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Marked decline
in surplus in
2019 due to
looser spending
stance

I Public finances®

B General government budget

The general government surplus, which has
been rising for several years now, saw a turn-
around in 2019. According to provisional fig-
ures, it fell markedly to 1.5% of gross domestic
product (GDP), after totalling almost 2% of
GDP in 2018. The main reason for this was the
government’s looser spending stance. Along-
side increases in social spending as well as in
personnel and other operating expenditure,
there was also a substantial rise in government
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investment. Furthermore, due to the cyclical
slowdown in economic activity, tax revenue
grew at a significantly slower rate than previ-
ously. Budgetary relief came from the add-
itional reduction in interest expenditure (see
also pp. 57ff.). By the end of the third quarter
of 2019, the debt ratio had fallen to 61.2%
(end-2018: 61.9%).

The surplus is likely to continue declining, with
the result that the government budget could
then be more or less balanced in 2021. The cyc-
lical slowdown will probably again play a role
here this year. However, interest expenditure is
also expected to decrease further. As things
currently stand, it is the further loosening of
the fiscal policy stance which is driving the fall-
ing surplus. It is probable that spending will
continue to rise significantly. In addition, in-
come tax will be cut, and only part of this is
offset by progressive taxation. More specific-
ally, the income tax scale was adjusted at the
start of the year and the solidarity surcharge is
to be partially abolished as of 2021. Further tax
cuts are on the cards. For instance, the coali-
tion agreement intends to continue compen-
sating for bracket creep induced by inflation in
2021 and beyond. Additional new measures,
such as bringing forward the partial abolish-
ment of the solidarity surcharge, are also under
discussion. Despite considerable increases in
spending by the social security funds, their con-
tribution rates are likely to remain fairly stable
overall. It will initially be possible to bridge def-
icits, particularly in the statutory health and
pension insurance schemes, by drawing on re-
serves. By contrast, the climate package will
probably continue to have a largely neutral ef-

* The section entitled “General government budget” re-
lates to data from the national accounts and the Maas-
tricht debt ratio. This is followed by more detailed report-
ing on budgetary developments (government finance stat-
istics). No annual data for 2019 are yet available for local
government or the statutory health and public long-term
care insurance schemes. These will be analysed in the short
commentaries in upcoming issues of the Monthly Report.

Fiscal policy
stance to remain
loose in current
and coming
year; surplus to
continue to
decline
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The structural development of the German government

budget’

Results for 2019

Germany'’s general government budget was
in surplus again in 2019. According to pre-
liminary data, the surplus amounted to
1.5% of gross domestic product (GDP),
putting it well below the previous year’s fig-
ure (1.9% of GDP). The role played by cyc-
lical influences and specific temporary ef-
fects is established using the disaggregated
framework for analysing public finances.
The remaining change is classified as struc-
tural. The major structural determinants are
broken down separately (see the table on
p. 59).

In 2019, the positive cyclical influence on
the general government budget waned
somewhat. Tax revenue, in particular, ex-
panded at a slower pace, especially com-
pared with the dynamic growth recorded in
the years before. By contrast, lower spend-
ing on Landesbanken eased the strain on
the general government budget. In 2018,
the privatisation of HSH Nordbank resulted
in one-off burdens totalling €6 billion; in
2019, Nord LB received a capital injection of
just over €12 billion. Moreover, interest
expenditure declined again considerably,
thanks to more favourable refinancing.
These factors largely offset the less favour-
able cyclical influences. Overall, the struc-
tural primary balance ratio deteriorated by
roughly the same amount as the unadjusted
fiscal balance ratio. The primary balance
does not include interest expenditure,
whereas the fiscal balance does.

The deterioration in the structural primary
balance ratio is mainly attributable to the
looser spending stance coupled with a min-
imal rise in the structural revenue ratio. The

main driver on the expenditure side was
soaring growth in spending on pensions
and healthcare, not least due to measures
implemented in these areas (in particular,
higher “mothers’ pensions”). The structural
primary expenditure ratio was also pushed
up by considerable growth in intermediate
consumption, compensation of employees
and other investments in fixed assets.

On the revenue side, receipts from assessed
income tax and wage tax showed dynamic
growth, as did revenue from social contri-
butions. However, revenue from corpor-
ation tax and local business tax fell. Yet,
taxes and social contributions still rose
again by a little more than can be explained
by legislative changes, effects of tax pro-
gression and macroeconomic developments
(positive residual; see the table on p. 59).
Although various income tax cuts (espe-
cially the Family Relief Act (Familienentlas-
tungsgesetz)) lowered receipts, these had
only a slightly greater impact than the
revenue-boosting effects of tax progression
(fiscal drag).

Review of the period since the 2008-09
crisis

The disaggregated framework can also be
used to analyse developments since the
2008-09 financial and economic crisis. At
that time, automatic stabilisers took effect
and the fiscal policy stance was also loos-
ened considerably. The former are esti-
mated following the standard method,

* The analysis is based on national accounts data.
Aside from data revisions, adjustments to the macro-
economic outlook may also result in changes. For
methodological notes on the framework, see Deutsche
Bundesbank (2006).
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General government structural ratios’
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using the change in the cyclical component;
the latter is measured here using the change
in the structural primary balance ratio.

Our analysis reveals that falling interest ex-
penditure greatly eased the strain on the
general government budget. It alone was
responsible in net terms for the substantial
improvement in the structural fiscal balance
ratio over the period from 2009 to 2019.
This was primarily due to the declining aver-
age interest rate.

Before being loosened distinctly in 2019,
the fiscal stance had been virtually neutral
on balance since 2015. Structural primary
expenditure had been rising very clearly
since 2016. However, this was initially
masked by strong growth in taxes and
social contributions, not all of which was
expected. Discretionary cuts in taxes and
social contributions and the revenue-

boosting effects of tax progression more or

less balanced each other out. The favour-
able development of wages and employ-
ment had a considerable positive impact.
Furthermore, profit-related taxes grew by
a much greater amount than can be ac-
counted for by the explanatory factors
identified here (positive residual). This
shows just how difficult it is to correctly es-
timate the impact of economic develop-
ments and legislative changes. It could also
be an indication that measures to combat
tax evasion and tax fraud have become
more effective. However, it is important to
be cautious about projecting the surpris-
ingly favourable developments of the past
into the future. As in the past, unexplained
strong growth could be followed by times
of noticeably weaker development.
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Year-on-year change in the ratio to trend GDP in percentage points
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* The structural figures are derived by adjusting for cyclical influences and specific temporary effects. 1 Year-on-year change in the ratio
to GDP. 2 The term “fiscal drag” encompasses the revenue effect of bracket creep in income taxation and the countervailing impact of

the fact that specific excise duties are largely independent of prices. 3 Assessed income tax, corporation tax, local business tax, investment

income tax. 4 Other current transfers receivable, sales and total capital revenue. 5 Other current transfers payable, other net acquisitions
of non-financial assets and capital transfers payable. 6 Spending by the statutory pension insurance scheme, spending on civil servant
pensions as well as payments by the Post Office Pension Fund and the Federal Railways Fund. 7 Spending by the statutory health insurance

scheme and assistance towards civil servants’ healthcare costs. 8 Spending by the Federal Employment Agency (excluding the reintegra-
tion payment paid to central government (from 2010 to 2013)) and central government expenditure on unemployment benefit|l and on

labour market reintegration measures. 9 Spending by the public long-term care insurance scheme.
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Despite consid-
erable growth
in expenditure
since 2016,
fiscal leeway
still exists

Fiscal leeway
facilitates meas-
ures to foster
growth and
employment

Tax revenue’
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fect on the balance, also after including those
amendments made in December 2019.

It is noteworthy that, assessed in structural
terms, growth in government primary expend-
iture (expenditure excluding interest) has been
much stronger than growth in nominal GDP
since as early as 2016. Yet, despite this marked
spending growth, the general government
budget respected its ceiling by a wide margin.
This is due to the fact that revenue has risen
substantially and interest expenditure has fallen
(see the chart on p. 58). Overall, fiscal policy on
the expenditure side can hardly be described as
restrained. Nevertheless, after years of very fa-
vourable economic conditions, there is still con-
siderable fiscal leeway.

This leeway facilitates measures to improve the
conditions for growth and employment. At the
Federal level, it would be logical to at least
begin to abolish the solidarity surcharge in the
current year (see also p. 64). State and local
governments could make greater use of their
financial leeway to improve educational oppor-
tunities or infrastructure, for instance. Funding
for investment has been expanded to a consid-
erable degree over the last few years. However,
the disbursement of said funds is proving ra-
ther slow. The high levels of construction cap-
acity utilisation are likely to have reined in in-

vestment. Swift progress is likewise often hin-
dered by planning bottlenecks at authorities,
drawn-out authorisation procedures, and re-
views of legal objections. Efforts to press ahead
with the expansion of required infrastructure
would merit looking into these issues.

Budgetary development
of central, state and local
government

Tax revenue

Tax revenue' grew by 3% in 2019, a much
slower rate than that recorded in previous years
(see the adjacent chart and the table on p. 61).
Growth was curbed by the economic slow-
down and tax cuts. Revenue was slightly higher
than projected in the official tax estimate of
October 2019 (+€2 billion). Assessed income
tax, in particular, was up by more than fore-
cast.

Developments varied very widely among the in-
dividual types of tax last year. This reflects, for
one thing, the fact that the economic slow-
down primarily hit the export-dependent sec-
tors. By contrast, the domestically oriented sec-
tors proved robust. Employment, wages and
private consumption also continued to record
stable development. Against this backdrop,
wage tax increased considerably again (+5%2%)
— driven, inter alia, by additional revenue stem-
ming from tax progression. However, the latter
was partly offset by the Family Relief Act (Fami-
lienentlastungsgesetz) which adjusted the in-
come tax scale in order to compensate for
bracket creep from 2018. Child tax allowances
and child benefits were also raised (the latter
are deducted from tax revenue). Overall, the
rise in profit-related taxes was negligible (+/2%),
but developments in this item were mixed; as-
sessed income tax, for instance, recorded par-

1 Here, tax revenue includes EU shares in German tax rev-
enue, but excludes receipts from local government taxes,
which are not yet known for the period under review.

Slower tax
revenue growth
in 2019

Mixed impact
of economic
slowdown
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Underlying trend
still robust, but

restricted a little
more by tax cuts

Tax revenue

Year as a whole

Estimate
2018 2019 for 201912 2018 2019
Year-on-
year
Year-on-year change  change Year-on-year change
Type of tax € billion €billion % % € billion €billion %
Tax revenue, total3 713.6 735.9 +22.3 + 3.1 + 2.8 190.2 196.3 +6.1 + 3.2
of which:
Wage tax 208.2 219.7 +11.4 + 5.5 + 5.6 58.4 60.6 +2.2 + 3.8
Profit-related taxes 123.9 124.4 + 04 + 04 - 09 27.6 29.0 +1.4 + 5.1
Assessed income tax4 60.4 63.7 + 33 + 55 + 3.5 15.2 16.6 +1.4 + 9.0
Corporation tax 33.4 32.0 - 14 - 4.2 - 38 7.5 7.1 -04 - 51
Non-assessed taxes
on earnings 232 235 + 03 + 13 + 02 3.7 4.0 +03 + 6.9
Withholding tax on
interest income and
capital gains 6.9 5.1 - 17 -253 -292 1.1 13 +0.1 +13.1
Turnover taxes> 234.8 2433 + 85 + 3.6 + 3.6 60.6 62.7 +2.1 + 3.5
Other
consumption-related
taxes® 92.7 93.0 + 0.3 + 0.3 + 0.2 27.8 27.9 +0.2 + 0.5

Sources: Federal Ministry of Finance and Bundesbank calculations. 1 According to official tax estimate of October 2019. 2 Tax revenue
including (still estimated) local government taxes was €6 billion below the estimate of October 2018, which was used as the basis for the
2019 central government budget plan. According to Federal Government figures, without the legislation adopted in the meantime, the
revision would have amounted to —€1%2 billion. 3 Including EU shares in German tax revenue but excluding receipts from local govern-
ment taxes. 4 Employee refunds deducted from revenue. 5 Turnover tax and import turnover tax. 6 Taxes on energy, tobacco, insurance,
motor vehicles, electricity, alcohol, air traffic, coffee, sparkling wine, intermediate products, alcopops, betting and lottery, beer and fire

protection.
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ticularly dynamic growth. Yet, corporate in-
come tax, which is influenced to a greater de-
gree by profits from exports, fell after three
years of strong growth. Withholding tax on
interest income and capital gains declined
sharply. By contrast, non-assessed taxes on
earnings were up moderately on the already
high level recorded in the previous year. This
item mainly comprises investment income tax
on dividends. Turnover tax rose considerably
(+372%).

The official tax estimate of October 2019 fore-
cast revenue growth of 2%2% (including local
government taxes) for the current year and
stronger revenue growth again in the years
thereafter. The slightly higher outturn for 2019
and the January 2020 revisions to central gov-
ernment’s macroeconomic projection do not
greatly alter the outlook. Growth will, however,
be reined in by further tax cuts. The previous
official tax estimate notably did not yet factor
in the partial abolition of the solidarity sur-

charge as of 2021, which has now been re-
solved. This will reduce tax revenue by just over
1%. In addition, the coalition agreement envis-
ages another considerable rise in child benefits
and child tax allowances in 2021 and continued
compensation for bracket creep. Other meas-
ures under discussion at present include lower-
ing the solidarity surcharge as early as mid-
2020 or cutting other taxes. Legal proceedings
are currently underway to examine the consti-
tutionality of the solidarity surcharge.

Central government budget

According to provisional figures, central gov-
ernment posted a surplus of €13%2 billion in
2019. Fuelled by a surprisingly strong final
quarter, the result was €2%2 billion up on the
high figure recorded in the previous year. Over
the year as a whole, revenue rose moderately
(+2%). As a result of the economic slowdown
and state governments receiving a higher share

Surplus up in
2019 despite
economic
slowdown
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Result again
much better
than planned;,
refugee reserve
topped up
significantly

Central government fiscal balance”
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of turnover tax, taxes grew by only 172% (+€6
billion). Non-tax receipts picked up by €2%2 bil-
lion, primarily on account of the greatly in-
creased heavy goods vehicle toll. At 1%2%, ex-
penditure growth was still somewhat weaker
than growth in revenue. A further fall in inter-
est expenditure (-€4%: billion) had an alleviating
effect. The fact that bonds were sold even fur-
ther above their nominal value (premiums) pro-
vided the most relief. These mark-ups are de-
ducted from interest expenditure. Favourable
refinancing also eased the burden on the cen-
tral government budget. In addition, transfers
to the digitalisation fund and the energy and
climate fund (off-budget entities) fell by €372
billion. However, almost all other spending cat-
egories recorded distinct growth.

The fiscal balance was up by €19 billion on the
budget plan approved in autumn 2018. As in
the previous years, the refugee reserve was not
reduced by the budgeted amount (2019: €572
billion). On the contrary, €13 billion was added

to the reserve at budget outturn, taking its
total to €48 billion.2 The reserve was set up at
the end of 2015 to ease the strain on the
budget caused by the influx of refugees, which
— at that time — was very strong. Evidently, the
funds are not needed for this purpose. In the
budget plans, they instead serve as transitional
financing for additional budgetary burdens. At
the end of the multi-year fiscal plans, the re-
serve is usually depleted and sharp reductions
in expenditure are envisaged. As the latter does
not appear realistic, counting on depleting high
reserves poses problems. Instead, it would be
worth considering setting aside the reserve to
bridge unexpected budgetary burdens accord-
ing to clear criteria.3 Some state governments
have also set up risk reserves to make it easier
to comply with the debt brake in the event of
unpleasant surprises.

Overall, revenue was €6 billion higher than
forecast (excluding the planned reserve with-
drawals). Taxes contributed €32 billion to this.
The rise in GDP was much slower, but the EU
contributions deducted from tax revenue were
€5 billion lower, thus providing some relief
overall. Additional higher-than-planned rev-
enue came, inter alia, from EU payments and a
dividend from Deutsche Bahn. Expenditure was
€13 billion lower than the amount envisaged in
the budget. Interest expenditure accounted for
€5% billion of this as premiums were higher
than expected. In addition, current transfers (to
enterprises but also to state governments, for
instance for student loans, in particular) were
€5 billion and other operating expenditure (for
military procurements, for example) €2%: billion
below budget estimates. By contrast, fixed
asset formation was as planned.

Structural net borrowing, which is the key fig-
ure for the debt brake, amounts to +0.1% of
GDP (see the table on p. 63).# The high surplus

2 For the first time, the surplus was also used to fund the
reserve for multi-year military procurements — at the max-
imum amount of €% billion.

3 For more information, see Deutsche Bundesbank (2018a).
4 See Federal Ministry of Finance (2020), pp. 28-29.

Revenue much
higher and
expenditure
much lower
than forecast
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Key central government budget data in connection with the debt brake”

€ billion

Item

. Fiscal balance

. Coin seigniorage

. Transfer to (=)/withdrawal from (+) reserves
. Net borrowing (1.42.43.)

. Balance of financial transactions

. Cyclical component in the budget procedure?

N oot M wN

. Balance of incorporated off-budget entities
Digitalisation fund (from 2018)
Energy and climate fund
Flood assistance fund
All-day schools (as of 2020)
Fund to promote municipal investment

o)

. Structural net borrowing (4.~5.-6.+7.)
(repayment: +; borrowing: -)

o

. Structural balance (8.-2.-3.)

10. Structural balance adjusted for updated estimate of potential
output?

11. Debt brake ceiling (-0.35% of GDP3)

2018 2019 2020
Provisional
Actual Budget actual Budget
10.9 - 58 13.3 -11.0
0.3 0.3 0.2 0.3
-11.2 5.5 -135 10.6
0.7 0.7 0.0 - 03
- 36 4.4 - 28 - 05
4.0 = 36 0.7 — 59
2.4 - 02 0.3 - 10
2.9 - 0.7 1.8 - 38
- 06 - 07 - 06 - 05
. . . 1.0
- 0.7 = 19 = 09 - 16
6.9 - 87 3.5 - 5.1
17.8 -14.5 16.8 -16.1
6.5 =121 12.0 -16.5
-114 -115 -115 -11.7

Sources: Federal Ministry of Finance and Bundesbank calculations. * For more information, see Deutsche Bundesbank, Public finances,
Monthly Report, February 2016, pp. 68f. 1 Provisional actual for 2019 according to the simplified procedure, based on the national ac-
counts figures published in January 2020. 2 Potential output and GDP based on Federal Government’s 2020 Annual Economic Report.

3 Here, this refers to GDP in the year before the budget is prepared.

Deutsche Bundesbank

was channelled into the reserves. Net borrow-
ing was thus recorded at €0.5 On balance, the
financial transactions to be deducted from this
figure were negligible (budget estimate: +€V>
billion). However, a cyclical burden of €3 billion
was factored out. In the budget, a positive cyc-
lical effect of €4%2 billion had been expected.
This was revised due to lower nominal GDP
growth. In addition, the off-budget entities in-
cluded under the debt brake recorded a surplus
of €V billion (estimate: -€3%: billion). These in-
clude the digitalisation fund, the energy and
climate fund, the flood assistance fund and the
fund to promote municipal investment. Struc-
tural net borrowing thus amounted to +€3%:
billion (estimate: -€8"2 billion) and was much
more favourable than the threshold of -€11%2
billion (-0.35% of GDP). Despite the transfer to
reserves, the credit entry on central govern-
ment’s control account is set to remain high
(€15 billion).8

The 2020 central government budget likewise
envisages no new net borrowing.” According
to the current Federal Government Annual Eco-
nomic Report, the macroeconomic outlook is
not expected to deviate materially from the
budget assumptions. However, the strain on
the current budget is to be eased considerably
by the better-than-anticipated budget outturn
in 2019. It therefore again appears possible to
achieve a balanced budget without the planned
high withdrawal from the reserves (€10%: bil-
lion).

5 Counting the reserves towards the structural outcome
masks the underlying budgetary situation and deviates
from the EU rules on budgetary surveillance. Furthermore,
excluding the reserve top-up, the amount credited to the
control account would have been correspondingly higher.
The use of control account funds is considerably more
limited.

6 The entry will be booked at the beginning of March 2020
and is to be calculated using the figures for the GDP results
that have been revised by then. The control account’s bal-
ance already stands at €37 billion prior to this calculation.
7 For information on the budget, see Deutsche Bundes-
bank (2019a), pp. 62-63.
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Continuing relief
to enable better-
than-anticipated
budget outturn
in 2020, too
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Further scope
for benchmark
figures for sub-
sequent years,
but still some
burdens to be
taken on board
as well

Central
government’s
off-budget
entities record
considerable
surplus again
in 2019 ...

In mid-March, the Federal Government will
adopt the benchmark figures for the 2021 cen-
tral government budget and for the fiscal plan
up to 2024. The tax figures will be based on the
2019 outturn and the tax estimate of October
2019, which will be revised to reflect the macro-
economic assumptions contained in the Annual
Economic Report. Associated changes to the
tax revenue estimates in the last fiscal plan are
likely to afford only limited scope. However, the
refugee reserve has grown by €17 billion,® and
some of the relief achieved during budget im-
plementation in 2019 is likely to continue. The
inflated reserve is again likely to be interpreted
as extended budgetary scope. This appears to
suggest that it would be logical to begin phas-
ing out the solidarity surcharge this year.® There
are concerns that this surcharge may be in con-
flict with constitutional law, and this poses con-
siderable budget risks. As a surtax on income
taxes, the solidarity surcharge can only be im-
posed if central government has particular
financing needs. From an economic point of
view, topping up and keeping a high reserve for
several years suggests that such needs no
longer exist. Burdens are likely to be higher than
planned so far for basic pensions and the exit
from coal mining and coal power. Moreover,
there are plans to continue compensating for
bracket creep in 2021 and beyond. This has not
been included in the fiscal plan as yet. Further-
more, spending envisaged for defence and de-
velopment aid falls short of the internationally
agreed benchmarks. Demographic trends will
place an increasing strain on the budget in the
longer term. The baby boomer generation will
enter retirement in the coming years. The con-
tribution rate to the statutory pension insurance
scheme is expected to rise as of 2015 and is
thus anticipated to push up the central govern-
ment grants connected to this rate by a consid-
erable amount.

According to figures from the Federal Ministry
of Finance, central government’s off-budget
entities (excluding SoFFin, bad banks and other
entities that use commercial double-entry
bookkeeping)'® recorded a surplus of €4% bil-

lion in 2019, compared with €6 billion in 2018.
The major factor behind this decline was that
the surplus recorded by the digitalisation fund
fell to €% billion following the initial injection
of funds in 2018 (€2%: billion). The auction of
5G frequencies in spring 2019 generated pro-
ceeds of €6'2 billion; however, these payments
will be staggered. The energy and climate
fund'’s surplus fell by €1 billion to €2 billion due
to a lower central government transfer and
higher spending. This outweighed additional
income resulting from higher prices for Euro-
pean CO:2 certificates. €1 billion of relief came
from the fact that, in contrast to last year, there
was no redemption of an inflation-linked cen-
tral government security this year.

An off-budget entity for extending all-day
childcare for children of primary school age is
planned for the current year. It is to receive a
transfer of €1 billion from the central govern-
ment budget; expenditure is not expected until
a later date. By contrast, the energy and cli-
mate fund is likely to record a deficit. The cli-
mate package adopted at the end of 2019 in-
cluded a €1%2 billion cut in the central govern-
ment transfer. At the same time, spending on
climate protection measures is set to soar. An
inflation-indexed Bund is also due for redemp-
tion. This will place an additional burden of
around €2 billion on the off-budget entity set
up to pay for inflation-linked final payments for
particular Federal securities.” Outflows from

8 Compared with the fiscal plan from last summer for 2021
onwards. At the end of 2019, the reserve was up by €18%
billion. However, the withdrawal from reserves included in
the 2020 budget is €1% billion higher than the amount
stated in the fiscal plan.

9 It would still appear to be even more logical to com-
pletely abolish this surcharge and, if necessary, to combine
this step with a fundamental tax reform. For more informa-
tion, see Deutsche Bundesbank (2019b), p. 67.

10 The Federal Ministry of Finance does not publish quar-
terly data for off-budget entities that keep commercial ac-
counts. SoFFin’s deficit was also excluded. SoFFin has been
taking out loans since 2019 and lending these funds to the
government-owned bad bank “FMS Wertmanagement”,
which uses them to refinance legacy debt. Overall, there-
fore, SoFFin’s deficit does not increase central govern-
ment’s consolidated debt level.

11 In the national accounts, this burden has already been
distributed as interest expenditure to previous years on an
accruals basis.

... but larger
burdens planned
for 2020



Surplus high
again in 2019

Surpluses
expected to
continue this
year and in the
medium term

the fund to promote municipal investment and
the digitalisation fund are expected to carry on
picking up speed. All in all, central govern-
ment’s off-budget entities could close 2020 in
deficit.

State government budgets'

Continuing the pattern seen since 2014, state
government core budgets remained in surplus
overall for 2019. Preliminary figures put the
amount at just over €13 billion, which was
below the high figure recorded for 2018 (€15%2
billion). Apart from Brandenburg, which topped
up a substantial special fund, all federal states
posted a surplus. Revenue increased by 3%
overall. Tax receipts saw dynamic growth of
4%. This was partly because state governments
were left with more turnover tax funds again
after the debts of the German Unity Fund were
repaid in imputed terms in 2018.* Receipts
from fines associated with diesel vehicle emis-
sions (€1%2 billion) were almost as high as they
had been a year earlier. However, at just under
4%, expenditure rose at a stronger pace than
revenue. Core budgets had faced a one-off ex-
ceptional burden of €5 billion in 2019 as a re-
sult of the privatisation of HSH Nordbank.
After adjustment for this effect, expenditure
growth was as high as 5%. Personnel expenses
saw a significant increase of 5%, which was
largely due to pay rises for salaried employees
and civil servants. A rise in staff numbers and
recipients of civil servant pensions was prob-
ably also a significant factor. Current transfers
to local government grew at a similar rate.
Other operating expenditure, which is a much
smaller spending item, recorded far stronger
growth. Interest expenditure declined steeply
(-10%), not least because state governments
were also able to obtain much more favourable
refinancing terms for their maturing securities.

The outlook for state government finances re-
mains positive both for this year and for the
medium term. The official estimate of October
2019 forecasts robust tax revenue growth. As
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things stand, no substantial adjustment will be
needed in this regard. However, expenditure is
likely to rise more sharply than revenue, caus-
ing the surplus to decline perceptibly in the me-
dium term. In particular, spending on educa-
tion and childcare will probably increase signifi-
cantly. This will not only affect the large ex-
penditure item personnel costs for teachers, as
well as transfers to local government; it will
also generate substantial growth in other oper-
ating expenditure and investment. By contrast,
interest payments are likely to continue falling.

12 The following data are based, unless other sources are
stated, on the monthly cash statistics for the core budgets.
13 In a supplementary budget, borrowing of €1 billion
— possible in this way for the last time before the debt
brake came into force — was planned for this purpose.

14 In actual fact, as was largely the case with the Redemp-
tion Fund for Inherited Liabilities, these debts were not de-
finitively repaid but instead converted into central govern-
ment debt.

15 The support measures for Nord LB in 2019 cost the
state governments of Lower Saxony and Saxony-Anhalt just
under €2 billion, though this was mostly funded outside of
their core budgets.
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Federal states
well prepared
for debt brake

Finances of the German statutory
pension insurance scheme’

Year-on-year percentage change
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The debt brake embedded in the German con-
stitution came into force for state government
budgets at the beginning of 2020. It requires
state governments, as a general rule, to bal-
ance their budgets with no net new borrowing.
Exceptions to this rule are permitted, notably,
in order to offset cyclical burdens. The good
overall state of their finances should permit
state governments to comply with the debt
brake.'® This also applies to Bremen and Saar-
land, which face the highest net interest bur-
den owing to their large debts. As a result,
these two federal states are likely to benefit far
more than the others from the extremely low
interest rates. In addition, starting this year,

they are receiving budgetary recovery assis-
tance from central government. At €400 mil-
lion each per year, this significantly exceeds the
consolidation assistance they were granted
previously — and, unlike the previous support,
most of it may be disbursed.

l Social security funds

Pension insurance scheme

As a result of large expansions of benefits, the
statutory pension insurance scheme saw its
surplus narrow by €3 billion to €1%2 billion in
2019. However, this balance was still signifi-
cantly higher than originally planned (deficit of
€12 billion). The sustainability reserve rose to
€40%2 billion by the end of 2019, thus almost
reaching 1.8 times the scheme’s monthly ex-
penditure.

Revenue expanded considerably, by a total of
4%2%, thus mirroring the rise in per capita earn-
ings and in employment. Expenditure growth
was somewhat stronger still, at 5%2%. This was
due to adjustments of individual pensions aver-
aging almost 3%2% across the year, and also to
a moderate increase in the number of pensions
paid. In addition, legislators at central govern-
ment level made further expansions to mothers’
pensions. This alone contributed 1%z percent-
age points to expenditure growth. Further-
more, supplementary contribution rates to the
statutory health insurance scheme have been
financed equally by employer and employee
since the beginning of 2019. Since then, the
statutory pension insurance scheme has been
covering the employer half of this amount for
pensions.

Although the reserve will probably remain sig-
nificantly above the statutory upper limit of 1.5
times the scheme’s monthly expenditure in

16 Furthermore, the reserves formed over the past few
years will make it easier for them to cushion the impact
of negative shocks. For a more detailed stocktake from
autumn 2018, see Deutsche Bundesbank (2018b).

Significantly
reduced surplus
in 2019

Stronger
expenditure
growth due to
higher mothers’
pensions

2020: surplus
probably more
or less depleted



Rising deficits on
the cards, with
contribution
rates set to
increase in
medium term

Reform commis-
sion to present
proposals in
March

2020, it is prohibited by law to cut the contri-
bution rate in such an event until 2025. This
means that revenue will increase in parallel
with employment and per capita earnings this
year. However, growth is likely to weaken com-
pared with 2019. The rise in expenditure will
probably be perceptibly stronger than that in
revenue. Pensions are likely to increase at a
similar annual average rate as in 2019, with a
somewhat stronger hike in the number of pen-
sions. This means that the scheme’s annual re-
sult will probably decline again in 2020, al-
though it will still be broadly in balance.

The financial pressure on the pension scheme is
likely to increase significantly in the coming
years." Deficits will rise until the reserve is back
down to its statutory lower limit. After that, the
contribution rate will increase. The Federal
Government'’s pension insurance report of au-
tumn 2019 predicts a leap of 1.2 percentage
points to 19.8% in 2025. The report does not
expect the statutory upper limit of 20% in
place until that date to be exceeded. Contrary
to original expectations, there would then be
no need for central government to intervene.
Up to 2025, the replacement rate will remain at
the minimum of 48% guaranteed until then.

Under the current arrangements, it will not be
possible to alleviate the demographic financial
pressure after 2025 by raising contribution
rates alone. Higher tax-financed government
funds, a lower replacement rate and a rising
statutory retirement age will also need to play
a role. The gradual increase in the statutory re-
tirement age will come to a halt in 2029. Yet
life expectancy is likely to continue rising. The
Federal Government is expecting to receive a
report from the Pensions Commission in March
2020 on the reform of the statutory pension
insurance scheme for the period after 2025. It
would be advisable to continue to spread the
growing funding burden broadly. If life expect-
ancy keeps on rising, one approach could be to
continue raising the statutory retirement age
from 2030 onwards.®
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pension fund.
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Federal Employment Agency

In 2019, the Federal Employment Agency
posted a surplus of €2 billion for its core
budget,' which amounted to a fall of €4 bil-
lion on the year. The 2018 surplus had been
reduced by a special transfer of €2 billion to
the civil servants’ pension fund. However, the

17 The planned basic pension is currently under discussion
in the Federal Cabinet. To broadly cover the additional ex-
penditure, government funds are to be increased.

18 See also Deutsche Bundesbank (2019¢).

19 Excluding the civil servants’ pension fund. Transfers to
the fund are thus recorded as expenditure, reducing the
core budget balance.
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Significantly
smaller surplus
in 2019



Deutsche Bundesbank
Monthly Report
February 2020

68

Lower revenue
due to contribu-
tion rate cut;
strong growth
in outlays on
unemployment
benefit

Moderate deficit
planned for
2020, with small
contribution rate
cut

actual result again significantly exceeded the
estimate in the budget plan (+€%2 billion). The
free reserve for the core budget rose to €25%:
billion (0.8% of GDP) at the end of 2019.2°

Revenue declined by €4 billion, or almost
10%2%, on the back of the considerable contri-
bution rate cut at the start of the year (by
0.5 percentage point to 2.5%). Developments
in per capita earnings and employment re-
mained positive. Had the contribution rate re-
mained unchanged, the Federal Employment
Agency's revenue would thus have risen by
5%. Spending on unemployment benefit saw a
large increase of 9%, with per capita benefit
rates rising by 4% and case numbers by 5%.
Growth in the latter remained low in historical
terms despite their cyclically induced rise. Out-
lays on advanced vocational training increased
by 5%2% because of an expansion of benefits at
the beginning of 2019.

The Federal Employment Agency expects to re-
cord a deficit of €1%2 billion in its core budget
for 2020. The estimates for per capita earnings
and employment in the Federal Government
Annual Economic Report are somewhat more
favourable than in the budget plan. This report
foresees a continuation of the clearly positive

B List of references

developments in the contribution revenue
base. At the start of the year, the contribution
rate was lowered slightly by 0.1 percentage
point to 2.4%. This resulted in revenue losses
of around €1%2 billion. On the expenditure side,
growth totalling 10%2% is anticipated com-
pared with the annual result for 2019, which
was not yet available when the budget was
drawn up. Looking at unemployment benefit, it
is expected that the number of benefit recipi-
ents will rise by 5%2%, and that the per capita
benefit rates will increase broadly in line with
earnings. Outlays on active labour market
policy and administration are also set to rise
sharply. The expenditure appropriations appear
generous again, albeit less so than in previous
years. This remains the case even after the
recent Federal Cabinet decision on short-time
working benefits, as that is likely to generate
only minimal additional expenditure. As things
stand, then, the Federal Employment Agency'’s
budget balance could once again be some-
what more favourable than planned, all in all,
in 2020.

20 In addition, there were the insolvency benefit and win-
ter compensation reserve (totalling €2 billion) and the re-
serve of €9 billion in the civil servants’ pension fund.
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