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The economic scene in
Germany in autumn 1991

Monthly Report of the Deutsche Bundesbank, December 1991

Overview

In Germany, which has been politically united for
over a year, some headway has now been made in
harmonising living conditions in economic terms,
too. It is true that the standard of living in eastern
Germany is still distinctly iower than that in the west;
compared with the period prior to the monetary, eco-
nomic and social union, however, it has improved
substantially, not least owing to massive transfers of
public funds from western Germany. Overall, Ger-
many must increasingly be regarded as a uniform
economic area in which the markets for goods, ser-
vices and labour are progressively interpenetrating.
As a result, favourable and unfavourable develop-
ments alike are not confined to a particular region,
but impinge on the other part of Germany as well.

But, despite some obvious successes of the integra-
tion efforts, major regional differences still remain
(particularly with respect to the level of aggregate
output), although a gradual convergence is evident
in this case, too. After the threat of overheating at the
beginning of this year, the west German economy
moved into cyclically calmer waters. In the new Lén-
der, by contrast, an expansion appears to have started
which — emanating from the construction sector
and a number of service industries — is now begin-
ning to affect the manufacturing sector. For the time
being, the differing trends in eastern and western
Germany make it necessary to analyse economic
developments in the two parts of the country separ-
ately. As those parts progressively merge, however,
attention will increasingly have to be focused on
Germany as a whole. This applies in particular to the
Bundesbank, which in a uniform monetary area can
pursue only a homogeneous, all-German monetary
policy.

Western Germany

In western Germany the pace of economic activity
has now moderated distinctly after the growth surge
of 1990 and early 1991. In the third quarter real GNP
once again fell slightly against the preceding quarter
(after adjustment for seasonal and working-day
variations, by 12 %); hence it was 2% higher than a
year before, after having risen by just over 42 % in
the first half of the year. Even so, there can be no talk
of recessionary trends. In broad areas of the
economy, demand has in recent months been
distinctly higher than it was in the spring quarter,
and the utilisation of plant capacity remains consid-
erably above the multi-year average. Conditions on
the labour market have likewise remained good, and
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employment continued to increase during the
summer, albeit at a slower pace. In terms of anti-
inflation policy, the moderation of business activity is
certainly welcome, since it constitutes a contribution

to the normalisation of production conditions in the
wake of a period of overutilisation of resources.

Whereas the course of economic activity in Ger-
many, on the one hand, and in major partner coun-
tries, on the other, had been “out of phase” up to the
spring, in recent months international growth dif-
ferentials have narrowed distinctly after the slacken-
ing of the pace of business activity in western Ger-
many. Contrary to widespread expectations, eco-
nomic conditions in the western industrialised coun-
tries have mostly remained sluggish. Some restraint
is still being exercised, especially in the case of
capital spending. Viewed in itself, this is probably
tending to curb German exports. It is thus the more
remarkable that exports of German industrial goods
have picked up since the summer, after having
previously declined for twelve months. This is pre-
sumably because German enterprises have re-
doubled their sales efforts on their traditional
markets abroad in order to make up for the weaken-
ing of domestic demand.

Despite the persistent sluggishness of growth
abroad, the German current account has not
deteriorated any further of late, although this has
owed something to the fact that imports started to
return to normal after the moderation of business
activity in western Germany and the gradual dissolu-
tion of the pent-up demand in eastern Germany. At
barely DM 5 billion, the seasonally adjusted deficit
between August and October was less than half as
large as in the preceding three-month period. In the
corresponding months of the previous year a sur-
plus of over DM 21 billion was recorded. On the one
hand, the swing in the current account over the past
year has helped to assuage, with a minimum of ten-
sions, east German residents’ “thirst for goods” after
the introduction of the Deutsche Mark, by means of
recourse to imports. On the other hand, the demand
pull from Germany has acted as a welcome stimulus
to growth (especially for the European countries
bordering on Germany), which has formed a counter-
weight to the slowdown in domestic demand abroad.

Both the more favourable trend in exports and west
German firms’ consistently strong propensity to
invest suggest that, despite the moderation, business
activity in western Germany is resilient by and large.
Although profit margins have come under pressure
in the wake of the steep wage rises and although
some capital projects in western Germany have
been getting off the ground more slowly (possibly to



the advantage of investments in eastern Germany),
current demand for capital goods has remained
unabated to date; most recently, indeed, it has even
been tending to increase. In the last few months,
taken as a whole, capital goods producers in the
manufacturing sector have been receiving rather
more orders from the home market than they did in
the spring. The brisk order inflow in the field of
industrial construction is another indication of the
sustained buoyancy of the propensity to invest. In
the third quarter of 1991 west German enterprises, in
the aggregate, spent 13% more than in the com-
parable period of the previous year on machinery,
equipment and construction.

By contrast, private consumption lost momentum
after the middle of the year. Households were
deprived of purchasing power by the tax increases
that came into force on July 1; this effect was offset
only in part by a reduction in saving. Households’
demand tended to be subdued in the third quarter,
after some purchases had previously been brought
forward in order to evade the higher costs due to the
tax increases. After mid-year retail turnover failed to
maintain the high level of the first half of 1991. This
presumably owed something to the fact that direct
buying in the old Lander by residents of eastern Ger-
many slackened.

Despite the moderation of domestic demand and
the relief afforded by lower import prices, the pace
of price rises in western Germany has accelerated
substantially since July 1991. in November con-
sumer prices were over 4% higher than a year
before. This increase in prices is due only in part to
the raising of indirect taxes as from July 1. The
crucial factor is, rather, that domestic inflationary
pressures have intensified all round. Increases of
7% in negotiated wage rates, such as were agreed
in this year’s wage round, impose a considerable
burden on enterprises, which cannot nearly be off-
set by increasing productivity. Attempts to pass
these higher costs on to consumers have caused
the price situation in western Germany to deteriorate
severely. In the European Community, France,
Belgium, Denmark and Ireland currently have lower
inflation rates.

Although, in view of the economic changes in the
wake of German unification, the year 1991 occupies
a special position in terms of wage rate policy (and
in other respects as well), the important thing now is
to set the signals correctly not only for 1992 but also

for subsequent years. In particular, it is vital to
prevent the current rates of price rises from becom-
ing the foundation for impending wage settlements,
and thus pushing inflation expectations durably up
to a higher level. The mutual leap-frogging of wages
and prices not only poses substantial risks to anti-
inflation policy; in the medium run it also clouds the
prospects for growth and employment. An increase
in real income — and that is what matters in the
final stage — cannot be achieved forcibly by means
of the highest possible rises in nominal wages, but
necessitates an expansion of aggregate output, and
stable prices are an essential precondition for that.
It is incumbent on the monetary and fiscal policy
makers, as well as on management and labour, not
to allow any fateful sequence of price rises, higher
wages and renewed price increases to materialise,
so as to create a sound basis for lasting, tension-free
economic growth.

Eastern Germany

The decline in the performance of the east German
economy has now probably bottomed out, even
though the upward movement has not yet developed
into a broadly based, self-sustaining upswing. The
incipient improvement is being fuelled not only by a
number of service sectors but also by the construc-
tion industry, where the orders placed by the public
sector and private investors alike have shot up of
late. The establishment of a serviceable infrastruc-
ture is making tangible progress. The privatisation of
what used to be state-owned enterprises, which has
gained considerable momentum, is increasingly
being reflected in supplementary capital projects,
with government promotional programmes offering
additional incentives.

During the summer, demand and output rose for the
first time in the manufacturing sector, too, although
the level of activity is still decidedly low. In part, it is
true, the output is not being generated under market
conditions, but is continuing to be buttressed by
substantial aid from the government or the Treu-
handanstalt privatisation agency. However, the fact
that private enterprises — a constantly expanding
category — are viewing their economic prospects
comparatively optimistically, and that residents are
turning increasingly to home-produced goods
again, warrants a feeling of confidence, after a
strong predilection for products from the west had
been shown immediately after the implementation of
the monetary union. On the other hand, the painful



adjustment processes will not have been completed
for a long time yet, especially among the firms in the
care of the Treuhandanstalt.

The situation on the labour market needs to be
analysed in detail. The level of underemployment
admittedly remained high, at 1.0 million unemployed
and 1.1 million short-time workers. From the middle
of the year to the end of November, however, the
number of unemployed decreased by roughly
40,000 and that of short-time workers by as many as
some 510,000. The reduction of the pressures affect-
ing the labour market was achieved mostly by
means of labour market policy measures such as
advanced training and retraining courses, job-cre-
ation measures and early retirement schemes. Up to
now it has not been possible to create a sufficient
number of new jobs which can hold their own on the
market under competitive conditions. Moreover, in
some of the “old firms” there is still a degree of over-
manning which will have to be run down further if
they are to become competitive. Given the current
improvement in economic conditions in eastern Ger-
many, however, it will probably become pro-
gressively easier to place the labour thus released
in new employment. A wage rate policy geared to
the development of productivity might well distinctly
enhance employment prospects.

The consumer price level in eastern Germany sky-
rocketed in October; it was 26% higher than a year
before. This was mainly because of the raising of
rents, which, in an initial step, were brought closer to
the west German level. The correction of the price
distortions still surviving from the days of the cent-
rally planned economy of the former GDR cannot,
however, be rated as a token of inflation. Instead, it
is a necessary adjustment on the road to a viable
market economy, controlled by price signals. Until
this process has been completed, it is west German
price movements that will remain the key target
variable for the Bundesbank’s monetary policy.

Fiscal and monetary policy

The necessary restructuring of the economy and the
adminstration of the former GDR is being assisted
and socially cushioned by means of massive public
transfer payments from western Germany. All in all,
a total of about DM 140 billion net is expected to flow
to eastern Germany from the public sector in 1991;
in 1992 such payments might well rise to a volume
of DM 175 billion. (Revenue increases caused by the

stronger growth in western Germany due to German
unification are not taken into account in this calcula-
tion.) The financial “four de force” associated with
the unification was accompanied by a sharp expan-
sion of the public sector deficit. During the second
half of the year, however, it became more and more
apparent that the burden on the public budgets this
year is turning out to be smaller than had originally
been feared. For 1991 as a whole, an overall deficit
of the central, regional and local authorities and the
social security funds of the order of DM 110 to 120
billion is now in prospect, corresponding to roughly
4% of all-German GNP In the spring a deficit of
approximately DM 150 billion had been expected, in
line with the budget plans at that time. The main
reasons for this improvement in public finance,
relative to the original expectations, were, first, the
higher level of tax revenue following the steep rise in
income and, second (and above all), lower expend-
iture than envisaged, notably because of the slower
disbursement of funds on capital projects in eastern
Germany.

Yet the more favourable financial position of the
public sector does not mean that the “all clear” can
be sounded in the field of fiscal policy. After all,
some of the factors affording financial relief are only
temporary; in addition, the deficits are still too high
to be acceptable over the long term. This is why a
reduction of the deficits is being envisaged in the
budget plans of the central, regional and local
authorities — and especially of the Federal Govern-
ment — for the coming year; a strong expansion of
tax revenue will probably contribute most to this
reduction. Conversely, however, the financial situa-
tion of the social security funds will deteriorate, with
the result that the overall public sector deficit might
actually increase slightly in 1992. Efforts at con-
solidation will remain imperative in the years ahead,
especially since it has not yet been possible to make
provision, in the plans, for all the risks arising from
the transformation of the east German economy and
from the political and economic upheavals in eastern
and central Europe. In this connection, the budget
deficits should be reduced primarily by curbing the
growth of expenditure. Tax increases constitute only
a second-best solution, since they hamper the ex-
pansionary forces and might impede the return to
greater price stability.

The Bundesbank has kept unchanged to its tight
monetary policy stance, and it underlined this fact in
the summer by lowering this year’s monetary target



from a range of 4 to 6% to one of 3 to 5% and by
raising the discount and lombard rates by 1 andVa
percentage point, respectively. This policy stance
was reaffirmed on December 5, 1991, when the Cent-
ral Bank Council adopted the monetary target for
1992. Pursuant to its decision, the Bundesbank will
continue to conduct its monetary policy in such a
way as to ensure that the persistent threats to
monetary stability are strictly contained and, at the
same time, that the monetary conditions for steady
economic growth remain in place. To this end the
Bank regards it as appropriate for the money stock
M3 to expand by 32 to 512% between the fourth
quarter of 1991 and the fourth quarter of 1992,

By announcing a monetary target, the Bundesbank
is continuing a policy which has now been success-
ful for over 17 years. Moreover, now that the
monetary adjustment processes associated with the
extension of the monetary area of the Deutsche
Mark to include eastern Germany have made such
great headway, the Bundesbank is on firmer ground
in its monetary targeting than it was a year ago. The
continuity of the underlying monetary policy stance
is also reflected in the derivation of the monetary
target for next year. Once again, the Central Bank
Council has geared its decision to the growth of pro-
duction potential, which, at 234 % in the whole of
Germany, has been put at a slightly higher figure
than it was in 1991. In western Germany the expan-
sion of production potential is likely to slacken
somewhat because of the smaller inflow of immig-
rants and ethnic Germans from eastern Europe. But
in eastern Germany production potential might well
start to increase again (following the steep fall in
1991), primarily because fewer members of the labour
force are likely to move to western Germany or to
leave the workforce by taking advantage of early
retirement schemes. As the second element, the
monetary target was geared to a normative inflation
rate of 2%, the same rate as in the previous year. In
the light of the price rises widely expected for next
year, most of which — even on the assumption of
much lower negotiated wage rate increases than in
the current year — are being put in the range of 312
to 4%, this is a decidedly ambitious target; it is
designed to demonstrate that the Bundesbank is not
willing to tolerate the present acceleration of infla-
tion. Third, the monetary target also includes the
customary increment of 2 percentage point in re-
spect of the moderation of the trend in the velocity
of circulation of money. In translating these average
annual benchmarks into a four-quarter monetary tar-
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get — i.e. a target for the period from the fourth
quarter of 1991 to the fourth quarter of 1992 — the
Bundesbank has also taken due account of the under-
lying monetary situation. In view of the ample provi-
sion of liquidity resuiting from the currency conver-
sion in eastern Germany and the current accelera-
tion of the growth of the money stock M3, a deduc-
tion has been made in setting the monetary target.
Overall, after these adjustments, there results a
mean growth rate for the course of the year of 42 %,
which has been widened, as usual, by a margin of
1 percentage point on either side.

This slight increase in the level of the monetary tar-
get does not involve any relaxation of monetary pol-
icy. Instead, when taking this decision on its monet-
ary target, the Bundesbank expressly reaffirmed that
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it intends to abide by its present tight monetary pol-
icy stance. The lowering of the monetary target in the
middle of 1991 was due to some special conditions,
especially in the context of portfolio adjustments in
eastern Germany. As indicated before, these factors
have now diminished in significance, so that the Bun-
desbank, in setting its monetary target, has been able
to revert to “more normal” conditions, and to gear its
guideline for the acceptable growth of the money stock
to magnitudes deriving from the period prior to Ger-
man monetary union. A continuation of the tight mon-
etary policy stance is essential, if only because of the
high current rates of price rises and the higher risks
posed to stability in the near future. In particular, the
strong monetary expansion must be brought down to
a more moderate pace in order to prevent inflation
expectations from arising as a consequence, and then
becoming established. Although this year’s monetary
target — viz. an increase of about 5% in M3 between
the fourth quarter of 1990 and the fourth quarter of
1991 — will probably just about be met, the current
growth rate in the second half of 1991 has been dis-
tinctly higher than appears to be compatible with the
objective of stable prices over the somewhat longer
run. Special factors, such as the growth of currency
in circulation (in connection with the uncertainties
about the taxation of interest income) or the heavier
recourse to Deutsche Mark in eastern and south-
eastern Europe, can explain the excessive rate of
monetary expansion only in part.

The maintenance of monetary stability in Germany not
only lies in our own national interest but is also
imperative in international terms. Foreign investors
have invested substantial sums in Deutsche Mark
assets. In Europe the Deutsche Mark plays the role
of the anchor currency — a role which looks
indispensable for the time being. High hopes are
being pinned on the stability of the Deutsche Mark,
and they must not be disappointed. By setting the new
monetary target, the Bundesbank means to give enter-
prises, both sides of industry and the public sector
an orientation aid as to which monetary framework
it deems to be appropriate in the coming year.
Whether the reduction of the prevailing inflation rates
to an acceptable level is possible without tensions (i.e.
without adverse repercussions on economic growth
and employment) depends not only on the Bundes-
bank and the deployment of its monetary policy
instruments but also crucially on the adoption of a
stability-orientated stance by the other policy makers
mentioned.



Money and credit

Money market management and central bank
money requirements

The Bundesbank has continued to pursue its tight
monetary policy in the past few months. With the
monetary target for 1992 adopted on December 5,
which envisages that the money stock M3 will
expand by 3%% to 5%2% between the fourth
quarter of 1991 and the fourth quarter of 1992, it
reaffirmed its intention of continuing to adhere con-
sistently to a monetary policy stance geared to main-
taining monetary stability (see page 8 ff.). -

In addition, at its meeting of December 5 the Central
Bank Council decided, upholding the strategy it pur-
sued in the previous course of 1991, to adjust the
funding of east German banks to conform further
with the regulations applying to west German banks
with effect from January 1992. In line with this de-
cision, east German banks’ refinancing quotas will
be cut by DM 8 billion to DM 10 billion. This reduc-
tion applies above all to those banks winding up or
refocusing operations (Staatsbank, Deutsche Kredit-
bank, Deutsche Aussenhandelsbank) which conduct
virtually no new business with non-banks. For the
other, fully operational banks (savings banks, credit
cooperatives, and some others) the cutback will be
smaller. Their individual refinancing quotas are set
by means of a mixed calculation — in part on the
basis of the balance sheet total which used to be the
sole benchmark figure, and in part in accordance
with the usual criteria applied to west German banks
(such as equity capital, business structure, accept-
ance and discount credit). Moreover, the utilisation
of the quotas by these banks for discounting bank
promissory notes will be limited to 25%, whereby
the remainder of the quota may only be used for dis-
counting trade bills. These measures are aimed at
further reducing the comparatively large rediscount
volume of east German banks and meeting their
refinancing requirements increasingly through secur-
ities repurchase agreements.

In the Bundesbank’s ongoing money market manage-
ment, activities again focused mainly on revolving
securities repurchase agreements; for quite some
time now, four deals with one-month maturities and,
in addition, on two of the dates deals with two-month
maturities have been concluded each month. The
allotment rates that arose in the course of the one-
month securities repurchase agreements remained
virtually unchanged during the autumn months. Fol-
lowing the raising of the discount and lombard rates

%

9.5

9.0

85

8.0

7.5

7.0

6.5

6.0 |ypm

55

5.0

4.5

4.0

3.5

DM
billion

+5

Operating v

ariables

in the money market

Interest rates

| ===- Day-to-day

== = | ombard rate
— Repurchase rate 1)

¢ d A L 15
—— Treasury bill selling rate r_‘l.f N

| wemm Discount rate

money rate

— by the Bundes!|

Assistance measures

bank

greements

Scale enlarged

Balance of other assistance measures
in the money market 2)

[~ g———a

Lombard loans

b e dar e

Lt

1989

1890

1991

1) Average monthly interest rate for securities repurchase
transactions with one-month maturities; uniform allotment
rate (fixed-rate tenders, "Dutch" variable-rate tenders) or

weighted allotment

rate ("US-style" variable-rate tenders). -

2) Short-term Treasury bill sales, foreign exchange swap and
repurchase transactions, quick tenders, and shifts of Feder-
al balances under section 17 of the Bundesbank Act.

DM
billion
140

120

100

80

60

40

20

BBk

11



12

in mid-August, prevailing rates have been set at
9.00% and 9.05%, respectively. The same applies
to comparable money market rates. The call money
rate was on the whole somewhere between 9.00%
and 9.10%, while one-month funds were quoted,
within a fairly narrow margin, at an average rate of
9.15%. At the beginning of December this interest
rate rose steeply as a result of the premium offered
on funds maturing after year-end so that the allot-
ment rate for one-month securities repurchase
agreements also increased temporarily.

In addition to securities repurchase agreements, the
Bundesbank has over the last few months also used
exceptionally short-term assistance measures in
managing the money market. These measures were
undertaken predominantly during the final days of
each current minimum reserve period and were
designed to offset liquidity factors which cannot
always be calculated reliably (such as the process-
ing of payments in connection with so-called “pen-
sion payment dates” or changes that do not emerge
until [ater in the banks’ cash balances, which are de-
ductible from minimum reserve requirements). At the
end of October the Bundesbank mopped up liquidity
on a large scale through foreign exchange repurchase
agreements and short-term Treasury bill sales
(mobilisation and liquidity paper pursuant to sections
42 and 42a of the Bundesbank Act) in order to pre-
vent call money rates from plummeting. At the end
of September and the end of November, by contrast,
when sudden tensions arose in what had hitherto
been a fairly relaxed money market, additional funds
were injected into the banking system through shifts
of Federal balances into the money market (under
section 17 of the Bundesbank Act). With these
strains persisting at the beginning of December, the
Bundesbank put a quick tender on offer as early as
the first business day of the month.

The trends for the principal factors determining
liquidity between September and November are
shown in detail in the adjacent table. It shows that,
at a total DM 4.3 billion, central bank money (cur-
rency in circulation — excluding bank cash balances
which are deductible from minimum reserve
requirements — and the minimum reserves on
domestic liabilities, calculated at current reserve
ratios) increased sharply. This resulted primarily
from the ongoing strong expansion of currency in
circulation (of DM 3.3 billion; see page 13). At DM 1.0
billion, growth in the minimum reserve component
was not, by contrast, out of the ordinary.

Factors determining bank liquidity
September to November 1991 *

DM billion;
calculated on the basis of daily averages of the months
Sep.
. to

Item Sep. Oct. Nov. pe |Nov. pe
Provision (+) or absorption (—)
of central bank balances by
1. Change in central bank

money (increase: —) — 05| — 15| — 23| — 43

Currency in circulation (— 0.6) (— 0.9) (— 1.8) (— 3.3

Minimum reserves on
domestic liabilities
(at current reserve ratios) (+ 0.1} (— 0.7) (— 0.5 (— 1.0

2. Foreign exchange move-
ments (excluding foreign
exchange swaps) + 1.5 + 1.2] + 14| + 441

3. Cash transactions of the
central and regional author-
ities (including shifts of
Federal balances under
section 17 of the Bundes-

bank Act) + 1.0] — 18| + 44| + 36
4. Other factors — 11 + 04| — 15 — 22
Total 1 to 4 + 09| — 1.7 + 20| + 1.2
5. Liquidity policy measures + 1.1] + 3.8 — 44| + 04

— Securities repurchase

agreements (+ 0.9) (+ 4.9) (— 5.3) (+ 0.5)
— Quick tenders (+ 0.3y (— 03y ( —) (£ 0.0
— Short-term Treasury bill

sales ( —) (— 0.1} (— 0.0f (— 0.2
— Foreign exchange

repurchase agreements ( —) (— 0.6) (+ 0.6) (£ 0.0
— Shifts of Federal balances

under section 17 of the

Bundesbank Act (— 0.1} (— 0.1) (+ 0.3) (+ 0.1

Remaining surplus (+)
or deficit (—) + 20| + 20| — 24 + 16
absorbed or met by

6. Recourse to unused refinan-

cing facilities (reduction: +) — 03] —10] + 1.7 + 04
7. Change in lombard loans

(increase: +) — 17 — 11| + 07| — 20
Memorandum items 1
Unused refinancing facilities 49 5.8 4.1 4.1
Lombard loans 1.5 0.4 1.1
Securities repurchase
agreements 131.0( 1359 130.6| 130.6

Balance of other assistance
measures in the money
market 2 06| —05| + 03 0.3
* For the longer-term trend see pp. 6*-7* in the Statistical Section of
this Report. — 1 Levels (in the current month or the last month of the
period). — 2 Bill-based repurchase agreements, short-term Treasury
bill sales, foreign exchange swap and repurchase transactions, quick
tenders and shifts of Federal balances under section 17 of the Bundes-
bank Act (net liabilities to banks: —). — pe Partly estimated.
Discrepancies in the totals are due to rounding. BBk

The drain on liquidity caused by the rise in central
bank money requirements was more than offset in
the period under review by the impact on liquidity
of the banks’ current transactions with the
Bundesbank. Foreign exchange movements (+ DM
4.1 billion) which above all reflected dollar receipts
by US military agencies were a key factor in this
regard, as was the fact that the central and regional
authorities’ cash transactions (at the Bundesbank),



at DM 36 billion net, also had a comparatively
strong expansionary influence; contrary to the
seasonal pattern, they also added to banks’ liquidity
in September, the major tax payment date. One
reason for this was probably that by raising the
Lander blanket quotas for deposits with or
investments of liquid funds in the banking system
(pursuant to section 17 of the Bundesbank Act), the
withdrawal of liquidity from banks in connection with
tax payment dates is reduced. Overall, the banks
recorded inflows of funds totalling DM 1.2 billion
between September and November. Including funds
provided by the Bundesbank as part of its liquidity
policy measures (DM 0.4 billion net) and the slight
increase in the utilisation of refinancing facilities, the
banks were left with a “statistical” surplus of DM 2.0
billion which they applied to reducing their lombard
debt.

Monetary developments

Growth of the money stock, fairly sluggish in the first
half of the year, has accelerated since mid-year. The
money stock M3 (currency in circulation as well as
sight deposits, time deposits for less than four years
and savings deposits at statutory notice held with
domestic banks by domestic non-banks) expanded
at a seasonally adjusted annual rate of 63 %
between August and October, compared with 434 %
from May to July. In October, it exceeded the
average level for the fourth quarter of 1990 by a
seasonally adjusted annual rate of 4.7%, as against
3.7% in June. Growth thus hovered at the top edge
of this year’s target corridor of 3% to 5%, whereas
in the light of the increased threats to stability the
Bundesbank considered growth in the lower part of
this range to be more appropriate.

The rapid pace of monetary expansion is in part
attributable to special factors which the Bundesbank
has no means of influencing. This is, in particular,
true of currency in circulation, which grew at a
seasonally adjusted annual rate of 172% between
August and October. The usual “factors determin-
ing” currency growth (incomes, consumption, inter-
est rates, exchange rates) do not alone explain this
disproportionate expansion; rather, it results mainly
from increased demand for Deutsche Mark notes
among east and south-east European countries and
the hoarding of banknotes in anticipation of changes
in the taxation of interest income. Yet shorter-term
bank deposits, which also count as part of the
money stock, have also been rising more swiftly of

late in seasonally adjusted terms. Sight deposits, in
particular, expanded more strongly. Savings deposits
at statutory notice, which had been on the down until
July, have likewise since been on the up again. The
sharper growth seen in deposits has also probably
been influenced — though to a lesser extent than in
the case of currency in circulation — by “tax-related”
evasive action. The completion of the monetary ad-
justment process in eastern Germany had a similar
effect. At all events, the money stock in the new
Lander, for which of course only a rough estimate
can be given, has not fallen further since the early
summer but has instead grown more or less as
sharply as in western Germany. Finally, following the
increase in blanket quotas which came into force at
the beginning of August, the LAnder Governments
are now able to hold a larger part of their cash bal-
ances with banks rather than with the Bundesbank;
unlike deposits at the Bundesbank, bank balances
count towards the money stock.

Investors recently also increased their money bal-
ances abroad substantially. Growth of the money
stock M3 including short-term deposits abroad and
short-dated bank bonds in the hands of domestic
non-banks tended to continue to outpace the
increase in the traditional domestic aggregate by
112 percentage points.

Viewed in the balance sheet context of monetary
analysis, it becomes clear that only some of the
acceleration in monetary growth is to be attributed to
special factors arising from the demand for money.
The stimulus bank lending had on the money cre-
ation process also played a major role here. Of late,
the latter process has been fuelled not only by vir-
tually unchanged strong growth in credit but also by
inflows of funds from abroad. Bank lending to the
private sector leaped by almost DM 635 billion
between August and October and thus much more
steeply than in the same period in 1990 (DM 47
billion). After seasonal adjustment and expressed as
an annual rate, this amounts to an increase of
10%2%. Compared with the previous period from
May to July, the rapid growth of shorter-term lending
to trade and industry slackened somewhat while
growth of longer-term lending continued to increase,
if anything. Borrowers obviously do not expect any
notable fall in interest rates in the foreseeable
future.

According to the quarterly borrowers statistics, credit
expansion continues to be widely spread. Bank
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The money stock
and its principal counterparts

Change in DM billion or %, seasonally adjusted

Money stock
May to July 1891
+4.8% p.a.

Rise in the money
stock M3 1) +6.7% p.a.

August to October 1991

Counterparts 2)

Lending to
domestic enterprises
and individuals

Public sector cash
transactions 3)

Net external assets
of the banking
system

Monetary capital
formation 4)

Contractionary impact Expansionary impact

| | | | | | |
T T I I l 1 T

-60 -40 -20 O +20 +40 +60
DM billion

1) Money stock M3 as a monthly average.- 2) The change in
the counterparts as shown reflects their expansionary (+) or
contractionary (-) impact on the money stock.- 3) Lending by
the banking system to public authorities less public sector de-
posits at the Bundesbank.- 4) Monetary capital formation by

domestic non-banks at domestic banks. BBk

lending to enterprises increased at an annual rate of
14 9% in the third quarter. Lending to the construction
industry and the services sector was particularly
vigorous. The buoyancy of lending to the manu-
facturing and distribution sectors, by contrast,
slackened slightly because of a fall in the demand
for short-term operating credit. Consumer loans aiso
rose steeply in the third quarter, at a seasonally
adjusted annual rate of 1312 %. Bank lending to the
housing sector was comparatively modest (at an
annual rate of 6 %), although it tended to be stronger
than before. One factor in this connection is prob-
ably that the emphasis has been shifting to rented
housing construction which involves a relatively
greater amount of outside funds. Moreover, pro-
spective house-owners have been less deterred by
high financing costs given the persistent increase in
construction prices and rents.

Judging by the trend in new longer-term lending
commitments, lending to the private sector may
possibly continue strong. Hitherto in 1991 and par-
ticularly since mid-year, the banks have been
authorising loans on an unusually large scale. A
considerable proportion of these commitments have
arisen in connection with the restructuring and
reorganisation of property rights in east German
trade and industry and are not likely to become
immediately apparent as part of total loans. Sales of
enterprises by the Treuhand privatisation agency, for
example — only some of which have, moreover,
impacted on cash positions to date - have ap-
parently not in themselves had any major effect
on lending to date. Given the high propensity to
invest, the volume of credit taken up in eastern Ger-
many — according to currently available data, which
are admittedly fairly incomplete — is nevertheless
growing more rapidly than in the west. Over the first
ten months of 1991, loans granted to enterprises and
individuals by bank branches in the new Lander
increased by a good DM 20 billion, or almost one-
ninth of the growth recorded by all banks. To this
must be added the loans authorised by west Ger-
man banks (on which itemised information is not
available) a major part of which is being extended
via government subsidised lending schemes and is
going to east German enterprises directly or
indirectly via west German borrowers.

Short-term bank lending rates which, following the
increase in the discount and lombard rates in mid-
August, swiftly rose by 4 to 12 percentage point,
have hardly changed since. Depending on the
amount involved, between 13% (for amounts of less
than DM 1 million) and a good 11 ¥a % (for amounts
of DM 1 million and over, but less than DM 5 million)
had to be paid for current account overdraft facilities
in November; an average 10% was charged for bills
discounted and 142% for instalment credit. Bor-
rowers sometimes actually had to pay slightly less
for long-term fixed-rate loans in November than in
August. Mortgage loans with interest locked in for
ten years have most recently cost an average effect-
ive 912 %:; just over 934 % had to be paid for loans
with five-year fixed interest. The terms of variable-
rate loans, by contrast, have changed only marginally,
with an effective rate of almost 101 % being
charged in November.

The trend in domestic non-banks’ external payment
transactions underwent a sharp about-turn after
mid-year. Following heavy outflows of funds until



July, which, taken on their own appreciably dampened
domestic monetary growth, a sizeable inflow of funds
was thus seen, notably in September. On the whole
they contributed to stronger monetary growth. The net
external assets of banks and the Bundesbank, the
increase in which reflects the above inflow of funds
to non-banks, grew by DM 85 billion between August
and October, compared with a decline of DM 6.2 billion
between May and July. A key factor in this turn-round
was, not least, that foreign investors have recently
been buying substantially more German bonds, par-
ticularly public bonds (see page 16 f.).

Public sector cash transactions continued to have
an expansionary impact on monetary growth between
August and October. While the public authorities
borrowed less from the banking system (at DM 4.1
billion) than was to be expected in terms of the
seasonal pattern, they sharply reduced (by DM 7.8
billion) their balances with the Bundesbank, which
do not count as part of the money stock. The Federal
Government accounted for most of this reduction. It
should be borne in mind, however, that the expan-
sionary influence the large public sector deficits
exert on monetary growth is currently reflected only
in part in the trend of the relevant bank loan book
and Bundesbank balances, for the heavy purchases
of public bonds by non-residents — together with
the other external transactions of non-banks — are
expressed statistically in the net external assets of
the banking system.

Monetary capital formation at banks, which in the first
half of the year provided a major counterweight to
buoyant credit expansion, has flagged slightly since.
In addition to the at times sharply evident uncertainty
as to the further trend of interest rates, in this context
a role may have been played by the fact that the port-
folio adjustment process in eastern Germany came
to an end and by investors’ occasional uncertainty with
regard to new regulations governing interest income
taxation. Only with the world-wide decline in capital
market rates in September did the propensity to in-
vest in longer-term financial instruments increase
temporarily. A total of DM 30.3 billion of longer-term
funds accumulated between August and October;
seasonally adjusted and expressed as an annual rate,
this amounts to an increase of 8%, compared with
10% between May and July. High-yielding bank bonds
(DM 19.0 billion) continued to be the main plank of
monetary capital formation. Long-term time deposits
went up by DM 69 billion. Sales of bank savings
bonds yielded DM 1.6 billion. DM 38 billion was added

The money stock and its counterparts
DM billion; change during period
Aug. to
Item Year | Aug. Sep. Oct.p [Oct. p
|. Bank lending to
domestic non-banks, 1991| +16.6{ +23.6| +27.0( +67.2
total 1 1990| +24.0| +35.0| +17.7| +76.7
1. Lending by the 1991 + 0.2 + 01} + 16 + 1.9
Bundesbank 1990 — 11| — 02| + 01| — 1.2
2. Lending by 1991| +16.4| +235| +254| +653
banks 1990 +25.2| +35.2| +17.6| +78.0
to enterprises 1991 +159| +26.1| +213| +63.3
and individuals 1990| +13.0| +28.3| + 56| +46.8
of which
short-term 1991 — 1.3] +109( + 2.0/ +115
lending 1990 + 56| +226| — 7.0| +213
longer-term 1991 +16.3| +12.8] +17.5| +46.7
lending 2 1990 + 6.3| + 4.4} +11.3| +21.9
to public 1991, + 05| — 26| + 41| + 241
authorities 1990| +122| + 6.9| +12.0| +31.1
Il. Net external assets
of banks and the 1991 + 22| + 92| — 29| + 85
Bundesbank 1990 + 29| + 11| — 25 + 1.5
lll. Monetary capital
formation at 1991| +10.3f +11.8 8.2 +30.3
domestic banks 1990| +11.6| +122| +11.6] +35.3
of which
Time deposits
and funds borrowed
for four years and 1991 + 3.1} + 13| + 24| + 69
over 1980 + 36| + 13| + 28| + 7.7
Savings deposits 1991 — 07| — 01| — 04 — 0.9
at agreed notice 1990 + 2.0| + 2.0 + 14| + 54
Bank savings 1991 + 0.0 + 05| + 10| + 1.6
bonds 1990| + 24| + 23| + 20| + 67
Bank bonds 1991 + 6.4 + 89| + 3.7 +19.0
outstanding 3 1990 + 34| + 56| + 50| +139
IV. Central bank
deposits of public 1991 — 59| + 23| — 42| — 78
authorities 1990| + 6.8| + 5.0, + 28| +14.6
V. Other factors 1991 + 0.9 +147| +12.0f +27.6
1990| — 19| +145| — 26| +10.0
VI. Money stock M3
(Balance: | plus Il 1991 +13.6( + 40| + 81| +25.7
less lll less IV less V) 1990 +10.5| + 4.4| + 3.4 +18.3
Currency in 1991 + 22| — 0.1} + 2.0| + 4.0
circulation 1990 + 12| — 07| — 1.0| — 0.6
Sight deposits 1991| — 26 + 74| + 1.0 + 58
1990| + 22| + 57| — 04| + 75
Time deposits and
funds borrowed for 1991| +149( — 1.6/ + 51 +185
less than four years 1990 +16.1| + 4.7| +10.0| +30.9
Savings deposits at 1991| — 09| — 1.7| + 0.0| — 2.6
statutory notice 1990| — 90| — 53| — 51| —19.4
Memorandum item
M3 as a monthly
average; annual
change from 4th qtr
of 1990 in % 4 + 44! + 45| + 47
1 Including lending against Treasury bills and against securities. —
2 Excluding lending against securities. — 3 Excluding banks’ holdings. —
4 Change in the money stock M3 as a monthly average of five bank-
week return days (end-of-month levels included with a weight of 50 %)
from the average of the fourth quarter of 1990, expressed as an annual
rate, seasonally adjusted. — p 1991 provisional.
Discrepancies in the totals are due to rounding. BBk

to the banks’ capital and reserves. Savings deposits
at agreed notice declined further given the unchanged
low interest paid on “regular savings deposits” (32 %
on deposits at one year’s notice and 4% % on
deposits at four years’ notice).
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Securities markets
Bond market

Conditions in the German bond market have re-
mained favourable over the past few months. Capital
market rates fell slightly again, with minor fluctu-
ations, after having tightened noticeably around the
middle of the year; most recently, the yield on public
bonds outstanding has settled down at about 82 %.
At the same time, the bond market remained
buoyant. Domestic non-banks’ propensity to invest
admittedly lessened, but this was more than offset,
above all, by increased inflows of funds from abroad.
Between August and October 1991, a total of DM
61.1 billion was raised in the domestic bond market.
It was primarily the banks and the public authorities
which benefited from this, whereas foreign issuers
booked only minor amounts.

The gradual relaxation of interest rates as of the begin-
ning of August can mainly be attributed to the Ger-
man bond market being closely interlinked with the
financial markets world-wide. In the late summer, inter-
est rates in major foreign financial centres tended to
be depressed in view of the sluggish economic trends
and the downturn in the rate of price rises. The advant-
ages they enjoyed in terms of interest rates vis-a-vis
the German market thus became smaller or — as, for
example, in the case of the United States — their
disadvantages greater. Around the middle of the year,
new expectations of an appreciation of the Deutsche
Mark, especially against the US dollar, made
investments in Deutsche Mark bonds appear increas-
ingly attractive to foreign investors, among other things
for exchange rate reasons. With brisk foreign pur-
chases, the yield on public bonds outstanding had
fallen by mid-October by aimost 2 percentage point
to 8'2%. The decline in yields was somewhat sharper
at the long end of the market. The inverse slope of
the yield curve, evident for some time already,
therefore became even more pronounced. This trend
apparently reflects not only foreign investors’ portfolio
operations, who, as past experience has shown, focus
on long-term paper, but also the markets’ confidence
in the longer-term success of the stability-oriented
monetary policy, after the Bundesbank raised the dis-
count and lombard rates in August.

In the course of October, the downward trend in
interest rates on major foreign financial markets came
to a temporary halt. Thus, the ongoing domestic
pressures on interest rate trends, such as, for ex-

ample, the inflationary price climate and the continu-
ing heavy recourse to the capital market as a con-
sequence of the German unification, were again more
noticeable. A further factor was the uncertainty over
the forthcoming changes in interest income taxation.
Against this background, the yield on public bonds
outstanding had temporarily risen to 824% by the
beginning of November. As a result of the coalition
government’s decision on the taxation of interest
income of mid-November,? which was on the whole
regarded as favourable for the capital market, the
German bond market reacted with a renewed slight
decline in interest rates. In mid-December, public
bonds were yielding more than 812% on average.
Interest rates for such paper were thus almost 1 per-
centage point higher than those for comparable US
Government bonds.

Purchases of bonds

As already mentioned, the undiminished buoyancy of
the German bond market over the last few months
was mainly attributable to increased activity by for-
eign investors. By contrast, domestic investors
assumed a wait-and-see attitude, probably also
because of the impending revision of interest income
taxation. Between August and October foreign
investors increased their holdings of German bonds
by DM 25.4 billion or by almost twice as much as in
the preceding three months (DM 13.2 billion); during
the same period in 1990, fresh purchases had
amounted to only DM 4.3 billion. October, in particu-
lar, witnessed large inflows of foreign capital (DM 12.2
billion) to the German bond market. Public bonds,
which constituted more than four-fifths (DM 21.2
billion) of foreign purchases in the period under review,
were in the focus of interest. As usual, the “traditional”
bonds of the Federal Government (including the “Ger-
man Unity” Fund) were in great demand, with foreign
investors purchasing an estimated DM 16 billion (net)
of these instruments. Even the new-style Federal
Treasury notes, launched for the first time with
maturities of four years in May 1991, continued to meet
with good response, seeing net sales of about DM 4.5
billion; at the end of October more than two-thirds of
such paper on the market was held in non-residents’
portfolios. Foreign investors increased their holdings
of bonds floated by private domestic issuers by DM
4.1 billion. An estimated DM 1.5 billion of this figure
was accounted for by issues of specialised banks —
primarily floating-rate notes of an east German bank
— and more than DM 1 billion by German banks’ for-
eign currency bonds.

1 The decision of the coalition government on changes in interest income
taxation principally envisages that from the beginning of 1993 interest
income shall be subject to a deduction of 25% which can be offset
against income tax. A savers’ allowance of DM 6,000 for single persons
and DM 12,000 for married persons shall be excluded from taxation. For-
eign investors shall be exempt from this taxation on interest income.
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Unlike the increased activity of foreign investors,
domestic non-banks’ propensity to invest has recently
fallen. Between August and October they purchased
bonds worth DM 22.3 billion, compared with DM 39.1
billion in the three preceding months and DM 36.6
billion a year before. The bulk of such purchases con-
sisted of bank bonds (DM 18.3 billion). Public bonds,
by contrast, played only a minor role (DM 1.6 billion)
in domestic non-banks’ portfolio operations, and much
the same is true of foreign Deutsche Mark bonds (DM
0.6 billion). In the period under review, domestic non-
banks even reduced their holdings of foreign currency
bonds by DM 2.8 billion; these had, like foreign
Deutsche Mark bonds, been subject to heavy demand
at the end of the eighties in connection with the
“debate on withholding tax” at that time.

In the past few months, however, demand for foreign
investment fund units has remained unabated.
Between August and October 1991 domestic non-
banks purchased such paper to the net transaction
value of DM 4.7 billion, as against DM 4.1 billion in
the preceding quarter. The lion’s share of these pur-
chases consisted of units of Luxembourg-based
Deutsche Mark funds, which mostly invest in bonds
with money-market-related maturity categories. The
acquisition of such instruments probably reflects
above all the wish to benefit from the higher rates at
the short end of the market. However, it cannot be
excluded that this form of financial investment
abroad was at the very least temporarily favoured by
the aforementioned uncertainty as to the shape
changes in interest income taxation would take.

Only incomplete figures are available to date on the
investment behaviour of major groups of buyers
from the non-bank sector. The brisk demand for for-
eign investment fund units would appear to have
stemmed mainly from households. The subdued
interest in domestic bonds would also seem in part
to reflect households’ portfolio operations. Thus, the
amount of Federa! savings bonds outstanding,
which may virtually be bought only by private
investors, decreased between August and October.
Gross sales of five-year special Federal bonds were
somewhat low in the light of a phase characterised
mainly by declining capital market rates. Since first
acquisition of such paper is largely reserved for
private investors this would also suggest that
demand for such bonds was insignificant among the
latter group of investors. This would also seem to be
borne out by the fact that the decline in savings
deposits has come to a standstill most recently.
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Sales and purchases of bonds *
DM billion
Domestic bonds 1
of which Foreign bonds 2
of which
Invest-
ment
Sales, Bank Public fund
Period total Total bonds |bonds |Total units
1991 May to
July 58.2 484 27.6 20.9 9.7 41
Aug. 20.8 18.5 10.8 7.7 2.3 1.9
Sep. 17.7 16.8 8.4 8.4 0.9 1.5
Oct. p 22.7 21.2 115 9.7 1.5 1.4
Aug. to
Oct. p 61.1 56.5 30.7 25.8 4.6 4.7
Compare
1990 Aug. to
Oct. 92.7 86.9 55.7 31.2 59| — 04
Banks [|Non-banks 4
Pur- (incl. the Do- Non-
chases, |Bundes- mestic |Foreign |resid-
total bank) 3 |Total bonds |[bonds |ents2
1991 May to
July 58.2 5.9 39.1 31.7 7.4 13.2
Aug. 20.8 3.9 10.2 8.2 2.0 6.7
Sep. 17.7 5.2 6.0 6.7 — 06 6.5
Oct. p 22.7 4.4 6.0 4.9 1.1 12.2
Aug. to
Oct. p 61.1 13.5 22.3 18.8 25 25.4
Compare
1990 Aug. to
Oct. 92.7 51.8 36.6 34.0 2.6 4.3
* Including foreign investment fund units, which are included in foreign
bonds. — 1 Net sales at market values plus/iess changes in issuers’
holdings of their own bonds. — 2 Transaction values. — 3 Book values;
statistically adjusted. — 4 Residual. — p Provisional.
Discrepancies in the totals are due to rounding. BBk

But institutional investors from the non-bank sector
would also appear to have purchased fewer bonds
over the past few months. The same is true both of
domestic bond-based funds (offered as investment
funds open to the general public), which, at DM 0.9
billion, raised comparatively few resources between
August and October, and of the insurance enter-
prises, which make fewer direct purchases in the
bond market during this period for seasonal reasons.
Insurance enterprises’ investments in registered
bank bonds not subject to price risks (DM 1.4 billion)
also remained within comparatively narrow limits.
Such enterprises, however, effect a not inconsider-
able part of their bond market purchases through
specialised funds tailored to meet their investment
requirements. indeed, these funds received capital
amounting to DM 4.2 billion in the period under
review, and at the end of October, they had on
average invested just over one-half of their assets in
domestic bonds.

Domestic banks increased their holdings of bonds
by DM 13.5 billion (book value) between August and
October and thus much more than in the previous
period (DM 5.9 billion). These figures, however, are
only to a limited extent comparable with the excep-
tionally high purchases a year before (DM 518
billion). At that time west German banks purchased
issues of an east German specialised bank on a
large scale in order to “recycle” interbank liabilities
which had previously flowed into the west German
banking system. In the period under review approx-
imately three-quarters of the purchases of bank
bonds totalling DM 8.2 billion would also appear to
have served for this purpose. In addition, banks
acquired public bonds worth DM 3.0 billion. Banks
enhanced their holdings of foreign bonds by a total
of DM 2.2 billion, about two-thirds of which amount
consisted of foreign Deutsche Mark bonds.

Sales of bonds

Issuers recorded ongoing vigorous sales on the
domestic bond market in the period under review
owing to the brisk interest in bonds shown mainly by
foreign investors. Between August and October,
domestic borrowers issued bonds with a total market
value of DM 1114 billion, compared with DM 99.3
billion between May and June. In the same period of
1990, gross sales came to DM 1286 billion, whereby,
as mentioned, the sizeable issues of an east Ger-
man specialised bank played a prominent role. Net
of redemptions and after taking account of changes
in issuers’ holdings of their own bonds, net sales
amounted to DM 565 billion, as against DM 484
billion between May and July, and DM 86.9 billion in
the same period of the previous year. On balance,
however, net sales of foreign paper (mainly foreign
investment fund units) fell by more than half to DM
46 billion (transaction value), thus also remaining
below the figure for the corresponding period in
1990. As stated above, the funds raised from sales
of domestic and foreign paper totalled DM 61.1
billion.

Half of this sum (DM 30.7 billion) accrued to do-
mestic banks. It was above all the specialised banks
which received sizeable amounts from sales of own
bonds (DM 134 billion). The larger part of their issu-
ing activity was associated with financing transac-
tions in the new Lander. Thus, an east German
specialised bank launched a further floating-rate
note issue as part of debt rescheduling. In addition,
by issuing own bonds west German public banks



refinanced loans extended to borrowers in the new
Lander on preferential terms under various govern-
ment programmes. Sales of “other” bank bonds
continued to be brisk, too (DM 10.5 billion). These
bonds were most probably mainly deployed to fund
the strongly expanding shorter-term lending to
enterprises. In the period under review a net DM 569
billion of communal bonds were sold. Total mort-
gage bonds outstanding in the market, on the other
hand, increased only marginally (DM 0.9 billion).

The public sector, in particular, benefited from non-
residents’ heavy interest in German bonds. Between
August and October public borrowers sold DM 258
billion (net) of own paper, compared with DM 20.9
billion in the preceding three-month period and DM
31.2 billion a year before. The lion’s share (DM 12.0
billion) of the proceeds of these bond issues was
again taken up by the Federal Government. In Sep-
tember it placed a new series of Federal Treasury
notes with maturities of about four years, the volume
of which was increased to DM 13 billion in
November, so that liquidity will probably rise consid-
erably in this relatively new market segment. In
October, moreover, the Federal Government launch-
ed a ten-year issue at 8.25% for DM 10 billion, which
has meanwhile been increased to DM 14 billion. It
received DM 0.7 billion (net) from ongoing sales of
five-year special Federal bonds, whereas, as already
stated, the amount of Federal savings bonds out-
standing slipped by DM 0.3 billion. The “German
Unity” Fund increased its borrowing in the bond
market considerably (DM 83 billion, net), pre-
dominantly engaging in issuing during August,
when the Federal Government exercised restraint on
the bond market. The Federal Railways increased its
bond market debt by DM 2.3 billion, which in
October for the first time included four-year Treasury
notes floated by the German Reichsbahn. The Fed-
eral Post Office and the Lander Governments bor-
rowed a net DM 19 billion and DM 14 billion,
respectively, via the bond market.

Over the last few months private enterprises have
shown growing interest in commercial paper pro-
grammes, which are not included in the sales
figures analysed here. Between August and
October, the volume of these programmes rose by
DM 6.5 billion to DM 136 billion. In the period under
review on average more than one-half of this sum
had been placed.

In the market for foreign Deutsche Mark bonds sales
continued more or less calmly. This trend is attribut-
able not only to the comparatively high interest pay-
able in the Deutsche Mark area but also most prob-
ably to the fact that domestic issuers’ long-standing
brisk sales have led to the market for foreign
Deutsche Mark bonds “contracting” from the view-
point of foreign demanders of capital. Between
August and October, foreign issuers sold bonds
denominated in Deutsche Mark with a total nominal
value of DM 80 billion, compared with DM 8.8 billion
in the preceding quarter. Unlike before, fixed-rate
bonds were now well to the fore. After deducting
redemptions, net sales came to DM 4.7 billion, the
larger part of which (DM 2.9 billion) was sold abroad.

Share market

Despite the tendencies towards relaxation on the
bond market, the German share market has been
apt to be rather weak over the past few months. In
the second half of August prices soon recovered
from the slump associated with political events in
the Soviet Union, but they fell again afterwards. This
can probably be attributed to the widespread
dampened prospects for earnings on the part of
German enterprises which have arisen as a con-
sequence of the fact that the economy would appear
to be moving at a quieter pace and wage policy has
embarked on an expansionary course. Until mid-
October, share prices had fallen by nearly 4% on
average, with turnovers declining. Thereafter, the
picture was characterised by sharper price fluctu-
ations. International upheavals once again impacted
on the German share market. After expectations of
a fast and clear economic upswing had pushed
prices to all-time highs on some foreign stock
exchanges, prices in the United States plummeted
by about 4% on November 15 in the wake of disillu-
sioned hopes of economic growth. Compared with
earlier periods as well as major foreign stock
exchanges, the German share market proved re-
markably resilient, however; the price losses sus-
tained remained within relatively narrow limits at
about 1%, on average. Average prices were, never-
theless, 10% lower in mid-December than during
the previous peak for the year in mid-June.

The amount of funds raised by domestic enterprises
in the German share market has continued to slide
in recent months. Given more constrained earnings
perspectives, many enterprises having access to the
primary market seem to have refrained from finan-
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cing investments by issuing shares. Between August
and October domestic enterprises issued new
shares with a total market value of DM 3.8 billion,
compared with DM 4.4 billion between May and July
and DM 6.5 billion in the same period in 1990. Sales
of foreign equities (excluding foreign investment
fund units, including participating interests) on the
German share market also fell in the period under
review (o the transaction value of DM 3.3 billion as
against DM 7.0 billion in the preceding quarter and
DM 38 billion from August to October 1990). This
decline mainly reflected a lower volume of direct
investments abroad by domestic enterprises. Between
August and October foreign equities were virtually
acquired only by domestic non-banks, which at the
same time slightly lessened their holdings of German
participating interests. The fact that price trends in
major foreign share markets were slightly more
favourable than in Germany until the end of October
may have played a role in this context. This may also
have contributed to foreign investors’ restraint with
regard to purchasing German shares; they increased
their holdings of German shares by only DM 1.1 billion
(transaction value) between August and October, com-
pared with DM 4.3 billion between May and July.
Banks expanded their portfolios by shares with a book
value of DM 3.2 billion, whereby almost all these new
investments were, as before, in domestic paper.



Public finance
Central, regional and local authorities
Trends since the middle of the year

German unification has placed a heavy burden on the
central, regional and local authorities, in particular the
Federal Government. However, since mid-1991 it has
become increasingly clear that financial pressures in
the current year will not be as severe as anticipated
in the budget plans. For one thing, owing to the sharp
increase in incomes, tax revenue has been growing
more vigorously than originally expected. For another,
expenditure estimates in quite a few areas will not be
fully met. Capital spending in eastern Germany, in par-
ticular, was below the forecasts, although public con-
struction orders have picked up noticeably in the
course of the year.

In the third quarter of 1991 — with the tax increases
which came into effect as of the middle of the year
having an impact for the first time — the overall
deficit incurred by the Federal Government, its special
funds (ERP Special Fund, “German Unity” Fund,
Debt-Processing Fund), the west German Lénder
Governments and local authorities, amounted to an
estimated DM 15 billion. In other words, it was even
some DM 20 billion smaller than a year before. It must,
however, be noted in this context that as early as the
third quarter of 1990, i.e. after the establishment of
the monetary, economic and social union, the Fed-
eral Government and the “German Unity” Fund had
made substantial payments to the then still independ-
ent GDR." In the first nine months of 1991, the deficit
of the above-mentioned public authorities admittedly
ran at about DM 80 billion and thus exceeded the
previous year’s level by approximately DM 25 billion;
the deficit expanded vigorously in particular during
the first quarter of 1991, which saw substantial expend-
iture connected with the east German Lénder (much
more than would have been proportionate to that
period) and contributions towards the cost of the Guif
war.

After the middle of the year, the budgetary figures
improved specifically for the Federal Government,
which booked a third-quarter deficit of only DM 5
billion; in the same period of 1990, by contrast, it had
recorded a deficit of DM 9 billion (or DM 21 billion,
if the GDR state budget deficit which was absorbed
by the 1990 Federal budget is included). This was
the result not only of a vigorous rise in tax revenue
—~ not least owing to tax increases — but also of a
deceleration in expenditure outflows following the

1 The comparative figure of last year also includes the residual deficit of
the GDR state budget for the third quarter of 1990 (almost DM 12 billion)
which was financed through borrowing in the Federal Republic and sub-
sequently, after unification, incorporated under section B in the 1990 Fed-
eral budget.

substantial payments early in the year. In the third
quarter of 1991, spending exceeded the figure for
the same period in 1990 merely by about one-fifth,
compared with one-third in the first half of the year.
Indeed, transfers to the social security funds were
even slightly down on the previous year’s level, for
during the first few months of 1991 the Federal Gov-
ernment paid into the east German social security
funds the greater part of the amount earmarked for
the entire year. Current transfers to households, by
contrast, rose very sharply, a fact mainly attributable
to payments being made to recipients in the new
Lénder for the first time this year. After the middle of
the year, capital spending also picked up more
forcefully than before; expenditure on fixed assets
and financial aid in the third quarter, for instance,
exceeded the corresponding figure for the previous
year by about two-fifths. In this case, too, the addi-
tional resources involved mostly went to the new
Laénder.

The old Lander (excluding Berlin) stepped up their
spending incisively in the third quarter, i.e. by
812 %, whereby unity-related additional outlays only
played a relatively small part. However, the Lander
Governments, in particular, will be heavily burdened
in 1991 by the high wage settlements agreed for the
public sector. Yet, they have benefited from the
favourable trend in tax revenue which the overall
economic situation has brought with it. Although
they have had to accept some losses in turnover tax
revenue since the start of the year owing to the new
Lander being granted a larger share in line with the
agreements on revenue distribution, aggregate
third-quarter tax receipts nevertheless rose by 10%,
with overall revenue growing just as vigorously.
Therefore, at just over DM 0.5 billion, the west Ger-
man Lander Governments’ deficit from July to Sep-
tember was almost DM 1 billion lower than in the
same period of the previous year. By contrast, the
west German local authority budgets probably
tended to deteriorate further. The underlying tend-
ency for spending to rise sharply, with the increase
amounting to a good 9% in the first half of the year,
probably persisted.

The financial situation of the east German Lénder
Governments and local authorities has hitherto been
characterised by start-up problems. They initially
received substantially more financial aid from the
west than could be “transformed” into expenditure.
Unlike the west German public authorities, which
can rely on a smoothly functioning organisation, the
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Tax revenue
in the former Federal Republic
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administrative wings of the east German Lénder are
still in the process of being built up and have thus
had to plan their capital spending from scratch. Ad-

mittedly, overhaul work can be initiated relatively
quickly. Most larger-scale projects, however, require
that zoning and development plans first be drawn
up, and in many cases the ownership rights issue of
the real estate in question stili remains to be
clarified. Moreover, in view of the time-frame
entailed in implementing investment projects — from
the contract being awarded via production and in-
voicing up to final payment — there is a time-lag
before expenditure figures reflect the initiation of
public investment in eastern Germany. Hence, relat-
ively modest funds have hitherto been spent on capital
investment although expenditure has clearly accel-
erated in the past few months. In other areas, such
as social assistance, fully functioning administrative
structures also need first to be established. In such
circumstances, according to the provisional data avail-
able thus far, the east German Lander Governments
recorded a surplus of almost DM 3 billion for the
months from January to September, and the local
authorities there even recorded a surplus of DM 6
billion in the first half of the year.

As already mentioned in passing, tax revenue
substantially contributed to constraining central,
regional and local authority deficits. In the third
quarter, tax revenue totalling DM 158 billion accrued
in western and eastern Germany, compared with
just under DM 141 billion in the second quarter.2
Aside from seasonal factors, this was chiefly attribut-
able to the tax increases which took effect on July 1,
1991. The solidarity surcharge on income and cor-
poration tax (of 72 % of the respective tax liability),
for instance, which is only in force until mid-1992,
yielded DM 3.9 billion in the third quarter. Further-
more, the increase in the special excise taxes levied
by the Federal Government also had an impact; this
factor is the main reason for mineral oil tax and
insurance tax revenue in the third quarter being up
DM 1.6 billion and DM 0.6 billion, respectively, on the
period between April and June.

Between July and September, receipts from joint
taxes and Lander Government taxes, which are still
being recorded separately for western and eastern
Germany, overshot the corresponding level for the
previous year by 15% in the old Ldnder. Although
they continued to rise vigorously, the increase was
thus not quite as strong as for the second quarter.
This can predominantly be attributed to the growth
in west German turnover tax revenue over the
previous year having started to return to normal after
having been affected by buoyant purchases from

2 This figure excludes local authority tax receipts, which are not yet
known for the third quarter.



eastern Germany since mid-1990. All the same,
third-quarter turnover tax revenue exceeded the
previous year’s level by almost 14%. The per-
sistence of this remarkably favourable trend in west
German turnover tax revenue results not least from
the fact that since the beginning of this year west
German enterprises are required to pay the taxes
due on turnover recorded in eastern Germany at the
location of their registered office.

Overall income taxes in western Germany (excluding
the solidarity surcharge which exclusively accrues to
the Federal Government) yielded almost 16 % more
than a year before. The 18% growth in wage tax
indicates that the strong rise in revenue seen in the
second quarter continued. This reflected, in particu-
lar, this year’s high wage settlements, the increase
in the number of employed persons and the pro-
gressive nature of the tax scale. Another factor was
that refunds associated with the annual wage tax
assessment were one-third lower than a year before,
not least as a consequence of the 1990 tax reform.
Receipts from assessed income tax shot up even more
sharply (+ 33%) than wage tax revenue. Admittedly,
roughly one-half of this exceptionally vigorous growth
resulted from the fact that such tax receipts were not
reduced to the extent seen the year before by refunds
to assessed income tax payers and investment grants.
In addition, advance tax payments and final payments
for previous years went up considerably. In the case
of corporation tax, by contrast, receipts from final
payments were evidently much lower than a year
before; whatever the case, despite a vigorous increase
in September, a month in which advance payments
are made, revenue in the third quarter fell below the
ievel for the previous year by 1%2%.

In eastern Germany, third-quarter receipts from joint
taxes and Lander Government taxes totalled DM 5.8
billion. While this corresponded to only about 412 %
of west German revenue, it meant that tax receipts
in the new Lander were substantially higher than in
the second quarter. The main reason was that, at
DM 3.1 billion, wage tax yielded twice as much as in
the previous quarter.® In addition to wage tax, only
turnover tax bears mentioning, with revenue to the
tune of DM 1.8 billion. East German receipts from
this tax continued to be clearly curtailed by the intra-
German shifts in revenue mentioned earlier. How-
ever, this does not affect the budgets of the new
Lander, since these receive an allocation calculated
per head of Ldnder population of the overali German
Léander Government share of turnover tax.

3 However, revenue trends for this tax were heavily distorted by the fact
that in the first few months of the year total wage tax paid was reduced
owing to employers’ payments of child benefits; as early as in the third
quarter, the financial administrations of the Lander Governments were
reimbursed with part of these funds by the Federal Labour Office, which
is in charge of paying child benefits; this means that at this point wage
tax revenue was overstated.

Net borrowing in the market by the central,
regional and local authorities
DM billion
of which Memo
item
Acquisi-
tion of
public
Borrow- {bonds by
ers’' note |non-resid-
Period Total Securities [loans 3 |ents
1980 + 525 + 11 +52.4 +22.0
1981 + 747 — 141 +76.2 +25.2
1982 + 726 + 316 +41.3 +12.5
1983 + 56.8| + 333 +23.9 +15.3
1984 + 442 + 29.4 +15.1 +10.1
1985 + 454 + 383 + 7.5 +19.4
1986 + 38.0 + 49.7 —11.3 +37.2
1987 + 50.0{ + 468 + 3.6 +18.8
1988 + 54.0| + 421 +12.2 + 6.6
1989 + 258 + 329 — 6.8 +19.3
1990 1, pe +123.6| +103.4 +21.0 +18.4
1990 1st half + 15.8 + 24.3 — 8.5 — 98
July to October pe + 659| + 450 +21.0 + 7.3
1991 1st half 2 + 47.7| + 328 +15.7 +11.8
July to October pe + 264 + 222 + 4.0 +16.8
1 Including “German Unity” Fund and GDR state budget (July 1 to
October 2, 1990). — 2 Excluding the debt assumed by the Federal
Railways. — 3 Including cash advances. — pe Partly estimated. BBk

As a result of the relatively favourable past mid-year
financial scenario, net borrowing by the central,
regional and local authorities remained relatively
low. In the third quarter it came to DM 14 billion
(excluding the east German Lander Governments
and local authorities), and including October, when
the central, regional and local authorities drew more
heavily again on the markets, a good DM 26 billion
was taken up. About two-fifths of this amount was
accounted for by the “German Unity” Fund as the
biggest borrower over this period; thus, by the end
of October the Fund had virtually exhausted its
annual credit ceiling of DM 31 billion. Between July
and October, new borrowing in the market by the
Federal Government came to no more than DM 4
billion; in order to finance the remainder of its deficit
it depleted its cash reserves and, at the end of
October, availed itself of Bundesbank advances (of
DM 1.8 billion) for the first time since spring 1990.
New borrowing by the west German Lander Govern-
ments during the above four months amounted to
DM 8 billion, while the local authorities raised an
estimated DM 3.5 billion and the ERP Special Fund
took up DM 2.5 billion. The Debt-Processing Fund,
by contrast, redeemed a net DM 2.5 billion. Of the
different debt instruments used, in particular loans
against securities grew, with net proceeds from Fed-
eral Government and “German Unity” Fund bonds,
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at DM 14 billion, taking pride of place. At over DM 9
billion, sales by tender of Treasury notes were also
very buoyant, whereas the volume of shorter-term
outstanding paper declined.

The east German Lander Governments borrowed in
the credit markets for the first time in the third
quarter, albeit no more than DM 0.2 billion. The east
German local authorities have hitherto incurred a
much higher level of indebtedness, but they have
largely confined themselves to taking up funds
under the local authority lending programme, for
which the Federal Government provides interest
subsidies. They borrowed DM 2 billion in the third
quarter and DM 5.7 billion in the first nine months of
the year via such facilities.

The other enterprises and institutions which count
as public borrowers stepped up their debt by a good
DM 9 billion in the third quarter. DM 3.6 billion of this
amount was accounted for by the Federal Post
Office, DM 1.1 billion by the Federal Railways and
DM 4.5 billion by the Treuhandanstalt privatisation
agency.

Prospective annual results

As things stand today, the central, regional and local
authorities in the whole of Germany will probably
sustain a deficit in the order of DM 130 billion (or
about 412 % of GNP) in 1991; the figure may in fact
transpire to be slightly smaller. At any rate the deficit
will once again grow, rising considerably over 1990,
when it came to about DM 90 billion — albeit not on
the scale suggested by the budgets which foresaw
a shortfall of approximately DM 160 billion. Not least
owing to the heavy wage increases, tax revenue is
far more abundant than initially expected, and this
has had a favourable impact on budgets. At its
meeting of November 1991, the “Working Group on
Tax Estimates”, for instance, gauged total tax revenue
accruing to the central, regional and local authorities
to be DM 10 billion higher than the official tax estim-
ate of December 1990, on which the 1991 budgets
were largely based.*

An even more significant factor is, of course, that in
the case of the Federal Government and the east
German public authorities expenditure will, in all
likelihood, not be as high as the original estimates.
Unlike the old L&nder, which were able to base their
plans on empirical knowledge, the new Lander and
their local authorities had to “break new ground”;

4 This comparison has been adjusted to take account of amendments to
tax legislation which had not yet been approved at that time, such as, in
particular, the introduction of the solidarity surcharge and the increase in
mineral oil tax.

uncertainties about the expenditure to be expected
were correspondingly high. Expenditure on capital
projects that couid be implemented in the initial period
was heavily overestimated. Noticeable shortfalls in
expenditure also appear likely for the Federal Gov-
ernment, albeit in a number of areas and not chiefly
in connection with spending on eastern Germany;
funds under the Gemeinschaftswerk Aufschwung-Ost
(joint scheme for the economic recovery of the new
Lander), for example, will probably be spent in full.
The west German Lander Governments and local
authorities, by contrast, will probably step up their
spending more vigorously than envisaged. In the
first nine months, expenditure by the west German
Lander Governments exceeded the previous year's
level by a good 7%, while the budgets had originally
foreseen a rate of 5%2%. Judging by trends in the
first half of the year, spending by the west German
local authorities in the current year will increase
even more briskly than that of the Lander Govern-
ments.

With regard to the different levels of government, the
Federal Government will probably incur a deficit of
less than DM 60 billion (while the budget the
Bundestag adopted in June anticipated a total of DM
67.5 bitlion). This figure takes due account of the fact
that additional expenditure of a good DM 6 billion
was included under a supplementary budget for
1991 (DM 5 billion of which was a transfer to cover
the prospective 1992 deficit of the Federal Labour
Office); expenditure shortfalls in other areas will,
however, together probably amount to an even larger
figure. At approximately DM 20 billion, a deficit of the
same order as that of 1990 seems likely for the oid
Lénder (including Berlin), whereas the west German
local authorities will record distinctly more unfavour-
able results than in the previous year, when they
were DM 3.5 billion in the red. In the case of the east
German public authorities, the deficits will probably
be much smaller than originally envisaged, whereby
this does not reflect a more favourable financial
situation but arises from the above-mentioned start-
up problems.

Outlook for the year 1992

According to the central, regional and local authority
budgets, the deficit in the coming year will be
reduced compared with that of 1991, thus initiating
the required strengthening of the budgets. The main
significant factors in this connection are that, pur-
suant to the 1992 budget which was adopted by the



Bundestag at the end of November, the Federal Gov-
ernment intends to cut its deficit back to DM 465
billion, and that new borrowing by the “German
Unity” Fund will decline, as was stipulated from the
outset.

The vigorous growth in tax revenue predicted in the
estimates should contribute to improving the budget
situation of the central, regional and local author-
ities; in the most recent official tax forecast, the 1992
rate is put at just over 9% for Germany as a whole.
Mainly owing to the more favourable underlying eco-
nomic situation in 1991, the working group expects
tax revenue in 1992 to be about DM 10 billion higher
than that foreseen six months earlier. DM 4 billion of
this amount will accrue to the Federal Government
whose new borrowing requirement for 1992 was, in
the final parliamentary debate, revised downwards
by roughly this amount from the figure originally
envisaged in the Government draft budget of July
1991. Receipts will be boosted not only by the growth
in revenue and turnover as well as the tax progres-
sion, but also by the fact that the excise tax
increases introduced in mid-1991 will have been in
effect for a full year and the tobacco tax is to be
raised as of early March. Yet, raising the tax
allowance for children in the context of planned
improvements to the system of equalising the burdens
families face would lead to shortfalls in receipts. How-
ever, the mediation proceedings between the
Bundestag and the Bundesrat on the 1992 Tax
Amendment Act have not yet been completed.

It is of primary importance that the deficits be reduced
by curbing any further rise in expenditure not least
with a view to growth-oriented and anti-inflationary
policy. The 1992 Federal budget foresees keeping the
increase in spending over the 1991 target to just under
39%. Considerable additional spending, compared
with the 1991 budget, is targeted for the new Lander
and in the area of child benefits; expanding interest
liabilities are also a significant item in this connec-
tion. By contrast, the special burden of German con-
tributions towards the costs of the Gulf war no longer
exists.

Admittedly, progress towards strengthening public
finance hinges essentially on whether the growth in
the expenditure of the west German Lander Govern-
ments and local authorities is cut back. Judging by
the present state of budget planning (in most cases
budget debates have not yet been concluded), the
expenditure of the old Lander will probably grow on

average by just over 4%, compared with the 1991
target (this would roughly be in line with the
expected increase in overall receipts). Figures for
the local authority budgets are not yet available. The
extent to which it will be possible to contain the rise
in spending by the Lander Governments and the
local authorities in western Germany will depend not
least on the outcome of the forthcoming wage
negotiations for the public sector. Moreover, all
levels of government will have to ensure that the
basic stance of strict restraint in spending is not
called into question by additional cost-intensive pro-
jects in individual policy areas. The Financial Plan-
ning Council emphasised in early December that
growth in expenditure for the Federal Government
and the old Lander as well as the local authorities
there will have to be confined to 3% again in the
medium term.

Any assessment of trends in the budgets of the east
German Lander Governments and local authorities
in the coming year must of necessity be rough-
and-ready, especially as the final figures for 1991 are
by no means certain and only one of the five new
Lander Governments has so far presented a draft
budget for 1992. The fact that, contrary to the
original provisions, transfers from the “German
Unity” Fund remain almost at their 1991 level is
intended to go some way towards stabilising the
revenue situation. In view of such reduced borrow-
ing by the Fund, the Federal Government plans to
make an additional DM 59 billion available. How-
ever, the Bundestag has decided that the old Lander
Governments shall forgo the structural assistance of
just under DM 2.5 billion previously set aside for this
purpose by the Federal Government; yet, an agree-
ment with the Bundesrat on the repeal of the Struc-
tural Assistance Act is still outstanding. The fact that
start-up problems (in particular in connection with
investments) are increasingly being overcome will
have an impact on expenditure. It will only prove
possible to create sufficient financial scope to
handle the most pressing tasks, in particular
infrastructural improvements, if spending on con-
sumption is contained as far as possible. The reduc-
tion of consumer subsidies and overstaffing in cer-
tain areas may bring some relief in this regard.
Admittedly, this will be accompanied by consider-
able additional funding requirements for higher
wages and salaries in the public sector. The agree-
ments reached to date (an increase in agreed earn-
ings to 60% of the west German level as of July 1,
1991, and recognition of earlier years of service from
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December, 1991) will have a strong impact in this con-
nection. All in all, spending by the Lander Govern-
ments and local authorities in eastern Germany will
probably grow much more vigorously in 1992 than in
the old Lander, and east German public-sector
deficits will increase as against 1991. In view of
these budgetary trends in the new Lander and the
municipalities there, the growth in total central,
regional and local authority expenditure will prob-
ably be relatively high in 1992, although it is likely to
remain below the sharp rise in tax revenue, which is
influenced, among other things, by the aforemen-
tioned tax increases. This underlines the fact that,
quite generally, saving efforts must not be allowed to
flag, especially as a number of budgetary risks will
continue to exist over the next few years.

Despite the incipient strengthening of the finances
of the central, regional and local authorities, the
financial state of the public sector as a whole will
probably not improve in 1992; rather, it will record a
slightly larger deficit than in 1991, since an about-
turn in the financial situation of the social security
funds is on the horizon. After a surplus in the order
of DM 15 billion in 1991, a deficit of almost DM 20
billion may emerge here for 1992; in this case,
reserves would have to be liquidated. The financial
deterioration in the area of social security (which
was outlined in more detail in the Monthly Report of
November 1991) is largely, but not exclusively, con-
nected with burdens that have arisen from German
unification. If the social security funds are included,
financial transfers via public sector budgets from
western to eastern Germany will probably increase,
compared with 1991, by about DM 35 billion to
roughly DM 175 billion to the extent that it is possible
to estimate this figure at the present stage.

Social security funds

Trends in the finances of wage and salary earners’
pension insurance funds in western Germany, which
were marked by considerable surpluses in the first
haif of 1991, were, as expected, not quite as favour-
able in the third quarter of 1991. At DM 0.5 billion, the
surplus was about DM 1 billion lower than in the cor-
responding period of 1990. Cash figures in the third
quarter unmistakably reflect the fact that the con-
tribution rate was reduced from 18.7% to 17.7% as
of April 1991. While overall receipts grew by 5%,
outflows increased by over 7%. This was attribut-
able above all both to the growing number of pen-
sioners and to the upward adjustment of pensions in
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mid-year, which, at 4.7%, was markedly higher than
a year before. In the fourth quarter, as usual for the
time of year, the pension insurance funds will again



record a relatively high surplus. Thus, figures for
1991 as a whole are likely to be similarly favourabie
to those in the previous year, when a surplus of DM
9.5 billion was booked.

Between July and September 1991, the pension
insurance funds in eastern Germany recorded a
deficit of DM 0.75 billion. Admittedly, this was partly
the result of the fact that as a precaution the Federal
Government transferred the greater part of its gen-
eral subsidy for the whole of 1991 during the first few
months of the year, so that in the third quarter the
pension insurance funds received a smaller pro rata
amount than normal. Apart from the ongoing
decline in employment, revenue from contributions
was curbed by the cut in the contribution rate. On
the other hand, massive increases in agreed wages
generated additional contribution revenue, so that,
at just under DM 7 billion, contribution receipts
slightly overshot the level of the previous quarter.
The fact that pensions were raised by 15% in the
middle of the year (as they were at the beginning of
the year) in order to keep them in line with income
trends played a significant role in total expenditure
reaching the DM 85 billion mark. Compared with
the level prior to the currency conversion in
mid-1990, the basic pension, i.e. the pension of an
average wage or salary earner who has paid
insurance for 45 years, has thus gone up by about
70% on aggregate. In 1991 as a whole, the pension
insurance funds in eastern Germany will probably
break roughly even.

Trends in the finances of the Federal Labour Office
after the middle of the year continued to be marked
significantly by the fact that the underlying pattern
and requirements of the labour markets in western
and eastern Germany differed substantially from
each other. A considerable portion of intra-German
transfers of resources to the new Lander is financed
and effected via the Federal Labour Office budget.
In western Germany, the Federal Labour Office
recorded a third-quarter surplus of almost DM 9
billion, compared with a mere DM 0.5 billion in the
corresponding period of the previous year. The main
reason for this improvement in the financial results
was not only the ongoing favourable economic
environment but also the increase in the contribu-
tion rate by 2.5 percentage points to 68% in early
April. Overall third-quarter revenue exceeded the
1990 level by a good four-fifths. Overall spending, by
contrast, grew by less than 2%. While expenditure
on vocational training schemes remained high,

Trends in the receipts and expenditure
of the Federal Labour Office
DM billion
Expenditure
of which
Unemploy-
ment and | Vocational
short-time |training | Surplus
working |schemes |(+) or
Period Receipts 1)) Total benefits |2 deficit (—)
Old Lander
1989 37.9 39.8 18.0 15.1 — 1.9
1990 40.7 41.4 18.4 16.1 — 07
1990 1st gtr 9.3 1.1 5.2 40 — 1.8
2nd qtr 9.9 10.4 46 4.0 — 05
3rd gtr 10.2 9.7 43 3.9 + 0.5
4th qtr 11.4 10.2 4.2 4.3 + 11
1991 1st gtr 10.8 11.0 4.7 4.2 — 02
2nd qgtr 15.4 10.3 4.2 4.0 + 5.1
3rd qgtr 18.7 9.8 4.2 4.0 + 8.8
New Lénder
1990 4th gtr3 13 25 21 0.3 — 1.2
1991 1st qgtr 1.0 4.3 3.2 0.7 33
2nd qtr 1.1 7.6 53 1.6 — 6.5
3rd gtr 1.3 7.9 5.1 1.8 6.6
Entire Federal Republic
1990 4th qtr3 12.6 12.7 6.3 4.6 — 01
1991 1st gtr 11.8 15.2 7.9 49 — 35
2nd gtr 16.5 17.9 9.5 5.6 — 1.4
3rd qgtr 20.0 17.7 9.3 5.8 + 2.2
1 Excluding Federal Government liquidity assistance. — 2 Vocational
training, measures to foster the commencement of work, rehabilitation
ﬁnd job creation measures. — 3 October 3 to December 31 for the new
ander.
Discrepancies in the totals are due to rounding. BBk

fewer funds needed to be committed to unemploy-
ment benefits than before.

The massive surplus in western Germany went hand
in hand with a huge deficit in the east. The latter
amounted to just over DM 6.5 billion between July
and September and was thus roughly as high as in
the second quarter. It was only possible to cover
one-sixth of total third-quarter expenditure of
about DM 8 billion using east German contribution
revenue. At DM 2.8 billion, payments of short-time
working benefits remained the largest single ex-
penditure item, although, owing to the decline in
short-time work, they were no longer as high as in
the second quarter. By contrast, spending on un-
employment benefits and the use of labour market
policy instruments both increased. A contributory
factor here was not least that from July 1, 1991, the
minimum age for the receipt of transitional benefits
for early retirement was lowered from 57 to 55 years.
In September the total number of persons receiving
benefits from the Federal Labour Office in the new
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Lander (including recipients of early retirement pen-
sions paid by the Federal Government, which have
meanwhile been replaced by transitional benefits for
early retirement) came to an estimated over 3 million,
i.e. about 40% of the iabour force. The financing
requirements will probably continue to grow in the
final quarter with spending in eastern Germany now
almost as high as in western Germany. However,
owing to the favourable trends in western Germany,
the Federal Labour Office may only need to take up
part of the projected DM 2.3 billion of Federal Gov-
ernment assistance in 1991 in order to finance its
deficit this year. Since the Federal Government’s
1991 supplementary budget foresees the provision
of some additional DM 5 billion for the Federal
Labour Office, an amount which will initially be
allocated to the reserves and then used in the com-
ing year to fund spending, the Federal Labour Office
will, in purely arithmetical terms, record a surplus
this year.

The finances of the statutory health insurance institu-
tions in the old Lander continued to be tight in the
third quarter. Between July and September the
health insurance institutions incurred a deficit of a
good DM 2 billion, following a surplus of just under
DM 1 billion in the same period in 1990. Admittedly,
contribution rates have in the meantime been cut
from an average of 12.4% to 12.2%, so that con-
tribution revenue, which grew by 4.5%, still lagged
somewhat behind the increase in eligible income
(+ 5%). However, the double-digit growth rates
recorded in all areas of expenditure were the main
reason for the financial deterioration. All in all, third-
quarter outlays on non-financial benefits were
12.2% higher than a year before. Following a deficit
of DM 5.75 billion in the first nine months, a surplus
is likely to be seen in the final quarter, in line with the
usual quarterly pattern. The health insurance insti-
tutions in western Germany will probably incur an
overall 1991 deficit of about DM 5 billion. Against this
background, many health insurance institutions
have announced contribution rate increases for the
coming year.



Economic conditions
The global economic situation

The business situation in the Federal Republic of
Germany’s major partner countries has not im-
proved decisively even after the middle of 1991. This
holds true not least of the United States, where the
real gross national product (seasonally adjusted) for
the first time since summer 1990 rose in the third
quarter against the preceding quarter, albeit only by
/2 %. But this is probably rather more a reflection of
the trend in demand in the spring and early summer
months. In September-October orders for long-lived
assets were noticeably lower than before. Industrial
output has risen hardly any further since July. An
improvement in the level of consumption is being
countered by both the weak labour market situation
and the huge debts that households built up in earl-
ier years. The profits situation of enterprises, too,
has lately deteriorated further, a fact that should, as
such, curb their propensity to invest. It currently re-
mains to be seen whether the latest easing of monet-
ary policy will prove capable, given the consequences
it has for the level of interest rates, of offsetting the
retarding influences. Moreover, it cannot be excluded
that the uncertainties prevailing in the American
financial system will delay the economic recovery
further.

In view of the great weight the United States has in
the global economy (it accounts for about one-third
of the western industrial countries’ total output), the
overall economic prospects in Europe, too, currently
depend to a considerable degree on cyclical
developments there. Neither in France nor in ltaly
are there any indications at present of domestic
expansionary forces which might allow a clear
reversal towards a better business situation to be
hoped for. In the last few months the high — not
least unification-induced — demand from Germany,
which had given rise to significant growth stimuli as
from the middle of last year, probably no longer rose
as markedly as in 1990 and even at the beginning of
1991. This is also likely to be one of the reasons
for the economic slowdown in Germany’s smaller
neighbouring states, which, as a result of the
demand stimuli emanating from Germany, had been
able for some time to decouple themselves from the
international trend in business activity.

The British economy has meanwhile apparently
passed the trough. In summer this year, at any rate,
industrial output there expanded again for the first
time since spring 1990, namely by a seasonally

adjusted 1% against the second quarter. The driv-
ing force behind this increase, however, was not the
manufacturing sector but rather the energy industry.
The business climate in Japan has cooled down
perceptibly in the recent past. This is indicated, inter
alia, by the fact that industrial production in the
period from July to October, seasonally adjusted,
remained more or less at the level reached in the
second quarter and exceeded that recorded in the
corresponding period of the preceding year by only
12 %; in the first six months of the year it had still
been 412% higher than a year before.

Western Germany
Trends in demand

In contrast to the situation in major partner countries,
the west German economy was still subject to a mark-
ed pressure of demand weli into the first months of
this year, a pressure which has meanwhile declined
perceptibly, however. This is accompanied — as is
welcome in terms of stability policy — by an easing
of cyclical pressures, in the course of which the earlier
excessive utilisation of productive capacities is gradu-
ally being reduced and production conditions are be-
coming less strained. Viewed from today’s perspect-
ive, however, it is hardly to be feared that the slower
pace of activity in the west German economy will
develop into a marked cyclical weakness comparable
to the recent overall economic trends in major part-
ner countries or even into recessionary tendencies,
although — as will have to be explained later — the
real gross national product in the third quarter, ad-
justed for seasonal and working-day variations, again
declined against the preceding quarter, and has thus
fallen slightly for two successive quarters.

It is, above all, the recent trends in important demand
indicators that suggest that economic activity will con-
tinue to run at a high level. On average between July
and October, for instance, the orders received by the
manufacturing sector rose by 112%, seasonally
adjusted, against the average of the spring quarter.
The value of the orders, however, was 1%, and the
volume 212%, down on the level recorded a year
earlier when ordering had surged upwards — not
least as a result of the spending spree of east Ger-
man residents which had set in at the time. In addi-
tion, demand for construction work, which had
declined in the second quarter, again grew excep-
tionally strongly, seasonally adjusted, in the third
quarter.
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The increase in orders for west German industrial
products is due, above all, to an expansion of export
orders. After demand from abroad, adjusted for
seasonal variations, had declined between autumn
last year and early spring 1991, the orders placed by
foreign customers in the period from July to October
rose by 3%2% against the second quarter. Their
level was, however, a nominal 4%, and a real 5%,
lower than in the year before. Since — as outlined
earlier — a broadly based global cyclical upswing is
currently not yet in sight, the increased buoyancy of
export business is probably due not only to the de-
layed effects of the weakness of the Deutsche Mark
persisting on the exchange markets up to the middie
of the year but also and especially to the fact that,
as demand from eastern Germany is now no longer
surging upwards as strongly as before, west German
suppliers are again taking a greater interest in
markets abroad.

In the wake of growing export orders in the third
qguarter of 1991, the seasonally adjusted balance of
real west German exports and imports of goods and
services — the real foreign balance — for the first
time rose again compared with the preceding quarter,
albeit only comparatively little, after it had declined
considerably before. In addition, economic activity
benefited from the fact that the surplus of west
German supplies of goods to the new Lénder over
deliveries from there increased further, even though
direct purchases of east German households in the
old Lander have tended rather to decline somewhat.

Enterprises’ demand for capital goods

West German industry’s propensity to invest is still
unbroken; in the last few months enterprises’
demand for capital goods has tended even to
expand somewhat. This, too, indicates that overall
economic developments in the old Lander are cur-
rently not threatening to slide into a phase of sus-
tained cyclical weakness. Owing not least to the
high pay increments agreed upon in this year's
wage round, the pressure on enterprises’ profit
margins has increased significantly. This was prob-
ably a major reason why, as is indicated by the Ifo
Business Survey, the expectations of industrial
enterprises, for instance, have recently deteriorated,
a fact that has not so far had any consequences for
their propensity to invest, however. But willingness
to invest will probably decline, and thus ultimately
endanger stability, growth and employment, if the
wage and salary increases adopted in the imminent

Demand for capital goods
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pay round are not considerably smaller than in the
current year, so that the pressure on profit margins
would rise further.

On average between July and October, German enter-
prises’ demand for domestic capital goods (exclud-
ing vehicles) expanded, seasonally adjusted, against
the average of the spring quarter, albeit only slightly.
The year-on-year rate of increase, however, was relat-
ively modest, at a nominal 3% (and a real 2 %); but
this was due to the fact that ordering had surged
upwards and attained an exceptionally high level in
the corresponding period of the year before. The
growth of domestic orders against spring this year did
not, however, extend to all branches of the capital
goods industry. An exception was mechanical en-



gineering, where the domestic orders placed in the
four months under review were somewhat lower, sea-
sonally adjusted, than in the months before (while
orders received from abroad, on the other hand,
increased considerably). In the electrical engineer-
ing industry and in several smaller branches of the
capital goods sector, by contrast, ordering by domestic
customers was more buoyant than in spring. In indus-
trial construction far more orders were placed in the
third quarter (the most recent period for which data
are available); the seasonally adjusted rise against
the second quarter amounted to no less than 8% in
both nominal and real terms. It cannot be ruled out
that this expansion was to some extent due also to
increased demand by east German enterprises. The
industrial construction orders placed in the third
quarter of 1991 exceeded the level in the correspond-
ing period of the year before by 14%2% in volume,
and by 22% in value.

West German producing enterprises’ investment
activity continued to be buoyant also in summer this
year. In the third quarter enterprises spent, all in
all, 13% more than a year earlier on machinery and
equipment as well as on construction in the old Lan-
der; this comes down to a real increase of 9%. A not
inconsiderable proportion of this capital expenditure
was to the benefit of foreign suppliers who were able
to expand their deliveries of machinery and equip-
ment significantly.

Demand for residential and public construction work

In the summer months the construction industry was
confronted with a flood of orders, to which demand
for all types of construction work contributed more or
less strongly. In addition to the surging growth of
industrial construction orders, orders for residential
construction, too, increased considerably in the third
quarter; in seasonally adjusted terms, their volume
rose by 7% against the second quarter of the cur-
rent year, and by 12% (a nominal 19%2%) against
the corresponding period of the year before. A very
strong expansion of ordering activity was recorded,
in particular, by the sectors constructing rented and
owner-occupied accommodation; on the other hand,
as can be deduced from the trend in the building
permits granted in the first two summer months,
demand for one and two-family houses, which had
declined earlier, only grew comparatively littie. The
restraint shown by potential builders in this sector is
probably due to the fact that — in view of a signific-
ant increase in the costs of construction work, an

inadequate supply and correspondingly high prices
of land as well as high cost of finance — many of
them were compelled to dispense with the realisa-
tion of their desire to have their “own f<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>