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Innovation as a Way Out of the Debt Crisis

Europe’s innovative performance is playing a key role in overcoming the
so-called euro-crisis. The 2012 Innovation Indicator shows that the
nations facing major financing problems today are those that have fallen
behind in the competition to innovate.
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The Euro crisis has left Europe holding
its breath. Southern European govern-
ments are contending with rapidly rising
bond interest rates, and, by extension,
problems with refinancing public debt.
Harsh austerity programmes and low
rates of economic growth have led to in-
creased unemployment and losses of in-
come in these countries. At the same
time, the nations of Northern Europe have
recovered rapidly from the 2008 and
2009 economic crisis. How can we ex-
plain these striking differences in growth?

Besides certain country-specific fac-
tors such as the bursting of the Spanish
real estate bubble, it is primarily struc-
tural imbalances that are responsible for
the euro-crisis. These include large differ-
ences in current account balances —
namely, large surpluses in the North and

Source: Innovation Indicator, BDI, Deutsche Telekom Stiftung

large deficits in the South. The introduc-
tion of the euro initially led to the conver-
gence of interest rates in Europe. When
combined with relatively high inflation in
Spain, Ireland, Portugal, and Greece, this
produced extremely low real (i.e. net of
inflation) interest rates. Credit expansion
in Southern Europe was rapid, large cap-
ital flows occurred from North to South.

Strong Innovation Systems

Another reason for divergent account
balances in European nations is the dif-
ference in their innovative performance.
The 2012 Innovation Indicator shows that
the European nations with large current
account surpluses in recent years are the
same ones with strong innovation sys-
tems (see graph). This is the case for Ger-

many as well as for the Netherlands, Bel-
gium, and Finland. Austria has continu-
ously improved its innovative perfor-
mance, and by the mid-2000s it sur-
passed France, which has been unable to
improve its ranking since the introduction
of the euro.

Large Performance Gap Separating
Northern Europe from the South

Spain and Italy are clearly lagging be-
hind other European nations in their in-
novative performance. While Italian inno-
vative performance has been treading
water throughout the past decade, Spain
has been able to improve its position
slightly. The large gap separating these
countries from the Eurozone’s lead group
has remained unchanged, however. This
is because top-performing countries have
not experienced a standstill in their ef-
forts to innovate. Greece and Portugal are
not included in the Innovation Indicator,
but theirinnovative performance approx-
imately matches that of Spain and Italy.
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Large current account deficits mean
that a nation is consuming more goods
than it produces. In the short term, such
surplus consumption can be financed
through capital inflows, which is to say,
through increased debt. Over the long
term, however, this imbalance creates a
financing problem, and in many European
countries, this problem is now acute. This
dilemma could be resolved if it was pos-
sible to address the root causes of diver-
gence in economic growth within the Eu-
rozone. However, this would require fos-
tering greater convergence between indi-
vidual nations in terms of innovative per-

formance and productivity. It is clear that
dismantling disparities can only take
place by improving the economic perfor-
mance of the Southern European nations,
and that a precondition foraccomplishing
this is improved innovative performance.

The Innovation Indicator

The Innovation Indicator is developed
on behalf of the Deutsche Telekom Foun-
dation and the Federation of German In-
dustry (Bundesverband der Deutschen
Industrie e.V.). The Innovation Indicator is
a joint project of the Fraunhofer Institute

for Systems and Innovation Research
(IS1), the Centre for European Economic
Research (ZEW), and the Maastricht Eco-
nomic and Social Research Institute on
Innovation and Technology of the Univer-
sity of Maastricht (MERIT). The Innovation
Indicator shows the respective strengths
and weaknesses of 28 national econo-
mies in comparison to relevant competi-
tors. Overall, the Innovation Indicator is
based upon 38 separate indicators, in-
cluding education and public financing.
You can find additional information at:
www.innovationsindikator.de

Dr. Christian Rammer, rammer@zew.de

The Personal Attributes of Finance Ministers
Affect the Development of Public Debt

What role do the personal characteristics of a finance minister play in the
growth of public debt? One finding from a recent ZEW study is that politi-
cal experience does make a difference.

While most government ministers pay
primary attention to the budgets of their
own departments, the finance minister
has responsibility of making sure that the
national budget as a whole stands on firm
ground. The ZEW Discussion Paper No.
12-068 investigates the impact exerted
by a finance minister’s personal traits on
debt trends. By taking into account the
role played by the personal characteris-
tics of political leaders, the study thus
contributes to the existing literature
about determinants in the development
of public debt.

Knowing the Rules of the Game

The study takes a number of personal
characteristics into account, including the
finance minister’s educational back-
ground and political orientation (i.e. ide-
ology). For example, the study gathered
data on educational attainment and par-
ty affiliation. In addition, the study exam-
ined professional and political experi-
ence. Professional experience captures
experience in the realm of fiscal policy. It
was considered as increasing the longer
a finance minister has held office. Yet a

finance minister also accumulates politi-
cal experience in dealing with the media
and other politicians, as well as in mas-
tering the rules of the political game, re-
gardless of the specific department in
which he or she serves. The number of
years that a finance minister previously
worked as a minister in other depart-
ments was thus taken as an indicator of
political experience.

Extensive Database

The study is based on a custom data-
base that contains information about the
above personality characteristics for fi-
nance ministers from 15 European coun-
tries. The data were derived from official
government and finance ministry web-
sites from each country and cover the pe-
riod from 1980 to 2010.

Econometric calculations show that
it is the finance minister’s professional
and political experience that turn out to
be of greatest significance. The change of
the debt-to-GDP ratio is inversely related
to the time the finance minister has
served in office. A decline in the change
is thus associated with a less experienced

finance minister, and vice versa. The
same is true for political experience: the
greater the experience the finance minis-
ter has collected in previous cabinet po-
sitions, the lower the budget deficit (or,
alternatively, the higher the budget sur-
plus). However, it must be pointed out
that the direction of the effect exerted by
professional experience on the growth of
government debt cannot be determined
incontrovertibly. Nevertheless, a number
of arguments support the plausibility of
a causal inference of political experience
on the change of public debt.

By contrast, the ZEW-study shows that
the characteristics of ideology and edu-
cation have no significant impact on the
development of public debt. With respect
to the institutional responsibilities as-
signed to a finance minister, it can thus
be stated that politically experienced and
influential finance ministers will be in a
more advantageous position to apply re-
straint to the excessive spending wishes
of other departmental ministers. A fi-
nance minister who was a national cabi-
net member before becoming minister of
finance has a comparative advantage
over a politically inexperienced finance
minister, which he or she can leverage in
his or her new office in order to achieve
budgetary targets.

Marc-Daniel Moessinger, moessinger@zew.de
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Low Corporate Taxes Promote Investment

A new ZEW study clearly shows that corporate taxes are an important
driver of the investment behaviour of firms. The study quantifies the nega-
tive effect of tax increases, considers the impact of loss carryovers, and
finally, takes a special look at holding companies.

Corporate taxes affect the investment
behaviour of the firm. Higher taxes brake
investment, and lower taxes promote it.
This applies not only to foreign direct in-

many. For the time period under consid-
eration (1996 through 2008) both in-
bound investment to Germany and out-
bound investment away from Germany

Photo: ABB

An increase in the corporate tax rate in Germany results in significantly lower investments in tangible assets —
for example, in real estate, machinery, or industrial robots.

vestment, but other types of investment
decisions. By now, this finding has been
persuasively demonstrated by a broad
series of academic studies. However, it
has not enjoyed broad consensus in the
public discussion about tax policy so far.
Yet in concentrating on other determi-
nants of investment, the public discus-
sion often loses sight of the key impor-
tance of taxation.

Companies’ Profit and Loss History
Under Evaluation

The main goal of ZEW Discussion Paper
No. 12-040 was to empirically calculate
the effect of taxes on investment behav-
iour. The Bundesbank’s MiDi direct in-
vestment micro-database was used for
the study. The database tracks direct in-
vestment on the part of German parent
companies in other countries and on the
part of foreign parent companies in Ger-

were evaluated. Consideration was given
to the heterogeneity of firms with respect
to profit and loss histories, and the study
also examined the tax incentives for set-
ting up holding companies. The findings
for all of Germany were compared to
those for a specific and especially export-
oriented German state, Baden-Wirttem-
berg, as a way of obtaining an indication
of the general validity of the findings.

Investment in Tangible Assets

A general descriptive analysis of the
data reveals a striking increase in inter-
national investment activities between
1996 to 2008. The increases witnessed
at firms in Baden-Wiirttemberg largely
parallel those in Germany as a whole.
Since comparative calculations require a
minimum level of variation or numbers
from different comparison groups, it was
only possible to demonstrate the effects

of tax rates on investment in the out-
bound direction, and not for the inbound
direction. The study shows that a ten per-
centage point increase in the corporate
tax rate has the effect of reducing invest-
ment in tangible assets by 5.32 per cent.
Similarly, a ten per cent reduction in the
corporate tax rate has the effect of in-
creasing investment by around five per
cent. The results take into account that
investment may be affected by a number
of different factors. Thus, the following
factors served as control variables: Differ-
ences in GDP were used as an index for
differences in growth; investment hold-
ings during the previous period were con-
sidered to reflect that firms growing rap-
idly in one period may invest heavily dur-
ing the next period; per capita GDP served
as an index for general welfare and for a
nation’s labour costs; binary annual var-
iables served to capture additional
shocks and cyclical effects; and, finally,
the OECD risk index was used to consider
how risky investmentin a particular coun-
try is during a particular year.

Tax-Optimized Investment Structure
of Holding Companies

Additional calculations showed that
firms with losses to carry forward are less
tax sensitive in their investment deci-
sions. About half of the negative tax effect
is offset. In these companies, therefore,
a corporate tax rate that is ten percentage
points higher leads to a decrease in in-
vestment of only 2.54 per cent.

Another area of analysis concerned
holding companies. Holding companies
are frequently set up by multinational cor-
porations in tax attractive locations in or-
derto structure theirinvestments in a tax-
optimized way. The analysis shows that a
ten percentage point decrease in corpo-
rate tax rates increases the proportion of
holdings in all kinds of subsidiary com-
panies by around 0.55 per cent. Further-
more, lowering the withholding tax by ten
percentage points leads to 0.8 per cent
increase in holdings relative to all types
of subsidiary companies.

Daniel Dressler, dressler@zew.de
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KFW/ZEW Start-up Panel — Strategy is Decisive

The first years in the life of a company are critical for its future develop-
ment. Indeed, from the moment a company is founded, a number of stra-
tegic decisions must be made. Strategic mistakes can have the conse-
quence of forcing a new company to leave the market prematurely.

The strategic decisions that new com-
panies have to make at various stages of
their early development are the focus of
this year’s report from the KfW/ZEW Start-
up Panel. The Start-up Panel is a database
developed by the KfW Banking Group,
ZEW, and the credit-reporting agency
Creditreform that tracks start-up compa-
nies for the first several years of their ex-

age number of founders per company for
start-up cohorts from 2005 to 2011 varied
only slightly between 1.3 and 1.4 full-
time equivalent positions. By contrast,
the number of full-time equivalents for
salaried employees varied somewhat
more widely between 0.9 and 1.4. The
2011 start-up cohort created a total of
416,000 full-time equivalent jobs in the

Yearly Shutdown Rates According to the Age of the Company Until the End of 2011
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istence. Each year, the panel surveys
around 6,000 newly founded and young
companies in Germany. The latest survey
wave for the KfW/ZEW Start-up Panel was
conducted between April and July 2012,
and, for the first time, it included a suffi-
cient number of observations to allow for
an analysis of changes within individual
firms over time.

The 2012 Start-up Panel concentrates
on examining strategic decisions in the
areas of human resources and financial
management. At the time a company is
first founded, it must make decisions
about its starting size. Starting size is de-
termined based upon the number of
founders as well as the number of em-
ployees hired by the new firm. The aver-
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previousyear. Inthe years just aftera firm
is founded, HR decisions must be made
with respect to hiring new employees and
eliminating or replacing positions left va-
cant by departing ones. An analysis of the
gathered data shows that employee turn-
over plays a major role even at new com-
panies. Replacing employees who have
left entails costs — for example, because
of lost employee know-how, and because
of the need to search for new employees
and train them. These costs can reach lev-
els substantial enough to threaten the
survival of a new company.

Financing decisions during the first
year of a company’s existence have long
term effects. New companies that make
use of funds raised through outside or

debt financing during one business year
are significantly likelier to use the same
type of financing in the following year.
However, fewer than five per cent of new
companies rely on outside or debt financ-
ing in each of the first five years of their
business operations. Conversely, only
five per cent of companies get through
their initial years in business without re-
course to outside financing. And only 30
per cent completely avoid any debt fi-
nancing during their first five years in
business.

Impact of Economic Crisis Noticeable

Of course, some new companies are
compelled to leave the market after a
short time because of poor business de-
cisions, or they choose to leave the mar-
ket voluntarily. After five business years,
about 40 per cent of the start-ups from a
particular business year have disap-
peared from the market. In this regard,
the 2009 economic and financial crisis
had divergentimpacts on start-up cohorts
from different years. The older a new com-
pany was, the smaller the increase in
shutdowns. Thus, the crisis had a much
greater impact on the probability of shut
down for newer start-ups than for older
ones (see figure).

For further information please visit:
www.gruendungspanel.de

Helmut Fryges, fryges@zew.de
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No 13-004, Dirk Czarnitzki, Christian
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ences and Their Intergenerational Trans-
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in Cap-and-Trade Systems: The EUA Price
and its Fundamentals.
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Q&A: Are we achieving a turnaround in energy policy?

German Energy Transition: Praise for Renewable
Energy — Criticism About Security of Supply

In mid-December, the Expert Commission for the “Energy of the Future”
monitoring process issued its first position statement regarding the
federal government’s annual status report on German energy transition
policy. Prof. Dr. Andreas Léschel, chairman of the expert commission and
a research department head at ZEW, explains its findings.

What are the results of your evaluation
of the monitoring report?

We welcome the federal government’s
monitoring process, including the adop-
tion of an indicator system and the re-
lease of the first monitoring report. They
do a good job of presenting key aspects
of the effort to transform Germany’s en-
ergy economy, including goal attainment
in the area of renewable energy and the
reduction of greenhouse gas emissions.
What we find lacking, however, is the re-
port’s assessment of specific changes
and of the energy transformation as a
whole. For this reason, we provide a sci-
entific perspective on the report along
with suggestions for improving the moni-
toring process. To present changes more
succinctly, for example, we believe it
would make sense to use a smaller num-
ber of lead indicators that distil a broader
set of measures. Making these lead indi-
cators as aggregated as possible would
help to reduce complexity and generate
policy recommendations. The current
monitoring report includes nearly 50 in-
dicators, which are hard to interpret with-
out an appropriate classification system.

The expert commission proposes that
one first classify the objectives of renew-
able energy policy. What could such a
classification look like?

We see the effort to transform the en-
ergy economy as characterized by two
overriding goals: (1) the reduction in
greenhouse gas emissions, and (2) the
phase-out of nuclear energy. It is impor-
tant not to be distracted from over-riding
goals. Germany has chosen a specific
pathway for achieving its aims. This path-
way will be accompanied by additional

flexible goals, e.g. in the areas of energy
efficiency and the use of renewable ener-
gies. The triangle of energy policy goals,
economic affordability, environmental
sustainability, and security of the energy
supply, should be the key yardstick by
which to judge the success of this flexible

integration and an active effort to react to
developments in transmission networks
and, overthe long term, in the area of en-
ergy storage systems as well. In the areas
of transportation and heating, growth has
been significantly less vigorous, and, as
a result, developments need to be thor-
oughly re-evaluated. In the area of energy
efficiency, we see three areas forimprove-
ment: the attainment of reductions in
electricity consumption, developments in
the area of household heating, and in the
transportation sector. Seen as a whole,
theissueis less about seeking new inter-

The German federal government intends to regularly examine the status of its broad
policy effort to transform the country’s energy economy. To this end, it has imple-
mented the “Energy of the Future” monitoring process. A commission of energy
experts has been assigned the task of providing a critique to accompany the fed-
eral government’s annual status report. The chairman of the expert commission
is Prof. Dr. Andreas Loschel, head of the research department of “Environmental
and Resource Economics, Environmental Management” at ZEW. Other members of
the expert commission are Prof. Dr. Georg Erdmann of TU Berlin, Prof. Dr. Frithjof
Staif3 of the Center for Solar Energy & Hydrogen Research in Baden-Wiirttemberg
(ZSW), and Dr. Hans-Joachim Ziesing, president of the Energy Balance Working
Group. The full position statement on the federal government’s first monitor-
ing report for the 2011 reporting year is available in German language at: www.

zew.de/publikation6847

goals. Ifthey appear to be critical from an
economic, environmental or social view,
the flexible goals have to be adjusted.

How does the Expert Commission as-
sess the development of renewable en-
ergy and energy efficiency during 2011,
the year covered by the report?

So far, the development of renewable
energy has been proceeding smoothly in
all areas. Thus, growth in renewables has
been rapid in the electricity sector, even
though it has been associated with cor-
responding cost increases, especially for
energy from photovoltaic installations
and offshore wind farms. In the future,
there will be a need for greater systems

ventions and instruments, and more
about configuring existing interventions
more intelligently to achieve the goals.

The effects of renewable energy policy
have already become tangible — in the
debate about supply bottlenecks in the
winter of 2011/12 and about extending
intervention options for the Federal Net-
work Agency for instance. How would you
assess security of supply?

The expert commission has taken a
rather critical view of the situation with
respect to security of supply. Thus, al-
though we can acknowledge that there
are ongoing positive steps in raising
power plant capacity scheduled through
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2015, we must keep an eye on power out-
put after that point. Especially in South-
ern Germany, we need to anticipate future

have occurred that make a reliable as-
sessment more difficult. Efforts regarding
network development plans should be

Prof. Dr. Andreas Loschel directs the research department
of “Environmental and Resource Economics, Environmen-
tal Management” at ZEW. In addition, he is Professor of
Economics at the University of Heidelberg. Furthermore,
Loschelis serving as lead author for the fifth Assessment
Report (2010 to 2014) of the Intergovernmental Panel on
Climate Change (IPCC). He is also chairman of the expert
commission that regularly assesses the status of Ger-
many’s energy transformation on behalf of the German

federal government.

supply bottlenecks. Interruptible loads,
storage devices, and the expansion of
networks could work to offset these prob-
lems. With regard to the accelerated ex-
pansion of transmission networks, delays

seen as a welcome sign in this area. How-
ever, the supply infrastructure for natural
gas should also be kept in mind, as simi-
lar problems arose in the gas supply last
winter in Southern Germany.

What burdens to the end user will re-
sult from Germany’s energy transition?

In the area of economic affordability,
the focus is on providing energy efficient-
ly. Such efficiency cannot be seen in Ger-
many’s energy system today, and it is al-
so missing from many of the measures
envisaged for the future. Specific burdens
placed on the supply of energy can be
analyzed from an aggregate picture of ex-
penditures. Single components may dis-
tract us from the overall process of the
energy transformation. Thus, our calcula-
tions using final end-user expenditures
for electricity show that the overall bur-
den of energy transition currently amounts
to 2.5 per cent of nominal GDP — about
the same level of burden witnessed in
1991. However, the expenditures have
been doubled in recent years in nominal
terms and are anticipated to increase fur-
therin the future.

Prof. Dr. Andreas Loschel, loeschel@zew.de

An Economic Analysis of the European Union’s
Climate Policy Roadmap to 2050

What are the economic effects of the EU’s “Roadmap for moving to a low-
carbon economy in 2050”7 The following analysis sheds light on various
aspects of the ambitious climate protection strategy.

This analysis focuses on the effects of
the EU’s Climate Policy Roadmap to 2050
on aggregate welfare, on the rate of emis-
sions increase in foreign nations without

CO2 emissions goals (“carbon leakage”),
on CO2 prices, and on international trade
at the macro level. It focuses as well on
the effects on production, investment,

The EU presented specific goals for climate protection in its Roadmap for moving to a low-carbon economy.

CO2 emissions, and competitiveness at
the sectoral level.

The Climate Roadmap was issued by
the EU Commission in 2011. It targets a
more than 80 per cent reduction in green-
house emissions by 2050 relative to the
baseline year of 1990. In addition, the
share of renewables in electricity genera-
tion shall be increased to 50 per cent or
higher by 2050. To estimate the econom-
ic consequences of implementing the
EU’s Climate Protection Strategy, we use
the PACE (“Policy Analysis Based on Com-
putable Equilibrium”) model that was de-
veloped at ZEW and has been success-
fully applied for research and policy ad-
vice many times before.

The PACE general equilibrium model
makes it possible to undertake a consist-
ent and comprehensive quantitative as-
sessment of the economic effects of en-
ergy, technology, and climate policy in-
terventions. The model’s time horizon
was extended to 2050 for this analysis.
We consider EU climate policy currently
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in force, with CO2 emissions goals through
2020, and the Copenhagen pledges as the
benchmark scenario. The reference sce-
nario includes existing and decided EU
climate and energy policies including
emission permit trading among the sec-
tors that are part of the European emis-
sions trading system. In the various sim-
ulations, we compare different policy sce-
narios for implementing the EU climate
protection goals (see figure).

The simulation of the scenario that as-
sumes fragmentary climate policy (Frag-
mented Action with binding emissions
targets only in force in the EU) yields the
following results: Through 2020, the
costs of the decarbonization strategy for
the nations of the EU-27 come to less
than 0.3 per cent of total consumer
spending in the EU, and through 2035,
less than two per cent compared with the
reference scenario. Afterward, these costs
could climb to three per cent, and by
2050, they mightrise further unless some
new ground-breaking technology (such as
carbon capture and storage or large-scale
solar technology) comes into widespread
use. The emissions reductions in the EU
would lead to an increase in CO2 emis-
sions in countries without emissions tar-
gets equivalent to about 20 per cent of
the emissions savings in the EU. This will
primarily be the result of oil price declines
triggered by EU climate policy (with de-
creasing use of fossil fuels, and increas-
ing use of renewables). Thus, savings in
Europe will lead to increased demand and
consumption of oil elsewhere. Moreover,
production impacts in the EU due to trade
in emissions certificates will vary widely
by sector, with changes ranging from loss-
es of 15 per cent to gains of one per cent
in 2040.

Positive Effect of More Flexible
Mechanisms

At the macro level, simulations con-
ducted for other policy scenarios reveal
that widespread future application of the
Clean Development Mechanism (CDM)
would have a definitely positive impact
on the EU. The CDM sets flexible mecha-
nisms that allow firms to undertake and
be credited for emissions reductions in
developing countries. In addition, the

simulations show that the additional
costs resulting from the EU’s climate
strategy could actually be fully offset by
the CDM. However, this flexible mecha-
nism would not solve the climate prob-
lem, since emissions reductions would
simply be shifted on the globe wherever
they could be achieved at lower cost.

most sectors in the EU emissions trading
system. Global climate policy without in-
ternational emissions trading would have
differential effects whereas the equaliza-
tion of CO2 prices across all sectors and
countries would benefit most EU sectors.
Changes in investment, emissions, and
competitiveness resulting from the EU cli-

Costs of the Climate Protection Strategy in 2040 According to Different Scenarios

Mitigation Costs
in 2040
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Costs (relative changes in total consumption) for EU-27 in 2040 caused by different climate protection scenaries. 1. The “benchmark
scenario” includes the EU’s current climate policy measures and would result in increased costs when compared to “business as usu-
al”. All the other scenarios (2 through 7) employ a decarbonization strategy with a target of reducing CO2 reduction by about 60% in
2040 and cause costs compared to Scenario 1. In Scenarios 2 through 4, only the EU pursues a strict emissions goal. Scenario 3 allows,
in addition, for continued free allocation of emissions rights to certain industries. Scenario 4 allows for generous future credits for emis-
sions reductions abroad. Scenarios 5 through 7 assume strict global emissions reductions. Scenario 6 assumes, in addition, the equal-

ization of CO2 prices across all EU sectors. Scenario 7 anticipates, in addition, international emissions trading.

By contrast, extending the cost-free al-
location of emissions rights to the advan-
tage of certain energy-intensive EU pro-
ducers beyond 2027 would result in slight
increases in macroeconomic costs. The
implementation of climate policy on a
global scale would improve trading con-
ditions for the EU, but in the absence of
international emissions trading, the cost
reduction for the EU would be small. On-
ly the expansion of emissions trading to
all economic sectors and the introduction
of international emissions trading in the
framework of a global climate policy
would lead to significant decreases in
costs. Around 2050, the international CO2
price would rise as a result of ambitious
worldwide climate goals, so the EU would
no longer be able to circumvent all addi-
tional costs for climate protection through
the additional purchase of cheaper emis-
sion certificates.

At the sectoral level, all sectors of the
EU would profit from the CDM or a similar
mechanism. The free allocation of emis-
sions rights beyond 2027 would benefit

Source:ZEW

mate protection strategy would be distrib-
uted even more differentially among dif-
ferent EU sectors than changes in produc-
tion. Hence, successful implementation
of the EU’s Climate Policy Roadmap 2050
requires adroit collective attention to
technological options (energy efficiency
and decarbonization), policy design, and
sectoral characteristics. Policy design —
thatis, the mannerwith which a particular
climate goal is pursued — will play a criti-
cal role in achieving real cost savings at
both the EU and sectoral levels.

Since the sectoral effects prove to be
quite variable in our analysis, it would
make sense to think further about the
sectoral impacts of climate policy. Global
climate protection measures are neces-
sary in order to achieve ambitious climate
protection goals. Flexible mechanisms
such as CDM could lead to cost reduc-
tions for countries that are quite small
and that are not official participants in
global climate policy.

Dr. Michael Hiibler, huebler@zew.de
Prof. Dr. Andreas Loschel, loeschel@zew.de
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A Stable Architecture for Europe and Germany

In November and December 2012, as part of the lecture series “First-
Hand Information on the Current Economic Policy”, ZEW President Prof.
Dr. Dr. h.c. mult. Wolfgang Franz presented the 2012/13 Annual Report
of the German Council of Economic Experts.

Wolfgang Franz, who is also Chairman
of the Council of Economic Experts, lec-
tured at the representative offices of the
state of Baden-Wirttemberg in Berlin and
Brussels, at the Baden-Wiirttembergische
Bankin Stuttgart, and at ZEW’s headquar-
terin Mannheim. He presented the most
important findings from the Council’s re-
port. In addition to affirming the impor-
tance of strengthening the framework for
sound public finances in the eurozone,
Franz emphasized that Germany must re-
solve a series of economic policy prob-

less technology-specific programme of
government subsidies. Beyond this, the
Council sees the need for reforms to the
health-care and tax systems, and argues
for greater competition in Germany’s
health-care sector.

Lowest Unemployment Rate
Since Reunification

Currently, the unemployment rate in
the EU is around eleven per cent, but in
Germany, itis just over five per cent. Franz

Wolfgang Franz, ZEW’s President and Chairman of the German Council of Economic Experts, presented the
most important results of the Council’s 2012/13 Annual Report.

lems. The need for domestic policy action
has tended to recede into the background
because of the euro crisis, Franz noted.
For this reason, the Council of Economic
Experts chose to title this year's annual
report “Stable Architecture for Europe —
Need for Action in Germany”.

In the Council’s view, the current effort
to transform Germany’s energy economy
must be structured effectively and effi-
ciently. To this end, the Council envisions
a key role for green electricity certificates
that officially certify production from re-
newables. The Council also envisions a

indicated that even though Germany may
still be far from full employment, this rep-
resents the lowest unemployment rate
since Germany’s reunification. By con-
trast, Greece and Spain have unemploy-
ment rates of about 24 per cent. He re-
gards the high rate of youth unemploy-
ment in these countries, which has
reached levels above 50 per cent, as be-
ing especially problematic. Franz also dis-
cussed the issue of distributive justice in
the German labour market. He said the
annual report showed that while income
inequality was rising previously, it had

more recently come to a standstill. In this
connection, he particularly focussed on
the question of wage inequality in the
low-wage sector. At first glance, Franz
stated, it would appear that workers with
low qualification levels in the low-wage
sector are losing out. However, Franz
pointed out that this perspective is too
one-sided. Itis only due to years of labour
market reforms that these individuals
have been able to return to the labour
market at all, even if their lower levels of
productivity continue to be paid at a low-
errate. He indicated that the introduction
of minimum wage laws or lower wage lim-
its could actually result in higher unem-
ployment, especially among lower quali-
fied workers. Therefore, the Council con-
tinues to oppose the introduction of le-
gally mandated minimum wages. The re-
forms in the German labour market that
have already been introduced both in the
labour market and in old age security,
such as the Hartz IV reforms and the re-
tirement age of 67, should not be rescind-
ed, Franz said. He emphasized that eco-
nomic experts still consider a retirement
age of 67 as sensible.

Major Differences Within the Eurozone

With regard to economic growth, the
Council of Experts anticipates an average
real growth rate of 0.4 per cent in the EU
for 2013. However, Franz indicated that
this forecast fails to reflect the major dif-
ferences between individual nations with-
in the EU. Thus, he said, Greece finds it-
self in the middle of a depression while
Germany is doing relatively well. For Ger-
many, the economic experts forecast a
real growth rate of 0.8 per cent in 2013.
The Council of Experts assumes that Ger-
many, unlike other Euro nations, will be
able to avoid sliding into a recession.

Franz also sketched out a possible reg-
ulatory framework for the monetary un-
ion. He made it clear that the eurozone
was not facing a single crisis, but rather
three separate crises at once: a crisis of
sovereign debt, a banking crisis, and a
macroeconomic crisis. In his opinion,
these three crises are interrelated and



ZEWnews January/February 2013 | 9

FIRST-HAND INFORMATION ON THE CURRENT ECONOMIC POLICY

have negative reciprocal effects. For this
reason, to be successful, a solution must
address all three flash points at once.

Maastricht 2.0: a Three-Part Model

To address the crisis the Council of
Economic Experts has proposed a three-
part model entitled Maastricht 2.0. As
Franz sees it, Maastricht 2.0 would leave
fiscal and economic policy largely in the
realm of national sovereignty. Reforms
would be exclusively focused on the cur-
rent fiscal rules and frameworks for the

financial system. Maastricht 2.0 would
rely on national accountability and the
disciplinary function of the markets, al-
beit expanded by an insolvency proce-
dure for member states. This procedure
would be made credible through a crisis
mechanism and through accompanying
reforms to the financial system.

In addition, the Council of Experts fa-
vours the stepwise introduction of a
banking union in Europe. Franz regards
the unlimited purchase of government
bonds by the ECB as an emergency solu-
tion that should by no means be turned

into a permanent mechanism. As an al-
ternative, he proposes the creation of a
European supervisory authority for the
banking sector. However, Franz believes
that banks that do not meet the require-
ments for a banking union would need to
be reformed or, if necessary, liquidated
by their respective national governments
with help from a European Agency for Re-
structuring. Franz emphasized that this
entire process would take considerable
time and could not possibly be imple-
mented overnight.

Elisa Jendrusch, jendrusch@zew.de

Dissertations at ZEW in 2012

The qualification of its staff is very impor-
tant to ZEW. This can also be seen from
various dissertations completed at ZEW
last year. We would like to thank all super-
visors, especially the first advisors.

Sarah Borgloh, ,,Charitable Giving, Taxes
and Fundraising”, Prof. Dr. Berthold U.
Wigger, University of Karlsruhe .
Christian Dick, “Essays on Expectations
in Financial Markets”, Prof. Dr. Lukas
Menkhoff, Leibniz Universitdat Hannover.
Daniel Dref3ler, “Five Empirical Essays on
Taxation”, Prof. Dr. Christoph Spengel,
University of Mannheim.

Philipp Eisenhauer, “Essays in the Econo-
metrics of Policy Evaluation”, Prof. Dr. Dr.
h.c. mult. Wolfgang Franz, University of
Mannheim.

Benjamin Engelstatter, ,,Enterprise Soft-
ware and Video Games: An Empirical Anal-
ysis“, Prof. Dr. Pierre Mohnen, University
of Maastricht.

Jost Henrich Heckemeyer, ,,Die Wirkungen
der Besteuerung auf unternehmerisches
Verhalten — Mikrosimulation und Meta-
Analysen®, Prof. Dr. Lars Feld, University
of Heidelberg.

Peter Heindl, “Environmental Regulation
by Prices and Quantities: Transaction
Costs, Institutions and Industrial Organi-
zation”, Prof. Dr. Wolfgang Buchholz, Uni-
versity of Regensburg.

Julia Horstschrder, ,,Empirische Studien
zur Elementar- und Hochschulbildung®,

Prof. Dr. Patrick Puhani, University of Han-
nover.

Gunnar Lang, “Macro Attractiveness and
Micro Decisions in the Mutual Fund Indus-
try — An Empirical Analysis.”, Prof. Dr. Hen-
ry Schéfer, University of Stuttgart.
Verena Niepel, “Essays on Skills, School
Choice and Their Long-Term Consequenc-
es”, Prof. Dr. Markus Frélich, University of
Mannheim.

Michael Schymura, “Norms and the De-
velopment of New Knowledge as Determi-
nants of Climate Policy — Theoretical Con-
siderations and Empirical Evidence”, Prof.

Dr. Wolfgang Buchholz, University of Re-
gensburg.

Andreas Sachs, ,Unbedingte und bed-
ingte institutionelle Effekte auf Arbeit-
slosigkeit: Ein bayesianischer Model Aver-
aging Ansatz“, Prof. Dr. Werner Smolny,
University of Ulm.

Vigen Nikogosian, Competition and Regu-
lation in the Energy Markets, Prof. Dr. Jiir-
gen Weigand, Wissenschaftliche WHU —
Otto Beisheim School of Management.
Benedikt Zinn, , Tax Accounting in Ger-
many”, Prof. Dr. Christoph Spengel, Uni-
versity of Mannheim.

INSIDE ZEW

EU Commissioner for Energy Giinther Oettinger Visits ZEW

InJanuary 2013 the European Commissioner for Energy, Guinther Oettinger, visited the
Centre for European Economic Research (ZEW) in Mannheim. In a round table, he dis-
cussed the future design of German and European energy policy with personalities
from the areas of business and politics from the Rhine-Neckar metropolitan region and
with ZEW researchers. EU Commissioner Oettinger also took the opportunity to say
goodbye to Prof. Dr. Dr. h.c. mult. Wolfgang Franz, who will retire from his position as

ZEW President at the end of February 2013.

The main focus of the discussion was on the challenges Europe will face in the next
years in the areas of energy and climate protection. The discussion covered ways to
realise an efficient and flexible European domestic energy market to guarantee an
affordable and secure energy supply of households and companies, as well as the cur-
rent state of the energy transition in Germany. Information on ZEW’s climate and
energy related research was provided by the head of ZEW’s research department “Envi-
ronmental and Resource Economics”, Prof. Dr. Andreas Loschel.
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Innovation Expenditure in the German
Metal Industry Remains Below its Pre-crisis Level
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* Forecast figures from spring/ summer 2012 Source: ZEW, Mannheim Innovation Panel

Innovation expenditure in the German metal industry still re-
mains below its high levels reached in 2006 to 2008. Back then,
the companies in the metal industry provided each year be-
tween 5.5 and 6.1 billion euros for the development and intro-
duction of new products and processes. Due to the worldwide
economic crisis innovation budgets declined to 4.2 billion euros
in 2009. Since then innovation expenditures have grown only
slightly and are likely to remain below the 5 billion euro-mark in
2012. So far, there is no increase planned for 2013.

Dr. Christian Rammer, rammer@zew.de

Fewer Innovators in the German
Transport Industry

Companies introducing
cost-cutting process innovations

Companies introducing
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Source: ZEW, Mannheim Innovation Panel

The share of companies in the German transport industry (in-
cluding postal services and travel agencies) that introduced
new products and processes has declined furtherin 2011. Only
18 per cent of the companies in the transport industry had been
innovators in 2011. Their share amounted to more than 30 per
cent in 2008. Below those who are innovators, only a few com-
panies have introduced market novelties, e.g. services that had
not existed before. The share of companies bringing cost-cutting
process innovations to the market diminished as well in 2011.

Dr. Christian Rammer, rammer@zew.de

Emission Prices of 10 to 20 Euros per
Tonne CO2 Anticipated

Surveyed Experts in %
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Source: ZEW

Some eight per cent of the experts surveyed for the ZEW Energy
Market Barometer expect a medium-term (five year-time hori-
zon) price of less than ten euros per tonne CO2 on the European
emission markets. The majority is predicting prices of between
10to 20 euros pertonne CO2. Prices between 20 to 30 euros are
expected by 24 per cent of the questioned analysts. Seven per
cent anticipate that over the medium-term, the price of a tonne
CO2 will range from 30 to 35 euros. The ZEW Energy Market Baro-
meter is a biannual survey of some 200 energy experts.

Dr. Florens Flues, flues@zew.de

Rising Energy Prices over the
Medium Term Expected
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According to the experts surveyed forthe ZEW Energy Market Ba-
rometer, wholesale energy prices will increase on a broad front
over the medium term, e.g. over the next five years. 81 per cent
of the experts indicated that electricity prices will rise. With re-
gard to crude oil and natural gas about 73 per cent and 66 per
cent respectively expect price hikes. 55 per cent of the ques-
tioned experts believe that coal prices will augment during the
next five years. The ZEW Energy Market Barometer is a biannual
survey of some 200 energy market experts.

Dr. Florens Flues, flues@zew.de
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ZEW Financial Market Test January 2013
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Germany: Increasing Optimism

The ZEW Indicator of Economic Sentiment for Germany has in-
creased by 24.6 points in January. The indicator now stands ata
level of 31.5 points, thereby reaching its highest level since May
2010. The indicator’s further increase shows that according to
the financial market experts the economic perspectives for Ger-
many have brightened up on a six months time horizon. It might
have contributed to experts’ optimism that the markets’ uncer-
tainty concerning the future of the eurozone has diminished for
the time being. The financial market experts seem to expect that
the positive sentiment on the financial markets may soon result
in companies realizing investments that had been postponed
earlier on. The assessment of the current economic situation
has remained almost unchanged in January.

Dr. Christian D. Dick, dick@zew.de

Switzerland: Economic Outlook Improves

Economic expectations for Switzerland have improved by 8.6
points in January, raising the ZEW-CS Indicator to a level of mi-
nus 6.9 points. The ZEW-CS Indicator is calculated monthly by
the Centre for European Economic Research (ZEW), Mannheim
in cooperation with Credit Suisse (CS), Zurich. The indicator re-
flects the expectations of the surveyed financial market experts
regarding the economic development in Switzerland on a six-
months time horizon. In January the indicator improved for the
fourth consecutive month. Its new level has been exceeded for
the last time in May 2012 (May 2012: minus 4.0 points). At that
time the indicatorwas close to its last year's peak. Economic ex-
pectations also clearly overshoot previous year’s January value
of minus 50.1 points.

Lena Jaroszek, jaroszek@zew.de
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land. Source: ZEW, Credit Suisse
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Balance of positive and negative assessments concerning economic development in the CEE
region. Source: ZEW

CEE Region: Growing Optimism

Economic expectations for Central and Eastern Europe including
Turkey (CEE) have highly increased by 20.9 points in January.
The ZEW-Erste Group Bank Economic Sentiment Indicator for the
CEE region now stands at a level of 27.0 points. The assessment
of the current economic situation for the CEE region has im-
proved slightly in January. The respective indicator has in-
creased by 5.7 points to a value of 5.7 points. The economic
sentiment indicator for the CEE region and further financial mar-
ket data have been surveyed monthly by ZEW, Mannheim, with
the support of Erste Group Bank, Vienna, since 2007. The CEE
region consists of the following countries: Bulgaria, Croatia, the
Czech Rebulic, Hungary, Poland, Romania, Serbia, Slovakia, Slo-
venia, and since October 2010 Turkey.

Zwetelina lliewa, iliewa@zew.de
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Europe

My final column written as ZEW’s Pres-
ident before resiging from office has
to do with Europe. Not only to pay trib-
ute to the “E” in ZEW, but primarily
because | am worried about Europe.
We should not let things continue as
they are at present. Indeed, we must
counter the prevailing sense of disappointment about institu-
tional arrangements, both at the EU and national level. At the
same time, we must resist succumbing to exaggerated hopes,
let alone fantasies.

The prevailing sense of disgruntlement only has the appearance
of incompatibility with the recent awarding of the Nobel Peace
Prize to the EU. The acceptance speeches by the leading repre-
sentatives of the EU, Barroso and van Rompuy, mainly acknowl-
edged the achievements of the EU’s founding fathers and the
architects of unification — that is, of the “first generation”, if you
will. But does this mean, like in Buddenbrooks, that we are now
on the threshold of the third generation? And that this genera-
tion is going to let the magnificent work of the past fall to pieces?
We cannot simply ignore this danger. When one thinks about
the EU Commission these days, the first thing that frequently
comes to mind is bureaucracy and legislative haggling. This im-
pression is founded on the Commission’s passion for minute
over-regulation as well as the endless speculation in the media
and by politicians as to who were the winners and losers of im-
portant meetings. Naturally, it is legitimate to promote the in-
terests of one’s own country, but not at any price and surely not
in keeping with Margaret Thatcher’s motto, “l want my money
back”. Politicians who act in this way have no right to complain
about Europe fatigue!

An additional factor contributing to EU-discontent is widespread
and reciprocal suspicion of being bamboozled by other govern-
ments, a concern amply demonstrated by debates over the mon-
etary union. Indeed, the agreements underlying the union have
frequently been broken and the Stability and Growth Pact was
decisively weakened in 2003 - yet at the doing of Germany and
France, it should be noted. Yet we have learned lessons from
these bad experiences and have agreed to a series of rules

backed by sanctions. For all the justifiable scepticism about
theirviability — anyone who proceeds from the assumption that
we are simply dealing with a bunch of scoundrel states that work
on the principle of breaking treaties cannot possibly afford to
engage himself with an EU, or a Monetary Union, or a NATO.

At the opposite extreme from EU-disgruntlement are visions that
are remote from reality, such as reveries about the United States
of Europe. While | have nothing against “I have a dream” (in the
spirit of Martin Luther King), | am not so sure how parliaments
in Berlin, Paris, and Rome would respond if a European Minister
of Finance issued instructions to them. No more am | persuaded
that the United States of Europe would ultimately be a particu-
larly desirable goal. Large economic zones have had to face eco-
nomic growth cycles just as small ones have. And was it despite
or because of its compartmentalization that Europe experienced
a period of such extraordinary economic expansion after the
Second World War?

One principle that needs to be quite generally applied is this:
one must locate accountability and supervision at the same
level. With respect to fiscal policy, this means preserving na-
tional budgetary autonomy, but with stricter adherence to the
regulatory system agreed to at the European level — for example,
with respect to limits on sovereign debt. With respect to stabi-
lizing the private banking system, the situation is somewhat
different. Here, we need European banking oversight and a Eu-
ropean agency for restructuring and liquidating banks. Thus, it
is not a question of regulating all issues either at the European
or the national level; rather, the regulating body should be de-
termined by specific issue at hand. On the whole, we are mak-
ing progress in developing a sustainable regulatory framework,
all the criticism about the details notwithstanding. This leaves
me, despite all the worries, to conclude on a hopeful note.

(o) E’H
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