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Abstract 

Germany introduced a new fiscal rule, the ‘debt brake’, after the Global Financial Crisis and since 

then experienced a strong decline in its public debt to GDP ratio until the coronavirus pandemic 

struck. The past ten years and the reaction to the current crisis in Germany illustrate the in-

tended effects of fiscal rules very well. Debt ratios are reduced during normal economic times, 

such that fiscal policy can forcefully counteract a severe crisis. Escape clauses are therefore an 

essential part of the design of fiscal rules. Much of the success of fiscal rules depends on the 

public and political acceptance of the fiscal rules and thus high political costs of not complying 

with them. Furthermore, the design and framework of the rules among others by restricting 

cyclically adjusted figures and a strong legal anchoring are important. It will be important for 

Germany and other economies to repeat the reduction in the debt to GDP ratio in order to be 

prepared for the next unexpected crisis. This also means improving the design and framework 

of fiscal rules, e.g., by making the cyclical adjustment less uncertain and susceptible to revisions, 

improving the transparency of fiscal policy and rule compliance, as well as discussing as to how 

fiscal rules can contribute to improving the quality of public finances. However, an abolishment 

of fiscal rules would hamper the ability of fiscal policy to cope with the long-term challenges and 

to prepare for unexpected short-term challenges. 
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1. Introduction 

Germany’s debt to GDP ratio for the general government was at 59.6 % in 2019 before the coro-

navirus pandemic struck (Figure 1). To tackle the crisis, the government set up massive fiscal 

support and stimulus packages including large-scale credit and guarantee programs and pledged 

to make additional contributions at the European level. The debt ratio is forecast to increase to 

70.6 % of GDP at the end of 2021. The low initial debt ratio together with the well-established 

existing fiscal institutions in Germany ensured that, despite the size of the crisis measures, the 

government has not had to worry about insufficient demand for its government bonds or strong 

interest rate increases. Rather, there are worries that other countries, especially in the Euro-

Area, are more dependent on monetary policy and the availability of external public financing, 

e.g., through the European Stability Mechanism (ESM) or the Recovery and Resilience Facility, 

to keep interest rates on sovereign bonds low.  

Figure 1: Public debt in Germany 

 

Only ten years ago, after the global financial crisis in 2010, the debt to GDP ratio in Germany 

was at 82.3 %, the highest ratio since WWII (Figure 1). Since then, the debt to GDP ratio de-

creased on all levels of government until the coronavirus pandemic hit. In contrast to this de-

velopment in Germany, during the same time period between 2010 and 2019 debt ratios of 

the largest economies worldwide increased (Figure 2). Several factors contributed to the de-

cline in the debt ratio in Germany. The respective years were characterized by steady positive 
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economic growth rates, a booming labor market with an increasing employment ratio and de-

clining interest expenditures of the government. Furthermore, the old fiscal rule in the German 

constitution was replaced by the ‘debt brake’ at the beginning of this time period in 2009, a fis-

cal rule which constrains the structural balances of the Federal government and the states (the 

Länder). 

Figure 2: General government gross debt in largest economies worldwide 

 

In general, fiscal rules are introduced to counteract the deficit bias of governments and politi-

cians. The deficit bias is well documented in the literature and shown empirically (Alesina and 

Passalaqua, 2016). It causes public deficits to be higher than optimal. This is reflected for ex-

ample in debt ratios which increase during times of economic crisis, but are not reduced again 

in following years of economic upturn. Politico-economic theories contribute to explaining the 

long-term trends in public debt ratios worldwide, but also the heterogeneous increases across 

countries (Feld and Reuter, 2017). A stream of literature shows that fiscal rules actually work in 

confining the deficit bias, as they are associated with lower or limited fiscal deficits and debt 

ratios (Burret and Feld, 2014, 2018a, 2018b; Heinemann et al. 2018; Badinger and Reuter, 

2017), as well as lower interest rates on government bonds (Heinemann et al., 2014; Feld et 

al., 2017). 

Before Germany introduced the ‘debt brake’, it already had a constitutional fiscal rule con-

straining the budget balance since 1949. However, the public debt to GDP ratio of the general 

government increased from 17% in 1950 to 61% in 2008. This article provides a brief overview 

of the history of fiscal rules in Germany (Section II) and of the features of the ‘debt brake’, also 

compared to the previous rule (Section III). The debt brake is only in force for a few years, in 
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which a transition period followed the introduction, and it has not worked through a full busi-

ness cycle yet. Thus, it is too early for an econometric assessment of the effects of the ‘debt 

brake’. However, this article highlights some of the factors which, given the experience of the 

most recent years, might have contributed to a role of the ‘debt brake’ in reducing the debt to 

GDP ratio (Section IV).  

Although Germany seems to be in a strong fiscal position in 2021, maintaining it will be very 

challenging for its governments in the coming years. Especially the rapid demographic change 

in Germany will create a large burden on social security systems and public finances. Thus, the 

challenges for the ‘debt brake’ (Section V), which became visible during its first years, need to 

be taken seriously. Addressing those could contribute to the sustainability of Germany’s public 

finances and long-term prosperity. 

2. Brief History of Fiscal Rules in Germany 

Fiscal rules could already be found in the constitution of the German Empire from 1871 and 

the Weimar Republic from 1919. Both rules linked the amount of public debt issuance, among 

others, to the presence of extraordinary necessities. In 1949 a balanced budget rule was intro-

duced in the German constitution. Debt issuance was only allowed for exceptional needs and 

special purposes. The latter was implemented under customary law as profitable expenditures 

in a commercial sense, i.e., that they finance themselves through higher revenues of the gov-

ernment in the following years (Deutsche Bundesbank, 2007). Both exceptions for debt issu-

ance of this rule were interpreted broadly, such that an effective restraint was not achieved 

(GCEE, 2007).  

A Golden Rule replaced the balanced budget rule in the constitutional reform of 1969. The new 

rule took business cycle developments into account and was more specific in distinguishing be-

tween different types of expenditure, namely between investment and current expenditures. 

In regular times, net borrowing was allowed to the extent of gross public investment expendi-

tures. However, additional borrowing was allowed to ward off a disturbance of the macroeco-

nomic equilibrium. While there were other parts of the constitution, which suggested that bor-

rowing would have needed to be lower than investment in good times (Deutsche Bundesbank, 

2007), the rule had been applied primarily asymmetrically. Thus, higher borrowing was ob-

served in unfavorable economic conditions, but no corresponding consolidation in benign 

times. This contributed to the positive trend of the debt to GDP ratio from 1969 (Figure 1). 
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Several characteristics of the rule induced a wide scope for interpretation, uncertainty and le-

gal challenges, which impaired the effectiveness of the rule (GCEE, 2019). Especially, the inter-

pretation of a disturbance of macroeconomic equilibrium and the classification of expenditures 

as investment expenditures were often challenged and part of public debates. Only in 1989 a 

decision of the German Federal Constitutional Court demanded a more systematic explanation 

of how additional public debt would specifically counteract a macroeconomic imbalance and 

demanded a more precise definition of investment expenditures in budgetary terms. Never-

theless, the two parts of the rule were subject to public disputes also in the following years. 

Another problem of the Golden Rule was that it set the maximum debt issuance by using the 

investment expenditures in the planning, but not in the execution phase. Furthermore, debt 

issuance was not limited in magnitude other than by investment expenditures. Also special 

funds and off-budget activities were not included and no sanctions or correction mechanisms 

attached to the Golden Rule. 

The Golden Rule was replaced by the current ‘debt brake’ as part of Federalism Reform II in 

2009. The introduction was gradual, as there was a transition period between 2011 and 2016 

for the Federal Government and until 2020 for the Länder. The fiscal rules at the federal level 

have to be seen in context with the rules at the state and local levels on the one hand and Eu-

ropean fiscal rules on the other hand. The previous Golden Rule was also enshrined in the con-

stitution of the Länder, as is the ‘debt brake’ now. While the state debt brakes are similar to 

the one at the Federal level, the exact implementation in the state constitutions varies across 

the Länder. Elements that can differ across states are, e.g., the method for cyclical adjustment 

or the design of the adjustment account. 

The ‘debt brake’ does not apply to the local level. Municipalities are allowed to issue debt to 

finance investment and to obtain short-term liquidity. However, there is a structural balanced 

budget rule in the intergovernmental Fiscal Compact at European level which sets a limit to the 

structural balance of general government. With a national rule in place for the Federal and 

state governments, this creates a limit for aggregate municipal debt issuance. The rule in the 

Fiscal Compact is one of the more recent supplements to the set of fiscal rules at European 

level. The Stability and Growth Pact sets a debt and balanced budget rule for Germany already 

since 1997. The regulations were modified and additional rules were added in the Two-pack 

and Six-pack reforms in 2011 and 2013. 
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Although it is important for German fiscal policy in recent years, the notion of a nominally bal-

anced budget, the ’black zero’, in non-adjusted headline deficit terms is not codified in a for-

mal fiscal rule. It rather represents a self-imposed political commitment by the then governing 

parties. It is also mentioned for example in the coalitional agreement of the current German 

government and often confused with the constitutional debt brake in public debates. While 

the ‘black zero’ can be a political tool to reign in additional expenditures and reduce debt more 

strongly in good times, it lacks the counter-cyclical features of the ‘debt brake’ which takes 

economic conditions into account. 

3. The ‘Debt brake’ in Detail 

Article 115 of the German constitution prescribes that a structurally balanced budget should 

be maintained in consideration of the economic cycle. More precisely, it defines the latter and 

states that the structural deficit of the central government is not allowed to exceed 0.35 % of 

GDP. The debt brake also applies to the state level. However, for the ‘Länder’ the budget needs 

to be balanced in structural terms, to comply with the debt brake. The finances of the local 

level are not constrained by the ‘debt brake’, but the Fiscal Compact at the European level pre-

scribes a maximum for the structural deficit of 0.5 % of GDP for the general government. Given 

the limits set by the ‘debt brake’ for the other levels of government, this leaves 0.15 % of GDP 

for the aggregated local level. In contrast to previous rules, the ‘debt brake’ also applies to 

newly created special funds, as long as they are legally not independent. Furthermore, finan-

cial transactions are excluded such that, e.g., selling public assets does not contribute to com-

pliance with the rule. 

As the rule constrains the structural balance, it symmetrically takes the cyclical situation and 

temporary effects into account. The cyclical adjustment of the fiscal deficit is intended to en-

sure that automatic stabilizers can operate freely. It allows for larger deficits in economically 

bad times, when generally cyclical public revenues are lower and cyclical expenditures are 

higher, and lower deficits in good times. The methodology to calculate cyclically-adjusted fig-

ures is closely related to the method of the European Commission. The cyclical adjustment en-

sures that there is enough fiscal leeway in downturns of normal economic cycles and that accu-

mulated debt is reduced again in upswings.  

However, for special circumstances outside the control of the government like severe eco-

nomic crises or natural disasters, the ‘debt brake’ is equipped with an escape clause. There 

have been several events which would count as such special events in the recent history of 
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Germany: the reunification in 1990, the financial crisis in 2008/2009 and the coronavirus pan-

demic in 2020. The idea is that the ‘debt brake’ increases fiscal space during normal economic 

cycles such that fiscal policy can forcefully counteract a severe economic shock, which sharply 

increases the debt ratio within a very short period of time. The existence of circumstances 

which warrant the activation of the escape clause needs to be decided by the German parlia-

ment with an absolute majority of its members. Together with the decision to activate the es-

cape clause, the parliament also decides on the amount of additional debt issuance and a re-

payment plan. 

Deviations arising between planning and execution of the budget are collected in an adjust-

ment account. As soon as the cumulative deficit in the adjustment account reaches 1.5 percent 

of GDP, the deficit of the account has to be gradually reduced over time. This reduction has an 

annual cap and should only happen in cyclically benign times. However, the adjustment ac-

count does not work like a rainy-day fund. While a deficit needs to be reduced, a surplus can-

not be used in the budget. Surpluses only prolong the time until a deficit in the account needs 

to be reduced. 

4. Success Factors  

The ‘debt brake’ has been in force only for a few years, which is why a solid empirical assess-

ment of its effects is not feasible yet.2 Moreover, until the coronavirus pandemic, those years 

have been characterized by economically benign conditions and a transition period of the ‘debt 

brake’ in which different limits applied in the years after its introduction. There is a broad 

stream of literature showing that fiscal rules go hand-in-hand with lower public deficits and 

lower interest rates on government bonds across countries and time (Burret and Feld, 2014, 

2018a, 2018b; Heinemann et al., 2018; Badinger and Reuter, 2017). To identify causal effects, a 

correct construction of the counterfactual is key. When trying to evaluate the effects of the 

‘debt brake’ in Germany, it is thus not sufficient to analyze observed fiscal variables, but re-

quired to identify which other fiscal policies would have been implemented without the ‘debt 

brake’ in place. A fiscal rule forces policy-makers to choose between different policies, while 

without a rule more of them might have been implemented at the same time.  

  

2  Regarding the Swiss debt brake, which faces similar difficulties, there are studies using the synthetic control method to assess 

its effects. See Pfeil and Feld (2018) and Salvi et al. (2020). 
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Figure 3: General government expenditure, revenue and GDP in Germany 

 

The main drivers of the reduction in debt to GDP in Germany since the Global Financial Crisis 

(GFC) were steady positive growth rates, a steady increase in revenues due to higher employ-

ment rates and a limited increase in expenditures. The growth of expenditures was always 
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rate of GDP (Figure 3). 
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was not as large as to push revenue growth below expenditure growth.  
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nues, it is fair to assume that politicians would have had further ideas as to which expenditure 

or tax measures could be implemented. It is impossible to evaluate why those were not taken, 
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found in descriptions of coalition negotiations of consecutive governments or discussions on 

possible stimulus packages in response to a looming recession in 2019. However, identifying 

which measures would have been implemented without the ‘debt brake’, is a tricky task. It is 

even possible that some measures have not been raised in the public debate due to a limit on 

public finances being in place, which complicates collecting measures that would have been 

implemented without the ‘debt brake’. 

Against the background of the findings in the literature that fiscal rules have a significant effect 

on public finances, it is worth discussing which factors might have contributed to a limiting ef-

fect of the ‘debt brake’ since the GFC. 

4.1. Constitutional Legal Basis and Fiscal Framework 

The legal basis has been identified as an important design element of fiscal rules in various 

studies (Asatryan et al., 2017). Rules on a lower legal basis, for example only in coalition agree-

ments, are easier to abolish or change and thus represent less binding limits with smaller ef-

fects. Especially when ruling coalitions change, they might want to change the limits set by pre-

vious governments. A stronger legal basis, e.g., rules enshrined in statutory law or the constitu-

tion, is associated with larger statistical effects (Nerlich and Reuter, 2013). In Germany the 

‘debt brake’ was enshrined in constitutional law at the federal level subject to a two-thirds ma-

jority, then by votes of the Christian Democratic (conservative) parties (CDU and CSU) and the 

Social Democratic Party (SPD) in the Bundestag and by states governed by a variety of coali-

tions in the Bundesrat. The Länder also changed their constitutions, which, e.g., required the 

state of Hesse to hold a constitutional referendum on December 15, 2010, leading to a strong 

support of 70 percent of the electorate for the introduction of the debt brake. 

Fiscal rules are especially important during benign economic times. When public surpluses and 

revenues are cyclically higher, interest groups and policy-makers are tempted to argue for 

higher spending and thus a breach or abolishment of fiscal rules. With reference to important 

tax cuts or investment or social security needs, not a change in priorities but more debt issu-

ance is often demanded. Germany is a prime example for such tendencies. The country had 

economically benign years between the Global Financial Crisis and the beginning of the coro-

navirus pandemic with record-high public revenues and a declining debt ratio. Especially in the 

years right up to the pandemic, a large coalition of politicians and academics argued in favor of 

abolishing the ‘debt brake’ to allow for higher expenditures. The main argument was to in-

crease public investment expenditures, which were low in Germany during the past 20 years, 

without wanting to slow the above-mentioned increase of other expenditure items. However, 
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fiscal rules are especially put in place to prevent a circumvention of setting priorities especially 

in times with high public revenues. They are introduced to build fiscal buffers during good 

times, which is only possible if they are in place during good times. Having a fiscal rule en-

shrined in the constitution helps to prevent an easy abolishment by the ruling parties, espe-

cially in economically favorable times.  

4.2. Public Acceptance and Role in Political Debates 

Another factor which restrains the abolishment of fiscal rules is strong public support. In a rep-

resentative survey of the German population in 2014 two-thirds of 3,575 respondents had a 

positive view of the ‘debt brake’ and only 15 % a negative one (Berger et al., 2017). In a survey 

conducted in 2013 among 2,042 representatively chosen German citizens, 61% supported the 

debt brake and only 8% opposed it (Hayo and Neumeier, 2016). This is in line with the outcome 

of the constitutional referendum on the introduction of the debt brake in the state of Hesse 

mentioned above.3 The opinion seems to be similar not only in the general public, but also 

among economists and financial market experts. In a survey among 120 economists in Ger-

many in 2019, only 28 % responded that the debt brake should not be retained for the federal 

government and the Länder (Blum et al., 2019). Among 198 financial market experts in Ger-

many in 2019 only 12 % agreed with the statement that the debt brake should be abolished 

(Heinemann, 2019).  

Studies point out that transparency and public awareness of fiscal rules are crucial for their 

role in limiting public deficits. A high acceptance of fiscal rules by the public increases reputa-

tional and electoral costs of non-compliance for politicians. In contrast, formal sanctions are 

not as effective, as they lack credibility and are often not implemented or watered down by 

the governments (Eyraud et al., 2018). Empirically, sanctions associated with rules at the na-

tional level also do not seem to increase compliance with fiscal rules (Reuter, 2017). In Ger-

many, the direct sanctions following non-compliance with the ‘debt brake’ seem to be unclear 

to many politicians. A survey of 669 politicians in regional parliaments of the Länder shows 

that the uncertainty is high about the consequences of non-compliance (Blesse et al., 2016). 

Thus, this suggests that the stronger role in the enforcement of fiscal rules is associated with 

transparency and reputational or electoral costs of rule non-compliance. 

Important elements to achieve transparency are the strength of the media reports about com-

pliance with the rules as well as the importance of the fiscal rule for the general public and the 

  

3  This support is similar to that of the Swiss debt brake. In a constitutional referendum on December 2, 2011, 84.7 percent of 

the Swiss electorate voted for the introduction of the federal debt brake. See Feld and Kirchgässner (2008). 
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political process. If the public does not know about compliance or non-compliance and associ-

ated facts, the non-compliance costs, which should enforce compliance with the rules, are 

lower. The ‘debt brake’ plays an important role in the general media discussions of fiscal policy 

in Germany. Until 2017, the European Commission published the visibility of fiscal rules in the 

media in their respective countries in the EU fiscal rules database (European Commission, 

2017). The German ‘debt rule’ was categorized in the highest category, category 3 which was 

defined as “observance of the rule is closely monitored by the media; non-compliance is likely 

to trigger”. For comparison, the average category across all rules and countries for the variable 

was 1.9. 

The ‘debt brake’ also seems to be firmly established in the political process. In a survey of 669 

politicians in regional parliaments of the Länder, only 13.7 % gave a negative value to the an-

swer of the question “How desirable do you consider it for your state to comply with the provi-

sions of the ‘debt brake’?” (Blesse et al., 2016). A share of 45 % of the respondents answered 

with the highest possible positive value. The ‘debt brake’ (or Article 115 in the constitution) is 

also often cited in plenary protocols and print products of the German Bundestag (Figure 4). 

While a spike of mentions was expected around the introduction of the ‘debt brake’, the num-

bers remained at an elevated level until 2019. 

Figure 4: Citations in plenary protocols and print products of the German Bundestag 

 

The approval of the ‘debt brake’ in Germany seems to be embedded in more general public 

support for low public deficits. For many years, the ‘black zero’, i.e., a nominally balanced 

budget, played a key role in German politics. It is not a legal fiscal rule, but a self-imposed po-

litical commitment which can be found, e.g., in the coalition treaty of the CDU/CSU and SPD 

from 2017. 
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4.3. Taking the Cycle and Severe Crisis into Account  

Worldwide there is a large number of fiscal rules which constrain unadjusted public deficit or 

expenditure figures. According to the fiscal rules database of the IMF, such rules were in force 

in 50 countries worldwide in 2015. With this kind of rules, fiscal policy and especially automatic 

stabilizers can only stabilize the economy in downturns, if governments keep sufficient dis-

tance to the limit set by the rules in good economic times. Many of the fiscal rules are indeed 

introduced as upper limits which should only be reached in some years and not in all years. 

However, governments do not seem to interpret the limits in the intended way, but rather 

take them as targets (Reuter, 2015; Caselli and Wingender, 2018; Eyraud et al., 2018). Govern-

ments steer their fiscal policy towards those targets and due to the usage as target they com-

ply with the upper limits only in a fraction of years. Fiscal rules in that way still have an effect 

on fiscal policy, but the limits do not work as intended. 

As it seems politically very challenging to keep a distance from the upper limits set by the rules 

in good times, it becomes advantageous to introduce fiscal rules where the limits are adjusted 

with the economic cycle. Thereby the rules automatically create more fiscal space through a 

more restrictive limit in upturns and grants more fiscal leeway in downturns. The ‘debt brake’ 

is an example for those types of rules and constrains the structural balance, which takes cycli-

cal fluctuations and one-off measures into account. In the years since the financial crisis, the 

structural balance was always equal to or lower than the nominal budget balance, reflecting 

the economically benign times. For most of the time both the budget balance and the struc-

tural balance were both positive, which was higher than the ‘debt brake’ prescribed (structural 

balance of -0.35 %). 

The compliance with cyclically-adjusted measures – in this case the structural balance – is eas-

ier to judge than the provisions of the previous Golden Rule cum disturbance of the macroeco-

nomic equilibrium. The requirement to ward off a disturbance of the macroeconomic equilib-

rium was too vague and made judgments without clear rules or statistical basis necessary. Fur-

thermore, well-defined escape clauses are an important feature, which provides for a neces-

sary flexibility of fiscal rules. Fiscal space is created in normal times to be available in severe 

economic crises or with natural catastrophes. In those cases the fiscal rule should not constrain 

fiscal policy as usually, such that the government can use the built-up fiscal buffers to counter-

act the economic shock. However, as history with fiscal rules in Germany tells, those escape 

clauses need to be carefully defined. Otherwise they can be applied too often or not systemati-

cally in situations when they are most needed. The ‘debt brake’ has a specific definition related 
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to emergency situations outside the control of the government and the hurdle for its activation 

is quite high. It is not the Ministry of Finance or other parts of the government which activate 

the escape clause, but the parliament with an absolute majority of its members. Furthermore, 

the escape clause is not granted unconditionally, but the government has to present a precise 

plan as to how it will repay the additional debt issued. Both ensure that the escape clause is 

not activated lightly and that debt is reduced after the exceptional situation to create scope 

again for the next crisis. 

5. Challenges  

5.1. Measurement and Transparency 

The ‘debt brake’ is a so called ‘second-generation fiscal rule’ as described, e.g., by Eyraud et al. 

(2018). Those rules are much more flexible than the first generation and allow fiscal policy to 

react to cyclical fluctuations as well as severe crises. They allow for automatic stabilizers to op-

erate freely and have clearly defined escape clauses. As with most of the second-generation 

rules they are an improvement as compared to the first generation; however this improve-

ment comes at the expense of transparency and with higher complexity and measurement 

problems. 

Calculating the indicator which is constrained by the fiscal rule, i.e. the structural balance, re-

quires an estimate of the output gap as well as elasticities which are used to link the output 

gap and the budget balance. This calculation is associated with large errors. In the EU15, the 

mean absolute error for the output gap between 2005 and 2015 was larger than one percent-

age point of GDP for estimates within a specific year (in real time) and even above two per-

centage points in two-year ahead forecasts (Reuter, 2020). Moreover, errors do not only seem 

to be large but also to be biased, as the average error in real-time is also close to one percent-

age point of GDP. Across different country and time samples, studies found similar mean errors 

of the output gap (Eyraud and Wu, 2015; Kempkes, 2014; GCEE, 2019). The errors imply that 

given how the economy looked like ex post, e.g., a few years after a specific year, the output 

gap in real-time and even more so in forecasts showed a much worse cyclical position than it 

turned out to be. Translated to the structural balance it follows that the structural balance on 

average looked better in real-time as compared to how the cyclical position turned out to be 

ex post. Thus, fiscal rules constraining structural balances in hindsight on average were too lax 

during those time periods. The general conclusions which hold on average, also apply to Ger-

many and the ‘debt brake’. If the ex-post estimates of the output gap were used instead of the 
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real-time estimates during the initial years of the debt brake, i.e., from 2011 to 2016, then the 

allowed maximum debt issuance would have been lower (GCEE, 2019). 

Errors of this magnitude render it very difficult to use the structural balance in fiscal planning 

or decision making. Various approaches exist that try to reduce the errors of real-time esti-

mates (GCEE, 2019). For example, less revision-prone short-term (business cycle) indicators 

like surveys can be used to estimate the output gap (GCEE, 2017; GCEE, 2018; Ademmer et al., 

2019; Weiske, 2018). Another possibility would be to change the filtering methods used to 

identify cyclical fluctuations (Quast and Wolters, 2019), which are especially uncertain at the 

end of the sample period. Other ways might be to use model-based approaches or structural 

vector autoregressive models to complement or replace time series methods. Furthermore, 

the EU added a judgement component and tries to mitigate the implications of uncertainty 

(Buti et al., 2019). However, so far no comprehensive solution is available for this problem, es-

pecially as alternatives would need to cope with other difficulties. Implementing rules without 

cyclical adjustment would be a step backwards in terms of procyclicality and transparency of 

the inclusion of the cyclical position. Relying on expenditure rules, which do not directly rely on 

output gap estimates, opens up potentially large errors especially when estimating the effect 

of discretionary revenue measures. 

5.2. Quality of Public Finances 

If fiscal rules have an effect on public finances, they might also have an effect on their compo-

sition and quality. The latter can be discussed in relation to various aspects of fiscal policy, but 

the most prominent discussion centers around the share of public investment in public ex-

penditures (sometimes augmented by future related expenditures like education). In general, 

most fiscal rules – also the ‘debt brake’ – do not constrain the amount or share of investment 

expenditure. Both the amount and the share can be chosen by the government according to its 

priorities. The rules only set a limit to the amount that can be financed by debt issuance and 

not by current revenues. 

Nevertheless, fiscal rules might have an indirect influence on the amount of investment ex-

penditures. First, investment expenditures often are easier and quicker to cut and sometimes 

their reduction is politically less costly than, e.g., reducing the increase of public wages or so-

cial transfers. Thus, they would be reduced first if compliance with a fiscal rule needs to be 

achieved. However, this argument depends on political priorities of the voters. If they support 

higher investment and the transparency of fiscal policy is high, reducing investment becomes 

costlier for governments. 
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Second, investments often partially or mainly benefit future generations. If investment is not 

financed by debt, then the current generation needs to bear all costs but receives only parts of 

the benefits. Thus, if fiscal rules restrict debt financing, the amount of investment expenditures 

might be too low. This argument is only valid for net investment, as future generations only in-

herit additional assets such that depreciation of existing assets would need to be subtracted. 

Furthermore, it is often uncertain whether future generations would have made the same in-

vestment choices as the current generation. For example, the current generation might want 

to invest to support individual mobility like new roads and the further development of existing 

technologies, the future generation might want to restrict individual mobility to reduce carbon 

emissions and would want to invest in new breakthrough technologies. In addition, if debt is-

suance is not restricted, the current generation might choose higher debt levels to receive 

some of the short-term benefits and put less emphasis on the future side-effects. 

Figure 5: Distribution of general government expenditure in Germany 

 

In Germany total expenditures of the general government increased by 26 % from 2010 to 

2019. Investment expenditure (gross capital formation) increased by 44 % in the same time pe-

riod and their share in total expenditures increased from 4.9 % to 5.5 % (Figure 5). This is the 

highest share since 1995, i.e. after the years right after reunification in the early 1990s. It 

seems that the introduction of the ‘debt brake’ did not lead to decreasing investment expendi-

tures, but to the contrary the government prioritized investment expenditures relative to 
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other spending since the introduction of the ‘debt brake’. In those years, even higher invest-

ment expenditures were rather pulled back by barriers like a high level of capacity utilization in 

the construction industry and public administration or long planning and approval procedures. 

Nevertheless, the question can be raised how fiscal rules can contribute to improving the qual-

ity of public finances. The main challenge is measuring investment expenditures and narrowly 

identifying those which actually lead to benefits for future generations, e.g., through higher 

prosperity or higher revenues. The current statistical definition in the System of National Ac-

counts focuses on physical capital only. Ideally there would be a cost-benefit analysis associ-

ated with each project on which the subsequent decision depends, as also within defined cate-

gories not every project leads to the same effects. While it is already challenging to identify in-

vestment expenditures, it is even trickier to calculate consistent net investment figures which 

would be necessary if some kind of special treatment of investment expenditures was to be 

operationalized. 

If prioritization of expenditures can work and public opinion is the best tool to achieve compli-

ance with fiscal rules, then pressure by the public on governments might also be the best way 

to achieve higher quality of public finances. Increasing transparency on the benefits of specific 

expenditures, like for investment projects or education, compared to other expenditures could 

contribute to strengthening this channel. Furthermore, cost-benefit analysis and systematically 

comparing expenditure increases for different items with each other could be put more firmly 

and central into the political decision making process. Such analysis could be delegated, e.g., to 

strengthened independent fiscal councils which would have the task to inform and engage the 

public via various channels.  

5.3. Fixed Numerical Limit 

The ‘debt brake’ sets a fixed numerical limit for the structural balance of 0.35 % of GDP at the 

Federal level and 0 % at the level of the Länder. This can problematic in two situations: when 

the debt ratio is already at relatively low levels and after a severe crisis for which the escape 

clause was activated. 

With an average growth rate of nominal GDP of 3 % the limit set by the ‘debt brake’ of 0.35 % 

would in the long run lead to a debt to GDP ratio of 12 % (GCEE, 2019). This level of debt would 

arguably be too low for Germany and banning almost all public debt would economically not 

be reasonable. However, the speed of convergence to the long run point can be quite slow, 

such that this situation might not materialize. Starting at an initial debt ratio of 60 % it would 
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take 20 years to get below 40 % and 35 years to get below 30 %. If the debt ratio nevertheless 

reaches very low levels, it might be beneficial to have a laxer limit as long as the debt ratio re-

mains low. The Fiscal Compact at the European level has such a state dependent limit, which 

increases from 0.5 % to 1 % of GDP if the debt ratio is substantially below 60 % and there are 

no risks to the sustainability of public finances. 

If only one fixed target is chosen for a fiscal rule, there is a tradeoff between the long-term 

convergence point and the speed of convergence. Within a very short time period, the debt 

ratio can jump upwards by a lot due to a severe crisis for which the escape clause is activated. 

Thus, looking only at the long run value might be misleading, as those crises happen relatively 

often compared to the long run convergence. The low convergence points might never be 

reached as the ratio jumps upwards every decade or so. Then the focus when setting the nu-

merical limit is not on the long run convergence anymore, but on the speed of reduction of 

debt ratios after those jumps and before the next one.  

Public finances are often still stressed in the years following immediately after a crisis and the 

activation of an escape clause. Thus, going back to the fixed limit right after a crisis can be chal-

lenging. To smoothen this transition back to the fixed limit, the government has the possibility 

to create a kind of rainy day fund in the years before the escape clause is activated. The Ger-

man government has already used reserves and kind of rainy day funds until recently and cre-

ates new reserves in the coronavirus crisis.  

6. Conclusions 

Germany introduced a new fiscal rule, the ‘debt brake’, after the Global Financial Crisis and 

since then experienced a strong decline in its public debt to GDP ratio until the coronavirus 

pandemic struck. It was not a period of major expenditure cuts or discretionary tax increases, 

but of steady positive GDP growth rates, an unusual increase in employment and decreasing 

interest expenditures. However, in this environment expenditure increases and revenue de-

creases remained limited, such that the government kept growth of expenditures below the 

growth of revenues. The ‘debt brake’ most probably played a role in ensuring that. 

The past ten years and the current crisis illustrate the intended effects of fiscal rules very well. 

Debt ratios are reduced during normal economic times, such that fiscal policy can forcefully 

counteract a severe crisis. Activating the escape clause of fiscal rules in those circumstances is 

not equal to abolishing the rules or even a sign that the rules do not work. Rather, the escape 

clauses are an essential part of the design of fiscal rules. It will be important for Germany and 
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other economies to repeat the reduction in the debt to GDP ratio in order to be prepared for 

the next crisis. Much of the success of fiscal rules depends on the public and political ac-

ceptance of the fiscal rules and thus high political costs of not complying with them. Further-

more, the design and framework of the rules among others by restricting cyclically adjusted 

figures and a strong legal anchoring are important. 

The challenges for fiscal policy especially in Germany are becoming more important due to 

rapid demographic change, globalization and the transformation of the energy system. In such 

an environment, it is important to create the necessary fiscal buffers to react to sudden and 

unexpected crises, as exemplified by the coronavirus pandemic. This also means improving the 

design and framework of fiscal rules, e.g., by making the cyclical adjustment less uncertain and 

susceptible to revisions, improving the transparency of fiscal policy and rule compliance, as 

well as discussing as to how fiscal rules can contribute to improving the quality of public fi-

nances. However, an abolishment of fiscal rules would hamper the ability of fiscal policy to 

cope with the long-term challenges and prepare for unexpected short-term challenges. 
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