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Requirements regarding the cyclical adjustment
procedure under the new debt rule
The reform of the public debt incurrence rules, which was adopted in 2009 with a broad consensus of both houses of parliament (Bundestag and Bundesrat), provides a good basis for achieving
sound public finances in Germany. In the light of past experience, it is particularly important
when implementing this reform to rigorously adhere to the objective of strictly curbing new borrowing. Thus, in accordance with the legislative intent, the upper bound of the deficit reduction
path up to 2015 should be lowered in line with the more favourable macroeconomic and fiscal
outturn for 2010 so as not to create additional scope for government borrowing. When it comes
to cyclical adjustment, the cyclical components of the budget gauged at respective points in time
must achieve a symmetrical balance over the course of the business cycle. Another requirement
is to ensure the transparency and verifiability of the calculations by publishing in full the relevant
methods and data in a clear and timely manner and avoiding discretionary ad hoc adjustments of
the calculation methods. Now that the new constitutional debt rule has been deployed for the
first time to draw up the 2011 central government budget, it would therefore seem appropriate
to significantly enhance the transparency of the cyclical adjustment procedure.
The cyclical adjustment procedure used at the European level was recently modified. In view of
the associated objectives, it would appear questionable, however, whether that adjustment is
suitable for the German debt rule and should be adopted as planned commencing with the 2012
central government budget. The procedure is relatively complex, opaque and elastic on account
of the numerous discretionary modelling options. For this reason, it would be preferable to retain
the comparatively straightforward adjustment procedure used for the 2011 central government
budget. A key prerequisite of any methodological changeover is to ensure that government
borrowing does not as a result overshoot the limits defined by the budget rule in the long run.
Another important point to note is that, irrespective of the cyclical adjustment procedure used,
the medium-term budgetary outlook is subject to considerable estimation uncertainty. In order
to accommodate unforeseen budgetary burdens within the prescribed borrowing limits without
resorting to short-term and mostly procyclical adjustments, the constitutional limit for government borrowing should not be fully exhausted as a rule. Instead, a provision for unexpected
developments should be factored into the target figure in the form of an adequate safety margin.
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and the general public. All this places special
demands on the cyclical adjustment procedure under the debt rule.

Requirements regarding the cyclical
adjustment procedure
The debt rule stipulates that, from 2016 onwards, central government’s structural net

56

1 See also Deutsche Bundesbank, Government debt and
interest payment burden in Germany, Monthly Report,
April 2010, pp 15-33.
2 See Deutsche Bundesbank, Public finances, Monthly
Report, November 2010, p 68.
3 See Article 115 (2) of Germany’s Basic Law (constitution)
and the relevant explanatory memorandum (BundestagsDrucksache 16/12410 of 24 March 2009).
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cyclical effects is carried out during protracted periods of capacity overutilisation but is
not matched by a corresponding methodological adjustment during phases of underutilisation.
... transparency
and verifiability

Another key need is to safeguard transparency and verifiability. If the estimation results
are to be properly verified it is necessary to
publish in full the information needed (in particular, the data, programs, documentation

4 See section 5 of the Act implementing Article 115.
However, the estimation of potential output is not updated for supplementary budgets or when being booked
to the control account at budget outturn (see sections 7
and 8 of the Act implementing Article 115). Budget sensitivity, too, has to be estimated, with its value being
based on the budget surveillance procedure used under
the European Stability and Growth Pact, see section 2 (3)
of the Ausführungsverordnung zur Bestimmung der
Konjunkturkomponente (Regulation on determining
the cyclical component – available in German only) and
N Girouard and C André (2005), Measuring cyclicallyadjusted budget balances for OECD countries, OECD
Economics Department Working Paper, No 434. The estimates of budget sensitivity are, however, relatively stable
over time and in most cases only need to be updated
intermittently. For this reason, the symmetry requirement
hinges largely on the estimates of the output gap.
5 This information should be made available no later
than when the draft budget is submitted, not least in
order to facilitate consideration of the impact of reassessments of the macroeconomic development at a later
stage in the budget drafting procedure.
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As detailed in the box on page 59, the
concrete change in methodology at EU level
is also an example of how the symmetry of
estimated output gaps can be jeopardised in
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6 See Bundestags-Drucksache 17/4154 of 10 December
2010, p 39.
7 See the estimation results published by the European
Commission on its website: http://circa.europa.eu/Public/
irc/ecfin/outgaps/library.
8 As a rule, the final recording for a fiscal year is made in
September of the following year. In the event of methodological changeovers, however, it would be necessary
to revalue the deviations from the upper limit accumulated in the control account in order to safeguard the
legislative intent behind the rule.

Good reasons
to retain the
procedure used
for the 2011
central government budget ...

DEUTSCHE
BUNDESBANK
Monthly Report
January 2011

... as it is relatively simple
and transparent

mation of the output gap. Furthermore, this
procedure would be transparent and verifi-

Result of applying the old and new EU
estimation method to Germany

able and should therefore continue to be
used at least until the end of the transitional
period in 2016, which would also be methodologically consistent. If a methodological
changeover were nonetheless to be introduced during the transitional phase, it would
be necessary to at least calculate the borrowing limit that is derived from the 2010
structural deficit for the period up to and
including 2015 using the new procedure, so
as to prevent an enlarged scope for government borrowing in contravention of the legislative intent behind the debt rule. 9 Failure to
do so would violate the rule’s legislative
intent in that it would create substantial additional leeway for incurring debt, albeit on a
gradually declining scale, for the period up to
2015.

Steady fiscal policy requires forward
planning
Addressing
estimation
uncertainty via
appropriate
safety margin
below
borrowing limit

The chart below shows the European Commission’s
output gap estimations for Germany from May 2010
when results according to the old and new estimation methods were provided simultaneously. It
shows how the symmetry of the cyclical components
of the budget gauged in real time can be impaired
by a methodological change. If Germany’s new debt
rule had applied since 1985, for instance, then a
methodological change with the 2010 budget would
allow larger cyclical deficits at the current end,
which would be only partially offset by allowing
smaller cyclical deficits on balance in the years up to
2009. This is because the estimated output gaps during the period 1985 to 2001 would be significantly
revised upwards. Consequently, applying the new
method indicates that a commensurate excessive
scope for borrowing was granted up to 2001 as the
size of the negative cyclical effect was overstated
up to that point in time by the old method. This
overstated scope for borrowing up to 2001 is only
partly offset by the fact that the new method would
have indicated a higher cyclical scope for borrowing between 2002 and 2009. Furthermore, the new
method would permit an additional larger scope
for borrowing from 2010 onwards, which would
now be fully exploitable. To the extent that such
future scope for borrowing were to be exploited
without making offsetting adjustments for past
years, a changeover to the new method would lead
to additional debt accumulation in contravention of
the legislative intent underlying the new debt rule,
even though both methods exhibit the required
symmetry of the cyclical components.

ure used, major estimation uncertainties exist

German output gaps as estimated
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(May 2010)
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9 Based on the figures from summer 2010, which are
currently used by the central government and which also
served as the calculation basis for the adjacent box, failure to make such an update would effectively push up
the central government budget’s structural deficit for the
base year 2010 by €71/ 2 billion.
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(http://circa.europa.eu/Public/irc/ecfin/outgaps/library)
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when generally unforeseen budgetary devel-

in place to take account of unexpectedly ad-

opments arise. Past experience suggests that

verse budgetary developments. 10

relaxation of the upper bound can unleash a
massive increase in government debt. Rather,
the debt ceiling defined in the constitution
should not be fully exhausted on a regular
basis. Adequate safety margins should be put
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10 See also: Deutsche Bundesbank, Reform of German
budgetary rules, Monthly Report, October 2007, pp 4768, as well as J Kremer and K Wendorff (2010), Für eine
stetige Finanzpolitik: Konjunkturbereinigung und Berücksichtigung von Schätzfehlern, in: C Kastrop, G MeisterScheufelen and M Sudhoff (eds), Die neuen Schuldenregeln im Grundgesetz, pp 416-431.

