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Creating new prospects for tomorrow - not squandering opportunities - Executive Summary

The German economy is stagnating this year, after experiencing a recession
in 2023 and 2024 according to the latest data. In addition to cyclical factors,
this weakness reflects structural changes and geopolitical shifts that are un-
dermining the traditional German export model. Amid a changing geopolitical
order and growing uncertainty about the reliability of US security guarantees for
European NATO members, long-standing economic and security frame-
works are under increasing pressure to adapt. At the same time, the continued
fragmentation of the European Single market for goods, services and capital pre-
vents Europe from an effective response to these new global challenges. Yet, Ger-
many’s current economic weakness is not solely explained by these external fac-
tors. Domestic aspects such as a sustained decline in the competitiveness of
German industries and the ongoing demographic aging are also contributing
factors.

The Federal Government has sought to address the increased security and eco-
nomic challenges with a fiscal package aimed at strengthening the govern-
ment’s investment capacity and at funding higher defence expenditures. However,
the implementation of these measures needs significant improve-
ments in order to achieve additional and productive investment. Else, growth
opportunities risk being squandered and the long-term sustainability of
public finances could come under strain.

Inits 2025 Spring Report, the GCEE presented an initial assessment of the
fiscal package. The analysis primarily addressed questions regar-
ding its design and macroeconomic implications. In addition, the GCEE examined
how a consistent reduction of unnecessary bureaucracy could reduce costs
for firms and remove barriers to growth. Finally, the Council dis-
cussed strategies for managing regional heterogeneity in structural change
and its effects.

In its 2025/26 GCEE Annual Report, the GCEE builds upon these analyses
and considerations. It shows why the fiscal package under its currently
planned implementation, in particular the Special Fund for Infrastructure
and Climate Neutrality (SVIK), is unlikely to lead to sufficient additional in-
vestments. Based on this analysis, the Council proposes adjustments to the allo-
cation and use of funds that would both enhance the overall macroeconomic im-
pact and limit the increase in the debt-to-GDP ratio, which is driven by increased
defence spending.

Annual Report 2025/26 - German Council of Economic Experts
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In three further chapters, the GCEE examines additional key areas of economic
policy that are essential for overcoming the current crises. There is a need for pro-
gress in integrating the European markets for goods, services and capital
as well as strengthening European defence capabilities for Germany and
the European Union to assert their roles, economically and strategically, in a new
multipolar world order. In Chapter 4, the GCEE addresses the cor-
porate tax reform initiated by the Federal Government and finds that, while

Goals , P EUENEERY and  measures (discussed in the GCEE Annual Report 2025/26
Improve the additionality and investment orientation of the special fund

Tighten up the legal framework Establishing transparency and Address consolidation needs
for additionality and targeting reliability promptly

® State the investment ratio in the ® Prepare a multi-year financial plan ® Consolidate expenditures, strengthen
core budget more precisely by for the special fund N ITEM 118 revenues N |TEM 133
law and calculate it consistently ® Introduce a nationwide database ® Implement reforms that target
N ITEMS 125 F. for mandatory monitoring economic growth N ITEM 140

® Extend the additionality to Lander N TEMS 119 F.

® Work towards funding of

and municipalities, and stipulate ® Establish a new, independent infrastructure and defence

that a significant portion of the monitoring body by law to regularly from the core budget N ITEM 136
funds for the Lander must be and systematically review the use

passed on to municipalities of funds N ITEMS 122 F.

N ITEMS 127 FF.

® Ensure the additionality of
expenditure for climate neutrality
in the KTF N ITEM 131

Shaping Europe's future together

Incomplete Single Market for Fragmented financial markets Insufficient defence capabilities
goods and services

® Remove trade barriers such as ® Pooling resources for venture ® Stronger European coordination of
territorial delivery restrictions capital financing across Europe defence procurement, e. g. through
N ITEMS 189 FF. and supporting the creation of an European Defence Mechanism

® Introduce an EU-wide 28th regime a pan-European stock exchange (EDM) N ITEMS 223 FF.
in business law that facilitates N ITEMS 200 FF. ® Promote the targeted development
cross-border establishment and ® Integration of capital market of new military technologies
operation of business N ITEMS 194 FF. supervision by ESMA N ITEM 206 N [TEMS 239 FF.

® An EU Single Market sherpa should ® Setting the course for a European ® Joint financing of defence
represent the interests of the State Asset N ITEMS 207 FF. expenditures via the EU
Single Market vis-a-vis the budget or EDM N ITEM 249 FF.

member states N ITEM 188

Reforming corporate taxes - reducing distortions

Tax burden on firms in Germany Corporate tax desigh hampers Supporting long-term growth
relatively high investment and encourages through innovation
debt financing

® Reduce the effective tax burden on ® Eliminate the debt-equity bias in ® Simplify the application process
firm profits corporate taxation N ITEM 305 for the research allowance
N ITEM 312 e Converge to a neutral corporate tax N ITEM 331

® Supporting Global Minimum Tax design in the long run N ITEM 329 ® Use R&D tax incentives to foster
as a cooperative solution ® Make depreciation rules more private innovation N ITEM 332
N ITEM 337 degressive N ITEM 330 ® Extend loss carry-backs to

® Simplify the option model for encourage riskier investments
corporation tax N ITEM 336 N ITEM 333

Strengthen wealth accumulation, eliminate asset dependence in inheritance and gift taxes

Obstacles to wealth accumulation Asset-depending taxation of Inadequate data infrastructure for
inheritances and gifts research and policy advice

® Introduce state-subsidised long-term ® Significantly reduce preferential tax ® Adopt the Research Data Act
investment accounts for wealth treatments for transfers of business promptly N ITEMS 440 F.
accumulation N ITEMS 422 F. assets N ITEMS 432 F. e Better linking and centralised

® Combine wealth-accumulation ® Avoid excessive liquidity burdens on provision of administrative data
programmes for low-income business assets through generous N [TEMS 440 F.
households and bundle them in deferral options N ITEM 432
the new long-term investment ® Replace existing allowances, which
account N ITEM 425 can be claimed several times, with

® Connect the long-term investment lifetime allowances N ITEM 431

account to the planned early-start
retirement account N ITEM 426
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the reform will help to alleviate the tax burden for firms, corporate taxation con-
tinues to distort financing and investment decisions due to the unequal tax treat-
ment of equity and debt financing. This distortion is associated with considerable
welfare losses in the long term, which could be mitigated by further reform
measures. In the fifth chapter, the Council reports on the distribu-
tion of wealth in Germany, as mandated by its statutory duties, and highlights
how to improve wealth accumulation in Germany via stronger incentives for
participation in capital markets. Finally, the GCEE emphasises the need to reform
inheritance and gift taxation to ensure greater consistency with the principle
of equality across all asset types, notably by reducing preferential treatment for
business assets.

The global economy is currently strongly affected by the protectionist
and erratic trade policy of the United States (US). In the first quarter of 2025,
this resulted in noticeable front-loading effects in international trade, followed by
significant rebound effects in the second quarter. The GCEE expects global
gross domestic product (GDP) to grow by 2.6 % and 2.3 % in 2025 and
2026, respectively. However, the German economy is likely to benefit less from
global growth than in previous decades, as German firms have become less com-
petitive in international markets (GCEE Annual Report 2024, item 44). China is
increasingly emerging as a direct competitor for German industrial producers and
is benefiting from lower export prices, which in August 2025 were 17.3 % below
their 2022 level. Over the same period, export prices in the euro area in-
creased by 14.4 %.

The German economy continues to experience weak growth.
The tentative recovery that had begun in the manufacturing sector during the
summer of 2025 has since lost momentum. The volume of orders from
abroad increased in the first half of 2025, but reverted back to its beginning-of-
year level by August. Business expectations improved in October, but remain sub-
dued. Exports have been declining since 2023 and are expected to continue to
dampen economic growth in 2025, while imports are on the rise. since
the beginning of 2025, German exports exhibit an additional strain resulting from
the protectionism and volatility of US trade policy as well as the appreci-
ation of the euro. Private consumption spending rose sharply in the first quar-
ter of 2025, but no further momentum is expected for the forecast period.
While the saving ratio normalised in the first half of 2025, consumption
growth is projected to remain moderate in 2025 and 2026, given only marginal
increases in real wages. The volume of firm investments is likely to remain
subdued, reflecting low capacity utilisation and weak sales both domestically and
abroad. However, the fiscal spending from the fiscal package
adopted in March 2025 is likely to provide expansionary impulses for con-
struction and gross fixed capital formation in machinery and equip-
ment from next year onwards.
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Economic outlook for Germany and Europe

GDP in Germany and the euro area Key economic indicators (in %)
8 S
6 - Germany
4 GDP growth® -0.5 0.2 0.9
2 - — Inflation rate 2.2 2.2 2.1
0 1 e Unemployment rate* 6.0 6.3 6.1
27 Wage growth® 5.3 3.6 2.7
4 A
6 Forecast Budget balance® - 2.7 -23 -3.1
8 period? Euro area
2020 21 22 23 24 25 2026 GDP growth®® 0.9 1.4 1.0
Germany: Inflation rate” 2.4 2.1 2.0
W Real Forecast Forecast ™ Forecast
GDP Nov 2024 May 2025 Nov 2025 Global economy
Euro area2: GDP growth®* 2.8 2.6 2.3
W Real Forecast Forecast M Forecast .
GDP  Nov2024 May 2025  Nov 2025 Inflation rate 4.6 2.9 2.6

1 - Forecast by the GCEE. 2 - Values are based on seasonal and calendar-adjusted quarterly figures. 3 - Constant prices.
4 - Registered unemployed in relation to civil labour force. 5 - Change of gross wages and salaries (domestic concept) per
employees' hour worked. 6 - In relation to nominal GDP; territorial authorities and social security according to national
accounts. 7 - Change of the Harmonised Index of Consumer Prices.

Sources: Eurostat, Federal Statistical Office, national statistical offices, own calculations
© Sachverstandigenrat | 25-066-02

The GCEE expects German GDP to grow by 0.2 % in 2025. This represents a
0.2 percentage point upward revision of its forecast compared with the spring re-
port. In addition to unexpectedly strong front-loading and rebound ef-
fects in the first half of the year, this revision is also due to a revision of the GDP
data by the Federal Statistical Office. For 2026, the GCEE expects GDP
growth of 0.9 %. Consumer price inflation is expected to average
2.2 % in 2025 and 2.1 % in 2026, while core inflation is expected to be 2.7 % in
2025 and 2.5 % in 2026.

The forecast is subject to downside risks that may arise from the imple-
mentation of the Special Fund for Infrastructure and Climate Neutrality.

One risk is that the funds could be disbursed more slowly than assumed,
thereby reducing the expected fiscal stimulus in 2026. Another risk is that, de-
pending on capacity utilisation, the fiscal package could exert stronger-than-
anticipated price pressure.

The €500 billion Special Fund for Infrastructure and Climate Neutrality (SVIK)
is designed to contribute to three goals until 2037: reducing the backlog in public
infrastructure investment, working towards climate neutrality and stimulating
economic growth. The growth effects could be substantial, if the special

German Council of Economic Experts - Annual Report 2025/26
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fund was deployed for additional rather than already planned expendi-
tures and for investment rather than consumption purposes.

Positive growth effects are essential also to contain the increase in the
debt-to-GDP ratio resulting from the credit financing of the Special Fund and
even more so, from the exemption rule that enables massively increased defence
spending. GCEE simulations show that, under the current SVIK expenditure
trajectory (“current policy scenario®), its macroeconomic effects remain
small compared to a trajectory with strong investment orientation,
while public debt could rise to over 85 % of GDP by 2035.

There are several factors underlying the weak growth effects of the Special Fund
in the current policy scenario. At the federal level, there are two key problems. The
Basic Law stipulates that the federal government shall use the SVIK solely
for additional investment. The Special Fund should not substitute existing
budgetary resources, but rather increase investment above the current level. How-
ever, the 2025 federal budget and the draft 2026 federal budget both un-
dermine the principle of additionality, as large shares of the SVIK

Development of GDP and debt-to-GDP ratio in the current policy and investment scenario!

Additional GDP (cumulative)? Debt-to-GDP ratio®
Billion euros (real, annual) %
600 - 100 -
500 95 1
90 A
400 85
300 80 A
200 (S
70 A
100 65 A
O 60 T T T T T T T T T T T T T T T 1
2025 30 35 2040 2025 28 31 34 37 2040
-- Investment scenario3 -- Investment scenario3
— Current policy scenario* — Current policy scenario*
of which: ® Government consumption 5th to 95th percentile

B |nfrastructure investment
General investment

B Defence spending

1 - For defence expenditure outside the debt brake, it is assumed that it will increase to 2.5 % of GDP from 2026 up to
and including 2029 and then fall to 0.5 % of GDP by 2035. In both scenarios, it is assumed that defence expenditure
amounting to 0.5 % of GDP will be shifted from the core budget each year. One tenth will be used for additional consump-
tion and the rest for already planned expenditure. 2 - Expenditure is based on the paths in Box 10 in the chapter "An-
choring additionality and transparency in the Special Fund to improve growth prospects". 3 - In the investment scenario,
the special fund is mainly used for additional investments. 4 - In the current policy scenario, an average additionality rate
of 50 % is assumed. 5 - The simulations are based on the debt-to-GDP ratio in 2025, the projected growth in real poten-
tial output up to 2040 (see items 76 f.) and an average GDP deflator of 1.6 % per year, the additional credit-financed ex-
penditure according to the two expenditure paths and the resulting implied GDP growth (see Box 10). There is a 20 % pro-
bability of emergency situations occurring. In the event of emergency situations, the general government budget deficit ex-
cluding expenditure under the financial package will amount to 3 % of GDP. Otherwise, it will amount to 0.7 % of GDP.
100,000 paths are simulated for each scenario.

Sources: Federal Statistical Office, Ochsner and Zuber (2025), own calculations
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funds are used to replace regular budget expenditure. In addition, the federal gov-
ernment's share of the SVIK expenditure is often not well-targeted towards in-
vestment. Moreover, for the €100 billion SVIK shares of the federal
states and the Climate and Transformation Fund (KTF), there are no in-
stitutional mechanisms at all to ensure the funds are spent for additional in-
vestment. Nor are there mechanisms to ensure targeted spending, as the
State and Local Infrastructure Financing Act (LuKIFG) lacks clear rules for spend-
ing and prioritization based on macroeconomic impact.

The effective spending of SVIK funds should be consistently monitored.
In particular, the establishment of a multi-year financial plan

And a central project register, in conjunction with a legally
mandated and independent monitoring body, would enhance
transparency.

The legal framework for compliance with additionality needs more clar-
ification. The investment quota in the federal government's core budget should
be calculated in a transparent and uniform manner that is economically meaning-
ful. The level of additional investment should not merely reflect budget planning
but should actually be achieved on average over multiple years. At the
level of the federal states and municipalities, where no explicit additionality re-
quirement currently applies to the use of SVIK funds, at least the non-SVIK
spending on public investments should be maintained at their previous levels.
As municipalities are the main providers of public investment, they
should receive at least 60 % of the funds from the federal states on a binding basis.

The SVIK should not be used to create fiscal leeway in the core budget that
allows in turn for the funding of measures of questionable economic
merit, such as expanding maternity pensions or increasing the income tax allow-
ance for commuters. Instead, the financing proviso in the coalition
agreement should be taken seriously in order to ensure the long-term stability of
the federal budget. Spending on public infrastructure needs to come
from the core budget once the current backlogs have been resolved. Like-
wise, for the sustainable public finances require defence spending to come from
the core budget, once the existing backlog has been covered and the European
exemption has expired. In the long term, additional fiscal space should
be created through reforms that generate growth and broaden the tax base.

N A DIFFERING OPINION ITEMS 141 FF.

The European Union (EU) is the world's second-largest economically in-
tegrated area, home to 450 million people and 26 million firms. However,
productivity growth in the EU has slowed significantly in recent decades
compared to the US. At the same time, Europe’s level of security has funda-
mentally deteriorated following Russia's attack on Ukraine. This shift in the
geopolitical order is increasing pressure on the EU to strengthen its economic and
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security policy capabilities in order to safeguard its strategic and economic sover-
eignty.

Despite considerable progress in integration, the EU continues to fall short of
unlocking its full economic potential. Considerable barriers to trade per-
sist in the Single market for goods and services, limiting competition and
thereby constraining efficiency gains. Model-based analyses indicate that a deeper
Single market without these barriers could raise the EU's real GDP significantly
more than has been achieved through the integration steps taken to date.

Another impediment to economic dynamism is the insufficient integra-
tion of European capital markets. Different regulatory frameworks and an
incomplete banking union continue to generate inconsistent financing conditions
across member states. This fragmentation hampers the efficient allocation of cap-
ital, especially in innovative and high-growth sectors.

To foster long-term productivity growth, the European goods, services and
capital markets need to be deepened. This requires, firstly, the reduction
of territorial supply restrictions that impede cross-border trade in goods,
as well as harmonising regulations, for example by introducing a "28th
regime" in corporate law. Such a framework would establish uniform cross-
border regulations and thus reduce regulatory complexity. Fur-
thermore, a reform of capital market supervision is needed in order to over-
come supervisory fragmentation and improve the efficiency of capital allocation.

EU Single market and defence

ORL NWPH oo OO 00 ©

Potential for deepening the EU Single market* EU defence spending declined until 2015,
then rose significantly
GDP effects of deepening the Single market in % % of GDP
- 3.0 7
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GDP effects of EU integration to date in %

® Circle size proportional to GDP in euro in 2024

— COFOG definition2 == NATO definition3
SIPRI definition*

1 - AT-Austria, BE-Belgium, BG-Bulgaria, CY-Cyprus, CZ-Czechia, DE-Germany, DK-Denmark, EE-Estonia, ES-Spain, FI-Fin-
land, FR-France, GR-Greece, HR-Croatia, HU-Hungary, IE-Ireland, IT-Italy, LT-Lithuania, LV-Latvia, MT-Malta, NL-Nether-
lands, PL-Poland, PT-Portugal, RO-Romania, SE-Sweden, SI-Slovenia, SK-Slovakia. 2 - Classification of the Functions of
Government, 1999 edition. 3 - EU Member States that are also members of NATO; since 1990: Belgium, Denmark,
Germany, France, Greece, Italy, Luxembourg, Netherlands, Portugal, Spain; since 1999: plus Poland, Czechia, Hungary;
since 2004: plus Bulgaria, Estonia, Latvia, Lithuania, Romania, Slovakia, Slovenia; since 2009: plus Croatia; since 2023:
plus Finland; since 2024: plus Sweden. Only 5-year averages are available for the period 1990 to 2009. 4 - Value for
2024: calculated by aggregation across Member States.

Sources: AMECO, Eurostat, Fontagné and Yotov (2025), NATO, World Bank, own calculations
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Improving venture capital access for start-ups would further contrib-
ute to narrowing the innovation gap between the EU and the US.
Finally, the introduction of a "European Safe Asset" could serve as a reliable
store of value and serve as collateral and price benchmark for financial transac-
tions, thereby making the euro more attractive as a reserve currency.
The creation of ESBies (European Safe Bonds), in which member states' govern-
ment bonds are pooled according to a fixed formula and divided into safe and
risky tranches, would be suitable for this purpose. However, given the high debt
burden of some EU member states, a new mechanism in case of potential defaults
needs to be established.

To address the deteriorating security situation of the EU, European defence
capabilities need to be strengthened. Although many EU member states have
already increased their defence spending in recent years, Military
equipment remains insufficient. The fragmentation of the EU defence market has
made it difficult to meet the EU's needs quickly and comprehensively.
Member states have continued to favour national suppliers, generating inefficien-
cies and excess costs in defence procurement. Greater use of EU-wide ten-
dering procedures could promote competition. In addition, a Eu-
ropean procurement agency could strengthen the collective bargaining posi-
tion of the EU member states vis-a-vis the defence industry by pooling demand.

Defence planning should be forward-looking and strategic, prioritising
innovation and investment in research and development (R&D). Any
joint financing of European defence capabilities, if carried out via EU bonds,
should be designed such that it does not jeopardise the sustainability of European
public finances.

Taxes on corporate profits — in Germany via the corporate income tax and local
business tax — are an important determinant of a country's attractiveness as a lo-
cation for business and investment. At the same time, these taxes contribute sig-
nificantly to total tax revenue, accounting for around 12 % in 2024. Germany’s
effective average tax burden on corporate profits, currently at 28.5 %,
remains high compared to other major advanced economies or neighbouring
European countries. This rate is set to decrease below 25 % by 2032
as a result of the recently adopted tax relief programme. The high tax
burden poses particular challenges because, in conjunction with the usual
design of the tax system (e.g., the differential treatment of debt and equity
funding, the deferred depreciation of investment costs, incomplete loss carry-
back), it distorts key decisions of firms (e.g. investment, financing).

This leads, for example, to inefficiently low investment or high levels
of debt.

In light of the current economic weakness, a short-term challenge for corpo-
rate taxation is to strengthen private investment activity, even
though the Fiscal Space for tax cuts is limited. In the medium to long term,

German Council of Economic Experts - Annual Report 2025/26
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tax policy should focus on reducing tax distortions such as debt-equity
bias and move toward a more neutral design of corporate taxation.

Further challenges arise at the international level, particularly from the
profit shifting of multinational firms, which has intensified as a result of glob-
alisation and digitalisation. Multilateral agreements that had already
been reached, such as the global minimum tax, were recently called into question
by the withdrawal of the US.

Economic policy can use various tools to adjust the level and design of corpo-
rate taxation. Cutting statutory tax rates can provide broad relief for firms,
while a — permanent or temporary — expansion of accelerated depreciation op-
tions can stimulate investment activity. A conceptual redesign of taxes, e.g., an
allowance for corporate equity (ACE) for nominal capital or a
cash flow tax with immediate expensing, can neutralize dis-
torted incentives in financing and, to a large extent, in investment. Simulations
based on a quantitative macroeconomic model show that the tax relief pro-
gramme promises positive but moderate stimulus for investment and
income, with a temporary noticeable decline in total tax revenue.

The increases in investment and aggregate income that could be achieved
in Germany through a more neutral corporate tax design are likely to be
significantly larger, accompanied, though, by strong fluctuations
in tax revenue during the transition phase. One way to mitigate
short-term revenue shortfalls is, for example, in the case of an allowance for

Tax burden on firms and prospects for tax cuts and reforms
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1 - Data only available from 2005 onwards. 2 - Financed in each case by lump-sum tax. 3 - Compared to the initial
balance before the reform. 4 - Total income tax, sales tax, corporate tax, local business tax and capital income tax,
excluding revenue from lump-sum tax.

Sources: Neumeier and Stimmelmayr (2025), Spengel et al. (2024)
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corporate equity, to limit the tax deduction to the cost of newly accumulated eq-
uity capital. Finally, R&D tax incentives are an effective tool that provides
technology-neutral incentives for firms to innovate. This prom-
ises lasting growth effects. Germany has already taken a significant step in this
direction with its research allowance, which should be further simplified

Relative wealth inequality in Germany is high compared to other Euro-
pean countries. It has increased since reunification, but has remained rel-
atively constant since the 2010s. Pension entitlements are not in-
cluded in these comparisons due to their non-tradable nature. Their inclusion
would lead to a lower level of wealth inequality. Households at the
lower end of the income distribution accumulate less wealth, primar-
ily because their low incomes limit their ability to save, But
also because their savings tend to yield lower returns. Wealth mobility over the
life cycle is lower at the upper and lower ends of the distribution in Germany than
in the middle. International studies reveal a high correlation of
wealth between parents and their children, which is particularly influenced by

Savings rate and effective average tax rate

Savings rate along the income distribution* Effective average inheritance and gift tax
rate?
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B Wealth accumulation, including private
pensions and capital market investments
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(right hand scale)

Transferred assets (right hand scale)

---- At-risk-of-poverty threshold

(right hand scale)

1 - In 2021. For details, see chart 75. 2 - In the period from 2020 to 2024. For details, see chart 80. 3 - T-Thousand,

M-Million.

Sources: Albers et al. (2024), Federal Statistical Office, SOEP v40, own calculations
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inheritances and gifts. For Germany, the estimated share of wealth
attributable to inheritances and gifts is 30 % to 50 %.

Government programmes designed to foster wealth accumulation fail to
adequately reach households at the lower end of the wealth distribu-
tion. At the upper end of the wealth distribution, the uneven taxation
of inheritances and gifts depending on the type of asset can impede intergenera-
tional wealth mobility. The biggest distortion comes from
the preferential tax treatment of business assets. such pref-
erential rules may also distort decisions on legal form and financing and
encourage tax evasion arrangements.

To strengthen wealth accumulation, the GCEE proposes the introduction
of a state-subsidised long-term investment account, designed to
strengthen financial security mainly in old age. It would target di-
versified high-yield investments and include a simple, standardised de-
fault product, with flexible payout options. Automatic enrolment of all
people in the labour force would increase participation, in particular among
low-income households. Existing public programmes for wealth accumulation are
fragmented and should be simplified into the proposed long-term investment ac-
count to strengthen the savings capacity of low-income households. The long-
term investment account should be linked to the planned early-start retirement
account for children and youths, introducing future generations to the capital
market at an early stage.

A reform of inheritance and gift tax should ensure more uniform taxa-
tion of all types of assets and thus align taxation more closely with actual
abilities to pay. Reforms are needed, in particular, regarding the taxation of
business assets and the structure of personal allowances. Under the current sys-
tem, allowances can be claimed several times. Instead, a lifetime allowance could
be introduced for all asset transfers received over the course of one’s lifetime.

The extensive tax relief for business assets below €26 million un-
der the exemption discount should be substantially reduced. The
possibility of a retrospective tax waiver through the exemption test for busi-
ness assets above €26 million should be abolished or significantly re-
stricted. Excessive liquidity burdens at the time of the transfer could
instead be mitigated through generous tax deferral arrangements and, if neces-
sary, through reduced tax rates.

N A DIFFERING OPINION ITEMS 442 FF.
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The constitutional amendment, adopted in March 2025, significantly expands fis-
cal space by introducing an exception to the debt brake for defence spending, es-
tablishing a special fund for infrastructure and allowing the federal states to reg-
ularly take on limited amounts of structural debt. If used wisely, these measures
provide opportunities to modernise the capital stock and revive economic
growth. However, the financial package will increase public debt per GDP,
especially if the funds are used for government consumption. By contrast, if the
funds are used for public investment, the resulting growth may curb the
rise in the public debt-to-GDP ratio.

A key challenge in implementing the fiscal package is therefore to ensure that the
funds are used in a way that delivers lasting economic growth. To achieve this,

Three possible spending paths for the fiscal package?

Additional expenses (cumulative)

Consumption-orientated Extensive focus on Investment-orientated of
public spending? consumption, limited public expenditure*
by the investment ratio3
Billion euros (real, annual) Billion euros (real, annual) Billion euros (real, annual)
1,200 - 1,200 - 1,200 -
1,000 A 1,000 - 1,000 -
800 A 800 - 800 -
600 A 600 - 600 H
400 A 400 A 400 -
200 A 200 - 200 A
0 - 0 - 0 -
2025 30 35 2040 2025 30 35 2040 2025 30 35 2040
Additional GDP (cumulative)
Billion euros (real, annual) Billion euros (real, annual) Billion euros (real, annual)
700 A 700 A 700 -
600 - 600 - 600 -
500 - 500 A 500 -
400 A 400 400 -
300 A 300 300 A
200 A 200 200 A
100 A 100 100 A
0 - 0 0 -
2025 30 35 2040 2025 30 35 2040 2025 30 35 2040

Type of expense: M Infrastructure investment General investment B Government consumption

# Additional debt-financed consumption in the core budget m Defence spending — Total

1 - Expenditure is based on the paths in Box 30 in the chapter "Harnessing the opportunities of the fiscal package". For
defence spending outside the debt brake, it is assumed that it will increase linearly to 1.5 % of GDP from 2026 up to and
including 2029 and then decrease to zero by the beginning of 2035. 2 - In the case of consumption orientation, no addi-
tional investments are made and investments or defence expenditure are shifted in favour of consumptive expenditure
from the core budget. 3 - In the case of extensive consumption orientation, an investment ratio of 10 % of the federal
budget restricts the possibility of shifting funds from the core budget. The KTF and the federal states consume exclusively
and half of the scope for shifting defence spending from the core budget is used. 4 - In the case of investment orienta-
tion, the special fund is used exclusively for additional investments. Defence expenditure is not shifted from the core
budget in favour of consumptive expenditure.

Source: Ochsner and Zuber (2025)

© Sachverstandigenrat | 25-139-04

12 German Council of Economic Experts - Annual Report 2025/26



Creating new prospects for tomorrow - not squandering opportunities - Executive Summary

binding rules must be put in place to guarantee that the funds go towards addi-
tional investment and not simply replace spending already planned in
the core budget. The measures taken so far are not sufficient. They leave con-
siderable room for shifting already planned expenditures from the core budget
and financing them through borrowing instead — up to 1.2 % of GDP. To
prevent this, at the very least, the core budget investment quota mentioned in
the resolution passed alongside the constitutional amendment should be included
in the law establishing the special fund, and this quota should gradually increase.

The same principle of an appropriate investment quota should be
applied to funds allocated to the special fund to the Climate and Trans-
formation Fund (KTF) and to the federal states.

At the same time, the long-term financing of investment spending from
the core budget should be strengthened. For example, in the area of defence,
setting a target of at least 2 % of GDP to be financed directly from the core budget
would be appropriate. To ensure that public investment expenditure in
transport infrastructure and education remains a priority even after the special
fund expires, a permanent public infrastructure fund with dedicated
revenues should be established, along with minimum investment quotas for
education.

Whether the fiscal package is compatible with EU fiscal rules is highly un-
certain. In any case, compatibility can only be achieved with a strong investment
focus and supporting structural reforms. A reform of the debt brake

would still be advisable following the constitutional amendments, in par-
ticular to enable more flexible responses to crises.

N A DIFFERING OPINION ITEMS 573 FF.

German firms are subject to public information and approval require-
ments, which are often referred to as "bureaucracy". Excessive bu-
reaucracy hinders economic growth by generating unnecessary costs and dis-
torting firms' decisions on market entry and investment.

Business surveys show that dissatisfaction with bureaucratic requirements in Ger-
many has increased in recent years. The direct costs of meeting federal
information requirements alone amount to around 65 billion euros per year and
tie up at least 1.7 % of the total number of hours worked in Germany. Additional
costs arise from requirements imposed by the European Union, the federal states
and local authorities. There are currently no comprehensive estimates of the indi-
rect costs resulting from distorted firm decisions.

Bureaucratic costs can be higher than necessary for several reasons.

One reason is that when new laws are drafted, too little attention is
sometimes given to how user-friendly or digitisable the associated procedures
will be. The enforcement of laws can also lead to unnecessary bu-
reaucratic costs for firms, for example due to lengthy approval procedures or

Annual Report 2025/26 - German Council of Economic Experts
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Dissatisfaction with bureaucracy in Germany on the riset

1 - 6 (6 = not competitive)

6.0 ~
5.5 +
5.0 +
4.5 +

4.0 ~

3.5

3.0

25

2.0

1.5

1.0 - T T T T T

2008 2011 2014 2017 2020 2023

| Efficiency of the authorities (including bureaucracy)

Duration and complexity of planning and approval procedures?

Abundance and comprehensibility of bureaucratic requirements3

1 - Triennial DIHK surveys in the Industry Network regarding the question: ,With regard to the competitiveness of
Germany as an industrial location, how do you rate the following location factors in an international comparison on a scale
of 1 (clear competitive advantage) to 6 (not competitive)?“. 2 - Data only available from 2011 onwards. 3 - Data only
available from 2020 onwards.

Source: DIHK

© Sachverstandigenrat | 25-125-01

fragmented administration involving multiple authorities. In the
past, some measures have already been taken to reduce bureaucratic costs.
These include ex-ante instruments such as the "digital check"

as well as ex-post instruments such as the Bureaucracy Relief Acts.

Despite various selective efforts to reduce bureaucratic costs, there has so far been
no noticeable progress. Comprehensive reforms are needed to reduce existing
bureaucracy and prevent new legal regulations from creating additional ineffi-
ciencies. Digitising administrative processes and partially au-
tomating information requirements can help to achieve this. Fragmented
procedures could be streamlined through one-stop shops, and redundant require-
ments could be replaced by centralised data retrieval based on the once-only prin-
ciple. Approval procedures could be sped up by making greater use of
deemed approvals. To prevent further increases in bureaucratic costs,
the legislative process should place greater emphasis on the quality of new regu-
lations, focusing on effectiveness, user-friendliness, and enforceability.

Law enforcement could also be made more efficient by means of better
measurement and greater transparency of administrative services. To
implement these measures in a coordinated manner and as quickly as possible,
bureaucracy reduction should be made a top priority at the highest level of politi-
cal decision-making.

N A DIFFERING OPINION ITEMS 672 FF.
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SR 2025

Productivity

Geopolitical shifts in international trade, rising energy costs due to the Russian
war on Ukraine and long-term trends such as decarbonisation, digitisation and
demographic aging are all accelerating structural change in Germany.

So far, the share in value added of the manufacturing sector has been
stable over time due to path dependencies and comparative advantages. However,
structural change is slowing down overall economic productivity growth,
as sectors with relatively low productivity growth, especially services, are becom-
ing increasingly important. This trend is likely to continue. Structural
change is also accompanied by a shift in labour demand. This can lead to
significant frictions and adjustment costs for companies and employees, espe-
cially if it occurs very quickly. While the (relative) importance of oc-
cupations in manufacturing is declining, the demand for service occupations and
highly qualified labour continues to grow.

Structural change: current and foreseeable impact on regions

Structural change and employment growth Regional exposure to the drivers?
for the years 1999 to 2023

W High structural change and high employment growth Quintiles:

[ Little structural change, but high employment growth O0to<20 O>20to<40
M Little structural change and low employment growth B>40to<60 W >60t0<80
0 High structural change and low employment growth H >80

1 - The map shows district types according to Findeisen and Stdekum (2008) in relation to their employment growth and the
rate of change in the economic structure measured as the average annual excess churning rate. This rate measures the change
in the composition of economic sectors in a region, measured by the employment structure, relative to the change in total em-
ployment in that region. Employment growth can also be negative. Data basis: Number of employees subject to social insurance
contributions by economic sector (3-digit), according to the Classification of Economic activities, 2008 edition (WZ 2008), per
district or independent city and year (1999 to 2023). 2 - The map shows the exposure to all drivers, measured as the sum of
standardised indicators, in quintile groups.

Sources: BA, BACI database CEPII, Federal Agency for Cartography and Geodesy, Frey and Osborne (2017), Webb (2020), own calculations
© Sachverstandigenrat | 25-152-01
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Some regions and occupations benefit from structural change, while
others are negatively affected. Regions that have already been
affected by structural change in the past are likely to face further challenges from
today’s key drivers of structural change. Even regions that have so far remained
structurally stable and economically strong will also be increasingly affected in the
future. These regions are often characterised by high employment
shares in knowledge-intensive manufacturing.

Industrial, labour market, regional and structural policies can help reduce the ad-
justment costs of structural change and improve long-term growth prospects, pro-
vided they avoid preserving out-dated economic structures. Further measures are
needed to counteract negative effects on growth. Investment
into digital and energy infrastructure supports productivity-enhancing
structural change. At the same time, it is important to address so-
cial aspects and regional disparities to prevent entire regions from falling
behind the overall economic trajectory. Social acceptance of struc-
tural change depends not only on whether it is possible to improve overall eco-
nomic performance, but also on providing long-term prospects for disadvantaged
regions. In particular, supporting investment and innovation of firms as well as
investing into local infrastructure and funding innovation can be used to support
economically weaker regions.

Instead of using costly and inefficient subsidies to preserve jobs that are no longer
competitive, structural change should be accompanied by targeted labor
market policies focused on training, upskilling, and retraining. This may
ensure that workers are efficiently reallocated to sectors with better long-term
prospects. Barriers to upskilling can be removed through attractive qualification
measures, a clear and comprehensive system of career counselling, directly reach-
ing individuals at their workplaces, or the subsidisation of training costs.

Regional labour market hubs can facilitate employment changes to
sectors of the economy that benefit from structural change.

N A DIFFERING OPINION ITEMS 798 FF.
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Challenges , and measures discussed in the GCEE Spring Report 2025

Utilising growth opportunities through financial package

Ensure binding additionality of Prioritise future-oriented public Implementig accompanying
the financial package expenditure in the long-term reforms

® [nclude an investment ratio of at ® Raise the threshold for defence ® Improve procurement processes,
least 10 % in the establishment law expenditure in the core budget to speed up planning and approval
for the special fund and increase at least 2 % of GDP N ITEM 492 procedures N ITEMS 563 F.
itin the longterm N ITEM 548 e Establish a permanent fund for e Structural reforms to reduce

® Define an appropriate investment transport infrastructure bureaucracy and to increase
ratio for the KTF and the Lander NITEM 553 the labour supply ~ ITEM 559
N ITEM 550 ® Set minimum investment ratio for e Complete the reform of the debt

education N ITEM 554 brake N ITEM 569

Bureaucracy is a burden for German firms

Reduce bureaucratic costs Strengthening the user perspective Modernising administrative culture

® Enable (partially) automated ® Set up digital participation platform ® Fill management positions based on
fulfilment of information require- for proposals to cut bureaucracy performance rather than seniority
ments through digital interfaces N ITEM 667 N ITEM 671
and prefilled forms N TEM 656 ® Consider application and approval e Measurement of administrative

e Establish digital one-stop shops for procedure when estimating performance to increase competition
process chains N ITEM 656 bureaucratic costs N ITEM 668 between the municipal, district

® Increased use of approval fictions and Lander administrations

PP N [TEM 670

N |TEM 657

Accelerated structural balance affects regions to varying degrees

Strengthening growth momentum Moderating regional frictions of Facilitating structural change in
in structural change structural change the labour market

® [ncrease productivity in high-tech ® Strengthening the regional regulatory ® [ncrease participation in further
and knowledge-intensive industries framework for infrastructure and training N ITEMS 789 FF.
through investment in R&D and Al qualification levels N ITEMS 778 FF. o Facilitate change in employment
~ ITEMS 724 AND 735 FF., BOX 46 e Pursuing proactive approaches in N ITEMS 796 FF.

® Growth-promoting framework structural policy N ITEM 782

conditions through nationwide
investment in digital and energy
infrastructure N ITEMS 771 FF.

® Coordinating competitiveness
and strategic industrial policy
at European level N ITEMS 767 FF.

® Balancing efficiency and social
aspects in regional development
N ITEM 784

© Sachverstandigenrat | 25-146-01
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