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The 1996/97 Budget:
Fiscal Policy Still
Treading a Narrow Path

The policy aim of consolidating government budgets

continues to be frustrated by the unfavourable frame-

work of economic conditions: fiscal receipts are

depressed and higher unemployment means higher pub-

lic spending. It seems that German fiscal policy has

manoeuvred itself into a dilemma that it is now having

great difficulty in solving: government debt shot up in

the wake of German unification so that the scope for fis-

cal policy action to counter the weakness of economic

activity has narrowed substantially; the economy is

hardly likely to emerge from crisis against a back-

ground of fiscal policy austerity, while without a "fol-

lowing wind" in terms of economic recovery, it will not

be possible to reduce the deficits of central, state and

local government in a lasting way.

At the end of 1995 government budgets were in debt

to the tune of just under DM 2 000 billion. Compared

with 1990, the year of German Unification, the level of

outstanding debt has almost doubled. This has been

associated with a dramatic increase in the burden of

interest payments. In 1990 central government (includ-

ing the so-called "Special Assets"), state and local gov-

ernment paid out DM 65 billion to meet their interest

obligations; by 1995 this had risen to DM 128 billion.

The German government is now forced to spend one out

of every six DM of tax receipts on interest payments

(1990: 12.3%).

In the public debate this has frequently been equated

with weak budgetary policy, or even a spendthrift pol-

icy. This view does not tally with reality, however. Even

the claim that the tax burden is currently unprecedent-

edly high needs to be seen in context. Moreover, the call

for a rapid cut in the deficits gives the impression that

this can be achieved without inflicting damage on the

east and west German economy; indeed, it has been

claimed that the net, longer-term effect will be to pro-

mote economic growth.

The rapid rise in government debt is primarily a

reflection of the huge transfers from west German gov-

ernment budgets to east Germany.These transfers were

necessary because large sections of the east German

economy _ not least due to the specific conditions under

which the unification process occurred _ were uncom-

petitive. Between 1991 and 1995 a total of more than DM

700 billion of government transfers flowed from West to

East. If the social insurance funds and the Treuhand-

anstalt are included, the figure rises to DM 970 billion,

i.e. an annual average of almost DM 200 billion. If the

government were to attempt to improve its fiscal posi-

tion by reducing transfers to east Germany, it would run

the risk not only that east Germany would remain

uncompetitive, but also that west German firms would

suffer substantial sales losses.

A similar outcome cozuld be expected were the gov-

ernment to seek to reduce that proportion of the deficit

caused by the recession by cutting public spending:

such a policy leads to a loss of income and demand at

the macroeconomic level. This would not be damaging if

it were certain that private demand would increase to

take the place of government-induced demand. Yet this

is unlikely in a period of weak growth and underutilised

capacity. Rough estimates suggest that, for the period

1993 to 1996, the cyclical reduction in fiscal receipts is to

be put at least at DM 200 billion, i.e. an average of DM

50 billion p.a. 

The path chosen for economic unification together

with the impact of the recession have continously

restricted the government's scope for fiscal policy

action. Only to a limited extent have policy errors con-

tributed to the dilemma. Without doubt, one of these

errors was that the federal government decided too late

to raise taxes in order to finance German unification.

Tax increases at an earlier point in time would not only

have been more readily accepted, they would, more

importantly, have dampened the unification boom and

stabilised economic development. West German state

and local governments were also seriously at fault in

refusing to place any limits on their spending of the

additional resources they derived from the unification

boom. Their present budgetary problems are to some

extent self-inflicted: it is here that the critique of a

spendthrift policy is probably most justified. Finally, the

problematic impact on income distribution should be

mentioned. Labour market policy and the upward

adjustment of pensions in east Germany were financed

via higher social insurance contributions and not taxes.

This has led to a sharp rise in such contributions _ and

thus also to overall wage costs _ but not to the increase

in the tax burden. Also of relevance in this context is the

fact that fewer and fewer social insurance contributors

are having to provide for an ever greater number of

transfer recipients. It is also the case that wage and sal-

ary earners are making an ever greater contribution to

overall revenue from direct taxes (cf. figure 1).

Fiscal revenue in 1996 and 1997 

Tax revenues in the current year will be primarily

influenced by two factors. Firstly, the cyclical weaken-
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ing is making its effects on receipts. Secondly, the

reduced tax take resulting from the 1996 tax law _

amounting to an estimated more than DM 20 billion _ is

increasingly affecting revenues. During the first seven

months of the year, the tax revenues of central and state

government lagged 5½% behind the previous year's

results. It is all but inconceivable that the government

will meet its budget targets.

The estimate of the tax revenues of central, state and

local government and the EU presented below is based

on the macroeconomic prognosis published by the DIW

in June of this year (cf. table 1).1 According to this prog-

nosis nominal GNP will grow by 2% in the current year

and 2 ½% in 1997. 

The new provisions on family benefit and tax allow-

ances for taxpayers with children (Familienlastenaus-

gleich) are making their full effects felt on the revenue

from income tax on wages and salaries this year. Since

the beginning of the year child benefit has no longer

been paid out by the Federal Labour Office, but by the

employer, who sets such payments off against the wage

1  Cf. Economic Trends 1996/97, in: Economic Bulletin, no. 7, July 1996,

pp. 9 ff.

tax deduction payments made to the fiscal authorities.

In the case of parents that are not wage and salary earn-

ers (e.g. the self-employed, the unemployed and social

benefit recipients) and in those cases where employers

have been exempted from payment, the child allowance

is paid by the so-called Familienkassen (family funds),

again reducing wage tax receipts.

During the first seven months of the year, wage tax

revenue in west Germany _ following the deduction of

child benefit payment by the employer and the benefits

paid out by the family funds _ was almost 10% down on

the previous year's figures. In east Germany wage tax

revenue was down by more than one quarter on the pre-

vious year. For the year as a whole, wage tax revenue in

west Germany is expected to fall short of last year's fig-

ures by 9%, in east Germany by 23%. On the assump-

tions for the economy as a whole, wage tax revenue in

west Germany will expand only marginally in 1997; in

east Germany slightly more strongly.

Profit-oriented taxes _ assessed income tax, corpora-

tion tax and the tax on interest earnings (Zinsabschlag)

and non-assessed taxes on profits _ expanded extraordi-

narily strongly during the first seven months of the year

(9.5%). However, this rise was based not on a corre-

sponding expansion of the tax base, but rather reflected

a "taxation-technical", one-off effect relating to corpora-

tion tax that had squeezed the tax base sharply in 1995:

in 1994 and 1995 substantial special divided payments

by firms subject to corporation tax significantly reduced

the tax take. 

Receipts of assessed income tax in west Germany

were down 17% during the first seven months on the

same period the previous year. The planned receipts of

DM 17 billion can only be achieved if the reimburse-

ments for earlier assessment years decline markedly and

prepayments are adjusted to the improved profitability

trends. In east Germany the gross receipts from income

tax assessed here are still insufficient to cover the

increasing reimbursements to employees (under § 46 of

the income tax law) and payments of investment grants;

a deficit of DM 2.5 billion was accumulated in the

months to July. In neither the current nor the coming

year are net receipts from assessed income tax to be

expected, not least because the investment grants and

the special depreciation allowances were extended in the

1996 tax law. The net deficit is likely to amount to

around DM 5 billion in both the current and the coming

years.

Besides the attenuation of the tax-technical one-off

effect, the rise in corporation tax receipts in west Ger-

many is also partially due to the fact that Telecom, fol-

lowing its privatisation, is now also subject to corpora-

tion tax and has begun to make prepayments. For 1996

as a whole, revenue is likely to be more than one and a

Figure 1

Incidence of profit taxes1)

1) Profit taxes: assessed income tax prior to employee reimbursements (under § 46
of the income tax law), non-assessed taxes on earnings, interest tax, corporation tax,
net worth tax and trading tax. Wage tax: wage tax following employee reimburse-
ments (under § 46 of the income tax law). — 2) As a % of gross income from entre-
preneurial activity and property.— 3) As a % of gross wages and salaries. — 4) From
1996 onwards the rate is pushed down by the reform of child benefit.



19

half times last year's total. A further significant expan-

sion (13%) is expected for 1997. This is partly due to

improved profitability, reflected in high prepayments.

Moreover, concluding payments for the 1995 fiscal year

are likely to grow substantially, as the prepayments

made for that year did not reflect actual profit trends at

the time.

In east Germany the increasing profitability of incor-

porated companies may mean that, for the first time,

corporation tax receipts emerge from the red; in fact, a

slight surplus is expected for the coming year.

Receipts from taxes on turnover _ the second most

productive tax in the German system _ have lagged far

behind expectations. They appear to have divorced

themselves completely from the growth of macroeco-

nomic variables. In the seven months to July the fiscal

authorities in Germany actually recorded lower revenue

from turnover taxes than in the same period the previ-

Table 1

Tax Revenue in the Federal Republic of Germany 1994 to 19971)

West Germany1) East Germany2) Total
West

Germany1)
East

Germany2) Total

1995 1996 1997 1995 1996 1997 1995 1996 1997
1996 1997 1996 1997 1996 1997

Actual Estimates Actual Estimates Actual Estimates

in DM billion % change on the previous year

Joint taxes 538.7 524.2 535.8 40.4 33.8 35.7 579.1 558.0 571.5 –2.7 2.2 –16.4 5.5 –3.6 2.4
Wage tax3) 255.3 232.0 232.4 27.4 21.0 22.3 282.7 253.0 254.7 –9.1 0.2 –23.5 6.2 –10.5 0.7
Assessed income tax3) 17.2 17.0 20.0 –3.2 –4.5 –5.0 14.0 12.5 15.0 –1.2 17.6 40.2 11.1 –10.7 20.0
Non-assessed taxes on profits4) 16.2 13.5 14.1 0.7 0.7 0.7 16.9 14.2 14.8 –16.6 4.4 0.0 0.0 –15.9 4.2
Tax on interest income5) 12.7 12.0 12.3 0.1 0.1 0.2 12.8 12.1 12.5 –5.4 2.5  .  . –5.3 2.9
Corporation tax4) 18.8 31.0 35.0 –0.6 0.0 0.5 18.1 31.0 35.5 65.2 12.9  .  . 70.9 14.5
Value-added tax6) 218.6 218.7 222.0 16.0 16.5 17.0 234.6 235.2 239.0 0.1 1.5 2.9 3.0 0.2 1.6

Customs duty 7.1 6.8 6.7 –4.5 –1.5

Central-government taxes 134.1 136.5 138.8 1.8 1.7
Petroleum tax 64.9 65.7 66.3 1.2 0.9
Tobacco tax 20.6 20.5 20.4 –0.4 –0.5
Spirits tax 4.8 4.8 4.7 –1.9 –1.1
Insurance tax 14.1 14.4 14.9 2.1 3.5
Solidarity supplement
(on income tax)

26.3 27.7 29.0 5.4 4.7

Other 3.4 3.4 3.5 0.6 1.5

State-government taxes 32.4 35.1 36.0 4.2 4.3 4.5 36.6 39.4 40.6 8.2 2.6 4.1 4.6 7.8 2.9
Vehicle tax 11.8 12.0 12.1 2.0 2.1 2.2 13.8 14.1 14.3 1.9 0.8 4.0 4.8 2.2 1.4
Wealth tax 7.9 9.0 9.3 0.0 0.0 0.0 7.9 9.0 9.3 14.5 3.3  .  . 14.5 3.3
Other 12.8 14.1 14.6 2.2 2.2 2.3 14.9 16.3 17.0 10.2 3.8 4.2 4.5 9.4 3.9

Local-government taxes 53.4 58.3 61.2 3.8 4.3 5.3 57.3 62.6 66.4 9.1 4.9 11.3 23.5 9.3 6.2
Trade tax 40.0 44.0 46.5 2.1 2.3 3.2 42.2 46.3 49.7 9.9 5.7 8.5 39.1 9.8 7.3
Real estate tax 12.1 12.9 13.2 1.6 1.9 2.0 13.7 14.8 15.2 6.6 2.3 15.6 5.4 7.7 2.7
Other 1.3 1.4 1.5 0.1 0.1 0.1 1.4 1.5 1.6 7.7 3.6  .  . 7.1 3.3

Total taxes 814.2 803.2 823.9 –1.3 2.6
At federal, state and local levels,
financial statistics definition7)

of which:
Federal8)9)10)11) 366.0 337.5 340.0 –7.8 0.8
Länder8)9)11)12)14) 264.4 281.6 290.9 61.3 61.6 64.0 325.7 343.2 354.9 6.5 3.3 0.5 3.9 5.4 3.4
Local authorities13)14) 78.3 78.8 81.5 7.5 6.6 7.7 85.8 85.4 89.2 0.6 3.5 –11.9 15.9 –0.5 4.4

1) West Germany incl. West Berlin. — 2) East Germany incl. East Berlin. — 3) Distributed between central/state/local government: 42,5/42.5/15 %. — 4) Distributed between
central/state government: 50/50%. — 5) Distributed between central/state/local government: 44/44/12%; distributed between. West and East Germany 1994:94/6%, 1995: 93/
7%, 1996: 92/8%. — 6) Distributed between central/state/local government: 1994: 63/37%, 1995: 56/44%, 1996: 50.5/49.5%. — 7) EC-VAT funds incl. quasi-fiscal charges sub-
tracted. In the fiscal statistics West and East Berlin is included in West Germany. — 8) Turnover tax distribution “German Unity Fund” added to central, subtracted from western
state governments. — 9) Supplementary transfers from central to financially weak state governments subtracted from central, added to state governments. — 10) EC-VAT funds
and EC-GNP funds substracted. — 11) Incl. local taxes by the city states, distributed between central/state: 50/50%. — 12) Incl. local taxes by the city states. — 13) Excl. local
taxes by the city states and the trade tax levy. Allows for participation of West German local governments in the German Unity Fund and via the increase in trade tax paid to
West German state governments. — 14) Incl. participation by west German local government in the German Unity Fund via increase in transfers of capital tax receipts. — Col-
umns may not sum due to rounding.
Sources: Federal Finance Ministry, DIW estimates.
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ous year (_0.3%), despite the fact that nominal domestic

demand is likely to have expanded by between 2 and

2½%. 

Even assuming that turnover taxes may generate

slightly higher revenue during the rest of the year, as

the economy, in line with expectations, picks up, reve-

nue for the year as a whole will not exceed last year's

figure. For 1997 an expansion of just 1.5% is expected in

view of the only moderate expansion of the tax base. 

Overall, central, state and local government (and the

EU) are expected to receive tax revenue totalling DM

803 billion (_1.5%) in the current year and DM 824 bil-

lion in the coming year; this represents an increase of

2.5%. Tax revenues as a share of GDP will decline in the

current year by almost one percentage point to 22.8%, at

which level it will remain in 1997.

Public spending in 1996 and 1997

Fiscal policy makers have reacted to the renewed

cyclical reverse and the associated decline in tax reve-

nues with further spending cuts. This year spending by

central, state and local government is likely to stagnate;

an expansion of no more than 1½% is expected in the

coming year (cf. table 2). This year's stagnation is

largely due to the new provisions on family benefit. If

the figures are adjusted to allow for this effect, public

spending would have expanded by 2% this year.

Personnel spending growth is largely determined by

the moderate public sector pay settlements: this year the

settlements lead to additional personnel spending of

1.5%; 1.3% are forecast for 1997. Thus the forecasts

made in the context of the government's austerity pack-

age have largely been realised. 

Given the strained budgetary situation, moderate

public sector pay settlements are unlikely to induce cen-

tral, state and local government to relax their restrictive

recruitment policies significantly. Despite substantial

public sector redundancies in the years 1991 to 1995,

east German local authorities still employ relatively

more staff than those in west Germany. All in all, per-

sonnel spending by central, state and local government

is forecast to expand by 1% in both 1996 and 1997. 

The changed mode of payment for child benefit

serves to reduce the volume of direct government

transfer payments. Adjusting for this effect, such trans-

fers will expand by 3% in the current and by just 1% in

the coming year. The grant to the Federal Labour Office

to cover its deficit will be far higher than planned:

instead of the DM 4.3 billion earmarked, DM 9 billion

are likely to be required, as unemployment has proved

far higher than assumed at the time by the federal gov-

ernment. The cost of unemployment assistance (Arbeit-

slosenhilfe: a non-insured benefit paid by central govern-

ment) is also likely to exceed the figure set out in the

budget.

The cost of minimum social benefit (Sozialhilfe) will

expand less rapidly than in previous years, despite the

fact that an increasing number of unemployed people

are being forced on to this minimum benefit in the wake

of benefit cuts and the tightening of the conditions of

entitlement to benefits provided by labour market pol-

icy. 

As in previous years public capital spending will be

cut in 1996 and 1997; an annual decline of 2% is

expected. The policy of cutting capital spending is

particularly prevalent among west German local

authorities. Faced with German budgetary laws they

often have no other choice, because their precarious

fiscal position _ particularly in large cities _ prevents

them from resorting to borrowing. Although the 1995

financial reform placed the financing of the reconstruc-

tion and development of the public administration and

infrastructure in east Germany on a sounder basis, the

east German states have not allowed their local authori-

ties to participate in the additional revenue to a suffi-

cient extent, preventing local government capital spend-

ing there from being expanded in line with require-

ments.

The cost of interest payments will increase by more

than 5% in both years _ once again a more than propor-

tional increase, whereby the estimate assumes that capi-

tal market interest rates will not fall. In 1997 interest

payments are expected to rise as a proportion of fiscal

revenue to 17.5%.

Taking all three tiers of government _ central (incl.

Special Assets), state and local government _ together,

the overall fiscal deficit is expected to increase from DM

111 billion to almost DM 130 billion in the current year.

The deficits far exceed those envisaged in the budgetary

plans. The reasons for this are the cyclically induced

decline in fiscal revenues and the increased transfers to

the Federal Labour Office; public spending is likely to

increase less significantly than originally planned.

Although only moderate economic growth is expected in

the coming year, too, the overall government deficit will

be somewhat lower in 1997, at over DM 120 billion, due

to the impact of the government's austerity policy.

Fiscal policy considerations

The exorbitant increase in government debt has

pushed German fiscal policy to the limits of its scope for

effective action. The pressure to consolidate central,
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state and local government budgets is greater than ever.

A cut in government deficits is necessary, if for no other

reason than simply to avoid an even greater proportion

of fiscal revenue being consumed by interest payments.

Yet what is decisive for the success of attempts at fiscal

consolidation is the point in time at which the austerity

measures take effect. Consolidation cannot mean higher

taxes, but must focus on the spending side. In view of

their far-reaching effects on the macroeconomy, fiscal

policy decisions are of major relevance for economic

activity and employment. Spending cuts at the wrong

time will not serve to underpin economic growth, but

will weaken it and thus be counterproductive.2 The

longer economic recovery in east and west Germany

takes to materialise, the worse the fiscal policy dilemma

becomes. It is not until private investors and consumers

are willing to spend more that the deficits can be last-

ingly reduced, as higher private demand both widens

the tax base for fiscal revenues and means that less

resources are required to enable the social security sys-

tem to perform its compensatory function. The transfer

requirements for east Germany, too, will only diminish

if the catching-up process there continues. It will not be

reduced by cutting back job creation measures in east

Germany. The opposite will be the case, all the more so

given that the burden will be passed on to east German

local authorities, which will have to set aside additional

resources for minimum social benefit.

In terms of the business cycle it is not sufficient

merely to refrain from implementing the planned pack-

age of cutbacks and thus accept higher deficits for a lim-

ited period. The effects of the planned 1997 annual tax

law are not considered in this prognosis. Given the

weakness of effective demand, the solidarity supplement

on income tax should be cut by a larger margin than

envisaged in the 1997 annual tax law. In June the DIW

recommended halving the rate; currently the federal

government intends merely to reduce it by one percent-

age point. Also worrying in terms of its impact on the

business cycle and economic growth is the renewed cut

in public capital spending. Many local authorities are

forced to take such action because they have been pro-

vided with insufficient resources.

In view of the myriad problems facing fiscal policy

makers, one is surprised by the current debate in Ger-

many on taxation policy. At the very least the public

discussion does not give the impression that the fiscal

policy priorities have been appropriately set. No deci-

sion has yet been made on the form to be taken by the

1997 annual tax laws, nor are there signs of the emer-

gence of an internally consistent approach by means of

which fiscal policy makers _ in all tiers of government _

are attempting to find their way out of their dilemma.

Also unclear is how the complete abolition of the soli-

darity supplement is to be "borne" without cutting

transfers to east Germany. Last but not least, it should

not be forgotten that long overdue tax reforms still have

to be realised: the reform of business taxation, of local

authority finances and of the public administration.

Serious controversy surrounds the planned abolition

of net worth tax. It is not only issues relating to income

distribution that have been raised in this context. The

fact that the tax constitutes an important source of reve-

nue for state governments is also relevant. The DIW has

argued that this tax _ in particular its business-related

part _ should indeed be abolished. It is only possible to

meet the stipulation made by the Federal Constitutional

Court that all forms of income be taxed equally by

means of a very expensive assessment procedure. Distri-

bution-related aspects can be considered equally effec-

tively by restructuring inheritance and gift taxes.

Income tax reform

In recent weeks a whole series of new income tax

models for the "major" taxation reform planned for 1999

have been put up for discussion. Such a reform is con-

sidered necessary because the tax burden as a whole is

perceived to be too high, and the taxation system too

complex. In particular, many of the tax exemptions and

allowances currently granted should, it is argued, be

abolished. However, controversy surrounds the nature

and the extent of the proposed easing of the income tax

burden. Although numerous proposals have been made

for tax bands and rates, the ideas concerning ways in

which the tax base can be broadened remain vague.

The current political discussion is dominated by the

proposal by the CDU member of parliament, Gunnar

Uldall, for a three-step income tax system (cf. figures 3

and 4). This system has the following structure: mini-

mum subsistence income (DM 12 000) is tax-free; income

between DM 12 000 and DM 20 000 is to be subject to a

marginal tax rate of 8%; that between DM 20 000 and

DM 30 000 to a rate of 18%, whereas all income in

excess of DM 30 000 is to be taxed at a rate of 28%. A

taxpayer with a taxable income of DM 40 000 pays no

income tax on the first DM 12 000, DM 640 on the subse-

quent DM 8 000, DM 1 800 on the next DM 10 000 of

income and DM 2 800 on the remaining DM 10 000,

making a total tax burden of DM 5 240. More than 40%

of all taxpayers would be subject to the highest rate of

tax.
2  Cf. Economic Trends 1996/97, op. cit.
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2 Table 2

Revenue and Expenditure of German Central, State and Local Government1)

Central government2) Special assets3)
State government Local government

Total

West Germany4) East Germany West Germany East Germany

1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997

Actual Estimated Actual Estimated Actual Estimated Actual Estimated Actual Estimated Actual Estimated Actual Estimated

in DM billion

Revenue 417.3 380.4 383.6 70.2 77.3 77.7 332.8 348.3 357.6 88.4 88.2 91.3 224.1 228.8 235.0 57.7 58.0 60.5 976.4 960.3 982.7

Taxes 366.1 337.4 340.0  –  –  – 264.4 281.6 290.9 61.3 61.6 64.0 78.3 78.8 81.5 7.5 6.6 7.7 777.6 766.0 784.1

Transfers from other 
levels of government 3.0 3.0 3.0 50.9 58.0 58.2 42.8 40.2 39.4 15.5 14.7 15.0 63.5 65.5 67.0 32.7 33.6 34.7  –  –  –

State equalisation  –  –  –  –  –  –  –  –  –  5.6 5.7 5.7  –  –  –  –  –  –  –  –  –

Income from 
economic activities 15.2 13.0 13.5  –  –  – 7.0 7.2 7.4 0.9 0.9 1.0 11.4 11.7 12.0 2.3 2.4 2.4 36.8 35.2 36.3

Levies and charges 6.9 7.0 7.1  –  –  – 8.5 8.8 9.1 1.1 1.1 1.2 33.2 34.3 35.2 5.1 5.2 5.3 54.7 56.4 57.9

Other sources 26.1 20.0 20.0 19.3 19.3 19.5 10.2 10.5 10.8 4.0 4.2 4.4 37.7 38.5 39.3 10.0 10.2 10.4 107.3 102.7 104.4

Expenditure 467.9 456.8 458.5 70.1 70.2 70.1 366.4 379.6 386.4 101.4 105.5 108.4 236.3 238.6 242.0 59.5 60.0 61.3 1087.8 1089.1 1103.9

Personnel costs 52.9 52.6 52.5 16.3 16.0 15.8 147.7 150.5 152.3 25.0 25.4 25.7 61.2 62.1 62.9 17.7 17.4 17.2 320.9 324.0 326.4

Current material costs 38.5 39.2 39.4 0.3 0.3 0.3 37.6 38.3 39.0 7.2 7.3 7.4 41.1 41.5 42.4 10.4 10.6 10.9 135.1 137.2 139.4

Interest payments 49.7 52.8 57.0 36.1 36.5 36.5 28.2 30.1 32.3 3.4 4.2 5.0 9.8 10.4 10.9 1.5 1.6 1.7 128.1 135.0 142.8

of which: to other 
levels of government  –  –  –  –  –  – 0.3 0.3 0.3  –  –  – 0.3 0.3 0.3  –  –  –  –  –  –

Current transfers to 258.2 246.1 246.0 5.8 5.9 5.9 103.1 112.6 116.2 36.7 39.5 41.4 75.7 77.6 80.0 12.3 12.9 13.8 329.9 324.3 330.3

Other levels 
of government 17.3 14.6 14.8 0.3 0.3 0.3 53.6 56.0 58.0 26.6 27.3 28.5 7.7 7.8 7.9 0.4 0.4 0.4  –  –  –

State equalisation  –  –  –  –  –  – 5.6 5.7 5.7  –  –  –  –  –  –  –  –  –  –  –  –

Special assets 50.3 58.0 57.2  –  –  – 0.2 0.2 0.2  –  –  –  –  –  –  –  –  –  –  –  –

Social insurance 95.4 102.0 104.5 1.3 1.2 1.2 0.3 0.3 0.3 0.1 0.1 0.1 0.2 0.2 0.2 0.1 0.1 0.1 97.3 103.9 106.4

Income support 66.9 45.0 43.5 0.5 0.6 0.6 14.8 15.1 15.5 3.6 3.8 4.0 50.5 52.0 54.0 8.5 8.9 9.5 144.8 125.4 127.1

Firms 21.7 20.0 19.5 3.5 3.6 3.6 16.4 23.0 24.3 4.3 6.0 6.4 4.2 4.3 4.4 1.7 1.8 2.0 51.7 58.7 60.2

Abroad 5.3 5.3 5.3  –  –  – 1.4 1.4 1.4 0.0  –  –  –  –  –  –  –  – 6.7 6.7 6.7

Other 1.2 1.2 1.2 0.2 0.2 0.2 11.0 10.9 10.8 2.2 2.3 2.4 13.1 13.3 13.5 1.7 1.7 1.8 29.3 29.6 29.9

Investment 12.3 12.5 12.7  –  –  – 11.5 10.8 10.0 4.6 4.5 4.5 39.9 38.3 37.0 15.7 15.5 15.7 84.0 81.6 79.9
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Table 2 (continued)

Central government2) Special assets3)
State government Local government

Total
West Germany4) East Germany West Germany East Germany

1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997 1995 1996 1997

Actual Estimated Actual Estimated Actual Estimated Actual Estimated Actual Estimated Actual Estimated Actual Estimated

Capital transfers to 39.1 38.6 36.6 0.1 0.1 0.1 31.9 31.0 30.4 22.0 22.0 21.8 4.5 4.6 4.7 1.5 1.6 1.6 50.6 49.8 48.6

Other levels 
of government 24.0 23.5 22.0  –  –  – 13.4 13.0 12.5 10.4 10.5 10.5 0.4 0.5 0.5 0.3 0.3 0.3  –  –  –

Special assets 0.4 0.3 0.3  –  –  –  –  –  –  –  –  –  –  –  –  –  –  – 0.4 0.3 0.3

Abroad 5.2 4.2 4.2  –  –  –  –  –  –  –  –  –  –  –  –  –  –  – 5.2 4.2 4.2

Other 9.5 10.3 9.7 0.1 0.1 0.1 18.5 18.0 17.5 11.6 11.5 11.3 4.1 4.1 4.2 1.2 1.3 1.3 45.0 45.3 44.1

Loans and shares 17.0 15.0 14.3 11.6 11.5 11.6 6.4 6.3 6.2 2.5 2.6 2.6 4.1 4.1 4.1 0.4 0.4 0.4 39.1 37.2 36.5

of which: to other 
levels of government 1.5 1.4 1.4  –  –  – 1.2 1.2 1.2 0.1 0.1 0.1  –  –  –  –  –  –  –  –  –

Financial balance –50.6 –76.4 –74.9 0.1 7.1 7.6 –33.6 –31.3 –28.8 –13.1 –17.3 –17.1 –12.1 –9.8 –7.0 –1.8 –2.0 –0.8 –111.3 –128.8 –121.2

% change on the previous year

Revenue –1.5 –8.8 0.8 –9.0 10.1 0.5 1.8 4.7 2.7 11.6 –0.2 3.5 –1.7 2.1 2.7 10.5 0.6 4.3 3.9 –1.6 2.3

Taxes –3.4 –7.8 0.8  –  –  – 5.1 6.5 3.3 107.4 0.5 3.9 –3.5 0.6 3.4 14.9 –12.5 16.7 4.0 –1.5 2.4

Expenditure –1.4 –2.4 0.4 –20.1 0.1 –0.1 3.7 3.6 1.8 6.0 4.0 2.7 1.4 1.0 1.4 1.6 0.9 2.2 3.1 0.1 1.4

Personnel costs 0.5 –0.6 –0.2 2.3 –1.8 –1.3 3.7 1.9 1.2 6.2 1.6 1.2 1.9 1.5 1.3 –2.0 –1.8 –1.1 2.6 1.0 0.7

Current material costs 1.4 1.8 0.5 –26.8 0.0 0.0 1.6 2.0 1.8 2.3 1.5 1.4 –1.3 0.9 2.2 –2.3 2.0 2.8 –0.5 1.6 1.6

Interest payments –6.2 6.1 8.0 83.3 1.1 0.0 2.5 6.9 7.3 36.9 23.2 19.0 –2.2 6.7 4.8 20.0 6.7 6.3 13.0 5.4 5.8

Current transfers to –3.8 –4.7 0.0 –85.6 1.7 0.0 5.0 9.2 3.2 5.7 7.8 4.8 7.0 2.5 3.1 30.0 4.5 7.0 4.2 –1.7 1.9

Other levels 
of government –26.6 –15.7 1.4 –99.1 0.0 0.0 –2.6 4.5 3.6 8.9 2.7 4.4 6.2 0.9 1.3 60.0 0.0 0.0  –  –  –

Social insurance 0.6 6.9 2.5  –  –  –  –  –  –  –  –  –  –  –  –  –  –  – 0.5 6.8 2.4

Income support 6.7 –32.8 –3.3 –23.1 20.0 0.0 3.4 2.2 2.6 0.0 6.4 5.3 5.6 3.0 3.8 36.5 4.8 6.7 7.0 –13.4 1.4

Firms –4.4 –7.7 –2.5 –7.9 2.9 0.0 0.1 40.2 5.7 –2.3 41.2 6.7 5.0 2.6 2.3 4.9 4.7 11.1 3.2 13.5 2.6

Investment 2.3 1.9 1.6  –  –  – 0.2 –6.3 –7.4 1.8 –3.0 0.0 –4.0 –4.0 –3.4 –11.1 –1.4 1.3 –3.7 –2.9 –2.1

Capital transfers 24.8 –1.3 –5.2 –23.1 0.0 0.0 4.7 –2.9 –1.9 2.8 –0.1 –0.9 –6.1 2.2 2.2 22.3 8.1 0.0 3.6 –1.6 –2.4

Loans and shares –10.3 –11.8 –4.7 2.7 –0.9 0.9 1.3 –1.9 –1.6 30.4 2.8 0.0 –2.6 0.5 0.0 84.2 14.3 0.0 –2.7 –5.0 –1.9

 1) By financial-statistical definition, excl. hospitals with their own accounting system. — 2) Turnover tax share of supplementary transfers to financially weak states and tranfers of petroleum tax within the regionalisation of short-distance passenger
traffic substracted from central, added to state governments. — 3) German Unity Fund, Railway assets, Erblastentilgungsfonds, European Recovery Fund etc. — 4) Incl. Berlin. — Columns may not sum due to rounding.
Sources: Federal Statistical Office; DIW calculations.
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This tax band structure would lead to a major reduc-

tion in the tax burden. This is to be financed primarily

by axing many tax exemptions and allowances. Given

no change in taxable income, the reductions in the tax

burden benefit higher income brackets to a far greater

extent than lower income strata. A single average earner

with a taxable income of between DM 30 000 and DM

40 000 would pay around DM 2 500 less in tax (cf. table

3). An income millionaire, on the other hand, with a tax-

able income of DM one million would benefit to the tune

of more than DM 230 000 p.a., almost DM 20 000 per

month. If tax revenues are to remain unchanged com-

pared with the status quo, the millionaire's taxable

income, would have to rise by DM 800 000 to DM 1.8

million. It is more than doubtful whether taxpayers in

this income category take advantage of tax concessions

of such an order of magnitude on a regular basis. For

the average earner, on the other hand, the tax saving is

"worth" little more than his/her exemptions under the

current system (income-related expenses, blanket allow-

ance for expenses to safeguard future income levels etc.).

In the discussions of the so-called "hump-backed tar-

iff" in force until 1990 (cf. figure 2), attention was repeat-

edly drawn to the excessively steep rise in marginal tax

rates in the middle income brackets. This, it was argued,

served to reduce taxpayers' incentive to work. This

argument is all the more applicable to the three-step tar-

iff structure, which rises by 10 percentage points in each

bracket. The argument put forward by the proponents

of such a tariff that what is decisive is the fact that the

average tax rate continually rises does not hold water.

In fact the average tax rate in the three-step tariff does

not increase continually, but exhibits changes in gradi-

ent at the income thresholds; the gradient is steeper at

the start than at the end of an income bracket. 

Yet the decisive argument against the three-step

model is the loss of revenue it would cause. Uldall him-

self estimates that _ on the basis of fiscal year 1996 _ the

model would generate DM 115 billion less in fiscal reve-

nue; this would represent almost 15% of total tax reve-

nue.

Since the model was made public, a number of politi-

cal parties and collective organisations have in principle

lent their support to Uldall's concept, their income tax

structures differing merely with respect to the number

of the level of the tax rates and bands (cf. table 3). The

loss of fiscal revenue associated with such models tends

to be less substantial than in the Uldall model, but in

many cases approaches the DM 100 billion mark. It is

scarcely conceivable that such a huge hole in govern-

ment finances could be filled by broadening the tax

base. The sobering lessons repeatedly learned in the

debate on cutting government subsidies should serve as

a warning in this context. Each and every plan to axe a

specific exemption will provoke stiff resistance from the

interested parties concerned.

The three-step model is unconvincing with regard to

both its structural and policy aspects. A serious draw-

back is the fact that it would seriously dilute the redis-

tributive function of income taxation. In the current lin-

ear-progressive system this aspect finds much clearer

expression, because the level of income tax is oriented

towards the capacity to pay of each taxpayer. Of course

there are no "objective" criteria by means of which an

income tax structure can be decided upon in a concrete

case. In the final analysis the progression is determined

by the political-administrative decision-making process,

which in turn is conditional on power relationships,

group interests and financial possibilities. It is a widely

shared view that the lowest tax rate in the current sys-

tem is, at 25.9%, "too high" and that the same is true of

Figure 2

Income Tax Rates
Under 1988, 1990 and 1996 Progressions
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the top rate of tax (53%). The DIW has calculated the

revenue losses that would result if the tax progression

were changed by reducing the opening tax rate to 20%

and the highest rate to a uniform 47% _ i.e. to that rate

which now applies to business income _ (cf. DIW pro-

gression in figure 3). At DM 50 billion, such a progres-

sion would not only cost significantly less than the other

proposals, the spread between the lowest and highest

rates would be sufficient to ensure that the redistribu-

tive aspect of the income tax system is given due atten-

tion, while at the same time reducing the tax burden on

a broad front.

To a considerable extent the shortfall in revenue

could be made good by focusing on the exemptions

under § 3 of the income tax law, on profit-related conces-

sions (§§ 6b and 6c of the income tax law) and private

expenditure (under §§ 9 and 10 of the income tax law).

In political circles proposals have been voiced on

raising value-added tax in order to close any gap caused

by income tax reform. An increase in VAT rates of at

least five percentage points would probably be neces-

sary. Financing a cut in income tax via higher rates of

VAT would have substantial effects on income distribu-

tion. Higher income groups benefit more from a cut in

progressive income tax than lower income categories,

whereas higher rates of VAT hit lower- and middle-

income groups relatively harder. Many transfer benefit

recipients (pensioners, the unemployed) do not benefit

directly from income tax cuts, but have to pay the

higher taxes on consumption. The debate on higher

rates of VAT should also consider possible reactions by

the monetary authorities. Higher consumer taxes are

passed on in the form of higher prices, and experience

has shown that the Bundesbank will attempt to keep the

Figure 4

Income Tax Rates
Under Various Proposals

Figure 3

Income Tax Rates
Under Various Proposals
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scope for such passing on of costs as tight as possible. If

it were to respond with a restrictive policy, negative

consequences for the real economy would be likely.

Dieter Teichmann and Dieter Vesper

Table 3

Effects of Various Income Tax Progressions

Taxable income
1996 progres-

sion

Stated progressions Linear-progressive tariffs

3-step-system 
(ULDALL)1)

3-step-system
(FDP)2)

Taxpayers' 
Association3) Green Party4) DIW proposal5)

tax revenue in DM

20 000 2 110 640 1 200 1 273 1 234 1 659

30 000 4 922 2 440 3 700 3 068 3 441 3 982
40 000 7 907 5 240 6 200 5 091 5 837 6 555
50 000 11 065 8 040 8 700 7 341 8 422 9 378

60 000 14 422 10 840 11 200 9 818 11 195 12 451
70 000 18 048 13 640 14 700 12 523 14 157 15 774
80 000 21 976 16 440 18 200 15 455 17 308 19 348

100 000 30 743 22 040 25 200 22 000 24 174 27 245
150 000 56 658 36 040 42 700 39 500 43 796 50 243
200 000 83 158 50 040 60 200 5 7000 63 796 73 743

500 000 242 158 134 040 165 200 162 000 183 796 214 743
1 000 000 507 158 274 040 340 200 337 000 383 796 449 743

reduction on 1996 tax tariff in DM

20 000 – –1 470 –910 –837 –876 –451
30 000 – –2 482 –1 222 –1 854 –1 481 –940
40 000 – –2 667 –1 707 –2 816 –2 070 –1 352

50 000 – –3 025 –2 365 –3 724 –2 643 –1 687
60 000 – –3 582 –3 222 –4 604 –3 227 –1 971
70 000 – –4 408 –3 348 –5 525 –3 891 –2 274

80 000 – –5 536 –3 776 –6 521 –4 668 –2 628
100 000 – –8 703 –5 543 –8 743 –6 569 –3 498
150 000 – –20 618 –13 958 –17 158 –12 862 –6 415

200 000 – –33 118 –22 958 –26 158 –19 362 –9 415
500 000 – –108 118 –76 958 –80 158 –58 362 –27 415

1 000 000 – –233 118 –166 958 –170 158 –123 362 –57 415

average tax rate in %

20 000 10.55 3.20 6.00 6.36 6.17 8.30
30 000 16.41 8.13 12.33 10.23 11.47 13.27
40 000 19.77 13.10 15.50 12.73 14.59 16.39

50 000 22.13 16.08 17.40 14.68 16.84 18.76
60 000 24.04 18.07 18.67 16.36 18.66 20.75
70 000 25.78 19.49 21.00 17.89 20.22 22.53

80 000 27.47 20.55 22.75 19.32 21.63 24.19
100 000 30.74 22.04 25.20 22.00 24.17 27.25
150 000 37.77 24.03 28.47 26.33 29.20 33.50

200 000 41.58 25.02 30.10 28.50 31.90 36.87
500 000 48.43 26.81 33.04 32.40 36.76 42.95

1 000 000 50.72 27.40 34.02 33.70 38.38 44.97

fiscal revenue losses in DM billions

Estimate6) – 115 75 100 95 50

1) Up to DM 12 000 tax-free; DM 12 000 to DM 20 000 = 8%;DM 20 000 to DM 30 000 = 18%; above DM 30 000 = 28%. — 2) Up to DM 12 000 tax-free; DM 12 000 to DM
20 000 = 15%;DM 20 000 to DM 60 000 = 25%; above DM 60 000 = 35%. — 3) Up to DM 12 000 tax-free; from DM 12 000 to 100 000 linear progressive rising from 15%
to 35%; 35% for taxable income exceeding 100 000 DM. — 4) Up to DM 14 000 tax-free; from DM 14 000 to 120 041 linear progressive rising from 20% to 40;  40% fortax-
able income exceeding 100 000 DM. — 5) Up to DM 12 095 tax-free; from DM 12 095 to 120 041 linear progressive rising from 20% to 47%;  47% for taxable income
exceeding 100 000 DM. — 6) Estimates by the various institutes or by the DIW.
Source: DIW calculations.


