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Investment, output gap, and public finances in the medium
term: Implications of the Second Supplementary Budget 2021
With the Second Supplementary Budget 2021, the German government plans to allocate a reserve of 60 billion euros to the Energy and
Climate Fund. This additional spending is also meant to reduce the
macroeconomic follow-up costs of the pandemic. According to the
IWH’s medium-term projection, the expenditure is expected to increase output by about 0.5% at the peak of its impact in 2024. “While
this macroeconomic effect is welcome, the additional investment will
by no means compensate for the lack of investment activity since the
beginning of the pandemic,” says Oliver Holtemöller, head of the
Department Macroeconomics and vice president at Halle Institute for
Economic Research (IWH). Moreover, the supplementary budget is
likely to reduce confidence in the reliability of the debt brake.

The supplementary budget gives fiscal policy additional leeway for the years in which
the debt brake takes effect again. This is because the allocation will be booked as
deficit-increasing government expenditure in 2021 when the debt brake is still suspended, but not in later years when the money will actually be spent. In order to estimate the pandemic-related macroeconomic losses to be expected in the medium term,
the IWH's current medium-term projection from December 2021 can be compared
with the IWH projection from the end of 2019, i. e. before the outbreak of the pandemic. The current projection includes a slightly positive output gap for the years
2023 and 2024, mainly due to catch-up effects in private consumption. However,
potential output in the coming years is more than 1.5% below the value projected by
the IWH at the end of 2019, mainly due to lower labour supply, partly because of
significantly lower immigration. In addition, according to the current projection, fixed
capital formation in the coming years is significantly lower than expected in 2019.

The extent to which the supplementary budget might help make up for these shortfalls can be estimated using the IWH's fiscal policy simulation model. According to
the simulation, the additional expenditure triggered by the supplementary budget,
when its effectiveness is at its peak in 2024, causes overall economic activity to be
about 0.5% higher than in the baseline scenario. To roughly the same extent, the
additional expenditure leads to an expansion of private investment activity. The expected effects are thus rather small, and the total economic capital stock remains
permanently smaller than projected before the pandemic. This has a lasting negative
impact on potential output. The impact is, however, much smaller than the negative
labour market effects mentioned above.
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From a macroeconomic perspective, credit-financed measures to increase public and
private investment thus seem justifiable. They could strengthen potential output to
some extent, especially since the decarbonisation of the economy is likely to weaken
potential output, as it is associated with write-offs of parts of the existing capital stock.
It should be taken into account, however, that allocating credit authorisations into a subsidiary budget probably contradicts the intentions of the German debt brake, and its
conformity with the constitution is therefore disputed. “Ultimately, policy has to weigh
the positive macroeconomic effects of additional investment against the negative effects
on the credibility of the debt brake,” says Oliver Holtemöller.
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The IWH list of experts provides an overview of IWH research topics and the
researchers and scientists in these areas. The relevant experts for the topics listed there
can be reached for questions as usual through the IWH Press Office.
The Halle Institute for Economic Research (IWH) – Member of the Leibniz Association was founded in
1992. With its four research departments – Macroeconomics; Financial Markets; Structural Change; Laws,
Regulations and Factor Markets –, IWH conducts economic research and provides economic policy
recommendations, which are founded on evidence-based research. With the IWH’s guiding theme
“From Transition to European Integration”, the institute’s research concentrates on the determinants of
economic growth processes with a focus on efficient capital allocation in a national and European context.
Particular areas of interest for the institute are macroeconomic dynamics and stability, microeconomic
innovation processes, productivity and labour markets, the dynamics of structural adjustment processes,
financial stability and growth and the role of financial markets for the real economy.
The Leibniz Association connects 97 independent research institutions that range from the natural,
engineering and environmental sciences via economics, spatial and social sciences to the humanities.
Leibniz institutes address issues of social, economic and ecological relevance. They conduct knowledgedriven and applied basic research, maintain scientific infrastructure and provide research-based
services. For further information, see http://www.leibniz-gemeinschaft.de/en/home/.
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