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|. TOWARDS A FORWARD-LOOKING
ECONOMIC POLICY

1.

The German economy is experiencing a major upturn as the new legislative
term begins. Production capacities are already overutilised. v iTEvs 261 Fr. The
rest of the euro area, Germany’s main trading partner, is returning to nor-
mal levels of utilisation, even though unemployment remains high in some
countries. v ITEM 233 The opportunities for, and risks to, the economic outlook are
more or less balanced, meaning that the upturn could continue for some time to
come. As a result, the solid economic situation provides the new Federal Gov-
ernment with an excellent base for reforms that will help to ward off undesirable
developments and leave the German economy better equipped to tackle the chal-
lenges of the future.

A reform agenda is all the more advisable as the upturn is still partly driven by
exceptionally loose monetary policy. The European Central Bank (ECB)
recently decided to make further bond purchases worth €270 billion in total in
the period leading up to September 2018, slashing its monthly purchase volume
in half. The low interest rates and bond purchases could compromise the ECB’s
price stability objective if concerns over preserving financial stability and the
stability of member states’ public finances take priority. Also, there are no defla-
tionary risks lurking on the horizon and capacity utilisation is increasing. This
means that the stage is set for a normalisation of monetary policy sooner or lat-
er. The GCEE outlines a possible exit and communication strategy. v ITEMs 381 F.

In addition to the solid economic environment, the formation of a new govern-
ing coalition in Germany provides a fresh opportunity to re-adjust econom-
ic policy. The focus on distributional issues that has dominated the debate in
recent years should be replaced by a focus on the challenges of the future. The
GCEE already set out the economic policy priorities for a new Federal Govern-
ment last year (GCEE Annual Report 2016 box 1), calling in particular for using
the good economic situation to strengthen the competitiveness and future viabil-
ity of the German economy.

Fiscal policy should use the fiscal leeway generated by buoyant revenues first
and foremost to implement reforms conducive to growth. There is no need
to increase the public spending ratio. Rather, the burden on taxpayers should be
reduced. Higher spending in certain areas should be achieved by changing the
structure of expenditure. v TEms 44 F. Moreover, the federal states (Lander)
should take greater responsibility for their municipalities and keep a closer eye
on their budget management. v iTEm 600 Finally, more effort should be directed
towards preparing the social security systems for the impending acceleration in
demographic change. N ITEMS 51 FF.

In order to boost the labour potential in times of demographic change, measures
that help balance family and work-life and promote lifelong learning could in-
crease employment levels among women and older employees. Greater op-
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portunities for labour migration aimed at specialists with an occupational
training background would also help to counteract the increasing shortage of
skilled workers. The emphasis should also be on reducing long-term unemploy-
ment and integrating recognised asylum applicants into the labour market. Fi-
nally, the government needs to step up its education and training efforts in order
to prepare the labour force for the digital work environment of the future.
N [TEMS 810 FF.

Key will be policymakers’ response to structural changes from the comprehen-
sive digitalisation of business and society. Although some German companies
are international leaders in digitalised production, they are not leaders in es-
tablishing new business models in the service industry. There are several
ways in which policymakers could support this structural change, namely by
strengthening general skills in education and training, putting regulations in
place that foster innovation, implementing systematic measures to drive the dig-
italisation of government administration and ensuring that the labour market is
flexible enough to handle rapid structural change. ~ ITEMS 768 FF.

Finally, energy transition policies aimed at climate protection should follow a
market-oriented strategy based on a uniform CO. price, replacing today’s frag-
mented, planned economy approach. N ITEMS 79 FF.

At the European level, the initiatives launched by the new French President
Macron will provide the new Federal Government with momentum to forge
ahead with European integration. European partners should remain faithful
to two principles in the process: subsidiarity and unity of liability and con-
trol. Over the last few years, the GCEE has laid out how the architecture of the
euro area could be strengthened on the basis of these principles. These measures
include phasing out the privileges afforded to sovereign debt in banking regula-
tion and introducing a mechanism for the orderly restructuring of government
debt as part of the programmes offered by the European Stability Mechanism
(ESM). ~ irems 122 Fr. Further integration, such as the introduction of a common
deposit guarantee scheme, would only be an option if the risks in the financial
system were reduced to an appropriate level. ITEMs 108 FF., 426 FF.

Giving the ESM an additional surveillance role could help promote consolida-
tion and reform in the euro area, which is the responsibility of the member
states and lies in their own interest. The creation of safe assets in the euro
area should only be considered under stringent conditions to exclude any im-
plied liability risks. As a first step, the regulatory framework should be amended
to facilitate an environment in which, ideally, private players create such assets
on their own. N ITEMS 129 FF.

The GCEE has also pinpointed areas in which the European Union should take
more action. To minimise the damage for all stakeholders, it would make
sense to extend Brexit negotiations as a one-off measure if, as is likely, ne-
gotiations are protracted. Finally, the partners within Europe should join forces
to show that isolationism and protectionism are the wrong answers to the chal-
lenges created by an increasingly globalised world. Rather, Europe should pur-
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sue an economic policy agenda that facilitates structural change and strengthens
the single market. ~ ITEMS 629 FF.

Il. MAJOR UPTURN, CHANGING COURSE IN
MONETARY POLICY

8.

10.

11.

The global economic upturn has gathered pace, with growth in global gross
domestic product (GDP) picking up considerable speed since the second half of
2016. The advanced economies are the main forces behind this development.
Developments in the euro area, in particular, have lately proven unexpectedly
dynamic. ~ cHART 1 ToP LEFT The economic situation has also improved in many
emerging markets, a trend that can be attributed, at least for oil-exporting coun-
tries, to the stabilisation in crude oil prices.

The fact that previous risks to the upturn either did not materialise, or
have at least become less pronounced, has contributed to the improved outlook.
The Chinese government, for example, managed to limit any capital flight for the
time being and ensured continued high growth. The United States has yet to
embark on any extensive protectionist measures. The United Kingdom’s request
to leave the EU and the exit negotiations have not triggered any major economic
slump to date. Pro-European parties have prevailed in the national elections of
European Monetary Union member states.

As sentiment indicators show, economic players across the globe have re-
vised upward their expectations for the future. Together with favourable
financing conditions, elevated capacity utilisation already prevalent in many
countries, expansionary fiscal policy and a more stable oil price, this has boosted
investment and revived global trade. This upturn is expected to continue in the
forecast period from 2017 to 2018.

Nevertheless, the low-interest rate environment continues, as central
bank key rates in the major industrialised countries remain near zero and the
supply of liquidity is still increasing, given bond purchases in Japan and the euro
area. Despite gradual monetary tightening in the US, the gap between interest
rates and their level implied by simple Taylor rules continues to widen as eco-
nomic activity and inflation increase. N CHART 1 TOP RIGHT

The GCEE believes that the risks for the global economic outlook are more bal-
anced than in the past. Some of the above-mentioned risks persist, including the
risk of increasing protectionist tendencies, the threat of an unexpected growth
slump in China and political risks within Europe. These include the risk of a
“hard Brexit”, given the lack of progress in the United Kingdom’s exit negotia-
tions, an exacerbation of the conflict in Catalonia and the potential victory of eu-
rosceptic parties in the upcoming parliamentary elections in Italy. Moreover, low
interest rates could fuel exaggerations on financial markets and lead to misallo-
cations in the real economy. Also, the risk of financial market turbulence should
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16.

not be underestimated as many central banks begin to exit their prolonged low-
interest rate policies. However, there are also a number of upside risks, in par-
ticular a stronger-than-expected upturn in investment.

1. Economic upturn in the euro area

In the euro area, the unexpectedly pronounced economic recovery has now
reached all member states. Consumption remains the driving force behind the
upturn. Investment is also developing very dynamically and exports have made a
return to stronger growth. Employment is on a steady upward trajectory, even
though unemployment rates in some member states remain very high.

The strong recovery is accompanied by exceptionally good sentiment levels
among consumers and corporations, and by higher capacity utilisation. This is
supported by structural adjustments made during the crisis, lower political risks
and the positive development of global economic activity. Adding to the ongoing
very accommodative monetary stance, fiscal policy is also expansionary. N CHART 1
CENTRE LEFT As a result, the euro area economy is growing at a rate well in
excess of its potential. For 2017, the GCEE expects the output gap in the euro
area to close for the first time since the financial crisis. ~ ITEm 345

Inflation has increased again in 2017 driven primarily by energy prices, which
bottomed out at the beginning of 2016 and rebounded to a higher level in 2017.
At the same time, core inflation has increased moderately as the econom-
ic situation has started to normalise.

The GCEE expects the euro area to report GDP growth of 2.3 % and 2.1 % in
2017 and 2018 respectively. Inflation as measured by the Harmonised Index of
Consumer Prices (HICP) is expected to be 1.5 % in both 2017 and 2018. The
GCEE predicts a core inflation rate of 1.1 % for 2017 and 1.4 % for 2018.

In Germany, the major upturn, which was already well underway, has gained
further momentum. ~ cHART 1 ToP LEFT Economic growth outstripped expectations
by far in the first half of 2017, with the recovery in the euro area playing a deci-
sive role. The associated increase in external demand meets with production
capacities in Germany that are already overutilised due to robust domestic
demand. This environment has prompted companies to invest in additional ca-
pacity. It also means that, in addition to gross fixed capital formation in con-
struction, gross fixed capital formation in machinery and equipment and in-
vestment in research and development are rising notably.

While the upturn is becoming more and more broad-based, the German econ-
omy is gradually becoming overstretched. Employment continues to rise,
particularly for standard employment types, and the unemployment rate has
dropped to the lowest level since German reunification. N CHART 4 CENTRE RIGHT
Companies are finding it increasingly difficult to recruit new staff in order to
meet the high demand for goods and services. The German economy is edging
closer to a boom.
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Overall economic development and challenges
The expansion is stronger than
previously expected.
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Central banks of the major industrial countries
maintain extremly expansionary monetary policy.
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The GCEE expects the upturn to continue this year and next. It forecasts Ger-
man GDP growth of 2.0 % in 2017 and 2.2 % in 2018. Adjusted for the different
number of working days, the growth forecasts are 2.3 % and 2.2 %. This means
that the German economy will outperform the estimated potential growth rate of
around 1.4 % in both years.

In light of the macroeconomic overutilisation, inflation and wage growth
are moderate. One factor contributing to moderate wage growth is the high
level of migration from other EU member states, which has gradually increased
the supply of labour in Germany. Over the past few years, this has cushioned
shortages on the German labour market. Prices and wages are, however, already
showing a moderate upward trend, and the GCEE expects to see a core inflation
rate of 1.9 % in 2018. Wage growth has already been exceeding the sum of
productivity growth and inflation, its scope for distribution, since the crisis in
the euro area. N CHART 1 BOTTOM LEFT

This means that the previous phase of wage moderation is over. Given the weak
wage development in many other member states within the euro area, the com-
paratively strong wage development in Germany is contributing to the conver-
gence of price competitiveness in the member states.

The GCEE forecasts a gradual reduction in Germany’s current account
surplus to 7.7 % and 7.6 % of nominal GDP in 2017 and 2018 respectively, after
8.3 % in 2016. This surplus reflects, among other things, the structural effect of
demographic change (GCEE Annual Report 2014 items 418 ff.). Part of the con-
solidation observed in the public sector and among private households can like-
wise be attributed to this aspect.

The rise in corporate savings is also accompanied by strong investment activity
abroad. It seems that when making investment decisions, German companies
frequently conclude that investment opportunities in Germany are not suffi-
ciently attractive (GCEE Economic Forecast, March 2017). As a result, the GCEE
believes that improving the investment climate in Germany should be giv-
en priority. This could boost potential output and reduce the current account
surplus at the same time.
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2. A strategy to change course in monetary policy in the
euro area

The marked economic recovery and higher inflation within the euro area require
a reaction of monetary policy to reflect improved macroeconomic condi-
tions. v 1TEMs 352 FF. The ECB’s monetary policy, however, remains extremely ex-
pansionary, and its degree of expansion is still increasing. The expansionary
monetary policy could also pose risks to financial stability. This highlights the
need for a normalisation of monetary policy. Even if the ECB had ended
its net bond purchases at the end of the year, its policy would still have been very
expansionary given the size of its balance sheet and its policy rates. Yet, the ECB
has now decided to continue with its bond purchases until September 2018 at
the very least — albeit at a slower pace.

Given macroeconomic developments, the Governing Council of the ECB should
urgently communicate a comprehensive strategy for the normalisation
of monetary policy. v cHArRT2 This would ensure that market participants
could make timely preparations for the end of loose monetary policy and would
help to avoid disruptions on financial markets. The ECB should take a symmet-
rical approach as part of this strategy. This means that it should not only offer
market participants the prospect of the larger bond purchases in the event of
weaker economic developments, but also promise a reduction and the earlier
termination of the bond purchases in the event of better economic develop-
ments. The GCEE believes that, based on the information currently available, it
would be advisable to end the bond purchase programme early.

In any event, the ECB should avoid making any unconditional commit-
ment and instead publish a forecast for the further development of monetary
policy. v imEms 390 FF. An end to the bond purchases would trigger a return to
slightly higher medium and longer-term interest rates, and lending rates would
gradually rise as a result. This would likely contain interest risks incurred by
banks. Depending on economic developments, the next step could involve first
hikes of the policy rate, followed by a gradual trimming of the balance sheet.

The ECB’s previous communication of forward guidance should be developed in-
to an extensive projection of its future monetary policy stance.
w TEMs 391 FF. Forward guidance aims to alleviate uncertainty among market par-
ticipants regarding the central bank’s expectations and to make monetary policy
more effective (Praet, 2013).

There are several ways of putting this into practice. The Governing Council of
the ECB could, for example — like the central banks of Sweden, Norway and New
Zealand — publish its own inflation and growth forecast, together with the corre-
sponding expected path for bond purchases and interest rates. This
forecast would be adjusted repeatedly to reflect the latest information available,
meaning that it would not bind the central bank unconditionally to any particu-
lar course of action. Another alternative that would not require a vote in the
Governing Council of the ECB would be to publish individual council members’
projections, just as the US Federal Reserve has done for many years. Finally, in-
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N CHART 2

Key elements of

a monetary policy normalisation strategy of the ECB

Symmetric reaction of the ECB on macroeconomic developments
— finish monthly asset purchases at an earlier stage

— then gradually raise key policy rates

— reduce longer-term asset holdings

Forward guidance: forecast regarding
— future development of asset purchases, reinvestments and key policy rates
— as well as the sequence of these measures

Comprehensive forecast of the future monetary policy

— publ

ish quantitative forecast on the expected path of asset purchases and key policy rates

— alternatively: publish individual council member forecasts similar to the Federal Open Market Committee of the

Fed

— improve Eurosystem staff‘s forecast by means of own interest rate forecast

Expand communication to
— reduce disruptions on financial markets in the course of monetary policy normalisation and
— avoid the risk of fiscal and financial dominance

Source: Own figure
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flation and growth projections published by the Eurosystem staff could be en-
hanced to include a specific monetary policy projection path.

In communicating its normalisation strategy, the ECB could also allay concerns
about whether it was actually willing and able to tighten monetary policy if this
posed problems for member states or systemically important banks. It could, for
example, refer to the institutional framework provided by the Banking
Union and the European Stability Mechanism (ESM). The Banking Union
allows ailing banks to be resolved or restructured without triggering any system-
ic crises. The ESM allows a sovereign debt crisis to be averted and, where appro-
priate, allows member states to draw loans in combination with effective condi-
tionality for fiscal consolidation and reforms.

Implementing sustainable economic policies in member states is absolutely
crucial in order to prepare for rising interest rates in the future, reduc-
ing the risk of fiscal dominance. This first requires that individual member states
use the temporary interest rate savings for fiscal consolidation in order to reduce
their future debt service burden. Secondly, member states should systematically
undertake reforms to improve competition and growth prospects.

3. Rising risks within the financial system

The risks within the financial system have increased further as a result
of the sustained period of low interest rates. The marked rise in residential prop-
erty prices in many European countries has prompted the European Systemic
Risk Board (ESRB) to issue warnings to eight member states (ESRB, 2016).
v TEM 472 The rise in residential property prices in Germany has acceler-
ated further. The Deutsche Bundesbank now assumes that residential proper-
ties in cities are between 15 % and 30 % overvalued; in the previous year, it had
put the overvaluation at between 10 % and 20 % (Deutsche Bundesbank, 2016a,
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2017a). Credit growth, however, remains moderate and private household debt
is relatively low, which is why the Financial Stability Commission (2017) still
deems risks to financial stability to be on the low side at the moment.

Other asset prices have also climbed to a high level by historical standards.
Fixed-income securities, in particular, are at risk of an abrupt price correc-
tion if interest rates rise. v ITEM 474 Among other things, this would affect the
growing investment fund sector, which has been investing increasingly in less
liquid assets since the low interest rate phase began. A sudden rise in interest
rates would come hand in hand with the risk of substantial fund outflows, trig-
gering fire sales and spiralling prices that could spark contagion to the rest of the
financial system. v ITEM 497

In the German banking system, the risks of interest rate changes have in-
creased further because the fixed-interest periods for loans have increased
while the share of short-term forms of funding has risen. N CHART 1 BOTTOM RIGHT
German savings banks and credit cooperatives have particularly high interest
rate risk coefficients, meaning that they would be hit particularly hard by an ab-
rupt rise in interest rates. N ITEMS 475 FF.

Given rising interest risk, it would be premature to conclude that the moderate
credit growth implies low risks to financial stability. An abrupt increase in inter-
est rates would be particularly problematic following a long period of low inter-
est rates. From a financial stability perspective, a timely and gradual rise in
interest rates would be associated with much less turbulence. This supports
the GCEE’s calls for a normalisation of monetary policy in the near future. A
gradual increase in long-term interest rates while keeping short-term rates low
could help to put a damper on interest rate risks. v ITEms 383 FF. At the same time,
macroprudential policy both within and outside of the banking sector will
play an important role in limiting the risks to financial stability. v 1TEMS 479 FF,
503 FF.
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I1l. SUSTAINABLE ECONOMIC POLICY

29.

30.

31.

32.

Demographic change in Germany will accelerate over the coming dec-
ade as the baby boomers of the 1960s reach retirement age. In 2015, there were
around three people of working age for each person over the age of 65, while
there will be only 1.7 people by 2060. This means that, in addition to digitalisa-
tion, ageing will define changes in society and the labour market alike. In addi-
tion, the costs of retirement provision, health and nursing care will increase, a
trend that will be closely related to both medical technology advancements and
ageing. Consequently, a well-functioning labour market with high levels of em-
ployment and low unemployment, as well as an efficient healthcare system are
crucial for making government budgets sustainable in the long run (GCEE Ex-
pertise, 2011).

Economic policy has prepared for this development on the one hand by imple-
menting reforms, for example in the statutory pension scheme, and on the other
by using fiscal surpluses to reduce the debt ratio. During the last legislative term,
German fiscal policy was repeatedly criticised (European Commission,
2017a; IMF, 2017a). Critics said it wasn’t doing enough to support the European
and global economy, and was instead contributing to its substantial current ac-
count surplus through a restrictive fiscal policy (Economist, 2017). According to
the critics, Germany has neglected its infrastructure and urgently requires high-
er public investment (DIW, 2015). There are calls for greater state redistribution
to alleviate income inequality and social disparities (Horn et al., 2017).

Fiscal policy has not been able to withstand this pressure. Since 2015, fiscal
policy in Germany has turned expansionary. imem 575 The Federal Government,
federal states, municipalities and social security funds have primarily increased
consumption and transfer spending, for example by hiring staff or implementing
the 2014 pension legislation, which introduced a mothers' pension and pensions
from the age of 63 for long-term contributors. Despite fiscal surpluses, the sus-
tainability of public finances did not improve sufficiently.

Based on the S2 indicator, the European Commission, for example, estimates
that Germany’s sustainability gap until 2060 amounts to 2 % of GDP (Euro-
pean Commission, 2016a). This means that the fiscal balance would have to im-
prove by 2 % of GDP in the long run in order to keep the debt ratio steady at to-
day’s level. According to GCEE calculations which, unlike the European Com-
mission, applies a projection period to 2080, the sustainability gap amounts to
4.2 % of GDP. N [TEMS 529 FF.

This provides the backdrop for the challenges facing economic and fiscal policy
over the current legislative term. On the one hand, economic and fiscal policy
needs to boost the labour potential and help close the sustainability gap. On
the other, the Federal Government, the federal states, municipalities and social
security funds cannot afford to stray from the path of sound fiscal policy.
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1. Increasing the labour potential

The current record number of unfilled positions can be taken as an indicator that
companies are finding it increasingly difficult to fill vacant positions. v ITEMS
769 FF. Some areas of the economy are already faced with a shortage of skilled
workers, although this is not currently a problem that applies across the board.
As the labour force shrinks due to demographic change, however, it will become
increasingly important to exploit the available labour potential to a better
extent than has been achieved in the past.

Economic and fiscal policy are closely intertwined. For example, employment
among women can be boosted by taking various fiscal and tax policy
measures or by changing the institutional framework to improve the opportuni-
ties and incentives for women to start working, or to increase their working
hours if they are currently either not working at all or working part-time. The
further expansion of childcare or reforms to the way families are taxed are ex-
amples of issues currently being discussed. v Box 1

Efforts to expand childcare are welcome. The extent of all-day care available
to date likely played a role in boosting employment among women in the past. It
is, however, important to remember that the quality of care provided is decisive.
Early years and pre-school care must be associated with improvements in the
level of education. All-day schools must offer meaningful, age-appropriate after-
noon programs that aim to both improve the quality of education and support a
better work-family balance.

Tax policy reforms to increase women’s employment are difficult to achieve. In-
come splitting in taxation for married couples is based on the constitu-
tional principle that bans discrimination against marriage, and should be con-
sidered a tax policy that supplements social policy based on the subsidiarity
principle. In social policy terms, spouses are considered as a mutual support and
retirement provision unit. In terms of social policy, welfare assessments are
based on the household unit. The social security system first considers whether a
household unit can secure the livelihood of its members before granting any so-
cial security benefits (GCEE Annual Report 2013 items 634 ff.). In a consistent
tax-transfer system, this role of the household unit should have a tax policy
equivalent.

This is why existing misaligned incentives for the secondary wage earner in a
marriage cannot be easily rectified. Reform proposals such as “real” family
income splitting only result in a minor improvement in the incentives for the
secondary wage earner (GCEE Annual Report 2013 items 640 ff.), making it vir-
tually impossible to justify the increase in the complexity of the tax system asso-
ciated with such reforms. Reforms of the regulations governing wage tax deduc-
tions, such as the abolition of tax classes III and V, are based on the tax-related
misinterpretation on behalf of taxpayers and do not, ultimately, result in any
material improvement of incentives. Instead, restructuring social security con-
tributions would appear to be a more effective way of increasing the incentives to
work. Within this context, the GCEE has suggested, among other things, a flat-
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rate per capita health insurance premium (Biirgerpauschale) includ-
ing a mechanism for social compensation, which could put an end to the
non-contributory inclusion of spouses in statutory health insurance coverage
(GCEE Annual Report 2013 box 23; GCEE Annual Report 2016 item 93).

At the moment, spouses are free to choose one of three tax class combinations. While the
combination selected has an impact on the monthly wage tax deductions, it does not ulti-
mately change the couple’s collective tax liability. Criticism is levelled against the first op-
tion (tax class combination Ill/V), which involves the main wage earner making relatively
low, and the secondary wage earner making relatively hefty, advance tax payments. This
can first of all reduce incentives to work for the secondary wage earner if he or she wrongly
interprets the advance payments as the actual tax burden. Second, disadvantages arise in
connection with wage-replacement benefits that are based on net salary, such as the pa-
rental allowance or unemployment benefit. The monthly deductions correspond to the
actual joint tax burden if the main earner earns 60 % of the household income. Back-taxes
generally have to be paid in the event of deviations. With the second combination (tax
class combination IV/IV), both partners are taxed like singles. This involves overestimating
the tax burden during the year, meaning that the couple has less money available until the
difference is reimbursed. There has been a third combination available since 2010: the
IV/IV combination with a factor. This factor already reflects the splitting advantage during
the year and takes better account of the salary distribution within the household. This op-
tion has barely been used. The additional bureaucracy required could be one reason for
this, because couples need to request this option at least every two years. The GCEE does
not view the possible misinterpretation of substantial monthly deductions for secondary
wage earners, who voluntarily choose the Ill/V tax combination, as a reason to abolish the
option. Opportunities to make the “IV/IV with a factor” option more attractive could, how-
ever, be exploited.

37.

38.

Other tax policy measures to support families are also problematic. An increase
in tax allowances for children (and, as a result, the child benefit) to the level
of the personal tax allowance, or even to an amount that would correspond to
double the current amount, would be virtually impossible to justify from the per-
spective of the tax system. The tax allowance for children is supposed to prevent
the taxation of funds needed to cover the basic needs of children. Yet, this
amount is substantially lower than those of adults, which is why the tax allow-
ance for children is less than the personal tax allowance. This aspect is also re-
flected in proposals for a “real” family income splitting. As it is highly questiona-
ble whether tax incentives serve to meet family policy objectives, for instance to
increase fertility rates, the resulting drop in tax revenue can hardly be justified.

It would be misguided if the debate on child poverty were to lead to an exces-
sive increase in the tax allowance for children. Entrenched child poverty calls for
targeted measures (Cremer, 2016), whereas child benefits and tax allowances for
children benefit everyone, albeit in particular taxpayers with higher incomes.
Social policy cannot be improved by distributing benefits indiscriminately.

Another key factor for raising labour potential is immigration. In order to keep
the labour potential at its current level in the long term, the number of people
immigrating to Germany every year would need to exceed the number of people
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emigrating by 400,000 in the long run (Fuchs et al., 2017). However, it is im-
portant to strictly separate the concept of qualified labour migration from migra-
tion due to asylum, as the latter can only be justified by humanitarian reasons
and not on economic grounds. A future immigration strategy could include
the following aspects:

— Controlled immigration from non-EU countries could be expanded to
cover not only university graduates, but also skilled workers with voca-
tional qualifications who do not have a university degree. Instead of
the current approach, whereby specialists from non-EU countries are only
given access to the German labour market if they can prove that they have a
job in a designated understaffed occupation, applicants could be granted a
fixed-term residence permit allowing them to seek work if they have the re-
quired qualifications and language skills.

— In addition, measures should be taken to facilitate immigration by citizens of
non-EU countries who want to embark on vocational training. A sepa-
rate residence permit, for example, could be created to cover individuals
seeking a vocational traineeship in occupations hit by shortages for a fixed
term.

A general points-based system inspired by the Canadian model, however,
would not be productive, because European migration legislation has already
significantly restricted the scope for national legislators to define the terms of
labour migration. Rather, the focus should now be on the search for a specific
job as opposed to a relatively untargeted points-based system of immigration
(Expert Council Migration, 2017).

As emphasised by the Expert Council of German Foundations on Integration
and Migration (Expert Council Migration), an immigration act could help, in
view of the increased complexity, to bundle existing regulations on labour migra-
tion, admittances for family reasons at a later time, immigration by international
students and refugees in a transparent and systematic manner (Expert Council
Migration, 2015, 2017). This could also send a signal, both within Germany and
to other countries, that Germany has made a conscious decision to open itself to
controlled labour migration.

Finally, the establishment of a flexible retirement age could allow older
people to keep working for longer, increasing the labour potential (GCEE Annual
Report 2016 items 604 f.). As welcome as this sort of flexibility may be for many
employees who want to keep working, it is unlikely to allay fears of a shortage of
skilled workers or fix the existing sustainability gap. Many people tend to associ-
ate the term “flexible retirement age” more with options for early retirement
without any pension reduction. This would be counterproductive. As working
life is always associated with a certain degree of stress, too few employees would
be likely to make use of greater flexibility in order to extend their working lives.
It certainly remains to be seen whether the measures taken in the last legislative
period to remove the disadvantages of working beyond the statutory retirement
age will significantly boost employment among older workers.
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Increasing the labour potential: key messages

Strengthening the incentives to work by further expanding all-day childcare and abolishing
the non-contributory inclusion of spouses in statutory health insurance

Expanding controlled immigration from non-EU countries to include professionally skilled
workers without academic qualifications and simplifying the process whereby people are al-
lowed to come to Germany for a limited period in order to seek work or a traineeship

An immigration act to boost transparency and send out a signal of openness

41.

42.

43.

2. Need for sound fiscal policy

Germany is currently in a comfortable fiscal policy position. Germany’s gen-
eral government budget surplus is expected to reach its highest level
since reunification this year, amounting to €31.3 billion (1.0 % of GDP), as
against 0.8 % of GDP (€25.7 billion) last year. ~ cHART 3 ToP LEFT The debt-to-GDP
ratio is likely to have fallen to 61.9 % of GDP by the end of 2018 and could fall
below the 60 % of GDP criterion set out in the Maastricht Treaty in 2019 at the
latest. N CHART 3 TOP RIGHT

In addition to the pronounced drop in interest expense and the positive
economic environment, structural enhancements have also contributed to the
impressive improvement in the fiscal position in recent years. ~ 1TEMs 573 FF. Addi-
tionally, the tax and contribution ratio has been on the rise since 2010 due to ris-
ing social security contributions and dynamic tax revenue. N ITEM 586 Since 2014,
however, the German structural primary balance, i.e. net lending/net borrowing
after adjustments to reflect interest expenditure and income, as well as cyclical
effects, has been deteriorating. This indicates an expansionary fiscal policy.
An alternative indicator, the fiscal impulse, has been pointing to an expansion-
ary fiscal policy since as long ago as 2013. In the current situation, this sort of
policy has a procyclical effect and provides an additional impulse to a German
economy that is already overutilised.

The good fiscal situation is unlikely to last. In the medium term, there is a
risk of mounting pressure on public finances as a result of an interest rate hike.
~ TEMS 601 FF. Additional challenges from demographic change are already fore-
seeable. v ITEMs 529 F. Systematic measures should therefore be taken to reduce
the debt-to-GDP ratio further in order to create a safety margin for the addition-
al fiscal burden expected in the future. Putting an additional structural burden
on public finances should therefore be avoided. Any potential fiscal scope should
be used, at most, to implement reforms that could boost the potential growth of
Germany’s economy. These include a growth-friendly tax system and a re-
duction in social security contributions, for example unemployment in-
surance contributions. v Box 1
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44. Last but not least, warnings regarding increases in structural government spend-
ing also apply to public investment, which remains subdued despite the fact
that the Federal Government, in particular, made available considerable funds
for infrastructure in the past legislative term. ~ iTem 585 This could be due to the
pursuit of the wrong priorities, insufficient planning capacity or full capacity uti-
lisation within the construction industry. In any case, the GCEE does not see any
general lack of public funds for infrastructure investment. Additional financing
requirements for public investment should be covered without increasing the
public spending ratio by setting the right priorities.

45. The current low interest rate environment does not, in itself, provide sufficient
grounds for a credit-financed increase in public investment (Board of Ac-

N CHART 3
Fiscal indicators, debt ratios and tax burden on income and profits
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ademic Advisors to the BMF, 2017). Although the favourable financing condi-
tions are likely to boost the profitability of some investment projects that would
not have been profitable in the past, this cannot be a sufficient rationale to pur-
sue such projects without weighing up the benefits and costs involved (Schmidt
and Schmidt, 2017). In particular, expected productivity gains are an important
criterion. Given the uncertainty of future interest rate developments, the fiscal
consolidation objective and the dynamic increase in tax revenue, it would not
appear advisable to expand public investment by increasing new borrowing.

N BOX 1

Possible courses of action regarding taxes and contributions

In Germany, taxes and contributions put particular pressure on middle-income groups. N CHART 3 BOT-
TOM LEFT The overall burden from taxes and contributions comprises up to 45 % of gross income for
households with annual gross income above €35,700 (Dohrn et al., 2017). In an international com-
parison, Germany is among those OECD countries with the highest statutory corporate tax rates.
N CHART 3 BOTTOM RIGHT As a result, the substantial revenue is not only due to the favourable econom-
ic situation, but also to rising taxes and contributions. Consequently, the GCEE believes that action is
required in some areas.

Returning the increase in tax revenue from bracket creep

The large total burden on gross incomes is due, in particular, to the high statutory tax rates. As soon
as taxable income exceeds €54,058, the top marginal income tax rate of 42 % applies (scale for sin-
gle persons). Incomes of €256,304 and higher are subject to what is known as the “wealth tax”, at a
marginal tax rate of 45 %. A progressive income tax creates a so-called bracket creep when inflation
rates are positive: despite identical real incomes, the tax burden increases without any changes in
legislation. This puts strain on middle-income groups in particular. Although taxpayers have received
income tax relief in recent years, it has not been enough to compensate for the cumulative additional
burden created by bracket creep. Compared with 2010, the additional burden resulting from inflation
alone comes to almost €6 billion a year. All in all, tax relief of up to €30 billion can be justified using
this argument, without any need to increase the top income tax rate in return. Income tax always
burdens the profits of partnerships and the self-employed. Increasing the top statutory tax rate would
provide negative investment incentives for small and medium-sized companies.

Abolition of the solidarity surcharge

No debate on reforming income tax should exclude the solidarity surcharge. In 2019, the Solidarity
Pact Il will expire and thus the legislation that originally provided the basis for this supplementary
levy. As a result, the solidarity surcharge is at risk of becoming unconstitutional. It is therefore timely
to consider its abolition. On the one hand, it should be taken into account that such a reform would
only expose the Federal Government to revenue losses. On the other hand, there would be no need
to gain the political support of the federal states for this sort of tax reform, because there is no legal
requirement to seek their approval. The ideal scenario would, however, be a combination of an in-
come tax reform with the gradual abolition of the solidarity surcharge, ensuring that the federal
states and municipalities contribute to the financing of this reform.

No abolition of the withholding tax

The tax policy debate points to the different tax burdens for wage and capital income, which are
seemingly a result of the withholding tax. As the GCEE has pointed out, this only applies to interest
deductible by the payer of the interest, and that is subject to withholding tax at the level of the recipi-
ent (GCEE Annual Report 2015 items 739 ff.; Kronberger Kreis, 2017). Dividends and capital gains,
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on the other hand, are taxed more heavily than in the past. Within this context, it is important to note
that distributed profits are subject to corporate and trade taxes before the withholding tax is imposed
at the level of the shareholder. In the past, the majority of capital gains were not taxed at all, provid-
ed that shareholders adhered to holding periods aimed at avoiding speculative investments. If the
capital income currently subject to withholding tax were subject to income tax, then distributed prof-
its would be taxed much more heavily, reducing the incentives for investment. Merely imposing in-
come tax on interest income would also not be advisable due to problems in demarcating such in-
come and the incentives for tax planning. Even if the international exchange of information on tax
matters were effective, the withholding tax would still be justified.

Tax incentives for private investment

Rather, the drawback of the withholding tax is that, in its current form, it does not achieve financing
neutrality in corporate taxation. Financing neutrality could be ensured through an allowance for cor-
porate equity (GCEE Annual Report 2012 items 409 ff.). This would be a further step towards a dual
income tax system that was - quite rightly - mapped out with the introduction of the withholding tax.
At the moment, such an allowance would only be associated with a slight decline in revenue (GCEE
Annual Report 2015 items 714 ff.). At the same time, it would improve tax incentives for investment.
The tax burden on profits has increased due to raised multipliers in the trade tax, in particular.
N CHART 3 BOTTOM RIGHT As tax competition is likely to become more intense given the tax policy plans
set out by the United States and the United Kingdom, the Federal Government should take suitable
reform measures.

Taxes on wealth

Taxes on wealth should not be increased. Regarding the inheritance and gift tax, the GCEE abides by
its proposal, which combines a broad tax base and low statutory tax rates with generous deferral
rules. The recent reform, however, makes inheritance tax law more complex and provides incentives
for tax planning. As it distorts investment activity, the idea of a wealth tax should not be revived. A
property tax reform could resolve existing distortions. Action needs to be taken with regard to proper-
ty tax primarily due to the outdated calculation of the tax base relying on standardised values (Ein-
heitswerte) (GCEE Annual Report 2016 item 91). As it is very difficult to avoid, this type of tax is rela-
tively efficient in economic terms. The reform proposals put forward by the Bundesrat (German upper
house) are a step in the right direction. The statutory rates of property transfer tax should at least not
increase any further. Rather, the Federal Government and the federal states should agree on a max-
imum statutory tax rate.

Reduction in unemployment insurance contributions

The encouraging situation on the labour market has considerably increased the reserves of the Fed-
eral Employment Agency. N ITEM 588 This is partly due to structural improvements. The GCEE esti-
mates the sustainable contribution rate after adjustments to reflect cyclical components at 2.5 %.
The current contribution rate of 3 % could therefore be reduced by up to 0.5 percentage points. In the
current situation, the reserves would not increase any further.

Government grant scheme to support families building homes

The housing policy debate has raised the question of reintroducing the government grant scheme to
support families building homes (Baukindergeld), which had been replaced by the housing allowance.
Many of the proponents of this strategy hope that this would make families with children more likely
to choose home ownership. Abolishing the housing allowance and the grant scheme for family home-
building was justified because it failed to increase home ownership, came hand in hand with signifi-
cant free-rider effects and probably contributed to rising property prices. More recent studies in
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Denmark confirm such effects of a similar tax incentive (Gruber et al., 2017). As a result, it would be
advisable not to reintroduce the grant scheme to support families building homes.

Other tax incentives

Granting new incentives like tax incentives for research and development and those for energy-
efficient building renovation, does not improve the conditions for growth. They open up possibilities
for tax planning in the corporate sector and households alike and create significant deadweight ef-
fects. The introduction of degressive depreciation produces a shift in the distribution of corporate
depreciation over time, which would add to overheating at this stage of the economic cycle. The de-
cline in revenue could be better used elsewhere in the tax system for more productive reforms.

46.

47.

48.

49.

3. Fiscal policy challenges for federal states and
municipalities

Any analysis at the federal level masks heterogeneous developments be-
tween individual social security funds and within the sub-national levels of gov-
ernment. Although budget balances have improved overall in virtually all fed-
eral states and the municipalities in aggregate, v iTEM 590 there are still
considerable differences between federal states.

The development in municipal short-term liquidity loans in the four
non-city states of Hesse, North Rhine-Westphalia, Rhineland-Palatinate and
Saarland is particularly striking. v imEms 597 Fr. Short-term liquidity loans (Liquid-
itdtssicherungskredite) aim to provide short-term bridge financing that is then
repaid in the course of the year or, if carried forward to the next year, covered in
the course of that year. Consequently, a sustained high, or even increasing, level
of short-term liquidity loans suggests that current expenses are being regularly
financed with credit, which is actually prohibited. In addition, the sustained high
level suggests that some municipalities are not able or willing to achieve the bal-
anced budget they are meant to aim for.

The federal states in which municipalities have high levels of short-term liquidi-
ty loans appear to have only insufficiently fulfilled their fiscal oversight duty in
the past (Christofzik and Kessing, 2014; Deutsche Bundesbank, 2016b).
Stronger accountability for and fiscal oversight of the municipalities
by the federal states is therefore advisable. This could be achieved by requir-
ing that at least municipal liquidity loans with a term of more than one year be
taken out only from the federal state (Deutsche Bundesbank, 2017b; Independ-
ent Advisory Board of the Stability Council, 2017). At least these liquidity loans
should be included in the federal states' deficits as part of the state debt brake
and not be exempted from the debt brake as a financial transaction.

In addition, outsourcing in the form of public enterprises, which are majority
controlled by core budgets yet not attributed to the government sector, is not
included in the debt brake. A majority of the debt and staff in the public sec-
tor can be attributed to such outsourcing. v iTEms 611 F. There could be an incen-
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tive to pass on tasks and debts to the outsourced areas not included in the debt
brake. Generally, therefore, stricter regulations based on the European fiscal
rules for determining the budget deficit should be applied to the German debt
brake (GCEE Annual Report 2016 item 85). Furthermore, better data, for exam-
ple on municipal minority shareholdings, is needed to assess the public sector's
condition. Mandatory municipal consolidated financial statements, together
with shareholding reports, which are published promptly, could be useful. The
most current data only reflects the situation in 2014.

Unlike for employees, local authorities must fund the pensions of their retired
civil servants themselves. Expenditure on pensions for civil servants
comprises a large share of public spending, in particular for the federal states.
N TEMS 605 FF. Although retirement pay has already been lowered and the retire-
ment age gradually increased, further precautionary measures are needed
in view of increasing life expectancy. For example, all the federal states have
pension reserve funds for relieving pressure on their budgets in the future. How-
ever, because they have been permitted to freely organise these funds since the
2006 Federalism Reform, some federal states have reduced allocations to the
funds based on their budgetary performance, decided to liquidate them or aban-
doned the aim of fully funding their pension expenditures for civil servants.
Protecting these funds from discretionary and politically motivated
influences is therefore imperative.

Fiscal policy: key messages

Priority for the further consolidation of the federal budget and the budgets of federal states
and municipalities

Avoidance of structural spending increases: additional financial needs, for example in the
area of public investment should be covered through suitable prioritisation on the expendi-
ture side without increasing the public spending ratio

Stronger accountability for and fiscal oversight of the municipalities by the federal states:
the municipalities should only be able to take out liquidity loans with a term of more than
one year from the federal state

Use of fiscal leeway for growth-friendly reforms of the tax and social security system

51.

52.

4. Forward-looking reforms of pension provision

The long-term sustainability of public finances amid demographic change
hinges largely on the organisation of the pension system. This is because the
number of retirees will rise in the coming decades as baby boomers leave the
workforce, ending the demographic respite.

In light of this, the GCEE last year presented reform options to improve the
three-pillar system of retirement provision in a targeted manner (GCEE
Annual Report 2016 items 590 ff.). Firstly, an increase in the statutory retire-
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53.

ment age beyond 2030 is necessary. It should be linked to further life expec-
tancy at age 65. This would keep the relative duration of pension benefits from
increasing further over time. Secondly, the GCEE calls for compulsory pension
coverage for the self-employed instead of an obligatory inclusion in the statutory
pension scheme. Inclusion in the statutory pension scheme is not likely to con-
tribute to its long-term sustainability, meaning that only a general coverage
through pension insurance should be made obligatory.

Some progress has been achieved in occupational and private pension
provision. For example, double social security contributions in occupational
pensions will be abolished. Misaligned incentives will also be reduced, as Riester
pensions and occupational pension payments will be partially exempt from de-
duction from the old-age basic income support through an allowance from next
year. If these measures do not lead to further take-up of occupational pensions, a
standard product not provided by government could make sense (GCEE Annual
Report 2016 item 645).

Instead of expensive “solidarity pension” concepts, an analogous approach for
the statutory pension scheme would be an option. Benefits from the statuto-
ry pension scheme could be made exempt from deduction up to the lev-
el of an allowance when calculating the old-age basic income support. Thus,
individuals in need who have paid into the statutory pension scheme would re-
ceive transfer payments higher than the old-age basic income support. The prin-
ciple of participatory equivalence would be preserved.

Increasing the mothers' pension for mothers (and fathers) whose children
were born before 1992 by an additional earnings point for child-rearing periods
is strongly discouraged. The mothers' pension is a relatively expensive measure
because of its many beneficiaries. It cannot adequately counter the threat of old-
age poverty. The mothers' pension does not contribute in any way to demo-
graphic change; in particular, no impact on fertility rates can be expected. More-
over, increasing the mothers' pension would intensify key retirement provision
problems because it would increase the sustainability gap. The mothers' pension
by itself creates higher statutory pension scheme contribution rates (GCEE An-
nual Report 2014 item 564).

Pension policy: key messages

Creation of demographic stability for the statutory pension scheme through tying the statu-
tory retirement age to further life expectancy at age 65 from 2030

No expansion of benefits, for example through the mothers' pension or forms of “solidarity
pension”, instead introduction of an allowance when deducting pensions received under the
statutory pension scheme from the old-age basic income support
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5. Efficiency potential in healthcare

Harnessing efficiency potential is key in healthcare, alongside retaining suit-
able incentives for advances in medical technology (Expertise 2011). In
light of demographic change, in particular as high-birth-rate cohorts of the
1960s start to retire from the mid-2020s, these two topics will dominate the de-
bate. Moreover, the increasing number of patients may cause staff shortages in
future care provision.

To address these challenges, an initial starting point is service providers. The
healthcare system is highly regulated. More efficient organisation of healthcare
offerings is often constrained to sectors defined by the regulator, such as the
outpatient and inpatient sectors. In particular, sector-specific remuneration sys-
tems hinder cross-sector approaches. Hence, incentives for service providers
to provide cross-sector healthcare and make greater use of outpatient treatment
should be expanded (GreB and Schnee, 2017; Schreyogg, 2017).

In addition, considerable efficiency potential remains on the supply side of the
hospital sector. The structural fund introduced with the Hospital Structures
Act (Krankenhausstrukturgesetz) provides funds to facilitate greater structural
changes. Further steps in this direction should follow. Investments are also
needed to maintain hospital infrastructure. The federal states have not met
their obligations for quite some time. This may have a negative impact on the
quality of patient care and the efficiency of service provision in the medium term
(Augurzky et al., 2017). One solution would be a transition to single-payer hospi-
tal funding, in which the health insurers fund the ongoing operating costs of
hospitals and also investment (GCEE Annual Report 2012 item 635).

More effective navigation of patients within the complex and often opaque
healthcare system could prevent patients from visiting hospitals' emergency
rooms without acute emergencies, hindering treatment of serious acute emer-
gencies and tying up expensive capacities. Following Denmark's example, pa-
tients could be directed through a telephone guidance system. In Denmark,
emergency patients initially register by telephone. An expert conducts an initial
assessment and passes the patient on to a suitable outpatient or inpatient service
provider (Quentin et al., 2016).

In addition, Germany must get up to speed in the digitalisation of the
healthcare system. The electronic patient record must be implemented using
a standardised nationwide telematics infrastructure. Important information for
treating patients could thus be available at any time and any place. Doctors,
pharmacists, hospitals and other service providers could — with the patient's
consent — access all or part of individual healthcare data. This would reduce the
number of tests and examinations, make medication of patients taking multiple
drugs more transparent and support diagnosis. At the same time, it would facili-
tate a significant contribution to healthcare research in order to concentrate
scarce resources on good quality services in future (Amelung et al., 2016; Dorries
et al,, 2017; Lux et al., 2017; Pfeiffer, 2017; Rebitschek et al., 2017).
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Finally, openness to innovation in the healthcare system could generally be
improved, particularly in the fields of digital services, telemedicine, robotics and
sensor technology (Haucap et al., 2016; Amelung et al., 2017). These approaches
would not only help counter the shortage of skilled workers in the medium
term, they could also provide an important approach to medical care in rural
and structurally weak regions.

Healthcare: key messages

e Expansion of cross-sector healthcare and better navigation of patients through the complex
healthcare system

e [Efficiency increases through structural adjustments in the hospital sector and single-payer
financing of the hospital sector

e Digitalisation of the healthcare system through expansion of a standardised information and
communication infrastructure in order to increase care quality

IV. DIGITALISATION AS AN OPPORTUNITY

59.

60.

61.

Great hopes for future increases in labour productivity are pinned on digi-
talisation. The increasing interconnectedness of players, the associated im-
provements in the provision and use of information and the growing maturity of
autonomous systems promise to increase the efficiency of production process-
es and product quality. They also enable new business models and ways to
provide services better geared to the needs and preferences of users. As a re-
sult, established business models and previously successful companies are chal-
lenged by start-ups and companies outside the sector, spurring innovation.

The German economy can presumably only be successful in the digitalised global
economy of the future when this structural change is understood as an inno-
vation engine and facilitated as smoothly as possible. The new Federal Govern-
ment faces three tasks: firstly, it should create conditions to facilitate a signifi-
cant increase in the interconnectedness of players. Secondly, the vulnera-
bility of interconnected systems and the considerably expanded use of sensitive
personal data require significant efforts in data security, data protection
and safeguarding privacy. Thirdly, adjusting to a digital work environment re-
quires completely new skills for employees.

1. For a regulatory framework open to innovation

The German economy reveals deficits in using information and communication
technology (ICT) efficiently (GCEE Annual Report 2015 items 647 ff.). The in-
completeness of broadband services is often blamed, even though it receives the
support of extensive public resources (Federal Ministry for Economic Affairs,
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2016). Overall investment in digital infrastructure is low, as indicated
by the fact that the proportion of GDP spent on ICT has remained unchanged
since the mid-2000s. Compared to other EU member states, Germany is only in
mid-field with respect to the spread of digitalisation (Baller et al., 2016; acatech
and BDI, 2017; European Commission, 2017b). ~ ITEM 800 For example, according
to the European Commission, Germany lags significantly behind on Internet
use and digital public services. N CHART 4

The Federal Government has conducted an intensive dialogue with academics
and the public in the past few years, including in the High-Tech Forum. Besides
visions of the future like Industry 4.0, intelligent services and learning sys-
tems, the focus was on how digital markets can be regulated (Federal Ministry
of Labour and Social Affairs, 2015; Federal Ministry for Economic Affairs, 2017).
When establishing regulations, bans and restrictions, increased protection and
the resulting hindrances to innovation must be carefully weighed. Guiding prin-
ciples should be the openness to innovation and willingness to adapt
regulations in a learning process.

Setting communication standards early can secure a high level of interoperabil-
ity and increase the interconnectedness of players. The expansion of digital
networks should be driven by private investment. Government support
programmes to expand broadband networks can offer a fallback option only
where private investment is held back by a lack of profitability. However, public
support must remain the exception on a case-by-case basis and satisfy the EU's
state aid rules (Monopolies Commission, 2013, 2015).

A new Digitalisation Commission could be tasked with scrutinising regula-
tions hindering innovation, identifying the need for reform in a systematic over-
all review and giving suggestions for more innovation-friendly legislation in
Germany (Kronberger Kreis et al., 2017). The commission could be modelled on
the Federal Government's Deregulation Commission set up in 1988 (Deregula-
tion Commission, 1991; Held, 1993). In particular, new digital business models
are often hindered by barriers in numerous service sectors (GCEE Annual Re-
port 2016 item 67).

Moreover, digitalisation could improve living standard by, for example, increas-
ing the efficiency of public administration through e-governance services.
Germany lags behind in the provision of digital public services compared to oth-
er EU member states. v cHART 4 Besides the patchiness of e-governance offerings,
the Commission of Experts for Research and Innovation (EFI) criticises the lack
of user-friendliness of online services (EFI, 2017).

Making non-company and non-personal data (“open data”) more readily avail-
able can also enhance efficiency. Easier accessibility of data can make compa-
nies' investment decisions simpler. More accessible administrative data (“open
government”) also promotes transparency of government administration and
thus allows better investment planning.

Furthermore, there is a high level of legal uncertainty in data protection, the im-
portance of which is unquestionable. However, strict data protection regu-
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N CHART 4
Digital Economy and Society Index (DESI) 2017+
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lations — or their strict enforcement — can impede efficiency gains from big da-
ta. The General Data Protection Regulation (GDPR), which is intended to guar-
antee uniform data protection law throughout Europe, will enter into force in
May 2018. However, it does not sufficiently ensure legal certainty in areas where
corporate interests collide with the interests of privacy. Businesses criticise high
expenses for data protection and cyber security associated with modern digital
technologies (Arntz et al., 2016).

2. Labour market in good shape

In the past few years, the labour market has successfully coped with structural
challenges such as technological progress and globalisation. Despite considera-
ble structural changes, employment has benefited. The employment rate has ris-
en in the past few decades to its current record level, and unemployment is
low. High employment growth is not only a result of increasing atypical forms of
employment. In the past few years, the share of atypical employment has de-
creased slightly. v iTEms 716 F. Besides wage moderation until the mid-2000s,
which enhanced Germany's competitiveness, the reforms of Agenda 2010 con-
tributed to this success (Krause and Uhlig, 2012; Burda and Seele, 2017)

In the last ten years, the distribution of net incomes has remained largely
stable. v TEms 824 Fr. The intensity of the inequality debate in Germany may re-
flect, among other things, that the perception of income inequality often differs
from the actual situation. Therefore, the GCEE updates its analysis of income
distribution and examines differences within and between subgroups defined by
the socio-economic features of age, gender, education and migration back-
ground. No signs of a substantial increase in income inequality can be seen in ei-
ther of these subgroups. However, low incomes and higher poverty risks are
linked to characteristics such as a lower level of skills or a migration background.
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Following the example of the Fifth Poverty and Wealth Report released this year,
the government strives to provide fact-based information and inject more
objectivity into the public debate. Furthermore, there is a political need for ac-
tion. In order to counter low incomes, policymakers should promote equality
of opportunity and social and economic participation. Education could
be a key to this, for example through early childhood education. v iTEms 852 Fr. All-
day childcare should be expanded and a free pre-school year should become
mandatory (GCEE Annual Report 2013 item 584; GCEE Annual Report 2009
items 454 ff.).

The favourable employment situation, higher household incomes and increased
final consumption expenditure are contributing to the economic upturn in Ger-
many. Since the global financial crisis, wages in Germany have been increasing
faster than the sum of inflation and productivity growth. v iTem 275 Hence, wage
growth in Germany is not unusually weak.

Nevertheless, various parties have called for the Federal Government to further
accelerate convergence in the euro area through higher wage growth (IMF
2017b). However, wages are subject to the negotiations between the social part-
ners. Aside from public sector wages or the minimum wage, policymakers can
only set the framework but not dictate wage growth. Undermining the auton-
omy of collective bargaining to the detriment of employees by damaging the
competitiveness of German companies and endangering jobs cannot be justified.

Despite the encouraging labour market situation, it is important to ensure the
stability of the labour market in an economic downturn or in the event of ac-
celerated structural change. In the past, the labour market's high internal
flexibility, i.e. the ability to temporarily adapt the conditions of existing em-
ployment relationships, has helped to successfully cushion the impact of down-
turns, such as during the global financial crisis in 2008 and 2009. This flexibility
must be preserved. However, external flexibility, i.e. an institutional framework
that enables a rapid shift of jobs between businesses and sectors, does not exist
to an equally large extent (GCEE Annual Report 2013 items 447 ff.).

In the case of an economic downturn, regulatory barriers such as restrictions
on temporary employment may curtail companies' options to respond flexibly
and increase the risk of redundancies and insolvencies. Higher regulatory hur-
dles make it harder for the unemployed to return to work and for recognised
asylum applicants and low-skilled workers to enter the labour market. In light of
the increasing need for skilled workers and the integration of recognised asylum
applicants into the labour market, it would be desirable to keep the hurdles to
labour market entry as low as possible.

When the Minimum Wage Commission decides the next adjustment of the
minimum wage in summer 2018, it should strictly adhere to the monthly index
of agreed hourly earnings excluding extra payments. In order to give employers
the necessary flexibility to increase employment — even when production expec-
tations are uncertain — the unconditional option of offering temporary
employment contracts should be maintained.
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3. Digital work environment of the future

Although digitalisation will permanently change the world of work in the fu-
ture, no negative macroeconomic impact can be observed so far. On balance, the
increasing use of robots in production has had a positive economic impact in
Germany (Dauth et al., 2017). Machines are not expected to replace the majority
of today’s jobs. Instead, technological progress brings new employment oppor-
tunities and an increase in the standard of living.

Nevertheless, structural change caused by digitalisation will increasingly lead to
labour mobility between sectors and occupations. Some employees will
likely face greater individual challenges. Although the German tax and transfer
system will compensate a good part of income losses caused by these adjustment
processes, the top priority should be to better enable the labour force to cope
with digital change and to take advantage of it.

Since in the digital age, employees will need to rapidly adjust to many new chal-
lenges over the course of their working lives, basic skills and non-cognitive skills
in particular should be strengthened. Reservations against digital media should
be countered through education. These skills are required for business and aca-
demia to innovate, for individual participation and for societal acceptance of
digital approaches in business and public administration. Digital and economic
educational content should receive a higher priority in schools and universities.
In addition, it is necessary to establish a culture of lifelong learning. At the same
time, the Internet can increasingly be used for education, for example through e-
learning.

Although training is in companies’ and employees' own interests, it is often ne-
glected due to incentive problems. In the digital age, employees are keen to gain
general skills that they can transfer to a different company when changing jobs.
This is likely to reduce companies' incentives to bear the costs of training their
staff. Political demands for blanket regulations, such as the legal entitlement to
training, cannot remedy this problem.

In contrast, it would be desirable to increase competition between educa-
tional institutions and thus strengthen the quality of education and training.
More transparent information on educational pathways and assessments of edu-
cators are needed. Digital technologies facilitate access to knowledge and enable
needs-based, more individualised and self-determined learning.

As part of reforming the Working Time Act (Arbeitszeitgesetz), adjusting a
daily maximum time to a weekly maximum time could help to spread working
hours more flexibly over the weekdays. In addition, it makes sense to permit de-
viations from the minimum rest period of eleven hours in collective agreements
in order to improve the flexibility of working hours and place of work. Demands
to further reduce working hours appear untimely in view of the increasing short-
age of skilled workers amid demographic change. Refraining from providing a
legal entitlement to return to full-time work is the right decision, because this le-
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gal entitlement may cause part-time workers to unnecessarily delay their return
to full-time employment.

Digitalisation as an opportunity: key messages

Regulatory framework open to innovation

e Expansion of digital networks through private investment, government support only on a
case-by-case basis taking account of EU state aid rules

e Significant efforts on data security, data protection and safeguarding privacy, without ham-
pering efficiency gains through overly strict data protection regulations

e Establishment of a Digjtalisation Commission in order to scrutinise regulations hindering in-
novation and identify systematic needs for reform

Digital work environment of the future

e Maintaining the flexibility of the labour market, low regulatory hurdles for labour market en-
try, making the Working Time Act more flexible

e Making the inequality debate objective and providing more information, as has already hap-
pened recently with the Fifth Poverty and Wealth Report

e  Empowering workers to adjust to new requirements through strengthening cognitive skills, in
particular basic skills, and also non-cognitive skills

e Encouraging lifelong learning and strengthening the quality of education and training
through more competition between educational institutions

V. MORE MARKET IN CLIMATE PROTECTION

79.

In Energy Concept 2010, the Federal Government has set the target of drasti-
cally reducing greenhouse gas emissions by between 80 % and 95 % by 2050.
The GCEE does not question this target. The current implementation of the en-
ergy transition, however, fails to achieve this target or achieves it only at prohibi-
tively high economic costs. Currently, national approaches and fragmented im-
plementation, primarily building on subsidies, restrictions and a planned econ-
omy, has proven expensive and inefficient (GCEE Annual Report 2011 items
364 ff.; GCEE Annual Report 2016 items 882 ff.; Monopolies Commission,
2017).

All sectors should contribute to climate goals. Not only the electricity sector,
which to date has been at the heart of German energy policy decisions, but also
the transport and heating sectors. After all, the electricity sector is only respon-
sible for part of final energy consumption. Yet, electricity bears a significantly
higher burden of taxes, charges and levies than other sources of energy (Fraun-
hofer IWES et al., 2015). As a result, it is, for example, cheaper to produce heat
with natural gas or heating oil than with electricity.
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Splitting the energy transition in separate electricity, mobility and heating
strands is counterproductive, not least because the government cannot pre-
cisely anticipate future technological advances and thus the ideal intensity and
sequence of the individual transformations. Rather, a uniform price for
greenhouse gas emissions that applies across sectors and regions should be
at the heart of the energy transition to ensure an effective approach to inte-
grated energy. The uniform price signal decreases the relative price of low-
emission sources of energy compared to the price of fossil fuels. The transition to
low-emission sources of energy would takes place where the associated costs are
lowest (acatech et al., 2017a, 2017b).

This price can be established either by creating a carbon tax or by setting an
emissions cap as part of a trading system for emissions certificates. A uniform
CO. price would be preferable to the current approach even if it could only be in-
troduced at national level. A global price, or at least a European price, would be
preferable to avoid diversion effects. The Federal Government should therefore
work more strongly towards strengthening the EU Emissions Trading Sys-
tem (EU ETS) and consistently include all emitters and final energy consump-
tion sectors.

Such a system would ensure that greenhouse gas emissions decrease by a prede-
termined amount. The market mechanism would automatically determine in
what sector, with what technology, by which emitter and in what region the next
unit of greenhouse gas can be preserved at least cost. Given that it is uncertain
which technological advances for decarbonisation will be available by 2050, a
market mechanism is the best way to harness the decentralised knowledge
of all players (GCEE Annual Report 2016 box 29). In contrast, subsidies for spe-
cific technologies, sectors or regions and interventions should be reduced and
ideally be abolished altogether (acatech et al., 2015).

The price of the certificates could be stabilised through interventions if neces-
sary to maintain sufficient incentives. For example, auctions of emissions certifi-
cates could be subject to a price corridor (acatech et al., 2015). Alternatively,
certificates could be bought up and removed from the market to cap greenhouse
gas emissions.

Because a price for greenhouse gas emissions prioritises emissions reduction,
this would automatically decrease the use of fossil fuels, including the currently
much discussed phase-out of coal power plants in Germany. The economic
costs of this approach, including linking energy consuming sectors, would be
lower than specifying a set time line for phasing out coal. From the perspective
of climate protection, greenhouse gas emissions reduction should be key, not the
unnecessarily expensive setting of specific routes towards lower emissions in in-
dividual sectors of energy supply.

Integrated energy as a result of a uniform CO. price would ensure that the
transport sector could most efficiently make a contribution to climate protec-
tion. Whether the transport sector's contribution to emissions reduction should
be greater or smaller than its current proportion of overall emissions would ini-
tially remain open. Likewise, the decision would be decentralised, whether emis-
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sions reductions take place through behaviour changes, i.e. by decreasing use of
individual transport modes or by increasing use of local public transport, or
through a switch to electric vehicles or low-emission fuels. Committing to e-
mobility as the primary solution would at any rate be a far inferior approach to
the introduction of a uniform CO, price.

Similar conclusions can be drawn for the heating sector, including the energy ef-
ficient renovation of existing buildings. In the case of effectively integrating en-
ergy through a uniform price signal, the extent of building renovation to
avoid emissions would be left to the market. In any case, empirical studies sug-
gest that subsidies for building renovation bear considerable free-rider effects
(Grosche et al., 2013).

Although academics have for years pointed to the advantages of a market-based
system to avoid emissions (acatech, 2012; acatech et al., 2015), reform of the
current system is hard due to massive resistance from its beneficiaries.
Even parts of industry have evidently given up their resistance to the fragmented
implementation of the energy transition because of their need for planning cer-
tainty (Agora Energiewende and Roland Berger, 2017). Fundamental reforms
have also previously failed because the population has not been sufficiently
informed about the true costs and cheaper alternatives. One example is the
proposal to pass on the costs of an inefficiently implemented energy transition to
future generations through a debt fund.

It is also unhelpful that unrelated issues are often intermingled in the public de-
bate. This applies, for example, to the calls for a ban on diesel engines on the
heels of the diesel scandal in the German automotive sector. Prosecuting and
penalising illegal agreements and manipulation within an industry and its sup-
pliers falls under the remit of the German legal system, not of climate or indus-
trial policies. Likewise, the particulate pollution in German city centres should
be discussed as a local environmental issue, not as an element of global climate
change.

Energy and climate protection: key messages

Understanding the energy transition as a systemic task that uses the electricity, transport
and heating sectors to avoid emissions in an equivalent manner

Uniform price for greenhouse gas emissions through strengthening European emissions
trading and including all emitters and sectors (effective integrated energy)

Avoidance of support measures with a focus on specific technologies, sectors and regions
and abstention from establishing specific transformation routes
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VI. STABILITY FOR THE EURO AREA

86.

87.
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The stability of the euro area is a key concern for Germany. Preserving sta-
bility requires national reform efforts by member states to enable convergence of
their economic performance. In addition, reforms to improve the euro area's in-
stitutional framework, initiated since the start of the economic and financial cri-
sis, should be completed. For a more stable euro-area architecture, the GCEE
developed the concept “Maastricht 2.0” (GCEE Annual Report 2012 items
173 ff.; GCEE Annual Report 2013 items 269 ff.; GCEE Special Report 2015).
This concept can serve as a blueprint for ensuring the fiscal sustainability of
member states, improving financial stability and the integration of the financial
markets, and for making crisis management in the euro area more effective.

Since the election of Emmanuel Macron as French president, expectations for
a European reform push have risen. From the GCEE's point of view, further
integration must combine a balance between national responsibility and com-
mon action with the right sequence of reform steps (Feld et al., 2017). Germany
should constructively promote the adherence to fundamental principles such as
subsidiarity or the unity of liability and control. These principles avoid misa-
ligned incentives and are likely to increase the acceptance of the European inte-
gration process.

1. Convergence of economic performance through
reforms

Ten years after the start of the global financial crisis, which led to the crisis in
the euro area, considerable differences in the competitiveness of the member
states persist. N cHART 5 LEFT Structural reforms are key to increasing produc-
tivity growth and thus the prerequisite for economic growth and convergence of
member states' economic performance. In the current economic upturn, which is
supported by very expansionary monetary and fiscal policy, it is now high time
to accelerate the pace of reform.

Structural reforms are the responsibility of the elected national govern-
ments. They should identify and implement suitable reforms on the basis of the
national reform programmes that are coordinated within the framework of the
European Semester. In many countries, there is still considerable need for re-
form. For Germany, the GCEE has also called for numerous reforms (GCEE An-
nual Report 2016 items 58 ff.).

However, a common monetary policy is not suited to permanently increase
economic growth. Monetary policy has already achieved what it can in the area
of macroeconomic stabilisation: It has given the national governments, which
are responsible for fiscal and economic policy, considerable time to implement
structural reforms and consolidate budgets. During this time, companies and
private households in some member states have notably reduced their debt rati-
0S. N CHART 5 RIGHT
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Real effective exchange rates and debt ratios of the non-financial sector
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2. Priority for a sound national fiscal policy

The member states committed themselves to fiscal discipline in the Maastricht
Treaty, and to the principle of national sovereignty in fiscal policy. Sup-
ported by economic expansion in the euro area, many member states now meet
the 3 % deficit criterion. v 7ABLE 1 The number of member states of the European
Monetary Union (EMU) subject to an Excessive Deficit Procedure has decreased
by two countries (Greece, Portugal) this year to two countries (France, Spain).
On the one hand, compliance with fiscal rules monitored by the European
Commission has improved. On the other hand, public debt remained above
60 % of GDP in 13 of the 19 member states in 2016. However, given the complex-
ity of the European fiscal rules and their application, there are justified doubts
about whether the current framework can exert a sufficient binding effect and
guarantee the sustainability of public finances.

Germany has complied with the deficit limits of the Stability and Growth Pact
for several years. The Federal Government expects compliance with the debt
limit in 2019. At the same time, criticism of the prioritisation of budget
consolidation is increasing. One accusation is that, in view of weak growth in
the euro area, Germany’s fiscal policy has a contractionary effect and hinders
economic convergence, especially of weaker member states. The European
Commission has therefore proposed influencing national budgetary policy with-
in the framework of the European Semester in order to achieve a more expan-
sionary fiscal policy in the entire euro area (European Commission, 2016b).
N BOX 17 PAGE 282
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93.

N TABLE 1

Calculations based on general equilibrium models provide evidence that a fiscal
stimulus would only have very limited expansionary spillovers on other
countries, although the effect is larger under the assumption that quantitative
easing is ineffective (GCEE Annual Report 2015 items 340 ff.; IMF, 2017b). Nev-
ertheless, it cannot be the objective to undermine the stabilising effect of nation-
al fiscal policy and to accept the overheating of the German economy in order to
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stabilise the economy in other member states. This would require national fiscal
policy to become an instrument to fine-tune aggregate demand as part of a Eu-
ropean stabilisation policy.

Aside from automatic stabilisers, fiscal policy in Germany has mostly proven
unsuitable for countercyclical fine-tuning. This is particularly due to de-
lays in its implementation and to the finding that recessions often have structur-
al causes (Michaelis et al., 2015).

The European institutional framework for fiscal policy, including the Stability
and Growth Pact, aims at coordinating and supervising national fiscal policies. It
comprises a variety of rules at the supranational and national levels with a large
number of exceptions and flexibility conditions. ~ cHART 6 In particular, the re-
forms in the wake of the financial and sovereign debt crisis (six-pack, two-pack,
Fiscal Compact) and the flexible interpretation adopted in 2015 and 2016 dra-
matically increased the rules' complexity. This limits the effectiveness of
recent reforms meant to strengthen fiscal rules. With the establishment of the
European Fiscal Board (EFB) at European level and the enactment of national
fiscal councils, new institutions have also been entrusted with monitoring re-
sponsibilities.

The EU's institutional fiscal framework was reformed between 2010 and 2013 by, inter
alia, the regulations of the six-pack, the two-pack and the Fiscal Compact. The six-pack
regulations added a new option for sanctions, a spending rule and the operationalisation of
the debt limit of 60 % of GDP to the Stability and Growth Pact. At the same time, the ex-
ante coordination of national budgetary and reform policies in the European Semester and
the Macroeconomic Imbalance Procedure were introduced. The signatories of the Fiscal
Compact covenant pledged to adopt national deficit rules in national legislation and to
entrust supervision to independent national fiscal councils. The two-pack strengthened the
coordination of euro area member states’ national budget processes. In addition, the su-
pervision of the budget plans of member states with excessive deficits was expanded and
the European Commission was allowed to require a revision of budget plans in the event of
serious violations of the rules.

96.

97.

The European Commission's Vade Mecum (2017c¢) is the official handbook on
current European fiscal rules. Its current version comprises more than 200 pag-
es of legal norms, explanations and case studies. Overall, this results in an ex-
treme lack of transparency, as even experts can barely determine whether
member states meet all requirements of the fiscal rules. For policymakers or the
public, this is practically impossible. A simple form of assessment is needed, so
that the fiscal rules can have a binding effect and serve their function as an an-
chor for the public, media and financial markets. Only then can a violation of
rules have political consequences.

The rules must also limit political economic incentives towards excessive deficits
and must result in sustainable public finances. However, this is only ensured if
compliance with the rules can be assessed in real time and if the rules
are not circumvented by exceptions. Moreover, the use of statistical con-
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cepts involving the quantification of potential growth complicates the assess-
ment of rule compliance. Potential growth is hard to measure in real time and is
revised frequently (GCEE Annual Report 2016 box 6).

98. One option for simplifying the complex set of rules would be to reduce them to
two rules and independent supervision: an expenditure rule as an annual
operational target and a structural deficit rule as a medium-term tar-
get. v cHART 6 These fiscal rules could replace the current preventive and correc-
tive arms of the Stability and Growth Pact (SGP) and most exceptions. The cur-
rent coordination and reporting obligations under the stability and convergence
programmes as well as the European Semester would, however, remain in place.
Manasse (2014), Andrle et al. (2015) and Claeys et al. (2016), for example, offer
alternatives to simplify the current institutional framerwork of fiscal rules.

99. The operational rule could be an expenditure limit aimed at the growth of
primary expenditure. Primary expenditure in relation to GDP is under direct and
discretionary control of the government and consequently easier to forecast. It
also reacts considerably less sensitively to the economic cycle than revenue or
deficits v Box 18 and is subject to fewer revisions. Measures that depend on es-

N CHART 6
Schematic representation of the fiscal rule framework of the euro area

Current framework Possible simplification

Fiscal rules (national) Fiscal rules (national)

.
.
.
.
.
.
Monitoring 0 Monitoring
European Commission supervised by the European Fiscal Board (EFB) E independent EFB refined ESM
H
Fiscal rules . Fiscal rules
Preventive arm Corrective arm .
Structural primary balance > MTO® Budget balance > -3 % + Limit on structural primary balance
.
T |_> Improvegnelnt of strgtggral Debt-to-GDP ratio <= 60 % *  Limit on growth of public expenditures
c rimary balance > 0.
o primary - |_> Reduction of debt-to-GDP ratio .
5 Improvement of net real public ex- >= 1/20th® .
c penditures < growth of potent. GDP? L - .
© Limit on growth of nominal H
g— expenditures 0
u) L]
Flexibility & escape clauses® & Flexibility & escape clauses
.
Pension reforms, structural reforms, investment, adverse economic shocks, + Exceptional strong recessions, natural disasters
small temporary deviations, natural disasters .
.
.
Sanctions . Sanctions
.
Non-automatic, following a decision by the Council of the European Union* 1 Automatic
.
.
.
Monitoring H Monitoring
National parliaments national ministries of finance national fiscal councils E National fiscal councils
E [ ]
% Fiscal rules (Fiscal Compact) . Fiscal rules (Fiscal Compact)
=] .
g Strucural primary balance > MTO® = Equivalent to supranational rules
.
.
.
.
.

Miscellaneous expenditure, revenue, debt and deficit rules® Unchanged

1 - Country-specific Medium Term Objectives (MTO), structural primary deficit below 1 % of potential GDP. 2 - Net public expenditures cal-
culated by netting out interest expenditures, cyclical elements of unemployment spending, spending on programmes funded by the Euro-
pean Union, four year average of investment expenditures as well as one-off measures. 3 - For details see European Commission (2017c).
4 - Sanctions up to 0.2 % of GDP (interest-bearing deposit). Sanctions up to 0.5 % of GDP in the context of the Excessive Deficit Procedure.
Other types of sanctions may involve the Suspension of commitments or payments under the European Structural and Investment Funds.

5 - Country-specific Medium Term Objectives (MTO), structural primary deficit below 0.5 % of potential GDP. a - Adjustment path may de-
pend on the current debt-to-GDP ratio and the output gap. b - Fulfilled if the differential of the debt-to-GDP ratio has decreased over the
previous three years at an average of 1/20th.

Source: Own representation © Sachverstandigenrat | 17-485
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timates of the potential output, however, are subject to frequent and substantial
revisions (GCEE Annual Report 2016 box 6) and are thus not suitable for as-
sessing real-time compliance. This applies in particular to the existing expendi-
ture benchmark in the preventive arm of the SGP. Depending on its exact design,
a rule aimed at the growth of primary expenditures does not necessarily imply a
decline in the ratio of public spending to GDP.

The maximium permissible growth in primary expenditure under this rule
could be conditional on the amount of public debt exceeding 60 % of
GDP as set out in the Maastricht Treaty. Depending on the extent of the excess,
there would be a certain flexibility for discretionary anticyclical measures. If
necessary, automatic stabilisers on the expenditure side could be taken into ac-
count. Exceptions to the fiscal rule would, in contrast to current rules, only be
necessary for exceptionally deep recessions or natural disasters.

A violation of rules would automatically trigger the excessive deficit pro-
cedure. This procedure, sanctions, and the availability of funding via ESM
loans with strict conditionality would all remain in place.

An expenditure rule alone, however, cannot guarantee fiscal sustainability given
its exclusive focus on only one part of public finances. Fiscal sustainability could
be ensured through the Fiscal Compact's structural deficit limit, which has
already been transposed into national law. Thus the Fiscal Compact's suprana-
tional and national rules would be harmonised and would apply to all EU mem-
ber states without exception. This type of rule is more of a medium-term objec-
tive, as measurement errors are associated with the use of structural variables.
However, repeated and serious deviations should be sanctioned.

The rules must be subject to independent supervision. At the supranational lev-
el, a reformed, independent EFB that is equipped with sufficient resources
could assume this task from the European Commission (Asatryan et al., 2017).
An expanded ESM could additionally fulfil this role for member states of the
monetary union. At the national level, the competencies of national fiscal coun-
cils introduced through recent reforms should be expanded. They should focus
on the supervision of national rather than supranational rules.

3. Advantages and disadvantages of fiscal equalisation
mechanisms

A common fiscal capacity to balance out cyclical fluctuations is often
proposed as complement to the euro area (European Commission, 2017d).
Compared to equalisation via factor or credit markets, a fiscal equalisation
mechanism may deliver just limited additional stabilisation (Feld and Osterloh,
2013). On one hand, greater fragmentation of labour and financial markets in
Europe compared to the US results in lower shock absorption. On the other
hand, national fiscal policy of euro area member states plays a much greater role
in shock absorption than state transfers in the US, as US states are required to
balance their budgets (Milano and Reichlin, 2017).
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In the euro area, there is also a significant stabilising effect from the ESM
and related institutions created during the financial crisis (Cimadomo et al.,
2017; Milano and Reichlin, 2017b). Milano and Reichlin (2017a) therefore find
that, on the whole, that euro area institutions achieve a shock absorption of 28 %
compared to 19 % in the US. In any case, there is no reason to doubt the euro ar-
ea's long-term stability due to the lack of a common budget or an anti-cyclical
fiscal capacity.

Nevertheless, discussion of these ideas dominates the public debate.
The European Commission has proposed creating a fiscal equalisation mecha-
nism, for example, in the form of a rainy day fund, a European Unemployment
Reinsurance Scheme or a European Investment Protection Scheme (European
Commission, 2017d). President Macron has proposed a euro-area budget funded
by European taxes (Macron, 2017). Other proposals call for a separate fiscal ca-
pacity equipped with its own funding facility.

The analysis by Furceri and Zdzienicka (2015) illustrates the workings and size of a fiscal
capacity. In this model, member states make an annual contribution to a fiscal capacity
which transfers payments to member states experiencing an economic downturn. The
authors calculate, based on a panel of 15 member states for the period 1979-2010, that
an annual gross contribution rate of 1.5 % to 2.5 % of gross national income (GNI) would
be required to smooth the business cycle to the extent seen in Germany. The aggregated
contributions would be transferred to member states based on the deviation of growth
from the historical average or excess over a threshold output gap. No payments would be
made, however, for persistent or autocorrelated shocks. In this model, a payment consti-
tutes a transfer, all other conditions being equal.

105.

106.

All of these proposals indicate numerous problems from conceptional or
political economy perspectives, with disadvantages likely outweighing the
limited benefits for economic stabilisation. The problem with fiscal equalisation
mechanisms is that measuring economic cycles in real time is unreliable and the
cycles must be isolated from the effects of national economic policy. With mech-
anisms such as rainy day funds, which are focused on smoothing unusually large
shocks, there is the added challenge of ensuring sufficient funding to cover any
contingency. This could result in the fund being granted a financing capacity or
an ESM credit line. These issues raise the question of whether member states
would not ultimately fare better by reducing national debt ratios instead of con-
tributing to such funds.

Any form of fiscal capacity must prevent permanent transfers that create unde-
sirable incentives for national economic policy. For example, a European Un-
employment Reinsurance Scheme could cause major problems if shifting
costs of higher unemployment to European level while labour market policy
largely remained at national level. Even with a reinsurance scheme, which com-
pensates only part of the costs and allows to recoup costs associated with a struc-
tural rise in unemployment, there is the problem that rigid labour markets tend
to display larger cyclical swings (Dolls et al., 2015), meaning that incentive prob-
lems still remain.
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The introduction of such a system thus needs to be accompanied by harmoni-
sation of national labour market policies; otherwise there would be a risk
that countries with rigid labour markets enjoy greater benefits at the expense of
other countries with flexible labour markets. Harmonisation of this kind is cur-
rently unrealistic and incompatible with different national labour market prefer-
ences, thus undermining the principle of subsidiarity (GCEE Annual Report
2016 item 337).

Many proposals aimed at better coordinating economic and budgetary policy in-
clude appointing a euro area finance minister. France in particular hopes
that creation of such a political heavy-weight would facilitate better policy coor-
dination in the euro area. It would like to see a euro area finance minister allo-
cated an own budget with which macroeconomic shocks could be mitigated. The
German Federal Government, on the other hand, envisages an entity endowed
with the right to intervene in member states' budgetary policy to enforce Euro-
pean fiscal rules. These varying interpretations underscore how different Ger-
man and French traditions and these countries' concepts of a strong centralised
euro area government are (Brunnermeier et al., 2016).

The question also arises as to whether this is even desirable. Having a euro area
finance minister would blur fiscal policy responsibilities in the euro area. Effec-
tive powers to intervene in national fiscal policymaking are unthinkable to
achieve, given the budget autonomy of sovereign member states. The euro area
finance minister may therefore merely serve as an authority to pursue more ex-
pansionary fiscal policy by alleviating consolidation pressure on member states.

4. Completion of Banking and Capital Markets Union

Completion of the banking and Capital Markets Union is essential for a stable
and resilient architecture for the euro area. For the most part, there is agreement
that further risk-sharing only makes sense if accompanied by risk re-
duction. Efforts must be made in particular to prevent legacy debt from the cri-
sis being transferred to the union. For this reason, steps should not be taken to
share risk until progress has been made in risk reduction. The risk reduction re-
quired mainly concerns three areas: reducing the large holdings of non-
performing loans in the banking sector, ending the privileges for sovereign expo-
sures in banking regulation and increasing the credibility of the resolution re-
gime for banks.

The banking sectors of many member states, particularly in southern Europe,
remain burdened by large holdings of non-performing loans (NPLs). Meanwhile,
progress in reducing NPLs has been made in many areas, possibly due to more
decisive supervisory action and the economic recovery in the euro area. Efforts
to reduce NPLs should be accelerated as this is key to ending the crisis and a
prerequisite for the bank resolution regime to function properly.  [TEvs 444 Fr.

Banking supervision plays a major role in achieving this aim. Supervisory tar-
gets, for example, can support NPL reduction. More comprehensive loan loss
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provisions should be created for new NPLs as proposed by the ECB. NPL losses
should be realised immediately and bank shareholders and creditors be bailed
in. If a bank turns out to be non-viable, resolution should be considered.
Delaying the clean-up of bank balance sheets and the banking sector through ex-
cessive regulatory forbearance can lead to zombification of the financial system
and the economy, hinder necessary structural change and be accompanied by
high economic costs (GCEE Annual Report 2016 item 518).

Transferring NPLs to private asset management companies (AMCs) may
be appropriate. Publicly funded national or even European AMCs, however, har-
bour the risk of hidden public transfers to the banking sector and are there-
fore problematic. In addition, the legal framework for in and out of court insol-
vency proceedings should be improved, and swift execution of foreclosures
should be facilitated. This could increase the recovery value and strengthen
the European secondary market for NPLs (GCEE Annual Report 2016
items 521 f.).

The close nexus between banks and governments due to the large volumes of
government bonds in banking portfolios remains, in part because of regulatory
privileges for sovereign exposures in banking regulation (GCEE Annual
Report 2016 items 537 ff.). For years, the GCEE has been calling for a phase-out
of these privileges and has proposed introducing risk-adjusted large exposure
limits and risk-adequate capital requirements on sovereign exposures (GCEE
Annual Report 2015 items 52 ff.). Central to the proposal is reducing cluster
risks through large exposure limits. Capital requirements would also in-
crease the loss absorption capacity and decrease price distortions. It is difficult
to envisage the introduction of additional risk-sharing elements without phasing
out the privileges of sovereign exposures.

Considerable progress has been made in bank resolution. The Spanish
Banco Popular Espafol, for example, was put into swift resolution via the Single
Resolution Mechanism (SRM) without relying on any government funds or trig-
gering any systemic effects. The Italian government, in contrast, used the ex-
ceptions under the new resolution rules to spare some of the creditors of
two smaller banks, at the expense of Italian taxpayers. This is at odds with the
spirit of the SRM, which intends to loosen the sovereign-bank nexus by having
shareholders and creditors rather than the government bear the losses from
bank failure. ~ ITEMS 431 FF.

These events have exposed loopholes in the new resolution regime, which
cast doubt on the credibility of the new rules. For this reason, exceptions from
creditor bail-in need to be limited. Tightening state aid rules could reinforce the
liability cascade. It should be clarified that senior creditors should in principle
be bailed in. National loopholes should be limited, requiring harmonisation of
national insolvency laws. N ITEMS 439 FF.

It has become evident that subordinated debt can contribute to better resolvabil-
ity of banks. At the same time, there is evidence that a creditor bail-in even in
comparatively quiet times can be fraught with difficulties. If a systemic crisis
looms, the destabilising effects of a bail-in cannot be ruled out, which is why
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sufficient bank capital remains essential and should not be replaced by high-
er requirements for bail-inable debt (GCEE Annual Report 2016 items 534 ff.).

A fiscal backstop for the Single Resolution Fund (SRF) is necessary to
stabilise the financial system in the event of a systemic crisis. The member states
have granted the SRF individual national credit lines until creation of a common
backstop. In October 2017, the European Commission published new plans for
developing a backstop, which envisage the ESM for this task (European Com-
mission, 2017e). The plans call for the banking sector to repay the loans. In the
past, the GCEE has urged that member states must not be let off the hook com-
pletely (GCEE Annual Report 2014 items 349 ff.). In any case, the creation of a
common backstop requires considerable progress in risk reduction.

If member states succeed in appropriately reducing risks, further deepening of
integration can be considered. This would include creating a European De-
posit Insurance Scheme (EDIS). National deposit guarantee schemes result
in interlinking banks and the member states in which they are domiciled, thus
strengthening the sovereign-bank nexus. EDIS is suitable for weakening such a
nexus and creating a European deposit market with similar deposit rates in
which the default risk of deposits is largely unrelated to member states' solvency.

However, a poorly structured common deposit guarantee scheme harbours
misaligned incentives for member states to shift risk to the European lev-
el, as they can significantly influence the risks of national banking sectors
through economic and fiscal policies (GCEE Annual Report 2016 item 549). For
this reason, EDIS must be designed in such a way that it is compatible
with incentives. The GCEE advocated a model in the past in which payouts of
the fund would be borne at a proportionately higher rate by banks of the mem-
ber state in which the failed bank is domiciled (GCEE Annual Report 2016 items
546 ff.). Harmonisation, especially of insolvency laws, could limit the influence
of national policy on the banking sector (GCEE Annual Report 2016 item 552).

The European Commission (2017¢) revised its plans for EDIS in October
2017, thus partially addressing concerns over premature mutualisation of risks.
According to the revised plans, in the first or “reinsurance” phase, only repaya-
ble loans can be granted between deposit guarantee schemes if a national depos-
it insurance fund proved insufficient. The plans do not provide for mutualisation
of risk until the second “coinsurance” phase. Moving to the second phase would
be conditional on prior risk reduction.

Although greater emphasis on risk reduction as a condition for risk-sharing is
welcome, the new proposal leaves many questions unanswered. Above all, no
explanation is given of how incentive compatibility can be ensured in the second
phase. The question of a fiscal backstop in the event that common fund con-
tributions are insufficient to cover the costs of a crisis remains unanswered. A
common backstop would only come into question, however, if all conditions for
a common deposit guarantee scheme were met. Similar to the case of a backstop
for the single resolution fund, the costs should ultimately be borne by the bank-
ing sector.
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Risk-sharing between member states does not necessarily require mutualisation;
it can also be achieved by strengthening the common European capital market.
This is the aim of the European Capital Markets Union. Until the European
capital markets are better developed, banking sector crises will strongly impact
corporate financing. Expanding capital market-based financing could increase
diversification of financing sources for companies and improve the system's re-
silience (GCEE Annual Report 2015 items 440 ff.). Moves should be made in
particular to promote sustainable forms of cross-border financing that
are durable and capable of absorbing losses in times of crisis.

The European Commission's latest proposals (2017f) on reinforcing the Europe-
an supervisory authorities (ESAs) are welcome. The plans to expand the di-
rect supervisory powers of the European Securities and Markets Au-
thority (ESMA) could help to reduce impediments to further capital market in-
tegration. Moreover, European supervision can play an increasingly important
role as the integration of capital markets progresses and the potential for spillo-
ver increases.

Reducing risks in the banking system and increasing private risk-sharing, par-
ticularly through the European Capital Markets Union, could significantly
strengthen the euro-area architecture while also reducing the need for pub-
lic risk-sharing, such as via a fiscal capacity. This would also relieve the ESM.

5. Strengthening the European Stability Mechanism

With the creation of the European Stability Mechanism (ESM), the euro area
features a crisis mechanism since 2012 (GCEE Annual Report 2012 items
173 ff.; GCEE Annual Report 2013 items 269 ff.). To date, the ESM, along with
its predecessor, the European Financial Stabilisation Facility (EFSF), has paid
out around €260 billion in loans to member states hit by crises. The ESM must
request active participation from the International Monetary Fund (IMF) when
approving loans. Recently, however, the IMF has not contributed to the latest
loan package to Greece, and it is unclear whether the IMF will participate in fu-
ture programmes. Against this backdrop, there are discussions of a “European
Monetary Fund”, centring on whether and how the ESM should be further de-
veloped.

The GCEE considers the ESM a key element of the euro-area architecture
that should be neither phased out nor transposed to an EU institution. However,
its further development must not turn the ESM into a transfer mechanism. In-
stead, options should be considered to strengthen member states’ incentives to
prevent crises.

To this end, adding clear rules for orderly government debt restructur-
ing in case of crisis to the ESM's macroeconomic adjustment programme in-
strument is essential. This will ensure that creditors contribute to crisis resolu-
tion and that the ESM only grants loans to solvent member states. This prevents
negative incentives of the crisis mechanism for national fiscal policy and rein-
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forces market discipline. The GCEE has developed a detailed proposal based on
the modification of existing majority voting clauses in standard bond contracts
to enable orderly debt restructuring (GCEE Annual Report 2016 box 2).

The GCEE's proposal provides for a gradual phase-in of modified majority voting clauses,
called Creditor Participation Clauses, into bond contracts of euro area government issuers.
In case of an ESM programme of a member state with high public debt, creditors would be
required to vote on a maturity extension in a first stage. A maturity extension reduces the
funding need and enhances the firepower of the ESM's limited financial resources. In a
second stage during the ESM assistance programme, a decision would be taken as to
whether a debt haircut is required. This way, the rules limit credit risk for the ESM and
strengthen market discipline.

125.

126.

127.

128.

In the GCEE's proposal, the ESM decides on the basis of rules clearly anchored
in the ESM programme's guidelines whether a majority approval of restructur-
ing should become a condition for payments under an ESM programme. This
approach does not present an automatism as demanded by the Deutsche
Bundesbank (Deutsche Bundesbank, 2011, 2016¢). The Deutsche Bundesbank's
proposal calls for bond contracts to contain restructuring clauses that automati-
cally trigger a maturity extension when an ESM programme is agreed. The
drawback of rigidity imposed in this manner could however outweigh the gain in
credibility (Andritzky et al., 2016b).

There is nonetheless the risk that the ECB's large bond holdings will under-
mine a mechanism for orderly debt restructuring through creditor majority vot-
ing. The ECB is prevented from voting in favour of a restructuring given the pro-
hibition of monetary financing by the Treaty on the Functioning of the European
Union. This could help holdout creditors to form a blocking minority (Buch-
heit and Gulati, 2017). Thus the ECB's large bond holdings limit the possibility
of the ESM contributing to crisis resolution in highly indebted member states
requiring official assistance.

In addition, the ESM could be endowed with an explicit mandate for crisis
prevention. There are currently discussions regarding assigning the ESM, in
collaboration with other institutions, the responsibility of identifying stability
risks and supervising member states' fiscal policies. This may prompt
member states to undertake measures for risk reduction. ESM staff could draft
regular reports following the IMF's process for Article IV consultations. This
would create another instrument for supervising national economic policy, be-
sides the European Commission's country reports. Publishing such reports au-
thored by the ESM staff could strengthen the independence of economic surveil-
lance and provide a stronger political signal.

To weaken the sovereign-bank nexus, enhancements to the ESM instrument of
direct recapitalisation of financial institutions could be considered. On
the one hand, strict conditions for direct recapitalisation limit the ability of the
ESM to avert distress of a member state when systemic risks warrant the rescue
of a financial institution. On the other hand, reforms already undertaken —
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above all the introduction of the resolution regime — reduce the need for direct
recapitalisation. For this reason, current discussion has not yet focussed to any
great extent on this issue.

In any case, the same risk reduction requirements that apply to the common fis-
cal backstop apply here as well. v iTEm 115 Moreover, use of the instrument should
be tied to appropriate economic policy conditionality, such as to improve the
framework of insolvency proceedings. Further development of the ESM could ul-
timately include the functions of a backstop for the Single Resolution
Fund (SRF) and for a potential European deposit guarantee scheme.
N [TEM 118

6. Conditions for creating safe assets in the euro area

The discussion on creating safe assets in the euro area has continued, with the
proposal incorporated into the European Commission's “Reflection Paper on the
Deepening of the Economic and Monetary Union” (2017d). The ESRB an-
nounced that it would publish a report in December on the creation of sover-
eign bond-backed securities (SBBS) to serve as the basis for continued dis-
cussion. The report is a further development of the original proposal by Brun-
nermeier et al. (2011, 2017), which calls for the creation of a safe European asset
based on the principles of diversification and tranching.

Under this proposal, a portfolio of euro-area member state government bonds is
to be divided into different tranches of varying seniority with the tranching point
chosen in such a way that the senior tranche is as safe or even safer than a Ger-
man government bond. In last year’s Annaul Report, the GCEE welcomed the
creation of a safe European asset without mutualisation but pointed out the
danger of implicit liability risks (GCEE Annual Report 2016 box 17).

There are two motivation factors underlying the creation of safe assets in the eu-
ro area: firstly preventing destabilising capital flows between member
states in times of crisis, and secondly loosening the nexus between banks
and sovereigns. From the GCEE's point of view, however, it is unclear whether
the creation of SBBS is a suitable response to these problems.

Brunnermeier et al. (2017) show in a simulation study that, by means of appro-
priate tranching, it is possible to create a senior tranche that is at least as safe as
German government bonds. Standard and Poor’s (2017), in contrast, points out
that the securitised risks are less granular than in securitisations of property
loans, and that the correlation between sovereign bonds in times of crisis is like-
ly to be very high. It will therefore likely be difficult for an SBBS to obtain a
AAA rating.

It is also uncertain whether destabilising capital flows can be prevented during
crises. For example, the demand for junior tranches in times of crisis
could decline abruptly. This would make private players less willing to offer
tranched securities, as they would expect difficulty placing the junior tranches
on the market. This could exacerbate a crisis because a considerable share of the
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demand for government bonds would suddenly disappear. This would not only
be a problem for those countries that are already in a crisis, it could also induce
contagion to other member states. Thus safe haven flows in times of crisis
cannot be ruled out.

In such a case, the pressure would increase on the ECB or the ESM to
purchase the junior tranches, in order to stabilise the market. The neces-
sary application for an ESM programme could possibly be circumvented without
such intervention being accompanied by the conditionality otherwise required.

Therefore, the following conditions for the design of SBBS need to be fulfilled to
limit implicit liability risks:

— SBBS would have to be issued by private players, as the pressure on a pub-
lic institution to accept liability risks in the event of crisis would be too great.

— The privileges of sovereign exposures in banking regulation would have to
be phased out before SBBS were created. SBBS should not be created
without removing regulatory privileges.

— Banks should be excluded from holding junior tranches.

— The criteria for the design would have to be largely independent of short-term
political interests.

In view of the present uncertainties, it seems advisable to move forward cau-
tiously. For example, the regulatory bias against securitisation of diver-
sified portfolios of government bonds should first be removed by treat-
ing them in the same way as the underlying government bonds. This would elim-
inate a major obstacle for the private sector in creating safe assets such as SBBS.

If regulatory sanctions were imposed on holding non-diversified govern-
ment bond portfolios, such as by introducing large exposure limits, this
would likely considerably increase the willingness to create such assets. Regula-
tion of this kind could force reallocation of government bond portfolios and thus
effectively loosen the nexus between banks and sovereigns.

Stability for the euro area: key messages

Convergence of euro area economic performance through structural reforms which are the
responsibility of member states and lie in their own interest

Simplification of the EU framework to strengthen fiscal discipline by means of an annual ex-
penditure benchmark and a medium-term structural deficit limit with supervision by an in-
dependent European Fiscal Board or the ESM

No need for a common fiscal capacity, European unemployment insurance or a euro area fi-
nance minister

Completion of the Banking and Capital Markets Unions; further integration only after reduc-
tion of NPLs in the banking sector, removal of regulatory privileges for government bonds
and increasing the credibility of the resolution regime for banks
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e Strengthening the ESM by introducing rules for orderly government debt restructuring in
case of crisis and extending the ESM’s role in the surveillance of member states' economic
policies

e Creation of safe assets in the euro area to prevent implied liability risks only under stringent
conditions, particularly issuance by private issuers and simultaneous removal of privileges
for government bonds; as a first step ending the regulatory bias against securitisations so
that the private sector can create SBBS on its own

VII. RENEWING THE EUROPEAN UNION

135.

136.

137.

After mounting concerns about the EU's future, particularly as result of the
Brexit decision and the rising popularity of Eurosceptic political parties, there
now appears to be an opportunity for constructive development of the EU
and its institutions. The GCEE has already stated in the past that greater col-
laboration at European level in many areas would be advisable.

When shifting political competencies to European level, advantages and disad-
vantages need to be weighed against each other. These include, for example, cost
reductions due to economies of scale, elimination of inefficiencies due to infor-
mation asymmetries or externalities. Also, heterogeneous political preferences
and avoiding moral hazard need to be taken into account (GCEE Annual Report
2016 items 329 ff.). Thereby, the principles of subsidiarity and unity of lia-
bility and control should be observed.

1. Many common interests in EU reforms

Subsidiarity is a fundamental principle anchored in the EU Treaty, determin-
ing the distribution of competencies between the EU and the member states.
Pursuant to Article 5 (3) TFEU, the EU can only take action in the areas which
do not fall within its exclusive competence if and insofar the member states can-
not sufficiently achieve certain objectives and these can be better achieved at
Union level. In accordance with this principle, the GCEE has identified areas for
action in which greater European responsibilities appear advisable (GCEE
Annual Report 2016 item 336). French President Macron also listed many of
these areas in his speech on the EU's future this September.

In the area of foreign trade, there is widespread support by EU member states
for existing multilateral agreements and the negotiation of further free trade
agreements. v ITEM 643 In the area of foreign direct investment, approaches to
reviewing or banning company takeovers from outside the EU — as proposed by
European Commission President Juncker (Juncker, 2017) — bear the risk of gen-
erally restricting free movement of capital (GCEE Annual Report 2016
items 986 ff.). A general requirement for approval of foreign investments to pro-
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tect purely economic interests or economic policy objectives should be rejected.
The EU should remain open to foreign investors, even without reciprocity.

The common market and the related European competition policy are corner-
stones of the EU. However, there is still scope for reducing non-tariff barriers to
trade, for example in the service sector. The GCEE considers the most recent
decision to tighten the rules under the Posting of Workers Directive to
be a protectionist move. In future, posting companies have to pay their workers
not only the existing minimum wage in the host EU country, but also the appli-
cable negotiated wage or standard wage. This decision goes against the freedom
of services of the common market and mainly serves to force eastern European
competitors out of the market. The Posting of Workers Directive clearly shows
that, despite all the talk about free trade, member states tend to support market
barriers when push comes to shove.

Joint action in the area of digitalisation offers high efficiency potential. A joint
approach in innovation policy or regulation, for example, can make it easier for
digital business models to realise economies of scale. ~ ITEms 59 FF. The European
Commission has declared the creation of a digital single market one of its priori-
ties for this legislative period. Industrial policies to direct innovation and to sup-
port model companies — national or European “champions” — distort competi-
tion and can be counterproductive.

In the area of foreign policy and defence, considerable economies of scale
and the political weight of joint action argue for a stronger EU role. The recently
agreed Permanent Structured Cooperation and the creation of a European De-
fence Fund are steps in this direction. Although joint action in many areas
touches on sensitive national security interests, closer coordination can facilitate
economies of scale in procurement, for example. Such advantages should not be
sacrificed in the interest of national industrial policy.

In the area of migration and asylum, many EU member states share an inter-
est in more secure external borders to prevent illegal border entry. Distribution
of recognised asylum seekers is, however, a matter of dispute, even if fairer dis-
tribution of refugees and their costs among the member states would be appro-
priate (Andritzky et al., 2016a). A European approach to tackling the underlying
causes of refugee migration as well as to development cooperation could be more
effective than purely national action. Related expenses should be funded by real-
locating EU budget funds and not, as the French president proposed, through an
EU financial transaction tax (GCEE Annual Report 2016 item 47.)

In the area of public security and law enforcement, an international ap-
proach to combating international terrorism and organised crime is advisable,
justifying an expansion of EU competencies in this area. The role of the current
European police authority Europol could be enhanced, for example (GCEE An-
nual Report 2016 item 336).

A global approach is absolutely necessary in the area of climate protection.
 TEMs 79 FF. A European approach is more targeted and adequate than a national
one. In order to increase the effectiveness of carbon emissions allowances in the
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EU Emissions Trading System (EU ETS), the GCEE advocates a price corridor —
similar to the French president's suggested minimum price — or a one-time re-
duction in the number of emissions allowances in circulation (GCEE Annual Re-
port 2015 items 85 ff.). A carbon border tax, on the other hand, would be a trade
restriction and is problematic in regard to WTO rules and existing free trade
agreements.

A more united approach is not advisable in other areas, however. These include
in particular the joint financing of expenditures, which promises benefits to in-
dividual member states only. It is therefore imperative that spending prioriti-
sation within the EU budget be reviewed (Feld, 2005; GCEE Annual Re-
port 2016 items 351 ff.)

It is generally in the member states' own interests to take appropriate measures
to increase economic efficiency. To justify joint financing of structural and cohe-
sion policy, there needs to be a stronger link between the allocation of fi-
nancing from the structural funds and the European Commission's
country-specific recommendations (GCEE Annual Report 2016 item 38;
German Federal Ministry of Finance, 2016).

There is no need for an additional joint financing instrument for public
investment. There are already numerous European facilities, including the Eu-
ropean Fund for Strategic Investments (EFSI), founded as recently as 2015. On
the one hand, significant free-rider effects cannot be ruled out (European Court
of Auditors, 2016). On the other hand, it is doubtful whether financing is the key
bottleneck holding back public investment.

Another proposal on budget policy coordination relates to the European Com-
mission's Proposal for a Council Directive on a Common Consolidated Corpo-
rate Tax Base (CCCTB). The aim of the CCCTB is to make corporate taxation
simpler and more transparent, and to improve financing neutrality. The simpli-
fication of tax law promises advantages for businesses in the EU with cross-
border activity. They would no longer have to comply with 28 divergent corpo-
rate tax systems, which often results in double taxation. A common consolidated
corporate tax base also offers better conditions for offsetting losses within a cor-
porate group. From the viewpoint of member states, the CCCTB has the benefit
of preventing tax-motivated profit shifting to low-tax countries. However, there
are disadvantages. In particular, the CCCTB creates new possibilities for tax
avoidance. There are also shortcomings in the specific details of the draft di-
rective. N BOX 2

A critical review of the European Commission’s proposal on a CCCTB

Following the initial draft from 2011, the European Commission released an updated version of a
draft directive on a Common Consolidated Corporate Tax Base (CCCTB) in October 2016 (European
Commission, 2016¢, 2016d). The proposal opts for a two-step harmonisation of the corporate tax
base in the EU. The first step is to harmonise the computation of the tax base, and the second step
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would allow multi-national firms to consolidate their profits and losses. This would involve profits and
losses being shared among the member states using a formula-based apportionment on the criteria
assets, labour and sales. This is intended to ensure taxation where value is created.

The overall objective is not only to simplify taxation and reduce compliance costs, but also to render
profit shifting to avoid taxes pointless. Harmonisation could facilitate cross-border activities for com-
panies, as it would eliminate double taxation present in some cases due to 28 different corporate tax
systems despite double taxation treaties. Companies could also better account for their losses in
consolidated financial statements.

However, there would also be new possibilities for tax planning by multinational companies, and ac-
cording distortions. Depending on the specific regulations, formula-based apportionment of profits
among member states would provide incentives for outsourcing production factors. The member
states could continue to use different corporate tax rates with a CCCTB. For instance, if the labour cri-
terion is given a heavier weight in the formula, there would be an incentive to outsource more staff to
a low-tax country in order to pay less tax overall (Riedel, 2010). Moreover, a corporate group still has
to prepare a separate balance sheet for minority shareholders. This opens up new tax avoidance op-
portunities through suitable ownership structures. It remains to be seen whether the resulting eco-
nomic distortions are more favourable than the revenue decline for the member states due to profit
shifting (Board of Academic Advisors to the BMF, 2007). In any case, the CCCTB cannot fully elimi-
nate tax avoidance possibilities.

Furthermore, a critical view should be taken of other aspects of the proposed directive. For example,
the proposed introduction of consolidation envisages an implementation in two steps without a fixed
time frame. Various elements of the common corporate tax base would likely result in reduced reve-
nue in many EU member states (Nicolay and Spengel, 2017). There is thus a risk that only the first
step will be implemented, in which case the project would not help to combat tax avoidance and
would only exhaust a small part of its potential. The opt-in possibility for companies with a group-
consolidated annual turnover of below €750 million is also problematic. This creates parallel tax
structures that make corporate taxation more complicated. Furthermore, there may be a risk of unin-
tended behavioural reactions at the thresholds.

The council directive also envisages equal treatment of equity and debt financing in tax terms.
Providing an allowance for equity issuance could reduce the distortions in financing decisions. This
proposal for achieving financing neutrality is in principle in line with the GCEE's proposed allowance
for corporate equity, and is therefore welcome (GCEE Annual Report 2012 items 407 ff.; GCEE Annu-
al Report 2015 items 728 ff.). However, in accordance with the draft directive, only new equity is eli-
gible for the allowance, while the GCEE proposes an allowance for share capital. The proposed di-
rective therefore does not fully eliminated the existing distortions between investments financed
through equity and those financed through debt or retained profits. There are also potential distor-
tions in the tax treatment of dividend distributions to shareholders. This highlights another problem
with the CCCTB - in some areas it touches on income tax law in the member states, in this case the
taxation of investment income. It could therefore open the door for further harmonisation of direct
taxes, which is a problem in light of the principle of subsidiarity.

2. Extended deadline rather than disorderly Brexit

147. After a majority of the United Kingdom electorate voted against remaining in the
EU in a referendum held in June 2016, the UK government delivered notifica-
tion of the country's intention to withdraw on 29 March 2017. Delivering
this notice triggered Article 50 of the Treaty on the European Union (TEU), giv-
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ing the country two years until its membership expires (“Brexit”). The European
Council can resolve unanimously to extend the deadline. The question as to
whether the UK can unilaterally halt the process set out in Article 50 TEU is not
entirely clear (GCEE Annual Report 2016 item 289).

Article 50 TEU provides for the European Council to resolve a withdrawal
agreement by the set deadline, which requires the consent of the European
Parliament. The EU heads of state and government agreed guidelines in April for
exit negotiations (European Council, 2017), which first require a withdrawal
agreement to be concluded. The UK has also published a series of papers on its
own negotiating strategy.

Brexit will be a serious blow to the process of European unification. Given the
specialisation in the common market and global value chains, the current degree
of integration between the UK and the other EU member states, not least Ger-
many, is so high that a Brexit has mostly downsides. The economic costs of
Brexit are likely to hit the UK much harder than the rest of the EU (GCEE Annu-
al Report 2016 items 292 ff.). However, a disorderly hard Brexit would be
tantamount to an economic shock, which would bring immense disruption and
possibly affect employment in the entire EU. This worst-case scenario is better
avoided.

Given the immense ramifications of the UK's exit from the EU, the GCEE
continues to call for prevention of such a scenario (GCEE Annual Report 2016
item 22). If this is not possible, the objective of the negotiations should be to
conclude a follow-up agreement that minimises the damage for both sides
(GCEE Annual Report 2016 item 289). This should be as comprehensive as pos-
sible and tailored to the special economic relationship, leaving the four freedoms
as untouched as possible. Nevertheless, the UK should not be in a better position
outside the EU, and should not be allowed to “cherry pick” (GCEE Annual Re-
port 2016 item 23).

More time will likely be needed to negotiate this kind of agreement than the
two-year period specified in Article 50 TEU. For example, the EU took five years
to negotiate its free trade agreement with Canada, and four years with Japan.
However, these agreements do not even include services that would be of partic-
ular importance for trade with the UK.

Prime Minister Theresa May and EU Chief Negotiator Michel Barnier have al-
ready indicated their willingness to extend the deadline. The GCEE considers a
one-time extension that largely maintains the status quo to be prudent. This
would also prevent an abrupt “hard Brexit” for the UK, with high and difficult to
predict economic costs. Moreover, prolonging the negotiations would ease the
tension surrounding a contentious point, i.e. the EU's call for a withdrawal
agreement including a settlement of incurred financial obligations.

German Council of Economic Experts - Annual Report 2017/18



Towards a forward-looking economic policy - Chapter 1

Renewing the European Union: key messages

e Continued development of the European Union, such as in the digital internal market, pro-
curement in defence policy, public security, asylum and climate protection

e Reinforcing the principle of subsidiarity and the unity of liability and control

e One-time extension of the Brexit negotiation period

152.

153.

154.

VIII. GLOBALISATION

The international exchange of production factors, goods and services has ena-
bled tremendous prosperity growth that has shaped recent decades. Howev-
er, public debate often centres on the dangers of international trade and interna-
tional migration. There are often fears in advanced economies that the local
population will lose jobs, whether because of outsourcing to other countries or
because domestic workers are crowded out, with negative consequences for the
sustainability of social security and the country’s standard of living. Turning to
protectionism advocated by the populist parties appears to be an obvious and
simple solution to address these fears. Yet, these fears are neither justified, nor
is protectionism the right answer to the challenges associated with globalisation.

1. Increasing welfare through international trade

The expansion of international trade has brought about major increases in
efficiency and welfare in Germany and around the world, and significantly re-
duced world poverty. ~ iTEms 629 Fr. These gains would be at stake if we were to
yield to calls for protectionist measures currently heard the world over. Protec-
tionism should be firmly opposed. This is best achieved by reinforcing the
multilateral rule-based trading system. Further trade liberalisation likely trans-
lates into additional welfare gains. Greater openness in international eco-
nomic relations can also be achieved by removing trade barriers in services and
digital trade, and by concluding new free trade agreements, for instance with
China, India or the Mercosur. Negotiations on the Transatlantic Trade and In-
vestment Partnership (TTIP) should be resumed.

The structural change associated with globalisation should be treated in the
same way as other structural changes, such as those due to technological change
from digitalisation or changing consumer preferences. Negative effects, such as
at regional or sectoral level, are cushioned by existing social security systems
and labour market policies. Key is empowering workers and businesses to
take advantage of the changes. v ITEms 684 FF.
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The combination of broad-based advantages and concentration of negative ef-
fects from globalisation elicits greater lobbying activity and corresponding state
intervention. In particular, funds or subsidies for businesses or sectors aimed
at treating changes caused by international trade and intended to impede struc-
tural change should be rejected. This does not mean that all regional policy
should be phased out. However, there is no shortage of subsidies motivated by
regional policy in Germany. In particular, new regional policy measures should
only be considered after an evaluation of the latest measures as part of the Joint
Scheme for the Improvement of Regional Economic Structures. Instead of re-
sponding to the lobbyists’ calls, public communication should place more em-
phasis on the benefits of international trade for the population as a
whole. v iTEM 711

2. Migratory pressure on Europe will not ease

Vast numbers of refugees have taken long and treacherous routes to es-
cape to Europe in recent years. The influx of refugees to Germany has declined
significantly since the height of the refugee crisis in autumn 2015. ~ ITEm 738 Bor-
der closures in some EU member states and Western Balkan countries, the EU-
Turkey refugee accord and more stringent asylum procedures regarding certain
countries of origin contributed to this decline (Andritzky et al., 2016a; GCEE
Annual Report 2016 item 682). However, the widely held impression that the
refugee crisis is over is misguided. There are still hundreds of thousands of refu-
gees holding out at Europe’s borders, waiting for entry. The many fatal attempts
by refugees to cross the Mediterranean Sea are a mere indication of Europe’s
continued strong appeal as a safe haven and place to start a new life.

The population of Africa doubled between 1987 and 2015 to almost 1.2 billion,
and it could double again by 2050 (UN, 2017). In this context, the existing mi-
gratory pressure on Europe is unlikely to subside, and in fact is more likely to in-
crease. The EU should therefore draft a European asylum policy that takes ac-
count of such developments. The refugee crisis of 2015 revealed the serious defi-
ciencies of the current rules in the European asylum system. However, the EU
has failed to date to effect fundamental reforms to European asylum pol-

icy.

This is attributed, among other reasons, to the differing interests among the EU
member states. Nonetheless, joint action is urgently needed to meet the chal-
lenges of future migratory flows and secure Europe’s prosperity for the long
term. This includes an assessment of asylum and migration policy as a whole.
Most migration in Europe remains internal migration within the EU (GCEE An-
nual Report 2015 chart 80). At the same time, given demographic change, de-
mand for skilled workers from non-EU countries is likely to rise. v mems 779 F.
The following elements should thus be at the forefront of a joint European
asylum and migration policy:

— The ultimate aim should be to reduce the number of people who feel com-
pelled to flee from their home country. Europe’s governments have stepped
up their efforts to tackle the causes of refugee flight in the countries of
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origin. However, notable success can only be expected in the medium to long
run.

— The effective protection of EU member states’ external borders should
be ensured to combat illegal immigration. ~ iTEm 141 Progress has been made
in this area in the past two years. Further efforts are necessary to avoid refu-
gees risking their lives to reach Europe.

— A fair distribution of refugees within the EU should be guaranteed in
future using a distribution key. It is conceivable that countries taking in an
above-average number of refugees receive more money from the EU budget,
and vice versa. It must also be made clear to refugees that they will not ini-
tially have the right to settle in an EU country of their choice.

— Information centres should be established in countries such as Libya,
Egypt and Turkey, to inform people of their chances of being recognised as
refugees in Europe. In this way, many migrants from Africa, in particular,
who are not primarily fleeing persecution, but heading to Europe for econom-
ic reasons, could be dissuaded from making a pointless journey.

— Information could also be provided about legal labour migration, which dif-
fers between the EU member states. Educational institutions such as the
German Goethe Institut and similar institutions in other European countries
could be expanded to inform economic migrants about legal labour migra-
tion to Europe. However, encouraging too high expectations of success in
labour migration should be avoided.

— Asylum seekers should be strictly differentiated from labour mi-
grants. Those seeking asylum do so for humanitarian reasons, and should
therefore not be affected by employment prospects or related criteria. On the
other hand, these criteria are decisive for labour migration.

Globalisation: key messages

International trade

Rejection of protectionist trade measures and improved information on macroeconomic
benefits of trade

Removal of trade barriers in the trade of services and digital trade, and conclusion of more
free trade agreements

Empowerment of workers and businesses for accelerated structural change rather than
conserving subsidies

Migration to Europe

Combating of the causes of refugee flight, effective protection of external borders and fair
distribution of refugees within the EU

Improved information on recognition criteria for asylum applicants and legal labour migra-
tion routes

Strict differentiation between asylum seekers and labour migrants

Annual Report 2017/18 - German Council of Economic Experts

59



60

Chapter 1 - Towards a forward-looking economic policy

A differing opinion

159.

160.

161.

162.

One member of the Council, Peter Bofinger, finds the concept of a “forward-
looking economic policy” proposed by the Council majority in this chapter to be
unsuitable to strengthen the competitiveness and future viability of the German
economy. This applies in particular to

— the “growth-friendly reforms” in fiscal policy that are limited to relieving tax-
payers and social security contributors

— the establishment of an insolvency mechanism for the euro area to strengthen
“market discipline”, and the orientation of euro area fiscal policy to an ex-
penditure benchmark that would result in a declining public spending ratio

— the abandonment of industrial and foreign trade policy activities at EU level
to secure and improve the competitiveness of European businesses on the
global stage.

All in all, the economic policy re-adjustment called for by the majority is
aimed at weakening the state’s ability to act and exert influence by restricting
and reducing its resources.

Economic policies in Germany

The majority states that the healthy economic situation in Germany provides an
“excellent base for reforms”. The majority argues that the theme of distribu-
tion that has dominated the debate in recent years should be replaced by a focus
on the challenges of the future. However, the re-adjustment called for, and the
particular necessity for reforms at the present time are not self-explanatory.

The extraordinarily positive economic development Germany has enjoyed for
some years now, and which is expected to continue until at least 2019, is certain-
ly not an argument for a change of economic policies. Recent years have shown
that it is possible for ambitious social policy measures such as the minimum
wage and promotion of renewable energies to be combined with strong employ-
ment growth and robust economic growth. Moreover, the ECB’s monetary poli-
cy, which has been criticised by the majority for years, and was classified as “in-
appropriate” for Germany last year, has so far neither resulted in inflationary
tensions in Germany nor undesirable developments in the financial system that
pose a systemic threat.

The measures proposed by the majority would, however, result in anything but a
fundamental re-adjustment of economic policy. This is particularly true of the
rather vague calls for enabling work-family balance, establishing lifelong learn-
ing, expanding labour migration options for professional workers, strengthening
general skills in education and training, innovation-friendly regulation, system-
atic digitalisation of government administration and ensuring a flexible labour
market.
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Even for fiscal policy, no re-adjustment is apparent in the “growth-friendly re-
forms” called for. These are limited to relieving taxpayers and social secu-
rity contributors, not least through the proposal repeated in this report for an
allowance for corporate equity, which would ultimately result in an asymmetri-
cally negative wealth tax (GCEE Annual Report items 812 ff.).

Given the government’s limited fiscal space, the question is whether this will
meet the calls for a forward-looking approach. In particular, it is entirely
unclear how the additional education and training efforts justifiably de-
manded by the majority, and needed to prepare the labour force for the digital
environment of the future, will be financed. ~ 1ITEM 4 Moreover, the decisive factor
for the future viability of the German economy will be improving the traditional
and digital infrastructures by expanding public investment. Investments are
still lower than the depreciation of fixed capital and, relative to GDP, were at the
lower end of the scale of OECD countries on average between 2010 and 2015.

As regards the issue of financing, the majority judges apodictically that an in-
crease in the public spending ratio is not necessary. Without going into
further detail, it states that “additional financing requirements for public in-
vestment should be covered without increasing the public spending ratio by set-
ting the right priorities”.

Because the scope for spending cuts in other areas of the public budgets are like-
ly to be very limited, not least due to the additional demands for internal and ex-
ternal security, there is a high risk with the “forward-looking economic policy” as
the majority understands it, that there will be a lack of significant funds for addi-
tional investment in human capital and infrastructure after extensive cuts in
taxes and duties. The majority categorically rules out the possibility of financing
these forward-looking investments through debt — particularly in the current
environment — for which an annual figure of around €10 billion would be avail-
able to the Federal Government even under the debt brake.

All in all, it is to be feared that the proposals for German economic policy by the
majority will weaken rather than strengthen the economy’s competitiveness
and future viability.

Economic policies for the euro area

The Council majority repeats its calls for a reduction of the privileges afforded to
sovereign debt in banking regulation and the introduction of a mechanism for
the orderly restructuring of government debt as part of the programmes under
the European Stability Mechanism (ESM). Its objective is to strengthen “mar-
ket discipline”. However, this mechanism could result in an existential threat
to the stability of the euro area, particularly in periods of economic weakness
(GCEE Annual Report 2015 items 95 ff.; Special Report 2015 items 112 ff.).

This year, the majority supplemented the “Maastricht 2.0” model with the call
for an expenditure benchmark, which together with the Fiscal Compact’s
structural deficit limit is to replace all other fiscal rules in the euro area. The
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spending of member states should depend on how much their debt-to-GDP ratio
differs from the 60 % limit set by the Maastricht Treaty. The majority’s remarks
on this matter are not specific enough to discuss the proposal in any more depth.

However, it immediately presents the problem that it would elevate the arbi-
trarily set 60 % limit to a cornerstone of fiscal policy for the member states. It
is therefore to be expected that implementing an expenditure benchmark will
reduce the public spending ratio in most member states in the medium to
long term. Proponents of such expenditure rules clearly see this as an important
side effect, which empirical studies show to apply to both highly developed coun-
tries and emerging markets (Cordes et al., 2015). The majority’s plea for an ex-
penditure benchmark corresponds to its preference for expenditure-side consol-
idation rather than tax increases.

However, the question arises as to whether a general reduction of public
spending ratios is really the appropriate reaction to the challenges posed by
globalisation, digitalisation and ageing in the advanced economies. Countries are
actually likely to need more funds than previously to better accept and cope with
the structural change caused by globalised markets and technological progress.
Greater financial resources are not only needed for spending on education, but
also to compensate those groups of people and regions that are adversely affect-
ed.

It would be irresponsible to make substantial cuts in public spending in these
areas, just because an arbitrary limit for government debt was set in the Maas-
tricht Treaty in 1992. When making the case for evidence-based econom-
ic policy, one has to at least question benchmarks that have no academic evi-
dence for their appropriateness.

Raising taxes should not completely be ruled out for the consolidation necessary
in some countries. It will in all likelihood be difficult for individual countries to
generate additional income through tax increases in light of the current inter-
national tax competition. However, that is an argument for setting mini-
mum corporate tax rates at least in the EU, as called for by French President
Macron.

If government debt were consistently aligned to the 60 % limit set in the Maas-
tricht Treaty, we would also see the problem in the medium term that the vol-
ume of “safe securities” would considerably decrease over time. A reduction in
the debt ratio from the current level of approximately 9o % to just 60 % would
decrease this volume by around a third.
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Economic policy for the European Union

The majority’s proposals for a “constructive development of the EU” are marked
by immense confidence in markets. The majority assumes that the populist
trends in many European countries can be countered by observing the principles
of subsidiarity and of unity of liability and control. This view is the opposite to
that of the French president. While the majority is calling for market integration
in Europe, Macron advocates a Europe that is “fair, protective and ambitious”.

The fundamental differences between these two positions are evident in key pol-
icy areas.

In trade policy, the majority is against measures in the area of foreign direct
investment that would enable the EU to prohibit foreign acquisitions from
third countries under certain circumstances. It believes that the EU should re-
main open to foreign investors, even without reciprocity.

This position immediately raises the question as to why the majority would ap-
parently not have concerns in allowing European companies to be acquired by
state-owned or quasi-state investors from China. By contrast, involvement
of the French government, for example, in a private company would be criticised
as a regulatory transgression (GCEE Annual Report 2007 items 287 ff.).

The GCEE expressed the following basic principle in its Annual Report 2002/03:
“The government should withdraw from all activities which the market could
perform just as well or better” (GCEE Annual Report 2002 item 380). If you
consider this correct, then it should apply both to your own country and to for-
eign countries.

The rejection of reciprocity in international trade and in international
foreign direct investment advocated by the majority puts domestic investors
and asset owners at a considerable disadvantage. At present, a German company
is worth less to a German owner than to a Chinese owner, because only the latter
has unrestricted access to the Chinese market. Moreover, German companies are
deprived of the opportunity of obtaining easy access to the Chinese markets by
acquiring a Chinese company (GCEE Annual Report 2016 items 995 ff.).

The majority criticises the latest decision to tighten the rules under the
Posting of Workers Directive. It believes this to be a “protectionist move”,
because the posting companies have to pay their workers not only the existing
statutory minimum wage in the host EU country, but also the applicable negoti-
ated wage or standard wage. But if “populist trends” are to be countered, we
cannot call for a Europe that allows the erosion of living standards and social se-
curity systems in the more highly developed member states via “social dumping”
(President Macron).

As for climate policy, the Council majority advocates a price corridor — similar
to the French president’s suggested minimum price — or a one-time reduction in
the number of emissions allowances in circulation. Although Macron specified
amounts between €25 and €30, the majority does not define a range for the
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price corridor. Without any indication of price, this proposal cannot, however,
be regarded very highly.

Furthermore, the majority rejects a carbon border tax as proposed by President
Macron. It considers this to be a trade restriction and problematic with a view to
WTO rules and existing free trade agreements. But if we regard the pollution of
third countries as an external effect, it is certainly acceptable in terms of alloca-
tion theory to internalise it at least partially via this kind of tax.

The majority believes that industrial policy to promote innovation and sup-
port model companies — national or European “champions” — distorts competi-
tion. This view may well be appropriate for an ideal ordoliberal world, but in re-
ality, we are dealing with countries like China, which lend their businesses mas-
sive support to make them not only national but global champions. Chinese
industrial policy is actually so successful in this regard that one of Germany’s
largest industrial companies announced in September plans to base its global re-
search in new mechatronic systems, collaboration between humans and ma-
chines, and the use of artificial intelligence in robotics, in China.

You need a great deal of market confidence in this kind of environment to call
for your own country’s efforts under industrial and innovation policy to be
abandoned because they distort competition. President Macron has brought an
interesting suggestion to the discussion; he proposes a joint research institu-
tion for Europe in the same vein as the Defense Advanced Research Projects
Agency (DARPA) in the US. This public research institution was responsible,
among other things, for developing the basis for the Internet.

The biggest challenge of the future is to secure both the social market economy
and the German economy’s high level of competitiveness. This will only be pos-
sible in a Europe that is able to transform the strengths of globalisation and
technical progress into prosperity for all. President Macron has made important
suggestions in this regard, such as setting lower limits for corporate taxation and
creating a joint budget to be financed via energy taxes. He has also directly of-
fered Germany a “new partnership”. If we are striving for a re-adjustment of
German economic policy, we actually should be striving jointly for a renewal of
the EU. But in the words of Macron, it has to be a new model that will not just
include the economy but also the society and civilisation at large, that will lead to
new thought on inequality and externalities of a society whose main victims of
imbalances are the weakest and the most fragile.
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