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Preface

“Staying on Course!”

The title of this year’s Annual Economic Reportis an
appeal to all those who bear responsibility in eco-
nomic policy in Germany. That is the companies, who
must stay competitive and become more competitive
in the interests of growth and employment. Itis the
men and women of our society, who are actively
helping to shape structural change. Itis the employ-
ers and trade unions in the wage rounds, whom I call
upon to continue the responsible wage policy of past
years. And not least we as the Federal Government
must continue with determination on the course that
has been successful so far.

This course is set to achieve falling unemploy-
ment and rising employment, bigger market chances
for companies, better incomes prospects for individu-
als and sounder public finance. Iinvite you all to con-
tinue to support the reform strategy of the Federal
Government.

Above all we must work together to ensure that
the employment chances can continue to be used
with determination. For this we need a flexible
labour market that allows the use of instruments like
part-time work, opening clauses in wage agreements,
short-term employment contracts, part-time work,
mini-jobs and time accounts. We need low subsidiary
wage costs, and it is our aim to keep these perma-
nently below 40 percent. We also need a slender state
that gives room for enterprise and commitment and
innovative companies. We, the Federal Government,
will continue to use our financial scope - on the one
side to consolidate and on the other to give stimulus
for growth and employment.

L penn

Michael Glos

Federal Minister of Economics and Technology
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6 I

The Federal Government’s
Annual Economic Report 2008

The Federal Government herewith presents to the
German Parliament and the Upper House (Bundesrat)
the Annual Economic Report 2008, in accordance
with § 2 of the Act to Promote the Stability and
Growth of the Economy.

As last year the account of the economic and fis-
cal policy pursued by the Federal Government (PartI)
and the comments by the Federal Government on the
Annual Report 2007/2008 by the German Council of
Economic Experts, which are integrated in this sec-
tion, have been focussed on major economic policy
issues. A detailed “balance sheet” of the measures by
the Federal Government since the start of the current
legislative period and the measures planned for 2008
and beyond are given in tabular form in the Annex.
In accordance with the Stability and Growth Act the
Federal Government’s projection for the macroeco-
nomic development during the current year is given
in PartII.

The Federal Government thanks the Council of
Economic Experts for their detailed and comprehen-
sive analysis of the economic development in the past
year, the prospects for 2008 and their expert analysis
of the basic lines of economic policy. With the
Annual Economic Report the Federal Government
presents macroeconomic orientation data for 2008 in
accordance with § 3 of the Stability and Growth Act.

In the preparation of the Annual Economic
Report the growth and employment policy strategy
of the Federal Government was discussed with the
Governments of the federal states and the Munici-
palities in the Economic Council for the Public Sector.
It was also discussed with representatives of the trade
unions and the Joint Committee of the German
Manufacturing Industry.



I Summary

Annual Economic Report 2008:
Staying on Course! Summary

Germany is set on a good course, with an upswing
that is benefiting everyone, record employment and a
balanced public budget. The reforms of the last few
years are now paying off and the German economy is
continuing to grow. The Federal Government is
assuming economic growth this year of 1.7 percent.
The number in employment will also continue to
grow (by 280,000 on average for the year) and unem-
ployment will continue to fall (by 330,000 on average
for the year). Germany must stay on this course. More
reforms will also bring more benefits to everyone.

The Federal Government’s reform balance sheet
is something to be proud of. The upswing is benefit-
ing the people - in the form of better earnings pros-
pects and more jobs. A historic peak was reached in
autumn 2007 with more than 40 million in jobs.
Moreover, the growth in employment is more dynam-
ic than in earlier upswing phases. Employment on
which social insurance is paid alone increased last
year by an estimated 570,000 persons on average for
the year. The number unemployed fell from a year’s
average of 4.9 million in 2005 to less than 3.8 million
last year (and so by nearly one quarter). Unlike past
phases the economic dynamic is now increasingly
also benefiting the people who face particular prob-
lems on the labour market - older workers, the long-
term unemployed and the low-skilled.

The consolidation of the budget is making good
progress. In 2007 the public budget as a whole was in
balance - for the first time since 1989. We aim to
achieve a balanced federal budget in 2011 at the lat-
est. We must continue to use the scope, firstly to con-
solidate, and secondly to stimulate growth and
employment.

“Not to Squander the Achievement”. That is the
title given to their Annual Report 2007/2008 by the
Council of Economic Experts for the Assessment of
the Macroeconomic Development. It contains two
messages: firstly, confirmation that the policy of
recent years has been successful, and secondly con-
cern that these successes could be jeopardised. The
Federal Government takes this concern seriously. The
economic risks for the current year have grown. The
international dynamic will slacken this year - not
least as a result of the turbulence on the financial
markets in the United States and their worldwide

effects. The stimulus from foreign trade is lessening.
The high oil price and the weakness of the US dollar
against the euro will put further strain on the German
economy.

Itis all the more important to remain on course
in economic policy. Particularly against the back-
ground of greater uncertainty the flexibility and abil-
ity to react of markets and market participants need
to be further improved with structural reforms. The
Federal Government will therefore consistently main-
tain its strategy to improve the economic framework
conditions, under the leitmotif “Invest-Restructure-
Reform”, which was decided in Genshagen at the
start of 2006 and brought up to date in Meseberg last
year. The aim is to increase further the potential for
growth and resistance in the German economy,
enable individuals to share even more in the upswing
and ensure sustained public budgets and social in-
surance systems.

Reducing unemployment even further is still one
of the most urgent tasks. The Federal Government
will therefore ensure that employment opportunities
can be utilised with determination and flexibility.
Wherever incentive mechanisms for the supply of
and demand for jobs can be improved and undesira-
ble developments corrected action is needed. Part-
time work and opening clauses in collective wage
agreements, short-term employment contracts, tem-
porary work, mini-jobs and working time accounts
are examples of flexible elements that have now
made the German labour market highly adaptable,
and led to a rapid build up of employment in the
upswing.

An important aim of employment policy reform
is to keep subsidiary wage costs permanently below
40 percent - that is, the contribution rates to social
insurance, of which the employer and the employee
each pay half. The reduction in the contribution
rate to unemployment insurance to 3.3 percent on
1January 2008 is a major step here. It eases the cost
burden on companies while increasing the purchas-
ing power of the employees who are paying contribu-
tions. With its active labour market policy the Federal
Government is also helping to reintegrate particular-
ly people with placement difficulties and older work-
ers back in the first labour market. The Federal
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Government will also improve the prospects for ex-
ploiting employment potentials that are still un-
utilised. This includes measures to facilitate combin-
ing a family and a career, for example, and a longer
term concept for the import of personnel to meet
market needs. Here the Federal Government will
make every effort to ensure that the domestic poten-
tial of skilled personnel is given priority. To enable
employees to share more in their company’s earnings
in future the Federal Government will improve the
conditions for an increase in staff shareholding on
the basis of the proposal from the Coalition Working
Group.

The Federal Government will continue to encour-
age business commitment. The reform of corporation
tax on 1]January 2008 will reduce the average overall
tax burden on companies in Germany to just under
30 percent. That will make the German tax rates com-
petitive again internationally. The reform of inheri-
tance tax will facilitate the changeover in genera-
tions, particularly for small and midsize firms. More-
over, individuals and companies will be relieved of
more superfluous bureaucracy. A third act of legisla-
tion to ease the burden on the SME sector is in prepa-
ration. Not least, the mobilisation of venture capital
will help innovative new entrepreneurs to make their
way financially in the difficult start-up phase of a
company.

Innovative enterprises are the driving force of
growth and employment. So innovation and techno-
logical strengths need constant improvement. With
its High-Tech Strategy the Federal Government is
working to ensure that basic research is translated
into marketable products more quickly. It is improv-
ing the conditions for new technology-intensive firms
and it is continuing to develop the telecommunica-
tions infrastructure and the information and commu-
nications technologies to ensure even better condi-
tions for innovation. The Federal Government will
invest a further 6.5 billion euros in research, technol-
ogy and innovation in this legislative period. The aim
is to invest, in conjunction with the private sector,

3 percent of the gross domestic product in research
and development by 2010. In provision for the future
efforts in education will be increased and equality of
opportunity improved.

Viable energy costs and sustained energy sup-
plies are essential if Germany is to remain a competi-
tive business location in the long term as well. We
must also meet the challenges of worldwide climate
change. The Federal Government has therefore decid-
ed an integrated energy and climate programme,
which provides, among other things, for increased
use of renewable energies.

The demographic development will also require
reforms to the social insurance systems. The aim here
must be to increase competition in the health system
further and specifically increase preventive health
care. Care insurance will be reformed to meet peo-
ple’s needs better.

A higher growth path in the long term requires
sound and sustainable public finances. In lowering
the ratio of public expenditure from just under 47
percent in 2005 to around 44 percent in 2007 the
Federal Government has already taken a good step
forward in quantitative consolidation. Beside this,
qualitative consolidation also remains a central task,
and here public expenditure must be made more effi-
cientin every area, and investment in the bases of
growth - particularly education and the infrastruc-
ture - increased. To secure the success already
achieved with consolidation the Federal Government
wishes to see effective regulation of public debt
anchored in the Grundgesetz (Basic Law), as part of
Federalism Reform II, and oriented to the require-
ments of the European Stability and Growth Pact.

With its high export dependency the German
economy profits particularly from favourable inter-
national economic conditions. Hence the Federal
Government will continue to work, on national and
international level, for open markets. Essential
progress was achieved in 2007, during the German
presidency of the EU Council and the G8. The Federal
Government will continue to work on EU level i.a to
strengthen the internal market in the energy sector,
liberalise the market for postal services and ensure
that a competition-oriented telecommunications pol-
icy is maintained. On international level the Doha
Round needs to be continued in a way that holds
promise of success, the transparency of the interna-
tional financial markets increased and protection of



intellectual property improved. As a follow-up to its extending the international framework of a social
presidency of the G8 and to the Heiligendamm sum- market economy.
mit the Federal Government will contribute to

Table 1: Key Data on the Macroeconomic Development in Germany'

Annual
projection
2006 2007 2008
Year-on-year change in %

Gross domestic product (price adjusted) 29 2.5 1.7
Employment (in Germany) 0.6 17 0.7
Unemployment rate in % (Federal Labour Agency definition)* 10.8 9.0 8.2

Use of GDP (price adjusted)

Private households and private non-profit institutions serving

private households 1.0 -0.3 11

Equipment 8.3 8.4 41

Buildings 4.3 2.0 0.5
Domestic demand 1.9 11 1.4
Exports 12.5 8.3 5.8
Imports 11.2 5.7 5.9
External Balance of goods and services (contribution to growth in GDP)* 1.1 1.5 0.4
Gross wages and salaries per person employed (nominal) 0.9 13 2.4

'UP to 2007 preliminary results from the Federal Statistical Office as per 15 January 2008.
*In relation to all persons in employment.
* Contribution to growth rate in GDP.
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I. Assessment and Perspectives of a Successful

Reform Strategy

A. Reforms Pay Off

German economy still on expansion course

1. The past year was a successful one for Germany. The
reforms of recent years paid off: for the state in the
form of sound public finances and regained scope for
achieving economic and social policy aims, for com-
panies in the form of better sales and earnings
prospects and for Germany as a whole as a business
location with greater attractiveness to national and
international investors and more growth than in pre-
vious years.

2. The upswing is benefiting people in the form of
more jobs and better incomes prospects (see Table 2).
Many previously unutilised employment possibilities
have been opened up and new added. For the first
time in postwar history nearly 40 million people on
average were in work in 2007. That was one million
or 2.3 percent more than on average for 2005. The
employment rate is higher than the average for the

EU 15 (see Diagram 1). Employment on which social
insurance is paid showed extraordinarily strong
growth, at 0.7 million people or 2.6 percent (cf. |G
Items 490 ff. and Table 2), while the number out of
work fell much more strongly than in earlier upswing
periods, from an average of 4.9 million in 2005 to less
than 3.8 million last year. The number registered
unemployed thus fell by 1.1 million people or nearly
one quarter.

In contrast to past phases the newly gained
dynamic is also increasingly benefitting those people
who face particular placement difficulties on the
labour market - older workers, the long-term unem-
ployed and the low-skilled. The employment rate for
the over-54s has risen to 52 percent. That is a growth
of more than 10 percentage points since the year
2000. So the target set for Europe in the Lisbon Stra-
tegy of achieving an employment rate of 50 percent
in this group by 2010 is already achieved in 2007. The
outflows from long-term unemployment, which were

Diagram 1: Overall Employment Rate by EU Comparison in Percent*
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75./--—-'—I\-\./.._--/._.

s I NN R ——¢
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Source: Eurostat

“Share of persons employed aged 15-64 in this age group in the population, EU 15. For 2007: figures for the 2nd quarter, otherwise year’s averages, preliminary figures for

2005, 2006 and 2007 for Germany, EU 15 and Spain.



clearly higher in the past year than in previous years,
are particularly welcome as a reduction in structural
unemployment. The number of long-term unem-
ployed who found a job was the highest since 1998

(JG Item 501). Moreover, the growth in the number of
jobs has also brought a powerful rise in incomes from
employment. After largely stagnating for several
years total wages and salaries increased by 3.1 percent
last year. That encourages consumption and fuels the
dynamic in the domestic economy. But it is also im-
portant to ensure that working people will in future
share even more in the positive development in cor-
porate earnings. The Federal Government will there-
fore improve the conditions for extending staff share-
holding on the basis proposed by the Coalition
Working Group (cf. Item 30).

3. It has not been possible in any upswing phase since
the 1970s completely to reduce the unemployment
that had built up in the previous downswing. A basic
residue of unemployment rose in every cyclical phase

1

and became a structural fixture. So it is a particular
feature of the present upswing that for the first time
for 30 years it has been possible to reduce unemploy-
ment more than it rose in the previous downswing (cf.
Diagram 2). That is an indication of the effectiveness
of the reforms on the labour market. These successes
are not only reflected in powerful economic growth,
they are also clear signs that the structural adaptabili-
ty of the German labour market has increased and the
far-reaching reforms of the past are beginning to pay
off for people. The Council of Economic Experts also
sees signs which, taken together and by comparison
with earlier upswing phases, indicate that this is
more than just a temporary cyclical recovery on the
labour market. The signs are the strong rise in per-
sons in employment paying social insurance

(cf. Diagram 4 (a)), the above-average fall in unem-
ployment (cf. Diagram 4 (b)), and a clear rise in the
relation of vacancies to the number unemployed.
The rise in employment intensity (cf. Diagram 5), or
the fall in the employment threshold, that is, the

Diagram 2: Unemployment Rates 1970-2007 in Percent®
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Source: Federal Labour Agency

° Unemployment rate in relation to persons in dependent employment.
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threshold in GDP growth above which there is a rise
in employment, are also seen by the Council of
Economic Experts as signs that the responsiveness,
flexibility and dynamic of the labour market have
increased (cf. JG 4751f.). The Federal Government sees
its reform course of recent years confirmed and
encouraged by these statements from the Council of
Economic Experts.

4. In the view of the Council of Economic Experts (]G
Item 95ff.) and other empirical studies (e.g. Deutsche
Bundesbank, the economic research institutes) it is
above all the labour market policy reforms, combined
with the competitiveness companies have regained
in recent years, that have led to a clear improvement
in the medium-term growth prospects for the
German economy (production potential). According
to calculations by the Council of Economic Experts
the potential growth rate has nearly doubled, from
0.9 percent in 2004 to 1.7 percent in 2007 (JG Item
104). According to estimates by the Deutsche Bundes-
bank the production potential is currently growing
by 1% percent. That is an increase of around % per-
centage point from the previous period. The Federal
Government sees this as a sign that the adaptability
of the German economy and its resistance to internal
and external disruptions have increased in recent
years.

Table 2: Reform Dividend in Figures 2005-2007

5. The situation of the public budgets has also greatly
improved over recent years through the reform
process and the cyclical recovery. In 2007 the public
sector as a whole was able to achieve a slight surplus,
for the first time since 1989, with a clear drop in the
structural deficit to nearly zero. The indebtedness cri-
terion in the European Stability and Growth Pact, that
had been infringed several times in the past, was
observed in 2006 and 2007, while in 2005 the deficit
rate was still 3.4% of nominal GDP. The deficit in the
federal budget was reduced more than originally
planned owing to increased revenue in the cyclical
recovery and the Federal Government’s active con-
solidation policy. The Federal Government is aiming
to achieve a balanced federal budget for 2011. Owing
to the weaker rise in public expenditure the ratio of
public expenditure to nominal GDP has fallen
markedly. Ultimately this means less state and more
freedom for individuals and companies. And, as the
economic research institutes affirm in their joint
diagnosis of autumn 2007, the growth trend should
have been strengthened. Altogether, as the Council
of Economic Experts sums up, “at the end of 2007
Germany is much better positioned as a business
location than at the time of the last upswing”
(JGItem1).

6. The economic upswing in Germany, the decline in
unemployment and the reorganisation of the public

Change
2005 2007 2005/2007
Persons employed in mill. 38.8 39.7 +0.9 mill.
(+2.3%)
Employed paying social insurance in mill. 26.2 26.9 +0.7 mill.
(+2.6%)
Registered unemployed (Year’s average in mill.) 49 3.8 —-11mill.
(-22.3%)
Long-term unemployed in mill. 16 14 -0.2 mill.
(-17.3%)
Overhang of applicants for training places® 27,900 10,700 -17,200
No. of new training places over previous year in 1000s° 550 626 +76
Employment rate for over 54s’ 45.5% 52.0% +6.5 %-points
Subsidiary wage costs® 41.4% 39.7% -1.7%-points
State expenditure 46.9% 43.9% -3.0%-points
Financing balance in % of GDP -3.4% 0 +3.4 %-points

°Figures up to 30.09;’ Share of persons employed aged 55-64 in the total number in this age group.

#Social insurance rates of which the employer and the employee each pay half.



finances are successes in which many have played a
part. The employers and trade unions have exercised
judgement in their wage agreements and so also
improved the employment prospects for the unem-
ployed. The inclusion of a growing number of open-
ing clauses in wage agreements has provided new
scope for adjustment on plant level. Companies have
consolidated their balance sheets, made their produc-
tion processes more efficient, positioned themselves
successfully on world markets with new and high
quality products and services, and are investing
strongly again. Together all this has clearly strength-
ened the competitiveness of our economy. The for-
eign trade environment has also been favourable,
while the policy pursued by the Federal Government
has also made a major contribution to the upswing.
Policy iteself cannot create permanent jobs, but it can
set the framework conditions so that more sustain-
able jobs and incomes can be created. That has hap-
pened. The Council of Economic Experts also confirms
this: “With reforms, some of which are far-reaching,

policy in the fields of taxation, the labour market and
social insurance has contributed to Germany‘s eco-
nomic comeback” (JG Item 1).

7. The growth process in Germany has lasted for near-
ly three years now and it will continue this year as
well. On the basis of the information available last
autumn the Council of Economic Experts are expect-
ing real growth of 1.9 percent (JG Items 4 and 112).
Meantime, however, the risks from abroad have
increased again. The real estate crisis in the USA since
summer 2007 has caused a liquidity and adjustment
crisis on the international financial markets. Banks
are having to take losses, in some cases on a spectacu-
lar scale. So far Germany has proved relatively robust.
Apart from some exceptions the banks have sufficient
reserves to be able to respond appropriately to the
clear changes in the market situation, and so far there
are no signs of a credit squeeze on German compa-
nies as a consequence of the turbulence on the finan-
cial markets.

Diagram 3: Germany’s Path to a Balanced Public Budget - Public Expenditure, Revenue and
Financing Balance (in relation to nominal gross domestic product)*
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* Differences due to rounding.

Source: Federal Ministry of Finance
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I. Assessment and Perspectives of a Successful Reform Strategy

The Federal Government is now assuming growth
of 1.7 percent (for more details see Chapter II). The
Federal Government and the Council of Economic
Experts (]G Items 119 and 120ff.) estimate that unem-
ployment will fall further this year, on average, by
330,000 persons to 3.5 million, and that employment
will continue to rise - by 280,000 to about 40 million.
Consumer prices did rise noticeably at the turn of the
year, but in the view of the Bundesbank they will mod-
erate again in the course of this year when one-off
price effects (e.g. the increase in VAT at the start of
2007, and higher university tuition fees in spring
2007) come to an end. The Council of Economic Ex-
perts, the economic research institutes and the Fede-
ral Government are expecting the inflation rate on
average for this year to be below the expected rise in
wages and salaries per person, so that real incomes
will rise slightly.

8. The domestic economy is providing increasingly
strong support for the basic cyclical dynamic, while
the stimulus from abroad is slackening. The real
estate crisis may be expected to dampen the US econ-
omy and the development in the world economy,
although there are strong endogenous driving forces
in other regions of the world. The dynamic in the
economy as a whole will probably be less strong this
year. The high oil price and the weakness of the US
dollar against the euro will put a further strain on the
German economy. The uncertainties over the further
upwards movement have undoubtedly increased,
and itis all the more important now to support the
confidence in the future which entrepreneurs and
employees have regained by maintaining the clear
course in economic policy and further strengthening
the resistance in the German economy. The Federal
Government agrees with the Council of Economic
Experts: What has been achieved must not be squan-

Diagram 4: Employment and Unemployment by Cyclical Comparison®

a. Persons employed paying social insurance™
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b. Registered unemployed®
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BMWi calculations from data in the Council of Economic Experts Annual Report 2007/2008

° For the definition of the upswing phases see |G 2007/2008, Box 14. In contrast to the statement by the Council of Economic Experts the start of the second phase was put
at the 1st . of 2005 to avoid distortions in this phase from changes to legal regulations under Social Code II; figures seasonally adjusted according to the X12-Arima

Census Procedure.
Index, i.e. start of upswing =100.



dered. The flexibility and responsiveness of markets
and market participants can and must be improved
further with structural measures.

9. The Federal Government will therefore consistently
pursue the path embarked upon at the start of 2006
with the Genshagen reform strategy, and further
strengthen the bases of the upswing. This strategy,
with the leitmotif “Invest - Restructure - Reform”, has
been successful. The combination of an economic pol-
icy to stimulate growth and employment on the one
side and budget consolidation on the other has been
successful. The people have regained confidence and
companies are investing more again in jobs and
machines.

10. We must continue to use and expand Germany’s
strengths (see Box 1) so that the level of prosperity in
our country can continue to grow, quantitatively and
qualitatively. The more the existing opportunities for
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growth are utilised the easier will it be to realise the
aims of policy on society, social affairs and the envi-
ronment, like a high per capita income, justice be-
tween the generations, equality of opportunity, social
security and environmental and climate protection.
The Federal Government has underlined these aims in
its National Sustainability Strategy. Sustained growth
can best be achieved if structural reforms and favour-
able macroeconomic framework conditions are
mutually supportive. Strengthening the forces of
growth and sustaining the macroeconomic develop-
ment are therefore the essential aim of the strategy
agreed by the Federal Government for the second half
of the current legislative period at its meeting in
Meseberg in summer 2007 (see Box 3).

Many of the tasks resulting from the national and
international challenges have already been success-
fully tackled in the first half of this legislative period
(see Box 2 and for more detail the table of measures in

Diagram 5: Employment Intensity by Time Comparison™
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I. Assessment and Perspectives of a Successful Reform Strategy

Box 1: Germany’s Strengths

>

Competitiveness: The high competitiveness of German firms on world markets is rooted not only in good
quality and excellent price-performance ratios, it is also manifest in good positioning on new growth mar-
kets, e.g. in Eastern Europe.

Exports: The structure of the German economy, with a large number of small and midsize firms, many of
which are world market leaders, helps to create a supply that is flexible and meets customers’ needs. It pays
off in particular export successes. Germany remained world champion in the export of goods in 2007 as
well, with an export volume of 989 billion euros.

World market share: Even faced with the increasing export presence of the rapidly growing economies

in Asia and Latin America German firms have succeeded in securing and expanding their own market posi-
tion. Germany was the only G7 state able to increase its share of world trade in the last 10 years. In 2007
German exports of goods and services increased more strongly, at real 8.3 percent, than was expected from
the growth in sales markets.

Technological efficiency: Germany has been No. 2 on the world ranking list - measured by size of popula-
tion - for patents of world market relevance for years (cf. Diagram 8). In exports of R&D-intensive goods it
shares top place with the United States. Together the two countries account for about one third of world
trade in these goods.

Energy: Germany is playing a pioneer role in opening up and using renewable energy sources. It is a lead-
ing producer worldwide in photovoltaics, wind power and biodiesel fuel.

Education and training: Eighty-four percent of the population in Germany have university entrance qual-
ification (Abitur) or a vocational qualification (Secondary Stage II) compared with the OECD average of

67 percent. So Germany is in the top field. Youth unemployment is below the OECD average.

Social peace: The economic system in the Federal Republic of Germany is based on competition and effi-
ciency. Risks in life which the individual cannot carry are absorbed by an efficient network of social security.
This makes an important contribution to social peace and the stability of society.

Restraint in labour disputes: Between 1996 and 2005 on yearly average 2.4 working days per thousand
employees were lost through strikes, compared with 144.9 in Spain, 86.8 in Italy, 71.5 in France, 23.6 in Great
Britain and even the Netherlands with 7.8.

Infrastructure: Germany has one of the densest networks of autobahns and railways in Europe; it also has a
well developed, technically high quality and reliable communications structure with relatively low commu-
nication costs.

the Annex), some still need to be tackled. The appro-
priate efforts will be continued in the second half of
this legislative period, on the basis of the results of the
government meeting in Meseberg in August 2007.
The Genshagen strategy was further developed and
formulated more precisely under the motto
“Upswing - Participation - Prosperity”. The upswing
should benefit more and more people personally.
That will require economic, social and political
efforts. The scope for all to participate needs to be
widened and new chances opened up. Accordingly,
the Federal Government will work in future as well to
continue to improve the bases for growth:

» Basicand advanced training is to provide skills
and give everyone the opportunity for personal pro-
motion.

» More people are to be integrated in the first
labour market through “Challenge and Support”.

» Germany’s position a a high-tech location is to be
built up further through investment in research and
science and in the innovativeness of German firms.

» Competition is to be strengthened further to the
benefit of private and commercial customers through
reforms on the goods markets, especially in the ener-
gy sector.



In addition, the social security systems need further and sustained fiscal policy will be pursued on nation-
stabilisation and the quality of the environment and al and European level, thus contributing to non-infla-
living standards in Germany needs to be increased tionary growth. Not least, the Federal Government
further, taking account of national and international will work for markets to be opened in the global envi-
economic framework conditions. Further, a sound ronment.

Box 2: Essential Elements of the Reform Balance Sheet (see Table Serial No. 1)

Labour Market

>

Lower subsidiary wage costs:

On1January 2007 the contribution rate to unemployment insurance was reduced from 6.5 percent to 4.2
percent, and from 1 January 2008 it was reduced again by a further 0.9 percentage points to 3.3 percent.
This relieved the persons paying contributions of around 25 billion euros or about 1 percent of GDP. As a
result subsidiary wage costs, that is, contribution rates to social insurance, of which the employer and the
employee each pay half, will fall again and be even further below 40 percent than in 2007 (cf. Item 20).
New prospects for people facing placement difficulties:

With the employment grant for employers a measure was introduced in labour market policy for the first
time to open up longer term or permanent prospects of taking part in working life for people with parti-
cularly severe placement difficulties. The training grant and the integration grant for younger workers
will also improve the job prospects for young unemployed (cf. Item 24).

More employment chances for older workers:

With the 50 Plus Initiative the efforts to integrate older workers in the first labour market will be in-
creased. The aim is to make older workers more employable and improve their chances of getting a job
(50 Plus Initiative, “New Quality of Labour” Initiative, Federal Government programme “The 50 Plus
Prospect - Employment Pacts in the Regions”, cf. Item 23 and Table Serial No. 15ff.).

Counter the shortage of skilled personnel by importing personnel to meet market needs:

The individual priority test will no longer be needed for personnel from the 12 new EU member states
qualified in mechanical engineering, vehicle construction and electrical engineering, nor for foreign
graduates of German universities (Item 29).

Business Activity

>

Making corporate taxation competitive:

To strengthen the ability of companies to invest, create jobs and secure existing jobs, and to make Germany
even more attractive as a business location, the Federal Government has reformed corporate taxation. With
an averagde overall tax burden of just under 30 percent Germany now offers better tax conditions, so under-
lining its international competitiveness in this area as well. Taxation of income from capital has also been
comprehensively modernised with the introduction of a flat rate tax on capital earnings and on capital
gains as per 1January 2009 (Item 32).

Less bureaucracy:

To assess the cost of bureaucracy the Standard Costs Model (SCM) was introduced. New laws and regulations
will be examined by the independent National Norms Control Council. In addition, the Federal Govern-
ment has launched a number of projects to reduce bureaucracy and further deregulation (cf. Item 34). The
2008 Tax Law, which came into force on 1January 2008, contains a large number of regulations for the
reduction of bureaucracy and to simplify tax legislation (see Table Serial No. 36).

17
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More competition on the energy markets:

The temporary intensification of supervision to prevent abuse that has been in force since the start of 2008
under cartel law will make it easier for the cartel authorities to proceed against abuse in the form of excessi-
ve charging by energy enterprises with a dominant market position (Item 41). The Ordinance on Network
Connections for Power Stations will remove possible discrimination in connecting new power stations to
the grid; in particular it will facilitate market access for new suppliers of power stations (cf. Item 100 and
Table Serial No. 60).

Liberalising the Post Markets:

Deutsche Post AG’s exclusive licence for letter services expired on 31 December 2007. That will on principle
enable more competition in pricing and services (cf. Item 39).

Strengthening the SME sector:

The SME Initiative hasi.a. encouraged new businesses, improved financing for small and midsize firms
and reduced bureaucracy to their benefit (cf. Item 46).

Access to venture capital for innovations improved:

The Federal Government has presented a Law to Modernise the Framework Conditions with the aim of
mobilising more venture and equity capital for innovations (cf. Item 52).

Technological Efficiency and Innovations

>

Research strengthened:

With its Excellence Initiative and the Pact for Research and Innovation the Federal Government and the
federal states are building up the universities in Germany that are strongest in research into international-
ly outstanding centres and securing the high level of efficiency of research facilities outside the uni-
versities. In this legislative period the Federal Government will invest a further 6.5 billion euros in research
and development (cf. Item 59).

Innovation incentives improved:

To combine all the innovation policy initiatives and operate a uniform innovation policy the Federal
Government has developed a High-Tech Strategy. The main aim is to make public research and innovation
promotion efficient by networking research and industry better, combining forces in strategic partners-
hips and shaping framing conditions that will encourage innovation. Altogether around 15 billion euros
will be made available by 2009 for top level technologies and cross-section measures that transcend the
divisions between technologies (cf. Item 60).

Securing the Bases of Life

>

Sustained development as a guiding principle:

To secure the bases of prosperity in the long term and successfully cope with structural change it is impor-
tant to ensure sustained growth. The Federal Government’s Sustainability Strategy is therefore designed to
harmonise a high growth rate that will promote employment, while protecting the environment and
resources and operating a viable social policy that is fair to the generations. The Federal Government will
present a progress report on this in autumn 2008 (cf. Item 10).

Use of domestic energy resources improved:

With its Integrated Energy and Climate Programme the Federal Government is improving the framework
conditions for energy policy, partly as orientation for the investment and consumption decisions by market
participants, i.a. through less dependency, more renewable energies, more energy efficiency, climate-
friendly energy extraction, ecological housing construction and less emission of harmful substances by
transport (Item 67).

More use of renewable energies:

The Renewable Energies Act in particular will make a major contribution to increasing the share of rene-
wable energies in energy supplies (cf. Item 68f.).
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» Securityin old age now resistant to demographic change:
To stabilise the statutory pensions insurance the standard retirement threshold for persons born in 1947
and later will be raised in annual steps between 2012 and 2029 from 65 to 67 (cf. Item 78).

» Competition in the health sector increased:

Greater economy in the statutory health insurance system will be achieved through greater transparency
and intensification of competition. At the same equal entitlement and access to high-quality medical care

will be guaranteed for everyone (cf. Item 80ff.).

Sustained and efficient public budgets
» Thebudget consolidated:

The Federal Government’s active consolidation policy has made a major contribution to reducing the de-
ficit. A balanced budget was already achieved last year by the social insurance systems and in numerous
federal states and municipalities. Altogether this has entirely eliminated the deficit on all public budgets

for the year 2007 (cf. Iterns 88f.).

Meeting national and international
challenges

11. Like many other industrial countries Germany still
faces difficult challenges - coping with demographic
change, progressive globalisation and worldwide cli-
mate change. For a long time the birth rate in
Germany has been too low to keep the number of
inhabitants constant. At the same time, happily, life
expectancy is rising more and more through techni-
cal progress in health care. The share of older people
in the population is increasing, but the share of per-
sons of working age is falling. This trend will contin-
ue, and from the middle of the next decade it will
cause the number of inhabitants to fall and reduce
the potential labour force. Above all, for an extensive
period the pensions insurance system will have a
growing number receiving payments with a falling
number paying contributions. In view of this, reforms
must be carried out in a large number of areas to
maintain growth and prosperity and social peace
between the generations in Germany in the future.
We need a higher employment ratio and stronger
growth in productivity in order to achieve the neces-
sary increases in growth and incomes.

12. In addition, Germany must face international chal-
lenges. Germany is well positioned in international
competition, and it has profited enormously from
globalisation as a whole. But other countries are
catching up. The new EU member states, China, India
and other newly industrialised countries are also
positioning themselves successfully on international

markets and they are also exploiting the opportuni-
ties of globalisation for their own development. They
are also increasingly offering higher quality goods
and services at attractive prices, and they have devel-
oped into important actors in the world economy and
in international trade and capital transactions. That is
on the one side increasing the pressure of competi-
tion on Germany, while on the other it is creating
more favourable consumer prices and offering fa-
vourable sales prospects with undistorted exchange
rates. Germany can profit particularly from this as a
country strong in exports.

13. The world economic integration is accelerating
the structural change to the knowledge and services
society. The technological progress brought by the
modern information and communications systems is
opening up new opportunities and possibilities for
companies and consumers. However, the structure of
demand is shifting. There is less demand for unskilled
workers and more for skilled personnel. If the level of
individual incomes is to be maintained permanent
investment in personal skills will be needed. This will
require enormous efforts from people who will have
toreorient. The state will help. That applies both to
the provision of the necessary education and training
infrastructure and when the necessary structural
change has to be cushioned temporarily through
social policy, in order to give those affected time to
make the necessary adjustment to the new frame-
work conditions. But ultimately what is needed is also
willingness on the part of the individual to seize
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structural change as an opportunity. For structural
change through technical progress is a major source
of growing prosperity.

14. The challenges of worldwide climate change are
closely connected with the question of how, under
the conditions of worldwide rising demand for ener-
gy, supplies at economic prices can be ensured in
future, and altogether sustained energy supplies
realised. An ambitious strategy to increase energy
efficiency and increase the renewable energies fur-
ther is an appropriate way of reducing emissions of
greenhouse gases. What is needed in climate policy
can and must be designed so that it is also meaning-
ful in energy policy. It includes reliable and competi-
tive framework conditions for companies and private
households. With the integrated energy and climate
programme that was passed in December 2007 the
Federal Government is facing up to its responsibility
for an effective policy on energy and climate protec-
tion. In doing so it is also setting an example for other
industrial and developing countries.

15. The turbulence on the financial markets that has
lasted since early autumn 2007 has underlined the
central importance of greater transparency on these
markets. Maintaining stability on the international
financial markets is a growing challenge, in view of
the growing worldwide dependencies between
national financial markets. This challenge must be
taken up, nationally, on a European scale and inter-
nationally. It is a source of instability if investors who

are willing to take a risk can always rely on being
relieved of liability and risk by policy if there is turbu-
lence. For the future, therefore, the national and
international rules need readjusting. That also
applies to newly industrialised countries in view of
their importance for the stability of the international
financial markets. However, it will never be possible
to prevent turbulence altogether. That could only be
done at the cost of strangling the financial markets.
But then they would no longer be able to perform
their task of providing the world economy with capi-
tal for investment. So the national and international
supervisory rules must be brought into better balance
with the risks entered into by market participants.

It is still too early to draw final lessons from the
turbulence on the financial markets. The Federal
Government shares the view of the Council of Eco-
nomic Experts on this (JG Item 90). Before concrete
measures are taken the events must be carefully
analysed. At the request of the G7 the Forum for
Financial Stability (FSF) has set up a working group to
analyse the causes of the turbulence on the financial
markets and to work out possible options for action.”
Particular attention will be devoted to the role of the
rating agencies, questions of financial accounting,
the valuation of loan derivatives and transparency,
supervisory regulations and international coopera-
tion between the supervisory authorities. The work of
the FSF is to be concluded by April 2008. Studies on
the same subject will be advanced in the EU by then
aswell.

" The FSF consists of the finance ministries, central banks and supervisory authorities from 12 countries (including the G7 states), international supervisory bodies and

international financial institutes, like the International Monetary Fund (IMF).
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Box 3: The Main Elements of the Economic Reform Strategy for 2008 (cf. Table Serial No. 2)

Labour Market

» Redirection of the labour market policy instruments: The Federal Government has evaluated the
labour market policy instruments and will slimn these down and make them more precise (cf. Item 19).

» Thebudget of the Federal Labour Agency (BA): In the estimate of the Federal Government the BA will be
operating without a loan from the Federal Government by 2011.

» Overall concept for the low wage sector: To restructure the low wage sector an overall concept will be
developed that is people-friendly and practical to administer. It will consist of a grant for persons in em-
ployment, a child allowance and a redesign of the regulations on additional earnings.

» Staff shareholding: The Federal Government supports the joint working group of the coalition parties
and the parliamentary parties which is developing a short-term implementation concept (Item 30).

> “Service by people for people - Jobs in the Health, Care and Nursing Sector”. A general concept is
being worked out for this (cf. Item 85).

» Households as clients and employers: The Federal Government will examine how the promotion and
administrative procedures can be simplified and made more effective (cf. Item 27).

» The Law on Temporary Staff and the Law on Minimum Working Conditions: Branches can be includ-
ed in the area of application of the Law on Temporary Staff if more than 50 percent of their workforce is
bound by collective wage agreements and if the employers and trade unions make joint application
before the end of March 2008. The Law on Minimum Working Conditions of 1952 is to be adjusted so
that minimum wages can be fixed for branches where less than 50 percent of the workforce is bound by
collective wage agreements (cf. Table Serial No. 7).

» Master plan for freight transport and logistics: To increase the efficiency of the freight transport system
and promote mobility a master plan will be worked out for Germany as a location for logistics and busi-
ness (cf. Item 54).

Qualification and Skilled Personnel

» Vocational Training: The Federal Government wants every school-leaver to have a school certificate, if
possible, and every young person who wants to train and is capable of doing so should get a training place.
More school-leavers should also be induced to study technical and scientific subjects. The Federal
Government has therefore launched a “Qualification Initiative” (cf. Box 5).

» Immigration: As well as building up a systematic monitoring system to establish the need for skilled per-
sonnel a concept on the import of skilled personnel will be developed to allow immigration to meet labour
market requirements. Quantitative and qualitative instruments will be examined and the experience of
other countries in steering immigration to suit the labour market will be incorporated (cf. Item 28).

Research and Science

» The 3 percent target by 2010: The Federal budget for 2008 contains what is expected to be the necessary
federal share for an R&D ratio of 2.7 percent (cf. Table Serial No. 101).

» Research lighthouses will be set up, e.g. in climate research strategy; a national centre on combating
dementia (e.g. Parkinson’s disease, Alzheimer’s) will be set up as will an initiative to recruit leading
research scientists; THESEUS programme for a new Internet-based research infrastructure; digital net-
working of energy supplies (“E-energy” - Renewable Energy) (cf. Item 61).

» TheLaw on Freedom in Research: The Federal Government is currently working out a key points paper
on attractive framework conditions for research (cf. Item 60).
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Energy and the environment

>

Start of the implementation of the Integrated Energy and Climate Programme: In order to reduce
dependence on fossil energy sources and make the production of energy more climate-friendly with the
use of more renewable energies and greater energy efficiency, an Integrated Energy and Climate
Programme was passed on 5 December 2007 (cf. Item 67 and Box 8).

The international framework to the social market economy - Responsibility in globalisation

>

Implementing the G8 decisions of Heiligendamm and realising the millennium development
goals: The Federal Government successfully utilised the German presidency of the G8 to advance its con-
cerns regarding the avoidance of new protectionism in investment, promoting innovations, energy and
climate protection policy and development policy (cf. Item 108 and Box 11).

Securing innovations: Protection of intellectual property is to be strengthened particularly through the
institutionalised dialogue between the G8 and the leading newly industrialised countries in the
Heiligendamm process (cf. Item 107).

Sustained design of globalisation: The Federal Government wishes to see social and ecological stan-
dards applied internationally, the promotion of corporate social responsibility (CSR), the implementation
of the ILO Conventions and the promotion of the transparency initiative on raw materials (Extractive
Industries Transparency Initiative — EITI) (cf. Box 11).

Ensuring stability of the financial sector: The Federal Government wants to see greater transparency
on the financial markets, and voluntary undertakings by the hedge funds sector in a code of conduct;
itis participating in the continuance of the G8 process (Item 15).

Protecting national security interests, remaining open and attractive to foreign investors: The
Federal Government is studying a special control procedure to take account of national security interests
in cases of problematic foreign investment (Item 58f.).

Demographic change

>

>

Steadying occupational and private provision for old age: A concept will be worked out on this by
March 2008 (Item 78 and Table Serial No. 155).

Preventive health care: The Federal Government is working out a law on prevention to enable better
health care and promotion (Item 84).

The modern state and people-friendly administration

>

The Federalism Comimission II: Federalism Reform II will restructure the federal fiscal constitution and
improve the efficiency of the administration (Item 94). A central theme is limiting public indebtedness and
avoiding budgetary crises in a federalised state with effective debt regulation.

Inheritance tax reform: The Federal Government will re-draft inheritance tax law in 2008 on the basis of
a constitutional and realistic assessment of all classes of property. Corporate succession is to be made easi-
er, particularly in small and midsize firms, so that their continuance is assured (cf. Item 37 and Box 6).
Standard cost assessment: The new standardised assessment procedure to reduce bureaucracy is to be
extended. From the end of 2007 the identification and assessment of bureaucracy costs will be extended
beyond the corporate sector to individuals as well (Item 34).

The Act to Reduce the Burden on SMEs III (MEG III): Following MEG I and II MEG III will end or amend
more obligatory reporting and altogether help to slim down the legislation further (Item 34).
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Modernisation through IT: E.g. setting up people’s websites, online vehicle registration, electronic tax
declaration, electronic patients card and digital libraries. The identity card is to be developed into a citi-
zen’s card and IT networks between the Federal Government and the federal states harmonised. The con-
cepton IT steering of the federal administration decided on 5 December 2007 (i.a. introducing an IT com-
missioner) will make IT use more efficient (Itern 34f.).

Building Up Eastern Germany -

Utilising Successes

16. The Federal Government’s policy on eastern
Germany is producing successes. Economic growth of
around 3 percent has been achieved in the eastern
German states in each of the past two years, which is
more than in any year since the mid-90s. It brings
growth in the east above the west German rate,
although the development differs between regions.
The catching up process is regaining momentum.
Unemployment has also fallen markedly. However, at
15.1 percent on average for 2007 it was still twice as
high as in the old federal states. So in view of the high
level of long-term unemployment special measures
will be taken to create additional prospects for the
long-term unemployed in regions where unemploy-
ment is particularly high. The Federal Government will
pursue its promotional policy with consistency and so
contribute in future as well to strengthening growth,
creating new jobs and securing social cohesion. It will
take due account of regional differences in its promo-
tional concept for the new federal states (cf. Box 4 and
Table Serial No. 98).

Economic Policy in the European and
International Context

17. It is also part of the national strategy to actively
participate in designing the rules for global goods
and capital markets within the European and inter-
national institutions. The successful G8 summit in
Heiligendamm under the German presidency and
with the leitmotif “Growth and Responsibility” has
strengthened the international consensus that free
markets and the sustainable political design of frame-
work conditions for the world economy are insepara-
bly linked. Against this background it is now impor-
tant politically to concretise the aims of the Federal
Government for the further development of the inter-
national framework of the social market economy
and for achieving the millennium goals. Core areas
are open markets, the international application of
social standards, the promotion and protection of
innovations, energy and climate protection policy
and development policy. None of these global prob-
lem areas can be solved without the inclusion of the
developing countries and emerging economies.

Box 4: The Main Strategic Elements in the Policy for the New Federal States™

» Securing the financial framework conditions for the catching up process in the new states through the
Solidarity Pact II, which contains supplementary allocations from the federal budget of 105 billion euros
(BasketI) to meet special needs in the new states and an over-proportionate allocation from the federal

budget totalling 51 billion euros (Basket II).

» Promotion of research, science, innovation and investment oriented to the specific strengths and potentials

of eastern Germany and adhering to the principle of “Strengthening Strengths”.
» Targeted attraction of international investment that will help to modernise the economic structure, create

jobs and build up international networks.

» Creating more prospects for employment through basic and advanced training, and targeted federal pro-
grammes to improve the infrastructure and employ the long-term unemployed, like the “Municipal Combi”

Programme.

» Developing strategies for action to cope with the many effects of demographic change.

© Cf. the Federal Government’s Annual Report on the State of German Unity 2007, Bundestags-Drucksache 16/6500.
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18. In trade policy the European Union is working for
the speedy conclusion of the Doha Development
Round (cf. Item 105). The main concern here is to
shape globalisation through new liberal trade rules
and with greater consideration for the development
and environmental policy aspects of reducing cus-
toms duties and obstacles to trade; this should open
up new chances for the developing countries as well.
The Federal Government is therefore working for
open markets and to maintain Germany’s attractive-
ness as a location for foreign investment (cf. Item 97).
At the same time investment projects must be exam-
ined for compatibility with public safety. The Federal
Government is therefore examining a special control
procedure to take account of national safety interests
in the case of foreign investment that is problematic
in this regard (cf. Item 99).

B. Utilise Employment Chances
with Determination

19.1tis the central aim of the Federal Government to
continue to help maintain jobs and create new em-
ployment possibilities. It therefore takes very serious-
ly the aim of keeping the social insurance contribu-
tion rates, of which the employer and the employee
each pay half, permanently down below 40 percent
(cf. Item 20 and Diagram 6). The further reduction in
the contribution rate to unemployment insurance is
an essential step here (cf. Box 2). Similarly, the active
labour market policy is helping to avoid and combat
long-term unemployment and to integrate people
with low skills. Unutilised employment potentials
must also be better utilised, e.g. in combining a
career and a family and in household-related em-

Diagram 6: Average Annual Social Insurance Contribution Rates in Percent of Liable Gross
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ployment. The Federal Government is therefore
examining how the promotion and administrative
procedures can be made simpler and more effective
(cf. Table Serial No. 8). It will continue - in coopera-
tion with the federal states — fundamentally to
improve the German system of basic and advanced
vocational training, in both quality and breadth of
effect. Beside building up a monitoring system to
establish the need for skilled personnel it will develop
a concept for the import of foreign skilled personnel
oriented to Germany’s future interests.

Federal Labour Agency: Utilise the scope

for lowering contribution rates

20. In the view of the Federal Government the Federal
Labour Agency (BA) will be able to manage without a
federal loan in the years up to 2011. It should be able
to perform its tasks in accordance with its legal re-
quirements and be able to build up a pension fund to
secure the claims of its officers. To lower subsidiary
wage costs and so support the build up of employ-
ment the Federal Government has utilised the present
scope in the BA’s finances to lower the contribution
rate further as per 1 January 2008, from 4.2 percent

to 3.3 percent.

21. The Council of Economic Experts is in favour of
keeping the contribution rate to unemployment
insurance stable throughout the entire economic
cycle (JG Item 319). They stress that a reduction
beyond the originally intended reduction to 3.9 per-
cent is hardly possible if contributions are to be kept
stable. The Federal Government sees the goal of sta-
bility in contributions as safe in the medium term. For
the rest lower subsidiary wage costs make working in
Germany more competitive and help the low skilled
in particular to find a job.

The Council of Economic Experts also wants the
revenue to the Federal Labour Agency from contribu-
tions on no account to be used to pay for measures
that are paid for out of the public budget, that is
financed from tax revenue (JG Item 320). They have in
mind particularly the integration contribution intro-
duced on 1January 2008 (cf. Table Serial No. 5), with
which the BA is paying half of the integration costs

25

and the administrative costs of basic security for job-
seekers. The Federal Government shares the view of
the Council of Economic Experts that on principle
there should be a clear division of tasks between
social insurance on the one hand and the general
public budget financed from tax revenue on the
other. The introduction of the integration contribu-
tion — while at the same time ending the discontinu-
ance payment” - however follows on from the fact
that the Federal Labour Agency was already financ-
ing active job schemes for persons on unemployment
assistance before this was combined with social assis-
tance. As the contributions from the insured are paid
not only to finance unemployment benefit but also
job promotion the Federal Government, unlike the
Council of Economic Experts, does not see this as an
inappropriate use of contribution revenue.

Combi-Wages to encourage unemployment
prevention

22. With the support of the economic upswing, fortu-
nately even disadvantaged groups like the long-term
unemployed, young people and older workers are
now benefiting to a particular extent from the grow-
ing demand for labour (cf. Item 2).

23. With its “50 Plus-Initiative” the Federal Govern-
ment has increased its efforts to integrate older work-
ers in the first labour market. The aim of the initiative
is to make these workers more employable and im-
prove their chances of finding a job by increasing the
integration grants and wage cost grants already
available and making them more attractive (cf. Table
Serial No. 15). Short-term employment contracts with
workers over 52 have also been made easier, perma-
nently and in harmony with EU Community law.
That should encourage firms to take on more older
workers.

24. The new employment grant for employers should
benefit especially workers with particular placement
difficulties, who have no prospects of finding a job on
the general labour market in the foreseeable future.
The aim is to open up longer term or permanent pros-
pects of working life for them again (cf. Table Serial
No. 9ff.). The effectiveness of the employment grant is

”The discontinuance payment was made by the BA to the Federal Government out of its revenue from contributions if within three months of the expiry of a claim to

unemployment benefit the person unemployed drew “Unemployment Benefit I1”.
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being assessed so that if necessary adjustments can be
made. For young people under 25 who have been
unemployed for at least six months the Federal
Government has introduced for a limited period two
forms of employer’s grant - firstly, a training grant for
younger workers without a vocational qualification,
and secondly, the integration grant for younger wor-
kers with a vocational qualification. These arrange-
ments will develop their full effect in 2008.

25. The federal programme to promote additional
jobs, the Federal Municipal Combi Programme, is
intended to create, in both 2008 and 2009, up to
50,000 jobs paying social insurance. The jobs will pri-
marily be with municipal authorities or enterprises
working for the common good in districts and inde-
pendent towns where there is particularly high and
rigid long-term unemployment (cf. Box 1 and Table
Serial No. 11). East German regions with particularly
resistant unemployment are to benefit especially.
The target group of the Municipal Combi Pro-
gramme, under which federal grants will be paid to
employers, are people who were unemployed for at
least two years, have drawn Unemployment Benefit I
and are still registered unemployed. The Council of
Economic Experts takes a very critical view of the
“Municipal Combi”, seeing it as equivalent to a classi-
cal job creation scheme (JG Item 309ff.) with the risk
of displacing unpromoted jobs. The Federal
Government does not share that view. Its 2006 Report
on the Effectiveness of Modern Services on the Labour
Market (BT-DS 16/3982) recommends that in labour
market regions with a considerable overhang of
labour some forms of publicly promoted jobs paying
social insurance should be created for a limited peri-
od for groups who are particularly in need of promo-
tion. The jobs must be additional and in the public
interest. This should help to prevent the displacement
effects feared. This programme, like some listed in
the Annex “Measures by the Federal Government
2006-2007”, will also be co-financed by the European
Social Fund (ESF).

Make better use of existing employment
potentials, and open up new ones

26. In other areas existing employment potentials are
to be better utilised and new potentials opened up in
order to counter in good time the demographic
change and the shortage of skilled personnel that is
becoming apparent in some sectors. To make greater
use of the existing potential of skilled labour the
Federal Government announced in the spring of 2007
the target of having 55 percent of the age group 55 to
under 65 active in working life by 2010.

A further point to tackle is better ways to com-
bine a family and a career. The Federal Government is
helping here i.a. by sharing in the creation of a bigger
supply of high quality child care, for small children as
well. The Federal Government, the federal states and
the municipalities have agreed to increase the supply
for children under three to 750,000 places in day
nurseries or day centres by 2013 (cf. Table Serial No.
39). That will provide places for about one third of the
very smallest children, and it will put Germany in the
top group in Europe for child care. The Law on Pa-
rents Allowances and Parenting Time, which came
into force in 2007, will also give financial support to
young families for up to 14 months after the birth of a
child (cf. Table Serial No. 36). The new regulation has
met with a good reception. Limiting the period dur-
ing which the allowance is paid to one year is an in-
centive for parents to go back to work again soon
after the break. In addition, the Federal Government
will promotion the creation of places in kindergar-
tens in small and midsize firms for children under
three with start-up finance of up to 10,000 euros from
2008. At least 5,000 new places are to be created in
this way.

27.There is also insufficiently utilised potential for
jobs in household-related services in Germany. The
crafts and small and midsize services providers have
profited from the scope available since 1 January 2006



for the deduction from tax of more household-related
care services and private expenditure on workmen’s
services to renovate, maintain and modernise proper-
ties (cf. Annual Economic Report 2007, Table Serial
No. 114). The Federal Government will examine how
the promotion and administrative procedures for
households as clients and employers can be made
simpler and more effective.

Utilising the potential of labour

28. The Council of Economic Experts has only most
recently observed a marked shortage of skilled per-
sonnel in certain regions and in engineering and
technical professions (JG Items 535ff.). Among other
things, they say, this suggests inadequate regional
and sectoral mobility of the unemployed and employ-

ees and/or inflexible salary structures, and they right-
ly say that obtaining skilled personnel in professions
where there is a marked demand overhang is first and
foremost a task for the companies, employers and
trade unions in wage negotiations.

Itis also the view of the Federal Government that
the domestic reservoir of skilled personnel should
first and foremost be exploited more fully, and the
quality and breadth of basic and advanced training in
Germany improved to secure a supply of skilled per-
sonnel for the medium and long term. It is making a
considerable contribution to solving this problem
with an active labour market policy that has been
made clearly more efficient through the reform of the
Federal Labour Agency, the National Pact for Training

Box 5: Advancement through Education - The Federal Government’s Qualification Initiative

(cf. Table Serial No. 26)

The Qualification Initiative brings together key measures by the Federal Government with the aim of improv-
ing the quality and breadth of the German system of basic and advanced training, and so helping to secure
growth and employment in Germany. Examples of important measures are:

» Anadvanced training initiative for 80,000 training personnel, to improve the education prospects for

children under six.

» The creation of additional training places for older applicants, i.a. with a training bonus for companies
that train applicants who particularly deserve training and have previously been rejected.
» Promotion scholarships for persons in work to open up new paths up the career ladder through education

and training.

» Support for the federal states in creating a service agency for the better allocation of university places -
this should prevent places remaining unused because of multiple applications.

» Introduction of a “voluntary technical year” - to encourage more students to enrol for technical and scien-
tific courses and make more graduates in these subjects available on the labour market in the medium

term.

» 2008, The Mathematics Year - publicity on the importance of mathematics and its many applications in
our daily lives and work to help people understand maths better.
» APactfor Women in MINT professions® - to provide realistic information on these professions and en-

courage women to enrol for these subjects.

» Formation of an “Advanced Qualification Alliance” between the Federal Government, the federal states,
the municipalities and the employers and trade unions in which in future concrete measures by the part-
ners and measures to develop public advanced training promotion can be incorporated.

The Federal Government’s Qualification Initiative is seen as a contribution to a general initiative incorporating
the federal states and the social partners. A “Qualification Initiative” for Germany is to be drawn up by the

autumn of 2008.

® Mathematics, Informatics, Natural Sciences and Technology.

27



28

I. Assessment and Perspectives of a Successful Reform Strategy

and Skilled Recruits in Germany (cf. Item 29), the
Higher Education Pact (cf. Item 60) and the Special
Federal/ State Programmes. It is the aim of the Federal
Government’s Qualification Initiative (cf. Box 5) to
open up more of the domestic potential of training
staff and skilled personnel, e.g. by offering young
people better training prospects, with greater efforts
in advanced training, by mobilising skilled labour
from the unemployed and including the hidden
reserve. The federal states also bear a responsibility
here. To ease current bottlenecks in engineering pro-
fessions in areas where demand is particularly heavy
- at present mechanical engineering, vehicle con-
struction and electrical engineering - the Federal
Government has, finally, facilitated access to the
German labour market for applicants from the 12 new
EU member states and foreign graduates of German
universities and technical colleges.

Vocational Training

29. Obtaining and training recruits to technical occu-
pations and management posts requires constant
modernisation of existing occupations and the cre-
ation of new ones to meet the needs of the economy.
At present these are predominantly in the services
sector and the new technologies (cf. Table Serial No.
91). The “National Pact for Training and Skilled Re-
cruits” (Training Pact, cf. Table Serial No. 19) agreed
with the business confederations was prolonged for a
further three years on 5 March 2007. Companies have
doubled their 2004 commitment and are now offer-
ing 60,000 new training places a year on average.
The associations have also undertaken to persuade
30,000 companies a year to start training and provide
40,000 places a year where young people can qualify
to start a vocational training course. With 79,200 new
training places and 49,400 new training companies
(November 2007) these commitments were clearly
exceeded in 2007. The number of entry qualification
places promised had almost been reached by the end
of October 2007. The positive balance on the labour
market is also being reflected in a clearly lower over-
hang of applicants (cf. Table 2).

Staff Shareholding
30. Staff shareholding can increase the motivation of
the workforce, improve productivity and help to

strengthen the company’s equity base. For the staff
new sources of income can be opened up. The
Council of Economic Experts points out that staff
shareholding can be a meaningful instrument in indi-
vidual cases and on company level (JG Item 562ff.).
The model used is crucial. Staff shareholding, as the
Council of Economic Experts says (]G Item 562if.), is
first and foremost a matter for the companies and the
parties to collective wage agreements, and initiatives
by the legislature or a promotional programme are
not needed. In the view of the Federal Government
the state, by setting suitable legal conditions, can
help to increase the willingness of both the employer
and the employees to introduce and accept staff
shareholding. The Federal Government supports the
joint working group of the coalition parties and the
parliamentary parties who are working out a concept
for the implementation of staff shareholding.

C. Strengthening Entrepreneurial
Activity

31. Germany is once more well positioned as a loca-
tion for business investment. German companies are
highly competitive. That position must not only be
maintained, it needs to be defended in international
competition and strengthened. The Federal Go-
vernment will improve taxation conditions, relieve
businesses of even more bureaucratic obstacles, open
markets further, strengthen Germany as a financial
centre and help to ease financing, especially for small
and midsize firms. It will also improve the infrastruc-
ture for business investment, support regions under-
going structural change and continue building up
eastern Germany.

Easing the cost burden on
companies

Reform of corporate taxation reduces

the tax burden

32. The Federal Government has reformed corporate
taxation with the aim of improving companies’ abili-
ty to invest, creating new jobs and securing existing
jobs, as well as making Germany even more attractive
to business investors (cf. Table Serial No. 44). With an



average overall tax burden of just under 30 percent
Germany is now offering better tax conditions, and so
underlining its international competitiveness in this
field as well (cf. Diagram 7). This will make it easier for
German companies to improve their equity base. The
reform will also help to ensure that profits earned in
Germany are taxed in Germany. The amendments to
the trade tax regulations on financing will also sta-
bilise the revenue base for the state, especially the
municipalities. The coordinated adjustment of the
rates of corporation tax will put a largely equal bur-
den on companies independent of their legal form. In
particular with the introduction of a new investment
allowance, which replaces the former complicated
depreciation provision, corporate taxation reform
will also specifically set SME-friendly accents.

29

The new regulations also introduce an “interest
barrier”, to enable profits to be taxed in appropriate
relation to the interest expenditure claimed. That will
make it more difficult for companies to shift profits
abroad for tax reasons (for more detail see Table Serial
No. 45). Similar aims are served by the inclusion of
25 percent of all interest payments and shares of rent,
leasing instalments and licences in financing in cal-
culating trading profits. A free allowance of 100,000
euros will particularly benefit small and midsize
firms. The inclusion of 50 percent of permanent debt
interest payments formerly allowed has been drop-
ped, as it was open to creative accounting. To prevent
this, for the rest the “mantle purchase regulation”
has been replaced with a new regulation that will
be more effective (for more detail see Table Serial
No. 46).

Diagram 7: Corporate Taxation 2007 (nominal; retained earnings)

Corporation tax, trade earnings tax and other comparable taxes charged by the central government
and the territorial authorities
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To supplement corporate tax reform from 1 Janu-
ary 2009 a flat rate tax of 25 percent, plus Solidarity
Premium, will be charged on capital earnings and on
capital gains. Taxpayers on lower personal rates can
opt for income tax assessment. At the same time a
general tax on profits on sales is to be introduced for
capital investment. The changes in the taxation of pri-
vate income from capital through the introduction of
the new tax will also help to counter the transfer of
capital abroad for tax reasons (for more detail see
Table Serial No. 47).

The Council of Economic Experts takes a positive
view of corporate tax reform 2008 on the whole, as
the advantages predominate. The reform is an im-
provement and - particularly with the reduction in
the rates - it will markedly increase Germany’s attrac-
tion for businesses. But they criticise the coordination
of corporate taxation with the new tax of 25 percent
on investment earnings and profits on sales, calling it
the “Achilles heel”, as it will distort financing deci-
sions in favour of financing through borrowing. That
is counter to the legislature’s aim of strengthening
companies’ equity base and so it will restrict the
investment activity of companies operating national-
ly. Nor does the reform realise the aim of neutrality
towards the company’s legal form.

In fact the interaction of corporate taxation and
the new 25 percent tax does require careful coordina-
tion. The Federal Government has taken into account
conceivable effects on corporate investment and
financing decisions. In the end result it regards an
internationally attractive taxation of capital income
to supplement the reform of corporate taxation as
essential in regard to the mobility of the factor capital
to reduce the incentives to create favourable tax
structures. The reform will also improve the neutrali-
ty of taxation altogether. That also applies to neutrali-
ty towards the legal form of the company, which is
achieved in the end result as the tax burden is re-
duced by the reduction in the rates for incorporated
companies on the one side and the possibility for
unincorporated firms with high earnings to plough
back profits on the other. But the reform is also neu-

tral towards investment, which will be strengthened
in future through the equal treatment of the different
forms of financing within the framework of offsetting
for trade tax.

The Federal Government does not agree with the
Council of Economic Experts’ criticism of the method
of financing corporate taxation reform, namely that
the tax system will become more complicated while
investment conditions will deteriorate. Rather, it
regards funding the reform as essential in view of the
need for consolidation. Moreover, the funding is to
help ensure that scope for tax structuring, like shift-
ing earnings and losses abroad to evade German tax,
will be limited and in future big international con-
cerns especially will also tax in Germany the profits
they have made in Germany.

Inheritance tax to secure corporate
succession

33.In December 2007 the Federal Government decid-
ed on draft legislation to reform the legislation on
inheritance tax and the valuation of property. The
decision by the Federal Constitutional Court of 7
November 2006 has been taken into account in the
new legislation. In future the estate will be valued in
relation to the price that could be achieved on a sale
in the course of normal business (the “common
value” or market value). The resultant higher value
will affect operating assets, shares in incorporated
companies, land and forestry, real estate and the
other assets. The higher revenue from these higher
valuations will be used i.a. to benefit the nearest rela-
tives (spouse, children, grandchildren) in the form of
higher personal free allowances. Inheritance to the
value of an average single-family house will then gen-
erally be free of inheritance tax for this group of heirs.
Above all, the succeeding generation in a company is
to be relieved of some inheritance tax. This is on con-
dition that the heir continues to run the business and
secures employment (cf. Box 6). The new regulation is
to ensure that the inheritance tax payable on the
transfer of a business does not jeopardise its contin-
ued existence and so endanger growth and jobs.
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Box 6: Cabinet Decisions on the Key Points of Reform of Inheritance Tax and Valuation Law

>  All types of assets will in future be assessed by the common or market value.

» The closest relatives (Tax Class I) will have bigger free personal allowances: 500,000 euros for spouses,
400,000 for children and 200,000 for grandchildren.

> Registered cohabiting partners will have the same personal free allowance as spouses (500,000 euros).

> For operating assets in the broadest sense (including shares of more than 25 percent in incorporated com-
panies, agricultural and forestry enterprises) the share of assets allowed for preferential treatment is fixed
at 85 percent.

> Inaddition, for smaller enterprises a sliding allowance of 150,000 euros will be introduced. Operating
assets to a total value of 1 million euros will be free of tax. The allowance will have been reduced to zero on
operating assets of a total value of 3 million euros.

> The allowances for operating assets are conditional on the enterprise being continued for a period of 15
years. In addition, for ten years the wage bill may not fall below 70 percent of the average wage bill of the
last five years before inheritance.

» Forrented housing 10 percent deduction is allowed from the assessment base.

»  For inheritances during the period from 1 January 2007 until the new law comes into force the taxpayer
can choose to have the new law applied, if it is more favourable for him. The personal free allowances in

force previously must still be applied in this case.

Reducing more bureaucracy

34. Reducing bureaucracy is a key part of the policy to
reduce obstacles to growth. Bureaucratic require-
ments are expenditure for companies, individuals
and the administration itself. The first interim assess-
ment of the costs of bureaucracy based on the SCM
standard costs model® up to the end of September
2007 showed that the most elaborate obligatory
information required of businesses costs 27 billion
euros a year. So reducing bureaucracy plays a key part
in the policy to remove obstacles to growth. For new
laws and regulations the independent National
Norms Control Council appointed by the Federal
Government in September 2006 after legislation will
examine estimates from ministries in regard to plau-
sibility, and where necessary indicate less costly alter-
natives (cf. Table Serial No. 53).

35. The Federal Government has set itself the aim of
examining by the end of 2011 the full cost of bureau-
cracy in the form of the obligatory provision of infor-
mation as measured, identifying which requirements
are unnecessary and removing them. The aim is to
reduce the present cost burden by 25 percent. First,
by the end of 2009 c. 50 of the most costly informa-

tion requirements, which cause around 80 percent of
the total bureaucracy costs to businesses in Germany,
are to be examined in dialogue with companies and
associations and if necessary simplified as far as possi-
ble. In the same way the ministries will examine the
essential information requirements in their fields of
competence. This should achieve about half the tar-
get.

With the First and Second Law to Ease the Burden
on SMEs the Federal Government has set in motion a
large number of debureaucratisation and deregula-
tion projects.” They are supplemented by an exten-
sive list of measures that will further ease the burden
on SMEs by 2009. Many of the measures decided have
already been implemented. Basically, mainly small
and midsize firms and new businesses operating in
statistics, bookkeeping, and social insurance, trade,
pricing and transport law will pay less (cf. Table Serial
No. 501f.). A third law to help SMEs by reducing
bureaucracy, MEGIII, is now in preparation. In addi-
tion, in the second half of the legislative period the
Federal Government, in close cooperation with the
federal states, will continue to modernise the admin-
istration, particularly with the use of IT, and make it

“The method used to calculate in euros and cents all the obligatory provision of information and reporting required by the state.
* Cf. the report by the Norms Control Council on its activities, “Kostenbewusstsein starken - Fiir eine bessere Gesetzgebung”, www.normenkontrollrat.bund.de.
# Cf. the report by the Federal Government “Biirokratieabbau - Erkennen - Messen —- Abbauen”.
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more people-friendly. Examples of projects here are
online vehicle registration, the electronic patients
card, and further developing the identity card to a cit-
izen’s card.

36. The Annual Tax Law 2008 which came into force
on 1January 2008 also contains a large number of
important regulations to reduce bureaucracy and
simplify tax law (cf. Table Serial No. 49). Under this
law from 2011 the wage tax card is also to be replaced
by a purely electronic procedure. The introduction of
a tax identification number has already been decid-
ed, and it will be implemented speedily.

37.0n European level an action programme for the
European Commission to reduce the administrative
burden in the EU was launched under the German
presidency of the EU Council. The administrative
expenditure caused by existing EU regulations is to
be reduced by 25 percent by 2012. The first package of
measures is intended to relieve European businesses
of 1.3 billion euros in the short term. The European
Commission estimates that meeting this target could
lead to an increase in the EU GDP of around 150 bil-
lion euros in the medium term.

Opening Markets, Strengthening
Competition

Competition Policy

38.Itis the aim of the Federal Government’s compe-
tition policy to open markets and keep them open
and improve the conditions for more equality of
opportunity in competition. An amendment to the
Act against Restraints of Competition that came into
force at the end of 2007 strengthened competition-
oriented supervision to prevent abuse of energy pric-
ing in the interests of consumers and energy-depend-
ent enterprises (cf. Itern 41 and Table Serial No. 59).
The amendment is also intended to counter ruinous
price competition in the foodstuffs trade (cf. Table
Serial No. 58).

39. The liberalisation in the post and rail sectors will
also bring more intensive competition (cf. Items 103
and 42). The Federal Government will continue its
competition-oriented telecommunications policy as

well (cf. Items 65 and 101). It aims to make the health
sector more competitive to achieve better utilisation
of the existing potentials for growth. Small and mid-
size services providers in particular are to be effec-
tively protected from discrimination and the misuse
of market power when signing individual contracts
with health insurance institutes.

Improving the Efficiency of the Energy
Markets, Lowering Energy Prices

40. Big price increases have recently been evident for
gas and electricity, and they cannot be explained by
the development in raw materials prices alone. It is
clear that even nine years after the markets were
opened competition is still not functioning properly.
The rise in the price of electricity is reducing the effi-
ciency of the German economy as a whole and having
negative effects on the economic cycle. Markets that
are open and function efficiently on the supply and
on the demand side are a precondition for interna-
tionally competitive energy prices.

41. The Federal Government prepared a package of
measures in autumn 2006 to create better structural
conditions in the longer term for more competition
on the supply side of the energy markets. In the short
term the more stringent supervision of abuse intro-
duced for a limited period under cartel law should be
effective. It will make it easier for the cartel authori-
ties to proceed against pricing by energy enterprises
with a dominant market position that is counter to
competition (cf. Table Serial No. 59). From 2009 the
incentive regulation will replace the procedures that
are still in place and which require prices for the use
of the energy networks (network charges) to be
approved by the Federal Network Agency. It was able
to achieve further reductions in network charges in
2007 even on the basis of the present system.

More Competition in Rail Transport

42. The Federal Government will keep to its aim to
involve private capital in Deutsche Bahn AG. The
purpose is to put more traffic on to the trains as rail
reform continues, improve the framework for com-
petition on the railways and ease the pressure on the
public budget.



Modernising the Legislation on

Public Contracts

43. The Federal Government has set itself the aim of
modernising and simplifying the German legislation
on the award of public contracts, which is complex
and difficult to understand. Particular efforts will be
made to design the legislation to suit SMEs. The key
concern is to keep the regulations to the necessary
minimum and take out bureaucratic requirements.

The system of public contracts and orders should
also make a contribution to the integrated energy
and climate programme through purchases of ener-
gy-efficient products and services. In addition, the
Federal Government will orient public procurement
on Federal level more to innovative products and
services as part of the High-Tech Strategy.

Public Corporate Governance Codex

to be Introduced

44. The aim of the Federal Government’s public cor-
porate governance codex to be introduced in 2008 is
to create modern structures for good governance in
public enterprises - greater efficiency and transparen-
cy are just as important for state enterprises and their
success as for the private sector. The management
and supervision of state enterprises are to be im-
proved through standards for good and responsible
corporate management, while the Federal Govern-
ment’s aim in taking shares in these enterprises will
be more effectively fulfilled.

Box 7: Tourism as an Example
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Implementing the Services Directive

45. Rapid and coherent implementation of the
European directive on services is essential, in the view
of the Federal Government, in order to make greater
use of the potentials for growth and employment on
the internal European market. It sees the directive as
a chance to achieve noticeably easier conditions in
the services sector and increase confidence in cross-
frontier offers of services (cf. Box 7). In 2008 the course
must be set, in cooperation with the federal states, to
implement this directive. (In particular, the services-
related regulations need to be examined on all law-
making levels, single points of contact built up and a
European system of mutual assistance established by
the federal states.)

Strengthening the SME Sector,
Helping New Businesses

The SME Initiative

46. To strengthen the SME sector the Federal
Government is removing obstacles to business activi-
ty and improving financing conditions, especially for
small and midsize firms. Under its SME Initiative the
Federal Government implemented a large number of
measures in 2007 to help small and midsize firms,
especially new businesses, to encourage training,
ease SME financing and reduce bureaucracy (cf. Table
Serial No. 71). The Federal Government is continuing
this initiative. The services sector is receiving particu-
lar attention (cf. Item 45 and Box 7).

» Tourismis an important area of the services sector and it is showing above-average growth rates. The
Federal Government supports small and midsize firms in the tourism sector with an extensive range of

measures. It finances the German Tourism Centre, which markets Germany for tourists worldwide, with

around 25 million euros a year. Examples of other measures are the training programme run by the
German Tourism Seminar, and promotion of e-business.

» One of the aims of the German presidency of the EU Council in the first half of 2007 was to strengthen
Europe further in international competition as a region for tourism. Among other things, practical
measures were agreed to increase cooperation between towns. Now the effects of climate change on

tourism are an important item on the agenda. Opportunities for growth, particularly in nature, culture
and health tourism and business travel must be utilised.
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New Businesses: Opening the Way

47. Germany needs a more specific culture of inde-
pendence. To lower the barriers to setting up in busi-
ness the Federal Government is pursuing the aim of
simplifying and accelerating the necessary adminis-
trative processes. The federal states are already sup-
porting this with new business agencies and start-up
centres, where men and women embarking on estab-
lishing a new business can obtain a wide range of
high-quality consultancy and practical services. The
Federal Government is also building up and extend-
ing a national agency for women entrepreneurs
(Bundesgriinderinnenagentur — bga) to support
women in every branch and every phase of setting
up a business.

It is now possible to register a company in Ger-
many within a few hours. On average six days are
needed to set up a company limited by shares (GmbH).
With the aim of making the registration and ap-
provals procedures even more transparent and
speedy the Federal Government launched an action
“The Easy Start Up” in November 2007 with active
support from all involved. The Federal Government
also supportsi.a. technology-oriented new businesses
(on EXIST, and the High-Tech New Business Fund see
Itemn 62).

48. The promotion of training and consultancy
offered by the Federal Government for new entrepre-
neurs and for small and midsize enterprises has also
been made more transparent and efficient. In con-
junction with the federal states the Federal Govern-
ment has worked out a coordinated concept for indi-
vidual consultancy to new firms. Since 1 October 2007
the Federal Government has also been offering a
national programme, “New Business Coaching for
Germany”, to cover the phase of setting up a business
and its firm establishment in the first five years of its
operation. From summer 2008 coaching for previous-
ly unemployed new entrepreneurs in the first year
after start-up is planned. It will replace the former
coaching for new previously unemployed entrepre-
neurs by the Federal Labour Agency. Promotion of
consultancy for individual new entrepreneurs in the
pre-start up phase is solely the responsibility of the
federal states.

KfW’s Small Loan Programme

49. To improve the start-up conditions, especially for
small and micro enterprises, the Federal Government
is continuing its work to improve and extend the pro-
motion under the European Recovery Programme
(ERP) and by Kreditanstalt fiir Wiederaufbau (KfWw).
The two programmes StartGeld (Start-Up Money) and
Mikrodarlehen (Micro Loans) offered by KfW for new
and young businesses with a small need for capital
were combined as per 1]January 2008 into a new small
loans programme, KfW StartGeld. It contains a num-
ber of improvements for the end-borrower - there is
no longer a minimum loan requirement and the
same new entrepreneur can apply twice, as long as
the maximum amount borrowed does not exceed
50,000 euros.

Modernising statutory occupational

accident insurance

50. The Federal Government will modernise statutory
occupational accident insurance in 2008 to make this
more economical and efficient, and to develop the
system further. Key points in the reform are slimming
down the organisation more, modernising the ad-
ministrative structures and reorganising burden-
sharing between the occupational accident insurers.
A “Joint German Labour Protection Strategy” has
been drawn up by the Federal Government, the fed-
eral states and the accident insurers and also forms
part of the reform. Companies are to be relieved of
some of the load by a set of regulations and require-
ments that is strictly oriented to need. Consultancy
will also be offered, and this and the work of supervi-
sion will be coordinated and shared between the
state authorities and the accident insurers.

Strengthening Germany as a financial
centre, improving financing conditions

Financial services supervision

51.In 2002 the legislature created an efficient super-
visory authority for the whole financial sector (banks,
insurance companies, securities trading and financial
conglomerates) in the Federal Financial Services
Supervisory Authority (BAFin). There are similar
authorities in a number of other industrial states
(Japan, Austria, Netherlands, Great Britain, Belgium



and Sweden). The first stage of reorganising the BaFin
will come into force in March 2008 with the legisla-
tion to modernise the supervision structure. The mo-
dernisation of material banking supervision and, if
necessary, other organisational measures, are to fol-
low in a second stage. That will initially enable the
most recent developments on the financial markets
to be analysed and the consequences drawn. The
Federal Government is currently examining how the
modernisation of banking supervision can be imple-
mented and what other points need to be considered
in view of the most recent events.

The Council of Economic Experts is in favour of
concentrating banking supervision in the Deutsche
Bundesbank and integrating the BaFin there.
However, in the view of the Federal Government the
principle of cooperation between the BaFin and the
Deutsche Bundesbank in the exercise of banking
supervision has basically worked well. The issues of
cooperation between the BaFin and the Deutsche
Bundesbank in the area of banking supervision in
Germany were laid down in § 7 of the Banking Law.
The BaFin primarily executes the supervisory meas-
ures in regard to the banks while the Deutsche
Bundesbank - generally through its main offices -
exercises day-to-day supervision of the banks in the
meaning of § 7 of the Banking Law.

Mobilising venture capital

52. The Federal Government has presented the draft
of alaw to modernise the framework conditions with
the aim of mobilising more venture and equity capi-
tal for innovations. Beside an amendment to the law
on private equity companies it chiefly contains the
new legislation on venture capital funds. This covers
the taxation of investment in venture capital in
young technology-based firms. The Federal Govern-
ment is also mobilising private venture capital invest-
ment through a number of promotional programmes
(cf. Item 62), so creating internationally attractive
framework conditions in Germany for venture capital
(cf. Table Serial No. 73).
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The Risk Limitation Law

53. The draft of a law to limit the risks involved in
financial investment (Law on Risk Limitation) passed
by the Federal Government is intended to increase
transparency in areas where financial investors are
active. This should put those active on the financial
markets in a better position to counter undesirable
developments in the economy as a whole and ensure
the best possible results.

Improving the infrastructure

Transport and logistics

54. Transport and logistics are major components of
modern production and services processes and they
make a major contribution to the competitiveness of
an economy. The Federal Government will provide
around 9.5 billion euros this year in investment funds
for the classical transport modes alone (road, rail and
waterways). That is around 0.5 billion euros more
than in 2007. The Federal Government has developed
a framework investment plan for the federal infra-
structure up to 2010, to ensure that the German
transport system remains efficient in future as well
(cf. Table Serial No. 85). In the course of 2008 it will
present the masterplan for freight traffic and logis-
tics, with private sector involvement. This will include
a concept for action to show how the freight traffic
system can be made more efficient and sustainable,
and better use made of the transport routes and the
logistics infrastructure (cf. Table Serial No. 86).

Public private partnerships (PPPs)

55. Public private partnerships (PPPs) can be a promis-
ing way to perform public infrastructure tasks more
economically. If PPPs are to be successful more suit-
able legal conditions need to be set beyond the PPP
Acceleration Law and procedures standardised. With
this aim the Investment Law has been amended and a
new asset class “infrastructure funds” (special infra-
structure assets) created. Infrastructure funds are
allowed to take shares in PPP project companies, and
this will enable more private capital to be mobilised
which will then be available for investment in PPP
projects. This will open access for private investors to
the PPP market, which has previously been closed to
them owing to the big investment sums needed. To
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develop the market for PPPs further in December 2007
the Federal Government began preparations and fur-
ther appraisals to set up a company specialising in
PPP questions. Its sole function will be to advise the
public sector on all PPP issues. Beside the basic work,
especially in developing PPP standards further, the
company is to focus on advice on specific projects.

Its structure, with private investors and the public
sector involved in roughly equal halves, should com-
bine the know-how in the public sector with that in
the private sector (cf. Table Serial No.88f.).

Supporting Companies in
International Competition

Making Germany even more attractive

as a business location

56. The Federal Government intends to reorganise
the state funded or promoted institutions that are
active in foreign trade promotion and location mar-
keting (cf. Box 10). The first step was to establish Invest
in Germany GmbH in January 2007 by merging the
Industrial Investment Council with Invest in Germany.
Now this new location marketing company will be
merged step by step with the Federal Foreign Trade
Agency (bfai). The position of the foreign trade cham-
bers as the main representatives of German business
interests abroad is to be further strengthened by pro-
gressively combining the activities of the bfai and
Invest in Germany under their roof (see Table Serial
No. 97). This combination of competences and organ-
isations will create more transparency for customers
and make location marketing more efficient.

Regional promotion

57.In its regional promotion the Federal Government
supports regions undergoing structural change. It
supplements other policy areas, like labour market,
innovation, research and education policy. A precon-
dition for effective growth-oriented regional promo-
tion is the targeted use of funds, and the chief instru-
ment for this is the Joint Task “For the Improvement of
the Regional Economic Structure”. At the start of 2007
the new regulations on promotional regions came
into force, and in September the new Joint Task Law.
The amendment to the Joint Task Law takes due
account of the new version of Art. 91a of the Basic

Law decided as part of Federalism Reform I. The Fe-
deral Government has secured the financing for the
Joint Task. As in 2007, the Federal budget for 2008
earmarks around 650 million euros for this (see Table
Serial No. 89). In addition, the regions will have in
total a further 34.5 billion euros for 2007-2013 from
the European funds. Co-finance from the federal
states is required for the use of both federal Joint Task
funds and the European funds.

Safeguarding National Security Interests

58. As was stressed in the G8 summit declaration of
Heiligendamm on 8 June 2007, freedom to invest is
an essential pillar of support for economic growth,
prosperity and employment. This summit declara-
tion, which was passed under the German presidency
of the G8, points the direction for action by the Fe-
deral Government (cf. Item 108 and Box 11). However,
due account must be taken of more recent develop-
ments. The possibility cannot be excluded that indi-
vidual investors are also pursuing political aims.
Investment can be problematic if it could jeopardise
public order or the security of the Federal Republic of
Germany. In these exceptional cases policy must have
means of control. The Federal Government therefore
intends to create a possibility of appraising such com-
mitments for their compatibility with public safety
and if necessary banning them. The majority of the
Council of Economic Experts doubt the need for
extended controls and regard the present instru-
ments as sufficient (JG Item 583ff.). However, in the
view of the Federal Government the present scope
allowed by law needs widening to include such cases.
The draft legislation presented by the Federal Go-
vernment provides for an extremely slender proce-
dure that will not involve unnecessary bureaucratic
burdens on investors. Moreover, investors are shortly
to have legal and planning certainty. The Federal
Government’s approach is cross-sectoral. The apprais-
al will be oriented to the requirements in the EC
Treaty. A ban or imposition of conditions will only be
considered if this is essential for reasons of public
safety in the Federal Republic of Germany, and that
will presumably only happen in extremely rare indi-
vidual cases.



D. Building Up Innovation and
Technological Strengths

59. Knowledge and new technologies create the con-
ditions for sustained higher economic growth. Ger-
many is one of the most intensely committed nations
in the world to research and innovation (see Diagram
8).Itis the technological driving force in Europe and
world champion in the export of technological
goods.

With the increase in public investment in re-
search and development (R&D) the Federal Govern-
ment is coming close to its target of R&D accounting
for 3 percent of the gross domestic product by 2010.
In this legislative period the R&D budget is to be in-
creased by 6.5 billion euros. The federal states are also
involved in reaching the 3 percent target by 2010.
R&D expenditure by the private sector has risen most
recently as well.

Strengthening excellence, individual
responsibility and freedom in research

60. The performance of German research will be con-
siderably strengthened, i.a. by the Initiative for
Excellence, the Pact for Research and Innovation and
the Higher Education Pact (cf. Table Serial No. 103ff.).
The Federal Government and the federal states are
preparing key points for a possible continuance of the
Pact for Research and Innovation. The research insti-
tutes not only need funds, they also need more flexibili-
ty in order to work with excellence, efficiency and be
internationally competitive. Hence the Federal Govern-
ment will work out key points for a law on freedom in
research to create attractive general conditions.

Developing the High-Tech Strategy Further
61. In the High-Tech Strategy decided in 2007 the
Federal Government has combined its innovation
policy in fields of key future importance and made
the framework conditions more innovation-friendly

Diagram 8: Patents with World Market Relevance?
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(cf. Table Serial No. 100ff. and 106ff, and JWB 2007,
Box 8). The central concern is to network research
and industry better and build bridges from research
into markets. The first progress report in October
2007 outlines new priorities and names health, cli-
mate and resource protection, mobility and security
as global challenges that are of particular importance
for the men and women in our country. New forms of
cooperation will be built up in strategic partnerships
in order to open up lead markets.

The Research Union of Science and Industry
which consists of leading figures from companies,
associations and research establishments is working
with the Federal Government in implementing and
further developing the High-Tech Strategy. Parallel
to this, the Federal Government’s Qualification Ini-
tiative “Advancement through Education and
Training” (see Chapter B) has launched measures
that will ensure recruitment of the skilled personnel
who are essential for the success of the High-Tech
Strategy.

Promoting new technology-oriented firms

62. The new EXIST scholarships for new entrepreneurs
will make it easier for staff in universities and research
establishments who want to set up a business to ven-
ture into self-employment and develop ideas from sci-
entific research into marketable products. The new
EXIST research transfer programme is also designed,
like the “GO-Bio”-programme already established in
biotechnology, for new university hive-offs that are
technically particularly ambitious. In addition, the
High-Tech New Businesses Fund can provide the initial
finance for new technology-based firms. It has been
possible to increase the fund to 272 million euros.
Altogether, with the High-Tech New Businesses Fund,
the ERP Start-Up Fund and the ERP/EIF Umbrella Fund
equity capital of more than 1billion euros will be avail-
able for the different phases of setting up a company
(cf. Table Serial No. 71).

Bringing together industry and science

63. Clusters, in which companies cooperate with
research establishments, make an important contribu-
tion to innovation. With the Peak Cluster Competition

launched in 2007 the Federal Government is making
the most efficient clusters of science and industry more
innovative and supporting them on their way to the
top at international level. The Research Bonus intro-
duced in 2007 gives universities and research establish-
ments incentives to cooperate more intensively with
small and midsize firms.

In the “Dialogue Innovation East” the Federal
Government is developing a concept in direct coopera-
tion with the east German States that combines sus-
tained innovation policy for eastern Germany with
excellentresearch and measures to secure and obtain
recruits to research and industry.

Rapid and simple innovation promotion

and financing

64. Innovation promotion for SMEs is being combined
into a new “Central Small and Medium-Sized Enter-
prises Innovation Programme” and made more user-
friendly (cf. Table Serial No. 111). Under the “Innovative
SMEs”-initiative small and medium-sized enterprises
(SMEs) that are engaged in top level research have
since 2007 had simplified and accelerated access to
promotional funds for research in future-oriented
technological fields. At the same time a central, inter-
ministerial advisory office on the Federal Govern-
ment’s research and innovation promotion is being set
up. In addition, the Federal Government will examine
the question of R&D promotion for Germany through
tax concessions and alternatives currently available
and present the results in 2008.

The telecommunications and information
society

65. To improve the telecommunications infrastruc-
ture in Germany further the Federal Government will
i.a. noticeably extend the broadband supply in Ger-
many with various initiatives, programmes and work-
ing groups (cf. Table Serial No. 125). A modern busi-
ness or research structure would be inconceivable
without the new information technologies. Hence the
Federal Government and the private sector agreed at
the first national IT summit in December 2006 to pro-
mote the development of these technologies with
lighthouse projects, like new search techniques for

# Die Hightech-Strategie fir Deutschland - Erster Fortschrittsbericht, www.hightech-strategie.de.



the Internet or the integration of the information and
communications techniques in the energy distribu-
tion networks. At the second IT summit an assess-
ment was made and further measures agreed (cf.
Table Serial No. 126).

66. The action programme “iD 2010” covers all the
fields of action from e-government to the framework
conditions for new media (cf. JWB 2007, Box 9). The
Federal Government will make consistent use of the
new possibilities on the Internet and in electronic
data processing to modernise the state and the ad-
ministration and make them one of the most people-
friendly in Europe. The “ICT 2020 Initiative is de-
signed to put ICT innovations into practice without
frictional losses.
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E. Future-Oriented Energy Policy
and Resource Use

Integrated energy and climate programme
67.1In spring 2007, under the German presidency, the
EU heads of state and government set the signals for
an integrated energy and climate policy. This in-
cludes ambitious targets for climate protection, the
increased use of renewable energies, and increasing
energy efficiency. On this basis the Federal Govern-
ment decided an ambitious energy and climate pro-
gramme of 29 key points in Meseberg in August 2007.
On 5 December 2007 the Cabinet presented an exten-
sive package of 14 laws and ordinances. A second
smaller package with more law-making projects will

Box 8: The Aims of the Integrated Energy and Climate Programme

» Lessdependence, more renewable energies: Increase the share of renewable energies in electricity
generation to 25-30 percent by 2020 with continuous increases to 2030; increase the share of renewable
energies in heating with the Renewable Energies for Heating Law; regulation on feeding biogas into the

natural gas networks.

» More energy efficiency and greater spread of energy-efficient products and technologies: Double
electricity generation from combined thermal-power stations by 2020; rapid introduction of intelligent
measurement procedures in the electricity sector; liberalise the electricity meter market; promote energy
consultancy; introduce a European Top Runner approach on EU level as part of the implementation of the

Eco Design Directive.

» Climate-friendly energy production: Support for the introduction of clean and low-CO, power station

technologies.

» More jobs through energy-efficient and climate-protective building: Increase the stringency of ener-
gy requirements in the first stage by on average 30 percent; maintain the CO, in Buildings Renovation
Programme until 2011; Federal-States-Municipalities Investment Pact to modernise energy use in the social
infrastructure; amendment to the heatings costs ordinance, with appraisal of whether flanking rights for
tenants need to be strengthened; Renewable Energies in Heating Law.

» Lessemission of harmful substances in traffic: incentives to reduce CO, emissions, i.a. include a CO,
component in vehicle tax; promote electro-mobility; increase the steering effect of the toll on heavy lor-
ries; include air traffic in emissions trading with neutral effect on competition; improve consumption

marking of vehicles.

» Increase Germany’s lead in technology: the Federal Government will launch new initiatives in energy
research focussed on climate protection, energy efficiency, renewable energies and CO, capture and

storage.
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follow on 21 May 2008. This will consistently imple-
ment the Meseberg decisions. The Federal Govern-
ment’s guideline in energy and climate policy is the
triple target of securing supplies, economy and envi-
ronmental compatibility. The aims of the Integrated
Energy and Climate Programme (cf. Box 8) will be
flanked by a foreign energy policy that will make its
contribution to ensuring that fossil energy sources
are used as efficiently as possible and the use of re-
newable energies increased, thus helping to ensure
that sustained energy structures are built up in other
countries as well. As the German contribution to an
international climate protection agreement after
2012 the Federal Government is offering to reduce
German greenhouse gas emissions by 40 percent
from the 1990 level by 2010, if the EU reduces its emis-
sions by 30 percent in the same period, other indus-
trial countries undertake to make comparable re-
ductions and the newly industrialised countries
agree to make appropriate contributions to climate
protection.

Renewable energies

68. The use of renewable energies developed very
positively in 2006 as well. Their share of primary
energy consumption has more than doubled since
2000, rising from 2.6 percent to around 5.8 percent in
2006. Their share in total end-consumption of energy
(electricity, heating, fuels) rose during the same peri-
od from 3.8 percent to around 8 percent, bringing
their contribution to CO, reduction up to around

100 million tonnes in 2006. With renewable energies
accounting for a share of more than 14 percent of
electricity consumption in 2007 the target set in the
Renewable Energies Law of at least 12.5 percent by
2010 is already clearly passed. The Renewable Ener-
gies Law made a major contribution to this.* At the
same time renewable energies have also increasingly
developed into an economic factor in Germany and
helped to create noticeably more employment. The
Federal Government will continue to support the ac-
tivities by German companies abroad with the
“Export Initiative on Renewable Energies”, e.g. with
consultancy, trade fairs and visits abroad for delega-
tions.

# Cf. EEG-Erfahrungsbericht 2007, Bundestags-Drucksache 16/7119.

69. Renewable energies are being further expanded
in accordance with European requirements. The
European Council decided in spring 2007 that by
2020 20 percent of total energy consumption in the
EU (electricity, heating/refrigeration, fuels) must
come from renewable energies. The Federal
Government has set itself the aim of increasing the
share of renewable energies in the electricity sector
to 25 to 30 percent by 2020 with continuous increases
after that date. To achieve these aims the Federal
Government has presented the draft of a new version
of the Renewable Energies Law. A Renewable Ener-
gies in Heating Law is to ensure that the share of re-
newable energies in heating consumption rises to

14 percent by 2020. In transport the increase in the
use of bio-fuels is to be directed more than hitherto
to reducing greenhouse gas emissions. The Federal
Emissions Prevention Law lays down a minimum
share for bio-fuels in the total quantity of fuels used
in transport. A net contribution to climate protection
of 5 percent is to be achieved through greenhouse
gas reduction by the year 2015 and 10 percent by
2020. That means that bio-fuels must account for a
share of around 20 percent in volume. To implement
these requirements the Federal Government has
decided on draft legislation to amend the Federal
Emissions Prevention Law.

The Ordinance on Energy Saving

70. To implement the Integrated Energy and Climate
Programme the Ordinance on Energy Saving will be
adjusted to the targets decided by the Federal Go-
vernment. The main focus of the intended amend-
ments is to make the energy requirements for build-
ings more stringent by on average 30 percent, in-
crease some requirements for later fitting in plants
and buildings and introduce regulations on the grad-
ual elimination of night storage heaters (cf. Table
Serial No. 150).

Energy Efficiency

71. In spring 2008 a new promotional programme
“The Special Fund for Energy Efficiency in SMEs” will
be launched, offering loans for energy saving meas-
ures in small and midsize companies at especially
favourable interest rates. As a supporting measure



energy consultancy using promotional funds will be
offered in advance.

Energy Research

72. An efficient and climate-compatible energy sup-
ply is inconceivable without modern energy tech-
nologies. New technologies need to be prepared with
research and development. The Federal Government
has therefore increased the funds earmarked for
energy research and innovation up to 2009 by more
than 30 percent from the 2006 level. Altogether it will
invest 2 billion euros in new energy technologies
between 2006 and 2009, and so contribute to climate
protection, growth and employment (cf. Table Serial
No. 130).

Emissions Trading

73.1n 2008 the second period of European emissions
trading will start. The regulations for Germany for the
period 2008 to 2012 are laid down in the 2012 alloca-
tion law (cf. Table Serial No. 134), which sets an ambi-
tious target for CO, reduction. It will ensure that the
energy sector and other industries make an appropri-
ate contribution to achieving the German climate
protection target for 2008 to 2012. The allocation for
energy plant will be changed to a benchmarking sys-
tem that will reward efficient plant and put a heavier
charge on obsolete technology. This will set addition-
al incentives for the modernisation process in the
German energy industry. Less reduction will be ex-
pected from the producing sector than from the ener-
gy industry and this differential treatment of the two
sectors takes into account the different competition
situations and the potentials for reductions. Small
emitters will also be entirely exempt from contribut-
ing to the reduction. About one tenth of the total allo-
cations, namely 40 million certificates a year, will no
longer be distributed free but sold. Germany will auc-
tion the biggest number of emissions certificates in
the EU.

74. In future, as part of the revision of the emissions
trading directive for subsequent trading periods, the
Federal Government will also endeavour to obtain a
clearly higher share of certificates to auction, espe-
cially for electricity generating plant. It will also

endeavour to achieve harmonised allocation rules for
energy-intensive industries in global competition
that apply throughout the EU. It is also important for
investors to receive reliable price signals from the
emissions trading system in future. The Federal Go-
vernment welcomes the agreement by the Environ-
ment Council to include air traffic in emissions trad-
ing.

75. Establishing the “International Carbon Action
Partnership” (ICAP) has also laid the foundation stone
for linking European emissions trading with the trad-
ing systems in other countries or regions. The Federal
Government is one of the initiators of the ICAP and it
will actively advance the further expansion of the
global market for emissions certificates, in conjunc-
tion with the European Commission and the other
EU member states.

Securing energy supplies

76. Secure energy supplies and competitive energy
prices are crucial for the competitiveness of the
German economy. According to studies by the In-
ternational Energy Agency world demand for ener-
gy will rise by more than 50 percent by 2030, unless
governments take new measures. The entry of new
and large energy consumers like China and India into
the world energy markets and the growing geopoli-
tical challenges are increasing the risk of price rises.
The challenges facing climate policy are also grow-
ing. All this requires a policy that will lead to clearly
lower energy consumption and so clearly less CO,
emission.

The Federal Government is relying on a balanced
and diversified energy mix, which includes hard coal
and a growing share of renewable energies. It is also
aiming for ambitious increases in efficiency in both
energy production and conversion and on the de-
mand side. To maintain the competitiveness of the
German economy it is important to make efficient use
of resources and further diversify both the sources of
supply and the transport routes. Energy policy dia-
logues with major supplier, transit and consumer
countries like Russia, Norway, India and others are
being continued.
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Raw Materials

77.To ensure a sufficient and continuous supply of
mineral and energy raw materials to the German
economy the Federal Government is working for fair
world trade and for a reduction in the negative social
and ecological effects of extracting and using raw
materials.” The Federal Government and industry
have increased their cooperation over raw materials
questions, in the international context as well, i.a. in
the Extractive Industries Transparency Initiative (EITI)
(cf. Table Serial No. 178). The activities of the Federal
Government complement and support the raw mate-
rials activities of industry (cf. Item 68 and Box 8).

F. Social Security Systems to
Withstand Demographic Change

Security in old age

78. The social security systems also need to be sustain-
able so that despite growing pressure of international
competition and demographic change they will
remain viable and affordable in the long term, while
providing appropriate social protection. The pen-
sions system has been thoroughly modernised with
the reforms carried out in recent years. The statutory
pensions system has been adjusted to the changing
demographic conditions, and to economic and
social framework conditions, while remaining fair to
the different generations. Broad state promotion has
also been created for supplementary pension
schemes.

To maintain these aims and stabilise the statutory
pensions system the standard retirement age will be
raised from 65 to 67 in yearly stages from 2012 to 2029
for persons born in 1947 and after (cf. Table Serial No.
154). Corresponding increases will follow for other
types of pension. Special regulations will apply to per-
sons who have been insured for especially long peri-
ods. The protection clause in the pensions adjustment
system has been modified. The lower adjustments not
made in 2005 and 2006 will be offset from pension
increases from 2011 so that positive adjustments are
halved until the need for adjustment is removed.

* Cf. “Elemente einer Rohstoffstrategie der Bundesregierung”, March 2007.

The Council of Economic Experts confirms that
with its “Pension at 67” ruling the Federal Govern-
ment has clearly improved the sustainability of the
pensions insurance system (JG Item 252ff.). This
reform is essential to secure the statutory pensions
system for the foreseeable future against the prob-
lems on the expenditure side resulting from the age-
ing of the population. By increasing the production
potential in the economy as a whole in the long term
itis also helping to improve macroeconomic growth
prospects.

79. The Federal Government is examining how home
ownership can be better integrated in the state pro-
moted pensions system. The Council of Economic
Experts regards this as “the wrong path” (]G Item 26),
but the Federal Government does not share that view.
For many people owning their own home is an impor-
tant item in their provision for their old age.

Health Policy

80. With the Law to Increase Competition in the
Statutory Health Insurance System the Federal Go-
vernment has created the conditions for greater
economy in the German health system. At the same
time all people are guaranteed equal access to high
quality medical care. The regulations, which mainly
came into force on 1 April 2007, are already having an
effect. Just under 100,000 people who were previously
without health insurance have returned to the statu-
tory or private health insurance system. As well as
improvements in the range of benefits the insurance
institutes now have more scope to sign individual
contracts with providers and discount agreements
for drugs. This in turn creates scope for more compe-
tition and efficiency and so also serves the economic
policy aim of lowering subsidiary wage costs. In
order to secure that aim permanently weakening the
contributions base by shifting expenditure on to the
statutory health insurance institutes is to be avoided
in future.

81. The new Confederation of Health Insurance In-
stitutes has been set up as planned and will be able to
start operating on 1July 2008. The new financial
architecture of the institutes, the Health Fund, is also



being prepared as planned for 1 January 2009. On
1November 2008 the Federal Government will for the
first time set the general statutory health insurance
contribution rate in an ordinance with effect from 1
January 2009. The reform of the payments scales for
contracted medical practitioners will be implement-
ed in stages between 2007 and 2011.

82. The statutory health institutes are expected to
have achieved a surplus in 2007 of a similar order to
2006 (1.63 billion euros). Hence, at the end of 2007
very few of the institutes should still have debts. All
the institutes must be debt-free at the latest when the
Health Fund starts operating in 2009, in accordance
with the Law to Increase Competition in the Statutory
Health Insurance System (cf. Table Serial No. 177).

83. The Council of Economic Experts also praises the
key measures on the expenditure side in the new law,
the reorganisation of risk structure compensation,
the reform of the payments scale for doctors, the new
regulations on competition for contracts and the
obligatory insurance with the new framework condi-
tions for changing from statutory to private insur-
ance as the right steps. But they regard the measures
on the financing side as unsatisfactory (]G Item 289).
In the view of the Federal Government, however, in its
criticism of the Health Fund the Council of Economic
Experts is overlooking the expected competition
effects. The incentives for the health insurance insti-
tutes to operate economically, and to offer those in-
sured with them better health care, will be strength-
ened, while competition for the best risks will be
unattractive.

84. The Federal Government will build up prevention
to an independent pillar of health care. A draftlaw to
increase health promotion (the Prevention Law) aims
to coordinate the measures by the social insurers and
the branches of social insurance and improve their
quality. The Federal Government and the federal
states must continue to exercise their responsibility in
addition to the work of the health insurance institutes
as flanking measures (cf. Table Serial No. 160).
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The General Concept of

“Service from Person to Person”

85. A functioning health service for everyone is not
only of benefit to each individual and important for
society as a whole, it is also important for the future
economic outlook. Against the background of the
demographic development the health service is an
enormous employment and innovation factor. Hence
a general concept is being worked out on “Service
from Person to Person - Jobs in Health, Care and
Nursing” that will also detail how the many employ-
ment potentials in this sector can be even better
utilised.

Reform of care insurance

86. The draft law on the structural development of
care insurance (the Care Development Law) is intend-
ed to direct the benefits from this insurance even bet-
ter to the requirements of persons needing care and
their relatives. The benefit rates for home care and
the top stage of hospitalised care have been kept con-
stant since 1995, and they are to be raised in three
steps. In addition, on the principle of ambulatory
before hospital care the domestic supply structures
are to be improved. Beyond increasing the benefit
amounts payable for domestic care a claim to consul-
tation on care (case management) is to be introduced
and care bases created. These measures should help
to build up and extend supply structures close to the
home. The draft legislation contains important meas-
ures to improve the quality of care and the trans-
parency and comparability of the benefits provided.
The contribution rate to care insurance is to be in-
creased as per1July 2008 by 0.25 percentage points
to0 1.95 percent. The increase can finance the benefits
up to January 2015.

87. The Council of Economic Experts expressly wel-
comes the measures on the benefits side of the reform
(JG Itern 293). With their model calculations they also
make clear that the contribution rate to social care
insurance can remain within a viable framework until
2050 with the legal changes intended in care reform
(JGItem 307). They urge further reforms to spread the
demographic load more fairly between the genera-
tions. In the view of the Federal Government further
improvements to the long-term financing of care
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insurance remains a challenge which will have to be
faced in the coming legislative period. With all the im-
provements care insurance will remain a key insur-
ance system that is dependent on those needing care
making a contribution and paying for some of the
services.

G. Sustainable Public Budgets for
the Future

88.1In 2007 a balanced budget was achieved on every
state level (the Federal Government, the federal
states, the municipalities and the social insurance
institutes). In 2008 new borrowing in the Federal
budget will fall to 11.9 billion euros. In the following
years there will be further marked cuts in Federal fis-
cal planning, so that by 2011 bet borrowing in the
Federal budget will be zero.

89. In their decision in April 2007 the finance minis-
ters of the Eurozone stated their aim to achieve struc-
turally balanced public budgets by 2010. The German
public budget was already nearly balanced struc-
turally in 2007, and it will remain so until 2011. With
the implementation of this decision Germany is also
setting an important signal to strengthen the reformed
Stability and Growth Pact. From 2010 the level of debt
measured by nominal gross domestic product will fall
below 60 percent. So beside the deficit ratio the sec-
ond important reference figure in the Maastricht
Treaty will also be undercut.

90. The reduction in subsidies will make an essential
contribution to the quantitative and the qualitative
consolidation of the Federal budget. Federal subsidies
fell between 2005 and 2008, the period covered by
the current 21st Subsidisation Report by the Federal
Government, by around 2.0 billion euros to 21.5 bil-
lion euros (cf. Diagram 9). The reduction in tax con-

Diagram 9: The Development in Federal Subsidies from 1998 to 2008 (in billion euros)*
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cessions accounts for the major part of this, falling
continuously by 9 percent to 15.8 billion euros.
Financial aids, which were nearly halved from 1998
to 2005 to 6.1 billion euros, will fall again in 2008 by
7 percent to 5.7 billion euros. By 2011 the fiscal plan
envisages a further fall to 5 billion euros. The Federal
Government has also taken steps to improve the
effectiveness and efficiency of state subsidies further.
In particular, comprehensive external evaluation of
the 20 largest tax concessions in regard to clarity, tar-
get effectiveness, suitability and efficiency has been
commmissioned.

91. The consistent consolidation is combined with tar-
geted promotion of priority policy areas. In addition
to continuing the 25 billion euro “Stimulus Pro-
gramme” decided at the start of the legislative peri-
od, a further amount of just under 10 billion euros will
be directed in the fiscal planning period to specific
focal points in those policy fields that accord with
Germany’s great and traditional economic impor-
tance. In the fore is expenditure on research and edu-
cation, internal and external security and develop-
ment cooperation. By increasing the nursery struc-
ture for children under three to meet demand the
Federal Government is making a further contribution
to a modern and sustained family policy. More scope
will be created from increased revenue and this will
mainly benefit climate protection.

92. In a supplement to the 2007 budget the budgetary
conditions were created for the Federal Government
to provide a total of 2.15 billion euros through a spe-
cial “Child Care Expansion” fund in financial assis-
tance between 2008 and 2013 for investment by the
federal states and the municipalities to expand the
child care infrastructure. Altogether the Federal
Government will provide 4 billion euros by 2013 to
finance child care places in the federal states. As well
as the 2.15 billion euros from the special fund a fur-
ther 1.85 billion euros will be made available up to
and including 2013 in the form of an additional fixed
turnover tax revenue for the states. From 2014 they
will then receive an additional fixed amount of
turnover tax revenue of 770 million euros a year.

93. The Federal Government’s main aim is a balanced
Federal budget in 2011. Scope must be utilised as
before, firstly to consolidate and secondly to stimu-
late growth and employment.

Federalism Reform Il

94. In Germany the framework conditions for eco-
nomic and fiscal policy are largely determined by the
federal structure of the state. The first stage of feder-
alism reform came into force in September 2006,
reducing the complex interlacing of competences
and partially reorganising law-making powers. In a
second stage, financial relations between the Federal
Government and the federal states are now to be
adjusted to the changes in framework conditions
within and outside Germany, especially the condi-
tions for growth and employment policy. To work out
appropriate proposals for reform a joint commission
was set up on 8 March 2007 by the Federal Parliament
and the Upper House. The main fiscal themes are lim-
iting public indebtedness and avoiding budget crises
in the federalised state. The declared aim is to create
the institutional conditions for a sustainable develop-
ment in the public budgets and effectively to limit
public indebtedness. For this, more stringent barriers
to borrowing are needed, with an early warning sys-
tem that will counter undesirable developments in
the budgets at an early stage. This will secure the
state financial scope to perform urgent future tasks.
The consultations extend beyond fiscal themes and
also cover possible ways of improving the quality of
the public administration and making it more eco-
nomical. In the view of the Federal Government a sig-
nificant increase in the efficiency of the tax authori-
ties to the point of setting up a federal tax administra-
tion (transferring competence for administrating
community taxes to the Federal Government) is par-
ticularly urgent (cf. Table Serial No. 167).
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H. Economic Policy in the
European and International
Context

Coordinating national and European policy
95. Under the German presidency the EU member
states reaffirmed that the single market with func-
tioning competition and the same rules in every
member state must be further developed (cf. Box 9).
The primary aim of the new single market strategy
presented by the European Commission in November
2007 is to develop Europe further as a competitive
location in the global environment, taking due
account of the concerns of consumer and environ-
mental protection and the social dimension.

96. The German national reform strategy is in full
accord with the European Lisbon Strategy. In this con-
text the member states orient their national econom-
ic and employment policies to common aims and pro-
vide information on the implementation of these. In
its Strategy Report for the spring summit of 2008 the
European Commission praised progress in imple-
menting the Lisbon Strategy and at the same time
proposed more measures both on Community level
and for member states in the four priority policy
areas: “Investing in people and modernising labour

»

markets”, “Unlocking the business potential, espe-
cially of SMEs”, “Investing in Knowledge and Inno-
vation” and “Energy and climate change”. The Euro-
pean Commission proposes that the “Integrated
Guidelines” for economic and employment policy
should remain unchanged for the next cycle of the
Lisbon Strategy, 2008-2010, while the justifications
and explanations are brought up to date. The Federal
Government shares the European Commmission’s view
that the Integrated Guidelines have proved valuable
in their present form and fundamental revision is not
needed; however, the decisions at the spring summit
in 2007 should be explicitly taken into account in
some guidelines to integrate the social policy aims
much more visibly. In adjusting to the new three-year
cycle 2008-2010 of the Integrated Guidelines the
member states will revise their national reform pro-
grammes accordingly.” Altogether it is important for
Germany to ensure that in all the proposals from the
EU the principle of subsidiarity is strictly observed.

97.0n EU level the Federal Government regards the
following aspects as most important for the integrat-
ed climate and energy policy and in implementing
the decisions by the European Council of March 2007:
» The climate package announced by the European
Commission for January 2008,

Box 9: The Main Results of the German EU Council Presidency

» Develop the Lisbon Strategy further.

» Passthe Roaming Ordinance to lower roaming charges throughout Europe.
» Setclear aims for a secure, economical and environmentally compatible supply of energy and concretise

an energy and climate policy for Europe.

» Further develop the European single market further for goods and services, especially financial services.
» Make companies more competitive, i.a. by reducing bureaucracy and with better law-making.

» Agreement between the Eurozone member states to aim for structurally balanced public budgets by 2010

at the latest.

» Progress in liberalising postal services and with the revised market access strategy in countries outside

Europe.

» More stringent and targeted coordination procedures for fiscal and economic policy in the enlarged EU

now of 27 member states.

> “Good Work” as an element of flexicurity arrangements and an important building block of the Lisbon

Strategy.

* Cf. Nationales Reformprogramm Deutschland 2005 - 2008, Implementation and progress report 2007 (www.bmwi.de).



> measures to increase energy efficiency and
> theregulations on the single market.

98. The climate package will contain proposals for
legislation to spread the load of the EU climate tar-
gets, achieve the 20 percent target for renewable
energies in total energy consumption by 2020 and on
the emissions trading system from 2013, as well as on
low-CO, power station technologies. In particular,
the Federal Government is working to ensure that
national promotion systems, like the successful feed-
in remuneration system, which has now been intro-
duced in 18 EU states, can continue to be used to
encourage the use of renewable energies.

99. In the measures to implement the Eco-Design-
Directive the Federal Government will support a top
runner approach with the following features: a high
level of requirements, oriented to the most efficient
products and technologies on the market, dynamisa-
tion through regular updating of standards and
requirements that are technologically neutral. It will
also actively support the updating and extension of
energy consumption marking announced by the
European Cominission.

100. The single market must bring noticeable advan-
tages to businesses and private consumers. European
competition must not work to the disadvantage of
Germany as the central transit country for electricity
and gas. Sufficient account must be taken of the need
to ensure supplies.

The European Commission presented its propos-
als to strengthen the single market for electricity and
gas in September 2007. In the view of the Federal
Government essential points in this third electricity
and gas single market package are not yet convinc-
ingly solved. The proposal by the European Com-
mission will mean more bureaucracy, heavy expendi-
ture on regulation and very strong centralisation of
power with the European Commission. The new EU
agency that is proposed for cooperation between the
energy regulatory authorities will again be dominat-
ed by the European Commission. The Federal Go-
vernment also doubts that the full separation of own-
ership of the electricity transmission networks and
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the long distance gas pipelines favoured by the
European Commission is likely to set in motion
dynamic competition. Firstly, it will entail consider-
able and disproportionately strong intervention in
private ownership, and secondly there is no convinc-
ing reason why separation of ownership would lead
to higher investment, lower prices and improvement
in the horizontal variety of suppliers. With the Or-
dinance on Network Connections for Power Stations
that came into force on 30 June 2007 the Federal
Government has already removed possible discrimi-
nation on national level in connecting new power sta-
tions to the grids, and so facilitated market access,
particularly for new power station suppliers. The elec-
tricity and gas single market package is supplement-
ed by a European Strategic Energy Technology Plan
that was presented by the European Commission in
November 2007. With its Integrated Energy and
Climate Programme (cf. Box 8) already passed in
December 2007 the Federal Government is i.a. imple-
menting the European aim of greater use of renew-
able energies (cf. Item 68).

101. At the interface of industry policy and environ-
ment policy the Federal Government supports the
aim of the European Commission to reduce the aver-
age carbon dioxide emission of new vehicles entering
trafficin the EU in the year 2012 to 120 g/km. It will
expressly work for a fair distribution of the load be-
tween the automotive manufacturers. This includes
ensuring that smaller vehicles, which account for a
considerable share of the total number, also make
their contribution to reducing emissions. In regard to
the payments to be made by the manufacturers if
they do not reach the reduction target the Federal
Government wishes to see an appropriate level fixed
that will produce the desired result. Funds that have
to be used to pay fines will not then be available to
develop innovative technical solutions to reduce con-
sumption further.

102. In telecommunications policy the Federal Go-
vernment will work for stringent continuance of the
competition-oriented telecommunications policy in
the revision of the framework in Community law
for electronic communication that is due in 2008. It
will support the application of the subsidiarity re-
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quirement and oppose the creation of unnecessary
bureaucratic structures, e.g. in connection with a
European regulatory body which the European
Comimission plans to set up. Itis also the aim of the
Federal Government to ensure that effective and up
to date sector-specific regulation can be continued
when the current framework in Community law is
adjusted. At the same time, this should be kept to the
necessary minimum. The Federal Government will
therefore work to ensure that in the medium to long
term sector-specific regulation is transferred into
general competition law and the transfer made sys-
tematic.

103. In policy on postal services political agreement
was reached in the Council of Ministers on 1 October
2007 on further procedures to liberalise the European
single market for postal services. The European post
market will on principle be fully open from 1]January
2011. Member states should put all the necessary reg-
ulations into force by 31 December 2010 at the latest.
Eleven member states will be allowed to postpone
applying the amendment directive until 31 December
2012. The European Parliament is regarded as likely
to agree on principle to the compromise reached.
Germany is one of the member states whose national
post markets will open by an earlier date. The mo-
nopoly held by Deutsche Post AG for letter post
expired on 31 December 2007.

104. In the summer of 2007 the Federal Government
also agreed to enable branch-related minimum wa-
ges to be set in letter services. The Federal Parliament
passed the necessary law on 14 December 2007 on the
basis of a draft law presented by the Federal Govern-
ment on 19 September 2007. Under this law letter
postal services will be included in the area of applica-
tion of the law on temporary staff. The Upper House
approved the law on 20 December 2007.

105. In trade policy a successful conclusion of the
Doha Development Round remains a primary aim of
the Federal Government and the European Union.
The special responsibility to the developing countries
will also be taken into account here. The Federal
Government is aiming for an ambitious and balanced
result across all the areas of negotiation. A key area of

focus will be improving market access for industrial
goods and services, which is of particular importance
for the German economy. Beyond this, however, the
EU has to face the challenge of an ever denser net-
work of bilateral trade agreements worldwide, and it
is therefore endeavouring to obtain agreements with
those third countries whose markets offer particular
growth potentials for European firms and have so far
been difficult to access owing to high trade barriers.
The Federal Government supports the EU’s focus on
newly industrialised countries with strong growth
rates, particularly in Asia, and under the German
presidency of the Council worked to ensure that the
appropriate mandates for the European Commission
to negotiate were passed quickly. The Federal Govern-
ment is also working for economic partnership agree-
ments between the EU and the African, Caribbean
and Pacific (ACP) states to increase integration in the
world economy (cf. Table Serial No. 174).

International Economic Policy:

Opening Markets - Implementing the
Heiligendamm Process

106. The Federal Government’s successful foreign
trade policy — under the presidency of the EU Council
as well - has helped to firm Germany’s strong position
in the world. It has made German firms more com-
petitive and helped to underpin Germany’s leading
position as an export nation.

In the past year a particular contribution has been
made by

> deepening transatlantic economic integration,
> strengthening economic cooperation with the
newly industrialised countries in Asia, Latin America
and the Gulf states, and

> stronger efforts to make better use of the eco-
nomic potentials in Africa for growth and develop-
ment.

International trade has been increased and the open-
ing of markets for German and European goods, serv-
ices and investment advanced. At the EU-US summit
in April a “Framework Agreement to Deepen Trans-
atlantic Economic Integration” was signed. A trans-
atlantic economic council was set up to supervise the
reduction of unnecessary dual regulations. Light-



house projects were also started, i.a. to protect intel-
lectual property, harmonise regulations on corporate
accounting and stock markets and reduce obstacles
to investment.

107. A key area of the Federal Government’s foreign
trade policy is the continuance of the Doha Round
(see Item 105) and the protection of intellectual prop-
erty. In an increasingly globalised economy product
piracy and other infringements of intellectual prop-
erty rights have become a massive problem. In many
states the legislation does meet international stan-
dards, but in practice a big gap still yawns between
the need and the reality. According to an estimate by
the OECD in 2005 pirated products to the value of at
least 150 billion euros were traded worldwide. In pro-
portion to Germany’s share of world trade the dam-
age this has caused Germany may be put at at least
15 billion euros. Hence the Federal Government will
make even greater efforts than before to combat
infringements of intellectual property rights in third
countries. Partnership and cooperation with the
countries involved will be the main focus, and beside
bilateral dialogue in economic policy project-related
cooperation with third countries, e.g. over customs
duties, will be intensified. As part of the Heiligen-
damm process (cf. Item 108 and Box 11) discussions
will also be held on how to ensure the effective obser-
vance of intellectual property rights.
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108. Free markets and political design of sustainable
framework conditions for the world economy are
inseparably linked. That was a central result of the G8
summit in Heiligendamm, where the leitmotif was
“Growth and Responsibility”. Under the German pres-
idency the heads of state and government of the G8
agreed with the major emerging economies, China,
India, Brazil, Mexico and South Africa, jointly to take
more political, economic and social responsibility for
global challenges. They have consequently initiated a
high-ranking structured and thematic political dia-
logue on the platform of the OECD, known as the
Heiligendamm Process (cf. Box 11). The aim of the
Federal Government is to advance the creation of fair
framework conditions for an open and socially
responsible world economy in the core areas of open
investment conditions, corporate responsibility, the
promotion and protection of innovations, energy and
climate protection policy and development coopera-
tion. None of these global problem fields can be
solved without including the developing countries
and emerging economies.

The Heiligendamm Process is initially limited to
two years, and it is to be concluded with a final report
to the G8 summit in Italy in 2009. Germany has taken
over the chairmanship of the Political Steering
Cominittee for the first year, and heads the Support
Unit set up at the OECD.

Box 10: Foreign Trade Policy in 2008: Ensuring Open World Markets and Settling Trade

Disputes in the WTO

Shape globalisation with new liberal trade rules and reduce customs duties, trade barriers and bureaucra-
cy in the Doha Round.

Counter product piracy, trade in illegal copies and illegal technology transfer by protecting intellectual
property, especially in regard to newly industrialised countries.

Open up new market opportunities for German firms with free trade agreements and by reducing exces-
sive regulation (especially in the transatlantic economic area).

Ensure supplies of energy and raw materials for the German economy by reducing export taxes and with
customised loans to open up extraction sites.

Support German firms on foreign markets with Hermes guarantees, investment guarantees and consul-
tancy and information.

Keep Germany open and attractive to foreign investment by redirecting location advertising (cf. Item 56)
and at the same time safeguard national security interests by amending the Foreign Trade Law (cf. Item
58).
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Box 11: The Aims of the Heiligendamm Process

|

Investment conditions, including responsible business conduct:

Freedom of investment is a determinant pillar of economic growth, prosperity and employment world-
wide. Open, comparable and favourable investment conditions are therefore desirable, in industrial coun-
tries and emerging economies, for the mutual benefit of all sides. Hence the dialogue will consist first of an
assessment of current investment conditions and then a discussion of best practices. In this context the
Federal Government also intends to discuss the issue of responsible business conduct.

Promoting and protecting innovations:

Innovations are the key to the competitiveness of modern economies. In the Heiligendamm Process, there-
fore, aspects of both promoting and protecting innovations will be taken into account. In innovation pro-
motion the G8 declaration lists as the major themes for the dialogue the economic value of IPR as essential
for innovation, market incentives to innovate and the spread of knowledge, with the utilisation and licens-
ing of patented research results. In the protection of innovations the aim is dialogue over the effective
implementation of intellectual property rights.

Energy efficiency and technological cooperation:

The accelerating climate change and the worldwide rising consumption of energy are facing the world
with major challenges. With the support of the International Energy Agency the G8 and the major newly
industrialised countries intend to consider jointly how concrete measures can be taken to increase energy
efficiency and technological cooperation, increase energy security and reduce greenhouse gas emissions.
The main emphasis is to be on measures to increase efficiency in buildings and modernising power sta-
tions.

Development cooperation, especially in Africa:

The Heiligendamm process will offer the opportunity for an exchange of views and information with the
most important newly industrialised countries on questions of joint responsibility in development policy,
especially in Africa. In Heiligendamm, the G8 and the major newly industrialised countries again ac-
knowledged the millennium development targets, and in the dialogue they will devote particular atten-
tion to the effectiveness of development cooperation, donor harmonisation and growth and responsibility
in Africa.
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Government for 2008

A fragile world economic situation

109. After several years of high economic growth the
world economy - particularly the United States - lost
momentum in 2007. It seems unlikely that the high
growth rates of past years will continue in 2008. The
turbulence on the global financial markets that started
in the second half of 2007 caused by the mortgage cri-
sisin the United States led to a weaker economic devel-
opment in that country, with prospects for growth
there deteriorating into this year as well. The effects of
the turbulence on the financial markets are presum-
ably not yet fully overcome. A decelerating of growth
in Japan is also to be expected. Economic growth is also
expected to be rather lower in the newly industrialised
and developing countries, particularly in Asia, but it
will remain on a high level. The expansion in the Euro-
zone will continue, but the rate will slow due to the
higher oil price, the stronger euro, higher interest rates
and a more cautious lending policy.

Assumptions

110. The Annual Projection is based on the following
assumptions:

> According to projections by international organi-
sations growth in the world economy will expand
rather less than last year, at around 4 percent in real
terms, as will world trade, expected to grow at around
6 percent in 2008.

» Technical assumptions on the oil price and ex-
change rates are usually based on the averages of the
last few weeks before the prognosis. This projection is
therefore based on an average price for Brent crude
of around 95 US dollars per barrel last year and an ex-
change rate for the euro of about 1.45 US dollars. As

a technical assumption it is also expected that the
European Central Bank’s key rate will remain at 4.0
percent.

» The wage trend in the economy as a whole will
remain within the growth in macroeconomic pro-
ductivity in real terms. Unit labour costs per person
employed are expected to rise by around 1 percent.

Upswing to continue at slower rate

111. The economic development in Germany proved
much better than expected in the Annual Projection
2007, owing to the unexpectedly strong stimulus
from foreign trade (cf. Box 12). This year, the develop-

ment in the world economy will be less favourable to
economic growth in Germany than last year. Foreign
trade - the driving force of growth in recent years —
will lose impact this year, while growth will now be
fuelled mainly by the domestic economy. The Federal
Government shares the view of the Council of Eco-
nomic Experts on this (JG 2007, Item 112). The rise in
the rate for the euro against the US dollar compared
with last year is putting a burden on the German ex-
portindustry. The marked rise in the prices for crude
oil, which is invoiced in US dollars, can only be partly
be damped by the higher rate for the euro. The high
crude oil prices are affecting the prices for other ener-
gy sources, and, like the higher prices for other indus-
trial raw materials, are putting a strain on German
industry. With the inflationary effects from interna-
tional agricultural markets they have noticeably
affected the price climate in Germany, especially in
the last quarter of last year. However, the price cli-
mate is expected to lighten again during of this year.

The recovery in the domestic economy is charac-
terised by sustained brisk investment activity. Owing
to the high capacity utilisation and the stock of orders
in hand the main focus is on expansion. The labour
market is continuing to improve, and the present
upswing can be classed as remarkably employment
intensive. Itis estimated that in 2007 around 570,000
jobs subject to social insurance contributions alone
were created, and the Federal Government is expect-
ing marked growth in this form of employment in
2008 as well. This is helping to ensure that self-sup-
porting elements play an increasing role in the up-
swing. A favourable development in employment
and incomes encourages private consumption. The
upward movement in prices caused by the increase in
the standard rate of VAT in January 2007 will no
longer be affecting private consumption this year.
Hence the slackening of the stimulus from foreign
trade will come at a time when the German economy
is robust. Investment in equipment should also show
a dynamic development this year, although the rate
will decelerate. The development in construction
investment will diverge in 2008, with private non-res-
idential building expected to be stimulated by expan-
sion investment. Public building will also support the
upswing, while private housing construction is not
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expected to provide noticeable stimulus. For the year
as a whole the Federal Government is expecting
growth in the gross domestic product (GDP) of 1.7 per-
cent, price adjusted (see Diagram 10), so close to the
trend growth rate. After calendar adjustment this is a
rise of 1.4 percent. The German economy is still on a
growth course.

The forecast of economic growth in the Annual
Projection is slightly below the estimate by the Council
of Economic Experts; in some components it differs
more strongly because it is based on more recent in-
dicator data.

The chances and risks in the economic
development

112. There is a risk that the main impetus of growth
will not pass from foreign trade to the domestic econ-
omy, and there shift particularly into private con-
sumption as much as expected. If the price level rises
more than expected, real disposable incomes, and so
private consumption, will be dampened. The main

risks to economic development in Germany are in the
foreign sector, for example, if the mortgage crisis in
the USA were to spread to banks and investors world-
wide. Any turbulence caused by this on the financial
markets could be reflected in more weakening of the
world economic cycle, especially economic growth in
the United States, and world trade. An abrupt rise in
the rate for the euro would also put further strain on
German exporters. There is also the risk of crude oil
prices markedly above the assumptions. In the
domestic economy, second round effects caused by
wage policy could also have a negative effect on the
price level and the trend in employment. However,
there are also chances of a more favourable develop-
ment. The situation on the raw materials markets
could relax compared with the assumptions made
here. Similarly, the basic dynamic in the domestic
economy could prove better than expected. After
weighing the chances and risks the Annual Projection
presents what appears to be the most likely develop-
ment in the present view.

Diagram 10: The Annual Projection 2008 - Gross Domestic Product Development in Germany
(price adjusted)

110

108

=100)

106

104

Index (2000

102

100

15 Quarter-on-quarter changes

10
0.5
0.0
{0
-1.0

Percent

1.q. 2q 3q 4q 1l.g 2g 3q 4.q 1lqg.
2004 2005

3.q0 4.q. 1lgq. 2q 3q 4q 1lg 2gqg 3.qg 4.q

2006 2007 2008

Green line: quarterly trend, in previous year’s prices, after seasonal and calendar adjustment
Red lines: Annual averages (source data) in previous year’s prices, year-on-year changes in percent
Orange columns: Quarter-on-quarter changes in percent, after seasonal and calendar adjustment

Source: GDP Development up to 3* quarter 2007 Federal Statistical Office; 4" quarter 2007 and 2008 BMWi calculations



Table 3: Key Data on the Macroeconomic Development in the Federal Republic of Germany?*

Annual
Projection
2006 2007 2008
Year-on-year change in %

Production of the gross domestic product (GDP)

GDP (price adjusted) 2.9 2.5 1.7
Employment (in Germany) 0.6 17 0.7
GDP per person employed 2.2 0.8 1.0
GDP per hour worked 2.4 0.8 0.8
Unemployment rate in % according to national accounts® 9.8 8.3 7.8
Unemployment rate in % (Federal Labour Agency definition)* 10.8 9.0 8.2

Use of GDP.in current prices
Consumption expenditures
Private households and private non-profit institutions serving

private households 2.3 14 3.1
Government 1.0 24 3.0
Gross fixed capital formation 6.7 7.7 3.3
Changes in inventories etc. (bill. euros) -4.7 -6.4 -3.6
Domestic demand 3.0 2.7 3.2
External Balance of goods and services (bill. euros) 126.4 168.1 174.8
(in % of GDP) 54 6.9 7.0

Gross domestic product (in current prices) 3.5 4.3 3.3

Use of GDP in real terms
Consumption expenditures
Private households and private non-profit institutions serving

private households 1.0 -0.3 11
Government 0.9 2.0 1.0
Gross fixed capital formation 6.1 4.9 2.3
Machinery and equipment 8.3 8.4 4.1
Construction 43 2.0 0.5
Other products 6.7 6.6 5.9
Changes in inventories etc. (contribution to growth in GDP)* -0.1 -0.1 0.1
Domestic demand 19 11 14
Exports 12.5 8.3 5.8
Imports 11.2 5.7 5.9
External Balance of goods and services (contribution to growth in GDP)* 11 15 0.4
Gross domestic product (price adjusted) 2.9 2.5 1.7
Prices (2000 =100)
Private consumption expenditures*® 14 17 2.0
Domestic demand 11 1.6 1.8
Gross domestic product® 0.6 1.8 1.6
Distribution of the gross national income
(residence concept)
Wages and salaries 17 2.6 2.7
Entrepreneurial and property income 7.2 7.2 5.6
National income 3.6 4.2 3.7
Gross national income 3.5 4.4 3.2
Memo item (residence concept):
Employees 0.6 1.7 0.7
Gross wages and salaries: Total 1.5 31 31
Per employee 0.9 13 24
Private households disposable income 1.9 1.6 2.8
Savings ratio in %* 10.5 10.8 10.6

# Up to 2007 preliminary results by the Federal Statistical Office as per 15 January 2008; *In relation to the whole economically active population; * Contribution to growth
rate in GDP; * Consumer price index year-on-year change: 2006: 1.7 %, 2007: 2.2 %, 2008: 2.3 %; * Unit labour costs per employee, year-on-year change: 2006: -1.1%, 2007:
0.1%,2008:1.0%; ** Savings in % of private households disposable incomes including adjustment for the change in net equity of households in pension funds reserves.
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Stimulus from foreign trade to

continue

113. This year, foreign trade will not contribute as
much as previously to economic growth. That is evi-
dent from the flattening in the worldwide economic
dynamic and the development in exchange rates.
But exports will continue to provide stimulus to the
German economy this year, helped by the favourable
price competitiveness of German products and the
product structure of German exports, which is main-
ly high-quality investment goods. There is particular-
ly heavy demand for these goods in regions in the
catching-up process. The economic developement in
central and eastern European countries, for example,
rapidly developing Asian economies like China, and
oil-exporting countries should support German
exports. There have been regional shifts in the con-
tributions to export growth in the past (Diagram 11).
The growth rate in exports will fall from 8.3 percent
in 2007 to 5.8 percent in 2008, but imports will grow
rather more strongly, fuelled by higher consumption
dynamic, rising from 5.7 percent in 2007 to 5.9 per-
centin 2008. Nevertheless, the surplus on foreign
trade should rise further, and reach another record

value in 2008. Net exports will again make a positive
contribution to growth in 2008, but at 0.4 per-
centage points it will be less than in 2007.

Dynamic development in investment

at lower rate

114. Gross fixed capital formation will continue to sup-
port economic growth. Current indicators, like the
index of domestic orders received by capital goods
producers, point to continued dynamic in investment
in machinery and equipment. Manufacturing compa-
nies also still have above-average capacity utilisation
and orders stocks. So they may be expected to in-
crease their capacities this year as well. In addition,
German companies are better equipped with equity
capital owing to their good earnings situation, and
they have more scope for self-financing. The scope for
financing with borrowed funds, on the other hand,
may be moderately reduced as a result of risk premi-
um adjustments caused by the turbulence on global
financial markets. The easier depreciation conditions
also ended at the close of 2007. The Federal Govern-
ment is assuming growth in investment in machinery
and equipment this year of around 4 percent. The

Diagram 11: The Regional Distribution of Contributions to the Nominal Growth in Goods Exports
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upswing in this form of investment, that has lasted for
four years now, will continue at a slower pace this
year, compared with the high growth rates of earlier
years. The construction industry will, as a whole,
make a lower contribution to macroeconomic
growth. Investment in commercial and public build-
ing will remain brisk. Commercial building will be
supported by capacity expansion. In public building
there could be a catching-up effect, as there have
been considerable cutbacks in this area in past years
to consolidate the budget. Housing construction, on
the other hand, should have a noticeably dampening
effect on building investment as a whole, as many
house-building measures were brought forward to
avoid the increase in the standard rate of VAT. Al-
together, therefore, construction investment may be
expected to expand only slightly this year. Neverthe-
less, the weak phase in construction, that lasted until
2005 after the reunification boom, can be regarded
as over, on the whole.

55

Recovery in private consumption

115. With its great weight (about 40 percent of total
demand) private consumption has a major influence
on macroeconomic growth. Apart from the year
2006, which was characterised by purchases brought
forward, private consumption has made only a minor
contribution to macroeconomic growth since 2002.

The development in disposable incomes, the
changes in consumer prices and savings behaviour
by private households largely determine the price-
adjusted development in private consumption
spending. Disposable incomes consist of the net sum
of wages, transfer incomes and entrepreneurial and
property income to private households.

The individual components of disposable in-
comes have developed differently in the past (Dia-
gram 12). It has been possible to dampen the strong
upward trend in state transfer payments since 2003.
Entrepreneurial and property income to private

Diagram 12: The Development in the Components of Nominal Disposable Incomes
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households is gaining in importance. Its share in dis-
posable incomes has risen by five percentage points
since 1991 to around 35 percent. Net wages and
salaries have risen relatively moderately in past years.

For the year 2008 the collective wage agreements
available so far and the above-average capacity utili-
sation in some sectors of the economy, together with
the better employment structure, indicate an in-
crease in wages from employment per person em-
ployed (actual earnings) of 2.4 percent. As the num-
ber employed will rise by 0.7 percent the sum of gross
wages and salaries will rise by 3.1 percent. Despite the
further fall in social insurance contribution rates on
balance net wages and salaries per person employed
will rise by 2.4 percent, the same percentage as the
corresponding gross figure. This is due to the progres-
sion in income taxation.

Monetary social benefits paid by the state to pri-
vate households contribute just under one third to

disposable incomes. These transfers will rise by just
under 1 percent, as the result of two contrary effects.
Unemployment insurance payments will be reduced
as the positive development on the labour market
continues, but statutory pensions insurance pay-
ments will rise rather more strongly than in past
years, owing to the pensions adjustments that are
due.

Entrepreneurial and property income to private
households should rise again more strongly, at
3.7 percent, than income from employment. Their
share in disposable incomes will thus increase fur-
ther, if less strongly than before.

Altogether there will be growth of 2.8 percent in
disposable incomes, which will be available for con-
sumption and saving. While the motive to save for
retirement will certainly remain in view of the demo-
graphic development, it is to be expected that con-
sumer restraint will ease this year and the savings rate

Diagram 13: The Consumer Price Index and Selected Components
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will fall again slightly after the rise last year. Taking
these factors and the development on the labour mar-
ket into account consumer spending by private
households may be expected to rise this year by 3.1
percent in current prices. With a private consump-
tion deflator of 2.0 percent real growth in private con-
sumption will be 1.1 percent. The private consump-
tion deflator is slightly lower than the consumer price
index, for it is based on the structure of goods in the
current period, notin a base year. Altogether private
consumption will contribute 0.6 percentage points to
growth in GDP this year.

Public consumption

116. A much clearer growth is to be expected in public
consumption in the current year, compared with past
years. Public consumption in current prices may be
expected to rise by around 3 percent compared with
2007. This will be due to increases in wage agree-
ments in the public service and a clear growth in state
purchases of pre-products. At the same time the
dynamic evident to date in social benefits in kind will
continue this year as well at around 3 percent over
the previous year. Price adjusted public consumption
will rise by 1.0 percent.

Price trend more moderate again over

the year

117. The clearly stronger rise in the price level last year
compared with 2006 was mainly due to the increase
in the standard rate of VAT. After a year the effect of
passing this on in consumer prices should be largely
over. With the higher world market prices for energy
and agricultural raw materials consumer prices for
energy and foodstuffs have risen markedly during
2007 (Diagram 13). It is to be expected that the prices
for electricity, gas and other fuels will increase again
noticeably more than the general price level, as the
price level of these commodities follows that of crude
oil after a timelag.

Food prices rose unexpectedly strongly last year
and itis now to be expected that the trend in this
price level will ease again during 2008. If only as the
one-off effect of raising the standard rate of VAT
comes to an end the rise in the price level should mo-
derate during the year. Altogether the Federal Go-
vernment is expecting a rise in the consumer price

level of 2.3 percent on average for 2008, with the
rise at the end of the year clearly back below 2 per-
cent.

Favourable development on the labour mar-
ket continues

118. Although the cyclical trend will slow slightly this
year the labour market will continue to show a posi-
tive development. The Federal Government is assum-
ing that on average for the year the number em-
ployed will rise by 280,000 and so lie above 40 million
on average for the year (Diagram 14). The develop-
ment on the labour market will be supported by a
powerful increase in employees subject to social
insurance contributions.

The number registered unemployed will fall fur-
ther. For the year 2008 the Federal Government is
expecting a further fall of around 330,000 to around
3.45 million on average for the year. That will bring
unemployment back about to the level 0of 1993. A pos-
itive effect is that structural unemployment is also
falling noticeably, so ever larger sections of the popu-
lation are benefiting from the economic upswing in
Germany.

The unemployment rate as defined by the Fede-
ral Labour Agency has fallen by 2.7 percentage points
from its peak in 2005 to 9.0 percent in 2007. The Fede-
ral Government is expecting a further fall for this year
of 0.8 percentage points to 8.2 percent. The interna-
tionally comparable unemployment rate assessed by
the International Labour Organisation (ILO) standard
should fall by 0.5 percentage points to 7.8 percent.

Income distribution: Entrepreneurial and
property income rise again

119. Compensation of employees, that is gross wages
and salaries plus the employer’s contributions to the
social security system, will grow by 2.7 percent, rather
more than in the previous year. Nevertheless, this
growth will still be dampened by slower growth in
employment and the reduction in the statutory
unemployment insurance rates. If the social insur-
ance rates fall, this reduces the increase in the com-
pensation of employees. Entrepreneurial and proper-
ty income, on the other hand will again rise more
strongly, at 5.6 percent. Together the increase in the
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compensation of employees and entrepreneurial and
property income will cause a rise in the national
income of 3.7 percent, after growth of 4.2 percent in
2007.In assessing this trend it must be taken into
account that a growing number of employee house-
holds draw income from property.

Public budgets close to balance

120. After a balanced public budget was achieved the
balance of public financing will deteriorate to - %
percent in relation to nominal GDP in the current
year. However, the result is still within the framework
of a nearly balanced public budget. The reasons for
the expected deterioration in the balance are the ini-
tial loss of revenue from the reform of corporate taxa-

Diagram 14: The Development in Employment
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Box 12: Review of the Annual Projection 2007 and the Actual Development

In the Annual Economic Report for 2007 the Federal Government assumed growth in real gross domestic
product of 1.7 percent. That figure was about in the middle of the current forecast range of 1.3 to 2.1 percent.
In fact GDP grew by 2.5 percent, so the dynamic of the present upswing was underestimated.

The Projection for 2007 assumed that the contribution of net exports to growth would, as in 2006, be rather
less than one percentage point, and that the domestic economy would grow rather less than in 2006, owing to
the increase in the standard rate of VAT. In fact the contribution to growth of foreign trade and payments was
1.5 percentage points, so clearly higher than expected. The domestic economy grew about as projected, by

1.1 percent.

The unexpectedly high contribution of foreign trade and payments to growth in the gross domestic product is
due to the fact that exports grew more than expected at +0.5 percentage points, and imports remained 1.1 per-
centage points below expectations. That imports grew less than expected is due mainly to the weakness of
private consumption.

In the Annual Projection 2007 it was assumed that private consumption would grow by 0.3 percent; in fact it
fell by -0.3 percent. It was rightly foreseen that the higher standard rate of VAT would weaken the year’s result
as a whole, but the effects of bringing forward purchases were rather underestimated and the marked rise in
the savings rate was not expected.

Gross fixed capital formation developed clearly more strongly than expected, as a result of the powerful basic
dynamic in the economy. There were also investment incentives, chiefly from the improvement in deprecia-
tion conditions, which was limited to the end of 2007. At 8.4 percent investment in machinery and equipment
rose by 3.4 percentage points more than assumed in the Annual Projection 2007. The development in con-
struction investment was also underestimated. Instead of the expected 1.6 percent the growth was 2.0 percent
- partly as a result of the mild winter.

The recovery on the labour market proved much better than expected. The number unemployed fell by
around 710,000 persons, which is about 230,000 persons more than expected. The number in employment also
rose more than expected, by on average 1.7 percent over the year instead of 0.7 percent. The resultant increase
in the volume of labour caused gross wages and salaries to rise by 3.1 percent, half as much again as estimated
in the Annual Projection 2007.

The development in the price level - measured by the deflator of private consumption - fell by 0.2 percent-
age points less than had been expected (1.9 percent). The GDP deflator rose by 1.8 percent, clearly more than
projected, as contrary to the original expectations the terms of trade improved. The consumer price index rose
by 2.2 percent, one tenth of a percentage point less than expected.

Germany achieved a balanced public budget in 2007 for the first time since 1989. So the public budgets have
developed very much better than was expected at the start of 2007. The dynamic in the economy as a whole
proved much better than expected, and this brought a noticeable additional relief for the public budgets. So
the reduction in the deficit was much more than was to have been expected from the Federal Government’s
consolidation measures. However, in the overall view structural factors still predominate in the reduction in
the deficit of 1.6 percentage points. The measures implemented by the Federal Government, together with
the restrictive expenditure line already laid down, have brought a consolidation contribution of clearly above
1 percent of the gross domestic product.
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Table 4: Comparison of the Annual Projection 2007 with the Actual Development?*

Annual Actual
Projection Development
2007 2007
Year-on-year change in %
Production of the gross domestic product (GDP)
GDP (price adjusted) 17 2.5
Employment (in Germany) 0.8 1.7
GDP per person employed 0.9 0.8
GDP per hour worked 0.9 0.8
Unemployment rate in % (according to national accounts)* 7.3 8.3
Unemployment rate in % (as defined by the Federal Labour Agency)** 9.6 9.0
Use of GDP in current prices
Consumption expenditures
Private households and private non-profit institutions serving
private households 2.2 14
Government 15 24
Gross fixed capital formation 5.4 7.7
Changes in inventories etc. (bill. euros) 6.3 -6.4
Domestic demand 2.7 2.7
External Balance of goods and services (bill. euros) 127.0 168.1
(in % 0of GDP) 5.3 6.9
Gross domestic product (in current prices) 3.2 4.3
Use of GDP in real terms
Consumption
Private households and private non-profit nstitutions serving
private households 0.3 -0.3
Government 0.5 2.0
Gross fixed capital formation 3.3 4.9
Machinery and equipment 5.0 8.4
Construction 1.6 2.0
Other plant and equipment 6.0 6.6
Changes in inventories etc. (contribution to growth in GDP)* 0.0 -0.1
Domestic demand 1.0 11
Exports 7.8 8.3
Imports 6.8 5.7
External Balance of goods and services (contribution to growth in GDP)* 0.8 1.5
Gross domestic product (price adjusted) 1.7 2.5
Price trend (2000 =100)
Private consumption expenditures®* 19 1.7
Domestic demand 17 1.6
Gross domestic product® 1.4 1.8
Distribution of the gross national income (GNI)
(residence concept)
Wages and salaries 14 2.6
Entrepreneurial and property income 5.0 7.2
National income 2.6 4.2
Gross national income 3.2 4.4
Memo item (residence concept):
Employees 0.7 1.7
Gross wages and salaries Total 19 31
Per employee 12 1.3
Disposable income of private households 21 1.6
Savings ratio in % * 10.4 10.8

* Up to 2007 preliminary figures from the Federal Statistical Office as per 15 January 2008; * In relation to the whole economically active population; ** Contribution to
growth rate in GDP; ** Consumer price index year-on-year change 2006: 1.7 %, 2007: 2.2 %; ¥ Unit labour costs per employee year-on-year change 2006: -1.1%; 2007: 0.1%;
* Savings in % of private households’ disposable incomes including adjustment for the change in net equity of households in pension funds reserves.
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Abbreviations

ACP African, Carribbean and Pacific States

ASEAN Association of South East Asian Nations

BA Federal Labour Agency

bfai Federal Foreign Trade Agency

BaFin Federal Financial Services Supervisory Authority
BT-DS Bundestags-Drucksache

CDM Clean Development Mechanism

CO, Carbon dioxide

CSR Corporate Social Responsibility

EC European Community

ECB European Central Bank

EITI Extract Industries Transparency Initiative

EIF European Investment Fund

ERP European Recovery Programme

ESF European Social Fund

EU European Union

EXIST New businesses hived off from research

FSF Forum for Financial Stability

G7/8 Group of leading industrial nations

GDP Gross domestic product

GNP Gross national product

ICT Information and communications technologies
IEA International Energy Agency

ILO International Labour Organisation

IMF International Monetary Fund

IT Information technology

]G Annual Report by the Council of Economic Experts
Kfw Kreditanstalt fiir Wiederaufbau

OECD Organisation for Cooperation and Development
PISA Programmes for International Student Assessment
PPP Public private partnership

R&D Research and Development

REITS Real Estate Investment Trusts

SMEs Small and midsize enterprises

WTO World Trade Organisation
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This Report is published as part of the public relations work of the Federal Ministry of Economics and Technology.
It is distributed free of charge and is not intended for sale. It may not be used by political parties or canvassers
during an election campaign for the purpose of wooing voters. This applies to federal state, federal parliament and
local elections. In particular, distributing the Report at election meetings or on political parties’ information stands,
inserting party political information or advertising, or printing or sticking this on to the Report are regarded as
misuse. The Report may not be handed on to third parties for the purposes of electioneering. Independent of in
which way and when and in what number this Reportreached the recipient, it may not be used without a time limit

for an election in a way that could be construed as showing that the Federal Government supports individual
political groups.





