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Sustainability and solidarity
— basic ideas of new finan-

cial structures

Federal financial structures which include fiscal equalization
between the states are and will remain to be indispensable.
Such structures are required to equalize the significant re-
gional economic differences which exist within the federal
republic and to ensure sufficient funding for the responsibili-
ties of the public sector across the nation. The current feder-
al financial structures have a number of structural flaws
which regard both the criteria for tax distribution, the design
of the debt brake and the role of municipalities. The finan-
cial structures will have to be revised beginning in 2020. The
objective is to consolidate in the long term the budgets of
federation, state and municipal governments and to safe-

guard a modern welfare state.

Focus

Fig. 1: Gross domestic product (GDP) of the federal
states in relation to the overall German average in €
per resident in 2011 and absolute GDP per resident in
€ thousands
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Source: Own research based on data published by
the State Statistical Offices BertelsmannStiftung

The currently applicable financial struc-
tures of the Federal Republic of Germany
were drawn up in 1969. They are no long-
er able to meet the demands of today’s pa-
rameters and require a fundamental
reform. Against this backdrop, 2020 be-
comes a decisive year: The debt brake
will come into effect for the federal states,
while the fiscal equalization between the
states and the solidarity pact for the for-
mer East Germany will expire. The next
few years offer a window which must be
used for amendment.
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Basic features of the fiscal equaliza-
tion between federal states

The active fiscal equalization system be-
tween the federal government and the
states comprises a primary and secondary
fiscal equalization. It includes vertical and
horizontal elements. Fiscal equalization is
a four-step procedure executed in a specif-
ic order (see Wendt, 2012). As a result of
the technical complexity and against the
backdrop of the interests involved, there
are no “simple” or “non-political” ap-
proaches.

Primary fiscal equalization (tax assign-

ment):

[ Tax revenue from all tax types is split
among the federal, state and municipal
government levels according to the
separate and compound system.

Il Federal and municipal governments
are allowed various deductions at
source from the revenue arising from
value added tax. After that, the remain-
ing amounts are distributed by roughly
half to the federal and municipal gov-
ernments. At least 75 percent of the
state government’s share of value add-
ed tax is then distributed according to

Fig. 2: Stages of fiscal equalization between federal states

the number of residents. Up to 25 per-
cent is distributed to supplement fi-
nancially weak states.

Secondary fiscal equalization

(Tax redistribution):

[Il Strictly speaking, fiscal equalization
among federal states consists of redi-
stribution by means of equalization
payments by financially strong states
to financially weak states.

[VFinally, the federal government can

provide financially weak states with addi-

tional funding (federal supplementary
grants).

The term “financial structures” refers to
section X of the Basic Law. Among other
things, this section includes provisions for
tax collection and distribution, borrowing
and accounting. Fiscal equalization is one
part of these financial structures.

1. Structural weaknesses
of applicable federal fi-
nancial structures

The German financial struc-
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To date, the financial struc-
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of the reunification and the European in-
tegration.

The financial consequences of the reunifi-
cation were managed without revising the
financial structures but at the cost of
growing national debt, the expansion of
state fiscal equalization and federal sup-
plementary grants. These developments
cannot be sustained on a permanent basis.
After 1990, the necessary restructuring of
state financial relationships was simply
postponed.

The EU Fiscal Stability Treaty signed in
March 2012 impacts the financial struc-
tures as does the European Stability Me-
chanism (ESM), for instance, strengthen-
ing the former Maastricht criteria and EU
intervention rights. Domestic implementa-
tion is unsatisfactory.

Primary financial distribution is mainly
aligned with municipal tax revenue and
the number of residents. This distribution
is questionable in a welfare state, since
revenue and need for funding diverge re-
gionally. Even payment-specific structural
differences (for example, assistance to
meet costs of living, child and youth wel-
fare, housing allowance, as-
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terms, they burden financially weak states
(and municipalities) more than financially
strong ones. Responsibilities assigned by
the federal government therefore limit the
ability of states and their municipalities to
take action.

Federal fiscal equalization has become in-
creasingly complex over the course of the
past years due to varied changes at the
detail level (see Woisin 2008). At the
same time, there are financial flows even
outside of regular fiscal equalization
which have redistributional effects. Ulti-
mately only experts, not citizens and poli-
ticians, can comprehend the distribution
of tax receipts and funding for public-
sector services.

Fiscal equalization among the federal
states is at the center of the public debate.
Regardless of the fact that its volume is
disproportionate to the controversial de-
bate, it does have structural flaws as well.
One such flaw is that there is little incen-
tive for either the donor or the recipient
state to tap the full potential of their own
tax base, since only a small part of the
additional tax collected will flow to the

Fig. 3: Payments under fiscal equalization among federal states

sistance under the Federal
Law concerning the Promo-
tion of Education or Train-
ing) are not taken into con-
sideration.
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The expansion of the welfare
state is based on federal laws
but is essentially borne by
the states and municipalities.
The resulting burden of ex-
penditure is not currently
reflected in the funding of
the administrative levels.
Because the federal laws
must be executed uniformly

B Donor states

Recipient states

in all States, ln relatlve Source: Research from data of the Federal Statistical Office and state budgets
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state’s own budget. The entry of the new
states resulted in the immense growth of
the redistribution volume. The increasing
criticism relates to the heavy burden car-
ried by a few states (see fig. 3).

2. Flaws in Basic Law debt
brake

Legislators incorporated the debt brake
into the Basic Law in 2009. It mandates
that federal and state budgets shall be ba-
lanced without borrowing. Indirectly, the
debt brake is an essential part of the fed-
eral financial structure and must be seen
in the context of the fiscal equalization be-
tween federal states. It is a necessary step
in creating fiscal sustainability, but it also
gives cause for criticism.

Drawing on past experience, there is rea-
son to doubt that regulations founded on
the financial structures are suitable for ef-
fectively impacting national debt. In addi-
tion, the Basic Law is not the right legal
framework for putting them into opera-
tion. In practical terms, effective imple-
mentation of the debt rule is hardly possi-
ble, particularly without sanctions.

The debt brake would be taken more se-
riously if it were to take effect immediate-
ly and if the step-by-step reduction of the
deficits were defined by law. For the ma-
jority of states, compliance with the debt
brakes on their own seems hardly achiev-
able despite consolidation assistance and
a ten-year transition period. The debt
brake covers only part of the overall pub-
lic-sector budget. It does not include the
municipalities and social insurance pro-
viders.

The debt brake foresees stricter limits for
the states than at the federal level. Since
there is hardly any flexibility in terms of
expenditures or income for the states, the
states will be extremely limited in terms
of their (financial} independence and run
the risk of degenerating into administra-
tive units of the federal government.

The debt rule ignores the problem of debt
accrued in the past and the interest bur-
den resulting from this. Despite historical-
ly low interest rates, interest payments on
massive amounts of debt currently place a
significant burden on the ability of some
states to take action.

The debt brake is also not adjusted to the
demographic developments which arise as
a result of an aging population and migra-
tion. These developments differ widely be-
tween regions (see fig. 4), leading to se-
vere distortions in receipts and expendi-
tures.

This can result in a downward spiral of
increasing expenditures and falling re-
ceipts. Migration movements within a
state lead to adverse redistribution of
funds burdening the shrinking and finan-
cially weak regions (see Seitz 2007). In
particular, this problem occurs in the
states which used to belong to the former
East Germany.

Currently, the debt brake and EU Fiscal
Stability Treaty have not yet been coordi-
nated and must be seen side by side. In
several respects, the Fiscal Stability Treaty
is more comprehensive and stricter. The
regulatory structure of the debt brake
should therefore be reviewed and
amended in order to compliment the Eu-
ropean Fiscal Stability Treaty.



Fig. 4: Population development from 2009 to 2030 in
administrative districts and independent districts
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The Basic Law pro-
vides that municipali-
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Source: Bertelsmann Stiftung, Wegweiser Kommune (Community Guide).

ties have the right to
self-government  but
offers no guarantee of
sufficient funding.

The inadequate con-
stitutional position is
reflected particularly
in the area of welfare
spending. In the past,
it was possible for the
federal government to
delegate social re-
sponsibilities to the
municipalities which,
however, did not have
the right to request
reimbursement. Over
the decades, this led
to an unhealthy shift
of the municipal
budget structure (see
fig. 5) and to an in-
crease in cash lend-
ing of just under €1
billion in 1990 to al-
most €45 bhillion in
2011.

The  municipalities
are not included in
the debt brake of the
Basic Law. This pro-
vides the states with
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3. Effects on municipalities

Municipalities are only mentioned indi-
rectly in the system of state financial
structures. The Basic Law views the mu-
nicipalities as a part of the federal states.
This poses the risk of a budget policy at
the expense of third parties, the munici-
palities.

an incentive to shift
the burdens in their budgets.

At the same time, the municipalities are
also not represented in the stability coun-
cil. The tasks of this council, however,
such as the coordination of a budgetary
policy for the states as a whole, indebted-
ness or rebuilding the former East Germa-
ny, can hardly be managed without the
municipalities.
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Fig. 5: Development of municipal budget spending structure
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Source: Anton and Diement 2009:25.

4. Basic features of mod-
ern financial structures

The following descriptions point out es-
sential priorities to be considered during a
reform of applicable financial structures.

To the extent that the goal is to strive for
equivalent living conditions in all parts of
Germany, state funding must also be
equivalent. Under these conditions, fiscal
equalization among federal states is indis-
pensable. In doing so, equalization pay-
ments should be aligned with needs as
dictated by the responsibilities.

Considering the weaknesses of the calcu-
lation based on municipal revenue and
population figures, a new primary finan-
cial distribution between the federal and
state governments should be introduced.
In this new system, the federation should
allocate funds directly, based on spending
for specific purposes as dictated by the re-
sponsibilities stipulated by federal law. In
this way, it could be guaranteed that fund-
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responsibilities and that
each level has access to
the necessary funds.
Complicated and opa-
que secondary rounds of
(re)distribution will be
drastically reduced.
xpendies This paradigm shift he-
comes especially clear
when looking at the ex-
ample of social welfare.
Up until now, federal
lawmakers in the Bun-
destag and the federal
states in the Bundesrat
have distributed “soci-
opolitical benefits” without having to come
up with the financial means to cover en-
suing expenses. In particular with regard
to cash benefit legislation, the funding
burden of states and municipalities should
be taken over by the federal level.

Other expenditures

stiftung

In light of the legislative powers in tax law
or public-sector responsibilities, there is
little point in completely eliminating fiscal
equalization among federal states. The
federal government should however guar-
antee the states a significantly higher
amount of funding which should be linked
to their responsibilities by means of direct
allocations, thus equalizing regional dif-
ferences in terms of their funding and
benefits. That way, the volume of fiscal
equalization among federal states could be
significantly lowered, and the criticism of
the donor states along with it.

Negative incentives, like not fully utilizing
the state’s own tax potential, should be
avoided when designing both vertical and
horizontal equalization payments. Finan-
cial structures must be designed as incen-
tives, and the states should be left at least
half of their additional structural receipts.



The amount of the national debt poses a
fundamental problem for any future finan-
cial structure. One solution could be the
step-by-step transfer - subject to certain
terms - of debts from the federal, state
and municipal levels to a common fund,
which should be financed from additional
tax receipts. A prerequisite for such a step
would be appropriate funding at all levels
of government and compliance with the
debt brake.

An effective controlling system and an ob-
jective budgeting process are indispensa-
ble in order to identify unfavorable devel-
opments in budgets at the state or federal
level in a timely manner, so that counter-
measures can be introduced. Initial steps
in this direction include establishing a
stability council to avoid budget emergen-
cies and a double-entry budgetary reform
at the municipal level.

Funding for local government at the mu-
nicipal level must also be guaranteed un-
der Basic Law. In addition, it is necessary
to enable direct financial relationships be-
tween the federal and municipal govern-
ments so as to equalize any responsibili-
ties that the federal government has im-
posed or will impose on the municipal
governments.

Liabilities of municipal governments
should be assigned to the respective states
in order to avoid any incentives from shift-
ing burdens and only apparent com-
pliance with the debt brake.

The desired level of public-sector services
and stable funding at the federal, state and
municipal levels over the long term re-
quires structurally higher tax receipts. In
an international comparison, taxation of
capital in the Federal Republic in particu-
lar is more moderate than on average in
the EU (see Eurostat 2012: 28 et seq.).
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The Federal Republic is based on the prin-
ciple of cooperative federalism. This basic
government principle is widely accepted
and favors economic and social develop-
ment. A competitive federalism between
the states does not represent the history of
the Federal Republic, the economic struc-
ture of the states and the will of the popu-
lation (see Wintermann and Petersen
2008).
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Policy Brief 2012/05: Maastricht 2.0

The European Union'’s regulations governing sovereign
debt are based on the principle of equal treatment of all
member states. The recommendations we make here
concerning changes in EU sovereign-debt reduction
rules take account of national particularities. According
to our calculations, such reformed regulations would do
far more to promote economic growth than would be
the case under the Fiscal Compact’s European debt
brake. By 2030, real gains in growth will amount to
more than 450 billion Euros.

Policy Brief 2012/06: Euro-exit in Southern Europe
While Greece defaulting on its sovereign debt and leav-
ing the European Monetary Union would have relatively
little effect on the world economy, such a move could,
however, lead to contagion in Portugal, Spain and Italy,
thus provoking not only a sovereign default in those
states as well, but also a severe worldwide recession.
Economic growth would be reduced by a total of 17.2
trillion Euros in the world’s 42 largest economies in the
lead-up to 2020. Hence, political actors are well advised
to prevent Greece from a sovereign default as well as
leaving the euro, and the domino effect that this event
could induce.
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