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Here’s why Germany needs to start spending

In a recent article in the FT, Otmar
Issing suggested that there are no
good reasons for a country like
Germany — which enjoys near-full
employment and has a balanced
budget, a debt “far above target” and
an extremely loose monetary policy —
to embark on an expansionary budget
policy. He asks: “Where is the
economic textbook that argues that

such a country should run a deficit to stimulate the economy?”

The argument may sound convincing but one key variable is missing:
Germany’s national savings exceed national investment by more than 6 per
cent of GDP. This long-running current account surplus derives from
Germans’ desire to accumulate wealth, in particular in view of their retirement.
The problem is that the German economy does not produce enough assets to
satisfy this wish. If Germany was a closed economy, the excess of savings over
investments would lead to a sharp fall in interest rates to levels even lower
than the current ones and to a protracted deflation.

Fortunately for Germany, its economy is not closed and several other countries

are willing to sell assets to German savers. However, while Germany’s desire to

accumulate wealth seems infinite – the foreign asset position of Germany is
approaching 100 per cent of GDP – the ability of other countries to borrow and
issue debt assets is not. In fact, the external debt of several peripheral
countries has risen above 100 per cent of GDP and has become unsustainable,
forcing them to sharply cut spending. German savers could decide to shift their
investments to other parts of the world, but the memories of the losses
incurred after the Asian crisis of the 1990s and the US subprime crisis of the
last decade still hurt. Given that Germans as a nation are one of the world’s

largest net savers, by definition they have to invest abroad and it is no surprise

that they are therefore badly hit when financial crises erupt somewhere around
the world.

Europe is thus in a Catch-22. On one hand, Germany and a few other countries
want to continue to save a high portion of their income and accumulate assets
through record current account surpluses. On the other hand, peripheral
countries cannot, and do not want to, borrow more from abroad because they
have to deleverage in order to put their own houses in order and reduce their
excessive debt. This ends up in an overall excess of savings in Europe which, as
described above, produces deflationary effects.

Germany has so far escaped the recession because it has been able to
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compensate for the lower demand coming from the rest of Europe with a
strong export performance in the emerging markets. However, the recent
slowdown in China, Russia and the Gulf show the fragility of the German
economy. In fact, for an economy as large as Germany to depend for nearly 50
per cent of its GDP on exports is a sign of extreme weakness.

How can Europe escape from deflation? There are two avenues.

The first is that German savers stop investing their savings in fixed income
debt instruments (which is what they prefer), and move instead towards
foreign stocks and direct investments, as China is increasingly doing. This
would avoid excess debt accumulation in peripheral countries and help
stimulate growth in those countries too.

The other solution is that Germany itself issues more assets in which its savers
can invest. How would this work? One possibility is to increase the country’s
public debt, but this option is not favoured by German economists and
politicians. An alternative is to encourage private investment. Why doesn’t the
private sector invest more in Germany? Entrepreneurs answer that there is not
enough demand for their goods to justify an increase in investment. Indeed,
foreign demand is slowing and domestic demand is sluggish.

What should German policy makers do under these circumstances? Implement
policies that stimulate domestic demand, be it through higher consumption or
investments. One way to achieve this, for instance, is to cut the VAT rate,
which is high at 19 per cent, and discourages household spending. Another
example is to encourage private investments through preferential tax
treatment.

If domestic demand does not rise and compensate for the slowdown in world
demand, the huge excess of German savings over investment will drag the
European economy into a deflationary spiral. That is what standard economic
analysis suggests, and that is actually what happened in the 1930s and led to
the economic and political disasters of which we all know. If we want to avoid
repeating the same mistake we just need to pick any standard macroeconomic
textbook from the shelf of a university library and, if needed, translate it.

The writer is a former member of the executive board of the European
Central Bank and currently visiting scholar at Harvard’s Weatherhead
Center for International Affairs and at the Istituto Affari Internazionali in
Rome
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