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EDITORIAL B

THE GERMAN DEBT BRAKE: THE MERITS AND LIMITATIONS OF FISCAL RULES.

The recent decision of the German Federal Constitutional Court has fueled the debate on the debt brake, which imposes strict limits in terms
of budget deficit. At the risk of oversimplifying, the question is whether fiscal policy should be based on an iron rule or a golden rule. The
debt brake imposes fiscal discipline on future governments, which enhances fiscal policy credibility. However, its focus on the budget deficit
implies that under realistic assumptions, public debt in percent of GDP will decline significantly. Proponents of the golden rule argue that,
given the huge investment needs -green and digital transition, public support to innovation, etc.-, any leeway should be used to finance these
investments, thereby enhancing structural growth and/or accelerating the green transition. The outcome of this debate also matters for Europe
given Germany's economic weight.

In 2013 the German government launched Industrie 4.0, a program
focusing on the intelligent networking of machines and processes for GERMANY: PUBLIC BUDGET BALANCE AND DEBT
industry with the help of information and communication technology®.

In a recent article, Der Spiegel has extended the use of 'x.0' to the _
domain of public finances by referring to Schuldenbremse 2.0°. The o gpp ™= Public budget balance
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debt brake -which applies to the central government- was introduced 2 85
in 2009 following the global financial crisis in order to bring public ] 80
finances back under control (chart). It is enshrined in Germany’s

Basic Law and its reform or abolition would require a constitutionally 0 75
amended two-thirds majority in the Bundestag. It has a structural 70
component, which limits net borrowing -i.e. adjusting for financial

asset acquisitions and cyclical effects- to 0.35% of GDP per year 2 . 65
and a cyclical component. According to the latter, the deficit can be -3 60
bigger during a downturn, but this must be compensated when the

economy improves again. Finally, there is an escape clause, “which 4 5
allows the Bundestag to suspend the debt brake by a simple majority -5 50
in the event of a natural disaster or other extraordinary emergency 858838858882 2822:58888888%
situations beyond the control of the state® It was the interpretation SENSSSSENNSESSSNSSESSSSER

of this escape clause that on 15 November last year put the German CHART

government in a difficult position because the Federal Constitutional SOURCE: EUROPEAN COMMISSION, BNP PARIBAS

Court declared that “credit authorisations established within the
scope of the exception clause can only be used until the end of the
relevant financial year and then expire without replacement.” This
blocked the Federal Government's plan to use credit authorisations
obtained in previous years but not yet used, to finance spending in
the upcoming years because these authorisations had been declared
void*. This forced it to reduce expenditures with EUR 17 bn to bring the
2024 budget back within the limit set by the debt brake®.

These developments fueled the debate about the need to update the
debt brake. A survey of economics professors by the Ifo Institute and
the FAZ showed that 44% want to keep it but reform it, 6% want to
abolish but 48% want to retain it in its current form whereas 2% don't
know®. Those in favour of change consider it is necessary given the
huge investment needs for infrastructure and the ecological transition
whereas those arguing for the status quo see the current debt brake
as essential for budgetary discipline and debt sustainability.

1 Source: Plattform Industrie 4.0.

2 Schuldenbremse, aber modern. Der Spiegel, 2 December 2023

3 Source for this description and the quote: The German Debt Brake - Anchor of Stability or Blocker of Investments? ifo Institute, 8 December 2023

4 More specifically, “credit authorisations established within the scope of the exception clause can only be used until the end of the relevant financial year and then expire wit-
hout replacement. The Federal Government's practice of recording credit authorisations from years with an emergency situation (2020 to 2022) in spécial funds and using them
to borrow in subsequent years (2023 to 2027) has thus been declared void.” Source: Sachverstandigenrat - German Council of Economic Expert$ (GCEE), The debt brake after the
federal constitutional court judgement: increase flexibility - maintain stability, Policy Brief 1/2024

5 Source: https:/www.bundesregierung.de/breg-en/news/agreement-budget-scholz-lindner-habeck-2249290, 13 December 2023

6 The survey was conducted from 28 November to 5 December 2023. 187 economics professors participated. For more detail, see the source mentioned in footnote 3
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The Sachverstandigenrat - German Council of Economic Experts
(GCEE)- recently argued for a pragmatic reform, which would increase
the flexibility of fiscal policy without putting debt sustainability at
risk’. Firstly, after the application of the exception clause, bringing
the structural deficit back to the regular limit could be spread over
several years. Secondly, the annual structural deficit limit would
depend on the debt level. If the latter is below a certain threshold,
a higher structural deficit would be permitted. Finally, the experts
propose methodological improvements in the estimation of potential
output. This matters for the calculation of the structural deficit.
German Finance Minister Christian Lindner has proposed a reform
of the debt brake to enhance fiscal policy flexibility, but this should
remain neutral in terms of debt dynamics. "Additional leeway in times
of economic downturn would be balanced by stricter criteria in times
of economic upturn.” However, he is against exempting investments in
climate protection from the spending restrictions®.

At the current juncture, the debate in Germany boils down, to a large
degree, to the question whether fiscal policy should be based on an
iron rule or a golden rule. In case of the former, strict Limits are set and
by enshrining them in the Basic Law, they impose fiscal discipline on
future governments, whatever their composition.

7 Source : see footnote 4.
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In terms of credibility, this has huge benefits considering that in the
absence of such an iron rule, a commitment of fiscal discipline of the
current government is not binding for future governments. Proponents
of the golden rule argue that, given the huge investment needs -green
and digital transition, public support to innovation, etc.-, any leeway
should be used to that end®. The GCEE has noted that the debt brake
is more restrictive than the European fiscal rules. Moreover, its focus
on the budget deficit implies that under realistic assumptions, public
debt in percent of GDP will decline. Based on various simulations, the
GCEE concludes that “as a median result, the debt-to-GDP ratio falls
below 60 % of GDP by 2031 and to just under 42 % of GDP by 2070.
In the long term, it converges towards around 30 % of GDP according
to the simulation.” Aiming for a stabilization at a still low but higher
level than these longer-term projections -which would require a
change to the debt brake- would create leeway to finance investments
that would enhance structural growth and/or accelerate the green
transition®. The outcome of this debate also matters for Europe given
Germany's economic weight.

William De Vijlder

8 Source: Germany plans partial reform of its debt brake, Lindner says - POLITICO, 16 December 2023
9 See e.g. Chris Bryant, Germany has forgotten the golden rule of finance, Bloomberg, 8 January 2024.
10 The Bundesbank has already analysed in the past how a ‘capped golden rule’ would work. See Central government’s debt brake: options for stability- oriented further develop-

ment, Deutsche Bundesbank, Monthly report, April 2022.
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