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General government budget

The general government budget position was
largely balanced in 2008. According to provi-
sional data from the Federal Statistical Office,
the deficit ratio decreased further to 0.1%,
after falling to 0.2% in 2007. This marginal
decline was due partly to the buoyant cyclical
momentum in the first quarter and the econ-
omy's growth profile, which was relatively fa-
vourable for public finances. The structural
balance (ie adjusted for cyclical and tempor-
ary effects), like the unadjusted balance, im-
proved slightly. Revenue shortfalls owing to
cuts in taxes and social contributions were
offset by a further steep rise in receipts from
profit-related taxes, which are subject to
large fluctuations (see the box on pages 60
and 61). The Maastricht debt ratio may have
increased again in 2008 - after falling to
65.1% in 2007 — owing to the measures
taken to stabilise the financial sector. How-
ever, no official figures are yet available and,
notably, it has not yet been decided how indi-
vidual support measures for financial institu-
tions will be booked. !

In 2008, general government revenue amount-
ed to just under 44% of gross domestic prod-
uct (GDP). The ratio thus hardly fell at all on
the year even though, on balance, the fiscal
measures taken led to a considerable decline
in revenue. This was due mainly to the fact
that the revenue development for profit-
related taxes remained exceptionally positive.
Thus, despite the revenue losses in the wake

1 See Deutsche Bundesbank, The impact of the financial
market crisis on public finances, Monthly Report, Novem-
ber 2008, pp 64 and 65.

59

General
government
budget largely
balanced in
2008

Revenue ratio
flat despite tax
and social
contribution
cutsand ...



DEUTSCHE
BUNDESBANK

EUROSYSTEM

Monthly Report
February 2009

The structural development of public finances —
results of the disaggregated framework for 2008

The general government deficit in Germany changed
very little over the past year. According to provisional
data from the Federal Statistical Office from January
2009, a balanced general government budgetary position
(as defined in the national accounts) was very nearly
achieved with a deficit of 0.1% of GDP, following a slight-
ly higher deficit ratio of 0.2% in 2007. Using the disag-
gregated framework for analysing public finances’, it is
possible to estimate the role played by cyclical and specif-
ic temporary effects. Structural changes in the revenue
and expenditure ratios and their major determinants can
also be identified. The main results of this analysis for
2008 are presented below.?

The marginal decline of 0.1 percentage point (pp) in the
unadjusted deficit ratio over the past year was favoured
by cyclical developments. Applying the standard adjust-
ment procedure used within the European System of
Central Banks, a positive impact of 0.2 pp resulted from
the very buoyant economic momentum at the start of
the year and the growth structure, which was advanta-
geous for public finances. However, clearly identifiable
temporary specific effects increased the deficit by 0.2 pp
as tax refunds resulting from the Federal Constitutional
Court’s ruling reinstating the commuting allowance were
already recorded in the national accounts in 2008, thus
reducing revenue. Expenditure associated with the sup-
port measures for financial institutions (0.3 pp) is not in-
cluded in the temporary specific effects here (and, more-
over, also occurred on a similar scale in 2007, meaning
that the year-on-year change was minimal). The struc-
tural fiscal balance as defined in the disaggregated
framework — which is adjusted for cyclical and temporary
effects —improved by 0.1 pp in relation to trend GDP.

While the unadjusted revenue ratio decreased marginal-
ly, structural revenue grew slightly in relation to nominal
trend GDP (0.2 pp). The ratio was boosted slightly by the
fact that the (as usual) positive fiscal drag resulting from
the progressive structure of income tax outweighed the
negative impact in the case of excise taxes, which are
largely volume-based (+0.1 pp overall). The positive struc-

1 For a more detailed description, see Deutsche Bundesbank, A disag-
gregated framework for analysing public finances: Germany’s fiscal
track record between 2000 and 2005, Monthly Report, March 2006,
pages 61-76. — 2 The results are subject to subsequent amendment
owing to revisions to the preliminary national account figures or
revised estimates of the macroeconomic outlook. — 3 Adjusted for
cyclical influences and temporary effects. In accordance with EDP def-

Deutsche Bundesbank
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tural decoupling of the macroeconomic assessment bases
from the development of GDP had a similar effect (+0.1
pp). By contrast, legislative changes caused a reduction in
the ratio. This was due mainly to the further lowering of
the Federal Employment Agency’s contribution rate by
0.9 pp to 3.3% and the loss of revenue associated with
the business tax reform. Legislative changes, including a
number of quantitatively less significant measures, led to
net revenue losses of 0.5% of trend GDP.

Taken together, the three factors mentioned above (fiscal
drag, the structural decoupling of the macroeconomic
reference variables from GDP and legislative changes)
cause a reduction in the structural revenue ratio. The
overall increase in this ratio is attributable to the part re-
maining unexplained in the standardised procedure (re-
sidual), which amounted to 0.4 pp. The residual is largely
due to the fact that, as in previous years, revenue from
profit-related taxes grew at a faster pace than was to be
expected given the development of entrepreneurial and
investment income (which serves as the macroeconomic
reference variable for these taxes in the disaggregated
framework) and legislative changes. This may be partly
attributable to the fact that large tax prepayments coin-
cided with high net backpayments for earlier years.
A fundamental problem is also posed by the fact that the
reference variable taken from the national accounts does
not adequately capture fluctuations in the actual tax
base.

The structural expenditure ratio did not change in 2008,
whereas the unadjusted ratio decreased by 0.2 pp. This
was due to adjustment for the noticeable cyclically
induced reduction in labour market expenditure. This
brought to an end the long phase of continually decreas-
ing structural expenditure ratios which began in 2001.
The interest expenditure ratio remained at the same level
as in 2007. It is not yet possible to conclusively evaluate
the influence of the change in the debt-to-GDP ratio and
the average interest rate as official figures on the debt
level at the end of 2008 are still to be released. The struc-
tural ratio of other expenditure (primary expenditure)

inition, ie including swaps and forward rate agreements in interest
rate expenditure and the fiscal balance, or in accordance with ESA 95
(2008). — 4 Percentages of nominal GDP. — 5 Assessed income tax, in-
vestment income taxes, corporation tax, local business tax. — 6 Pay-
ments attributable to the general government sector, eg social contri-
butions for public sector employees (estimated). — 7 Other current
transfers receivable, sales and total capital revenue. — 8 Including
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Structural development 3 as percentage of trend GDP
Year-on-year change in percentage points
Total
Item 2002 2003 2004 2005 2006 2007 2008 2002-2008
Unadjusted fiscal balance* -0.8 -0.4 0.3 0.5 1.8 1.4 0.1 2.8
Cyclical component* -0.5 -04 -0.1 -03 0.5 0.5 0.2 -0.1
Temporary effects? 0.0 0.0 0.0 0.1 -0.1 0.0 -0.2 -0.2
Fiscal balance -0.3 0.1 0.3 0.7 1.3 0.9 0.1 3.1
Interest payable -0.2 0.0 -0.1 -0.1 0.1 0.0 0.0 -0.3
Owing to change in average interest ratere -0.2 -0.1 -0.3 -0.1 0.0 0.0 -0.6
Owing to change in debt levelre 0.0 0.1 0.1 0.1 0.1 0.0 0.3
Primary balance -0.5 0.1 0.1 0.7 1.4 0.9 0.1 2.8
Revenue -0.6 -0.3 -1.2 0.2 0.9 0.7 0.2 -0.2
Taxes and social contributions -0.5 -0.2 -0.9 0.0 0.8 0.6 0.2 0.1
Fiscal drag 0.1 0.1 0.1 0.1 0.0 0.1 0.1 0.6
Decoupling of base from GDP -0.3 -0.2 -0.2 -0.1 -0.1 -0.3 0.1 -1.0
Legislative changes 0.7 0.4 -0.5 -0.2 0.1 0.7 -0.5 0.7
Residual -1.0 -0.5 -0.2 0.2 0.8 0.2 0.4 -0.1
of which: profit-related taxes® -0.8 -0.1 0.1 0.2 0.6 0.4 0.4 0.8
Memo item: included in expenditure® 0.1 0.0 -0.1 -0.2 -0.1 -0.1 -0.1 -04
Non-tax revenue’ -0.1 -0.1 -0.3 0.1 0.0 0.0 0.0 -0.3
Primary expenditure -0.1 -04 -1.3 -0.5 -0.5 -0.2 0.0 -3.0
Social payments? 0.5 -0.1 -0.8 -0.4 -0.1 -0.4 0.0 -1.4
Subsidies -0.1 -0.1 -0.1 -0.1 0.0 0.0 0.0 -0.5
Compensation of employees -0.1 -0.2 -0.1 -0.2 -0.2 -0.2 0.0 -1.0
Intermediate consumption 0.0 0.0 0.0 0.1 0.0 0.0 0.2 0.4
Gross fixed capital formation -0.1 -0.1 -0.1 -0.1 0.0 0.1 0.1 -0.2
Other expenditure® -0.3 0.1 -0.1 0.1 -0.2 0.3 -0.1 -0.3
Memo item
Pension expenditure 0.1 0.0 -0.2 -0.2 -0.2 -0.2 -0.1 -0.8
Healthcare expenditure 0.0 -0.1 -04 0.1 0.0 0.1 0.1 -0.1
Labour-market expenditure™ 0.0 -0.1 -0.2 0.0 0.0 -0.2 0.0 -0.5

also remained largely unchanged. On the one hand, as in
previous years, expenditure on old-age pensions pushed
down the ratio since the annual average increase in pen-
sions amounted to less than 1% and the number of pen-
sions barely grew. Capital transfers also reduced the
ratio, caused in no small part by the fact that grants to
homebuyers are gradually being phased out. On the
other hand, these were counterbalanced by high growth
rates in government healthcare spending, public invest-
ment and intermediate consumption which per se tend-
ed to lift the ratio.

other current transfers to households. — 9 Other current transfers
payable to corporations and the rest of the world, other net acquisi-
tions of non-financial assets and capital transfers. — 10 Spending by
the statutory pension insurance scheme, on civil servant pensions and
payments by the post office pension fund. — 11 Spending by the
statutory health insurance scheme and assistance towards civil ser-

Overall, it can be seen that in the past year, not only did
the deficit ratio itself remain largely unchanged but also
most of the individual determinants showed little
change. The ongoing favourable cyclical influence was
counterbalanced by certain negative temporary factors.
With respect to the development of the structural deficit
ratio, legislative changes which had a negative effect on
revenue were outweighed by other influences, in par-
ticular the renewed exceptional positive development in
the case of profit-related taxes.

vants’ healthcare costs. — 12 Spending by the Federal Employment
Agency (excluding the compensatory amount/reintegration payment
paid to the Federal Government) and expenditure on unemployment
assistance (up to 2004) or unemployment benefit Il (from 2005) and
on labour market reintegration measures.
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* As defined in the national accounts. —
1 Taxes and social contributions plus cus-
toms duties and the EU share in VAT rev-
enue.

Deutsche Bundesbank

of the business tax reform and the tax re-
funds arising from the Federal Constitutional
Court’s ruling on the commuting allowance
— which was already recorded in the national
accounts last year — overall tax receipts in-
creased perceptibly. Revenue from social con-
tributions also grew, although the cut in the
contribution rate of the Federal Employment
Agency led to substantial revenue shortfalls,
only around half of which were offset by the
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rising contribution rates to the statutory
health and public long-term care insurance
schemes. With a rise of 2%2%, expenditure
grew more robustly than in the preceding
years but in relation to GDP it declined again
slightly to 44%. The fall in the expenditure
ratio was caused, most notably, by lower la-
bour market-related spending owing to the
favourable labour market development and
moderate expenditure on old-age pensions.
By contrast, government operating expend-
iture and spending on investment and health-
care increased sharply.

The general government deficit is likely to rise
sharply in 2009, although it should remain
below 3% of GDP as things currently stand.
One driving factor behind this is the marked
slowdown in the economy. However, as the
pattern of macroeconomic development is
likely to be very favourable for public fi-
nances, the downturn will have a smaller
negative impact on the deficit in 2009 than
would be expected given the prospective con-
traction of nominal GDP. Both gross wages
and salaries — which are particularly relevant
for government revenue — and private con-
sumption are expected to be more stable
than the level of GDP. Furthermore, the ex-
tensive fiscal policy stimulus measures will
push up the deficit significantly. If they are im-
plemented as planned, the stimulus packages
of November 2008 and January 2009 are like-
ly to increase the deficit for 2009 by just over
1% of GDP (see box on pages 64 and 65).
Additional factors include the renewed cut in
the contribution rate of the Federal Employ-
ment Agency, the increase in child benefit

and the new arrangements for the remuner-

... expenditure
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lower

Deficit to rise
sharply in 2009
owing to
downturn and
expansionary
fiscal policy
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ation of outpatient treatment and hospital fi-
nancing, which will entail higher expenditure.
Overall, the additional receipts arising from
the increase in the contribution rate to the
statutory health insurance scheme will only
partly offset these burdens. Moreover, rev-
enue from profit-related taxes may fall sharp-
ly after having reached an exceptionally high
level in 2008. In addition, substantial budget-
ary risks exist, particularly regarding the ex-
tensive assistance measures for financial insti-
tutions. There will be a very clear rise in the
debt ratio, which is likely to reach a new
high.

At the end of January, the German govern-
ment presented an update to the stability
programme of December 2008 as the eco-
nomic outlook had deteriorated significantly
in the intervening period and a second fiscal
stimulus package had meanwhile been ap-
proved. According to this, the deficit ratio will
rise to around 3% in 2009 and around 4% in
2010, and is expected to fall back below the
3% limit in 2011 and 2012 (see table on
page 66). All projections are currently subject
to particular uncertainty. For example, the ef-
fects of the financial market crisis are difficult
to gauge and substantial consolidation meas-
ures which the Federal Government considers
necessary for the coming years are not yet in-
cluded in the stability programme. According
to the Stability and Growth Pact, a deficit
ratio of over 3% can be justified during se-
vere economic downturns and does not auto-
matically trigger an excessive deficit proced-
ure. However, the deficit must be temporary
and remain at least close to the reference
value. The fact that most of the second
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stimulus package will not have an impact on
the general government deficit until 2010 is
therefore problematic. The Federal Govern-
ment's forecast predicts that Germany will ex-
haust its original fiscal leeway.

Germany is currently experiencing an excep-
tionally pronounced and abrupt economic
downturn which is, moreover, being accom-
panied by a crisis on the financial markets. In
this exceptional situation, the decision not to
rely solely on the automatic stabilisers, as in a
normal cyclical downturn, but also actively to
take fiscal policy measures aimed at reviving
the economy is justifiable. With this aim in
mind, the German government adopted two
economic stimulus packages of a consider-
able joint magnitude in November 2008 and
January 2009. They could provide a notice-
able boost to the economy as a whole in
2009 and 2010 and thus mitigate the expect-
ed marked economic downturn.

However, the problems associated with the
selected fiscal measures must likewise be
borne in mind. For instance, ensuring the effi-
cient use of government funds in connection
with the planned rapid and sharp increase
in government investment poses a particular
challenge. While the economic stimulus needs
to take prompt effect, there is a danger with
investments of this scale — which amount to
no less than around half of the annual gov-
ernment investment budget — that the add-
itional expenditure will in part merely inflate
prices. Overall, the measures must be select-
ed and implemented on the basis of suitable
cost-benefit analyses in order to ward off the

danger of wasting government resources.
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Central government’s package of measures aimed at stabilising economic growth

The first fiscal stimulus package which was approved
by the Federal Cabinet on 5 November 2008 is likely
to amount to just under €4 billion in the current year
and somewhat more than €7 billion in 2010. In add-
ition to an increase in public investment the imple-
mented measures consist, in particular, of a temporary
reintroduction of declining-balance depreciation for
movable assets for a period of two years, an extension
of the tax deductions permitted for handicraft ser-
vices and temporary exemption from motor vehicle
tax for new cars.

On 27 January, the Federal Cabinet adopted a further
set of measures to bolster economic growth, largely
spread across two years, which are expected to add a
strain of around €50 billion to general government
budgets. According to the corresponding plans, ap-
proximately two-fifths of this amount is to be allo-
cated to this year's budget. However, ultimately this
will very much depend on the speed at which the
large sums earmarked for infrastructural investment
are drawn down. In total, the measures of these two
economic stimulus programmes will cause the general
government deficit to widen by around 1% of GDP in
the course of this year and by almost 1%2% during
2010." Since not all of these measures are of limited
duration, they will induce a structural deterioration
of the fiscal balance amounting to about 2% of GDP
in the coming years.

Specifically, the second stimulus package comprises
the following measures.

Infrastructural investment

Funding in the total amount of €17 % billion has been
earmarked for the purpose of improving infrastruc-
ture between now and the end of 2011. Central gov-
ernment’s contribution to this comes to €14 billion. Of
this total, €10 billion will take the form of targeted fi-
nancial assistance for local and state government,

1 If the revenue-reducing measures adopted in October 2008 (above
all, increased income tax allowances for contributions to the health
and long-term care insurance schemes as of 2010, higher child benefit

Deutsche Bundesbank
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which the federal states are expected to top up by a
third. While these funds are chiefly designed to help
improve educational facilities, they will also be allo-
cated to other forms of infrastructural investment, for
example in the area of transportation and informa-
tion technology. Moreover, there are plans to tempor-
arily simplify public procurement legislation in order
to accelerate planned investment activities.

Subsidies and sector-specific measures

One measure under this heading is the loan and guar-
antee programme, which on its own is aimed at mo-
bilising an additional volume of guarantees in the
amount of €100 billion. The stimulus package also en-
courages the general support of research and devel-
opment focused on small and medium-sized busi-
nesses (€1 billion) and the specific promotion of re-
search work devoted to future-viable means of trans-
portation (€' billion). €1 billion, in the form of an
“environment bonus”, is to be used to encourage
motorists to scrap vehicles that are at least nine years
old and buy a new or nearly new car with the aid of a
government subsidy of €2,500. Complementary to
this, the already long planned reform of motor ve-
hicle tax — incorporating a stronger link to CO, emis-
sions and a complete transfer of the related tax rev-
enue to central government in return for financial
compensation for state government — is scheduled to
be implemented from mid-2009. Taken together,
these measures are expected to generate fiscal costs
of €3 billion this year and a further €2 billion next
year.

Tax policy measures

With a view to providing relief for taxpayers, income
tax rates are to be lowered in two stages, retroactively
from January 2009 and then at the beginning of 2010.
It is planned to increase the basic tax allowance (from

in 2009 and a cut in the contribution rate to the Federal Employment
Agency as of 2009) and the tax shortfalls resulting from the Federal



the current level of €7,664 to €7,834 in 2009 and to
€8,004 starting in 2010) and to reduce the bottom tax
rate (from 15% to 14% with effect from 2009) as well
as to adjust the taxation schedule by raising the other
tax brackets (by €400 in 2009 and a further €330 as of
2010). On account of this, central, state and local gov-
ernment are likely to experience revenue losses of
€3 billion during the current year and shortfalls of
€6 billion next year.

Cuts in social contributions

With effect from 1 July 2009, the portion of the uni-
form contribution rate of 15.5% to the new health in-
surance fund which is financed equally by employer
and employee is to be lowered by 0.6%. This is to be
offset by raising the Federal grant (in addition to the
already planned annual increments of €1.5 billion)
during the current year by just over €3 billion and by a
further €6 billion in 2010, thus making it possible to
reach the aspired maximum tax-financed grant of
€14 billion as early as 2012 and not in 2016, as original-
ly projected. The contribution rate to the Federal Em-
ployment Agency will now be put back up from 2.8%
to 3.0% not in mid-2010 but in early 2011 instead. This
will result in revenue shortfalls of just under €1 billion
next year. Central government loans are envisaged to
prevent the contribution rate from being raised above
3.0%. These loans do not have to be repaid until the
Federal Employment Agency again posts a surplus.

Expansion of active labour-market policy

Over and above the agreed decision to extend the
maximum period of entitlement to short-time working
benefits (from 12 to 18 months), the claiming of such
benefits is to be made more attractive by halving the
employer’s share of social contributions payable dur-
ing periods of short-time working both this year and
next year and exempting employers altogether from

Constitutional Court’s ruling reinstating the standard travel allow-
ance for commuters are likewise classified as stimulus measures, then
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their obligation to pay contributions if employees are
retrained. Furthermore, new training programmes are
to be launched and a total of 5,000 additional jobs are
to be created at job centres. Overall, this will burden
central government and the Federal Employment
Agency with costs in the region of €22 billion during
2009 and €3 billion in 2010. At just under €' billion,
the costs of the additional jobs will be permanent.

Family-related measures

In 2009, the sum of €100 will be paid for every child
that is entitled to child benefit and will reduce tax rev-
enue accordingly. Within the framework of the basic
allowance for job seekers (and correspondingly for re-
cipients of social assistance) the standard child allow-
ances for children aged between 6 and 13 are to be
temporarily raised from 60% to 70% of the standard
unemployment benefit Il rate until the end of 2011.
Overall, this is likely to lead to fiscal burdens of €2 bil-
lion this year and less than €2 billion in 2010 and 2011.

The total cost to central government of its expend-
iture on infrastructural investment, the promotion of
research and the introduction of an environment
bonus payment for cars is estimated at around €17 bil-
lion and is to be debited to the newly established “In-
vestment and Repayment Fund”. The necessary bor-
rowing (of €21 billion at most) to finance these meas-
ures (including interest payments) has thus been hived
off from the central government budget. In order to
repay this debt, from 2010 onwards, annual transfers
are to be made from the central government budget
corresponding to part of the revenue from the profit
generated by the Bundesbank. This underscores both
the temporary nature of these measures and the need
to repay the debt incurred. An actual repayment of
debt will, however, require the Federal budget and
each of its off-budget special funds — and not just the
Investment and Repayment Fund - to achieve an ap-
propriate improvement in the fiscal balance.

the financial burden for general government over 2009 and 2010 will
total almost €90 billion.
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Key data of the Federal Government’s updated stability programme

As %
Position 2007 2008 2009 2010 2011 2012
Real GDP growth
Stability programme January 2009 2.5 1.3 —2Y 1% 1% 1%
Stability programme December 2008 2.5 1.7 0.2 1% 1% 1%
General government fiscal balance (as % of GDP)
Stability programme January 2009 -0.2 -0.1 -3 -4 -3 -2
Stability programme December 2008 -0.2 0 - % -1% -1 - %
Structural fiscal balance (as % of GDP)
Stability programme January 2009 -1 -2 -3 -2 -2
Stability programme December 2008 -0.3 - % - ¥ -1 - % - ¥
Debt ratio
Stability programme January 2009 65.1 657% 68 70% 71% 72
Stability programme December 2008 65.1 65 65 64 63 61%

Source: Federal Ministry of Finance.

Deutsche Bundesbank

Moreover, the follow-up costs must be taken
into consideration, too. Any attempt to
steer economic processes by means of a flurry
of discretionary government interventions
— whether through direct spending, tax bene-
fits or guarantees — is always problematic.
Special concessions for individual sectors and
enterprises are always accompanied by distor-
tions in market processes and can therefore
be justified only in the event of clearly identi-
fiable market failure. In terms of the timing of
their impact, it would have been macroeco-
nomically more effective to focus the meas-
ures more strongly on the immediately com-
ing quarters. As it stands, some will not de-
velop their full impact until the second half of
2009, while others do not become fully
effective until next year or even later. For in-
stance, two-thirds of the additional central
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government expenditure arising from the ex-
tension of the Federal grant to health insur-
ance institutions will only become effective
after 2010. Some of the measures will ultim-
ately prove a lasting, rather than merely tem-
porary strain on public finances.

However, past experience suggests that it is
simpler to achieve a consensus on increasing
debt financing than on subsequently consoli-
dating public finances. This is attested by the
fact that the national debt ratio has followed
an expanding trend ever since the Federal
Republic of Germany was founded. In Ger-
many, the consolidation of the past few years
has created a certain amount of fiscal leeway
for increasing deficits — both automatically
and actively — during the recession. However,
there needs to be a realistic prospect of bring-

Need to
safeguard
consolidation
in the medium
term
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ing the expected high deficits back down. In-
deed, maintaining confidence in the long-
term sustainability of public budgets is a also
vital requirement for a successful discretion-
ary fiscal stimulus policy.

The reform of the budgetary rules agreed by
the Federal Reform Commission Il can make
an important contribution in this respect, as it
also anchors the European fiscal commit-
ments more firmly and more consistently
than before at a national level. A restriction
of the central government structural deficit to
no more than 0.35% of GDP from 2016 is to
be enshrined in the German constitution and
deficits for the federal states are to be entirely
prohibited from 2020 onwards. A parliamen-
tary decree will then be required for any ex-
ceptions, which will be temporarily permitted
only in the event of a natural disaster or a se-
vere economic crisis and will be subject to re-
payment conditions. To assist the federal
states in achieving the deficit objectives,
those with major budgetary difficulties are to
receive annual financial assistance subject to
strict conditions and on a temporary basis.
The ongoing surveillance of budgetary pos-
itions is to be intensified. Ultimately, it is im-
perative — particularly in the case of the Fed-
eral budget — to take concrete measures to
meet the foreseeable consolidation require-
ments rather than making vague promises for
the distant future. When the economic situ-
ation has returned to normal, it will therefore
be necessary to rapidly and substantially
reduce the structural deficits.

The European budgetary rules are of crucial
importance for the stability of monetary
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union. They, too, require consolidation in the
medium term. However, they are flexible
enough to temporarily allow deficits exceed-
ing, but close to, the 3% threshold in excep-
tional circumstances. Nevertheless, in some
member states, the scope for an expansion-
ary fiscal policy was significantly smaller than
in Germany, or even non-existent. In some
cases, the deficits were not sufficiently re-
duced in the past and the debt levels are
therefore very high. Some countries already
face substantial risk premiums for financing
government borrowing on the capital mar-
kets. It is now essential to apply the Stability
and Growth Pact as it was intended, not least
in order to credibly ensure the sustainability
of public finances in the EU member states.
To this end, binding undertakings should be
made to rapidly reduce the deficits once
the economic situation improves until the
budgets are virtually balanced in structural
terms.

Budgetary development of central,
state and local government

European rules
flexible in
exceptional
circumstances
but must be
applied
consistently

Tax revenue

Tax revenue? grew by 4%% in 2008 (see
also the chart on page 68 and the table on
page 69). It was thus almost €1 billion higher
than predicted in the latest official tax esti-
mate in November 2008 and €3 billion above
the official estimate in November 2007, on
which the 2008 Federal budget, in particular,

2 Including EU shares in German tax revenue but exclud-
ing receipts from local government taxes, which are not
yet known for the last quarter recorded.
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Tax revenue”

Year-on-year change, quarterly
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o

(<))

S

N

* Including EU shares in German tax rev-
enue, but excluding receipts from local gov-
ernment taxes, which are not yet known for
the last quarter recorded.

Deutsche Bundesbank

was based. Year-on-year growth fell from
quarter to quarter, which was largely due to
the effect of various legislative changes on
cash receipts. Thus the rise in revenue in the
first quarter was amplified by the lingering
impact of the VAT increase at the start of
2007 and the perceptible decline in payments
of grants to homeowners (which are deduct-
ed from revenue), while reimbursements of
corporation tax credits from the time before
2001 had a negative impact in the second
half of the year.? The shortfalls resulting from
the business tax reform are likewise likely
to have increasingly squeezed cash receipts
over the course of the year. By contrast, the
macroeconomic downturn had only a rela-
tively limited effect on revenue development
during 2008. Indeed, key tax variables de-
veloped more favourably overall than GDP,
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and the underlying dynamics of profit-related
taxes remained strong in net terms.

At 7Y2%, revenue from income-related taxes*
grew strongly in 2008, with receipts from
wage tax and profit-related taxes rising at
similar rates. Significant factors in the rise in
wage tax revenue were the increase in gross
wages and salaries and the effects of tax pro-
gression as well as the reduction in child
benefit payments, which are deducted from
cash receipts. Growth in assessed income tax
was particularly strong. In addition to the still
rather buoyant underlying dynamics, the de-
clining payments for grants to homeowners
(likewise deducted from cash receipts), which
are being phased out, and lower assessed in-
come tax refunds to employees made a key
contribution to this development. Investment
income tax payments (particularly on interest
and dividend income) also rose substantially.
By contrast, corporation tax revenue fell
sharply; its development was weak even after
allowing for the disbursement of corporation
tax credits and the (estimated) revenue short-
falls resulting from the 2008 business tax re-
form. Revenue from the consumption-related
taxes® grew by 2'2%. It should be noted,
however, that the downturn in nominal pri-
vate consumption at the end of the year will
affect cash receipts only with a time-lag.
Furthermore, the rate increase in 2007 con-

3 Since 2008, the remaining corporation tax credits from
the time before the systemic changeover in 2001 are
generally paid out in ten equal amounts on 30 September
each year.

4 \Wage tax, assessed income tax, corporation tax and in-
vestment income tax plus the solidarity surcharge.

5 Turnover taxes as well as consumption-related taxes for
central and state government (especially energy tax, to-
bacco tax, insurance tax, motor vehicle tax and electricity
tax).

Revenue rise in
the wake of
the previous
upswing
despite tax
relief
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Tax revenue
Year as a whole Estimate | Q4
for
2007 2008 2008 1.2 | 2007 2008
Year-on-
Year-on-year year Year-on-year
change change change
Type of tax € billion as % € billion | € billion |€billion as % € billion
Tax revenue, total 2 493.8 5155 + 4.4 +21.7 6 +18.8 137.4 140.3 + 2.1 +3.0
of which
Wage tax 131.8 141.9 + 7.7 +10.1 + 9.2 37.6 40.3 + 741 +2.7
Profit-related taxes 3 72.9 78.6 + 7.8 + 5.7 + 1.0 19.3 18.4 - 47 -0.9
Assessed income tax 25.0 32.7 +30.6 + 7.7 + 4.9 8.7 9.7 +11.9 +1.0
Investment income
taxes 4 25.0 30.0 +20.3 + 5.1 + 1.3 4.9 6.4 +31.5 +1.5
Corporation tax 22.9 15.9 -30.8 - 71 - 5.1 5.7 2.2 -60.8 -3.5
Turnover taxes 5 169.6 176.0 + 3.7 + 6.4 + 7.2 44.0 45.5 + 34 +1.5
Energy tax 39.0 39.2 + 0.8 + 0.3 + 1.4 15.3 15.2 - 05 -0.1
Tobacco tax 14.3 13.6 - 48 - 0.7 - 0.2 4.1 4.1 + 0.2 +0.0

1 According to official tax estimate of November 2007. —
2 Including EU shares in German tax revenue, but exclud-
ing receipts from local government taxes, which are not
yet known for the last quarter recorded. — 3 Employee
refunds, grants paid to home owners and investors
deducted from revenue. — 4 Non-assessed taxes on

Deutsche Bundesbank

tinued to have a positive effect on VAT revenue
due to its delayed impact on cash receipts.

The latest official tax estimate in November
2008 predicted a revenue increase of just
under 2'2% for 2009. However, this estimate
is now outdated. In December, the Federal
Constitutional Court ruled that the restric-
tions on the standard travel allowance for
commuters that were introduced in 2007 are
unconstitutional, so that the previous legal
status quo now reapplies. As a result, the
Federal Government is expecting revenue
losses of €5 billion in 2009 (€2 billion in
relation to one assessment year), added to
shortfalls of €10"% billion arising from new
legislative changes (primarily, the increase in
child benefit and the fiscal stimulus packages,
see the box on pages 64 and 65). Moreover,

earnings and withholding tax on interest income. —
5 Turnover tax and import turnover tax. — 6 For tax
revenue including (estimated) local government taxes,
the outturn was just over €6 billion higher than the
estimate.

the economic outlook has deteriorated con-
siderably.® This is likely to cause a further high
single-digit billion loss, even though the pat-
tern of macroeconomic growth is still con-
sidered favourable for revenue development.
In addition, there is a risk that receipts from
profit-related taxes will decline sharply from
the exceptionally high level reached in 2008.
All'in all, a noticeable fall in tax revenue is to
be expected for 2009.

Central government budget

Following a sharp increase in the surplus to
€6'4 billion in the final quarter, which was

6 For example, in January’s Federal Government Annual
Economic Report, a rate of change in real GDP of -24%
(November 2008: +0.2%) and in nominal GDP of -14%
(November 2008: +2 %) is forecast for 2009.
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driven mainly by privatisation proceeds, the
Federal budget recorded a total deficit of just
under €12 billion for 2008. This was almost
€', billion below the budget estimate. Al-
though there were unscheduled expenditures
amounting to just under €2 billion arising
from support provided to IKB Bank and a sub-
sidy repayment ruling by the European Court
of Justice, as well as unforeseen additional
expenditure of €1 billion on unemployment
benefit Il and payments to parents, these
extra burdens were more than compensated
for by lower-than-forecast spending, mainly
on interest payments, integration measures
for the long-term unemployed, the Federal
Railways Fund — which was able to finance it-
self to a greater extent than foreseen through
asset realisations — and guarantees. Total rev-
enue was likewise below the expected level;
there were net shortfalls of €4 billion for pri-
vatisations. Nevertheless, this was largely off-
set, notably by tax receipts, which — owing to
lower transfers to the EU budget — exceeded
projections by just under €1 billion, and by
a stronger inflow of funds from the EU and
administrative revenue amounting to almost
€17 billion.

The deficit was thus down by just under €3
billion on 2007. The fundamental progress
made in terms of fiscal consolidation is even
greater when account is taken of various spe-
cial factors. For example, the temporary relief
provided in 2007 by one-off proceeds from
the securitisation of post office pension fund
claims dropped out of the year-on-year com-
parison. In 2008, the Federal Government
had to transfer almost €6 billion of additional
resources to the fund and, following the tem-
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porary financial easing between 2005 and
2007, it will now incur ongoing additional ex-
penditure on such transfers. The above-
mentioned one-off extraordinary burdens in
2008 cost around the same amount as the
special transfer made to the Child Day-care
Enhancement Fund in 2007. By contrast, the
one-off proceeds from asset realisations were
€1 billion higher than in 2007. The overall
reduction in the deficit — adjusted for one-off
effects including asset realisations — came to
€8 billion. At an absolute level of €17 billion,
however, it was significantly above the un-
adjusted figure. Thus, even given favourable
macroeconomic conditions for public finances,
central government was still a long way from
achieving its medium-term aim of a virtually
balanced budget.

The 2009 Federal budget, which the Bundes-
tag approved at the end of November, envis-
aged a renewed rise in the deficit to €19 bil-
lion as a result of the slowdown in economic
growth that was expected at the time, the
first stimulus measures and lower privatisa-
tion proceeds. Given the considerably less
favourable course of macroeconomic devel-
opment now forecast for the rest of this year
and further stabilisation measures, a supple-
mentary budget was drawn up which envis-
ages a Federal budget deficit of €37 billion.
Combined tax shortfalls of €11 billion will
ensue from new tax relief measures of just
over €2 billion, revenue losses of just over
€2/ billion arising from the court ruling re-
instating the commuting allowance and just
over €6 billion from the less favourable
macroeconomic assumptions. Furthermore, a
total of €7V billion of additional expenditure

Sharp rise in
deficit in 2009
owing to weak
macroeconmic
development
and stabilisa-
tion measures
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was budgeted for, which is required for an
additional grant to the new health insurance
fund (just over €3 billion), in connection with
long-term unemployment (just over €2 bil-
lion) and for the utilisation of guarantees
(€1, billion), the appropriation volume of
which is also to be increased considerably.
Further stabilisation measures totalling €17
billion, which will impact on expenditure by
2011 at the latest, were allocated to the
newly established “Investment and Repay-
ment Fund” (see box on pages 64 and 65).
The debt accumulated by this fund is to be
redeemed out of part of the Bundesbank’s
profit distributions. Despite this spin-off of
financial burdens from the main budget, cen-
tral government will now not manage to
achieve a balanced budget by 2011, as was
still its avowed intention in the third quarter
of 2008. This is due to the deteriorating
macroeconomic setting and also the stabilisa-
tion measures, most of which will place a
strain on the Federal budget beyond 2010.

In order to ensure long-term sustainability
and prevent a loss of confidence in the light
of permanently higher burdens, there ap-
pears to be a pressing need to achieve
budgetary consolidation in the medium term.
It should be noted in this context that in
2008, too, the Federal budget was still a long
way from achieving the underlying objective
of a close-to-balance structural position, and
that now additional burdens are arising from
measures taken to stabilise the financial mar-
kets and bolster the economy which are not
just temporary but will also make themselves
felt in the medium and longer term. The Fed-

eral Reform Commission II's recent decision to
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define a strict constitutional borrowing limit is
an important step towards safeguarding the
key fiscal policy objective of a consolidated
Federal budget. However, this proclaimed
aim must be backed up by concrete action
once the economy begins to revive.

The deficit of central government’s off-
budget entities is likely to have almost trebled
in 2008 to €6 billion. This was chiefly attribut-
able to the Special Fund for Financial Market
Stabilisation (SoFFin), which was set up in the
fourth quarter of 2008 with a borrowing
authorisation of up to €100 billion until the
end of 2009. It ran up a deficit of €8 billion as
a result of the first outflows intended to top
up banks’ capital. Furthermore, the surplus
which the Child Day-care Enhancement Fund
recorded in 2007 thanks to the one-off allo-
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cation of resources in the amount of €2 bil-
lion by central government dropped out of
the year-on-year comparison. By contrast, the
Post Office Pension Fund is likely to have
posted a small surplus in 2008 compared
with a deficit of €4'% billion in 2007. Once
this subsidiary budget’s reserves stemming
from the securitisation of claims had been
used up in 2007 and regular inflows from the
postal services' successor enterprises were no
longer available to finance payments, it fell to
central government to provide all pension
benefits for retired civil servants previously
employed by the post office. The Redemption
Fund for Inherited Liabilities was able to
slightly increase its surplus as a result of the
Bundesbank’s profit being somewhat higher.”
The deficit of the subsidiary budgets is ex-
pected to balloon in 2009. As a precautionary
measure, central government has earmarked
a borrowing requirement of €60 billion for
the Financial Market Stabilisation Fund in its
bond issuance calendar. In addition, a deficit
is envisaged for the Investment and Repay-
ment Fund in connection with measures to
support the economy which could reach €10
billion if there is a rapid outflow of funds.

State government budgets?

State government’s budgetary position was
considerably less favourable in the fourth
quarter of 2008 than it had been one year
previously (-€6' billion, compared with -€1
billion in 2007). This was mainly due to the
recapitalisation of the Bavarian state bank
Bayern LB.? Nevertheless, a small surplus of
just over €% billion was achieved in 2008 as a
whole (compared with €3 billion in 200719).
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Excluding the one-off effect of Bayern LB, the
fiscal balance improved slightly on the year,
and the similarly adjusted deficit target (€64
billion) was likewise clearly undershot. Over-
all, once again half of the federal states did
not record a deficit. However, revenue grew
by barely 3% in the wake of the recent dis-
tinct fall-off in tax receipts. At just over 3%2%,
expenditure rose somewhat more strongly
owing to the above-mentioned recapitalisa-
tion measure. Even so, transfers to local gov-
ernment, which are generally linked to the
level of tax revenue generated by state gov-
ernment, apparently also rose substantially,
while the key item of personnel expenditure
grew only moderately (+1%) despite adjust-
ments in negotiated pay rates for salaried
staff and for civil servants’ pay and pensions.

By contrast, a high state government deficit,
in terms of actual cash flow, is forecast for
2009. Alongside the recession, another con-
tributory factor is expected to be the recapit-
alisation of the state banks (Landesbanken),
including, in particular, the second tranche
of €7 billion for Bayern LB. Furthermore, in
addition to its own special investment pro-

7 It is likely that at the end of the year the Redemption
Fund for Inherited Liabilities no longer recorded any debt
of its own and can thus be dissolved. However, the bulk
of its debt was not actually repaid in net terms but was
rather merely replaced (refinanced) by (new) central gov-
ernment debt.

8 The development of local government finances was
analysed in greater detail in the short articles in the Bun-
desbank Monthly Report of January 2009.

9 In December, in its second supplementary budget for
2008, the Free State of Bavaria approved support meas-
ures for Bayern LB. These include, in particular, a capital
injection of €10 billion; the initial tranche in the amount
of €3 billion was paid out in 2008.

10 The monthly statistics of the government cash offices,
which are used here, are based on the core budgets and
thus notably exclude Berlin's proceeds of €4 billion
from the sale of its Landesbank in 2007.

... but high
deficit expected
in 2009



grammes, state government is also taking
part in central government’s recent invest-
ment programme of €10 billion with a further
€3 billion. However, probably only a smaller
part of this will come out of the 2009 budget.
Further burdens will arise from the two fiscal
stimulus packages (€3 billion in total) — in-
cluding, in particular, the revenue shortfalls
associated with the changes in income tax —
as well as the court ruling reinstating the
commuting allowance (€2': billion). Should
the high 2008 pay settlement agreed for cen-
tral and local government salaried staff be
largely adopted by state government with a
time-lag and, as in the case of central govern-
ment, be applied to civil servants and civil ser-
vant pensioners as well, in its entirety, this
would imply considerable additional burdens
of up to €8 billion for state government
budgets. Given only moderate macroeco-
nomic growth prospects and further, in part
permanent, burdens resulting from the recent
stabilisation measures, it is likely that in 2010
the deficits will, at best, decrease moderately,
provided that the Landesbanken do not re-
ceive any further injections of capital. The
plan to set an effective constitutional borrow-
ing limit for state government, too, from
2020 could make an important contribution
to preventing this budgetary situation from
becoming entrenched and thus to creating
long-term financial flexibility. From 2011, sub-
ject to strict conditions, it is planned to sup-
port the heavily indebted federal states of
Berlin, Bremen, Saarland, Saxony-Anhalt and
Schleswig-Holstein over a period of nine
years with consolidation assistance totalling
€0.8 billion per year. However, a shorter tran-
sitional period before the new debt rule com-
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pletely enters into force would have been de-
sirable for state government, particularly also
given the foreseeable sharp rise in the civil
servant pension burden.

Social security funds

Statutory pension insurance scheme

In 2008, the statutory pension insurance
scheme recorded a surplus of just over €3%2
billion, compared with a little more than €1
billion one year previously. The reserves went
up by €4 billion to €16 billion. This is equiva-
lent to around one month’s expenditure.?
Overall, revenue rose by 2%:2%. This was
mainly due to the strong growth in compul-
sory contributions (+4%), which reflects the
favourable development of the labour market
and also higher wage and salary increases
compared with previous years. Contributions
for recipients of unemployment benefits fell
by 13%. However, as the relative weight of
these contributions is now very low, total rev-
enue was only slightly impaired. Transfers
from the central government budget ex-
ceeded their prior-year figure by only 2%. At

11 The financial development of the statutory health and
long-term care insurance schemes in the third quarter of
2008 was analysed in the short articles of the Monthly
Report of December 2008. These are the most recent
data available.

12 The increase in the reserves exceeds the surplus, in
particular, because the liquidity situation has been im-
proving from year to year as a result of paying new pen-
sions since April 2004 at the end of the current month
instead of at the end of the previous month. The con-
stant replacement of old pensions with new pensions
means that the liquidity situation of the statutory pension
insurance scheme is thus continually improving. By con-
trast, the budget outturn records pension expenditure ac-
cording to the accruals-based accounting method, which
is not affected by this changeover.
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1%, the increase in expenditure was again
noticeably lower than revenue growth. Pen-
sion expenditure, which is by far the largest
cost item, went up by just over 1%. The pen-
sion increase amounted to 0.54% for the first
half of the year and 1.1% for the second half.
The number of pensions rose by less than
2% as the population is currently ageing at a
fairly moderate pace. At 3%, health insur-
ance contributions for pensioners attributable
to the statutory pension insurance scheme in-
creased more sharply. Further contribution
rate increases on the part of individual health
insurance institutions contributed to this.

In 2009, the statutory pension insurance
scheme will record a noticeably less favour-
able result. The surplus of just over €2': bil-
lion which was forecast in the 2008 Pension
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Insurance Report was based on the Federal
Government’s macroeconomic assumptions
from October 2008.'3 As things currently
stand, a significantly lower surplus is to be ex-
pected. Revenue growth is again likely to lag
behind the rise in expenditure. A contributory
factor to this will be the comparatively high
mid-2009 pension increase, estimated at
2'2%, which is based on the strong wage
growth in 2008. As its reserves were topped
up previously, the statutory pension insurance
scheme can make a contribution to automat-
ic stabilisation.

Federal Employment Agency

Although, viewed in isolation, the Federal
Employment Agency recorded a deficit of just
over €1 billion in 2008 compared with a sur-
plus of €6 billion one year previously, this
was accompanied by a surplus in the amount
of just over €2 billion posted by the new
dedicated pension fund for civil servants em-
ployed by the Federal Employment Agency. In
consolidated terms, therefore, the Federal
Employment Agency and its civil servant pen-
sion fund recorded a combined surplus of
€1 billion. A major factor in the financial
deterioration was the lowering of the Agen-
cy's contribution rate from 4.2% to 3.3%.
Per se this caused revenue shortfalls of just
over €7 billion. However, in actual fact, the
inflow of contributions fell by less than €6 bil-

13 While the 2008 Pension Insurance Report's calcula-
tions for 2009 were based on growth in total gross
wages and salaries of 2.7%, in its 2009 Annual Economic
Report, the Federal Government assumes growth of only
1.2%. If additional revenue paid on behalf of un-
employed persons is counterbalanced against this, the
new assumptions are likely to result in a decrease in in-
come from contributions of around €17 billion.

Surplus in
consolidated
terms, despite
cutin
contribution
rate and higher
reintegration
payment
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lion because employment and earnings in-
creased relatively sharply. Without the lower-
ing of the contribution rate, it would have
grown by 4%%. Furthermore, the reinte-
gration payment to central government, via
which the Federal Employment Agency has to
bear half of central government expenditure
on the reintegration and administration of
unemployment benefit Il recipients, exceeded
the previous compensatory amount by €3 bil-
lion. However, particularly in the case of un-
employment benefit, there were also consid-
erable cost savings (-€3 billion), mainly be-
cause the number of recipients was 165,000
lower on an annual average following the
favourable labour market development. Final-
ly, the Federal grant, which is linked to turn-
over tax revenue, was €1 billion higher than
in 2007 when the increase in the standard
rate of VAT from 16% to 19% had not yet
fully impacted on revenue. The Federal Em-
ployment Agency’s reserves went up to a
total of €19% billion by the end of 2008.
However, just over €27 billion of this is ear-
marked for its civil servant pension fund,™
meaning that the level of resources available
to finance current expenditure has fallen to
below €17 billion.

In 2009, the financial situation of the Federal
Employment Agency will deteriorate signifi-
cantly. First, the contribution rate has been
lowered again to 2.8%. Second, expenditure
on unemployment benefit and short-time
working benefits, which is particularly sensi-
tive to the business cycle, is expected to in-
crease substantially as a result of the econom-
ic slowdown. Third, much more will be spent
on active labour market policy, not least in
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connection with the measures envisaged in
the second economic stimulus package.
Owing to these additional financial burdens,
the reserves will be considerably depleted. If
the unfavourable development on the labour
market continues into the coming vyear,

14 In addition to the one-off transfer of €2.5 billion, the
financial reserves of this fund also went up because the
current transfers from the Federal Employment Agency’s
budget in the first few years exceed current expenditure
on pension benefits.
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which, given its “lagged indicator” property
in the business cycle, is to be expected even if
the economy quickly revives, the Federal Em-
ployment Agency will have to rely on add-
itional central government funds to finance
its budget as early as 2010. This is also partly
due to the fact that the plan to put the contri-
bution rate back up to 3.0%, which was pre-
viously envisaged for mid-2010, has been
postponed for six months. Intra-year liquidity
assistance could be required already in 2009
because the Federal grant is no longer trans-
ferred in equal monthly amounts but is now
transferred at the end of the year in one lump
sum. Since its own reserves are insufficient, in
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future the Federal Employment Agency will
be reliant on central government loans in
order to maintain a stable contribution rate.
However, it seems that there is a large risk
that the contribution rate of 3.0% will not
suffice to finance the Federal Employment
Agency in the longer term and thus the
Agency will struggle to repay the loans. There
is therefore a danger that the Federal Em-
ployment Agency’s budget will be structur-
ally debt-financed (ie ultimately tax-financed),
which as a matter of principle would only be
appropriate to finance non-insurance-related
benefits.





