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Opening Address

President Dr. Kim, Dr. Mayer, Deputy Minister Namkoong, Ladies and
Gentlemen,

I 'am very honored to be invited here to help in opening this important
seminar, which certainly will add something new to our old discussion about
the chances of reunification and problems of reunification.

Obviously, taxation is something which all citizens don’t like and which
always presents a problem between principles and the necessity of the state.
In Germany, we have a very practical problem right now in taxation because
there is a political discussion about the reform of taxation. Everybody’s in
agreement that it should be reformed, only the question of how it should be
reformed, is the decisive question where we have not found an agreement
yet. Also, the state of affairs reflects the general unease of fiscal decision-
makers in agreeing on what the “right” concept of such a decision is. | think
it is no exaggeration to point out that these discussions are as old as eco-
nomics as an academic subject, reflecting ideology to some degree as op-
posed to pragmatism.

Looking back at the early stages of our unification process, you will notice
that one of the most controversial issues has been the introduction of the
West German fiscal system into East Germany, which has led to some of the
most emotional outbursts in public. It was evident that conflicting objectives
would dominate discussions in the years ahead. The principle of competitive-

ness in the ongoing process of globalization, conflicted with the ever-increas-
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ing burdens on the individual, necessitated by the need of government to
procure funds for the maintenance of a social security based on the principle
of the “social state” which is solidly embedded in the German Constitution.
In other words, there was a need to redefine the border between individual
freedom, including the freedom to dispose, freely and to a maximum degree
possible, of gains and income realized of his or her economic activities, and
the need for the public to raise sufficient funds to cope with the ever-in-
creasing task of providing for social benefits.

Not surprisingly, the decision-making was further complicated by the need
to speed up national unity, including the need to reverse the trend of a col-
lapsing industrial production in old East Germany on the basis of a free mar-
ket economy, and to cope with the enormous costs of achieving monetary
and social union in conformity with the legal framework on which this proc-
ess was based. The result was the ongoing discussion, an end to which is not
yet in sight.

It is well known that there are limits for any government’s natural tenden-
¢y, an innate craving, to test out the limits of endurance of a national econo-
my. When it comes to fundraising through taxation, individuals and corpora-
tions alike react most sensitively to excessive burdens and when permitted,
retention falls short of economic needs, and tax evasion through legal and
even illegal practices are the ensuing immediate reaction, often signaling a
spiraling down into a recessive trend reducing public income even further
rather than strengthening it. In those heated debates the focal point has
usually been the question of what taxation has to avoid rather than a con-
centration on the prime objectives of raising taxes, which in essence can be
described as a kind of entrance fee for interaction within a complex society.

All too often, taxing has been seen merely as an instrument of political steer-
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ing, such as achieving redistribution or pursuing traditional patterns of indus-
trial policies creating incentives to invest, subsidizing housing, regional
growth, families, and regulation of energy consumption, to quote only a few
examples.

Globalization, by contrast is a relatively new challenge. The need to
kickstart the economy in East Germany must take into consideration the im-
plications of global competition. In other words, to avoid the danger of suffo-
cating the emerging small and medium sized businesses, primarily but not
only in the eastern part of reunited Germany, through over-taxation is at
least as essential as the need to level standards of living in all parts of reunit-
ed Germany through traditional patterns of redistribution.

I hope that this conference will contribute to clear our minds in order to
find ways out of the quagmire created by contradictory and conflicting objec-
tives of our times. I'm sure that our problems today are, if not the problems
of Korea today then certainly, the problems of tomorrow. The combination
of taxation issues and a need for the integration of two different economies is
great, and the difficulties are great as well. So | hope this conference will
generate new ideas and will have great results which would be of advantage
to both our societies. Thank you very much and thank you, the organizers. |
think this is a very good idea and I'm sure the result will be as good as that.

Thank you very much.

Dr. Claus Vollers,

German Ambassador to the Republic of Korea
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Opening Address

Ladies and Gentlemen,

It is with great pleasure that | welcome you this morning to this confer-
ence. A special welcome goes to out international visitors who will be in
Korea for just a few days. And naturally we feel honoured to have such dis-
tinguished persons as the Deputy Minister for Finance and the German Am-
bassador participating in the opening ceremony.

The Friedrich-Ebert-Stiftung is happy to be associated with the Korean In-
stitute of Public Finance (KIPF) in hosting this conference. The Korean Insti-
tute of Public Finance, the former Tax Institute, is well known and carries a
high reputation. We therefore look forward to this joint endeavour and hope
that we can enjoy listening to excellent papers and subsequent discussions.

It is quite natural for Korean and German organizations to collaborate in ar-
eas concerning unification. While we know that many of our German experi-
ences are quite unique and cannot and sometimes should not be transferred
to other countries, we appreciate the Korean approach to study the details
of the unification experience of Germany. This can help to devise strategies,
to develop options to choose from once the challenge is there. It was cer-
tainly one of the problems of our unification that we were quite unprepared.
This can and will be different for Korea. While processes of unification are
presumably difficult to steer and to control, it is certainly advantageous if pol-
icy-makers have concrete ideas about the options, the challenges, and the

experiences of other countries. Then the likelihood of making good decisions
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is much higher.
On behalf of the Foundation and on my own behalf, | welcome you and
wish us all fruitful deliberations.

Thank you very much.

Dr. Peter Mayer

Representative of the FES-Korea Office
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I. Introduction

This morning, | am going to talk about Unification Costs and German Fiscal
Policy in united Germany, but before | start | would like to thank the
organisers for inviting me to Korea - a country which is probably going to
face similar problems we are trying to solve in Germany now.

First allow me to take a quick look back on the situation of 1989, the year
when our reunification process started and history took a new direction. |
will start with some preliminary remarks before 1 turn to the subject itself.

As you remember, the Berlin wall came down on November 9th, 1989
and within a extremely short period of time communism collapsed in Eastern
Germany and Europe. After less than one year the former deeply divided
parts of Germany had been reunited. Most of my countrymen in the West
followed these events breathless and doubtingly. At least they had been
completely surprised by what had happened.

Before 1989 in fact nobody of the political establishment of Western Ger-
many believed that the unification of Germany was part of the political agen-
da at all. We all knew that the communist part of Germany, the GDR, was
struggling hard in order to keep pace with development in West Germany,
we knew of the severe indebtedness of the East German government, we
knew of the supply bottleneck, the low investment rate, the lag of a modern
capital stock.

The experts of universities and economic research institutes told us that
the GDR was in deep economic trouble, Nevertheless, compared to other
communist countries, the communists in Eastern Germany were running a

country which was highly productive and was playing an important role on
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(Table 1> Productivity, Income, Investment and Exports

A fifth of the total workforce in Germany live in the new German States.

However only a tenth of the Gross Domestic Product (GDP) is created there.

The share of the new States relating to Germany’s national income was barely

12 percent in 1994, while the share of income from employment was consider-

ably higher (16 percent) than the share from entrepreneurial and property in-

come. In spite of the very poor company profit situation a remarkable level of

investment was achieved: 45 percent of total German net investment (Real

Gross Fixed Capital formation and changes of inventories minus depreciation)

in 1994 was carried out in the new Federal States. Because of the low propen-

sity to invest in the old Federal States this high figure will be maintained, de-

spite declining capital expenditure activities in Eastern Germany this year.

Share New
, Cermany | New States
at prices of 1991 o . States/Germany
(billion DM)| (billion DM)
(percent)

Gross domestic product (GDP) 1996 3,067 286 9.3
Gross Value Added 1995 1,034 110 10.6
among them
Processing industry 769 51 6.6
Building and construction 181 48 26.7
National income/1994 2,501 298 11.9
Net income from employment 973 156 16.0
Net income from entrepreneurial

. 664 23 35
and property income
Net investment/1994 309 140 45.3
Exports/1995 728 14 1.9

Source: SVR 1996/97

the world market. So, in fact the people in Western Germany did not have

the faintest idea of what was to happen next after the wall came down and
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communist rule ended so abruptly.

And to be fair, it had not only been the common people, who had no
idea. The government, the opposition in parliament, the business and scien-
tific community, the trade unions, etc. - no one had any idea what it meant
to reunite a country after forty years of deep division. There had been no
preparation for such an event whatsoever, there did not exist a blueprint for
the time to come. Therefore the only way to cope with the problems that
our country faced after the wall came down was the method by trial and
error. By the way, that explains the zick-zack course in German politics you
may have observed since unification, especially in taxation and fiscal policies.

In economic terms, Germany was well prepared for the challenges or let
me say unification experiments. The economic conditions in the Federal Re-
public provided an excellent basis. Never have we been in a better position
to cope with the economic problems of unification. In 1989 West Germany
had been one of the richest countries on the globe. Together with the Unit-
ed States and Japan we had been world trade champions for more than
twenty years, our trade surplus had been more than 100 billion German
marks, the current-account surplus was more than 4 percent of the Gross
Domestic Product. Next to Japan we had been the most important net ex-
porter of capital in the world. Germany was uniquely well placed to absorb
the “shock” of unification.

It Should be noted that, the globalization of goods, services and capital
markets helped us a great deal to overcome our problems. Many experts
feared that the higher demand of the East Germans after the conversion of
the GDR Mark into West German Mark would lead to inflationary processes.

In a closed economy the fear may have been justified that integrating a

whole economy with low productivity and high demand could end in infla-
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(Table 2> Structure of Employment by kinds of economic activities

Only 11 percent of over eight million employees in Germany’s processing in-
dustry works in Eastern Germany. The processing industry in Eastern Germany
contributed only 19 percent to the net output of the whole of Eastern Germa-
ny, compared to 27 percent in Western Germany.

The East German building and construction industries however concentrate a
much larger share to the Gross Value Added than the West German do. lts

share was over 16 percent compared to only five in Western Germany.

Share New
Germany New States
1995 o o States/Germany
(million) (million)
(percent)

Employees 31.246 5.863 18.8
Industry 8.348 0.962 11.5
Building and Construction 2.783 1.015 36.5
Trade and Traffic Sector 5.667 0.989 17.5
Services 6.280 1.092 17.4
Public Sector 5.424 1.199 22.1

Source: SVR 96/97

tion. There had been inflationary processes in the East but they were mainly
caused by adjusting the extremely low administrative prices of daily goods
and services to price levels which were comparable with market conditions
in the West. In general inflation was not a big problem after 1990. In an open
economy like ours the higher demand of the East German people had been
met by imports from all over the world, especially from our European neigh-
bours. Besides, the higher demand was an enormous business for West Ger-
man industries as well. At the beginning of the nineties the growth rate had

been substantially higher in West Germany than it had been for a long time.
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{Table 3> The True Extent of Unemployment

The true extent of unemployment in the new Federal States is still being
underestimated. In only a couple of years the number of jobs fell from around
10 million to a little over 6 million.

No industrial nation was ever exposed to such difficulties in adapting new
economic structures.

Thus it is important to realise that the official numbers of unemployment,
which are released each month by the Federal Labour Office (Bundesanstait ftir

Arbeit), echo less than half of the true extent of unemployment in Eastern Ger-

many.
Share New
Germany New States
- . States/Germany
(million) (million)
(percent)

Population 1996 81.662 15.505 19.0
Total workforce/Nov. 1996 34.516 6.295 18.2
Unemployed/December 1996 4,148 1.186 28.6
Unemployed and participants in
public labour market programs/ 5.510 1.911 34.7
Dec.96
Job Deficit/Dec.1996
=Unemployed and participants
. . Py P P 5.427 2.242 41.3
in public labour market programs
and commuter balance

Source: Bundesanstalt fur Arbeit

And with respect to the international capital market the financing of unifi-
cation had proved to be not a great problem either. Germany accounts for
seven percent of the world’s Gross National Product. German budget deficit
accounts for 5 percent of German GNP. In reality the German budget deficit

accounts for only about a third of one percent of the world’s demand for
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capital. There did not exist a real reason for substantial higher interest rates
because of the collapse of communism in Europe. There was of course an
impact on the world capital market simply because more global players are
competitors on the global market and there are naturally effects in an up-
ward direction on world interest rates. But it would be wrong to exaggerate
the extent of that effect.

Thirdly, I would like to emphasise that the German unification took place
under unique international circumstances. German unification was welcomed
by all our neighbours. The superpowers actively supported the whole proc-
ess and in fact there was no reservation towards a new nation state with

more than 80 million inhabitants in the middle of Europe.

II. The Big Bang approach

In 1991 the German Government had chosen what the OECD called “the
Big Bang approach”. West Germany simply swallowed up East Germany by
extending all its political, social and economic institutions and the West Ger-
man legal framework upon the former GDR. The total social benefits for
which the West German people have worked since the Federal Republic
came into existence had been introduced to the new States: the high level of
pensions and unemployment benefits, the social assistance, subsidised hous-
ing and so forth.

The overnight extension of the West German Mark into the East on july
1st, 1990 had been the decisive impact on the whole unification process.
One may remember that the conversion rate was 1: 1 for wages, pensions
and other incomes. The savings of the East German citizens were - up to a

certain amount - exchanged at the rate of 1: 1 as well. For debts and larger
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savings the exchange rate was 1: 2. Considering the extreme low East Ger-
man productivity of 25% of the West German level, a conversion rate of 1:
1 stood for nothing else than an effective appreciation of about 400 percent.
In reality this conversion rate proved to be the death penalty for the huge

majority of East German companies.

1. The Big Bang illusions

By introducing the West German currency overnight East German people
expected that the standard of living, wages and pensions would soon catch
up with West German levels. Considering the low productivity level of East
German industry, expectations like this were extremely dangerous.

Next to the overall conversion rate of 1:1.2 between the Eastern Mark
and the Western Mark the wage policy proved to be completely wrong.
Without a doubt, productivity was improving but wage adjustment to West
German levels was running much faster. The result-had been much higher la-
bour unit costs than in West Germany. The employers reacted as to be ex-

pected in a market economy: they made workers redundant. In fact, the fast

{Table 4> East German labour unit costs

(West Germany =100)

1991 1992 1993 1994 1995 1996

Productivity* 31 431 51.6 54.3 55.2 56.7
Wage adjustment* 46.8 60.7 67.9 70.4 72.4 73.7
Labour unit costs* 150.7 140.9 131.6 129.8 131.2 129.8

% in relation to West Germany =100, in current money figures
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adjustment policy of the Trade Unions and the Confederation of German Em-
ployers’ Associations was responsible for the enormous increase of unem-
ployment after unification.

The wage increases made labour intensive investment less profitable, while
high wages did not effect capital intensive investment projects in Eastern
Germany. Higher wages have had a negative impact on the birth of new and
small firms, which are faced with risky investment, relatively high capital
costs and therefore uncertain revenues. The result of all of this is quite
clear: the demand for labour has been reduced, unemployment rate re-
mained high, the government was challenged in intervening permanently in

terms of additional programs and transfers.

(Table 5> East German labour unit costs* in sectors

1991 1992 1993 1994 1995 1996

Total producing sector 147.3 133.6 118.1 1143 114.2 110.3

Manufacturing 189.0 162.1 133.3 129.5 132.2 125.5
Trade and transport 136.1 151.6 | 150.5 | 147.9 | 146.6 | 144.6
Services 160.6 | 1442 | 136.7 | 1348 | 145.8 | 148.0

* in relation to West German productivity =100, in current money figures

2. Selling an economy: The Trust Agency

In 1990, politicians expected the East German economy to flourish within
a few years after the state-owned companies had been privatised. Severe fi-
nancial problems had not been expected either. Midway through 1990 the

government hoped that the sale of tens of thousands of companies would
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wash 600 billion Marks into the cash box of the Federal Minister of Finance.
The idea was that this sum should be used to make the East German econo-

my fit for international competition.

(Table 6> Closing Balance of the Trust Agency December 31st, 1994

1991 1992 1993 1994

Privatised Treuhand-companies
4,683 11,043 13,643 15,102
and plants

Commitment to safeguard
930,000 1,400,000 | 1,490,000 1,510,000
employment

Investment commitment in

. 114 170 187 211
billion DM
Restitution of expropriated
. 3,138 4,008 4,269 4,358
companies
Returning of companies to local
. . 200 319 346 310
authorities’” ownership
Bankruptcies of Treuhand -
. 865 2,249 3,196 3,718
companies
Number of Treuhand-companies
5,811 2,575 951 192

at the end of the year

Source: Closing balance of the Trust Agency

The Trust Agency closed down its sales activities on December 31st, 1994,
Its closing account was absolutely disappointing. By selling the whole capital
assets of the former communist GDR, the Federal Government received total
yields of only 37 billion DM. Privatising the industrial companies gained
yields of 29 billion DM, while returning companies to local authorities’ own-

ership and the restitution of expropriated owners gained only a total of 7 bil-
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lion DM.

Privatisation of former state-owned companies has been anything but a

smash hit. The Trust Agency had been subsidised by billions of German

Marks in order to promote sales. But it is hard to sell 15,000 companies to

national and international investors - companies, it should be noted, whose

production machinery and products were mostly out of date.

Everyone knows that to suddenly increase the quantity supplied in the

market place leads to excess supply, and excess supply leads to a fall of pric-

es. That is what happened to the German Trust Agency commissioned to sell

thousands of companies. Obviously, it is hard to sell products which are out

of date. You have to offer discounts. That is what the German Trust Agency

had to do as well.

(Table 7) Yields from Privatisation of former GDR Companies

(unit: billion DM)

1.7.1990 to sum total
1992 | 1993 | 1994
31.12.1991 1990-1994
Yields from privatised
. 11.8 4.2 2.1 11.2 29.3
companies
Yields from Returning
companies to local
B , 0.1 0.1 | 0.1 0.1 0.4
authorities’ ownership and
Restitution
Yields from landed
, 1.9 16 | 16 | 22 7.3
properties
Sum total 13.8 5.9 3.8 13.5 37.0

Source: Closing Balance of the Trust Agency
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Instead of making revenues of 600 billion Marks as expected, the Trust
Agency, the Treuhandanstalt, closed their activities in 1994 with a net loss of
204 billion Marks. The government had to learn that there is quite a differ-
ence between privatising a few state-owned companies and selling a whole
eonomy.

The Treuhandanstalt - that is, under the interpretation of the Federal Gov-
ernment - had secured 211 billion DM in investment pledges retainings and

created 1.5 million jobs. Reality is unfortunately a little different.

(Table 8> Job development in former Treuhand-companies

{unit; thousand)

privatised Treuhand-companies Treuhand-companies
Year Employees difference Employees difference
Jan. 90 4,080
jul. 90 3,500 -580
Jan. 91 2,937 -563
Apr. 91 2,653 -284
Oct. 91 410 2,000 -653
Apr. 92 560 150 1,235 -765
Oct. 92 885 325 560 -675
Apr. 93 1,047 162 337 -223
Oct. 93 999 -48 213 -124
Apr. 94 989 -10 137 -76
Oct. 94 980 -9 94 -43
Oct. 95 950 -30 18 -76
Jan. 1996 883 -67
1. 1.1997* 830 -53
1. 1. 1998* 816 -14

* Source: Interview of Ex-Treuhand-companies by IAB and BvS, * estimated
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In relation to securing and creating jobs, the results of the Trust Agency
are rather poor. In the beginning of 1990, the companies which had been
organised under the Treuhand umbrella employed more than 4 million work-
ers. Eight years later the privatised Treuhand companies are providing jobs
for approximate 800,000. That is a job reduction of about 80 percent.

To be fair, the deindustrialization of Eastern Germany has its roots in ineffi-
ciency and obsoleteness of the capital stock inherited from the communist
state. But it also has be to said that deindustrialization of Eastern Germany
has been made worse by the way in which privatisation had been pursued

by the Federal Government.

3. Inheriting a communist state

Looking at the total direct liabilities Germany inherited from the former
communist state we find four components:
State debt of the former GDR Government;
Equalisation claims on the “Currency Conversion Equalisation Fund”;
Liabilities of the state-owned companies;
Liabilities of housing co-operatives; and
Debts of East German municipalities on buildings.

These liabilities have been brought together into the Special Government
Funds relating to German Unification. The state debt (28 billion DM), the
debts relating to the asymmetric currency conversion of claims and liabilities
of the banks (30 billion DM), the depreciation on liabilities of former
Treuhand companies which declared bankruptcy (39 billion DM), have been
integrated into the so-called “Debt Processing Fund” (Kreditabwicklungs-

fonds). At the end of 1994, this fund amounted to 102 billion DM.
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At the same time the liabilities of the Treuhandanstalt amounted to 205 bil-
lion; that was refinancing the liabilities of the privatised Treuhand companies
amounting to 73 billion DM, and the borrowing of money which had to be
used to cover the running costs amounting to 129 billion.

Treuhand debts and the Debt Processing Fund have been brought togeth-
er into the “Redemption Fund for Inherited Liabilities” (Erblastentilgu-
ngsfonds) which has been established in 1995. This fund has taken over the
liabilities of GDR housing companies (29 billion DM) and the liabilities of
GDR municipalities (8 billion DM) as well. At the end of 1996 the Redemp-
tion Fund for Inherited Liabilities amounted to 343.4 billion DM.

In addition to the Redemption Fund for Inherited Liabilities, there is a fur-
ther fund which has to be mentioned: the so called “German Unity Fund”,
which was established in 1990 in order to finance the expenses of the new
Federal States and the Eastern municipalities. This fund had been refinanced
by the Federal Government and the Governments of the West German
States. Up to the end of 1994 the German Unity Fund raised credits to the
amount of 95 billion DM. In the meantime 11 billion have already been
acquitted.

Finally, there is the European Recovery Program which has expanded its li-
abilities from 7 billion DM in 1989 to 34 billion in 1996. The debt increase
was due to the activities the European Recovery Program was pursuing in
the New States of Germany.

The Redemption Fund for Inherited Liabilities is financed by a 7.5% sur-
charge to the income tax that is approximately 27 billion Marks, and by the
returns of the German Central Bank (Deutsche Bundesbank) by about 7 bil-
lion Marks per year.

To sum up, at the end of 1996, the liabilities relating to unification of both
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The bulk of the financial legacy of the former communist state has been
merged into a special fund “Redemption Fund for Inherited Liabilities” (Erbla-
stentilgungsfonds) which includes four components(at the end of 1996) :

(in billion DM)
1. Debts of former GDR government and currency conversion costs : 102.0
2. Debts and liabilities of the Trust Agency 204.6
3. Debts and liabilities of housing co-operatives 28.4
4. Debts of municipalities 8.4
Redemption fund for inherited liabilities (total) 343.4

Source : Federal Government

parts of German States amounted to 454 billion DM. These liabilities were not
budgeted in the national budget but in subsidiary budgets, the so-called Spe-
cial Government Funds relating to German unification. An overwhelming

bulk of these debts has to be financed by the Federal Government.

IlI. Economic transition problems

The Germans would count themselves lucky if they had only to carry the
burden of the financial legacy of the former communist GDR. The German
unification can be seen as an economic shock which is still rocking the
whole country. Unification has created an excess supply of labour and an ex-
cess demand for capital to rebuild East Germany, both in enterprises and in
public infrastructure. This means the relative factor prices are shifting: labour
has become less favourable, capital, more valuable. However, the Govern-
ment also has to revalue its political priorities and has to react on completely
new challenges which unification puts on the agenda.

Germany, its political and economic establishments need some time to live
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up to the new situation. At the beginning of the nineties, the Federal Gov-
ernment assumed that reuniting both parts of Germany would be completed
within a period of four or five years. It did not foresee any troubles in financ-
ing unification. During the 1990 general elecction campaign, Chancellor Kohl
promised there would be no need to increase taxes. Since then the Federal

Government has increased taxes seventeen times.
1. Disaster No 1: job losses

As mentioned before, the Federal Government’s policy pursued the “Big
Bang approach” with disastrous results, as the former president of the
Bundesbank, Karl Otto Poehl, used to comment. In 1989 there had been 9.7
million jobs in East Germany; only three years later the number of jobs went
down to 6.3 million. East Germans had to suffer substantial job losses in im-
portant sectors of the economy like agriculture, industry, trade, transport and
communications, public administration, private households and non-profit
organi-sations. In these sectors more than 4 million jobs have been de-
stroyed. Fortunately, a total of over half a million jobs have been created in
the service industry. But these job increases in services are too small to com-
pensate the job losses.

Never before in German history, not even in the Great Depression at the
beginning of the Thirties, have the people of Eastern Germany experienced
such an economic decline. More than one third of the workforce had been
made redundant, the industrial output fell by about 70 per cent, and the
Gross National Product (GNP) fell by about 30 percent. In comparison to
that, the German unemployment rate during the Great Depression reached

its peak at about 25 percent. The decline of industrial output had been 40
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percent in 1932,

After this disaster, the government is now arguing that the East German in-
dustry was in a much worse state than everyone had assumed in 1989, and
the blame for their false estimate of the sales revenues was put entirely on

the former communist rule.

{Table 9> Job losses in East Germany 1989-1994

(unit: thousand)

1989 | 1994 | difference | " PEreent
(%)
Agriculture/Fishing (1) 975 224 ~751 -77.0
; ) X

Mgr?u acturing/Construction/ 4,385 2164 | -2221 506
Mining (2)

Trade, transport, communication(3) 1,512 1,107 ~405 -26.8
Services 618 1,178 560 90.6

t i id

Government, . prlvate. househo /| 2,254 1,594 660 29,3
non-commercial organisation (4)

Total 1-4 9,126 5,089 -4,037 -44.2
Total sectors 9,744 6,267 -3,477 ~-35.7

Source: Bundesanstalt fur Arbeit

Of course the conversion of the planned economy of the former GDR into
a functioning system based on the principles of the social market economy
of West Germany was, and remains, a challenge which is unique in history.
The manufacturing basis in former communist Germany had been in very
bad condition, the infrastructure was even worse, people had to live in pitiful
housing conditions. But instead of creating the promised “Economic Miracle”,
economic growth rates have been rather flat. Until today productivity is still
growing faster than economic growth, resulting in a permanent decrease of

employment.
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{Table 10> Jobless Growth

Year inGb[iI)l::)n difference | in % E.mpl(.))fees difference | in %
DM in million

1989 9.747

1990 8.820 -927 -9.5
1991 206.0 7.321 -1.499 -17.0
1992 2221 16.1 7.8 6.387 -934 -12.8
1993 241.8 19.7 8.9 6.208 -179 -2.8
1994 265.7 239 9.9 6.303 95 1.5
1995 279.9 14.2 53 6.386 83 1.3
1996 285.4 5.5 2.0 6.279 -107 -1.7
1997* 2911 5.7 2.0 6.150 -129 -2.1
1998* 298.4 7.3 25 6.135 -15 -0.2

GNP at 1991 prices, 1997 and 1998 estimated

Most worrying is the fact that economic growth is slowing down dramati-
cally for more than one year. In 1997, and probably next year too, the East
German economy will be growing beneath the growth rates of the West

German economy.

2. Disaster No 2 : The gap between production and consumption

The companies in Eastern Germany are still not able to meet the domestic
demand for goods and services. There is a huge gap between the domestic
demand of the people, of the companies and of the Governments in East
Germany and the East German gross domestic product. This gap - which we

call the production gap - has grown even larger: starting at about 152 billion
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DM in 1991, growing to 210 billion DM in 1994. Since 1995 we have not
had statistical details and figures of East German domestic demand, so we
have had to rely on estimations. We assume that the gap between domestic

demand and GDP is still more than 200 billion DM.

(Table 11> The gap between domestic demand and GNP
from 1991 to 1994

{unit: billion DM)

East Germany 1991 1992 1993 1994

Gross National Product 206.0 222.1 235.0 256.7
Domestic demand 358.3 412.0 434.2 467.6
Production gap -152.3 -189.9 -199.2 -210.9

The production gap, basically filled with West German products and ser-
vices, thus is still creating and protecting jobs in West Germany. While East
German employment fell from 9.7 million in 1989 to 6.3 in 1994 (that is,
more than 3.4 million jobs), at the same time, the West German working
population grew by one million (27.65 million to 28.65 million). On the other
hand, one also has to take into consideration the constricting effects on the
West German economy such as tax increases, expenditure decreases, and
crowding-out effects on the capital market.

As long as there had been sufficient liquid resources on national and inter-
national capital markets and as long as the public hands refinanced transfer
payments by tapping the capital markets, positive effects on growth and em-
ployment in Western Germany were obvious. At the beginning of the 1990's,
the West German states achieved economic growth rates last measured in
the 1960’s, when people spoke of the “Economic Miracle” in an admiring

way. But since the burden of interest shot up and politics was being threat-
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ened to be strangled, other ways of financing the unity had to be chosen,

such as increasing taxes and cutting expenditures.

3. Keeping the economy running: Financial transfers

The pace of the adjustment process is dependent on investment, on the
accumulation of capital, expanding and renewing the capital stock. This accu-
mulation process has been heavily supported by subsidies. Without these fi-
nancial transfers, the Eastern economy is still bound to collapse. Until now
there is no autonomous business cycle. On average, the companies’ returns
are too meagre to raise the means for investment. The tax revenues and the
social security contributions in East Germany are too small to meet the huge
demand for financial means.

Analysing the transfer problems of unification there are two fundamental

statements to make.

Firstly, the overwhelming part of transfers are financed by the Federal
Government and the social security system, that is, the statutory social
insurance scheme, mainly pension and employment insurance. The gov-
ernments of the States and the administrations of the municipalities con-
tribute to a much smaller extent.

The second fundamental statement is that the main bulk of the trans-
fers is spent for consumptive purposes in order to protect the consump-
tion level of the East German people. Only 30 percent of total transfers
are spent for investive purposes in order to create jobs, to enhance

competitiveness and so forth.

The share of Germany’s total expenditure on research and development
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(as a percentage of GNP) amounted to less than 2.5 percent. Approximately
5 to 7 percent of Germany’s Gross National Product is transferred to the

Eastern part of Germany.

(Table 12> Transfers to East Germany 1991-1997
{(unit: billion DM)

1991 {1992 (1993 | 1994 | 1995 | 1996 | 1997 ;?}ZL
Net transfers 106 115 129| 125| 140] 134 130] 879
Federal budget 75 88! 114] 114 135{ 133| 126| 785
German Unity Fund 31 24 15 5 0 0 0 75
European Union 4 5 5 6 7 7 7 41
Pension insurance 0 5 9 12 17 18 16 77

Unemployment insurance 24 25 15 17 16 16 18| 131

States/Municipalities 5 5 10 14 10 10 11 65
Gross transfers 139| 152| 168| 168 185| 184| 178|1,174
Total refluxes 33 37 39 43 45 50 48| 291
among them: Federal tax

revenues in East 31 35 37 41 43 48 46| 277
Germany

East German

administration fees

Source: Deutsche Bundesbank

Shifting more than 130 billion DM each year to East Germany, 70 percent
of which is being used to safeguard consumer expenditure, is a serious prob-
lem. Instead of financing expenditure on Research and Development, innova-

tions and capital expenditure savings are used for consumptive purposes. Of
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course, this is a heavy burden for the economic future of the country.

4. Economic incentives and expenses

On the one hand, economic incentives and expenses in the new States
have been concentrated on investments improving the infrastructure, such as
investments in railways, telecommunications, roads and water ways, energy,
environmental protection and transfer of technology.

On the other hand, state—owned loans banks, like the Reconstruction

(Table 13> Economic Incentives and Expenses in Germany’s New States

Total sum
1991119921993 1994 | 1995 | 1996*
91/96
Gross Federal expenses for
75 88 | 114 | 114 | 135 133 659
East Germany
among them: New financial
o 0 0] 0 4] 35 35 70
equalisation
Railway investment 8 9 10 15 14 11 67
Road investment 2 4 3 4 4 4 21
Joint Federal Government/
Lander Scheme “Improving
, , 3| 4 5| 4| 4 4 24
the regional economic struc-
ture”
Local investment 8 3 4 2 9 12 38
QOthers incentives: credit
programs, subsidied inter-
18 19 25 26 22 24 134
ests, tax-based programs
and so on

* estimated, Source: Federal Covernment, Deutsche Bundesbank



Loan Corporation (Kreditanstalt fir Wiederaufbau) or the German
Equalisation Bank (Deutsche Ausgleichsbank), have provided credit programs
with special conditions, subsidied interest programs and government grants
for small and medium sized companies by a total of more than 130 billion
DM. Assistance is provided for all projects that require long-term allocation
of funds, such as acquisition of land and buildings, building investments, pro-
curement of machinary and vehicles, plant and office equipment, projects for
research and development of new products, acquisition of intangible assets
and so forth. These programs are an important component of the investment
promotion activities in the new Federal States.

Since July 1st, 1990, the Federal Government has invested more than 58
billion DM in transport infrastructures of the new Lander: 31 billion for rail-
ways, 15 billion for trunk roads and 1 billion for waterways. 9,000 kilometres
of roads and 5,500 kilometres of tracks have been improved, rebuilt or
newly built. In 2002 the Deutsche Bundesbahn, the national railway compa-
ny, will have invested 70 billion DM in order to bring the rail equipment and
facilities in Eastern Germany up to Western standards. By the end of 1996,
the German telecommunication company, Deutsche Telekom, had already
installed 8 million new telephone accesses in the new States and Berlin.
About 98 percent of the East German consumers are connected to a com-
pletely new digital overlay network, which uses optical fibre and state of the
art digital technology. Up to now, the Deutsche Telekom has invested more

than 44 billion DM.

V. The Financing of German Federal system

As you all know, Germany is a Federal Republic with a political system
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that is based on a power-sharing structure. We have three levels of govern-
ment: the Federal, the States and the local level. On the one hand, our politi-
cal system is characterised by a distribution of responsibilities between the
Federal Government, the States and the local governments and admini-
strations. On the other hand, responsibility creates participation - participa-
tion of the States in the legislative process at Federal level through the Bun-
desrat, the second chamber. This power-sharing arrangement, the checks
and balances, is protected in our constitutional laws.

The local authorities deal with all matters that directly concern the local
communities: water and energy supply, garbage disposal, sewerage system,
social assistance, building permits, registration system and so on.

The States are not mere provinces, but States endowed with their own
powers. The States deal with matters like schools, universities, police, admi-
nistration of justice, public health services, culture, and housing promotion.

The Federal level is involved in social security policies such as pension and
unemployment insurance, defence, foreign affairs, transport and communica-
tion, monetary system, promotion of business and industry, research and de-
velopment.

Because of our power-sharing system, public tax revenues do not flow
into a joint account but is shared among the Federal, States and local govern-
ments. This means that tax revenues have to be distributed according to the
size of responsibility of the three levels of government.

Income tax, corporation tax and value-added tax are so-called joint taxes
because they are distributed between the Federal government, the State
governments and local governments according to specific formulas.

On the other hand, there are taxes which apply only to one level of gov-

ernment. The Federal Government, for example, obtains revenues from mo-
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(Table 14> )oint taxes in 1996
(unit: billion DM)

Joint taxes 555.0
1. Wages tax 2513
2. Assessed income tax 11.6
3. Non-assessed taxes on earnings 13.3
anong them: Interest income deduction 12.1
Corporation tax 29.5
Turnover tax (VAT) 200.4
Import turnover tax 36.8
Total taxes 800.0
Joint taxes in % of total tax revenues 69.4
Source: BMF

nopolies, various consumer taxes like mineral oil, tobacco, coffee and spirits
duties, insurance tax, and so forth. The State governments receive taxes on
motor vehicles, property, inheritance and beer. Even the local level obtains
revenues from trade tax, tax on real property, local excise duties and smaller
local taxes.

What 1 would like to emphasise is the fact that the German public finance
system is a quite complex matter which reflects a complex political system. It
is important to bear in mind that the national parliament is not endowed to
decide on tax policy alone. 70 percent of the total tax receipts are joint
taxes. The national parliament has to compromise with the second chamber,
the Bundesrat, on most of the major taxes. For example, the wages tax and
the assessed income tax are shared among the Federal level by 42.5 percent,
the State level by 42.5 percent and the local level by 15 percent. The turn-

over tax is shared between the Federal level by 49.4 percent, the States level
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(Table 15> Distribution formula of tax revenues between Federal,
States and Municipality level

{unit: percent)

Federal States Municipalities
Wages tax 42.5 425 15
Turnover tax 494 48.4 2.2
Mineral oil duty 100
Trade tax 20 0.5t./10 n. St* |80 old St./90 new St.
Corporation tax 50 50
Solidarity surcharge 100
Tobacco duty 100
Real property tax 100
Non assessed income
tax 50 50
Motor vehicle tax 100
Insurance tax 100
Interest yields tax 42.5 425 15
Zial property transfer 100
Income tax 42.5 42.5 15

* the Federal Government receives a 25 percent share of the trade tax

by 48.4 percent and the local level by 2.2 percent.

1. Financial equalisation

The financial situation of the individual States vary considerably. This has
been the case before unification. This is more so the case after the five new
established States in Eastern Germany had been integrated. Immediately after

unification, a “German Unity Fund” was set up to provide financial support
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for the new States and their municipalities. This fund was fed jointly by the
Federal government and the Western States’ governments. Most of the funds
have been raised by tapping the capital markets. In fact, the “German Unity
Fund” was a substitute for the Financial Equalisation System which equalises
the natural and economic disadvantages of individual States.

At the beginning of 1995, the “German Unity Fund” was replaced by the
nation-wide financial equalisation arrangement among all Federal States. This
multilevel financial equalisation is achieved by allocating the states’ share of
revenues from the turnover tax among the individual states according to a
differentiated formula. The economically strong States have to make
equalisation payments to economically weak States.

In addition to the horizontal equalisation among the States, we find the so-
called vertical financial equalisation which takes place between the States
and the municipalities. Tax revenues of the municipalities are dependent on
their economic structure, their social problems like unemployment, their eco-
logical deficits and so on. The aim of vertical equalisation is to reduce the
disparity in each State between municipalities with high and those with low
tax revenues. Finally, the Federal government provides government grants
(Bundeserganzungszuweisungen) to the economically weaker States.

The following chart shows the initial total taxation and the total taxation
after equalisation in Eastern and Western Germany in 1996. The initial or
original tax income in Eastern Germany amounted to 65.8 billion DM. That is,
8.2 percent of the overall tax income of Germany. In West Germany, 734.2
billion DM was raised. After equalisation, the East German governments and
local administrations disposed of 84.0 billion DM, while West German States
and municipalities disposed of 338.2 billion DM. Out of the total tax income

of 800 billion, the Federal government received 338.4 billion DM, and 39.0
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{Table 16> Initial tax revenues and tax revenues after financial

equalisation in Germany in 1996

(unit: billion DM)

East West Total tax Share
Germany | Germany | revenues East/Total
(%)

Initial tax revenues 65.8 734.2 800.0 8.2
Tax revenues of the States and
the municipalities after financial 84.0 338.2 4222 19.9
equalisation
among them
States 76.8 251.4 328.2 23.4
Municipalities 7.2 86.8 94.0 7.7
Difference between initial tax
revenues and tax revenues after 18.2 -396.0 -377.8
equalisation
Taxes of the Federal government 338.4
European Union 394
Total tax revenues 377.8

billion went to the cash box of the European Union.

To sum up, West German tax payers are responsible for financing the bud-

get of their States, for the total Federal budget, for the payments to Brussels

and for equalisation among the Western and Eastern States to the amount of

18 billion DM.

2. Taxation

Due to the excellent economic development at the beginning of the nine-

ties, tax revenues increased sharply. In 1991 the German authorities received
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661.9 billion DM, four years later the receipts amounted to 786.2 billion

DM. That is an increase of nearly 19 percent. In 1993 the German economy

slowed down and the unifiction boom came to an end. The revenue increase

flattened out as well. In 1996 an economic recovery started but now the

German authorities are facing a new phenomenon. Even though the eco-

nomic figures improved, there was no increase in tax revenue. On the con-

trary, tax revenues fell.

(Table 17> Total tax revenues of the Federal Republic of Germany in 1997

(estimatsed)

Kinds of taxes in billion DM in %
Wages tax 252 31
Turnover tax 243 30
Mineral oil duty 66 8
Trade tax 49 6
Corporation tax 33 4
Solidarity surcharge 27 3
Tobacco duty 21 3
Real property tax 15 2
Non assessed income tax 15 2
Motor vehicle tax 15 2
Insurance tax 15 2
Interest yields tax 12 1
Real property transfer tax 11 1
Income tax 11 1
Other taxes 28 3
Total tax revenues 813 100

Source: BMF
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Before continuing with more details, | would like to present the most im-
portant kind of tax revenues. 69 percent of the total tax revenues are allotted
to only three kinds of taxes, wages tax, turnover tax and mineral oil duty.

One reason for the sharp decline in tax revenues in 1996 is a change relat-
ing to the children’s allowance arrangement. From 1996 onwards, a children’s
allowance is deducted from income and wages tax payments.

But there is a second more serious reason, the erosion of the taxation
base. Companies, business people, and wealthier people have been using
tax evasion opportunities that countries inside and outside the European
Union are offering. In the meantime, this is one of the biggest problems the
German Minister of Finance is facing. Never has it happened that the econo-

my is improving but the tax revenues are not catching up.

(Table 18> Tax revenues in Germany and its distribution between
Federal Government, States and Municipalities 1990-1996

(unit: billion DM)

1991 1992 1993 1994 1995 1996*
Federal government 317.8 | 3529 | 356.0 | 378.9 | 366.1 338.4
States (West) 208.7 227.5 2329 237.1 2400 | 2514
Municipalities (West) 81.9 88.8 90.2 89.6 86.4 86.8
Total (West) 290.6 316.3 3231 326.8 326.5 338.2
States (East) 19.1 238 27.5 321 73.2 76.8
Municipalities (East) 2.8 4.5 59 7.7 8.5 7.2
Total (East) 220 28.3 334 39.8 81.8 84.0
European Union 31.5 34.2 36.6 40.7 40.0 394
Total tax revenues 661.9 731.7 749.1 786.2 814.4 800.0

* including childre’s allowance
Source: Deutsche Bundesbank
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The Federal government is suffering heavily from this development. Its tax
income fell from 378.9 billion in 1994 to 338.4 billion in 1996. The Western
States did better. They received a surplus of nearly 14 billion, the Western
municipalities had to deal with a small reduction, while the Eastern States
gained a substantial tax increase of more than 44 billion DM. But the reason
for this was the replacement of the German Unity Fund and the integraton of
Eastern States and municipalities into the nation-wide financial equalisation
system. Next to the Federal government, the Eastern municipalities are the
losers because their tax revenues are still modest even after equalisation. In
fact, they received slightly less revenues in 1996 than in 1994, before
equalisation was implemented in the Eastern part of Germany.

What happened in our taxation system since unification was a shift from

(Table 19> Tax revenues in Germany and its distribution between
Federal Government, States and Municipalities 1990-1996

{unit: percent)

1991 1992 1993 1994 1995 1996*
States West 31.5 3141 311 30.2 29.5 31.4
Munic. West 12.4 12.1 12.0 11.4 10.6 10.9
WEST/Total 43.9 43.2 431 41.6 40.1 42.3
States East 29 3.3 3.7 4.1 9.0 9.6
Munic. East 0.4 0.6 0.8 1.0 1.0 0.9
EAST/Total 3.3 3.9 4.5 5.1 10.0 10.5
Federal govt/Total 48.0 48.2 47.5 48.2 45.0 42.3
EU/Total 4.8 4.7 4.9 5.2 4.9 49

* including children’s allowance
Source: Deutsche Bundesbank
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the Federal level to the State level. The Federal government’s share of total
tax revenues fell sharply from 48 percent to 42.3 percent within only a few
years. Looking at the State level (including the municipalities), we see a shift
between the Eastern and Western States as well. There is a flat decrease in
the Western States’ share of total tax revenues from 43.9 percent in 1991 to
42.3 percent in 1996. The Eastern States’ (including the municipalities’) share
tripled from 3.3 percent in 1991 to 10.5 percent in 1996.

To sum up, the integration of the Eastern States into the Federal financial
system with its equalisation arrangements was mainly chargeable to the
Federal government. Room to move had been restricted. On the other hand,
the Western States held their financial position within the Federal system that

they had occupied before unification took place.

3. Tax distribution

Studying the government’s report on fiscal policy carefully, one finds that
the Federal government has changed the German tax laws seventeen times
since January 1990.

However this does not mean that the tax burden in Germany is increasing
permanently.

In reality, the Federal government increased the tax burden and at the
same time it lightened the tax burden as well. The seventeen modifications
of tax legislation have resulted in a dramatic change of structure of taxation,
that is, in a redistribution of the tax burden.

Between 1990 and 1998 the three levels of government received a net tax
increase of 50 billion DM. In the same period the overall tax revenues

amounted to nearly 6 trillion 400 billion. This was a total increase of 0.8
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(Table 20> Taxation on income 1970 to 1996

{unit: billion DM)
Tax on among
. other
comsumption/|  them: . Real
Year Total Tax consumption
real property |value added tax property tax
tax tax
1970 154.2 86.5 38.1 315 14.8
1975 2421 124.8 54.1 435 25.0
1980 365.0 185.3 93.4 55.1 33.8
1985 437.2 217.2 109.8 64.8 38.1
1990 549.7 285.3 147.6 84.1 47.5
1991 661.9 3433 179.7 107.0 51.2
1992 731.7 377.6 197.7 119.1 55.6
1993 749.1 397.4 216.3 120.8 539
1994 786.2 431.4 235.7 131.5 56.8
1995 814.2 432.0 2346 135.1 55.8
1996 800.0 443.0 237.2 138.6 60.5
Increase
250.3 157.7 89.6 54.5 13.0
90/96
in % 45.53 55.28 60.70 64.80 27.37

Source: Deutsche Bundesbank

percent. In fact, the overall tax increases since unification are not as impor-

tant as one would assume looking at the 50 billion DM mentioned before.

Looking at the different kinds of taxes and the distribution of the tax bur-

den according to relative factor incomes, one finds the two leading taxation

principles of today’s Federal government: shifting the tax burden from in-

come taxes to consumption taxes, and within the income taxes, from the

capital income to labour income.
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{(Table 21) Taxation on income 1970 to 1996

(unit: billion DM)
among  |Assessed and Corporation
Year Total Tax | Income tax them: ngn—assessed tax
Wages tax | income tax
1970 154.2 67.8 35.1 16.0 8.7
1975 2421 117.3 71.2 28.0 10.1
1980 365.0 179.6 111.6 36.8 213
1985 437.2 220.1 147.6 28.6 31.8
1990 549.7 264.4 177.6 36.5 301
1991 661.9 318.7 214.2 41.5 31.7
1992 731.7 3541 247.3 41.5 31.2
1993 7491 351.7 258.0 33.2 27.8
1994 786.2 3547 266.5 255 19.6
1995 814.2 382.2 282.7 14.0 18.1
1996 800.0 357.0 251.3 11.6 29.5
Increase
90/96 250.3 92.6 73.7 -24.9 -0.6
in bil. DM
in % 45.53 35.02 41.50 -68.22 -1.99

Source: Deutsche Bundesbank

In the period from 1990 to 1995 the total tax revenues increased by 250

billion DM, or by 45 percent. Taxes on consumption, that is, value added

tax, and other consumption taxes like mineral oil duty, tobacco duty, spar-

kling wine duty and other smaller consumption taxes, increased by more

than 60 percent (value added tax by 60.6 percent and other consumption

taxes by 64.8 percent).
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{Table 22> Share of total income tax revenues

(unit: percent)

among Assessed and )

Year Total Tax | Income tax them: non-assessed Corptzz(atlon
Wages tax income tax

1970 100. 43.97 22.76 10.38 5.64
1975 100 48.45 29.41% 11.57 4.17
1980 100 49.21 30.58 10.08 5.84
1985 100 50.34 33.76 6.54 7.27
1990 100 48.10 32.31 6.64 5.48
1991 100 48.15 32.36 6.27 4.79
1992 100 48.39 33.80 5.67 4.26
1993 100 46.95 34.44 4.43 3.71
1994 100 45.12 33.90 3.24 2.49
1995 100 46.94 34.72 1.72 2.22
1996 100 44.63* 3141 1.45 3.69

* Since 1996 the children’s allowance has been a part of the general tax
allowances, therefore the share is lower. Without the children’s allowance, the
share of income taxes and wages taxes would be 46% and 33% respectively.

Scource: Deutsche Bundesbank

In the same period, income taxes - that is, wages taxes, assessed and non-
assessed income tax and corporation tax - increased by a total of 92 billion
DM, or by 35 percent, where wages tax revenues are contributing 73 billion
DM or 80 percent to that increase. At the same time, the assessed and non-
assessed income tax basis eroded and one may find a decrease by nearly 25
billion DM or by 69 percent. Even the corporation tax revenues fell from 30.

1 billion DM in 1990 to 29.5 billion DM in 1996, or by 2 percent.
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Looking back on the taxation on income and the distribution of the tax
burden, one finds a permanent shift by the lightening of the burden on the
wealthier part of society, the people who pay assessed and non-assessed in-

come tax. At the same time taxation on wages has increased continuously.

4. Tax revenues and social security burden

In relation to the big challenges Germany has to face after unification, one
might be surprised that the tax burden did not increase dramatically. On the
contrary, the tax burden quota fell slightly if one considers the new children’
s allowance arrangements. If one does not take the children’s allowance
arrangements into account, the tax burden quota in Germany has increased
modestly from 23.2 percent in 1991 to 23.8 percent in 1996.

Looking at both parts of Germany one finds that the tax burden quota in
the old States has increased by about 1 point from 23.6 percent in 1991 to
24.5 percent in 1996. The new States did better: starting from a lower level,
their tax burden quota has increased from 18.2 percent in 1991 to only 18.5
percent in 1996.

There is, however, a different picture when one looks at the total tax reve-
nues, the duties and the social security contributions. It should be remem-
bered that pension insurance and unemployment insurance are contributing
heavily on payments to East Germany. Between 1991 and 1997, both insur-
ances transferred more than 180 billion DM. That is nearly 16 percent of the
total gross transfers to the new States.

Even before unification, social security contributions reached a high level.
After unification the situation worsened. Social security contributions went

up from 513 billion DM in 1991 to 707 billion in 1996. That is an increase
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(Table 23> Tax revenues and Social security contributions in current prices

(unit: billion DM)

1991 1992 1993 1994 1995 1996 1996*

GNP/East 2060 | 262.6 | 314.0 | 354.5 | 380.7 | 397.7 | 397.7

Tax revenues

37.4 44.5 53.2 67.3 70.9 73.6 65.8
East

Tax burden

18.16 16.95 16.94 18.98 18.62 18.51 16.55
quota (%)

GNP/West 2,647.6 |2,813.0 |2,844.1 |2,965.9 [3,076.7 {3,143.3 {3,143.3

Tax revenues/

624.5 687.2 695.9 718.8 743.4 769.8 734.2
West

Tax burden

23.59 24 .43 24.47 24.24 24.16 24.49 23.36
quota (%)

Total GNP

2,853.6 |3,075.6 (3,158.1 |3,320.4 {3,457.4 {3,541.0 3,541.0
Germany
Total tax

661.9 731.7 749.1 786.1 814.3 843.4 800.0
revenues
Total Tax

burden quota 23.200 23.79| 23.72{ 23.67| 23.55| 23.82| 22.59
(%)

Total Social
security 513.3 561.6 596.3 639.4 669.9 707 .1 7071
contribution

Total Tax
revenues and
. 1,175.2 {1,293.3 {1,345.4 {1,425.5 |1,484.2 |1,550.5 1,507.1
Total Social

contribution

in % 41.18| 42.05] 42.60| 42.93| 4293| 43.79| 42.56

* including children’s allowance
Source: BMF, Statistisches Bundesamt, ifo Dresden 4/97
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of 38 percent. The social security contribution share amounted to 17.9
percent of GNP before unification. This share continuously increased to
more than 19.9 percent of GNP in 1996. An important reason for placing the
burden of unification costs on the social security system is undoubtedly the
fact that employees do not have any chance to avoid social security contribu-
tions, since they are deducted from the employees’ wages automatically.
Evading taxes is much easier even for employees.

Both tax revenues and social security contributions are much higher today
than they had been before unification. The overall tax and social security

burden quota increased from 41.2 percent in 1991 to 43.8 percent in 1996.
5. Public Debt

For a long time public debt had not been a subject of worry in Germany at
all. In the second half of the fifties, the national debt amounted to 50 billion
DM. That was 18 percent of the Gross National Product. In comparison to
international standards, this was an extremely small share. The reason for that
was the currency reform after World War 11, when the old German currency,
the Réichsmark, had been replaced by the Deutsche Mark. The financial as-
sets had been devalued by conversion rate of 1 new DM: 10 old Reichs-
mark. That was a gbod bargain for owners of fixed assets and debtors, but a
bad bargain for savers and financial investors. It Should be noted that the
German Government had been one of the biggest creditors at that time.

After the currency reform in 1923, the German savers had been expropri-
ated by the German Government a second time in 1948. That explains the
low indebtedness rate in the fifties. This makes clear the extreme sensitivity

of the Germans about inflationary processes in general and government bor-
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rowing in particular. It is no surprise that next to Switzerland, Germany has

had the lowest inflation rate after World War 1I.

(Table 24) Increase in national debt

Period/Year billion DM in percent of GNP Increase in
percent
1955/59 50 18.4 5.1
1960/64 74 17.6 8.3
1965/69 118 19.8 9.8
1970/74 192 19.6 10.3
1975/79 414 29.8 16.6
1980/84 718 41.0 11.6
1985/89 929 41.8 5.3
1990/94 1,662 50.1 12.3
1991 1,174 411 11.4
1992 1,345 43.7 14.6
1993 1,509 47.8 12.2
1994 1,662 50.1 10.1
1995 1,996 57.7 20.1
1996 2,135 60.3 7.0

Scource: Deutsche Bundesbank

In the seventies, the Federal government financed a high level of public
activities by tapping the capital market. As unemployment exceeded the one
million margin in the second half of the seventies, the indebtedness rate

nearly doubled in comparison with the previous ten years. Ten years later
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the conservative Federal government gave up the fight against unemploy-
ment, reduced government spending and thus its borrowing requirements.
The indebtedness rate fell from 16 percent in the late seventies to 5 percent

in the late eighties.

(Table 25> Increase of public debt absolute
{unit: billion DM)

Increase | Increase
1989 1994 1996 94/96 89/96
absolute | absolute
Federal Government 491 712 840 128 349
States/West 310 415 478 63 168
States/East 56 82 26 82
Municipalities/West 121 156 166 10 45
Municipalities/East 32 39 7 39
Special funds 7 291 531 240 524
among them
ERP t 7 28 34 6 27
German Unity Fund 89 84 -5 89
Debt Processing Fund 102
Redemption Fund 332 332 332
Federal Railways Fund 71 78 7 78
Equalisations Fund for
safeguarding the use of 3 3 3
coal
Total debt 929 1,662 2,136 474 1,207

Scource: Deutsche Bundesbank
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The situation completely changed after unification. At the beginning of the
nineties, more than 60 percent of the financial burden of unifying Germany
had been raised on the capital market. The indebtedness rate doubled and
even quadrupled in 1995.

The total national debt of all three levels of government in Germany in-
creased by 129 percent.

Looking at each level of government, one finds a very differentiated pic-
ture. What hits one right in the face are the special government funds. Up to
1989 there had been only one special government fund, the European Re-
covery Program. In 1989 the Reconstruction Loan Corporation (Kreditanstalt
fuer Wiederaufbau), which deals with the ERP, had refinanced their activities
by a total of 7 billion DM on the capital market.

After unification the Federal government created new special government
funds like the German Unity Fund, the Debt Processing Fund and most im-
portant of all, the Redemption Fund for Inherited Liabilities. These special
government funds have grown by 7485 percent, in absolute figures: from 7
billion DM in 1989 to 524 billion in 1996.

After unification the borrowing requirements of the Federal government it-
self increased by 71 percent, the borrowing requirements of the Western
States by 54 percent and the municipalities increased their debt by only 37
percent in the same period of time.

As mentioned before, the main bulk - that is, about 85 percent - of the
financial burden of unification is shouldered by the Federal government.
Consequently, the Federal government’s borrowing requirements increased
sharply. The total national debt including special government funds which
are controlled by the Federal government, increased by 175 percent or 873

billion DM.
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{Table 26> Increase of national debt
(unit: percent)

1994/1996 1989/1996

Federal Government 18.0 71.1
States/West 15.2 54.2
States/East 46.4

Municipalities/West 6.4 37.2
Municipalities/East 21.9

Special funds 82.5 7,485.7
Total debt 28.5 129.9

Scource : Deutsche Bundesbank

But financing unification by tapping the national and international capital
market has been limited by the sharp increase in interest burden. The
Federal government’s interest payments exploded from 34 billion in 1990 to
84 billion in 1996. The interest payment/tax revenue-ratio - that is, the
share of total tax revenues which are spent for interest payments - nearly
doubled from 13.2 percent in 1990 to 25.5 percent in 1997. These alarming
figures forced the Federal government to change its politics again. Because
of the sharp increase in national debt, politics runs the risk of being stran-

gled.

6. Federal Budget

Before | close my talk, 1 will finally present some figures which demon-
strate the heavy burden caused by the dramatic increase of public debt. A
dramatic shift within the Federal budget is taking place. The financing of the
public debt is becoming more and more important. Only on social and la-

bour affairs is the government spending more than on interests. Even on
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substantial public expenditures, like economic aid and grants for the active
labour market, policies are going to be reduced.

Due to the high unemployment figures, Germany is forced to spend 150
billion DM in order to finance unemployment benefits and labour market
programs such as vocational training, emergency work and so forth. The
Federal government supported the unemployment insurance by providing

grants for an active labour market policy. Now the Federal government is

(Table 27> Medium term financial planning of the Federal Government

(unit: million DM)

Budget estimates draft fiscgl fisc§l fisca?l
budget | planning | planning | planning

1997* 1998 1999 2000 2001
Total budget expenditure 458,600| 461,000| 462,300| 471,100| 480,000
Interest payment™ 54,516/ 56,819| 60,659| 65,924 68,872
in % of total budget 11.9 12.3 13.1 14.0 14.3
German Unity Fund 9,509 9,509 9,599 9,509 9,509
in % of total budget 2.1 2.1 2.1 2.0 2.0
Redemption Fund 25,750 26,400| 26,700, 26,800| 26,800
in % of total budget 5.6 5.7 5.8 5.7 5.6
Trust Agency debt 1,426 2,313 2,646 1,778 1,521
in % of total budget 0.3 0.5 0.6 0.4 0.3
Public investment 59,090 58,290| 59,840| 59,880 59,300
in % of total budget 12.9 12.6 12.9 12.7 12.4
Total interest payments 91,201 95,041 99,604 104,011 106,702
in percent 19.89%| 20.62%; 21.55%]| 22.08%| 22.23%

* inclusive supplementary budget.
%k on national debts
Source : Federal Government’s Medium term financial planning
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drawing back from this policy: in 1997 the Government disposed financial
means of 50 billion DM. Four years later in 2002 it will have reduced these
grants to 28 billion DM. This is a most important decision by the Federal gov-
ernment in order to meet the new challenges created by the increase of na-
tional debts. To choose a second example, in its medium term financial plan-
ning the Federal government is going to reduce economic aid (for example
the Joint Federal Government/States Scheme, “Improving the regional eco-
nomic structure”). These government grants are an essential aid to support
investments in enterprises mainly in the new States.

In 1997 the Federal government spent a total of 59 billion DM on public
investment projects. That is nearly 13 percent of total budget expenditures.
At the same time the Government had to pay for interests by a total of 91
billion DM. That is nearly 20 percent of total expenditures. This share will in-
crease up to 22.2 percent in the near future as the Federal government pre-
dicts in its medium term financial planning.

Tapping excessively into the capital markets is not a political alternative
any more. Increasing taxes and social security contributions in a globalised
economy is no alternative either. The Germans will probably face shock in
the near future because the Government will be bound to cut expenditures
by a scale which has been unknown up to now. It is unlikely this will happen
within the next 12 months. But the shock will occur at the latest after the

next general election on September 26th, 1998.
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I. Introduction

There have been several previous studies done on estimating unification
costs in Korea. Even though these previous studies have made significant
contributions in showing that unification costs can be very large, they have
had several drawbacks. First, most of them estimated unification costs based
on ad-hoc assumptions, without considering factors such as willingness to
pay or the ability to pay. The unification costs vary considerably in each
study according to the assumptions they adopt. Second, there has not been
enough discussion on the financing methods of unification costs. Third, par-
tially in relation to the first and second points, no study considered the
macroeconomic aspects of unification. That is, there had been no analyses
on how the size of unification costs and financing methods affect the econo-
my after integration.

Hence, there is a need to develop a richer model in which unification
costs are determined as a function of policies and in which the
macroeconomic effects dependent on financing methods and their scope can
be considered more precisely. The study of Choi and Park (1997) made an
attempt to develop a framework in which the macroeconomic effects of the
policy can be analyzed. There is, however, a further need to study the meth-
ods of financing unification costs. Such study should consider two aspects;
the macroeconomic effects of each financing method, and the institutional
aspects. This paper attempts to discuss the institutional aspects lacking in the
macro model in Choi and Park (1997) from a more realistic perspective.

The paper is organized as follows. In chapter 2, previous studies on unifi-

cation costs are reviewed and, questions on whether it is feasible to follow
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the policies pursued in Germany after their unification are discussed. A dis-
cussion on German experiences is useful because the German unification is
the only important case of unification we can refer to". Many of the previous
studies done on the unification of Korea either referred to or partially imitat-
ed German experiences. However, we should be aware of the differences in
the situation of Korea and in that of Germany.

Next, in chapter 3, some of the results found in the study of Choi and Park
(1997) are summarized. Since unification costs depend on the policies
adopted after unification, and since there is no policy with a national consen-
sus, trying to estimate the exact amount of unification costs is not meaning-
ful. Thus, a model in which the expected amount of unification costs can be
calculated according to the policies pursued is presented here. By using this
model, an attempt is made to analyze how the size of unification costs and fi-
nancing methods will affect the economy.

The model, however, has limitations of its own. One of them is that a
study based on a model often does not fully consider institutional factors. So
in chapter 4, the question of how unification costs can be financed and what
tax policies should be pursued are discussed. Finally in chapter 5, the results
are summarized and conclusions drawn. Based on the results of earlier chap-
ters, some of the most fundamental questions on unification such as “Can we
afford unification?” and “What policies should be pursued regarding unifica-

tion costs?” are sought to be answered.

1) There has also been the case of the Yemen unification. However there are less poli-
cy lessons that can be learned from that case.
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II. Unification Costs in Germany and in Korea

1. Unification Costs in Germany

There have been several different estimates made on the unification costs
of Germany. Most of them done before or immediately after unification esti-
mated costs to have been between 1 trillion and 2 trillion DM for 10 years,
or approximately between 3.5% and 8.0% of West Germany’s GDP. The
size of unification costs depends on how unification costs are defined, espe-
cially whether private investments are included in the costs or not. The
above figures have generally included private investments, so government
transfers from the West German region to the East German region should be
far smaller than that estimated in the costs.

When only government transfers from the West Germany region to the
East Germany region were considered, they constituted about 5.4% ~6.4%

of West Germany’s GDP (see Table 1 below).

{Table 1) Government transfers to the East German region

(unit: billion DM)
1991 1992 1993
Amount 140 152 181
ratio of GDP (%) 5.4 5.5 6.4

Even though government transfers to the East Germany region began to
fall in 1996, total unification costs turned out to be larger than the estimated
amount immediately following unification. Large government transfers to the

East Germany region presented the greatest difficulty following unification.
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2. Korean and German Post-unification Policies

Since the German experience is the only significant experience that can be
referred to in considering policy alternatives for Korea, we naturally tend to
think of imitating the policies of Germany. However, it would be dangerous
to blindly pursue German post-unification policies due to several differences
in the cases of Korea and Germany. First, the population ratio between
South Korea compared to North Korea is different from that of West Germa-
ny to East Germany. The population of South Korea is only about two times
of that of North Korea, while the population of West Germany was four
times that of East Germany. So, even given that all other conditions are
equal, this implies that the burden on South Koreans after unification will be
twice much as that faced by West Germans if same policies are followed.

Other conditions, however, are not equal, and this makes it even harder
for Korea to pursue the same policies as those pursued by Germany. The
per capita GDP gap of the two Koreas is larger than that which existed in the
two Germanies. The ratio of the per capita GDP of South Korea to that of
North Korea is more than 10, while that of West Germany to East Germany
was estimated to be about 22. So if an attempt is made to raise the incomes
of the residents in the North Korean region to that of the residents in the
South Korean region within a few years, there will be an enormous impact
on unification costs.

The differences between Korea and Germany are not necessarily all of a

pessimistic nature. Since the level of the quality of life in North Korea is cur-

2) In fact, it turned out to be more than 2 after unification because many of the statistics
relating to East Germany were exaggerated.
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rently very low, the expectations of the residents in North Korean may not
be altogether that high. It is believed that most of the East Germans did ex-
pect to live as well off as the residents in West Germany within a few years,
and that is indeed what the chancellor of West Germany promised. Howev-
er, in Korea, the difference in the economic standard of living between
South Korea and North Korea is so enormous that if unification actually takes
place, the hope of North Korea’s residents is not so much that they should
be able to live as well off as the South Korea's residents, but simply that they
should be able to enjoy better economic terms.

There are other differences between Korea and Germany in considering
the policy assumptions, necessary to estimate the unification costs. For exam-
ple, the social security system of the two countries are different. While they
have a comprehensive social security system in Germany, the social security
system in Korea has a short history and provides limited coverage. Thus, in
designing a social security system to be implemented in the North, the Ger-

man experiences can not be imitated.

3. Unification Costs in Korea

The differences between Germany and Korea as outlined in the foregoing
section have been pointed out by many German and Korean scholars. Some
of the previous studies on estimation of unification costs in Korea have con-
sidered these factors, and have generally not assumed the same polices as
Germany. However, the size of unification costs estimated by many scholars
and research institutes have still turned out to be very large and thus evoked
some pessimistic, anti-unification attitudes among some South Koreans. The

estimated size of costs in previous studies showed such a hugh divergence.
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Since the unification of Korea is currently only a possibility and not yet an
actuality, estimates of unification costs may depend on what scenario is
adopted. This paper will only consider the “Big Bang” approach which was
taken in Germany. The estimates of unification costs in most of the previous
studies (excluding those with extreme values and those that included private
investments) are between 220 billion and 780 billion US dollars for the next
10 years. That is, about 4% ~14% of South Korea’s GDP for the next 10
years®. When the ratio of the GDP is compared, it is between 1 to 3 times

greater than that of Germany?.

4. Problems Arising from Previous Studies

There have been several estimates of unification costs in Korea made in
previous studies, but there is a large divergence. One newspaper article
even reported that unification costs diverge greatly from study to study, one
estimate being even 100 times greater than another estimate. Admittedly, the
report made several errors in its comparisons, nevertheless it is clear that dis-
crepancies exist in the estimated figures on unification costs. The discrepan-
cies can be partly explained by the different definitions of ‘unification costs’
adopted. Since the unification of Korea is presently only a possibility that has

not happened yet, unification costs can be estimated on either the “Big

3) This is assuming that the two Koreas are unified in 1998 and the growth rate of the
South Korea region after unification is about 5% (a rate that is about 1%-2% lower
than the current growth rate).

4) These are only rough figures and there can be errors due to the exchange rates used.
Furthermore, the unification costs of Germany are not clearly known. In absolute fig-
ures, unification costs in Korea will be approximately between 22% and 130% to that
of Germany.
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Bang” approach or the gradual approach. However, studies do not clearly
define which approach has been taken for the purposes of estimation, and
each study tends to adopt different definitions, some including private invest-
ments as part of unification costs, and others excluding them from their cal-
culations.

But more importantly, discrepancies may occur due to the different policy
assumptions adopted. Unification costs invariably depend on the nature of
policies, and attempting to estimate unification costs without knowing what
policies to pursue after unification is nothing less than arbitrary. Seen from an
extreme, trying to estimate the exact costs of unification is an utterly futile
exercise, since there exists no policy with a national consensus. However, es-
timation of unification costs is still necessary, in order to build national con-
sensus on unification policies. Through trial and error experimentation, unifi-
cation costs can be used to locate a national consensus (that is, gauging pub-
lic opinion by presenting various estimates of the unification costs), from
which a more concrete unification policy can be formulated to avoid any
later confusion concerning policies after unification.

In some senses, previous studies have made contributions in this area.
Overall, they have generally conveyed the message that unification costs
could be substantially large. However, the usefulness of these previous stud-
ies are limited in many respects. The framework of the analyses have tended
to be very limited, and unification costs in a majority of the previous studies
have not been represented as functions of policies, but have only been
based on ad-hoc assumptions. Furthermore, little progress has been made in
the way of analyzing macroeconomic effects, and there have not been en-
ough discussion on the alternative methods of financing. Without these then,

there is little room for achieving national consensus on unification policies.
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lll. Unification Costs and the Macroeconomy

1. Policy Assumptions

This chapter summarizes the main results of Choi and Park (1997). The
model employed is one in which anticipated unification costs can be estimat-
ed depending on the policies pursued. The model used is a variation on the
macro-economic forecasting model of South Korea, partially including the
North Korean economy. The model is inherently limited in that it is not possi-
ble to consider several policy options in this model. Thus, it is necessary to
make assumptions concerning fundamental policies.

This model begins with the assumption that it is difficult to mirror policies
implemented in Germany after unification, because of the costly effects of
such a move. It was also assumed that policies are, in general, faithful to fun-
damental economic principles. That is, even though a minimum level of qual-
ity of life may be guaranteed from a humanitarian perspective, this is not in-
tended to be a guarantee of a rapid equalization of income levels between
the South and the North. Resources from the South Korean region, spent in
the North Korean region are intended to motivate rapid economic growth in
the North Korea region, and the income of a North Korean resident will de-
pend mainly on his or her productivity. While assumptions may be varied,
the following assumptions are initially made in relation to post-unification

policies.
(a) Liberalization of Prices

Prices in the North Korean region will be liberalized. Regulation of prices

will be used only if it is unavoidable. But it can be assumed that extra-gov-
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ernment expenditure guaranteeing the level of prices in the North Korean re-

gion will be small.
(b) Currency Integration

Currency integration will take place at once and will be based on the mar-
ket exchange rate. This is different from the German case, in which the value
of the currency of East Germany was overvalued in comparison to the actual
market rate. This kind of compensation through the overvaluation of the
North Korean currency will raise sudden the expectations of the North Kore-
ans and place a heavy burden on the future of the economy, while also dis-
torting the price mechanism. When necessary, compensation can be carried
out by other measures such as direct transfers. Thus, immediate currency in-
tegration will not cause any direct burden. The amount of the new money
supply is assumed to be equal to the amount of currency in North Korea and

thereby will not cause inflation.
(c) Privatization

All assets in the North Korean region (except for personal belongings) will
become national property. Housing, under a certain specified value, will be
distributed to original residents. To acquire housing above that specified
value, the difference between the actual value of the housing and the certain
specified value would be paid for by the purchaser. Revenue from the sales
of housing will be used to build new homes and to rebuild old housing such
that the extra expenditure on housing will be minimized.

Productive assets will become national property immediately following uni-
fication. Farmlands will be distributed at no charge, but under certain

restrictions. To claim legitimate ownership of farmlands, cultivation of the
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land for a requisite period must be shown. This economic incentive would
have the effect of reducing excessive immigration to the South. Other pro-
ductive assets will be privatized using a voucher system. Every worker except
farmers, will be given a voucher. Before privatization of the productive assets
takes place, workers would receive dividends from the vouchers. When the
productive asset is eventually privatized, the worker would get a lump-sum
payment.

The amount of compensation for North Korean residents is set equal to
the amount of the marketable productive assets in North Korea. The as-
sumptions here are not intended to provide policy suggestions, but are
adopted to make the necessary calculation of unifications costs. The above
assumptions are not intended to generate neither extra expenditure nor reve-
nue from such privatization but are adopted from the perspective of calculat-
ing unification costs. Thus variations on the assumptions relating to priva-
tization policies are possible as long as they assume no extra expenditure nor

extra source of revenue from the privatization.
(d) Social Security

The social security systems of the South Korean region and that of the
North Korean region will be operated separately. This is justified on the
grounds that, a great portion of the social security system in Korea is based
on individual contributions rather than on the general government budget®.
To minimize any possible effects of post-unification shock, and to guarantee

the minimum standard of quality of life, the North Korean social security

5) Health care, retirement benefits, and unemployment benefits require a degree of con-
tribution; and fees are charged for education in the South.
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system will need to be more extensive than in the South. Education and
health services should be provided for free, and unemployment and retire-

ment benefits should be paid to all those eligible.
(e) Immigration

Once unification is achieved, there should be no constitutional restrictions
on immigration between the two Koreas. Sudden waves of immigration
should only be limited through economic incentive mechanisms. The social
security system would be one such mechanism. Distribution of land and
compensation vouchers can be designed to provide economic incentives not
to move to the South. Regardless, large scale immigration is still to be antici-

pated.

2. The Model

The key assumption to be adopted in modeling the North Korean econo-
my after unification is in regard to the production sector. Here it is assumed
that there will be two sectors of production in the North Korean region after
unification, the “modern” and the “traditional” sectors. The traditional sector
is assumed to be a continuation of the current production sector in North
Korea. Even though the inflow of capital will be allowed into the traditional
sector, technology in this sector is assumed to be the same as before the in-
tegration. The modern sector, on the other hand, is assumed to employ the
technology of South Korea. In fact, under this model, the distinction be-
tween production in the modern sector of the North Korean region, and the
extra production in the South Korean region due to the inflow of people

from the North, becomes trivial.
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The production function of the traditional sector in the North Korean re-
gion is assumed to be the simple Cobb-Douglas function:

l1-a

Y,=AK (L)

where K denotes capital, and L denotes labor. The amount of capital in the
traditional sector can be written as follows:

K= (-9 K,

N G j2
T+, +1,

where & is the rate of depreciation, ItN is the level of investment made by
the residents of the North, Itc is government investment and ItP is the level
of private investment made by the residents of the South.

The total amount of investment is determined such that it remains propor-
tionate to government investment. To simulate the ratio of the government
fixed capital formation to the total fixed capital formation, South Korean data
was examined. In the early 1970s, when the economic level of South Korea
was believed to be similar to that of North Korea today, both the average
and the marginal ratios were about 7. Furthermore, the ratios did not change
much over time and remained about 7 in the 1990s. Under this model, the
production amount and factor productivity can be written as a function of
government investment. We assume that 1/2 of the government investment
is on the traditional sector and 1/2 of the government investment is on the
modern sector.

Wages are assumed to be a function of labor productivity. Production in
the South Korean region and production in the modern sector of the North

Korean region are treated as one. In the simulation, the assumption for the
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base case is that 10% of the remaining labor force will annually migrate ei-
ther to the South Korean region or to the modern sector in the North Korean
region. The description of the South Korean economy is here neglected as it
is basically an extension of the macro-forecasting model of the Korea Insti-

tute of Public Finance (KIPF) labeled KIPF96.

3. Further Assumptions in Relation to the Calculation of

Unification Costs

Further assumptions are necessary to calculate unification costs. Before
proceeding to make any further assumptions in relation to the calculation of
unification costs, however, an elaboration of the concept of “unification
costs” is necessary. “Unification cost” is a fairly arbitrary concept, so the con-
cept of “extra fiscal need due to unification” may better serve present pur-
poses. The extra fiscal need due to unification, thus broadly categorized, has
two components. One comprises the net costs, occurring once, including
payments for foreign debt incurred by the previous North Korea regime, and
also the costs associated with the reallocation of military units. Another com-
prises of ongoing government expenditure. These have been categorized this
into 3 parts: (i) public sector maintenance costs; (ii) income subsidies; and (iii)
costs of economic development. Assumptions on each will be described
below.

(i) Public sector maintenance: this includes healthcare, education and gen-
eral local government expenditures. Since the main component of expenses
incurred under these sub-items are salaries, expenses have been calculated
as a function of wages. Since it is expected that somé people will move to

the modern sector, the average rate of increase in the incomes of North Ko-
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rean residents will be faster than of that occurring in the traditional sector.
Thus the rate of growth under this item has been set at a faster rate than
that of the traditional sector.

(i) Income subsidies: these include the payment of unemployment and re-
tirement benefits. Unemployment benefits and retirement benefits are initial-
ly assumed to be 60% and 40% of wages in the traditional sector
respectively.

(iii) Costs of economic development: these are necessary to fund the provi-
sion of social overhead capital and to encourage investment in areas which
are not sufficiently covered by private investment. The size of the fund for
economic development cannot be determined a priori. This in fact, consti-
tutes a major policy variable affecting all major variables and also the overall
size of the fiscal need due to unification.

It is assumed that healthcare costs in the first year is expected to be about
4% of the North’s GDP and education costs about 8% of the GDP. General
local government expenses are expected to be at about 5% of the GDP. It is
also assumed that the rate of growth of these expenses will be about 2%
higher than the rate of growth of wages in the traditional sector.

The amount of foreign debt incurred by the previous North Korean regime
is about US$5 billion. In addition, there are some items which cannot be
covered by the stable expenses maintaining the public sector as described
above. For education, large amount of funds are necessary for the re-training
of teachers in the North. This will be mainly carried out by teachers and ex-
pert instructors of the South, and this is assumed to take up 10% of normal
education costs in the South. It is assumed that such a huge scale re-training
program will run for about five years. Furthermore, a large amount of money

may be necessary to modernize medical facilities in the North, and this, it is
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assumed, will take up about 10% of the normal public expenditure in the

South.

4. Extra Government Expenditure Incurred as a Result of Unification

The term “unification costs ” is used because it is commonly used. Howev-
er, the definition of unification costs is not clear. The most common defini-
tion of unification costs is “extra government expenditure due to unification ”.
Even then it is still not clear what the term encompasses, whether it compris-
es revenue from the North Korea region. Thus it is more sensible to refer to
unification costs as being “net government transfers to the North Korea re-
gion”. But since the possibilities of revenue from the North have not yet
been discussed, unification costs cannot be accurately known. To get around
this problem, temporary use is made of the term, “extra government expend-
iture due to unification”. Unification costs according to the above definition
can be simply calculated by subtracting the amount of revenue secured from
the North Korean region.

The extra government expenditure due to unification in this model, is by
and large, a function of government investment for economic development.
Thus the amount of extra government spending was calculated under
alternative assumptions regarding government investments. It is important to
note that, the extra government expenditure in this study is taken to be
smaller than found in other studies and in the actual increase in government
expenditure. This is because the concept of ‘net amount’ has been used for
simplification. For example, privatization proceeds in this study were as-
sumed to be zero.

In the extreme scenario that government does not make any investment
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(scenario A), extra government expenditure will be about $78 billion for the
10 year period after unification. This can probably be understood as the min-
imum possible in the framework that has been used, but it is not very realis-
tic. If we assume that the annual government investment is $10 billion (sce-
nario B), the total extra government expenditure due to unification is around
$223 billion. If we assume that the annual government investment is $20 bil-
lion (scenario C), the total extra government expenditure due to unification is
around $354 billion. These figures in scenario B and scenario C are generally
with in the boundary of the estimated costs in previous studies.

Among the several characteristics of the extra government spending due to
unification, one thing is particularly worthy of note. Annual extra government
spending will reach the bottom in a few years (see Table 2). In scenarios B
and C, it reaches the bottom in the second year. After that, it does not

change much for the next 2 or 3 years, and then begins to rise. This is be-

(Table 2> Examples of pattern in annual extra government spending

(unit: billion US dollars)

scenario A scenario B scenario C
1 12.951951 24.507507 34.507507
2 7.711789 19.274627 30.223172
3 7.691141 19.614730 31.158646
4 8.097511 19.339846 31.495511
5 8.527243 19.465740 32.209500
6 5.112548 19.796149 33.125586
7 5.354764 21.017600 34.943100
8 5.607286 22.300302 36.841335
9 5.870638 23.654860 38.838066
10 6.145326 25.091259 40.949415
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cause wages in the North Korean region will rise fast, thus raising the ex-

penditure in the public sector.

5. Macroeconomic Effects of Unification

Even though the simulations of this study are still under way and have not
yet been finalized, the results so far reveal that a moderate size in unification
costs do not have significantly negative effects on the macroeconomy. It re-
vealed more optimistic views, finding that the Korean economy will be able
to stand the possibility of unification and sustain sound growth, unless unifi-
cation costs are excessive.

However, it should be noted that the model used is a macro model that
does not take into consideration the possible behavioral changes as a result
of taxes. For example, if all unification costs are sought to be financed by
taxes, marginal tax rates will be substantially high, forcing many corporations
abroad, thereby causing significant damages to economic activity. Such possi-

bilities are not fully considered in the model.

V. Financing Unification Costs and Tax Policy

1. Financing Alternatives

The work of Choi and Park (1997) has many merits as compared to previ-
ous studies, but the scope of discussions on alternative methods of financing
the costs of unification is limited. The model used in their studies did not
properly consider behavioral changes prompted by tax changes, nor did it

consider institutional factors involved. This paper attempts to address
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alternative methods of financing, placing emphasis on factors not considered
in their model.

There are several alternatives of financing the unification costs. The com-
monly suggested alternatives are:

(1) saving funds before unification (Unification Funds);
(2) reducing public spending in other areas;
3
(

)
) privatization proceeds;
)

[y

raising tax revenue in the North Korean region;
(5) introducing a unification tax or raising the rates of existing taxes;

(6) issuing public bonds in the domestic market; and

(7) issuing public bonds in the foreign market or borrowing from abroad.

To be more accurate, (4) may not be a method of financing unification
costs, as tax revenue raised from the North may ultimately be excluded from
unification cost calculations depending on how the term is defined®. Similar-
ly, depending on how “unification costs” is defined, (3) may not be a method
of financing unification costs. The term “unification costs” is used for conve-
nience, but to be precise, it is the alternative of financing extra government
expenditure due to unification that is being referred to here.

Some studies consider the possibility of seniorage or inflation tax, but
these have not been included in the present discussion. In addition, while
any extra revenue that results from unification is not a direct method of fi-
nancing, where such extra revenue results, it can be used to finance unifica-
tion costs. Each alternative has different macroeconomic effects, income re-

distribution between the residents in the South Korean region and those in

6) From earlier chapters, it can be seen that unification costs and extra government
spending due to unification are different concepts, and the extra government spend-
ing due to unification, not unification costs, have already been estimated.
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the North Korean region, and income distribution among generations. The fi-
nancing abilities of any one method are limited, hence an optimal policy
should comprise a combination of several alternatives.

Financing through privatization proceeds is an easy method of financing
extra government expenditure, but it is limited in that it is only capable of
raising limited funds. Privatization proceeds cannot exceed a certain portion
of assets in the North. Currently, it is estimated that the amount of capital in
North Korea is approximately $80 billion”. Thus, even if it is assumed that
half of the North Korean capital is sold, privatization proceeds would only
amount to $40 billion, covering only 0.5%-5% of unification costs estimated
in the previous studies. Under the present model, all privatization proceeds
are assumed to be allocated to compensate North Korean residents to simpli-
fy the model. Even if alternative assumptions are adopted, a certain amount
of extra expenditure may still be necessary for the compensation of the
residents in the North Kerea region. As such, the latter assumption is not crit-
ical. Furthermore, there are other important aspects to consider in relation to
privatization. Thus it is not necessary to emphasize revenue in order to re-
main faithful to other policy goals that can be achieved through privatization.

Cutting spending in other areas of government expenditure is another
method of financing. This method does not contribute much in the way of fi-
nancing costs as many people believe. Saving public spending, if indeed it is
possible, is a desirable goal regardless of unification. However, a sudden cut
in spending in other areas may be either very difficult or not desirable. The

actual possibility of cutting spending in other areas are more likely to be an

7) This being the estimated figure in 1990 in Cho (1993). The current value of capital is
not likely to be much greater than that of 1990 due to a lack of new investments in
the intervening years.
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outcome of political processes. So in considering the possibility of financing
using this method, it is more realistic to only consider expenditure directly re-
lated to unification, such as national defense or intelligence. The amount that
can be saved on intelligence costs is not clear, and while there may be sub-
stantial savings made from expenditure on national defense, it is not as much
as some argue. Some have argued that expenditure on defense in a unified
Korea can be cut drastically. For example, in Cheong and Cheong (1997), it
was argued that 2% of South Korea’s GDP would be enough. It is hard to
know what the optimal level of defense spending would be for a unified
Korea. However, according to Cho (1997), the optimal level of spending on
national defense is likely to be about 2.6% of South Korea’s GDP, a reduc-
tion of about 0.8% of the GDP? from the current level. This amount only
covers 4.5%-15% of unification costs. This does not necessarily imply that
benefits from unification are insignificant, because the above figures do not
include indirect spending through military duties. But the effect of a cut in
the military duty does not directly appear as savings in government spending.
Furthermore, the extra expenditure necessary for the reallocation and
restructuring of the military unit immediately following unification should be
considered”. Consequently, some studies have even predicted that spending
on national defense will increase for a few years after unification.

Whether it is necessary to save funds before unification has been an issue
under intense debate. It is asserted here that, the saving of funds before uni-

fication is hard to justify. The current generation is one bearing the burden of

8) Current spending on national defense is about 3.4% of the GDP.

9) The costs necessary to clean up some of the facilities of the North Korean military
should also be counted. Estimates of this kind of expenditure has not been released
for security reasons, and has been temporarily ignored in our estimation of unification
costs.
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a divided country in the form of high taxes for national defense or military
service, without being able to enjoy the benefits of unification. 1t is thus diffi-
cult to justify any extra burden to be imposed on the current generation.

The alternatives of financing unification costs have been examined, howev-
er, other than through tax and debt, these methods contribute to only a
small portion of unification costs. Even taking a more optimistic view, funds
secured by means other than tax and debt, cannot form more than 20% of
the unification costs. Thus, a major portion of the costs should be financed
either through tax or through public debt. Table 3 below outlines some ex-
amples. Scenarios B through C are the scenarios we have considered in the
previous chapter. Scenario D can be understood as the upper limit of unifica-

tion costs that is believed to be sensible.

(Table 3> Financing alternatives and its ability

(unit: billion US dollars)

scenario B | scenario C | scenario D
t endit
exira expenditure 223 354 780
(unification costs)
privatization proceeds 40 40 40
saving in government
financing g In gov 35 35 35 ~60
expenditure
tax and debt
. 148 282 655 ~680
{tax from the North included)

2. Tax in the North Korean Region

When the annual extra government spending due to unification is calculat-

ed, it can be seen that it will increase after a few years because wages in the
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traditional sector of the North Korean region will increase rapidly. As such,
the tax revenue in the North Korean region should similarly increase.

In discussing the possibilities of raising tax from the North Korea region, a
natural starting point is the feasibility of the North adopting the tax system of
South Korea. In the first few years, there will be many difficulties in collecting
tax from the North Korea region. Income tax, Value-Added Tax (VAT) and
special excise tax (including transportation tax) are the largest sources of tax
revenue. However, if the tax system of South Korea is adopted in the North
Korea region, a majority of the new taxpayers will be below the income tax
exemption level in the first few years. The tax base for special excise tax will
not be broad enough, and enforcement of the VAT will not be easy due to
difficulties in tax administration. It would be several years before tax
administration is well established in North Korea. If many from the South are
employed to carry out tax collection activities, collection fees will become
very high. In addition, corrupt behavior will make tax collection very difficult.
In effect, there is little doubt that a majority of the costs associated with
extra government spending due to unification, would be financed by extra

taxes in the South Korean region and/or by public debt.

3. Tax Financing and Debt Financing

Tax financing and debt financing have different effects on the macroecono-
my, but a more important difference between the two is in the interge-
nerational redistribution effects. In a world of theory in which Ricardian
equivalence holds, the intergenerational effects of the two may be equal, but
it is not likely to be true in a real world. Issuing debt in the domestic market

and issuing debt in the foreign market also have different effects on the
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macroeconomy. The distinction between the two, however, becomes less
significant due to globalization of the world capital market.

An optimal policy, in theory, should be able to allocate portions of tax fi-
nancing and debt financing by considering both the intergenerational redistri-
bution effects and macroeconomic effects. However, in reality, the division
of financing funds between tax and debt is likely to be determined by the
current generation’s willingness to pay through taxes. There is little
alternative other than to issue government bonds in relation to the rest.
Therefore, the tax structure becomes an important factor, and a careful look

at the tax system is necessary.

4. Tax financing and overall tax burden

There are two ways to look at the current tax system to evaluate the possi-
bilities of raising more tax revenue. One way is by looking at the overall tax
burden and the other is by looking at the individual tax system.

We first look at the overall tax burden in Korea. It has often been argued
in previous studies that raising more tax revenue would not be difficult as the
tax burden ratio in Korea is low compared with other OECD countries. Table

4 below is similar to tables frequently used to substantiate such arguments.

(Table 4> Tax Burden Ratio (Tax/GDP ratio)

Korea U.S. Japan Germany U.K.
) 18.6 20.5 22.4 25.4 30.0
Tax Burden Ratio
(1991) (1990) (1990) (1991) (1991)

Reference: Sohn (1994)
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According to the figures in the table, the arguments can more or less be
maintained.

According to some of the more accurate studies on optimal tax burden of
a particular country, it was suggested that Korea can afford to raise the tax
ratio up to 2.6% ~4.1%. Sohn (1994) proposed that raising the tax burden
ratio by 1.8% point to finance part of the unification costs would be the
proper course of action.

Against these arguments, it must be remembered that Korea is a fast
changing country. The tax burden ratio has increased about 3% points in the

last few years'”

. While the optimal tax burden ratio could have risen a little,
it is nevertheless a rapid increase, an increase far larger than Sohn (1994)
had suggested. Furthermore, the tax burden ratios in other countries have
fallen in the past few years, such that previous arguments based on interna-

tional comparisons are no longer persuasive.

(Table 5> Tax Burden Ratio (Tax Revenue/GDP)

Korea U.S. Japan Germany U.K.
. 215 20.6 17.9 24.2 27.5
Tax Burden Ratio
(1997)* (1994) (1994) (1994) {1994)

*: based on estimations made at the beginning of the year
Source: Public Finance of Korea (1997), based on OECD Revenue Statistics

Expenditures need also be examined to see whether indeed the tax bur-
den ratio is low. Even though the tax burden ratio of Korea may be lower

than that of some OECD countries such as the U.K., the role of government

10) It may be a little smaller than this, because the actual tax revenue of 1997 will prob-
ably be lower than previously estimated.
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expenditure is smaller. Tuition fees still have to be paid in the secondary
schools of Korea. Furthermore, there are many charges and user fees not
captured in the tax burden ratio. Thus, the effective tax burden ratio includ-
ing quasi-tax will be far greater than what appears in the figures above. Con-
sequently, it is evident that raising a large amount of tax is not as easy as pre-

viously believed.
5. Feasibility of Increases in the Various Taxes

For a more thorough discussion on the possibility of raising tax revenue for
the financing of unification costs, the desirability or feasibility of individual tax
items need to be examined from a more micro perspective. There are very
few studies conducted in this area, one of which is that of Sohn (1994).
There, he proposed fhat a unification tax be imposed on the corporate and
income taxes, and not on the consumption or property taxes. His proposal,
drawn from his study on optimal tax structure in Sohn (1993), is persuasive in
that it is based on empirical estimates, compiled from current data. While his
suggestion does not consider the possible changes resulting from unification,
the micro structure and issues relating to the individual tax system, it is in
fact more realistic.

In evaluating the various taxes to see where further taxes could be raised,
there needs to be some fixed criteria. First, it is necessary to examine wheth-
er an increase in the tax is desirable, regardless of unification. This involves
a consideration of both equity and efficiency concerns, and also of the cor-

rective function of taxes in relation to other problems present in society'”.

11) For further discussion, see KIPF (1997).
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Secondly, it is necessary to consider the unique features related to unifica-
tion specifically. Unification causes a reallocation of resources and redistribu-
tion of income. In designing a tax reform or an introduction of a unification
tax, the general principle should be that those already disadvantaged from
the unification should not be further disadvantaged by any extra tax where
possible.

Within the simple framework of a closed economy in which there are only
two factors of production (capital and labor), the effects of unification on the
South Korean economy are such that there will be a rise in capital income
and a fall in labor income. It should be noted however, that such a frame-
work may be inadequate for the purposes of analysis, as the capital market is
globalized and there are in fact, several factors of production. Unlike the
results of the prediction made from the simple framework of the closed
economy, the macro simulation from the model presented in the previous
chapter shows that interest rates will not necessarily rise after unification.
Those who gain from unification are more likely to be entrepreneurs rather
than owners of capital. Since the highly skilled labor force and labor inflows
from the North Korean region are not substitutes, it will only be the unskilled
workers who lose from the unification. It is evident thus, that the income ine-
quality is likely to get worse as a result of unification, and consequently, the
regressive tax is not a desirable option for the financing of unification costs.

Based on these criteria, the possibilities of increases in each tax will be dis-
cussed. The Korean tax system is quite complicated and there are many cate-
gories of tax items. The scope of this paper is too limited to adequately pro-
vide a discussion on each of the tax items, however, the major tax items and
the major tax changes will be considered. Some of these are grouped togeth-

er for convenience. In discussing the possibilities for raising more tax reve-
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nue, national taxes and local taxes are not distinguished. That is, it is as-
sumed that even if local tax rates can be raised, any resulting revenue can be
used to finance unification costs by implementing a simple change in the
system, allowing for the shared allocation of funds between the central and

local governments.
(a) Income Tax

There are two major ways of increasing income tax revenue: enlarging the
tax base and raising the tax rate. Broadening the tax base can be applied,
again in two ways: reducing the deductions and including currently tax-ex-
empt items as taxable income. Aside from concerns raised by unification, the
inclusion of currently tax-free items as taxable income is desirable. Such a
proposal, however, has not yet been officially endorsed. Hence its immedi-
ate implementation post-unification is highly doubtful. It may be several
years before the wage structure can be changed and the income tax base
adjusted. Thus, this policy cannot be implemented suddenly to finance unifi-
cation costs. The scope for reducing deductions on income tax is very limit-
ed. Reducing the deductions applicable to wage income is one proposal, but
there are many who oppose this because it enlarges the gap of the effective
tax burdens between wage incomes and business incomes. Reducing basic
deductions is not desirable as it has the potential to penalize low skilled
workers who are already disadvantaged as a result of unification.

Raising income tax rates does not seem to be a desirable option in any
case. Currently, the nominal marginal income tax rate is already high, the
problem being that effective tax rates on some types of income are low.
Raising the nominal tax rates without effecting other changes, will enlarge

the gap in tax rates between the different sources of income, thus generating
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more horizontal inequality. Unless tax administration guarantees substantially
high tax rates for all sources of income, an increase in only the income tax
rate may be faced with political opposition, especially due to the inequality
in the tax burdens between wage incomes and business incomes.

There is scope then, for increased revenue from income tax. However,
because of the possible adverse effects, it is unlikely that such a policy will

be adopted too readily on unification.
(b) Corporate Tax

It is more likely that many corporations will benefit from unification due to
special demands arising in the market following unification. However, an in-
crease in the corporate income tax will affect all corporations including those
unaffected by unification. Due to the effects of globalization, high tax rates
may drive corporations abroad, thus, the scope for raising the rate of the cor-
porate income tax is limited. This is especially not a desirable policy in the
light of an increasing labor force supplied by the influx of North Korean mi-
grants to the South. Raising the corporate tax rate has also the added effect
of curbing investment booms and causing either higher unemployment or

lower economic growth in the North Korea region.
(c) Value-Added Tax (VAT)

There are two ways of raising more revenue through the VAT. One way is
to raise the VAT rate, and the other is by reducing VAT avoidance. Since the
latter policy is more difficult to implement especially in a short period of
time, it is less likely to be utilized in the financing of unification costs. This
means that, if more revenue is sought through the VAT, it will be done by

raising the rate. However, since the Korean VAT has a flat rate, without ex-
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emption on necessities such as processed foods, the VAT burden is regres-
sive. And again, because low skilled workers are likely to be disadvantaged

by unification, raising VAT rates would not be a desirable policy decision.
(d) Excise Taxes

The tax burden on some special excises, such as sugar and electricity
equipment, are regressive. Even though it is possible to implement a policy
raising more tax revenue from these, it would be hard to justify on grounds
similar to those of raising the VAT rate.

Raising the tax rate on luxury goods are relatively easy to justify, and simi-
larly, raising the tax rate on liquor and cigarettes are also relatively easy to

justify.
(e) Energy Tax

Raising taxes on gasoline can be justified because they are progressive,
and also because of its externality effects. Increasing taxes on other energy
sources are recommended on the grounds of environmental protection. Rais-
ing the tax rate on energy are often opposed on the grounds of the possible
weakening of the industry’s international competitiveness. But according to
the discussions in Chapter 3, the Korean currency will depreciate in the first
two years after unification, so that securing taxes on energy as a source of in-
come is less likely to be met with opposition.

From the fourth year however, the Korean currency will begin to appreci-
ate again. So if the environmental aspects supporting an energy tax are ig-
nored, these taxes will serve as a ready source of revenue in the first three
years of unification. Taxation on energy, however, give rise to many compli-

cations because of their correlation to global warming problems. Thus, it is
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difficult to draw any definitive conclusions here. For the moment however, it
should be noted that energy taxation may have to be differentiated between
the South Korean region and the North Korean region, in order to maintain a

more stable economic growth in the North.
(f) Property Tax and Land Tax

In the study of optimal tax structure by Sohn (1994), it was argued that
taxes on property and land are already excessive. However, considering the
unique aspects of Korea, it has been often proposed that an increase in the
taxes on land and property is still desirable. Since land and property are im-
mobile factors, raising tax rates do not cause major distortions (at least in the
short run). It is also possible to justify an increase in land and property tax
rates in relation to unification, although the reasoning may be weak. Land
and property taxes are not regressive, while some other alternatives, such as
the VAT are regressive. Considering the philosophical background of the
land and property tax, that they are in fact payments to the state for the se-
curing of land and property, surely the increase in security gained through
unification would justify any increases in the tax burden. Justifications for an
increase in the taxes on land and property can only, however, be maintained
in part. There are also opposing views. Hence, the feasibility of financing uni-
fication costs by increasing tax on land and property is not clear.

This paper has not been able to adequately address all the complexities of
the Korean tax system. Instead, it has merely sought to present a rough
sketch in order to consider alternative tax policies for financing unification
costs. The possibility of raising taxes through the imposition of a unification
tax still requires further discussion.

However, our brief discussion has shown, in the face of sudden unifica-
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tion, it is most probable that the largest source of extra tax revenue will
come from indirect taxes. Given that the costs of financing the tax are not
large, these indirect taxes will most likely comprise of special excise taxes
and the energy tax. However, if the costs of financing the tax are large, an in-
crease in the VAT may be resorted to. The extra tax burden resulting from an
increase in the VAT rate however, is regressive and tends to penalize those

who are already disadvantaged by unification.
V. Conclusion

Unification is the hope of all Koreans, especially a costless unification.
However, the reality is not only that unification costs, but that it costs a lot,
as found in previous studies. Attempts to estimate unification costs is futile as
there exists no national consensus on policy directions following unification.
The ongoing study by Choi and Park (1997), however, presents an optimistic
view in the ability of Korea’s macroeconomy to overcome difficulties arising
from unification. In spite of the burden of substantially large unification costs,
it is expected that the Korean economy will be capable of sustaining continu-
ous economic growth.

Discussions on Korea’s ability to raise the necessary finances to support
substantial unification costs, are however, less optimistic. Even though there
is further scope for increases in taxes, the extra tax revenue is likely to be
raised from consumption taxes. If the amount of tax financing is large, it is
likely that the rate of the VAT will be increased. In that case, the extra bur-
den will be regressive, imposing a greater burden on low skilled workers
who would already be disadvantaged by the unification. Further, the tax bur-

den ratio is also likely to increase. In the face of a sudden unification, more
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realistic approaches need to be taken which do not generate insurmountable
unification costs. If, however, there is more time to prepare for unification,
implementation of income tax policies and tax administration must be better
conducted in order to finance some of the unification costs by means of the
income tax. Further, it is necessary to find ways of saving more on govern-

ment spending by raising the value of public expenditure.
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& Diana Brand (g IfotHZSA HRER)

Dr. Choi has given an excellent explanation of the financing alternatives of
Korean unification costs. Assessing unification costs by adopting different pol-
icy assumptions is undoubtedly a superior approach to previous studies in
which cost estimates had been based on ad-hoc assumptions only.

The model which is used to calculate anticipated unification costs is in my
view thoroughly constructed. The assumptions made with regard to unifica-
tion and with regard to the post-unification policies appear convincing. Of
course, much will depend upon whether unification will occur in the form of
a big bang as in Germany, or in form of a gradual process. The common ar-
gument that “the faster unification comes, the smaller its costs will be” is
valid only when one presumes a sudden collapse of North Korea’s system,
either through internal crisis or through external milltary attack. Even though
the majority of Korean experts assess the chances for such a sudden collapse
relatively high, one should also keep in mind the possibility of a gradual and
peaceful unification process, and this would certainly be the most economi-
cal method of unification.

Of course, as a German, | cannot as well as yourself assess the probabili-
ties of different methods or ways of Korean unification. However, what | am
able to do is to evaluate from a German perspective the assumptions made
in the paper with regard to post-unification policies. | find the assumptions
made by Dr. Choi well justified, especially because major mistakes which
Germany had made during unification are explicitly avoided: first, currency

integration is based on the market exchange rate, second, the determination
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of property rights within the privatization process is clear and third, wages
are assumed to be a function of labour productivity. 1 find these assumptions
very important, particularly in view of the high burden of unification costs for
the Korean population. As Dr. Choi has explained, this burden can be as-
sumed to be twice as high as in Germany, and therefore mistakes which Ger-
many had made during unification should in any case be avoided in order to
reduce this burden as much as possible.

However, what | could not find in the model description of Dr. Choi are
assumptions on the expected growth rates of the North and South Korean
economies after unification. In my view, the size of required government
spending critically depends on economic growth. Therefore, In had difficul-
ties to understand how Dr. Choi came to the conclusion that “the Korean
economy will be able to stand the possibility of unification and sustain sound
growth”. This optimistic result should in my view be better explained in the
paper.

On the other hand, the rather pessimistic result that there is not much
scope for tax increases or that the effects herefrom would be regressive, was
very well explained by Dr. Choi. As the financing abilities of tax increases are
limited, it is plausible that a major portion of the costs will have to be fi-
nanced through alternative means. 1t is to be expected that the Korean gov-
ernment will have to considerably increase its public debt, in a similar way as
Germany had done.

I do not, however, support the view that a unification fund shoul be ex-
cluded in the present discussion. In my view, Korea has the advantage that it
can learn from the Germany case and prepare the economy for bearing unifi-
cation costs even now, in a way that the generation living in the unification

period would not have to bear the whole burden. As Dr. Choi has argued, a
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unification fund would not be fair for the present generation who cannot par-
ticipate in the benefits from unification. But one should consider that after
unification there will not be any immediate or visible economic benefits for
the South Korean population. It would therefore not be fair either to put the
whole financial burden of unification on the generation living in the unifica-
tion period.

Let me come back to a detail of the model, which | find Important for the
result on unification costs. On page 14 it is explained that the production
amount and factor productivity are written as a function of government in-
vestment, and that half of the government investment is in the traditional sec-
tor and the other half in the modern sector. There are two questions which 1
have in this respect: First, why shall as much as half of government invest-
ment be concentrated on the traditional sector, which operates withr the old
-fashioned North Korean production equipment? And second, how is the re-
latively low factor productivity in this sector integrated in the model specifica-
tion?

| find a realistic modelling of the factor productivity very important, be-
cause the productivity of the capital which the South Korean government
will invest in North Korea not only determines the speed with which the
North Korean economy will catch-up, but also the unification costs neces-
sary in later years.

Let me quickly explain the productivity issue on the background of Ger-
man experience. Still today, seven years after unification, the technological
gap between East and Western Germany, and therefore the gap in factor
productivity, is an important problem which is responsible for the slow catch
-up process of Eastern Germany. In the first three years after unification the

productivity gap could be reduced considerably. But after productivity(de-
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fined as nominal GDP per actively employed worker) In eastern Germany
had reached 57% of the West German level in 1996. the convergance proc-
ess has practically come to an end. The main problern is that the high capital
investment in Eastern Germany has not induced correspondingly high growth
rates of GDP(the GDP growth rate expected for 1997 in Eastern Germany is
only 2.26%, which is not much higher than the 2% of Western Germany).
The main reason are too high labour costs per unit produced and the rela-
tively low capital productivity in Eastern Germany. The unit labour costs in
the East German manufacturing sector are 25% higher than in the Western
German manufacturing sector. The low capital productivity is a result of sev-
eral factors, which are above all the continuous technological gap with re-
gard to Western Germany, the large number of inefficiently used industrial
sites and the misallocation of investment capital during the unification process.

Part of these problems will hopefully be avoided in Korean unification, par-
ticularly if labour costs are not allowed to rise at higher rates thatn the pro-
ductivity level. But equal importance should be given to channeling the In-
vestment capital into productive production sites equipped with the most

modern technology.
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I. Introduction

More than seven years after the German Reunification, eastern Germany
continues to struggle with the social and economic burdens of its shock-ther-
apeutic ‘cold turkey’ switch from a central planning economy to a market-or-
iented one. The unification made it very obvious that the economy of the ex
-German Democratic Republic (DDR) was underdeveloped and inefficient in
its management of its economic human and non-human resources. In 1993,
on the basis of the GDP, the labor productivity gap between the ‘old’ and
‘new’ State was still about 60 percent.

In eastern Germany, the necessary reallocation processes in the ‘new’
States resulted in high unemployment rates”, substantial devaluation of real
capital, and in decreases of the gross domestic product by more than 30 per-
cent within a few months. As a consequence, a combination of ‘bread’ and
‘whip’ policies where initiated by the German federal government to help
the ‘new’ States’ firms through their struggle for competitiveness on national
and international markets and in order to alleviate the massive frictions of the
transition process. The ‘cold turkey’ action of privatization of the firms in the
‘new’ States might be seen as the hardest hit by the ‘whip’ actions. The
‘bread’ policies included massive transfer payments from the ‘old’ to the
‘new’ States as measures to soften not ony social hardness, but to improve
eastern Germany’s infrastructure. The following table presents some esti-
mates of the transfer payments. By far the highest share of the total amount

of 1,224 billion Deutschmark stems from the Federal government, and most

1) In April 1991, in the former GDR almost 2 million people were either unemployed or worked
less than the regular working hours.
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of these transfer payments were given to private households®.

{Table 1> Transfers to ‘new’ Bundeslader from 1991 to 1995
(unit: billion DM}

19911199211993|1994|1995|1996 | Sum

Gross Transfers to the ‘New’ States  1152.4/280.5|229.4(199.7{179.3|182.2|1,224
Federal Government 62.6| 97.3{109.2|{111.0{151.3

to private households 27.2] 32.9| 52.6| 44.6| 44.5| 46.3248.1

to public institutions 9.6| 6.6] 7.6/ 7.3 32.6| 32.4| 96.1

to firms 19.71 22.9| 20.2| 25.3] 25.0| 21.6|134.7
‘old’” Bundeslander 12.2| 13.6| 23.4| 27.3| 20.8
others (e.g. European Union, 77.6/169.6| 96.8] 61.4| 8.1

Treuhandanstalt etc.)

In this paper special attention is given towards two aspects: first, towards

the development of tax revenue, and towards tax policies in general that

were taken in Germany since unification and because of unification®. Sec-

ond, special attention is given towards the development of private invest-

ment in unified Germany. Somehow as a consequence of both aspects, a

simple dynamic model is given to sketch some taxation effects on investment

behavior.

2) Boss, Alfred und Astrid Rosenbaum, Offentliche Transferleistungen zur Finanzierung der

Deutschen Einheit. Eine Bestandsaufnahme, Kiel Discussion Papers No. 269, Kiel 1996.

3) Comparing the two sides of government budgets with respect to unification policies, public
expenditure programs are more important than the revenue side policies.
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I1. Recent Tax Policies and the Development of Tax Revenues

1. Recent Tax Policies

Since there exists a detailed survey of all kinds of budget policy measures
in Germany for the first half of this decade®, only a sketchy list of (recent)
new tax laws are presented here.

O February 1992: Increase of the value added tax (‘Mehrwertsteuer’) by 1
percent point (from 14 to 15 percent); slight decreases of two business
taxes (‘Gewerbeertragsteuer’ and ‘Betriebliche Vermogensteuer).

O November 1992: Increase of the tax free amount of capital income;
banks are obliged to withhold 30 or 35 percent of interest payments.

O Junie 1993: Together with the reform of the intergovernmental fiscal re-
lations (i. e. ‘Landerfinanzausgleich’) to increase the (tax) revenues for
the ‘new’ States, some tax rates were increased. The so-called
‘Solidaritatszuschlag’ of 7.5 percent on the tax bases for the personal
income tax (Einkommensteuer’) and for the corporate income tax
(‘Korperschaftsteuer’) was re-introuduced. The insurance tax was rai-
sed to 15 percent, in two steps (second one became relevant in 1995).

O September 1993: A special program, named: ‘Standortsicherungsgese-
tz’, was released to improve Germany’s business location. The rate of
the corporate income tax (‘Korperschaftsteuer’) was lowered (45 per-
cent or 30 percent for retained profits). The income tax rate for busi-
ness income was limited to 47 percent. The special tax program for the

‘new’ States was extended until the end of 1995 or 1996, respectively.

4) Grossekettler, Heinz, Die ersten fiinf Jahre. Ein Ruckblick auf die gesamtdeutsche Finanzpolitik
der Jahre 1990 bis 1995, in: Finanzarchiv, vol. 53 (1996}, pp. 194-303.
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December 1993: The gasoline tax was increaed by either 0.07 or 0.16
Deutschmark per liter depending on the kind of gasoline. Some (more
or less technical) tax changes.

October 1995: A new income tax tariff was released. The investment tax
credit program for the ‘new’ States was extended until the end of 1998.
December 1996: From 1997 there was to be no property tax (‘Vermo
gensteuer’); increases of the inheritance tax and of the so-called
‘Grunderwerbsteuer’.

December 1996: With the “Gesetz zur Fortsetzung der wirtschaftlichen
Forderung in den neuen Landern” the investment tax credit program
was extended until 2004 and concentrated more on business invest-
ments rather than on housing.

The tax reform proposal for lower income tax rates and corporate in-
come tax rates was rejected by the ‘Bundesrat’.

August 1997: There is to be no ‘Gewerbekapitalsteuer’ after 1998; this

tax will still not be raised in the ‘new’ States in 1997.

1. The Recent Development of Tax Revenue

In the first two years after the unification, the general tax revenue was high

because of the induced boom, and because of tax rate increases. In the

years 1993-1996 the tax growth rate of 2.25 percent lagged behind the

growth rate of the nominal gross domestic product which was 3.5 percent

then. The slow increase of the general tax revenue, was mainly the result of

the low revenue from direct taxes.

At the same time the share of social security payments increased such that

the sum of the two components was higher in 1996 than ever bfore. Howev-
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(Table 2> The Development of Tax Revenues in Germany, selected years.

billion Deutschmark

tax on V:TQI- corpo- value | other Grund-

. total tax| direct a8 rate in-|indirect steuer

time wage | Einko- added | sales |Gpind-
revenue| taxes |. come | taxes run

income mmen” tax tax | taxes |arwerb-

steuer steuer”
1970 | 154.2 67.8 351 16.0 8.7 86.5 38.1 315 14.8
1975 | 2421 | 117.3 71.2 | 28.0 10.1 124.8 54.1 435 | 25.0
1980 | 365.0| 179.6 | 111.6 | 36.8 21.3 | 1853 93.4 55.1 | 33.8
1985 | 437.2 | 220.1 | 147.6 | 28.6 31.8 | 217.2 1 109.8 64.8 | 38.1
1990 | 549.7 | 264.4 | 177.6 | 36.5 30.1 | 285.3 | 147.6 84.1 | 47.5
1991 | 661.9 | 318.7 | 214.2 | 41.5 31.7 | 3433 | 179.7 | 107.0 | 51.2
1992 | 731.7 | 354.1 | 2473 | 415 31.2 | 3776 | 197.7 { 119.1 | 55.6
1993 | 749.1 | 351.7 | 258.0 | 33.2 27.8 | 3974 | 216.3 | 120.8 | 53.9
1994 | 786.2 | 354.7 | 266.5 | 255 19.6 | 431.4 | 235.7 | 131.5 | 56.8
1995 | 814.2 | 382.2 | 282.7 | 14.0 18.1 | 432.0 | 2346 { 135.1 | 55.8
1996 | 800.0 | 357.0 | 251.3 | 11.6 295 | 443.0 | 237.2 | 138.6 | 60.5

percentage of total tax revenue

1970 100 43.9 22.7 | 10.4 5.7 56.1 247 20.4 9.6
1975 100 48.5 294 | 116 4.2 51.5 223 18.0 | 10.3
1980 100 49.2 30.6 | 10.1 5.8 50.8 25.6 15.1 9.3
1985 100 50.3 33.8 6.5 7.3 497 25.1 14.8 8.7
1990 100 48.1 323 6.6 5.5 51.9 26.8 15.3 8.6
1991 100 48.1 324 6.3 4.8 51.9 271 16.2 7.7
1992 100 48.4 33.8 5.7 4.3 51.6 27.0 16.3 7.6
1993 100 47.0 344 4.4 3.7 53.0 28.9 16.1 7.2
1994 100 45.1 339 3.2 2.5 54.9 30.0 16.7 7.2
1995 100 46.9 347 1.7 2.2 53.1 28.8 16.6 6.9
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er, an international comparison shows that the share of these two com-
ponents with respect to GDP is (much) higher in countries like Sweden, Den-

mark, Belgium, Austria, Netherlands than in Germany.

III. Recent Investment Behavior in Germany

1. Aspects of Recent Investment Development in Germany

For the time period 1991-1994 (latest year with official statistical data)
there is a decrease of the real value of total investment in Germany. Still offi-
cial data show that this new trend became worse in the last 2 years. Even dif-
ferent components (e. g. buildings, fixed investments) of total investment
show slightly different trends, even with respect to single States, the overall
negative development of investment is a serious problem for Germany.

While the behavior in some sectors of some ‘old” States show dramatic
negative trends (in some ‘old’ States, the level of investment decreased by
30 or more percent from 1990 to 1994), the investment behavior in the
‘new’ States was somehow better. With respect to almost all investment
components the ratio of investment in the ‘new’ States to the ones in the
‘old’ States improved steadily for 1991 until 1994 (and more recently). De-
tailed studies have to show whether this is a ‘crowding effect’ or whether it

is the positive result of policy programs.

2. Direct Foreign Investment in Germany

Direct foreign investment in Germany are seen as a proxy variable for the

quality of Germany as a good business location. Since the mid-eighties, Ger-
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man direct investment abroad have increased continuously. This fact is in ac-
cordance with the trend of worldwide globalization; as with foreign compa-
nies, German ones expand their markets by producing aborad.

On the other side, for the same time period, direct foreign investment in
Germany shows a cyclical behavior: after an increase in the late eighties and
early nineties, direct foreign investments decreased again. The negative net
balance effect are interpreted such that Germany has become a bad business
location. High wages, the recent evaluation of the Deutschmark, the rigidities
of regulations especially on the labor market, and the burdens of taxes and
social security payments are listed as causes for this new developement®.

In a still ongoing empirical study, an econometric analysis was undertaken
to test the hypotheses that German direct investment abroad (di) are deter-
mined by real exports of goods and services (ex) and by the real currency

value of the Deutschmark (vd)®:

(i) di= g+ B,-ex+ B, -vd+ g,-dummy+ p
>0 >0 >0

where the dummy variable is supposed take account of the recent ‘border free’
market in Europe”. For stationarity reasons of the variables, the first differences

of equation(i) was estimated with quarterly data for Jan 1975 until Jan 1997:

(i) ddi=ea, ex+a,-dvd+a, [di_l— (as+a/4-ex_1+a5-vd+a’6~dummy1)]

5) For a detailed discussion of these and more causes see: Klodt, H. and R. Maurer, Internatio-
nale Direktinvestitionen. Determinanten und Konsequenzen fur den Standort Deutschland,
Kieler Diskussionsbeitrige 284, 1996.

6) For a description of the variable ‘real currency value of the Deutschmark’ see: Deutsche
Bundesbank, Aktualisierung der AuBenwertberechnung fur die D-Mark und fremde wi
hrungen, in: Monatsbericht, April 1989, pp. 44-52.

7) ltis ‘1’ for the ‘beginning period’ of the European market Jan 1998-April 1992 and takes the
value ‘0¢ for the rest of the estimation period.
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The estimation of this error correction equation results suggest that with an
increase of real exports by 1 percent, Germany’s direct investment abroad in-
creases by 2 percent. A currency evaluation of the Deutschmark by 1 per-
cent increases the dependent variable by 2.5 percent. As expected, the coef-

ficient of the dummy is significant and positive. A high negative coefficient
(—0.8) suggests a fast adjustment process. A relatively low R’ (0.38) serves as

a reminder that there might be more important influences not taken into ac-

count in the estimation equation.

V. Tax Effects on Investment Behavior

In this chapter some theoretically based calculations alre presented to
demonstrate possible tax effects on investment behavior. First, a dynamic ne-
oclassical model of the firm is used to derive an investment demand func-
tion. Then, it is shown how the different tax programs for the ‘new’ States

work in this model.
1. The Model

In the following so-called g-model® of investment behavior, tax and an-
nouncement effects of temporary policy measures are incorporated. The par-

tial equilibrium character of the approach seems justified because the main

8) The model is based on Funke, Michael and Dirk Willenbockel, Ankindigungseffekte von
antizipierten Anderungen der Unternehmensbesteuerung auf die Investitionstitigkeit, in:
Jahrbiicher fur Nationalokonomie und Statistik, vol. 207 (1990), pp. 539-56; Funke, Michael
and Dirk Willenbockel, Steuerliche Investitionsforderung in den funf neuen Bundeslindern.
Mafinahmen und Auswirkungen, in: Finanzarchiv, N. F. 54 (1996), S. 457-480; Thiemann, K.,
Aufbau von Kapitalstock und Vermogen in Ostdeutschland, Tiibingen 1996.
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concern with the analysis is the comparison of the three tax measures the
German government chose to accelerate the transition process within the
‘new’ States. It is assumed that the representative firm maximizes the share-
holder value v for an infinite time period, and that the firm finances

additional investments with retained profits®. Net (real) profit (7) is defined as:
(1) w=[1-c)] - {flk®)]} +-d(t)—(1—2)-c[i/k] - i(t)

where 7 is the tax rate on retained profits'®; f(k) is the neoclassical produc-
tion function (with f, >0 and f,, <0); (1 —2z)-c[i/k]-i(t) are the investment ex-

penditures including adjustment costs'”; d are ‘accelerated’ tax depreciation
allowances; and z is the rate of the tax depreciation allowances. Equillibrium,

on the capital market requires that for any point in time t=[0, o]

Q) r-vit)=6t)- at)+v(t), *

where r is the net rate of return requested by the shareholders, and 6(t) - a(t)

is the dividend payment net of taxes. For a personal income tax rate r, the

9) This assumption seems justified in Germany for middle size companies as well as for many
larger ones; see: Mackscheidt, Klaus et al., UnternehmensgrofBenspezifische Distributions-
wirkungen von Kostensteuern. Eine empirische Studie zur Steuerlastverteilung, Gottingen
1979; Mayer, Mayer, Colin and lan Alexander, “Banks and Securities Markets. Corporate Fi-
nancing in Germany and the United Kingdom,” Journal of the Japanese and International Eco-
nomy, vol. 4 (1990), pp. 450-75.

10) This tax rate 7 is defined as r=r, (1 ~7,) +r, where 7, is the Korperschaftsteuersatz, and T, is

the Cewerbeertragsteuersatz. In Germany, the revenues of the Gewerbeertragsteuer belong
to the local communities which apply their so-called Hebesatz h to ‘manipulate’ the actual

Gewerbeertragsteuersatz: t ;=0.05-h/(1+0.05-h)

11) For the cost adjustment function, in accordance with the literature, it is assumed: ¢, >0 and
€, €,<0. Later in the paper the cost adjustment function is approximated by the quadratic

function: c[i)/k(®)]~1+ 3%

tion and Investment: a q-Theory Approach,” Brookings Papers on Economic Activity, 1
(1981), S. 67-127.

i’

with 8> 0; see e. g. Summers, Lawrence, “Taxa-
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dividend expression equals:

(1—1,) n(t) (1—7,)

AR ]

(3) 6 7= =)

The so-called tax discrimination variable 8(t)'® describes the opportunity
costs of retained profits in terms of net dividend payments.

The change of the capital stock k(t) is defined as
@) k®=it)—3- k(t)

where i are investment expenditures, and & is the depreciation rate.

Under the assumption lim wv(t) - e " =0, for t=0 the market value of the
t

— 00

capital stock (including all future dividend earnings) can be expressed as:
(5) v(0)= }H(t) caft)- e dt
0
Substituting expressons results in:
(6) v(0)= }ﬁ(t) 1=z ) {00 - [1—2z()] —x(©)} 'C(')'i(t)'e_r'tdt+xo(0),
0

where:

0

(7) x,0)= }H(t)-r(t)- Ua (t—g g)-c(-)'i(g)dg]'e'”dt,
0

— oo

(8) X(t): j@(t+5) . T(t'Jr‘S) . 3(5, t) . e‘r.tds.
0

12) See King, M. A, Public Policy and the Corporation, London 1977.



Investment and Tax Policy in Unified Germany 131

Equation (7) expresses the current value of the tax depreciation allowances
for capital investments before t=0; this implies that these actions are irrele-
vant for the firm’s optimal investment path. On the other side, equation (8)
expresses the current value of all ‘tax earnings’ per currency unit for any
gross investment in period t, with a(s, t) being the tax relevant allowance rate
for c(- ) i{t) at time t+s.

From maximizing equation (6), one receives the investment path that maxi-
mizes the current shareholder value of the firm. The first order conditions of

the Hamiltonian give g as the shadow price of capital:

9) q)={0-[1—20)]—x®)} - [c(-)+c, - iV)],

(10) gt)={6- [1—z®)]—x(®)} - c,- it)—6(t) - [1—z(®)] - {,(- )+ (r+ ) - q(t)

Because of the stability of the system the transversality condition

lim q(t) k(1 e 7" =0 s satisfied.

Equation (9) requires that at any point in time the shadow price of capital
has to be equal to its purchasing price minus the tax depreciation allowances
and minus the ‘savings’ from adjustment costs. Equation (10) states that the
change of the shadow price of capital is defined as the current value of the
stream of dividend payments that results from the net profits [7—z(t)]-f,(-)
plus the decrease of adjustments costs for future investments.

Substituting a quadratic approximation of the adjustment cost function into

(9) results in:

0 1 q(t
N 2= {a~[1—z(t)]—x(t)}+5
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The firm’s investment demand function depends on Tobin’s tax adjusted
marginal so-called q -value where dividend payments as taxed personal in-
come are taken into account. Tobin’s q is the relation of the marginal market
value of the last capital unit g(t) and the unit price of the investment good
6-[1—2z(t)]—x(t).

Assuming further that the tax relevant allowances are degressive with rate

’

- .8
8, i.e.afs, )=0" -e , then the steady-state values'?

are:

gk %, O
(12) x*=6*-r* Py

From the equations (10) and (11), or (4) and (11), respectively, the steady-

state values for q and for the capital stock k can be derived:

(13) g*=6*- (1—2%)—x*

(r+6)-<1—z*—z'*- rf_a )
1—r*

(14) £ k*)=

In addition to the determination of the steady-state values, the model can
be applied to derive optimal adjustment paths of the investment demand
with respect to anticipated and to unexpected tax changes. This dynamic
model is the basis for calculating the effects of four different tax measures as

they were initiated to help the ‘new’ States with their transition problems.

2. The Impact of Tax Measures on Capital Formation in the ‘new’

German Bundeslander

Because of the lack of enough statistical observations for regression analy-

13) In this long-run equilibrium no tax variations are expected.
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ses, some simulation calculations are presented to give an idea of how the
different tax measures affect the capital investment behavior in the ‘new’
States. In general, the following values are assumed: r=0.05; h=0; §=0.15;

0" =0.30; r=0.56;r,=0.50. For the production function, a Cobb-Douglas-

form is assumed such that k(0)=100. The firms made all optimizing calcula-
tions on January 1%, 1991; further it is assumed that the firms have reached

their stationary equilibrium k* after half a year.
a) Effects of Investment Tax Credits

As one policy measure of the program “Aufschwung Ost” are investment
tax credits of 12 percent on investment expenditures in the ‘new’ States until
December 31%, 1991; for 1992 the rate was lowered to 8 percent. Because
of the shock character of these announcements, it could be assumed that
these measures were not anticipated. For calculating the current value of the
deductions from the tax base, i. e. x' [=8" /(r+8")], a life-time of 10 years

for all investment goods is assumed. Therefore, x” is:

9
~

’ /s_l 14 ’
(15)x'=2[6 (1=0") ]+(’*‘” 0 ~0.857

Sl g4 (1+r)° 8T

The factor £in the adjustment cost function c(-) might represent the ex-
tent of special investment barriers in the ‘new’ States. By far it is not possible
to model all of the many barriers as legal problems, the lagging privatization
process, the lack of infrastructure etc. However, for different values of £ it
can be shown how sensitive the investment behaior reacts on these kinds of

obstacles.
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{Fig 1> Optimal Time Paths for Investment Tax Credits (for different S-values)
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From figure.1 it is obvious that the impact of the adjustment cost factor is
very strong. While for a low B (=1) the capital stock would have increased
by 20 percent in July 1992, the increase would be only 5 percent for a high 8
(=5). The effect of the lower rate of the tax investment credit for 1992 be-
comes very obvious from the left one of the two figures.

Almost identical effects result from a second kind of tax investment credit.
Within the program “Verbesserung der regionalen Wirtschaftsstruktur” a
maximum of 23 precent for most kinds of investment is given. The most
practical difference with respect to the former policy is that these grants in-

crease the firms’ tax base in the same year.

b) Special Depreciation Rates

Before reunification, firms in regions along the GDR border, so-called
“Zonenrandgebiete”, received special tax treatments. The special deprecia-
tion procedure of 50 percent depreciation within 5 years (in addition to the

normal depreciation) was adopted for the ‘new’ States. Mostly, for demon-
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stration purposes, it is assumed that the total of 50 percent is a applied in
the first year.

In accordance with equation (15), in this case the current value of the de-
duction rate is x" =0.94. In figure. 2, the simulation results of this policy mea-

sure are shown, again under the assumption of different adjustment costs.

{Fig 2> Optimal Time Paths for Special Depreciation Rates
{for different values of 8)
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As expected, again the increase of the capital stock depends very much
on the size of the adjustment cost factor. A comparison of this policy with
the investment tax credit program show that the short-term effects are much
lower in this case. The difference increases by loosening the strong assump-

tions with respect to writing off 50 percent in the first year.
c) Aggregate Tax Investment Effects

When taking all 3 tax investment programs, as discussed before,
simultaneously into account, the results show, of course, an average of the
single results. The speed of the increasing capital stock (by around 75 per-

cent) depends heavily on the cost adjustment factor. While for low
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adjustment costs, the total capital stock incerase could have been reached
by 1993, it might take 20-30 years for high adjustment costs.

In all threes cases it was assumed that there will be no more special tax
programs beyond the announcement in 1991. However, with respect to the
low growth rates and high unemployment rates in the ‘new’ States,
additional new tax programs could be expected. These kinds of expectations
would decrease the tax effects discussed before. On the other side, the neg-

ative effect of the cost adjustment factor is much less.

V. Summary and Some Conclusions

The dominant effect of the cost adjustment factor on the tax effects should
be seen as an important signal to reduce all kinds of investment obstacles
soon.

These investment drags dampen the tax effects on real capital formation di-
rectly, and therefore, lead to low income growth rates and high unemploy-
ment. Indirectly, this overall bad economic development leads to expecta-
tions about new tax investment programs which could make the situation
even worse. Indeed, the German government renewed similar programs
again and again, taking the loss of credibility into account.

Subsidizing investment could lead to real capital that will not become com-
petitive. Therefore, there is always the danger that subsidizing creates new
needs for more state intervention. The many empty office bulidings in towns

like Leipzig, Chemnitz etc. might be a first warning.
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< FRR (BACHPRARE HREH)

Thank you very much for your excellent paper. If | may, | would like to
make some remarks on your paper and ask some questions.

Firstly, on your paper | would like to make two suggestions for further
research. The first point concerns the financing of capital for investment.
Your model assumes that the firm finances additional investments with re-
tained earings. As you mentioned, this assumption seems justified for compa-
nies from former West Germany. But as far as | think, there are two other
groups of potential investors, namely the foreign investors and investors from
former East Germany. And these investors may be constrained in terms of li-
quidity.

The second point concerns the investors’ attitudes toward risk. Basically,
there are three factors which may influence the investment decision frame:
return on investment, liquidity and investors’ risk attitude. The three potential
investors mentioned above, namely investors from former West Germany, in-
vestors from former East Germany and foreign investors, may have different
attitudes toward risk. Hence they may have different reactions to different
types of tax incentives as well.

With regard to these two points, | would like to recommend that this
model could be applied separately to these three potential investors, if signif-
icant data from the firm level were available.

Secondly, 1 would like to ask some questions about the efficiency of tax
measures. You have analysed the effects of three tax measures, that is to

say, investment tax credits, special depreciation allowances and investment
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grants. | tend to see the investment grants not as tax measures, but as subsi-
dy measures. Anyhow, since these three measures have their own policy tar-
gets, it would be very difficult to find what measures contribute most to in-
ducing investment into the new German States. Based on your five years of
observations on the effects of these measures, could you explain which mea-
sure is the most efficient?

Lastly, I want to ask a general question about Germany’s tax reform. You
referred to FDI in Germany as a proxy variable for the quality of Germany as
a business location. The negative net balance effect of FDI implies that Ger-
many has become a bad business location. One reason for this effect is the
high tax burden on companies. Based on Jacobs/Spengel research in 1997,
we can also see that the tax burden in Germany is higher than any of the
other three countries like the United States, France and the United Kingdom.

As far as | know, at the beginning of this year the German government
planned to reform its total tax system in order to reduce the tax burden of
German companies. One of the tax reform measures is decreasing the corpo-
rate income tax rate from 45% to 35%. But this plan has vanished except for
the abolition of trade tax on capital and decrease in the rate of the so called
“solidarity levy”. Would you tell us your opinion on why this tax reform hap-

pened to fail?
< RiEY (REBERTFRR ARES)
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I. Introduction

In considering the unification of the two Koreas, there are important fiscal
concerns which need to be examined. One of the most interesting of these,
is the estimation of costs leading up to and resulting from unification, and the
accompanying financing methods for these costs. In addition, there are two
further areas of concern which need to be examined, namely, the areas of
macro fiscal policy for the stabilization of the economy, and integration of
the fiscal systems post-unification. The latter area of study include concerns
such as the integration of the tax and budget systems, and the tax and fiscal
policies for investment and economic stabilization. This paper will concen-
trate on these latter issues relating to the formulation of a tax policy in prepa-
ration for a unified Korea.

In recent years, the process of globalizing the Korean economy has signi-
fied a rapid opening of the capital, labor and commodities markets. Accord-
ingly, unification must follow in a continuing climate of globalization. In turn,
the globalization of the Korean economy cannot but impact upon the unifica-
tion process. Chapter Il will go on to look to the significance of the
gobalization process on the Korean economy and its tax policies, with partic-
ular reference to other participating OECD countries. Further, it will examine
the implications of globalization for a unified Korea. Chapters Ill and IV in-
vestigate into adequate tax policies thereof, taking note of two possible
forms of integration - immediate, and gradual. Finally, conclusions are drawn
in Chapter V, and policy implications outlined.

In order to make better informed assumptions in the formulation of an in-

tegrated tax system, it is essential to gain a general understanding of the
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present North Korean tax system. Thus, Appendix | gives a brief explanation

of the North Korean tax system. Appendix |l surveys the German tax policy

as impacted upon by unification.

II. Economic Globalization and Tax Policy

1. Economic Globalization

In the past decade, international trade and investments have accounted for

much of the economic activities of the world nations. Foreign Direct Invest-

ment (FDI) outflows in OECD countries show an increase of 44.2 percent
from 1,798 billion US dollars (US$) in 1991, to US$2,592 billion in 1996. FDI
inflows of OECD countries also recorded US$1,983 billon in 1996, this figure

being a 67.9 percent increase from the 1991 figure of US$1,181 billion.

(Table 1) Direct Investment Flows in OECD Countries

(unit: million US$)

outflows inflows
1991 1993 1995 | 1996 | 1991 1993 1995 | 1996"
Australia 2,026/ 1,087| 4,064 1,518| 4,773 3,381 14,193| 6,067
Canada 5,409 5,805 5,747 7,561 6,544 4,980/ 10,739| 6,696
France 20,501} 12,167| 10,694| 17,734 11,073| 12,142| 13,357| 14,383
Germany 22,879, 19,557| 38,573 27,883 4,263 240| 12,050| -3,243
Japan 30,726| 13,714| 22,628| 23,468 1,368 86 41 222
U.K 15,597| 25,697| 42,676| 43,717 15,934| 14,536| 22,810| 32,766
uU.sS 32,098; 72,601| 95,509 88,304| 25,446| 41,107| 60,236| 83,950
Total OECD|{179,775{189,532|288,994|259,178(118,139| 12,661|215,104|198,326

1) Preliminary Figures

Source: OECD, Financial Market Trends, No. 64, June 1996.
OECD, Financial Market Trends, No. 67, june 1996.
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The size of world trade has continued to increase, rising 51.4 percent from

US$7,015 billion in 1991, to US$10,624 billion in 1996.

(Table 2) World Trade Volume

(unit: million US$)

1991 1993 1995 1996
Australia 83.6 88.3 114.0 126.0
Canada 251.9 284.2 360.6 376.8
France 448.9 411.2 562.0 566.1
Germany 792.8 728.5 988.1 976.8
Japan 551.8 603.9 779.0 760.1
U.K 3949 385.6 505.8 546.5
uU.s 930.1 1,068.2 1,355.6 1,447.1
Total Volume 7,014.6 7,525.6 10,226.6 10,623.9

Source: IMF, International Financial Statistics Year Book, 1995.
IMF, International Financial Statistics, Aug 1997.

(Table 3) Trend in Korea’s Direct Investment Flows
(unit: project, US$1,000)

outflows inflows"
Project Amount Project Amount
1991 443 1,115,046 296 1,395,996
1992 497 1,217,935 236 894,476
1993 683 1,262,020 278 1,044,274
1994 1,475 2,298,185 424 1,316,505
1995 1,291 3,066,741 578 1,941,423
1996 1,392 4,176,309 613 3,202,646

1) Permitted Value Base
Source: The Bank of Korea, Overseas Direct Investment Statistics Yearbook, annual.
Ministry of Finance and Economy (MOFE), Trends in Foreign Investment

and Technology Inducement, May 1997.
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FDIs in Korea have increased rapidly due to its current account surplus,
deregulation and changes in the economic situation both domestic and
abroad. FDI outflows in 1996 reached US$417,631 million. This is a 313 per-
cent increase in the volume as compared with US$111,505 million in 1991,
FDI inflows have also increased 129 percent as compared with US$139,599
million in 1991 to US$32,265 million in 1996.

In international trade and investment, the ratio of multinational corpora-
tions have been rapidly rising. Intrafirm trading now accounts for 60 percent
of international trade in goods, services and technology, and today, the top
100 Multi-National Enterprises (MNEs) own approximately 16 percent of the

world’s assets.

2. Globalization and Tax Policy
a. Effect of Globalization on Tax Policy

In market economies, especially with the advent of the general
liberalization process in world economies, the role of government is limited
to establishing market structures, and regulating and monitoring activities
within those structures. This rationale has been the basis for the deregulation
of direct controls in areas such as foreign exchange and industry investment.
Further, indirect regulations such as tax policies, have instead gained a rela-
tively more important role.

The effect of globalization has been to enhance the geographical mobility
of capital. The benefits derived from this to the world economy are clear: in-
ternational allocation of savings and capital has improved stimulating incen-
tives for firms to invest. The tax base has become more mobile, and business

decisions, such as those involving investment and financing, have therefore
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become more sensitive to tax differentials between countries. Thus, it has
been acknowledged that high tax rates on capital are no longer feasible, and
this has perhaps been responsible for some of the cuts in corporate tax reve-
nue (as shown in Table 8) and personal income tax rates (as shown in Table
4). The OECD has also recognized problems arising from the risks of tax
competiton, for example, where individual countries cannot satisfy the neces-
sary budget demand, and are only able to tax immobile factors such as land
and consumption. Under the leadership of the OECD, world nations are
working to resolve such problems, progressing towards tax harmonization
through the restrictive use of special favorable tax systems in relation to for-
eign capital provided for in tax treaties. Consequently, the international inter-

dependence of economic policies are being reinforced.
b. Globalization and Tax Reform in OECD Countries

This section of the chapter focuses on a series of recent trends in tax re-
form, and examines the various factors that may drive tax reforms in the
coming years, both in Korea and in the world.

The main driving forces behind reforms have hitherto been:

(a) globalization;

(b) developments in tax collecting technology (that is, computers have pro-
vided a more efficient and easier means of collecting data on transac-
tions, while the costs of tax inspectors and lawyers continue to in-
crease); and

(c) a widespread desire to eliminate fiscal distortions and move toward a
neutral tax system.

Changes in the 1980’s and the early 1990’s included:

(@) Lower upper-bracket income tax rates;
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(b) A broader income tax base;

(c) Changing tax structures;

(d) Rise of the Value-Added Tax (VAT);
(e) A broader VAT base; and

(

f) Repercussions of the personal income tax trend on company taxes'?.

(1) Lower upper-bracket income tax rates
Table 4 shows that 20 countries - with Turkey being the only exception,
having initially begun with a very low marginal rate - cut their top marginal
rates in recent years, by an average of over ten percentage points. However,
the vast majority of these cuts occurred in the late 1980’s, and top rates

have remained fairly stable throughout the 1990's.

(2) A broader income tax base
In many cases, countries financed cuts in upper marginal rates by broaden-
ing the tax base. The shift to a broader tax base with lower upper-bracket
personal income tax rates, has meant that the revenue raised from personal
income taxes has not declined significantly. In 1994, this shift raised an
average of 10.7 percent of the GDP across OECD nations, compared with
11.3 percent in 1980,

(3) Changing tax structures

Table 5 evidences the shift to general consumption taxes. It should be

12) J. Owens and E. Whitehouse, “Tax Reform for the 21st Century,” Bulletin, 1BFD, Nov/Dec
1996.

13) J. Owens and E. Whitehouse, “Tax Reform for the 21st Century,” Bulletin, IBFD, Nov/Dec
1996.
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Personal Income Tax Rates

(Table 4) Central Governments’ Top Marginal

{(unit: %)

1986 1990 1995
Australia 57 47 47
Austria 62 50 50
Belgium 72 55 55
Canada 34 29 31.3
Denmark 45 40 345
Finland 51 43 39
France 65 57 56.8
Germany 56 53 53
Greece 63 50 40
Iceland 38.5 33 38.15
Ireland 58 53 48
ltaly 62 50 51
Japan 70 50 50
Luxembourg 57 56 50
Netherlands 72 60 60
New Zealand 57 33 33
Norway 40 20 13.7
Portugal 61 40 40
Spain 66 56 56
Sweden 50 20 25
Switzerland 13 13 11.5
Turkey 50 50 55
United Kingdom 60 40 40
United States 50 28 39.6

Notes: Canada, Finland, Iceland, Norway, Sweden, Switzerland and the United
States also have personal income tax levied by a sub-central government.

Source: ]. Owens and E. Whitehouse, “Tax Reform for the 21st Century,” Bulletin,
IBFD, Nov/Dec 1996.
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noted however, that this shift has signified an alteration in the taxes on other
goods and services (such as excise duties), impacting little on personal and

corporate income taxes.

(Table 5) Structure of Taxation in OECD Countries (% of total revenue)

1965 | 1970 | 1975 | 1980 | 1985 | 1990 | 1994

Personal income 26 28 31 32 30 30 28
Corporate income 9 9 8 7 8 8 8
Social security 19 21 25 25 25 25 27
Property 8 7 6 5 5 5 5
General consumption 12 13 13 14 16 17 18

Other goods and ser-| 24 22 17 17 16 15 14
vices

Source: OECD, Revenue Statistics, annual.

{(4) Rise of the VAT
The primary reason for the growth in general consumption tax revenue has
been the subsitution of retail and wholesale sales taxes with the VAT. The
second reason for the growth in general consumption taxes has been the
tendency for rates of the VAT to rise once the tax is introduced. The average
rate of the VAT on its introduction into countries is 12.5 percent - the
average in 1996 was 17.5 percent. Table 6 charts the rise of the VAT as

more countries began to introduce the VAT.

(5) A broader VAT base
All countries exempt many services from the VAT (including financial ser-
vices, property letting, medical care, education, charities and gambling) and

apply lower or zero rates on certain other goods and services, such
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(Table 6) VAT in OECD Countries

(Unit: %)

Year VAT Initial Current

introduced standard rate standard rate
Austria 1973 16 20
Belgium 1971 18 21
Canada 1991 7 7
Denmark 1967 10 25
Finland 1969 1. 22
France 1964 20 20.6
Germany 1968 10 15
Greece 1987 16 18
Iceland 1989 22 24.5
Ireland 1972 16.4 21
Italy 1973 12 19
Japan 1989 3 5
Luxembourg 1970 8 15
Mexico 1960 10 15
Netherlands 1969 12 17.5
New Zealand 1986 10 12.5
Norway 1970 20 23
Portugal 1986 16 17
Spain 1986 12 16
Sweden 1969 111 25
Switzerland 1995 6.5 6.5
Turkey 1985 10 15
United Kingdom 1973 10 17.5

Source: OECD, Consumption Tax Trends, 1995.

as books and newspapers, transport, and food. Some countries have fol-

lowed the trend occurring in personal income tax rates, shifting to a broader

VAT base. As noted above, this reduces distortions in consumers’ consump-

tion patterns and thereby improves the efficiency of the economy.
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(Table 7) VAT Revenues, Standard Rate and Estimated VAT Base (in 1993)

(Unit: %)
Standard VAT Revenues VAT Base
VAT Rate (% of GDP) (average =100)
Austria 20 8.3 102
Belgium 20.5 7.0 84
Canada 7 2.6 90
Denmark 25 9.8 96
Finland 22 8.6 92
France 18.6 7.5 99
Germany 15 6.8 111
Greece 18 8.5 116
Iceland 24.5 99 99
Ireland 21 7.0 82
ltaly 19 5.6 72
Japan 3 1.5 123
Luxembourg 15 6.7 110
Netherlands 17.5 7.0 98
New Zealand 12.5 8.2 161
Norway 22 9.1 102
Portugal 16 6.2 95
Spain 15 5.1 83
Sweden 25 8.5 83
Switzerland 6.5 2.7 102
Turkey 15 57 93
United Kingdom . 17.5 6.6 93

Source: OECD, Consumption Tax Trends, 1995
, Revenue Statistics, 1996.

(6) Repercussions of the personal income tax trend on company taxes
Directions in the corporate income tax have followed trends in the person-
al income tax: the tax base has been broadened and rates reduced. Various
incentive schemes have been limited or abolished, including schemes for
particular regions or sectors and for investment credits. Depreciation rates for
tax purposes have been brought more closely in line with actual economic

depreciation rates.
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(Table 8) Central Governments’ Basic Rates of
Corporate Income Tax, 1986 ~1995

(Unit: %)

1986 1991 1995
Australia 49 39 33
Austria 30 30 34
Belgium 45 39 39
Canada 36 29 29
Denmark 50 38 34
Finland 33 23 25
France 45 34/42 33
Germany 56 50/36 45/30
Greece 49 46 35/40
Iceland 51 45 33
Ireland 50 43 40
ltaly 36 36 36
Japan 43 38 38
Luxembourg 40 33 33
Netherlands 42 35 35
New Zealand 45 33 33
Norway 28 27 19
Portugal 42/47 36 36
Spain 35 35 35
Sweden 52 30 28
Switzerland 4-10 4-10 4-10
Turkey 46 49 25
United Kingdom 35 34 33
United States 46 34 35

Source: OECD, Taxing profit in a global economy, Paris, 1991.

J. Owens and E. Whitehouse, “Tax Reform for the 21st Century,” Bulletin,
IBFD, Nov/Dec 1996.

Notes : Rates rounded to nearest percentage point. Austria, Canada, Finland, Ger-
many, ltaly, Japan, Norway, Portugal, Swizerland and the United States
also have corporate taxes applied by sub-central government agencies.
Many countries also have special rates for firms with lower profits and for
particular sectors.
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3. Globalization as a Restricted Environment for Tax Policy in the

Process of Unification

Following from the foregoing section, it is evident that the classification of
domestic and international economic policies have become meaningless be-
cause of the greater international interdependency of economic policies.
Thus, in formulating any tax policy for the financing of unification costs and
for continual economic growth post-unification, it is fundamental that consid-
eration be given to the globalized world economy in which unification will
take place.

Tax policy for the financing of unification costs is necessarily affected by
globalization. For example, indirect taxes and wealth taxes are not heavily af-
fected but individual and corporate income taxes are likely to be most
heavily affected because of the increasing international mobility of labor and
capital. It is very difficult to impose a heavy tax burden on such production
factors for the purpose of satisfying the domestic revenue demand.

Globalization also has implications for investment incentives. For the mobi-
lization of the North Korean economy post-unification, capital from external
sources (foreign and South Korean capital) will become a most crucial factor.
However, investment incentives may function restrictively because of the ef-
fects of globalization. For example, the exemption of corporate income taxes
cannot be effective in attracting foreign capital. This is because, when foreign
countries tax their citizens through the foreign tax credit system for income
earned abroad on investments, the exemption effect does not flow on to the
individual citizen, but to the foreign countries.

A further issue to be considered is whether the WTO will recognize trans-

actions between the North and South as domestic transactions. Prior to unifi-
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cation, the mode of supporting commodities and investment transactions be-
tween North and South Korea will become an issue of great interest. If a
system favoring the North in the areas of customs duties and the like were
introduced, it is most probable that the WTO will deny this favorable system

under its “most favored country treatment clause”.

llI. Tax Policy in the Case of Immediate Integration

Where a unification of the two Koreas occurs due to a sudden collapse
of North Korea and its economy, without an extensive period of prepara-
tion, there would be little alternative other than to implement the present
South Korean tax system as it is, with some necessary minor amendments.
The present South Korean tax system reflects capitalist values which it
acquired upon liberation, and it continues to adapt to social and economic
fundamentals. As such, it would be difficult to find viable alternatives for a
unitary tax system. Indeed, in formulating tax policies for a unified Korea,
consideration must be given to the possible mobilization of economic

activities within North Korea.

1. Company Tax

In the event of unification, policies must be directed to mobilize the North
Korean economy. These policies would be premised on the understanding
that essentially, there must be a mobilization of companies. This has signifi-
cant implications for company tax. In Germany, the government exempted
corporate income taxes and business taxes for several years, and additionally

offered the tax credit system, accelerated depreciation and investment subsi-
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dies, in attempts to mobilize resources and encourage investment after unifi-
cation took place. Thus, it may be similarly said, that in order to expand the
North Korean economy after unification, investment would be better stimu-
lated through reductions in the corporate income tax, registration tax, and
the acquisition tax.

In the early stages of investment in North Korea, because of the low tax-
able income threshold, exemption of corporate income taxes will amount to
little more than empty polices. Instead, it would be more meaningful to im-
plement the accelerated depreciation and the tax credit system. Initially,
these too may appear to be ineffective due to the low taxable income, how-
ever, they are more effective in that they reduce the taxable incomes of the
mother companes in South Korea.

Investment subsidies are perhaps the most effective tool for encouraging
investment, however, because of its burdensome effect on government reve-
nue, the viability of effecting investment subsidies will, of necessity, depend
on the government budget.

Thus, overall:

(a) gauging its efficacy at the initial stages of investment;

(b) giving consideration to the globalizing economic environment;

(c) weighing its impact upon the budget burden; and

(d) considering the source of the investment;
accelerated depreciation is found to be the most effective tool for encourag-
ing investment in North Korea (see Table 9).

This, however, is valid only in the case of South Korean capital, and not in
the case of foreign capital. In relation to foreign capital, it is not possible to
deduct the depreciation on investment assets in North Korea from the tax-

able incomes of investors in their relevant home countries.
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(Table 9) Effectiveness of Investment Incentives

Effectiveness at the
Initial Stage of

Effectiveness in a
Globalized Econo-

Budget Burden

Investment mic Environment
South . South . South .
K Foreign Foreign Foreign
orean | i) | Korean | o) | Korean | o pical
Capital Capital Capital P
Exemption of Cor- not not . not
) . effective ) no no
porate Income Tax | effective | effective effective
Accelerated . not . .
. effective ) effective | effective no no
Depreciation effective
. . not . not
Tax Credit effective . effective . no no
effective effective
Investment  Subsi- . ) ) )
dies effective | effective | effective | effective yes yes

However, as a means of raising revenue to finance the costs of unification,

the corporate income tax is of little value. This because, firstly, if South Korean

enterprises are encouraged to invest in North Korea, accelerated depreciation

and tax credit allowances will apply, thereby lowering their taxable income. A

corporate income tax on this lowered income will have little effect in raising

necessary revenue to finance unification costs. Secondly, within the context of

a globalizing economic environment in which there is a higher degree of mobil-

ity in foreign capital, an increase in the corporate income tax will lead to a shift

in the foreign capital away from Korea. This will have adverse effects on post-

unification Korea, which will be in dire need of foreign capital.

2. Indirect Tax

In the case of immediate integration, the Value-Added Tax (VAT) must be
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immediately introduced into North Korea. This is because, in comparison to
other taxes such as the property tax or the income tax, indirect taxes, such
as the VAT, if effected as two distinct taxes in simultaneous operation in the
North and in the South, will lead to great economic distortions. To give a
simple illustration of the nature of the economic distortions, if a good is man-
ufactured in the South, the same goods are distributed in the North, and
then consumed in the South, given that the North does not have an effective
indirect tax system such as the VAT, a South Korean consumer will be able
to purchase the goods from the North Korean distributors at a much cheaper
rate than purchasing the identical good from a South Korean distributor. The
distortional effects of this will have greater implications for the future of the
overall Korean economy.

Therefore, priority must be given to the imposition of indirect taxes such
as the VAT at the onset of unification. A requisite precondition for the imple-
mentation of such a tax system however, is the establishment of an efficient
tax administration body. Currently, no such body exists in the North, thus it
is imperative that the South Korean government assist in the establishment of
an organized tax administration body for the North.

In terms of raising revenue for the financing of unification costs, the VAT
may be the most effective tax in generating the necessary revenue. This is
because firstly, changes in the VAT will not affect the international mobility
of capital or commodities. Secondly, there is currently in existence a broad
area of exemption under the VAT in operation in South Korea. These exist
for example, for financial services and personal services (such as legal ser-
vices), as well as for individuals who are eligible for special or simplified taxa-
tion. The effect of these exemption areas is to enhance the economic distor-

tions in the South Korean economy. Thus, by reducing the areas of exemp-
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tion, economic distortions would be reduced, and revenue to fund the costs
of unification can be more readily raised.

Apart from the VAT, there exist other indirect taxes such as the special in-
direct tax, which should be implemented immediately, following unification,

for similar reasons relating to the distortional effects in the economy.

3. Personal Income Tax

Under a unified Korea, if the present personal income tax system of South
Korea is applied to the North, there are not likely to be any major negative
effects. This is due to the fact that the tax-free threshold for personal in-
come taxes are currently high, which will accommodate for the expected low
incomes of the North Korean citizens.

What may raise concerns in regard to the personal income tax, is its limit-
ed ability to raise revenue to finance the costs of unification. If personal in-
come tax rates are increased to finance these costs, then the higher income
earners, being more apt to do so in a globalized world, may leave the coun-
try to avoid the increased taxes. Such a policy defeats any attempts to raise
revenue.

It is interesting to note that in Germany, a surtax on personal and corpo-
rate income taxes was introduced for a limited period, and this may also

pose as a viable option for Korea (see Appendix II).

4. Property Tax

Property taxes are locally-based taxes and tax objects are generally im-

movable, so theoretically, even where rates vary from region to region, eco-
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nomic distortions will be very small. Further, because there is little accumu-
lated property in the North, there is no urgency in effecting a uniform prop-
erty tax. However, policymakers need to anticipate two phenomena which
are likely to occur, namely, North Korean land sales firstly, by buyers specu-
lating land prices; and secondly, by buyers driven by investment opportuni-
ties. In the first case, it is most probable that the low land prices in the North
will attract buyers from the South, thereby pushing up the land prices. In an-
ticipation of this, a tax policy levying taxes on North Korean land owned by
South Koreans needs to be devised. At the same time however, property tax
policies need also take into account instances of land purchases in the North
induced by business and investment opportunities, and allowances in such
cases should be accordingly made.

As a means of raising revenue for unification costs, an imposition of a
property tax on South Koreans would constitute the second best alternative
next to the VAT, because of the very immovable nature of the taxing object,

land.

5. Tax on Foreign Capital and Trade

Both foreign and South Korean capital will play a vital role in the mobiliza-
tion of the North Korean economy. Thus, tax policies will need to be invest-
ment-friendly in order to attract the necessary foreign capital, and approval
structures for investment will need to be simplified.

Further, because of the relative weakness in the international competitive-
ness of North Korean firms, policies concerning customs duties will need to
take a protectionistic approach. However, such a policy stance may conflict

with WTO standards, and thus calls for further consideration.
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6. Tax Administration

If unification does take place in a sudden manner, resulting in a simple
adoption of the current South Korean tax for the whole of unified Korea,
there are necessary implications for an efficient tax administration system. Es-
tablishing such a system would entail not only infrastructural considerations,
but would need to account for highly-trained individual tax officials. Ties be-
tween the regional tax offices in the North and the South Korean tax
administration will need to be established and strengthened. South Korean
tax officials should be posted in North Korean regional tax offices to signifi-
cantly overlook operations in the North and play an essential advisory role.

In posting South Korean tax officials to the North, it is important to provide
opportunities of promotion and higher salaries. One of the first tasks of a
new North Korean tax administration body would be to identify the “tax
payer”, as none had hitherto existed in the North. Such a task would involve
a huge mobilization of resources for the collection of information on poten-
tial tax-payers. Example could be taken from post-unification Germany,
where the East German tax officials accumulated data for similar purposes
from the former government body, “Treuhandanstalt” and also from other in-

dependent press service agencies.

V. Tax Policy in the Case of Gradual Integration

Where a unification of the two Koreas occurs following a gradual process,
then there may be a transitional stage in which dual systems will be main-
tained. During this time, the North will, in all likelihood, implement a socialis-

tic market economy, which will eventually expand into a complete market
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economy. Given that North Korea may adopt a socialistic market economic
structure, it follows that an appropriate tax system will need to be formulat-
ed'. |

Further, in maintaining dual systems in a unified Korea, there are, necessar-
ily, implications for the policy directions of the South Korean tax system. Be-
fore looking into the effects of individual tax policies, it should be noted that,
it is only in the areas of company tax and indirect taxes that directions in the

South Korean tax policies will impact upon the the North Korean economy.
1. Company Tax

In the context of a socialistic market economy in the North, there must be
a positive movement in their enterprise activites, for which fiscal indepen-
dence must be guaranteed.

In the present tax system of North Korea, there exists a profit levy on state
enterprises. Under this regime, the state determines the amount of earnings
to be retained by enterprises, and residual earnings are forced back to the
state. Thus it is evident that there would be little profit incentives for busi-
ness enterprises in North Korea. In order to attract entrepreneurial skills and
thereby investment, profit incentives should be provided and the tax rate
must be legislatively fixed. Residual profits should, in turn, be left to be man-
aged by firms according to their business decisions, whether they be invest-
ed, saved or distributed. It is essential that any limit on state retainings
should be maintained under the 40% rate, as beyond this, profit incentives

are again reduced.

14) See Appendix I for an outline on North Korea's current tax regime.
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Meanwhile, in considering tax policy alternatives for the South, the feasibil-
ity of accelerated depreciation and the tax credit system were explored in
Chapter Ill. In addition to these, because of the inherent investment risks as-
sociated with the North Korean economy, the South Korean tax system
should encourage firms to set aside tax-free reserves for investment into
North Korea, in addition to the present tax-free reserve for general foreign

investment.

2. Indirect Tax

Generally, within socialistic market economies, indirect taxes function as
the central government’s price control mechanism. As such, there is a wide
discrepancy in the indirect tax rates that are applied to goods depending on
the nature of the goods themselves'®. However, the prices of goods in so-
cialistic market economies should not be interfered with by the state. In-
stead, prices should reflect the market forces of demand and supply, only
then can there be an efficient allocation of production resources.

Therefore, there must a change in the direction of indirect tax policies ap-
plying to North Korea. From a long-term perspective, it is desirable to intro-
duce the VAT. However, as noted in Chapter Ill, the implementation of the
VAT requires an accompanying establishment of a well-functioning tax
administration body, of which there is presently none in North Korea. Thus,
the short-term alternative would be to medify the currently operating sales
levy in North Korea to a sales tax, where the rates do not differ greatly from

good to good.

15) The sales levy rates that are currently imposed in North Korea are unknown as these figures
have not been released outside of North Korea.
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Indirect tax policies in South Korea can also be implemented to aid the
North Korean economy, in particular, a special VAT treatment can stimulate
North Korean exports. For example, by lowering the VAT paid by South Ko-
rean importers of North Korean goods, the overall tax burden on consumers
would be lowered accordingly, thereby making North Korean export goods
to South Korea cheaper and more accessible to South Korean consumers.

Indeed, the West German government adopted such a tax scheme prior to
the unification of Germany. Prior to 1993, the VAT stood at 14% in West
Germany, however, East German import goods were granted an 11% ex-
emption. That is, there was effectively, only a 3% VAT rate attached to Fast
German import goods. Similarly, some goods, such as food products, had
only a 7% VAT rate initially, of which a 5.5% exemption applied to East Ger-
man food products, such that only a 1.5% VAT rate was effectively applied
to these goods.

While the adoption of such a scheme would greatly benefit the North Ko-
rean economy in its early phases of development toward a market economy,
there is the potential danger that it would be vetoed by the WTO. The WTO
may not recognize the transactions as valid under its guidelines, their appro-
val or disapproval depending on whether they classify the two Koreas in a
transitional stage toward unification as two independent nations or not. In
the case that the two Koreas are identified as two independent states, the
kind of trade transactions outlined above would fall under WTO’s "most fa-
vored country treatment clause " and the relevant sanctions would thereby
be applied. Thus, in order to avoid such possible conflicts, Korea must per-
suade the international community that while temporarily operating two dif-
ferent systems, the two Koreas in fact form one single nation, not two sepa-

rate and independent nations.
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3. Personal Income Tax

Whether in the case of immediate or gradual integration, a personal in-
come tax regime will have little effect on the unification process. As noted
above in Chapter 11l this is because of the existence of high tax-free thresh-
olds on personal income tax rates in Korea, which will hardly affect the ma-
jority of the North Korean population who will, presumably, have generally

low incomes.

4. Tax on Foreign Capital and Trade

There are currently no customs duties levied on imports in North Korea,
although there is a 25% profit tax imposed on joint venture companies'®.
Thus, from the perspective of imposing taxes, the North Korean tax system
would not be hostile to foreign capital and trade. However, apart from the
basic imposition of tax rates, the North is unfamiliar with the regulatory provi-
sions, which must necessarily accompany the tax, and there are no such reg-
ulations encoded in North Korea providing for matters such as the definition
of the taxable income or deductible expenses.

Thus, North Korea’s corporations law has hitherto lacked a set of regulato-
ry guidelines for foreign investment, and if a greater degree of foreign invest-
ment is to be encouraged in the future, the uncertainties surrounding foreign
investment should be reduced by effecting legislative measures. Regulations
should not only address provisions in relation to tax policies, but also in rela-

tion to investment approval structures and the like. Only then will the North

16) As noted in Appendix I, there is a three year tax holiday applicable to joint venture compa-
nies in their first three years of operation, thereby allowing for a foundation period.




170

Korean economy be competent to induce the mobilization of its resources.
In addition, it should be noted that presently, foreign investment is only

permitted in the Najin-Sunbong region of North Korea. Implicit in the efforts

to mobilize the North Korean economy, is the need to further extend the

free~trade areas within North Korea.

V. Conclusions and Policy Implications

This paper has sought to identify issues in relation to tax policies that will
impact upon a post-unification or near-unification Korea. Further, the
paper has been premised on a recognition of the effects of globalization.
That is, it is recognized that if unification is to occur, it will not occur in an
isolated environment in which the two Koreas are the only decision-makers
and the only parties to bear the consequences. Instead, it recognizes that
Korea operates in a world economy now, it not only responds to the dynam-
ics of the internal economy, but need also respond to the rapidly changing
demands and climate of world economies. Based on this premise, the paper
examined the alternatives for an integrated tax policy, especially in relation to
implementing tax policies which would meet demands for the anticipated
costs of unification and mobilization of the North Korean economy.

Two case studies were examined in regard to possible tax policy
alternatives: where an immediate integration of the two Korean systems take
place; and where there occurs a gradual integration. In the first case, the
view was taken that, where unification is prompted by a sudden collapse of
North Korea, then there would be little alternative other than to transplant
the present South Korean tax system for the whole of unified Korea.

Given a sudden integration, accelerated depreciation is found to be the
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most effective tool for encouraging investment in North Korea, gauging its ef-
ficacy at the initial stages of investment; giving consideration to the
globalizing economic environment; weighing its impact upon the budget bur-
den; and considering its source.

Investment subsidies are also an effective tool for encouraging investment,
however, because these have a burdensome effect on government revenue,
the viability of effecting investment subsidies will, of necessity, depend on
the government budget. Further, it was found that the tax credit system can
be effective only in relation to South Korean capital.

It was also concluded that it is essential for an indirect tax, such as the
VAT, to be implemented immediately following unification, due to the possi-
ble distortional effects on intra-trading between the two Koreas, and on the
overall Korean economy.

In the second case of a gradual unification process, it was suggested that
North Korea would, in all likelihood, adopt a form of a socialistic market
economy prior to actual unification. The implications of this for taxation poli-
cies are that firstly, North Korea will not be able to make a direct application
of the South Korean tax system for its own purposes. It will need to estab-
lish its own taxation infrastructures, and formulate appropriate policies within
them. For its part, South Korea will play a significant role in aiding develop-
ments in the North, and will need to make adjustments in its tax policies to
account for the new economic environment created by the near-unification.
One of the challenges facing North Korean tax policies, is the urgency with
which investments need to be encouraged for the North Korean economy to
survive in a global economic environment. This has significant implications in
relation to tax and investment policies. Currently, North Korea not only im-

poses a high rate of profit tax, but also retains residual earnings as part of its
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state revenue, thereby eliminating any investment incentives. Thus, invest-
ments need to be encouraged through lower, fixed tax rates and, profits of
firms should not be interfered with other than for the purposes of tax. While
a VAT may appear a preferable tax option, because of the absence of rele-
vant infrastructures, VAT operations would be difficult to enforce.

Thus, it is evident that regardless of how unification takes place, the estab-
lishment of an efficient tax administration body is an inherent requirement for
the maintenance of any tax policy, and efforts to establish such a body
should not be overlooked in considering viable tax alternatives.

Further, whether in a post-unification or near-unification Korea, intra-
trade between the two Koreas may raise wider concerns in terms of the
WTO. If favorable tax conditions are effected to help North Korea (for ex-
ample, the VAT) in its transition process from a closed economy to a more
global economy, WTO may enforce sanctions against the two Koreas under
its ‘most favored country treatment clause *, which will impact upon Korea’s
trading ability with other world economies. Thus, it is for Korea to not only
persuade the international community of its commitment to fair trade, but to
also call for immunity from such sanctions in its progress towards complete
unification.

In terms of raising revenue for the financing of unification costs, the VAT
may be the most effective tax in generating the necessary revenue. This is
because, the areas of exempted application of the VAT would be reduced,
economic distortions would thereby be reduced, and revenue to fund the
costs of unification can be more readily raised.

As a means of raising revenue for unification costs, the corporate income
tax will be of little value, while an imposition of a property tax on South Ko-

reans would constitute the second best alternative next to the VAT, because
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of the very immovable nature of the taxing object, land.

Overall then, it is evident that the unification of North and South Korea is
no small task, particularly in relation to the formulation of tax policies. It in-
volves a fine balancing act, requiring a careful consideration of the feasibility
of the tax proposed, costs of financing the unification of Korea and parallel
costs of administering the tax, the continuing mobilization of both econo-

mies, and the adherence to global standards of trade.
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(Appendix I ) North Korean Tax System

1. Revenue from State Enterprises

North Korea officially abandoned all taxes, except customs duties, in 1974,

and have since denied the existence of tax in their territory. However, North

(Table 10) Structure of North Korean State Revenue

{unit: percent)

Revenue
Res\ggaeue érnot:enr pSrtiz;’([eeS Tax Aid Etc
1953 100.0 52.0 19.7 18.5 9.8
1963 100.0 98.0 2.0 - -
1973 100.0 98.1 0.2 - -
1983 100.0 100.0 - - -
1993 100.0 100.0 - - -

Source: Jin Park, Public Finance of North Korea: Past and Present, KDI, 1994,

(Table 11) Characterization of North Korean Levies

Profit Levy from Profit Levy from
Sales Levy State Ent‘gprises Coope;gltives
Tax state enterprises . ,
., |all state enterprises |all cooperatives
Payer and cooperatives
roportional to all residual profit roportional to
a , a
Burden |P P . except retained P p
wholesale price . profit or turnover
earnings
Charac- . similar to a direct
equivalent to )
ter as a tax on business user-fee character
turnover tax .
Tax profits

1) only for consumer goods.
2) the retained earnings amount is determined by the state.
Source: Jin Park, Public Finance of North Korea: Past and Present, KDI, 1994,
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Korea still impose some levies, such as the sales levy and the profit levy,
which function effectively as a form of tax under their economic system.
These levies represent the only source of state tax revenue in North Korea,
as seen in Table 10. The characterization of these levies are presented in

Table 11.

2. Taxation of Foreign Investment

While North Korea generally denies the concept of taxes, some taxes,
such as customs duties and profit taxes for joint companies, are imposed as
exceptions. However, even these apply only to foreigners and the economic
activities of foreigners.

North Korean customs duties are not applied to international trade, as is
the case in South Korea, but are levied on the hand baggages of foreign visi-
tors and on international packages.

In recent years North Korea has allowed for the founding of joint venture
companies with foreign capital, and have since introduced a profit tax for
these joint venture companies. Under this tax code, 25% of net profits of
the joint company are required to be transferred into state revenue. An ex-
emption is granted during a 3 year foundation period of the joint company.
In addition, a joint company founded in a free-trade area can apply for the
reduced rate of 149%. Similarly, investments made in an investment encour-
agement area can benefit from the reduced rate of 10%. This code also lev-
ies a tax on the individual incomes of foreigners at 20% of their monthly in-

come, which is reduced to 10% in the free-trade areas.
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(Appendix II ) German Tax Reform and Revenue Effect after

Unification

(Table 12) German Tax Reform and Revenue Effect after Unification
{unit: 100 Million DM)

Sharge, | 1991 | 1092

Social Security Contribution1? 1 Apr 1991 121 111
Unemployment Insurance Contribution - 202| 221
{up 2.5%, from 4.3% to 6.8%)

Pension Insurance Contribution - -81| -110
(down 1.0%, from 18.7% to 17.7%)

Tax - 177.5| 282.5
7.5% Surtax on Income and Corporation Taxes - 112.5| 106.5
Increase in Oil Tax - 58 140
Insurance Tax (up from 7% to 10%) 1 July 1991 7 20
Tobacco Tax (1Pfg. increase) 1 Jan 1992 - 16
VAT (up 1%, from 14% to 15%) 1 Jan 1993 - -

Total 298.5| 3935

1) Estimated Values of the lfo Research Institute
Source: Ifo, ifo Schnelldienst, 91/7, 1991, p. 24.
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% Peter Mayer (FES BRERET FiE)

The paper gives a very good overview of trends in taxation in OECD-
countries. It provided for interesting reading, the analysis and the hypotheses
of the author are generally sound and enlightening. The statistics he presents
are very useful.

There have been various attempts to look and define the concept of
globalization. Dr. Kim’s definition refers to the absolute increase in trade and
foreign direct investment. What is, however, more important is the fact that
the relative size of trade to the Gross National Product has increased in virtu-
ally all countries, and the relative size of foreign direct investment to GNP
has increased even more. That means the relative importance of the world
economy, of changes and developments in other countries, of product and
process innovations in other places of the world have and increasing impor-
tance for any country. There are hardly sectors left which can afford to be in-
ward-oriented.

The paper is dealing with tax policy in a globalized Korea. It is therefore
important to look at the general impact of globalization on the economy in

Korea and subsequently on taxation. It is proposed the author includes some
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reflections on this in his final paper. Some suggestions for inclusions are as
follows;

- It is very likely that globalization will increase the pressure on Korean
firms to raise productivity, to cut down costs and eliminate unproductive
lines of production. It is very much possible that Korea will be faced
with an increased level of unemployment, possibly increasing the bur-
den for the government to deal with this problem.

- Globalization will imply an increased mobility of capital. There is less
room for nations to neglect international trends and perceptions. Nation-
al policies still remain important but we might observe in the future the
mainstreaming of economic policies.

~ The relative importance of intra—firm trade as part of the globalization
phenomenon makes it more difficult for tax authorities to accurately de-
termine import duties.

~ Globalization certainly implies the increasing relevance of policies pur-
sued by international bodies like the WTO, OECD or the norms set by
international bodies like the EU. There is and increasing pressure for
countries to follow the rules and regulations, and even anticipate future
changes.

- On the negative side globalization might bring some destructive compe-
tition between nations. While the competition between countries has
many beneficial effects, there is the risk of having an erosion of the pro-
vision of essential public goods if - due to extensive advantages given to
firms - the tax revenues of governments go down considerably.

These possible effects among others might have direct or indirect implica-

tions for taxation. It would enhance the paper even further to include some

reflections on such possible developments.
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The author presents statistics about taxation in OECD-countries. Unfortu-
nately the reader can only partially relate the figures to Korea due to the fact
that Korea was not a member of OECD at the time of producing the statis-
tics. However, it would be of interest to mention the relevant figures for
Korea. Presumably it would show that Korean tax ratios, level of VAT etc. are
relatively low. In this respect one would like to hear the author’s view about
the likely trend in the Korean taxation system. l.e. is it likely that Korea will
raise the tax level, will Korea have a similar level of income taxes etc.

When discussing the issue of raising taxes for a possible reunification one
has to bear in mind what kind of enormous burden a reunification will mean
in the very beginning: costs for transforming the system, costs for setting up
the new infrastructure. Various estimates of Korean research institutes have
shown the enormous amount of money needed. Looking at taxation from
such an angle implies that we know that marginal changes in the taxation
policy will not be sufficient. It will be unavoidable to collect substantial a-
mounts of money form those who can pay. And in this respect some impor-
tant decisions have to be made. Which strata of society should carry the
main burden: the upper class, the middle class, the lower class, should the
urban population carry more burden the rural population, should the young-
er or the older generation carry the burden etc. Whether we like it or not,
policy makers have to ask such questions in order to come up with sound

and possibly fair policies.
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