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Preface

With this translation of our latest publication, “Die Goldenen Zwanziger,” we would like
to contribute to a wider discussion of how Germany and Europe can develop over the next
15 years. In past publications, such as “Germany 2020,” “Welcome to the volatile world,”
and “The future of the euro,” the German office of McKinsey & Company has analyzed
how the macroeconomic environment influences the German economy and individual
industries. “The Golden Twenties” continues this series. It draws on recent economic
developments and numerous observations from client projects and discussions to clarify
the central challenges for Germany, its companies and employees.

Asindicated in the programmatic title of our previous publication “Welcome to the volatile
world,” the world’s increasing interconnectedness and the many links among business,
politics, and society have resulted in new levels of uncertainty. This makes it harder to
define robust scenarios for planning purposes. Nevertheless, it is important for decision
makers to gain a perspective on the possibilities and how they might play out in the future.
In this context, the adoption of a pragmatic and adaptive approach in the political arena
has akeyrole to play in establishing a more stable solution space for possible scenarios.

On this basis, we have framed a perspective for Germany with a time horizon that extends
into the mid-2020s. With the title “The Golden Twenties,” we are deliberately alluding

to the 1920s, which were shaped by aboom (starting in 1924), but one that was socially,
politically, and also economically fragile. It was largely a bubble, primarily financed by
short-term international loans — an influx of easy money that dried up suddenly when

the stock market crashed in October 1929. With the Great Depression, those supposedly
“golden twenties” came abruptly to an end.

Today, the 1920s appear golden, if at all, only when looking back across the distorting dis-
tance of nearly a century. Looking ahead, our objective is to describe conditions that will
make the 2020s a truly positive counterpoint, a sustainably successful decade. Germany’s
economy and society are now at a crossroads where it is crucial to chart the right course.
The goal must be to build on Germany’s current positive momentum and create genuinely
“golden twenties” — with sustainable and economically solid growth. We therefore attempt
to outline ways for Germany, as part of Europe, to master some of the current challenges
and make use of new opportunities.

While making these recommendations, we remain aware that we all live in a highly
volatile world and that the trends and solutions we focus on here describe only part of the
journey ahead.
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Executive summary

Since 2005, the German economy has grown faster than Europe as a whole and also faster
than the US. This success can be attributed to four factors: first, the German economy has
adiversified industrial structure and a large share of innovative, internationally oriented,
and flexible companies. Second, Germany has been able to profit from strong growth in
emerging markets because its key industries offer exactly the products these markets
demand. Third, Germany has also benefited from having alarge supply of highly skilled
workers, a more flexible labor market since implementation of the Agenda 2010 reforms,
and effective political action to cope with the drop in demand in the 2009 financial crisis.
Fourth, German companies have benefited from the tailwind of relatively favorable euro
exchange rates, which have supported exports.

The German economy will also be able to build on these factors in the future. Its strong
competitive position is, however, increasingly at risk. In our work with clients and in our
own internal analyses, four major challenges have crystallized for Germany’s economic
rolein Europe:

= Finding solutions for the euro and sovereign debt crisis
= Renewing Germany’s industry structure

= Completing the transformation of the energy sector and dealing successfully with the
resulting opportunities and risks.

®m  Overcoming the foreseeable demographics-related shortage of skilled workers.

If Germany addresses these challenges systematically, it can increase its per capita gross
domestic product (GDP) by up to 2.3 percent p.a. or total GDP by 2.1 percent p.a.' by 2025.
This ambitious but attainable scenario for a “golden decade” requires Germany to increase
exports significantly and overcome its shortage of skilled workers. At the same time, this
picture assumes a period of stable economic and political development without major
crises. Our models and our recommendations should therefore not be taken as a forecast
of what will happen, but as likely scenarios.

Solving the euro and sovereign debt crisis

With their crisis management, the members of the European currency union have mainly
bought themselves some more time. By providing liquidity, they have succeeded in stabi-

1 Thedifference between per capita and total GDP growth rates reflects the assumption that the total population will decrease by about 3 million by 2025.
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lizing those banks and governments for which the danger of default was most acute. How-
ever, monetary policy actions are not sufficient to develop a lasting solution to the under-
lying problems; what is needed is a strong real economy.

For nearly all the peripheral countries?, our extensive set of analyses shows that it is pos-
sible to reduce public debt by 2017 to a level close to 9o percent of GDP. To help achieve
such a debt ratio reduction, the eurozone needs to promote a strong real economy through
a comprehensive stabilization and growth program. The basis for such a program has
already been laid: the reforms initiated to consolidate public budgets are already having

a positive effect. These successes must be sustained and expanded in order to restore
confidence among EU citizens and in the capital markets and thereby ensure the stability
of the eurozone. For this, three levers are available: selectively reducing public spending,
increasing public revenues (above all through more efficient tax administration), and sell-
ing public assets, such as ownership stakes in companies, which could bring onetime pro-
ceeds amounting to more than EUR 100 billion.

Atthe national level, the growth agenda will require a major increase in productive invest-
ments, further reforms to make the labor market more flexible, and targeted support for
innovation. An EU investment program that provides EUR 20 billion p.a. as seed money
can help prepare the ground for more private investments. To reach the target of addi-
tional investments of EUR 140 billion p.a. in 2017 in the peripheral countries, Germany
will have to shoulder the largest share of financing such an EU program. Assuming
Germany puts up 50 to 60 percent of the EUR 20 billion p.a. mentioned, the cost incurred
would be up to EUR 12 billion p.a. (3 to 4 percent of the current federal budget). Through
such a program, the eurozone can avoid the trap of becoming a permanent “transfer
union” and, instead, use its potential to evolve into a dynamic “transformation union.”

Renewing Germany’s industry structure

Inrecent years, the German economy has benefited from strong export-driven growth,
especially in the three pivotal industries chemicals, automotive, and machinery. The
German economy is open to the world and thoroughly integrated into international value
chains, and German companies have made a number of smart moves: they concentrate
on premium and high-tech segments, supply exactly the products in demand by emerging
economies, can build on an established global presence, and have succeeded in negotiat-
ing internationally competitive wages.

Atthe same time, Germany’s export-based economic model faces a number of challenges:
emerging economies have meanwhile brought forth their own technologically advanced
competitors who are entering market segments where German companies have tradition-
ally been strong; low productivity gains in recent years jeopardize German industry’s

2 “Peripheral countries” refers to the five eurozone countries Greece, Ireland, Italy, Portugal, and Spain.
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competitiveness; the aging of society is reducing the number of workers; and imbalances
in the eurozone’s current accounts raise questions about the viability of the German
export-based economic model.

Despite these risks, Germany can increase its competitiveness by sustainably strength-
ening its proven model for success. Specifically, Germany needs to increase productiv-

ity in its most important industries while maintaining their innovativeness and, at the
same time, shift its industry structure to increase the share of new growth segments that
create significantly higher value per capita. In the medium and long term, such a change in
industry mix will deliver higher growth rates.

In total, our model calculations indicate that, by 2025, German industry can increase
exports by more than 80 percent. Maximizing exports is not an end in itself — through
strong integration with the global economy, exports can remain a central growth engine
for the German economy. The main contributor will be continually rising demand from
emerging economies for German products in the automotive, machinery, and chemicals
industries (up to 2025, import growth in the manufacturing sector of the BRIC coun-
tries — Brazil, Russia, India, and China —is expected to be +220 percent and worldwide
+110 percent).

Although our model shows exports rising significantly, the German current accounts
surplus of 6 percent is likely to decline to a level of 2 to 4 percent of GDP. There are
several reasons for this: Germany will increasingly import intermediate inputs as a
result of the increasing import intensity of German production, raw materials prices
will continue to rise, industry modernization will require substantial investments, and
domestic consumption will also increase on the basis of wage gains in the context of
productivity improvements.

Asin the past, German companies will continue to make direct investments in foreign
countries, particularly in the most important growth markets. Such capital outflows are
typically followed by the export of intermediate goods and services from Germany. In the
long term, the profits from these capital exports will offset the decline in domestic value
added and thus contribute to securing continuing prosperity.

Transforming the energy sector

For Germany, establishing an environmentally sustainable, economically viable, and reli-
able supply of energy is a key challenge that must be mastered. Otherwise, the opportuni-
ties outlined above may be lost. At the moment, the cards on the energy and raw materials
markets are being reshuffled — for example, as a result of the boom in shale gas, which has
given the US a major gas price advantage and thus a competitive edge on world markets.
In this new game, Germany faces the dual challenge of carrying out its ambitious plans
for the energy turnaround and achieving the best-possible balance of environmental sus-
tainability, economic viability, and security of supply. To reach this combined goal, Ger-
many’s initiatives in the energy sector need to be optimized as a whole — both to limit cost
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increases and to ensure security of supply. To this end, the expansion of solar photovoltaic
systems is to be limited, the power transmission grid expanded, and conventional power
plants maintained to provide sufficient reliably available (“firm, dispatchable”) capacity.

Inthelonger term, an optimal energy policy will require an integrated perspective at the
European level to ensure that renewable energy sources are tapped at the most effective
locations (e.g., wind power along the Atlantic coast, solar power in southern Europe) and
that the energy can be transmitted to the points of consumption via an appropriately
dimensioned transmission grid.

German industry’s energy cost disadvantage, especially in the energy-intensive indus-
tries, should also be reduced — for instance, by using the most efficient mix given renew-
ables targets and CO, prices (including maintaining lignite-fired power plants and
possibly also developing shale gas reserves). Ultimately, more energy efficiency in house-
holds and in business will reduce the demand for energy, which should translate into
savings of up to EUR 53 billion p.a. in 2020.

For Germany’s key industries — chemicals, automotive, and machinery — the changes on
the energy markets present risks but also opportunities. In chemicals, energy costs are
equivalent to 15 percent of the industry’s gross value added. To keep value creation and
jobs in Germany, it will be crucial for chemicals companies to offset the energy cost dis-
advantage. The competitive gap is especially wide versus the US due to its exploitation

of shale gas. At the same time, opportunities will arise in the marketplace as companies
develop new materials and products for greater energy efficiency, for renewable-energy
generation, and for the extraction and use of shale gas reserves. Compared with chemicals,
the automotive and machinery industries are better off: value creation in these sectors
depends less directly on energy, so they are less exposed to energy price risks. Dis-
advantages could still arise as a result of increasing pressure on their supplier industries
and customer segments. On the other hand, Germany’s leading industries also have
opportunities to grow by developing and marketing new, more energy-efficient products
and production equipment.

Overcoming the shortage of skilled workers

Germany’s key industries owe much of their economic success to having a well-educated
workforce. Going forward, if productivity improvements can be boosted to 2.2 percent p.a.,
Germany can achieve a per capita GDP growth rate of 2.3 percent p.a. only by overcom-
ing a shortage of around 4 million skilled employees3 by 2025. However, if productiv-

ity improves at a slower rate of 1.4 percent p.a., the employee gap in 2025 will be about

6.5 million. This makes productivity improvement a crucial lever in addressing the short-
age of skilled workers — especially with regard to the public sector.

3 Full-time equivalents
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Germany can activate additional skilled workers through selective immigration policies,
by increasing women’s participation rate, reintegrating retirees, and possibly also by mod-
erately lengthening the work week (via collective bargaining agreements or on a voluntary
basis). These initiatives taken together can potentially bring up to 4.5 million additional
employees into the workforce. A further 0.9 to 3.0 million could be added through appro-
priate changes in education and training programs, for example, by aligning schoolwork
and vocational training more closely with the requirements of the labor market, further
reforming university curricula, and increasing the share of graduates in the STEM sub-
jects — science, technology, engineering, and mathematics.

These goals are ambitious and achieving them will be a herculean task. In the volatile
world, there will certainly also be setbacks. But the effort is worth making — for the people
in Europe.
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1. Context:
An anchor of stability
confronting new challenges

Since overcoming economic slowdown in the 1990s, Germany has significantly strength-
ened its economic performance and resilience. Although unnoticed by many, the German
economy has grown faster than both the European economy as a whole and the US. From
2005 to 2011, gross domestic product (GDP) in real terms grew on average at a rate of

1.6 percent p.a. in Germany, at 1.0 percent p.a. in Europe, and at 0.9 percent p.a. in the
US. This growth enabled Germany to cope more successfully with the banking and finan-
cial crisis in 2008/2009 than most other countries and withstand the subsequent euro
and sovereign debt crisis. This success can be attributed to a number of factors that fall
into three groups: structural advantages, favorable political conditions, and a positive

environment.

Structural advantages

Germany has benefited from its diversified economic structure and comparatively large
manufacturing sector. The German economy encompasses large corporations as

well as flexible medium-sized companies, many of which are active internationally

and thus enjoy economies of scale. Due to Germany’s high export intensity, the country
participates heavily in global economic development, which is more dynamic than in
Europe, and helps to diversify economic risk. German industry also demonstrates a high
degree of innovativeness — in the latest IMD World Competitiveness Yearbook 2012,
Germany ranks third in the Scientific Infrastructure category, an indicator of a country’s
innovative capabilities.4

Market opportunities have increasingly expanded in the world’s developing economies
with their growing populations and rising prosperity. The demand of these fast-growing
markets is complementary to the innovative and advanced products supplied by German
industry. As aresult, in the past ten years, Germany’s total goods exports to the BRIC
countries Brazil, Russia, India, and China have grown by 13.3 percent p.a. on average —
which makes the BRIC countries the fastest-growing export market of any of the world’s
market regions.

A further success factor is Germany’s highly qualified workforce. Employees receive a
good education, for example in effective apprenticeship systems that combine hands-on
company-specific training and secondary school or university curriculum into what is
known as the “dual educational system.” Furthermore, labor relations in Germany are
largely constructive. In the past decade, this led to restrained wage agreements that were
appropriate to the economic situation.

4 Following the USinfirst place and Japan in second place; International Institute for Management Development (2012).
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Policy framework

Germany’s structural success factors have been reinforced by the policy framework,
including the “Agenda 2010” reforms enacted in 2003. They made the labor market more
flexible by modifying rules for working short hours, raising the income limit for mini-jobs,
and reducing nonwage labor costs. The consolidation of longer-term unemployment ben-
efits and welfare payments reduced benefits, which increased the incentive to search for
and accept work, and reduced public spending on benefits.

Two stimulus packages introduced by the government in 2008 and 2009 made a signifi-
cant contribution to dealing successfully with the drop in demand in the real economy.
Tax breaks stimulated domestic consumption and a package of specific measures sup-
ported key industries. The extension of the rules for working short hours prevented wide-
spread layoffs and thus the loss of valuable know-how.

Positive environment

Germany has also benefited from the tailwind of a positive environment. The value of the
euro has helped to keep German products competitive.5 Furthermore, in comparison with
other countries, the effects of the 2007/08 financial crisis were milder. While Germany’s
economic structure meant that the immediate drop in demand was higher than in other
countries, there were no price bubbles in the real-estate market or for other assets. The
banking crisis ran its course less severely, hitting only the comparatively few banks that
had invested heavily in structured products. The robust constitution of Germany’s real
economy allowed a rapid recovery from the crisis.

New challenges

Germany can also benefit from these factors in the future. However, the German econ-
omy’s favorable competitive position and thus its role as Europe’s growth engine and
anchor of stability are increasingly at risk. From our work with clients, four major chal-
lenges have emerged for “Germany in Europe™

®  Theeuro and sovereign debt crisis is the most urgent challenge. German companies
suffer not only from a recessionary outlook in a number of export markets in the euro-
zone but also from the general uncertainty created by the crisis. Both hold risks for the
company performance — and in many cases make a “wait-and-see” approach appear
more attractive than investing.

5 Astheeurozone as acurrency area has abalanced current account vis-a-vis the rest of the world, the upward pressure of Germany’s current account
surplus put on the euro was offset by the trade deficits of the partner countries. Furthermore, exchange rate fluctuation has tended to decrease,
whichincreases planning certainty.



The Golden Twenties
1. Context: An anchor of stability confronting new challenges 19

The euro and sovereign debt crisis haslaid bare the institutional weaknesses of the
currency union. Low interest rates led to the formation of asset bubbles that masked
the need to reform public finance. Some countries and households lived beyond their
means. Emergency rescue efforts have prevented the breakup of the eurozone by over-
coming the acute liquidity bottlenecks of the countries most severely affected. How-
ever, more sustained action is required. To return to prosperity, public debt ratios have
to be brought back to sustainable levels.

= Germany’s industry structure and export model are in need of renewal. Technologi-
cally advanced competitors from emerging economies are entering German compa-
nies’ traditional market strongholds. China, in particular, is increasingly building its
own industrial base. In addition, productivity in Germany is growing more slowly than
in important competitor countries. A further challenge is that maintaining competi-
tiveness requires continuously excellent performance in research and development
and its commercialization.

= Onthe global energy markets, clear shifts in supply and demand (e.g., due to the shale
gas boom and, possibly, a shale oil boom in the US) threaten the competitiveness of
German companies, especially compared with the US. In addition, the political deci-
sion in Germany to transform the energy sector will impose further costs on consum-
ers and companies, and also puts the return on future investments at risk. This hits the
chemicals industry particularly hard, as it faces the double impact of rising prices for
raw materials (natural gas) and for electricity. The security of the energy supply is also
becoming more and more of a pivotal factor for the German economy due to the more
difficult balance between generation and consumption.

= Demographic changesin Germany are leading to a severe shortage of skilled employ-
ees. Although the situation has been foreseeable for some time, insufficient corrective
action has been taken. Consequently, the skills gap will act as a brake on growth.

If these challenges are not dealt with rigorously, Germany and Europe face the poten-
tial threat of a “lost decade,” similar to the situation that has beset Japan for more than
20 years (see Text box 1).

The “lost decade” in Japan: A cautionary example Text box 1

Until 1990, Japan had a dynamic, growing economy with high trade surpluses. Since
the mid-1950s, Japan had enjoyed a long period of vigorous growth (between 1956 and
1990, the average real GDP growth rate was 6.7 percent p.a.) and very low unemploy-
ment (between 2 and 3 percent). At the same time, Japan was criticized for constant
trade surpluses as a result of exchange rate manipulation intended to devalue the yen.6

6 Appreciation of the yen as aresult of the Plaza agreement of 1985 between France, West Germany, Japan, the UK, and the US with the objective of
devaluing the US dollar versus the other national currencies.
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In response to international pressure (the yen-dollar agreement of 1984), Japan liberal-
ized its financial market, accepted an appreciation of the yen, and stimulated domestic
demand, primarily via a very expansive monetary policy. This encouraged a credit boom,
which then led to the real-estate and stock market bubble in the second half of the 1980s.
In 1989 and 1990, in an effort to counteract the overheating of asset prices and rising
inflation, the Bank of Japan raised the key interest rate, and the real-estate and stock
exchange bubble burst.

Japan’s growth came to a halt and productivity improvement thus created a gap
between potential and actual production that triggered deflation starting in 1995.

In the two decades since the asset bubble burst, Japan has pulled three levers to try to
overcome its economic malaise: bank restructuring, monetary policy, and fiscal policy
measures.

= |nretrospect, the worst mistake was the extremely slow restructuring of the bank-
ing sector. After the bubble burst in 1990/1991, nonperforming loans created major
problems for the banking sector. However, accounting rules allowed for slow write-
downs of the nonperforming loans. As aresult, the restructuring of the banking
sector got off to a very slow start. Recapitalizations and carve-outs into bad banks
did not begin until 1995 and only got under way on a large scale as of 1998. Fur-
thermore, takeovers of distressed banks led to a sharp consolidation in the banking
sector and thus to cost reduction. It took until 2005 to declare the problem of nonper-
forming loans solved.

= Monetary policy measures were reactive and slow. The central bank discount rate
was reduced over a period of five years to 0.5 percent. In 1999, the Bank of Japan
officially implemented a zero-interest-rate policy and, in 2001, quantitative easing.
However, the positive effect of loose monetary policy on the real economy was lim-
ited. This was because the additional liquidity created by the central bank was initially
only enough to compensate for the sharp contraction of the interbank market in
response to the loss of confidence. The real economy was hamstrung by high over-
capacities and weak revenue growth, and thus lacked attractive investment oppor-
tunities. Finally, the uncertain outlook and the need to deleverage led businesses
and households to increase their savings rate — cementing the underutilization of the
economy and making deflation chronic.

m  Since 1992, the Japanese government has attempted to stimulate the domestic
economy by issuing new fiscal policy measures on a nearly annual basis, some-
times undermined by contradictory policies. While the economy would have been
even weaker without these measures, they still failed to put Japan back on the
growth track —in part, also owing to significant deficits and rigidities in Japan’s eco-
nomic structure. In 2012, the government issued two further multibillion economic
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stimulus packages. Similar measures and stagnating tax receipts had increased the
ratio of public debt to GDP to more than 230 percent in 2011. From a capital markets’
perspective, this is tolerable only because of the large share of bonds held domesti-
cally (Exhibit 1).

Since the bursting of the Japanese asset price bubble, public debt has increased and the
economy has stagnated
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Exhibit 1

As a cautionary example, Japan’s situation shows that restrained monetary and fiscal
policies cannot stabilize and sustainably reverse a negative economic trend. However,
this is essential to create the conditions for real long-term growth driven by the private
sector. Hence the first lesson of Japan’s lost decade is to implement stabilization mea-
sures quickly, on a scale large enough to be effective, and in combination with structural
reforms. The second lesson in the event of such a crisis is to restructure the banking sec-
tor rapidly with active government support to keep the monetary system functioning and
to limit the slowdown effect on the real economy.

The euro and sovereign debt crisis, renewing industry structures, energy sector
transformation, and overcoming the shortage of skilled labor — these are key chal-
lenges that Germany must master. Interdependencies have to be taken into account when
developing a consistent strategy. The European transformation union sketched out in the
following pages implies and supports an internationally open, export-oriented business
model — and not only in Germany. A pan-European energy policy is an essential compo-
nent, as is the harmonization of labor markets, since balancing labor supply and demand
will succeed far more effectively at the European level.



22

Rigorous and coordinated action by all stakeholders is called for. By working together,
business, politics, and society can create the opportunity for Germany to make the coming
years a successful “golden” decade.
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2. Euro and sovereign debt crisis:
A transformation union, not a
transfer union

Germany has tied its economic fate to that of its European neighbors in the belief that
only an integrated Europe can succeed at a global level and guarantee prosperity in the
long term. The political and economic vitality of the eurozone is therefore critical for
Germany. This chapter focuses on the challenges faced by the eurozone and presents
possible solutions. The crisis is not over. While the liquidity challenges facing the coun-
tries using the euro are largely resolved, structural issues for most eurozone countries
remain. Comprehensive efforts on national and European Union levels are now neces-
sary to move away from short-termed crisis management towards a program for eco-
nomic growth.

The eurozone’s persistent structural problems

In the first ten years of the currency union from 1999 to 2010, all the eurozone countries
profited from the euro,” through a combination of intensified trade in the eurozone,
scale and scope advantages, and unusually low interest rates. Still, the euro project was
saddled from the beginning with design flaws. The euro eliminated nominal exchange
rates as an adjustment mechanism. Given varying economic cycles and regional struc-
tural imbalances, eurozone countries would have benefited from greater wage and price
flexibility, higher labor mobility and/or a system of temporary transfer payments within
the eurozone. In fact, however, wages increased in the peripheral countries®, without

a corresponding rise in productivity. None of the alternative adjustment mechanisms
were activated.

The architects of the single currency hoped that disciplined fiscal policy would reduce
imbalances and allow economies to converge. In practice, the majority of member states,
including Germany, broke rules designed to safeguard stability in the currency union.
Atthe same time, investors waived country-specific risk premiums, perhaps because
many believed Article 125 of the Maastricht Treaty (the “no bailout” clause) would not be
enforced. This created an illusion of cheap money, with low interest rates masking the
need for sustainable public finances and causing the real-estate and financial markets
toballoon in some countries. Consequently, productivity and current account balances
drifted apart.

The bursting of the bubble led to sharp economic contraction and eventually the recapi-

talization of many banks, provided by governments at severe cost to public budgets. In the
aftermath, higher interest expenses, lower tax receipts, increased social insurance expen-
diture and diverse economic stimulus programs helped push debt levels higher. The result

7 McKinsey & Company (2012g).

8 Inthistext, the peripheral countriesis used as a shorthand term for the euro member countries Greece, Ireland, Italy, Portugal, and Spain.
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was that public debt ratios soon exceeded levels considered reasonable by capital markets,
leading in 2011 and 2012 to aliquidity crisis in many countries and solvency crisis in some.

There has been clear progress...

Securing liquidity in the peripheral countries and avoiding an uncontrolled breakup of
the eurozone has in the recent period become the primary task of European institutions
and governments, working alongside the IMF. They launched national consolidation pro-
grams, international rescue funds? and monetary interventions!® aimed at containing the
crisis and stabilizing the eurozone. There have been some initial successes and, while the
financial sector remains unstable in Cyprus, Greece, Ireland, Slovenia, and Spain, confi-
dence is growing that the eurozone will remain intact. In a medical analogy, the symptoms
have disappeared but it is not yet clear whether the underlying illness has been cured.

Initial signs of economic adjustment, the recovery of public finances and eurozone
reforms include:

®  Greece, Ireland, Italy, Portugal, and Spain reduced their aggregate deficit from
EUR 260 billion in 2010 to about EUR 150 billion in 2012 — and a further reduction is
expected (Exhibit 2). This success can be largely attributed to drastic spending cuts,
totaling about EUR 106 billion, and additional tax revenues of EUR 39 billion, which
more than offset the EUR 37 billion cost of current account deficits, higher interest
rates and declines in GDP. A comparable deficit reduction has not occurred in other
euro countries, and there is a long way to go before public budgets stabilize and deficits
are brought under control across the eurozone.

m  Current account balance differences have narrowed across the eurozone: the periph-
eral countries have reduced deficits while core countries have posted smaller sur-
pluses. Spain’s current account deficit, for example, fell between 2010 and 2012
from 4.5to0 2.0 percent, while Germany’s current account surplus fell from 6.0 to
5.4 percent. In France, on the other hand, the current account deficit rose, creating an
additional need for structural adjustment.

»  Thedifference between various eurozone bond yields has declined and capital is again
flowing to the peripheral countries. In January 2013, yields on Spanish and Italian
10-year government bonds were down from their peaks of 6.8 percent (Spain, August
2012) and 7.1 percent (Italy, December 2011) to 5.1 percent and 4.2 percent respectively.
Theyield on the German 10-year Bund is around 1.6 percent.

m  Tostrengthen the institutions in the euro area, the European Council, European
Commission, Eurogroup, and ECB have agreed on the “Quadriga Plans.”* En route to

9 Initiallyinthe temporary form of the European Financial Stability Facility (EFSF) and then through the permanent European Stability Mechanism (ESM).

10 Provision of long-term refinancing operations (LTROs), fully allocated at fixed interest rates and the option of conditional country-specific interventions, also
knownas Outright Monetary Transactions (OMTs), which have not yet been employed.

11 Van Rompuy (2012).
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Since 2010, the eurozone’s peripheral countries! have managed to reduce their public deficits by

EUR 108 billion — but balanced budgets are still far off

Cumulative public balances in the peripheral countries (nominal)
EUR billions

Total public budget balance, 2010 -260

Tax revenues Tax rates and other charges increased
from 41.6 to 42.7% of GDP

Nominal GDP decreased by 0.1% p.a.

Public spending Public spending (excl. interest) decreased
by 3.3% p.a.

Average interest on public debt increased
from 3.7 to 3.9%

Total public debt of the peripheral
countries increased by 3.8% p.a.

Total public budget balance, 2012

1 The peripheral economies referred to in this report are Greece, Ireland, Italy, Portugal, and Spain
SOURCE: IMF; McKinsey

+39

+106

-13

-152

-108
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Exhibit 2

political union, these call for more legislative and executive decision making author-

ity at a European level. Among other points, a fiscal union, the cornerstone of which

has already been put in place in the Fiscal Pact, is to be accompanied by fiscal trans-

fers among the eurozone members. In addition, a banking union has been launched
through the Single Supervisory Mechanism (SSM), the Capital Requirements Regula-
tion and Directive, and the option for direct bank recapitalization through the Euro-

pean Stability Mechanism.!?

Although the measures taken and first steps towards economic adjustment have calmed

markets, they are likely only to have bought the eurozone some time. Individual member

states and European institutions must take further steps to address not only the symp-

toms but also the causes of the crisis. If the current stabilization is not seized as an oppor-

tunity for reform, further crises loom in the years ahead.

... but no sustainable improvement so far

In general terms, the primary task for governments and regulators is to redesign the euro-

zone as a functioning currency union. That means more structural reforms and building

greater confidence in policymakers’ ability to implement adequate economic measures. If

those can be achieved, the eurozone will attract the investment it needs.

12 McKinsey & Company (2012b).



28

Exhibit 3

In many countries, a return to the strong pre-crisis years is not possible, because circum-
stances have changed and some of the most important sectors that drove growth from
2000 to 2007 offer less potential for the future:

®  Theturbogrowth seen especiallyin Spain, Ireland, and Greece in the early 2000s was
aresult of unique circumstances, e.g., the sharp drop in interest rates following the
launch of the European Economic and Monetary Union (EMU).

= The construction and real-estate sector, financial services, and the public sector made
major contributions to economic growth in many European economies. However, they
are not likely to serve as growth engines any time soon. The financial industry will
need years to work off the burdens from credit defaults and adjust to the new regula-
tory framework that the defaults triggered. In real estate, vacancy rates have soared,
and a good standard of infrastructure projects is already in place. Moreover, govern-
ments must consolidate public budgets (Exhibit 3).

Without structural changes, weaker eurozone economies will not have returned to pre-
crisis output by 2017, meaning they will lose more than a decade economically (see also
Text box 1 on Japan’s lost decade in Chapter 1).

As a consequence of the existing problems and the enormous uncertainty regarding the
future course of the crisis and recovery, economic development in nearly all peripheral
countries is currently subdued at best. Investment in the peripheral countries fell to an

Before the crisis, only a few industries served as growth engines

Average share of annual real GDP growth (2001 to 2008)

Percent

Ireland Spain Greece Italy Portugal
Total 3.7 3.1 3.2 0.8 0.7
Construction/ 0.8 05 10 05 0.1
real estate
!:inancial services/ 0.6 02 0.2 0.1 0.3
insurance
Public sector! 1.1 0.7 0,7 0.2 0.3
Other industries 1.2 1.7 1.3 0 0

1 Definitions from the classification system Systematik der Wirtschaftszweige (Nace Rev. 2): general public administration; healthcare; education; culture;
social work; and economic development, policymaking, and supervision

SOURCE: IMF; Eurostat; McKinsey
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all-time low in 2012.13 Companies, for example, are taking a wait-and-see approach, par-
ticularly given restricted access to external financing. Minor stimulus is expected from
private consumption, which has been paralyzed as a result of unemployment and falling
incomes. Indeed, diverse austerity programs increase the risk of further economic con-
traction. Public-sector consumption is also under pressure: in the peripheral countries
between 2010 and 2012 public debt ratios rose from a total of just under 100 percent

to more than 115 percent, and despite the IMF’s optimistic growth scenarios a further
increase isimminent in four of the five peripheral economies.

Possible approach - a stabilization and growth program

Efforts to reduce public debt levels face multiple economic obstacles (see Text box 2).
In our view, therefore, only a combination of further consolidation and, in particular,
growth-stimulating measures can stabilize the currency union and ensure a return

to prosperity. Austerity programs have already been formulated, but they must be
implemented and in some cases extended. Growth-promoting efforts, however,
have been largely neglected, despite the fact that they have the most potential to fuel
growth. Other approaches, such as higher inflation (see Text box 3), debt restructur-
ing, or debt mutualization are unlikely to be the answer to the challenges facing
European economies.

Public debt: Creating the institutional and structural prerequisites for Text box 2
debt reduction

Even after overcoming the liquidity crisis in the peripheral countries, the eurozone con-
tinues to face a severe public debt problem. High levels of indebtedness limit freedom
of action, hamper growth and place a burden on future generations. For these reasons,
reducing public debt to sustainable levels is an important political objective.

Though much discussed, higher inflation is no solution (see Text box 3). The attempt to
reduce the debt ratio by increasing public revenue or decreasing public spending will, in
the short term, slow economic growth (see Text box 5) and is potentially counterproduc-
tive in countries with weak growth dynamics.

Each eurozone government must find its way between inflation and deflation when
reducing debt. The European institutions can influence this by setting targets and sup-
porting states temporarily. With national authority over public balances in place, mutual-
ization of debt is not an option — it requires a balance between liability and responsibility
that only far-reaching fiscal reforms or even a European federation would create.

13 McKinsey & Company (2012d).
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Text box 3

In this report, we concentrate on reduction of the public debt ratio, as this has the most
relevance for solving the euro and sovereign debt crisis. Reduction of household debt
also has a major role to play in any return to sustainable growth. Our detailed analysis of
the development of the level of indebtedness of the state, private households, and com-
panies is provided in the publication “Debt and deleveraging: Uneven progress on the
path to growth.”4

Budget consolidation

To return the eurozone to a stable path and restore the confidence of citizens and capital
markets, the consolidation of public budgets must continue. We see three levers for this:'5

= Reducingpublicspending. This applies above all for countries in which the public
sectoris undulylarge. Here it is particularly useful to rethink the scope of public activi-
ties and take steps to increase the efficiency of public administration.

= Increasingpublicrevenue. Action here should focus on fighting tax evasion and
enforcing existing taxes. In addition, a more effective taxation system, for example,
with a broader tax base and fewer loopholes, can increase tax revenues significantly.

= Sellingpublicassets. The sale of ownership stakes in companies will not only reduce
public debt on a onetime basis, but can also lead to efficiency gains. Many examples,
including postal services and telecommunications, show that privatized state-owned
companies offer customer-friendlier services at lower cost and demonstrate that
increased competition triggers innovation dynamics.

The inflation effect: Deliberately inflating the economy or tolerating higher
inflation rates holds considerable risks

To many people, higher rates of inflation in the eurozone seem to be a possible way out
of the debit crisis. On the face of it, tolerating a higher inflation rate for several years does
appear capable of significantly reducing real debt ratios.

However, the conditions for inflation-based debt reduction are not in place in the euro-
zone. In fact it will only work when it comes as a surprise. And even then it has only a
onetime effect on the outstanding principal, and the effect critically depends on the aver-

14 McKinsey Global Institute (2012).

15 Inthis connection, it should be noted that the influence of consolidation measures on reducing the level of debt depends on the fiscal multiplier, which
can differ by country and concrete situation (see Text box 5).
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age maturity of government bonds. In addition, higher inflation has significant negative
effects on the real economy and future monetary policy. Governments should therefore
not attempt to convince central banks to pursue inflationary policies.

= Higher inflation feeds expectations of inflation. As a consequence, investors demand
arisk premium on new debt in the form of higher interest rates. It also becomes diffi-
cult and expensive to return to lower inflation rates, which requires a highly restrictive
monetary policy with all of its negative effects on growth (as could be observed in the
early 1980s in the US).

= |nflation leads to redistribution effects by hurting households that have nominally
fixed claims. It hurts most citizens, especially the middle class, because savings
and current income, such as pensions, lose value. Because of these redistribution
effects, high inflation can lead to severe societal imbalances.

m  Uncertainty regarding real returns on investment reduces the savings rate, meaning
companies invest less due to the reduced provision and higher cost of capital. Higher
inflation also increases the volatility of the amount of capital available. The resulting
uncertainty makes it more difficult to plan.

= Finally, higher inflation can cost central bankers their reputation and credibility — cen-
tral bankers’ most important capital as guardians of monetary stability. Their compro-
mised credibility makes meeting future monetary policy objectives more expensive.

Growth stimulus

The consolidation of public finances alone will not suffice. Overcoming the crisis sustain-
ably requires a growth and investment program. The core of this program should consist
of three measures:

= Investment. The future growth potential of the eurozone depends on investments
made today. They should mostly come from the private sector, but selective public
stimulus can help. This is illustrated by positive experience with past programs (e.g.,
via KfW and EIB).

= Labor market reforms. The crisis will only be over when unemployment is at a rea-
sonably low level, a goal that makes labor market reforms essential. Greater flexibility
isrequired to remove barriers to hiring new employees. In addition, wage increases
should be kept within the bounds of productivity increases, so countries do not lose
competitiveness.

= Innovation. Itis only as an innovator that Europe will be able to defend and increase
its prosperity. This makes it especially important to promote research and develop-
ment as well as training and continuing education.

31
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Text box 4

Unlike growth and consolidation, partial debt defaults (“haircuts”) and the mutualization
of debt offer no solution to structural problems.

Debtrestructuring to reduce the public debt burden will undermine the trust of
private investors in the eurozone as a whole. Countries that default on (parts) of sover-
eign debt might be successful in restoring public finances in the short term, but would be
unable to return to the capital markets for some time. Restructuring is therefore only a
remedy of last resort and comes into play only when a country’s ability to service its debt is
exhausted (see Text box 4).

Haircut for Greek bond holders: Shift in creditor structure moves the risk into
the public sector

In March 2012, private creditors agreed to swap a large share of their Greek bond hold-
ings for short-term EFSF notes and new long-term Greek bonds, and waived 53.5 per-
cent of their claims. However, the swap did not result in a substantial reduction of the
debt ratio. According to the IMF it will increase from 165.4 percent (2011) to 170.7 percent
(2012e).

m  Forthe debt ratio, the bond swap merely meant a reduction in debt of approximately
50 percent of GDP because 42 percent of the bonds were already held by public-
sector institutions, such as the ECB or the EFSF —and they did not take part in the
debt restructuring.

m At the same time, the debt ratio increased by about 30 percentage points, as a large
share of the privately held bonds were in the possession of Greek social insurance
funds and banks that had to be recapitalized after the exchange program using pub-
lic funds (from the EU and IMF).

= Ontop of that came new debt amounting to 25 percent of GDP, which Greece had to
borrow from the EFSF and the IMF to finance its high primary deficit.

In the final analysis, the debts merely moved from private creditors to public ones, which
at year-end 2012 held around 75 percent of Greek government bonds. Should further
debt relief become necessary, the public sector must bear the main burden, be it via a
nominal haircut or lower interest rates.

Debt mutualization — for example, through Eurobonds — would shut out the capital
markets as a corrective mechanism for unsound budgetary policy and reduce pressure
on the peripheral countries to reform. It would store up problems for the future, as it
would undermine or break the necessary link between decision making authority and
accountability.
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In short, in our view only a combination of budget consolidation and growth stimulation
can bring the crisis to an end. Both should be initiated as quickly as possible and require
further efforts on the part of the countries affected. There are a number of examples

in Europe of successful structural transformations following a severe economic crisis.
Finland, for example, succeeded in the early 1990s — after the banking crisis and loss of
the Soviet Union as an export market — in stabilizing its economy and making structural
reforms at the same time. 16

Attainable deficit targets for peripheral countries

On the basis of work by national expert commissions'” and multilateral institutions!8 as
well as our own analysis, !9 we have drafted an ambitious agenda for the development of
Europe’s crisis-rocked countries. In what follows, we show what the individual countries
can achieve in the next five years if they consolidate their budgets and systematically drive
reforms that foster growth. To this end, we have calculated the potential for these two
bundles of measures for Greece, Ireland, Italy, Portugal, and Spain, using comparisons
with other euro countries and historical examples. Our modeling shows that the proposed
reform package could reduce the debt ratio in Ireland, Portugal, and Spain to less than

90 percent of GDP2° by 2017 (Exhibit 4).

The peripheral economies have considerable potential to reduce public debt

Debt ratio (public debt relative to GDP) End of 2012 -XX Percentage points
Percent I Total potential, 20172
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1 IMF projection

2 Total potential calculated by the IMF and McKinsey’s calculation

3 Threshold above which economic growth tends to slow (Reinhart/Rogoff, 2010)
4 Target of the European Stability and Growth Pact (Maastricht criteria)

SOURCE: IMF; McKinsey

Exhibit 4

16 Bankof Finland (1993); Finnish Ministry of Finance (1998).

17 Gallois (2012).

18 OECD (2012a); European Commission (2010a, 2010b); Monti (2010); Van Rompuy (2012).
19 McKinsey & Company (2012c; 2011a; 2011b; 2010a).

20 According to Reinhart/Rogoff (2010), this level of debt marks the threshold above which debt has a negative influence on economic growth.
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To calculate the consolidation and growth potential, we used a top-down approach, taking
into account successful examples from all over Europe. The starting point was the October
2012 IMF scenarios for economic development up to 2017 and the underlying assump-
tions about austerity programs and growth reforms.2! To this we added further austerity
measures and potential effects of growth reforms drawn from successful models through-
out Europe. In doing so, we distinguished between additional consolidation as a result

of spending cuts or revenue increases, sales of public assets, increases in investment as a
share of GDP, labor market reform, and increases in R&D investment. Finally, we calcu-
lated the effects of these measures on GDP growth and public budgets in 2017, taking into
account secondary effects.

Our analysis shows that it is generally possible to achieve a structurally balanced budget
and stimulate economic growth at the same time.

m  The peripheral countries could reduce their public debt in the next five years by about
EUR 235 billion — or 7.5 percent of their combined GDP in 2012. That should reduce
perceived default risks and hence bond yields. At the same time, the countries could
strengthen their economies. Assuming reforms are implemented, we estimate their
GDP growth potential to be about EUR 370 billion between 2012 and 2017, higher than
the IMF’s current scenarios.

®  The programs we propose in the following sections will result in significant improve-
ments in individual countries. While the IMF foresees debt reduction in Greece of only
18 percentage points by 2017, our model indicates that Greece could cut its debt by up
to 33 percentage points. Portugal, Ireland, and Italy also have substantial potential for
consolidation at 33, 30, and 22 percentage points respectively. In Spain, on the other
hand, the potential cut amounts to only 8 percentage points, given Spain’s high budget
deficit, which is likely to result in debt rising in the next several years. If the periph-
eral countries succeed in realizing these potential debt reductions, they will meet the
deficit target set out in the “Treaty on the Functioning of the Union,” namely 3 percent
by 2017.22

= Thebundle of measures presented here would put the peripheral countries back on
track to stability and growth. That is a compelling difference compared with the pro-
grams put forward to date. By 2017, the economy in Ireland could grow by a nominal
4.5 percent p.a., and in Greece, Portugal, and Spain by 2.5 to 2.7 percent. In Italy the
economy could grow by 1.7 percent. These growth rates are higher than those in the
IMF’s current scenarios because most of the additional initiatives proposed will pro-
mote growth (the one exception is Italy, which has the largest potential for further
savings efforts).

Of course, hard work will be necessary to achieve these results. They depend on politicians
and citizens in the peripheral states taking resolute action. Success also depends on the eco-

21 International Monetary Fund (2012c).
22 European Union (2010).
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nomic health of the world economy. Nonetheless, the estimates illustrate potential benefits
from an ambitious growth agenda.

Savings initiatives: Necessary but measured

To regain trust, governments must bring budgets back to sustainable positions, by imple-
menting expenditure cuts and/or tax increases. Investors must be convinced that the
peripheral countries are operating within their means and are able to service their debts.
This in turn will ensure access to the capital markets. As comprehensive austerity mea-
sures have already been implemented and will initially have a negative effect on overall
output, there islittle or no room for further consolidation alongside the rigorous execution
of these initiatives. The structural problems of the peripheral countries cannot be solved
with the austerity lever alone.

The extensive consolidation efforts in the peripheral countries are having a salutary effect
on public finances. According to current IMF scenarios, however, the current consolida-
tion plans will not be enough for all countries to achieve the target formulated in the Fiscal
Pact?3, which is a “structurally balanced budget” by 2017 (Exhibit 5). It will therefore be
critical to bolster the implementation of measures already approved with additional action.

According to IMF scenarios, the peripheral countries will not reach the main stability targets
through budget consolidation alone

Stability targets status 2017 Cannot be reached 20xx Year in which target

Can be reached under will be reached
certain circumstances’

[ Can be reached

Maastricht criteria Fiscal Pact

Structurally
Debt ratio of max. 60%  Debt ratio reduction  Public deficit of max. 3%  balanced budget?

Greece “ 2016
Spain 2017 _

1 Prerequisite: either the debt ratio is 10 percentage points below the forecast or the deficit is 1 percentage point below the forecast
2 The “structurally balanced budgetary position” is defined as the cyclically adjusted budget and does not contain one-off or other temporary measures

SOURCE: IMF; European Commission; Eurostat; media reports; McKinsey Exhibit 5

23 European Union (2012).
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Exhibit 6

In some countries, consolidation measures are already quite drastic, and further mea-
sures could lead to conflicts that undermine the reform efforts as a whole. In comparison
with the average of earlier comprehensive consolidation programs (savings of 9.2 percent
of potential GDP over a period of eight years), Greece’s program is especially striking, with
its plansto save 11.6 percent in the period from 2009 to 2017 (Exhibit 6). For this reason
and in terms of political feasibility we see no further room for austerity in Greece beyond
the efforts already planned.

Greece’s consolidation program is among the most ambitious undertaken in the past 20 years in
industrialized countries

Reduction of the structural budgetary position’ Budget consolidation, past experience
Percent of potential GDP? I Budget consolidations planned in peripheral countries
Russia 1997 to 2004 I 20.9
Sweden 1994 to 2001 12.8
Greece 2010 to 2017 (T 11.6

Greece 1992 to 1999 11.0

Turkey 2002 to 2009 9.8

Argentina 2002 to 2009 9.5

Finland 1993 to 2000 9.4

Italy 1991 to 1998 8.7

Canada 1993 to 2000 8.7

GB 2009 to 2016 8.5

Slovakia 2000 to 2007 8.5

Iceland 2009 to 2016 8.5

Hungary 2006 to 2013 8.4

Belgium 1991 to 1998 8.4

Belgium 1981 to 1988 8.2

Ireland 2010 to 2017 7.2

Portugal 2010 to 2017 7.2

Spain 2010 to 2017 5.0

Italy 2010 to 2017 3.3 9.2

1 The structural budgetary position is net of one-off and other temporary effects; changes result from governments’ discretionary actions
2 The potential GDP is the result of the long-term GDP trend (likewise structurally adjusted)

SOURCE: IMF; McKinsey

Depending on the social welfare model and public-sector footprint, we see only limited
additional opportunities in the other countries for further measures to reduce public
spending or increase taxation rates. Our estimate of the potential is based on historical
examples. It takes into account austerity measures already announced, and assumes, in
view of the negative effects of such measures on the real economy (depending on the fis-
cal multiplier, see Text box 5) and administrative constraints, countries can improve their
budget balance by a maximum of 1.5 to 2.5 percent of GDP p.a.
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The effect of fiscal multipliers Text box 5

Afiscal multiplier indicates how severely a change in public spending influences gross
domestic product and thus quantifies the effect of fiscal policy measures on the real econ-
omy.2* A multiplier of 1 means that cutting public spending by EUR 1 will reduce GDP by
EUR 1. Thus, the lower the multiplier, the less an austerity policy (tax hikes, spending cuts)
will hurt GDP.

According to data from the European Commission, in “normal times,” the multipliers for
ongoing budget consolidations in Europe (excluding Greece) are between 0 and 0.7. In view
of the magnitude of the current crisis and the extensive austerity programs that the periph-
eral countries have already implemented, our model uses a fiscal multiplier of 1.0 for both
spending cuts and tax hikes. One reason for the higher than usual multiplier is that central
banks cannot use monetary policy to soften the consequences of austerity programs.

The estimate of 1.0 is conservative. It expresses the view that higher consolidation efforts
are likely to be counterproductive. In this, we agree with other current studies. For example,
the IMF concludes in its October 2012 World Economic Outlook that the multiplier is cur-
rently considerably higher than the historic average (i.e., at 0.9 or more) and has conse-
quently corrected its growth expectations downwards.2>

We expect further consolidation to be limited and targeted at areas in which austerity
measures will have little or no slowdown effect on the economy, i.e., will barely reduce pri-
vate investment and private consumption.

Asset sales: A onetime opportunity to reduce debt

While austerity measures and growth reforms will turn around budgets and gradually
reduce debt, a focused sale of state-owned assets can bring about onetime reductions of
the debt ratio (by 1.1 percent in Italy and up to 12.6 percent in Portugal). However, there is
currently little or no demand for many such assets (particularly given concerns that the
country in question could exit the eurozone). Hence these would currently fail to yield an
“appropriate” price and should not be sold until after the economy has recovered.

The most promising category for raising funds are “financial assets” that are sufficiently
liquid to be sold rapidly. In total, the volume of these publicly owned financial assets is

24 Forour purposes, we do not distinguish here between the multipliers of various austerity measures, as academic opinion is divided over which type
of measure —taxincreases or spending cuts —has a higherimpact. Alesina and Perotti, for example, argue that public spending is generally not
very efficient, so cutting it will not do any major damage; see Alesina/Perotti (1995), Alesina/Favero/Giavazzi (2012). The IMF, on the other hand, has
concluded that taxincreases come partly at the expense of private savings, so raising taxes will have no major influence on consumer spending; see
Spilimbergo/Symansky/Schindler (2009).

25 International Monetary Fund (2012c).
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Exhibit 7

enormous; ranging from 26 percent of GDP in Italy to 43 percent in Portugal. Alarge
share (29 to 46 percent) of these assets are equity stakes in companies. Assuming gradual
reductions of financial assets to 25 percent of GDP, i.e., roughly the level in Italy today,
the peripheral countries could generate proceeds amounting to EUR 100 billion by 2017
(Exhibit 7).

The peripheral countries have substantial financial assets, especially financial stakes in
companies

Composition of public financial assets?, 2011

Percent
Total
Company shares and Percent
other participating interests Other financial assets? EUR billions  of GDP
Greece
45 55 76 35.4
Ireland
38 62 62 39.9
Italy
29 71 410 25.9
Portugal
46 54 74 43.4
Spain
85 65 287 26.7

1 Nonfinancial assets (e.g., real estate) are not systematically recorded, can have additional significance though
2 Comprises reserves in own currency, foreign currency reserves, credit and securities, gold

SOURCE: IMF; Eurostat; McKinsey

The privatization of state-owned enterprises also demonstrates political will to promote
competition — another important signal to investors. Many successful privatizations
throughout Europe confirm that such sales increase productivity, allow companies to
grow and prosper, and lead to better prices and service levels for customers.

To be sure, the sale of public assets cannot solve the fundamental structural problems of
the peripheral countries, because such privatization efforts are onetime events. However,
in some countries, assets sales, despite the restrictions mentioned, will reduce debt ratios
and interest payments significantly.

Growth programs: Central lever for stabilization and recovery
Compared with consolidation, growth programs have played only a subordinate role in

efforts to resolve the euro and sovereign debt crisis. It has taken some time for the Euro-
pean Commission, the IMF, and national governments to recognize the need for such
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programs, butin 2012 the European Commission presented a concept for an overarch-
ing industrial policy to set the direction for a strong and diversified industrial basis
for Europe.2°

Supply-side reforms that improve competitiveness, coupled with investment support pro-
grams, could contribute materially to overcoming the debt crisis by spurring growth. In
light of successful reforms that fostered growth in various European countries, the next
five years hold significant potential to reduce the debt ratio by between 9 percentage points
(Ireland) and 15.5 percentage points (Greece).

In view of the deep-seated problems in the peripheral countries, returning to solid growth
will not be easy. For the most part, the demand side is likely to remain very weak for some
time, as both the public sector and households curtail spending. It would make little sense
in any case for governments to try to stimulate demand simply by investing in next-best
public works projects, given the high level of infrastructure already in place in Europe.
Therefore, the focus should be on improving conditions on the supply side. Here, govern-
ments can build on three reliable growth drivers: improving the investment climate for
private enterprises, reforming the labor markets and increasing investment in research
and development.

Some countries in Europe have demonstrated how to proceed to promote private-sector
investment (attractive framework conditions for companies in Ireland and Slovakia),
reform labor markets (Agenda 2010 in Germany), and promote innovations (high R&D
spending in Finland and Estonia). From these successful examples, we have derived start-
ing points for governments. Useful target values for these dimensions are included in Euro-
pean Commission proposals (see Text box 6).

Economicindicators: What targets should be the yardstick for recovery? Text box 6

In the European Stability and Growth Pact and the Fiscal Pact, the progress made by
countries towards lasting stability is assessed using specific debt and deficit targets. The
public debt ratio should not exceed 60 percent; in the medium term, the euro countries
should achieve a budget that is structurally (i.e., measured at mid-cycle) balanced (Fiscal
Pact). In view of the current debt situation in the eurozone, a debt ratio of 60 percent in the
medium term seems unrealistic for some countries. The sustainability of a country’s debt
level depends on the ratio of interest payments to primary surpluses. We therefore focus
on three targets: reduce the debt ratio if it exceeds 60 percent, keep the budget deficit
under 3 percent and achieve a structurally balanced budget as of 2017.

In order to monitor progress in the real economy, which is often more relevant to citizens/
taxpayers, we have adapted the approach proposed by the European Commission,

26 European Commission (2012).
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using several indicators to track the growth effects of government policy measures.
These indicators should be tracked like budget targets and should have similar weights in
the discussion about comprehensive national reform programs. Each indicator is tied to
a growth driver and we refer to them as EHCIs (Economic Health Control Indicators).

= Capital: investment at a level of 23 percent of GDP (as specified in the European
Commission’s new industrial policy??)

= | abor markets: employment rate of 75 percent among people aged 20 to 64 (as set
out in the Europe 2020 indicators28)

= |nnovation: total public and private R&D investment as a share of GDP of 3 percent (as
targeted by Europe 2020 indicators).

The Commission’s concept for a new industrial policy calls for investment to increase to
23 percent of GDP. This target level is based on an estimate of the expenditure necessary
to sustainably increase productivity and is slightly above the pre-crisis level. Such (pri-
vate) investments can be fostered by easing access to capital and simplifying regulation in
the manufacturing sector. Because investment ratios differ across countries, the invest-
ment gap — and thus growth potential — varies significantly from country to country. For
the peripheral countries, we see substantial additional investment potential that will
increase over time and in 2017 reach about EUR 140 billion more than the IMF’s estimates
(Exhibit 8).

These investments can principally come from four sources: the state, private households,
domestic companies, and foreign direct investments. In times of budget cuts, state invest-
ments are unlikely to increase appreciably, and the same applies for private households

in the peripheral countries. Therefore, the lion’s share of investment must come from
business, which because of the prevailing economic uncertainty has accumulated large
cashreserves.

According to our calculations, Italy and Spain should be able to reach the European Com-
mission’s proposed investment level of 23 percent of GDP by 2017. For Portugal (20.8 per-
cent), Greece (19.3 percent) and Ireland (14.6 percent) the targets are lower because these
countries are starting from a much lower level. The investments should boost GDP in the
peripheral countries significantly and therefore lower the debt load. Closing the invest-
ment gap can reduce the public debt ratio in Greece by 2017 by more than 7 percentage
points. Spain may reduce its debt ratio by 8 percentage points — above all by triggering
investment in local and business-related services.

27 European Commission (2010a).

28 European Commission (2010b).
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Moving investment rates closer to the commission’s 23% target will require additional
investments of EUR 140 billion in 2017

Nominal investments p.a. in 2017 Investment
EUR billions ratio 2017
Percent
Additional
Investments forecasted by the IMF investments

Italy 54 403 23.0

Spain 23.0

Portugal 20.8

Greece 19.3

Ireland 14.6

Additional growth investments in 2017

totaling about EUR 140 billion p.a.

SOURCE: IMF; European Commission; McKinsey Exhibit 8

In order to improve the climate for private investment, we propose seed financing as part
of an EU investment program (e.g., set up by the European Investment Bank). According
to our calculations, between 2013 and 2017 the program could require public contribu-
tions of EUR 20 billion p.a. This money should be used to support, for example, the invest-
ment projects of small and medium-sized companies and public-private partnerships.

Animportant lever to improve the employment situation is labor market reform; for exam-
ple by ending the major differences between temporary and permanent contracts (as in
Spain’s dual labor market), promoting self-employment through start-up centers or small-
business credit programs, more flexible employment protection regulations and selective
recruitment of experienced workers from abroad. As a basis for the estimated impact, we
drew on the wide variety of reforms compiled and analyzed by the OECD29 and two much-
discussed examples: “Flexicurity”3°in Denmark and “Agenda 2010” in Germany. The EU’s
agenda for Europe 2020 also includes the target of achieving a 75 percent employment
rate for people aged 20 to 64.3! As there is a certain time lag before labor market reforms
take effect, while the employment rate today in some countries is very low (58.2 percent in
Greece, 61.8 percent in Spain), most of the peripheral countries will not achieve this target
by 2017. Nevertheless, a clear reduction of the debt ratio is possible with the help of labor
market reforms — in Greece it could be as much as 6.6 percentage points lower by 2017.

29 OECD (2012a).
30 Danishlabor market reforminthe 1990s to increase the flexibility on the labor market while increasing job security.

31 European Commission (2010b).
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Exhibit 9

Other countries could also profit; only Ireland’s labor market is already so flexible that
there is little room left for improvement.

The Europe 2020 objectives also provide for higher spending on research and develop-
ment to increase competitiveness. The target set here (3 percent of GDP) seems reasonable
but is far higher than current allocations, e.g., in Greece (0.6 percent in 2007) or Ireland
(1.8 percent in 2010). An increase by at least 0.2 percentage points p.a. seems plausible.32
However, this growth rate is too slow for most of the peripheral countries to reach the

3 percent target by 2017. The resulting growth effects would also likely only occur gradu-
ally. More investment in research and development could reduce the debt ratio in Greece
by 2017 by more than 1 percentage point, but the levels described are unlikely to reduce
debt ratios in other countries in the short term. Despite limited potential in the short to
medium term, improvement in innovation will be of decisive significance to increase com-
petitiveness in the longer term.

With the help of comprehensive reform programs, including savings measures, privati-
zations and above all reforms that promote growth and innovation, all of the peripheral
countries could reach the deficit targets of the Stability and Growth Pact and the Fiscal
Pactby 2017. The debt ratios can be reduced by more than the IMF’s projections for 2017:
by 29.3 percentage points in Portugal, 21.0 in Ireland, 18.5in Spain, 15.6 in Italyand 15.5
in Greece (Exhibit 9).

All the peripheral countries have the potential to reduce their debt ratios by more than the IMF’s
projections for 2017

Reduction of debt ratio by 2017 by more than foreseen in IMF projections®
Percentage points

Debt reduction Greece Ireland Italy Portugal Spain
Reduced public spending 02 0 4.1 1.6 2.1
Higher tax rate 02 2.8 0 1.8 2.3
Selling public assets? 02 9.2 1.1 12.6 2.3

Growth stimulus

Higher investment 7.7 7.6 6.4 9.0 8.0
Labor market reforms 6.6 1.2 3.2 37 3.6
Higher R&D spending* 1.2 0.2 0.8 0.6 0.2
Total potential 15.5 21.0 15.6 29.3 18.5

1 Bold indicates the 2 levers with the highest potential per country

2 Action not taken because Greece’s extremely high debt ratio means that, with a multiplier of 1.0, the effect is negative
3 Privatization of equity stakes and other participating interests in companies

4 Strongest effect does not occur until year 5

SOURCE: IMF; Eurostat; McKinsey

32 Bayoumietal. (1999).
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Still, the main levers for achieving these debt ratios differ among individual countries.
While in all countries we see more potential for growth stimulus than direct measures
to reduce debt, there are differences in detail. In Ireland, with its flexible labor market,
for example, efforts to stimulate investment have the greatest potential. Regarding debt
reduction, Spain and Italy could achieve a lot with further austerity measures, whereas
Portugal and Ireland could reduce their debt substantially by selling state-owned assets.
Greeceis a special case: here we see no direct debt reduction in addition to IMF projec-
tions either through budget consolidation or asset sales.

Greece is also the only country that will not achieve a sustainable debt ratio by 2017 — even
with far-reaching reforms the ratio can only be brought down to about 138 percent at best.
Up to 2017, Greece is unlikely to get independent access to financial markets. Public-sector
creditors (wWho hold about 75 percent of the debt) will either have to extend the maturity of
credit at a low interest rate or write off part of the outstanding debt. An additional haircut
to public debt currently appears to be the most likely way to get Greece’s debt down to an
acceptable level, always provided that the country also systematically implements mea-
sures for budget consolidation.

Germany’s economic and political role

The eurozone can only overcome the current crisis if Germany, as the largest European
economy, accepts a central role in the development and financing of a coherent growth
strategy. In particular, Germany should set a good example in securing growth and
implementing further supply-side reforms at home. In addition, Germany should become
accustomed to the idea of contributing, especially through investment, to the recovery

of the euro periphery. German companies in particular could participate in the growth
potential that the crisis-rocked countries currently offer. Those investments would sup-
port stabilization and benefit from rising demand in the future.

Despite comprehensive reforms in the past, what is needed now is further reform of the
product and labor markets in Germany, in order to increase productivity and competitive-
ness. This is necessary primarily because some factors that fostered Germany’s current
success will cease to exist in the medium term:

®  Astheperipheryrecovers, the euro will likely appreciate. Consequently, the German
economy will begin to feel negative exchange rate effects and, if no further reforms are
initiated, will lose competitiveness compared with countries outside the eurozone.

=  Germany’s export industries were in outstanding shape in recent years to satisfy
demand from developing countries, and above all China. However, this position has
to be fought for and re-won on a constant basis (see Chapter 3, “Industry structure”).

= Inthe past, good infrastructure contributed to Germany’s economic success. Cur-
rently, however, Germany is neglecting its infrastructure and investing less in power



lines, roads, and railway track than is needed to maintain them.33 This will weaken its
competitive position in the medium term.

A true stabilization and growth program thus encompasses not only measures for the
peripheral countries, but also has three important reform implications for Germany:

1. Further structural reforms and an improved investment climate are required in order
to secure the productivity and value creation potential of the German economy and
enable innovation. A starting point for further reform efforts are the measures out-
lined for the peripheral countries. In other words, through corresponding effortsin
budget consolidation, privatization, investment, labor market reform, and R&D spend-
ing, Germany could significantly reduce its public debt ratio by 2017. While the IMF
scenarios for Germany foresee a reduction of the debt ratio to 73.7 percent of GDP, we
consider alarger reduction of the ratio attainable. According to our calculations, addi-
tional investment, privatization and spending reductions would be especially effective.
The federal government is not expected to undertake any drastic savings programs
in the short term, in order not to push the eurozone into a deeper recession. However,
there is still great potential that Germany can and should tap in the medium term.

2. Inaddition to expertise, Germany is called upon to provide financial support to help
improve the economic and employment situation in Greece, Italy, Ireland, Portugal,
and Spain. To achieve the target of increasing overall investment in these countries by
an additional EUR 140 billion p.a. (and given the difficult situation in other euro coun-
tries), Germany will have to shoulder alarge share of the seed financing of EUR 20 bil-
lion p.a. from 2013 to 2017. Assuming Germany puts up 50 to 60 percent, it would have
tobear a cost of up to EUR 12 billion p.a. (3 to 4 percent of the current federal budget).

3. German politicians and policymakers can catalyze reform at the European level in line
with the measures described. In particular, with a view to the European institutions
and the peripheral countries that currently dominate the discussion, Germany should
formulate a concrete vision for the future development of the eurozone.

In this way, Germany can actively contribute to sustainably putting the eurozone back on
track to growth.

33 McKinsey & Company (2012d).
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3. Industry structure:
Renewing Germany’s successful
model

In the past decade, Germany has profited from strong international demand for its prod-
ucts and thus has been able to reinforce its position as an open economy thoroughly inte-
grated into world markets. The fast-growing emerging markets have contributed might-
ily to this trend, and will become even more important for Germany in future: imports

in the BRIC countries will grow by some 220 percent by 2025, fuelled by the purchasing
power of an additional billion consumers. To take advantage of these opportunities,
however, German industry will need to increase its productivity, concentrate on new,
fast-growing industries, and attract sufficient numbers of skilled workers in a context of
demographic change.

Strong exports, high-performance companies, sought-after products

Germany’s current economic success would be inconceivable without strong exports.
About 40 percent of the country’s economic growth in the past ten years is due to exports
(Exhibit 10). Over the same period, the number of jobs that depend directly or indirectly
on exports increased from 8 million to around 10 million — one in four employees in Ger-
many owes his or her job directly or indirectly to Germany’s export model.

In the past decade, net exports accounted for well over 40% of Germany’s GDP growth

Contribution to real GDP growth in Germany, 2002 - 11
Percentage points

Total GDP growth 00 -04 1.2 0.7 3.7 3.3 1.1 -5.1 4.2 3.0 11.8

43% of growth

Net exports
Private consumption, 19

public consumption, ' H
investment

2002 03 04 05 06 07 08 09 10 2011 Total
2002 - 11

SOURCE: German Federal Office for Statistics; McKinsey Exhibit 10
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Exhibit 11

Germany also stands out in international comparisons. In absolute terms, it ranks third in
exports after the US and China. If one measures exports on a per capita basis, Germany, at
EUR 16,000, is significantly ahead of other major developed economies (such as the UK at
EUR 9,000).

The most important German export products are motor vehicles and automotive compo-
nents, machinery, and chemical and pharmaceutical products. Each of these categories
contributes between 13 and 15 percent to Germany’s total exports. The main sales destina-
tions are the EU-15 countries (48 percent of German exports in 2011), followed by the rest
of the EU (12 percent), the BRICs (11 percent) and Japan and the US (8 percent in total).
However, in individual industries, the numbers differ significantly from these averages —
for example, the share of German machinery exports to the BRIC countries is 21 percent,
thanks to the increasing plant engineering and construction activity in those countries.
Overall, the BRICs are becoming increasingly important for Germany as customers —
exports tothe BRICs grew at a rate of 13 percent p.a. from 2001 to 2011. By contrast,
exports to other countries grew only slightly over the same period — by 3.7 percent p.a. to
the EU-15 and by 0.9 percent p.a. to Japan and the US (taken together) (Exhibit 11).

Across all industries, the EU-15 are Germany’s most important export partners — but the
strongest growth came from exporting goods to the BRIC countries

Regional distribution of goods exports for selected industries () CAGR 2001 - 11,
nominal, percent
EU-27 with- Japan, 100%
EU-15 out EU-15 BRIC us Rest of world |
Automotive
Machinery
Chemicals

(incl. pharma)

Others @

Total goods
exports

SOURCE: German Federal Office for Statistics; McKinsey

Germany’s successful track record in exports can be attributed primarily to four factors:
excellent premium products, a suitable product offering, worldwide presence, and com-
petitive wage costs.
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Excellent premium products

German exports are often in the premium segment: their outstanding quality, technical
perfection, and superior total cost of ownership attract buyers. The result is not only high
sales, but also strong customer loyalty: Chinese car buyers, for example, are especially
loyal to German automobile brands. In McKinsey’s Premium Car Survey 2012, 71 percent
of the Chinese buyers of German car brands said that their next purchase would alsobe a
German brand.34 The equivalent figures for Japanese and American brands were 21 and
6 percent respectively. Further, Germany’s strength in the premium segment brings with
it the advantage that competition is based on the product, not the price. This makes it eas-
ier to support the comparatively high wage level in Germany; in addition, it puts barriers
in the way of possible competitors, given the required knowledge in development and pro-
duction. A prerequisite for this premium orientation is high-powered research and devel-
opment (R&D). Accordingly, German firms and government spent around 2.8 percent of
GDP on R&D in 2011 - significantly above the eurozone average of 2.1 percent, albeit less
than highly innovative countries such as South Korea (4.0 percent), Japan (3.4 percent),
and the US (2.9 percent).

Suitable product offering

Germany’s strengths in the automotive industry, machinery manufacturing, and chemi-
cals and pharmaceuticals production are especially well suited to the demand structure of
fast-growing markets. Across these industries, Germany’s exports to the BRIC countries

between 2001 and 2011 increased by roughly as much as the BRICs’ imports in total:

®=  Machinery: German exports grew by 15 percent from 2001 to 2011, while BRIC imports
grew by 16 percent

= Automotive: German exports grew by 21 percent, while BRIC imports grew by
24 percent

= Chemicals/pharmaceuticals: German exports grew by 12 percent, while BRIC imports
grew by 15 percent.

Demand for these categories of goods will continue to expand in the BRIC countries —
offering further opportunities for German exporters.

Worldwide presence
Many German companies have branch offices and/or strong partners abroad, particu-

larly in emerging markets, and often make significant foreign direct investment (FDI)

34 McKinsey & Company (2012f).
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in these markets. Between 2002 and 2011, the total value of German FDI35 increased by

7 percent p.a., with particularly rapid growth in China (20 percent p.a.) and India (22 per-
cent p.a.). Increased investment has led to increased employment: in 1995, 8 percent of the
total employee base of German companies worked outside of Germany; by 2010, this fig-
ure had increased to 14 percent. In manufacturing, the share increased from 20 to 31 per-
cent over the same period.

One example of the German industry’s worldwide presence can be seen in the Chinese city
of Taicang, northwest of Shanghai, where more than 180 German companies in various
industries have set up shop. These companies work closely together on initiatives of com-
mon interest, including establishing German schools and healthcare services.

Such investments in other countries have a positive effect on German exports and Ger-
many’s gross value creation, because inputs and services from Germany (e.g., machines
to equip a factory or components for products) are used in the factories of German com-
panies abroad. For example, Germany’s exports of automotive components to China
increased by 23 percent p.a. between 2002 and 2011. In addition, FDI has improved Ger-
man companies’ competitiveness, allowing them to profit from the lower average costs of
the global value chain.

Competitive wage costs

Wages and nonwage labor costs in Germany are at a competitive level, especially mea-
sured against other EU countries; this is attributable mainly to “wage discipline” in
collective bargaining. Germany’s wage costs per employee in the manufacturing sector
increased by 17 percent between 2000 and 2010 — compared to 66 percent in the UK,

34 percentin France, and 26 percent in Italy. This is also reflected in unit labor costs,
which are more relevant to competitiveness and which take into account productivity
changes. Germany’s unit labor costs increased by only 2 percent between 2000 and 2010,
compared to 22 percent in the UK, 11 percent in France, and 37 percent in Italy.

New competition on therise

Germany has thus made many smart moves and has the opportunity to build on its
strengthsin the coming years. But it is by no means assured that exports will continue

to make the level of contribution to Germany’s growth that they have in the recent past —
indeed, there are several concurrent developments underway that will put the German
export model to the test. These include fiercer global competition driven by new competi-
tors from developing countries; declining impact of the levers that have underpinned
German competitiveness to date; the ongoing reduction in the size of the German work-
force; and current account imbalances in the eurozone.

35 Defined as the total stock of investment in a given year, rather than the new investment during that year.
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Perhaps the greatest disruption that Germany faces is from competitors based in develop-
ing countries. Not only do these companies have lower-cost production operations, but
they are also catching up with established companies in industrialized countries in terms
of technology and quality. They are using three main strategies to do so:

= Acquiringtechnologies through takeovers. For example, the Chinese company
Sany recently purchased the German concrete pump manufacturer Putzmeister. The
same pattern can be seen in the acquisition of Volvo by the Chinese automotive com-
pany Geely, and of Jaguar by India-based Tata.

= Learninginjoint ventures or partnerships. By collaborating with established
players, companies from developing countries can learn about their partners’ pro-
cesses and production methods. China has been especially successful in knowledge
transfer. For high-speed trains, for example, China demanded knowledge sharing in
its very firstimport contracts. As a result, Chinese companies’ share of the domes-
tic high-speed train market rose from zero in 2004 to nearly 100 percent in 2010.
(That said, Chinese trains will continue to need many components made by Western
manufacturers.)

= Building capabilities with the help of Western service providers. The Chinese
automobile manufacturer Great Wall, for example, engaged international engineering
firms to develop low-cost processes and standards. In this way it was soon able to pro-
vide attractive models to meet the high demand for inexpensive vehicles.

Intensifying global competition is also making itself apparent in imports in the BRIC
countries. As discussed above, German companies generally remain successful in those
markets — but they have lost market share in industries such as IT, electronics, and medi-
cal equipment. Between 2001 and 2011, BRIC imports overall increased by 20 percent
p.a., twice as fast as German exports to the BRICs. However, there are huge differences
between these industries: While German exports of medical equipment to the BRIC coun-
tries did fairly well over this period and grew by 17 percent p.a., they did not keep pace
with BRIC importsin this category, which increased by 27 percent p.a. In IT and consumer
electronics, the gap was considerably wider: German exports to the BRICs hardly grew
(+2 and -2 percent p.a., respectively) during a period in which BRIC imports increased

by 18 and 25 percent p.a., respectively. These differences also reflect Germany’s relative
strength across these industries.

So far, German companies have maintained their competitiveness on the cost side mostly
through low wage agreements in collective bargaining in Germany, together with the
buildup of capacities in low-cost countries. However, both these levers will soon only be of
limited use. The first — wage restraint — will become increasingly difficult as skilled staff
becomes scarce on the labor market. The second lever — building capacities abroad — will
diminish in effectiveness as wages rise in the BRIC countries. The new Chinese govern-
ment, for example, intends to double economic wealth within ten years — which will likely
involve significant wage increases.
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Text box 7

An additional challenge stems from Germany’s considerable export surpluses, which
imply current account deficits in the eurozone and other developed countries. These
global current account balances are often criticized as causing financial as well as politi-
cal tensions (see Text box 7). Maximizing export revenues should therefore not be an

end in itself. Instead, the goal should be to maximize value creation and hence income —
through sales at home as well as internationally. In this regard, it is worth distinguish-
ing between the macroeconomic outlook, which sees foreign trade surpluses above a
certain level as problematic in the long term, and the microeconomic perspective of the
individual company — to whom it makes little difference whether goods and services are
sold domestically or internationally. For companies, borders are not especially relevant.
Indeed, our analysis shows that despite rising export volumes the current account surplus
will decrease. This is because the increased international division of labor implies global
sourcing of German exporters and rising wages in Germany will fuel import volumes (see
section “Exports as development engine”).

One further factor exerts pressure on value added and exports: demographics. Without
countermeasures, Germany'’s potential labor force will shrink by 9.4 percent by 2025 (see
Chapter 5, “Skilled labor shortage”).

The two sides of current account imbalances: Problems for countries with
deficits or surpluses, but also a solution for an aging society

Within the eurozone, national current account balances differ considerably. While Ger-
many has run a nearly constant surplus of 6 percent of GDP for years now, important
southern European countries have run a deficit since the launch of the euro —in 2011 the
figures were: 12 percent for Greece, -7 percent for Portugal, and -4 percent for Spain.

What does this mean? At the simplest level, a current account surplus occurs when a
country exports more goods and services abroad than it imports.36

The current account surplus implies the build-up of a corresponding net foreign asset
position (i.e., a capital export). If this situation persists, the country’s net foreign assets —
the amount it is owed from abroad — grow each year. The same logic applies in reverse for
a country with a current account deficit — the country builds up debts in other countries.
Current account balances can grow over time into net debt or net asset positions that are
not sustainable, particularly when the corrective mechanism of an exchange rate is lack-
ing.3” Both persistent deficits and surpluses can create problems for countries:

36 Alsoincluded inthe currentaccount: the balance of a country’sincome (earned and unearned) from foreign sources and the balance of unilateral
transfersinto the country (e.g., as gifts).

37 Flexible exchange rates can prevent unsustainable debt positions from building up. In principle, trade surpluses always create pressure for the
surplus-holding country’s currency to appreciate, which limits price competitiveness of its exports and thus works to curtail or reduce surpluses.
However, exchange rates are also influenced by many other factors, such that it is nearly impossible to prevent imbalances from occurring.
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= For countries with deficits, the capital imports associated with current account defi-
cits increase the country’s indebtedness to foreign countries. They thus become
more dependent on investor confidence in their country’s creditworthiness. Addi-
tionally, these capital imports can lead to inflation in fixed assets (e.g., in the real-
estate market) — which, in turn, favors a problematic expansion of the banking system
(e.g., due to extensive granting of real-estate loans). If the mounting debt raises
doubts about the country’s ability to repay it, the country then faces significant
increases in interest rates or financing bottlenecks.

®  For countries with surpluses, problems can occur if doubt arises about the debtor coun-
tries’ ability to pay. Payment delays, write-downs, and credit defaults may then occur —
with all the domino effects that they can trigger. Furthermore, the funds that make up
the capital exports are not available for domestic consumption and investment.

Within Europe’s political and financial systems, these imbalances can also create ten-
sions —for example, when members of the eurozone discuss transfers and interventions
by the European Central Bank.

Sustainable capital exports can be desirable from a national/macroeconomic perspec-
tive. An aging society such as Germany’s has an interest in acquiring claims to future
payments as an appropriate provision for future costs (e.g., retirement). This conduct is
referred to in economic terms as intertemporal consumption smoothing. Today’s capital
goods exports can help to offset the negative impact from a reduced labor force poten-
tial: Germans can either claim and dispose of their investments abroad or draw returns
on capital from the relevant foreign countries. However, excessive current account sur-
pluses create the danger that such payables are exposed to substantial currency risk.
This is why a country should be interested in having a balanced trade position over time.

Productivity and young growth industries

Over the past decade, Germany has succeeded in securing its competitiveness through
high-quality products, technology leadership, and restrained wage policy. Excellent
products and outstanding technology must be central pillars of our growth over the next
decade as well. To master the challenges outlined by 2025, Germany will have to tackle
four challenges at once: increase productivity, concentrate on fast-growing industries,
master demographic change, and improve the business environment. Each of these tasks
makes a specific contribution to Germany’s future growth.

Increase productivity
Germany’s pivotal industries today will remain the main engines of the economy over

the next decade, as new industries will only begin contributing significantly to eco-
nomic growth in the medium to long term. Companies in these pivotal industries must
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maintain their innovativeness and increase productivity, as international competition
will continue to intensify — and in productivity improvement Germany lags behind
competitors such as the US and Japan. The necessary productivity gains3® fall into
three categories:

®  Increase systems productivity and process innovation
= Concentrate on high-value-adding functions
®=  Develop and expand premium and advanced technology segments.

If Germany implements the measures needed to deliver these gains, it can add 1.9 percent-
age points to per capita GDP growth by 2025.

Increase systems productivity and process innovations. Systems productivity is
one of Germany’s clear-cut strengths. It entails collaboration between companies, indus-
trial customers, suppliers, and research institutes in order to generate network effects.
Such collaboration will need to become even more intensive in the years ahead — both
within industry clusters in Germany, and through German companies making greater use
of their globally interconnected value chains to increase productivity. For example, com-
panies can adjust their global footprint to regional strengths, and can also make greater
use of knowledge from their international sites within Germany. Furthermore, German
companies should invest more in true process innovations, such as by increasing the
degree of automation and digitization of process flows in production, logistics, and prod-
uct development. These steps can save up to 30 percent of a company’s storage costs.39 If
all of these efforts are successful, Germany could increase its average rate of productivity
growth, from 1.4 today to 1.7 percent in future, and with it per capita GDP growth.

Concentrate on high-value-adding functions. Productivity will also rise when more
employees perform tasks with a higher value added. In manufacturing, for example, the
share of staff who perform highly skilled work should increase from 60 percent (2011)
tojust under 70 percent (2025). That could mean that fewer employees are staffed on
production, but more in production-related services such as maintenance, repairs, and
operations (MRO), R&D, purchasing, marketing and sales, and aftersales. Achieving
this, however, will require the right conditions to be in place for investment in high value-
adding functions — including a sufficient supply of skilled technicians and engineers. The
German pharma industry has set a model to emulate: in 2011, it employed 29,000 low-skill
workers — 6,000 fewer than in 1995. At the same time, the number of skilled employees
increased from 75,000 to 132,000. Our model suggests that, by concentrating on high-
value-adding functions, Germany can increase productivity and per capita GDP growth
by 0.1 percentage points.

38 Chapter 5, “Skilled labor shortage,” discusses an overall productivity gap of 2.2 percent. This figure is the result of the 1.9 percentage points
described here added to the 0.3 percent from strengthening Germany’s industry structure. This 0.3 pointincrease reflects the higher value added
peremployee in the growth industries that Germany should shift into and influences GDP growth. Itis thus anindirect productivity increase.

39 McKinsey & Company (2011c).
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Develop and expand premium and advanced technology segments. Germany also
has clear strengths as a producer of premium and technology products, but here again there
is untapped potential for improvement — especially in supplying fast-growing markets in
the emerging economies. If companies redouble their efforts in R&D, the share of staff in
the premium and technology segment in manufacturing can grow by up to 10 percentage
points. As premium and high-tech products ensure a very high value added per employee,
this would boost productivity and raise per capita GDP in the model calculation by 0.1 per-
centage points. The value added of the premium segment is consistently higher than in the
volume segments — nearly 70 percent higher in the automotive industry, for example.

Such productivity increases would create headroom for pay increases — provided such
agreements reflect the need to maintain international competitiveness. If productivity
goes up markedly, wage increases make macroeconomic sense because they strengthen
domestic demand and have a positive impact on the reduction of current account
imbalances.

Concentrate on fast-growing industries

The second task is to strengthen Germany’s industry structure in the direction of high-
growth industries with a high per capita value added. This can enable additional per capita
GDP growth of up to 0.3 percentage points (Exhibit 12). Opportunities in this regard can be
found both in manufacturing and the services sectors.4°

Manufacturingsector. Here Germany should concentrate mainly on areas with high
value added, specifically by means of targeted R&D investments in the main areas of high
growth. This can increase per capita GDP growth by 0.2 percentage points in the model
calculation. Four subsectors hold particular promise:

= IntheIT, electronics, and medical equipment sectors, the number of employees
could be increased by about one third, from 0.9 to 1.2 million. The prerequisites for this
growth include progress in medical technology and biotechnology. Stronger commit-
ment to these sectors will also be important if Germany is to reverse its declining mar-
ket sharesin these sectors in the BRIC countries.

= If Germany’s machinery manufacturers can perpetuate their successful track
records and participate in emerging markets’ growing machinery imports, employ-
ment in this sector could be increased slightly (from 1.06 to 1.14 million). The demand
for high-quality automation solutions will increase sharply due to rising personnel
costs and the further industry growth. Demand for German products could also be
increased if companies make greater use of technology trends that are relevant across
industries, such as Big Data und radio frequency identification (RFID), to build com-

40 See also the 50 high-growth areas discussed in the McKinsey publication “Willkommen in der volatilen Welt” (“Welcome to the volatile world”);
McKinsey & Company (2010¢).
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Exhibit 12

Expansion of future high-growth industries and strong value-generating service sectors will
increase per capita GDP growth by 0.3% p.a.

Sector Manufacturing Services
Effect of per 0.2 0.1
capita GDP p.a.
Percent
Impact on 7.2 7.4
employment 0'5 0.5 Chemicals (incl. pharma)
structure 08 0.9  Automotive
Gainfully : /el s/
loyed, electronics
renrm?o?ée 0.9 1.2 medical devices

n n Machinery

29 rand
2.0 = informati10n
. . services
Oth fact

er manufacturing 0.8 Financial
services and
insurance

20112 20252 20112 20252

1 Incl. telecommunications
2 Chart shows only subsectors in which employment increases

SOURCE: German Federal Office for Statistics; McKinsey

petitive advantage. The starting situation is a good one, as Germany is home to many
technologyleaders in a wide array of segments.

= The automotive industry can also slightly increase employment (from 0.84 to
0.90 million) — among other things by sustaining strong demand in the premium seg-
ment in emerging economies, technological progress in optimizing internal combus-
tion engines, electrification of the drivetrain, active security equipment, and systems
for active or passive data transfer. The development assumptions here presuppose that
German companies can also take and expand premium positions in the new technol-
ogy segments. Growth will also be supported by demand for environment-related
solutions. In view of ever more stringent emissions regulations and high fuel prices,
German companies can play to their strengths in fuel consumption and emissions.
Furthermore, because of their premium positioning, they are less affected by over-
capacities in the European market. Nevertheless, it will be a real challenge for the Ger-
man automotive engineering industry to realize the above opportunities in full.

= Inthe chemicals and pharmaceuticals industry the number of employees will
remain at around 0.5 million people — as a result of trends that cancel each other out.
On the one hand, there are significant opportunities: the aging of society and progress
in basic research hold considerable potential for the pharmaceuticals industry. The
chemicals industry can profit to some extent from the transformation of the energy
sector, for example, in the area of insulating materials, storage technologies for e-vehi-
cles, and carbon fiber for lightweight body construction and wind power applications.
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On the other hand, Germany’s high energy costs will have a negative impact on the
energy-intensive chemicals industry and will tend to dampen employment (see Chap-
ter 4, “Energy transformation™).

In total, these employment effects will increase the share of people working in the German
manufacturing sector from 17.3 to 18.1 percent of Germany’s total employment.

Service sector. A change in Germany’s industry mix is worth striving for in services,

too —in the direction of subsectors with high value added. This will require better general
conditions and more active management of industry- and topic-focused clusters. A rapid
development of important growth areas, for example eHealth, eGovernment, and IT net-
work infrastructure, would support this evolution.

The start-up scene, especiallyin IT and the Internet, can contribute to strengthening Ger-
many’s industry structure with new workplaces and value added — particularly if it has
access to well-designed business support and sufficient capital (e.g., via business angels).
With these conditions in place, the number of employees in the IT and information ser-
vices industries could increase by more than 80 percent: from 0.8 to 1.5 million. Meeting
this ambitious goal will require the right general framework conditions on the govern-
ment side, highly qualified IT developers, and a good portion of enterprising spirit. The
development assumed here increases per capita GDP growth in the model calculation by
0.1 percentage points.

Master demographic change

Asthe third task, it will be necessary to compensate for the expected decline in labor force
potential (LFP) of 4.2 million by 2025, as this would reduce GDP per capita growth by

0.8 percentage points. This decrease will only be partly offset by the overall decrease of
the population (+0.2 percentage points of GDP per capita p.a.). In Chapter 5, “Skilled labor
shortage,” recommendations are discussed in detail on how to increase labor force poten-
tial; ifimplemented, these would increase the LFP by around 4 million and have a posi-
tive impact of 0.7 percentage points of GDP per capita growth p.a. The combined effects

of population trends and of addressing the skilled labor shortage would increase GDP
growth per capita by +0.1 percentage points p.a.

Improve general business conditions

Ofall of the challenges, shifting towards new growth segments with high value added will
take time. On the one hand, this could provide a major boost to exports and GDP; on the
other hand, significant GDP effects will not materialize for 5to 10 years. Therefore, politi-
calleaders should provide active support here — not through industrial policy interven-
tions in economic structures but rather by improving the overall business environment.
For example, the following measures, which build on previous McKinsey publications, can
be taken:
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Exhibit 13

= Top-notch research needs more support. Germany’s prosperity is built on the perfor-
mance of its well-educated workers in the past century, in particular its natural sci-
entists and engineers. As Germany has no structural advantages (natural resources,
privileged geographic position, etc.), the sole source of further growth is the innova-
tiveness of the workforce. Germany should therefore make every effort to remain at the
forefront of technological progress and, importantly, its commercialization.

®  Schools, businesses, and universities must prepare a sufficient number of graduates
with the qualifications needed to migrate into faster-growing sectors (see Chapter 5,
“Skilled labor shortage™).

®  The climate for innovation and entrepreneurship must continue to improve: Germany
needs strong growth clusters, easier access to capital for start-ups, and more funding
for research into industry-relevant trends (e.g., digitized value chains and Big Data).

® Infrastructure (above all, transportation, energy, and the fiber optics network) must
be expanded further. Currently, only 2 percent of the households in Germany are con-
nected with the fiber optics network; in the US, this figure already stands at 6 percent
and in South Korea at more than 50 percent.

®  The administrative framework must also be enhanced in order to increase Germany’s
attractiveness as a location for business investment (e.g., through efficient administra-
tive processes and fair international competition).

By increasing productivity and continuously strengthening its industry structure, Germany could
lift per capita GDP growth to 2.3% p.a. by 2025

Growth of per capita
GDP p.a. 2011 - 25

Percent
Details in Demographic change: decline of labor force potential 08
Chapter 5, (LFP) by 4.2 million -
“Skilled
labor Decrease of total population 02
shortage” by about 3 million individuals :

Expansion of LFP
0.7

by about 4 million employees (FTEs)

Increase Continuation of historical productivity increases

productivity | (primarily in processes) 1.4

Increasing systems productivity (0.3%), focusing on
functions that create high value (0.1%), expanding 0.5
premium and technology segments (0.1%)

Further strengthening of industry structure in the direction of high-growth
industry segments with high value creation

Per capita GDP will grow on average by 2.3% p.a. up to 2025
as a result of the impact of bundled actions 23

SOURCE: McKinsey
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Exports as development engine

According to our model calculations, by capturing the potential of the four tasks out-
lined above, Germany can achieve a total per capita GDP growth rate of 2.3 percent p.a.,
or 2.1 percent p.a. of the total GDP, by 2025 (Exhibit 13). This rate of increase would be

0.5 percentage points higher than the figures for the years from 1999 to 2008 (i.e., without
the influence of the financial crisis) and roughly at the same rate of GDP growth as the

US during the relatively successful era of 1995 to 2005. This growth trajectory represents
the upper limit of the development opportunities — without taking into account possible
macroeconomic discontinuities on a larger scale — and therefore does not represent a pro-
jection or forecast. This perspective does, however, point to the actions required. When
designing the action program, precautions should be taken to strengthen its resilience to
possible disruptive change.

Our model calculation also shows that successful execution of the above-mentioned tasks
will increase exports by more than 80 percent, and by 9o percent in manufacturing.
Exports will thus remain a central growth engine for Germany as an open economy that is
thoroughly integrated into international value chains.

About 60 percentage points of the export increase in our model can be attributed to pro-
ductivity gains and to the development of the industry structure alone. The remaining

20 percentage points are based on increasing export intensity — more will be exported per
euro of value created in Germany, as a result of increasing global connectivity and further
global differentiation and specialization of the value chains (Exhibit 14).

In the model, Germany’s gross exports will increase by 83% by 2025

Germany’s gross exports by sector
EUR trillions (real at 2005 prices)

23
Industry value creation Chemicals
will increase as a result of boosting productivity 0.3 (incl. pharma)
gains and the industry mix effect
(impact on increase: +83% 0.4  Machinery
61 percentage points 2011 - 25)
Export intensity (exports/value creation)’ 04  Automotive
will increase with the growing integration of 1 1.3 '
value chains in a globalized world (additional 0.2
impact on increase: 0.2 IT/electronics/
22 percentage points 2011 - 25) 0.2 medical devices

0.62

R
T — (0.1

2000 1 2025

Other manufacturing

1 Industry-specific indicator for the level of an economy’s foreign trade interdependencies
2 Due to rounding, this figure is not equal the sum of the individual numbers
3 Exports of services, agricultural products, and energy

SOURCE: IHS Global Insight; McKinsey Exhibit 14
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Exhibit 15

As a consequence of the developments sketched out here, the ratio of exports to GDP in
Germany will increase from 50 percent (2011) to 68 percent (2025). Exports will thus
become increasingly important not only in absolute terms, but also relative to GDP. The
increase to 68 percent does imply an unusually intense international interconnectedness
for a country of this size. However, Germany is already an exceptional case, especially
because of its tight-knit integration into the EU. This further increase would reflect the
expected trends towards increasing global interconnectedness.

Germany'’s growing exports will find the greatest concentration of buyers in the
fast-growth emerging economies. By 2025, the manufacturing sector can expect an
import growth of 110 percent worldwide; in the BRIC countries, this growth may even
reach 220 percent. China’s rising prosperity alone will give companies access to more
than one billion potential new consumers — including, as a result of increasing urbaniza-
tion, around 350 million new city dwellers. These urban consumers will create oppor-
tunities through direct demand (e.g., for cars, IT, and electronic equipment), but also
through indirect demand effects (e.g., for machinery, chemicals and pharmaceuticals,
and medical equipment).

The magnitude of this growth surge in the emerging economies can be gauged by the
forecasts for value creation in the manufacturing sector. In the BRIC countries, manu-
facturing will grow at a rate of around 7.1 percent p.a. between 2011 and 2025. In Europe
(excluding Germany), on the other hand, it will grow by only 1.9 percent p.a., in Japan
and the US together by 2.5 percent p.a., and in the rest of the world by 4.0 percent p.a. The

European markets will lose importance as importers, whereas the significance of the BRIC
markets will increase

Manufacturing sector imports worldwide (excluding Germany)
EUR trillions (real at 2005 prices)

Chemicals IT/electronics/
Automotive Machinery (incl. pharma) medical devices Others
100% = 0.8 1,6 0.9 1.8 1.2 24 21 5.8 4.2 8.0
Rest of
2 26 27
world 8 32 34 36 37 35 35 37
Japan/ 22 16 14
us 20 16 15 H 18 14 17 15
~ 8 B og BB
Europe’
2011 2025 2011 2025 2011 2025 2011 2025 2011 2025

1 Excluding Germany. Western Europe: Austria, Belgium, Denmark, Finland, France, GB, Greece, Ireland, Italy, Luxembourg, the Netherlands, Norway,
Portugal, Sweden, Spain, Switzerland, Turkey; Eastern Europe: Bulgaria, Czech Republic, Hungary, Poland, Romania, Slovakia, Ukraine

SOURCE: IHS Global Insight; McKinsey
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fastest-growing subsectors will be IT, electronics, and medical devices (+8.9 percent p.a.)
and machinery manufacturing (+8.0 percent p.a.). Consequently, the BRIC countries’
share of global imports will increase. In machinery, for example, the BRIC share will rise
from 19 to 23 percent, whereas Europe’s share (excluding Germany) will fall from 31 to

26 percent. Here, again, the figures for the IT, electronics, and medical devices sectors are
particularly striking: the BRIC share of imports will jump from 19 to 31 percent, whereas
Europe’s share will drop from 26 to 20 percent (Exhibit 15).

The growth trajectory outlined above assumes that strong growth will continue in Ger-
many’s pivotal industries. However, disruptive changes on the demand side as a result of
technological advances could rock the very foundations of entire industries. Some years
ago, digitization caused such a disruption in the printing machine industry in Germany,
which is home to the industry’s world market leaders. If such trends affect the auto-
motive industry in a similar way, perhaps unleashed by climate change or environmental
protection issues in important customer markets (e.g., smog in Beijing in the winter of
2012/2013), or increasing traffic congestion in metropolitan areas, they would stand in
the way of strong growth for some time to come.
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4. Energy transformation:
Options for more efficiency
and security of supply

There was a time when energy costs were merely one of many elements making up a
country’s or industry’s production factor costs. Today, however, changes in global energy
markets influence the competitiveness of industries, countries, and regions. As a country
that is comparatively poor in natural resources but rich in industry, Germany is particu-
larly affected by such developments. Moreover, with its decision to transform the energy
sector, Germany has undertaken a unique and complex task: one that could open up a new
pioneering role for it and provide many new and exciting perspectives but one that could
also make the German economy more vulnerable to possible disruptions in the market.

The growth scenario described in Chapter 3, “Industry structure,” assumes that Germany’s
pivotal industries will have an affordable and secure supply of energy. Fulfilling this pre-
requisite in the medium and long term, however, will require a significant effort all across
the “energy sector triangle” of objectives, which includes environmental sustainability,
economic efficiency, and security of supply. The focus of Germany’s transformation of the
energy sector to date has rested on the criterion of environmental sustainability: renew-
able energy sources have been given high priority and the bridgehead to carbon-free gen-
eration of electricity has been initiated. This can be seen in the very extensive expansion
of renewable energies that has increased their share of gross electricity production from
14.5 percentin 2008 to 21.9 percent in 2012.4! Going forward, the government will need

to ensure that the two other aspects, economic efficiency (and thus competitiveness) and
security of supply, are also accorded the same attention. Thisis the only way to ensure that
the transformation of the energy sector is a success story, and that German industry is able
to seize the new opportunities.

Energy prices as a key competitive factor for industries and
economies

The developments of global energy market prices vary by region depending on the type

of energy used. While hard coal, crude oil, and natural gas (in liquefied form for trans-
port) are global commodities and their prices are thus basically the same apart from a few
exceptions in the Middle East, the markets for CO, emission rights and electric power
differ by region. A pricing system for CO, emission rights, for example, currently exists
practically only in Europe; for the rest of the world, CO, emissions are not associated with
additional costs.42 Gas prices in Europe at more than USD 10/mmbtu43 are currently more
than double the price in the US, where gas now trades at less than USD 4/mmbtu.44 In the
future, liquefied natural gas (LNG) will play more of a role than it already does today as

41 Working Group on Energy Balances/AG Energiebilanzen (2012).

42 Several further smaller CO, emissions markets exist or are in planning, e.g., in Australia, New Zealand, California, and Tokyo.
43 Million British Thermal Units; 1 mmbtu 2293 kWh, USD 10/mmbtu 2 Cent 3.4/kWh.

44 Prices based on wholesale prices, e.qg., Title Transfer Facility (TTF) for Europe and Henry Hub for the US.
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Exhibit 16

alink or connector. The transport costs for LNG between the US and Germany are about
USD 4/mmbtu. The regional price differences for natural gas, hard coal, and CO, emis-
sion rights also influence the fuel cost and thus the price of the electricity produced —
although other factors do also play a role, such as the regional availability of lignite (soft
coal) and renewable energy sources.

For the foreseeable future, energy prices will tend to remain high and may even increase
since global energy demand is growing strongly and energy supply continues to remain
tight. By 2030, demand is expected to increase by about 30 percent, and by more than

50 percent by 2050. The reasons are population growth — worldwide, the population is
projected to increase by 30 percent by 2050 — and rising prosperity, as average per capita
GDP is expected to rise by around 160 percent by 2050. Clear-cut advances in energy effi-
ciency like those achieved in the past will compensate for only a small part of this increase
(Exhibit 16).45

Global energy demand is increasing strongly

Worldwide energy demand

Billions of British Thermal Units (BTU)' Demand drivers
World population 10 -
595 Billions 9 L -
8 r +31%
500 7
+56% 6
383 GDP per capita 20 -
USD thousands, 15 | 1
real at 2005 prices +158%
10 r
5
Energy demand as 100 o
a consequence of \J -40%
increased energy 50 |
efficiency
Percent 0 , , . ,
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1 BTU is a unit of energy equaling around 1,055 Joule
SOURCE: McKinsey

Demand for all forms of energy will grow, but growth rates will differ. The demand for
electricity will increase especially fast with the “electrification” of the world’s economies;
by 2050, it is expected to double. Demand for oil, on the other hand, is projected to grow
more slowly than GDP on balance, but is unlikely to completely decouple from GDP growth.

45 McKinsey & Company (2012e).



The Golden Twenties
4. Energy transformation: Options for more efficiency and security of supply

Energy price increases will be dampened as production of unconventional oil and gas
develops, especially in the US. The “shale gas boom” may cushion possible bottlenecks. In
the US, the shale gas reserves that are technically accessible for extraction and production
are estimated to amount to more than 24 trillion cubic meters, worldwide to more than
180 trillion cubic meters.4° Since 2002, US shale gas production has expanded massively:
by the end of 2007, it had expanded by about a factor of 8 to reach approximately

800 kboed#”. By the end of 2011, production had increased by a factor of 30, reaching
3,000 kboed.48 This shale gas “revolution” has allowed US gas prices to fall by halfin the
past five years.

A comparable technological and economic breakthrough in extracting oil from shale and
shale sands is possible. However, in terms of the extraction costs and volumes, the outlook
remains uncertain, as experience with shale oil is currently still limited. Nevertheless,
vigorous growth is also already evident for shale oil: between 2006 and 2012, production
increased in the US by a factor of 12 and reached approximately 1,200 kboed (by compari-
son, oil consumption per day in the USin 2011 was 18,900 kboed)49.

The International Energy Agency (IEA) currently assumes that, up to 2020, the oil price
will remain above USD 100/bbl. The shale gas and shale oil revolutions — in combina-
tion with a further expansion of deep sea drilling — could dampen prices and lead to oil
price scenarios of less than USD 80/bbl.5° Globally falling oil prices would slow the price
increase for gas — especially in Europe, where gas prices are partly linked to the oil price.

Even if the two shale revolutions counteract price increases in the oil and gas markets
worldwide, the US still stands to benefit substantially. It has prospect of becoming
independent of gas imports and of remaining so until at least 2030. US gas prices could
stay low for the long term — at approximately USD 4 to 5/mmbtu — with corresponding
effects on electricity prices for US industries and households. The use of shale gas and the
absence of a price for CO, emissions give the US an important advantage over Europe:
electricity prices for European industrial customers are already approximately 125 per-
cent higher than the prices in the US. For gas, the corresponding price difference is more
than 300 percent.5!

In Germany and the rest of Europe, shale gas production does not yet play any major role.
Although shale gas reserves exist, the geological and geographic conditions in Europe are
more unfavorable than in the US and would make for costly extraction and production.
Furthermore, the search for shale gas reserves is already a controversial topic among
politicians and in the public.

46 Energy Information Administration (2011).
47 Kilo Barrel Oil Equivalent per Day.

48 HPDI(2013).

49 Energy Information Agency (2012).

50 International Energy Agency (2012).

51 Enerdata(2012).
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Exhibit 17

Implications for Germany’s key export industries

In Germany, energy prices (including taxes) are high even by European standards. The gas
price for industrial customers in 2012 was approximately between 5 and 10 percent, and
the electricity price approximately 10 percent above EU levels.52 For many years, indus-
trial customers paid lower prices for electricity than the EU average. Since 2010, however,
the prices for electricity in Germany have been above average. When compared with the
US, the price differences are even greater: there, industrial customers pay only halfas
much for electricity as they would in Germany (Exhibit 17).

Higher energy costs for industrial customers in Germany and Europe create competitive
disadvantages compared with companies in the US

Average industry prices, incl. taxes
Euro cents/kWh
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1 The 2012 figures for Europe have not yet been published, hence based on estimates
SOURCE: Enerdata; McKinsey

The transformation of Germany’s energy sector increases the complexity of the tasks
ahead since the expansion of renewable energy sources has proceeded largely unchal-
lenged in terms of costs and security of supply. It is now time to redress the balance among
the objectives of environmental sustainability, economic efficiency, and security of supply
in order not to give too much weight to one of the elements.

The transformation of the energy sector has so far incurred far too much expense and
not been well coordinated. Apart from certain exceptions among the energy-intensive
industries, most businesses and households will bear the brunt of this, not only in terms
of higher wholesale prices, but also by having to pay a higher share of taxes and levies as

52 Enerdata (2013).
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compared with their US counterparts. This poses economic risks. Structural changes in
the generation, distribution, and consumption of energy also pose risks to ensuring the
security of electric power supply.

Economic efficiency: Having higher energy prices than not only the rest of Europe
but the rest of the world will jeopardize Germany’s economic growth and decrease the
competitiveness of German industry. For instance, an electricity price cut is currently
not foreseeable in Germany — on the contrary: what is already clearly foreseeable is that
renewable energies will mean additional costs of around EUR 160 billion by 2020 and
EUR 345 billion by 2030, assuming that existing renewables installations are permitted
to continue operating. These costs will have to be shouldered by consumers. The costs of
transforming the energy sector in Germany will likely more than double by 2020 versus
2011 —rising from approximately EUR 13.5 billion to about EUR 29 billion p.a., primarily
as aresult of additional costs for renewable sources of energy (solar photovoltaics, off-
shore wind), and the transmission and distribution grid.

Private households will bear the brunt of the costs of the energy sector transformation.
After the latest price increases in January 2013, they now pay around 40 to 50 percent
more for electricity than the EU average. By 2020, all energy customer segments can
expect a further (real) electricity price hike compared with 2011: for private households,
an additional 23 percent; for skilled trades, commerce, and services, an additional 24 per-
cent; for normal industrial companies, an additional 34 percent; and for energy-intensive
industries, if the current regulation is retained, an additional 18 percent (Exhibit 18).

The costs of transforming the energy sector will increase electricity prices for all electricity
customers

The costs of transforming the energy sector’ ...

EUR billions p.a.,
real at 2011 prices ... will lead to rising electricity prices
Euro cents/kWh, real at 2011 prices
Total cost in 2020 Electricity- Other Skilled trades, Households*
equals 1.0% of GDP !n:‘enstlve industry comrnerce,
industry services 23%
29.2 31.8

Network 0
charges? 24% 259
23.9 75
+116% 34% .
Renewable 171 139'52 T

13.5 Energies Act o
(EEG) 18% 127 T
differential . - 3.5 21.7
costs? A5 A 15.7
9.2
2011 2020e 2011 2020e 2011  2020e 2011 2020e 2011  2020e

1 Analysis is confined to additional costs due to transformation of the electric power generation sector (expansion of renewable energies and networks)
2 Increase in network charges before 2011 due to transformation of the energy sector not included

3 Difference between EEG payment and wholesale value of EEG electricity (EEG: Renewable Energies Act)

4 Incl. VAT

SOURCE: German Federal Ministry for the Environment, Nature Conservation and Nuclear Safety; McKinsey
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Exhibit 19

There are frequent calls to extend the levy charged under the German Renewable Energy
Act (EEG) to include electricity-intensive industries. However, doing so would hurt the
economy by putting these important industries at an immense disadvantage. Although
the price of electricity would fall for households by 7 percent; for skilled trades, commerce,
and services customers by 8 percent; and for normal industrial customers by 11 percent,
the price for energy-intensive companies would rise by 50 percent. As these industries
compete internationally and cannot pass such cost increases on to customers, the price
hike would mean an average loss on earnings before interest and taxes (EBIT) of 60 per-
cent — a blow that would threaten the very survival of many of these companies.

The US has become visibly more competitive in the past two to three years, especially as
aresult of the shale gas boom. Low energy costs in combination with a business-friendly
climate are leading more and more energy-intensive companies (e.g., in the chemicals
industry) — including German — to invest in the US. They often tend to invest in existing
sites than in new locations, for example, in China.

Among Germany’s industry segments, the chemicals industry, in which energy costs
account for a 15 percent share of gross value creation, has been particularly hard hit by

the price increase — not only due to its very energy-intensive high-temperature and high-
pressure processes, but also because oil and gas are needed as raw materials in production
(Exhibit 19). These “feedstocks” are very difficult to reduce through efficiency initiatives
and, so far, only limited renewables-based substitutes have been found.

The competitiveness of the chemicals industry and metal production is especially dependent on
energy costs

Energy costs as a share of ...
Gross value added  Percent, estimate
Production value (PV) (GVA)

Industry segments? EUR billions EUR billions PV GVA
Automotive? 285 71 1 3
Machinery? 197 74 1 2

Food and beverages,
tobacco processing

Chemicals? - 124 . 39 I 5 - 15

Metal products 109 45 2 4

159 38 2 10

Electrical equipment 95 39

1 2
Metals progiuctlon 91 18 6 31
metal working

1 Selected industry segments in manufacturing sector: the 7 segments shown are those with the highest production value. Energy also represents a high
share of costs in other industries (such as glass, ceramics, and paper and paperboard), but these have a relatively low production value in Germany

2 One of the 3 key industries in Germany: automotive, machinery, chemicals

3 Key industry with the highest share of energy costs

SOURCE: German Federal Office for Statistics; McKinsey
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Building chemical production sites in the Middle East, the US, and China is already less
expensive than current costs in Europe

Average cost position of various regions for the production of organic INDICATIVE
molecules, 2013; example: niche product, petrochemicals’
’000 USD/t
Middle East us China Europe
Share of @ @ 28 23
input costs
Percent
Incl. lower cost of capital
than in Europe 4.4
3.9 0.6
3.6 :
— 05 ——mm -
3.2
Margin needed for 4
capital productivity ’ 0.8
34 38
Production costs 22 24
Reasons Very low gas and Favorable gas prices Fixed-cost High labor costs
fqr price feedstock prices due to shale gas advantages partly High energy costs
differences (~ USD 1/mmbtu) (~ USD 4/mmbtu) offset by small i
production lines No raw materials
1 Includes costs of raw materials, energy, and operating media and fixed costs advantages
SOURCE: CMAI (2012); SRI (2012); ICIS (2012); McKinsey Exhibit 20

Already today, the full costs of new investments in petrochemicals, e.g., in the Middle
East and the US, are lower than the operating costs of German plants. The costs of typi-
cal petrochemical products such as methylmethacrylate are as much as 40 percent
higher in Germany, and for basic chemicals such as ethylene as much as 60 percent above
those in the US. Compared with the Middle East, the price differences are even greater
(Exhibit 20).53

The cost advantage due to the US shale gas boom has increased investment in the country.
Following the period of 2000 to 2010 in which the US petrochemicals industry posted no
growth, the chemicals industry there is now experiencing a renaissance, with a growth
surge that also extends to downstream industry segments. As aresult, the American
Chemistry Council reports that, by as early as 2015, additional investments in the US
chemicals industry are expected to be in the range of EUR 12 billion and, by 2020, sub-
stantially more. In the US, capacities for common petrochemicals are projected to grow
atarate of 1.3 percent p.a. between 2010 and 2020, while in Germany they are stagnating,
with some even falling.54

Due to high energy prices, many German companies are already thinking about moving
production operations abroad since further investment in the domestic chemicals indus-
tryis much less attractive. Alongside energy and feedstock costs, other factors also play

53 CMAI(2012); SRI(2012); ICIS (2012); McKinsey & Company (2012h).
54 Tecnon (2012).
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arole, such as a generally low cost level in the world’s growth regions and, in particular,
lower capital intensity and market proximity in China.

The German steel industry is also directly at risk due to rising energy prices. While it
istrue that the energy necessary for integrated production of crude steel can largely be
recovered from blast-furnace gas, risks are emerging for later steps in production, such
asrolling and coating, and for steel produced using the electric arc furnace route. In these
areas, ending the exemptions under the current regulations for energy-intensive compa-
nies, e.g., reduction/exemption from the EEG levy, electricity tax, and grid use fees, would
lead to severe competitive disadvantages. Indeed, if exceptions were to be completely
abolished, initial modeling shows that some companies’ profitability would plummet, put-
ting them in the red.

Germany’s “showcase industries,” automotive and machinery, which rank first and
second in German industry measured by production value and number of employees, are
less directly affected by high energy costs — these costs account for only 3 and 2 percent
respectively of these industries’ gross value added. Nevertheless, they are vulnerable to
several other risks: the high cost pressure on their supplier industries, some of which are
energy intensive (especially metals production), could trigger migrations. The situation

is similar for the customer base, especially in machinery. The value chains in both auto-
motive and machinery are highly integrated — if components of these chains are moved

to other geographies because of energy costs, this could threaten the existing business
models.

For all three key industries — chemicals, automotive, and machinery — the changesin
the energy landscape will also generate new opportunities (see Chapter 3, “Industry
structure”). The chemicals industry, for instance, will be able to exploit new sales
opportunities by developing new materials and products, such as, lightweight materi-
als, insulation materials, and battery technology. While in the automotive and machin-
ery industries, the greatest opportunities lie in developing new highly energy-efficient
vehicles and equipment (see also the section “A balanced energy policy” in this chapter).

Security of supply: For decades, the security of the electric power supply in Germany
attained top rankings in international comparisons; it was and is an advantage in the com-
petition among regions. The latest publicly available numbers, from April 2010, too, show
Germany as being in Europe’s top-ranked group with an average of only 15 minutes p.a. of
unscheduled outages, whereas failure times in other European countries such as France,
the UK, Italy, and Spain are four to six times higher, at 60 to 90 minutes p.a. In the mean-
time, however, risks are appearing on the horizon; they are the result mainly of the switch
from conventional electricity generation, which offers capacity that can be controlled in
the short term (quickly and reliably rerouted or “dispatched”), to renewable sources of
energy (e.g., wind, solar), which are available only intermittently. At present, the fluctu-
ating availability of renewable energy sources cannot be made more constant by storage
technologies — or at least not economically efficiently enough to be attractive to investors.
Inthe course of the transformation of the energy sector in Germany, some nuclear power
plants have been shut down, and some conventional power plants are no longer profitable:
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10 to 20 gigawatts (GW) of Germany’s conventional power plant fleet is operating today at
the profit-or-loss borderline.55

In arecent survey of industrial customers conducted by the German Association of the
Energy and Power Industry (VIK), 80 percent expressed satisfaction with the quality of
electric power supply. However, 40 percent of the companies expect it to deteriorate in the
next five years, with a corresponding effect on their willingness to invest.5¢

The European Network of Transmission System Operators for Electricity (ENTSO-E) also
sees signs that the security of supply is deteriorating.5” For the winter of 2012/13, it found a
negative reserve capacity of -0.2 percent. This means that for short periods, peak demand
for electricity in Germany could exceed the power available. In an extreme case, imports
could even be required, such as on a cold, cloudy winter day with little or no wind, when
only limited amounts of energy can be produced from wind and sunlight.

A “cold reserve” in the form of contractually committed conventional power plants in
southern Germany and Austria was set up in 2001 in order to strengthen the security of
the power supply; it was used on 10 days in the winter of 2011/12. In the meantime, the cold
reserve, the price of which is passed on to consumers, has been increased to 2.5 GW. 58

Along with secure generation, the transmission grid and distribution networks play an
all-important role in ensuring the security of supply, particularly in view of the increasing
use of renewable sources of energy — given that the generating and consuming regions are
often far apart. The expansion of these networks has proceeded very slowly, however. At
year-end 2012, of a total 345 km of new lines planned, only 249 km had actually been com-
pleted. Of the 24 network projects listed in the Energy Line Expansion Act (EnLAG), the
Federal Network Agency reports that currently 16 are experiencing delays, in some cases
of up to seven years.

Along with making sure there is sufficient firm, dispatchable capacity from existing power
plants, achieving rapid progress on the network projects without further delay is another
critical lever to ensure the security of supply. However, grid expansion will remain a per-
sistent challenge into the medium term as well. In the meantime, it is vital to establish a
better Germany-wide balance of the volatile generation of power from renewables and

to bridge the geographic distance between the points of generation and consumption.
Moreover, power plants that have firm, dispatchable capacity should not be shut down

too quickly (and similar ones under construction must be brought on line). Advancesin
demand management and storage technology can likewise play a stabilizing role.

55 In2011, this equaled around 10 to 20 percent of the power plant capacity of coal, oil, and nuclear power; see German Federal Ministry of Economics
and Technology/Bundesministerium fir Wirtschaft und Technologie (2013b).

56 Bier (2012).
57 European Network of Transmission System Operators for Electricity (2012).

58 German Federal Ministry of Economics and Technology/Bundesministerium fir Wirtschaft und Technologie (2013a).
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A balanced energy policy

Itis crucial to reestablish a balance in the triangle of energy sector objectives — environ-
mental sustainability, economic efficiency, and security of supply — and to align action in
all three areas more closely. Economic efficiency and security of supply need more atten-
tion to prevent the foreseeable risks from turning into real disadvantages and to make the
transformation of the energy sector a success story for Germany.

The to dos:

Curtail costincreases. Restoring a balanced emphasis to the three objectives for power
generation should help avoid further price increases. Specifically, a balanced energy
policy means: limit the growth of solar photovoltaics to the targeted level, connect exist-
ing offshore wind parks to the grid, and focus further investment on energy efficiency

and onshore wind. Compared with other ways of reducing CO, emissions, investments in
energy efficiency and onshore wind are comparatively low cost and the local value added
isrelatively high because the equipment can be manufactured in Germany and the work of
making households and small businesses more energy efficient can be carried out by local
skilled trades firms.

Beyond this, more alignment is urgently needed at the European level to make sure that
renewable power plants are built at optimal locations (e.g., wind power units along the
Atlantic coast, solar power in southern Europe) and that progress along the coordinated
pan-European grid expansion effort does not lose momentum. If this does not happen at
the European level or happens too slowly, Germany should pursue bilateral agreements
and action plans, for example, with Spain, the UK, Switzerland, or Norway. In the long
run, such agreements could merge into a pan-European solution coordinated by the EU.
Compared with continuing along the current path, a European agreement could save
about EUR 360 billion by 2050 in Germany alone.59

Increase network stability and security of supply. Fast and efficient grid expansion
isrequired, especially of the high-priority projects such as the Thuringia power bridge,
which will bring wind power from the north to consumption centers in southern Germany.
This is an especially important connection to allow for the shutdown of the Grafenrhein-
feld nuclear power plantin 2015 . Roughly estimated, the investments required to expand
the grid by 2022 will likely amount to between EUR 30 and 50 billion.6°

Adjustments will also be needed in the regulation of the electricity market. Given the
volatility of the feed-ins from renewables-based generation, firm dispatchable capacities
(flexible and backup) have a high value for system stability. To maintain or expand these
capacities, regulation needs to be modified so that the market sends reliable price signals
as a basis for robust investment decisions. This could be accomplished, for example, by

59 McKinsey & Company (2010b).

60 German Federal Network Agency (2012); German Association of Energy and Water Industries/Bundesverband der Energie- und
Wasserwirtschaft e.V. (2011); German Energy Agency (2010).
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strengthening the balancing energy market, creating a market specifically for buying

and selling flexible capacities that are not part of the existing wholesale market, or by set-
ting up a strategic reserve (with the Federal Network Agency as the contractor). Current
forms of support for renewable energy sources could also be improved — as another step

in designing a sustainable electricity market for the future. For example, making renew-
able generators responsible for the cost of their balancing would give them an incentive to
improve the quality of their feed-in forecasts. This could allow even the less flexible power
plants (e.g., those with longer start-up times) to be deployed.

These improvements could be supplemented by allowing providers of flexible demand
management solutions (e.g., smart-meter-based solutions) to participate in all parts of the
electricity market in order to reduce the overall demand for flexible capacities.

Carefully intervene in power plant parks. Undoing the exit from nuclear power is

not an option. Having said that, abandoning domestic fuels, such as lignite, too quickly
would simply intensify the effects of the nuclear phase-out, create severe technical prob-
lems for the German electricity network, and increase prices further. In fact, exiting from
lignite-fired power plants would drive up the wholesale price — by approximately another
5 percent with the shutdown of the 300-megawatt units and by more than 10 percent if the
600-megawatt units are shut down as well. This exit would also worsen the import-export
balance by approximately 45 terawatt hours (TWh).

Seize opportunities to make the transformation of the energy sector a success
story for Germany. If Germany succeeds in transforming the energy sector while tak-
ing a balanced approach to environmental sustainability, economic efficiency, and secu-
rity of supply, it will be rewarded with substantial new opportunities. First, the country
will be less dependent on fuel imports — increased energy efficiency and a large share of
renewables in the generation mix could decrease imports by 24 percent, from 0.98 kWh/
EUR GDP®in 2010 to 0.75 kWh/EUR GDP in 2020. Second, further linkages among Ger-
man companies and their value chains and the overall integration of energy efficiency and
renewable energies into the industry structure should help defend and even strengthen
German technology leadership in these areas — thereby supporting Germany as the “land
of innovation.” In that case, the energy-efficiency sector could create up to 850,000 new
jobsin Germany by 2020.62

Third, energy-efficiency initiatives in Germany at both the household and industry levels
have the potential to save EUR 53 billion p.a. from 2020 onwards (Exhibit 21), which could
also translate into greater competitiveness. The chemicals industry, for example, can
contribute in many areas to help reach the greenhouse gas abatement targets and make
use of new raw materials reserves. This would enable chemicals companies to enter new
markets, for example, for insulation materials, storage technologies electric vehicles, and
carbon fiber for lightweight construction and wind power. The shale gas boom in the US
and potentially other countries, such as China, is another opportunity for the chemicals

61 Ratio of fossil primary energy imports in kWh to gross domestic product in euros.
62 McKinsey & Company (2009).
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Exhibit 21

industry as a supplier of exploration chemicals, a market that, at growth rates of 10 per-
cent p.a., will reach a volume of more than EUR 5 billion in 2015.63

By increasing energy efficiency, businesses and households could reduce their energy costs by
EUR 53 billion p.a. from 2020 onwards

Energy consumption in Germany

TWh p.a.
2,400 5 )
250 -219
Transport 72 T 160 1,900 1 %
630
Buildings 1,000
750
Industrial
production Eel 520
2007 Transport  Buildings  Industrial 20201
production
Energy cost savings 13 21 7 4
EUR billions p.a.
Total savings
potential from
Additional savings by 9 0 3 12 2020 onwards:
German companies EUR 53 billion
abroad
EUR billions p.a.

1 To better illustrate the savings potential, the same usage behavior and the same economic performance as in 2007 were assumed
SOURCE: McKinsey (2009)

Transforming the energy sector in Germany is a pioneering effort. It will require not only
strong resolve, but also the stamina to complete an arduous multi-year journey. It will be
important that the effort is well thought through with close attention given to every aspect
of this most important journey. Proper design and optimal coordination will be crucial
when dealing with the many interdependencies that exist between the various aspects of
the transformation itself and achieving the objectives of environmental sustainability,
economic efficiency, and security of supply even-handedly, i.e., without favoring one of
the objectives above the other two. With this approach, the transformation of the energy
sector should be a success story that opens up new vistas for Germany, its companies, and
employees.

63 Freedonia (2011).
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5. Skilled labor shortage:
Reserves for future growth

It is well understood that Germany’s supply of well-educated employees is likely to fall
significantly in coming years as a result of demographic change. This poses a potential
threat to the country’s economic performance, making it more difficult to achieve the tar-
geted per capita GDP growth rate of 2.3 percent p.a.°4 Nonetheless, there are a number

of potential solutions. These range from increasing the participation rate of women in
the workplace, to attracting more well-qualified immigrants, to intensifying integra-
tion with other European labor markets. All these measures and concerted efforts by all
stakeholders will be necessary to close the supply-side gap.

Despite the muted growth rate in Europe as a whole, the German labor market remains
robust. The Federal Employment Agency reported in December 2012 that unemployment
increased by just 60,000 over the previous year, to ~ 2.84 million, whereas the number of
employed rose by 400,000 to 29.4 million.

Integrating Europe’s fragmented labor markets

Outside Germany, the state of Europe’s labor markets is generally less positive, with

only a few other countries, such as Norway, the Netherlands, and Luxembourg reporting
unemployment levels comparable to those of Germany. As in Germany, these countries
also have a high number of job vacancies, especially for skilled workers. In contrast, in
southern Europe, in countries such as Greece, Italy, and Spain, the economic and finan-
cial crisis has severely impacted labor markets. Spain, for example, is struggling with an
unemployment rate of 26.6 percent and youth unemployment of more than 50 percent (as
of November 2012) — placing Spain last in the OECD ranking (Exhibit 22).

It might be expected that in the presence of a single European market any major differ-
ences in unemployment rates and job vacancy rates would be ironed out as national labor
markets “clear” across borders. This function necessarily plays an even more significant
role given the use of a single currency. In the absence of variable exchange rates between
countries in the eurozone, the differences in economic power could be compensated for —
atleast in part — by employee mobility, as people go where the jobs are available. However,
Europe has yet to achieve the level of mobility between countries necessary to achieve
such clearing. This is evidenced, for example, by the fact that while the domestic migration
ratein the USis 2.8 percent, that in the EU is only 0.18 percent.

64 See Chapter 3, “Industry structure.”
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Exhibit 22

The European labor market remains imbalanced — despite partly high unemployment and

numerous vacant positions

Labor market in EU member states, 2011’
Percent

Vacancy rate?

Unemployment

Shortage of
skilled workers

Both

2.8 °
06 | Norway ® Germany
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20 ® Austria 7
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1 Relative position of most countries 2008 to 11 largely constant
2 Vacancy rate = number of unfilled jobs + number of jobs in total
3 Data from 2010

SOURCE: Eurostat; McKinsey
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Unemployment rate

As aresult of this imbalance between national labor markets, the EU% incurred macro-

economic costs of approximately EUR 674 billion in 2012. This sum comprises:

= EUR 273 billion incurred as the direct cost of unemployment, i.e., the costs of labor

market administration and unemployment benefit payments.

= EUR 310 billion incurred as indirect costs, in the form of forgone social insurance con-

tributions and taxes.

= EUR o1 billion attributed to lost economic performance resulting from unfilled job

vacancies.

Exhibit 23 shows the cost of this labor market imbalance for individual European coun-

tries measured as a percentage of GDP. While the major costs for countries such as Spain,

Ireland, and France are incurred from unemployment, those for Germany, Finland, and

the UK arise from the lack of skilled workers required to fill job vacancies. Germany,

incurring a cost of around 4.7 percent of national GDP, is at the midpoint in this range.

65 Thisrefers to the EU-27 —excluding Luxembourg, Malta, and Cyprus.
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The imbalance on the labor market generates high macroeconomic costs

Percent of GDP
Cost by component
10.7 Cost of labor B Forgone taxes/ M Forgone GDP
. market policy social insurance due to unfilled
contributions job vacancies
59 59 55 55 54
49 49 48 47 46 46 43 43 43 41 Average total burden ~ 4.4%

40 _—

E IRL BE DK FIN F PT NL S D | EST GR A UNGSVKLAT LIT GB PL CZ SVNROMBUL
Top 5 countries by cost of unemployment’ Cost of shortage of skilled workers?
10.4
5.5 5.2 4.9 4.7
1.3 1.2 1.1 1.1 0.8
E IRL F DK PT BE D A GB FIN

1 Total of spending on labor market policy and lost taxes and social insurance contributions
2 Forgone GDP due to unfilled job vacancies

SOURCE: Eurostat; IHS Global Insight; Prognos; McKinsey
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Exhibit 23

While Germany can be satisfied that it has a low level of unemployment compared with
the European average, its high job vacancy rate is a major cause for concern. Germany’s
outputis already an estimated 1 percent lower than the level possible if sufficient skilled
labor were available. This problem is likely to become more acute in the period up to

2025 as demographic changes continue to decrease the supply of skilled labor. The lack

of skilled workers is a particular threat to specific industries, regions, and occupations.
The shortage of skilled workers will be especially acute, for example, in the machinery and
automotive industries, as well as in chemicals and electrical engineering. In healthcare
and social services, where labor is already scarce, the situation will continue to worsen. In
the public sector, entire occupational categories are threatened by the impact of an aging
workforce, for example, those of vocational school teachers, city planners, and construc-
tion engineers.

How large this gap between the supply and demand for skilled labor becomes depends
primarily on the future rate of growth and productivity increases. For Germany to
achieve the target of a per capita GDP growth rate of 2.3 percent p.a., equating to a total
GDP growth rate of approximately 2.1 percent p.a., it will need an additional 6.5 million
employees by 2025. This assumes that productivity continues to increase at a rate of

1.4 percent p.a. — the present long-term average (Exhibit 24). Even with greater produc-
tivity gains, it will be possible to offset only part of this gap: for instance, if the economy
were to step up its productivity growth by one and a half times, to approximately 2.2 per-
cent p.a., there would still be a gap of around four million skilled employees by 2025.
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Exhibit 24

For per capita GDP to grow by 2.3% p.a., Germany will need about 6.5 million additional
employees by 2025

Productivity?
EUR 000
+1.4% p.a.
/
58
: 48
Real GDP per capita’
EUR 000
+2.3% p.a. 2011 2025
— —(X) e ——
33.4 ooming real gap
Working age persons, FTEs millions
2011 2025 44.8 ﬁ
414
2011 2025

1 Assuming constant per capita GDP growth of 2.3% p.a.

2 Employee potential, i.e., population of working age effectively available to the labor market; takes into account population scenario 1 of the German
Federal Office for Statistics (birth rate of 1.4 children per woman and a net immigration increase of 100,000 as of 2014), working age range: 20 to 65,
and hidden reserve of 17%

SOURCE: German Federal Office for Statistics; McKinsey

If the skilled worker gap cannot be closed, Germany runs the risk of losing a significant
share of its prosperity. Assuming a productivity improvement rate of 1.4 percent a year,
GDP in 2030 would be approximately EUR 517 billion lower than the level that could have
been possible if there were an adequate supply of skilled workers.

An aging workforce and wage increases

The current demographic trend presents other well-understood challenges to the labor
market, both in the public sector and in the private sector. Over the next 10 years, the
public sector faces having to replace almost one in four of its employees due to retirement.
In the private sector, certain industries are competing for scare talent by paying more.
However, this is not a viable long-term solution.

The aging public sector

The public sector®® currently employs 4.6 million people, which corresponds to around
11.5 percent of all employees in Germany. Over the coming 10 years it will lose approxi-
mately one million employees due to retirement —i.e., just under a quarter of the staff will

need to be replaced.

66 Coreadministrations at federal, state (Bundeslander), and municipal levels.
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Within this total, the higher professional civil service grades will be the most affected,
especially at the higher and higher intermediate levels (hoherer and gehobener Dienst). In
the federal states, for example, 480,000 civil servants (24 percent) will reach retirement
by 2021. Of these, about 200,000 are at the higher level and nearly 200,000 at the higher
intermediate level (or comparable collectively bargained pay grades for employees who
are not civil servants). Only around 90,000 are in the intermediate and primary service
levels. The implication is that by 2021, at the latest, the states alone will require approxi-
mately 200,000 individuals with university degrees, plus a further 200,000 with degrees
from a technical college or university of applied sciences (Fachhochschulabschluss) — that
is, if the present structures and processes are not redesigned to be much more efficient
(Exhibit 25).

At the state (Lander) level, the German public sector has a disproportionate number of older
managers and skilled workers

State-level employment in public sector
Civil servants and employees, FTEs, percent, by age (2011)

Replacement
demand up to 2021

< 30 years 30 to 55 years > 55 years
Higher 60 28 706,825 198,000
service
Administrative
(higher intermedi- 64 24 807,420 194,000
ate) service
Intermediate 63 18 487,910 88,000
service
Total 480,000
SOURCE: German Federal Office for Statistics; McKinsey Exhibit 25

In fact, it will not be possible to solve the staffing problem with replacements alone. State-

level budgets are too strained for such a solution — the average personnel-cost ratio already
amounts to 41 percent of the current budgets. In addition, the debt brake built into Germa-
ny’s Basic Law will restrict the states’ freedom of action, largely preventing such an option.

Ad hoc solutions are unsustainable

The impact of the present demographic shift is increasing steadily year on year, but

because it widens the gap between labor supply and demand only gradually, it is both
tempting and natural for companies to seek ad hoc solutions. Certain industries, such
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Exhibit 26

as automotive and chemicals, for instance, have resorted to raising pay levels in order to
secure the skilled workers they require in key occupations.

Thisimpactis seen clearly in industries that are key to Germany’s export model where,
between 2008 and 2012, average pay increases were well above the national average.
While payin all industries increased by an average of 2.7 percent over this period, average
payin the chemicals and process engineering industries increased by 3.7 percent p.a., pay
in medical technology by 3.5 percent p.a., and pay in the automotive industry by 3.3 per-
cent p.a. Certain functions saw particularly large increases: IT executives in the chemi-
cals and process engineering industries, for example, received an average pay increase of
4.7 percent a year, while those in medical technology were awarded an increase of 4.9 per-
cent a year (Exhibit 26).

The approach to date to compensate for the shortage of skilled workers via higher salaries is not
viable in the future

Annual salary increase depending on occupational group, 2008 to 2012

Percent
Industry segment Average

Occupational Chemicals, Consumer goods, Medical for manu-

group Automotive process eng. incl. durables technology facturing’

Production

Manager 23 3.2 4.0 3.2 2.6

Engineer 2.9 3.0 1.9 2.6 2.6 = Above-average salary

Technician 2.4 3.5 3.3 3.7 2.9 development in key

R&D industry segments of the
export model

Manager 2.8 2.7 3.7 3.6 24 .

Eml 99 g 9 37 20 = Above-average increases

mployee . : : : . primarily among executives

IT in total and IT

Manager 3.1 4.5 3.1 4.9 2.9 » Remuneration model

Developer 3.3 2.8 3.6 2.9 2.3 weakens competitiveness

System 2.0 25 1.4 3.0 21

administrator

Average? 3.3 3.7 3.0 3.5 2.7

1 Average of 10 industries in manufacturing sector (plus pharmaceuticals, machinery, plant engineering, aerospace, energy, and electronics engineering)
2 Average of all occupational groups except top management (includes additionally sales/marketing, finance, and human resources)

SOURCE: Wirtschaftswoche (2008, 2012); McKinsey

The risks of continuing with this approach are obvious: if the increase in factor costs is
higher than the productivity increases achieved, such pay increases will weaken company
competitiveness. A sustainable strategy for managing the skilled labor shortage is needed
thatintegrates wage increases and productivity gains.

Levers for rebalancing labor supply and demand

Though the demographic trends indicate the likely scenario of a widening gap between
the supply and demand of skilled workers, there is no inevitability about this. If corrective
action is taken quickly, the problem can be resolved and the gap bridged. This requires the
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key stakeholders to agree on two sets of complementary actions. On the one hand, it will be
necessary to make use of the national and transnational opportunities to increase the sup-
ply of skilled workers. On the other, it will be necessary to reduce demand for skilled work-
ers in the public sector by undertaking fundamental modernization measures.

Increasing the supply of skilled workers

Germany will need to look beyond its own borders to resolve the forthcoming skills short-
age. However, at this point Germany has yet to activate all of its own reserves and to
exploit the full potential of the following levers:

= Encourage women’s participation in the workforce. Greater participation of
women holds the potential for adding 0.7 to 2.1 million full-time equivalent employees
(FTEs) by 2025. To enable more women to work outside the home on a full-time basis,
action is required to improve the compatibility of work and family life with the intro-
duction of life-phase-oriented work models.

=  Reintegrate older employees. Bringing (early) retirees back into the labor market
and increasing the rate of employment of people over 55 years of age could potentially
add an extra 0.5 to 1.2 million skilled FTEs by 2025. The prerequisites for achieving
thisinclude attaching greater value to the contribution of older employees and provid-
ing incentives for people to remain in the workforce longer. This could encompass, for
example, flexible transition into the state-run pension program.

= Activatelong-term unemployed. There are currently around two million long-term
unemployed in Germany. Encouraging the participation of this group could poten-
tially add 0.1 to 0.2 million skilled FTEs. Because this is not a large number, the efforts
in this area are probably best focused on ensuring that as few as possible of those
currently unemployed remain so in the long term.

= Encourage controlled immigration of skilled workers. Increasing controlled
immigration of skilled workers, for example, by intensifying efforts to attract foreign
university students, could potentially add 0.4 to 1.0 million FTEs. To achieve this, Ger-
many needs to make itself attractive for the best and brightest, providing an authentic
welcome to such guests.

= Increasethe qualification rate. By reducing the number of students who drop out of
school, vocational training, or university before qualifying, Germany would increase
the share of skilled workers in the total labor pool. This could potentially add approxi-
mately 0.5 to 1.9 million FTEs.

= Increase weekly workinghours. Increasing the working hours of full-time employ-
ees by two hours a week (on a voluntarily basis or through collective bargaining) would
add the equivalent of approximately 0.4 to 1.1 million FTEs.

83
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If Germany is to find another 6.5 million skilled employees by 2025, it will need to tap the
full potential of all these levers. This will mean, for example, that the employment rate
for women and those over 55 in Germany will need to be lifted to the level of the bestin
Europe.

The scale and nature of this challenge has been recognized by the German Federal
Employment Agency, which outlined a plan of action in its 2011 publication, “BA-Perspek-
tive 2025: Fachkrafte fiir Deutschland.” This describes what all the key stakeholders,
including the government — at the federal, state, and municipal levels — employers,
employees, and other stakeholders need to do in order to tap the existing potential. Fol-
lowing its publication, the first direction-setting steps have already been taken: including
legislative changes, such as establishing a right to child care, promoting lifelong work time
accounts and flexible entry into retirement, and lowering the hurdles to the recognition of
foreign educational degrees.

In addition to its legislative work, the Federal Ministry of Labor and Social Affairs has also
launched two initiatives entitled “Skilled labor at the regional level” and “Skilled workers
innovation office.” The Ministry isin the process of linking up 456 regional and local net-
works of chambers of commerce (as well as those for various occupations) with unions,
regional and local authorities, and the Federal Employment Agency.

Examining the matrix of actions currently being undertaken against the six levers high-
lighted above shows that additional action is especially required in two areas: increasing
cross-border migration and improving qualifications through training.

Increasing cross-border migration — merging national labor marketsin the EU

From 1991 onwards there has been an inward flow of around 200,000 individuals a year
to Germany (net of emigration), albeit with sharp fluctuations over time. Recent patterns
show that immigration has typically been from eastern Europe. Though immigration has
reached substantial levels, there has yet to be any attempt at targeting particular groups of
skilled workers (Exhibit 27).

In 2011 and 2012 netimmigration increased to approximately 300,000 individuals a year.
Inthese two years an increased percentage of immigrants have come from countries espe-
cially hard hit by the euro and sovereign debt crisis. The goal now must be to smoothen this
increased flow of qualified workers to Germany. Expanding cross-border mobility among
the national labor markets within the EU requires — alongside changes to legislation — that
the processes in the various labor market administrations converge. Large-scale corpora-
tions can also play arole in improving training to ensure greater cross-border mobility.

Merge approachesinlabor market administration. For there to be a fully function-
ing cross-border European labor market, the market mechanism needs to be underpinned
by full information transparency: those seeking work need to know where the job open-
ings are and in which countries, while employers need to be able to examine the profiles of
job seekers.
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In the past 20 years, Germany has had a net immigration of 200,000 individuals p.a., currently
especially from eastern Europe

Top 5 countries in migration balance by

Migration between Germany and other countries country of origin/destination, 2010
Number in thousands Number in thousands
1,600 -
Romania 26
1,200 |y Poland 23
Bulgaria 16
800
Hungary 9
400 Additions Afghanistan 62
42217
0
Canada -1
-400 Departures  Aystria -2
us -3
-800 -
Turkey -6
-1,200 “ Switzerland -12
1991 96 01 06 2011

1 Average annual net migration
2 Largely applicants for asylum

SOURCE: German Federal Office for Statistics; McKinsey Exhibit 27

There are several aspects to establishing such transparency. One initial step would be to
create a pan-European labor market portal, making such information available in various
languages. This information could be supplemented by information on the required quali-
fications. The General Directorate of Employment, Social Affairs, and Integration of the
European Commission has taken a first step towards this by establishing such a portal, to
be known as EURES.

Another step would be for the national agencies to further develop a shared set of policies
that makes cross-border placements one of their core tasks. This not only requires align-
ing business processes for the placement of job seekers through cross-border cooperation
but, in addition, agreeing upon performance targets and incentive systems for employees.

In addition, the European Union could develop instruments designed to ensure mobility
in the labor market. For example, it could support language courses, pay the cost of flights,
or offer allowances to individuals with two residences. The recognition of such expenses
as tax deductible would also help increase mobility. A long-term objective should be to
make claims for social insurance transferable across national borders.

Encouraginglarge-scale companies to promote employee mobility. Multinational
companies are in a special position as employers in being able to draw on recruitment
from a variety of national labor markets. Their unique reach makes them well placed to
contribute to reconciling differing training systems.
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As an example, VW in Spain is creating a training program similar to the dual educa-

tion system in Germany. This enables it to create a reservoir of skilled workers for its own
group of companies. By doing so, VW is in effect “exporting” the quality of the German
vocational training system to Spain. This increases employability in Spain, where approx-
imately 48 percent of the potential labor force has only a primary school education (OECD
average: 27 percent).

With a similar objective, since 1982, 27 large-scale German companies have jointly oper-
ated avocational school (ASET) in Madrid. Many of its approximately 1,400 graduates
are today executives in the participating companies. Internationally active medium-sized
companies might also benefit from contemplating similar models of cooperation.

Improving training and qualifications

The provision of high-quality training and qualifications is central to ensuring the con-
tinued competitiveness of Germany’s labor market. The country therefore needs to ensure
that its entire educational system is top notch.

Reduce share of youth without any credentials. In a knowledge-driven economy, the
demand for unskilled labor naturally decreases. In Germany, this demand was approxi-
mately 7.1 million hours, or around 12.5 percent of the total demand for labor in 2010. By
2030, itis likely to fall to approximately 5.7 million hours, or 10 percent of total demand.6”
Itis thus no surprise that one out of every two long-term unemployed individuals has no
occupational training credentials. An individual’s fate is often already set by the time they
leave school.

Two groups in particular often end up without a school-leaving certificate: children from
an immigrant background, especially those whose parents belong to the ethnic groups
canvassed for “guest workers” a generation or more ago; and special needs students, half of
whom do not achieve a school-leaving certificate. Targeted programs should be developed
for both these groups. This should include better special education programs and more
intensive homework support for children with immigrant backgrounds. Reintegrating
special needs students back into the regular school system should also be set as an impor-
tant national goal. In addition to these two main groups, more needs to be done for schools
in eastern Germany, where double the number of students drop out from the lowest-track
school type, the Hauptschule, without acquiring any school-leaving qualification (in 2011,
9.7 percent dropped out, compared with 5.0 percent at these schools in western Germany).

Develop and investin the dual vocational training system. Germany’s vocational
training system is highly successful by international standards. As a recent McKinsey
study shows, young people in Germany more frequently find a job than in other countries
and do so more quickly.®8 Some 70 percent of young people are able to secure a permanent

67 Helmrichetal. (2012); Authors Group on Education Reporting/Autorengruppe Bildungsberichterstattung (2010).
68 McKinsey & Company (2012a).
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Of Germans starting their first job, 70% find work within 3 months of completing an
apprenticeship

Survey: time to first permanent job
Percent of responses

3 months  More than
Before completion/up to 3 months thereafter to1year 1year

Germany
Brazil

GB

India

us

Mexico
Turkey
Saudi Arabia

Morocco

SOURCE: McKinsey survey, August to September 2012 Exhibit 28

job during their apprenticeships or other post-secondary training or, at maximum, within
three months after completing it. This rate is higher than in all the other countries ana-
lyzed (Exhibit 28).°9 Youth unemployment, at 8 percent in Germany, is also less than half
the OECD average of approximately 19 percent.

Nevertheless, action is needed here, for despite some institutional cooperation between
employers and education providers, the two groups largely live in different worlds within
the dual system. Only 43 percent of employers consider entry-level job seekers as suit-
ably primed for the labor market — a rating comparable to that in other countries within
the comparison group. By contrast, the ratings of the education providers are much more
positive: they believe that around 82 percent of their graduates are prepared for the world
of work. This discrepancy in evaluation, which has a direct bearing on the future oppor-
tunities of young people, is actually larger than in all other countries in the comparison
group (Exhibit 29).

Afurtherissueis the increasing age of the vocational school faculty: nearly onein three
teachersis currently over 55, and only 3 percent under 30. The overall task thus involves
strengthening the existing system and improving its quality, which will include promoting
interaction with and among employers and rejuvenating vocational school faculty. Fur-
thermore, the provision of training needs to be constantly updated, both in terms of the

69 The other countries analyzed were the UK, the US, Turkey, Brazil, Mexico, India, Morocco, and Saudi Arabia.
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Exhibit 29

Employers are especially skeptical of the employability of individuals seeking their first job com-
pared with educational institutions

Percentage of people surveyed who rate employability favorably

Educators,

vocational trainers Employers Difference
us 87 49 -38
India 83 51 -32
Germany _ 83 - 43 -40 -
Mexico 77 40 -37
Saudi Arabia 70 55 -15
Turkey 70 50 -20
Brazil 67 31 -36
GB 61 36 -25
Morocco 53 20 -33

SOURCE: McKinsey survey, August to September 2012

occupations and skills offered, and in order to meet the evolving requirements of the mod-
ern working world — for example, in terms of new technologies and increasing internation-
alization. This can be accomplished through further expansion of the dual curricula. (In
Germany, the dual system combines vocational training with education as an alternative
to undergraduate studies.)

Better prepare university graduates for the working world. In Germany, there

are far fewer university graduates (ISCED tertiary levels from bachelor degree upwards)
relative to the total population than in most other OECD countries: the share of univer-
sity students relative to the total workforce in Germany is approximately 25.7 percent.
While between 1959 and 2009 this share increased by a mere 7.3 percent in Germany,
theincrease in South Korea was 56.6 percent and that in Japan 42.0 percent. France and
Spain have also registered significantly higher rates of increase over the last 50 years, at
32.7 percent and 30.6 percent respectively.7°

One lever for increasing the share of university graduates without diminishing the dual
vocational model is to reduce the rate of university dropouts. The dropout rate has tradi-
tionally been between 20 and 30 percent but has increased during the Bologna process,
the transition to awarding bachelor’s and master’s degrees. In bachelor programs at uni-
versities, the dropout rate is as high as 35 percent (whereas universities of applied science

70 OECD (2009).
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By 2020, the number of STEM graduates should be increased by around 140,000

Demand for STEM graduates, 2020

Number in thousands
= 15% of people currently employed are over 55;

per STEM category of employees required to

make social insurance contributions, 2011
Replacement

demand 20 to 60 = Demographics-driven replacement demand,
2018 to 2020

Expansion demand 30to 58 — = Extrapolation of development of STEM graduate
demand in 2007 to 2011 to 2020: STEM demand
of 235,000

STEM demand 2020 ~50to0 120

Demand 2020 for
STEM occupations
and STEM qualifi-
cations

90 to 240 — = Only 50 to 60% of STEM graduates work in the
field they majored in'

140 — = Needed to meet target of STEM initiative
“Zukunft schaffen”: 40% STEM graduates
(about 350,000 in 2020) as share of total
graduates

1 According to Germany's Federal Employment Agency, linear extrapolation of the development in STEM demand from 2007 to 2011 indicates a STEM
graduate demand in 2020 of 235,000; the Federal Institute for Vocational Education and Training (BIBB) foresees no demand gap up to 2020

SOURCE: German Federal Employment Agency; IW Kéin; Helmrich et al. (2012); Initiative MINT Zukunft schaffen (2011); McKinsey Exhibit 30

have a 19 percent dropout rate).”* According to studies by the German University Informa-
tion System HIS, the main causes, each of which account for one-fifth of all dropouts, are
performance problems, financial problems, and lack of motivation. Reducing dropout
rates requires a refocusing of the curriculum, particularly for bachelor programs, and
introducing measures to boost motivation, such as providing information on the financial
return on students’ education.

Itis also a matter of urgency for Germany to increase the share of students studying the
STEM subjects — that is, science, technology, engineering, and mathematics. A struc-
tural skilled labor deficit is already visible in these areas: simply in order to replace cur-
rent skilled employees and to compensate for the demographic changes resulting from
the end of the baby boom years, the proportion of STEM students will need to increase
markedly (based on the demographic replacement rate, i.e., the ratio of those under 36
tothose aged 56 to 65). This is particularly the case for engineers. Germany’s current
replacement rate, as measured recently by the OECD, is aslow as 0.77 in mechanical
engineering (i.e., there are only 77 new engineers in the educational pipeline for every
100 existing ones) and 0.88 in electrical engineering. In order to offset the present

net reduction of employees with STEM backgrounds, the replacement rate needs to be
increased in the medium term to approximately 1.30.72 Beyond this, the country needs

71 German Federal Employment Agency (2011).
72 Erdmann/Koppel (2010).
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to expand the number of STEM graduates by about 140,000 by 2020 in order to achieve
the targeted overall increases in labor productivity and growth rate (Exhibit 30).

The first steps in achieving these targets are to increase both absolute enrollments and
the share of graduations in STEM subjects. There is particular potential for increasing the
proportion of women among STEM students, as noted in the university education report
Hochschulbildungsreport 2020, recently published by the Association for the Promotion
of German Science and Humanities (Stifterverband fiir die deutsche Wissenschaft)

and McKinsey. According to this report, in order to cover demand in 2020, the share of
women among science, mathematics, and engineering students should be increased from
the current 37to 41 percent and that in technological sciences from 21 to 26 percent. To
accomplish this, interest in STEM subjects needs to be encouraged starting in primary
school. A further goal should be to increase the rate of graduation in STEM subjects to

80 percent, from the current levels of 66 percent in science, engineering, and mathematics
and 73 percent in technology.

Reducing demand for skilled workers in public administration

The present demographic change poses enormous challenges for public administration

in Germany. Many employees at the executive management and professional levels are
approaching retirement and will soon need to be replaced. Areas of the administration
that will be severely affected include vocational schools, area planning, and construc-
tion, as well as staff units in policymaking. At the same time, many German states are
understaffed in terms of the next generation. In consequence, within the next few years,
many public offices and institutions will suffer acute staff shortages — unless they use this
opportunity to thoroughly revise their structures.

The current situation provides the opportunity for the public administration to intro-
duce a comprehensive modernization strategy that will noticeably increase its efficiency.
Doing so will also help reduce competition for the shrinking reservoir of well-qualified
employees.

Three levers are currently proving their worth elsewhere in Europe in modernizing public
administration:

= Focusing. The consolidation of certain tasks through shared services is a tried-and-
tested way of introducing efficiency gains and reducing personnel requirements.
In Denmark, for example, the government realized savings of around 20 percent by
introducing shared services. In Germany, Dataport, which has a customer base of over
1,000 politically independent public-sector entities, has shown how public administra-
tion entities can jointly perform a number of important functions using standard infor-
mation and communications technology. Key success factors for this initiative include
high quality aspirations, transparency, and careful political management.
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= Digitization. Moving administrative processes onto online channels can also lead
to greater efficiency and effectiveness. Germany currently lags behind a number of
other European countries in this regard. For instance, while only 1.5 percent of all job
seekers register online in this country, in Finland 85 percent do so. A prerequisite for
expanding digital services is to provide citizens with comprehensive information and
to ensure that the online services are systematically aligned with the users’ needs, are
easy to use, and provide simple and readily available user tools.

= Optimization. Modernization of procedures and processes can lead to sustainable
performance improvements. A comprehensive examination, involving the participa-
tion of employees and project managers, will reveal which procedures and processes
are well accepted by the users and where the opportunities for improvement lie. Com-
prehensive modernization can deliver substantial benefits, as seen in Sweden, where
the immigration authorities were able to shorten the process for applying for asylum by
75 percent and, in parallel, increase employee productivity by 30 percent. Additional
benefits resulting from these improvements included greater enforceability, fewer
overturned decisions, and higher employee satisfaction rates.

Any comprehensive modernization program needs to be accompanied by improved human
resources management. Public administration has the potential to be even more attractive

for the next generation of professionals and executives than it is today. It already offers job
security, a good family-life-work balance, and is tasked with protecting the common good.
These advantages, when combined with as the introduction of career paths that cross depart-
mental boundaries, provide early opportunities for gaining managerial experience, and flex-

ible lifelong working accounts can make the public sector the career of choice for many.

Animportant conclusion here is that one impact of the demographic shift upon the labor
market will be to turn it into an “employees’ market.” This poses a tremendous challenge
both to the public sector and private employers. Surmounting these challenges success-
fully will require all stakeholders to adopt a concerted, coordinated approach along the
lines outlined above.

For employees, on the other hand, this new situation offers significant opportunities. How-
ever, in order to benefit from this environment, individuals will need to be able to make
informed decisions, especially at the transition points between school, further education,
and the world of work. More transparent information about the opportunities that different
choices lead to would help. One example would be to provide labor market data showing the
entry-level pay and career opportunities available for different occupational qualifications.

All the evidence shows that it is worthwhile for employees to develop their skills. Each
additional year of school increases an employee’s attainable income by approximately

9.6 percent. Those who complete vocational training earn around 60 percent more than
those who drop out of school, while university graduates earn 80 percent more. Better
decisions about education and training will not only help individuals but will also support
the overall effort to address the shortage of skilled workers and deal successfully with the
challenge of labor market reform in Germany and at the European level.
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6. Outlook:
A perspective for Germany in 2025

In the previous chapters, we analyzed four challenges to the German economy’s continu-
ing growth and outlined possible solutions. Germany must help to overcome the euro and
sovereign debt crisis, renew its industry structure and export model, transform its energy
sector, and avert the foreseeable skills shortage. We believe that overcoming these four
challenges is crucial to the country’s future prosperity. While making these recommen-
dations, we remain aware that we all live in a highly volatile world and that these chal-
lenges are neither easy to forecast nor the sole drivers of development. Our models and our
recommendations should therefore not be taken as a forecast of what will happen, but as
likely scenarios.

Among the many other developments, some of which might well prove important over the
long term, we would like to briefly touch on three that will undoubtedly have significant
global impact:

= Geopolitical risks. A new economic and political center of gravity is emerging in
Asia —thisis now beyond dispute. Nevertheless, the world’s growth dynamics and
power relationships are far too complicated to allow them to be described in terms of
asingle US/China/Europe triangle: there are other sources of geopolitical risks and
other centers of growth. The consequences of such tensions cannot be predicted: they
could even trigger large-scale migration, for example.

= Management of the earth’s resources. The use of finite raw material reserves, the
emission of pollutants, and the as yet unclear consequences of climate change remain
additional unsolved challenges. While various climate models do not forecast any
dramatic impact of climate change over the next decade, the climate’s extremely slow
response times also apply to any measures taken to counter global warming. It is there-
fore vital not to lose sight of potential long-term effects and, as far as possible, to avoid
any delays in implementing countermeasures. Germany has decided to transform
the energy sector, and the EU has implemented regulations to reduce the use of fossil
fuels and counter emissions. Nevertheless, such measures achieve relatively little on a
global scale.

= Global economictrends. It is generally agreed that one trend currently dominates
the world economy: growth is increasingly driven by emerging economies. However,
many of the possible consequences of this development are hardly discussed. Many
of today’s boom regions are building on weak institutional foundations. Their rapid
growth isleading to frictions, infrastructure bottlenecks, and large-scale pollution.
In addition, despite recent efforts, regulation of the international financial system
is still insufficient. More broadly, time and again, the cross-border implications of
specific trends continue to be underestimated. For example, the energy situation in
North Americais currently changing dramatically due to new developments enabled



94

Text box 8

by technology, such as the shale gas boom, which may be joined by a shale oil boom. If
these trends continue, they will have implications not only for the international divi-
sion of labor but possibly also for geopolitics.

Although developments in these three areas increase both uncertainty and the potential
downside risk of discontinuities and crises, experience shows that there is good reason to
remain optimistic that large-scale change is possible.

Other transformation experiences: Lessons from German reunification

Germany has already faced a major transformation task in the recent past in the rebuild-
ing of eastern Germany following German reunification. Many people, including politi-
cians, initially thought that this task would be relatively easy to master. However, it subse-
quently proved to be a challenging and hugely complex effort. The two parts of Germany
had evolved in very different ways and in mutual isolation over the intervening decades.
Integrating their economic systems into a single state with one currency was expensive,
difficult, and time consuming.

Admittedly, making a comparison with Europe’s problems today is difficult — at least the
EU involves a group of closely integrated market economies rather than two disparate
systems. However, in this case as well, the various countries have been moving in differ-
ent directions in terms of their economic strength and international competitiveness. This
divergence became clear at the latest in 2007/2008 when the EU member states had

to tackle the financial crisis together and found themselves drifting even further apart.
While the task that Europe faces today is smaller than the rebuilding of eastern Germany
because the EU’s economic systems and performance are more closely matched, the
challenge is far greater because we are dealing with a much larger scale and with largely
sovereign nation states, despite all integration efforts.

Experience from the rebuilding of eastern Germany does offer several lessons, however:

= Whenthereis true political and societal consensus, itis possible to overcome
major challenges. Around EUR 1 trillion flowed into eastern Germany during the first
15 years following reunification2 for financing infrastructure, investment in the future,
and social insurance and other statutory benefits. This sumis in addition to huge
private investments. By way of comparison, Germany currently has an exposure
of around EUR 770 billion in the present financial crisis, through the various bailout
mechanisms and central banks designed to assist the crisis-rocked countries of the
EU —although, of course, we are along way from reaching the final total; indeed, the
EUR 770 billion may not fully tapped. To be sure, rebuilding eastern Germany cer-
tainly increased the public debt ratio at the time, some public investments in western

73 Blumetal. (2009).
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Germany were dropped, and a number of private investments in eastern Germany
were misguided. However, none of this caused any fundamental, long-term damage
to the German economy as a whole.

Appropriate institutional frameworks can foster convergence. Following Ger-
man reunification, many workers from eastern Germany took advantage of their
newly expanded freedom of movement to migrate to western Germany. While this did
not eliminate eastern Germany’s high structural unemployment, it certainly helped
reduce it. Such migration of labor is doubtless easier within one language area than

in multilingual Europe. Nevertheless, the crisis can give new impetus to the previously
very low levels of labor mobility in Europe. EU guidelines already provide the frame-
work for this.

State interventions should focus on areas with critical mass and development
potential. Such interventions include investment in the underlying infrastructure —
not only in steel and concrete, but most of all in institutions, education, research,

and healthcare. The development of clusters’™ can be specifically supported here,
either in industry or services. This is easier if the stakeholders can build upon existing
strengths and talent pools. Subsidies are only useful in providing the initial stimulus:
if private entrepreneurial initiative does not then take over, there is little hope that
self-sufficient growth will follow. Unlike eastern Germany in 1990, the physical infra-
structure of Europe’s crisis-hit countries today is only a secondary problem, at most.
In contrast, there are significant deficits in terms of institutional arrangements, in
educational and vocational training systems, and in health infrastructure that would
benefit from initial, concentrated aid. Furthermore, entrepreneurial seeds can also be
nurtured throughout Europe, while carefully avoiding disincentives and “deadweight
loss effects,” i.e., inefficient allocation of resources due to government regulations,
taxation, monopoly pricing, or externalities.

The rebuilding of eastern Germany is thus no textbook transformation case: the “flour-
ishing landscapes” evoked by then Chancellor Helmut Kohlin 1989 and entrepreneurial
spirit took much longer to take root and blossom than initially expected. Nevertheless, for
many years, Germany accepted the transfer union, in which the states in eastern Germany
depended on payments from western Germany. Such a scenario must be avoided in the
eurozone —if only because, in this case, the transfers would be unimaginably high. The
lessons learned from German reunification can thus contribute to the success of the Euro-
pean project, especially if we learn as much from its shortcomings as from its successes.

74 Economic clusters are areas with high concentrations of companies, research establishments, and other institutions.
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Beyond these global trends, the economic future of Germany and Europe also depends on
the degree to which we can find answers for issues in areas where the economy, society,
and politics overlap, such as:

®  Europe’sinstitutions must change if the eurois to be successful in the long term. This
requires laying the groundwork for closer integration, which is first and foremost a
political question.

®  Polarization of the labor market affects all developed economies: a scarce labor supply
at the top, erosion in the middle, precarious structures for less-skilled jobs. What can
less-skilled people in the labor force do to earn a living and lead fulfilling lives? Labor
market reform and training initiatives are important starting points here. However, we
also need to address underlying societal questions that go beyond the pure economic
aspects.

®  (Citizensin many European countries today are discussing the distribution of income
and wealth. Performance-based differences are one of the drivers of free-market sys-
tems. However, how much inequality can a developed society sustain before its perfor-
mance and stability begin to suffer? And how can income and wealth be distributed in
away thatis acceptable to society, when in times of volatility real growth lags behind
historical growth rates for longer periods during low points in the economic cycle?

m  Therelationship between economics and politics is characterized by fundamental
tensions. At the simplest level, some people bemoan life being “reduced to economics”
while others deplore “excessive regulation” and intervention. These points of view are
not just a matter of values and ideology. They also reflect misalignments between the
global economic arena and national or (at most) regional political authorities as well
as the difference between ex ante coordination attempts by policymakers and ex post
coordination by the market. In the first decades following the Second World War, the
social market economy or “Rhine capitalism” offered a persuasive and effective way
of managing these tensions. In view of today’s altered requirements, however, a new
answer may be needed.

Ooono

In 2025, Germany and its neighbors remain the growth engine of the European economy.
While this Europe is still highly diverse, its members’ greater economic convergence and
adherence to clear rules make it more resilient to shocks and centrifugal forces. At the
same time, Germany is integrated more strongly than ever into the global economy and
remains one of the world’s top export nations. If companies also continuously reinvent
themselves, labor market shortages are eliminated, and the transformation of the energy
sectoris managed in a way that is economically effective, Germany should be fully able to
achieve an average growth per capita of 2.3 percent p.a.
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This is not to advocate pursuing growth for growth’s sake. The traditional notion of eco-
nomic growth (measured exclusively by GDP) is not a sufficiently comprehensive metric
to serve as the only objective of societal and political action. Still, solid economic develop-
ment is the only way to put the prerequisites in place that will allow a society to achieve
other key objectives: mitigating social imbalances and smoothing potential intergenera-
tional tensions, helping to strengthen the structurally weaker European countries, and
offering a population that is more and more culturally and linguistically heterogeneous an
attractive environment with good employment opportunities.

These goals are definitely ambitious, and it will take a huge effort to get there. In a world of
heightened volatility, there will also be crises and setbacks. But the effort is worth making
and will have many benefits for the people in Europe.
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Key macroeconomic indicators

Data for 2012 (2011), figures in grey are estimates

GDP, EUR billions’®

Source: World Market Monitor
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Source: World Market Monitor

Current account balance,

% of gross value added
Source: World Market Monitor

Industry share,

% of gross value added”
Source: OECD

Budget balance, % of GDP

Source: World Market Monitor

Public debt, % of GDP

Source: IMFWEO 10/2012

Return on 10-year government
bonds, %

Source: World Market Monitor

Inflation (Consumer Price Index),
%

Source: World Market Monitor

Average age, years
Source: Eurostat/CIA World Factbook

Unemployment rate, %

Source: World Market Monitor

Youth unemployment rate
(15 to 24 years old), %

Source: OECD
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