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The situation of public finances in Germany

improved during 2006 and is now much

more favourable than had been expected at

the start of that year. According to initial pro-

visional data from the Federal Statistical Of-

fice, the general government deficit ratio de-

creased by 1.2 percentage points to 2.0%.

This was the first time since 2001 that it had

been below the ceiling of 3% laid down in

the EC Treaty. As a result of the pleasing de-

velopment at the end of the year, which has

not yet been fully incorporated into the pre-

liminary outturn, a further downward revision

of the deficit ratio is likely.

Government debt again rose considerably in

2006. The high debt-to-GDP ratio of almost

68% in 2005 is expected to have remained

largely unchanged even though the high

nominal rate of economic growth had a

dampening effect on the ratio. Thus, despite

the clear decline in the deficit, it was still too

high to secure a perceptible decrease in the

debt ratio.

The rather sharp decrease in the deficit was

mainly due to the favourable economic devel-

opment and the extraordinarily strong in-

crease in profit-related taxes, which are sub-

ject to erratic and large fluctuations. The

standard calculations (see box on pages 58-

59) show that the positive economic effect

contributed almost 1�2 percentage point and

the growth in profit taxes another 1�2 percent-

age point to improving the deficit ratio.

In 2006 deficit
ratio below
ceiling for first
time since 2001

Debt ratio
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profit-related
taxes
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In 2006, the general government revenue

ratio rose slightly to 43.7%. While, in relation

to GDP, revenue from profit-related taxes

climbed steeply by approximately 3�4 percent-

age point (see adjacent chart),1 with un-

changed contribution rates the social security

contributions decreased by 1�3 percentage

point2 because, as in the previous years, gross

wages and salaries grew at a slower pace

than GDP. Consumer restraint in response to

higher oil prices depressed receipts from

energy tax, which is a volume-based tax.

In 2006, expenditure in relation to GDP fell

by just over 1 percentage point to 45.7%.

The positive economic development made a

significant contribution to this decrease,

which not only led to a decline in the ratio as

a result of nominal GDP growth but also

thanks to lower labour market-related ex-

penditure. The subdued wage development

implies not only relatively weak growth in rev-

enue but also an easing of the pressure on

government expenditure because many social

benefits are closely coupled with develop-

ments in remuneration. This development

also made it easier to limit government per-

sonnel expenditure, which decreased consid-

erably in relation to GDP.

In 2007, both the debt ratio and the deficit

ratio should fall. This is due to measures on

the revenue side, in particular, and to a mere-

ly moderate increase in expenditure. Overall,

the revenue ratio might decrease slightly.

Changes in the legal framework will lead to

considerably higher net revenue, and raising

the standard rate of VAT, in particular, will

give rise to additional revenue far in excess of

the net relief in social contributions. On the

other hand, in particular gross wages and sal-

aries, as the most significant macroeconomic

reference variable for government revenue,

but also pre-tax private consumption, are ex-

as a percentage of GDP
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General government
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* As defined in the national accounts. —
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1 See Deutsche Bundesbank, The development of profit-
related taxes, Monthly Report, November 2006, p 55.
2 The bringing forward of the transfer deadline for most
social security contributions does not increase revenue as
defined in the national accounts owing to the accruals
principle of accounting.
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The structural development of public finances –
Results of the disaggregated framework for 2006

At first glance, it would appear that the state of public fi-

nances in Germany improved significantly last year. Ac-

cording to initial calculations, the general government fis-

cal deficit fell to 2.0% of GDP, compared with 3.2% in

2005. Using the disaggregated framework for analysing

public finances,1 which was presented in detail in the

March 2006 Monthly Report, it is possible to estimate the

role played by cyclical and specific temporary effects.

Structural changes in the revenue and expenditure ratios

and their major determinants can also be identified. The

main results of this analysis for 2006 are presented

below.2

The significant decline of 1.2 percentage points in the def-

icit ratio last year was due, in large part, to the favourable

cyclical development of the economy. On the basis of the

standard adjustment procedure used within the European

System of Central Banks, the contribution from economic

activity is calculated as 0.4 percentage point. By contrast,

clearly defined temporary special effects (such as the pro-

ceeds from UMTS sales in the past) did not, on balance,

have any notable impact on the change in the fiscal bal-

ance in 2006. Thus, the structural deficit defined using the

disaggregated framework – which is adjusted for these

two effects – declined by 0.8 percentage point in relation

to trend GDP.

Structural revenue rose by 0.7 percentage point in rela-

tion to trend GDP and, thus, more strongly than the un-

adjusted revenue ratio. The ratio was boosted slightly by

the fact that the – as usual – positive fiscal drag (in par-

ticular, the progression effect) from the progressive in-

come tax rate outweighed the negative impact in the case

of excise taxes – which are largely volume-based. This

was, however, compensated by the continued negative

structural decoupling of the macroeconomic assessment

bases from the development of GDP. For example, when

viewed in isolation, the (trend towards) comparatively

small increases in gross wages and salaries reduced the

ratio of social contribution receipts and wage tax receipts

to trend GDP. This was not fully offset by the trend of fast-

er rising entrepreneurial and investment income in rela-

tion to GDP. Legislation changes had, on balance, no size-

able impact. A number of revenue-boosting measures (in-

cluding the latest increase in tobacco tax which, for the

first time, applied to the whole year, and the broadening

of the income tax base) were accompanied by various rev-

enue-reducing measures (such as more favourable depre-

ciation rules).

Ultimately, the decisive factor behind both the sharp rise

in the structural revenue ratio and the decline in the struc-

tural deficit ratio is the unusually strong growth (which is

not explained by the standardised procedure) in taxes and

social security contributions in relation to trend GDP (re-

sidual: +0.7 percentage point). This was due, in particular,

to profit-related taxes (+0.5 percentage point). Receipts

from these taxes grew at a much faster pace than was to

be expected given the development of entrepreneurial

and investment income (which serves as the macroeco-

nomic reference variable for profit-related taxes in the

cyclical adjustment procedure). This may be due partly to

the fact that in 2006 large tax advances were accompan-

ied by unusually high net back payments in respect of

earlier years. After adjustment for legislative changes, the

increase in turnover tax receipts was also higher than ex-

pected in view of the (standardised) macroeconomic base.

Tax-driven advance purchases of consumer goods are like-

ly to have contributed to this because they increased the

proportion of goods in total consumption which are sub-

ject to the standard rate of VAT which was increased as of

1 January 2007. It is also possible that insolvency-related

tax shortfalls and the level of turnover tax fraud declined.

As in the preceding years, the comparatively unfavourable

development in excise taxes can probably be explained by

the fact that consumption habits changed in response to

the rise in energy and tobacco prices.

Despite the restrained growth in nominal expenditure, in

structural terms there was hardly any reduction in the ex-

1 See Deutsche Bundesbank, A disaggregated framework for analys-
ing public finances: Germany’s fiscal track record between 2000 and
2005, Monthly Report, March 2006, pages 61-76. — 2 The results are
subject to change in the future in the event of revisions to the prelim-
inary national account figures or revised estimates of the macroeco-
nomic outlook. — 3 In addition to the adjustment for the cyclically
driven perceptible decline in labour-market-related expenditure, an-

other contributory factor was the very low GDP deflator in 2006. This
meant that there was only a comparatively small increase in the struc-
tural expenditure ratio denominator, which is comprised of real trend
GDP and the GDP deflator. — 4 Adjusted for cyclical influences and
temporary effects. In accordance with ESA 95. — 5 Percentages of
nominal GDP. — 6 Assessed income tax, investment income taxes, cor-
poration tax, local business tax. — 7 Payments attributable to the
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penditure ratio.3 While the interest expenditure ratio in-

creased slightly for the first time in a number of years, the

structural ratio of other expenditure (primary expend-

iture) declined. This was due, not least, to the develop-

ment in compensation of government employees, which,

as in the preceding years, contributed to consolidation

thanks to the falling number of public sector employees

and the largely unchanged negotiated rates of pay. There

was, on balance, moderate growth in social benefits

which are, to a large extent, linked to wage develop-

ments. Ratio-reducing trends in pension expenditure

were offset by ratio-boosting effects in other areas, in

particular in healthcare expenditure.

On balance, it is clear that the noticeable decline in the

unadjusted deficit ratio in 2006 was largely due to special

factors. The positive cyclical influences, which are factored

out of the structural development, and the boom in

profit-related taxes are the main factor behind the very

favourable development.

general government sector, eg social contributions for public sector
employees (estimated). — 8 Other current transfers receivable, sales
and total capital revenue. — 9 Including other current transfers to
households. — 10 Other current transfers payable to corporations
and the rest of the world, other net acquisitions of non-financial
assets and capital transfers. — 11 Spending by the statutory pension
insurance scheme, on civil servant pensions and payments by the post

office pension fund. — 12 Spending by the statutory health insurance
scheme and assistance towards civil servants’ healthcare costs. —
13 Spending by the Federal Employment Agency (excluding its com-
pensatory payment to the Federal Government), and expenditure on
unemployment assistance (up to 2004) or unemployment benefit II
(from 2005) and on labour market reintegration measures.

Structural development 4 as percentage of trend GDP

Year-on-year change in percentage points

Item 2001 2002 2003 2004 2005 2006
Total
2001-2006

Unadjusted fiscal balance5 – 4.1 – 0.8 – 0.4 0.3 0.5 1.2 – 3.3
Cyclical component5 0.0 – 0.4 – 0.5 – 0.2 – 0.1 0.4 – 0.8
Temporary effects5 – 2.5 0.1 – 0.1 0.1 0.1 0.0 – 2.3

Fiscal balance – 1.7 – 0.5 0.3 0.4 0.5 0.8 – 0.2

Interest payable – 0.1 – 0.2 0.0 – 0.1 – 0.1 0.1 – 0.4
Owing to change in average interest rates 0.0 – 0.2 – 0.1 – 0.2 – 0.2 0.0 – 0.7
Owing to change in debt levels – 0.1 0.0 0.1 0.1 0.1 0.1 0.3

Primary balance – 1.8 – 0.7 0.3 0.3 0.4 0.9 – 0.6

Revenue – 1.9 – 0.6 – 0.3 – 1.0 0.1 0.7 – 3.0
of which

Tax and social contributions – 1.9 – 0.5 – 0.1 – 0.8 0.0 0.7 – 2.6
Fiscal drag 0.2 0.1 0.1 0.1 0.1 0.1 0.7
Decoupling of base from GDP – 0.3 – 0.3 – 0.1 – 0.2 – 0.1 – 0.1 – 1.1
Legislation changes – 1.1 0.7 0.4 – 0.6 – 0.2 0.1 – 0.7
Residual – 0.8 – 1.0 – 0.6 – 0.2 0.3 0.7 – 1.5

of which: profit-related taxes6 – 0.7 – 0.8 – 0.1 0.1 0.1 0.5 – 0.9
Memo item: included in expenditure7 – 0.1 0.0 0.0 – 0.1 – 0.1 – 0.1 – 0.4
Non-tax-related revenue8 0.1 – 0.1 – 0.1 – 0.2 0.0 – 0.1 – 0.4

Primary expenditure – 0.1 0.1 – 0.5 – 1.3 – 0.3 – 0.2 – 2.3
of which

Social payments9 0.2 0.5 – 0.1 – 0.8 – 0.1 0.0 – 0.4
Subsidies – 0.1 – 0.1 – 0.1 – 0.1 – 0.1 0.0 – 0.6
Compensation of employees – 0.2 – 0.1 – 0.2 – 0.1 – 0.2 – 0.1 – 1.0
Intermediate consumption 0.0 0.0 0.0 – 0.1 0.2 0.0 0.2
Gross fixed capital formation 0.0 – 0.1 – 0.1 – 0.1 0.0 0.1 – 0.4
Other expenditure10 0.1 – 0.2 0.0 0.0 0.0 – 0.1 – 0.2

Memo item
Pension expenditure11 0.0 0.1 0.0 – 0.2 – 0.2 – 0.1 – 0.4
Healthcare expenditure12 0.1 0.0 – 0.1 – 0.4 0.1 0.1 – 0.2
Labour-market expenditure13 0.0 0.0 – 0.1 – 0.2 0.2 0.0 0.0
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pected to grow again at a slower rate than

nominal GDP, which will increase additionally

as a result of the price effect from raising ex-

cise taxes. Furthermore, profit-related taxes

may fall following the sharp gains in the pre-

vious years.

The moderate development of wages to date

will also continue to curb the expenditure

ratio.3 In relation to GDP, expenditure on old-

age provision, the labour market and person-

nel should therefore decrease considerably.

The current relatively small number of new

pensioners, the parameters of the pension

adjustment formula that have a dampening

effect on pension increases, the decline in

government personnel, which is likely to con-

tinue, as well as the shortening of the periods

of entitlement to unemployment benefit I will

also help to reduce the expenditure ratio. A

contribution to consolidation is also expected

from capital transfers due to the fact that

grants to homebuyers are gradually being

phased out.

By reducing the deficit ratio to well below

3%, in 2006 Germany satisfied one essential

prerequisite for being released from the ex-

cessive deficit procedure. The Ecofin Council’s

demand for structural consolidation of at

least 1 percentage point over the two-year

period from 2006 to 2007 should therefore

be fulfilled. However, given the emerging

trend, it is not yet certain whether the debt

criterion stipulated in the Maastricht Treaty

will be deemed to have been met. The criter-

ion states that the debt ratio may only exceed

the 60% reference value if it is diminishing

sufficiently and approaching the reference

value at a satisfactory pace. The reform of the

Stability and Growth Pact should mean that

more emphasis is placed on debt dynamics

and sustainability.

To quickly bring the debt ratio below the ref-

erence value of 60%, it is essential to rapidly

reduce the deficits even further and to

achieve the medium-term budgetary object-

ive of a structurally balanced budget as soon

as possible. In line with the Stability and

Growth Pact, this should happen in 2009. Ac-

cording to the German stability programme

of December 2006, a deficit ratio of 11�2% is

planned for 2007. In view of the fact that the

outturn for 2006 was more favourable than

expected and that the macroeconomic trend

is now forecast to be considerably more ad-

vantageous, it should definitely be possible to

achieve a ratio of 1% both in cyclically-adjust-

ed and unadjusted terms. When the pact was

being reformed, a key aim was to consider

the individual economic situation when defin-

ing the annual consolidation demands. In

concrete terms, this means that, in the eco-

nomically favourable phase predicted by the

Federal Government in the next few years,

structural consolidation should exceed the

reference value of 1�2% of GDP. Against this

backdrop, counterfinancing would have to be

found to compensate for the shortfall in tax

revenue as a result of the business tax reform

planned for 2008 and the scale of consolida-

tion demanded would have to be ensured.

However, the Federal Government has not

3 For further details, see Deutsche Bundesbank, Develop-
ments in the government revenue and expenditure ratio
up to 2007, Monthly Report, August 2006, pp 52-53.

Perceptible
decrease in ex-
penditure ratio
expected

European
deficit criterion
met but debt
ratio still over
60% and hardly
changed

Pursuant to
Stability and
Growth Pact,
balanced
budget should
be aimed at for
2009
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defined this as an objective in the latest stabil-

ity programme.

Budgetary development of central,

state and local government

Tax revenue

After the clear rise of 61�2% in tax revenue4 in

the fourth quarter of 2006 compared to the

corresponding quarter of the previous year,

an extraordinarily sharp increase of 71�2%

(331 billion) has been recorded for the year as

a whole. Assessed taxes, which grew by 55%

(3141�2 billion) as a result of lower refunds,

higher additional payments in respect of earl-

ier years and the favourable development of

profits in the previous year, made a significant

contribution to this. Revenue from the as-

sessed income tax rose by almost 38 billion

(80%). This particularly sharp increase also re-

flects the reduction in tax subsidies thanks to

the considerable decline in rebates to employ-

ees (-311�2 billion) and grants to homebuyers

(-31 billion), both of which are booked

against assessed income tax. Both the re-

newed rise in the number of persons em-

ployed and the increase in average earnings

contributed to the growth of 3% (331�2 bil-

lion) in wage tax receipts. At 5% (37 billion),

turnover tax recorded the largest rise of all in-

direct taxes. This also reflects a slight pick-up

in domestic private demand, which – not

least in the field of new car registrations –

was also boosted by anticipatory effects from

the early announcement of an increase in the

standard rate of VAT from 1 January 2007.

However, according to preliminary figures for

the macroeconomic reference variables, the

increase in revenue clearly exceeds the

growth of these variables. Smaller insolvency-

related tax shortfalls, but possibly also com-

bating turnover tax evasion more effectively,

may have contributed to this increase. The

slight decrease in revenue from energy tax

and the merely small gain in revenue from to-

bacco tax, despite the rise in the tobacco tax

rate in September 2005, are most likely con-

nected to consumer reactions to price in-

creases.

Compared with the tax estimate of Novem-

ber 2005 – which formed the general basis

Year-on-year change
%

Tax revenue *

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

Deutsche Bundesbank
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4 According to the budgetary definition. Including EU
shares in German tax revenue but excluding receipts
from local government taxes which are not yet known
for the fourth quarter.
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for drawing up the budgets – additional rev-

enue (including estimated local government

taxes) of approximately 332 billion was col-

lected. This discrepancy is mainly due to the

unexpectedly sharp growth in revenue from

profit-related taxes (3231�2 billion). Turnover

tax revenue (3+41�2 billion) and wage tax rev-

enue (3+21�2 billion) were also up by more

than expected. This reflects, in particular, the

more favourable economic development in

2006.

In 2007, considerable additional revenue is

expected as a result of the increase in the

standard rate of VAT and insurance tax. As all

additional receipts from insurance tax and ap-

proximately two-thirds of additional receipts

from VAT accrue to central government, par-

ticularly strong revenue growth will be re-

corded for this level of government. In con-

trast to this, state and local government rev-

enue will rise at a much more moderate rate.

For local government, local business tax rev-

enue will probably be weakened by the tem-

porary expansion of declining-balance depre-

ciation. Estimates for macroeconomic devel-

opment in 2007, which are now more posi-

tive, as well as the baseline effect from the

outturn for 2006, which was more favourable

than expected, indicate that tax revenue for

2007 could also exceed the forecast of No-

vember 2006.

The preliminary draft of the business tax re-

form was presented at the beginning of Feb-

ruary (see box on page 64). The planned de-

crease in the statutory rates of corporation

and local business taxes is designed to lower

Overall tax revenue and major individual taxes

Year as a whole Q4

2005 2006
Estimate
for 20063 2005 2006

Year-on-year change

Year-on-
year
change Year-on-year change

Type of tax 5 billion as % in 5 billion in 5 billion 5 billion as % in 5 billion

Overall tax revenue1 415.4 446.1 + 7.4 + 30.8 + 4.94 120.9 128.8 + 6.5 + 7.9

of which
Wage tax 118.9 122.6 + 3.1 + 3.7 + 1.2 33.9 35.5 + 4.9 + 1.7

Assessed income
tax 9.8 17.6 + 79.9 + 7.8 + 1.5 6.0 7.5 + 25.5 + 1.5

Investment income
tax2 16.9 19.5 + 15.3 + 2.6 – 0.2 2.7 3.7 + 38.6 + 1.0

Corporation tax 16.3 22.9 + 40.2 + 6.6 + 0.2 5.4 6.5 + 19.5 + 1.1

Turnover tax 139.7 146.7 + 5.0 + 7.0 + 2.5 36.5 38.5 + 5.5 + 2.0

Energy tax 40.1 39.9 – 0.5 – 0.2 – 0.2 16.0 15.7 – 2.1 – 0.3

Tobacco tax 14.3 14.4 + 0.8 + 0.1 + 0.3 4.2 4.3 + 2.0 + 0.1

1 Including EU shares in German tax revenue, but excluding re-
ceipts from local government taxes which are not yet known for
the last quarter recorded. — 2 Non-assessed taxes on earnings
and withholding tax on interest income. — 3 According to offi-

cial tax estimate of November 2005, excluding local government
taxes. — 4 Actual tax revenue including (estimated) local
government taxes was approximately 532 billion higher than
the estimate.

Deutsche Bundesbank

Additional
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base



DEUTSCHE
BUNDESBANK

Monthly Report
February 2007

63

the tax rates for German corporations consid-

erably from their current high level. A conces-

sion is to be provided for non-corporations in

the form of preferential tax treatment of in-

ternal financing. The business tax reform

should basically enhance Germany’s attract-

iveness as an investment location compared

to the status quo – even after considering the

counterfinancing measures (inter alia, tight-

ening depreciation rules). The measures to

broaden the tax base which, in part, are in-

tended to counterfinance the tax cuts, in par-

ticular, focus on closing tax loopholes. The

planned regulations will certainly mean that

tax law will become much more complex and

are, in some respects, systematically question-

able. The fact that the tax framework is still

distorting financing decisions to a large de-

gree is especially problematic. For example,

the retention of profits by corporations and,

in the future, also by non-corporations will be

taxed at a much lower rate than distribution,

which will hinder the efficient allocation of

funds via the capital markets. The introduc-

tion of a withholding tax at a rate of 25%

from 2009 coupled with the abolition of the

system of (50%) income tax relief on dividend

payments for individuals and with taxation on

capital gains (also including the interest de-

duction ceiling) puts equity financing at a

considerable disadvantage over debt finan-

cing.

With regard to the burdens for public finances,

the Federal Government envisages tax short-

falls of approximately 35 billion per year as a

result of the business tax reform assuming the

reform is put into effect in full and if potential

€ bn

Corporation
tax

Non-assessed
taxes on
earnings

Local business
tax

Assessed
income tax

Withholding tax
on interest
income
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Revenue from profit-related taxes *

* As defined in the national accounts. Employee refunds deducted from assessed income tax revenue.
Adjusted for the impact of changes in tax legislation in accordance with government estimates. 
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Key elements of the planned business tax reform

In the draft Business Tax Reform Act (2008), the Fed-
eral Government has set out the details of its plans
to amend business taxation. The main objectives of
the business tax reform are to improve Germany’s
competitiveness as an international investment lo-
cation, to create greater neutrality in terms of legal
form and financing, and to close tax loopholes.
Some of the key elements which should, according
to plan, enter into force on 1 January 2008 are as
follows.

– The corporation tax rate is to be reduced from
25% to 15% and the basic rate of local business
tax is to be cut from 5% to 3.5%. By contrast,
the option of deducting local business tax from
its own base and from that of corporation tax is
to be abolished. This would mean that the tax
rate applicable to corporations (assuming a
400% multiplier in the case of local business
tax) will fall from its present level of 38.7% to
29.8%.

– The facility to deduct interest paid on loans as
operational expenditure is to be restricted in
the case of group enterprises which have a
below-average equity capital base compared
with the other enterprises in their group
(“interest deduction ceiling”). Interest expend-
iture in excess of interest income (where the dif-
ference is above the threshold limit of 51 mil-
lion) is deductible only up to 30% of profits.
Recognised financing expenditure which can-
not be offset against profits may be carried for-
ward for an unlimited period.

– Non-corporations will have the option of apply-
ing a reduced flat tax rate (28.25%) to retained
profits. If these funds are later withdrawn, they
will then be taxed in the same way as dividends.
In future, 3.8 times (instead of the current 1.8
times) the assessment base of local business tax
(Gewerbesteuermessbetrag) may be deducted
from the income tax liability incurred on busi-
ness earnings. On the other hand, it will no
longer be possible to deduct local business tax
payments from the income tax base. Smaller
businesses will be granted concessions in the
form of tax-deductible investment allowances,
which will permit them to offset up to 40% of
their future purchase prices or production costs
against profits (upper limit of 5200,000).

– In future, the calculation of the local business
tax base will include not only interest on per-
manent debt at a rate of 50%, but all interest
paid on borrowed funds and comparable finan-
cing expenses, albeit only at a rate of 25%. Only
a portion of rents, leasing payments and licence
fees will be recognised as debt financing. A rate
of 25% will apply to mobile assets and 75% to
immobile assets.

– From 1 January 2009, private capital income is
to be subject to withholding tax at a rate of
25%. It is envisaged that this tax will apply not
only to interest and dividend payments but also
to private capital gains from the sale of secur-
ities. The current system of (50%) income tax re-
lief on dividend payments will be abolished for
individuals and, in the case of non-corporations,
will be replaced by partial relief with a 40% ex-
emption rate. To prevent individual parties
from being disadvantaged vis-�-vis the income
tax liability, it will be possible to apply for an as-
sessment ex post.

– In addition to the points mentioned above, the
draft envisages the following counterfinancing
measures, in particular.

– The declining-balance depreciation facility
is to be abolished.

– It should no longer be possible to decrease
the taxation burden by means of securities
lending.

– To curb domestic tax evasion through the
relocation of functions abroad, the trans-
ferred package will be subject to a tax as-
sessment in which the arm’s length principle
will apply.

– Further restriction of the use of loss carry-
forwards to reduce profits following the ac-
quisition of a business (shell purchase).

– The threshold limit for the immediate write-
down of assets is to be reduced from 5410
(purchase price or production costs) to 560
as a general rule. The current threshold will
still apply in the case of smaller enterprises.
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positive macroeconomic repercussions are fac-

tored out of the calculation. Consequently, a

large proportion of tax-relevant profits is ex-

pected to be transferred back to Germany and

fewer profits are expected to be transferred

abroad. However, the shortfalls are likely to be

higher in the first few years because the rate

cuts will apply immediately but some of the

counterfinancing measures will not take full ef-

fect until later. All in all, it is extremely difficult

to forecast the scale of revenue shortfalls as it

is very hard to predict how tax payers will react

and what the resulting macroeconomic effects

will be. It is also possible that local govern-

ments may adjust the average local business

tax multiplier. Against the backdrop of the con-

tinuing need for consolidation and of the ra-

ther negative experience gained in the past

when estimating revenue from profit-related

taxes, it seems advisable to take a cautious ap-

proach.

Central government budget

In the fourth quarter of 2006, central govern-

ment recorded a lower budget surplus, at just

under 31 billion, than in the same period in

the previous year (361�2 billion). The main rea-

son for this was that the Federal Employment

Agency, in contrast to 2005, received almost

no liquidity assistance during the year, mean-

ing that no repayments were necessary at the

end of the year. The lack of revenue from the

sale of participating interests and loan repay-

ments was offset by additional tax revenue.

According to provisional year-end figures, the

deficit for 2006 as a whole amounted to just

over 328 billion and was thus considerably

below the budgeted figure of almost 3381�2

billion. Together with lower than planned net

expenditure, the sharper growth of tax rev-

enue in particular, which exceeded the

budgeted figure by 310 billion, accounts for

the more favourable financial position. Bene-

fits for the long-term unemployed were only

31�2 billion more than budgeted as additional

burdens, particularly for unemployment

benefit II but also for the share in costs of ac-

commodation, were largely offset by savings

in integration payments. Compared with

2005, the deficit decreased by only slightly

over 33 billion. While tax revenue (+314 bil-

lion) and the Bundesbank’s profit (+32 billion)

increased considerably, proceeds from asset

disposals decreased significantly (-311 billion)

and additional burdens arose from the reform

of the labour market (33 billion including the

compensatory amount and taking into ac-

count that payments for unemployment as-

sistance were no longer posted as was the

case in 2005). However, despite the favour-

able economic developments, with invest-

ment expenditure at 323 billion, the borrow-

ing limit prescribed by Article 115 of the Basic

Law could not be adhered to when imple-

menting the budget. Excluding the one-off

proceeds envisaged in the Federal budget

and transferred to the Post Office pension

funds to ease the pressure on the budget, the

deficit amounted to as much as 342 billion.

After adjustment for these one-off proceeds,

the deviation from the borrowing limit speci-

fied in the Basic Law amounted to almost

320 billion.

The 2007 Federal budget approved by the

Bundestag at the end of November 2006,

Central govern-
ment budget in
fourth quarter

Deficit for the
whole of 2006
noticeably
below
budgeted
figure ...

... but only
slightly below
previous year
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plans a further reduction in net borrowing to

3191�2 billion with investment expenditure at

324 billion. Asset disposals in the core budget

and the Post Office pension funds are still

providing relief of approximately 315 billion,

however. Without these, the limit pursuant to

Article 115 of the Basic Law will still be over-

shot by over 310 billion despite tax increases

and a cut of 34 billion in payments to the

statutory pension and health insurance

schemes. Even if the better outturn for 2006,

which is 311�2 billion higher than in the tax es-

timate of November 2006, is carried over as a

base effect and if the macroeconomic devel-

opment, which is now forecast to be some-

what more positive, gives rise to additional

revenue, additional consolidation measures

are still needed. However, the medium-term

financial plan of summer 2006 envisages only

a somewhat unambitious decrease in the def-

icit even after adjustment for declining one-

off proceeds for 2008 to 2010.

Central government’s special funds finished

2006 with a deficit of 31�2 billion, having

achieved a surplus of 34 billion in 2005. The

main reason for this was the development of

the ERP Special Fund, which, for the first time

since 2001, issued more loans than were paid

back. A deficit (321�2 billion) is again envis-

aged in the 2007 budget. Furthermore, the

flood disaster fund set up in 2003 will be dis-

solved by transferring the remaining funds of

just over 31 billion to central government and

the states affected by the flood. Against this

backdrop, the special funds could also record

a deficit in 2007.

State government budgets5

The extremely favourable development of

state government budgets continued in the

final quarter of 2006. Compared with 36 bil-

lion in the final quarter of 2005, the budget

deficit amounted to only 31�2 billion. Over the

year as a whole, the deficit was down by

more than half on the year (from 324 billion)

to 310 billion. The actual outturn was there-

fore much better than the decrease to 3201�2

billion (including numerous supplements)

forecast in the budgets. Total revenue rose by

just over 51�2%, predominantly due to an un-

expectedly sharp increase in tax revenue

(+91�2%), which more than compensated for

the decrease in other revenue, particularly as

€ bn
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5 The most recently published data on local government
finances are analysed in the short articles in the Bundes-
bank Monthly Report of January 2007.
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a result of the fact that Landesbanks were no

longer repaying subsidies. Expenditure, how-

ever, fell by almost 1�2%. This was chiefly due

to the fact that state-owned enterprises were

no longer recapitalised. The proportion of the

significant decline in personnel expenditure

(-2%) that can be attributed to state institu-

tions being taken out of the core budgets of

some state governments (such as universities

in North Rhine-Westphalia) is likely to have

been largely offset by higher grants to these

institutions. Nevertheless, moderate develop-

ments in remuneration also helped to rein in

expenditure.

Deficits are expected to be reduced further in

2007 mainly due to revenue from the in-

crease in VAT. The budget plans currently

available indicate that the fiscal balance will

decrease moderately – compared with the

amount budgeted for 2006 – to 316 billion in

2007. As the budgeted figures have, in many

cases, not yet been adjusted to take account

of the significant upward revisions of the fig-

ures in the latest tax estimate, they should be

interpreted as predicting changes rather than

forecasting actual levels. They therefore indi-

cate that the deficits may be expected to

decline further.

According to the figures currently available,

Bremen, Saarland and Schleswig-Holstein are

currently still exceeding the constitutional

limits for new borrowing. Berlin’s budget en-

visages a further overshooting of the borrow-

ing limit. According to a ruling by the Federal

Constitutional Court, Berlin is not facing

acute budgetary hardship and has not yet ex-

plored all consolidation options. This means

that it will not be able to claim budgetary

hardship as justification for its excessive bor-

rowing which far exceeds the level stipulated

in the state constitution. While Berlin has an-

nounced its intention of keeping within the

borrowing limit in 2007 (by continuing the

extensive incorrect use of Federal funds ear-

marked for the reconstruction of eastern Ger-

many), a supplementary budget has not yet

been approved. However, other states also re-

quire extensive consolidation measures as, ac-

cording to their budgets, they are relying

partly on asset disposals or stretching the def-

inition of self-financed investments in order

to adhere to borrowing limits. According to

current figures, half of the states have

achieved a balanced budget (Bavaria, Saxony,

Mecklenburg-Western Pomerania and,

thanks to extensive asset disposals, Hamburg)

or are actively working towards achieving this

in the medium-term (Saxony-Anhalt in 2010;

Baden-W�rttemberg, Brandenburg and

Lower Saxony in 2011). As a result of the fact

that the reduction of Solidarity Pact funding,

which is in part still being used incorrectly,

will gather speed from 2009, and the inevit-

able significant increase in pension costs, the

state governments have to continue the firm

path to consolidation by strictly limiting the

growth in their expenditure even if tax rev-

enue continues to develop positively. The pro-

visions resolved by the Financial Planning

Council stipulate a maximum limit of 1% for

expenditure growth in the next few years.

Deficit
reduction
continues in
2007, ...

... however,
budgetary
situation is still
critical in some
states
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Social security funds

Statutory pension insurance scheme

In the fourth quarter of 2006, the statutory

pension insurance scheme recorded a surplus

of 33 billion resulting in a positive balance of

371�2 billion for the year as a whole. Reserves

were, therefore, topped up to 391�2 billion or

to an amount equivalent of 0.6 of a month’s

expenditure. However, the encouraging re-

sults are exclusively based on the fact that

since January 2006 social insurance contribu-

tions have generally no longer been trans-

ferred at the middle of the month following

the month in which wages and salaries were

paid but at the end of the same month in

which payment was made. As a result of this

change, contributions were paid in mid-Janu-

ary 2006 for December’s pay, in accordance

with the old law, and at the end of January

for January’s pay.6 The ensuing one-off add-

itional revenue of approximately 3101�2 billion

prevented a deficit of approximately 33 billion

that could not be offset by own reserves.

Thus, the underlying financial situation con-

tinued to be strongly marked by deficit in

spite of a clear increase in revenue from con-

tributions and only a slight rise in pension ex-

penditure. This was another factor contribut-

ing to the decision to increase the contribu-

tion rates in 2007 from 19.5% to 19.9%.

In spite of the higher contribution rate, the

favourable employment trend and the fact

that if there is to be any pension increase at

all it is likely to be slight, a deficit is again ex-

pected for 2007. However, the reserves are

now safely above the lower limit of 0.2 of a

month’s expenditure (upper limit of target

corridor: 1.5 of a month’s expenditure) so

that the contribution rate presumably will not

need to be raised again for 2008. However, it

must be borne in mind that this is currently

only a “break” in the demographically-

related burdens on pension insurance. While

at present a relatively large number of people

are of working age, the number of people

entering retirement is rather low. This is inten-

sified by the fact that the average retirement

age is likely to increase further (to 63 by the

end of 2008) owing to pension deductions in

the event of early retirement and the raising

of the earliest possible age for taking retire-

ment in the event of unemployment or as
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part of pre-retirement part-time work. The

overall situation will deteriorate noticeably

and continually at the beginning of the next

decade. In order to counter this, measures are

currently being resolved or prepared to curb

the increase in contribution rates. One key

measure is the raising of the statutory retire-

ment age to 67. The important message that,

in order to achieve sustainable public finances

in the face of rising life expectancy, the work-

ing life must be extended and the retirement

age postponed is undermined by the incon-

sistent exemption granted to people who

have paid contributions for at least 45 years.

Similarly, this exemption also tones down the

curbing effect on the contribution rate.

Federal Employment Agency

The Federal Employment Agency finished the

fourth quarter of 2006 with a surplus of 341�2

billion and the year as a whole with 311 bil-

lion. A large proportion of this (estimated at

331�2 billion) was attributable to the one-off

effect arising from the fact that the transfer

date for social security contributions has been

brought forward. Even more significant, how-

ever, was the decline in expenditure, in par-

ticular on unemployment benefit I (-15% or

34 billion) which was caused by improve-

ments in the labour market conditions and

was accompanied by a reduction in active la-

bour market policies of 321�2 billion (-20%).

Furthermore, at 331�4 billion the compensa-

tory amount was more than 31 billion lower.

The number of income-support households

switching from unemployment benefit I to

the basic allowance for job seekers (un-

employment benefit II) should therefore have

decreased by roughly 120,000 to approxi-

mately 330,000 households.

In 2007, the Federal Employment Agency will

have to cope with revenue falling by just over

314 billion on the year. Only just over one-

third of revenue shortfalls resulting from de-

creasing the contribution rate from 6.5% to

4.2% will be offset by the new rule-based

Federal grant. It is also true that the expend-
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iture on unemployment benefit I is expected

to fall again due, inter alia, to the fact that the

financial effect of the reduction of maximum

periods of entitlement should gradually be felt

from February. Overall, however, a deficit is ex-

pected and, therefore, an erosion of the re-

serves set aside from last year’s surplus. In the

long term, the contribution rate is likely to be

sustainable only if the number of recipients of

unemployment benefit I – which, unlike un-

employment benefit II, is an indication of cyc-

lical and not structural unemployment – does

not, on average, exceed 1.2 million.7 In 2006,

just over 1.4 million people claimed unemploy-

ment benefit I, thus exceeding this critical fig-

ure. In the future, fewer people on average

will claim unemployment benefit I as the max-

imum periods of entitlement have been short-

ened. However, it should be borne in mind

that the number of people currently claiming

unemployment benefit I is probably rather low

as a result of the economic situation, but the

figure could increase rapidly if the pace of

growth slows down. If contribution rates are

decreased again or if the (often only marginal-

ly successful) active labour market pro-

grammes are extended, this will increase the

risk that the Federal Employment Agency will

not be able to cover economically weak

phases with its own financial resources. To

avoid a procyclical policy, it is necessary to set

up sufficient reserves during positive economic

periods as a precaution for difficult times.

Statutory health insurance scheme8

Over the course of the first nine months of

2006, the statutory health insurance scheme

recorded a deficit of 31�4 billion. However, for

the year as a whole, a surplus of over 31 bil-

lion is expected because the second instal-

ment of the Federal grant coincided with typ-

ically high revenue from contributions in the

fourth quarter and expenditure has most like-

ly continued to develop at a comparatively

moderate rate. The increases in contribution

rates at the beginning of 2007, which were,

in some cases, rather sharp, are based on bur-

dens arising from cutting Federal grants (by

31.7 billion), which are currently being felt, as

well as from higher expenditure as a result of

the increase in VAT (approximately 31 billion).

Another reason behind the increase in contri-

bution rates is to repay loans taken up in the

past. Finally, caution in the face of uncertain-

ties regarding the upcoming healthcare re-

form must also have had its part to play.

The Act to promote competition among

statutory health insurance institutions (GKV-

Wettbewerbsst�rkungsgesetz) has now been

approved by the Bundesrat and the first sec-

tions can come into effect on 1 April 2007.

As opposed to the original plans, some of the

savings announced at the last minute con-

cerning hospitals and all of those concerning

travel costs have been withdrawn. The bur-

dens on private health insurance schemes

have also been softened. In particular, restric-

tions have been placed on who is entitled to

the base tariff and the start of the new regu-

lations in this area has been put back by a

year to 1 January 2009. However, the struc-

7 See Deutsche Bundesbank, The evolution of labour
market-related expenditure, Monthly Report, September
2006, especially pp 75-78.
8 An extensive analysis of the budgetary development of
statutory health insurance and long-term care insurance
schemes can be found in the short articles in the Bundes-
bank Monthly Report of December 2006.

Clear rise in
contribution
rates at
beginning of
year

Healthcare
reform
approved after
final changes



DEUTSCHE
BUNDESBANK

Monthly Report
February 2007

71

ture of the health insurance fund has hardly

changed. From 2009, it is to be funded from

contributions from insured persons and tax

resources, and risk-adjusted premiums are to

be passed on to the individual statutory

health insurance institutions. This means that

the institutions receive flat rates for the

people whom they insure, while the social

compensation component will be transferred

to the health insurance fund. As before, con-

tributions in proportion to income will be lev-

ied to finance the fund – but these are

charged at a standard contribution rate

throughout Germany. Therefore, health insur-

ance institutions will no longer compete

using contribution rates but – together with

greater scope in terms of expenditure differ-

entiation – by using an additional contribu-

tion which may be applied if necessary. This

additional contribution is calculated in pro-

portion to income as soon as the upper limit

of 38 per month is exceeded.


