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Reforming corporate taxes, reducing investment and
financial distortions

e The recently approved corporate tax cut in Germany promises a moderate increase in
GDP and investment.

e A more fundamental tax reform that reduces distortions in investment and in the
financing choices of firms promises instead a strong long-term increase in invest-
ment, income and welfare.

e R&D tax incentives should be simplified. They are effective in stimulating private
innovation, thereby contributing to productivity growth.

Berlin, 12.11.2025 — The German parliament recently decided to gradually cut corporate
taxes, which is expected to have a positive effect on investment and firm profits. When taxing
firm profits, policymakers generally face a trade-off: On the one hand, these taxes considera-
bly contribute to government revenue. On the other hand, they influence and distort key deci-
sions of firms. “A tax reform that reduces distortions in firms’ investment and financing
choices would have significantly larger effects, leading to a much stronger increase in income,
employment and welfare in the long term,” says Veronika Grimm, council member. In addi-
tion, tax incentives for research and development (R&D) effectively provide incentives for
private innovation, thereby fostering long-term growth.

Worthwhile: neutral design of corporate taxes

The design of corporate taxes (corporate income, local business and personal income tax) can
distort firms’ investment, location and financing decisions. In particular, they incentivise
debt over equity finance resulting in higher leverage ratios and, ultimately, higher insolvency
risk. A more neutral approach of corporate taxation would strengthen investment incentives
in the long run, while reducing the incentive for excessive debt. Suitable models have long
been suggested in public finance research, for example, the allowance for corporate equity
with a tax deduction of the notional cost of equity or the cash flow tax with immediate
expensing.

A simulation analysis of various tax reform scenarios in Germany reveals positive long-term
effects of such a neutral corporate tax design, including a significant increase in investment,
gross domestic product (GDP) and employment. During the transition period, the economy
would experience significant fiscal and macroeconomic fluctuations, especially under a cash
flow tax. Given the large economic gains, however, moving to a neutral corporate tax design
would be worthwhile in the long run.

Impact of the corporate tax cut in Germany

At 28.5 per cent, the effective tax on corporate profits (combination of corporate income and
local business tax) in Germany is high compared with other advanced economies or neigh-
bouring European countries. By 2032, the tax burden in Germany will fall by five percentage
points, as a result of the German government’s tax relief programme. This tax cut and the



e e
GERMAN COUNCIL

of Economic Experts

temporary bonus depreciation promises a moderately positive stimulus for investment and
GDP, while the total tax revenue will noticeably decline, albeit only temporarily.

In the long run, the simulation analysis suggests positive effects on GDP (1.3 per cent higher)
and investment (2.4 per cent higher), as well as moderate welfare gains and employment ef-
fects. In addition, the tax cut is likely to be partially passed on to employees via higher wages.

Simplify R&D tax incentives
Innovation and productivity improvements are crucial for long-run growth. Tax incentives

can provide an effective and technology-neutral tool for strengthening firms’ incentives to
innovate. Germany’s research allowance is a significant step in this direction. To facilitate the
use of these tax incentives, the application process and documentation requirements should
be simplified.

Tax burden on corporates and prospects for tax cuts and reforms
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excluding revenue from lump-sum tax.
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The German Council of Economic Experts (GCEE) provides support to policymakers and the general public on
questions and matters of economic policy. It was founded as an independent body in 1963 and currently
consists of the council members: Professor Dr. Veronika Grimm, Prof. Dr. mult. Dr. h.c. Ulrike Malmendier,
Professor Dr. Dr. h.c. Monika Schnitzer (chair), Professor Dr. Achim Truger, Professor Dr. Martin Werding. By
publishing regular reports, the GCEE aims to help the general public and decision-makers in politics, business
and society to form a reasoned opinion on economic policy developments in Germany.

Further information on the German Council of Economic Experts and its publications are available at
http://www.sachverstaendigenrat-wirtschaft.de/en.
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