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After phased income tax reductions that contributed
to the rise in the structural deficit, priority should now
be given to balancing the budget within a limited
number of years. For the consolidation process to
have maximum beneficial effects on economic activ-
ity, much will depend on casting it within a consistent
framework that links budgetary improvement to public
sector spending reform. The efficiency of the public
sector should be increased by providing more scope
for output performance budgeting. There remains
room for a fully financed tax reform reducing the
welfare costs of taxation by cutting high statutory tax
rates while broadening the tax base by reducing tax
expenditures. On current plans the structural balance
is projected to improve by Vi percentage point per
year, which is clearly not enough to prepare for ageing
related spending increases.

Important steps have been undertaken to reform health
care and pensions, marking progress in re-establishing
fiscal sustainability. Increasing co-payments, reducing
the catalogue of fully funded health services and
involving health funds in managed care should allow
insurance funds to contain contributions. More could
be done to reduce the power of special interest groups
and increase the scope for insurance funds to play an
active purchaser role. Progress in pension reform
should continue by announcing soon a phased
increase of the statutory retirement age. Fiscal subsidi-
sation of the funded system should be reconsidered.

Major reform steps to make the German labour
market more conducive to employment creation have
been legislated and are being phased in. Employ-
ment protection legislation (EPL) has been eased,
including an increase in the employment threshold
above which dismissal protection is binding for small
firms. Benefit duration for older workers without job
search requirements will be substantially reduced.
Unemployment and social assistance will be merged.
Active labour market programmes are to be evaluated
more systematically. These reforms have to continue
and should be broadened. In addition, fiscal
obstacles to higher labour supply and demand should
be removed. The efficiency of placement services
must be further increased and job search require-
ments should be enforced regardless of age. Active
labour market programmes which turn out to be
unsuccessful should be terminated. The scope for
individual agreements on wage and non-wage
aspects of a labour contract should be increased.
Opening tertiary education to more competition and
widening the autonomy of educational institutions
with respect to achieving targets should contribute to
more effective human capital accumulation.

Competition in product markets should be further
strengthened by removing entry barriers and making
more progress in reducing administrative overheads.
The part of the large German procurement market
which falls below EU thresholds should be opened
to greater competition, requiring inter alia making
transparent the multitude of regulations on lower
levels of government.

Key indicators show Germany belonging to the
countries in the OECD with strong innovation activity
even though some weakening in Germany’s position
relative to other OECD countries has occurred
recently. Measures to improve the framework condi-
tions for innovation should include removing disin-
centives to take risks and to provide capital to new
firms and raising the efficiency of the higher education
sector. Furthermore, making labour markets more
flexible and increasing the scope for competition
overall, as well as reducing administrative opacity,
would improve the capacity of the German economy
to innovate and contribute to higher potential
growth. m

How can economic performance
be raised?

With the effects of adverse external shocks diminish-
ing, the German economy is currently recovering,
ending a couple of years in stagnation on the back of
its traditionally strong, competitive and innovative
export-oriented manufacturing sector. However, the
economy is far from operating at full strength due to
the weakness of final domestic demand. Poor labour
market performance continues to weigh on consumer
sentiment and business confidence remains volatile.
The labour market suffers from weak growth and
distorted incentives, with both contributing to prob-
lems in taking up work and providing employment.
Although monetary conditions should remain support-
ive for GDP growth in the euro area, a persisting
German inflation differential relative to the euro area
average would mean that real short-term interest
rates risk damping the recovery of demand in
Germany to an extent, which may not be compen-
sated by the corresponding gain in competitiveness.
Cyclical weakness and the structural problems of the
economy impact strongly on public budgets, while
uncertainty about how public finances will be put on a
durably sustainable path is a further factor undermin-
ing confidence. Re-establishing Germany’s traditional
economic strength requires a comprehensive policy
response within a coherent framework.
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The German government has responded to this
challenge by taking significant steps to reform labour
and product markets, and substantial reforms to the
social security system have recently been legislated.
While not all measures are yet in force, the thrust of
these reforms is appropriate and can be expected to
improve labour market performance and business
dynamism in the medium term. To create confidence
it is necessary that reforms reflect a coherent vision
about the reorientation of economic policy and are
implemented according to a transparent and predict-
able roadmap. For economic performance to be
raised in a durable way, it is indispensable that the
reforms be continued and deepened. The main
challenges in this respect are:

¢ Linking sustainable consolidation of general govern-
ment finances with public sector reform. This would
include, inter alia, reforming budgetary procedures,
including those governing federal relations, reducing
distortions of the tax system, reforming long-term
care and continuing with health and pension reform,
as well as harmonising public and private sector
labour and pension regulations.

e Enhancing employment creation through better
incentives to supply and demand labour, a more
efficient management of labour market policies and
greater responsiveness of wage formation to labour
market imbalances.

e Strengthening productivity growth by fostering
product market competition and the economy’s
capacity to innovate.

Moving in parallel to address these challenges simul-
taneously is essential for reaping the synergies across
reforms in the different fields. =

Is fiscal consolidation ambitious enough?

Fiscal consolidation resumed in 2003, with the cycli-
cally adjusted balance improving by %2 per cent of
GDP. This improvement did not translate into lower
public deficits, however, mainly due to unforeseen
cyclical and structural shortfalls in direct and indirect
taxes. With economic activity stagnating, the general
government deficit deteriorated to almost 4 per cent
of GDP, nearly '2 percentage point higher than
in 2002. Another fiscal consolidation package is being
phased in this year and next, comprising inter alia
cuts in subsidies and tax expenditures as well as
revenue raising measures, including a tax amnesty
with preferential taxation of repatriated assets. At the
same time substantial income tax reductions will
become effective, partly brought forward into 2004

from 2005. With further reductions scheduled for next
year, income tax cuts amount to some one per cent of
GDP. The overall deficit is likely to decline to close to
3 per cent of GDP in 2005, helped by strengthening
economic activity. On balance the OECD projects that
the structural deficit will improve by % per cent of
GDP both this year and in 2005, less than officially
projected due to expected revenue shortfalls.
Repeatedly under-achieving fiscal targets under-
mines confidence. Public finances need to be put
back on a sustainable path, which requires a
balanced budget within a few years and surpluses
further ahead. =

How can public sector reform make fiscal
policy more effective?

While most consolidation measures that are being
phased in have a lasting effect, there is a need for more
fundamental spending reform in order to address a
number of counterproductive features of Germany’s
public sector. In their present setting, Germany’s
federal relations make it difficult to find the necessary
political consensus for fiscal reforms, often involving
complicated mediation processes between the
Bundestag and the Lander chamber of Parliament
(Bundesrat), whose outcomes are hard to predict. The
working of market forces is hampered by a high tax-
wedge on labour while persisting subsidy programmes
reduce economic efficiency. Parameters of important
ageing-related spending programmes are not suffi-
ciently adjusted to predictable demographic changes
and make future contribution changes likely. Special
tenure and pension schemes for civil servants reduce
labour mobility and make it more costly to reduce
public sector employment. Measures which address
these issues are explained in more detail below.

Against the background of the various fiscal pres-
sures that are impinging on the general government
budget, strict prioritisation of public sector spending
projects is required for the sustainability of public
sector finances. This can be fostered by a simplified
output-oriented budgeting framework that presents
to parliament budgetary appropriations for pro-
grammes, together with analysis of associated costs
and benefits. Such a reform should be introduced and
embedded in a medium term budgeting framework.
Moreover, untangling the responsibilities of the federal
government and the states and communities is one of
the most pressing tasks in order to increase the
speed and transparency of federal decision making.
Reducing the degree of co-financing between the



Policy Brief

Economic Survey of Germany, 2004

different levels of government and introducing a
higher degree of tax autonomy for the Lander and
communities, as has been proposed in earlier
Economic Surveys for Germany, would go some way
towards making decision processes at the federal
level simpler and more transparent. In this context the
setting up of a high level commission to look for a
consensus on modifying those constitutional provi-
sions governing federal relations is a welcome
development. m

Does the tax system need further reform?

Despite substantial income and corporate tax reduc-
tions, phased in since 1999, average and marginal tax
rates on incomes in Germany are relatively high in
comparison to major competitors and the new EU
accession countries. At the same time, many special
rules of taxation and tax concessions imply that the
deadweight costs of taxation are high and the tax code
is complex. In particular, the tax system disadvantages
the financing of start-ups relative to investment in
established firms. Also, certain tax rules hamper invest-
ment in equity capital and the broadening of equity
capital markets. Abolishing such distortions is likely to
improve not only the efficiency of the economy but also
its capacity to innovate. Further tax reform should
therefore focus on reducing the deadweight costs of
taxation by cutting both tax expenditures and statu-
tory tax rates and should be fully financed. =

Should special programmes for the East
be phased out?

Self-sustained growth in the new Ldnder is still
lacking, unemployment remains persistently high, and
productivity is still some 30 per cent lower than in the
west. There is evidence that the structural weak-
nesses of the eastern German economy are unlikely
to be remedied by special subsidy programmes.
Indeed, the OECD has argued in the past that persis-
tently high subsidisation and inefficient labour market
policies have biased the structure of the economy and
reduced its adaptability to market forces. Hence:

e The objective of applying the same set of rules for
subsidisation to the whole of Germany should be
consistently pursued and enforced effectively.

e Regulatory reform should also apply to all of
Germany. However, as a second-best solution, some
discretion might be given to economically weak
areas in Germany to establish pilot projects of
regulatory reform. m

Can the efficiency of health and long-term
care spending be raised?

Health care spending in terms of GDP remains among
the highest within the OECD while significant room for
efficiency improvement remains. Recent reforms have
reduced the share of health care services that are fully
financed by the public system and have increased the
scope for selective contracting between health care
providers and insurance funds. Future reform should:

e Further widen the scope for selective contracting.

¢ Consider reducing the collective role of the doctors’
and insurers’ associations in bargaining supply
conditions.

e Strengthen quality control by securing the indepen-
dence of the supervising bodies.

Since the end of the 1990s the long-term care insur-
ance has been in deficit, and spending pressures are
set to increase substantially, mostly as a result of
population ageing. Measures that should be taken to
increase the efficiency of the system include:

e Rebalancing insurance payments so as to create
incentives to substitute home and ambulatory care
for more expensive stationary care.

¢ Re-channelling of funds in favour of better perform-
ing service providers. m

Should pension reform continue?

From 2005 onwards pension adjustment will be linked
to the ratio of dependent employees contributing to
the scheme relative to the number of pensioners, and
the minimum entry age for early retirement on account
of unemployment will be increased from 60 to 63. On
the other hand, the government decided to defer
to 2010 the decision on whether or not to increase the
statutory retirement age above 65. Linking pension
adjustments to the ratio of contributors to pensioners,
in particular, is an important step to put the public
pension system on a sustainable base. Even so,
pension contribution rates are set to rise significantly
over the next decades due to ageing, driving up non-
wage labour costs. Participation in the voluntary
funded scheme is hampered by cumbersome regula-
tions, while it is relatively expensive in terms of
evolving tax expenditures. Hence, pension reform
should be complemented by further measures in
order to increase its effectiveness:

e A phased increase in the statutory retirement age
should be announced soon.
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e The system should be made actuarially neutral
around the statutory retirement age.

e The government should evaluate the extent to which
tax-subsidies in the funded scheme actually induce
households to save more rather than substitute
between different savings instruments.

Public sector reform will require a more flexible labour
force. Pension rules and the terms of health care
insurance are not sufficiently harmonised with the
private sector scheme and within the public sector,
respectively, which hampers the mobility of labour.
Obstacles in this respect should be removed by a
number of measures:

e Rules for public sector pensions should be fully
harmonised with the general scheme, and a trans-
parent link between contributions and benefits
according to individual contribution histories should
be established.

e Special tenure for civil servants (Beamte) with a
distinct pension plan should be reduced to the mini-
mum or abolished entirely.

¢ Health care insurance for civil servants should be
subjected to the rules prevailing for private sector
employees.

¢ Raising contributions so as to pre-fund retirement
outlays should be considered. m

How should labour market reforms
proceed?

The weak capacity of the German economy to create
more employment from economic growth stems from a
complex interaction of various factors affecting the
demand for and supply of labour with the wage setting
system. While overall wage restraint has helped to
improve competitiveness and contributed to price sta-
bility, wage formation is not flexible enough to prevent
the various supply and demand constraints from
affecting employment. Although work incentives have
been improved, benefit programmes still induce older
workers to withdraw from the labour market while high
social security charges and cumbersome regulations
add to the labour costs employers are facing. The
education system is not sufficiently meeting skill
requirements of job market entrants, increasing struc-
tural unemployment. Some significant steps of labour
market reform have been made, and first initiatives
have been taken to increase the efficiency of the
education system. While this marks progress, reform
needs to continue and further measures — explained in
more detail below — are necessary.

Significant barriers to effective labour supply exist for
older workers and second wage earners, in particular
women. At present extended eligibility periods for
unemployment benefits without obligation to search
for a job for unemployed aged 58 and older serve as a
channel into effective early retirement. From 2006
onwards the extended duration of unemployment
insurance benefits for older unemployed will be cut
significantly and older new unemployed will also be
subject to job search requirement. While this marks
substantial progress, significant age-related exten-
sions of benefit duration and exemptions from job
search requirements for the stock of older unem-
ployed will remain. Second earners face larger
average effective tax rates than single earners, mostly
affecting women with full-time working partners.
Households with dependent children find it difficult to
reconcile work and family as long as proper child care
facilities are lacking. The availability of free healthcare
co-insurance for non-working spouses distorts incen-
tives against working. Disincentives to higher labour
supply should be removed by the following measures:

e The possibility of stricter application of job search
requirements regardless of age should be consid-
ered, and the impact of ending the preferential
extended duration of entitlement for the older
unemployed should be assessed.

e Personal income taxation and child benefits should
be reformed so as to minimise distortions of labour-
leisure choices across different household situations
and average effective tax rates on labour income of
secondary earners should be reduced.

¢ Resources for child support should be reallocated to
some extent from cash to in-kind benefits like child
care vouchers.

e Introducing charges for healthcare co-insurance for
non-working spouses should be considered.

Important steps have been taken to increase incentives
for taking up employment. In 2005 unemployment
assistance will be combined with social assistance into
one single means-tested benefit, and job acceptance
criteria will be sharpened. This organisational reform of
the Labour Office needs to be properly implemented;
and reform widened, in particular:

* The present legislation, which gives the local authori-
ties the option of administering the new benefits and
placement services instead of the Federal Labour
Agency, should be rethought, as it would compromise
the potentially large efficiency gains that could be
achieved from having only one agency administering
a unified set of placement services and means tested
benefits. Instead only one agency should be involved.
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e |nitiatives to strengthen activation strategies
providing counselling advice and support services
associated with appropriate sanctioning should be
pursued further.

e Active labour market programmes should be rigor-
ously evaluated as foreseen and measures that are
not effective should be immediately discontinued.

e First steps to provide labour offices with adequate
resources and qualified personnel are welcome and
should be pursued further while performance incen-
tives for their management should be extended.

Progress has also been made in increasing the
flexibility of labour markets. A number of measures
reduce the restrictiveness of dismissal protection, in
particular the range of social criteria that employers
have to take into consideration in dismissal decisions
has been reduced and the threshold number of
employees above which dismissal protection legisla-
tion becomes binding has been increased from 5 to
10 employees. It remains to be seen whether these
changes will reduce the legal uncertainty associated
with the present legislation. Measures to increase
labour market flexibility should include:

¢ Evaluating the impact of recent reforms of EPL and
considering further easing accordingly. Specifically
this might include allowing the option of not adopting
dismissal protection provisions as part of the work
contract after a probationary period in exchange for
higher severance pay and raising further the thresh-
old of applicability of dismissal protection.

¢ Widening the scope for wage determination at the
company level so as to better align wage contracts
with labour market conditions.

e Further confining the administrative extension of
collectively bargained contracts to minimum wages
and a minimum standard of working conditions.

¢ Discontinuing the practice of conditioning public
procurement by L&nder on firms paying wages
according to local collectively bargained wage rates.

e Evaluating the impact of support for low paid jobs on
labour supply and training and considering tighter
targeting on benefit recipients.

Germany has low youth unemployment in international
comparison, due to a relatively efficient school-to-work
transition. However, excess demand for traineeships in
recent years has led to serious concerns about rising
youth unemployment. A contribution and subsidy
scheme has been considered as a possible measure to
increase the supply of apprenticeships at times of
excess demand. As such schemes would increase
non-wage labour costs, which are already high, alter-

native measures were sought to address the market
imbalance between supply and demand directly, result-
ing in a voluntary agreement of the industry to supply
30 000 additional apprenticeship places. This measure
should be supported by allowing for a higher degree of
flexibility of pay for trainees and reducing training costs
to enterprises. Furthermore, efforts should continue to
update training requirements and improve the attrac-
tiveness of apprenticeships by an increased flexibility in
training periods. m

Which policies can strengthen
innovation?

The supply of well trained and highly qualified labour
is a key contribution to innovation performance, in
particular the generation and diffusion of knowledge.
The efficiency of the German tertiary education
system is relatively low, as witnessed by long study
durations and high drop-out rates. While the govern-
ment plans to promote a competition based selection
of a small number of additionally funded high perfor-
mance universities, a broader approach is required to
raise the performance of tertiary education overall.
Within the university sector itself, a greater degree of
competition among institutions should be established.
Major measures should include:

e Institutional reform in the secondary education
system toward a clearer focus on outcomes, as
outlined in the 2003 Economic Survey.

e Better preparation in the non-academic track to
direct university entry.

e Bureaucratic allocation of students to universities
should be given up and universities obtain more
discretion to choose students.

¢ The allocation of public sector funding should be
linked to performance indicators.

e Consideration should be given to allowing univer-
sities to levy tuition fees from their students, enabling
students to act as purchasers of the universities’
services at the institution of their choice. The distri-
butional issue could be addressed by obliging
students to pay such fees in instalments only after
graduation and provided that their income exceeds a
certain threshold.

Universities should be given more autonomy with
respect to the use of funds and their personnel
management.

Net migration to Germany appears significantly biased
toward low qualifications. On average, immigrants have
significantly lower qualifications than the domestic
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population. The relatively high tax wedge is a disad-
vantage for Germany to be chosen as a location by
internationally mobile high-skilled workers. New immi-
gration legislation that aims at introducing qualification
standards for immigrants seeking dependent and self-
employment in Germany has been decided. Legislation
along these lines that raises the qualification profile of
immigrants should be implemented.

Key indicators show Germany belonging to the
countries in the OECD with strong innovation activity,
as reflected in one of the upper ranks in the number of
patents filed per population and above average levels
of R&D spending in terms of GDP. Some weakening in
Germany’s position relative to other OECD countries
has occurred over the last one or so decade. While
the redirection of resources towards unification-
related spending as well as low economic growth has
contributed to this development, more fundamental
structural issues have also played a role. Germany
has benefited less than other high-performing
countries from the surge in new technologies, such as
ICT and biotechnology, as innovation activities
continue to focus on sectors such as machinery and
automobiles in which Germany has a long record of
strong export performance. Some features of the
regulation of capital, product and labour markets are
hampering the supply of risk capital, the creation of
new firms and the reallocation of labour. In addition,
firms are finding it increasingly difficult to recruit
highly qualified labour. The government envisages a
policy initiative to foster innovation. Several reform
proposals addressed above are equally appropriate to
improve the framework conditions for innovation. To
summarise, the following points are of particular
importance:

e Reform the taxation of capital in order to remove
disincentives to take risks and to provide capital to
new rather than to established firms.

¢ Raise the efficiency of the higher education sector,
inter alia by improving access and giving universities
more autonomy and incentives to attract students.

e Evaluate government-funded innovation programmes
more consistently in order to increase efficiency and
eliminate ineffective subsidies.

e Remove hurdles to firm creation by reducing the
complexity of the tax system, taking further steps to
reduce administrative opacity and further reducing
the costs imposed by employment protection. m

How can reform of product market
regulation improve the environment
for doing business?

Pro-competitive regulation of product markets
contributes to improving productivity performance,
stimulating investment and innovation. The govern-
ment has embarked on a number of reforms designed
to move the economy towards a more pro-competitive
stance. The telecoms regulator's remit has been
extended to the gas and electricity industries, improv-
ing the regulatory conditions for non-discriminatory
network access for market entrants. Entry barriers to
practicing a handicraft have also been reduced by
removing the master certificate requirement in many
crafts and exempting new craft businesses from
contributions to the crafts association for four years.
However, deregulation needs to continue as about
90 per cent of establishments in the craft sector remain
subject to some entry requirements. Similarly, compul-
sory contributions to enterprise associations should
not act as a barrier to market entry. Fee schedules of
professional associations limit price competition
among members and are legally binding in some
cases. The government intends to allow private
contracts to deviate from binding fee schedules for
architects and engineers. This should be implemented
and further deregulation should be considered. The
government has also launched an initiative to reduce
bureaucracy in order to reduce administrative opacity,
including the planned simplification of complex and
non-transparent rules on public procurement, which
accounts for 17 per cent of German GDP. Competition
for public procurement should be strengthened further
by removing the participation of business organisations
in the procurement process. To prevent administrative
opacity in future regulatory initiatives, regulatory impact
analysis should be strengthened. This would help,
inter alia, to foster the establishment of new enterprises
and company growth. =

For further information

Further information on the Survey can be obtained
from Eckhard Wurzel, Tel.: (33-1) 45 24 87 46

(email: eckhard.wurzel@oecd.org); or

Andrés Fuentes, Tel.: (33-1) 45 24 89 29

(email: andres.fuentes@oecd.org). m
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m OECD Economic Surveys: Economic Surveys review the economies of member countries and, from time to
time, selected non-members. Approximately 18 Surveys are published each year. They are available individually
or by subscription. For more information, consult the Periodicals section of the OECD online Bookshop at
www.oecd.org/bookshop.
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m Additional Information: More information about the work of the OECD Economics Department, including
information about other publications, data products and Working Papers available for downloading, can be found
on the Department’s Web site at www.oecd.org/eco.

m Economic Outlook No. 75, June 2004. More information about this publication can be found on the OECD’s
Web site at www.oecd.org/eco/Economic_Outlook.

OECD publications can be securely purchased
from the OECD Online Bookshop
www.oecd.org/bookshop

The OECD Policy Briefs are prepared by the Public Affairs Division,
Public Affairs and Communications Directorate.
They are published under the responsibility of the Secretary-General.

Where to contact us?

FRANCE GERMANY JAPAN MEXICO www.ocdemexico.org.mx

OECD Headquarters OECD BERLIN Centre OECD TOKYO Centre OECD MEXICO Centre UNITED STATES

2, rue André-Pascal Albrechtstrasse 9/10 Nippon Press Center Bldg Av. Presidente Mazaryk 526 OECD WASHINGTON Cent

75775 PARIS Cedex 16 D-10117 BERLIN 2-2-1 Uchisaiwaicho, Colonia: Polanco 5001 L Stroat N o

Tel.: (33) 01 45 24 81 67 Tel.: (49-30) 288 8353 Chiyoda-ku C.P. 11560 Suite 650

Fax: (33) 01 45 24 19 50 Fax: (49-30) 288 83545 TOKYO 100-0011 MEXICO, D.F WASHINGTON D.C. 20036-4922

i i Tel.: (81-3) 5532 0021 Tel.: (00.52.55) 9138 6233 .

E-mail: sales@oecd.org E-mail: ; : Tel.: (1-202) 785 6323

Internet: www.oecd.org berlin.contact@oecd.org Fax: (81-3) 5532 0035 Fax: (00.52.55) 5280 0480 Fax: (1-202) 785 0350
Internet: E-mail: center@oecdtokyo.org  E-mail: E-mail:
www.oecd.org/deutschland Internet: www.oecdtokyo.org mexico.contact@oecd.org washir;gton.contact@oecd.org

Internet: Internet: www.oecdwash.org

The OECD Policy Briefs are available on the OECD’s Internet site

www.oecd.org/publications/Pol_brief

102004 12 1P4


http://www.oecd.org/bookshop
http://www.oecd.org/eco/eco/
http://www.oecd.org/eco/eco/
http://www.oecd.org/eco/eco/
http://www.oecd.org/eco/out/Eo.htm
http://www.oecd.org/eco/out/Eo.htm

