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EXECUTIVE SUMMARY

This country report assesses Germany’s economy
in light of the European Commission’s Annual
Growth Survey published on 26 November 2015.
The survey recommends three priorities for the
EU’s economic and social policy in 2016:
re-launching investment, pursuing structural
reforms to modernise Member States' economies,
and responsible fiscal policies. At the same time,
the Commission published the Alert Mechanism
Report that initiated the fifth round of the
macroeconomic imbalance procedure. The Alert
Mechanism  Report identified Germany as
warranting a further in-depth review.

Economic growth has been stable in recent
years with domestic demand, notably private
consumption, as the main growth driver. Real
GDP growth stood at 1.6 % in 2014 and 1.7 % in
2015, according to first official results. The growth
pattern has evolved with domestic demand having
become a key growth driver. Notably, private
consumption has strengthened, supported by the
strong performance of the labour market and
temporary factors such as low energy prices. The
labour market weathered the crisis well and the
unemployment rate has decreased to a post-
reunification low.

By contrast, the recovery in private investment
has been uneven and despite recent efforts,
public investment remains low. Public
investment has been falling and its share in GDP
remains below the euro area average despite the
large public investment backlog. Some areas of
corporate investment, notably in machinery and
equipment investment, still have not caught up
with pre-crisis levels, in spite of the supportive
financing conditions and strong corporate profits.

Going forward, growth is expected to
strengthen slightly. Despite weaker export
demand in emerging markets, real GDP is set to
expand by 1.8 % in 2016 and 2017, respectively.
Further growth in employment and wages should
support private consumption. Public expenditure
on refugees should provide further stimulus.
Inflation is set to pick up slowly as the effect of
low oil prices is dissipating only gradually. Risks
include a weaker external environment, recent
financial market volatility, and uncertainty
surrounding the impact of the strong inflow of
refugees.

Weak investment has contributed to the high
and persistent current account surplus and
poses risks for the future growth potential of
the German economy. A number of factors play a
role regarding weak investment such as still
unused capacity and uncertainty. But there are also
a number of bottlenecks including entry barriers in
the services sector, some corporate taxation

features and deficiencies in infrastructures
including in the energy sector. The current design
of fiscal relations may hamper especially
municipalities' investment. Complex public

infrastructure investment planning hinders both
public and private investment. The venture capital
is not well developed. Given the expected impact
of the ageing society, strengthening the economy's
longer-term production capacity and enhancing
productivity is important to maintain Germany’s
high living standards and to cope with challenges
such as increasing globalisation and digitisation.

Fiscal space exists for an increase in public
investment as public finances remain in a sound
position. General government budget surpluses
have been recorded in 2014-2015. The budget is
expected to remain balanced in headline and
structural terms in 2016-2017, and the gross debt-
to-GDP ratio is set to decrease. This means there
continues to be fiscal space for higher public
investment, while complying with the rules of the
Stability and Growth Pact.

The ageing society will remain a key challenge.
The resulting expected significant decline in the
workforce is set to dampen potential growth. If the
challenging integration of the refugees in the
labour market succeeds, this could help to
temporarily mitigate this development to some
extent. However, shortcomings in the labour
market preventing full utilisation of the existing
labour force as well as barriers to competition in
some sectors also remain obstacles to increasing
potential growth.

Overall, Germany has made limited progress in
addressing the 2015 country-specific
recommendations (CSRs). As regards policies
relevant to the macroeconomic imbalance
procedure, the policy response so far is limited to
address the investment backlog in infrastructure
and establish a sustainable upward trend for public
investment. Limited progress was made to ease



restrictive regulation in the professional services,
improve the efficiency of the tax system, and
reduce high taxes and social contributions. As
regards recommendations to address other policy
challenges, no progress has been made in revising
the fiscal treatment of mini-jobs and their overall
number remains large, though it has fallen slightly
after the introduction of the minimum wage.
Moreover, no steps were taken to remove the
barriers to competition in railway transport.

Regarding the progress in reaching the national
targets under the Europe 2020 Strategy, Germany
is performing well regarding the employment rate,
reducing early school leaving and poverty,
increasing tertiary education attainment, reducing
greenhouse gas emissions and increasing the share
of renewable energy sources. Slightly more effort
is needed in R&D investment, while more needs to
be done to reach the national energy efficiency
goal.

The main findings of the in-depth review
contained in this country report, and the related
policy challenges, are the following:

e The persistently high current account
surplus widened further in 2015 and is
projected to remain above 8 % of GDP in
2016-2017. The German current account
surplus accounts for three quarters of the euro
area surplus. Though the recent oil price fall
explains a significant part of its increase in
2015, the surplus and its persistence rather
reflect structural features of the economy,
including strong competitiveness in
manufacturing and high revenues from private
investment abroad. But it also reflects subdued
investment and a high level of savings.
Furthermore, inefficiencies in  corporate
taxation and the business environment weigh
on private investment.

e There appears to be further room for wage
growth without endangering Germany’s
competitiveness. Following a long period of
wage moderation, wage growth has accelerated
since 2008 as the labour market has tightened.
However, the strong labour market situation, as
well as wage benchmarks and unit labour costs
in relation to the euro area average suggest
scope for further sustained wage increases,
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which  would  further

consumption.

support  private

The low interest rate environment has not
translated into significant changes in savings
patterns that would further strengthen
households' consumption. Households did
barely adjust their asset allocation in response
to the very low interest rates and are hence
potentially foregoing higher returns on their
savings. To preserve future consumption
possibilities, they maintain savings at a very
high level.

Despite being an important intermediary of
household savings, the life insurance sector
plays a mainly indirect role in financing
public and private investment. The fiscal
treatment of third pillar retirement savings
may limit the incentives for households to
diversify  their investments and raise
challenges for life insurers to shift from liquid
assets to equity. Life insurers’ solvency had
been negatively affected by the significant
decline in interest rates coupled with a large
duration gap on their balance sheets, but
safeguarding measures have been taken by
authorities in recent years.

Public investment remains subdued. Efforts
up to now did not lead to a sustainable upward
trend. Thus, a significant infrastructure
investment gap remains. The design of federal
fiscal relations may have contributed to
persistent (especially municipal)
underinvestment. In addition, overall public
and private expenditure on education and
research has only slightly increased in recent
years and is likely not to have reached the
national target for 2015. Regarding transport
infrastructure investment, only limited use has
been made of alternative funding instruments
while complex planning procedures and
administrative bottlenecks hinder invest.

Relatively  restrictive regulation  of
professional services giving rise to high
mark-ups constrains business dynamics and
investment. These barriers harm
competitiveness and contribute to low
productivity growth in this sector. In addition,



the retail sector is characterised by overly strict
regulation.

Given its central position in the euro area,
Germany is a source of potential spillovers
to other Member States. The current account
surplus has adverse implications for the
economic performance of the euro area.
Raising its growth potential would benefit
Germany. Moreover, given strong trade and
financial linkages, it would also help sustain
the recovery in the euro area amid the current
demand shortfall. Instead, the weak domestic
investment and dependence on external
conditions pose risks to Germany. While the
inflow of refugees is set to support German
GDP in the short term via increased domestic
demand, the medium-term effect on
employment and growth hinges on refugees’
successful  labour  market integration.
Germany's solid fundamentals, including the
robust labour market and the sound public
finance position, provide a solid underpinning
to build on in tackling this challenge.

Besides its impact on the domestic economy,
the inflow of refugees via spillovers will also
affect euro area growth.

Other key economic issues analysed in this country
report which point to particular challenges facing
Germany’s economy are the following:

Regarding public finances, corporate taxation
continues to be high overall, while the
efficiency of the tax administration could be
further improved. Household income and
consumption continue to be restrained by the
high tax burden on labour, especially for low
wage earners, despite steps having been taken
to increase the income tax allowances and
compensate for fiscal drag.

Regarding labour market and social policies,
the labour market performance is strong, with
in particular unemployment at historically low
levels. However, ageing-related labour and
skills shortages are looming, calling for full use
of the existing labour force. The labour market
potential of certain  groups remains
underutilised and work disincentives remain in
place (including for second earners). Extending
working lives and long-term unemployment
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remain challenges. Moreover, although severe
material deprivation has remained broadly
stable, relative poverty and social exclusion are
increasing and the unemployed are particularly
vulnerable, with a high at-risk of poverty rate.

Regarding education policy, education is a
crucial element for integrating the many (often
young) refugees and so is fully mobilising the
contribution of civil society. In addition, there
appears to be room for further improving
educational policies, while loosening the link
between socioeconomic background and
educational achievement.

Regarding network industries and policies
for long-term growth and resource
efficiency, further progress is lacking in
reducing the administrative burden, improving
public procurement, and enhancing digital
public services and sustaining investment in
education, research and development and
innovation. Competition in the railway sector
has hardly increased. Further increases in the
share of renewable electricity as a proportion of
total energy consumption are being constrained
by delays in infrastructure development.
Progress towards high speed broadband
networks and further investment in enhancing
the digital infrastructure is slow. Continued
investment in  education, research and
development and innovation is important in
view of weakening innovation activities in
small and medium-sized enterprises and skills
shortages.

Regarding the financial sector, the stability of
the banking system has improved but
sustaining  profitability remains a key
challenge, especially in the low interest rate
environment. Financing conditions remain
overall favourable despite the recent financial
market developments, but the venture capital
market remains underdeveloped.



1 « SCENE SETTER: ECONOMIC SITUATION AND OUTLOOK

Economic situation

The German economy expanded steadily over
the course of 2015. Moderate quarterly GDP
growth was recorded throughout the year. Overall,
real GDP increased by 1.7 % in 2015, driven
mainly by domestic demand, after rising by 1.6 %
in 2014.

Economic growth is expected to be sustained in
2016. In spite of recent headwinds from weaker
export demand in emerging markets, Germany’s
economic growth continues to be supported by
favourable labour market and financing conditions
underpinning domestic demand, as well as by
some temporary factors such as the impact of low
energy prices and high net migration. Overall, real
GDP is expected to increase by 1.8 % in both 2016
and 2017.

Downside risks relate to the external
environment, including China’s slowdown, and
the recent financial market turmoil. Germany
has the largest direct trade exposure to China
among the EU Member States and could therefore
be directly affected by China’s slowing economic
growth as well as by weaknesses in other emerging
market economies. In addition, this weaker
external environment, compounded by the
increased uncertainties in the financial markets,
could also have a negative impact on economic
sentiment, which might hamper the recovery in
investment. Moreover, uncertainty surrounding the
inflow of refugees and its economic impact
remains high.

The expansion is set to be driven by domestic
demand. While investment has remained subdued,
private consumption is expected to remain a key
growth driver (Graph 1.1). Steady employment
growth and low inflation should continue
supporting real disposable incomes despite an
expected deceleration in wage growth (see Section
2.2 for an analysis of wage dynamics). Slightly
negative contributions to growth are expected from
net external trade. Import growth supported by
domestic demand should offset the effect of the
expected increase in export growth as the external
environment gradually strengthens.

Graph 1.1:  Demand components of GDP growth (%, pp..

contributions fo annual growth)

COM forecast

[y

10 11 12 13 14 15 16 17

Net exports GFCF
m |nventories mmmmm GOv. consumption
Priv. consumption e GDP

Source: Eurostat and European Commission 2016 winter
forecast.

Corporate investment remains weak, and is
expected to pick up only moderately. Investment
in machinery and equipment has seen only gradual
recovery with frequent setbacks, including in 2015.
Possibly also reflecting a correction in sales
expectations and the impact of uncertainty, the
corresponding capital stock appears to have shifted
to a less dynamic growth path in the post-crisis
period (Graph 1.2 as well as Box 1.1 for an
analysis of investment challenges). Partly
reflecting delayed replacement investment,
equipment investment is expected to pick up
moderately in the course of 2016 in line with the
improving outlook and along with private non-
residential construction. Following the upswing in
recent years, housing investment growth is
expected to remain broadly stable, partly due to the
additional boost from high net immigration.



Graph 1.2:  Machinery and equipment (ME)—
investment and non-financial corporate

sector capital stock
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Source: Destatis, European Commission.

In spite of recent efforts, public investment as a
share of GDP has continued falling, and in 2015
public sector investment decreased in nominal
and real terms. The share of public sector
investment in GDP has been on a steady decline in
the post-crisis period and continues to fall short of
the euro area average despite the existing backlog
concerning public infrastructure investment (see
also Box 1.1). Public sector investment decreased
in current prices and in real terms in 2015.
Moreover, net investment turned negative again in
2014, implying that the capital stock shrank. In
light of the existing fiscal relations, public
investment at municipal level has been particularly
weak. The Commission 2016 winter forecast
projects public investment to gain some
momentum in 2016-2017 but measures do not
appear to bring about a sustainable upward trend
(see Section 2.5 on public investment and federal
fiscal relations).

The large influx of refugees is set to stimulate
growth in the short term. While net migration to
Germany had been on the rise for several years,
this trend was magnified in 2015. Germany was
one of the key destination countries for the
unprecedented flow of refugees in Europe. Around
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1.1 million refugees (1.3% of population)*

registered in Germany in 2015 (Graph 1.3 and 1.4)
and further inflows are expected. In the short term,
this is likely to provide some stimulus to GDP
growth via additional public spending on refugees
and housing investment.

Graph 1.3:  Net migration to Germany and number of

asylum applications
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Source: Destatis, Federal Office for Migration and
Refugees. Note: The vast majority of refugees arriving in
Germany intend to apply for asylum. However, due to
marked delays in the registration and application process,
the actual number of asylum applications does not yet
adequately reflect the strong migration inflow.

! The high number of refugees adds to already increased net
migration mainly from European countries (0.55 million in
2014).
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Graph 1.4:  Refugees registered in Germany Graph 1.5:  Contributions to headline inflation (y-o-y, %)
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The medium-term impact hinges on the
successful integration of the new immigrants
into the labour market. The German labour
market continued to perform robustly in 2015.
Employment growth accelerated and
unemployment continues to stand at a record low
(4.6 % in 2015). Remaining unemployment is
largely structural. Going forward, employment
growth should accelerate but a moderate increase
in unemployment is expected in 2016. Given the
demographic structure of the newly-arrived
refugees, the labour force is set to increase
substantially, potentially helping to mitigate the
negative impact of demographic change. But the
labour market integration of refugees is set to take
time and will require a targeted strategy, including
upskilling, which explains the projected rise in
unemployment. Despite the favourable labour
market outcomes, poverty and social exclusion
have increased in recent years. The unemployed
are particularly vulnerable, their at-risk-of-poverty
rate is the highest in the EU.

m—— Energy
e H|CP All-items

Source: European Commission.

External factors continue to dampen inflation.
Lower oil prices resulting in negative energy price
growth weighed heavily on headline inflation
(Graph 1.5), which stood at 0.1 % in harmonised
terms in 2015. Amid limited domestic price
pressures, core inflation? stood at 1 % in 2015 but
is expected to reaccelerate somewhat in 2016-
2017. With the dampening effect of oil prices on
energy prices expected to last until late 2016,
headline inflation in the harmonised index of
consumer prices (HICP) is projected to pick up
only slightly in 2016 before accelerating to 1.5 %
in 2017. Overall, limited price pressures have
supported domestic demand via their effect on real
disposable incomes.

External and sectoral developments

The current account surplus further increased
in 2015. A large part of the increase from 2014 to
2015 by 1 pp. to 8.8 % of GDP? is explained by
recent oil price and exchange rate developments.
However, with a projected balance of 8.6 % of
GDP in 2016 and 8.3 % in 2017, no significant
narrowing of the balance is expected in the coming
years. This underlines the structural nature of the
current account surplus.

2 Harmonised inflation rate excluding energy and unprocessed
food.

% According to provisional national accounts data for the year
2015.



Rebalancing with the euro area has stalled
recently. In geographic terms, the surplus is the
greatest in relation to non-EU countries
(Graph 1.6). The balance in relation to China,
which had improved sharply in the post-crisis
years and turned into a surplus since 2012, has
narrowed somewhat (see Section 2.1). At the same
time, rebalancing in relation to the EU, and in
particular the euro area, does not seem to have
continued. The downward trend in the share of the
German surplus accounted for by the rest of the
euro area observed since 2007, when it peaked at
around 60 %, seems to have stalled in recent
quarters (see Section 2.1).

Graph 1.6:  Current account balance by geographical
counterpart (% of GDP)
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Source: Bundesbank, European Commission.

Credit growth has not picked up despite
favourable financing conditions. Credit growth
remains subdued (Graph 1.7), despite low interest
rates and historically favourable credit constraints.
On the household side, growth in loans for house
purchases has accelerated slightly, resulting in
total household credit growth which, while
moderate, exceeds the rates seen in the past decade
(see Section 2.3 on the effects of the low interest
environment on  household savings and
consumption). The non-financial corporate sector
continues to use internal funds for financing
investment instead of relying on credit. However,
its ample untapped funds are evidence that the
weakness in credit growth is demand-driven.

Fiscal space exists for increasing public
investment as public finances remain in a sound
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position. The general government budget surplus
rose from 0.3 % of GDP in 2014 to 0.5 % in 2015.
In the years ahead, expenditure growth is expected
to accelerate and to outstrip current revenue
growth. In particular, the influx of refugees is
expected to boost government consumption and

spending on cash benefits. Additional funds
destined for infrastructure investment should
gradually increase public sector investment,

although adopted measures still do not appear to
bring about a sustainable upward trend. Strong
pension increases announced for 2016 will also
contribute to expenditure growth. Overall, the
budget is expected to remain balanced in headline
and structural terms in 2016-2017. This means
there is still fiscal space for increasing public
investment, without endangering the rules of the
Stability and Growth Pact. The gross debt-to-GDP
ratio is set to decrease noticeably.

Graph 1.7:  Credit flows by institutional sector

(consolidated, % of GDP)
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Source: European Commission.

The ageing society will remain a key challenge
despite the potentially mitigating effects of
recent immigration. Demographic change will
have a significant impact on a number of areas,
including on potential growth as a result of the
sharp decline in the labour force in the medium
term. The current inflow of refugees could help to
dampen this trend, if their labour market
integration is successful. But that would not be
fully sufficient to mitigate the projected fall of
almost 30 % in the working-age population by
2060 and the associated negative impact on



potential growth, which would require additional
counterbalancing measures to improve the
sustainability of the social security system and
make full use of the existing labour force.

1. Scene setter: Economic situation and outlook
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Box 1.1: Investment challenges
Macroeconomic perspective

Previous editions of the in-depth review have identified relatively low public and private investment in
Germany as a factor contributing to the persistent high current account surplus and limiting the
economy’s potential growth.! Indeed, domestic gross fixed capital formation (GFCF) as a share of GDP
was on a downward trend prior to the crisis also in the context of Germany’s weak growth performance and
structural problems in the first half of the 2000s. This downward trend was only briefly reversed in 2006-07
on the back of strong economic growth. Following a crisis-related fall in 2009, investment has seen an
uneven and gradual recovery, which is projected to continue at a slow pace in 2016-2017. After having been
below the euro area® average since the early 2000s, the investment share in GDP has exceeded it since 2013.
However, the difference in percentage points between the investment share in GDP in current prices
observed in Germany and the euro area, the investment gap, is expected to fade over the forecast horizon
(Graph 1).

. . )
Graph 1: Total Investment gap? in relation to the euro Graph 2: Total Investment gap' in relation to the euro
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Public sector investment has been low and declining while the pick-up in private sector investment has
been uneven. Public sector investment fell significantly relative to GDP in the pre-crisis years (see Section
2.5). After a pick-up also reflecting the policy response in 2008-2009, this downward trend resumed in the
post-crisis period. As shown in Graph 2.5.3 in Section 2.5, this resulted in a persistent and pronounced
public sector investment gap in relation to the euro area. The low investment rate mainly reflects the gradual
scaling back of public infrastructure investment, for both the maintenance and expansion of infrastructure,
which has resulted in the accumulation of a significant backlog. Net public capital formation has in fact been
negative in recent years driven in particular by developments in municipalities (see Graph 2.5.4 in Section
2.5). Private sector investment relative to GDP had also seen a trend decrease in the pre-crisis years,
declining most markedly in the early 2000s. Following the pronounced crisis-related fall in 2009, it
strengthened somewhat and has since 2011 exceeded the investment share recorded in the rest of the euro
area. Regarding the main categories, investment in machinery and equipment showed not only a pronounced
cyclical pattern in the pre-crisis years but also a pronounced weakness, in part reflecting weak domestic
demand in the early 2000s. To some extent, subdued nominal developments reflected a strong trend decrease
in equipment prices in Germany, which was not observed at the euro area level. While strengthening,
investment has repeatedly disappointed in the post-crisis years, as a more forceful pick-up could have been

! The in-depth review 2014 for Germany presented a detailed analysis of investment developments in Germany by sector
and by category. European Commission (2014), IDR Macroeconomic Imbalances - Germany 2014, European
Economy Occasional Papers No. 174.

2 Throughout this box, comparisons with the euro area refer to the EA19 excluding Germany, Ireland and Spain to correct
for the most pronounced construction bubbles observed in the run-up to the crisis.

(Continued on the next page)




1. Scene setter: Economic situation and outlook

Box (continued)

expected amid the current favourable conditions, including historically low credit constraints on the back of
solid balance sheets and the low interest environment (see Graph 1.2 in the main text). Further supported by
these factors, the gradual recovery is set to continue in 2016-2017. Construction investment accounted for
the bulk of the investment gap vis-a-vis the euro area which peaked in 2007 (Graph 1). Residential
investment (dwellings) had declined significantly before the crisis, also reflecting the post-reunification
boom. It accelerated significantly in the post-crisis years in the context of a considerable increase in net
migration, low interest rates, favourable labour market developments and its status as a safe investment.
Still, rising house prices signal that housing demand exceeds the supply of dwellings. Going forward, only a
small moderation is forecast for 2016-2017 while the current strong migration inflow should support
residential construction in the medium term. Finally, non-housing construction investment has shown some
weakness in the pre- and post-crisis years, falling short consistently of the euro area average. This gap is
forecast to remain stable in 2016-2017. As regards public and private expenditure on education and research,
only a slight overall increase has been recorded in recent years; it may thus have fallen short of the national
target of 10 % of GDP for 2015.

Assessment of barriers to investment® and ongoing reforms

There are ongoing efforts to reform fiscal relations between different levels of government, public
investment procedures and the provision of venture capital. Despite the existence of significant overall
fiscal space to increase public investment in full respect of European and national budgetary rules, there
seems to be a mismatch between the resources allocated to the different layers of government and their
individual investment responsibilities, hampering municipalities’ investment, in particular. Negotiations on a
reform of federal fiscal relations are ongoing. At the same time, alternative instruments to traditional state
funding of transport infrastructure, including through public-private partnerships, are used only to a limited
extent. Moreover, complex planning responsibilities across the different levels of government, bottlenecks
regarding administrative capacity as well as complicated approval procedures are important barriers to
investment. In this context, it should be noted that the conclusions of an expert group that had been set up to
develop proposals on how to raise private and public investment, e.g. by tapping more into private funds for
public infrastructure projects, are currently being processed by the authorities. This could also help address
the need to further step up public investment in transport infrastructure (see Section 2.5). Moreover, the
venture capital market in Germany remains underdeveloped in international comparison (see Section 3.5),
especially as regards later-stage financing. Further to earlier initiatives, the authorities approved in
September 2015 an issue paper covering a number of measures to further promote venture capital
investment.

Private investment would inter alia benefit from further changes to the tax system and the removal of
sector-specific barriers. The complexity of the tax system remains a hindrance to private investment. no
progress has been made inter alia regarding the reform of the local trade tax (see Section 3.1). In addition,
elements of regulation in business services and regulated professions that remain unchanged, including
professional qualifications requirements, legal form and shareholding requirements might be holding back
investment (see Section 2.6). Unchanged planning regulations in certain federal states create entry barriers
regarding retail, while the complex and slow process for electricity grid expansion might be hampering
investment in the energy sector.

! See ‘“Member States Investment Challenges’, SWD(2015) 400 final/2
(http://ec.europa.eu/europe2020/pdf/2016/ags2016_challenges_ms_investment_environments_en.pdf).
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Box 1.2: Contribution of the EU Budget to structural change

Germany is a beneficiary of European Structural and Investment Funds (ESIF) support and will receive up to EUR
27.9 billion for the period 2014-2020. This is equivalent to 5.3% of the expected national public investment in areas
supported by the ESI funds.

/At national level, all general ex-ante conditionalities have been met. At the level of the individual regional
programmes, a few conditionalities have not been met and will be delivered in accordance with the agreed action
plans before the end of 2016.

The programming of the Funds includes a focus on priorities and challenges identified in recent years in the context
of the European Semester, in particular increased investments in R&D and measures to enhance participation and
integration in the labour market, especially for the long-term unemployed. Regular monitoring of implementation
includes reporting in mid-2017 on the contribution of the funds to Europe 2020 objectives.

Financing under the new European Fund for Strategic Investments (EFSI), Horizon 2020, the Connecting Europe
Facility and other directly managed EU funds would be additional to the ESI Funds. Following the first rounds off
calls for projects under the Connecting Europe Facility, Germany has signed agreements for EUR 2 billion for
transport  projects. For more information on the use of ESIF in  Germany, see:
https://cohesiondata.ec.europa.eu/countries/DE.



https://cohesiondata.ec.europa.eu/countries/DE
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Table 1.1: Key economic, financial and social indicators — Germany
forecast
2003-2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Real GDP (y-0-y) 16 11 -5.6 4.1 37 0.4 0.3 16 17 18 18
Private consumption (y-0-y) 0.6 0.6 0.2 0.4 14 1.0 0.6 0.9 19 2.0 17
Public consumption (y-0-y) 0.5 3.4 3.0 13 0.9 13 0.8 17 2.8 31 25
Gross fixed capital formation (y-0-y) 22 15 -10.1 54 7.2 -0.4 -1.3 35 17 24 3.2
Exports of goods and services (y-0-y) 8.3 19 -14.3 145 8.3 2.8 16 4.0 5.4 3.8 4.8
Imports of goods and services (y-0-y) 7.4 22 -9.6 129 7.0 -0.3 31 3.7 5.7 5.2 6.3
Output gap -0.9 17 -4.5 -1.4 11 0.4 -0.5 -0.4 -0.4 -0.4 -0.3
Potential growth (y-0-y) 13 11 0.6 0.8 11 12 12 14 17 18 17
Contribution to GDP growth:
Domestic demand (y-0-y) 0.8 12 -14 15 23 0.7 0.2 15 19 21 2.0
Inventories (y-0-y) 01 -0.2 -16 13 04 -16 0.6 -03 -0.4 -0.1 0.0
Net exports (y-0-y) 0.7 0.0 -2.6 13 0.9 14 -0.5 0.4 0.2 -0.2 -0.2
Contribution to potential GDP growth:
Total Labour (hours) (y-0-y) 01 0.0 -0.1 -0.1 01 03 04 0.5 0.8 0.8 0.6
Capital accumulation (y-o0-y) 0.3 0.4 0.1 0.2 0.3 0.3 0.2 0.3 0.3 0.3 0.4
Total factor productivity (y-0-y) 0.9 0.7 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.7 0.7
Current account balance (% of GDP), balance of payments 4.6 5.6 5.7 5.6 6.1 6.8 6.4 7.3
Trade balance (% of GDP), balance of payments 51 6.0 4.9 52 4.8 5.8 5.8 6.4 . . .
Terms of trade of goods and services (y-0-y) -0.4 -17 4.6 -2.3 =27 -0.4 14 15 2.7 0.7 0.0
Capital account balance (% of GDP) 0.0 0.0 -0.1 0.0 0.1 0.1 0.0 0.1
Net international investment position (% of GDP) 114 182 25.0 25.8 233 288 34.8 421
Net marketable external debt (% of GDP)1 . 12.3* 20.1* 19.8* 17.1* 14.0 19.8 214
Gross marketable external debt (% of GDP)1 1209 " 1357 135.6 142.8 1437 143.0 126.5 130.7
Export performance vs. advanced countries (% change 133 6.2 12 02 09 67 a1 28
over 5 years)
Export market share, goods and services (y-0-y) 0.5 -35 -13 -6.4 -16 -4.6 18 17
Net FDI flows (% of GDP) 11 17 13 18 0.3 13 0.3 29
S_avmgs rat(? of households (net saving as percentage of net 101 105 100 100 96 93 91 95
disposable income)
Private credit flow (consolidated, % of GDP) 0.5 0.4 -0.8 0.0 15 1.2 16 1.0
Private sector debt, consolidated (% of GDP) 116.5 109.4 112.8 107.1 103.2 102.7 102.9 100.4
of which household debt, consolidated (% of GDP) 66.5 59.4 61.7 59.0 56.9 56.4 55.4 54.4

of which non-financial corporate debt, consolidated (% 50.0 50.0 511 48.1 46.3 46.3 475 46.0

. . U
Corporations, net lending (+) or net borrowing (-) (% of 14 03 29 43 23 23 21 28 35 37 35

GDP)

Corporations, gross operating surplus (% of GDP) 26.4 26.8 252 26.3 259 24.8 24.7 24.6 249 25.0 25.0
Households, net lending (+) or net borrowing (-) (% of

GDP) 5.8 53 6.2 5.8 a7 49 4.6 47 47 48 48
Deflated house price index (y-0-y) -1.8 -0.4 13 -1.0 14 1.9 18 15 .

Residential investment (% of GDP) 5.2 5.0 51 5.2 5.6 5.8 5.8 5.9 5.9

GDP deflator (y-0-y) 1.0 0.8 1.8 0.8 11 15 2.1 17 2.1 15 18
Harmonised index of consumer prices (HICP, y-0-y) 18 2.8 0.2 12 25 21 16 0.8 0.1 0.5 15
Nominal compensation per employee (y-0-y) 0.8 21 0.2 26 3.0 25 18 2.6 2.7 2.8 3.2
Labour productivity (real, person employed, y-0-y) 13 -0.2 -5.7 3.8 23 -0.7 -0.3 0.7 0.9 . .
Unit labour costs (ULC, whole economy, y-0-y) -0.5 23 6.3 -1.2 0.7 33 22 19 18 18 2.2
Real unit labour costs (y-0-y) -15 15 4.4 -1.9 -0.4 18 01 0.2 -0.3 0.3 0.5
Real effective exchange rate (ULC, y-0-y) -0.5 0.1 42 -4.5 -0.1 -1.0 43 18 -3.0 12 .
Real effective exchange rate (HICP, y-0-y) 10 0.5 10 -5.2 -0.7 -33 21 0.9 -4.2 11 -0.7

Tax wedge on labour for a single person earning the
average wage (%)

Taxe wedge on labour for a single person earning 50% of
the average wage (%)

425 420 4.3 39.2 39.9 39.8 39.6 39.5

31.9* 319 311 30.4 31.2 311 30.9 30.8

Total Financial Sector Liabilities, non-consolidated (y-0-y) 5.6 3.6 -4.8 -0.3 2.6 37 -5.7 5.6
Tier 1 ratio (%)2 . 8.8 10.2 11.3 11.6 13.8 15.2 14.6
Return on equity (%)3 . -11.4 -2.7 23 23 13 13 25

Gross non-performing debt (% of total debt instruments

and total loans and advances) (4) 19 27 24 16 17 18 25

Unemployment rate 10.0 7.4 7.6 7.0 5.8 5.4 5.2 5.0 46 47 5.0
Long-term unemployment rate (% of active population) 5.4 3.9 35 33 2.8 2.4 2.3 2.2

‘Youth unemployment rate (% of active population in the 132 104 111 08 85 80 78 77

same age group) 7.3

Activity rate (15-64 year-olds) 3.7 75.9 76.3 76.6 713 712 716 7.7

People at-risk poverty or social exclusion (% total 19.7 20.1 20.0 197 199 19.6 20.3 20.6

Persons living in households with very low work intensity

(% of total population aged below 60) 124 117 109 1.2 1.2 9.9 9.9 10.0

General government balance (% of GDP) -2.6 -0.2 -32 -4.2 -1.0 -01 -0.1 0.3 0.5 0.1 0.0
Tax-to-GDP ratio (%) 38.8 39.2 39.6 38.2 38.7 39.3 39.4 39.5 39.7 39.7 39.9
Structural budget balance (% of GDP) . . . -2.2 -1.4 -0.2 0.2 0.8 0.8 0.3 0.0
General government gross debt (% of GDP) 64.9 65.0 72.5 81.0 78.4 79.7 77.4 74.9 71.6 69.2 66.8

(1) Sum of portoflio debt instruments, other investment and reserve assets

(2, 3) domestic banking groups and stand-alone banks.

(4) domestic banking groups and stand alone banks, foreign (EU and non-EU) controlled subsidiaries and foreign (EU and nor
controlled branches. '(*) Indicates BPM5 and/or ESA95

Source: European Commission, winter forecast 2016; ECB




2 « IMBALANCES, RISKS, AND ADJUSTMENT ISSUES

This section provides the in-depth review required under the macroeconomic imbalance procedure
(MIP).* It focuses on the potential risks and vulnerabilities flagged in the Alert Mechanism Report 20186.
The section analyses the reasons behind the high current account surplus, notably the dynamics driving its
further widening, both structural — including saving and investment patterns — and cyclical, including
terms-of-trade effects, in particular related to oil price and exchange rate. Factors influencing households’
saving and consumption decisions are then examined, in particular wage developments and the impact of
a low interest rate environment. Further, challenges for the life insurance sector are discussed, given that
it manages a large share of households’ savings. Factors contributing to subdued public sector investment
are then analysed, including the current design of federal fiscal relations. In light of the relatively
restrictive regulation of professional services and its implications for the wider economy, the potential
impact of reforms improving the sector’s overall efficiency is then analysed. Finally, given Germany’s
close integration with other EU economies, this section also discusses possible inward and outward
spillover effects, including those related to the influx of refugees into Germany. The section concludes

with the MIP assessment matrix which summarises the main findings.

2.1. CURRENT ACCOUNT DEVELOPMENTS

Germany’s current account surplus increased
in 2014 (7.3 % of GDP) and 2015 (8.2% of
GDP) essentially driven by a rising surplus in
foreign trade in goods. The overall increase in the
surplus® for 2015 in relation to 2013 of 1.8 pps. of
GDP primarily reflects a widening surplus in
goods trade (by 1.2 pps. to 8.6 % of GDP), and a
narrowing deficit in services (by 0.4 pps. to -1.2 %
of GDP) and secondary income (by 0.2 pps.
to -1.3 % of GDP). The sizeable positive primary
income balance has stayed unchanged at 2.2 % of
GDP). The current account surplus in relation to
the EU® increased by 1.3 pps., of which 0.7 in
relation to the euro area. The halt in the
rebalancing in relation to the rest of the euro area
can be explained by a combination of value and, to
a lesser extent, volume effects affecting German
imports from the region.

The current account seems largely structural,
only partly driven by fundamentals, and is

* Article 5 of Regulation (EU) No 1176/2011.

° This section uses balance of payments and foreign trade
statistics data.

® Geographic breakdowns refer to the year ending in the third
quarter of 2015.

likely to persist at a level beyond 6 % of GDP in
the foreseeable future. While oil price and
exchange rate fluctuations explain the bulk of the
2014-2015 surplus increase (Box 2.1.1), the level
of the surplus will most likely remain high when
these effects fade. This is because a large part of
the surplus is due to structural factors. The
persistent component of the current account
surplus is, however, only partly explained by the
fundamental factors such as demographics,
resource endowments, or manufacturing intensity.
Empirical estimates vary regarding the impact of
such fundamentals on the German surplus. A
recent International Monetary Fund (IMF)
estimate’ attributes 3.9 pps. (around half) of the
surplus to fundamental determinants, while the
European Commission finds that they explain only
1 pp. (about “/5)® Results of most other studies

" IMF (2015), Germany: Staff Report For The 2015 Article IV
Consultation', IMF, June 2015.

8 The European Commission benchmark derives from a
reduced-form panel over 70 countries capturing the main
determinants of the saving-investment balance, including
fundamental determinants policy factors and global
financial conditions, all of which are considered as
differences with respect to the world economy. The
methodology is akin to the External Balance Assessment
(EBA) approach developed by the IMF. Phillips, S. et al.
(2013), 'The External Balance Assessment (EBA)



relying on the estimation of global current account
benchmark models lie within that range’.
Moreover, fundamental factors play only a partial
role in explaining the surplus increase since the
early 2000s.

Graph 2.1.1:  Drivers of current account balances, 2015 (in
% of GDP)
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Source: European Commission. Note: Current account
balances based on Commission 2016 winter forecast.

Among the fundamental factors, ageing
contributes to the current account surplus.
According to the Commission estimates, ageing is
one of drivers of the German current account
surplus (Graph 2.1.1). The current inflow of
refugees could help to alter the impact on the
current account, if their labour market integration
is successful. Also a full utilisation of the existing
labour force (especially with respect to women and
older people), or changing the institutional
framework of pension savings could have an
impact (see also 2015 country report).*°

Methodology', IMF Working Paper, 13/272. Differences

with IMF estimates relate to i. a. variations in the choice

and design of explanatory variables, in particular relating to

ageing speed, and the country sample.

European Commission (2014), "IDR Macroeconomic

imbalances - Germany 2014", European Economy.

Occasional Papers 174., pp. 98-100

1% In contrast to global empirical models without fixed effects,
country-specific estimations can implicitly take into
account such institutional settings and thus find a
considerably stronger impact of ageing. Consider, e.g.,

9

2.1. Current account developments

A part of the German surplus increase since the
early 2000s can be attributed to non-
fundamental factors, including those driven by
policies. According to Commission estimates
(Graph 2.1.1), the relatively tight fiscal stance
relative to the world economy contributed ca. 1 pp
to the surplus in 2015, while muted credit
provision to the private sector and relatively low
construction investment account for ca. 1.5 pps.
compared to their negative contribution in the
early 2000s. The persistent surpluses led Germany
to accumulate net foreign assets, which supports
the income balance despite fluctuating asset
valuations. Net foreign assets are thus estimated to
contribute another 1 pp. and is a structural factor
that is expected to continue contributing to the
surplus, notwithstanding the possible fluctuation in
asset valuations. In contrast, the recently persistent
output gap differential between Germany and its
trade partners (‘Cycle' in Graph 2.1.1) has tended
to lower the current account by roughly 0.3 to 0.6
pps. according to various estimates. This implies
that the current account surplus could expand
further and exceed 9 % of GDP when the cyclical
conditions elsewhere improve. Overall, both the
IMF and Commission approaches identify a
significant gap where determined policies could
play a role in reducing the current account over the
short to medium term. Yet, such generalised
models still leave a considerably larger part of the
surplus  unexplained, which underlines the
importance of the detailed assessment in this
country report.

Kollmann R., Ratto M., Roeger W., In ‘t Veld J., and
Vogel L. (2014) “What drives the German current account?
And how does it affect other EU member states?"
European Economy. Economic Paper no. 516



2.1. Current account developments

Graph 2.1.2:  Current account balance, national saving
and investment (in % of GDP)

Graph 2.1.3:  Sectoral excess savings and current account
balance (% of GDP)
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Developments in savings and investment
balances by sector

The widening of the current account surplus in
2014 reflected higher savings, while investment
remained stable. One perspective on current
account balances is to see them as a reflection of a
mismatch between national savings and investment
(of the household sector, general government and
the non-financial and financial corporate sectors),
where the increase in the German current account
surplus reflects both increasing savings and a trend
decrease in investment (relative to GDP) (Graph
2.1.2). Since the pre-crisis peak of the surplus in
2007, savings as a proportion of GDP have been
broadly stable, while the downward trend in
investment has continued. In 2014, the further
increase in the current account surplus was
predominantly driven by a rise in savings. At the
same time, the investment share in GDP was
further reduced by 0.1 pps. Thus, no trend reversal
regarding investment has taken place despite the
supportive conditions. At the euro area level
(excluding Germany), where both savings and
investment have decreased in the aftermath of the
crisis, a slightly stronger decline in savings than in
investment was recorded in 2014, leading to a
slight deterioration of the balance.

_4III
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Households

General government

Financial corporate sector

Non-financial corporate sector

= EXCESS Savings/current account balance

Source: European Commission.

The general government and the non-financial
corporate sector accounted for the bulk of the
rise in savings in 2014 while no sector saw an
increase in investment. From a sectoral
perspective, the improvement in the public sector’s
fiscal position was already a key contributor to
higher savings and current account dynamics in the
aftermath of the crisis (Graph 2.1.3). With a
further increase in general government savings by
0.4 pps. to 3.2 % of GDP, driven partly by lower
interest spending, this was again the case in 2014
(Graph 2.1.4) and continued in 2015. At the same
time, public sector gross capital formation has
continued its slight but steady decline in the post-
crisis period, falling by a further 0.1 pps. of GDP
to a low 2.2 % of GDP in 2014 despite the widely
recognised backlog in public investment. Section
2.5 reviews developments in public sector
investment in more detail, highlighting, in
particular, the investment backlog in municipal
and transport infrastructure.



Graph 2.1.4: General government (% of GDP)
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Corporate investment remained rather weak
despite favourable conditions. Essentially
reflecting higher savings, the German non-
financial corporation (NFC) sector was a main
contributor to the building up of the current
account surplus as the sector moved into a net
lending position in the years before the crisis.
More recently, its savings-investment gap
continued to widen slowly but steadily by 0.4 pp.
of GDP per year in 2012-2014 (Graph 2.1.5).
Notably, amid favourable conditions for
investment including very favourable financing
conditions, the share of the sector’s investment in
GDP saw no increase in 2014 (stable at 10.5 % of
GDP). At the same time, its savings share
increased by 0.4 pps. to 12.6 % of GDP despite
slightly lower profitability. Resuming a post-crisis
trend, firms reduced the share in gross value added
(GVA) of pay-outs such as dividends," leading to
the increase in savings.

Firms have partly used high excess savings to
make financial investments in equity holdings.
As explained in the 2015 country report, there are
indications that these equity acquisitions are not
motivated by a search of short-term profits. They
seem rather of a strategic nature, i.e. meant to
support the holding firm's business activity by
establishing a lasting relation with the other firms.
The aim could be to establish strategic ties with

11 Technically, the share of net distributed income of
corporations in the sector’s GVA decreased.

2.1. Current account developments

other firms that are linked to the international
value chain of the investing firm. At the same
time, corporate deleveraging may also have been
supported by tax reforms undertaken in the 2000s
which have made retained earnings relatively more
attractive as a source of funding.

Germany's lower investment in some parts of
construction stands out in relation to other euro
area Member States. Construction investment,
including both residential and non-residential
investment, accounted for the bulk of the observed
investment gap in relation to the euro area (see
Graph 1 in Box 1.1). As explained in the 2014
country report, the decline in residential
investment before the crisis followed the
reunification-related boom. Similarly, part of the
fall in non-housing construction investment can be
explained by the preceding boom, e.g. the earlier
hike in construction of infrastructure and buildings
in East Germany. However, continued weakness,
especially in non-housing investment, may be also
an indication of existing regulatory and
administrative  barriers as well as some
inefficiencies in the tax system (see Box 1.1 for
further details). Investment in machinery and
equipment has remained weak in the post-crisis
years. This is likely to be related to a number of
factors including still free capacity and
uncertainties. There also remain a number of
bottlenecks, including entry barriers in the services
sector, remaining weaknesses in the business
environment and some corporate taxation features.
At the same time, as explained in more detail in
the 2015 country report, there is a strong positive
correlation between German investment in
machinery and equipment and goods exports, with
the German manufacturing sector accounting for a
significant proportion of both aggregates. This
pattern could reduce the scope for a current
account rebalancing based on machinery and
equipment investment. This is because it is
unlikely that a significant expansion in the latter
would be observed without an associated increase
in exports.

Households continue to be the sector with the
highest excess savings. Against the background of
its traditionally high saving rate, the household
sector accounted for 61 % of Germany’s total
excess savings in 2014 (non-financial corporate
sector: 27 %, general government: 14 %, financial
corporate sector: -1 %). Households’ investment
has been stable at 6.3 % of GDP since 2011, while
the sector’s savings increased slightly (by 0.2 pps.



to 11.1 % of GDP) in 2014 (Graph 2.1.6). Thus,
even if housing investment has reinvigorated in
recent years, there has been no significant impact
on housing investment as a proportion of GDP.
Neither the low interest environment nor the high
level of savings appear to have had a substantial
impact.

Graph 2.1.5: Non-financial corporate sector (% of GDP)
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Graph 2.1.6: Households and NPISH (% of GDP)
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2.1. Current account developments

Current account developments

The German current account balance has lately
mostly been driven by foreign trade in goods.
This component has been primarily responsible for
the widening of the current account surplus since
2009. Germany is a net importer of services
(chiefly from other euro area countries), a net
payer of foreign transfers (mostly to the non-euro
area Member States) and a net earner of primary
income, with more than half of the balance
stemming from the euro area (Graph 2.1.7). The
latest current account developments largely reflect
the trends in net trade in goods and — to a lesser
extent — developments in other components
whose share of GDP has tended to vary less.

The surplus in trade in goods has been on the
rise in 2014-2015 and is expected to remain at
high levels over the medium term. After
levelling off at just below 7% of GDP over
2012-2013, the net goods trade resumed its upward
trend, is expected to have exceeded 8 % of GDP in
2015 and should remain broadly stable until 2017.
The rise in the trade surplus to 8.5 % of GDP in
the year ending in the third quarter of 2015 was
driven by trade with non-euro area Member States
(+0.6 pps. of GDP compared with 2013), followed
by the trade with the rest of the euro area
(+0.4 pps. of GDP). By contrast, the trade surplus
with the rest of the world has remained broadly
stable (an increase of 0.1 pps. of GDP). As a result,
since late 2014, Germany’s trade surplus with the
EU has remained higher than its surplus with non-
EU countries (Graph 2.1.7).



Graph 2.1.7: Current account and component balances,
(% of GDP, four quarter moving average)
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Graph 2.1.8: Current account and component balances in
relation to the euro area,
(% of GDP, four quarter moving average)
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Euro area

The trend decline in the trade surplus in
relation to the euro area has come to a halt,
driven to a large extent by bilateral trade with
the Netherlands. Since late 2013, the narrowing
of Germany’s current account surplus in relation
the rest of the euro area and the EU as a whole has

2.1. Current account developments

come to a halt (Graph 2.1.8). In relation to the euro
area, this reverses the steady narrowing of the
trade and current account surplus that has been
taking place since 2007. The widening of the trade
balance in relation to the euro area is mostly driven
by weakening import intensity, whereas export
intensity has stayed roughly unchanged since late
2013 (Graph 2.1.9). The inclusion or not of the
Netherlands in the calculation of the euro area
aggregate changes the timing of and makes less
pronounced the reversal of the rebalancing in trade
between Germany and the euro area. No notable
change took place in the trade balances with the
other euro area countries over 2014, but in the
course of late 2014 and 2015 the goods balance in
relation to the euro area (excluding the
Netherlands) rose (0.2 pps. of GDP) on account of
somewhat stronger exports and weaker imports of
machinery and equipment (Graph 2.1.10).

The latest weakening of imports from the euro
area particularly affects the surplus countries:
the Netherlands, Belgium and Austria. It also
continues a medium-term trend of a weakening
intensity of imports from the larger countries, e.g.
France and Italy. By contrast, import intensity in
relation to Spain has remained quite stable.
Germany remains a key destination for euro area
exports. It remains the largest single-country
importer of euro area products in the world. Euro
area imports amount to a larger percentage of GDP
(import intensity) than in other large EU
economies (such as France, Italy, Spain and the
UK).



Graph 2.1.9: Trade in goods (balance of payments)
(% of GDP, four quarter moving average)
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Graph 2.1.10: Goods balance in relation to the euro area
(% of GDP, four quarter moving average)
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Amid the overall strengthening of imports,
imports from the euro area are losing market
share in Germany. The latest reported quarters
(Q1-Q3 2015) indicate a reinvigoration of overall
import dynamics since mid-2014 (Graph 2.1.11).
At the same time, there has been a relative
slowdown in imports from the euro area and a
tangible rebound in the growth of imports from the
other EU countries and non-EU countries (Graph
2.1.9). One sector characterised by these dynamics

2.1. Current account developments

is the machinery and equipment sector, possibly
indicating a further change in the German supply
chain.

Graph 2.1.11: Real import growth and contributions by
trading area (% y-o0-y)
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Non-euro area Member States

Trade with non-euro area Member States has
intensified with somewhat stronger
performance of exports. Compared with 2013,
both export and import intensity in relation to the
non-euro area Member States have increased, but
with exports prevailing (Graph 2.1.9). The strong
rebound in UK investment demand has driven the
increasing exports to EU countries outside the euro
area. The trade balance with the region has
increased by 0.6 % of GDP since late 2013. The
bulk of it (0.5 pps. of GDP) is accounted for by
trade with the UK, in particular in machinery,
electronics and transport equipment. This is
consistent with the developments in UK
investment spending in 2014-2015. Import
intensity with regard to central European countries
has strengthened recently. Germany has been
increasing its imports from central European
countries that are in the process of catching up
with the average EU growth rate (Poland, the
Czech Republic, and Hungary), most notably of
machinery and equipment. At the same time,
imports from UK, Sweden and Denmark as a
proportion of GDP have weakened or stayed flat.
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Graph 2.1.12: Goods balance (balance of payments) in
relation to non-EU countries (% of GDP, four
quarter moving average)

Graph 2.1.13: Trade flows (balance of payments) with
China(% of GDP, four quarter moving
average)
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Other countries

The trade surplus in relation to non-EU
countries continued to expand, but more slowly.
The trade surplus in relation to China and Russia,
which are experiencing economic slowdowns or
even recession, has weakened (Graph 2.1.12).
German manufacturing has strong ties with China.
According to estimates based on the latest world
input-output tables (2011) around 10 % of the
value added of machinery and equipment
production is accounted for by trade with China.
The Chinese slowdown is reflected in a dampening
of German exports to China and a relapse of net
exports to the country into negative territory
(Graph 2.1.13). On the one hand, German (net)
exports of machinery and equipment to China are
weakening, while imports of various goods
categories from China are growing again after
having declined somewhat in the post-crisis
period. By contrast, in relation to the US and many
other countries, the trade surplus has strengthened,
reflecting the flexibility of German exporting
industries.
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Volumes and values

Adjusting for price developments makes the
ongoing expansion of Germany’s surplus in
trade in goods and services appear more
moderate. Comparing national accounts data on
volumes and values of exports and imports of
goods and services illustrates the effects of terms
of trade (Graph 2.1.14). German exporters have
been facing a mildly deflationary price
environment. On the other hand, the deflation of
imports has been even stronger, resulting in
significantly positive terms of trade overall.
Energy prices seem to have played a major role.
The volume of net imports of fuels, lubricants and
related products has remained largely unchanged,
whereas their value has been declining
dramatically since 2013. The role of energy prices
is also confirmed by the balances in relation to the
major trading areas. The trade balance in relation
to non-EU countries, where the energy component
is the largest, is most sensitive to price
adjustments. Energy prices have some impact,
including on the balance in relation to the euro
area, in particular through bilateral trade with the
Netherlands. By contrast, the trade balance with
the non-euro area EU Member States has been
least affected. Box 2.1.1 explores additional
aspects of the impact of international prices on
Germany’s external balance.
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Graph 2.1.14: External balance of goods and services
(ESA2010)
(% of GDP, four quarter moving average)

09 10 11 12 13 14 15

= = = Total at current prices

Total price adjusted

= = = EA at current prices (rhs)

EA price adjusted (rhs)

Source: European Commission.

From a savings-investment perspective, the
widening of the current account surplus in 2014
was driven by higher savings, in particular by the
public sector and non-financial corporations. No
sector saw an increase in its investment share.
From a foreign trade perspective, the German
current account surplus continued to widen in
2014-2015 reflecting weaker growth of imports
from the euro area, strengthening trade with the
rest of the EU and a slight expansion of the surplus
in relation to the rest of the world. Cheaper energy
imports explain a significant part of the widening
surplus in trade in goods in relation to the euro
area and the non-EU countries. However, due to its
structural nature, the surplus is not expected to fall
significantly in the next few years even when
temporary factors will fade away.

2.1. Current account developments
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Box 2.1.1: Oil price and exchange rate effects on the German current account
balance

The further widening of Germany's trade balance in 2014-2015 has been to a large extent affected by
oil price and exchange rate effects. Since the second half of 2014, there has been a strong decline in the oil
price and a pronounced depreciation of the euro exchange rate. Both developments have impacted
Germany's trade balance via different transmission channels and time lags. Those effects explain to a large
extent the strong increase in Germany's current account surplus in 2014 and 2015, but not completely.

Graph 1: Goods exports and imports in Table 1: Simulation - impact of declining oil prices
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Source: European Commission.

The improvement in Germany's relative trade prices accelerated in 2015, driven by higher export
prices of traded goods and a steady downward movement of import prices. Germany's terms of trade
increased by more than 3 % in 2015 following improvements of around 2 % in each of the two previous
years. The very strong decline in oil prices markedly contributed to the reduction of import prices. The oil
price impact may have been considerably stronger in 2015 than in the two years before given that the oil
price in US Dollars fell far more sharply in 2015 (-46 %) than in 2014 (-8 %) and 2013 (-3 %). However,
import prices of tradable goods did not decline faster in 2015 but rather continued their downward
movement at a similar pace to that of the two years before. Thus, the accelerated improvement in the terms
of trade in 2015 was mainly due to an increase in export prices of Germany's traded goods after two
consecutive years of decline.

The strong increase in the German current account surplus in 2015 can be largely attributed to terms-
of-trade effects. Lower import prices reduce the value of imports, which, in turn, increases the trade surplus
and thus the current account surplus. This direct effect is mitigated by increased import volumes due to
cheaper imports. The current account surplus increased by about 1 pp. both in 2014 and 2015. An arithmetic
breakdown of the goods trade balance in volume and price effects reveals that terms-of-trade effects of
traded goods accounted for about Y/ of the increase in the current account surplus in 2014 and about */s in
2015. When looking solely at the goods trade balance, price effects almost fully explain the increase in the
trade surplus in both years (see Graph 2).! However, goods trade was only one of four drivers of the current
account surplus in 2014. 60 % of the increase in the surplus was attributed to secondary income, primary
income and trade in services, which was predominantly due to volume effects and not due to price effects

L A breakdown of the trade balance for the year 2014 using the Shapley-Siegel index which shows similar results can be
found in Deutsche Bundesbank (2015), ‘German balance of payments in 2014°, Monthly Report 03/2015.

(Continued on the next page)
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Box (continued)

(see Graph 3). The importance of terms-of-trade developments on the trade balance is expected to diminish
in 2016-2017 as the Commission 2016 winter forecast projects a gradual stabilisation of relative trade
prices.

Graph 3: Breakdown of the services

Graph 2: Breakdown of the goods trade balance in volume and price effects
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Simulations on recent oil price developments qualitatively confirm the results of the price-volume
decomposition of the increase in the trade surplus. Simulations using the Commission's newly-developed
global multi-country model confirm a strong positive overall impact of the decline in oil prices on the goods
trade balance (see Table 1). An isolated oil price shock as happened during the last two years leads to a
small increase in the trade surplus in 2014, given that the decline in oil prices occurred only towards the end
of the year, and a large additional positive impact of 0.7 pps. in 2015. Along with the Commission 2016
winter forecast projection of a continued decline in the oil price in 2016 and a reversal in 2017, the trade
surplus temporarily improves further in 2016 by 0.3 pps. The depreciation of the euro by -16 % vis-a-vis the
US Dollar in 2015 lowered the reduction of the oil price if measured in euro terms. Taking this into account,
the simulated increase in the trade surplus is smaller and amounts to +0.5 pps. in 2015, which is only half of
the actual increase in the goods trade surplus.

The depreciation of the euro exchange rate may have supported German exports but is nonetheless
expected to have had only a limited impact on the trade balance in 2015. Germany's effective nominal
exchange rate depreciated by -3.8% in 2015. The euro depreciation supports German exports to non-euro
area Member States. However, the exchange rate elasticity of German exports is comparatively low, partly
because of their high non-price competitiveness. Moreover, the resulting increase in import prices reduces
the positive impact on the trade balance. QUEST simulations suggest that positive and negative effects of
the euro depreciation on the trade balance may broadly offset each other in the short term. As trade volumes
adjust more fully to increased price competitiveness in the medium term, the positive export effect prevails.

Terms-of-trade effects have so far not significantly changed the structural determinants of Germany's
high current account surplus. Germany's high current account surplus reflects the underlying
macroeconomic imbalances identified in this in-depth review. In the absence of positive terms-of-trade
effects, the German current account surplus could have been somewhere between 7 % and 8 % of GDP in
2015 instead of 8.8 % according to official data. This would still be above the 6 % threshold of the MIP
scoreboard (see Graph 2.1.14 for a comparison of price and non-price adjusted external balances of goods
and services). Overall, while the terms-of-trade effects have been significant in driving the further widening
of the German current account surplus especially in 2015, this has to be analysed in the context of a high
structural component.




2.2. WAGE DYNAMICS

A prolonged period of wage moderation in
Germany coincided with the steady build-up of
the current account surplus. From 2000 to 2008,
nominal wages grew at an annual average rate of
around 1.1 %. In a context of positive inflation,
this prolonged moderation resulted in a marked
decline in real wages, which fell by an average
annual rate of 0.5 %. Wage developments play an
important role in influencing household savings
and consumption decisions (see Section 2.1). Thus,
via their impact on domestic demand, wage
dynamics also have an influence on the high
current account surplus in Germany (Graph 2.2.1).

Graph 2.2.1: Developments in real wages, private
consumption and the current account
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Wage growth has accelerated as the labour
market has tightened. After weathering the initial
post-Lehman shock, nominal wages have grown at
an average annual growth rate of around 2.3 %
from 2008-2015, exceeding the euro area average
excluding Germany (Graphs 2.2.2 and 2.2.4).
Nominal wage growth weakened in 2013 against a
background of subdued economic growth, but later
rebounded. Real wage growth also improved,
reflected in an annual average growth rate of over
0.8 % from 2008-15, again exceeding the euro area
average excluding Germany (Graphs 2.2.3 and
2.2.4). However, over the whole period (2000-
2015), the growth rate of wages (both in nominal

and real terms) undershot the euro area average
(Graph 2.2.2 and Graph 2.2.3).

Graph 2.2.2: Nominal wages (average annual growth, %)
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Graph 2.2.3: Real wages (average annual growth, %)
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The more dynamic wage growth as witnessed in
recent years is a welcome development and
there is room for further wage growth in
Germany. Taking into account past adjustments,
continued wage growth appears sustainable
according to the ‘Golden Wage Rule’.* This rule
provides a theoretical framework for wage
developments at the macroeconomic level in the
euro area. According to this rule, nominal wages in
each country should grow at a rate equal to
national medium-term productivity growth plus the
central bank’s inflation target. If productivity
growth remains constant at the 2000-2015 annual
average growth of just above 1%, simple
calculations™ suggest that real wages would need
to grow at 2 % per year to reach the Gold Rule
‘equilibrium level’ by 2022, at 3 % per year to
reach it by 2018, or at a rate of 4% or 5% to
achieve equilibrium level by 2017 or 2016,
respectively. For nominal wages to converge with
the Golden Rule they would need to grow at 4 %
until 2025 or at 5% until 2020. In combination
with the historically low unemployment rate, these
figures show that, on average, there is room for
continued wage growth in Germany. Still, the
Golden Wage Rule is only one approach for
identifying desirable wage growth. Certainly, the
negotiated pay agreements should take into
account the specific situation in each sector (Box
2.2.1). The recently introduced minimum wage
resulted in wage adjustments particularly at the
bottom end of the wage distribution (see Section
3.2) while the overall effect on wages was more
limited.

2 The Golden Rule, also named Fordian tradition, applies if
countries are starting from a position of ‘equilibrium’. If
there is ‘disequilibrium’, i.e. when wages are below or
above ‘equilibrium’ levels, there should be a wage bonus in
current account surplus countries, and wage restraints in
current account deficit countries. Watt, A (2007), “The role
of wage-setting in a growth strategy for Europe’, P.
Arestis, M. Baddeley and J. McCombie (eds.) Economic
growth. New directions in theory and policy, Edward
Elgar: 178-199.

® The calculations are based on annual average labour
productivity growth (per hour, total economy), annual
average real and nominal wage growth, average annual
HICP (harmonised index of consumer prices) inflation for
Germany and for the euro area (changing composition, i.e.
derived from the membership at a particular point in time)
for the period 2000-2015. Results derived from these
calculations should be taken as a rough indication rather
than as proof.

2.2. Wage dynamics

Graph 2.2.4: Development of real and nominal wage and
consumer prices indices (%, y-0-y)
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Even though unemployment is at historically
low level, the wage share has not increased. In
general, very low unemployment rates may
strengthen the bargaining power of employees and
so exert a push factor on wages. By contrast,
despite having one of the lowest unemployment
rates in the EU, after 2011 the adjusted wage share
in Germany (as a % of GDP and as a % of net
national income) remained both stable and in line
with the euro area average (Graph 2.2.5). There is,
however, some divergence, with the wage share
projected to increase somewhat in Germany while
declining in the euro area. There are various
factors that may explain the relatively subdued
growth of the wage share despite strong labour
market developments: (i) labour market reforms,
(ii) high business net profits; (iii) weaker trade
union coverage; (iv) decreasing productivity
growth in the services sector; and (v) more
pronounced job mismatches and part-time work.
One or a combination of these factors might have
led employees to favour certain aspects (e.g. job
security) over higher wage increases.
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Graph 2.2.5: Unemployment rate and wage share
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Graph 2.2.6: Labour productivity and real compensation
per hour (average annual growth in periods)
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Graph 2.2.7: Labour productivity and real compensation
per employee in tradable and non-tradable
sectors (2000 = 100)

Despite more recent wage increases, in a longer
perspective wage growth has lagged behind
productivity growth, especially in the tradable
sector. The 2000-2007 period saw real labour
productivity per hour outstrip real compensation
per hour by a significant margin, and while this has
somewhat reversed since 2008, for the whole
period from 2000-2015 a sizeable gap still remains
(Graph 2.2.6). These developments were largely
driven by the tradable sector, where productivity
continued to grow faster than real wage costs
(measured by compensation per employee) even
after the crisis. In the non-tradable sector, the gap
has in fact widened in the other direction, with
productivity falling while wage growth accelerated
after 2008 (Graph 2.2.7) (see Section 2.6).
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As a result, since 2000 real unit labour cost
developments in Germany have been on
average below the euro area. While the average
annual growth in real unit labour costs in Germany
was visibly lower relative to the euro area average
in the period 2000-2007 (Graph 2.2.8), they grew
more strongly between 2008 and 2014 than the
euro area average. This was driven by a
combination of stronger real wage growth and
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lower productivity growth. The picture for 2000-
2014 shows that the growth rate of German real
unit labour costs remained below the euro area
average due to both real wage and productivity
developments. Some signs of rebalancing can be
observed for the period 2008-2014. In particular,
since 2012, nominal unit labour costs increased
more strongly in Germany than in other euro area
countries gradually reducing Germany’s relative
price competitiveness.

Graph 2.2.8: Real unit labour costs, labour productivity
and real compensation (average annual
growth rates)
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Strong wage growth would be justified by
benchmarks that take into account country-
specific economic fundamentals.* After 2003
wage growth in Germany was below predictions
reflected by benchmark 1, although the gap has
narrowed in the last year (see definition of both
benchmarks under Graph 2.2.9). This benchmark
is based on economic fundamentals such as price
and productivity developments as well as
unemployment (Graph 2.2.9). For much of the pre-
crisis period, wage growth has also been below the
rate that would have ensured a stable evolution in
price competitiveness as measured by the real
effective exchange rate (benchmark 2). This

¥ Arpaia, A. and Kiss, A. (2015), ‘Benchmarks for the
assessment of wage developments: Spring 2015,
Analytical Web Note 2/2015.

2.2. Wage dynamics

resulted in increased price competitiveness as well
as lower unemployment and contributed to the
large current account surplus. The levels of
benchmark 1 and benchmark 2 suggest that under
the current macroeconomic and labour market
conditions there appears to be further room for
wage growth without endangering Germany’s
price competitiveness, in particular in view of
ongoing very low inflation trends.

Graph 2.2.9: Actual nominal wage growth and wage
benchmarks
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on the Commission 2015 autumn forecast.
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Box 2.2.1: Collective wage agreements in Germany

With close to 60% of employees working in companies covered by collective agreements (sectoral and
firm-level agreements), agreed wages represent an important indicator of overall wage dynamics. In
2014 German agreed wages including special payments grew by 3.2% on the previous year. Actual earnings
grew slightly more moderately. Key reasons for this negative wage drift were smaller bonus payments due
to economic uncertainties. Many of the collective agreements negotiated in 2014 included wage increases in
two increments, the first of which was around 3% and the second of around 2.5%. According to preliminary
data from the Federal Statistical Office in Germany, agreed wages grew by about 2.1% (y-o0-y) including
special payments as part of the collective agreements, while 2.5% (y-o-y) without special payments in 2015.

Bonuses and other special payments (Sonderzahlungen) are more important in certain subsectors and
introduce some flexibility into the wage setting process. For example, in contrast to other subsectors
bonuses represented a significant fraction of gross salaries in the production of vehicles and motors and in
the manufacturing of chemical and pharmaceutical products at the beginning of 2014. This is an indication
of a longer-term approach among export-oriented firms to contain fixed costs by having a higher variable
component in view to maintain cost competitiveness.

Structural changes in wage bargaining dynamics may also contain wage growth. From 1996 to 2013 the
coverage of sectoral level agreements (Flachentarifvertrag or Branchentarifvertrag) among employees
declined from around 70% to 52% in western Germany and from 56% to 35% in eastern Germany. More
and more sector-level collective agreements have introduced derogation clauses such as "opening clauses" in
employment contracts that allow "opt outs" at the firm-level, thereby allowing the company to respond to
growing differentiation and to competitive pressures. In addition, a shift can be observed towards firm-level
agreements (Firmentarifvertrdge or Hausvertrag). The coverage of sectoral level agreements slightly
increased in 2014 (to 53% in West Germany and 36% in East Germany), and government measures for
easier extension of collective agreements also point into this direction, but it is too early to say if this
corresponds to a trend change.

In 2015, the Act on Collective Bargaining Unity (Tarifeinheitsgesetz) was adopted. This act ensures that
in the case of overlapping and conflicting collective agreements in a company, in the overlapping patch only
the agreement with the largest trade union (in terms number of members) should be applicable. However,
this rule will only be applied in case social partners are not able to settle the conflict by themselves.

It is not clear, whether trade unions will
conitnute to seek significantly higher wage
increases in the future. Agreed wages in
Germany grew on average by around 3 % in 2014
(see Box 2.2.1), followed by average wage
increases of around 2.5 % in 2015. This was due
both to still recovering economic expectations and
a stronger focus by trade unions on qualitative
aspects such as arrangements for phased retirement
and training. Moreover, in early 2015, wage
developments were muted by ‘zero months’. These
months with pay freezes were a widespread part of
the most recent pay settlements. Despite recent
sectoral calls to raise wages (e.g. German
engineering union 1G Metall was reportedly

preparing to seek a marked wage increase in the
plastics industry of around 5 % in March 2016; in
mid-Ferbauray 2016, the public sector union Verdi
made a claim for 6 % wage increases for the
around 2 million public sector employees in
Germany), past developments — combined with a
very low interest rate enviroment — suggest that
trade unions can be expected to be more cautious
in striving for higher collectively agreed wages in
the long run.

In addition, the large number of refugees might
put downward pressure on certain wage groups
in Germany. Past experiences have shown that
there may be a negative impact on wages of certain
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groups of German-born workers, typically among
the low-skilled workers born in Germany and
recent immigrant workers. At the same time, the
literature also shows a positive distributional effect
on (higher-paid) German-born workers that
complement the additional workforce. Thus, the
overall effect on wages in Germany will depend to
a large extent — among others things — on the
skill complementarity of the inflow, in other words
on the substitutability of the refugees with
immigrant and German-born workers (see Section
2.7,3.2and 3.3).”

Notwithstanding past adjustments, the above
analysis indicates that there is scope for further
wage increases in Germany. Even if a slight
acceleration in the compensation of employees
(per head) is projected for 2016 and 2017 in the
Commission 2016 winter forecast, wage dynamics
are not as strong as previously projected.
Continued dynamic wage growth would be in line
with benchmarks and could take place without
endangering Germany’s price competitiveness.'®

%5 Constant, A. F. (2014), ‘Do migrants take the jobs of native
workers?’, 1ZA World of Labour, no. 10. Peri, G. (2014),
‘Do immigrant workers depress the wages of native
workers?” IZA World of Labour, no. 42. Aiyar, S. et al
(2016), ‘The Refugee Surge in Europe: Economic
Challenges’, IMF SDN/16/02.

18 European Commission (2016), ‘European Economic Forecast
Winter 2016°, European Economy, Institutional Paper, no.
020.
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2.3. IMPACT OF THE LOW INTEREST RATE ENVIRONMENT ON
HOUSEHOLD SAVINGS AND CONSUMPTION

Since the onset of the financial and economic
crisis, Germany has experienced a very low
interest rate environment, which could have
been expected to affect the savings and
consumption decisions of households. While the
phenomenon of low interest rates is not unique to
Germany, there are certain characteristics of the
German economy, in particular high saving rates
among households (see Section 2.1), which
warrant further analysis. This is of particular
relevance in the context of macroeconomic
imbalances.

The savings and consumption pattern of
German households in a low interest rate
environment

Germany has experienced phases of negative
real interest rates also in the past. The changes
in real interest rates should in theory determine
households’ intertemporal substitution decisions.
In previous episodes, a decline in real interest rates
was often caused by cyclical factors and
disappeared after no more than two years.
However, the current situation is exceptional given
that both the real and nominal interest rates are
close to zero or negative. Low real rates today
have persisted for a longer period, in particular for
bank deposits (Graph 2.3.1).

Graph 2.3.1: Interest rates on bank deposits in Germany
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November 2015.

The household saving rate in Germany has
declined temporarily during the crisis but
rebounded again after 2013. Compared with the
rest of the euro area, the household saving rate is
noticeably higher in Germany and, in addition, has
remained more resilient during the crisis (Graph
2.3.2). However, after a build-up of savings before
2008, net and gross saving rates have both fallen in
Germany during the crisis. This was consistent
with former business cycles in Germany where
households saved less to smooth their consumption
in times of subdued economic activity. Since 2013,
saving rates have started to pick up again, though
net savings still remain below pre-crisis levels. In
spite of a solid increase in real wages, the
propensity to consume continues to fall while the
propensity to save continues to rise (Graph 2.3.3).

Graph 2.3.2: Net and gross saving rates of German and
euro area households (% of disposable

income)
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EA19: euro area countries as of January 2015.
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Graph 2.3.3: Real wages and private consumption
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Aggregate savings have been supported by
rising real disposable income of households.
Real gross disposable income has remained robust
even during the crisis and recovered quickly,
driven by buoyant net labour income (Graph
2.3.4). At the same time, unlike in the pre-crisis
period, property income has not added to the
disposable income of households. This is mainly
due to lower interest income, which has acted as
moderate drag on gross household savings.

Graph 2.3.4: Real and nominal gross disposable income
of German households (y-o-y, %)
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Source: European Commission.

German households show a preference for
liquidity, even when faced with declining
interest rates. There is no clear sign that
households are responding to lower interest
income by considerably diversifying into higher
yielding/riskier assets (e.g. equity) in order to
maintain the same level of expected returns. On
the contrary, since 2008, German households have
continued to increasingly acquire currency and
deposits as well as insurance and pension
entitlements (Graph 2.3.5). At the same time, they
have reduced their holdings of debt securities in
line with declining nominal returns and have
recently started acquiring investment fund shares
(see Section 2.1 for details on the excess savings
by sectors).

Graph 2.3.5: Acquisition of financial assets by German
households
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Changes in the statutory pension insurance are
also likely to have intensified households’
propensity to save. As pointed out by the 2014
in-depth review, the 2001 pension reform (Riester-
Reform) implied a gradual reduction of the
replacement rate under the statutory old-age
pension scheme, in line with demographic
developments.”” The 2014 reform (respectively
Mitterrente and Rente mit 63) aimed at improving
pension benefits and early retirement conditions

Y European Commission (2014), ‘IDR Macroeconomic

imbalances - Germany 2014°, European Economy.
Occasional Papers 174.
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for certain groups. On the other hand, it implied a
higher pension contribution rate for the active
labour force and a lower average replacement rate.
This contributed to a further decrease in the
average replacement rate — already projected to be
among the lowest in the OECD for future
retirees.’® Longer life spans and lower public
pension rates are likely to have raised the need for
private savings, thereby increasing the household
savings rate. Recent steps taken to improve
incentives for later retirement — if primarily aimed
at promoting part-time work of older workers —
may only partly offset this negative impact of the
last pension reform (see Section 3.2).

Developments in household borrowing in the
low interest rate environment

A relatively low level of household borrowing
over an extended period is the main feature that
distinguishes German household net saving
rates from other Member States. While gross
financial asset acquisition is broadly comparable to
the euro area over the long term, the incurrence of
financial liabilities through loans has remained
considerably lower than in other Member States
without strong housing price volatility. Although
low interest rates stimulated households’ credit
demand, the uptick in new borrowing since 2011
has remained at a relatively subdued level.

German households continue to engage in
passive deleveraging, with new borrowing
remaining considerably below nominal GDP
growth. Household net savings are thus not only
reflected in the acquisition of financial assets, but
also in debt reduction. While the pre-crisis decline
in household loans has been countered by
increases since 2010, credit flows to the household
sector remain below 1% of GDP. Despite
household debt being among the lowest in the
OECD with 54 % of GDP, it continues to decline
compared to household income.

Somewhat increased household credit growth
since 2008 has been largely driven by increased
demand for house building loans (see Section
3.5). The cost of new borrowing for house
purchases in both real and nominal terms has been

8 OECD (2015), “Pensions at a glance 2015: OECD and G20
indicators’, OECD Publishing, Paris.

consistently below the euro area average since
2011 (Graph 2.3.6). Contrary to the pre-crisis
period, it has been lower in Germany than in the
group of euro area countries that developed in a
comparable way (Graph 2.3.7). Given stronger
credit growth, it appears that German households
are trying to ‘lock in’ the current low interest rates
for house purchases (Graph 2.3.8). However,
contrary to new loans, interest rates on outstanding
household loans in Germany remain higher than
the euro area average and in most neighbouring
countries where fixed-rate mortgages are
prevalent. This may be related to the feature that
fixing interest rates for at least ten years is the
most common practice in mortgage-based
borrowing and the flexibility to benefit from the
low interest rate environment through early re-
mortgaging may be affected by comparatively high
refinancing costs.*

Graph 2.3.6: Cost of borrowing for house purchase loans
for households in Germany and the euro
area
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swap rate. House purchase loans (new business) exclude
revolving loans and overdrafts, convenience and
extended credit card debt. Latest data point October
2015.

¥ German legislation does not regulate the fees for early
payback of fixed-rate mortgages within 10.5 years, while it
sets a zero limit for payback thereafter (§ 489.1(2) BGB).
the demanded fees for early payback before this period are
high compared to other EU Member States. For more
details on legal details of loan agreements please see:
German Civil Law Code, Article 489.
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Graph 2.3.7: Cost of borrowing for house purchase loans
for households in selected euro area
countries
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Graph 2.3.8: Monetary financial institutions balance
sheets growth rates in Germany (% change)
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Rising house prices have less scope to support
private consumption in Germany given the
relatively low home ownership rate and certain
inefficiencies in the mortgage market. In theory,
for property owners, higher house prices should
support consumption through positive wealth

effects and by increasing the value of the collateral
and, thus, the ability of the consumer to borrow.
However, as Germany has the lowest rate of home
ownership in the euro area (Table 2.3.1), the
wealth effects are relatively limited. In other
words, the ability to borrow against rising house
prices in Germany is very constrained. This is
amplified by the fact that mortgage equity
withdrawals® are not used to a strong extent such
as in the UK or US where it contributes to strong
housing wealth effects on consumption.”
Although the data have to be interpreted with
caution, it is evident that while mortgage equity
withdrawals are negative in the selected euro area
countries Germany is consistently the lowest
among these economies (Graph 2.3.9). A possible
explanation for this observation could be that in
recent years private households have progressively
used their own current resources for financing
house purchases or home improvements. Although
cross-country differences may remain (i.e. cost
considerations, supply conditions), certain loan
products (for example, in France and Malta) allow
consumers to withdraw equity from their houses
via home equity loans or lines of credit and hence
"cash-out" refinancing.?

# Mortgage equity withdrawals refer to the practice of
households to take on debt that is secured on the housing
stock but not invested in it, using it instead to finance
consumption spending, and the acquisition of other assets
or the repayment of unsecured debt. This is possible
whenever the value of the property exceeds the outstanding
amount of loans drawn against it, while the existence of
collateral (the house) would normally lead to terms that are
more favourable than unsecured debt.

% European Central Bank (2009), ‘Housing finance in the euro
area’, p. 77.

2 Home equity loans include mortgage equity withdrawal loans
and have very limited diffusion in the euro area. European
Central Bank (2009), ‘Housing finance in the euro area’, p.
73.
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Table 2.3.1:  Features of the German property market in an international comparison
Ow ner occupation rate Outstanding residential loans to disposable Loan-to-value ratio Share of loans with

income of households ratio ¥ floating rate in 2007 ®
in 2002 in 2013

Germany 52.6 78.3 65.5 79.0 15.0

France 64.3 33.8 64.6 n.a 15.0

Italy 73.0 16.4 335 67.3 47.0

Austria 57.3 26.2 44.9 n.a. 61.0

Ireland 69.6 76.0 110.2 n.a. 67.0

Spain 7.7 54.8 90.4 57.0 91.0

Netherlands 67.4 148.7 2175 70.0 18.0

UK 64.6 90.0 119.2 75.0 n.a

USA 66.1 75.7 82.1 na 47.0

Source: a) European Mortgage Federation (2013, 2014), b) German Council of Economic Experts (2013) in Molzahn, A. (2016
forthcoming), ‘The German housing market — being well on the way?’', European Commission, European Economy,

Economic Briefs.

Graph 2.3.9: Mortgage Equity Withdrawals in selected
euro area countries
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Consumer credit in Germany has shown some
signs of strengthening in recent years. Following
some volatility during the crisis, as of 2014 loans
for consumption accelerated as part of a stabilising
economic recovery in the euro area.® In 2014, the
average amount that people borrowed for
consumption also rose. For the first time, the
number of new instalment loans worth over 10 000

2 Schufa Holding AG (2015), ‘SCHUFA Kredit-Kompass 2015
— Empirische Untersuchung der privaten Kreditaufnahme
in Deutschland’.

euros was higher than those worth less than 1 000
euros. Moreover, requests by banks to Schufa
(Schutzgemeinschaft fir Absatzfinanzierung) for
credit assessments of borrowers increased by 7 %
compared with 2013. This points to a stronger
interest of consumers in comparing credit
conditions offered by different institutions.

Nonetheless, consumer credit remains relatively
insignificant in Germany from a
macroeconomic perspective. In addition, the
penetration of consumer credit has also fallen since
2009, with a ratio of outstanding credit to
consumption dropping from 17 % to 14 % in 2014,
due in particular to more overdraft facilities being
offered by German banks.?* Consumer credit and
other lending make up only */s of total household
credit. Other lending (e.g. credit for education or
for setting up a business by self-employed people)
is around three times higher than consumer loans.
By comparison, lending for house purchases (in
terms of outstanding loans) is around “/5 of total
household credit.

Adjustment to the low interest rates in
households’ financial assets

Although real returns for households on
financial portfolios remain positive, households'
investment income has fallen due to a
preference for liquidity. German households hold
a significant fraction of their assets in the form of

2 Credit Agricole (2015), ‘Overview of the European consumer
credit market in 2014: Outstandings stabilise after five
years of contraction’, Press Release: Crédit Agricole
Consumer Finance.
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currency and deposits and other fixed-income
assets (Graph 2.3.10). As a result of their clear
investment tendency, they have earned very low
nominal returns on a significant part of their
portfolios in recent years. A more balanced
portfolio allocation ex ante could have helped to
safeguard real returns.

Graph 2.3.10: Households’ balance sheet by instrument in
Germany (% of total net financial assets)
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Recent research shows that the real return for
German households on a typical private
portfolio was on average just over 1.5 % per
annum between 2008 and the beginning of
2015.% This return was lower than the pre-crisis
average, but higher than in several other periods
since the early 1990s. Since 2012, the average real
return of a standard portfolio was around 2 %, in
spite of currency and deposits having yielded
negative real returns since the post-crisis years.
Despite a lower proportion of equity in the average
portfolio, they have contributed roughly half of
total real returns since 2012. Insurance products
have contributed slightly less in spite of their large
and growing weight in the portfolio.

German households show no signs of
diversifying their portfolios towards financial
instruments that yield higher returns. In times
of economic uncertainty, German investors favour
the traditional virtues of caution over (riskier)

% Deutsche Bundesbank (2015), ‘Monthly Report October’, pp.
13-32.

short-term profits.® In fact, since 2007 German
households have decreased their holdings of
equities, despite rising share prices and the low
returns on interest-bearing assets. The share of
cash and deposits held by private households
increased during the period 2007 to 2014 from
35.5 % to 39.3 %. The share of insurance, pension
and scheme guarantees went up from 32.6 % to
over 36.8%. At the same time, the share of
securities (including unlisted and listed shares,
debt securities, other equity, other, investment
fund shares) decreased from 31.9% to 23.9%
despite positive valuation effects (although equity
investment increased somewhat in 2015).

By hardly adjusting their portfolio allocation in
response to the low nominal and real interest
rates, households tend to forego higher expected
returns. Simulation results from a scenario
analysis suggest that German households forego
annually around 0.2 % of household net wealth
(defined as net financial wealth and housing
wealth of households) if the low interest rate phase
lasts five years and the average interest rate gap is
2%.%" The findings point out that the average
annual return on a broadly diversified share
portfolio could be significantly higher than the one
resulting from investments in safe short-term
bonds. This  suggests households could
counterbalance low interest rates by a more
diversified portfolio allocation.

The lack of diversification stems from several
factors including macroeconomic uncertainty
and risk aversion. Next to traditional factors
leading to under-diversified portfolios (such as
high transaction and search cost, preferential tax
treatment of certain assets, lack of information
about investment opportunities as well as
investors’ lack of financial sophistication), risk
aversion seems to have a significant effect on the
propensity of German households to hold an
incomplete asset portfolio.”® This seems to hold

% German  Savings  Banks

‘Vermdgensbarometer 2015°.

Z Brihl, V. and Walz, W. (2015), ‘Das anhaltende
Niedrigzinsumfeld in Deutschland’, CFS Working Paper
Series, no. 506. The analysis shows the cumulative effect
of low interest rates on the asset accumulation of private
households. The interest gap is defined as the gap between
interest rate gap between the low interest rate level and an
alternative “normalised” interest rate level.

% Barasinska, N., Schaefer, D. and Stephan, A. (2012),
‘Individual risk attitudes and the composition of financial
portfolios: Evidence from German household portfolios’,

Association  (2015),
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independently of the level of wealth of a
household. Households are also less likely to add
risky assets to their portfolio if safety needs have
not been met. Deutsche Bundesbank research
highlights that the significant increase in time
deposits has been driven not only by the household
sector’s liquidity preference. It was also influenced
by its pronounced and persistent aversion to risk in
the face of an uncertain macroeconomic
environment.?

Other factors might further explain the
behaviour of German households, including
negative experiences associated with past
investment decisions. Evidence for Germany
suggests that people with negative experiences of
capital market products remain sceptical and will
tend to invest less in such financial instruments in
the future. ® These results are more pronounced in
households with lower financial literacy. This
observation is underpinned by the fact that —
following the financial crisis — private households
distanced themselves from decisions involving
risk. They significantly reduced their ‘direct’
capital market exposure in favour of an ‘indirect’
exposure (by intermediation of a financial
expert).*

The Quarterly Review of Economics and Finance 52, pp. 1-
14

 Deutsche Bundesbank (2015), ‘Monthly Report October’, pp.
13-32.

% Bucher- Koenen, T. and Ziegelmeyer, M. (2013), ‘Once
Burned, Twice Shy? Financial Literacy and Wealth Losses
During the Financial Crisis’, Review of Finance 18, pp.
2215-2246. See also Thaler, R. (1994), ‘Psychology and
Savings Policies‘, American Economic Review 84, pp.
186-192. Malmendier, U. and Nagel, S. (2011),
‘Depression Babies: Do Macroeconomic Experiences
Affect Risk Taking?’, The Quarterly Journal of Economics
126, pp. 373-416.

% Deutsche Bundesbank (2015), ‘Monthly Report October’, pp.
13-32.
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2.4. FINANCIAL STABILITY OF LIFE INSURERS

German life insurers and pension funds manage
close to a third of household assets but provide
relatively little direct financing to the private
sector. 31% of German households' gross financial
asset acquisition goes towards life insurers and
pension funds, a share that is comparable to the
euro area. The sector thus plays an important role
in managing excess household savings (see section
2.3). However, life insurers' concentrate their
portfolio on safe and liquid assets, and as German
insurers present a relatively high exposure to
banks, the sector plays an only indirect role in
supporting public and private investment. This is
of particular relevance in Germany given its
investment needs (see Box 1.1). The remainder of
this section focuses primarily on the financial
stability issues in relation to the life insurer's
sector.

Sector stability in view of low interest rates

The decrease in interest rates (and more
particularly the so-called "'risk-free rate') has
affected many life insurers in the EU, especially
in Germany, that were exposed to interest rate
risk. A life insurer has typically liabilities with a
long duration. If these liabilities are not fully
hedged with assets of a similar duration, the
insurer is exposed to interest rate risk. According
to the European Insurance and Occupational
Pensions Authority (EIOPA), German life and
health insurers in the scope of the 2014 Stress Test
presented in December 2013 assets' duration of
around 10 years and liabilities' duration of around
20 years, which resulted in a duration gap of 10
years, one among the highest in the EU*. Such a
large duration gap coupled with the significant
decline of interest rates has negatively affected
German insurers’ Solvency Il regulatory capital
ratios. However, these duration values present
some limitations, such as the correlation between
with-profit guarantees and interest rates and the
difficulty to define duration for certain classes of

%2 EIOPA insurance stress test report 2014, p103.

assets like shares: they must be interpreted with
caution and cannot be considered as a direct proxy
of interest rate risk®.

The regulatory shift from Solvency 1 to
Solvency Il leads to an earlier recognition of
market changes on the insurers’ solvency
position. Under the old EU insurance directives
Solvency |, the decrease in the interest rate would
not immediately translate into lower regulatory
capital ratios. In contrast, under the new forward-
looking and risk-sensitive Solvency Il regime,
which is scheduled to enter into force as from
January 2016, the effect is recognized much
earlier, as soon as the interest rate curve moves,
because assets and liabilities cash-flows are
discounted with the risk-free interest rate curve.
The longer the duration of an asset, the more
sensitive it is to variations in the interest rate. As a
consequence, when interest rates decrease,
liabilities with long duration will increase much
more than assets with shorter duration, which will
automatically result in lower own funds. Lower
own funds under the Solvency Il regime do not
necessarily imply immediate viability issues, but if
they fall below certain regulatory thresholds, the
insurer will need to take some actions to improve
its Solvency Il ratios. Currently, in Germany, the
average guaranteed interest rate on life insurance
contracts amounts to about 3.0%* and is
decreasing only slowly, as the legacy portfolio
expires and is progressively replaced by contracts
with lower guaranteed interest rate. In contrast, the

® Durations cannot always be interpreted as sensitivities of
market values against changes in interest rates because they
do not take into account the variability of future cash flows.
Indeed, an interest rate change does not only affect the
discounting of future cash flows but their amounts
themselves, especially for future profit participations that
play an important role in the German life insurance sector.
On the asset side there are also some instruments where
durations cannot be interpreted as sensitivities, or can
hardly be defined at all (e.g. equity). A potentially more
meaningful duration concept would be based on
sensitivities of assets and liabilities (to interest rate change)
but cannot be reliably derived from public statistics.

% Fitch (2015), 2016 Outlook: German Life Insurance, p. 2.
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Table 2.4.1:  BdaFin's surveys of German insurers' regulatory capital position

Regulatory capital gap according to BaFin

Without transitional measures

With transitional measures

Reference date: December 2013

25% of companies (10% market share)

A handful of companies (less than 1% market

Reference date: December 2014

Almost 50% of companies

share)

Source: BaFin

average investment return of the asset portfolio
decreases faster, since German life insurers' assets
typically have a shorter duration than their
liabilities.

Solvency Il includes a number of measures to
ensure a smooth transition from Solvency I,
which will largely mitigate the impact of
regulatory changes on German insurers’
solvency ratios. New valuation rules are being
gradually introduced over a period of 16 years and
will typically result in a decrease in the value of
insurers' liabilities and an increase in their own
funds. These transitional measures are designed to
allow for sufficient time to adapt to the new
Solvency 11 rules. Under the assumption that the
low interest rate environment persists, German life
insurers would exhibit a regulatory capital gap of
EUR 12bn that will need to be continuously filled
by raising capital or, more likely, by reducing the
risk exposure over the next 16 years. While their
absence would translate into almost half of
German life insurers not meeting their Solvency Il
capital requirement® and a capital gap of EUR 12
billion, their introduction allows most of life
insurers to be Solvency Il compliant®® (see Table
2.4.1). The sensitivity of German insurers towards
tightening interest rates can be seen in the increase
of the number of insurers with a regulatory capital
gap (without transitional measures) between 2013
and 2014. Insurers with an insufficient SCR-

% At EU level, about 19.2% of (life and non-life) insurers
covered by EIOPA stress test fell short of Solvency Il
requirement at year end 2013, according to EIOPA
insurance stress test report 2014.

% BaFin (2015), "New BaFin survey confirms: German life
insurers prepared for Solvency 11", press release on 29 July
2015.

coverage without transitional measures will have
to present plans to BaFin about how they intend to
achieve a sufficient SCR-coverage at the end of the
transitional period, and will have to report at least
yearly on the progress of these plans.

The German life insurance market is not at risk
as a whole. In 2014, life insurance premiums still
grew by 3.1% to EUR 93.7 billion, and rating
agencies consider that rated German life
companies are able to meet policyholders’
guarantees. There is a risk that a failure or any
stigmatization of vulnerable insurers would have
reputational  consequences for the sector.
Nevertheless, the ability for such a failure to
impact the market more broadly would be low
given the nature of insurance liabilities, the ability
to manage these liabilities in a run-off mode and
the tools available to the German authorities.
According to BaFin, vulnerable insurers do no
display common features: they present very
different market shares, different business models
and different ownership structures. All of them
meet the Solvency | capital rules, but the picture
under Solvency Il is quite different.

Large German insurers are generally rated
above BBB by rating agencies or the market,
which indicates some level of trust by the
analysts and the investors. Some companies
present relatively low Solvency I ratios, which are
often related to the management of capital within
insurance groups and do not necessarily indicate
fragilities. In many cases, the absence of disclosure
of the Solvency | ratio in the annual reports does
not allow to draw any meaningful conclusion.
However, the best metric to assess the insurers'
solvency is the Solvency Il ratio. These Solvency
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Il ratios should be published by 20 May 2017 at
the latest and will allow analysts and investors to
better evaluate insurers' solvency.

Potential insurance companies’ distress might
impact financial stability and the broader
economy  through various transmission
channels. According to the Bundesbank®, "it can
affect banks directly, as insurers are an important
source of funding for them. In mid-2015, German
insurers held 37% of their total investment in the
banking sector. This interconnectedness and the
risks resulting from it have diminished perceptibly
in the wake of the financial crisis. At the end of
2011, this share of the insurers’ investment
portfolio had still amounted to 47%. Studies bear
out that the systemic importance of insurers has
lessened since the crisis".

Importantly, German regulators have taken a
number of measures to address the interest rate
issue. In 2011, the authorities introduced the
Zinszusatzreserve, an  additional reserve
complementary to the wusual mathematical
provisions® for long-term products with high
guaranteed interest rates. At the end of 2015, the
Zinszusatzreserve was expected to reach a total of
EUR 32 billion (vs. EUR 21.3 billion in 2014). It
implicitly lowers the guaranteed interest rate from
3.10% to 2.82%.

As the interest rate environment has continued
to deteriorate, Germany passed in 2014 the
comprehensive Life Insurance Reform Act. This
Act aims at stabilising the life insurance sector in
Germany by stopping unwarranted outflows of
funds from life insurers’ assets, in order to ensure
that the funds are still available to meet
policyholders’ claims. Concretely, this act includes
a reduced obligation to share unrealized gains with
policyholders upon expiry of their contract, strict

% Bundesbank (2015), Financial Stability Review 2015, p. 42.

% Technical reserves/provisions consist of different kinds of
provisions. Mathematical provisions are one of them: they
are the provisions that insurers must constitute to meet the
guarantees of their life policies.
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restrictions on dividend payments, and a reduction
of the minimum guaranteed rate on new contracts.
The Act is expected to have significantly positive
effects on the sector’s solvency, according to
BaFin simulations. The investor's perspective may
however be different. While the rating agency
Fitch acknowledges that "the removal of the
requirement for exiting policyholders to participate
in the unrealised capital gains on bond portfolios
and the reduction in the maximum guaranteed
interest rate (from 1.75% to 1.25%) from 2015 is
positive for companies, other measures, including
the increase in policyholder participation in the
risk result, are negative and reduce managements’
flexibility".

The statutory German insurance guarantee
scheme Protektor was set up to take over the
portfolios of insolvent insurers if needed and to
ensure that promises to policyholders can be
fulfilled. Founded in 2004 on an already existing
private and voluntary initiative, the statutory
German insurance guarantee scheme is delegated
by law to a privately managed and owned
company, Protektor Lebensversicherungs-AG®.
Its purpose is to take over the portfolios of
insolvent life insurers and ensuring their
continuation by managing them or transferring
them, fully or partly, to another insurer. Protektor's
shareholders are the German life insurers
organised  within industry association, the
Gesamtverband der Deutschen
Versicherungswirtschaft (GDV). They put up the
initial share capital and, by bilateral agreement
with Protektor, provide guarantees for further
capital  contributions. The target capital
corresponds to 0.1% of the German life insurers'
net reserves (EUR 885 million in 2013), and
additional special contribution can be required for
another 0.1%. The target capital was reached in
2010. Under certain conditions, additional capital

% Fitch (2015), German Life Insurance Dashboard — Autumn
2015.

“0 Oxera (2007), Insurance guarantee schemes in the EU, Final
Report prepared for European Commission.



can be raised to reach a total capacity of 1% of the
net insurance technical reserves (i.e. EUR 8.6bn
end 2014). Under this system, the failure of a
single undertaking can be absorbed by the German
insurance market. The system is however not
equipped to deal with a long-term decline of the
overall solvability of the market in a prolonged
low interest rate environment. The statutory
scheme does not receive any contributions from
the state, and does not benefit from any guarantees
or explicit provisions by the state to meet their
obligations in case of funding shortfall. It is
allowed by law to borrow, but no credit facility has
been established. All German life insurers as well
as branches of life insurers based outside the EU
are required to participate in the scheme. Branches
of EU companies, however, are not allowed to
participate in the scheme. Pensionskassen similar
to life insurers are allowed to participate in the
scheme on a voluntary basis.

BaFin, the sector's supervisor, has a number of
tools and powers to ensure financial stability.
BaFin carries out its supervisory tasks with a three-
step approach. The basic step is the analysis of the
undertakings using their regular reporting. Multi-
year projections on a local GAAP basis are
included as well. This monitoring process allows
for early recognition of vulnerable insurers and an
efficient organisation of supervisory actions. If
need be, BaFin contacts insurers to define the
corrective measures that need to be implemented,
like a reduction of policyholders’ participation in
profits or the acquisition of hybrid capital. The
procedure climaxes in crisis management closely
monitored by BaFin. who can prohibit weak
players to offer the maximum guaranteed interest
rate for new contracts and can oblige them to
choose a lower level more in adequacy with their
prospects. In extreme circumstances, BaFin has the
power to reduce guaranteed interest rates on
existing contracts. However, the supervisor
considers more convenient to transfer the portfolio
to the insurance guarantee scheme without any
haircuts if possible. In the event of such a transfer,
changes to contractual terms are possible to
facilitate the process.
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All these tools and measures taken together, in
particular the insurance guarantee scheme,
make an "'insurance run' on any given German
life insurer rather unlikely. Massive surrenders
of insurance contract (the so-called "insurance
run®) are exceptional but not impossible and they
have been seen in the past in some countries, but
they are much less likely than bank runs for a
number of reasons. For instance, insurance
contracts are much less liquid than banks' deposits.
Surrendering an insurance contract usually takes
some time and paperwork. And it is also often
financially costly, through much higher tax rates
on the benefits and penalty fees contractually
imposed by the insurer. Also, while a positive
correlation between interest rates and surrender
rates makes sense from a theoretical point of view,
it is not necessarily verified in the reality. Over the
last 30 years Germany has experienced several
severe increases in interest rates without any
measurable effect on surrender rates. In any case,
BaFin's last prognostic survey showed that
German life insurers would be able to withstand a
scenario combining severe increases both in
interest rates and surrender rates. It confirms that
the main risk for the sector is by far the persistence
of the low interest rate environment.

German life insurers have also taken various
actions to address the challenges facing the
sector. According to BaFin, life insurers are
starting to move away from traditional life
insurance policies and offer products with
alternative guarantees (lower guarantees during the
lifetime of the contract and focus on the guarantee
at maturity) or unit-linked products that are
eligible for government subsidies. Theoretically,
some insurers could be tempted to increase their
investments in more risky assets in order to meet
the high guaranteed interest rates promised to
policyholders, although regulatory requirements do
not seem to allow for a substantial increase of risk
and the de-risking of the asset portfolio is one of
the measures employed to reduce the regulatory
capital gap. Fitch nonetheless explicitly flagged
this risk for at least two rated life insurance
undertakings. Still, BaFin considers that a
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significant increase in risk taking by the German
life insurance sector as a whole is not evident.

Legal framework and macroeconomic impact

The peculiarities of German life insurance
liabilities partly owe to fiscal incentives. Before
2004, substantial income tax deductions only
advantaged traditional life insurance contracts with
guaranteed returns and several other regulatory
features. In 2004, such benefits were restricted to
legacy contracts, for which they remain applicable
until contract expiration. In order to encourage
third pillar retirement savings, the Riester system
applies since 2002, which provides direct subsidies
to life insurance contributions as well as several
other narrowly defined savings products such as
deposits.* Later, the subsidy system was not only
widened to some forms of owner-occupied housing
(2008), but also to certified unit-linked products
with tight capital guarantees during contract
lifetime. In contrast, subsidies and tax allowances
are not available for pension plans with lower
guarantee elements that are common in some EU
Member States.”> Both pre- and post-2004, fiscal
incentives thus played a non-negligible role in
concentrating third-pillar savings on a particular
class of life insurance products, which is partly
responsible for the high average guaranteed return,
and affects portfolio allocation. High average
guaranteed returns exacerbate the duration
mismatch of assets and liabilitites, as average
effective yields have declined faster than average
guaranteed returns (see Graph 2.4.1).

“ European Commission (2015), Country Report Germany
2015, COM(2015) 85 final.

2 In particular, end-time capital guarantees that are below
100% of pay-ins are not eligible. In the same vein,
withdrawing savings for housing renovation lead to the
repayment of fiscal advantages, while markets for several
alternative tools to complement retirement savings, such as
reverse mortgages, barely exist.
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Graph 2.4.1: German life insurance average returns

% p.a.
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Source: Assekurata and ECB (for average government
bond spot yields). Note: Current interest yield' refers to the
'Uberschussbeteiligung' of a sample of 30 life insurers,
weighted average. 'Effective minimum guaranteed return
(with ZZR)' refers to the average guaranteed return after
taking info account Zinszusatzreserve requirements. Dotted
lines display the frend of the average guaranteed returns.
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Table 2.4.2: Asset allocation of life insurers and pension funds, 2014

EA DE NL FR UK us

Total financial assets, EUR trn* 8.7 23 1.8 23 3.9 175
of which life and composite insurance (%) 43 46 26 89 43 19

% of total assets:

Equity shares 11 9 10 11 19 35
of which financial sector 0 1 1 0 - 1
of which foreign listed 2 0 7 1 - -

Domestic financial sector debt (ex funds) 22 32 11 30 7 5
of which deposits 9 23 1 2 4 1

Domestic government debt 22 8 13 25 16 14

Other debt 13 12 15 15 24 22
of which domestic private sector 5 4 8 4 4 -
of which foreign bonds 8 4 7 9 13
of which unknown/unallocated 0 4 0 1 8 1

Investment funds 27 35 41 19 27 18
of which foreign 1 0 3 - - -

Miscellaneous 4 3 7 0 6 6

% direct exp. to domestic fin sector (incl funds) 49 68 53 49 35 24

% direct exposure to private and foreign 23 20 24 26 43 56

Source: National accounts data of ECB, OECD, Bundesbank, DNB, Banque de France, ONS, Federal Reserve Board.
Note: For euro area countries, 'domestic' refers to the euro area. Share of life insurance refers to 2013 data.

* Total financial assets refers to partly consolidated figures, namely total financial assets on a non-consolidated basis,
excluding insurance fechnical reserve assets. Domestic money market funds are included within the financial sector.

German life insurers’ assets are strongly
concentrated on safe debt, and provide little
direct funding to the private sector. Since
guaranteed returns are binding during the contract
lifetime, the sector has to ensure the guarantees by
allocating even more of its portfolio to investment-
grade debt assets than in comparable countries
without that feature, which leaves less room for
direct investment in corporate debt or equity.** The
sector thus remains invested in banking sector debt
(equally distributed between mortgage-backed
bank bonds and other bank debt), as well as mutual
funds. On aggregate, the German pension fund and
insurance sector thus provides considerably less
direct financing to the private and government
sectors than reference economies, which highlights
their relatively low yield potential (Table 2.4.2).
Consequently, the set-up of the insurance sector
channels household savings towards financing
banks (which are decreasing their loans to the

* See e.g. Harlow (1991), 'Asset Allocation in a Downside-
Risk Framework', Financial Analysts Journal, for a general
description.

private sector % of GDP), and bond funds,
whereas it contributes little direct financing the
corporate and government sectors, in comparison
to euro area peers (Table 2.4.2).* While little
funding of the private sector is a general feature of
most life insurers in the euro area, the German
sector stands out in relying most on indirect
funding via the financial sector.

The measures necessary to address the sector's
low interest challenge may exacerbate the
German savings-investment gap. The sector has
increased the duration of its assets from 8 years in
2011 to 10 years in 2014, mainly due to a portfolio
reallocation away from short term bank loans
towards more long-term bond investment funds.*

* Note that Table 2.4.2 refers to market values for the entire
pension fund and insurance sector on an internationally
comparabale basis, whereas the ratio of 37% mentioned
before refers to this figure refers to values for life insurers
only.

% GDV  (2015), Statistisches  Taschenbuch  der
Versicherungswirtschaft 2015, Table 44. Note that this
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Adressing past valuation changes has increased life
insurers' focus on safe and liquid assets in order to
ensure their liabilities are met. The required
increase in provisions to address low market yields
will further restrict the scope of life insurers to
invest in illiquid assets with higher returns, such as
loans and non-listed equity. In addition, the
Zinszusatzreserve  addresses  the  liability
vulnerabilities stemming from guaranteed returns,
but may have further implications for portfolio
allocation. Economically, the Zinszusatzreserve
can be considered a cost element and thus
effectively lowers the average guaranteed return
(Graph  2.4.1). This buffer thus ensures
sustainability partly through decreasing liabilities,
but also limits the remaining portfolio available for
higher-yielding, riskier assets such as equity, and
thus negatively affects policyholders' return
prospects. The importance of the buffer is set to
increase: Industry simulations* suggest that even
with market yields moderately increasing from
2016, Zinszusatzreserve requirements could reach
EUR 100 billion by 2019. The associated cost
could further impact on the attractiveness of life
insurance as a savings instrument, and thus the
customer inflow and surrender/cancellation rates.*’

The resulting decrease in effective guaranteed
returns may reduce the attractiveness of
traditional life insurance to the household
sector, despite fiscal advantages. So far, the
stagnation of Riester contracts since 2011 may
point to reduced attractiveness, but aggregate life
insurance contributions in 2014 rose to surpass
their 2010 record. Increasing pay-ins on high-
return legacy contracts remains attractive for
households, while the inflow of new Riester and

shift will help to insure against future interest rate
volatility, but not compensate for past duration effects.

% Assekurata (2015), Marktausblick Lebensversicherung
2015/2016.

“" Note that a 2015 landmark case eases the conditions for
customers revoking a considerable share of contracts
initiated 1994-2007 without cancellation fees (Federal
Court of Justice (BGH) judgement 07.05.2014 - IV ZR
76/11, following a 2013 European Court of Justice ruling).
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similar contracts remains considerably below long-
term average. In response, equalizing the fiscal
treatment of guaranteed vs unit-linked contracts
with end-date guarantees would allow for the
conversion of guaranteed-return contracts towards
unit-linked ones and thus could free up more sector
capital to earn higher returns from illiquid long-
term investment such as domestic equity or project
financing.



2.5. PUBLIC INVESTMENT AND FEDERAL FISCAL RELATIONS

Public investment has remained subdued in
nominal and real terms and significantly below
the euro area average. Based on the 2014 in-
depth review, which identified a public investment
backlog, especially at municipal level, the Council
recommended to Germany in 2014 and 2015 to
increase public investment in infrastructure,
education and research.”® While in current prices
public investment showed moderate growth of, on
average, 1.4 % of GDP in the period 2010-2015, in
real terms it has been falling in recent years (Graph
2.5.1). In 2015, public sector gross fixed capital
formation decreased by 0.7 % of GDP in nominal
terms and 