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Executive Summary 

The discretionary share of the federal budget is now only around 16 percent and could 
disappear altogether over the course of the next ten years. The main drivers are rising 
interest expenses and growing social transfers to support low-income households. 

Blanket spending cuts will not solve this problem. Without fundamental reform, an exces-
sively tight budget is looming. Financial leeway will then only be available through special 
funds, which must be approved by a two-thirds majority in both houses of Parliament 
each time. 

Our recommendations for action: 
• Reorient the federal budget towards the objective of high employment, in-

comes and sustainable growth by getting more people into well-paid jobs as 
well as making more companies profitable, which in turn reduces the need for 
subsidies 

• Conduct rapid reviews of key spending areas to achieve this objective, cov-
ering innovation, the transfer and tax system, public services, and infrastructure 
development 

• Reform the debt brake because even a reformed budget does not fit within the 
framework of today's fiscal rule, which means that either Germany is governed in 
a permanent state of emergency or the debt brake is reformed 
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Introduction

For years, the German Federal Audit Office 
(2023) has been pointing out that only around 
ten percent of the federal budget is available 
for discretionary spending – meaning that the 
government can only actually decide on around 
ten percent of annual expenditure. The rest is 
already committed due to existing legal obliga-
tions and personnel costs. An overly tight 
budget not only jeopardises the federal govern-
ment's ability to act, but also democracy: after 
all, political decisions made by voters should 
have fiscal implications. Otherwise, democracy 
is hollowed out and dematerialised. 

In light of the special fiscal circumstances of re-
cent years – in particular the exceptions for de-
fence, infrastructure and climate protection – 
we have examined how the federal budget 
could develop until 2035. To this end, in this pa-
per, we propose a new measure for the discre-
tionary share of the budget, which we dub Fis-
cal Space (FS) Indicator.  

The FS indicator shows: By 2035, there could 
be no discretionary fiscal space left in the 
regular federal budget. The main reasons for 
this are rising social and labour market ex-
penditure on the one hand, and sharply rising 
interest payments on the other, as the federal 
budget bears the entire financing costs for both 
the special fund and the defence exemption. 

Germany is thus approaching a fiscal situa-
tion akin to the United States: every few 
years, a new special fund would have to be ap-
proved – comparable to the regular raising of 
the debt ceiling in the US – just to maintain min-
imal political room for manoeuvre. Conducting 
fiscal policy in this way is neither sustainable 
nor properly democratically legitimated. 

How can such a fiscal impasse be prevented? 
Cosmetic cuts to individual programmes are 
not enough. The budget needs to be 

restructured with a razor-sharp focus on 
one goal: creating unsubsidised employ-
ment. We explain below why this is the single 
most important goal for getting to government 
finances which are sustainable in the long term. 

Around half of the federal budget goes to trans-
fers to private households and firms: social 
benefits, subsidies, or energy price relief, sum-
marised below under the term survival subsi-
dies. In most cases, income subsidies are only 
the second-best solution. They also crowd out 
spending on public services that could reduce 
future subsidy needs (e.g., spending on educa-
tion and training).  

The future viability of the federal budget de-
pends largely on whether it is possible to 
strengthen economic growth, tap the un-
used potential in the labour market, and 
promote sustainable business models. This 
is the only way to reduce the need for subsidies 
in the long term – and thus also ease the bur-
den on the budget. 

Our forecasts show that without reforms, the 
need for subsidies will continue to rise. We are 
therefore proposing measures to limit this and 
regain room for manoeuvre in the budget. This 
path may at first look more arduous than 
across-the-board cuts, but, given the magni-
tude of the challenge, it is the only feasible and 
sustainable one. The alternative is short-
sighted: Sizeable across-the-board cuts invaria-
bly involve cutting investment, typically one of 
the few discretionary elements of the budget. 
Slashing investment depresses future growth, 
thus reducing future tax revenue, which is likely 
to cause budgetary issues in the future. Thus, 
in doubt, across-the-board cuts do not solve 
budget problems but kick the can down the 
road instead. 
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However, one conclusion is hard to evade when 
running the numbers: Even if subsidies are suc-
cessfully reduced, even if the government man-
ages to be as effective as possible with spurring 
growth, the scope available under the current 
debt brake is not sufficient in the medium term. 

The plasticity of the budget is by far not as large 
as assumed by many, sustainable reforms do 
take time. Therefore, a budget reform must be 
accompanied by a reform of the debt brake so 
that it once again enables sustainable, demo-
cratic but also properly rule-bound fiscal policy. 

Projection: Discretionary fiscal space is dwindling 

What is discretionary fiscal space? 

A key issue in fiscal policy is to determine the 
level of discretionary expenditure. Discretion-
ary expenditure refers to expenditure that pol-
icy makers can effectively decide on each year. 
A large part of the federal budget is not subject 
to such discretion, e.g., because it is needed to 
pay for legal entitlements such as pension pay-
ments or salaries. In recent years, based on es-
timates by the Federal Audit Office, it was as-
sumed that approximately ten percent of the 
budget was discretionary. With a budget vol-
ume of around 500 billion euros, the room for 
manoeuvre thus amounts to approximately 50 
billion euros, an average of just under three bil-
lion per federal ministry. 

In view of the changed circumstances – the 
coronavirus crisis, the energy crisis, Russia's at-
tack on Ukraine, the election of Trump – and 
the changed fiscal framework – in particular the 
extensive exemption of defence spending from 
the debt brake and the special fund for infra-
structure and climate protection – we have re-
assessed the level of discretionary fiscal space, 
examined its historical development, and pro-
jected its future evolution. We propose a new 
fiscal space indicator as a measure of the polit-
ical and budgetary leeway a government has at 
its disposal. 

The concept of discretionary expenditure is in-
tuitively easy to understand but difficult to de-
fine precisely. Following Streeck & Mertens 
(2010), we consider all expenditure over which 
the government has no discretion for legal or 

other reasons as principally non-discretionary. 
However, governments with a sufficiently long 
time horizon can, of course, decide on many 
things, such as the level of pension subsidies. 
We therefore refine the definition by consider-
ing only those expenditures as discretionary 
that are decided upon with a maximum of one 
year's notice. This means, for example, that 
housing benefits, which must generally be re-
applied for each year, are discretionary ex-
penditures, but student loans, which are 
granted for the entire period of study, are not. 
As in Streeck & Mertens (2010), German de-
fence spending is not considered discretionary, 
as it is largely determined by NATO plans.  

Refining the approach of Streeck & Mertens 
(2010), we classify expenditure at the functional 
level. These functions include, for example, 
spending on "general public services and ad-
ministration", "defence", or “childhood sup-
port”. In addition, we account for future com-
mitments in expenditure categories that count 
as discretionary otherwise. Even though road 
investment is generally classified as discretion-
ary, for instance, commitments towards fund-
ing a specific, already contracted road project 
are not.  

As we are trying to understand how much of 
the budget is available for discretionary ex-
penditures under the debt brake, we exclude 
expenditure exempted from the debt brake. 
This includes emergency loans granted in re-
cent years and all defence expenditure exceed-
ing one percent of GDP, reflecting the revised 
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debt brake’s provisions. We also exclude spe-
cial funds, both those exempted from the debt 
brake (Bundeswehr, infrastructure and climate 
protection), as they only provide additional 
funds on a temporary basis, and those that are 
not (e. g. the climate and transformation fund), 
in order to focus on discretionary fiscal space 
within the regular budget framework. 

The crux of the federal budget: interest 
payments and survival subsidies 

The first panel of Figure 1 shows how the dis-
cretionary budget share has developed since 
1952. Over the last 30 years, it has fallen from 
above 40 percent to around 16 percent today. 
The two biggest drivers behind this develop-
ment are, on the one hand, interest expendi-
ture, which rose sharply from the 1990s until 
the financial crisis and again since 2022. On the 
other hand, the share of social transfers has in-
creased significantly, particularly those related 
to social security and unemployment benefits. 

We refer to some social transfers in the federal 
budget as survival subsidies. These transfers are 
used by the state to subsidise people who do 
not earn enough money to finance their own 
living. There may be good reasons for the state 
to subsidise income – no one wants poverty or 
unstable pension and health insurance – but 
this is only the second-best solution. The ideal 
situation would be for the economy to work in 
such a way that everyone could live on their 
own income. 

Survival subsidies in Figure 1 include federal so-
cial security contributions, unemployment ben-
efits (now Bürgergeld and accommodation 
costs), student loans (Bafög), social compensa-
tion and benefits for survivors and victims of 
political events, as well as social aid and protec-
tion (including benefits for poor pensioners 
and asylum seekers). Survival subsidies reflect 
the fundamental problem that many people in 
Germany cannot get along without state 

support, thus tying up the federal budget for 
more than a year. 

Our analysis is limited to interest and social 
transfers, but companies also receive a variety 
of transfers from the federal budget that could 
be classified as survival subsidies – primarily to 
ease the burden of energy prices. In the 2025 
federal budget, subsidies for electricity and gas 
total just under 25 billion euros, and the trend 
is rising. More and more business models are 
only viable if they are subsidised by the state. 
There may be good reasons for energy price re-
lief, just as there are for providing assistance to 
households. However, the aim of fiscal policy 
should be to enable as many business models 
as possible to be self-sustaining. 

Below, we estimate how interest expenditure, 
survival subsidies and, with them, discretionary 
fiscal space could develop over the next ten 
years. 

Projection of the federal budget: the FS in-
dicator 

Our projection of the total budget volume is 
based on expected federal revenue. Forecasts 
for tax revenue until 2029 are taken from the 
government’s medium-term financial plan and 
projected based on its trend during that period. 
Other revenue is assumed to be constant and 
at the average level of the past ten years. Lastly, 
the admissible amount of borrowing given the 
current fiscal framework – consisting of the 
constitutional debt brake and the European fis-
cal rules – is added (and assumed to be fully ex-
hausted). 

On the expenditure side, most non-discretion-
ary spending items are projected based on 
their historical ten-year trend. That applies to 
expenditure on general public services and ad-
ministration, public order and safety, student 
support, childhood benefits, social compensa-
tion, social aid, nuclear security, and legal com-
mitments in otherwise discretionary spending 
categories made in the past. We calculate 
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unemployment benefits using the federal gov-
ernment’s unemployment forecast and the his-
torical elasticity of this expenditure with re-
spect to the unemployment rate. Defence 
spending is truncated at one percent of GDP, 
according to the recent amendment of the con-
stitutional debt brake. 

For the amount of federal subsidies for the so-
cial security system, we only account for trans-
fers reflecting the current political consensus 
within the government. Regarding the pension 
system, we build upon the official projections of 
federal subsidies, as those have been very ac-
curate in recent years, and consider the costs 
of an improved recognition of child-raising pe-
riods (“Mütterrente III”), which is planned for 
2027. However, although healthcare, long-term 
care, or unemployment insurance are in need 
for more financial support, we do not assume 
further federal subsidies in these categories, as 
they have not yet been politically agreed upon. 
Instead, the government has just decided to 
stabilize these pillars of social security by 
means of bridging loans, which do not weigh on 
the regular budget as they are exempted from 
the debt brake. For the years after 2029, we 
forecast social security spending based on its 
medium-term trend. Our approach is conserva-
tive in the sense that more stabilization 
measures are looming, which could well reduce 
discretionary spending even further. 

Ultimately, we need to project interest expendi-
ture. We assume German government bond 
yields to increase gradually to a level of 2.7 per-
cent in 2030 and beyond. As we understand it, 
both the interest payments for all expenditures 
from the special fund and for debts incurred for 
defence are covered by the federal budget. 
Even with moderate interest rates, this leads to 
a significant increase in interest expenditure. 

While necessary investments are made possi-
ble by ad hoc rules, the federal budget is be-
coming increasingly fragmented. 

Using this projection, we construct the FS indi-
cator – our forward-looking estimate of fiscal 
space (see the second panel of Figure 1).1 It 
measures the share of discretionary federal 
spending and how it will evolve in the ten years 
ahead. The indicator consists of three metrics: 
discretionary fiscal space in the current year 
(FS0), at the end of the four-year financial plan-
ning period (FS1), and after ten years, describ-
ing the evolution of fiscal space if current 
trends were to persist (FS2). Moreover, we 
specify a range for FS1 and FS2 by considering 
two scenarios of economic growth being 0.5 
percentage points above or below official fore-
casts in each year of the projection period. 

Our FS indicator points to a worrisome devel-
opment: the government’s fiscal space is wan-
ing. Currently, discretionary fiscal space is at 16 
percent (FS0), roughly as much as the federal 
government spends on defence in 2025 (80 bil-
lion euros). Despite our rather conservative 
projection, in 2029, only five percent of ex-
penditure (just under 25 billion euros) could be 
available (FS1). In 2035, discretionary fiscal 
space could be zero (FS2). It would then be im-
possible for any government to pursue a proac-
tive policy. Democratic elections would be ren-
dered fiscally and politically meaningless. 

A government that aspires to shape the future 
by its policies should therefore start reforming 
the budget as soon as possible. This demand is 
old hat in its generality. In the following, we out-
line an analytical lens with which this can actu-
ally be achieved and estimate the additional fis-
cal space that could be created in the coming 
years with appropriate policies.

 
1  A more detailed description of the FS indicator and the data used 

to calculate it are available on our website. 
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Figure 1 Discretionary fiscal space 

Source1 Federal Ministry of Finance, Destatis, own calculations
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Breaking the trend: how to bring the federal budget back on 
track

When the budget becomes tight, German fiscal 
policy usually responds following a (small) 
chainsaw strategy, i.e. across-the-board cuts in 
all available expenditure (and, if that is not 
enough, VAT increases). Each ministry is then 
given savings targets to meet. It does not mat-
ter whether cuts make economic sense or not. 
This usually comes at the expense of invest-
ment and the financing of public services, as 
those expenditures tend to be amongst the few 
that can be cut easily. A look at the budgets of 
recent years shows that investment pro-
grammes – especially for daycare centres and 
all-day schools – come and go depending on 
the budget situation. If the need for subsidies 
continues to rise in the coming years, funds for 
many public services, such as spending on day-
care centres, schools or research, may be short. 
This weighs on the growth potential of the Ger-
man economy. Lower growth, in turn, increases 
the need for subsidies and reduces discretion-
ary fiscal space – a self-reinforcing negative spi-
ral. 

The key to sustainable federal finances is 
higher economic growth. It addresses the two 
main drivers behind the declining discretionary 
share. Firstly, more growth ensures rising tax 
revenues, which are necessary to finance inter-
est expenditure. In order for the interest costs 
associated with the massive increase in bor-
rowing from 2025 onwards through special 
funds and the defence exemption to be sus-
tainable, the additional funds must be spent in 
a targeted manner to boost growth. 

Secondly, in order to reduce the need for sur-
vival subsidies, incomes must rise so that fewer 
people are dependent on government assis-
tance. Half of all working women in Germany 
work part-time, a significant proportion of 
them not voluntarily, but because of a lack of 

full-time jobs, childcare facilities, or care infra-
structure. Four million people receiving unem-
ployment benefits have no job or work and 
earn so little that their income has to be sup-
plemented by the state. This has conse-
quences: those who work little or not at all re-
ceive low incomes, pay hardly any social secu-
rity contributions, and have problems covering 
their living expenses – the federal government 
then has to step in. It also pays the costs when 
employees take early retirement without any 
reductions because it is financially advanta-
geous for them. 

To change this, a policy is needed that taps the 
unused potential in the labour market. We an-
alyse how such a policy would affect the share 
of survival subsidies in the federal budget and, 
consequently, fiscal space. To this end, we as-
sume that, by 2035, it will be possible to (a) 
move one million women from part-time to full-
time employment, (b) putting one million un-
employed to work, and (c) encourage one mil-
lion pensioners to delay their retirement. This 
will result in more hours worked per year, 
which will both boost economic growth and re-
duce the need for subsidies. 

To estimate the effect of the higher volume of 
work on social benefits, we use the elasticity be-
tween the two variables: on average, federal so-
cial spending has fallen by 0.9 percent in the 
past when the volume of work has increased by 
one percent. This figure is in line with the elas-
ticities between government spending and GDP 
estimated by the European Commission 



 

8 of 11 

POLICY PAPER 

(Federal Ministry of Finance 2019; Mourre et al. 
2019) .2 

The result of our analysis: a policy that consist-
ently addresses the causes of survival subsidies 
can significantly reduce their share of the fed-
eral budget. The blue hatched area in the first 
panel of Figure 2 shows the additional discre-
tionary fiscal space that such a policy could 
gain, significantly driven by all three policy 
measures (see the second panel). This would 
halt the trend towards ever-decreasing room 
for manoeuvre in the federal budget. The FS2 
indicator – discretionary fiscal space available 
in 2035 – would still amount to 14 percent – in-
stead of disappearing altogether. 

However, we should not draw the wrong con-
clusions: a policy aimed at increasing the vol-
ume of work and raising incomes helps the fed-
eral budget, but even a discretionary expendi-
ture share of 14 percent is low. The scope for 
future democratically elected governments to 
implement their programmes would remain se-
verely limited. 

Thus, more than just growth-oriented policies 
are needed: the federal budget should be thor-
oughly analysed and restructured, and the debt 
brake should be reformed in order to create 
more discretionary fiscal space in the long 
term. We set out concrete proposals on how 
this can be achieved below. 

 

Figure 2 Fiscal space and labour supply 

Source2 Federal Ministry of Finance, Federal Ministry for Economic Affairs and Energy, Eurostat, own calculations

 
2 The assumed increases are slightly above those achieved in the 

decade from 2010 to 2019. During this period, the number of 
women in full-time employment rose by 840,000, the number of 
unemployment benefit recipients in work by 995,000, and the 
number of working pensioners by 700,000. Based on Eurostat 
and Destatis data, we assume that the average working time for 

full-time jobs is 40 hours per week and for part-time jobs 20 
hours per week, that citizens receiving unemployment benefits 
take up full-time jobs and that working pensioners work approx-
imately 30 hours per week. 
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Three proposals for a sustainable federal budget that adds up

Based on our analysis, we derive three recom-
mendations for a strategic realignment of the 
federal budget: 

1. Reorient budget planning towards high 
employment, long-term growth and 
sustainable public finances: The federal 
budget should be systematically reviewed 
through the lens of a high employment 
and sustainable growth objective. The aim 
is to strictly target high employment at 
high incomes in the budget planning pro-
cess – instead of making across-the-board 
cuts in discretionary expenditure, as has 
been the case to date, which regularly 
comes at the expense of investment and 
public services. Existing subsidy schemes 
should be scrutinised by a thorough cost-
benefit analysis. To do so, the federal gov-
ernment should set up interministerial 
working groups, as outlined below. 
 

2. Rapid reviews of key areas of expendi-
ture: The focus on objectives is not obvi-
ous in many areas of the federal budget, 
reflected by numerous coexisting pro-
grammes. To strengthen the budget’s ori-
entation towards high employment and in-
comes, there should be comprehensive, 
targeted, and topic-specific reviews of key 
spending areas led by the relevant minis-
tries. Specifically, we propose establishing 
the four following interministerial working 
groups: 

• Innovation, green and digital 
transition: aiming at promoting 
long-term viable business models 
and employment 

• Labour incentives and subsidy 
needs: reforming the social trans-
fer and tax system to promote 
higher employment and income 
growth, lower subsidy needs, as 

well as strengthen domestic con-
sumption (Federal Ministry of La-
bour and Social Affairs 2023; 
Deutsche Bundesbank 2025) 

• Excellent public services: in par-
ticular regarding education, child-
care, and health, as they are funda-
mental drivers of sustainable long-
term growth 

• Optimal infrastructure develop-
ment: ensuring deployment of 
public funds as cost-efficient and 
growth-oriented as possible (e.g. 
by creating a railway financing 
fund following the Swiss example) 

 
3. Reform the debt brake to avoid a US-

like fiscal impasse: Even the most disci-
plined budgetary policy will not create suf-
ficient leeway within the framework of an 
unreformed debt brake. Instead, German 
fiscal policy would increasingly align itself 
with US policy, where the debt ceiling is reg-
ularly raised, often under considerable 
pressure. In Germany, policy makers 
would have to create new special funds 
once every few years in order to remain 
flexible and implement their policies. This 
makes no sense from either a democratic 
or a fiscal policy perspective. Such a fiscal 
framework has abandoned any claim to 
sustainability.  To prevent this, the debt 
brake should be revised. The upcoming 
commission on reform offers an oppor-
tunity to do so; we have outlined a possible 
agenda in Schuster-Johnson & Sigl-Glöck-
ner (2025). 
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