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Chapter 1 - Economic situation: significant slowdown

A differing opinion
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Two members of the Council, Isabel Schnabel and Achim Truger, cannot fully
endorse the majority position of the German Council of Economic Experts on
the fiscal policy implications of the diagnosis of the current economic state. The
dissenting view concerns the assessment of the possible design of a discre-
tionary countercyclical fiscal policy in the event the economy were to fur-
ther slow its pace. The question of the debt brake as a potential limitation of au-
tomatic stabilisers is discussed elsewhere. N [TEM 574

Although no economy-wide recession can yet be diagnosed, the risk of such a
recession has noticeably increased — to around 36 % according to the es-
timates of the German Council of Economic Experts. It is even considerably
higher by other estimates. ~ mEm 87 First signs of the slowdown spilling over to
services and the labour market are already visible. It would therefore make sense
for fiscal policymakers at federal, state and local level to jointly identify the ex-
isting scope for countercyclical measures within the framework of the
debt brake so that these can be implemented in time if necessary.

While the problems of discretionary countercyclical fiscal policy described by the
majority are certainly significant, the problems of such measures should be
weighed against their benefits in the event of a sharper economic down-
turn. First and foremost, temporary measures that could be swiftly implemented
and thus have a targeted, markedly stabilising effect — as was the case with indi-
vidual measures in the 2009 economic stimulus packages — could make sense.

Accelerated depreciation could be temporarily reintroduced as a means of
sparking corporate investment to be pulled-forward. Companies could use this
method of depreciation to take advantage of the opportunities afforded by In-
dustry 4.0 or for more energy-efficient production, for instance. As there is al-
ready a marked slowdown in corporate investment, activating such a meas-
ure early on could make sense, in order to achieve the desired pull-forward
effects and avoid a procyclical impact. Possible income transfers such as a
child bonus would not be counted towards the basic minimum income support
and could thus stimulate private consumption if current economic weakness
were to affect it. Bringing forward the partial abolishment of the soli-
darity surcharge scheduled for 2021 or offering temporary income tax reduc-
tions would also be conceivable measures. Finally, specific measures such as
premiums for low-emission cars could be considered.

Despite its particularly high multiplier, public investment is less suitable as
an instrument of business cycle policy because of the long lead time in im-
plementation. This is true at least as long as the Federal Government and the
Lander do not have a ready stock of investment projects the implementation of
which can be pulled forward. Nevertheless, a longer-term investment strat-
egy could be launched in a timely manner, which could at best boost the econo-
my as a side effect.N ITEMS 575 FF.
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Permanent tax cuts may make sense under some conditions. This is true re-
gardless of the economic state, as is the case with a long-term public investment
strategy. In contrast, employing permanent tax cuts as a discretionary coun-
tercyclical policy instrument v TEMS 121F. is questionable at least. It is
doubtful that structural measures, including the creation of an appropriate gen-
eral framework, can replace discretionary countercyclical fiscal policy.

Timely implementation of such measures would also be difficult. For example,
lowering corporate tax would require supplementary corporate tax measures in
order to avoid “distortions in the corporate taxation system” (Advisory Board to
the Federal Ministry of Finance, 2019), thus rendering it a technically and politi-
cally complex task. If the solidarity surcharge were to be completely abolished,
account would need to be taken of the fact that only a limited impact on con-
sumption in high income classes could be expected. Bearing this in mind, one
could ask how targeted such a measure would be. The structural fiscal pressure
resulting from permanent tax cuts also entails risks to public finances. Fiscal
policy could be forced to raise taxes considerably elsewhere or cut spending in
order to comply with the debt brake. This could be at the expense of urgently
needed investments. N [TEMS 575 FF.
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A differing opinion
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One member of the Council, Achim Truger, does not agree with the majority po-
sition of the GCEE on the subject of ‘Productivity: improving the conditions for
growth’. His differing opinion relates to the statements on current account imba-
lances, some of the economic policy implications for productivity growth and the
approach of looking at productivity growth almost exclusively through the lens
of increasing (potential) GDP growth.

The majority of Council members do not regard Germany’s current account sur-
plus as a major problem that needs to be addressed through economic policy,
and consequently do not believe that a specific value for the current ac-
count balance is a useful target for economic and fiscal policy. They state that
experience from recent crises, not least in the euro area, showed that excessive
current account deficits could be accompanied by the risk of sharp correc-
tions, but that this is not true to the same extent for current account surpluses.
In addition, the current account balance is said to be dependent on a number of
factors and is hard to influence through economic policy.

However, Hiinnekes et al. (2019a, 2019b) argue that the German proclivity
for current account surpluses is an anomaly when set in a long-term his-
torical context. They point out that the high level of capital export that has been
a virtually permanent feature of Germany’s economy since 1950 has not been
good for Germany. Firstly, the returns on German foreign capital are
considerably lower than the returns achieved by other economies on their ex-
ported capital. Secondly, returns generated abroad are lower than those
in Germany, so greater capital expenditure domestically would make more
sense. Thirdly, the foreign investments do not provide effective hedging
against risk. In their summary, they say: “[...It] is [...] not about questioning
German industry’s focus on exports or about curbing export volumes. It is about
exploring new ways of investing the substantial German savings to produce hig-
her private and social returns at home, instead of continually accepting substan-
tial write-downs on foreign assets” (Hiinnekes et al., 2019b).

But the German current account surpluses are not just a problem from an isola-
ted national perspective. They also have a major destabilising effect on the
euro area and the global economy. Current account surpluses and deficits need
to be looked at symmetrically. As the French National Productivity Board ar-
gues, a combination of permanently relatively slow domestic economic growth
and relatively low growth in unit labour costs creates permanent pressure on
partner countries, particularly within the euro area where there is no longer
an exchange rate mechanism that can be used to adjust real effective exchange
rates. The resulting tendency towards substantial current account surpluses
throughout the entire euro area will have two negative external effects on the
member states: firstly, it will cause the euro to appreciate and create disinflatio-
nary pressure that is increasingly hard for the ECB to counter as interest rates
approach or reach zero. Secondly, the current account surpluses in individual
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member states within the eurozone could lead to trade policy conflicts — particu-
larly during the administration of US president Donald Trump (Conseil National
de Productivité, 2019, pages 109 ff.).

The IMF (2019) also concludes in its external balance assessment, which
calculates internationally compatible current account balances in medium-term
equilibrium, that in 2018, Germany had an equilibrium current account surplus
of 2.5 % of GDP, while the actual surplus was 7.3 % of GDP. Accordingly, the real
effective exchange rate was found to be undervalued by 13 %. The calculated
equilibrium balance also includes a demographic component that the Council
majority discusses as an explanatory factor for the high German surplus. How-
ever, according to the IMF, the demographic component only accounts for a sur-
plus of less than 1 % of GDP. The majority of the Council themselves come to the
conclusion that the real effective exchange rate can explain an additional two
percentage points or so of the German economy’s current account surplus.

Both the IMF and the French National Productivity Board draw the conclusion
that an overly restrictive fiscal policy has contributed to the surpluses. Accordin-
gly, a more expansionary fiscal policy in countries that run a current
account surplus could play an important role in countering current ac-
count imbalances. According to the IMF (2019, pages 17 f.), within the euro
area where accommodative monetary conditions remain necessary to support
the return of area-wide inflation to its target, fiscal policy in key creditor econo-
mies (Germany and the Netherlands) could be used to boost potential growth
through infrastructure investments and greater support for innovation. And
in Germany, where the current account surplus is associated with rising top in-
come inequality, further tax relief for low-income households could boost
their disposable income and support domestic demand, while property and
inheritance tax reform could help reduce excess saving and wealth concent-
ration.

The Council majority is proposing some very specific measures to increase
productivity growth. In some cases it is not clear how the above diagnosis
and analysis has led the Council to propose these particular measures, and why
and to what extent they would be capable of increasing productivity in Germany.
As frequently mentioned in the text, the productivity slowdown is part of a
long-term global trend affecting all developed economies. Moreover, the
growth in labour productivity and total factor productivity (TFP) in Germany
was not particularly remarkable by international comparison. Almost
none of the rolling five-year averages are at the bottom end of the EU range;
since the financial crisis (in the case of TFP) and since 2012 (labour productivi-
ty) they have even tended to be at the upper end. ~ CHART 31

The causal analysis discusses a wide range of approaches, which is a very in-
structive exercise. However, because of the large number of views represented in
the literature, including some fairly controversial ones, there is no persuasive
explanation for the productivity paradox or the differences in the productivity
growth of different economies. Such an uncertain basis is hardly appropriate for
drawing clear economic policy implications for structural reforms in Ger-
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many promising a perceptible productivity boost. If structural reforms could ea-
sily unleash productivity growth, then why does no developed economy appear
to have succeeded in decoupling itself from the international downward trend in
productivity growth with any of a wide variety of structural factors.

The majority view of the Council is that the slowdown in the rate of new business
start-ups in Germany could be due to product and labour market regulati-
on. Although this is decreasing, it is still said to be high by international compa-
rison. The Council therefore believes a further reduction of market access bar-
riers is called for, especially in the service sector. Aside from general doubts with
regard to the assumed mechanisms by which this would work, many of the usual
OECD indicators for labour market regulation (protection against dismissal,
amount and duration of earnings replacement benefits, trade union density, col-
lective pay bargaining coverage), place Germany in the middle of the EU
rankings. The same applied in 2013 for the overall indicator for product
market regulation, which shows a low level of regulation (GCEE Annual
Report 2015 Chart 94). Only in the area of business services was the indicator
significantly higher; here it was at the top end of the middle of the table.
According to the OECD, the indicator for administrative hurdles to business
start-ups is significantly below the OECD average.

The Council majority argues that deficits in the provision of private venture capi-
tal for companies in the start-up and growth phase need to be overcome. One
reason for this relates to the privileged tax treatment of debt capital. The Council
therefore repeats its call for its previously developed concept of interest-rate-
based tax exemption for share capital in connection with corporation taxa-
tion. However, that would further promote the dualisation of income tax and
would violate the principle of horizontal equity, i.e. equal tax treatment of
all types of income, even more severely than the flat rate withholding tax.

The interest-rate-based tax exemption for share capital would reduce
government revenues in the short term by between €2.8 and 5.6 billion and
in the long term by between €3.5 and 7 billion, depending on the underlying im-
puted interest rate (GCEE Annual Report 2018 table 25). Ninety per cent of such
tax relief on company profits would benefit the top 10 % of taxpayers (Bach
and Buslei, 2017, table 3, 4). The redistribution of the tax burden from top to
bottom, which has been going on since the start of the new millennium, if not
before, N ITEM 719 would thus continue. In the coalition agreement, the parties of
government however agreed to scrap flat-rate withholding tax on interest
income with the aim of creating taxation that is neutral in terms of investment
decisions. If interest rates were to rise in future, this could lead to a slight rise in
tax revenues. Around 60 % of the additional tax burden is likely to fall on the top
20 % of taxpayers, and would therefore be progressive (Bach and Buslei, 2017,
table 3, 4).

The Council majority believes that an internationally competitive tax system is
very important for private-sector investment activity. The increase in inter-
national tax competition and decreasing rates of tax on profit means that fis-
cal policymakers face the challenge of creating an attractive business and regula-
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tory environment for private-sector investment in Germany while at the same
time providing a functioning public infrastructure. The first thing to say here is
that Germany does not have to simply accept international tax competition, as
Peter Bofinger argued in his differing opinion last year on the fiscal policy
position of the Council majority (GCEE Annual Report 2018 items 645 ff.):
“Rather, Germany should do everything it can at European level to prevent tax
competition and its draining effect.”

When emphasising the importance of an internationally competitive tax system
for private investment activity, however, it must be borne in mind that high
quality public infrastructure is also a key factor for private-sector capital
investment. Cuts to corporate tax rates on the scale under discussion are
fiscally expensive: the Advisory Board to the Federal Ministry of Finance
(2019) calculates that its proposal to reduce corporation tax from 15 % to 10 %
would reduce tax revenues by just under €14 billion, before taking into account
any adjustments in reaction to the cuts. Unquantifiable negative effects arising
from tax relief for individuals trading as a company have to be added to this
sum. The complete abolition of the solidarity surcharge and introduction of the
interest-rate-based tax exemption proposed by the Council majority would cost
€13 to €17 billion (GCEE Annual Report 2018 items 639 ff.). This type of struc-
tural burden on the government budget poses major risks to public finances
in view of the debt brake and the reduced tax revenues expected as a result of
cyclical effects combined with a procyclical economic correction. This would
make it more difficult to fund a high quality infrastructure programme.

The Council majority opinion does not systematically pursue explanations that
try to account for the growth of TFP in part via the long-term effects of
short-term shocks (total factor productivity hysteresis). Ball (2014), for exa-
mple, examines the long-term effect of the great recession in OECD countries.
Adler et al. (2017) see expansionary macroeconomic policy, in particular in the
form of public infrastructure investment, as a means of increasing produc-
tivity growth primarily in the European countries badly affected by the financial
crisis.

Ultimately, the approach of the majority of Council members — which examines
the increase in macroeconomic productivity almost exclusively through the lens
of the rise in the trend growth rate — is by no means the only possible viewpoint.
Productivity growth does not necessarily only have to be used to increase
growth — it can also be used to reduce working hours and thus increase
intangible prosperity in the form of more leisure time. This is why it is prob-
lematic to use the USA’s very high per capita income as a benchmark for other
economies and thus implicitly hold it up as a model. The high per capita income
of the United States — particularly in comparison to Germany and France — is
based not on being significantly better in terms of productivity per person hour,
but first and foremost on longer working hours per worker.

Accordingly, the use of high productivity per person hour to enable shorter wor-
king hours for each worker in Germany can — as the Council majority also men-
tions — be regarded as an expression of a greater preference for leisure ti-
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me (Blanchard, 2004). A greater degree of labour market regulation and
trade union organisation is an important factor in this regard (Alesina et al.,
2006). Furthermore, the lower income inequality in comparison to the US may
mean that individuals are less exposed to social consumption norms that are
associated with inequality (Bowles and Park, 2005; Oh et al., 2012). The con-
clusion that an ageing population makes a longer working life inevitable is there-
fore far from compelling.
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Two Council members, Isabel Schnabel and Achim Truger, do not agree with the
majority position of the GCEE in Chapter 5 entitled “The debt brake: sustainable,
stabilising, flexible’. The majority of the members currently see no need to re-
form the debt brake. They believe the debt brake already offers sufficient fis-
cal leeway for stabilising the economy and for accommodating any potential
public-sector investment needs. The latter could be covered by means of
appropriate prioritisation of public spending. However, these investment
needs were hard to quantify. In addition, hurdles to public-sector investment
were not lack of financial resources, but a high level of capacity utilisation
in the building industry and public administration, increasing regulation, and
lack of acceptance among the general population.

Our criticism relates to three aspects. Firstly, we see conceptual problems
with the debt brake that suggest a reform will be needed in the longer term.
Secondly, we believe it would be advisable to use existing leeway pragmati-
cally in order to maintain flexibility within the economic cycle and to meet the
substantial need for investment that is essential for the future viability of the
German economy and for the transition to a new climate policy. Thirdly, unlike
the majority of the members, we do not believe that solving the serious prob-
lems related to a high municipal debt burden in some of the Linder
should be the sole responsibility of those federal states. We believe the federal
government could also play its part.

We do not advocate the abolishment of the debt brake, let alone of the European
fiscal rules, as we fully recognise that high levels of public debt can be problema-
tic. The ‘deficit bias’ may lead to a tendency towards excessive levels of
debt and too much debt results in issues with sustainability. Nor do we see in-
creasing debt as an end in itself. In the long-term, our focus is on conceptual im-
provements in the application of the debt brake, while our short-term goal is to
ensure that it is applied sensibly within the existing legal framework.

Slightly higher levels of debt can be useful for the purpose of public-sector
(net) investment, and for stabilising the business cycle. Less debt is not always
unambiguously preferable to more debt (Expertise 2007 Item 33). Rather, the
target debt level should be the result of a decision based on a context-dependent
cost-benefit analysis (Hiither and Stidekum, 2019).

The fiscal and welfare costs of higher debt are offset by potential welfare gains
arising from stabilisation of the business cycle and from public-sector invest-
ment that could strengthen the growth potential of the economy. Concerns about
private investment being crowded out by public-sector spending are likely to be
unwarranted, especially if public-sector investment makes private investment
more profitable. As Blanchard (2019) has recently argued, in a situation in which
the risk-free interest rate is lower than economic growth and the return on capi-
tal is low, the costs of additional government debt should be low. In this
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context, the very low interest rates — which are likely to prevail in the foreseeable
future — are likely to considerably lower the cost side of the equation and thereby
strengthen the arguments for a moderate increase in government debt for
worthwhile purposes.

This argument is not based on interest rates remaining low for a very long time.
Forecasting future interest rate trends over long periods of time is inherently dif-
ficult. However, where financing needs already exist, it may make sense to take
advantage of the low interest rate phase and to lock in the current low in-
terest rates by issuing long-term bonds. It would even be conceivable to stipulate
specific repayment schedules and thus eliminate the risks associated with
follow-on financing (Hiither and Siidekum, 2019).

Conceptual problems with the debt brake

Compliance with the debt brake would permanently lower the debt-to-GDP
ratio. v cHART 74 Utilisation of the permitted structural deficit of 0.35 % of GDP
for the federal government and o0 % of GDP for the Lander would, given average
nominal GDP growth of 3 %, imply that the debt-to-GDP ratio converges towa-
rds 12 %, although the convergence value would not be reached for many years.
If one were to incorporate a structural deficit at the municipal level of 0.15 % of
GDP, which would be high by historical standards, the convergence level would
be 17 % of GDP. N [TEM 453

There is no compelling argument for such low debt-to-GDP ratios, which are
implicitly imposed by the restrictive and inflexible deficit targets of the debt bra-
ke. In the medium term, they could in fact lead to a shortage of safe assets
with destabilising effects for the financial markets, particularly at the effective
lower bound (Caballero et al., 2016, 2017). US Treasury bonds are only an im-
perfect substitute for low-risk securities in the euro area, not least because of the
exchange rate risk.

In this respect, the European fiscal framework enshrined in the Stability
and Growth Pact is more flexible than the German debt brake. The medium-
term target for the structural budget deficit in the preventive arm of the Stability
and Growth Pact (medium term objective, MTO) is set every three years on the
basis of several criteria, including some relating to sustainability. Overall, a ge-
neral government structural deficit of up to 1 % of GDP will be permitted. Un-
der the fiscal compact, the general government structural deficit is permitted to
increase from 0.5 % of GDP to 1 % of GDP.

Even if the federal government were to utilise its maximum structural deficit of
0.35 % of GDP and the municipalities were to incur a structural deficit of 0.15 %,
there would still be fiscal leeway up to the 1 % ceiling. According to Rietzler
and Truger (2019), the social insurance funds have had structural surpluses
since 2003, and it is unlikely that the existing fiscal leeway will be used up by
structural deficits in the social insurance funds. According to the GCEE’s calcu-
lations, even in the past these averaged only 0.3 % of GDP in years with deficits.
N [TEM 445
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The majority of the members concedes that an easing of the debt brake for the
federal government and the Lander within the limits of the European fiscal rules
can be justified in principle if there is a sufficiently large safety margin to
the 60 % limit for the debt-to GDP ratio stipulated in the Maastricht Treaty.
N ITEM 446 It would be logical to focus attention on this argument as an aspect of
the debt brake where a need for longer-term reform has been identified.

There is a further conceptual problem with the German debt brake. It ignores
the golden rule for public investment, a widely accepted, decades-old prin-
ciple of public finance for dealing with budget deficits. The aim of the golden
rule is to ensure the intertemporal application of the pay-as-you-use principle,
meaning that net investment should be financed through net borrowing to en-
sure intergenerational fairness. The underlying assumption is that net invest-
ment increases the capital stock and thus generates benefits for future generati-
ons. Consequently, it is fair for future generations to help pay for the investment
by servicing the debt. Future generations inherit public debt, but gain additional
capital stock in return.

From this perspective, a refusal to borrow to finance investment leads to an
excessive burden for the current generation who have to pay higher taxes or suf-
fer from lower government spending. This creates an incentive for insufficient
public investment — to the detriment of future generations. This fundamental
incentive problem is likely to be exacerbated during times of budget consolidati-
on, because cuts in public-sector investment often appear to be the simplest way
of reducing the budget deficit. This was strikingly confirmed during the crisis in
the eurozone when public-sector investment was slashed as a result of austerity
measures, particularly in the member states that were hit hardest by the crisis
(Barbiero and Darvas, 2014).

The golden rule of public investment has many supporters in the academic
world, starting with Richard A. Musgrave, one of the founding fathers of mo-
dern public finance (Musgrave, 1939, 1959, pages 556—575). In the context of the
fiscal policy debate in the EU, many economists have proposed the introduction
of the golden rule for the Stability and Growth Pact (e.g., Fitoussi and Creel,
2002, pages 63—65; Blanchard and Giavazzi, 2004; Barbiero and Darvas, 2014;
Truger, 2015). In its 2007 Occasional Report, the GCEE proposed removing
public-sector net investment from the constitutional debt ceiling (GCEE Exper-
tise 2007), although this was never adopted as policy.

The majority of members explicitly opposes the golden rule for a number
of reasons, including the problem of defining investment in a meaningful way,
statistical classification problems, and doubts regarding its positive macroeco-
nomic effects. These problems must be taken seriously. Overall, we believe the
evidence of the positive short- and long-term macroeconomic effects of public-
sector investment — even only following the classification in the national ac-
counts — to be sufficient to justify granting privileged status to this category of
public spending. We thus fundamentally concur with the assessment of the
GCEE in 2007, which regards the failure to grant privileged status to net invest-
ment as ultimately more problematic than any risk of errors that could occur in
applying the rule (GCEE Expertise 2007 items 119 ff.). If, in addition, an upper
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limit for the maximum permissible net borrowing under the golden rule
were to be set, this would address any concerns about fiscal sustainability. It
would also stimulate competition within the democratic process about which in-
vestment projects should be prioritised.

Pragmatic use of the existing leeway

The conceptual problems of the debt brake outlined above indicate the need for
fundamental reform, although this would be a slow and lengthy process because
it requires constitutional change and harmonisation with the European legal
framework. Such a process would leave enough time to resolve some of the com-
plex classification and implementation issues. In the short term, the current le-
gal framework provides some leeway within the debt brake, which can be
used pragmatically to improve stabilisation of the business cycle and
strengthen public-sector investment.

Using legally independent public-sector funds, institutions and enterprises
(FEU) to exploit the judicial leeway creates a lack of transparency and potential-
ly reduces democratic oversight. If appropriately structured, this would probably
not constitute an unlawful circumvention of the debt brake (Hermes
and Schmidt, 2016). However, these side effects illustrate why it is necessary to
reform the debt brake. Action is required in two problem areas: the cyclical
adjustment of the government’s budget balance and the financing of public-
sector investment.

The fundamental problem of cyclical adjustment is that structural and cycli-
cal factors can never be disentangled with certainty in real time. Even impro-
ving the processes cannot solve this fundamental problem. The usual statistical
methods therefore result in an adjustment of the estimated potential GDP, even
in the event of a temporary cyclical shock. In an economic slowdown, the down-
ward revision of the potential GDP very quickly results in part of the slowdown
being recorded as structural, which, in the context of the debt brake, creates a
need for structural consolidation and thus limits the effect of the automatic
stabilisers. This can have a negative effect on production and employment and
amplify the economic slowdown. Conversely, the positive adjustment of potenti-
al GDP in an economic upturn would create structural flexibility and would
make the public finances appear healthier than they really are.

In the case of a sharper economic slowdown, there is currently no guarantee
that the debt brake will provide sufficient fiscal leeway. Nor is there any gua-
rantee that the consolidation that would be appropriate in an economic upturn
would in fact materialise. For this reason, a reform of the cyclical adjustment
procedure should be undertaken as a matter of urgency. This would probably
only require an amendment of the legislative decree to the Implementation Act
of Article 115 of the German Basic Law (GG) or possibly of the Implementation
Act itself. One option might be to switch to the method proposed by Jarocinski
and Lenza (2018) which is less prone to revisions. The possibility of a sym-
metrical use of the control account should also be examined, so that sur-
pluses would allow an extension of the maximum permissible net borrowing
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when preparing the budget. Such use could be restricted to periods of economic
slowdown.

There is also the question of whether the debt brake will allow the necessary
scope for public investment in future. The years since the introduction of
the debt brake do not provide much of a clue, given that the economy and the
fiscal situation have been exceptionally strong during this period. It is hard to
put a precise figure on public-sector investment needs. ~ ITEM 524 In addition, the
statistical measurement of net investment is in itself problematic. This could ha-
ve led to an exaggeration of the decline, particularly at the municipal level. How-
ever, it is unlikely that such distortions are so sizeable that measured correctly
there would have been no noticeable decline in investment and no negative net
investment at the municipal level.

The GCEE highlights a need for public investment in many areas, such as
in basic research, digital and physical infrastructure (roads, rail, local public
transport), battery charging stations for electric cars and regional clusters. In
order to assess whether the available fiscal leeway is actually sufficient, it would
be helpful to put a specific figure on these needs. Even if the public-sector in-
vestment need in each of the areas mentioned by the Council were small, additi-
onal investment needs could quickly add up to a figure in the mid two-digit billi-
on range per year. Hiither and Kolev (2019) arrive at an estimated public-
sector investment need of €450 billion over the next ten years, i.e.
€45 billion per year. Calculations of this kind are of course fraught with
uncertainty. In addition, it is important to remember that the Council’s tax po-
licy proposals would lead to a further increase in the fiscal burden in the low
double-digit billion range. ~ ITEM 241

Funding through prioritisation via reallocations within the budget may be a
sensible approach in principle. However, reallocation on such a scale within
the public budget without increased net borrowing or tax increases is unlikely to
be politically feasible. Moreover, as explained above, it would not make sense
because the golden rule implies that it is entirely reasonable to require future
generations to share in the costs of long-term public investment.

Alternatively, an independent special fund could be set up to finance sel-
ected future investments (Hiither and Kolev, 2019; Hiither and Siidekum,
2019). This fund could either be provided with resources via ‘financial transac-
tions’ excluded from the debt brake, or it could borrow itself as a legally inde-
pendent special fund with borrowing authorisation. Narrowly defined objectives
could mitigate classification problems. The local public authority using the funds
would continue to be responsible for assessing the usefulness of the investments.
Consideration could be given to making access to the special fund dependent on
minimum spending for repairs and maintenance.

This kind of special fund would serve more to increase long-term public-
sector investment and make it permanent than to manage the business
cycle. With funding security, the long-term horizon of the investment plans
could have a positive effect on the development of capacity. However, there
could still be non-financial barriers to investment, particularly in the
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construction sector. The removal of such barriers should also be given high
priority. This may well require additional (current or capital) government
spending, for example for the creation of new positions in public administration.
The question of whether this spending can also be funded from the special fund
would need to be discussed. One possibility would be to make the use of re-
sources from the special fund conditional upon funding these positions from the
budget.

Problems of municipal debt

There is a strong correlation between low levels of public-sector investment and
the underfunding of municipalities, with the latter manifesting itself particularly
in high levels of short-term liquidity loans. The problem is strongly concentrated
in a handful of Linder (Saarland, North Rhine-Westphalia, Rhineland-
Palatinate, Hessen before its debt was taken over by a special fund outside the
debt brake, and Lower Saxony). The majority of members attributes these finan-
cial problems primarily to failures of municipal or state policy. It also em-
phasises the support provided by federal government by taking over the cost of
providing basic income support for elderly people and those with reduced earn-
ing capacity, plus a greater proportion of the cost of housing and heating in past
years, as well as the restructuring of the financial relations between federal and
state governments to take greater account of the municipal authorities’ financial
situation. For these reasons, the majority argues that it is not appropriate to
expect the federal government or all the Liander to make further contri-
butions in order to ease the burden on municipalities.

The majority of members recognises the need to find a solution to municipal
funding problems. It is right that any potential solution should not result in ne-
gative incentives for the municipalities or Liander concerned. However, the
answer to the question of whether the federal government or the Lander as a
whole should have to contribute to a solution depends to some extent on the
cause of the financial problems. If the municipal funding problems were
due solely to failures at the municipal or state level, the federal government’s in-
volvement would be unnecessary and could result in adverse incentives.

The federal government can be held partly responsible for the regionally
concentrated problems of the municipalities. The greater contribution of the fe-
deral government to the costs of municipal social welfare payments can be re-
garded as closer adherence to the — previously violated — principle of con-
nexity, which states that costs must be borne by those who cause them. As the
social welfare payments of the municipalities implement federal government
laws, the question is why the federal government is reluctant to provide the ne-
cessary funding and has done so only gradually, even though it has accepted its
responsibility in principle. The lack of support from federal government
over many years may well be a key factor in explaining many regionally con-
centrated funding problems and short-term liquidity loans in municipalities
with high levels of social expenditure, which now require a solution.
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In addition, the financial problems of the municipalities are frequently
concentrated in structurally weak regions that are negatively affected by
structural change arising generally or as a result of globalisation. Based on the
analysis by Dauth and Stidekum (2016) and Dauth et al. (2017), Truger (2018)
points out that the Lander that have the greatest problems with municipal fi-
nances (North Rhine-Westphalia, Saarland, Rhineland-Palatinate, Hessen and
Lower Saxony) also have an unfavourable economic structure with a relatively
large number of municipalities that have been hit particularly hard by globalisa-
tion. As individual municipalities and the Lander cannot overcome the challen-
ges of structural change and globalisation alone, and the principle of equal
living conditions throughout the federal territory is enshrined in Germany’s
constitution, it can be argued that the federal government should assume at least
some responsibility and that a valid case can be made for its participation in fin-
ding a solution for municipal finance problems.

Steps should be taken to ensure that the principle of connexity is respected in
the future. If the federal government or the Lander define (new) responsibilities
for the municipalities, they must make the corresponding funds available to
pay for them. Problems must be tackled structurally; solving the problems
associated with legacy debt in isolation is not sufficient.
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A differing opinion
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One Council member, Achim Truger, does not agree with the majority view ex-
pressed by the German Council of Economic Experts in chapter 6 “Securing up-
ward mobility, strengthening work incentives”. His dissenting view relates to the
Council’s majority assessment that the development of the distribution of
net incomes over time is unexceptional and unproblematic. It also concerns
the resultant distributional and fiscal policy conclusions in general as
well as the reforms of the tax-transfer system for the low-wage sector in particu-
lar.

The majority view of the Council is that the income distribution has re-
mained largely stable since 2005 and that the inequality of net wealth is cur-
rently lower than it was back in 2007. Reference is also made to the German wel-
fare state’s high intensity of redistribution compared with other countries, which
is said to drastically reduce the inequality of net incomes relative to market in-
comes despite the fairly significant low-wage sector. Consequently, measures
aimed at taxing high incomes and wealth more heavily are said to need more jus-
tification than the rising inequality of incomes and wealth. The majority of the
Council therefore argues that no additional direct income redistribution
measures should be taken and, instead, it concentrates entirely on measures
aimed at maintaining equality of opportunity. According to the majority’s view
high inequality is less problematic if every individual has the opportunity to
move upward.

For several reasons, however, these two factors —inequality and upward
mobility — cannot be separated, which is why it is problematic to compare
policies on equal opportunities with those on redistribution. Firstly, internation-
al comparisons across countries reveal that income inequality is negatively cor-
related with income mobility (Corak, 2013). Secondly, Atkinson (2015, page 11)
argues that — from an intergenerational perspective at least — distributional out-
comes are a key determinant of equal opportunities. And, thirdly, even a mobili-
ty-focused education policy — which is typically regarded as an equal-
opportunities policy and an alternative to redistribution policies — relies on an
accompanying improvement in socioeconomic conditions if it is actually
to increase individuals’ chances of enjoying the fruits of a good educa-
tion (Goldthorpe, 2016).

Aside from these fundamental comments it is important to point out that the
statements and distributional policy conclusions presented by the majority on
the Council are, critically, based on their selection of 2005 as the baseline year
for their analysis. However, it is indisputable that the inequality of net in-
comes grew massively between the late 1990s and 2005 while the welfare
state’s intensity of redistribution declined sharply at the same time. Consequent-
ly, if one were to take the net-income distribution in the late 1990s as a baseline,
one could — given the appropriate distributional policy preferences — certainly
conclude on this basis that there was a need for ‘real’ redistribution.
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Even after 2005 one does not necessarily have to share the Council majority’s
view that net-income distribution trends have remained as stable and unprob-
lematic as the majority claims. Both the Gini coefficient and the 9o0/10-per-
centile ratio reveal a continuing — albeit much slower — rising trend, which only
becomes virtually insignificant in 2016. The rise in the at-risk-of-poverty
rate from 14 % to 16 %, on the other hand, is statistically significant. If, as Grab-
ka et al. (2019) and Spannagel and Molitor (2019) have done, we were to take
2009 — the year of the financial crisis — as the baseline for our analysis, then
even the increases in the Gini coefficient and the 9o/10-percentile ratio would be
significant and — according to Grabka et al. (2019, page 349) — would justify the
statement: “Since the financial crisis the inequality of disposable household in-
comes has started to rise again.” It would be legitimate to select 2009 as the
year in which income inequality hit a temporary low, as this would be similar to
the Council majority’s procedure when analysing the wealth distribution. Alt-
hough wealth inequality remained high on the whole from 2002 to 2017, the
Council majority used a temporary increase in 2007 as a justification for claim-
ing that wealth inequality had declined significantly between 2007 and 2017.

Even when compared with other countries, Germany’s ranking in terms of
income distribution is not as positive as has been presented by the Council ma-
jority. N ITEM 599 N CHART 91 Although an OECD comparison ranks Germany sev-
enth out of 35 countries in terms of its intensity of redistribution, Germany is
ranked only 15th in terms of distributional outcomes, i.e. the resultant Gini
coefficient for equivalised net income. ~ cHART 106 The fact that Germany has only
achieved a mediocre performance in terms of net-income distribution is really
remarkable because, since 2005, it has seen a continually sharp rise in employ-
ment, which has been accompanied by a modest decline in the inequality of
gross wages. N ITEM 596

Further problems are posed by the Council majority’s interpretation of lifecycle
income development analysis. It is true that for the analysed birth cohorts up
to 1956 — and purely in relation to gross wage incomes — the intra-generational
income mobility between cohorts has not decreased over time, which can be in-
terpreted as proof that equality of opportunity has remained unchanged. Moreo-
ver, inequality within cohorts is, as expected, lower than for the distribution
from a cross-sectional perspective. However, Bonke et al. (2015) — who were the
first to conduct a comparable analysis using a substantial sample of data from
Germany’s statutory pension insurance scheme, which also included younger
cohorts in some cases — have pointed out that the Gini coefficient from a lifecy-
cle perspective still amounts to two-thirds of the Gini coefficient for the distribu-
tion from a snapshot perspective.

Bonke et al. (2015) also conclude that inequality has increased massively
from the older cohorts to the younger ones; the Gini coefficient within a cohort
born in the early 1960s is 85 % higher than the Gini coefficient for the 1935 co-
hort. They conclude as follows: “The potential implications of this fact are far-
reaching. By itself, such an increased heterogeneity in terms of labour market
outcomes might have a significant impact on cultural and political attitudes by
weakening people’s feeling of sharing a common fate. Through its effect on the
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distribution of lifetime consumption, the increase in lifetime earnings inequality
might substantially affect the social welfare of generations.” (Bonke et al., 2015,
page 197). The cohort analysis also suggests that in the future the gradual pass-
ing of the older, much more equal cohorts could further exacerbate the inequali-
ty of the income distribution. Overall, therefore, the distributional situation
and development both currently and, potentially, for the future could be
deemed to be much more problematic than has been presented by the Coun-
cil majority.

Aside from the statistical analysis, it is also the case that (growing) economic in-
equality might not just be a normative problem but could also have serious con-
sequences for Germany’s democratic political system. Schifer (2015) shows, for
example, that social inequality lowers voter turnout at elections over the long
term. Elsdsser (2018) comes to the conclusion that German politicians are much
more responsive to the preferences of higher professional and income groups
than they are to those of lower incomes. One could therefore conclude that the
recent and ongoing rise in income inequality has the potential to cause social
and political unrest and that this might well justify some income redistribu-
tion, e.g. through appropriate tax policy measures.

Fiscal policy between the late 1990s and 2005 had a particularly noticea-
ble impact on the growth in inequality as a result of significant tax
cuts (Biewen and Juhasz, 2012). Moreover, the distribution of the tax burden
shifted massively between 1998 and 2015 to the benefit of higher income groups
and to the detriment of lower ones (Bach et al., 2016). ~ cHART 107 The distribu-
tion of the tax burden includes factors that are not contained in the Gini coeffi-
cient based on household incomes. These include business taxes and — usually
clearly regressive — indirect taxes, which are factored into the analysis through
assumptions on how taxes are passed on. The simulation for 2015 shows, e.g.,
that the Gini coefficient for equivalised net household income rises by
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Change in the total burden of taxes and social security contributions in 2015 compared with 1998 as
a percentage of equivalised gross household income
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3 percentage points if indirect taxes are included in the analysis (Bach et al.,
2016, page 40).

The changing levels of tax burdens and reliefs in relation to equivalised gross in-
come are presented for the period from 1998 to 2015. N cHART 107 Whereas lower
incomes had to bear a much higher tax burden in 2015 than they had in 1998,
high-income households benefited from substantial tax reliefs. On
balance only the top 30 % of households received any tax relief. While the tax
burden on the lowest decile in relation to gross income rose by 5.4 % between
1998 and 2015, the top decile received tax relief of 2.3 % over the same period.
The tax burden for the richest 1 % of the population was reduced by as much as
almost 5 %. If social security contributions are included, the picture is very simi-
lar; only the increase in the tax burden on the lower income segments is slightly
smaller because these segments pay relatively low social security contributions.

Not least such shifts in the distribution of the tax burden in the past could cer-
tainly provide the additional justification demanded by the Council majority for
measures aimed at taxing high incomes more heavily. In this context it is worth
mentioning that a number of tax policy measures proposed by the Coun-
cil majority would further polarise the measured net-income distribution
or the distribution of the tax burden.

Simulations by Bach and Harnisch (2017) show that the aforementioned com-
plete abolition of the solidarity surcharge v i1Em 658 would provide substan-
tial additional tax relief for those with very high incomes. The solidarity sur-
charge is only payable on income tax liabilities above 972 Euro and starts with a
sliding scale where the full surcharge is not yet payable. This means that it has
an even more progressive effect than the income tax, which is already highly
progressive. The lower half of the income distribution pays virtually no solidarity
surcharge, whereas almost 80 % of this tax is paid by the richest fifth of the in-
come distribution, 62 % is paid by the top tenth and 28 % by the top hundredth.
N CHART 108 It is therefore evident that the tax relief resulting from the complete
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N CHART 108
Distribution of revenue from the solidarity surcharge in 2018

abolition of the solidarity surcharge would be concentrated at the top end of the
income distribution. The complete abolition of the solidarity surcharge would
therefore shift the tax burden from top to bottom and widen the disparity
in the net-income distribution.

The Council majority points out that there is a conflict between the distribu-
tional and efficiency goals of taxation. It therefore claims that although cut-
ting taxes in the top income segments could increase the inequality of net in-
comes, by boosting investment activity it might also raise the level of incomes
overall. The Council majority points out that this also applies to the solidarity
surcharge, with roughly 40 % of its revenue coming from corporate earnings.
N ITEM 658 However, the potential incentive effects of abolishing the solidarity
surcharge as far as firms are concerned should not be overestimated. As the
Advisory Board to the Federal Ministry of Finance (2019, page 15) points out,
this would only reduce the corporate tax burden by a modest 0.83 percentage
points. Following Hermle and Peichl (2013), the optimal top rate of income tax —
whose calculation factors in negative incentive effects — might well lie way above
the current rate including the solidarity surcharge.

Despite all of the problems and questions still to be clarified, the findings of the
analysis conducted by Blomer et al. (2019b) might well provide justifi-
cation for drawing more positive economic policy conclusions. They
show that an overhaul of transfer withdrawal rates in low-income segments
combined with an increase in the basic level of social welfare might be able to
achieve noticeably positive labour supply effects and a significant reduction in
the at-risk-of-poverty rate — which has risen recently — without placing a burden
on the public finances. Including additional further scenarios that ruled out the
option of imposing any further tax burdens — especially on single parents and
families with children — and aimed to introduce automatic disbursement of
transfer payments in order to overcome the stigma effect, this could certainly be
achieved at a reasonable fiscal cost and would genuinely improve the effective-
ness of the welfare state, significantly reduce the at-risk-of-poverty rate and ac-
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tually strengthen work incentives (Blomer and Peichl, 2018). The more modest
interventions proposed by the Council majority are hardly likely to achieve the
last two points in particular.
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