Taking
The German
Recovery
| ess Serioudy

A counterintuitive view.

he good news on the German economy just keeps on coming.

GDPgrowth in 2006 and thefirst half of 2007 exceeded all fore-

casters' expectations by far. Unemployment has fallen further

and faster than even the heartiest advocates of labor market

reform had hoped. Germany’s famed six economic institutes

have now started competing over who can raise their economic

forecasts the most, instead of who can be the gloomiest. And all

this has come at a most fortuitous time for the world economy,

when the U.S. growth rate (and thus imports from the rest of the world) is finally

slowing, and the world needed another growth engineto carry theload. It seemsafar

cry from just two years ago when books about Germany’s economic malaise or
"IN TERNATIONAL decline or even crisis dominated the country’s bestseller lists.

ECON OMY While the benefits of German economic recovery are real and welcome, no one

THE MAGAZINE OF should attril_oute much lasting meaning to today’s German economi_c recovery. G(f,rman

INTERNATIONAL ECONOMIC POLICY real per caplta GDP—the measure that most closely tracks economic welfare—will npt

888 16th Street, N.\W. keep growing annually at rateswell above 2 percent (even if that iswhat Germany will
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Suite 740 average over the course of 2006-08), and Germany will remain alaggard in productiv-
Washington, D.C. 20006 ity growth compared to other rich economies that save and invest asmuch isit does.
Phone: 202-861-0791
Fax: 202-861-0790 Adam S Posen isa Senior Fellow with the Peterson Institute for International
www.international-economy.com Economics and TIE’s Associate Editor and Chief Economic Commentator.

18 THEINTERNATIONAL ECONOMY SUMMER 2007



Trade vs. Growth

ermany’ s preoccupation with remaining theworld export champion
Gisdso quitemideading. Thereseamsto beaDirk Nowitzki fallacy

at work. If people wereto say, “Because Dirk Nowitzki of the
Dallas Mavericks won the NBA's Most Valuable Player award, al
German people arereally good basketball players,” wewould dismiss
that as silly. Yet, if we look at the corporate sector in Germany, there
is this tendency to reason backwards from individual exporters.
Because there are a couple of little machine tool companiesin Baden-
Wirttemberg that happen to make some exportsto China, advocates of
the Mittelstand argue everything is okay. But this doesn’t really mean
anything about the corporate sector generally, and there is no correla
tion between how much a developed economy exports over the long

term and how fast it grows.

Dirk Nowitzki of the Dallas Mavericks.

Does the recent growth surge mean that the
German economy has changed a great deal for the
better? Or does it mean that all the diagnoses of
doom and gloom were misplaced? Unfortunately,
the answer to both of these questions still appearsto
be no, even taking into account the latest positive
data. Yet, even though the mainstream negative

Germany’s famed six economic
ingtitutes have now started
competing over who can raise
their economic forecasts
the most, instead of who can

be the gloomiest.

—A. Posen

assessment of Germany’s long-term economic
prospects remains correct in its bottom line, that
appraisal holdsfor different reasons than those usu-
aly cited.

Remember that Germany over 1991-2005
averaged only 1.4 percent per capitagrowth, despite
positive demand shocks from first the post-
unification boom at home and then the growing
world economy of thelast severa years. If Germany
was flat on its back for fifteen years, the idea that
when theworld is booming for many years straight
at alevel that hasn't been seen since the 1950s, it
somehow managesto get off itsback for acouple of
years, should not be so surprising. Similarly, the cur-
rent already-peaked cyclical recovery there will not
bring the long-run trend up very much, and is not
in itself evidence of a structural change. So, no,
German real potential growth has not risen and is
ill only 1.5 percent or less per capita, and that isthe
rate at which we would expect Germany to grow on
average including even these boom years.

As growth theory since the work of Robert
Solow informs us, an economy’s sustainable rate of
per capitaoutput growth rises asitsworkforce' squal-
ity isimproved by education and training, as tech-
nological progress occurs and is adopted by
businesses, and as investment adds to the stock of
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|t isfailuresin the German private-
sector allocation of and returnsto
capital that are at work and that
are still waiting to be addressed by
increased market discipline or

enforced liberalization.

capital and enablesit to absorb new technology. On
every one of these fundamental counts, Germany
continues to underperform—especidly givenitshigh
savings rate and low inflation which should provide
ampleinputsto generate useful investment in human
and physical capital. Obvioudly, labor force growth
does nothing directly for per capita or for produc-
tivity growth, so the blame for the economy’s low
potentia cannot be shifted to German demographics.
Similarly, real interest rates remain low and exports
remain high, so the usua excuse of high taxes dri-
ving fiscal and labor cost excesses does not hold up.
It isfailuresin the German private-sector allocation
of and returnsto capital that are at work and that are
il waiting to be addressed by increased market dis-
cipline or enforced liberalization.

Education and training was supposed to be a
key advantage of the Germany economy, deploy-
ing thefamed “ dual system” to combine vocational
and lifelong learning along with extensive public
education and universities. Yet it hasfailed on every
level. The PISA exams comparing primary school
student achievement in reading and mathematics
across countries revealed that German primary
schools deliver results far below the OECD aver-
age. German universities have suffered an exodus
of the best students and professors, are over-
whelmed by huge numbers of unmotivated enrollees
compared to the available infrastructure and faculty
numbers, spend a tenth as much per graduate stu-
dent as the United States does (with the logical
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diminishment of research), and, like all other
competition-free tertiary education systems, fail to
generate adequate numbers of graduates in the nec-
essary fields. The vocational training system has
proven inflexible, unable to adapt to changing indus-
trial needs, much like the static companies and
unionsit serves.

And we know that private investment—
residential and corporate—not only has been low in
Germany for years, but that investment growth has
still lagged the current recovery. In the United
Kingdom and the United States, recent sustained
risesin productivity growth rates were preceded by
fixed investment and technological adoption, and
in Japan the last few years' boom has been invest-
ment-driven while the economy adds new capital
in restructured industries. In all these cases, invest-
ment was a marker of corporate adoption of best
practices and utilization of information technol ogy.
The absence of at least a significant pick-up in
German corporate investment at present, let alone
any catch-up growth in replacement of depreciated
capita (asin Japan), is a fundamental reason to be
suspiciousthat the current German recovery isonly
cyclical in nature and does not reflect lasting
improvements in productivity. Throw in the global
availability of cheap capital fueling investment
booms almost everywhere else in Europe, and the
dysfunctiondlity of the German corporate sector is
even more evident.

The good news about the rapid decline in
unemployment in Germany to levels below those
seeninthelast recovery aso raises doubts about the
sustainability of Germany’s higher growth rate. If
an increase in a country’s growth rate is due to an
increase in potentia output rather than just absorp-
tion of dlack, it usually shows up in an increase in
labor productivity growth. The economy starts pro-
ducing more with the same number of workers and
other inputs, and that in turn leads to demand growth

German universities
have suffered an exodus of

the best students and professors.




(through higher wages and profits), and then to
greater use of labor as the economy expands. In
Germany at present, again the sequence waswrong
if potential has improved. As soon as the economy
started to pick up, German companies had to add a
lot of workers, that is, labor input, to generate a
small increase in production, which is the very
opposite of productivity growth.

Put another way, mainstream economists usu-
aly examine so-called Okun coefficients of how
much unemployment changes when an economy is
growing faster or slower than at its potential rate—
and the coefficient for Germany has risen in this
recovery. Thisrise meansthat Germany has not only
been growing well above potentia (to cause such a
drop in unemployment) but it needs to add more
labor hoursto increase growth a given amount than
it used to. Part of thisrise in employment certainly
reflects the labor reformsto date, irrespective of the
productivity aspect, but in a sense that is the point.
The labor reforms can add to the amount of hours
worked at a given wage, but that at best is a one-
timeincrease in the economy’s size, not a source of
sustained growth.

Germany’s preoccupation with remaining the
world export champion is also quite misleading.
There seemsto be a Dirk Nowitzki falacy at work.
If people were to say, “Because Dirk Nowitzki of
the Dallas Maverickswon the NBA'sMost Vauable
Player award, dl German people arereally good bas-
ketball players,” wewould dismissthat assilly. Yet,

Germany's potential growth rate
and therefore its long-term
prospects remain poor,
just as the mainstream view had it
before the positive surprises

of the last five quarters.

As soon as the economy started
to pick up, German companies had
to add a lot of workersto generate

asmall increase in production,

which isthe very opposite of

productivity growth.

if welook at the corporate sector in Germany, there
isthistendency to reason backwards from individual
exporters. Because there are a couple of little
machine tool companiesin Baden-Wirttemberg that
happen to make some exports to China, advocates
of the Mittelstand argue everything is okay. But this
doesn’t really mean anything about the corporate
sector generally, and thereis no correlation between
how much a developed economy exports over the
long term and how fast it grows.

Thus, no one should be confused or satisfied
by the current cyclical recovery, least of all
German citizens, welcome though it is from a
global perspective. Germany’s potential growth
rate and therefore its long-term prospects remain
poor, just as the mainstream view had it before the
positive surprises of the last five quarters. But
observers a so should recognize where the current
upswing demonstrates that many common eco-
nomic policy beliefs in and about Germany are
mistaken. In particular, labor market and tax
reforms alone, which already have been imple-
mented to alarge degree in Germany, do not gen-
erate sustained productivity growth on their own.
The real structural reform agenda, which is about
increasing efficiency in the German corporate and
financial sectors, remains to be tackled. So the
German Grand Coalition should not allow recent
temporary export success to be used as an excuse
to leave the country’s low returns on capital unad-
dressed. L 2
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