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2016 brought
to a close with
another marked
surplus

I Public finances®

B General government budget

On the back of continued very favourable con-
ditions for public finances, Germany last year
generated a third consecutive surplus. Accord-
ing to provisional data, the balance was virtu-
ally unchanged at 0.6% of gross domestic
product (GDP). On the one hand, pressure on
government budgets was eased by favourable
cyclical developments and by interest expend-
iture being lower again. On the other hand, the
underlying fiscal stance was expansionary,
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meaning that the surplus shrank once adjusted
for cyclical impacts and interest expenditure
(see also pages 57 and 58). All in all, public
finances benefited from significant revenue
increases, not least from profit-related taxes.
However, expenditure also rose fairly steeply in
some cases, chiefly in relation to the provision
of support for refugees, which rose consider-
ably after immigration reached its peak in
autumn 2015 and continued into last year —
albeit at a significantly lower rate. This was
compounded by substantial additional expend-
iture in areas such as pensions and healthcare.
The debt ratio stood at 69.4% at the end of the
third quarter of 2016, well below the level at
the end of 2015 (71.2%).

A similar surplus looks set to be recorded for
the current year, and the debt ratio is expected
to continue its marked downward trend. On
the one hand, economic activity and continued
drops in interest expenditure are likely to ease
the strain on public coffers. On the other hand,
the fiscal policy stance remains moderately
expansionary. This is attributable to significant
expenditure hikes caused, for instance, by the
expansion of the benefits provided under the
public long-term care insurance scheme, the
sharp pension rise in mid-2016 and increased
funding for childcare, infrastructure and the
military.!

Thanks in part to the positive budgetary devel-
opments observed over recent years, it has
already been possible to significantly reduce

* The section entitled “General government budget” relates
to data from the national accounts and the Maastricht
debt ratio. The subsequent more detailed 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 finance statistics (which are generally in
line with the budget accounts).

1 In addition to uncertainties at the international level, Ger-
man public finances are exposed to risks stemming, in par-
ticular, from court rulings in connection with the phasing-
out of nuclear energy and in relation to the nuclear fuel
tax.
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The structural development of German public finances —
results of the disaggregated framework for 2016

According to provisional data, Germany’s
general government budget posted a sur-
plus once again in 2016." At 0.6% of gross
domestic product (GDP), this roughly
matched the previous year's level (0.7% of
GDP). The role played by cyclical influences
and specific temporary effects is estimated
using the “disaggregated framework” for
analysing public finances.? Any further
changes in the revenue and expenditure
ratios are classified as structural, and their
major determinants identified. The main re-
sults of this analysis for 2016 are presented
below.3

The cyclical influence on the year-on-year
change in the fiscal balance was slightly
positive. After adjustment for cyclical and
temporary effects (the latter of which were
unremarkable last year), there was a slight
deterioration in the structural fiscal balance
in relation to trend GDP. The structural
surplus was thus roughly the same as the
unadjusted value.

The unadjusted revenue ratio increased by
0.3 percentage point; the structural change
was similar. A significant increase in the tax
and social contributions ratio contrasted
with a slight decline in other revenue. The
latter was depressed by lower interest in-
come and the Bundesbank'’s reduced profit
distribution.* The increase in the tax and so-
cial contributions ratio was largely attribut-
able to slight structural shifts within GDP
which had a positive effect on its “revenue
richness” and, in particular, surprisingly high
growth in profit-related taxes. The develop-
ment of entrepreneurial and investment in-
come (used here as a macroeconomic refer-
ence variable) and the estimated impact of
legislative changes would have led one to

expect a significantly more subdued devel-
opment (residual: +0.2 percentage point).
The ratio was increased slightly by fiscal
drag,® while it was reduced in net terms by
legislative changes (income tax shortfalls on
the one hand and higher additional contri-
bution rates applied by the statutory health
insurance institutions on the other).

The unadjusted expenditure ratio rose by
0.3 percentage point and thus slightly less
than the structural ratio, which was primar-
ily due to the GDP’s denominator increasing
slightly more strongly than its trend because
of cyclical influences. Interest expenditure
fell again, which was due first and foremost
to the beneficial funding conditions.® The
structural ratio of other expenditure went
up by 0.7 percentage point overall. This was
chiefly because of significant net increases
in social expenditure, which were predom-
inantly linked to support for refugees and a
rise in pension and healthcare expenditure.
Despite subdued price developments, inter-
mediate consumption also increased, appar-
ently partly as a result of additional expend-

1 As defined in the national accounts.

2 For a more detailed description of the framework
and the standardised method of determining the
cyclical component used in the Eurosystem, see Deut-
sche Bundesbank, A disaggregated framework for
analysing public finances: Germany's fiscal track record
between 2000 and 2005, Monthly Report, March
2006, pp 61-76.

3 These results are subject to amendments arising
from revisions to the national accounts figures or to
the macroeconomic outlook.

4 While the quota share was somewhat higher than in
the previous year, the figure in the national accounts
(after factoring out a release of provisions) saw a con-
siderable decline.

5 In this context, the term “fiscal drag” encompasses
the total (positive) revenue effect of income tax bracket
creep and the (negative) impact of the fact that spe-
cific excise duties are largely independent of prices.

6 The breakdown of the change in interest expend-
iture for 2016 is not shown as the debt ratio for the
year's end is not yet available.
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Structural development”

Year-on-year change in the ratio to nominal trend GDP in percentage points

Total
2008 to
Item 2008 2009 2010 2011 2012 2013 2014 2015 2016 2016
Unadjusted fiscal balance? -04 -31 -10 33 09 | =02 0.5 04 -0.1 04
Cyclical component! 04 -17 0.2 0.8 00 -05 -01 0.1 0.2 -0.4
Temporary effects? -03 02 -10 1.1 =01 0.1 -03 03 =00 -0.0
Fiscal balance -04 -15 =03 1.3 1.0 0.2 0.8 00 =02 0.9
Interest payable2 00 -02 -0.1 01 -02 -03 -02 -02 -02 -1.4
Owing to change in average
interest rate -00 -03 -03 -01 -02 -03 -01 -01 -16
Owing to change in debt level 0.0 0.1 0.3 02 -00 -00 -01 -0.1 . 0.3
Primary balance -04 -17 -04 1.4 0.7 -0.1 06 -02 -04 -05
Revenue 02 -09 -02 1.2 0.0 0.2 0.3 0.0 0.3 1.1
Taxes and social contributions 02 -10 -04 0.8 0.2 0.3 0.2 0.3 0.4 0.8
Fiscal drag3 0.0 0.1 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.7
Decoupling of macroeco-
nomic reference variables
from GDP 02 -03 0.2 0.2 @O | =01 | =00 | =Q] 0.1 0.4
Legislative changes -06 -03 -06 02 -01 -02 =041 00 -01 -1.7
Residual 05 -06 0.0 0.2 0.2 0.4 0.2 0.3 0.2 1.5
of which profit-related
taxes4 05 -0.6 0.2 0.2 0.3 0.1 0.0 0.1 0.2 1.0
Non-tax revenue> 0.1 0.2 0.2 04 -01 =041 01 =03 =041 0.3
Primary expenditure 0.7 0.8 02 -02 -07 03 -03 0.2 0.7 1.6
Social paymentsé 0.2 02 -00 -03 -02 0.1 0.1 0.3 0.5 0.9
Subsidies -0.0 03 -01 =01 -0.1 0.0 -0.0 0.0 -00 -0.1
Compensation of employees 0.1 0.1 0.1 00 -01 -01 -00 -041 0.0 0.0
Intermediate consumption 0.2 0.2 0.2 0.1 -0.0 0.1 -0 0.0 0.2 0.9
Gross fixed capital formation 0.1 0.1 0.0 00 -01 =01 =01 0.0 0.1 0.2
Other expenditure? 0.1 -0.2 0.0 0.1 =02 03 -02 00 -01 -0.2
Memo item
Pension expenditure8 -0.0 -0.1 00O | =01 | =02 | =3 0.0 0.1 0.1 -04
Healthcare expenditure® 0.2 0.2 0.1 00 -0.0 0.2 0.2 0.0 0.1 0.9
Labour market expenditure10 0.1 01 -03 -03 -02 -01 -01 =00 0.0 -09
Long-term care expenditure1 0.0 0.0 0.0 -00 0.0 0.0 0.0 0.1 0.0 0.2

* The structural figures are derived by adjusting for cyclical influences and specific temporary effects. 1 Year-on-year change in
the ratio to nominal GDP. 2 The breakdown for 2016 is not shown as the debt ratio for the year's end is not yet available. 3 In
this context, the term “fiscal drag” encompasses the overall revenue effect of bracket creep in income taxation and the impact
of the fact that specific excise duties are largely independent of prices. 4 Assessed income tax, corporation tax, local business
tax, investment income tax. 5 Other current transfers receivable, sales and total capital revenue. 6 Including other current
transfers to households. 7 Other current transfers, other net acquisitions of non-financial assets and capital transfers payable.
8 Spending by the statutory pension insurance scheme, spending on recipients of civil servant pensions as well as payments by
the Post Office Pension Fund and the Federal Railways Fund. 9 Spending by the statutory health insurance scheme and assis-
tance towards civil servants’ healthcare costs. 10 Spending by the Federal Employment Agency (excluding the reintegration
payment paid to central government (from 2008 to 2013)) and central government expenditure on unemployment welfare
benefit (1) and on labour market reintegration measures. 11 Spending by the public long-term care insurance scheme.
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iture on refugees. By contrast, there was a
decline in transfers to the EU budget, some
of which were retroactively cut in accord-
ance with the Own Resources Decision for
the 2014-2020 financial framework, which
was ratified last year.

To sum up, Germany’s public finances re-
corded a notable surplus in 2016, both in
unadjusted and structural terms. A positive
cyclical trend and a further decrease in
interest expenditure outweighed the expan-

sionary budgetary policy stance. In com-
parison with 2007, ie prior to the financial
and economic crisis, the structural fiscal bal-
ance saw a marked improvement of around
one percentage point. However, interest
expenditure relief increased by half over
that period, while the structural primary
surplus ratio deteriorated by %2 percentage
point.



... advisable not
least in view of
demographic
trends

Great import-
ance of effective
fiscal rules and
consistent com-
pliance with
them at both
the national ...

the debt ratio from its record level of more
than 80% in 2010. By 2020, it should be back
below the 60% mark again for the first time
since 2002. While any decline in the debt ratio
reduces the interest burden, the key driver be-
hind this reduction in recent years has been
considerably more favourable funding costs, in
particular. The average rate of interest on gov-
ernment debt fell from 4%9% in 2007 (pre-crisis)
to 2% recently. In arithmetical terms, this re-
sulted in interest savings of 1%2% of GDP (€47
billion) in 2016 alone. However, the very low
interest rate level at present belies the long-
term burdens of government debt and paints
an overly favourable picture of public finances.

Rising social spending caused by demographics
in Germany presents a convincing argument
for rapidly scaling back the government debt
ratio. The current planning, which envisages a
structural surplus of %% to 2% of GDP, does
not appear too ambitious. At the same time,
structural policies that strengthen the forces of
growth are desirable.? These also include in-
vestment to maintain good infrastructure; this
could, however, be financed without having
to increase debt, but it is chiefly a question of
fiscal policy priorities.

One factor that has likely been instrumental in
reversing the debt trend of the previous dec-
ades is the introduction of the debt brake. Its
purpose is to safeguard sound public finances
and prevent the offloading of an ever greater
share of the burden onto future generations.
With this in mind, it is advisable to generally
factor in moderate structural surpluses as safety
margins so that some room for manoeuvre
within the scope of normal budget limits can
be retained in the event of unfavourable devel-
opments. This became apparent, by way of ex-
ample, back when the budget was initially ex-
pected to suffer a significant deterioration in
response to high numbers of incoming refu-
gees. The available safety margin made it pos-
sible to first wait and see how this situation
progressed — something that was difficult to
gauge in advance. As things currently stand,
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for the time being it may even be possible to
dispense with measures that would leave a
hole in the budget.

The European fiscal rules are continuing to lose
their binding force, however. With its call back
in autumn 2016 for a distinct loosening of the
euro area’s fiscal stance, the European Com-
mission explicitly set aside the objective of sus-
tainable public finances in favour of a coordin-
ated economic fine-tuning approach.? In the
past, however, such attempts to steer the
economy have met with little success due to a
number of fundamental issues.* The upswing
in the euro area’s economic activity has re-
cently grown stronger, while unemployment
has fallen markedly compared with its peak
level during the crisis. According to the Euro-
pean Commission’s assessment, the modest
economic slack in the euro area as a whole will
also be reduced next year even without any
additional fiscal stimulus. However, the debt
ratios in various member states are still very
high. In many cases, there is no sign as yet of
these ratios being rapidly reduced as a precau-
tion against a resurgent interest rate level,
amongst other reasons. In addition, the major-
ity of medium-term budgetary objectives re-
main far from being met. In this respect, public
finances in some countries still represent a
major source of uncertainty. This is also partly
reflected in risk premiums on government bond
yields. Binding fiscal rules equally borne by all
member states, not to mention a credible no-

2 See Deutsche Bundesbank, Public finances, Monthly
Report, November 2016, pp 62-63.

3 See Communication from the Commission to the Euro-
pean Parliament, the Council, the European Economic and
Social Committee and the Committee of the Regions,
Towards a positive fiscal stance for the euro area, Brussels,
16 November 2016, COM (2016) 727 final.

4 Using fiscal policy to actively stimulate the economy
should be reserved for exceptional situations and requires
that public finances have a solid foundation. For more in-
formation, see Deutsche Bundesbank, Fiscal policy, Monthly
Report, October 2010, pp 81-82.

... and Euro-
pean level
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Tax revenue up
considerably in
2016

Tax revenue’
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bail-out clause, remain key prerequisites for a
euro area focused on stability.

Budgetary development
of central, state and local
government

Tax revenue

Tax revenue® recorded a significant rise of 472%
in 2016 (see the above chart and the table on
page 61). Compared with the official November
2016 forecast, figures have thus been revised
upwards by €6 billion. This is largely due to the
fact that — contrary to expectations — corpor-
ation tax refunds as a result of previous court
rulings” have, for the most part, not yet been
paid out. All in all, revenue growth from profit-
related taxes, in particular, remained strong.
The sharp rise in wage tax receipts primarily
reflects the increase in gross wages and salaries.
The additional revenue generated by bracket
Creep in income taxation was somewhat more
than offset by revenue shortfalls resulting from
legislative changes (in particular, higher income
tax allowances, a rightward shift in other in-
come tax thresholds and the rise in child bene-
fit). Turnover tax revenue likewise climbed
markedly and was largely in line with its macro-
economic reference variables.

According to the official estimate of November
2016, an increase in tax revenue of around 4%
(including local government taxes) is expected
for 2017. In the meantime, however, amend-
ments to tax legislation have been adopted
that are putting the brakes on growth (chiefly
the further cut in income taxes and the rise in
child benefit). Moreover, the rate of change is
significantly dampened by the fact that, for the
most part, the envisaged burdens stemming
from the aforementioned court rulings did not
come to pass last year and will now largely
make themselves felt this year.

Central government budget

According to provisional figures, the central
government budget recorded a surplus of €6
billion last year.8 However, this represented a
marked year-on-year decline (2015: €12 bil-
lion), not least on account of spending in
connection with refugee migration. Revenue
growth remained subdued at 2%. Despite size-
able tax-share transfers to state government to
offset part of its refugee-related expenditure,
tax revenue was up somewhat more sharply at
3%. However, other revenue fell relative to val-
ues recorded in 2015, which had been elevated

5 For more information, see Deutsche Bundesbank, Ap-
proaches to strengthening the regulatory framework of
European monetary union, Monthly Report, March 2015,
pp 15-37; and Deutsche Bundesbank, Approaches to
resolving sovereign debt crises in the euro area, Monthly
Report, July 2016, pp 41-62.

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

7 Rulings by the Federal Fiscal Court of 25 June 2014 (IR
33/09) and of 30 July 2014 (IR 74/12) on section 40a of
the Act on Asset Management Companies (Gesetz Uber
Kapitalanlagegesellschaften) and STEKO (section 8b (3) of
the Corporation Tax Act (Korperschaftsteuergesetz)) (see
also Bundestags-Drucksache 18/5560). In the national
accounts, such tax refunds are recorded as government
spending (capital transfers) at the time of the final ruling
rather than as reducing revenue at the time of payment.

8 According to the press release of the Federal Ministry of
Finance of 12 January 2017. In the Federal Ministry of
Finance’s January 2017 Monthly Report, transfers not yet
made to the fund to promote municipal investment and to
state government in connection with the basic allowance
for the elderly are not taken into account, resulting in a
(cash) surplus of just over €10 billion being reported.

Growth
dampened in
current year

Significant
surplus once
again for 2016
as a whole



Result consider-
ably better than
forecast

Tax revenue
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Year as a whole Estimate Q4
for 2016
asa
2015 2016 whole'.23 2015 2016
Year-on-
h year Year-on-year change
Year-on-year change change y 9
Type of tax € billion €billion % % € billion €billion %
Tax revenue, total? 620.3 648.3 +28.0 + 45 + 3.6 166.9 175.8 +8.9 + 5.3
of which
Wage tax 178.9 184.8 + 59 + 33 + 3.0 49.8 52.3 +25 + 49
Profit-related taxes4 94.4 106.7 +12.3 +13.0 + 7.4 21.5 25.8 +4.3 +20.1
Assessed income tax 48.6 53.8 + 5.3 +10.8 + 89 12.5 14.4 +2.0 +15.8
Corporation tax 19.6 27.4 + 7.9 +40.1 +19.8 3.8 6.1 +2.3 +59.6
Investment income
tax® 26.2 25.4 - 038 = 3.1 - 45 5.2 5.2 +0.1 + 1.3
Turnover taxesé 209.9 217.1 + 7.2 + 3.4 + 35 54.1 56.1 +2.0 + 3.6
Energy tax 39.6 40.1 + 0.5 + 1.3 + 1.0 15.2 15.5 +0.2 + 1.6
Tobacco tax 14.9 14.2 - 0.7 - 49 = 2.5 5.0 43 -0.7 -14.3

Sources: Federal Ministry of Finance and Bundesbank calculations. 1 According to official tax estimate of November 2016. 2 Including EU
shares in German tax revenue but excluding receipts from local government taxes. 3 Tax revenue including (still estimated) local govern-
ment taxes was €15 billion above the November 2015 estimate, which formed the basis for the 2016 central government plan drawn up
at the end of 2015. Amendments made to tax legislation since that time played virtually no role in this revision. 4 Employee refunds,
homebuyers’ grant and investment grant deducted from revenue. 5 Withholding tax on interest income and capital gains, non-assessed

taxes on earnings. 6 Turnover tax and import turnover tax.
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by proceeds from the frequency auction. At
4%, the rise in spending was higher. Although
interest expenditure was down by €3%2 billion,
this was significantly outweighed by additional
burdens in the form of higher transfers (also
due to the discretionary shortfall of €2%2 billion
in the transfer to the health fund coming to an
end), investment and other operating expend-
iture.

The result was almost €127 billion better than
forecast in the 2016 supplementary budget.®
As a result, the €6 billion withdrawal from the
refugee reserve that had been planned so as to
close the 2016 financial year without posting
any net borrowing, ie with a balanced budget,
was no longer needed. Revenue exceeded the
amount envisaged in the budget by €6%2 bil-
lion. Despite the tax-share transfer of €472 bil-
lion to state government at the end of the year,
tax revenue was up by €1 billion. This was
accompanied by other additional revenue of
€5% billion."® Expenditure was €5% billion

lower than the amount envisaged in the
budget. At almost €3 billion, interest expend-
iture alone accounted for half of these savings.
Premiums paid (€6 billion) when issuing new
securities made a crucial contribution here.
These are recognised in profit or loss in their
full amount in the same year, which increases
the volatility of interest expenditure and, in the
event of a sharp shift on the capital markets,
could lead to significant additional strain being
placed on the central government budget in
the short term. In order to ensure that develop-
ments remain more stable — an essential pre-

9 The only difference between the original budget plan
drawn up at the end of 2015 and the supplementary
budget draft of November 2016 — which was adopted un-
changed by the Bundestag in February 2017 — was that the
estimates for interest expenditure were lowered by €3%
billion, which covered the newly envisaged transfer to the
fund to promote municipal investment.

10 Up by just over €% billion in each case, this included, in
particular, additional guarantee repayments, the Bundes-
bank's profit distribution, a contribution refund by the sup-
plementary pension scheme of central and state govern-
ment for salaried employees, and payments from the EU
budget.
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Reserve top-up
not prudent

Central government fiscal balance”
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requisite when it comes to budget planning
and implementation — in the future, such
amounts could be spread over a bond'’s life.”
Significant savings were also made vis-a-vis the
budget plan in the case of investment expend-
iture. In addition to the lower-than-expected
calls on guarantees, funds used for broadband
network extension, in particular, fell far below
what was budgeted for.

Pursuant to the Budget Act (Haushaltsgesetz),
the surplus is to be transferred to the refugee
reserve set up at the end of 2015, which will
grow to €18%: billion as a result. However, as it
was possible to cover the costs of support for
refugees without dipping into this reserve last
year, and spending in connection with this is
now easier to gauge, it would not appear pru-
dent to top up the reserve as this might effect-
ively cause the funds to be used for other pur-
poses. Instead, rather than using just the 2016
surplus — as proposed by the Federal Finance
Minister when presenting the figures — the

entire reserve could be used to repay debt in
the budget, which would provide reliable, sus-
tained budget relief by means of lower interest
expenditure.

In an initial press release published in mid-
January, the Federal Ministry of Finance put the
structural result for 2016 as defined in the debt
brake rules at -0.1% of GDP (see the table on
page 63). The surplus in the core budget was
neutralised by a reserve top-up of the same
amount (no net borrowing)."? A slight cyclical
burden in arithmetical terms is cancelled out by
a surplus from financial transactions. The figure
includes the (provisional) balances of three off-
budget entities — the flood relief fund, the fund
to promote municipal investment (excluding
the additional transfer already taken into
account in the core budget) and the energy
and climate fund — with a total deficit of €2%2
billion. The reported structural funding gap in
relation to GDP was therefore V4 percentage
point below the debt brake ceiling, with a
corresponding amount normally having to
be credited to central government’s control
account.”™

The Bundestag adopted the 2017 central gov-
ernment budget, too, with no authorisation for
net borrowing. As in the 2016 budget, a with-
drawal from the refugee reserve (€6% billion) is
planned in order to offset a deficit stemming
from spending in connection with refugee
migration. However, at least some of the posi-
tive deviations from the budget plan in 2016
are likely to extend into this year. In particular,
continued higher-than-envisaged grants from

11 This manner of accounting would be more in line with
that of the national accounts, to which the EU fiscal rules
refer.

12 This recording of transfers to and from reserves contra-
venes the EU fiscal rules. Following these rules, the struc-
tural result would have been 0.2 percentage point higher.
13 For more information on the control account, see
Deutsche Bundesbank, The debt brake in Germany — key
aspects and implementation, Monthly Report, October
2011, pp 15-39. In a welcome step, the extensive total bal-
ance for this account, which was accrued during the tran-
sitional period for reaching the regular ceiling, was can-
celled once this period came to an end at the close of
2015.

Structural

result broadly
balanced in
2016, leading to
considerable
credit entry for
control account

Starting point
for 2017 budget
much better
than

planned, ...



... but there are
also risks, not
least in connec-
tion with court
rulings
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Key central government budget data in connection with the debt brake”

2015

Actual

Fiscal balance

Coin seigniorage

Transfer to (-)/withdrawal from (+) reserves
Net borrowing (1+2+3)

Balance of financial transactions

N o s W=

Balance of incorporated off-budget entities
Energy and climate fund

Flood assistance fund -

Fund to promote municipal investment
Structural net borrowing (4-5-6+7)
(repayment: +; borrowing: -)
Structural balance (8—2-3)
10 Structural balance adjusted for updated estimate
of potential output
11 Debt brake ceiling (from 2016: —-0.35% of GDP5)

[oc]

O

Cyclical component in the budget procedure 2 -

2016 2017
Supplemen-  Provisional

Budget tary budget'  actual Budget
11.8 - 6.4 - 6.4 59 - 7.0
0.4 0.3 0.3 0.3 0.3
=121 6.1 6.1 - 6.2 6.7
1.9 0.1 0.1 0.6 = 0.7
1.4 0.3 03 3 - 04 = 19
4.5 - 54 1.0 = 25 = 32
1.9 - 04 - 02 - 0.0 - 15
0.9 - 35 - 2.2 - 23 - 1.0
35 = 1.3 3.4 4 = .1 - 08
4.0 - 58 0.6 - 27 - 0.6
15.8 = 12.1 = B8 3.2 = 76
17.5 -12.1 - 57 2.6 - 83
-18.6 -10.2 -10.2 -10.2 -10.6

* For more information, see Deutsche Bundesbank, Public finances, Monthly Report, February 2016, pp 68-69. 1 Draft of November 2016
adopted by the Bundestag without adjustments. 2 Pursuant to the 2015 budgetary account; provisional. 3 Simplified procedure applied:
adjusted to the national accounts figures published in mid-February 2017. 4 Excluding the €3.5 billion transfer taken into account in the
central government budget (in item 1), which has a negative impact on the balance. 5 GDP: gross domestic product. Here, this refers to

GDP in the year before the budget is prepared.
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the EU and lower net burdens from guarantees
and investment grants appear likely.™

By contrast, spending on unemployment bene-
fitll (means-tested benefit) could rise more
sharply than planned. Taking into account last
year's actual figures, central government spend-
ing on this item is set to increase by 3%, with
the benefit increases at the start of the year
claiming a large part of this. Significant add-
itional expenditure may arise as growing num-
bers of asylum seekers are granted refugee
status, thereby becoming eligible for basic
allowance benefits. While there were many
successful applications for asylum last year, it is
unlikely that the majority of these applicants
have since secured a living wage. In addition,
there remain a large number of asylum applica-
tions to be processed. Marked burdens may
also arise in connection with court rulings on
the accelerated phasing-out of nuclear energy
or on whether the nuclear fuel tax is constitu-
tional. Furthermore, the Bundesbank’s profit

distribution could be reduced on account of
increased provisions for interest rate risk arising
from the public sector purchase programme.

All things considered, it may be possible to
leave the refugee reserve untouched this year
as well — provided the current expectations re-
garding macroeconomic developments prove
true, the interest rate level remains stable at the
long end and further strains on the central gov-
ernment budget to the benefit of state and
local government and in the run-up to the gen-
eral election are avoided. The ceiling as defined
in the debt brake rules would then be main-
tained with a safety margin.

The benchmark figures for the 2018 central
government budget and the medium-term
financial plan up to 2021 will be adopted by

14 The positive base effect resulting from better-than-
expected tax revenue could be counteracted in 2017 by
delayed tax refunds stemming from earlier court rulings;
see p 60.
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Central govern-
ment’s off-
budget entities
in deficit for
2016 as a
whole ...

the Federal Cabinet in mid-March. Based on
the November 2016 tax estimate, annual rev-
enue shortfalls of around €2 billion now need
to be factored in compared with the previous
financial plan from the summer of 2076.
Account now also needs to be taken of the
income tax cuts and rises in child benefit from
2018 onwards, involving losses of up to €3 bil-
lion, as well as the granting of a flat immigrant
integration payment in the form of forwarded
turnover tax of €2 billion to the federal states.
Further revenue-side burdens initially amount-
ing to €92 billion per year from 2020 onwards
can be foreseen on the basis of draft legislation
on the reform of federal financial relations.
Moreover, there are risks attached to the Bun-
desbank’s profit. Defence expenditure may also
be additionally increased in the medium term in
line with the North Atlantic Council’s agree-
ment."”> Overall, the medium-term plans to
date have included global revenue shortfalls as
a precautionary measure. However, some of
these funds were set aside for the municipal
relief package of €5 billion per year from 2018
onwards, which has now been adopted. While
the remaining provisions are set to grow signifi-
cantly, from €2 billion in 2018 to almost €9 bil-
lion in 2020, they will not be sufficient to fully
finance the revenue-side burdens which have
already been specified in detail. In view of this
and given the generally high level of uncer-
tainty, it would appear advisable to avoid pla-
cing any further additional burdens on the cen-
tral government budget.

According to provisional figures from the Fed-
eral Ministry of Finance, central government'’s
off-budget entities (excluding bad banks and
other entities that use commercial double-entry
bookkeeping) concluded 2016 with a deficit of
€3 billion. In 2015, they recorded a surplus of
€9 billion, largely as a result of frontloaded
payments to the fund to promote municipal
investment and the energy and climate fund.
As in the previous years, the off-budget entities
for civil servant pension obligations posted
marked surpluses (now €2%: billion), and the
Financial Market Stabilisation Fund (SoFFin) also

achieved a surplus of €1 billion resulting from
repayments of capital injections. By contrast,
the transfer of revenue obtained in 2015 by the
restructuring fund to the new European bank
resolution authority (-€1%2 billion) and the pre-
miums on the redemption of an inflation-
indexed Federal bond (-€2 billion) had a nega-
tive impact. In addition, the flood assistance
fund recorded a discernible deficit (-€2%2 bil-
lion), largely because of a transfer to the cen-
tral government budget. The fund to promote
municipal investment registered a slight deficit,
with withdrawals remaining subdued.®

Central government’s off-budget entities for
civil servant pension obligations are expected
to continue recording significant surpluses this
year. As no repayments of inflation-indexed
Federal bonds are due, the off-budget entity
established for that purpose is also likely to
post a moderate surplus as a result of the requ-
lar transfers it receives. Given cash reporting of
the increased inflows to the fund to promote
municipal investment in 2017, it would record a
discernible surplus, even though significantly
larger outflows from this fund are likely, not
least because the field of application has been
expanded to include education. Although cen-
tral government is expecting the energy and
climate fund and the flood assistance fund to
record deficits, even then a surplus would be
likely overall."

15 Summit statement from 5 September 2014.

16 As the supplementary budget for 2016 had not yet
entered into force when the figures were published, the
renewed frontloading of transfers to this fund planned by
central government had not yet been taken into account.
17 It is possible that the foundation for funding nuclear
waste disposal, which is likely to record one-off revenue of
around €23% billion for 2017, will be included in the re-
porting group. See Deutsche Bundesbank, Public finances,
Monthly Report, November 2016, p 68. The European
Commission must confirm a priori that the arrangement is
compatible with the EU state aid rules.

... but surplus
likely for 2017
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State government budgets'®

State government’s core budgets concluded
2016 with a large surplus of €9 billion, which
was a much better outcome than in 2015 (sur-
plus of €3 billion).™ This improvement was
due, not least, to transfers of central govern-
ment tax funds. In December, the federal states
received turnover tax funds via a frontloaded
final settlement of flat refugee cost reimburse-
ments (€2%2 billion), and via a flat immigrant
integration payment (€2 billion). Buoyed by the
(thus additionally strengthened) growth in tax
receipts (+8%2%), revenue rose by a total of just
over 6% (just over €20% billion). By compari-
son, growth in expenditure was much weaker
(+4%2%, or just under €15 billion). The largest
single contribution to this growth was made
by ongoing payments to local government
(+11%2%, or €8"% billion), which were partly
financed from transfers of central government
funds. In addition, other operating expenditure
saw exceptionally strong growth of 12%2% in
connection with support for refugees. The rise
in personnel expenses was much more sub-
dued (+3%2%), while the decline in interest
expenditure (-10%2%) had a marked alleviating
effect on state government finances.

All of the federal states except Saarland fin-
ished 2016 in surplus. While only the consolida-
tion assistance it received enabled Bremen to
record a small surplus, Berlin, notably, achieved
a significant surplus even if consolidation assis-
tance is factored out. On balance, the slight
surplus recorded by North Rhine-Westphalia
was evidently due to the realisation of financial
assets. At its meeting in December 2016, the
Stability Council concluded that the budgetary
recovery procedures that had been launched in
2012 for Berlin and Schleswig-Holstein would
be closed in 2016, while Bremen and Saarland
would both require an extension as their
budget figures were still unsatisfactory.

This year and in the medium term, state gov-
ernment as a whole can be expected to record
persistent surpluses. This was also reflected by

Deutsche Bundesbank

the Federal Ministry of Finance's projection for
the period up to 2020, which it put together
for the Stability Council’'s December meeting.
This envisaged favourable underlying condi-
tions in the form of significant rises in tax rev-
enue and a continued easing of financial pres-
sures thanks to the low interest rates. Central
government grants to cover refugee-related
expenses were particularly high last year, how-
ever, and it seems plausible that not all of these
funds have yet been spent. Furthermore, tax
refunds due to court rulings, which were ini-
tially expected for last year, may now largely
take effect in 2017. The surpluses could there-
fore be more moderate than last year.

In December 2016, the Federal Cabinet adopted
the draft legislation on the reform of federal
financial relations from 2020 onwards, which
was based on the agreements reached by cen-
tral and state government in October 2016. Al-
though the planned reform simplifies the state
government financial equalisation system, it
does not greatly improve its transparency or
the incentives for state governments to take
responsibility for their own fiscal and economic
policy.2° In future, central government will only
grant its envisaged budgetary recovery assis-
tance for Bremen and Saarland in full if a por-
tion of the funds — albeit a comparatively small
one — is used to pay off debt. As well as ex-
tending the field of application for its invest-
ment grants to include education in municipal-
ities with weak financial capacity, central gov-
ernment is to gain stronger powers to influence
the state government investment programmes
receiving financial assistance in order to better
ensure their compatibility with its goals.

18 The development of local government finances in the
third quarter of 2016 was analysed in the short articles of
the Bundesbank’s January 2017 Monthly Report. These are
the most recent data available.

19 According to the monthly cash data, and adjusted for
the booking of repayments to off-budget entities in Saxony
which affected the deficit. According to the quarterly cash
statistics, the surplus for 2015 came to only €% billion, par-
ticularly because closing entries in favour of off-budget
entities were made.

20 For more information, see Deutsche Bundesbank, Public
finances, Monthly Report, November 2016, pp 63-71.
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The fact that the Stability Council will, in future,
monitor central and state government’s com-
pliance with the constitutionally-enshrined
debt brake while taking recourse to the Euro-
pean fiscal rules is a welcome development.
Although the details have yet to be confirmed,
this would mark out important guiding prin-
ciples, such as the inclusion of the off-budget
entities categorised as belonging to the gov-
ernment sector?' and a focus on the fiscal bal-
ance rather than net borrowing.?? To ensure
successful monitoring of budgets within the
German federal system, comprehensive, com-
parable data on the budgetary developments
and planning of the individual state govern-
ments must also be made available.?® As a gen-
eral point, it would be desirable to ensure that
sanctions can be imposed if a state is found to
have responded inadequately to undesirable
budgetary developments. Obliging states to
repay debt promptly could also play a major
role in securing desirable outcomes, however.

B Social security funds?*

Statutory pension insurance
scheme

According to provisional figures, the statutory
pension insurance scheme recorded a deficit of
€2Y billion in 2016. This was around €2 billion
lower than estimated, and the reserve remained
above its statutory upper limit at just over 1.6
times the scheme’s monthly expenditure. How-
ever, the deficit was larger than it had been a
year earlier (2015: €12 billion). This was due to
the exceptionally large mid-year pension in-
crease (western Germany: 4.25%; eastern Ger-
many 5.95%), which was driven up by a special
factor that had dampened the previous
increase.?> However, growth in contribution
receipts also remained strong (+4%), buoyed
by the favourable employment and wage
developments. A marked rise in revenue is ex-
pected again this year, partly because a reduc-
tion factor of just over €1 billion in the central
government grant will no longer apply. Finan-
cial pressures on the scheme are set to increase
in view of demographic change alone, leading
to a greater depletion of reserves. Central gov-
ernment’s pension insurance report published
in autumn 2016 states that contribution rate
increases can be expected from 2022 onwards,
as the lower reserve limit of 0.2 times the
scheme’s monthly expenditure would other-
wise be undershot.

The deterioration in the scheme’s finances will
be exacerbated by central government’s new

21 For example, Berlin intends to transfer most of last
year's surplus to a special fund for investment in infra-
structure. Its subsequent deficits would then be counted
towards the debt brake limit.

22 This means that transfers to and from the reserves
would have no impact on compliance with the upper
limits.

23 See Deutsche Bundesbank, The role of the Stability
Council, Monthly Report, October 2011, p 23.

24 The financial development of the public long-term care
and statutory health insurance schemes in the third quarter
of 2016 was discussed in the December 2016 Monthly
Report. These are the most recent data available.

25 See Deutsche Bundesbank, Public finances, Monthly
Report, May 2016, p 72.
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pension policy initiatives, which will entail sig-
nificant additional expenditure in the future.
These notably include the harmonisation of
pensions in eastern Germany with those in
western Germany and pension increases for
persons with reduced earning capacity. The
benchmark pension in eastern Germany is to
be increased in seven stages from its current
level of just over 94% of the western German
level so that the two are harmonised by 2025
at the latest. In return, the higher valuation of
the wages of persons in eastern Germany in-
sured for pension purposes is to be gradually
phased out. Under the planned design, how-
ever, there will be a long transitional period
during which pensions will increase further in
net terms in eastern Germany.?¢ This will profit
those already drawing a pension and those
approaching retirement, while younger cohorts
will not experience a net benefit from the
higher valuation of wages. To finance part of
this additional expenditure, transfers from the
central government budget are to be increased
in stages from 2022 to 2025 by €2 billion in the
long term, which corresponds to around half of
the additional expenditure. For the pensions of
persons with reduced earning capacity, a fur-
ther extension of the reckonable period by
three years is planned in stages between 2018
and 2024.?7 In future, it will thus be assumed
that those with reduced earning capacity have
made contributions up to the age of 65. The
intention is, not least, to reduce the relatively
high proportion of persons with reduced earn-
ing capacity who additionally depend on the
basic allowance. If the expansion of benefits
increases the number of people claiming pen-
sions for reduced earning capacity, this will put
more pressure on the finances of the statutory
pension insurance scheme.

Federal Employment Agency

The Federal Employment Agency's core budget
was €5% billion in surplus in 2016, thus ex-
ceeding the figure for 2015 (€3%: billion) and,
to a greater extent, the budget estimate (€2

Deutsche Bundesbank
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billion). The scheme’s reserves thus swelled to
€13% billion.2® While revenue grew signifi-
cantly (by 3%2%), expenditure fell (by just over
1%2%). There was a fall in spending on un-
employment insurance benefitl (insurance-

26 The combination of a lower benchmark pension and a
higher valuation of wages currently means that in eastern
Germany the same wage results in higher pension entitle-
ments than in western Germany.

27 The reckonable time was already extended by 2 years
through the 2014 pension benefits package.

28 The free reserves (excluding the components assigned
for insolvency benefit and winter construction workers
benefit) stood at €11% billion. In addition, the pension
fund once again posted a surplus of almost €% billion,
which brought its reserves for the complete funding of civil
servants’ pensions up to €5%: billion.
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Surplus planned
for 2017 despite
strong expend-
iture growth

related benefit) and on subsidies for partial
retirement, which are being phased out. By
contrast, more funds were spent on active
labour market policy measures. This reflects
greater uptake of education and training pro-
grammes, not least in view of refugee migra-
tion.

The Federal Employment Agency’s budget plan
for 2017, which was approved in December last
year, envisages a marked reduction of the sur-
plus to €172 billion. A sharp rise in expenditure
on active labour market policy measures (of
one-quarter to €9 billion) is planned. This is
partly due to additional costs relating to the
labour market integration of refugees, but the
majority is accounted for by other measures.
Unemployment insurance benefitl is also set to
see a strong rise. However, the underlying
assumption of a significant increase in the
number of beneficiaries appears pessimistic in
view of favourable labour market develop-
ments, which are also predicted in central gov-
ernment’s forecasts. Part of the deterioration
(of just over €% billion) in the budget position
is due to an additional transfer to the Federal
Employment Agency’s pension fund, which is

related to the current low interest rates. All in
all, in light of the cautious expenditure appro-
priations in the core budget, the surplus could
turn out to be much larger than projected.

According to current forecasts, the labour mar-
ket situation is expected to remain favourable
in the next few years. If the current expenditure
policy continues, the agency seems likely to see
further rises in its surplus and a sharp increase
in its reserve. In general, however, a change of
tack should be viewed critically. In the past,
work promotion schemes have often proved to
be counterproductive,?® and tasks for society as
a whole should not generally be funded from
contributions but from tax revenue. Although
the cyclical volatility of the agency’s finances
means that it generally makes sense to build up
a large reserve in good times, given the current
outlook, the option of cutting the current con-
tribution rate of 3.0% would be worth consid-
eration.

29 See, inter alia, T Buttner, T Schewe and G Stephan, The
effectiveness of labour market policy instruments, IAB Brief
Report 8/2015.

Contribution
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