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The German Council of Economic Experts presents its Annual Economic Report 2014/15 today.
The report is entitled:

More confidence in market processes

The German government has used the budgetary leeway allowed by the positive economic perfor-
mance in recent years in order to introduce the full pension for some 63 year-olds and the in-
creased "mother pension™ (Mitterrente) for those with children born before 1992. However, reality
has caught up with politics faster than expected. Thus, economic policy should be redirected to
address the main long-term challenges, in particular those due to demographic change. It should
place greater confidence in market processes instead of increasingly seeking to fix market out-
comes in order to achieve distributional objectives.

After a surprisingly strong start in early 2014, the German economy experienced a significant set-
back. Geopolitical risks and unfavourable developments in the euro area are likely to have played
a major role here. But the economic policy conducted by the German government may also have
had a negative impact on the confidence of market participants. The German Council of Economic
Experts projects GDP to increase by 1.2% in 2014 and 1.0% in 2015.

These less favourable prospects have triggered a debate on an alleged “investment gap” in the
German economy. Indeed, there are some indications that public investment is weak. This addi-
tional investment spending could be realized by setting the priorities for public spending right. No
additional revenue, neither from implicit nor explicit debt, is necessary to achieve that.

For private investment, there is no evidence of a pathological weakness. Nevertheless, the envi-
ronment for private investment and innovation can be improved. The labour market should not be
subjected to stricter regulation. Instead, the government should critically examine existing regula-
tions. Social security systems must be financed in a way that helps them to withstand demographic
change. The government should embed its “energy transition” (Energiewende) into an internation-
al strategy for climate protection and organise it more efficiently. It should improve the efficiency
of the innovation system and facilitate an ever deeper integration of the economy into the interna-
tional division of labour.

The government should not fully exhaust the leeway offered by the almost balanced public budget
within the regulations of the debt brake, because the credibility of the fiscal rules has not yet been
safely established. The favourable budget situation is attributable to bracket creep and special tem-
porary factors: low interest rates, increased employment, and a demographic respite. At the same
time, structural expenditure has risen considerably. The fiscal equalisation system should be de-
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signed as a proactive, incentive-creating financial regime, and the impact of bracket creep should
be reduced so as to create a more investment- and innovation-friendly environment.

Two-speed global growth will continue in 2015. Growth engines will be the United States and the
United Kingdom. More modest performance seems likely in the euro area. With expected GDP
growth of 1.0% and an inflation rate of 0.7%, a slide into deflation is unlikely.

The ECB has cut its key interest rate to almost zero and introduced extensive quantitative easing
measures. This policy holds risks for long-term economic growth in the euro area, not least by
dampening the member states' willingness to implement reforms and consolidate their public fi-
nances. Thus, the ECB should avoid massively expanding its balance sheet as long as it does not
forecast deflation in the euro area.

The banking union represents an important step towards a stable financial system in Europe. How-
ever, the German government should strive for a change in the European treaties. This would make
it possible to create a European banking supervisory authority that would be institutionally sepa-
rate from monetary policy and would allow for more effective bank resolution.

Key economic indicators for Germany

Gross domestic product

Final consumption expenditure % 0.8 0.8 0.9 1.4
Private consumption3 % 0.7 0.8 0.8 1.5
Government consumption % 1.2 0.7 1.0 1.2

Investment in machinery & equipment % - 29 - 2.7 3.0 3.9

Buildings % 0.6 - 01 35 2.0

Domestic uses % - 0.9 0.7 1.5 15

Net exports (in percentage points) 1.3 - 05 - 0.2 - 0.4
Exports of goods and servives % 2.8 1.6 2.9 3.6
Imports of goods and services % - 0.0 3.1 3.7 5.1

Persons employed (domestic) thousand 42,033 42,281 42,641 42,795
Person employment, covered by social securitye4 thousand 29,341 29,713 30,180 30,474
Registered unempolyment, stocks® thousand 2,897 2,950 2,908 2,931
Unemployment rate*® % 6.8 6.9 6.7 6.7
Consumer prices6 % 2.0 1.5 1.0 1.3
General government balance’ % 0.1 0.1 0.3 - 0.0

1 - Forecast by the GCEE. 2 - Inflation-adjusted year-on-year change. Also applies to all listed components of GDP. 3 - Including not-for-profit
private organisations. 4 - For 2012 and 2013: Source: Federal Employment Agency. 5 - Registered unemployed in relation to civil labour force.
6 - Year-on-year change. 7 - Regional auhorities and social security in contrast to national accounts; in relation to nominal GDP.
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