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Executive Summary

Reforming the debt brake (Schuldenbremse) is often understood to require constitutional change.
Frequently overlooked, however, is that a crucial part of the debt brake is governed by ordinary
law, namely the cyclical component (Konjunkturkomponente). By allowing for more or less net
borrowing depending on the level of economic activity, this component was intended to enable a
counter-cyclical fiscal policy, while both limiting and legitimising new spending. Sections 1-7 of this
paper assess to what extent it is fulfilling this purpose.

We find that the cyclical component in its current form is no longer up to scratch, for four reasons.
(1) Contrary to legal requirement, it does not take into account the latest social-scientific research.
(2) It relies on an arbitrary notion of the “normal level” of economic activity and as a result
delegates too much discretion to civil servants, who are insufficiently legitimised to exercise this
discretion. (3) It no longer corresponds to the original intention of the legislators. (4) In the context
of the Stability and Growth Pact, it was never intended to be used and implemented as it is in
Germany now.

To address these shortcomings, sections 8 and 9 outline a reform proposal at the sub-
constitutional level. We propose amending some of the inputs that go into the calculation of the
cyclical component. Instead of largely projecting them forward from historical data, we outline
how they could be specified on the basis of what generates sustainable public finances in the long
run, namely the full utilisation of economic capacity to raise the long-term growth path. However,
this proposal does not address some of the debt brake’s more fundamental flaws. It is intended
merely as a pragmatic first step towards a more democratic, coherent and sustainable fiscal policy
in Germany.

#FISCAL POLICY
#GOVERNMENT DEBT
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1 Introduction

Banks create money by creating debt.” The state creates money by issuing bonds, that is, by taking on debt.
Through their money creation, both private banks and the central bank and the Treasury create new claims
on the goods and services traded in their respective currency area: The central bank and the Treasury, by
putting legal tender notes and coins into circulation, which creditors of monetary debt in their currency
areas must accept; private banks, through the act of granting new loans, create new deposit money on their
customers’ accounts.

As long as debt is issued in the sovereigns’ own currency, there is no clearly identifiable limit on the amount
of debt that can be created, neither for the state nor for the private sector. And while optimal financing
structures can be calculated for particular private companies, at least under certain circumstances, there
are no objective, universally valid benchmarks for optimal levels of government debt, e.g., in relation to
gross domestic product (GDP). The effect of public deficits on fiscal sustainability is ambiguous: it depends
on a range of factors, including financing costs, economic growth, the economy’s structure, the level and
development of demand, the specific expenditures financed with debt, and the monetary policy stance. Due
to the complexity of weighing these up, and because fiscal policy always involves the allocation of economic bene-
fits and burdens, fiscal policy is inherently political.

A government’s decision to issue or to refrain from issuing debt can thus never be justified on a merely
technical basis. Considerations that may appear purely technical cannot be divorced from inherently con-
tentious assessments of the economic situation and future economic prospects. As Stefan Korioth writes:
"Any new borrowing undertaken or not undertaken is a political decision that must be justified and
answered for."

The so-called (Schuldenbremse), Germany's constitutional balanced budget amendment, can be
seen as a response to this predicament, by creating an institutional framework that both limits and legitim-
ises new borrowing.

In this paper, we aim to shed light on the (Konjunkturkomponente) of the debt brake.
This cyclical component increases or decreases the amount of new debt permissible, depending on the
economic situation. While the federal debt brake itself, including a provision for cyclical adjustment, is writ-
ten into the German constitution (the Grundgesetz, or Basic Law, in Art. 109 and Art. 115) the design of the
cyclical component is regulated by ordinary law. A change in the cyclical component therefore does not require
constitutional change.

Our overall question is:
namely that of ensuring the long-term sustainability of public finances
and providing a democratically legitimised framework for limiting debt? More specifically, we investigate

Bundesbank, "Die Rolle von Banken, Nichtbanken und Zentralbank im Geldschopfungsprozess”, in Monatsbericht April 2017 (Frankfurt am Main:
Bundesbank, April 2017), p. 15-36; Bank of England, ,Money creation in the modern economy”, in Quarterly Bulletin 2014Q1 (London: Bank of Eng-
land, March 2014), pp. 14-27.

European Central Bank (ECB), " Monetary developments in the euro area: March 2021" (press release, ECB, 29 April 2021), accessed 31 May, 2021

Strictly speaking, only the central bank and the treasury create legal rights to products and goods available in a currency area, as they provide the
legal tender that cannot be refused. In practice, however, it is mostly possible to pay with bank balances. Moreover, these bank balances can be
converted one-to-one into legal tender and are protected by deposit insurance up to a sum of 100,000 euros.

“Jede getatigte oder nicht getatigte Neuverschuldung ist eine politische Entscheidung, die begriindet und verantwortet werden muss”. Stefan -
Korioth, “Die Schuldenbremse - reparaturbedirftig?” (ifo Schnelldienst 4/2021, 74. Jahrgang, ifo Institut fur Wirtschaftsforschung, 14. April 2021), p.
21,
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four questions: Is the current design of the cyclical component based on a scientifically sound foundation?
Does it facilitate a democratically legitimate process for determining the permitted deficit? Does it corres-
pond to the legislators’ original intentions? And, finally, is it required or justified by EU law?

In our analysis, we conclude that the current design of the cyclical component no longer serves its original mission.
It fails to take into account the latest research, despite this being required by law. Its definition in law is not
precise enough, so that it effectively delegates the decision on permissible new borrowing to technocratic
actors who are insufficiently legitimised for decisions of this scope. Its current design does not correspond
to the original legislative intention. Nor was its introduction legally necessary under the European fiscal
rules.

Building on this analysis, we propose a reform of the cyclical component that reduces its current demo-
cratic deficit and takes into account the latest economic research, as well as the original intentions of the
legislators. There are, however, other substantive and democratic problems of the debt brake which re-
main unaddressed by our proposed reform. We therefore emphasise that our contribution should be un-
derstood only as a first step towards a democratically legitimised system of public finance.

The paper begins with a description of the legal basis of the debt brake and the cyclical component, includ-
ing the legal and mathematical definitions of the term , which is central to its functioning.
Sections 3 to 7 then offer a critical discussion of the prevailing arguments for the current design of the
'normal level'. Sections 8 and 9 outline our reform proposal and argue that it is in line with the original
intention of the debt brake. A short conclusion follows.

2 Legal structure of the debt brake and its cyclical component

i. Art.115GG

As mentioned above, the debt brake is written into the German constitution. Anchored in Article 115 of the
Basic Law, it defines the maximum permissible (Nettokreditaufnahme, or NKA) in
absolute terms, excluding financial transactions. The amount of the permissible annual NKA is the sum of
the maximum permissible structural deficit (0.35% of GDP) and a cyclical component, which is intended to
increase or reduce the space for borrowing depending on the economic situation (see Figure 1). The defin-
ition of the cyclical component in Article 115 (2) sentence 3 of the Basic Law is vague: "In addition, in the
event of economic activity deviating from the normal level, the effects on the budget shall be taken into
account symmetrically in upswing and downswing.” The term "normal level" is neither further specified in Art-
icle 115 of the Basic Law nor is there an economic definition of it.

“Zusatzlich sind bei einer von der Normallage abweichenden konjunkturellen Entwicklung die Auswirkungen auf den Haushalt im Auf- und Ab-
schwung symmetrisch zu bertcksichtigen.” Basic Law for the Federal Republic of Germany, Article 115, accessed 31 May, 2021,
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Figure 1: The structure of the debt brake
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ii. Implementation Act of Art. 115 GG

Section 5 (2) and (3) of the Implementation Act on Article 115 of the Basic Law (hereafter: Implementation
Act) specify how the cyclical component is to be determined:

"(2) A deviation of economic activity from the normal level exists if an under- or over-utilisation of the
overall economic production capacities is expected (output gap). This is the case if potential output, es-
timated on the basis of a cyclical adjustment procedure, deviates from the expected gross domestic
product for the financial year for which the budget is prepared.

(3) The cyclical component is the product of the output gap and budget sensitivity, which indicates how
federal government revenues and expenditures change with a change in aggregate economic activity."

Paragraph (2) thus translates the comparatively vague concept of the "normal level" into the tech-
nical concept of "potential output”. The difference between this estimated potential output of the eco-
nomy and the expected actual GDP is defined as the output gap. Paragraph (3) defines the size of the cyc-
lical component as the product of the output gap and the budget sensitivity (today's budgetary semi-
elasticity’). By way of an example, the budgetary semi-elasticity for the federal government today is 0.2.
This means that for every euro that the German economy is over/under-utilised (i.e. for every euro of the

6 ,(2) Eine Abweichung der wirtschaftlichen Entwicklung von der konjunkturellen Normallage liegt vor, wenn eine Unter- oder Uberauslastung der gesamtwirt-
schaftlichen Produktionskapazitditen erwartet wird (Produktionsliicke). Dies ist der Fall, wenn das auf der Grundlage eines Konjunkturbereinigungsverfah-
rens zu schétzende Produktionspotenzial vom erwarteten Bruttoinlandsprodukt fiir das Haushaltsjahr, fir das der Haushalt aufgestellt wird, abweicht.

7 Here, the German law does not yet seem to have been adapted to the further development of the European methodology; see Gilles Mourre, Ca-
terina Astarita and Savin Princen, "Adjusting the budget balance for the business cycle: the EU methodology" (Economic Papers 536, European
Commission, November 2014), https://ec.europa.eu/economy_finance/publications/economic_paper/2014/pdf/ecp536_en.pdf.

8  Bundesministerium der Finanzen (BMF), ,Aufteilung der 2018 neu berechneten Budgetsemielastizitat auf Bund, Lander, Gemeinden und Sozialver-
sicherungen”, in Monatsbericht April 2019 (Berlin: BMF, April 2019), https://www.bundesfinanzministerium.de/Monatsberichte/2019/04/Inhalte/Ka

pitel-3-Analysen/3-6-budgetsemielastizitaet.html.
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output gap), the federal government is allowed to spend 20 cents less/more.

This Implementation Act does not provide any further details on the methodology for estimating potential
output. It only provides a procedure by which the methodology is to be determined. According to Para-
graph (4), the Federal Ministry of Finance and the Federal Ministry for Economic Affairs and Energy are re-
sponsible for this.” They are mandated to determine this procedure "in accordance with the cyclical adjust-
ment procedure applied within the framework of the European Stability and Growth Pact" and to further
develop it according to the latest state of science (para. 4).

iii. Art. 115 Decree

Section 2 (2) of the Decree on the Procedure for Determining the Cyclical Component under Section 5 of the
Article 115 Act (hereafter: ‘the Decree’) defines the term "potential output" and provides approximate guid-
ance for the estimation methodology. However, the

: it is said to correspond to "the gross domestic product achievable with normal utilisation of
the production factors" (sentence 1). The legally defined “normal level” is thus reached when potential out-
put is reached, that is to say when the factors of production are utilised normally. But what is "normal" is
not further defined.

Potential output is then estimated "with the help of a macroeconomic production function of the Cobb-
Douglas type. This production function yields potential output as a combination of the normally utilised
factors of production, labour and capital stock, multiplied by the trend in total factor productivity as a meas-
ure of technical progress at normal utilisation"'° (Sentences 2 and 3).

has the form
GPD=L* x K= x TFP

where GDP is gross domestic product, L the labour factor, K the capital factor and TFP stands for total factor
productivity. a and 1- o define the production elasticities of labour and capital, that is to say how output
changes depending on the respective input factor. The Decree does not contain the further specifications
needed to operationalise this formula: in particular, a definition and statistical translation of the term "nor-
mal utilisation" (with regard to the production factors) remains absent.

The Implementation Act and the Decree, then, prescribe in detail how the “normal level” is to be calculated
on the basis of normally utilised input factors, but do not further define the term "normal". The legal design
of the debt brake (specifically of the cyclical component) is based to a considerable degree on economic theory,
such as the Cobb-Douglas production function, transcribed into legal texts. Nevertheless, the determination of
the cyclical component, and thus of the amount of the maximum permissible annual net borrowing, ulti-
mately remains heavily dependent on how "normal utilisation" is to be interpreted. This remains unspecified
in the current design.

“(4) Das Bundesministerium der Finanzen legt im Einvernehmen mit dem Bundesministerium fir Wirtschaft und Energie die Einzelheiten des Ver-
fahrens zur Bestimmung der Konjunkturkomponente in Ubereinstimmung mit dem im Rahmen des Européischen Stabilitits- und Wachstum
spaktes angewandten Konjunkturbereinigungsverfahren durch Rechtsverordnung ohne Zustimmung des Bundesrates fest. Das Verfahren ist re-
gelmaRig unter BerUcksichtigung des Standes der Wissenschaft zu Uberprifen und fortzuentwickeln”.

.mit Hilfe einer gesamtwirtschaftlichen Produktionsfunktion vom Typ Cobb-Douglas. Uber die Produktionsfunktion ergibt sich das Produktionspo-
tential als Kombination aus den normal ausgelasteten Produktionsfaktoren Arbeit und Kapitalstock, multipliziert mit dem Trend der totalen Faktor-
produktivitat als MaB fur den technischen Fortschritt bei Normalauslastung”.
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In the following four sections, we argue that this design of the cyclical component no longer meets the de-
mands placed on it. Its current design

does not take into account the latest social-scientific research;

e relies on an arbitrary notion of the “normal level” of economic activity that leaves key decisions
to technical bodies that lack the democratic legitimacy to make these decisions autonomously;

e does not correspond to the original intention of the legislators, and,

¢ inthe context of the Stability and Growth Pact, was never intended to be used and implemen-
ted as it is now.

Given these shortcomings, following the analytical sections of this paper we develop a proposal for an al-
ternative that reduces the above shortcomings of the current design of the cyclical component.

3. The current estimation method for determining the “normal level” is not in
line with latest research

As mentioned above, the Implementation Act provides a procedure by which to determine the methodo-
logy to estimate potential output. It states, in Section 5, Paragraph (4): "[t]lhe Federal Ministry of Finance, in
agreement with the Federal Ministry for Economic Affairs and Energy, shall determine the details of the
procedure for determining the cyclical component in accordance with the cyclical adjustment procedure
applied within the framework of the European Stability and Growth Pact by decree without the consent of
the Bundesrat. The procedure shall be reviewed and further developed on a regular basis, taking into ac-
count the state of scientific knowledge."

However, a close review of the procedure as it currently stands reveals that it cannot be reconciled with the
latest economic research. Several components of the economic theory drawn upon have been empirically
refuted.

This fact is made more relevant by the EU's introduction in 2002 of the current method to estimate potential
output (which the Implementation Act evokes as the basis for the “normal level”) explicitly on the grounds
that it "has the advantage of establishing a more direct link to economic theory [than statistical methods]".
The legitimacy of the method ought therefore to depend on its theoretical soundness, the extent to which that
theory is consistent with recent empirical results, and on the extent to which the estimation results can be ex-
plained and understood on the basis of the alleged causalities.

Gesetz zur Ausfiihrung von Artikel 115 des Grundgesetzes, Artikel 115-Gesetz - G 115, accessed 3. August, 2021,
_. For the original German, see above.

Cécile Denis, Kieran Mc Morrow and Werner Réger, "Production function approach to calculating potential growth and output gaps - estimates for
the EU Member States and the US". (Economic Papers No. 179, European Commission, 2002),
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i. The Cobb-Douglas production function

To assess how theoretically sound the method actually is, then, we must recall that the estimation is done
with help of the Cobb-Douglas production function. In recent years, research has shown that estimates of
potential output with this function are problematic.

As explained earlier, the Cobb-Douglas production function calculates an economy's productive capacity
based on the input factors labour (L), capital (K), total factor productivity (TFP) as well as the two production
elasticities a.and 1- a:

GPD=L* x K1~ x TFP

The method thus focuses exclusively on the supply side of the economy. Here, potential output depends
only on the two factors used in production, labour and capital, and their total productivity. What is econom-
ically possible is seen entirely as a function of what firms are able to produce with the inputs at their dis-
posal. By this logic, then, demand impulses are irrelevant.

Research has shown that strong
demand - whether the result of government stimulus or foreign demand, for example - also creates poten-
tial for overall economic production.”™ The intuition behind this holds water: when demand is strong, firms
will seek to expand capacity in order to make a higher profit; an extreme example of this can be seen in the
production of vaccine and the precursors needed during the Covid-19 crisis. The chemical company Evonik,
for examples, became a producer of lipids within eight weeks, simply because there was strong demand.
It is therefore likely that potential output is influenced by both supply and demand factors. More recent
research develops methods of potential output estimation that take into account this very insight, namely
that demand impulses affect potential output.’ Such research, however, is not taken into account in the
current methodology.

In addition to revealing the method’s analytical blind spot with regards to demand, recent research has also
concluded that the Cobb-Douglas production function does not represent real economies well. It differs
from other production functions in its definition of (which describe how output
changes in relation to an input) and (which measure how easy or difficult it is to
substitute one input for another). Therefore, the extent to which the Cobb-Douglas function is a defensible
model of economic reality depends on, among other things, whether there is empirical evidence for its implicit
assumptions concerning these elasticities.

In the Cobb-Douglas production function, the of the input factors labour and cap-
ital, o and add up to one. This is based on the assumption of constant returns to scale: for example,
if both inputs are doubled, then output doubles. This assumption vastly simplifies the calculation, especially
since under the further assumption of perfect competition, the elasticity of labour becomes equal to the labour
share of income, that is to say the share of compensation of employees in GDP. The labour share for the EU15

See for example J.W. Mason and Andrew Bossie, "Public Spending as an Engine of Growth and Equality: Lessons from World War II", Roosevelt In
stitute, 2020,

Evonik, ,Produktions-Start in Rekordzeit: Evonik liefert erste Lipide aus deutscher Produktion an BioNTech” (. 22. April 2021), accessed 31. Mai,
2021,

See for example: Claudia Fontanari, Antonella Palumbo and Chiara Salvatori, "Potential Output in Theory and Practice: A Revision and Update of
Okun's Original Method", Structural Change and Economic Dynamics, Vol. 54 2020: 247-266.
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averaged 0.63 between 1960 and 2003. Since this value is close to the 0.65 often used in the economic
literature, is used as the elasticity of production for labour for all EU countries. No further justification is
given as to why the value 0.65 instead of 0.63 is assumed.

As mentioned above, the Cobb-Douglas function also contains of capital and la-
bour; these indicate how easily capital can be substituted for labour, or conversely labour for capital. These
elasticities have a value of one, too. Empirical evidence for a value of one is scarce, however; As Sebastian
Gechert et al. show in a meta-study of 3,186 estimates from 121 studies, the elasticity of substitution is
most likely 0.5 and with 95% probability no higher than 0.6 - well below the elasticity implicit in Cobb-
Douglas functions.’” Other evidence, however, suggests that the Cobb-Douglas elasticity may be too low: In
particular, the declining labour share of income indicates an elasticity greater than one.'® These contradict-
ory results are known to the European Commission. "However, given the difficulties associated with the
alternatives", one of the Commission’s reports states, "the Cobb-Douglas assumption of one appears to be
an acceptable compromise".

Without evaluating the appropriateness of this compromise
The assumed elasticities are either inconsistent with or cannot
definitely be established by empirical evidence.

However, the Cobb-Douglas function isn't the only problem. Recent scholarship points to further problems
with the currently used method: these relate to the difficulty of calculating the labour potential and trend total
factor productivity (both needed to calculate potential output) and how their current estimation is insuffi-
ciently justified in light of recent research.

To calculate potential output (GDPpot) instead of actual output (GDP), the input factors labour (L) and total
factor productivity (TFP) are replaced in the production function by and the
, respectively.

Production: GPD=L* x K~ x TFP
Potential output: GPD,t = LP® x K17 x TFPT

This is done by adjusting the input factors labour (L) and total factor productivity (TFP) for cyclical influ-
ences. But if the procedure is to be justified on the basis of economic theory, the calculations used in the
calculation of LP and TFPT would have to be theoretically justifiable, too.

Karel Havik et al, "The Production Function Methodology for Calculating Potential Growth Rates & Output Gaps" (Economic Papers No. 535.
European Commission, November 2014), p. 10, footnote 4,

Sebastian Gechert et al, "Measuring capital-labor substitution: The importance of method choices and publication bias", Review of Economic Dynam
ics, 2021,

Alfonso Arpaia et al., "Understanding Labour Income Share Dynamics in Europe" (Economic Papers No. 379, European Commission, 2009),

Karel Havik et al, "The Production Function Methodology for Calculating Potential Growth Rates & Output Gaps" (Economic Papers No. 535.
European Commission, November 2014), p. 10, footnote 4,

This is a problem that is pointed out, for example, by Helmut Siekmann in Sachs - Grundgesetz Kommentar (Munich: C.H. Beck, 9th edition, 2021),
paras. 74, 75.
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ii. Labour potential

This is not the case for labour potential. Instead, the result of the calculation is strongly dependent on ex
ante statistical assumptions. These assumptions cannot be derived unambiguously from sound social sci-
ence; even after taking into account the best scientific evidence, they remain subject to judgment.

Labour potential (LP) is currently calculated as follows:

LP=Population;5_74 x PRT x (1— NAWRU) x HWT

Here, PRT denotes the . stands for the
, that is to say the lowest possible unemployment rate that does not lead to accel-
erating inflation. stands for the in gainful employment per employee.

The NAWRU was originally defined as the natural rate of unemployment, independent of all cyclical and
seasonal influences.?? It has been subject to strong criticism in recent years.” The basis for this criticism
was the decline of the unemployment rate in the US to below the NAIRU (the US equivalent of the NAWRU),
starting in 2017 and continuing steadily until the onset of the Covid-19 pandemic?* - with no signs of infla-
tion. As a consequence, in the summer of 2020, the Federal Reserve (FED) decided to stop relying on the
NAIRU as a central indicator and to instead pursue the goal of 'maximum employment'. The FED justified
this move by stating that "given the dynamic nature of the economy, it is not possible to know precisely how
far the unemployment rate can fall in a sustainable manner without causing excessive inflation"

The unemployment rate for Germany was also below the NAWRU level from 2017 up until the crisis caused
by Covid-19 in 2020.7° Nevertheless, inflation remained at so low a level that, in order to fulfil its mandate,
the ECB felt compelled to continuously expand its monetary policy toolbox and extended the purchasing
programmes it originally started in 2015.

There are numerous possible explanations why excessive inflation does not occur even when unemploy-
ment is so low. Among other things, it may be that labour markets are more flexible than previously
thought and that booms simply mobilise parts of the so-called hidden reserve, that is: people of working
age who had withdrawn from the labour market. The larger supply of labour thus prevents wage inflation
from rising. It is also possible that structural changes in the markets, such as the decline in collective bar-
gaining coverage or the increasing market concentration in individual sectors, alter the relationship
between labour demand and wages. Another possibility is that the inflationary consequences of low unem-
ployment have been overestimated in the past, so that the pre-COVID constellation of low inflation and low

The participation rate, also known as the labour force participation rate, measures the share of the labour force, i.e. the total of employed and un-
employed persons, in the total working-age population. The latter usually refers to those aged between 15 and 64, sometimes between 15 and 74.

Milton Friedman, "The Role of Monetary Policy", American Economic Review 58, no. 1 (March 1968): pp. 1-17.

See, among others, the “Nonsense Output Gap Campaign” (CANOO) by Robin Brooks, Adam Tooze and Philipp Heimberger; "The campaign against
'nonsense’ output gaps", Bruegel, accessed 01 June, 2021,

"Natural Rate of Unemployment (Short-Term)," Federal Reserve Bank of St. Louis, accessed May 31, 2021,
"What is the lowest level of unemployment that the U.S. economy can sustain?", U.S. Federal Reserve, accessed May 31, 2021,

"Gesamtwirtschaftliches Produktionspotenzial und Konjunkturkomponenten (Friihjahrsprojektion der Bundesregierung 2021)", published by the
Federal Ministry for Economic Affairs and Energy Federal Ministry (BMWI) and the Federal Ministry of Finance (BMF), accessed 31 May, 2021,

Whereby the NAWRU calculation was adjusted ad hoc in the context of the Corona crisis, see European Commission, "EU-CAM estimation of poten
tial output and output gaps in the context of the COVID-19 pandemic shock" (2020-1 Spring Forecast, European Commission, April 2020),
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unemployment needs no special explanation.?” Yet another explanation might be a tendency for higher
investments to be made into productivity increases during periods of low unemployment. These render
wage increases non-inflationary.

As in the case of the Cobb-Douglas production function, then, the empirical evidence around the NAWRU is weak.
The NAWRU may fail to describe the lowest possible unemployment rate at which there is no increase in wage
inflation. In fact, there might not be a lowest possible unemployment rate that is largely independent of the busi-
ness cycle. Heimberger and Kapeller (2017) demonstrate in their study that the NAWRU estimates from 1999
to 2014 were driven to a considerable extent by factors such as capital accumulation and real estate prices,
two variables that are indisputably cyclical. This points to a weak evidentiary basis for the claim that the
NAWRU describes purely structural unemployment, independent of the business cycle.

This is ultimately not surprising: the system of equations used to calculate the NAWRU does not isolate
structural from cyclical factors;

NAWRUt = NAWRUt,1 + Ht—1 + Cf

stands for the current NAWRU; is the NAWRU,, of the previous year; H¢—1 is a so-called
(the term "stochastic drift" describes the change in the average value of a stochastic process); ef
(a random deviation of the realised value from the expected outcome of the process and
the reason why the process is not fully predictable). Thus, the fact that the NAWRU changes slowly is not be-
cause it only includes structural factors, but because of the statistical definition chosen.

Cyclical (that is short-term) unemployment is modelled as a stochastic process whose present value de-
pends on cyclical unemployment in the last two time periods as well as on the error term 6? :

(U, — NAWRU,) = b, (Uy_1 — NAWRU,_1) + b5 (Uy_s — NAWRU,_5) + €

U, means the actual unemployment rate at the time t. U, - NAWRU i.e. the actual unemployment rate adjus-
ted for NARWU, represents cyclical unemployment. ¢ and % are estimation parameters and €5 an error
term. The process described by the equation is , meaning that the actual unemployment rate
always moves back over time in the direction of the NAWRU - which is the unemployment rate at estimated
potential output - and always fluctuates around it with the same variance. The cyclical component of unem-
ployment is explained by the dispersion of the randomly generated values of the error term (which is set
as input in for the calculation), but not on the basis of economic intuition. It becomes clear that

The NAWRU calculated here, supposedly adjusted for the business cycle, thus has less to do with the fundamental
potential of the economy than with the actual state of the present and the last two years. If the economy is doing
particularly badly at the moment or if current policies are promoting weak labour markets, the NAWRU
would be deceptively high; if the opposite were true, it might be unreasonably low. The same applies to the
trend in the participation rate (PRT) and the trend in hours worked (HWT), which are simply extrapolated
from the past for the estimation purposes. In addition, the extrapolation methods themselves no longer

This is argued by recent research on the U.S., which locates changes in the inflation rate since 1978 largely in changes in the expectations of eco
nomic agents, see Hazell et al, "The Slope of the Phillips Curve: Evidence from U.S. States" (NBER Working Paper 28005, May 2021),

Philipp Heimberger, Jakob Kapeller and Bernhard Schiitz, "The NAIRU determinants: What's structural about unemployment in Europe?", Journal of
Policy Modelling 39, no. 5 (May 2017): pp. 883-908.

With the addition of a temporal drift and the error term to account for observed fluctuations. The drift term itself is also specified in the third
equation as a so-called random walk. Source: Martin Ademmer et al, "Potential output and output gap estimation: An Analysis of the EU Procedure
and Possible Improvements" (Kiel Contributions to Economic Policy No. 19, February 2019),
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correspond to the current state of research and suggest implausible trends over time.

iii. The trend in total factor productivity

Similarly, the use of total factor productivity (TFP) raises doubts about the theoretical soundness of the
method of estimating potential output, and thus the “normal level”. It cannot be observed; instead, it is
determined residually. This means that the variable captures any and all influences on potential output that
cannot be attributed to the two production factors labour and capital. Abramovitz (1956) therefore calls TFP
a "measure of our ignorance."*" As a residual variable, TFP cannot be interpreted simply as a rate of tech-
nical progress, because it is also determined by changing structural characteristics of the economy, estim-
ation errors of the current method, or any other changes that are not captured elsewhere in the model.

In order to determine the trend in total factor productivity, the TFPT, which is included in the determination
of potential output (see p. 10), TFP need to be extrapolated. On the face of it, simply extrapolating forward
our "measure of ignorance" seems like a daring procedure. But the crucial issue is that TFP and its trend
TFPT tend to behave procyclically. They tend to fall in downturns and rise in upturns. According to Alexan-
der Field, a 1% reduction in the unemployment rate of the US economy between 1890 and 2004 led to an
increase in TFP growth of about 0.9%.3? Here, as in the case of labour potential, we observe: the TFPT has little
to do with the productivity trends of a (counterfactual) a-cyclical economy, and a lot more with current and very
recent economic performance. Here, too, the calculation of potential output is based more on poorly justified
extrapolation from the recent past, less on coherent and theoretically grounded reasoning. This method is
particularly troublesome when applied to the unobservable TFP, since it is not even clear what exactly is
extrapolated from the past.

Summing up:

. This is done both to ensure plausible results, and because the
current state of economic theory cannot provide clear, robust, and reliable estimations of economic poten-
tial. Thus, the current European method for identifying the structural and cyclical components of unem-
ployment contains no economic intuitions, but merely statistical decompositions of the data into historical
trends and cycles.

If there were evidence that, on the whole, past economic performance corresponded with the economy's
potential, such a procedure may be justifiable. But recent research paints a different picture: there are nu-
merous reasons why economies can remain permanently below their potential. These include but are not
limited to: lasting crisis damage (hysteresis effects), pessimistic expectations of the future that depress real
investment, or issues arising from endogenously self-destabilising financial markets.>* Summing up this
section,

Moses Abramovitz, "Resource and Output Trends in the United States since 1870," American Economic Review 46, no. 2 (May 1956): pp. 5-23.

Alexander J. Field, "Procyclical TFP and the Cyclicality of Growth in Output per Hour, 1890-2004" (Working Paper, Department of Economics at
Santa Clara University, 2007), p. 1,

See Philipp Heimberger, Jakob Huber and Jakob Kapeller, "The power of economic models: The case of the EU's fiscal regulation framework", Socio-
Economic Review 18, no. 2 (April 2020): pp. 337-366.

For an overview, see Philippa Sigl-Glockner et al, "A new German fiscal policy", (Working Paper No. 2/21, Forum New Economy, July 2021), pp. 14-
16,
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4, Determining the maximum level of permissible net borrowing is to a large
extent left to technocratic actors with insufficient legitimacy for the task

As outlined above, the legal basis for the cyclical component is contained in Article 115 (2) sentence 3 of the
Basic Law, which stipulates that economic deviations from the “normal level” be taken into account. The
definition of the "normal level" is decisive. Section 5 (2) of the Implementation Act specifies it:

“(2) A deviation of economic activity from the normal level exists if an under- or over-utilisation of the
overall economic production capacities is expected (output gap). This is the case if potential output es-
timated on the basis of a cyclical adjustment procedure deviates from the expected gross domestic
product for the financial year for which the budget is prepared.”

Additionally, the Article 115 Decree defines “potential output as the combination of the factors of produc-
tion labour and capital at their normal capacity utilisation [emphasis added]".>* We have already established
that the maximum permissible annual net borrowing (NKA) under the debt brake depends heavily on the
definition of the term "normal" or "normal utilisation”, and that the legal framework does not provide any
further definition of this term.

To sidestep this problem, the term could be interpreted as "what was the case in the past". One could then
argue, on that basis, that while the interpretation of the “normal level” as a continuation of the historical
trend is not explicitly demanded or specified in the legal text, it is a justifiable specification of the term. As
we explain below, however, neither the genesis of the term nor the currently used calculation of potential
output support such an interpretation.

However,

The past never speaks for itself, but must always be made to speak through active
analysis. This means that the technocratic actors who carry out the extrapolation in practice have a signific-
ant amount of discretion in determining the new debt limit. But these actors are not sufficiently democrat-
ically legitimised to exercise this discretion legitimately.

i. History of the term

The term "normal level" first appears in the 1980/81 annual report of the German Council of Economic Ex-
perts (SVR), where it already refers to potential output.?” Since at least the 1968/69 report, however, the
estimate of potential output involved more than an extrapolation of historical trends.*® Instead, it was as-
sumed that all sectors of the economy except private enterprises were working at full capacity. The capacity
utilisation of private enterprises, in turn, was calculated on the basis of the productivity of their capital. For
this purpose, a complex procedure was used to derive their maximum capital productivity from past values
of their capital productivity.*® In contrast to the Swiss method today, for example, which determines the

For the original German text, see on p. 5 above.

»das Produktionspotential als Kombination aus den normal ausgelasteten Produktionsfaktoren Arbeit und Kapitalstock”, 8 2 section (2), sentence 3,
Article 115 Decree.

German Council of Economic Experts, "Jahresgutachten 1980/81 des Sachverstandigenrates zur Beurteilung der gesamtwirtschaftlichen En
twicklung" (Printed Paper 9/17, German Bundestag, November 1980), p. 119,

The first report with the corresponding methodological Annex IV, see ,Sachverstandigenrat zur Beurteilung der gesamtwirtschaftlichen En
twicklung", Alternativen Aussenwirtschaftlicher Anpassung: Jahresgutachten 1968/69 (Stuttgart and Mainz: Verlag W. Kohlhammer GmbH, 1968),

Annex VI, Ain ,Sachverstandigenrat zur Beurteilung der gesamtwirtschaftlichen Entwicklung”, "Jahresgutachten 1985/86 des Sachverstandigenra
tes zur Beurteilung der gesamtwirtschaftlichen Entwicklung" (Drucksache 10/4295, Deutscher Bundestag, November 1985), p. 194,
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“normal level” by smoothing the long-term GDP trend, the German method refrained from simply equating
the historical “normal utilisation” with the historical trend as early as 1968/69.

Accordingly, there was significant scepticism in the past as to whether the term "normal level" could be
defined precisely. When the Federal Budget Code was amended in 1990, triggered by a ruling of the Federal
Constitutional Court, the federal government rejected the idea of legally specifying the “normal level”. It
gave the following justification:

"A legal limitation of borrowing conditional on a normal level of economic activity would require a more
detailed definition of this term. [...] economics does not provide any unambiguous and certain definitions
of how the rate of price increases, the level of employment, the external economic situation and how
economic growth must be in a normal economic situation, either individually or in the overall context.

[.]

In order to take into account the multitude of conceivable cases, a legal rule would ultimately have to
resort to undefined legal terms to describe the normal level of economic activity and the amount of ap-
propriate borrowing in each case. This would not result in any clarification of the current legal situation

[.]

The Federal Constitutional Court concedes that, because of the vagueness and the dynamic component
of this concept and in view of the limited predictability of the level of economic activity, a statutory regu-
lation on borrowing in normal economic circumstances may not be able to go beyond the creation of
procedural precautions, including the establishment of the obligation to state reason. According to the
decision of the Federal Constitutional Court, a precautionary limiting effect on borrowing is to be found
in the fact that the budget legislator is required to render an account before itself."

The federal government thus regarded the “normal level” as a concept lacking an "unambiguous and cer-
tain definition". A legal rule or regulation based on it would "ultimately have to resort to undefined legal
terms", which would not have resulted “in any clarification of the current legal situation". The Budget Com-
mittee of the Bundestag agreed with the assessment. Neither the “normal level” of economic activity nor
the “normal utilisation” of the factors of production was subsequently defined by law.

A quantitative description of the “normal level” had to wait until the introduction of the debt brake and the
implementation of the reformed Stability and Growth Pact (SGP). Interestingly, the term “normal level” did

Federal Department of Finance (FDF) and Federal Finance Administration (FFA), "Schuldenbremse und Erganzungsregeln" (Presentation, Swiss Con
federation), accessed 03 August, 2021,

,Eine gesetzliche Begrenzung der Kreditaufnahme bei wirtschaftlicher Normallage wiirde eine nihere Bestimmung dieses Begriffs voraussetzen. [...] die
Volkswirtschaftslehre liefert keine eindeutigen und sicheren Festlegungen, wie die Preissteigerungsrate, der Beschdftigungsstand, die aufSenwirtschaftliche
Situation und das wirtschaftliche Wachstum in einer wirtschaftlichen Normallage jeweils fiir sich sowie im Gesamtzusammenhang beschaffen sein miis
sen.[..]

Um die Vielzahl denkbarer Fallgestaltungen zu berticksichtigen, mufte fiir eine gesetzliche Regelung letztlich auf unbestimmte Rechtsbegriffe zur
Umschreibung der wirtschaftlichen Normallage und der Héhe der jeweils angemessenen Kreditaufnahme zuriickgegriffen werden. Dies wiirde im Ergebnis
keine Priizisierung der gegenwdrtigen Rechtslage bedeuten [...].

Das Bundesverfassungsgericht rdumt ein, daf3 eine gesetzliche Regelung zur Kreditaufnahme bei wirtschaftlicher Normallage wegen der Unbestimmtheit
und der dynamischen Komponente dieses Begriffs sowie im Hinblick auf die begrenzte Vorhersehbarkeit der Wirtschaftsentwicklung tber die Schaffung
verfahrensmdfiger Vorkehrungen einschliefSlich der Festlegung von Begriindungspflichten méglicherweise nicht wird hinausgehen kénnen. Nach der
Entscheidung des Bundesverfassungsgerichts ist ein die Kreditaufnahme begrenzender Effekt solcher Vorkehrungen darin zu sehen, daf3 der
Haushaltsgesetzgeber gehalten sei, Rechenschaft vor sich selbst abzulegen.” Federal Government, "Entwurf eines Vierten Gesetzes zur Anderung der
Bundeshaushaltsordnung" (Drucksache 11/6939, Deutscher Bundestag, April 1990), p. 7,
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not feature in the parliamentary debates surrounding the introduction of the debt brake. It seemed to be
necessitated by the required synchronisation of German and European fiscal rules. (In section 6 below we
question whether the SGP did in fact necessitate the implementation of the debt brake). Overall, then, it is
difficult to find evidence that a deliberate interpretation of the concept of “normal utilisation” as the historical
average of economic activity was ever the intention of the legislator. Instead, it seems that, historically, the term
was considered to be an economic term, resistant to legal specification, and was therefore treated with
corresponding caution. Only when it had to be specified (at least allegedly) on the basis of higher-ranking legis-
lation, were these doubts no longer expressed.

ii. The EU anchoring approach

Leaving aside the historical intention of the German legislator, however, the EU's current method for calcu-
lating potential output, too, is clearly not intended as a mere extrapolation of the past. This is evident in the
fact that, in order to ensure that the NAWRU (which is part and parcel of the potential output calculation)
actually meets the requirement of identifying the "normal" or structural level unemployment, its estimation
results are modified by means of the so-called anchoring approach.

In the anchoring approach, an "anchor value" of the NAWRU is calculated. The model then “forces the
NAWRU [initially projected purely from the past] to revert to the anchor in the mid-term”, i.e. towards the
end of the projection period.*> This anchor value attempts to map the impact of certain structural features
on the NAWRU. These structural characteristics include, for instance, union density, the unemployment be-
nefit replacement rate, or expenditure on active labour market policies.** In addition, a period is defined
over which the NAWRU converges to its anchor value in the model.** For Germany, the IMF calculated an
anchor of 6.2% for 2017, on the basis of the EU Commission's method, to which the NAWRU would tend
within the next 15 years. The German NAWRU was 3.4% in 2017.*> ¢ So even if the NAWRU is de facto
largely determined by the historical trend, especially in the short term, the intention of the calculation
method as a whole is clearly not to merely extrapolate the past.*

The interpretation of the “normal level” as historical trend is therefore not only difficult historically.
It also doesn’t correspond to the current design of the method of calculating potential output. In-
stead, a complex mixture of statistical and economic methods is used, hardly comprehensible for non-ex-
perts, both individually and in combination. As a direct result - according to experts of the EU Commission

42 Atanas Hristov et al, "NAWRU Estimation Using Structural Labour Market Indicators" (Discussion Paper 069, European Commission, October 2017),

p. 2, https://ec.europa.eu/info/sites/default/files/dp069_en.pdf.

43 Ibid. pp. 2-3, https://ec.europa.eu/info/sites/default/files/dp069_en.pdf.

44 Based on the estimated values, the influences of structural variables are calculated in a panel regression. Cyclical variables are added as controls.
Multiplying the estimated coefficients by the current or country-specific average values of the structural and cyclical variables yields a NAWRU an-
chor. Finally, the difference between previously estimated NAWRU and its anchor value is fitted with a linear convergence rule, according to which
deviations from the anchor disappear over time. The estimated NAWRU thus converges towards the anchor value, which already takes the struc-

tural changes into account.
45  Ademmer et al, "Estimating Potential Output and the Output Gap: An analysis of the EU procedure and possible improvements".
46 BMWi and BMF, "Gesamtwirtschaftliches Produktionspotenzial und Konjunkturkomponente (Friihjahrsprojektion der Bundesregierung 2021)".

47  The combination of economic theory and historical extrapolation used in the anchor procedure is also problematic. First, it leads to results whose
plausibility is not obvious: must the German “normal level” include one million additional unemployed in 15 years? Why should this necessarily be
the case if the German NAWRU has been falling continuously since 2004? Like the NAWRU itself, its estimation by anchor procedure is also dis-
puted in the research community. Second, combining statistical estimation methods with the anchor procedure requires a number of additional
assumptions: Should the NAWRU value in the short term, for example for the next year in each case, be a weighted average of the two methods, or
based purely on the statistical estimation method? If the former, what weights should be applied to each method? If the latter, why should the an-
chor be meaningful in the long run if it is found to be irrelevant in the short run? Further assumptions need to be made for the medium and long-
term: How fast should a convergence of the NAWRU to the anchor take place in the model? And should this occur on a linear path, as is currently

the case, or on a logarithmic, polynomial or exponential path?
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interviewed by Heimberger et al. - “Member States partially feel restricted in their political leeway as the
fiscal framework assigns ‘a lot of power to the people that estimate potential outputs™.

This points to the next problem: even if the “normal level” of economic activity, or the “normal utilisation”
of production factors, is interpreted as a continuation of historical trends, this is not enough to avoid arbit-
rary and thus unjustifiable assumptions in their definition. For it turns out that the past does not speak for
itself; it must be made to speak through active interpretation. In order to extrapolate it into the future, a num-
ber of methodological decisions have to be made. Here, there is considerable room for discretion. So while
the current methodology for determining the “normal level” can indeed be described as, in part, an extra-
polation of the past, it is by no means free of assumptions and discretion.

iii. The example of variance bounds in the NAWRU calculation

The existence of room for discretion, even in the mere statistical extrapolation of past trends, is evident in
the calculation of the NAWRU. A central prerequisite for the estimability of the model used for calculating
the NAWRU is that cyclical unemployment actually fluctuates around the NAWRU. To this end, the variances
of the error terms, i.e. how far apart the randomly generated values of the error terms may be, must be
limited.

Fioramanti (2016)*° and Ademmer et al. (2019) demonstrate that

. They contrast estimates made in 2014 and 2017. New limits
were introduced for the autumn 2017 estimate, resulting in a NAWRU of 10.5 per cent in Italy. But if the
2014 limits had been used instead, Italy's NAWRU for 2017 would have been a full percentage point lower.
To put this into context, one percentage point of unemployment in Italy in 2017 was equivalent to just un-
der 300,000 people.

. Thinking within the economic model, Italy would then have to ensure
that 300,000 more people are unemployed by means of its fiscal policy due to the change in an arbitrarily
chosen statistical parameter, in order to prevent the economy from overheating.

The example illustrates that NAWRU estimates are not robust to changes in model assumptions that are statistic-
ally necessary but cannot be clearly justified either theoretically or empirically. This is necessarily the case, given
the nature of the concept: the “normal level” cannot be observed directly.®° It is defined as a yardstick
against which the actual situation is assessed. Just as the length of a metre cannot be found by observing
nature without first defining the metre, the “normal level” of economic activity cannot be found by ob-
serving past economic data without first defining what is considered a “normal level”.

Summing up this section, the definition of the “normal level” as a past trend is therefore neither plausible
nor does it contribute to a precise definition of the concept. An extrapolation of the “normal level” from
historical data necessarily involves first defining which moments in the past count as normal. Where this is
not done explicitly, it leaves significant discretion to those who, in specifying the extrapolation method, do
so implicitly.

Heimberger, Huber, Kapeller, "The power of economic models: The case of the EU's fiscal regulation framework", p. 21

Marco Fioramanti, "Potential Output, Output Gap and Fiscal Stance: Is the EC estimation of the NAWRU too Sensitive to be Reliable?" (MPRA Work-
ing Paper No. 73762, University Library of Munich (Germany), 2016),

See also Marco Buti et al, "Potential output and EU fiscal surveillance", VoxEU, 23 September, 2019,
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According to Orsola Constantini, this absence of precision is no accident. She argues that it is precisely the
indeterminacy of the “normal level” and thus of the cyclically adjusted deficit, that has contributed to its
"incredible" rise in the hierarchy of the EU bureaucracy. "[T]lhe cyclically adjusted budget's ability to throw
a cloak of spurious statistical precision over any mix of cross pressures and interests made it a near perfect
policy instrument for managing the conflicts".>" Seen in this light, the law appears to be used to shift a
deeply political issue to a technocratic level, where it can be negotiated without having to justify the out-
come or even the basis of the negotiations before a democratic public.

5. The method currently used to estimate potential output does not corres
pond to the original intention of the legislator

The draft law on the debt brake formulated the intention behind the reform as follows: "The aim of the
amendments to the Basic Law's fiscal provisions is to improve the institutional conditions for ensuring the
long-term sustainability of the Federal and Lander finances in accordance with the requirements of the
reformed European Stability and Growth Pact."

In this section, we argue that the method currently used for calculating potential output and thus the defin-
ition of the “normal level” does not correspond to the intention of the legislator to safeguard long-term
budgetary sustainability.

i. Interpretation as a ban on permanent deficits via the cyclical component
Article 115, Section 2 sentence 2 of the Basic Law states the following concerning the “normal level”:

"In addition, in the event of economic activity deviating from the normal level, the effects on the budget
shall be taken into account symmetrically in upswing and downswing."

One way to interpret this clause is to read it as a requirement for the cyclical component to sum to zero
over the course of an economic cycle. If this interpretation is chosen, estimates of potential output would
have to be based on a moving average of past trends in output. These estimates of potential output would
have to be independent of the actual potential of the economy, inasmuch as that can be determined by
economic theory: if potential output were systematically different from past trends and were, for example, on
average higher than actual GDP, the output gap and thus the cyclical component would accordingly be greater
than zero on average. This would imply the possibility of permanent cyclical deficits, i.e. a cyclical component
that is not zero over the course of an economic cycle.

But the same interpretation of this clause, as a prohibition on permanent cyclical deficits, would also call
into question the appropriateness of the current method used to estimate potential output. While the
method largely relies on extrapolating historical trends, the mean value of the output gaps from 1980 to

Orsola Constantini, "The Cyclically Adjusted Budget: History and Exegesis of a faithful estimate" (Working Paper No. 24, Institute for New Economic
Thinking (INET), October 2015), p. 43,

.Ziel der Grundgesetzanderungen im Bereich der Finanzverfassung ist es, im Einklang mit den Vorgaben des reformierten europdischen Stabilitats-
und Wachstumspaktes die institutionellen Voraussetzungen fir die Sicherung einer langfristigen Tragfahigkeit der Haushalte von Bund und
Landern zu verbessern.” Bundestag parliamentary groups of the CDU/CSU and SPD, "Entwurf eines Gesetzes zur Anderung des Grundgesetzes (Ar-
tikel 91¢, 91d, 104b, 109, 109a, 115, 143d)" (Drucksache 16/12410, Deutscher Bundestag, March 2009),

For the original German, see on p. 4 above.
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2025 (the full range of available values) is -3.74 billion euros.>* From 2009, the year in which the debt brake
was introduced, to 2020, the output gap's mean value was even more negative, at -9.8 billion euros. It
should be noted, however, that both the Great Financial Crisis and the Corona Crisis fell into this period, as
well as an economic upswing. Even the current method of calculating potential output does not guarantee
symmetry; its numbers do not correspond to the idea of a complete economic cycle with symmetrical fluc-
tuation of output around potential.

The pro-cyclical bias of the EU methodology for calculating potential output has been one, and perhaps the
central, point of criticism since its introduction. The goal of reducing the pro-cyclical nature of the calcula-
tion was also one of the reasons for repeated methodological reforms that seem difficult to justify purely
on grounds of economic theory.

An example of this type of reform is the partial replacement of the Phillips curve specification for some, but
not all, EU Member states. The models the relationship between the unemployment rate
and inflation or wage changes. After the 2014 reforms, Spaniards are now assumed to have rational expect-
ations, while Germans continue to have adaptive expectations resulting from the past. There is no sub-
stantive justification for this. According to the Kiel Institute for the World Economy, "[flrom a theoretical
perspective [...] it remains unclear why a TCP [traditional Keynesian Phillips Curve] is used for some coun-
tries, while for others an NCP [New Keynesian Phillips Curve] is used. One reason for the switch from TCP
to NCP is likely to have been significantly procyclical estimation results for some countries".>> Heimberger,
Huber and Kapeller confirm this assumption on the basis of interviews with those involved. It appears that
this partial replacement was preceded by lengthy negotiations in which Spain sought an adjustment, while
northern European countries insisted on retaining the TKP. In the end, a compromise was reached in which
the NKP was adapted as the default option in the updated methodology, but countries were given the op-
tion to keep the TKP if they so desired.>® The impact of such changes is significant: if Germany had also switched
to the NKP, the cyclical component for 2019 would have been €4.8 billion lower.

The procyclicality of this method is, however, not an error. It is instead a necessary feature of any method
for estimating potential output that seeks to prevent permanent cyclical deficits. This is simply because
procyclicality is the direct result of using the historical trend to estimate current potential. That is to say, if
the economy is doing well today, the potential output estimate for tomorrow moves in a correspondingly
positive direction. And conversely, if the economy is performing poorly today, the potential output estimate
for tomorrow moves in a correspondingly negative direction.

Price-adjusted values, Federal Ministry for Economic Affairs and Energy Federal Ministry (BMWi) and Federal Ministry of Finance (BMF). ,Gesamt
wirtschaftliches Produktionspotenzial und Konjunkturkomponenten (Frihjahrsprojektion der Bundesregierung 2021)", accessed on 31. Mai, 2021.

“Aus theoretischer Sicht ist allerdings unklar, warum fur einige Lander die TKP und fur andere die NKP herangezogen wird. Daher dirften z.B.
deutlich prozyklische Schatzergebnisse fur einige Lander zu einer Umstellung von der TKP zu der NKP gefuihrt haben.” Ademmer et al, "Estimating
Potential Output and the Output Gap: An analysis of the EU procedure and possible improvements", p. 19, footnote 6.

Heimberger, Huber, Kapeller, "The power of economic models: The case of the EU's fiscal regulation framework", p. 22.

The difference between the methods for Germany is still comparatively small: for Spain, the NAWRU 2019 calculated using NKP was 3.2 percentage
points below the value that would have resulted from the use of TKP. This illustrates the influence of supposedly technical decisions and their con-

sequences.
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This evidently runs counter to the legislator's intention to prevent precisely such fiscal pro-cyclicality: "The
symmetrical consideration of the cyclical effects on the budget is intended to prevent pro-cyclical beha-
viour.”® There is a clear contradiction, therefore, between the legislative requirements for calculating potential
output: it is intended to prevent pro-cyclical fiscal policy; but on the other hand, the requirement to avoid perman-
ent cyclical deficits demands a pro-cyclical methodology.

ii. An alternative interpretation is more convincing

If one reads the above-quoted passage from Article 115 carefully, however, there is no explicit demand for
a cyclical component that averages zero over time, but only for the "symmetrical consideration" of up-
swings and downswings. That is to say, every euro that the economy is above potential must be taken into
account, when calculating the cyclical component, in the same manner as every euro that the economy is
below potential. This is guaranteed as long as the automatic stabilisers are symmetrical.>® However, nothing
stipulates that the calculation method be designed in such a way that the output gap (and thus the cyclical com-
ponent) are mathematically forced towards zero on average and over time.

This alternative interpretation is lent credence by the motivation given in the 2009 bill to amend Articles 109
and Article 115 of the Basic Law. This justification provides some indications of how to resolve the apparent
contradiction between the goal of an anti-cyclical fiscal policy and the inherent procyclicality of a potential
output estimation method intended to prevent permanent cyclical deficits.

The bill defines an increase in the debt-to-GDP ratio as the main problem to be addressed by the reform.
Precisely why a rising debt-to-GDP ratio is a problem that necessitates reform is not stated explicitly; but
the implicit concerns appear related to the
and the
The stated goal of the reform is to create rules
that,

"in accordance with the philosophy of the preventive arm of the reformed European Stability and Growth
Pact, ensure the long-term sustainability of the budgets of the German Federation and the Lénder and, in
accordance with this, to enable a fiscal policy that responds to the economic cycle and is geared to shap-
ing the future".

, however, fails to justify a prohibition of permanent deficits. To the contrary:
because the effects of increasing debt across generations is contingent, that is to say they depend on the
relationship between interest rates and economic growth, structural deficits can sometimes be demanded
by intergenerational equity. As Olivier Blanchard says: "If the interest rate [on government bonds] is lower

“Durch die symmetrische Berlcksichtigung der konjunkturellen Auswirkungen auf den Haushalt wird bezweckt, ein pro-zyklisches Verhalten zu
vermeiden.” Bundestag parliamentary groups of the CDU/CSU and SPD, "Draft of a law to amend the Basic Law (Articles 91c, 91d, 104b, 109, 109a,
115, 143d)", p. 12.

This is also problematic from an economic point of view, as economic research today recommends asymmetrically designed automatic stabilisers
with semi-automatic triggers, see e.g. Jason Furman and Lawrence H. Summers, "Automatic Stabilizers in a Low-Rate Environment" (Working Paper
20-2, Peterson Institute for International Economics, February 2020), https://www.piie.com/system/files/documents/pb20-2.pdf. However, we leave

aside the issue in this paper.

Bundestasgfraktionen der CDU/CSU und SPD, "Entwurf eines Gesetzes zur Anderung des Grundgesetzes (Artikel 91c, 91d, 104b, 109, 109a, 115,
143d)", p. 5 f.

Linsbesondere in Ubereinstimmung mit der Philosophie des préventiven Arms des reformierten europdischen Stabilitéits- und Wachstumspakts die lang-
fristige Tragféhigkeit der Haushalte von Bund und Ldndern sicherstellen und nach dieser Mafigabe eine konjunkturgerechte und zukunftsorientierte gestal-
tende Finanzpolitik ermdéglichen sollen.” Ibid.
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than economic growth, then the [intergenerational] transfer [triggered by debt] is wealth enhancing."
Since this has been case for all years since the introduction of the debt brake (except the crisis years of 2009
and 2020, see Figure 2 below), a general prohibition on taking on debt cannot be derived from a commit-
ment to intergenerational justice. On the contrary: insofar as the transfers that result from debt are wealth-
enhancing, acting in the interest of future generations can involve an increase in public debt, or, at the very
least, cannot allow for a prohibition against it.

Figure 2: Comparison of 10-year Bund yields and German GDP growth, 2009-2020
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Another implied concern in the bill is the . This
concern is well-grounded: If an increasing share of the federal budget must be devoted to interest pay-
ments, and is thus unavailable for other purposes, then the scope for active, discretionary fiscal expendit-
ure is indeed limited. But this theoretical concern is not borne out by empirical evidence: the share of in-
terest payments in the budget has fallen significantly since 1999, when it reached its previous peak of 17%,
to below 2% in 2020 (2020 is an exception, as the budget was unusually large due to the Covid-19 crisis).
Even in 2019, the share of interest payments in the federal budget was only 3%. What is more, if bunds are
issued with negative yields, as has been the case since 2016, the issuance of additional bonds increases
the scope for action, since taking on new debt generates additional revenues.

To see this, notice that the federal government has increased its cash surplus (through issuing new bonds)
to an average of more than 60 billion euros at the end of the month in 2019 (with an average expenditure
of 188 billion euros per month). This choice was made, even though the ECB required governments to pay
negative interest rates on government reserves exceeding 0.04% of GDP since July 2014 (equivalent to
around 1.2 to 1.4 billion euros in the case of Germany).** Thus, despite the "penalty rate" on the balances
of its Bundesbank account, the federal government incurs more debt than would strictly be necessary to
provide liquidity. This is likely because the yield on the bonds issued during this period exceeds the amount
of negative interest. The net interest income is therefore positive.

Own translation, in the original: "If the interest rate is less than the growth rate, then the transfer is welfare improving"; Olivier Blanchard, "Public
Debt and Low Interest rates" (Working Paper 19-4, Peterson Institute for International Economics, February 2019), p. 4,

Gerald Braunberger, "Eine neue Epoche am deutschen Kapitalmarkt", Frankfurter Allgemeine Zeitung, 14 June, 2016,

European Central Bank (ECB), Decision of the European Central Bank of 5 June 2014 concerning interest rates on deposits, balances and excess reserves
(Frankfurt am Main: ECB, 2014),
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Having said this: it is unpredictable how long negative nominal yields will last. Nor is it clear whether negat-
ive nominal yields are economically desirable, or for that matter, whether they are a relevant parameter for
adjusting fiscal policy. What is clear is the following: the assumption that issuing new bonds necessarily lim-
its the state's scope for action is empirically refuted. Hence no general prohibition on taking on new debt can
be derived from the goal of securing the state's future scope for action.

This insight relates to possible concerns around the of new debt, also
implicit in the bill. If growth and employment effects are used as criteria for deciding on the appropriate
level of deficits, there could even be situations in which the state is in fact obliged to take on new debt, or in
which this would at least be objectively optimal. This is especially true if central bank interest rate policy has
reached the effective lower bound (ELB), the point at which any further reduction in interest rates has a
cooling effect on the economy. The ECB estimates that this could currently be the case a quarter of the time,
twice as often as calculated when the euro was introduced.

But even if increases in growth and employment are not seen as valuable goals in themselves, and as only
relevant with regard to debt sustainability, there are still weighty arguments for government deficits. As
Jason Furman and Lawrence Summers write: "

".%¢ Sigl-Glockner et al.*” argue that German fiscal policy today should
primarily focus on supporting the full utilisation of labour, and not on directly avoiding debt; not because
the sustainability of the federal budget is secondary, but because a fully utilised labour force is the prerequisite
for long-term sustainable fiscal policy in the face of demographic change and high transfer benefit rates. Thus, a
general ban on deficits cannot be justified with concerns of growth and employment effects either.

On the contrary: The prerequisite for limiting debt and rendering public finances sustainable in the long
term is an anti-cyclical fiscal policy geared towards full employment. Thus, while no general prohibition of
government deficits, not even medium- or longer-term deficits, can be derived from the motivation provided in the
bill, a pro-cyclical cyclical component undermines its stated objectives.

iii. Use of the emergency clause should be minimised

We have established that the current methodology for calculating the cyclical component is pro-cyclical and
sets narrow limits on permissible deficits. During major crises, then, the debt brake requires an emergency
clause. And indeed, precisely this is found in Article 115 (2) sentence 5 of the Basic Law:

"In the event of natural disasters or exceptional emergency situations beyond the control of the State that
significantly affect the State's financial position, these credit ceilings may be exceeded on the basis of a
resolution adopted by a majority of the members of the Bundestog."

We argue that this emergency clause, in combination with an otherwise strictly limited and pro-cyclical de-
ficit, creates disincentives whose effects are detrimental to the long-term sustainability of public finances.

Isabel Schnabel, "High Debt, Low Rates and Tail Events: Rules-Based Fiscal Frameworks under Stress" (presentation, Third Annual Conference of

the European Fiscal Board, Frankfurt am Main, 26 February, 2021),

Jason Furman and Lawrence H. Summers, "A Reconsideration of Fiscal Policy in the Era of Low Interest Rates" (Working Paper, Brookings Institu-
tion, 2020), p. 13, , emphasis
original.

Sigl-Glockner et al, "A New German Fiscal Policy".

.Im Falle von Naturkatastrophen oder auRBergewdhnlichen Notsituationen, die sich der Kontrolle des Staates entziehen und die staatliche Finan-
zlage erheblich beeintrachtigen, kdnnen diese Kreditobergrenzen auf Grund eines Beschlusses der Mehrheit der Mitglieder des Bundestages Uber-
schritten werden.”
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The budgets adopted during the Corona crisis illustrate this clearly, revealing three problems in particular:
making it difficult to restrict its use to true emergencies;
, SO that there are strong incentives to declare an emer-
gency, and
, in order to pre-empt sudden budget cuts once the emergency is over.

To illustrate how the clause is: even the events of 2020, when Germany had 1.7 million Covid-19
cases and 33,000 deaths due to the pandemic,®® did not represent a clear emergency, according to Stefan
Korioth.”® However, while the pandemic years of 2020 and 2021 were credible candidates for the use of the
emergency clause, an emergency was declared for 2022, too. This was done on the basis of the "impact of
the Corona pandemic on the federal budget as well as [the] burdens resulting from supportive fiscal
policy".”" Later in the same document, this is clarified as being about the "economic impacts of the Corona
crisis and its consequences for the federal budget".”2 Reacting to this, Stefan Korioth writes “strained public
budgets do not represent an emergency in accordance with the debt rule".”? A further complication is the
example of German reunification given in the report of the Federalism Commission; it too would have con-
stituted an emergency.

In the absence of a precise definition of what constitutes an emergency, the temptation to declare one in order to
obtain fiscal leeway is significant. If this leeway is exploited, significant sustainability risks can arise in a very short
time.

This temptation is amplified by the fact that borrowing in an emergency situation is . By way of
an example, in 2020 the legislature used the possibility of additional debt-financed spending to increase,
among other things, financing for the Energy- and Climate Fund (EKF) by 26 billion euros.”> As this example
demonstrates, there is an incentive to exploit genuine emergency situations for expenditures that could
not otherwise be made under the debt brake. Since emergencies are temporary, this expenditure must
then be made quickly and with limited planning lead time. This can lead to investment backlogs, suboptimal
allocation and increased costs. The overall result is a suboptimal use of state resources that hardly serves the
long-term sustainability of public finances.

Finally, the emergency rule encourages .For assoon as an
emergency situation is over, the permissible borrowing is immediately reduced to the statutory limit of 0.35
per cent of GDP plus the cyclical component. Since the latter is currently designed to be pro-cyclical, cyclic-
ally permitted deficits tend to be low after a crisis. In 2022, for example, a cyclical component of just under 2
billion euros would have enabled a total net borrowing of only approximately 13 billion euros, or 0.3 - 0.4
per cent of GDP, a drastic decline from the 240 billion euros of the 2021 budget.’® Due to declaring an emer-
gency for 2022, too, the federal government was instead able to budget a deficit of 100 billion euros for

"RKI Daily Situation Report on Coronavirus Disease-2019 (COVID-19)," Robert Koch Institute, accessed July 3, 2021,

Korioth, "The debt brake - in need of repair?", p. 22.

»der Auswirkungen der Corona-Pandemie auf den Bundeshaushalt sowie [den] aus der unterstiitzenden Finanzpolitik resultierenden Belastun
gen”, Federal Ministry of Finance (BMF), Regierungsentwurf 2022: Erfolgreich aus der Krise (Berlin: BMF, June 2021),

“die wirtschaftlichen Auswirkungen der Corona Krise und ihre Folgen fur den Bundeshaushalt” ibid.
Korioth, "The debt brake - in need of repair?".

Die gemeinsame Kommission von Bundestag und Bundesrat zur Modernisierung der Bund-Lander-Finanzbeziehungen, Die Beratungen und ihre
Ergebnisse (Berlin: Deutscher Bundestag und Bundesrat, 2010), p. 54,

Federal Ministry of Finance (BMF), Government Draft 2022: Successfully Emerging from the Crisis, p. 8.

Before adjustment for financial transactions.
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2022, representing a significantly more gradual decline from 2021.

The permitted credit volume allowed under the emergency budgets was generous in view of the planned
policy measures: going by the current pace of spending, the permitted credit limit for 2021 will not be ex-
hausted.” In 2020, only 130 billion euros of the 218 billion euros of permitted net borrowing were
needed.”” While the federal government requested generous borrowing amounts for the years 2020 to
2022 - generally speaking an appropriate choice, given a dynamically evolving pandemic situation -, it had
at the same time a reserve of 48 billion euros at its disposal, which, however, was "saved" for later years.

The Corona crisis thus shows that the emergency clause of the debt brake creates incentives to maximise
borrowing in an emergency.

The question this poses is: what might be a better way to account for emergencies, that is, one that is better
suited to rendering public finance sustainable?

One starting point for a proposal could be the following diagnosis: emergency situations cannot be defined
precisely, at the same time elected decision-makers have strong incentives to incur excessive debt. This diagnosis
would pose a thorny problem: the latter would make a narrow and precise demarcation of emergency situ-
ations desirable, to prevent excessive use of an emergency clause. But the former would stand in the way
of exactly that, given the allegedly inherently uncertain nature of emergencies.

But on closer examination, this is not an accurate diagnosis. On the one hand, the alleged tendency of elected
officials towards excessive deficits is less universal than feared. Jason Furman, President Obama's top eco-
nomic adviser, reported in this regard: "l used to think that policymakers only made errors in one direction,
which is irresponsibly large increases in deficits, and so that rules could play a useful role in constraining
discretion. Over the last twenty-five years, however, one has seen many errors in the opposite direction".

Blanchard et al. provide a theoretical rationale for why this might be the case in the Eurozone in particular:

In a tightly integrated economic area like the Eurozone, large parts of any additional demand generated by
crisis measures (or deficits generally) end up flowing into the economies of neighbouring countries. At the
same time, however, the associated debt burden falls entirely on the budget and balance sheet of the coun-
try providing the stimulus. This creates an incentive in each country to rely on the crisis measures and deficits of
neighbouring countries and to adopt sub-optimally small measures themselves. German and European fiscal

Federal Ministry of Finance (BMF), Government Draft 2022: Successfully Emerging from the Crisis.

From January to May 2021, borrowing amounted to 81 billion euros. If the pace of borrowing remains stable throughout 2021, this would result in
annual borrowing of €195 billion, compared to a permitted ceiling of €240 billion in borrowing. Moreover, given the improving pandemic situation,
it is questionable whether borrowing will continue to develop at the same pace. Data: BMF.

Federal Ministry of Finance (BMF), "Vorlaufiger Abschluss des Bundeshaushalts 2020" (Monthly Report January 2021, BMF, January 2021),

Reserves are not used to save money, but only to shift commitment appropriations into the future. The money for the expenditure in question is
borrowed at the time it is needed. Accordingly, the debt level also increases regardless of whether an expenditure is financed from a reserve or a
deficit.

Jason Furman, "I don't love debt-to-GDP ratio: Obama's former chief economic adviser in DZ interview", Department for the Future, 12 May 2021,

Olivier Blanchard, Alvaro Leandro, and Jeromin Zettelmeyer, "Redesigning EU fiscal rules: From rules to standards" (Working Paper 21-1, Peterson
Institute for International Economics, February 2021),
. The authors describe this mechanism as "demand externalities", see p. 13.
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policy in the decade before Covid-19 is fully compatible with this analysis: the fiscal leeway under the debt
brake has not been fully exploited since its introduction,®* despite repeated calls by the IMF and EU Com-
mission (under the Macroeconomic Imbalance Procedure) to do just that.

In addition, many commentators and scholars lament the lack of demand and deficits that are too low in
the aggregate in the Eurozone during this period.®> This does not mean that there are no tendencies to-
wards excessive debt; it does however temper the assumption that this tendency is universal.

On the other hand, returning to the second element of the original diagnosis, the identification and delim-
iting of an “emergency situation” (as long as this refers to acute events only) seems more feasible than it
might appear at first glance. The problem, however, lies in one of the three criteria established by the Fed-
eralism Commission for this very purpose. According to the Commission’s report, emergency situations
must not only be "exceptional" and "significantly affect the budget", but the "occurrence [of the emergency
situation] must [also] be beyond the control of the state".?® The meeting of this last criterion is both difficult
to identify (both the spread of a pandemic and the build-up of risks in the financial sector could probably
be prevented by the state at certain points in time) and substantively problematic. Even, or indeed espe-
cially, if a disaster is the result of government action, the government will have to do everything in its power
to contain the resulting damages. This criterion, however, could be replaced, for example, by a criterion linked
to human or economic harm.

Neither do elected decision-makers seem
to have a universal tendency towards excessive indebtedness, nor does a precise identification of emer-
gency situations seem to be impossible.

If it is not a universal tendency to over-indebtedness that causes the emergency rule to be misused (by
interpreting too broadly and exploiting it for excessive spending) the question remains what does? And
what are the possibilities for improvement?

If one looks at the costs caused by emergency situations, only a part is directly due to combating the acute
events, or their direct consequences. Far greater costs are often caused by the

of the acute emergency situation. According to Olga Jonas, in the case of pandemics, for
example, only about 20% of the economic costs can be attributed to direct effects.®” Thus, if one tries to
address the financial needs resulting from an emergency situation by means of an exemption from the

From 2011 to 2019, a total of €238 billion in NCA was designated as permitted to the federal government under the debt brake, and only €46 bil-
lion was spent. Data: Federal budget accounts.

See, for example, European Commission, Country Report Germany 2020 (Brussels: European Commission, February 2020),

; European Commission, Country Report Germany 2019 (Brussels: European
Commission, February 2019), ,In
Oternational Monetary Fund (IMF), Staff Report for the 2019 Article IV Consultation (Washington D.C.: IMF, July 2019),

See, for example, Matthew Klein, "The euro area's fiscal position makes no sense", Financial Times Alphaville, 14 March 2018,

; Martin Sandbu, The Economics of Belonging (Princeton: Princeton University Press, 2020), pp.
134-7; Olivier Blanchard, Christopher Erceg and Jesper Lindé, "Jump Starting the Euro Area Recovery: Would a Rise in Core Fiscal Spending Help the
Periphery?" (NBER Working Paper 21426, National Bureau of Economic Research, July 2015),

Die gemeinsame Kommission von Bundestag und Bundesrat zur Modernisierung der Bund-Lander-Finanzbeziehungen, Die Beratungen und ihre
Ergebnisse (Berlin: Deutscher Bundestag und Bundesrat, 2010), p. 54,

Olga B. Jonas, "Pandemic risk" (Background Paper, World Development Report 2014, October 2013), p. 24,
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debt brake, the term "emergency situation" must be interpreted broadly enough to also include the eco-
nomic and social consequences of the emergency. But it is precisely this current broadness of the interpret-
ation of the term that undermines efforts to delimit it.

The current design of the cyclical component thus induces a . If the term "emergency situation" is
interpreted narrowly, so that it only covers the immediate efforts of combating disasters, the federal government
lacks the capacity to act to effectively counter the medium-term crisis effects. If, instead, the term is interpreted
broadly, it threatens to thwart the functioning of the debt brake as a whole.

This dilemma emerges because the current method of estimating potential output allows for only a small
cyclical component after a crisis. That is to say, the fiscal space without emergency regulation is very limited.
If potential output is estimated on the basis of past trends, then the post-crisis potential will be significantly
below the pre-crisis level. This is regardless of whether the economic damage is really long-term or not,
since either way the crisis years enter into the calculation.?® A lower estimate of potential output, in turn,
means a smaller output gap and thus a smaller cyclical component. As a result, a fiscal policy that does not
make use of the emergency exemption after the immediate crisis is particularly constrained. This is despite the
fact that increased needs are very likely to persist and an excessively restrictive fiscal policy runs the risk of
choking off the economic recovery. Thus, the primary problem with the emergency rule today is that it must be
used for purposes for which it was not intended: counter-cyclical fiscal policy that helps a crisis-ridden economy
get back on its feet.

To prevent the permanent expansion (born out of fiscal necessity) of the term “emergency situation”, one
must adopt a methodology for calculating the cyclical component that does not define potential output on
the basis of the crisis years, and in doing so, minimises it (i.e., potential output and, by extension, the cyclical
component of the deficit).

As long as economic activity was below those limits, there
would be room for fiscal manoeuvre. The federal government would not have to resort to the emergency
clause to get the economy going again, allowing use of the clause to be limited to the immediate disaster
situation itself.

A method based on identifying the upper limits on economic activity would, in the phase following a crisis,
have at least two advantages over the extending of the emergency situation: First, one would escape the
need to make ex ante assumptions on the duration of medium-term crisis effects. Since all crises are differ-
ent, it seems impossible to make universally valid assumptions concerning their disparate effects, especially not
ex ante. Second, an expansion of the emergency definition, in pursuit of financing needs, would be blind to
a crucial risk: an overheating of the economy and rising inflation as a result of fiscal policy measures. In contrast,
a cyclical component based on actual economic potential aims to reduce precisely this risk. Inflation begins
at the point where the state stimulates the economy through additional, debt-financed demand to an ex-
tent that demand exceeds economic potential.

Finally, if a cyclical component based on actual potential were to be suspended for a longer period of time,
in order to allow for more borrowing in an emergency, the hurdle for justifying the emergency would be

During the Covid-19 crisis, both the German government and the EU Commission made assumption-based ad hoc adjustments to the methodo-
logy for calculating potential output to avoid this effect. For example, the EU Commission assumed that labour hours would return to their pre-
crisis level in 2021 and used the average of the 2021 and 2019 values for its calculations in 2020 to avoid the Corona crisis having an impact on the
future trend. See European Commission, "EU-CAM estimation of potential output and output gaps in the context of the COVID-19 pandemic shock"
(2020-1 Spring Forecast, European Commission, April 2020),

of 50



significantly higher than it is today. One would require a credible argument that the crisis-related expendit-
ures are important enough to justify incurring a substantial inflation risk (as a result of excess demand
pushing up against potential). This, too, would promote the limitation of the rule to actual emergencies.

Overall, dealing with emergency situations seems to be one of the fundamental challenges for fiscal rules:
where such exemptions create the wrong incentives, they risk jeopardising sustainable finances. If, instead,
they define emergencies too narrowly, they risk the uncertain and potentially very large costs of a state
unable to act during or after crises.

Summarising this section, the method currently used to determine potential output, and hence the cyclical
component, does not accord with the at the time of introducing the debt
brake. The method is pro-cyclical; it prevents the kind of deficit spending that contributes to the long-term
sustainability of public finances; and, with its rule for emergency situations, creates incentives that under-
mine the long-term sustainability of fiscal policy. As a result, the current method does not serve to realise
the legislator’'s intention of ensuring the long-run sustainability of public

Today, as in 2009, "the economic and institutional framework conditions [have] changed considerably.”° It
is high time to adjust the cyclical component to these conditions, to realign it with the original intention of
the legislator.

6. The SGP did not require the introduction of the debt brake in its current form

Afinal objective of the reform of Article 109 of the Basic Law in 2009 was to lay down a set of basic principles
for the limitation of net borrowing

"which, in particular in accordance with the philosophy of the preventive arm of the reformed
European Stability and Growth Pact, ensure the long-term sustainability of the budgets of the Ger-
man Federation and the Lander and, in accordance with this, to enable a fiscal policy that responds
to the economic cycle and is oriented towards the future".

One could, therefore, conclude that there was simply no alternative to the introduction of the debt brake,
including the “normal level” as defined according to the EU method for determining the cyclical component.
A closer look, however, does not confirm this necessity. The reform of the SGP in 2005 did not require the
introduction of the debt brake with a quantifiable cyclical component that automatically limits borrowing.
On the contrary, the EU method for calculating the cyclical component was never intended to be used in this
quantitative and automated fashion.

“die wirtschaftlichen und institutionellen Rahmenbedingungen [haben sich] erheblich verandert”. Bundestag parliamentary groups of the CDU/CSU
and SPD, "Draft of a law to amend the Basic Law (Articles 91c, 91d, 104b, 109, 109a, 115, 143d)", p. 5.

“die insbesondere in Ubereinstimmung mit der Philosophie des préventiven Arms des reformierten europaischen Stabilitits- und Wachstumspakts
die langfristige Tragfahigkeit der Haushalte von Bund und Landern sicherstellen und nach dieser MalRgabe eine konjunkturgerechte und zukunfts-
orientierte gestaltende Finanzpolitik erméglichen sollen”, Ibid. p. 5.
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The EU Commission uses potential output estimates to calculate . The struc-
tural budget balance (additionally adjusted for one-off effects)’' represents but one pillar of the preventive
arm of the SGP. Under this arm, countries with a debt-to-GDP ratio of more than 60% are to limit their
structural budget deficit to 0.5% of GDP. Member states can temporarily deviate from this in order to un-
dertake structural reforms or investments.

In contrast to the EU's structural budget balance, the structural deficit under the debt brake is capped at
0.35% regardless of the debt level. Public spending is adjusted only for financial transactions. Already prior
to any structural adjustment, the SGP thus gives considerably more leeway than the debt brake. This
greater leeway is found (1) in a higher permitted structural deficit and (2) in rules that give more discretion.
These rules lead to the cyclical adjustment procedure being less important in the SGP than under the debt
brake in determining the maximum permissible net borrowing.

Moreover, the EU Commission also subjects the cyclical adjustment procedure itselfto a

and does not rely on a quantitative automatism. Under the so-called "constrained judgement approach”,
the EU Commission is permitted to deviate from an output gap estimate, if a plausibility tool developed
specifically for this purpose assesses (with a high degree of probability) the calculated output gap as too
small. The Commission can then redefine the output gap within a certain framework.>> The structural
budget balance is then re-calculated on this basis, and the Commission’s fiscal surveillance results are ad-
justed accordingly.

There is a reason why there are numerous intermediate steps between the calculation of structural budget
balances and the verification of (non-)compliance with European fiscal rules: the European Commission
fundamentally rejects the practice of automatically deriving binding quantitative targets from the calculation of
potential output. As Marco Buti et al. write: "Whilst the EU's fiscal surveillance system is an essentially rules-
based system, the fact that it is based on an unobservable variable — and could, in extreme circumstances,
lead to the imposition of legally binding sanctions on a specific country — makes it clear that the EU never
intended it to be used for the taking of automatic decisions".

This clear rejection is in stark contrast to the role that estimates of potential output play in the German
fiscal rules: here, potential output estimates are used to quantitatively define the "normal level" mentioned
(but not specified) in Articles 109 and 115 of the Basic Law, in order to derive binding limits on German fiscal
policy (without qualitative plausibility checks). Germany thus opted for rules that build on the specifications
and potential output calculation methods of the EU, but use them in a way that the EU Commission explicitly
excludes for itself. It is, therefore, difficult to justify the use of the EU methodology for calculating the cyclical
component of the German debt brake on the grounds that it is the only way to comply with the SGP.

What is more, while Germany interprets and implements the fiscal parts of EU economic governance very
strictly, it exhibits persistent macroeconomic imbalances in the form of excessive current account
surpluses under the EU's macroeconomic imbalances (MIP) procedure. Despite repeated warnings, it is

Note that, in the German case too, an ex-post overshooting of the maximum permissible NKA does not violate the debt brake. Instead, the amount
by which the realised deficit exceeded the permitted NKA is booked onto a control account. If the accumulated negative balance of the control ac
count exceeds 1.5% of GDP, it must then be reduced. Sources: European Commission, "Vade Mecum on the Stability & Growth Pact: 2019 Edition"
(Institutional Paper 101, European Commission, 2019), p. 9, Federal
Ministry of Finance (BMF), Kompendium zur Schuldenregel des Bundes (Schuldenbremse) (Berlin: BMF, March 2021),

The framework is determined by all results defined as plausible under the existing methodology and the range set by the plausibility tool. See
European Commission, "Vade Mecum on the Stability & Growth Pact: 2019 Edition", p. 19.

Marco Buti et al, "Potential output and EU fiscal surveillance", VoxEU, 23 September, 2019,
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making insufficient progress in curbing them.®* Sigl-Glockner et al. explain the central role of a full-capacity-
utilisation- or high-pressure fiscal policy in reducing the current account surplus.®® In particular, a long-
standing import deficit®® suggests that domestic demand is too weak. Domestic demand can be
strengthened via government deficits: firstly because fiscal deficits directly create additional demand,
secondly because they increase labour utilisation and thus raise the wage level, which in turn boosts
domestic consumption. Third, because, in the current context, higher domestic consumption and
government investments are likely to result in higher investment by private companies. A more expansive
fiscal policy would thus be an important building block in reducing Germany's excessive macroeconomic
imbalances.”” The overly strict implementation of the SGP into German law and the resulting interpretation of the
“normal level” as potential output can thus hardly be justified as the optimal strategy for meeting EU economic
governance requirements.

Finally, the Federal Government actively co-develops the method for determining potential output at the
EU level through the Output Gaps Working Group (OGWG). Both the Federal Ministry of Finance (BMF) and
the Federal Ministry for Economic Affairs and Energy (BMWi) participate in the OGWG. The OGWG requires
unanimous decisions® and works with the EU's Economic Policy Committee, which is chaired by a head of
unit from the Federal Ministry of Finance. In reaching a consensus on methodological adjustments to
modelling and estimation methods, the decision-makers are "fully aware of the trade-offs",'°° according to
the EU Commission. Germany's role is therefore by no means limited to the implementation of rules passed
down from the EU Commission, but is actively involved in their design and future further development.

Concluding this section, the SGP reforms of 2005 did not necessitate the adoption of the current design of
the cyclical component and the current interpretation of the “normal level” according to the EU method
developed by the OGWG. On the contrary, the EU itself explicitly rejects automatic decisions based on potential
output calculations. Finally, Germany is actively involved in the development of the EU methodology and has the
possibility to introduce proposals for changes within the framework of the OGWG at any time.

European Commission, Germany - Review of Progress on Policy Measures relevant for the Correction of Macroeconomic Imbalances (Brussels: European

Commission, 4 December, 2017),
Sigl-Glockner et al, "A New German Fiscal Policy".
An import deficit is the same as an export surplus.

Heike Belitz et al, "Offentliche Investitionen als Triebkraft privatwirtschaftlicher Investitionstatigkeit" (Politikberatung kompakt 158, German Institu-
te for Economic Research (DIW), 2020),

In addition, the EU's MTO would in itself allow greater fiscal leeway than the debt brake, as it allows for a structural deficit of 0.5%, whereas the
debt brake limits this to 0.35%: The limitation of net borrowing under the debt brake is thus less in line with European rules than that it sets a
stricter framework. Accordingly, the EU Commission also regularly recommends, as part of its assessment of the conformity of the German budget
with the MTO, that the fiscal space remaining until the MTO is reached should be used for additional spending to strengthen potential growth and
domestic demand. See European Commission, "Vade Mecum on the Stability & Growth Pact: 2019 Edition", p. 34; European Commission, Commis
sion Opinion on the updated Draft Budgetary Plan of Germany 2018 (Brussels: European Commission, November 2017) p. 8,
; European Commission, Commission Opinion on the Draft Budget-

ary Plan of Germany 2019 (Brussels: European Commission, November 2018), p. 9,

; European Commission, Commission Opinion on the updated Draft Budgetary Plan of Germany 2020 (Brussels: European Com-

mission, November 2019), p. 9,

Heimberger, Huber, Kapeller, "The power of economic models: The case of the EU's fiscal regulation framework", p. 15.

Havik et al, "The Production Function Methodology for Calculating Potential Growth Rates & Output Gaps", p. 6.
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The interpretation of the “normal level” as potential output estimated via the current EU
methodology

¢ does not take into account the latest social-scientific research;

e relies on an arbitrary notion of the “normal level” of economic activity that leaves key decisions
to technical bodies that lack the democratic legitimacy to make these decisions autonomously;

e does not correspond to the original intention of the legislators, and,

¢ in the context of the Stability and Growth Pact, was never intended to be used and
implemented as it is in Germany now.

On the contrary, in the current economic context, this particular implementation of the cyclical component
thwarts the original intention of the legislator and uses the European calculation method in a way that the
EU itself rejects and whose macroeconomically negative consequences it criticises.

However, the insight that the current interpretation of the “normal level” is poorly justified says little about
its policy influence. If that were small, one could argue that the need for a rule, any rule, suffices to justify its
current implementation. As we argue below, however, it does significantly constrain policy, and hence
cannot be left to stand as is.

7. The assumptions behind the normal level significantly constrain the
available policy space

As described above, potential output estimates are based on, among other things, an extrapolation of the
of the working-age population currently in the labour market, the
and the

The deeper assumption behind these methodological choices is that the future will develop as the past has
done. An impact of political action (or exogenous trend breaks) on potential output is not considered. Yet
the influence of policy is difficult to deny. Both the participation rate and annual hours worked are
obviously factors that can and are influenced by policy decisions. For example, tax- and contribution-free
(but healthcare-granting) mini-jobs make working hours that result in an income exceeding 450 euros
unattractive for those looking for supplemental income only. The so-called “Ehegattensplitting”, a particular
mode of joint tax filing in a marriage or civil union, has a similar effect, strongly reducing the incentive for
the lower-earning partner — often women — to work as many hours as they would otherwise do."®" In
addition, the extent to which parents, and especially women, can take up employment often depends on
the availability of childcare.’®? It is, therefore, fundamentally questionable to calculate an allegedly objective
aggregate labour potential (and thus aggregate potential output) that is supposed to determine a “normal level”
of economic activity independent of government policies.

: For if a policy actually expands potential output, say, by
expanding childcare, and the labour force participation rate of women increases as a result, this will be

Bach et al, "Reform des Ehegattensplittings: nur eine reine Individualbesteuerung erhéht die Erwerbsanreize deutlich" (DIW Wochenbericht No.
41/2011, German Institute for Economic Research (DIW), October 2011),

See e.g. Susanne Wanger, "Development of employment, working time and volume of work by gender: results of the IAB Working Time Accounts
by Age and Gender (AZR AG) for the years 1991 - 2019" (IAB Research Report 16/2020, Institute for Employment Research (I1AB), 2020), p. 30,
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understood, arithmetically, as overutilization. In an economy whose potential is estimated on the basis of
historical trends, any upwards deviation from past trends, even if driven by deliberate policy action, will
appear as overheating. As a result, internal to this current method, the government would be forced to cut
back spending or raise taxes in order to counteract the alleged threat of overutilisation (and inflation).

This is particularly worrying in the context of today's method of calculating potential output, which, as we've
shown, is largely based on statistical extrapolation from the past. Since an alleged overutilisation leads to
an obligation to save, and this obligation to save in turn counteracts the increase in the level of employ-
ment, it can remain invisible if de facto potential output has actually increased. In the (historical-statistical) me-
thod of extrapolation, what is extrapolated into the future is today’s low realised output.'® Thus, in their
analysis of the impact of the potential output estimation method used today, Philipp Heimberger and Jakob
Kapeller conclude that these estimation methods are performative, i.e. they shape the future potential that
they are supposed only to estimate. As a result, in their assessment democratic policy making is currently
constrained by an "intransparent expert cage".

8. If there is no “normal level”, how do we best and most legitimately
approximate it?

i. A democratic deficit is the fundamental problem

In view of the analysis developed above, it is more than questionable whether the cyclical component in its
current form is still fit for purpose. Behind the individual issues identified above, however, there seems to
be a deeper problem: The legitimacy of the current method of determining the “normal level” seems to
presuppose that potential output is understood as an objective variable, untouched by political judgements
and actions, that describes what is (as opposed to a target variable that describes what should be).

This assumption is difficult to maintain, both in light of recent economic research and in light of European
and American economic experience since the 2008 financial crisis. Both of these suggest that there are in fact
multiple possible development paths for economies (see also Sigl-Glockner et al. on the economic
background), which are influenced by fiscal policy itself. Looking forward, there is no single “normal level”, no
one “potential output” that can be estimated going forward. The problem is not an inaccurate
measurement of reality, or insufficient progress in economic research, but the fact that there are always

that can result from different policy strategies.

The identification of the “normal level” with potential output calculated according to the current method
therefore seems difficult to maintain. This implementation of the “normal level” implicitly prejudges certain
political decisions, e.g. about female labour force participation or hours worked, often in direct conflict with
political objectives explicitly defined elsewhere. Examples would be the goals of full employment and
reduction of long-term unemployment set out in the coalition agreement of CDU/CSU and SPD'%, or the

A conditional exception to this mechanism are those structural features that are directly included in the calculation of the NAWRU anchor. But the
anchor value mainly influences the NAWRU values at the back end of the projection period. Thus, it has a relatively small influence on the cyclical

component and thus the allowed NCA of the respective coming year.

Philipp Heimberger and Jakob Kapeller, "The performativity of potential output: pro-cyclicality and path dependency in coordinating European
fiscal policies", Review of International Political Economy 24, no. 5 (2017): pp. 923-924.

CDU, CSU und SPD, ,Koalitionsvertrag der 19. Legislaturperiode: Ein neuer Aufbruch fiir Europa Eine neue Dynamik fiir Deutschland Ein neuer Zusammen-
halt fiir unser Land” (Berlin: CDU, CSU und SPD, 07 February 2018), p. 12, line 370,
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reduction of structural imbalances that contribute significantly to the pay gap between women and men.
Meeting these goals requires that potential output as calculated today (i.e. on the basis of extrapolating
historical long-term unemployment rates, participation rates of women and part-time employment) be
exceeded tomorrow.

In an ideal world, then, decisions on permissible net borrowing (NKA) should be taken out of the hands of
technocratic administration and handed back to the regular democratic process. The debt brake and the
concept of the “normal level”, which delineate the permissible NKA, however, are anchored in the German
Constitution.

What can be done, then - leaving aside the preferred option of constitutional change, the required two-
thirds majority for which seems unlikely to emerge at present - to nevertheless reduce the democratic
deficit?

The specific implementation of the debt brake and in particular the calculation of the NKA ceiling is set
down in a decree issued by the federal government. , within
the leeway left by the more general rules laid down in the constitution.

ii. Tax smoothing methods fail as alternatives for determining the “normal level”

If the search for potential output proves unsuccessful for fundamental macroeconomic reasons, and if
statistical extrapolation leaves too much discretion to those who implement it, the question emerges: what
alternative procedures are available for determining the “normal level”?

Some Lander, for example, use tax-smoothing procedures for this purpose. With this method, the cyclical
component is derived from deviations of tax revenues from their trend, not from deviations of output from
potential output per se. Problematically, the development of expenditures is not included in the
calculations, even though cyclical fluctuation affects those too, particularly via the automatic stabilisers (at
the federal level to an even greater extent than at the state level)."”” Smoothing out only the effect of
declining or rising revenues, but not of rising or declining expenditures, thus ignores one half of the fiscal
balance.

Like the output gap calculation based on the EU methodology, the tax smoothing procedures used today
rely on statistical procedures to extrapolate and then modify the historical trend. Here, too, numerous as-
sumptions are necessary, and here, too, science does not issue unique recommendations concerning how
the assumptions should be made, resulting in considerable discretion for whoever performs the calculati-
on. In the case of tax smoothing, these include; the period over which the trend is determined (30 years in
Baden-Wurttemberg, 21 years in Hamburg and eight years in Rhineland-Palatinate); the method used to
extrapolate the trend (geometric mean in Baden-Wurttemberg and Rhineland-Palatinate, least squares me-
thod in Hamburg)'°%; and the method used to adjust for tax law changes (none in Baden-Wurttemberg, ad-

CDU, CSU und SPD, , Koalitionsvertrag der 19. Legislaturperiode: Ein neuer Aufbruch fir Europa Eine neue Dynamik fiir Deutschland Ein neuer Zusammen-
halt fir unser Land”, p. 24, line 972.

Bundesministerium der Finanzen (BMF), ,Aufteilung der 2018 neu berechneten Budgetsemielastizitat auf Bund, Lander, Gemeinden und Sozialver-

sicherungen”.

Bundesbank, "Zur Konjunkturbereinigung der Lander im Rahmen der Schuldenbremse", in Monthly Bulletin March 2017 (Frankfurt am Main: Bun-
desbank, March 2017), pp. 35-58,
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justment for tax law changes passed by 31 March as well as certain short-term changes in Hamburg, and
adjustment of the rule extrapolation factor, which can also take into account probable tax law changes, in
Rhineland-Palatinate).

Moreover, in contrast to the macroeconomically-based calculation method, the tax smoothing method
does not consider the possible borrowing requirements of an anti-cyclical fiscal policy.

(automatic stabilisers of the business cycle)".""° Due to its as-
sumption- and hence discretion-rich nature, as well as its direct contradiction with the purpose of the cy-
clical component of the debt brake, tax smoothing methods therefore seem unsuitable as alternatives to
the current potential output approach.

iii. Adjustment of input factors in the potential output calculation is a better
alternative

A better alternative to reduce the democratic deficit would be to stop determining the inputs for the
potential output calculation (such as the labour force participation rate) via arbitrary statistical procedures.
These necessarily involve considerable discretion in their execution. From a democratic standpoint, it
would be preferable to determine inputs instead via an explicitly political and regularly recurring decision-
making process.

Below, we therefore propose to for the calculation of potential output for the purpose
of determining the maximum permissible net borrowing (NKW) under the debt brake

(1) Wherever there is no clear scientific evidence, the political process should decide. Technical
expertise, ideally provided by an independent institution, could support this process (for
example, by setting out the implications of different options).

(2) Where the method remains based on economic theory and statistics, it should be in line
with the latest research, as required by Section 5 (5) of the Article 115 Act.""" If the latest
research fundamentally questions the methodology used, (1) applies.

(3) Input values should conflict as little as possible with democratic consensus and existing
rights: Where a democratic consensus already exists, it should be taken into account,
because "financial law is instrumental law"

In view of the numerous difficulties of identifying the “normal level”, the reform options presented here are
based on minimum criteria that must be fulfilled for the national economy to be at full potential. They serve
to replace an arbitrary, methodologically questionable procedure that has weighty political consequences with a
democratically legitimised alternative involving fewer technical assumptions, which would reduce the available
discretion in the design and execution of the calculation procedure by the civil service.

Ibid.

“Sie I6sen sich aber grundsatzlich von der Zielsetzung der Schuldenbremse, die Konjunktureffekte im Budget (automatische Stabilisatoren der ges-
amtwirtschaftlichen Entwicklung) zu identifizieren”, Ibid, p. 43.

Gesetz zur Ausfiihrung von Artikel 115 des Grundgesetzes (Artikel 115-Gesetz - G 115), accessed am 01. Juni, 2021, https://www.gesetze-im-internet.de/
g_115/BJNR270400009.html.

A possible reference point for the "state of research" could be whether other public institutions in OECD countries have challenged or abolished
the relevant methods, as happened, for example, with the NAIRU recently, the US equivalent of the NAWRU.

.Finanzrecht ist dienendes Recht”, Stefan Korioth, '8 44 Finanzen' in Wolfgang Hoffmann-Riem et al., Grundlagen des Verwaltungsrechts: Band Il
(Munich: C.H. Beck, 2nd edition, 2012), p. 95.

of 50



POLICY PAPER

Below, we propose adjustments to the inputs for calculating potential output through the political decision-
making process. In doing so, our proposals deliberately refrain from modifying the existing calculation
method per se. After all, alternative calculation approaches, too, are controversial. Instead of changing the
overall method, our proposals thus focus on modifying input factors that are explicitly political in nature
and whose calculation has already been modified repeatedly over the years (see red box, Figure 3).

The guiding principle behind our proposals is to define potential output on the basis of what generates
sustainable public finances in the long run. Given today's macroeconomic and demographic circumstances
(already visible in the federal budget), the full utilisation of economic capacity appears to be decisive.
Together with the legally prescribed interpretation of the “normal level” as potential output, this results in
a definition of the normal level as full utilisation of economic capacities.”*

The fiscal impact of the proposed modifications has been calculated with the model used by the EU
Commission and on the basis of the annual macroeconomic dataset (AMECO) of the European
Commission's Directorate General for Economic and Financial Affairs. All data used here are taken from the
spring projection of 2020 and therefore already include some of the projected economic consequences of
the Covid-19 pandemic.

Figure 3: Reform of the cycle component by adjusting input factors to estimate
potential output

Limits...
Deficit spending
Except for... Determined by...

Financial transactions Structural deficit (0,35%) Cyclical component

Calculated based on...

Potential Output Budgetary Semi-Elasticity

Governed by E Depends on.. Corresponds with estimated
ordinary law / size of...
methods of the
Trend total factor
Output Gaps Labour potential Capital Stock Automatic stabilisers
Working Group productivity
(EU-COM &

Estimated based on..

. Tr?nd . Trend hours Sources: BMF, Ademmer et al. 2019,
Population participation worked NAWRU own visualization
: rate

nat. govt’s)

114 Sigl-Glockner et al, "A New German Fiscal Policy".
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iv. A proposal

Modlification 1: From NAWRU to full employment.

In view of the numerous difficulties involved in estimating the , we propose a simplification that
locates potential output (i.e. the “normal level”) at the point where the largest possible part of the labour
force is employed, that is, at . Since there is no generally valid quantitative definition of
the term,""> we propose as a first proxy for full employment to

. Short-term, frictional unemployment will always exist. However, the
notion that there are people who are actively looking for employment, have registered with the Federal
Employment Agency, are available to their placement efforts, and yet are permanently unable to find work,
is not reconcilable with the concept of full capacity utilisation.

Admittedly, this adjusted unemployment rate, too, has a clearly cyclical component, one of the criticism of
the NAWRU given above.""® Compared to the NAWRU, however, it is closer to the politically declared goal of
full employment and targets more precisely that part of unemployment that creates the largest costs for
the federal budget (since the costs of long term unemployment are to a large extent not covered by the
revenues of unemployment insurance, which run separately from the federal budget).

The following figure illustrates the unemployment rates according to this definition and compares them
with the NAWRU. The recalculated unemployment rates are noticeably lower than the NAWRU over time.

Figure 4: Unemployment rates at full capacity
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Dezernat Zukunft Source: Eurostat

Replacing the NAWRU with a full employment indicator could return the decision on desired working times
to the democratic process: it does not seem possible to define full employment in purely scientific terms.
The concrete modification proposed here would be an immediate improvement: it would reduce the

In practice - e.g. in German economic policy since the Stability Act of 1967 - full employment is located at an unemployment rate between two and

three percent, but this value is not recognised in research, as the controversial research debate around the NAWRU shows.

Further research on how full employment could be specified quantitatively and, as far as possible, a-cyclically, would therefore be useful.
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conflict between the goals implicitly presupposed in the calculation of potential output and those explicitly
defined in the law (as well as in the coalition agreement of the 2017-2021 government)."” In the medium
and long term, the quantitative determination of what full employment means could then be adjusted on
a regular basis via the democratic political process, in accordance with the three criteria described above.

Modlification 2: Equal opportunities in accordance with Article 3 GG.

Our second proposed modification also addresses the quantitative dimension of the labour market, by
zooming in on the . According to Eurostat'’® and the Federal
Employment Agency, the participation rate of men has been consistently above 80% since 2005, while that
of women has been more than 10 percentage points lower at times.""® In 2019, 83.5% of men aged 15-64
participated in the labour market, but only 74.9% of women - a gap of 8.6 percentage points. In contrast,
the gap is only about 3.4 percentage points in Sweden, 3.3 in Finland and as low as 2.3 in Lithuania. In the
following calculations, in light of the figures from Northern Europe, a target value of three percentage
points is presupposed for the participation gap between men and women. In 2019, this results in an overall
maximum labour force participation rate of 76.6%, compared to the 73.9% of actual participation implied
in the European Commission's calculations. The same value is then assumed for 2020 and 2021, a
conservative approach, given the steady increase in labour force participation rates over the last 20 years.

By replacing the statistical extrapolation of labour force participation, which inherently brings a significant
margin of discretion to those executing the calculation, with a clearly formulated social target, this
modification also contributes to the implementation of the three criteria listed above. It should also be
noted that in the description of the European method from 2002, the Commission itself made it a goal to
calculate potential output on the basis of gender-specific participation rates. It ultimately refrained from
doing so only because of the poor availability of data. From today's perspective, this is no longer a valid
objection, since the available data from Eurostat and national labour market authorities now allow for a
calculation of gender-specific rates.

Modification 3: Eliminate involuntary and non-essential part-time work

The third variation of the input factors of the calculation method concerns the number of working hours per
employed person. In Germany, just under twelve million people worked part-time in 2019,'2° with an
average weekly working time of 19.5 hours.””" Deriving general statements about the extent of
underemployment in Germany from these figures is complex, because reliable data specifically related to
part-time workers and their motivations over longer periods is lacking here. However, the reasons for part-
time employment have been surveyed for some years in the Europe-wide Labour Force Survey.
Respondents can indicate whether they work part-time because

e they could not find full-time employment (2019: 8.7%),
e they care for children or incapacitated adults (24.3%),
e other family or personal responsibilities prevent full-time work (14.1%),

The goal of full employment is stated in the “Stabilitdtsgesetz” or Stability Act.
Eurostat data key: Ifsa_argan.

See , p. 9 above, for the definition of the labour force participation rate.
Eurostat data key: Ifsa_epgaed.

Eurostat data key: Ifsa_ewhun2.

Eurostat data key: Ifsa_epgar.
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e they are sick or unable to work full-time (4.1%),
e they are in education or vocational training (10.8%) or
¢ they have other reasons (38.1%).

We consider the first three reasons as indicative of involuntary or non-necessary part-time work, which
could be avoided depending on labour market conditions and social infrastructure investments. Under full
utilisation of an economy’s potential, these persons could be available as workers. According to this
definition, 47.1% of part-time workers - or 5.6 million people - could have worked more hours in 2019.

In the working time preferences also included in the Labour Force Survey, a majority of underemployed
respondents have consistently indicated about 10 additional hours of work per week as a preference.
Since these time preferences cannot be matched to the reasons for part-time employment, this scenario is
only considered as an upper limit. There is also no information available on how many hours those who do
not work full-time due to family obligations would increase their working hours in the case of sufficient
childcare provision. Therefore, in a conservatively estimated scenario, the weekly working hours of the
involuntarily or non-necessarily underemployed are increased by five hours only, that is, one additional
hour per day. This adjustment of hours, too, follows the three criteria outlined earlier, by accepting the will
of those who would like to work more.

The described here replace assumptions and inputs that are partially arbitrary,
partially economically questionable. These assumptions implicitly contribute to the selection of a target
path for the productive capacity of the economy and - if they run counter to goals explicitly defined by
policy elsewhere - lead to contradictory policies. Instead, we propose to replace them with assumptions
that bring fiscal policy in line with explicitly politically set goals. Replacing these inputs and assumptions (1)
returns fiscal policy to the democratic process, (2) reduces the need to rely on scientifically controversial methods
and (3) increases the overall coherence of economic policy.

The latter in particular is a factor that could contribute to the sustainability of public finances: if
policymakers are explicitly responsible for the assumptions underlying labour potential, they are under
greater pressure to present appropriate measures to ensure that this potential is in fact achieved.

Next, we estimate the size of the cyclical component that would be implied by our proposals. The results
are presented below.

Economic components
Four individual scenarios result from the previous descriptions:

Adjustment of the unemployment rate for the share of the long-
term unemployed

Reduce the gender gap in participation rates to three percentage
points

Increase the average weekly working time of 5.6 million part-time
workers by five hours.

Increase the average weekly working hours of 5.6 million part-time
workers by ten hours.
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Figure 5: Cyclical component for the individual scenarios
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In a first step, we look at the cyclical component implied by the individual scenarios from 2019 to 2023."*
For comparison, we also list the baseline numbers from the Federal Ministry for Economic Affairs and
Energy (BMWi) 2020 estimate, which is calculated with inputs arrived at via the statistical extrapolation
methods described above.'?s 126 In the BMWi estimate, an overheating of the economy was determined for
2019 — and thus a negative cyclical component of — 13.1 billion euros. Together with the 0.35% of GDP in
permitted structural deficits, this implied a required surplus of 2.5 billion euros.”?” In contrast, all four
alternative scenarios show a slight underutilisation, which would have allowed additional borrowing under
the cyclical component of up to EUR 13.5 billion, and thus a maximum permissible net borrowing of EUR
24.1 billion.

The effects of the pandemic show a clear increase in the permitted cyclical deficits for all years from 2020
onwards. As can be seen, the output gap narrows year by year after 2020. This is inherent in the method.
It always assumes that the output gap is closed in the final year of the estimate, here 2024. The cyclical
component is therefore by definition O for the final year.

124 The European Commission's estimation method provides for the closure of the output gap at the end of the forecast period. The spring projection
2020 ends in 2024. For this year, there is therefore a cyclical component of zero in all scenarios, which is not explicitly depicted.

125 For the purpose of comparability, the spring 2020 projection is also used for the BMWi. If the more current figures from the autumn projection
were used instead, the cyclical components would increase slightly. The maximum margin for 2021 would be EUR 12.8 billion instead of EUR 11 bil-
lion. These are only small deviations that do not affect the argument developed in this paper.

126 At this point it should be mentioned that the calculations of the BMWi differ slightly from those of the European Commission. Since the reform op-
tions presented refer specifically to Germany, the BMWi data are used for comparison.

127 Calculated on the basis of the spring 2020 projection and the financial transactions budgeted in the 2019 federal budget.
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Figure 6 shows the effects of combining all three proposals, showing one scenario with five additional
working hours (blue) and one with ten (red):
Figure 6: Cyclical component for the triple scenarios
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Figure 7 shows the total maximum permissible net borrowing (NKA) for the more conservative scenario
(five additional working hours per week) in relation to GDP. The chart first shows the structural deficit
permitted under the debt brake (dark grey, 0.35% of GDP), then the cyclical components of the respective
years according to the current calculation method of the BMWi (light grey). The individual components of
the three modifications are then stacked on top.'?® The red bar shows the total permissible new debt in the
triple scenario full employment & women's participation & working hours +5.

128 In addition to the structural and cyclical components, permitted net borrowing under the debt brake also includes balances from financial transac-
tions and repayment obligations from the control account. These two components are ignored in the calculations presented here for the sake of

simplification.
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Figure 7: Net borrowing permitted under the debt brake as a result of the reforms and
contributions of the individual reforms, in % of GDP
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Summing up, the amendment of these input factors for the calculation of potential output estimates would
enable higher deficits, without permitting unlimited or excessive deficits. In contrast to the debt brake's
emergency clause, which removes any cap on net borrowing, a firm ceiling remains. Moreover, this ceiling
cannot be extended without limits, since input factors designed according to our approach outlined above
are comparatively easy to check for plausibility.

Amending the debt brake's cyclical component in this way could be sufficient to reduce the need for
recourse to the emergency clause. For example, a substantial part of the planned new borrowing of 99.7
billion euros for 2022'*° could be managed within the amended framework presented here: in addition to
the 45.7 billion euros of borrowing permitted under the cyclical component (see Figure 6 above), an
estimated 11.5 billion euros (0.35% of GDP) would be permitted as the structural deficit, so that net
borrowing of up to 57.2 billion euros would be permitted under the debt brake.”*° If, as proposed in Sigl-
Glockner et. al, the automatic stabilisers were expanded, too, increasing the budgetary semi-elasticity of
the federal budget from 0.203 to at least 0.44, the entire deficit estimated in the draft budget for 2022
would be permissible under the debt brake, without any recourse to the emergency clause.’’

129 Federal Ministry of Finance (BMF), "Vorlaufiger Haushaltsabschluss 2020" (Press release, BMF, 19 January 2021), accessed 01 June, 2021, https://
www.bundesfinanzministerium.de/Content/DE/Pressemitteilungen/Finanzpolitik/2021/01/2021-01-19-vorlaeufiger-haushaltsabschluss-2020.html.

130 Before adjustment for financial transactions.

=

131 Alternatively, it would be possible to plan without headroom, contrary to recent practice. If the economic situation then develops worse than pre-
dicted, it would be permissible to exceed the projected deficit during implementation, and to record this in the control account. Based on the bal-
ance in the control account, amounting to 52.0 billion euros in 2021, a realised deficit of 99.7 billion euros against a planned and permitted NKA of
57.2 billion euros would leave a positive balance of 4.4 billion euros at the end of the year. A negative balance in the control account would require
compensating surpluses, but only once this negative balance exceeds 1.5% of GDP, and even then, reducing the excess deficit shall proceed in line
with the economic cycle. See Federal Ministry of Finance (BMF), Kompendium zur Schuldenregel des Bundes (Schuldenbremse) (Berlin: BMF, March
2021), https://www.bundesfinanzministerium.de/Content/DE/Standardartikel/Themen/Oeffentliche_Finanzen/Schuldenbremse/kompendium-zur-

schuldenbremse-des-bundes.pdf?__blob=publicationFile&v=9.
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o. Are the proposed amendments in line with the original intention of the debt
brake?

The purpose of introducing the debt brake was to ensure the long-term sustainability of public finances.
The drivers of public debt (un)sustainability have changed considerably since the beginning of the 2000s:
While the cost of servicing existing debt continues to fall, accounting for only 6.5 billion euros or 1.5% of the
federal budget in 2020,"* the subsidy from the general federal budget to the public pension insurance sys-
tem now amounts to about 102 billion euros or 23% of the federal budget (see Figure 8 below).** In view
of future increases in the old-age dependency ratio,’** projected to rise from 31% (2020) to 49% (2040)'=5,
the financing of pensions is a challenge for the coming years that is already visible today. Mastering this
challenge will largely depend on bringing as many people of working age as possible into well-paid and
secure employment.

Figure 8: Comparison of subsidy to general pension insurance and interest costs as a share of
the federal budget
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In view of the challenges we face, the current design of the debt brake is counterproductive: as soon as
the employment rate, the labour force participation rate, and working hours have reached their historical aver-
ages, the cyclical component is supposed to reduce demand. However, ensuring the long-run sustainability of
fiscal policy today requires that the historical averages of the employment rate, labour force participation,
and hours worked are exceeded and that a permanently high utilisation of our labour force potential pre-
vails.

132 Even if the interest rate on the ten-year federal bond were to rise to 1% in 2030 (a scenario that far exceeds expectations) and an annual deficit of
1% were to occur, the interest costs would amount to less than 3% of the federal budget in 2030, at about 14 billion euros. Calculations: Future De-
partment.

133 Whereby both the share of pension subsidies and interest payments were particularly low in 2020 due to the Corona-related size of the budget; in
2019, the interest rate ratio was 3.5%, and the share of pension subsidies in the federal budget was 29%.

134 Ratio of the number of people over 66 to the number of people between 22 and 66.

135 ,Koordinierte Bevélkerungsvorausberechnung fir Deutschland - Variante 1: Moderate Entwicklung bei niedrigem Wanderungssaldo (G2L2W1)",
Statistisches Bundesamt (Destatis), accessed 01. Juni, 2021, https://service.destatis.de/bevoelkerungspyramide/#ly=2020.
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The adjustment of the Decree on the Implementation Act of Article 115 of the Basic Law described in this paper
would therefore restore the lost coherence between the original objective of the debt brake and its administrative
implementation. To this end, we have proposed minimum criteria for the definition of the "normal utilisation
of production factors" and made a proposal on how input factors could be redefined by politicians on the
basis of those criteria. This would mean that the interpretation of the “normal level” would no longer be left
to technocratic actors who, in the current design, have an excessive amount of discretionary power to
which they are not democratically entitled. Above all, however, it would shift the analytical and political fo-
cus back to the actual challenges that threaten the long-term sustainability of public finances, rather than
continuing to chase the ghosts of the past.

Having said this, since the future development of government bond yields is unpredictable, the interest-to-
budget ratio should also be monitored. In the event of a significant increase - this could be defined as a one
percentage point rise - a strategic review of fiscal policy could be mandated, in order to ensure congruence
with the long-term goal of the debt brake (see also Sigl-Glockner et al.).

Finally, our proposals would also help to preserve the original intention of the debt brake in another re-
spect. The amendments would reduce the likelihood that the debt brake's emergency clause would de facto
be extended to phases of economic weakness in the future. These periods of weakness, which often occur
in the aftermath of acute emergencies, require a gradual reduction in fiscal support, rather than an abrupt
end, in order not to jeopardise the recovery of the economy. In the case of the financial crisis, this gradual
reduction was made possible by the debt brake's gradual phase-in, a mechanism that is no longer available
today. The case of the Covid-19 crisis demonstrates how the concept of an "exceptional emergency" was
already extended into 2022, precisely to prevent an abrupt end to supportive fiscal policy. If the current
design of the cyclical component is maintained, it is likely that a similar procedure will be repeated in the
future. By allowing for a gradual reduction of fiscal support within the rules, in contrast, the proposed
amendment of the cyclical component would reduce the risk of a fiscal policy characterised by regular and
excessive use of the emergency clause, in which no benchmarks exist for the desirable deficit level. In this
sense, too, the proposals outlined here would correspond to the original intention of the debt brake.

Even if the fundamental problem of comparing current economic performance with a counterfactual, barely
quantifiable “normal level” remains, our reform proposals thus create a coherent, economically sensible and
politically more legitimate alternative to the status quo.

10. Conclusion

The current version of the debt brake relies on the concept of potential output to define the “normal level”
of economic activity. Potential output in turn is calculated using the procedure defined by the EU's Output
Gap Working Group. This procedure has at least four major shortcomings that we described in detail above.
In particular, we have shown that the current design of the cyclical component:

¢ does not take into account the latest social scientific research (see 3.);

e relies on an arbitrary notion of the “normal level” of economic activity that leaves central de-
cisions to technical bodies that lack the democratic legitimacy to make these decisions
autonomously (see 4.);

e does not correspond to the original intention of the legislator to combine the long-term safe-
guarding of the sustainability of public finances with a fiscal policy that responds to variations in
economic activity (see 5.), and,

e that in the context of the Stability and Growth Pact (SGP) was never intended to be used and
implemented as it is now (see 6.).
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To address these shortcomings, we outlined we propose amend-
ing the inputs that go into the calculation of the cyclical component of the debt brake. In particular, the
input values for unemployment at potential, hours worked, and the participation rate could be revised (see
8.). Such a reform would both (1) increase the coherence of economic and fiscal policy as a whole and (2)
restore coherence between the original objective of the debt brake and its administrative implementation.
The former would be achieved by ensuring that the economic development path implicitly set by fiscal
policy would no longer contradict policy objectives formulated elsewhere, such as the elimination of long-
term structural unemployment, the better integration of women into the labour market and the reduction
of unnecessary part-time work. The latter would be done by promoting higher labour market utilisation,
with the particular aim of stabilising the pension system and thus contribute to the long-term sustainability
of public finances in a meaningful way.

Our proposal - for an explicitly political determination of the inputs for calculating potential output according to
a fixed set of criteria - does not claim entirely to eliminate the four major shortcomings mentioned above.
It could, however, represent a pragmatic first step towards reforming the most problematic aspects of the
debt brake and thereby contribute to the re-democratisation, coherence and long-term sustainability of
German fiscal policy.
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