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ACATIS

Report on the economic situation

Investment weakness and reforms

Lars P. Feld

In the midst of the discussions surrounding the federal government's
reforms and the cabinet decision on the federal budget, few paid at-
tention to a new study released by McKinsey, which noted the weak
investment situation in Germany. This has been an issue for a long
time, and still the debate about reforms is primarily concerned with
wealth distribution.

First, the findings:According to the study, net investments in Germa-
ny have dropped to only 0.2%, i.e. they have almost come to a stand-
still. Net investments contribute to increasing the capital stock and
thus economic capacities (the production potential). According to
this estimate, the production factor capital no longer contributes to
medium-term economic growth. Frequently, this goes hand in hand
with reduced investment activities. Moreover, demographic trends
mean that the production factor labor is more likely to be a negative
contributor to potential growth. Based on these findings, the Ger-
man economy is heading towards an extended period of stagnation.

The reasons for this dearth of investment and innovation are varied,
but they do share one important aspect - the costs faced by com-
panies in Germany are too high. Interestingly, this is also shown by
the study, although it does not confirm the assertion put forward
by the McKinsey representatives, namely that the Schuldenbremse
(debt brake) is the reason. First, the debt brake was shown to have
no effect on government investment activity, and public investments
only account for 10 percent of the entire investment volume.

The main cost factor that limits private investments is labor costs.
In addition, energy costs and regulatory intensity probably also play
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a significant role. Unit labor costs have risen massively since 2011,
more than in France or Italy. A comparison of wage costs shows that
Germany‘s costs are much higher than in the US or even China -
and they are not compensated with higher productivity. Productivity
growth has also stalled.

Labor costs include not just nominal (or real) wages that
must be paid to employees, but also additional labor costs
resulting from social insurance contributions, as well as
fixed employee costs due to labor market regulations.
Increasing labor market regulation since 2013 has made
the situation much more difficult. Contribution rates for
statutory health insurance (GKV) and long-term care insu-
rance (SPV) have increased.Also, companies have to expect
further increases in the future.

And then there are the reforms envisioned by the federal govern-
ment.The reform of the health care system aims to stabilize the con-
tribution rates during the current legislative period. The situation is
similar with regard to reforming the SPV.Therefore it is unlikely that
contributions rates will be reduced. At the same time, the contribu-
tion burden for companies will probably increase as a result of these
reforms, since the contribution assessment threshold is supposed
to be significantly increased and mini-jobs would also be subject to
contributions. The reform package for statutory pension insurance
(GRV) also includes an increase in the assessment threshold and
contributions for mini-jobs. There is also the two-point increase in
the contribution rate due to the newly introduced capital pension.
Since federal contributions will be reduced, it can be expected that
contributions to GRV will increase to 20 percent over the next two
years. Overall, the contribution rates for GRV will rise to 22 percent.

Every measure under the reforms can be justified with various rea-
sons. At the same time, the end result is billions in extra costs for
companies. Because of the intended income tax reform, the costs for
partnerships, individual companies and the self-employed will conti-
nue to increase, because the highest tax rate (,,wealthy tax rate®)
increases from 45 to 47 percent. For mini-jobs, the flat tax increases
from 3 to 5 percent. Hence this instrument of the labor market is
de facto dead.

All in all, labor costs continue to increase, as does the burden faced
by companies. The small steps taken by policy-makers to deregulate
the labor market seem very meager by comparison. ,,Sachgrundlose
Befristung” (fixed-term employment contracts where the employer
does not have to give objective reasons for the fixed term) will be
expanded somewhat, while the restrictive protection against ter-
mination will only be eased for employees with an annual income
exceeding |.75 times the GRV's contribution assessment threshold.

All in all, this is not enough to provide companies with a better la-
bor market environment for their investments. It remains unknown

how the federal government intends to increase economic growth
in this way.
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