares
by domestic investment funds, in particular,
had risen to 70 %, i.e. to a level indicative of
the virtual lack of any “home bias”.® There
was a noteworthy development in bonds and
notes. From 1 January 1999, for instance, resi-
dent investors had been purchasing a large
volume of debt securities issued by non-
residents and denominated in euro only. The
widening distribution of securities holdings
did not therefore go hand in hand with a fur-
ther diversification of currency risks as, in re-
turn, these resident investors sold bonds de-
nominated in currencies other than the euro.

8 The share of foreign bonds was just under 40 %.
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Shares of securities issued
by non-residents in holdings
of institutional investors™

Year-end position
%

Reference value: share of foreign
100 equities in the world market?

%
I~ |

Reference value: share of
foreign bonds in the world market '

Share of securities issued by
70 non-residents in holdings of
investment funds: equities
and investment fund
certificates 2

60

50  Share of bonds issued by non-residents
in holdings of fixed-income securities /
« of investment funds 3
40 N\

Share of bonds issued by non-residents
in holdings of fixed-income securities
10 of insurance companies 3

Share of securities issued by non-residents in
holdings of insurance companies: equities and
investment fund certificates 2

1991 92 93 94 95 96 97 98 99 2000
Sources: Deutsche Boérse AG, FIBV (Inter-
national Federation of Stock Exchanges),
own calculations. — * Safe custody deposits
managed by domestic credit institutions
(including the Bundesbank), market val-
ues. — 1 Share of foreign paper in the
world market. — 2 Share of equities and
investment fund certificates issued by
non-residents in total holdings of equities
and investment fund certificates. — 3 Share
of bonds issued by non-residents in total
bond holdings.

Deutsche Bundesbank

The macroeconomic implications of capital
mobility lay the foundations for a further type
of test for market integration. Such tests as-
sume that investment decisions in an econ-
omy offset the effects of shocks to savings or
investment and permit the smoothing of con-
sumption over time.® For instance, integrated
financial markets should ensure that local in-
vestment can be easily financed from the
worldwide pool of savings, i.e. without trig-
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gering large fluctuations in interest rates,
even in the event of a sharp decline in domes-
tic savings. The ease with which fluctuations
in the consumption path of a country’s invest-
ors can be offset is also said to imply that
there is a high degree of integration in the
global financial markets. Short-term restric-
tions on potential consumption that are
caused by volatile output and investment re-
sults could then be offset by lagged or even
contrary investment results in other countries.
The method of measuring the integration of
international financial markets first applied by
Feldstein and Horioka regresses national sav-
ing rates on domestic investment rates. In a
perfect capital mobility scenario, no part of
an increase in savings, or only a very limited
proportion of that increase, would remain for
investment in the domestic market as it
would be possible to channel additional fi-
nancial resources to where they would be
most productive on a global basis. Empirical
results of time series and cross-sectional an-
alyses, however, point to a high correlation of
national investment and saving ratios.' For
Germany some computations using quarterly
data' from 1991 to the end of 1998 show a
regression coefficient of 0.6, which declined

9 See, for example, M. Obstfeld and K. Rogoff (1996),
Foundations of International Macroeconomics, MIT Press,
page 290 ff.

10 See M. Feldstein and C. Horioka (1980), Domestic sav-
ings and international capital flows, Economic Journal,
90, pages 314-29, and M. Obstfeld (1995), International
capital mobility in the 1990s, in P. Kenen (ed.), Under-
standing interdependence: The macroeconomics of the
open economy, Princeton NJ, pages 201-261.

11 Data from the national accounts as defined in ESB 95.
The specification of the regression is: (I/Y)y= o+ B(S/Y) +
seasonal dummies+u;. The coefficients (t-values in
brackets) for the periods from 1991:1 to 1998:4 and
1999:1 to 2001:3 are 0.60 (5.4) and 0.58 (4.3). Compu-
tations using seasonally adjusted data yield similar results.
With regard to methodological problems, see M. Obstfeld
(1995), page 247 f.
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somewhat in the past two years. These fig-
ures confirm the results of other studies
which show a strong — if declining — degree
of segmentation of the financial markets.
However, if account is taken of the fact that
this kind of integration test also implicitly
tests global real interest rate parity and may
be distorted by the size of a country, demo-
graphic factors or government expenditure, a
high degree of correlation does not automat-
ically mean that there is little financial market
integration. Neither is there any empirical
confirmation of the marked consumption
smoothing over time assumed in open capital
markets.? However, other influential factors
such as the share of non-tradable goods can,
here too, be the cause of different consump-
tion patterns in different countries and limit
the information value of these tests in terms
of financial market integration.

All in all, the various tests do not provide any
consistent results on the degree of market in-
tegration. The slight differences in interest
rates between the domestic and the foreign
markets and the applicability of covered inter-
est rate parity indicate broad market integra-
tion, at least from the point of view of prices.
The number of internationally active market
players would appear to ensure that any price
differentials which are not based on the dif-
ferent risk features of the securities are swiftly

eliminated.

On the other hand, the “home bias” of secur-
ities portfolios suggests that obstacles to full
market integration still exist, even if they ap-
pear to be decreasing in importance. These
obstacles may include direct transaction costs
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which arise from difficulties when securities
are traded on a cross-border basis. These
costs frequently vary from one market seg-
ment to another as well as across investor
groups. For instance, the dominant players on
the money market are large, institutional in-
vestors, especially banks. Sales and purchases
are made according to a standard procedure.
Within the euro area liquidity adjustments
and portfolio shifts rarely involve any friction.
For small, private investors cross-border trans-
actions — such as cross-border credit trans-
fers — are, however, still partly associated with
high costs. In addition, costs related to both
the preparation of information and its pro-
cessing certainly also play an important role.
Nowadays, small-scale investors can use the
Internet to access virtually the same range of
information as institutional investors. The
more marked “home bias” among private in-
vestors cannot therefore be explained by their
having no access to information. However,
the easier information is to obtain, the great-
er the processing requirements. Institutional
investors are at an advantage here. In add-
ition to the ongoing globalisation of the se-
curities markets, a tendency for investment
decisions to be entrusted more frequently to
professionals is therefore to be expected.

However, at more than 4 percentage points
on average from 1991 to 2000, the estimated
opportunity costs of the present investment
structure in Germany are high in relation to
portfolios diversified in line with the conven-

12 See M. L. Mussa and M. A. Goldstein (1993), The Inte-
gration of World Capital Markets, in Changing Capital
Markets: Implications for Monetary Policy, Symposium
series Federal Reserve Bank of Kansas City, 1993, page
281 f.
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tional models of integrated markets.'® Des-
pite these notes of caution and although
cross-border investment has increased consid-
erably — especially since the establishment of
monetary union — there is still scope for diver-
sification.

Effects on financial market players

Investors
benefit from
converging
transaction
costs

Integration
boosts market
liquidity,
transparency
and investor
confidence

Investors

The international integration of the securities
markets has opened up new investment per-
spectives for domestic investors both institu-
tional and private. Transaction costs are the
same for purchases of a broad range of secur-
ities, enabling investors to pursue their yield
and hedging targets better than in non-
integrated markets. More precisely targeted
portfolio combinations which correspond to
investors’ hedging requirements can be fash-
ioned from the wider range of investment op-
portunities. However, investors cannot pro-
tect their portfolios against global risks which
affect the prices of all securities investments
equally and cannot therefore be diversified.

Investors also benefit from the increase in li-
quidity associated with capital market inte-
gration. As the number of investors increases,
so do the competition for profitable securities
investments and the number of transaction
requests. Liquidity is thus an expression of an
investor’s confidence in his ability to adjust his
securities portfolio promptly in the light of
new information. In turn, increased confi-
dence in being able to trade immediately also
increases the level of liquidity. This ability to
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draw in liquidity is dependent, however, on
the pricing of securities being transparent for
buyers and sellers alike. The electronic trading
platforms are also a useful means of grouping
together investors’ purchase requirements,
regardless of their location, and of promoting
price transparency. The more transaction re-
quests are grouped together, the greater the
speed at which they can be executed and the
narrower the gap between bid and selling
rates. This is an important advantage of inte-
gration, particularly for large-scale institution-

al investors.

From the investors’ perspective, European
monetary union has not only made cross-bor-
der securities transactions easier but has also
altered the relative importance of country
and sector risks. Sector-related factors are
clearly replacing the now absent exchange
rate risks as the driving force behind portfolio
management within the euro area.' More-
over, economic convergence among the EMU
member states is helping to push country-
specific risks in portfolio structures into the
background. Recent surveys carried out
among portfolio managers reveal, for in-
stance, that European equity portfolios are
structured primarily on the basis of sectoral

information. s

13 See K. Jeske (2001), Equity home bias: Can informa-
tion cost explain the puzzle?, in Economic Review, Fed-
eral Reserve Bank of Atlanta, 86, pages 31-42.

14 See T. Kraus (2201), The Impact of the EMU on the
Structure of European Equity Returns: An Empirical An-
alysis of the First 21 Months, in International Monetary
Fund, Working Paper No. 01/84, page 15.

15 See G. Galati and K. Tsatsaronis (2001), The impact of
the euro on Europe’s financial markets, in Bank for Inter-
national Settlements, Working Paper No. 100, page 19.
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Issuers

In integrated markets issuers are less reliant
on raising funds in their own country; foreign
investors are increasingly ready to respond.
This leads to an increase in primary market li-
quidity, which tends to cut capital costs.
Moreover, in contrast to the situation in seg-
mented financial markets, even large issues
are comparatively easy to place. Greater cap-
ital market integration certainly also provides
domestic investors with greater investment
opportunities abroad. This means that do-
mestic borrowers find themselves faced with
increasing competition from non-resident is-
suers. In turn, tougher competition for capital
gives issuers an incentive, owing to econ-
omies of scale, to make their flotations larger
and therefore cheaper.

As capital markets become more and more
integrated, there is growing pressure for
international balance sheet standards and
supervisory structures. This is apparent, for
example, from the fact that most of the en-
terprises listed on the DAX present their bal-
ance sheet according to international stand-
ards (IAS or US GAAP), although this is not a
prerequisite for inclusion in the DAX. A stand-
ard and therefore transparent reporting for-
mat reduces information asymmetries be-
tween investors and issuers and thus reduces
capital costs.'® Greater investor confidence in
issuers raises market liquidity — through re-
duced bid-ask spreads, low price volatility or
large trade volumes, for example. The transi-
tion to international disclosure regulations
also helps to intensify international competi-
tion for capital and attracts foreign invest-
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ment. The influence of non-resident investors
on management increases in line with their
commitment to domestic equities. For in-
stance, there are indications that country-
specific variations in corporate governance
structures have become smaller as a result of
international financial market integration.”

Financial intermediaries

From the point of view of the credit institu-
tions and other financial intermediaries, the
international integration of securities markets
means tougher competition. As investors and
issuers no longer rely solely on the domestic
market when investing or borrowing, the
traditional predominance of domestic finan-
cial institutions is being undermined. They are
now subject to competition from both Ger-
man branches of foreign intermediaries and
domestic customers’ direct links with financial
service providers domiciled abroad; this latter
aspect has recently assumed greater import-
ance as a result of the Internet being more
widely used.

Depending on the market sector concerned,
however, competitive pressure can vary quite
considerably. It is especially high in invest-
ment banking and in large-scale lending.
However, it has become difficult even for
“firmly established” sectors such as private
and retail banking to avoid tougher competi-

16 See C. Leuz and R.E. Verecchia (2000), The Economic
Consequences of Increased Disclosure, Johann Wolfgang
Goethe University, Frankfurt am Main, Working Paper
Series Finance and Accounting, No. 41.

17 See M. Fukao (1995), Financial Integration, Corporate
Governance, and the Performance of Multinational Com-
panies.
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tion in the long run.'® It is now easier for in-
vestors to access foreign markets, meaning
that where a security is traded has become in-
creasingly irrelevant. For example, Deutsche
Borse AG already has trading terminals in the
United States, and some German banks carry
out their US bond business from Frankfurt.
Clearly, the more intense competitive pres-
sure inherent in integrated financial markets
does not affect credit institutions alone; it has
also led to major changes in the stock ex-
change environment. The days of strictly na-
tional stock exchanges are over. The Euro-
pean stock exchange environment has under-
gone a major change in recent years. Al-
though the efforts of the leading European
stock exchanges to form a joint trading sys-
tem have met with little success, consolida-
tion attempts have now begun to make pro-
gress.

Efficiency gains in return for greater risk?

Efficiency
gains...

Capital market prices have a key role in allo-
cating an economy’s resources. Only if the
prices of assets are “efficient”, i.e. they actu-
ally reflect all relevant information known to
the market participants, is capital channelled
to its most efficient use. International finan-
cial market integration contributes to this in
two ways. First, only if markets are integrated
is it possible for investors to avoid having to
opt for a less profitable investment in their
own country as opposed to a more profitable
one abroad. Second, integrating financial
markets improve market liquidity, which is
vital to efficient price formation. In turn, it
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thus ensures that capital allocation is effi-
cient.

Of course, this applies only to ordered market
conditions, and less in times of a crisis. Even
so, the relationship between financial market
integration and the stability of the financial
system is extremely complex. On the one
hand, an integrated financial market tends to
cushion local shocks better than segmented
markets, as spreading the burden of risk re-
duces the danger of national financial sys-
tems collapsing. On the other hand, inter-
national risk sharing does have its downside.
In an integrated global financial system, it is
difficult to confine turbulence to specific mar-
ket segments. Indeed, it can spread swiftly to
the whole system — even if it is more resilient
overall than each national market individually.
In economic terms, what the disparity be-
tween the greater capacity to absorb individ-
ual risks and the international transmission of
shocks means in practice should be clear
from two examples: first, finding the capital
needed to finance German reunification and,
second, the contagion effects during the tur-
moil on the international financial markets in
the autumn of 1998.

The capacity of internationally integrated fi-
nancial markets to cope with a high national
demand for capital was evident in the period
following German reunification. The consid-
erable need to finance western Germany’s

18 The question of how the German banking industry is
responding to increased competition has already been
addressed by the Bundesbank in an article in its Monthly
Report. See Deutsche Bundesbank, Bank balance sheets,
bank competition and monetary policy transmission,
Monthly Report, September 2001, page 51 ff.
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support of the new Bundesléander and the ne-
cessary investment in infrastructure was met
mainly by the Federal Government, which
borrowed funds primarily in the capital mar-
ket. Public sector bond market debt rose by
nearly DM 90 billion in both 1990 and 1991.
Following the securitisation of financial bur-
dens such as the equalisation claims relating
to currency conversion, net sales of govern-
ment bonds reached their peak in the follow-
ing two years, at DM 190 billion and then
DM 240 billion. In the same period net invest-
ments by non-resident in German govern-
ment debt securities rose to many times the
average of the previous 20 years; in 1992 and
1993 it amounted to DM 80 billion and
DM 150 billion respectively (see the chart on
page 26). The high level of non-resident fi-
nancing of government debt also is also com-
mensurate with the fact that there was only a
slight increase in the saving rate of domestic
households briefly at the start of the 1990s
before it decreased again.

At the end of the 1980s long-term nominal
and real interest rates rose considerably in
Germany, peaking — also as a result of the ex-
pected financial burden relating to reunifica-
tion in 1990 — at more than 9% or 52 % re-
spectively.’ However, as long ago as 1991
— i.e. before the Federal Government’s in-
creased recourse to the bond market — inter-
est rates fell further. Up to the start of the
1990s capital market rates had also risen in
other countries in Europe and elsewhere, al-
though the economy was tending to weaken
in some of those countries. This illustrates the
influence which a considerable expansion in

the national demand for capital on interlinked
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capital requirements
of German reunification

DM €
billion  Sales of government bonds billion
and their purchase by non-residents

2 Net sales of German / 120
200  Publicsector bonds 100

160 80

120 60
80 40

40 20

o 7 0

Net investment by non-residents

in German public-sector bonds %
(]

Households’ saving patterns? 18

Saving rate in western Germany %3 16

Saving rate / \
in Germany as a whole 24

Households' savings ...

i 3
pM - inwestern Germany

billion ... in Germany as a whole
280

240
200
160 | | l
'

1985 90 95 2000

1 Data from the national accounts —
2 Saving as a percentage of disposable
income. — 3 As defined by ESA 79. — 4 As
defined in ESA 95. — o From 1999, in euro.

Deutsche Bundesbank

markets can exert on capital allocation in
other countries. The internationally inte-
grated capital markets not only met a consid-
erable volume of Germany’s financing needs
relating to reunification but also absorbed

19 The nominal interest rate refers to the yield on Federal
bonds outstanding with a residual maturity of nine to
ten years. For the calculation of real interest rates
see Deutsche Bundesbank, Real interest rates: move-
ments and determinants, Monthly Report, July 2001,
page 31 ff.
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some of the price effects. Certainly, non-
resident investors also had a share in Germa-
ny’s reunification boom.

There are numerous examples of financial
market turmoil spreading rapidly. During the
Asian crisis in the second half of 1997 the
speculative attacks which followed the de-
valuation of the Thai baht spread in several
waves to one country after another. This kind
of contagion effect was, however, not limited
to emerging markets. In October 1998, for in-
stance, liquidity dried up for a time in import-
ant sectors of the international financial mar-
kets, although some of these markets had
originally not been affected at all. In Germany
marked price fluctuations on the market for
Federal bonds which, owing to a large vol-
ume of issues and the available forward mar-
ket instruments, is highly liquid in quiet
phases, resulted in a considerable broadening
of bid-ask spreads. This indicates that market
liquidity was very limited at the time.?° The
example makes it clear that even large, liquid
markets can be subject to disruptions.

Effects on monetary policy

Shorter time
lags

For monetary policy, the positive effects of in-
tegrated capital markets — greater liquidity
and efficient allocation of capital — mean that
there are no long time lags before monetary
impulses are reflected in the prices of finan-
cial assets and that the signals sent out by
interest rate decisions are processed rapidly
by the markets. Monetary policy time lags
thus become shorter.
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However, the globalisation of financial mar-
kets has also brought about a change in the
monetary policy transmission process. For in-
stance, effects felt via the exchange rate
channel become more significant. In the case
of open financial markets, a tightening of
monetary policy generates an inflow of cap-
ital and thus tends to lead to an appreciation
of the domestic currency. The potential con-
flict of aims between fixed exchange rates
and independent monetary policy becomes
greater. Central banks which conduct an in-
dependent monetary policy because of the
size of their currency area therefore find it dif-
ficult to survive in integrated financial mar-
kets without the linchpin of flexible exchange
rates.

Similarly, where markets are globalised, asset
prices become more important in terms of
the transfer of monetary impulses, as the re-
lationship between prices and foreign finan-
cial assets has a stronger impact on investors'’
reactions to monetary policy decisions. The
effects of a change in the interest rate then
become more complex, with the result that it
becomes correspondingly more difficult to
decide when a monetary policy measure
should be used and how stringent it should
be.

Stability of the financial system

Importance
of exchange
rates...

...and asset
prices for
monetary policy

Monetary policy success, economic growth
and employment are all dependent on the

20 See Deutsche Bundesbank, The impact of financial
market crises on the German securities markets, Monthly
Report, April 2000, page 15 ff.
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to avoid a crisis

stability of the financial system. The question
is therefore how the viability of the markets
and the financial sector as a whole can be im-
proved without undermining the consider-
able advantages of globalised financial mar-
kets for investors and issuers.

Proposals which ultimately mean segmenta-
tion of the financial markets pay little heed to
this requirement of stability. One such pro-
posal would be the call for the reintroduction
of capital movement controls. Legal and ad-
ministrative barriers can put a stop to capital
outflows at most in the very short run; in the
long run, however, they can be easily circum-
vented.

Neither is the tax on international transac-
tions proposed by James Tobin an appropriate
way to avoid crises. The purpose of the tax
was to make short-term investment (viewed
as having a particularly destabilising effect)
more expensive. When, however, exchange
rates are very volatile in times of crises, the
tax has less impact than in times of minor
price fluctuations. In addition, it is debatable
whether short-term capital flows can be
equated with destabilising speculation. There
is still a risk that some “acceptable” types of
short-term financial transactions, such as the
financing of external trade or hedging oper-
ations, fare worse under a Tobin tax than
speculative investments. Ultimately, a Tobin
tax would also go hand in hand with the risk
of more transactions being shifted to tax
havens. Such evasive action involving less
regulated areas would tend to be detrimental
to financial market stability.
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Evasive tactics are not the only arguments
against the introduction of capital movement
controls or a Tobin tax. Each obstacle put in
the way of international capital movements
simultaneously reduces the positive effects of
globalisation such as increased market liquid-
ity and price efficiency, which, in turn, lead to
lower financing costs and make portfolio
yields less volatile. At least for industrial coun-
tries, a strategy which is specifically conceived
for financial market players and instruments
would therefore appear a more suitable
means of ensuring the stability of the finan-
cial system than general measures which limit
market integration.

A prudent approach by financial market play-
ers depends on the availability of sufficient in-
formation on business partners and market
conditions on the one hand and on mature
risk management on the other. The best
place to start is the banks since they are of
prime importance in terms of the stability of
the financial system. A relevant legal frame-
work should also give the banks the incen-
tives they need to carry out a thorough check
of their borrowers’ creditworthiness. In add-
ition, it is important to take account of the
interdependence of specific risks, as these do
not occur in isolation. Although it may be ne-
cessary to extend the regulation to further
market participants in some circumstances,
this extension should always focus on its rele-
vance to the stability of the financial system.

A conscious approach to risk handling is also
dependent on the financial market players
being accountable for their own mistakes. It
cannot fall to public sector bodies at the na-
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tional or international level to defend negli-
gent behaviour by investors. At the same
time, however, a stable macroeconomic
framework is needed as only then can the
systemic risks associated with financial mar-
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ket investment be calculated. It is precisely
because of the need to ensure financial mar-
ket stability that a stable, long-term economic
policy is required.
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The |Ong'term In the wake of the low birth rate and

. - rising life expectancy, the share of
sustainability .

older people in the German popula-

Of pUbI IC fl Nnance — tion will grow strongly, especially from

. the middle of the next decade on-

an anaIySIS based wards. Elder persons receive benefits

on generat|ona| that are largely financed by working

. generations, particularly under the

accounting

statutory pension insurance scheme.
Based on present benefit entitlements,
this growing share of older people will
push up the government financing re-
quirement in relation to GDP. The re-
sulting long-term budgetary problems
are hardly captured at all by conven-
tional fiscal indicators such as the
budget balance or the level of govern-
ment debt. The following article there-
fore employs the instrument of gen-
erational accounting to analyse the
trend in the long-term sustainability of
public finance during recent years. It
reveals a “sustainability gap” which
has not been closed by the measures
taken so far at the political level. The
generational accounting approach can
also be used to analyse shifts in the
respective burden on different gener-
ations resulting from changes in tax
and transfer legislation. This is illus-
trated by the example of the pension
reform 2001.
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The concept of generational accounting’

Shortcomings
of conventional
indicators

Intertemporal
budget
constraint as
the starting
point

Conventional indicators of fiscal policy such
as current deficits and government debt say
little about the long-term sustainability of
public finance, particularly when society is
undergoing a demographic change. The
same applies to the scale of the interge-
nerational redistribution of burdens brought
about by government activity. As convention-
al indicators take little or no account of future
payment commitments of the state, the sus-
tainability and intergenerational redistribution
may change owing to fiscal and social policy
measures or other factors even if the deficit
ratio is kept constant. For example, the intro-
duction of additional benefits under the
statutory nursing insurance scheme has had
hardly any impact on the current fiscal bal-
ance because this new government expend-
iture is being financed by additional contribu-
tion receipts. This expansion of government
transfers nevertheless entails a shift in the re-
spective burden to be borne by people born
in different years (cohorts) as the expenditure
of this new social security scheme primarily
benefits today's older individuals who, how-
ever, are scarcely involved in financing it. The
level of government debt is likewise not a
very suitable indicator of real long-term bur-
dens since it solely comprises explicit debt but
not implicit liabilities — such as future claims
on the statutory pension insurance scheme.

Owing to these shortcomings of conventional
fiscal policy yardsticks, the technique of gen-
erational accounting was developed in the
early 1990s.2 The basic idea of this concept
consists in combining the fiscal conditions of
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a base year with the likely evolution of the
population. This fiscal status quo is represent-
ed by the average payment streams observed
in the base year between the state and
people born in individual years. The starting
point of generational accounting is the re-
quirement that all future government ex-
penditure must be covered by future revenue
(the intertemporal budget constraint on the
state). Put another way, the present value of
government revenue must equal the present
value of its expenditure (excluding interest
payments) plus the government debt.

The first step in the generational accounting
approach is to examine how the various cat-
egories of government revenue and expend-
iture are distributed across individual birth-
years. For example, the average level of social
security contributions paid by a 30 year-old
person or the amount of social assistance
benefits received by a 40 year-old is com-
puted. Government revenue or expenditure
which cannot be readily assigned to individual

1 This article builds on a previous article (see Deutsche
Bundesbank, The fiscal burden on future generations —
an analysis using generational accounting, Monthly Re-
port, November 1997, page 17ff. and S. Boll (1996),
Intergenerational redistribution through the public sector
— Methodology of generational accounting and its empir-
ical application to Germany, Discussion paper 6/96, Eco-
nomic Research Group of the Deutsche Bundesbank). It is
largely based on B. Manzke, Long-term sustainability of
public finance in Germany — an analysis based on gener-
ational accounting, Discussion paper of the Economic Re-
search Centre of the Deutsche Bundesbank (due to ap-
pear in spring 2002).

2 Some examples from the already extensive literature
on this subject are: A.H. Auerbach, J. Gokhale and
L.J. Kotlikoff (1994), Generational Accounting: A Mean-
ingful Way to Evaluate Fiscal Policy, Journal of Economic
Perspectives, vol. 8, pages 73-94, B. Raffelhischen
(1999), Generational Accounting: Method, Data and
Limitations, in: European Commission (ed.), Generational
Accounting in Europe, European Economy — Reports and
Studies No. 6, and H. Bonin (2001), Generational
Accounting, Theory and Application, Berlin et al.
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cohorts is distributed in this study evenly
across the general population.3

In a second step these age-specific amounts
are extrapolated forward based on the as-
sumption that the values computed in the
base year will continue to hold in the future
for people of the same age. They are in-
creased annually by the rate of productivity
growth in order to take account of technical
progress and concurrently discounted to the
base year of the study. It is then possible to
compute in a third step the expected average
present value of the net payments to the
state from an individual of a given age over
his/her remaining lifetime, i.e. tax and social
security contributions less benefits received
from the state. From this net position vis-a-vis
the state (the “generational account”) it is
possible to tell to what extent individual age
categories will be financially affected by gov-
ernment activity — positively or negatively — in
their remaining life span.

Finally, the amount of resources available to
the state for debt servicing can be calculated
by aggregating the generational accounts of
all living and future residents. If this aggre-
gate total does not suffice to service the gov-
ernment debt, the intertemporal budget con-
straint shows a financing shortfall which is
also known as the sustainability gap. This de-
notes the present value of the fiscal consoli-
dation requirement, i.e. the amount that
needs to be generated from future govern-
ment revenue increases or expenditure cuts.
The absolute level of the sustainability gap is
not all that meaningful, however, in that the
government'’s ability to achieve the necessary
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consolidation partly depends on the country’s
future economic potential. In this study the
sustainability gap is therefore related to the
present value of future GDP.# This yields the
percentage of GDP that must be covered im-
mediately and for each future year by means
of government revenue increases or expend-
iture decreases (referred to in the following as
the annual consolidation requirement).

In the basic version (“status quo scenario”) it
is assumed that the fiscal conditions obtain-
ing in the base year will continue to prevail in
the future. Under this scenario the real need
for fiscal policy action may differ from the an-
nual consolidation requirement for various
reasons. Thus measures may already have
been agreed which will take (full) effect only
in future years. For example, the further steps
in the tax reform agreed last year will lead to
substantial additional tax revenue shortfalls in
the coming years. Moreover, the consolida-
tion requirement may also be affected by
“cohort effects” that are not directly related
to government measures. Thus the level of
new and future pensions of women is consid-
erably higher than the benefits currently re-
ceived by female pensioners, partly because
the participation rate of women born in later
years tends to be higher than that of women
born in earlier years. To be able to better as-

3 Government expenditure which is not distributed ac-
cording to age chiefly comprises spending on national
and international security, public administration and gov-
ernment investment. The main corresponding items on
the revenue side are government sales, especially fee in-
come.

4 This is computed by distributing the GDP of the base
year across the various age categories based on the age
profile of employee compensation. These age-specific per
capita variables are extrapolated in line with the product-
ivity growth rate and aggregated on the basis of the
population forecast.
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sess the remaining need for action, therefore,
the simple extrapolation of the age-specific
payment profiles in the status quo scenario is
supplemented in this study by a “policy scen-
ario”. The policy scenario captures both the
effects of major measures already agreed but
which will take effect only in the future and
the aforementioned cohort effect.

It should be pointed out that the policy scen-
ario likewise makes no allowance for the fact
that the sustainability gap thus calculated
does not necessarily have to be closed exclu-
sively through additional government meas-
ures; future changes in other factors which
affect the age-specific payment profiles may
also play a role. For instance, a rising labour
force participation rate might mean higher
per capita tax payments and social security
contributions in future than in the base year.
To the extent that the sustainability gap is
modified by such factors, the annual consoli-
dation requirement as computed under the
policy scenario is thus likewise not identical to

the remaining real need for action.

Limitations of generational accounting

Not a
forecasting tool

To avoid misinterpreting the empirical results,
some important conceptual qualifications are
necessary in respect of generational account-
ing. The simple extrapolation of the age-
specific payment profiles in line with the rate
of productivity growth shows that gener-
ational accounting is not a forecasting tool.
Under the policy scenario, as under the status
guo scenario, no attempt is made to predict
the expected development based on present
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legislation. For example, the current legal re-
gime prohibits credit financing by the main
social security schemes. Instead, revenue
levels are automatically aligned with the evo-
lution of expenditure by adjusting the contri-
bution rates. By definition, therefore, no sus-
tainability gap can arise in these key fields of
public finance. For this reason constant con-
tribution rates are assumed in our study so
that the future growing contribution burden
can be captured. The average tax burden is
likewise kept constant, with the result that
additional receipts generated by the progres-

sive nature of the tax scale are disregarded.

Changes in the macroeconomic setting re-
sulting from demographic developments or
reactions to political measures are likewise ig-
nored. Moreover, it is generally assumed that
no levies or transfers are passed on but that,
rather, taxes and social security contributions
burden the people who pay them and trans-
fers benefit the people who receive them.s
Trying to estimate the macroeconomic reper-
cussions and the incidence of government
measures would not only be a very onerous
task, it would have the added disadvantage
that the results would be harder to interpret
as a result of the required additional assump-

tions.

A further point to bear in mind is that ex-
trapolating the age-specific payment profiles
calculated for the base year projects all excep-
tional factors which applied in that year into

5 An important exception are the employer’s contribu-
tions to the social security funds, which are allocated in
full to employees. The principle is also departed from in
the case of child benefit, which is disbursed to parents
but allocated here to children.

Macroeconomic
repercussions
and passed-on
levies and
transfers
ignored

Adjustment for
exceptional
factors
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the future. Cyclical influences on public fi-
nance and other temporary factors may
therefore distort the outcome of generational
accounting and may lead to considerable
fluctuations in the consolidation requirement
from year to year which are not due to the
basic orientation of fiscal policy. This objec-
tion is met in this case by adjusting the pay-
ment profiles observed in each base year for
cyclical factors. Other major influences which
can clearly be identified as temporary effects
are likewise not extrapolated into the future
(such as the proceeds from the sale of the
UMTS mobile phone licences in 2000). With
regard to the persisting differences between
western Germany and eastern Germany, it is
assumed that the age-specific payment pro-
files of the various categories of levies and
transfers in eastern Germany will match the
level in western Germany by 2020.

It should further be remembered that, in par-
ticular, the derivation of separate age-specific
payment profiles for different sections of the
population and the calculation of the effects
of policy changes which have been agreed
but which will come into effect only at a fu-
ture date entail many estimates. Similarly, the
task of gauging the distribution of the indi-
vidual government revenue and expenditure
components across the age groups largely re-
lies on sampling. Consequently, the computa-
tion results are subject to considerable mar-
gins of uncertainty.
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Underlying assumptions

The calculations under the generational ac-
counting approach necessitate assumptions
about future population developments, the
discounting factor and the rate of productiv-
ity growth. The forecast for the demographic
trend up to 2050 is largely based on the as-
sumptions of variant 1 of the ninth coordin-
ated population forecast for Germany.® Ac-
cording to that projection, the overall birth
rate will remain steady at around 1.4 children
per woman, the long-term annual migration
surplus will amount to 100,000 people and
life expectancy will increase by approximately
four years by 2050. No further increase is as-
sumed for the subsequent years. The com-
bined result of these developments is an ac-
celerated decrease in the total population
from 82 million at the beginning of 1999 to
65 million by 2050. This contraction will be
accompanied by a growing ageing of the
population. The dependency ratio, defined
here as the ratio of the number of people
aged 60 or more to the number of people
aged between 20 and 59, will double by the
middle of the century to around 80 % and
will decrease only slightly thereafter.

The discounting rate and the productivity
growth rate were set at the respective aver-
age values over the past decades for the real
interest rate (4 %) and real per capita income
growth (2 %).

6 See B. Sommer (2001), Entwicklung der Bevolkerung
bis 2050, Ergebnisse der 9. koordinierten Bevolkerungs-
vorausberechnung des Bundes wund der Lander,
Wirtschaft und Statistik, pages 22-29.
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The age-related burden resulting from

government activity

Net burden
strongly
age-related

As shown in the chart above, the individual
burden caused by government activity varies
significantly with age.” Children and young
people receive considerable benefits from the
state in the form of child benefit and educa-
tion but contribute little or nothing towards
financing them.® Once they enter working
life, their tax payments and social security
contributions increase sharply, with the result
that net payments to the state become posi-
tive. During their working life, levy payments
closely follow the pattern of income. When
they retire at around 60, transfers from the
state — which are comparatively constant
until then — shoot up, whereas payments to
the state drop significantly. Consequently, the
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state becomes a net payer again. Above all,
the rising transfers from the statutory nursing
and health insurance schemes as residual life
expectancy decreases means that the govern-
ment’s net payments increase continuously
with old age.

From this age profile of the net payments to
the state the generational accounts of the
various age cohorts can be calculated as ex-
plained above. Keeping the same fiscal condi-
tions which prevailed in 2000 and taking ac-
count of measures which have already been
agreed but which will not come into effect
until a future date, newly born individuals
would receive on average marginally more
benefits from the state during the course of
their life than they contribute to it (see chart
on page 35). Their generational accounts are
particularly informative as theirs is the sole
age cohort that reflects levies to and transfers
from government over their entire life span.
As the generational accounts of all other age
cohorts only give the net position for their re-
maining lifetime, they are not directly com-
parable with one another.

7 The results given in this article are not directly compar-
able with those presented in the 1997 Monthly Report
owing to a number of methodological changes and the
more recent data base used. In particular, in 1997 gov-
ernment expenditure items which could not be directly
attributed by age were not distributed across the popu-
lation, no convergence of eastern Germany towards
west German levels was assumed, government fixed
assets were treated differently and a different population
development was forecast.

8 The age-specific payment profiles for the individual levy
and transfer types were taken predominantly from the
1998 sample survey of income and consumption, the
socio-economic panel advised by the German Institute
for Economic Research (DIW) in Berlin and statistics pro-
vided by the statutory social security schemes. It was en-
sured that the payment profiles are consistent with the
national accounts data.



Evolution of the sustainability of public
finance since 1996

Under the
status quo
scenario the
annual
consolidation
requirement
has decreased
over time

Cyclical and
other
temporary
effects of major
importance
only in 2000

Annual
consolidation
requirement
much smaller
under policy
scenario

Under the status quo scenario and without
adjusting for cyclical and other temporary ef-
fects, there was still a high annual consolida-
tion requirement of 6.1% of GDP in 1996
(see table on page 36). It decreased continu-
ously and fairly steadily to 3.5 % by 1999 and
then dropped sharply in 2000 to only 0.3 %.
However, that change was predominantly
due to including in the extrapolation the one-
off proceeds from auctioning the UMTS mo-
bile phone licences. Disregarding this excep-
tional factor, the annual consolidation re-
quirement would have declined less sharply
vis-a-vis the previous year.

Cyclical and other temporary effects have
had only a limited influence on public finance
since 1996.° They had a strong impact solely
in 2000, when they amounted to 2.4 % of
GDP. Even so, the adjusted figures give a
somewhat different picture over time than
the unadjusted development. Instead of a
fairly steady decrease, the adjusted path
shows a steep fall in the annual consolidation
requirement (by almost 12 percentage
points) in 1997, in the wake of very tight
government spending, with moderate de-

clines subsequently.

A very different picture is obtained if the ef-
fects of measures which have already been
agreed but have not yet (fully) entered into
force are included in the calculations. In 1996
the annual consolidation requirement was al-
ready 0.9 percentage point lower under this
policy scenario than under the adjusted status
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guo scenario. This was mainly due to the fu-
ture lowering of pension payments in connec-
tion with early retirement announced in the
Growth and Employment Promotion Act. The
consequences of this change far outweigh
the rising pension payments for women
caused by the aforementioned cohort effect.
In the following years the difference between
the respective annual consolidation require-
ment under the two scenarios widened fur-
ther, chiefly because of additional benefit
curbs in the statutory pension insurance
schemes due to come into effect at a later
date. However, in 2000 the gap between the

9 A non-cyclical temporary effect taken into account for
1999 was the one-off surplus of just under DM 9 billion
required to top up the fluctuation reserves in the statu-
tory pension insurance fund. For 2000 adjustments were
made for the UMTS proceeds of around DM 100 billion
and the cost of indemnification payments to wartime
forced labourers (DM 4 V2 billion).
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Development of the annual consolidation requirement under different scenarios

as % of respective GDP

Difference vis-a-vis
adjusted status quo
scenario on account of
policy changes
Excluding
benefits Benefits
side of the |side of the
statutory  |statutory
Adjusted pension pension
Status quo |status quo |Policy insurance |insurance
Year scenario 1 |scenario2 |scenario3 |scheme scheme 3
1996 6.1 6.0 5.1 -03 -0.6
1997 5.2 4.6 2.6 -0.3 -1.7
1998 44 4.1 2.4 0.0 -1.7
1999 3.5 3.7 1.2 -0.6 -1.9
2000 0.3 2.7 2.1 1.3 -1.8
2000 4 0.3 2.7 2.8 1.7 -1.6

1 In 2000 including UMTS proceeds. — 2 Adjusted for
cyclical influences and other temporary effects. — 3 In-
cluding cohort effects on pension payments to women. —
4 Policy scenario including key elements of the pension

Deutsche Bundesbank

annual consolidation requirement under the
policy scenario and the adjusted status quo
scenario narrowed again.

Looking at the impact on the annual consoli-
dation requirement since 1996 of measures
which will have an impact only at a future
date, relief amounting to 0.3 percentage
point vis-a-vis the adjusted status quo scen-
ario arose in 1997 from interventions outside
the statutory pension insurance scheme. Tax
relief, stemming mainly from the lowering of
the solidarity surcharge from 7.5% to 5.5 %
on 1 January 1998, was more than offset by
additional revenue from raising turnover tax
by 1 percentage point on 1 April 1998 and by
a future drop in expenditure following the
coal subsidy compromise. '® Of far greater im-
portance were the economising measures in
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reform 2001 (reduction of pension adjustments due to
the factoring in of notional contributions to and govern-
ment promotion of supplementary private pension plans
and the cancellation of the demographic factor).

the pension insurance schemes, the scope of
which was expanded significantly in the Pen-
sion Reform Act 1999 which was adopted at
the end of 1997. The introduction of the
demographic factor would on its own have
cut the annual consolidation requirement by
around 0.8 percentage point. In addition, the
abolition from 2013 of the option of taking
early retirement before 62 years of age led to
a further improvement in the sustainability of
public finance owing to non-actuarial deduc-
tions. Compared with 1996, the overall relief
afforded by legislated measures taking effect
in the future increased significantly. As under
the adjusted status quo scenario, too, the
annual consolidation requirement fell signifi-

10 The abolition of trade capital tax was not taken into
account because it was counterfinanced by curbing the
option to set up provisions.



Hardly any
further
consolidation
in 1998

Relief in 1999

cantly vis-a-vis 1996 owing to tight budget
management, the annual consolidation re-
guirement under the policy scenario de-
creased by 2 V4 percentage points.

In 1998 enacted future measures (excluding
benefit reductions in the statutory pension in-
surance scheme) taken into account in the
policy scenario did not change the annual
consolidation requirement on balance vis-a-
vis the adjusted status quo scenario. At the
end of that year measures were adopted
which led to significant additional burdens on
government. These comprised the increase in
child benefit and the lowering of the bottom
rate of income tax from the start of 1999
introduced in the 1999 Tax Relief Act and the
decrease in the contribution rate to the statu-
tory pension insurance scheme from 20.3 %
to 19.5 % from 1 April 1999. However, these
steps were offset by the fact that the rise in
turnover tax in 1998 did not have a full im-
pact in that year, so that the policy scenario
for 1998 contains additional receipts com-
pared with the status quo scenario. Further
relief was provided by the future reductions
in subsidies to the coal industry. The relief
from measures taking effect in the future
declined somewhat compared with 1997 also
after including benefits payable under the
statutory pension insurance funds. Conse-
guently, only a slight improvement was re-
corded in the policy scenario vis-a-vis 1997,
whereas the annual consolidation require-
ment under the adjusted status quo scenario
fell by "2 percentage point.

In 1999 (including the political measures out-
side the statutory pension insurance scheme

Deutsche
Bundesbank
Monthly Report
December 2001

adopted up to the end of the year), the annual
consolidation requirement narrowed by 0.6
percentage point vis-a-vis the adjusted status
guo scenario. The main reasons for this were
the graduated increase in mineral oil tax and
the (new) electricity tax introduced with the
ecological tax reform." This was only partly
offset by several cuts in levies (primarily intro-
duced by the 1999/2000/2001 Tax Relief Act)
and a further increase in child benefit at the
beginning of 2000. In the statutory pension in-
surance scheme further cuts were adopted by
limiting the increase in pension benefits in
2000 and 2001 to the inflation rate obtaining
in the previous year. Compared with 1998 the
measures due to come into effect in the future
brought about significantly higher relief for
government budgets. While the annual con-
solidation requirement under the adjusted sta-
tus quo scenario decreased by 0.4 percentage
point vis-a-vis 1998, there was a corresponding
improvement under the policy scenario of
1.2 percentage points.

In 2000 the political changes due to come
into effect at a later date (excluding the curb-
ing of benefits under the statutory pension
insurance scheme) significantly worsened the
sustainability of public finance vis-a-vis the
adjusted status quo scenario. This was princi-
pally due to the extensive tax relief measures
adopted under the tax reform. Thus the Tax
Reduction Act — which comprised corporate
tax reforms, the bringing forward of the third
stage of the Tax Relief Act to 2001 and fur-
ther income tax cuts in two stages up to

11 The corresponding decreases in the contribution rate
to the statutory pension insurance scheme in future years
are disregarded here.
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Annual consolidation requirement
according to different assumptions
concerning economic development *

Discounting rate in %

Increase in
productivity in % 3 4 5

As % of respective GDP

1.5 2.6 2.1 1.7
2.0 2.8 2.1 1.7
2.5 3.2 2.2 1.7

* Basis: policy scenario in 2000 excluding pension
reform.

Deutsche Bundesbank

2005 - alone will entail additional tax short-
falls of DM 63 billion in the final year. The re-
duction of the contribution rate to the statu-
tory pension insurance scheme by 0.2 per-
centage point as of 1 January 2001 was of far
less importance.'? The impact of the meas-
ures on the benefits side of the statutory pen-
sion insurance scheme remained almost un-
changed in comparison with the previous
year. In total, the policy changes due to enter
into force at a later time brought far less relief
than in 1999. Although the annual consolida-
tion requirement under the adjusted status
guo scenario fell by 1 percentage point vis-a-
vis 1999, it increased under the policy scen-
ario from 1.2 % to 2.1% of GDP.

In themselves, the extensive tax cuts should
improve the conditions for growth. At the
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same time, they constitute an ongoing bur-
den for the sustainability of public finance be-
cause (at least until now) they are being only
partly counterfinanced by corresponding sav-
ings in government expenditure. '3

Using the results for 2000, it is possible to
pinpoint the factors that are responsible for
the consolidation requirement. Had there not
been a cumulative gross public debt of
DM 2.4 trillion at the end of 1999, the annual
consolidation requirement under the policy
scenario would have been only 0.7 % of GDP
instead of 2.1%. The fiscal differences still
existing between eastern and western Ger-
many in 2000 likewise accounted for a signifi-
cant part of the large adjustment require-
ment. If the convergence process in eastern
Germany had already been completed by
2000, the consolidation requirement would
have been only 1.2% of GDP However,
demographic ageing had by far the greatest
influence. If the age structure of the popula-
tion could be kept constant, a significant sur-
plus position would actually be achieved.

The sensitivity of the results to changes in the
underlying economic assumptions can also
be illustrated by the policy scenario figures
for 2000. In this connection the assumed
period of time until the completion of the
intra-German convergence process has the
greatest weight (see box on page 40). The an-

12 Owing to the future effect of measures adopted in
previous years, the Tax Relief Act 1999/2000/2002 con-
tinued to burden public budgets beyond 2000, whereas
the further stages of the ecological tax reform and the
coal subsidy compromise relieved government balances.
13 This reveals the aforementioned shortcomings of the
concept, which does not take account of the “second-
round effects” of adopted measures.

Causes of the
sustainability

gap

Sensitivity of
results



nual consolidation requirement varies by as
much as 3.7 percentage points between the
extremes of immediate convergence and no
further convergence. As shown in the table
on page 38, changes in the productivity
growth rate and the discounting rate also
have a noticeable influence on the results.

The pension reform 2001 in the light of
generational accounting

Impact of the
pension reform
on sustainability

At the beginning of this year a pension re-
form was adopted the centrepiece of which is
the complementation of the current pay-as-
you-go system by a private, funded compon-
ent." How far the annual consolidation re-
guirement at the end of 2000 has been
changed on balance by this reform depends
on many different measures in various areas
which in some cases apply only at a later
juncture or to specific cohorts (e.g. new rules
governing disability pensions, greater off-
setting of surviving dependants’ pensions
against other income or the change in the
pension scheme after 2010). Solely the impli-
cations for pension adjustments of the no-
tional contributions to supplementary private
pension plans and the tax revenue shortfalls
caused by government promotion measures

are taken into account here. s

The savings expected from curbing the an-
nual pension adjustment between 2003 and
2010 will reduce the annual consolidation re-
quirement by 0.6 percentage point. However,
this improvement in the long-term sustain-
ability of public finance will be considerably
dampened by the government promotion of
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supplementary private pension plans adopted
with the Act Promoting Private Pension Plans.
If the official estimates of the tax revenue
shortfalls resulting from government grants
or the tax deductibility of private pension
contributions are extrapolated into the fu-
ture, the consolidation requirement increases
by around 0.4 percentage point.’® On bal-
ance, therefore, the aforementioned meas-
ures improve the sustainability of public fi-
nance only marginally. If it is further taken
into account that, in accordance with the le-
gislation approved at the end of 2000, the
demographic factor would have come into
effect in 2002 but that this measure has been
annulled, the annual consolidation require-
ment actually increases vis-a-vis the policy
scenario excluding the components of the
pension reform taken into account here.

Using generational accounting, it is also pos-
sible to estimate the intergenerational redistri-
bution effects of the introduction of supple-
mentary private pension plans as part of the
2001 pension reform. These can be computed
from the difference between the generational
accounts of the individual age cohorts under
the reference scenario (policy scenario in 2000
excluding the demographic factor) and the
scenario taking account of the measures. The
chart on page 41 shows that the curbing of

14 For the details of the reform see Sondergutachten des
Sozialbeirats, Bundestag-Drucksache 14/5394.

15 The implications of various reforms concerning the
statutory pension insurance scheme for the sustainability
of public finance and intergenerational redistribution are
presented in: C. Borgmann, P. Krimmer and B. Raffel-
huschen (2001), Rentenreformen 1998-2001: Eine (vor-
laufige) Bestandsaufnahme, Perspektiven der Wirt-
schaftspolitik, 2, pages 319-334.

16 The (not very significant) additional revenue from the
subsequent taxation of benefits paid out under private
pension plans is disregarded.
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The importance of the intra-German convergence process

In 2000 the respective economic conditions in
eastern and western Germany still differed
considerably. Average GDP per inhabitant in
eastern Germany was barely two-thirds of the
level in western Germany. At the same time the
unemployment rate, at 17.4 %, was more than
double the figure in the West. This economic gap
is also reflected in individuals’ financial relations
with government because the smaller economic
capacity in the East means lower tax payments
and social security contributions, on the one hand,
and higher government transfers, on the other.
The age-specific net payments of east Germans in
2000 therefore differed markedly from those of
west Germans (see chart).!

Age-specific net payments
in eastern and western Germany

DM thousand per year and inhabitant

+30 western Germany +30
+20 +20
+10 +10

-20
eastern Germany
-30

—40

- 50 -50

0 10 20 30 40 50 60 70 8 90
Age at end- 2000

Although these net payments are still relatively
similar in the case of children and young people,
the net amount that individuals pay during their
working life is noticeably lower in eastern
Germany than in western Germany. This is chiefly

1 The derivation of separate age-specific payment profiles
for eastern and western Germany can only be
approximated because the national accounts do not show

Deutsche Bundesbank
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due to the lower tax payments and social security
contributions resulting from a lower per capita
income Income tax payments have a
particular impact in this connection because the
progressive tax scale means that lower income
earners pay disproportionately less income tax.
Social security contributions vary less between
eastern and western Germany because
contributions are largely paid on a proportionate
basis and also because the participation rate in
the labour force of east German women is higher
than that of their west German counterparts.
Government transfers per person of working age
are higher in eastern Germany than in western
Germany owing to higher labour market-related
transfers. After retirement, which on average
begins around two years earlier for east Germans
than for west Germans, government transfers per
person and year are approximately equal in both
regions. The reason why the net benefit for west
Germans in these age brackets is somewhat lower
is because they pay higher levies.

level.

The assumed period of time required for the
age-specific payment profiles in eastern Germany
to match the west German level has a decisive
influence on the results. In the basic variant,
convergence is assumed by 2020. If the period of
time assumed up to intra-German convergence
were ten years longer (shorter), the annual
consolidation  requirement
(decrease) by around 0.4 percentage point. If no
further convergence were to occur (which is very
unlikely, however), the annual consolidation
requirement would amount to no less than 4.9 %
of GDP and be thus almost 3 percentage points
higher than under the policy scenario based on
convergence by 2020. The rising net tax payments
of east Germans in the future projected under the
assumed convergence scenario therefore make a
significant contribution to financing the increase
in expenditure brought about by demographic
change.

would increase

a regional breakdown of the overall German government
balance.



pension adjustments by deducting the notional
contributions to supplementary private pension
plans particularly disadvantages the age co-
horts who are already retired or who will retire
shortly. The additional burden on people aged
60 totals approximately DM 13,000 over their
remaining lifetime. By contrast, the burden to
be borne by younger cohorts is far smaller
owing to the greater discounting. Government
promotion of supplementary private pension
plans will particularly benefit those cohorts
who are at the start of their working life and
who can therefore claim this promotion over a
longer period of time. Thus persons aged 20
will make a net gain of around DM 9,000. This
benefit accruing from the government promo-
tion measures then declines with the remaining
duration until retirement. The combined effect
of smaller pension adjustments and govern-
ment promotion of supplementary private pen-
sion plans places a substantial burden on exist-
ing pensioners and pre-retirees, whereas the
burden on younger cohorts is actually allevi-
ated slightly. Thus the pension reform will con-
tribute towards a more even intergenerational

redistribution of the demographic burdens.

Conclusion

Owing to its forward-looking perspective,
generational accounting is a better tool than
traditional fiscal indicators for analysing the
long-term sustainability of public sector
budgets. In addition, it can provide pointers
to the intergenerational redistribution effects
of political measures. However, its conceptual
limitations also need to be borne in mind

when interpreting the results. In particular,
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Intergenerational
redistribution effects of the
introduction of supplemen-
tary private pension plans
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the outcome must not be misinterpreted as a
forecast but rather should be understood as
an indicator of the orientation of fiscal policy
in the base year. Furthermore, the results are
dependent on the underlying assumptions
concerning the economic and demographic
conditions. This applies especially to the abso-
lute level of the annual consolidation require-
ment but less to its change from year to year.
Finally, it should be remembered that the
limited data base — particularly regarding the
implications of measures adopted in the fu-
ture — necessitates the extensive use of esti-
mations. Hence the results are subject to con-
siderable uncertainty.

Despite these limitations, the results show

that in 2000 Germany was still a long way
from achieving a sustainable public finance
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position. Of course, it needs to be borne in
mind that the possible positive consequences
of the tax reform on macroeconomic growth
have not been taken into consideration and
that the annual consolidation requirement
does not have to be covered exclusively by
political measures but, rather, a contribution
may also be made by other factors such as a
rising participation rate. Nevertheless, the re-
sults clearly show that at present there is no

Annex

Calculating the sustainability gap

Under the intertemporal budget constraint on the
state, government net debt ND has to be financed
by future net payments from individuals to the
state, as recorded in the generational accounts. If
the present value of all generational accounts does
not suffice to meet this budget constraint (given a
continuation of the current fiscal conditions), the
present value of the required additional revenue or
reduced expenditure is indicated by the sustainabil-
ity gap TF. If the sum of the generational accounts
is subdivided into the contributions made by the
generations now living, those born in the future
and future immigrants, the intertemporal budget
constraint may be represented as follows — taking

into account the size of the respective cohorts: "7

k=t-D y=tk=y-D
D N (140 +TF,
k=t+1

with

Nt,k= Pt,k * GKt,k
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scope for deficit-raising additional tax cuts or
improved benefits. In its recently published
new Stability Programme, the German Fed-
eral Government in principle reaffirmed the
objective of eliminating the general govern-
ment fiscal deficit by 2004, despite the rev-
enue losses ensuing from the tax reform. If
this can be accomplished, Germany will move
appreciably closer to the goal of a sustainable
public finance position.

The generational accounts reflect the average ex-
pected present value of net payments to the state
by a person of a given age during his/her remain-
ing lifetime. In order to compute them, the age-
specific per capita amounts of the individual levy
and transfer types z ascertained for the base year
are extrapolated into the future by means of the
assumed productivity growth rate g and are related
to the base year using the discounting rate r. The
likelihood Ss, that a person born in k and living in
Germany in t will survive until period s also needs

to be factored into the equation.

k+D

GK; = Z Z Ns_ 1 os* S (140
s=t z

with:

Razs=ha¢(1+9F" a=0,.,D;s>t

Relating the sustainability gap calculated in this
way to the present value of future GDP gives the
annual consolidation requirement (expressed as a

percentage of respective GDP).

17 For simplicity, the population is not differentiated ac-
cording to gender, region and nationality etc.
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Explanation of the symbols used:

ND;

G Kt,k

Annual consolidation requirement (as % of
GDP)

Index of a person’s age

Highest age considered

Government net debt at beginning of year
t

Annual growth rate of productivity

Present value in t of all current and future
net tax payments (generational account) of

a person born in k
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Real amount of payment type z (tax: +;
transfer —) of a person aged a in year s

Year of birth

Number of immigrants born in k and set-
tling in Germany iny

Total burden (at present value in t) on the
generation born in k

Number of members of the generation
born in k still living in year t

Discounting rate

Likelihood that a person born in k and liv-
ing in Germany survives until period s

Base year of study

Sustainability gap in year t

Index of the payment types taken into ac-

count
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This article presents, for the first time,
figures from the Bundesbank’s corpor-
ate balance-sheet statistics extrapo-
lated by form of business organisation.
In addition, the area covered, which
has hitherto been confined to western
Germany, is extended to encompass
the whole of the Federal Republic.

Judging by the findings of the data
evaluations, enterprises in industry,
trade and transportation on average
substantially enhanced their gross
earnings between 1994 and 1999.
The profit-turnover ratio rose from
2% to almost 32%. That enabled
those firms to bolster their financial
strength. The stock of own funds grew
significantly, and the return on equity
went up by one percentage point, to
17 %%, in 1999. However, the general-
ly favourable development of earnings
was mainly due to corporations. The
other forms of business organisation
were unable to keep pace with them,
inter alia because they were less able
than corporations to offset the slug-
gish growth of the domestic markets
by recourse to exports. Among sole
proprietorships, the capital ratio de-
teriorated further. Altogether, the
not-very-robust financial situation of
unincorporated enterprises implies
massive structural differences in the
enterprise sector.
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Movements in earnings, by form
of business organisation

Favourable
trend in
earnings,
accompanied
by high
volatility

Between 1994 and 1999, enterprises’ earn-
ings (which differ, not least for methodologic-
al reasons, from the business profits of the
national accounts') rose strongly in the eco-
nomic sectors analysed. The annual result be-
fore taxes on profits? increased altogether by
an average of 7% % a year. In this connec-
tion, it must be borne in mind that enter-
prises’ gross profits picked up noticeably in
1994, on account of the general economic
upswing, from their low recessionary level in
1993. In the ensuing years, however, move-
ments in earnings were highly volatile. Be-
tween 1994 and 1996, they fell by 1%. In
1997 and 1998, they rose at double-digit
rates. In 1999, by contrast, they tended to
slacken somewhat again. The main reason
for the decline in earnings towards the
middle of the nineties was that the German
economy moved away from its expansionary
course in the second half of 1995, and did
not resume it until the spring of 1996. That
owed much to the strong appreciation of the
Deutsche Mark in 1995, which exercised a
dampening effect on foreign demand for
German industrial goods. Moreover, the com-
paratively steep wage rises in the 1995 wage
round probably likewise contributed to the
drop in corporate earnings.

In the course of 1996, the improvement in
overall economic conditions for enterprises
(which was reflected inter alia in the calming
of the foreign exchange markets, more fa-
vourable financing conditions and more mod-

erate wage settlements) emerged more and
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Enterprises’ earnings,
by form of organisation
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more clearly. That improvement was mirrored

very auspiciously in 1997 in enterprises’ profit

1 For the definition of the enterprise sector, and for the
concept of profits in the national accounts, see Deutsche
Bundesbank, The profitability and investment behaviour
of non-financial corporations, Monthly Report, October
2000, page 32f.

2 The annual result is the profit for the year before additions
to or deductions from the result, and provides a better idea
of the earnings generated by the enterprises analysed here,
since many firms are linked by virtue of profit-transfer
agreements with enterprises not included in the corporate
balance-sheet statistics (e.g. associated companies), to
which they transfer profits or which assume their losses.



Annual result
after taxes on
profits

and loss accounts. The gross result for the
year rose by 302 % over the depressed 1996
figure. That out-turn was again surpassed
perceptibly (viz. by 15%) in the 1998 finan-
cial year. In the second half of that year, how-
ever — as a result of crises emanating from
eastern Asia — substantial turmoil arose in the
international financial markets, which de-
pressed global economic conditions, and in-
creasingly affected the German economy
as well. Those dampening influences from
abroad slackened again in the course of
1999, but they left a distinct mark on enter-
prises’ annual results. Before taxes on profits,
such results declined by 2 %. The brightening
of global economic conditions was not
reflected in profit and loss accounts until the
financial year 2000, a detailed account of
which cannot be given here, however, be-
cause sufficient data are not available.

Over the whole period from 1994 to 1999,
the average annual growth rate of net profits,
at 7 %, was not quite as fast as that of gross
earnings. However, the level (and possibly
also the movement) of the after-tax annual
result is distorted by the fact that earnings-
tax costs comprise (besides trade-earnings
tax) only the profits taxes paid by corpor-
ations. By contrast, the annual results of part-
nerships and sole proprietorships are taxed in
those enterprises’ private sphere, i.e. the cor-
responding tax liability does not appear in
those firms’ profit and loss accounts. But the
ensuing analysis of after-tax profits, which is
performed for the first time for individual
forms of business organisation in the context
of the present study, is certainly informative
for corporations alone. (See the annex begin-
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ning on page 60 for methodological notes on
the extrapolation by form of business organ-
isation.)

The steep rise in the profits of industrial en-
terprises between 1994 and 1999 must be
seen against the backdrop of the expansion
of business activity in the interim.3 The gross
profit-turnover ratio, which denotes the ratio
of the annual result before taxes on profits to
firms’ turnover, stood at 2% % in 1994,
Compared with the nadir in 1993, when it
had stood at 2 %, according to earlier com-
putations, this is to be rated as a return to
normal. In the ensuing period up to 1998, it
rose further to 3% %, and then fell some-
what in 1999. Most recently, however, that
earning ratio still stood at the level of the
boom year 1991.

Of the economic sectors analysed, the manu-
facturing sector, the energy and water-supply
sector and the transportation sector improved
their earnings at an above-average rate dur-
ing the period under review from 1994 to
1999. In the industrial core of the German
economy, the gross profit-turnover ratio went
up by one percentage point to 4 %. This rise
in profits owed much to the fact that labour
costs increased more slowly than overall out-
put. That is due partly to the increasing ten-
dency towards “leaner” production, for in-
stance by outsourcing certain operations, and
partly to heavy shedding of personnel on
account of rationalisation measures in the
mid-nineties. The generally moderate wage-
rate policies pursued in the second half of the

3 The capital-turnover ratio would also have to be taken
into account in any more far-reaching analysis.

47

Development
of the profit-
turnover ratio

Sharp contrasts
in the sectoral
earnings
picture

Manufacturing
sector



Public utilities

Deutsche
Bundesbank
Monthly Report
December 2001

Enterprises’ profit-turnover ratios, by form of organisation and economic sector,

in 1999 *
of which
Unincorporated enterprises
All forms of |Incorporated Sole pro-

Sector organisation |enterprises |Total Partnerships |prietorships
All economic sectors 1 3.3 3.1 3.6 3.2 4.7
of which

Manufacturing sector 4.1 3.7 4.9 4.8 5.5

Energy and water supply 2 1.3 - - - -

Construction 1.2 -0.3 24 - -

Wholesale trade 1.9 1.4 2.6 2.1 4.3

Retail trade 1.9 0.3 2.8 1.3 4.7

Transportation 2.7 0.8 49 - -

* Annual result before profits taxes as % of turnover. Esti-
mated on the basis of extrapolated figures. — 1 Industry,
trade and transportation. — 2 Primarily incorporated

Deutsche Bundesbank

nineties also tended to mitigate cost pressure.
Moreover, spending on depreciation rose only
a little, and interest paid decreased markedly.

The energy and water-supply sector increased
its gross profits even more (and thereby sub-
stantially increased its lead over the other
economic sectors analysed here) with respect
to the profit-turnover ratio (from 4% % in
1994 to 112 % in 1999). It is striking that
this increase took place in an environment of
selling prices that were tending to go down.
Behind these developments were sharply fall-
ing prices of fossil energy sources, which
were passed on to customers at least in part,
along with increased competitive pressure in
recent years, as a result of the deregulation of
the electricity market. But the public utilities
enjoyed relief on the cost side not only in
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enterprises. No data on the form of organisation are
possible.

terms of the costs of materials, but also in
terms of labour costs and expenditure on de-
preciation and interest. Enterprises in the
transportation sector — starting from a very
low level in 1994 — had increased their gross
annual result by 450% in 1998, but had to
accept a decline of almost one-fifth in 1999.
Most recently, the profit-turnover ratio, at
2% %, has been distinctly above its starting
point (of about 1%) in 1994.

The wholesale and retail trade recorded com-
paratively small increases in the annual result
before taxes on profits. In terms of the
amount, gross profits in 1999 were only
2% % and 9%, respectively, higher than in
1994. In both segments of trade, the profit-
turnover ratio declined slightly during that
period, viz. to barely 2 % in each case. These

Transportation

Wholesale and
retail trade



Construction

ratios are indicative of rather tight profitabil-
ity, even if it has to be borne in mind that the
value added in trade — relative to turnover —is
comparatively low, or (put differently) that
total output is inflated by the large proportion
of merchandise receipts, compared for in-
stance with the same variable in the manu-
facturing sector. The below-average growth
of earnings among firms in the wholesale sec-
tor is mainly due to the fact that materials
costs, including the merchandise input, in-
creased somewhat faster than total output.
The sluggish rise in profits in the retail trade is
attributable not least to keen competition be-
tween the major trading groups, which mark-
edly squeezed profit margins at times. More-
over, owing to shifts in consumption patterns,
retail turnover has not been able for quite
some time to keep pace with the growth of
private consumption.

By far the worst earnings performance was
registered by the construction sector, whose
gross profits slumped between 1994 and
1999. Relative to turnover, they went down
from 2% % to 1%. That reflects the struc-
tural adjustment in the German construction
sector, which began after the waning of the
reunification boom and has lasted right up to
the present year, and which has been accom-
panied on the supplier side not only by a sub-
stantial deterioration in earnings but also by a
dramatic reduction in capacities, especially in
eastern Germany. As measured by the real
gross value added, the output of the con-
struction sector in 1999 was one-tenth below
the level of 1994, while employment de-
creased by 14 % in those five years.
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Thus the spread of profit-turnover ratios in
1999 ranged from about 1% in construction
to as much as 11%2% in energy and water
supply. However, that reflects not only differ-
ences in the profitability of firms in the vari-
ous sectors but also marked differentials in
capitalisation. An enterprise with a high cap-
ital-labour ratio, such as is typical of the
energy and water-supply sector, has to gener-
ate a higher profit-turnover ratio than, say, a
firm in the construction sector, with its rela-
tively labour-intensive production, in order to
achieve a comparable return on equity, or
return on total capital employed. The same
thing tends to apply to enterprises in, for in-
stance, the manufacturing sector, compared
with trading firms with a large ratio of
bought-in materials and services to turnover.
Differences in the taxation of earnings may
likewise affect the structural picture. More-
over, diverging operative and financial risks
sometimes play a role.# That goes to show
that the gross profit-turnover ratio is only of
limited value as a yardstick of multisectoral
comparisons of corporate profitability, and is
in need of supplementary indicators. But it
continues to be of use in analyses covering
specific periods, provided that it can be as-
sumed that the sectoral composition and the
input ratio are relatively stable, and in the
comparative analysis of trends between the
various sectors.

At first glance, the problems outlined
with regard to the interpretation of the
profit-turnover ratio seem to make it appear
preferable to focus attention more on other

4 In international comparisons of yields, differences in ac-
counting regulations must also be taken into account.
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financial operating variables, such as the re-
turn on equity, or the return on total capital
employed.> However, problems are posed by
the fact that the balance-sheet figures on
shareholders’ equity (and thus ultimately on
total capital) are historic book values of
assets, which are often well below the market
values, whereas the profits are shown at cur-
rent prices. In addition, the balance sheets of
unincorporated enterprises, especially those
of sole proprietorships, show only part of the
liable assets of the proprietor — a circum-
stance which will be addressed in more detail
below. Hence the return on shareholders’
equity and the return on total capital em-
ployed, as calculated on the basis of balance-
sheet data, are distorted distinctly upwards in
part, and fail to provide a faithful picture of
profitability in the enterprise sector.

In terms of the form of business organisation,
corporations recorded by far the largest in-
creases in earnings. During the period under
review, from 1994 to 1999, their pre-tax an-
nual result almost doubled. By contrast,
partnerships and sole proprietorships regis-
tered rises of “only” 122 % and 102 %, re-
spectively. The differences in profitability are
brought out even more impressively if it is
kept in mind that corporations generated
84", % of the entire growth of profits,
whereas partnerships accounted for 102 %
and sole proprietorships for only 5%. How-
ever, these differences are reflected only in
part in profit-turnover ratios because business
activity among corporations and partnerships
expanded equally (by one-sixth), whereas it
decreased slightly among sole proprietor-
ships. Furthermore, account must be taken of
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the divergent starting positions. Before taxes
on earnings, corporations’ profit-turnover
ratio increased by a good percentage point to
3% in 1999. That was almost equal to the
level among partnerships, which, however,
had to accept a slight decline over the entire
period under review. Among sole proprietor-
ships, the earnings ratio rose by one-half of a
percentage point to just over 42 %.

The sluggish growth of the profits of partner-
ships and sole proprietorships contrasts with
the consistently high level of profit-turnover
ratios. But it must be kept in mind in this con-
nection that proprietors’ income, i.e. their
remuneration for the entrepreneur’s input, is
included in the gross profits shown among
unincorporated enterprises, whereas the sal-
aries of managers or top executives are in-
cluded in labour costs among corporations
and thus, viewed in isolation, reduce the
profit for the year. Rough calculations show
that the profit situation of unincorporated en-
terprises, after the deduction of an imputed
proprietors’ income, is distinctly worse than
that of corporations. Particularly among sole
proprietorships, the profits shown are often
nearly “swallowed up” by the proprietors’ in-

come.

The relatively unfavourable trends in earn-
ings among unincorporated enterprises owe
something to the fact that enterprises of this
form of business organisation in trade and
which  had

construction, recorded only

5 The return on equity is obtained by relating the annual
result before taxes on income to the total equity. The re-
turn on total capital employed is normally computed as
the ratio of the annual result before taxes on profits plus
interest on borrowed capital to the balance-sheet total.
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Enterprises’ profit and loss accounts, by form of organisation, in 1999 *
of which of which
All forms |Incorp- Sole pro- |All forms |Incorp- Sole pro-
of organi- |orated Partner- prietor- of organi- |orated Partner- prietor-
Item sation enterprises |ships ships sation enterprises | ships ships
% of total output 1994 =100 1
Earnings
Turnover 99.2 99.3 99.1 98.6 113.4 115.1 116.3 98.5
Change in stocks of own
products 2 0.8 0.7 0.9 1.4 153.8 163.6 159.3 127.4
Total output 100.0 100.0 100.0 100.0 113.6 115.4 116.7 98.8
Interest received 0.6 0.8 0.3 0.1 98.6 103.1 87.2 52.9
Other income 5.2 6.6 3.6 2.8 138.5 146.7 118.6 125.1
of which
from participating
interests 0.6 0.9 0.3 0.1 139.7 154.4 99.2 69.0
from profit and loss
transfers 0.5 0.8 0.2 0.0 137.1 140.4 115.0 0.0
Total income 105.8 107.4 103.9 102.9 114.5 116.8 116.6 99.3
Costs
Costs of materials 62.6 63.1 63.6 57.1 115.9 117.8 119.6 97.8
Labour costs 3 18.4 18.0 18.8 19.6 107.1 106.4 1121 98.8
Depreciation 3.9 4.0 3.4 4.5 102.3 103.0 107.3 90.9
of tangible fixed
assets 3.4 3.5 3.1 4.1 100.6 100.3 108.7 88.6
other 4 0.5 0.6 0.4 0.4 116.3 124.4 97.1 119.6
Interest paid 1.4 1.1 1.4 2.8 94.1 94.9 96.1 90.0
Taxes 3.0 4.4 1.3 0.6 121.4 122.1 120.7 102.8
on income and
earnings 5 1.1 1.5 0.6 0.4 160.0 175.0 125.0 114.9
other 6 2.0 3.0 0.7 0.2 107.4 106.8 116.8 85.0
of which
Excise taxes 1.6 2.7 0.0 0.1 101.6 108.4 71 370.9
Other costs 14.4 15.3 12.9 14.0 121.4 126.9 115.4 109.0
of which
Profit and loss
transfers 0.7 1.1 0.2 0.0 1471 154.8 92.2 0.0
Total costs 103.7 106.0 101.3 98.6 114.2 116.1 116.7 98.9
Profit for the year 2.1 1.4 2.6 4.3 136.4 210.9 111.4 112.1
Memo items as % of turnover
Annual result 7 2.2 1.6 2.6 4.4 139.4 213.9 109.8 111.9
Annual result before
taxes on profits 8 3.3 3.1 3.2 4.7 145.2 193.5 112.5 110.5
Net interest paid 0.8 0.3 1.1 2.7 90.4 80.6 99.1 89.2
* Estimated on the basis of extrapolated figures. — 1 Com- and participating interests. — 5 In the case of partnerships
puted from absolute amounts. — 2 Including other capital- and sole proprietorships, trade-earnings tax only. — 6 In-
ised production. — 3 Wages, salaries, social security contri- cluding trade-capital tax (up to 1997). — 7 Profit for the
butions and voluntary social security expenditure. — 4 Pre- year before profit and loss transfers. — 8 Taxes on income

dominantly write-downs of financial assets, investments and earnings.
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below-average increases in profits, or which
had to contend with the erosion of their prof-
itability during the second half of the nineties,
carry greater weight than, for instance, in in-
dustry. Thus, according to the official turn-
over-tax statistics, in 1999 unincorporated
enterprises liable to turnover tax generated
55" % of turnover in the construction sector,
and 502 % in the wholesale and retail trade,
compared with 34 % in the manufacturing
sector and only 102 % in energy and water
supply, which registered particularly steep
increases in profits during the period under

review.

But the uneven sectoral distribution of the
individual forms of business organisation ac-
counts for only part of the differences in
profits. Except in construction and the retail
trade, corporations in the individual economic
sectors recorded greater increases in profits
than did partnerships and sole proprietor-
ships. A contributory factor here may have
been that, in the nineties, corporations,
which are normally backed by comparatively
large corporate entities, were better able
than smaller firms to take advantage of ra-
tionalisation potentials and to curb the rise in
costs. Presumably they were likewise able to
exploit more intensively the greater flexibility
in working hours agreed in wage settlements,
and to take advantage of international link-
ages in production more effectively than
smaller firms. Moreover, larger enterprises,
which are usually relatively heavily engaged in
exporting, benefited from the fact that for-
eign demand expanded much more strongly
than domestic demand in the second half of
the nineties. For instance, foreign turnover in
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the manufacturing sector (including mining),
according to the official statistics, went up by
47 % between 1994 and 1999, compared
with a rise of only 9 % in domestic turnover.

As mentioned above, the after-tax profits of
corporations can be derived from the annual
accounts; they grew even faster during the
period from 1994 to 1999 that those before
tax. This difference is primarily due to the
year 1997, in which the year-on-year rise in
spending on taxes on income and earnings,
at 27 %, fell distinctly short of the growth of
gross profits (47 2%). Hence the net figure
shot up by no less than 70 %. The main rea-
son for the comparatively moderate increase
in spending on profits tax may have been,
first, that enterprises reduced to an even
greater extent losses carried forward from
earlier years of low profitability. Second, an-
other significant factor was that corporations
had the option (for the last time) of releasing,
with tax-reducing effect, revenue reserves
taxed at the rate of 50 % in force up to the
end of 1993, and earmarking them for distri-
bution in 1998.% The net profit-turnover ratio
of corporations rose from just under 1% to
over 1%2%, and thus — after taking due ac-
count of the lower starting value — faster
than the corresponding gross variable.

6 Tax relief for enterprises resulted from the fact that dis-
tributed profits were at that time liable to a corporation-
tax rate of only 30 %, compared with 36 % up to the end
of 1993. The reduction in tax, amounting to 20 percent-
age points compared with the retained tax rate of 50 %,
was offset or refunded to the enterprise. Many firms
took greater advantage of this arrangement only towards
the expiry of the deadline. The relief effect was confined
to the year of the “rundown” of the revenue reserves
taxed at the rate of 50 % (EK 50).

The gross and
net profits of
corporations



Earnings and costs in detail

Total output as
a whole ...

... and by form
of business
organisation

The total output of the enterprises in the eco-
nomic sectors examined, which variable in-
cludes (besides turnover) changes in stocks of
internally produced assets and other intern-
ally produced and capitalised assets, in-
creased during the period under review by
13% % or, as an annual average, by 22 %.
The sluggish pace of business reflects not
only the weak macroeconomic growth during
the period under review but also the com-
paratively moderate rise in prices. For in-
stance, the producer prices of industrial prod-
ucts sold in the home market and construc-
tion prices remained virtually stable between
1994 and 1999. Inflation in the wholesale
and retail trades remained within strict limits.

The business activity of corporations and
partnerships continued to expand at virtually
the same pace (by 15%2% and 162 %, re-
spectively), whereas it decreased marginally
(= 1%) among sole proprietorships. This de-
cline was broadly based, inasmuch as it af-
fected not only the corresponding firms in
the construction sector but also those in
the wholesale trade and in manufacturing.
Viewed as a whole, strong gearing to the do-
mestic market seems to have been a major
determinant for the predominantly small en-
terprises operating in that form of business
organisation. The aggregate earnings of in-
dustrial enterprises, which include interest
received and other income as well as total
output, expanded by 14" %, and thus some-
what faster than business activity in the strict-

er sense.
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Between 1994 and 1999, total costs rose by
144 %, and thus only slightly less than earn-
ings; but this difference sufficed to make the
annual result sky-rocket, as described above.
Hence the growth profile of total costs
among the individual forms of business or-
ganisation largely tallies with the earnings
side, inasmuch as they went up among cor-
porations and partnerships by 16% and
162 %, respectively, but declined marginally
among sole proprietorships. A similar picture
is presented by materials costs, which in-
creased on average by 16 % (and thus some-
what more than total output), but tended to
diminish among sole proprietorships. By con-
trast, labour costs (+ 7 %) and depreciation
(+ 2% %) grew less than business activity.
Specifically, however, that applies only to
corporations and partnerships, whereas such
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“Other costs”
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costs actually declined among sole proprietor-
ships.

Enterprises’ profit and loss accounts were af-
forded relief by the fact that interest paid
dropped by 6 % over the entire period under
review among all forms of business organisa-
tion. That was mainly because lower borrow-
ing rates were charged to enterprises (in the
short and long-term fields). By contrast, the
stock of interest-bearing liabilities expanded
strongly: in 1999, it was 24" % higher than
five years before. As interest receipts dimin-
ished only slightly, the net interest paid de-
clined by 9% %. It was corporations that
benefited most from that; on balance, they
had to pay one-fifth less interest.

Between 1994 and 1999, enterprises’ spend-
ing on taxes rose by just over one-fifth, i.e.
more strongly than total output. That owed
much to the 60% increase in taxes on
income and earnings, which was mainly
due (as explained above) to the upturn in
corporation-tax payments by corporations.
The transfers of trade-earning tax by partner-
ships and sole proprietorships went up by
25% and 15 %, respectively. In 1999, by con-
trast, enterprises’ total spending on “other
taxes”, which include the taxes not depend-
ent on earnings, was “only” 7% % higher
than in 1994, not least because of the aboli-
tion of property tax as from January 1, 1997,
and of trade-capital tax as from the begin-
ning of 1998.

After materials costs and labour costs, the

most important expenditure item is the
catch-all variable "“other costs”, which en-
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compass, besides spending on rents and
leases, research and development costs, ex-
penditure on advertising, and transfers to
special reserves. Between 1994 and 1999,
such costs expanded by 21" %, i.e. faster
than business activity. As a consequence, they
have increased in importance, to about 14 %
of total costs. That reflects inter alia shifts in
favour of obtaining services from outside.

Balance-sheet trends and major
balance-sheet ratios, by form of business
organisation

The favourable overall trend in corporate
earnings between 1994 and 1999, accom-
panied by a moderate expansion of business
activity, was reflected in the balance-sheet
pattern as well. In the aggregate, the adjust-
ed balance-sheet total” increased by 1872 %;
that constitutes an average annual rise of
3%%. Among corporations and partner-
ships, the pace of growth was somewhat
at 202%
balance-sheet total of sole proprietorships

stronger, each, whereas the
has recently been only 22 % higher than in
1994. Hence the growth profile there is simi-
lar to that of overall output in the individual
forms of business organisation.

The trend in assets is marked by the fact that
non-financial assets went up distinctly more
slowly (+ 11%) than financial assets (+ 27 %).
Tangible fixed assets — the chief component

7 As part of the evaluation of annual accounts by the
Bundesbank, stocks of own funds are adjusted, among
other things, for outstanding deposits, holdings of own
shares, and loans to shareholders.

Balance-sheet
total

Muted growth
of non-financial
assets



of non-financial assets — recorded an even
lower growth rate, at 82%. The slowdown
in investment focused on the energy and
water-supply sector, whose capital stock in
1999 (in terms of book values) was 62 %
below that of 1994. That was mainly be-
cause, on the one hand, a high standard of
supply has now been reached in Germany, so
that little investment in the extension of cap-
acity is required. On the other hand, the in-
crease in competition as a result of the de-
regulation of the electricity market has pre-
sumably meant that the long-term return on
certain capital projects has been called into
question. In trade and in the construction sec-
tor, stocks of tangible fixed assets rose com-
paratively little, whereas they went up at an
above-average rate in the manufacturing and
transportation sectors.

The sluggish growth of tangible fixed assets
(+6%) in the aggregate balance sheet of
corporations is largely due to the decline in
the corresponding item in the energy and
water-supply sector, in which that form of
business organisation is manifestly dominant.
Sole proprietorships came off even worse; in
1999 their capital stock just managed to re-
gain the level of 1994 (after having decreased
in the interim). However, those trends were
accompanied by decidedly buoyant invest-
ment activity by partnerships, which resulted
in stocks of tangible fixed assets increasing by
about one-fifth. That expansion was fuelled
by firms in the manufacturing sector, which
registered a growth in investment of 222 %,
and contributed over one-half of the increase
in tangible fixed assets effected by firms of
that form of organisation.
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Among the financial assets of industrial
enterprises, growth was driven primarily by
the strong expansion of participating inter-
ests® (+ 56 %) and investments (+ 47 %).
Short and long-term debtors rose by about
one-fifth each, whereas the stock of cash
resources stagnated. The highly divergent
trends in major asset items led to a marked
shift in the asset structure. The significance of
tangible fixed assets and stocks has dimin-
ished by 3% percentage points since 1994, to
49%, while the importance of financial
assets has grown correspondingly.

A particularly conspicuous feature is the fact
that the ratio of participating interests to the
balance-sheet total rose by three percentage
points to 11%%. That development was
driven mainly by corporations, which in-
creased the weight of their participating
interests from 12% in 1994 to 15% % in
1999. Analysed by sectors, corporations in
the manufacturing sector were clearly top of
the table in 1999, with a 20 % share of par-
ticipating interests. Among partnerships in
the economic sectors analysed, the “ratio”
went up by one percentage point to 52 %,
whereas it remained as low as ever among
sole proprietorships, at 1%. The strong ex-
pansion of participating interests among cor-
porations is an indication of the fact that
“external growth” is increasingly being seen
as an alternative to investment in one’s own
enterprise. In many cases, this is being regard-
ed as an efficient way of cementing, or even

enhancing, one’s market position.

8 Including the shares in associated enterprises assigned
to fixed assets.
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Enterprises’ balance sheets, by form of organisation, in 1999 *

of which of which
All forms | Incorp- Sole pro- |All forms |Incorp- Sole pro-
of organi- |orated Partner- prietor- of organi- |orated Partner- prietor-
Item sation enterprises |ships ships sation enterprises |ships ships
% of balance-sheet total 1994 = 100 1
Assets
Non-financial assets 49.1 42.8 55.2 74.3 110.8 109.0 118.1 105.2
Tangible fixed assets 2 25.9 24.1 26.8 35.0 108.5 105.9 120.8 100.0
Stocks 3 23.1 18.6 28.4 39.2 113.4 113.3 115.7 110.3
Financial assets 50.5 56.9 44.3 24.8 127.0 130.8 124.0 96.2
Cash resources 4 4.4 4.0 5.5 3.8 99.7 91.9 115.1 110.1
Debtors 314 329 322 19.9 1215 125.2 1211 93.6
short-term 29.2 30.6 29.9 18.9 121.6 125.2 122.1 9