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Klaus Grtindler, Niklas Potrafke and Timo Wochner

How to Consolidate Public Debt in Germany?

OVERVIEW: NATIONAL PUBLIC DEBT IN GERMANY

The Covid-19 pandemic has influenced countries’
public finances to a large extent. National parlia-
ments and the European Union reacted quickly by
setting up recovery packages to mitigate the effects
of the crisis. On top of the EUR 540 billion-strong EU
Solidarity Fund (EUSF), which was created in 2002 to
tackle major natural disasters, EU leaders also passed
a EUR 750 billion recovery effort (Next Generation
EU) in July 2020. The German Parliament passed two
supplementary budgets. Instruments such as short-
time allowances aimed at supporting firms. Strategies
such as the temporary reduction of the value added
tax aimed at increasing demand of households.! In
light of the challenges posed by the Covid-19 pan-
demic that have been unparalleled in the younger
German history, fiscal expenditures needed to be
increased during the crisis. However, the spending
packages substantially increased Germany’s national
debt. Compared to 2019, the debt-to-GDP ratio rose
from just under 60 percent to more than 70 percent
in 2020. Such a rapid increase in the public debt re-
quired temporarily suspending the European fiscal
rules and the German public debt brake (“Schulden-
bremse”), which restricts the annual deficit to a max-
imum of 0.35 percent of GDP. The financial reserves
accumulated during the past decade have been ex-
hausted in response to the Covid-19 crisis. Therefore,
a major question is how Germany can consolidate
public debt in the future.

Given the major changes in the age composi-
tion that Germany will face in the upcoming dec-
ades (“demographic transition”), Germany’s public

1 For an evaluation of the employed policy instruments to battle
the Covid-19 crisis see Dorn et al. (2020).
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finances were scarcely sustainable even before the
pandemic. This problem has been well-known for
decades, but politicians have hardly responded with
measures to improve sustainability. Sustainability of
public finances requires that a country’s intertempo-
ral budget constraint is fulfilled. That is, the sum of
outstanding debt plus discounted future budget po-
sitions sum to zero in the long run. Several methods
quantify whether this condition is fulfilled and, if not,
the degree to which a country’s public finances lack
sustainability (“sustainability gap”). The most prom-
inent methods are generational accounting (e.g., Au-
erbach et al. 1994; Kotlikoff and Raffelhiischen 1999)
and the sustainability indicators used by the European
Commission in the Debt Sustainability Monitor (e.g.,
European Commission 2021). Generational account-
ing assesses how current debt levels (“explicit debt”)
and future debt levels that are based on liabilities the
government has committed to (“implicit debt”) dis-
tribute over current and future generations. Sustain-
ability indicators quantify sustainability gaps in a sin-
gle number. The S1 indicator shows by which degree
the primary surplus needs to be improved to match
the Maastricht criterion of 60 percent debt relative to
GDP. The S2 indicator shows how primary surpluses
need to be adjusted so that the intertemporal budget
constraint of the government is fulfilled. The primary
surplus is a key parameter to determine the long-run
sustainability of public finances.

Common to all methods that aim to compute the
sustainability of public finances is the challenge to
project future macroeconomic and fiscal measures,
often over multiple decades. Extrapolating the mac-
roeconomic and fiscal environment into the future is
difficult and requires assumptions about future de-
velopments such as birth rates, productivity growth,
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evaluation.
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labor market, and the interest rate level. Methods to
compute sustainability gaps are hence confronted
with uncertainty. To address uncertainty, the fifth
and most recent sustainability report on Germany’s
public finances, conducted for the German Federal
Ministry of Finance, considers two—one rather opti-
mistic and one rather pessimistic—scenarios (Werd-
ing et al. 2020a).2 The scenarios describe a corridor
within which the actual developments should plau-
sibly lie without considering extreme scenarios. The
assumptions are built on a “no-policy-change” sce-
nario, projecting current revenues and expenditure
based on the current tax and transfer system. The
projections were published in early spring 2020 and
show the pre-pandemic situation of Germany’s public
finances. The results of these projections serve as a
counterfactual without the occurrence the Covid-19
crisis. Figure 1 shows the development of the primary
surplus by the general government, which is key to
compute sustainability measures. Figure 2 shows the
development of general government debt that follows
from the primary surpluses.

2 Note that these scenarios are not extreme cases. Rather, both
scenarios are reasonably likely. Scenario T+ considers mainly favora-
ble macroeconomic and fiscal developments, scenario T- considers
mainly unfavorable developments.
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The results of the sustainability report show that
even without the Covid-19 pandemic, there was a sub-
stantial long-run sustainability gap in Germany. This
gap has even widened compared to 2016, when the
prior sustainability report was published (Werding
2016).2 The figures show that the primary surplus
before the Covid-19 pandemic would have turned
into a deficit over the simulation period, which then
would have continued to widen (see Figure 1). One
important factor contributing to this result is Germa-
ny’s aging population, which yields diverging trends
in the developments of the working-age population
and the retirement age population. The working-age
population will decline from the current 50 million
by 10 percent to 45 million in 2050. At the same time,
the population of retirement age will rise by 20 per-
cent from 17.5 million to over 21 million (Ragnitz et
al. 2021). In light of the stark increase in the old-age
dependency ratio, expenditure increases for pensions
and care insurances are main drivers of future defi-
cits. The increase in primary deficits will also give
rise to higher debt-to-GDP ratios (see Figure 2). The
degree to which rising primary deficits will translate
into higher debt levels will depend on the develop-
ment of interest rates.

The calculations of the fifth sustainability report
of the German Federal Ministry of Finance show that
the sustainability gap measured via the S2 indicator
assumes values between 1.5 (favorable variant T+)
and 4.1 percent (unfavorable variant T-) of GDP. This
ratio has increased by 0.3 percentage points com-
pared to the estimates of the previous sustainability
report (published in the year 2016). The less favora-
ble results are attributable to public policy measures
conducted during the past legislative period, which in-
creased social expenditures, especially in the areas of
pension and care insurance (due to the 2018 pension
reform and the care support act), which considerably
increases future liabilities.

The results show that even before the COVID-19
pandemic, public finances were hardly sustainable.
The stark increase in public debt during the pandemic
years 2020 and 2021 amplified the need to enter a
path of fiscal consolidation. First, the national pol-
icy measure taken to tackle the pandemic increased
the level of implicit debt relative to GDP by 109 per-
centage points, from 176 percent to 285 percent (see
Bahnsen et al. 2020). Second, the European Union’s
fiscal stimulus package Next Generation EU increased
public debt relative to GDP in the European Union by
5.5 percentage points (Dorn and Fuest, 2021a). Ger-
many is one of the biggest net payers of this program,
contributing to Next Generation EU with 790 Euro per
capita (Dorn and Fuest 2021b). Germany’s financial

3 Overall, the simulations refer to expenditures amounting to

25.6 percent of GDP and 59.6 percent of general government primary
expenditures (actual values for 2017). By 2060, the GDP ratios are
projected to increase between 29.2 percent (a 3.6 percentage points
increase) under scenario T+ and to 32.8 percent (a 7.2 percentage
points increase) under scenario T-.



leeway enabled the extraordinary stimulus packages
that helped to tackle the pandemic. When the next
crisis hits, it will be important to have a similar cush-
ion to alleviate the negative economic consequences.

Some commentators believe that in light of fu-
ture challenges countries should not consolidate their
budgets and rather spend more to tackle, e.g., chal-
lenges like digitalization, renewing infrastructure,
and the transition to a greener economy. This brings
up the question of why countries should aim to have
sustainable debt levels in the first place. There are,
however, many arguments for why governments
should strive for sustainable public finances. Sound
public finances permit long-term planning and en-
sure that the government can react to future unan-
ticipated crises. As especially population aging will
put further pressure on governments’ expenditures,
structuring governments in an efficient manner is
also one of the most important tools to increase the
confidence of citizens in the capabilities of the state.
Moreover, unsustainable public finances increase risk
premia and hence restrict the states’ future funding
options. Having unsustainable public finances also
invokes an inevitable trade-off between the wealth of
current and future generations. Finally, the increasing
pressure caused by population aging on Germany’s
public finance will give rise to a dramatic increase in
social security contributions in the next ten years un-
der the current law. Until the year 2030, contributions
for the statutory pension insurance will increase by
3 percentage points. Similar increases are expected
also for other types of social security, particularly
health insurance and care insurance (Blittner and
Werding 2021). It is therefore unrealistic that the
political intention to reduce total social security
contributions to 40 percent of contributory income
can be met, increasing the financial burden for
households.

CONSOLIDATING PUBLIC DEBT
Consolidation Strategies

To consolidate public budgets, two main strategies
can be employed: either raising taxes to increase rev-
enues or cutting spending. A cut in spending may also
include a change in the composition of public budgets
and a careful reconsideration of expenditures. A hy-
brid strategy would involve letting spending rise less
quickly than revenues and hence decrease deficits in
the future. One prominently debated alternative strat-
egy is “growing out of debt.” This strategy requires
that interest rates are permanently lower than the
growth rate of GDP. Credit financing of interest pay-
ments on debt would no longer increase the debt-to-
GDP ratio, and hence a national economy could grow
out of any debt—at least if it stops taking on new debt
for primary expenditures. It is, however, questionable
whether one should rely on such a strategy. First, fu-

ture interest rates may well rise again, particularly in
light of the current inflation rates. Second, the interest
rate also determines the rate by which future primary
surpluses and deficits are discounted to present in
the intertemporal budget equation. Lower interest
rates put greater emphasis on a future period. When
sustainability in future periods is lower than what it
is today because of demographic change, low interest
rates decrease the sustainability of public finances.*
Third, many elements of the public budget, particu-
larly those related to social spending (e.g., pensions
and long-term care) and education, increase when the
economy grows, because these budget components
are automatically adjusted for the development of
gross wages. Hence, when the economy grows, parts
of the public budgets also increase without further
policy intervention. This is why a more favorable mac-
roeconomic environment often has little effect on the
sustainability of public finances (e.g., Werding et al.
2020a; Werding et al. 2020b). A more favorable mac-
roeconomic environment, however, facilitates eco-
nomic reforms.

Government spending may influence economic
performance in the short run in a different manner
than in the long run. In the short run, an increase
in government spending can increase demand and
thus boost the economy. In the long run, however,
deficit government spending increases debt levels,
which increases interest rates and tends to have a
negative impact on a country’s long-term growth.
The negative relation between permanent deficit
spending and economic growth underlies the skep-
ticism of many economists regarding public debt.
This skepticism is perhaps most radically reflected
in David Ricardo’s conviction that increased govern-
ment spending sacrifices private capital formation,
and hence public spending should not be financed by
increasing public debt (Ricardo 1817). Limiting public
debt may prevent the negative growth effects from
an increasing size of government (Berg et al. 2018;
Griindler and Scheuermeyer 2018) and the occurrence
of political business cycles (Bonfatti and Forni 2019).
A more nuanced picture, however, emerges when one
considers crowding-in effects; limiting public debt
might hinder growth when public investment is de-
creased. A further distinction is often made between
so-called consumptive government spending (for ex-
ample, spending items on social benefits) and pro-
ductive government spending (for example, spending
on education or infrastructure). Some studies find
a positive relationship between productive govern-
ment spending and economic growth (e.g., Easterly
and Rebelo 1993; Devarajan et al. 1996; Kneller et al.
1999; Chen 2006; Blankenau et al. 2007; Romero-Avila
and Strauch 2008; Leeper et al. 2010; Ilzetzki et al.
4 Thisis not the case when interest rates are negative. In such a
situation, public finances can be consolidated by growing out of
debt. However, it is questionable whether the assumption of perma-

nently negative interest rates over multiple decades would be
reasonable.
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Figure 3
Reform Ambition and Fiscal Balances

2013). Consumptive government spending and total
government spending may decrease economic growth
(Kneller et al. 1999 and Chen 2006; Leeper et al. 2010;
Afonso and Jalles 2014).

Further evidence corroborates that individual
expenditure categories influence growth in different
manners. In the European Union, budget consolida-
tion was positively related with rising growth rates.
Regarding spending categories, economic growth was
positively associated with a reduction in government
spending on social security and an increase in spend-
ing on education and R&D (Doerr et al. 2019).

Fiscal consolidation through spending cuts ap-
pears to be less harmful to economic growth than
consolidation through tax increases, because both
strategies have opposing effects on individuals’ in-
centives (Alesina et al. 2017). Relative to tax increases,
the duration of recessions caused by spending cuts
are rather short-lived (Alesina et al. 2015). Recent ev-
idence for Germany also indicates that further tax
increases might be counterproductive for future eco-
nomic growth (Dorn et al. 2021).

The Role of Fiscal Rules

Economists often argue that governments should pur-
sue anticyclical fiscal policy, e.g., increasing debt in
recessions to stimulate the economy and, in turn,
consolidating public budgets in booms. This view is,
however, often not in line with the implemented re-
forms and budget consolidation: most reforms are
done in times of crises where the need of reforms
is felt the most. A second reason are behavioral dis-
incentives: governments have an incentive to build up
debt even in good times to increase their chances of
re-election because the burden of debt can be shifted
to the future. To tackle those disincentives, countries
implemented fiscal rules that constrain government
expenditures, deficits, and debt levels.

The German debt brake—introduced in 2009 af-
ter the financial crisis—is an example of such a fiscal
rule, as it limits the amount of new debt that can be
incurred by the central government. Scholars argue

Fiscal balance (% of GDP)

—All ambitious reformers
=All timid reformers

— X

Source: Schuknecht and Tanzi (2005).
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that it is among the key reasons why Germany man-
aged to bring down public debt in the decade before
the Covid-19 pandemic (Feld and Reuter 2021). This
reduction was facilitated by a period of high GDP
growth and low interest rates and not driven by major
cuts in public expenditures or increases in tax reve-
nues. The debt brake, however, likely played a role
in limiting further expenditure increases and revenue
decreases (Fuest et al. 2019a). The design of the Ger-
man debt brake installs an “automatic” mechanism
of anticyclical fiscal policy. The debt brake limits the
amount of the structural deficit, that is, the deficit
over the long run adjusted for cyclical fluctuations.
Deficit spending in recessions is therefore possible,
but policymakers need to describe in detail how they
would repay public debt.

Studies have shown that fiscal rules are indeed
associated with lower levels of public debt (Burret and
Feld 2014; 2018a; 2018b; Badinger and Reuter 2017;
Salvi et al. 2020). A meta-study by Heineman et al.
(2018) has re-examined the budgetary impact of fiscal
rules in the last decade. The evidence is mixed. Fiscal
rules exert a positive influence on economic growth
—this is confirmed for historical (1789-1950) time pe-
riods and for modern economic growth (1985-2015)
(Griindler and Potrafke 2020).

EXPERIENCES FROM REFORM EPISODES

In the last three decades, three waves of reforms and
budget consolidations occurred in industrialized coun-
tries: The first wave consists of countries that imple-
mented reforms in the early to mid-1980s, followed by
the second wave in the beginning to mid-1990s. The fi-
nancial global crisis was the trigger for the third wave
of consolidation reforms in the beginning of the 2010s
(Schuhknecht 2020). Within those waves, countries
have been described as ambitious reform countries,
timid reform countries, and non-reformers. Ambitious
reformers are countries that reduced their primary ex-
penditure by at least 5 percent of GDP, timid reformers
are characterized with a more modest expenditure
reduction, and non-reformers did not improve their
primary expenditure at all (classification based on
Hauptmeier et al. 2007).°

During the first and second wave the success of
ambitious reform countries was quite remarkable.
Within only six years, ambitious reformers improved
their fiscal balances from about 7 percent of GDP
to a balanced budget (see Figure 3).° This improve-
ment was achieved by strong cuts in government
expenditures. Timid reformers improved their fiscal

5 Ambitious reformers were Belgium, Ireland, Netherland, New Zea-
land, Austria, Canada, Finland, Norway, Spain, and Sweden. Timid
reformers were Australia, Luxembourg, United Kingdom, Denmark,
France, Germany, Italy, Switzerland, and the United States. Greece,
Japan, and Portugal were classified as non-reformers.

¢ Figure 3 only includes ambitious reformers and timid reformers.
The figure shows the development starting from the time ¢, at which
consolidation started. For non-reformers, ¢ cannot be defined, as
these countries did not consolidate budgets.



balances more modestly by about half that amount;
however, they also started from lower initial fiscal
deficits. Deficits for non-reformers, in contrast, rose.
Examining common patterns across the ambitious
reform countries helps learning from past success-
ful reforms.

Over 80 percent of the decrease in the primary
expenditure ratios of ambitious countries occurred
in two categories: public consumption (wages and
employment) (~ 25 percent) and transfers & subsidies
(~ 60 percent). Productive government spending on
education or public investment was often left un-
touched (see Figure 4A), changing the composition
of public budgets more towards productive spending
categories. Half of the cut in the primary spending
of more timid reformers occurred in government
consumption (see Figure 4B). Those figures con-
trast to those of the non-reformers, which increased
spending on transfers & subsidies, government con-
sumption and on education. The non-reformers all
decreased public investments (see Figure 4C). This
pattern underscores that unproductive government
spending may crowd-out productive spending in in-
frastructure, R&D, and education.

The case studies also stress the importance of the
institutional environment. In nearly all cases, expendi-
ture cuts were part of a broader reform package (such
as labor market reforms and privatization programs)
and were accompanied by improvements in budget-
ary procedures. Not only were reformers successful
in bringing down public debt levels, reform episodes
also enabled significant tax cuts and coincided with
more favorable growth performances.

During the third wave of reforms in the beginning
of the 2010s, adjustments of fiscal expenditures
focused primarily on non-social primary expenditure,
followed by cuts in government spending. Social
expenditure, however, was cut to a lesser extent
than during the reforms in the 1980s and 1990s.
Hence, the focus was less on cutting non-produc-
tive spending. A further difference concerns the rev-
enue side. In contrast to prior waves, debt levels in
the third wave of reforms were too high to allow tax
cuts.

THE GERMAN CASE: REFORMS FOR GERMANY

What can we learn from past ambitious reforms?
For Germany, the share of expenditure on social af-
fairs increased from 45.8 percent in the year 1995 to
57.1 percent in the year 2018. Against the backdrop
of the demographic transition and population aging,
this share will be increasing considerably over the
next two decades when the Baby-Boomer genera-
tion retires.

The fifth sustainability report models several
alternative scenarios showing how changes in the
macroeconomic environment and the structure of
the workforce would influence the government’s

Figure 4
Reforms and Expenditure Composition
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debt level. Figure 5 displays how higher net migration,
higher labor force participation rates, higher growth
rates of factor productivity, and higher fertility rates
influence Germany’s future debt-to-GDP level.
Figure 5 shows that increases in future produc-
tivity rates have little impact on the sustainability
of public finances. On the one hand, demography-
dependent components of public spending mimic
the growth of GDP, as many of these components
are linked to the development of gross wages. Hence,
the foreseeable future financial strains tend to re-
main unchanged. Stronger macroeconomic growth,
however, may facilitate reforms of taxes and expen-
ditures. On the other hand, employment effects as-
sociated with macroeconomic developments have
a direct impact on the sustainability of public fi-
nances. For example, an increase in structural unem-
ployment in the wake of ongoing digitalization and
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Figure 5
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technological change could widen the sustainability
gaps resulting from demographic change. There are,
however, interdependencies with the growth rates of
productivity and GDP (e.g., Griindler and Potrafke
2021). For example, it is easier and more target-
ed to carry out re-qualification processes if work-
ers remain employed in successfully growing com-
panies without concerns of becoming unemploy-
ed because of unfavorable macroeconomic con-
ditions.

Labor force participation also influences the long-
term sustainability of public finances. An increase in
the labor force participation of women and older
workers, both in terms of the extensive and the in-
tensive margin, would have a favorable impact on
public finances. Regarding female labor force partic-
ipation, a key policy measures would involve facilitat-
ing the family-work balance and equalizing equality of
opportunity. The female part-time employment rate
in Germany (36.3 percent) is among the highest in
all OECD countries and far above the OECD average
(25.1 percent). An increase in the labor-force partici-
pation rate of older individuals would, however, have
the largest long-run impact on the sustainability of
public finances.

Closely related to the labor force participation
of older individuals, a key policy measure to improve
the sustainability of public finances is the design of
the average retirement age. If the retirement age re-
mains at its present level, fulfilling the intertemporal
budget constraint will be challenging. An increase in
the average retirement age after 2030 will reduce the
strain. The large impact of the retirement age on the
long-run sustainability of public finances brings up
the question of whether incentives for longer labor
force participation—such as the 5 percent per year
supplement for continued employment beyond the
standard retirement age —are sufficient to induce a
continued increase in the average retirement age, or
whether the standard retirement age itself should also

CESifo Forum 1/2022 January Volume23

be adjusted. Adjustments may be designed flexibly,
e.g., via fixing the target working years. In such a de-
sign, individuals who participate in the labor market
earlier can retire earlier and vice versa.

We believe that important measures to con-
solidate the budget include reforming the pension
systems, decreasing the budget shares of social ex-
penditure, and cutting subsidies. First, there is an
overwhelming consensus among economists that the
current pension system is not sustainable (Blum et al.
2018 and 2020). In 2019 pension expenditures summed
to about EUR 308 billion, which is more than all other
federal government expenditures (EUR 273.5 billion)
(BMF 2019). Several proposals exist on how to reform
the current pension system. Some authors argue for
fundamentally new financing models for the pension
system such as the establishment of a funded Ger-
man pension (Knabe and Weimann 2017) or a citizens’
fund (Fuest et al. 2019b). Others provide proposals
for short-term reforms. Several authors stress that
it would not be advisable to retain the “Doppelte
Haltelinie” adopted in 2018 beyond 2025 (Borsch-Su-
pan 2020; Ragnitz et al., 2021) or discuss the pros and
cons of the catch-up factor (“Nachholfaktor®) (Boy-
sen-Hogrefe et al., 2020).” Second, Germany has one
of the highest shares of social expenditure relative to
GDP and relative to other spending categories of all
OECD countries. Clearly, when overall size of govern-
ment continues to increase, decreasing budget shares
of social expenditure would not even require decreas-
ing expenditure on social affairs in absolute values.
An important measure will be decreasing the share of
tax-financed subsides to the German pension system.
Reforms of the pension system would hence go hand
in hand with a decrease in the share of social spend-
ing. Third, there is also scope for consolidating public
budgets by cutting subsidies. The report on subsidies
by the Kiel Institute suggests that the German gov-
ernment may well save some EUR 11 billion per year
by cutting unwarranted and unnecessary subsidies
(0.6 percent of total government spending in 2020).
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