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Rise in surplus
in 2015 due to
temporary

factors and ...

... debt ratio

falling

Contraction of
surplus in 2016

I Public finances®

B General government budget

German public finances are continuing to de-
velop favourably in 2015. The surplus is likely to
once again be up on the year (2014: 0.3% of
gross domestic product (GDP)), although this is
mainly attributable to temporary factors.
Whereas court decisions temporarily had a
negative impact on the 2014 fiscal balance, in-
flows of funds from the auction of radio fre-
quencies are having a positive effect this year."
By contrast, the impact of cyclical factors on
the government budgets remains limited. Over-
all, in structural terms, the surplus could there-
fore amount to around %2% of GDP, as in the
previous year. The revenue ratio, which is
broadly stable, is being accompanied by a con-
tinued decline in the interest burden, on the
one hand, but a relatively strong rise in other
spending, on the other. The reasons for this in-
clude not only the strong rise in the number of
refugees coming to Germany, particularly in the
second half of the year, but also the pension
benefits package that came into force in mid-
2014,

The debt ratio fell further during the first half
of the year — from 74.9% at the end of 20142
to 72.5% in mid-2015 — and this decline is set
to continue. This was attributable to nominal
GDP growth in the ratio’s denominator as well
as a lower level of gross debt in the core
budgets and a scaling-back of liabilities at
government-owned bad banks — although, in
the case of said liabilities, developments may
be subject to stronger fluctuations, irrespective
of the portfolio reduction outlined here.

The surplus is expected to contract in 2016. As
a result, the government budget could be more
or less balanced, with the debt ratio continuing
to fall. While positive cyclical developments
and a further drop in interest expenditure could
relieve budgets, no auction proceeds will be
collected and various fiscal policy measures (tax

cuts and additional expenditure on items such
as infrastructure, education and research) will
place a strain on public finances. In particular,
the increase in expenditure related to the influx
of refugees will have an impact.

However, it is very hard at present to gauge
how the migration of refugees and the associ-
ated implications for public finances will pan
out.® Generally speaking, the impact on the
budgets crucially hinges, first of all, on net im-
migration. In this regard, it is not only the num-
ber of persons entering the country but also
the number leaving — for example, owing to
their asylum applications being rejected — that
plays a role. Second, the burdens for a given
year depend on the annual average number of
refugees that need to be provided for. For ex-
ample, there has been a sharp rise in immigra-
tion this year, but the resulting fiscal burdens
are still fairly limited as this development has
predominantly taken place during the second
half of the year. Third, the specific amount of
spending on individual immigrants is of signifi-
cance. Expenditure will fundamentally focus on
basic needs (including accommodation and

* The section entitled “General government budget” con-
cerns the national accounts and the Maastricht ratios. The
subsequent reporting on the budgets of central, state and
local government and of the social security funds is based
on the figures as defined in the government's financial stat-
istics (which are generally in line with the budget accounts).
1 Temporary burdens of 0.3% of GDP were recorded in
2014. These were due to expected tax refunds, which were
reported as capital transfers in the national accounts at
the time of the court ruling. The inflows of funds from the
auction held by the Federal Network Agency in spring 2015
amount to 0.2% of GDP.

2 As part of the 2015 autumn notification, the debt ratio
was revised upwards by a total of 0.2 percentage point
compared with the spring notification. Recording central
government liabilities to KfW (Kreditanstalt fur Wiederauf-
bau) in connection with student grants and loans, includ-
ing further government-initiated transactions and reclassi-
fying entities at local government level pushed up the ratio
by 0.5 percentage point. Conversely, the upward revision
of GDP lowered the ratio by 0.3 percentage point.

3 However, there is also uncertainty surrounding factors
such as macroeconomic developments or, for instance, the
specific impact of the measures announced by HSH Nord-
bank.
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healthcare),* administration, childcare, educa-
tion and training. In the long term, the better
and more quickly immigrants are integrated
into the labour market, in particular, and earn-
ing their own income, the lower the burden on
public finances will be. If it is likely that an im-
migrant will remain in Germany in the long
term, it will be crucial for them to be effectively
integrated into the labour market — the acquisi-
tion of German language skills and the training
opportunities provided by schools and enter-
prises will be significant factors in this respect.
The government has a role to play here, espe-
cially with regard to ensuring efficient cooper-
ation between public sector entities. It is ex-
tremely difficult to make any estimates at
the moment, not least given the uncertainty
surrounding future immigrant numbers. At
present, additional government expenditure in
the amount of up to %% of GDP this year and
2% for the year ahead does not seem implaus-
ible.> Additional receipts from taxes and social
contributions paid by immigrants can initially
be expected to be very limited.

The current situation demonstrates the advan-
tage of having a relatively favourable structural
budgetary situation and safety margins to the
limits set by European and national budgetary
rules. Not least unexpected developments and
additional burdens that are difficult to gauge
can initially be absorbed in the budgets with-
out immediately having to take fiscal policy
countermeasures or call into question the cred-
ibility of the rules by bending them.® At this
stage, the burdens in connection with the in-
flux of refugees, which can only be roughly es-
timated at best, could initially be cushioned
without counterfinancing, thereby narrowing
the safety margins.

Greater clarity regarding the continued influx of
refugees, the direct budgetary impact and pol-
itical decisions in Germany and also in the
European Union, as well as the resulting overall
impact on government finances, may be ex-
pected going forward. Structural burdens — be-
cause, for example, it takes a long time to inte-
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grate the large number of immigrants into the
labour market — should then be taken into ac-
count in future budget plans and counter-
financed. A moderate structural budget surplus
for Germany is advisable not only to ensure
compliance with the upper deficit limits. It
would also be a good idea to continue redu-
cing the still high debt ratio swiftly, not least
because this would effectively cap the interest
burden in the long term — especially given the
possibility of interest rates going back up in the
future. This results in additional scope for man-
oeuvre, which could be used to address the fis-
cal policy challenges posed by unfavourable
demographic developments, for instance.
Sound public finances are not antithetical to
tackling immigration, among other challenges,
or to improving infrastructure and government
educational programmes. Instead, they are pre-
cisely a key prerequisite for continuing to be
able to cope with unexpected challenges in the
future.

4 Cash payments and benefits in kind are granted pursuant
to the Act on Benefits Granted to Persons Seeking Asylum
(Asylbewerberleistungsgesetz), particularly while applica-
tions are being processed and, if an application is rejected,
until the person concerned has left the country. If the ap-
plicant is granted refugee status, for example, the regular
social security system will ultimately assume responsibility
for payments. If the need arises, the person concerned is
then entitled, for instance, to claim unemployment bene-
fit Il (welfare-related benefit) and have accommodation
costs refunded.

5 Owing to the uncertainties, the German Council of Eco-
nomic Experts, for example, has calculated the expected
costs for various scenarios, resulting in estimates for add-
itional expenditure ranging between €3% billion and €6
billion in 2015 and €62 billion up to €12 billion in 2016.
See German Council of Economic Experts, Zukunftsfahig-
keit in den Mittelpunkt, Jahresgutachten 2015/16, pp 16f.
6 Generally speaking, this also applies to surprises such as
those relating to macroeconomic developments. For ex-
ample, identifying trends in key macroeconomic reference
variables (or in potential output), which are factored into
the estimation of the structural budgetary situation, is, as a
general rule, fraught with uncertainty. After the Federal
Government had previously regularly reported a distinct
underutilisation at the current end, it recently projected
— following a reassessment — that the output gap will be
more or less closed in 2016, which seems more plausible.
Consequently, the structural budget balance is now less
favourable. If a safety margin had not been factored in, this
revision would, in and of itself, have made it necessary to
take consolidation measures in the short term to comply
with the structural budget ceilings.
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Fiscal fine-tuning
at European
level not
convincing

In the context of the Stability and Growth Pact,
the European Commission announced that it
would make concessions when assessing com-
pliance with the rules regarding the additional
financial burden associated with the influx of
refugees. Non-compliance would be justifiable
only if this development could be classified as
unexpected and meant that fiscal rules were
bent merely on a short-term and temporary
basis due to no more than specifically docu-
mented direct net additional burdens. A further
option potentially on the table — factoring out,
on a longer-term basis, any additional refugee-
related burdens — would, however, not be con-
sistent with the Pact’s aim of ensuring sound
public finances. A structural public spending
requirement therefore ought to be covered by
corresponding income so as to keep govern-
ment debt at a comfortably sustainable level.
This does not mean that tasks considered to be
important cannot be carried out, but that these
should be financed in a sustainable manner.

With regard to the orientation of public fi-
nances in the euro area as a whole, there have
been calls from some quarters for countries
that have built in safety margins below the
European deficit limits — this applies to Ger-
many, in particular — to make use of this leeway
and adopt a more expansionary fiscal policy
stance, thereby steering overall demand in the
euro area. However such a recommendation,
which amounts to centralised fiscal policy
(fine-)tuning for the euro area, is not convin-
cing. Under the existing regulatory framework
of European monetary union, member states
are responsible for their own national fiscal pol-
icies and have agreed to comply with the upper
limits of the common budgetary rules. The
automatic stabilisers can take effect and there
is scope for the respective countries to pursue
active fiscal policies provided they do not ex-
ceed the prescribed limits. This means that fis-
cal policy can take into account country-specific
macroeconomic developments, while monet-
ary policy pursues its objective of price stability
in a centralised manner, looking at the euro
area as a whole. Macroeconomic fine-tuning is

extremely difficult, even for an individual coun-
try, and attempts to achieve this in the past
have often had unintended procyclical conse-
quences owing to diagnostic and implementa-
tion problems. A symmetrically more restrictive
stance in good times — as would be required
under a systematic stabilisation policy, but
also to avoid unintended debt growth — has
also often been unsuccessful. Looking at the
European level as a whole, it seems that it
would be worth considering a coordinated ap-
proach on an exceptional basis, at best, if there
was a threat of an extensive crisis — such as a
self-reinforcing deflationary spiral — which even
monetary policy can do little to tackle. How-
ever, this is currently not the case. Fine-tuning
attempts at the European level using fiscal pol-
icy instruments are therefore not advisable. It
does not seem appropriate, for example, to put
fiscal policy in Germany on a more expansion-
ary course — disregarding the rather favourable
economic outlook — in order to indirectly stimu-
late demand in other euro-area countries, as
this would amount to a U-turn on Germany's
basic position, which is generally considered
sensible. It is likely that the scale of the fiscal
loosening being contemplated would, in any
case, have only a comparatively minor impact
on demand.

Against this backdrop, the mandate of the
European Fiscal Board — the latter was recently
agreed on by the European Commission —
should be viewed in a critical light. This Board,
set up within the European Commission, has
not only been given the task of evaluating on
the Commission’s behalf whether the Stability
and Growth Pact has been appropriately imple-
mented but also of providing an assessment of
what it considers a suitable fiscal stance for the
euro area as a whole going forward. This is an-
other example of the Stability and Growth Pact,
with its objective of sound public finances,
being merged with macroeconomic govern-
ance. Consequently, there is a risk of the goal
of sound public finances being pushed into the
background. By contrast, a welcome develop-
ment would be the establishment of an inde-

Sustainability
of public
finances not
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posed European
Fiscal Board
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pendent European fiscal council outside the
European Commission that has the sole specific
task of budgetary surveillance in the sense of
monitoring compliance with the rules, and
would assume the European Commission’s
tasks in this respect.” This would mean that,
while the Ecofin Council would still make the
final decisions, a clearer process focusing on
sound public finances could be created.

Budgetary development
of central, state and local
government

Tax revenue

Tax revenue? in the third quarter of 2015 was
up by 6% on the year. The growth in receipts
recorded during the first six months of the
year was therefore maintained (see the chart
above and the table on page 62). Wage tax
revenue continued to record strong growth,
but this was somewhat weaker than in the
first half of the year. At 12%, revenue from
profit-related taxes rose sharply. This was, how-
ever, partly due to intra-year payment deferrals
for non-assessed taxes on earnings. Receipts
from consumption-related taxes recorded
somewhat stronger growth than they had
done of late, rising by 3%.

According to the latest official tax estimate, tax
revenue (including local government taxes) is
forecast to rise by 4%2% for the year as a whole.
This growth primarily reflects underlying macro-
economic developments® as well as the positive
effects of fiscal drag.'® Legislative changes are
causing small-scale revenue shortfalls on bal-
ance. These shortfalls are attributable, in par-
ticular, to the gradual changeover to down-
stream taxation of pensions and the rise in
child benefit, which is deducted from wage tax
revenue. By contrast, the increases in real es-
tate acquisition tax, which were implemented
in some federal states at the start and in the
middle of 2015, have bolstered receipts. Fur-
thermore, marked shortfalls were assumed for
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corporation tax, local business tax and turnover
tax, in particular, as a result of court rulings.”

In 2016, tax revenue is expected to rise at a
subdued pace of only 2%. Although growth in
macroeconomic reference variables for tax rev-
enue is forecast to be roughly the same as in

7 For more information, see Deutsche Bundesbank, Ap-
proaches to strengthening the regulatory framework of
European monetary union, Monthly Report, March 2015,
pp 15-37.

8 Including transfers to the EU budget — which are de-
ducted from German tax revenue — but excluding receipts
from local government taxes, which are not yet known for
the quarter under review.

9 This estimate is based on central government'’s current
macroeconomic projection. For 2015, real GDP growth is
expected to be 1.7% and nominal growth 4.0% (May:
+1.8% and +3.8%, respectively). GDP growth for 2016 is
forecast to be 1.8% in real terms and 3.4% in nominal
terms (May: +1.8% and +3.3%, respectively). For 2017,
GDP growth is estimated to be 1.5% in real terms and
3.3% in nominal terms (May: +1.3% and +3.2%, respect-
ively). In the medium term, nominal growth of around 3%
per annum is still forecast.

10 In this context, the term “fiscal drag” denotes the over-
all positive revenue effect of bracket creep in income tax-
ation and the negative impact of the fact that specific
excise duties are largely independent of prices.

11 For 2015, this predominantly relates to the rulings by
the Federal Fiscal Court of 25 June 2014 (I R 33/09) and of
30 July 2014 (I R 74/12) on section 40a of the Act on Asset
Management Companies (Gesetz Uber Kapitalanlagegesell-
schaften) and STEKO (section 8b (3) of the Corporation Tax
Act (Korperschaftsteuergesetz)) (see also Bundestags-
Drucksache 18/5560). In the national accounts, the impact
of these rulings pushed up expenditure in 2014. Further-
more, shortfalls in turnover tax revenue are expected. The
impact of these rulings was taken into account in the
national accounts in 2013 and 2014.
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Tax revenue

il o Q2 Estimate Q3
2014 2015 for 201512 2014 2015
Year-on-
year
Year-on-year change ~ change Year-on-year change
Type of tax € billion € bilion % % € billion €bilion %
Tax revenue, total? 428.9 453.4 +24.5 +5.7 +4.5 144.5 153.3 +8.8 + 6.1
of which
Wage tax 120.3 1291 + 87 +7.3 +6.6 40.5 433 +2.7 + 6.7
Profit-related taxes3 68.7 72.9 + 42 +6.1 +4.2 20.3 22.8 +2.5 +12.1
Assessed income tax 33.8 36.1 + 2.3 +6.9 +6.7 10.0 10.7 +0.6 + 6.4
Corporation tax 15.0 15.7 + 0.7 +5.0 +4.6 4.3 4.5 +0.1 + 3.2
Investment income
tax4 19.9 21.0 + 1.1 +5.7 -04 6.0 7.6 +1.7 +28.1
Turnover taxes> 150.8 155.8 + 5.0 +3.3 +3.1 51.1 53.2 +2.1 + 4.0
Energy tax 24.6 24.4 - 02 -08 +0.2 10.0 10.2 +0.1 + 1.3
Tobacco tax 9.9 9.9 - 0.0 -03 +0.2 3.7 4.0 +0.2 + 6.6

Sources: Federal Ministry of Finance and Bundesbank calculations. 1 According to official tax estimate of November 2015. 2 Including EU
shares in German tax revenue but excluding receipts from local government taxes. 3 Employee refunds, homebuyers’ grant and invest-
ment grant deducted from revenue. 4 Withholding tax on interest income and capital gains, non-assessed taxes on earnings. 5 Turnover

tax and import turnover tax.
Deutsche Bundesbank

2015, this is outweighed by the dampening im-
pact of legislative changes and court rulings on
revenue growth. With regard to legislative
changes, the measures to provide income tax
relief passed in summer 2015 (increases in tax
allowances and child benefit as well as a right-
ward shift in the income tax rates) will lead to
revenue shortfalls. With respect to court rul-
ings, some of which were made some time
ago, tax refunds are expected to be signifi-
cantly higher overall than in 2015.2 The damp-
ening impact of the court rulings will then
largely no longer apply in 2017. This situation
and the assumption of a sound macroeconomic
setting mean that revenue growth is expected
to be considerable again, at 4%2%, in 2017.
Average annual increases of 3%2% are forecast
for 2018 to 2020. Developments will then pri-
marily be determined by macroeconomic
growth assumptions and fiscal drag, the effect
of which significantly outweighs the relief pro-
vided by the changeover to downstream tax-
ation of pensions. The tax ratio (as defined in

the government's financial statistics) is therefore
projected to increase to 22.4% by the end of
the forecast period in 2020 (2014: 22.1%).

The May forecast has thus been revised up-
wards considerably for 2015 (+€5 billion). This is
mainly attributable to tax revenue so far having
developed more favourably than expected in
terms of cash receipts. This is also set to con-
tinue, to some extent, in the years to come. The
somewhat more favourable macroeconomic
setting compared with the May estimate also
results in a slight upward revision in and of it-
self. In 2016, these effects will, however, be
more than offset by the impact of the previ-
ously outlined legislative changes concerning
income tax, which had not yet been included in

12 This primarily concerns the shortfalls arising from the
above-mentioned court rulings pertaining to section 40a of
the Act on Asset Management Companies, which are likely
to be higher than in 2015. Moreover, shortfalls are ex-
pected as a result of the ruling by the European Court of
Justice of 20 October 2011 on the taxation of dividends
paid to EU/EEA companies (case C-284/09).

Revenue expect-
ations raised for
2015 but revised
downwards for
2016
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Draft of second
supplementary
budget for 2015
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to create a
reserve without
posting any net
borrowing

the May estimate, as well as the shortfalls that
are now also expected owing to court rulings.
On balance, revenue expectations for 2016
were thus substantially lowered (-€5 billion).
However, tax revenue is expected to be some-
what higher again from 2017, with the some-
what more favourable macroeconomic assump-
tions and the continued extrapolation of cash
receipts from the current year contributing to
this. By contrast, revenue will be reduced by the
cut in income tax, in particular.

Central government budget

At around €3 billion, the central government
budget deficit for the third quarter of 2015 re-
corded hardly any increase on the year. Receipts
rose significantly by 4% (€3%2 billion), which
was solely attributable to an increase in tax rev-
enue. Expenditure grew at a slightly higher rate
of 4%2%. On balance, the main reason for this
was the one-off transfer of €3%; billion to the
fund to promote municipal investment, which
was set up in parallel with the first supplemen-
tary budget for 2015. While interest expenditure
once again fell markedly (-9%2%, or -€1 billion),
this was offset by strong growth in other oper-
ating expenditure (particularly payments for
military procurements) and an increase in trans-
fers to state government (€%% billion each). With
a year-on-year rise of 3%, no major additional
expenditure has yet been incurred in connection
with unemployment benefit Il, which persons
granted refugee status who are in need of as-
sistance are entitled to claim and which will
therefore draw on greater resources in the near
future.

Following the deliberations of the Budget Com-
mittee in early November, the draft of a second
supplementary budget also envisages no net
borrowing for 2015 as a whole. Notable differ-
ences with the first supplementary budget in-
clude additional revenue from the frequency
auction in June (less the associated spending
authorisations) of almost €4 billion, additional
tax revenue of €1 billion (after deducting cen-
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tral government transfers from turnover tax
revenue to state government that are primarily
intended to cover the higher costs of benefits
for asylum seekers) and a €2 billion reduction
in spending attributed to the departmental
budget “Federal debt”. However, these alleviat-
ing effects are now offset mainly by additional
transfers of €1% billion to the Energy and Cli-
mate Fund, additional spending of €% billion in
connection with unemployment benefit Il and
the allocation of €5 billion to a reserve.’ The
reserve is intended to cover additional strains
placed on the central government budget in
the years to come owing to the influx of refu-
gees. The transfer to the reserve means that
the 2015 fiscal year will again be closed with
net borrowing of €0, ie with a balanced
budget. However, the transfer has no effect on
the financial balance, resulting in a surplus of
just over €4%: billion.®

The national debt brake will limit central gov-
ernment’s structural deficit to 0.35% of GDP
(around €10 billion initially) from 2016. The Fed-
eral Ministry of Finance took into account net
borrowing in its determination of the structural
balance (pursuant to the draft of the second
supplementary budget for 2015 as revised by
the Budget Committee, ie €0). Cyclical influ-
ences (in this case, providing marginal relief)

13 The Working Party on Tax Revenue Forecasting esti-
mates tax revenue on the basis of the current tax legisla-
tion. The changes to income tax were not adopted until
after the May tax estimate had been completed.

14 Thus, revenue was raised by €2 billion in both 2017 and
2018 and by €1 billion in 2019.

15 Moreover, if the 2015 fiscal year is closed with an add-
itional financial surplus (above the amount earmarked for
the reserve), it is envisaged that the reserve will be in-
creased accordingly. It was originally planned that any sur-
pluses — such as an amount of €% billion in 2014 — would
not be recorded as such, but rather paid out in the form of
additional expenditure to the Investment and Repayment
Fund for repayment purposes.

16 The transfer to reserves mentioned is classified as an
expense in main budget category 9 (“Special financing
transactions”). In the absence of such a transfer, a net re-
payment would have to be recorded. By contrast, the
budgeted transactions in main budget category 9 are
excluded from the financial balance reported in the cash
statistics, resulting in a surplus being recorded. In the
national accounts — to which European budgetary rules are
pegged — transfers to reserves (as well as financial transac-
tions) have no effect on expenditure.
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and the effect of financial transactions (provid-
ing relief of €1%2 billion) were then eliminated.
Furthermore, individual off-budget entities that
are to be consolidated were factored into the
equation (no figures were estimated for them,
but rather a balanced budget was assumed). As
a result, the new budget plan envisages struc-
tural net borrowing of €1%2 billion for 2015,
which is well below the limit specified under the
debt brake. If, by contrast, the surplus that the
fund to promote municipal investment is ex-
pected to record as a result of advance pay-
ments from the central government budget
were incorporated and the transfer to the re-
serve were eliminated (like a financial transac-
tion, to which it is, in principle, comparable),
this would result in a marked structural surplus
— just as it does for the financial balance. In the
event of future reserve withdrawals and deficits
in the special funds, a correspondingly less fa-
vourable budgetary situation would be shown.
Overall, central government'’s structural position
could be better captured by taking such a con-

solidated approach. This would also be appro-
priate with respect to the corresponding provi-
sions on European deficit limits.

The November tax estimate, which was not yet
available when the Budget Committee revised
the second supplementary budget, forecasts
additional revenue of €1%2 billion for 2015.
Moreover, several other budgeted figures
— such as those for return flows from the EU
budget and not least for military procure-
ments — still appear to have been calculated
cautiously. Notwithstanding the further reduc-
tion already forecast in the draft supplementary
budget in the light of the highly limited debt
service outstanding by the end of 2015, add-
itional interest expenditure savings vis-a-vis the
budget plans could also be made. All in all, it is
therefore likely that the transfer to the reserve
will be markedly higher.

No net borrowing was envisaged in the 2016
draft central government budget,'” approved
by the Federal Cabinet at the start of July,
either. However, it did not include estimates for
expenditure arising in connection with the
marked increase in refugee numbers. Agree-
ments on burden sharing with state govern-
ment were later implemented in October under
the Asylum Procedures Acceleration Act (Asy!-
verfahrensbeschleunigungsgesetz). Central
government will cede €3%: billion from its
shares in turnover tax revenue for 2016 to state
government. This sum is intended to cover a
large proportion of the costs of benefits for
asylum seekers estimated to be incurred at
state and local government level. The core
element of this legislation is a case-based
lump-sum payment of €670 a month per asy-
lum seeker by central government. It was an-
nounced in the explanatory memorandum ac-
companying the draft act that a final settle-
ment taking into account the actual number of
refugees will be calculated at the end of each
year; the final payments will then be made to-

17 See Deutsche Bundesbank, Public finances, Monthly
Report, August 2015, p 70.

Result set to
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ment budget



Growing burden
arising from
basic allowance
benefits for
asylum seekers
granted refugee
status

gether with the as yet undetermined advance
payments for the following year.'® In addition,
improvements to childcare are envisaged by
passing on savings of €% billion via the afore-
mentioned ceding of tax revenue shares —
these savings have arisen as a result of the Fed-
eral Constitutional Court deeming the childcare
supplement granted by central government un-
constitutional. Moreover, a fixed amount will
be allocated to cover the increase in costs asso-
ciated with unaccompanied child refugees. Be-
sides the tax transfer, the federal states will re-
ceive an additional €%z billion per annum for
the years 2016 to 2019 to boost the promotion
of housing construction. Furthermore, separate
legislation provided for higher state govern-
ment shares in energy tax revenue to promote
local public rail transport (€% billion).

A large share of additional general government
expenditure incurred once asylum seekers have
been granted refugee status is borne by central
government. For example, spending on the
basic allowance for job seekers looks set to rise
more sharply from 2016 onwards. As well as
bearing financial responsibility for unemploy-
ment benefit Il, central government also pays
around one-third of the accommodation costs
(this amount varies slightly from federal state to
federal state) that, as a general rule, should be
covered by local government. Given the fore-
seeable demand for language and vocational
training for the majority of refugees, it is likely
that their successful integration into the labour
market will, in many cases, take an extended
period of time. Accordingly, it is safe to assume
that a large number of refugees will draw basic
allowance benefits for a prolonged period. As
any income that the refugees earn — which is
to be offset against transfers from the govern-
ment — will probably only be low to start with,
the amount of funds required per refugee
could substantially exceed the average level of
benefits drawn by recipients up to now.

Following the Budget Committee’s final delib-
erations on the 2016 central government
budget, the expenditure volume provided for in
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the budget is now €5 billion higher than it was
in the draft budget of summer 2015. Of this,
€2 billion has been set aside for the Federal
Ministry of Labour and Social Affairs (which is
responsible for unemployment benefit Il and
central government'’s share of accommodation
costs). Against the backdrop of refugee migra-
tion, budget provisions were also increased by
€1 billion for the Federal Ministry of the Interior
(not least for the Federal Office for Migration
and Refugees, which is responsible for asylum
procedures) and by €% billion for the Federal
Foreign Office (for humanitarian aid and crisis-
prevention measures). The November tax esti-
mate forecasts revenue shortfalls of €2 billion
in the 2016 central government budget com-
pared with the figures in the draft budget of
summer 2015. However, once adjusted for the
aforementioned ceding of tax revenue shares
to state government, this already equates to an
upward revision of €2 billion. In order to avoid
any net borrowing, thereby ensuring a “black
zero” (ie a balanced budget), there are plans to
make a substantial withdrawal of €6 billion
from the reserve that is to be created in 2015.

Under the debt brake, cyclical relief (of €%z bil-
lion) and a slight surplus from financial transac-
tions are projected for 2016. The budgets of
the off-budget entities to be incorporated were
forecast to be balanced overall' in the summer
draft — forgoing any net borrowing, this results
in a small structural deficit. However, if the
more appropriate approach described on
page 64 were adopted, whereby reserve with-
drawals are treated like financial transactions
and the expected balances of the relevant off-

18 There will be an advance payment of €3 billion based
on an estimate of 800,000 persons who will remain in Ger-
many for an average duration of 5% months before they
are granted refugee status or repatriated. Responsibility for
repatriations lies at state government level. Funding will
not be provided by central government if rejected appli-
cants remain in Germany for more than one month after
their applications have been rejected. In view of the repat-
riation procedures adopted thus far, this would put signifi-
cant financial pressure on state and local government; con-
sequently, there remains a financial incentive to accelerate
the departure of these persons.

19 Details from the adjustment meeting were not yet avail-
able at the time this report went to press.
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than in
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plan, too

Significantly
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Q3 and also to
be expected for
year as a whole

budget entities are taken into account, a not-
able structural deficit would be on the cards. As
things currently stand, however, this would
likely still be below the limit of 0.35% of GDP.

As usual, the financial plan up to 2019 was not
updated during the final budget deliberations.
However, the revenue and expenditure figures
included in the plan do not take into account
the growing budget burden — particularly with
respect to unemployment benefit Il and central
government’s share of accommodation costs —
arising from the influx of refugees. The level of
future transfers of tax revenue to state govern-
ment envisaged in the explanatory memoran-
dum accompanying the Asylum Procedures Ac-
celeration Act to cover the costs of benefits for
asylum seekers will depend on refugee num-
bers and the implementation of the measures
adopted to speed up asylum procedures. Given
the current high level of uncertainty, it would
seem sensible for the time being to forgo coun-
terfinancing measures in the short term and
henceforth use the established safety margins
as a buffer. In the event of reduced margins
vis-a-vis the debt brake requirements and a
possible need to significantly increase integra-
tion measures, the question of counterfinanc-
ing will, however, likely be raised in future due
to the level of additional structural expenditure
having become evident by then. In this case, it
would then also make sense to once again fac-
tor in safety margins vis-a-vis the deficit ceilings
until a certain structural surplus level has been
reached.

Central government’s off-budget entities?® that
are summarised in the quarterly overviews by
the Federal Ministry of Finance reported a sur-
plus of €4%: billion in the third quarter of 2015
following a surplus of €% billion one year pre-
viously. The bulk of this came from the fund to
promote municipal investment (€3% billion) as
it was pre-funded by central government dur-
ing this period. The surpluses recorded by the
civil servants’ pension reserve and the civil ser-
vants’ pension fund in 2014 climbed slightly to
a total of €% billion. After breaking even in the

same period last year, the Financial Market Sta-
bilisation Fund (SoFFin) achieved a surplus of
€1 billion following the repayment of a capital
injection by Deutsche Pfandbriefbank, which
was formerly part of Hypo Real Estate. By con-
trast, the surplus of €2 billion generated by
the Restructuring Fund for Credit Institutions in
the third quarter of previous years has now
been all but eliminated following the transfer
of larger banks’ levies to the European level.
Much like in previous quarters, outflows from
the assistance fund set up in summer 2013 to
tackle flood damage remained relatively limited.
However, in particular, plans enshrined by cen-
tral government in the first supplementary
budget of 2015 to reclaim €2 billion to com-
pensate for transfers from turnover tax revenue
to state government in connection with higher
costs of benefits for asylum seekers are ex-
pected to accelerate spending in the last quar-
ter of the year. In addition to the high surplus
recorded by the fund to promote municipal in-
vestment, the net transfers to the precaution-
ary off-budget entities and the repayments
made to SoFFin, central government now plans
to make an advance payment of €1% billion to
the Energy and Climate Fund during the re-
mainder of the year. Overall, the off-budget en-
tities included here are therefore likely to close
the year significantly more favourably in 2015
than in 2014 (surplus of around €4 billion, of
which €2 billion was attributable to the Invest-
ment and Repayment Fund’s share of the Bun-
desbank'’s profit, which was €0 this year).

State government budgets?'

State government core budgets also recorded
a better result in year-on-year terms in the
third quarter of 2015. The surplus increased by
just over €% billion to €2 billion. Revenue rose

20 This notably does not include bad banks and entities
keeping commercial accounts.

21 The development of local government finances in the
second quarter of 2015 was analysed in greater detail in
the short articles in the Bundesbank’s October 2015
Monthly Report. These are the most recent data available.
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by 6% (just over €4%: billion), still bolstered by
the strong surge in tax receipts (+7%, or €4
billion). Revenue from public administrations
also rose sharply (by €1 billion) owing to the
marked increase in central government funds
— a large part of which is transferred by indi-
vidual state governments to their local author-
ities. Growth in expenditure shot up to just
over 5% (€4 billion). Half of this increase was
attributable to higher transfers to public ad-
ministrations, particularly local authorities
(+10%2%, or €2 billion). Furthermore, person-
nel expenditure (+3%) and, in particular,
growth in other operating expenditure (+12%)
both accounted for around €1 billion, while
the decline in interest expenditure (-4%2%) was
somewhat weaker.

The surplus posted by the state government
core budgets came to just over €5 billion for
the first three quarters of 2015 and was thus
up by €4 billion on the year. The figure for the
year as a whole is therefore expected to signifi-
cantly exceed the previous year’s result (surplus
of just over €2 billion). Although payments to
local government, particularly in connection
with the rising costs of benefits for asylum
seekers, are likely to be higher again in the final
quarter, this will probably be offset by central
government ceding a larger part of its turnover
tax revenue shares to state government — a
measure it recently passed for 2015, too. In the
coming years, macroeconomic conditions are
likely to remain favourable, tax revenue is ex-
pected to record steady growth and interest
expenditure is set to continue to decline at first.
Compared with the May forecast, the latest tax
estimate projects additional receipts for state
government of €5 billion in 2015 and €3%2 bil-
lion in 2016, although the latter are mostly at-
tributable to central government transferring
part of its tax revenue shares to state govern-
ment to compensate for the higher burdens
arising from asylum seeker benefits.

At the same time, state government is expected
to incur considerable additional expenditure in
this regard. In line with its recent decisions,
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central government will initially provide relief
for state government (and local government)
by means of lump-sum payments totalling €2
billion in 2015, and then via a kind of payments
on account (including fixed components such
as higher funds for local public rail transport) in
the amount of around €5 billion in 2016. Ultim-
ately, however, central government plans to
refund case-based lump-sum payments accord-
ing to the actual number of immigrants. It an-
nounced that, at the end of 2016 (and there-
after annually), it will make a final settlement
based on the case-based lump-sum payments.
However, it is likely that this lump-sum rate will
not be sufficient to actually cover the expected
case-by-case costs including education needs.
State and local government will therefore also
have to make financial contributions. This is
likewise the case after an application for asy-
lum has been approved. Central government
then assumes the costs of basic allowance
benefits for unemployed persons as well as a
large share of the accommodation costs. How-
ever, the remaining accommodation costs and,
in particular, payments for education and child-
care will also have to be met by state and local
government, which will therefore shoulder a
large part of the costs and should, at the same
time, be interested in providing the services in
a cost-efficient manner. In particular, the
agreed regulations set specific incentives, en-
couraging the authorities to ensure that appli-
cants leave if their applications have been re-
jected. It is not yet possible to gauge the pre-
cise financial impact on state government
budgets. But it at least looks likely that sur-
pluses at state government level will be re-
duced in 2016.
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B Social security funds??

Statutory pension insurance
scheme

The statutory pension insurance scheme re-
corded a deficit of just over €2%: billion in the
third quarter of 2015. The generally favourable
financial developments were masked by the
pension benefits package (especially higher
pensions for raising children and the full pen-
sion without actuarial deductions from the age
of 63 for persons who have been insured for
a long period of time) and the year-on-year
financial deterioration thus continued. Al-
though the new regulations entered into force
on 1 July 2014, the full impact of the expanded
benefits on expenditure unfolded with a time
lag during the second half of 2014. Contribu-
tion receipts rose — despite the cut in the con-
tribution rate from 18.9% to 18.7% — by al-
most 3% (and, after being adjusted for the

contribution rate cut, by as much as close to
49%). Overall, however, the increase in revenue
was weaker (at just over 2%) because the in-
stalments of the central government grant had
been somewhat higher in the third quarter of
2014 owing to the late approval of the central
government budget. Although, at 5%, expend-
iture growth was still very strong, it was already
weaker than it had been in the two previous
quarters, which reflects the waning impact of
the pension benefits package on year-on-year
growth rates.

The mid-year pension increase in 2015 (2.1% in
western Germany and 2.5% in eastern Ger-
many) pushed up pension expenditure some-
what more strongly than the previous year's
increase.2*> Otherwise, however, growth in
these payments was not up on the quarter. This
would have been expected solely on account
of the likely continued increase in the number
of persons taking early retirement from the age
of 63. However, it would appear that there is a
fundamental trend in the other direction, par-
ticularly owing to the gradual rise in the statu-
tory retirement age to 67 and the fact that
pressure on expenditure from the especially
high number of persons born at the end of the
baby boom period entering retirement has not
yet come to bear. The component of the pen-
sion benefits package to generate the most ex-
penditure by far is the inclusion of an additional
child-raising year in the pension calculation
(higher "mothers’ pensions”). The rise in ex-
penditure associated with this has ground to a

22 The financial development of the statutory health and
public long-term care insurance schemes in the second
quarter of 2015 was discussed in the short articles of the
Bundesbank’s September 2015 Monthly Report. These are
the most recent data available.

23 As a result of the revision of the national accounts in
the summer of 2014, the adjustment was around 1 per-
centage point lower. Gross wages and salaries per em-
ployee are thus around 1% lower. For the pension adjust-
ment, this figure for 2014 was — as stipulated — compared
with the unadjusted figure for 2013 that had already been
used. However, as pensions generally stay in line with the
income subject to contributions of persons in the statutory
pension insurance scheme — which is not affected by the
revision and for which data are only available at a later
date — a correspondingly higher pension increase will be
made in 2016.

Gradual easing
of spending
pressure
towards end

of year



Contribution
rate probably
stable in
medium term

Further improve-
ment in Agency'’s
finances in

2015 Q3

halt following the jump recorded in the previ-
ous year.

For 2015 as a whole, developments are set to
be more favourable than originally expected.
The deficit of €4 billion that had been envis-
aged when the contribution rate was set is
now likely to be lower than expected. The re-
serves will thus be considerably higher than the
regular upper limit of 1.5 times the scheme’s
monthly expenditure, meaning that, in hind-
sight, a somewhat further-reaching cut in the
contribution rate would have been advisable.
As no change in the contribution rate is planned
for 2016, the upper limit for the reserves could
once again be exceeded at the end of next
year. However, as a sizeable deficit is on the
cards at the current rate, the upper limit is likely
to be undershot by 2017 at the latest; conse-
quently, a cut in the contribution rate is no
longer envisaged going forward. The deficit is
set to increase further in subsequent years, not
least as a result of demographic trends.?* The
current rate could, however, probably be main-
tained until the end of the decade at least
without any risk of the reserves undershooting
their statutory lower limit of 0.2 times the
scheme’s monthly expenditure.

Federal Employment Agency

The Federal Employment Agency recorded a
surplus of just over €1 billion in the third quar-
ter of 2015, which — as in the preceding quar-
ters — was €%z billion higher than at the same
time last year. At just over 4%, growth in con-
tribution receipts was still substantial. By con-
trast, on the expenditure side, spending on un-
employment benefit | (insurance-related bene-
fit) was down by almost 4%. There were also
significant reductions — of around 40% — in
subsidies for phased retirement, which is grad-
ually being brought to an end. Expenditure on
active labour market policy measures was once
again virtually unchanged on the year. How-
ever, the administrative costs of the Federal
Employment Agency recorded stronger growth
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of just over 4%. Overall, revenue was up by
4%, while expenditure was down by 3%.

The Federal Employment Agency is set to re-
cord a surplus of between €3 billion and €4

24 The current influx of refugees is likely to result in a grad-
ual rise in contribution receipts, while pension expenditure
will initially probably hardly increase at all in view of the
age structure of the immigrants. If the overall level of em-
ployment were higher in Germany, this would, on the one
hand, reduce the dampening impact on pensions arising
from the sustainability factor as well as from the generally
expected increase in the contribution rate, and there would
be a somewhat sharper increase in pensions as a result. On
the other hand, the below-average earnings of immigrants
would likely dampen per capita wage developments, which
would result in lower pension increases.
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billion at the end of 2015, having forecast a
figure of only €% billion in its budget plan
(each of these figures excludes the precaution-
ary fund). The increase in immigration is likely
to have hardly any direct impact on the Federal
Employment Agency’s finances in 2015 — and
this is expected to be the case for 2016, too —
because most immigrants is expected to have
to acquire qualifications before entering regular
employment (which is what pushes up the
Agency’s receipts), and this qualification phase

is unlikely to be financed from the Agency’s
budget. On the expenditure side, the Federal
Employment Agency offers insurance benefits,
with the general prerequisite of contributions
having been paid for one year. Therefore, im-
migrants able to work are initially only entitled
to claim means-tested benefits in connection
with the basic allowance for job seekers (par-
ticularly unemployment benefit Il). It is central
government — and, in part, local government —
that bears financial responsibility in this regard.





