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The COVID 19 pandemic and the energy crisis have left their marks in
Europe and especially in Germany. German output is still just below the
level it was at when the pandemic started almost four years ago. Since the
beginning of the pandemic, Germany has had the lowest growth among all econ-
omies in the euro area. Initially, Germany got through the Corona pandemic com-
paratively well. During the energy crisis, however, the German economy per-
formed very poorly. Output is expected to shrink in 2023. Growth is expected to
turn positive in 2024, but at a level substantially below that of the 2010s.

The recent development is not surprising given the sharp rise in energy
prices last year and the high share of energy-intensive industries in Ger-
many. Extensive economic policy measures helped prevent an even deeper slump
by transforming energy supply and cushioning the economic effects of the energy
crisis. In addition, companies and private households adapted well to the crisis.
However, the medium- and long-term projection of Germany's potential output
presented in this Annual Report points to clear obstacles to growth in the
coming decades, irrespective of the current economic weakness.

These obstacles have been emerging over many years and have not been ade-
quately addressed. Firstly, it is foreseeable that demographic ageing will re-
duce the share of 20-64-year-olds in the total population and that the domestic
labour supply will decline accordingly. Second,
productivity growth and the growth of the capital stock have been de-
clining for decades. At the same time the capital stock has aged.

This is reflected in low and declining start-up rates and low availability
of venture capital for young high-growth companies. Germany is thus
affected by ageing not only of its population but also of its industrial base.

To strengthen Germany’s growth potential, both developments should be ad-
dressed. To dampen the decline in the volume of labour incen-
tives to work need to improve and immigration policy needs to be re-
formed. At the same time, innovation and
investment activity should increase to modernise the economy
and raise productivity growth. The use of new general purpose technologies
such as artificial intelligence (AI), a more favourable eco-system for start-ups and
high-growth companies can contribute significantly to modernising the economy.

Economic policy should support the ensuing structural change. A
narrow focus on supporting economic sectors that are at risk of structural change
would slow down the necessary reallocation of scarce resources to new and grow-
ing sectors.

Against this backdrop, it is problematic that capital-market based financing
for companies in Europe is limited and that European capital markets re-
main highly fragmented. This hampers investment in uncertain
and risky projects. Capital-market reforms in Germany and in Europe can lead to
a deeper and better integrated capital market and would significantly support the
green and digital transformation. There is a significant need for more venture-
capital funding to finance the growth of young companies.
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Overcoming sluggish growth - Investing in the future
Challenges , and measures discussed in the GCEE Annual Report 2023/24
Low potential output growth
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This year's analysis of the income distribution shows that the risk of poverty in
Germany has increased over the past 20 years. This is mainly due to the fact
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that real incomes of lower income groups grew less than average or top
incomes. The Annual Report discusses various reform options for
the tax-transfer system that can reduce the risk of poverty and strengthen incen-
tives to work without imposing an additional burden on public budgets.

Demographic ageing not only has a dampening effect on potential output
growth, it also increases budgetary problems of the unfunded statutory
pension scheme (GRYV). Due to the declining workforce contrib-
uting to the GRV, contribution rates as well as the federal subsidy to the GRV will
rise in the medium and long term under current rules. Accordingly, employment
costs will increase and the disposable income of employees after social insurance
deductions will decrease. The current Annual Report presents reform options
for the GRYV that can reduce the GRV’s funding needs and secure its fi-
nancing in the long term, while at the same time reducing the risk of poverty in
old age. Furthermore, the creation a new form of supplementary,
funded old-age provision is proposed.

Evidence-based empirical research and policy advice that provide a sound basis
for decision-making by policymakers and public administrators require reliable
and comprehensive data. Germany’s research data infrastructure
has improved significantly in some areas, but is still lagging behind in inter-
national comparison. Improvements require an adaptation of statistical legis-
lation in general, a Research Data Act in particular and
more resources for official statistics.

The GCEE expects Germany's gross domestic product (GDP) to decline
by 0.4 % in 2023. The decline is due in particular to the
reduction in domestic demand, largely caused by the sharp drop in government
consumption expenditures at the beginning of 2023. Throughout the fore-
cast period until the end of 2024, private consumption expenditures are likely to
recover due to the return of real income growth. However, the unexpect-
edly sluggish recovery of the global economy, especially in China, is likely to con-
tinue and put the brakes on German exports in 2024. Accordingly, net exports are
likely to contribute negatively to growth. Thus for 2024, GDP growth is ex-
pected to recover only slightly and amount to 0.7 %.

Germany's foreign trade environment has become very gloomy. The
global tightening of monetary policy and the sluggish development in
China have slowed global economic growth. US growth has been stimu-
lating the global economy since spring 2023. However, economic output in the
euro area grew only marginally for the second consecutive quarter in Q2 2023.

The Chinese economy has also grown much more slowly in 2023 than in
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Economic outlook

GDP in Germany and the euro area

Consumer price index in Germany?
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Sources: Deutsche Bundesbank, Eurostat, Federal Statistical Office, own calculations
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the past and less than expected after the end of the zero-covid policy. In 2024, the
global economy is expected to pick up. However, China is expected to continue to
grow only weakly relative to the past. In 2023 and 2024, global GDP is expected
to grow by 2.7 % and 2.2 %, respectively, less than the average of the 2010s.

Inflation in Germany, as measured by the national consumer price index
(CPI), has fallen significantly over the course of 2023, from 8.7 % year-on-
year in January 2023 to 4.5 % year-on-year in September 2023. This is
largely due to lower price increases in the volatile commodity groups of energy
and food. Core inflation, however, remains significantly elevated at
4.5 % in September 2023. The delayed price increases for services compared to
goods, the recent sharp rise in unit labour costs and the remaining catch-up po-
tential in private demand for services play a significant role here. The GCEE
forecasts an average inflation rate of 6.1 % for 2023 and 2.6 % for
2024.

Potential output growth —i.e. long-term growth in economic output given
normal utilisation of the overall economy's production capacities — has fallen
from around 2.4 % annually in the years before reunification to 1.4 % between
2000 and 2019 and to well below 1.0 % annually in the past 5 years. In the
next 10 years potential growth of just under 0.4 % per year would be ex-
pected according to the GCEE's medium-term projection if current trends were
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Outlook for potential growth dampened by demographics
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to continue. The currently assessable trends indicate that potential
growth will remain at a low level in the longer term if no countermeasures are
taken.

In particular, the foreseeable shortage of labour dampens effect on po-
tential growth. In the past 15 years, the demographic pause and rising
labour force participation of women and older people compensated for the decline
in full-time hours. The number of people retiring is now increasing sharply and is
not expected to be sufficiently offset by rising participation rates and immigration.
This will lead to a significant decline in the volume of labour. If current dynamics
persist, capital stock growth and productivity are also likely to remain at
low levels. If these developments cannot be stopped, the long-term outlook for
potential growth in Germany will be very bleak.

The long-term expansion of potential output is particularly important against the
backdrop of the upcoming envisioned transformation in the areas of digitalisation
and decarbonisation. Higher potential output expands
theresources available for consumption and investment and it increases the scope
redistribution of income within the population. This way, the transformation can
be made more socially acceptable. At the same time, higher capital formation can
be facilitated.

In order to increase potential growth substantially, increased productivity
growth and capital formation are just as necessary as an increase in the volume of
labour. To increase productivity growth, the funding of education
and research needs to be improved, especially for research towards general
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purpose technologies such as Al. To increase domestic labour sup-
ply the opportunities and incentives to take up employment need to improve.

Facilitating labour migration and a better integration of immigrants
will help expand the domestic labour force. Various economic policy
measures can help strengthen investment incentives. Improved
administrative efficiency and less bureaucratic hurdles can speed up investment
processes and make investment more attractive. Investment tax incentives, such
as special depreciation, can also increase investment activity. Decarbonisation
investments can be stimulated by developing and expanding the energy supply
and the energy infrastructure, especially the transport infrastructure for electric-
ity and hydrogen. This requires a reliable and predictable regulatory en-
vironment that allows for long-term planning.

Well-developed and liquid capital markets can support the growth of the
capital stock. They also support the reallocation of capital to its most pro-
ductive use and the funding of innovation. Well-functioning capital
markets are therefore central to overcoming the weakness in growth and financ-
ing the necessary investments of the digital and green transformation. However,
capital markets in Germany and Europe are relatively under-developed.

In many European countries, they lack the depth and liquidity to provide
large-scale financing. In the US and some Scandinavian countries, large institu-
tional investors such as pension funds or insurance companies provide such
larger-scale funding. However, institutional investors active in Europe rarely in-
vest directly in companies through equity markets or venture capital.

Strengthening the capital market is essential for companies in general, but
especially for start-ups. These contribute significantly to innovation and

Sources of funding for non-financial companies in the euro area and the US in 2022
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growth. While the volume of venture capital for young companies has increased
in Germany and other European countries, financing in the growth phase is still
lagging behind compared to the USA and Israel.

Companies would have a broader range of financing options if their
access to the stock or bond market was improved. This is particularly rel-
evant for young companies in the growth phase. One starting point are new initi-
atives with state co-financing, such as the Federal Government's Future Fund.
Furthermore, it is important to increase the ability and willingness of
existing capital providers, especially insurance companies, to invest in start-ups
in the later growth phase. At the same time, exit options for venture capitalists in
Germany and Europe must be improved. Reducing regulatory barriers, such as
quantitative investment limits, can increase the engagement of institutional in-
vestors in European capital markets in the long term. The expansion of
funded pension provision in Germany, e.g., in the form of a publicly managed
pension fund, can increase the funds available through capital markets. Such a
fund would also open up attractive investment opportunities with a low
long-run-risk for households, which are currently participating in the capital
market. As such it would help develop an equity culture in Germany.
Financial education must also improve. This requires, firstly, system-
atic and independent curricula in schools. Secondly, providing children
and young people with a starting capital that is invested in a broadly diversified
and low-cost investment fund can increase their experience with capital market
investments at an early age.

An integrated European capital market can diversify risks and offer
companies a wide range of financing options, especially in the form of equity. An
integrated capital market reduces the dependence of companies on local bank
lending and ensures that local shocks in the banking sector are less likely to spill
over into the real economy. Despite the free movement of capital, however,
capital markets in the EU are still highly fragmented. To reduce this frag-
mentation, regulatory harmonisation, e.g., in financial reporting by com-
panies or in the tax treatment of cross-border investments, should be pursued.

Strong European supervision by the European Securities and Markets
Authority (ESMA) could advance harmonisation and integration and would be an
important step towards the completion of the Capital Markets Union.

Most indicators of income inequality show hardly any increases in Germany
since 2005. However, net household incomes of lower income
groups have almost stagnated, while average real incomes have grown no-
ticeably. This development is particularly pronounced among the for-
eign-born population. In this group, incomes at the 10th percentile
have grown about 13 percentage points less than incomes at the median, and 20
percentage points less than incomes at the 9oth percentile since 2005. In com-
parison, incomes among people born in Germany have risen by around 9 percent-
age points less in the 10th percentile than in the median or 9oth percentile. The

Annual Report 2023/24 - German Council of Economic Experts



Executive Summary - Overcoming sluggish growth - investing in the future

Real incomes of lower income groups have grown below average since 20001
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slower development of lower incomes thus affects foreign-born per-
sons particularly strongly, but is also pronounced among persons born in
Germany.

Slow income growth at the bottom of the distribution has led to an in-
crease in the risk of poverty. Single parents, the unemployed, chil-
dren and young people, and people with a migration background are most at risk
of poverty. In addition, single or divorced women are significantly
more likely to be at risk of poverty than men in the same family situation.

The risk of poverty is correlated with unfavourable outcomes in areas such as ed-
ucation, unemployment, and health. The causality goes in both directions.

Better opportunities and incentives to take up and expand employ-
ment can reduce individual poverty risk. At the same time,
poverty reduction and broader labour-market participation can raise overall eco-
nomic growth and innovation. As international studies show, these opportunities
remain untapped due to poverty. For example, children from low-income families
often grow up in environments where they are less able to live up to their poten-
tial. Reforms should therefore target groups who are particularly af-
fected by poverty.

Reforms of basic-income support can help groups at risk of poverty to take
up and expand gainful employment and to better access welfare benefits to which
they are entitled. By merging different types of benefits, the com-
plexity of the system can be reduced and take-up increased. In an integrated and
better coordinated system, incentives to work could be increased by implementing
transfer reductions with a constant marginal withdrawal rate that is
lower than under the current system over many income ranges. It is possible to
design the transfer withdrawal rate such that the reform would reduce the risk of

German Council of Economic Experts - Annual Report 2023/24



Overcoming sluggish growth - investing in the future - Executive Summary

poverty and strengthen work incentives without increasing public spending.
The basic child allowance, which is currently in the legislative process, is
compatible with such a system.

In order to reduce the risk of poverty among women, it is essential to make it pos-
sible for them to take up gainful employment, in particular full-time employment,

by providing better childcare. A reform of the marital tax-
splitting system would also strengthen the employment incentives of second
earners, the majority of whom are women. The introduction of a

system of direct payments to private households, would allow for targeted
relief payments in times of crisis. Lump-sum climate payments would support
private households through the of decarbonisation.

With the retirement of the baby boomers being imminent, demographic
ageing in Germany enters an acute stage. By 2035, the old-age dependency
ratio, i.e. the number of people over 65 in relation to those aged 20-64, will have
almost doubled compared to the year 2000. Due to a persistently low
total fertility rate and increasing life expectancy, Germany will have a
significantly aged population in the long term. The statutory pension
scheme (GRV) thus faces growing financing problems. Civil servants'
pensions will also place an increasing burden on the general government.

In the GRYV, current rules imply a declining level of benefits and
sharply rising contribution rates. In order to make the GRYV fi-
nancially sustainable and still ensure an adequate level of pension benefits, the
burden of demographic change must be divided more fairly intra- and intergen-
erationally. The short-term challenge is due to the retirement of the baby boomer
cohorts; the long-term challenge is to adapt the pension scheme to further in-
creases in life expectancy and persistently low birth rates.

There are various reform options that would stabilise the GRV, each of which has
more or less favourable effects on the GRV budget. N A DIFFERING OPINION
ITEm 470 FF. The first core element of a GRV reform should be to link the stat-
utory retirement age to life expectancy at the age of retirement.

Given the resulting extension of working life, targeted hardship rules
should accommodate insured persons with health problems. Estab-
lishing a new form of funded pensions outside the GRV is a second core
element. A funded scheme is the only approach that allows for partial
decoupling from the unfavourable demographic development. Both reform
measures would improve the financial viability of the pension system, but only
have a longer-term effect.

In order to reduce the budgetary problems of the GRV in the short term and avoid
placing the burden primarily on the younger generation, a combination of
short-term reform measures also needs to be implemented. Options include
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Old-age dependency ratio likely to rise sharply in the next ten years
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strengthening the existing link between old-age dependency and an-
nual pension adjustments and an inflation adjustment of
pensions after award. Both reforms increase the risk of poverty at
retirement though. One way to reduce both the burden on younger cohorts and
the risk of poverty among older cohorts is to assess pensions progressively
by income. N A DIFFERING OPINION ITEMS 496 FF. A progressive pension as-
sessment redistributes intragenerationally, i.e., within age cohorts. This depar-
ture from a long tradition of proportional assessments could reduce the poverty
risk of low-income workers, limit the financing needs of the GRV and thus reduce
future contribution rates.

Expanding the GRV to include civil servants would not solve the GRV’s fi-
nancing problems. However, it would make the financial commit-
ments due to civil servants' pensions more transparent, and it would ensure that
reforms of the GRV are always uniformly applied to the pensions of civil servants.
Compulsory insurance for the self-employed, with a choice between GRV and
alternative forms of coverage, could help funding the GRV in the short to medium
term and close pension gaps for the self-employed. However, the
funding effects decline as soon as the first cohorts reach retirement age.

Data-based analyses are indispensable for effective and efficient deci-
sions in politics and public administration. The collection of data, its
scientific analysis and the provision of the necessary infrastructure for such anal-
yses are thus an investment in better informed, more targeted and more cost-
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efficient policy decisions. The availability and access to data in Germany is lagging
behind its international peers. The deficits in the range of available
data as well as their timely availability became clear during the Corona crisis and
the energy crisis when, unlike in France or the USA, support measures could not
be evaluated concurrently. Some initiatives to improve the data infrastructure are
underway in Germany, such as the Register Modernisation Act or the Research
Data Act. However, in the case of the Research Data Act, which is still in the
planning stage, it will be of utmost importance to ensure that scientific re-
search is given sufficient weight when weighing against data protection
and that the existing deficits in data access and data linkage are remedied.

In order to increase social acceptance of expanded research data ac-
cess, the social benefit of scientific research must be communicated while ensur-
ing the security of data access.

The research data infrastructure in Germany is largely determined by the general
legal framework governing the system of official statistics. The input-
oriented design of statistical legislation has limited the flexibility and speed of
data provision. Current law requires any survey to be specified in the law before
it can be conducted. In contrast, an output-oriented statistical legislation specifies
the information needs that the system of official statistics has to satisfy and the
services it has to provide. The latter type of legislation would enable the system of
official statistics to decide independently which surveys would satisfy the infor-
mation needs most cost-effectively and would interfere the least with the right to
informational self-determination. Official statistics could react more quickly to
new information needs or new data sources. Administrative data should be made
available to the Federal Statistical Office (Destatis) on a mandatory basis to in-
crease the speed and broadness of data provision.

The 21st century has been declared the information age. To become an effective
public information service provider, the legal mandate of Destatis should be
expanded to include a research mandate as well as the operation of re-
search data centres. In addition, a microdata centre should be es-
tablished at Destatis as a data trustee. Overall, the financial and
human resources of official statistics should be increased. In order to
improve access to data for the scientific community, the Research Data Act
should allow for flexible research-friendly regulations of the linking and
use of data and enable user-oriented and modern access to data.
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