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Executive Summary 

 

When monetary policies have not been deemed sufficient to dampen the cycles of an economy, 

especially during a downturn with the risk of an extended period of recession, fiscal stimuli have 

been the tools for governments to intervene and kick-start the economy by altering demand in the 

economy. This was seen in the face of the financial crisis of 2008-09 across the world. These 

measures added to fiscal unsustainability in national budgets and hence, led to arguments for 

fiscal consolidation with core Europe leading the way. But with the low-growth economic 

scenario faced by developing countries, fiscal consolidation may in fact cause more long-term 

harm than benefits. This debate is analysed in this paper in the context of fiscal policies in 

Germany and India ï with Germany being representative of developed economies and exemplary 

fiscal consolidation implementation and India, representative of developing economies. The 

paper also attempts to identify the various policies that drove fiscal consolidation in both 

countries by looking at historical trends in government accounts and consequently, identifying 

low hanging fruit for further consolidation. 
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Foreword 

 

Since the formation of the European Union, Germany has upheld the benefits of fiscal prudence 

and has insisted that all members of the union abide by the principle of aiming for a balanced 

government budget. Even when faced with an adverse economic situation, Germany has 

followed a policy of restricted government expenditure, prudent policies aimed towards fiscal 

consolidation, structural reforms and a balanced budget. These have borne fruit in recent times, 

when Germany was able to weather the financial crisis of 2008-09 in a much better way than 

other developed countries and emerged stronger. It is one of the few countries that enjoy a fiscal 

surplus and low unemployment rate.  India, on the hand, has had a history of rising government 

expenditures and uncontained fiscal deficit, which has led to deterioration in government 

accounts. Following the financial crisis, India faced a low growth environment, increased fiscal 

deficit and high inflation, which has made it difficult for the government to undertake fiscal 

consolidation. An assessment of the contrasting economic situations of the two countries and an 

analysis of the effects of fiscal policies and reforms in the two countries provides lessons that the 

two countries could learn from each otherôs experience. This paper will highlight fiscal 

consolidation issues, identify areas for reform that could lead to fiscal stability over the long-

term in India and will provide an overview of the investment climate of India. 

 

 

 

Chief Executive and Director 

ICRIER 

Dr. Rajat Kathuria
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Chapter 1 Introduction  

 

Governments are equipped with monetary and fiscal tools to alter the economic cycle of boom 

and bust by either boosting demand or cutting supply. While the monetary tools are primarily the 

domain of Central Banks, the fiscal tools lie in the hands of government and policy-makers. 

Fiscal deficit is defined in this context as the difference between government revenues and 

expenditures. In recent times, when the downturn in economies has been severe and monetary 

policies have been unable to attain objectives of boosting growth among other goals
1
, policy-

makers have turned to fiscal tools to contain the extent of recessions. While the debate continues 

on the multiplier-effects of such measures and the timing of the same, these tools continue to be 

deployed in the hope of fulfilling economic objectives.  

 

Furthermore, since fiscal deficits have an impact on the balance of payments
2
, it becomes more 

important in terms of policy implications. Since the current account deficit/surplus is a 

component of the balance of payments accounts, this combined with the capital account 

determines the changes in reserves to maintain the equation; and when both act counter-

productively to an economy, this may result in payment crises, debt defaults or other 

eventualities depending on the approaches taken by countries. When fiscal deficits are 

experienced by an economy, the build-up may negatively affect the growth prospects of the 

economy. This debate gives rise to fiscal prudence wherein economies seek to keep the fiscal 

deficit within a defined boundary by utilising fiscal tools available. What these boundaries may 

be is debatable. While some look towards a fiscal balance, others advocate 3-5 percent of deficit 

as sustainable while some may also advise a surplus. The process of reducing fiscal deficits is 

known as fiscal consolidation.  

 

This paper attempts to identify the major fiscal policies that have historically had an impact. 

With debates and impacts being different arguably for developed markets and emerging markets, 

the paper tries to draw an analogy to these by looking at fiscal policy changes and its impact in 

Germany (as an analogue to developed markets) and similarly, undertake the same exercise for 

India (an analogue for developing markets). Further, the paper attempts to delve deeper - from 

the central to state and local government level - to identify the major fiscal policy changes, to 

better understand these fiscal policies and to analyse the impact of these changes. To conclude, 

                                                           
1
 These objectives differ for different countries but have similar underlying principles of economic growth, 

exchange stability, price stability and higher employment. Additional objectives may or may not be the same such as 

credit control, reduction in inequalities of income and wealth, creation and expansion of financial institutions, 

promotion of fixed investment, restriction of inventories, promotion of exports and food procurement operations, 

desired distribution of credit, promotion of efficiency and reduction of rigidity. 
2
 Based on a paper by Douglas Bernheim, Budget Deficits and the Balance of Trade, national accounting can be 

shown to be T-G = (X-M) + (I-S) where T= taxes, G= governmental goods, X= Exports, M= Imports, I= private 

investments, S= private savings which tantamount to Fiscal Deficit = Current Account Deficit + Difference between 

Investment and Saving (which can be termed as domestic borrowing or domestic debt) 



2 
 

the paper attempts to highlight a few policies that have had good and adverse outcomes as a basis 

to critically analyse the policies in the given economic scenario. 

 

To sum up, this study looks at the following areas which have contributed to the current fiscal 

situation of both countries: 

 

 Trends in Government Account for Germany and India ï Combined, Federal, State and 

Local level 

 Expenditure and Revenue components of the Government Account for both countries 

 Financial relations between Centre and State 

 Fiscal Policies which have had a significant impact on Germany ï Pension reforms and 

Labour market reforms 

 Fiscal Policies which have had a significant impact on India ï Fiscal Responsibility and 

Budget Management (FRBM), Value Added Tax (VAT), Direct Tax Code (DTC) and 

subsidies 

 Tax Administration 

 Subsidies 

 Debt 

 

It should be noted that due to very different economic and social structures for both countries, 

comparisons are unlikely. However, due to similarity of the external debt, subsidies, federal 

relations between the 3 layers of government, lesser control on monetary policies provide 

substantial grounds for comparisons and mutual learning in some areas of interest. There are 

areas for improvement and learning within the tax administration as well. However, other areas 

provide less insight towards mutual learning on the fiscal front. On the monetary front, 

Germanyôs capital account convertibility, open economy and consistently higher country rating 

of AAA (S&P) against Indiaôs lack of capital account convertibility, somewhat closed economy 

and a rating of BBB- (S&P) render comparisons futile. To conclude, the paper points out the 

differences between the countries, identifies the advantages and disadvantages faced by various 

policies which have had significant impact on the economy and comments on the policies in the 

near future that need to be undertaken.   

 

 

1. Introduction to the Global Financial Crisis and the Ensuing Policy Debate 

 

The Global Financial Crisis (GFC) was precipitated by the collapse of Lehmann Brothers. While 

signs of deterioration in asset qualities were being seen earlier, the bankruptcy of Lehmann 
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Brothers marked a significant change in the availability of liquidity in the market. It escalated the 

underestimated systemic risks in the system giving rise to defaults, losses and lack of confidence 

in the markets. The GFC marked the start of recession in the advanced economiesô rallying 

markets and the corrections seen pointed towards a more severe depression than the Great 

Depression. This effected extraordinary monetary responses to ensure liquidity in the global 

economy for the proper functioning of the financial markets and further led to fiscal policy 

responses as well. To address the spill -over effects of individual actions in a global, inter-

connected financial system, coordinated fiscal stimulus packages were unleashed. The ensuing 

drop in growth rates and rising unemployment led even conservative countries such as Germany 

to stretch its balance sheet (Shome, 2012) to rescue failing banks and revive economic growth. 

These stimuli in addition to recapitalisation of banks, purchase of toxic assets by governments as 

well as deterioration in quality of assets placed many countriesô sovereign fiscal position on a 

risky precipice. An explosion of sovereign debt in peripheral economies in the Euro zone has 

already been witnessed with subsequent erosion of the concept of órisk-free sovereign bondsô 

leading to enormous bail-outs such as in Greece. The peak of the GFC and the subsequent 

ósovereign crisisô
3
 has intensified the debate over the kind of fiscal policies to be implemented - 

stimulus or austerity? (Corsetti, 2012). Supporters of fiscal stimulus argue that recapitalising 

banks and purchase of bad debt will ease the lending constraint and therefore boost aggregate 

demand. Whereas supporters of austerity argue that pumping more money into banks will only 

increase sovereign indebtedness when banks are already holding high cash reserves and are 

unwilling to lend. Also, sovereign bail-outs of distressed banks and financial institutions without 

an orderly mechanism would lead to moral hazards in the financial markets. Further, they argue 

that spending-based adjustments are less recessionary and will have positive impact on growth. 

Hence, they propose spending cuts along with easy monetary policy and appropriate structural 

reforms like liberalisation of goods and labour markets.  

 

2. Germany and its Policies 

 

Germanyôs fiscal prudence could be attributed to its institutions that impose fiscal discipline. 

These institutions create fiscal rules, ensure transparency in the budgetary process and hence, 

help manage fiscal deficit and public debt. The functioning of these institutions is based on four 

broad pillars: budgetary target, strictly limiting debt control, balancing the expenditures and an 

                                                           
3
 It has been termed by many that after the financial crisis originating in US due to the collapse of Lehmann, a 

subsequent sovereign crisis occurred in Europe where peripheral countries far exceeded the debt-to-GDP ratios 

which were set as norms to be part of EU due to manipulative accounting/non-disclosure as was the case of Greece  

- thus leading to concerns over the existence of monetary union. These economies were óbailed-outô by providing 

loans by the rest of Europe primarily Germany in exchange for austerity measures to be undertaken in the early 

phases to bring fiscal imbalances in place.  But the evolution of sovereign debt crisis across peripheral Europe has 

led to the notion that austerity and quick fiscal consolidation can choke growth leading to unintended consequences. 

Historically, fiscal consolidation has been backed by high growth. Implementation in a low growth environment 

creates natural political disincentives and economic rationale is required to evaluate the speed of austerity needed to 

sustain unhindered growth in the economy. 
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independent fiscal council (Bernadett and Gyöngyi, 2012). Germany has instituted a strong 

system to ensure fiscal discipline along these lines:  

 

 First, the Golden Rule initiated in 1969 allowed deficit financing only for capital investment 

and strictly forbade financing current expenditure;  

 Second, debt brake limits introduced during the GFC 2008-10, allowed the federal (Bund) 

and the state (Länder) governments to run cyclically-adjusted deficits with clear guidelines to 

reduce the deficit from 2011 onwards, and to strictly balance the budget from 2020 onwards, 

barring catastrophes and recessions; 

 Third, The German Council of Economic Experts (Sachverständigenrat zur Begutachtung der 

gesamtwirtschaftlichen Entwicklung), an independent academic body, is mandated to assess 

the macroeconomic situation and forecast public finances to ensure fiscal transparency and 

sustainability;  

 Fourth, the federal government is also constitutionally constrained from making any large 

fiscal commitments i.e. the first Greek rescue package and the European Financial Stability 

Facility (EFSF) had to be upheld by the Constitutional Court that these initiatives were 

compatible with German Basic Law. 

 

Germanyôs commitment to adherence of the provisions of the Stability and Growth Pact ï 

Council Regulation, on strengthening of the surveillance of budgetary positions and the 

surveillance and coordination of economic policies have had a prudent effect on the fiscal 

balance.  The guiding principle of the federal governmentôs fiscal policy has been a two-pronged 

strategy consisting of structural consolidation of public budgets, net of cyclical and temporary 

effects and strengthening Germanyôs economic growth potential.
4
 In addition to the quantitative 

consolidation, the qualitative improvement of public finances has been a core driver of fiscal 

policy actions. The effectiveness and efficiency of government spending to be improved in all 

areas is an outlined objective pursued with the planned modernisation of the federal system of 

budgeting and accounting. These principles render Germany an ideal case study to understand 

fiscal policies undertaken and its implied effect on the economy since the German government 

does not have an independent monetary authority owing to the European Monetary Union. Going 

forward, it should be noted that Germany comprises of 3 layers of government: Federal, Lander 

and Commune. We use the terminology ñGeneral Governmentò to refer to all the three layers 

combined rather than just the Federal level of the government. 

 

3. India and its Policies 

 

Indiaôs public finances were prudent until the early 1980s as a response to a conservative fiscal 

policy. There was a surplus in revenue receipts of the central government over revenue 

                                                           
4
 Fiscal and Economic Policy, German Stability Programme, December 2008 
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expenditures which helped in financing of deficit on the capital account of the central 

government. Subsequently in the mid 1980s fiscal prudence was abandoned, resulting in sharp 

deterioration in the public finances of the Indian economy. The eruption of the balance of 

payment crisis in 1991 totally devastated the fiscal situation of the Indian economy. In response 

to the crisis, the government undertook a series of structural economic reforms, which are widely 

known as economic reforms of 1991 which brought down the fiscal deficit from around 9 

percent in 1986-91 to 6.5 percent of GDP in 1992-97.  However, the fiscal improvement after the 

economic reforms was discontinued during the late 1990s, as a mixed response to unstable 

coalition governments in India and eruption of the Asian crisis in 1997, which further debilitated 

the growth of the Indian economy. To break this trend and to bring fiscal prudence, the Indian 

government introduced the Fiscal Responsibility and Budget Management (FRBM) Act in 2004 

at both the central and state government levels. This Act is similar to the Maastricht Treaty and 

Stability and Growth Pact (SGP) of the European Union, enacted in 1999, which aimed to bring 

down the central government fiscal deficit to 3 percent of GDP by 2008-09 with an annual 

reduction target of 0.3 percent of GDP per year. Further, the FRBM Act targeted a zero revenue 

deficit and primary surplus by 2008-09. The targets laid down in the Centreôs FRBM Act and 

fiscal responsibility legislations of the states were achieved in 2007-08, a year ahead of schedule, 

except for the Centreôs fiscal and revenue deficit targets, which were missed by a small margin.  

 

These targets were mechanically achieved, compressing essential expenditure on infrastructure, 

health and education, while maintaining subsidies and loan waivers. However, the fiscal situation 

would not look that favourable if the off-budget bonds on oil and fertiliser are included in those 

years. In the run up to the elections, the Indian government could not adhere to the self-imposed 

rules on spending cuts, and this again widened the fiscal deficit (Buiter and Patel, 2010). The 

fiscal situation was reversed sharply in 2008-09 as the government undertook a number of 

measures to stimulate the economy in the wake of the global crisis along with uncontrolled 

expenditures. Thus, the need for fiscal consolidation and the achievement of fiscal sustainability 

continue to be the key macroeconomic issues confronting Indian policy makers. The fiscal 

situation is expected to improve now as the government has brought back its focus on fiscal 

consolidation in the 2012-13 Union Budget. Fiscal reforms in government expenditure have 

started to facilitate short-term fiscal consolidation. However, uncertainties remain on the revenue 

side of the government. For instance, the situation on long-pending direct and indirect tax 

reforms will only get clarity after the general elections in 2014.  

 

4. Future of Fiscal Prudence & Consolidation 

 

Moving the discussion to fiscal prudence, it has been revealed that fiscal risks and buffers 

required to protect economies from crises are much larger. For example, headline fiscal surpluses 

can mask large structural deficits during asset price booms, and contingent liabilities stemming 

from large internationally-connected domestic banks can dwarf reported public debts (IMF). 
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Earlier fiscal sustainability assessments were conducted on headline fiscal balances and debt 

ratios. In light of the crisis, this has been expanded to account for the underlying (structural) 

fiscal position, to also ascertain the probability of events that could threaten fiscal sustainability 

and the speed with which marketsô perceptions of sovereign risks can change. The official debt 

ratio fails to reflect contingent liabilities which are often underestimated until they materialise 

(Irwin, 2012). This argues for a much lower ósafeô debt level than was thought necessary before 

the crisis (Ostry and others, 2010; Blanchard, Mauro, and DellôAriccia, 2013). On the other 

hand, some advanced economies considered safe havens (Japan and US) have been able to 

tolerate much higher debt ratios than previously thought (Mendoza and Ostry, 2008; Ostry and 

others, 2010). The crisis has prompted research into measures for fiscal space as Aizenman and 

Jinjarik (2010) do so by using debt-to-revenue ratio as a simple measure of fiscal space; while Bi 

and Leeper (2012) propose the notion of country-specific fiscal limits (defined as óthe point at 

which for economic and political reasons taxes and spending can no longer adjust to stabilise 

debt,ô) at which point, fiscal space runs out. Recent IMF research has developed a new definition 

of fiscal space as the distance between the current (or projected) debt ratio and the debt limit, the 

point above which the sovereign loses market access (Ostry and others, 2010; Ghosh and others, 

2013). The debt limit is determined by the maximum primary balance (PB) that can be sustained 

both economically and politically (i.e. the fiscal limit) and the interest rate-growth differential (r-

g), which is the difference between the real interest rate on public debt and the real GDP growth 

rate (IMF, 2011b).  

 

While different debt targets will be appropriate for different countries, a target of bringing gross 

debt down to around 50 percent of GDP can be supported by some arguments (OECD 

Economics Department Policy Notes, No.11). For example, empirical estimates suggest that 

changes in the functioning of the economy occur around debt levels of 70-80 percent of GDP. 

Interest rate effects of debt seem to become more pronounced, discretionary fiscal policy 

becomes less effective because offsetting private saving responses become stronger and trend 

growth seems to suffer. The differential between the growth rate and the interest rate is also an 

important determinant of long-term sustainability, with higher interest rates on government debt 

relative to growth rates implying a need for more fiscal consolidation (OECD Economic 

Outlook). Based on a cross-country panel analysis, Alesina and Ardagna (1998) argue that 

frontloaded fiscal adjustment: (i) maximises debt reduction, since the earlier a country achieves a 

high primary surplus, the higher would be the cumulative primary surpluses and therefore the 

more debt reduction; (ii) minimises corporate and household uncertainties about (future) fiscal 

consolidation needs, which would otherwise weigh on private demand; (iii) boosts market 

confidence (especially in countries experiencing sovereign stress) and lowers government yields, 

with knock-on benefits for both fiscal indicators and private investment; and (iv) is associated 

with higher long-term growth and more durable debt reduction. But the choice of appropriate 

speed of adjustment has to weigh the costs (i.e. adverse short-run effects on growth) against the 

benefits (i.e. reduction in sovereign risk) of a faster adjustment. This is supported by the view 
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that excessive frontloading can hurt growth to the point that it undermines social and political 

cohesion, and weakens rather than strengthens market confidence (Cottarelli and Jaramillo, 

2012). In such a scenario, the frontloading efforts might be self-defeating. According to Eyraud 

and Weber (2013), the initial level of debt-to-GDP ratio must already be high and the negative 

growth impact on the denominator of the debt-to-GDP ratio must be large enough to increase the 

debt ratio in the short run.  

 

In light of these studies and research regarding the effectiveness of fiscal stimulus which was 

seen to be applied with vigour to economies worldwide, fiscal prudence has taken centerstage in 

debates among policy makers. A continued high fiscal deficit is viewed as unsustainable and 

hence, fiscal consolidation is another area of discussion to assess the need as well as the 

mechanism for implementing these changes in the weak growth environment being faced 

globally. 
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Chapter 2  Fiscal Situations 

 

Fiscal policy plays an important role for macroeconomic stabilisation in Germany as well as in 

India. The large share of public (government) investment, production, and consumption in the 

economy confers on fiscal tools a considerable direct influence on the economy. Fiscal policy is 

a significant tool to the German government since it does not have its own monetary policy being 

a member of Eurozone. Similarly, it helps in fulfillment of multiple objectives in a developing 

country like India where means of earnings are less than ways of spending. 

 

In the wake of the global financial crisis and Eurozone crisis, the role of government in 

management of public finances from fiscal stimulus to fiscal consolidation has turned out to be 

very pertinent. The Indian government announced many stimulus packages, which helped in 

stimulating domestic demand and thus growth. However, expansionary fiscal policy deteriorated 

the public finance of the government and caused the ratio of gross borrowing to GDP to reach 

approximately 10 percent in 2009-10 from 4.0 percent in 2007-08. Likewise revenue deficit
5
 to 

GDP substantially rose to 5.7 percent in 2009-10 from a minuscule revenue deficit of 0.2 percent 

to GDP in 2007-08. With household sectorôs financial savings at just about 11 percent of GDP, 

there were fears that borrowing of this magnitude leaves very little savings available for the 

corporate sector. This exerted significant pressure on interest rates. Now, fiscal consolidation is a 

major goal for India; it is committed to achieving fiscal sustainability. 

 

Germany has been known for following cautious and responsible fiscal and monetary policies 

with its main focus on price stability. However, the fiscally conservative countries like Germany 

found their balance sheet stretched in the wake of the global financial crisis (Shome 2012). 

Financial support was provided to financially distressed economies of the Eurozone in forms 

such as recapitalisation of banks and purchase of debt and equity in distressed financial 

institutions which resulted in substantial increase in fiscal deficit and public debt
6
. In Germany, 

fiscal deficit increased from 0.1 percent of GDP in 2008 to 3.2 percent in 2009 and 4.1 percent in 

2010. Public debt increased from 66.9 percent of GDP in 2008 to 82.4 percent of GDP in 2010. 

However, Germany returned to a course of fiscal consolidation in 2011 and witnessed a sharp 

decline in fiscal deficit in 2011 itself and fiscal surplus the following year. 

 

Nevertheless, runaway public debt has been a major concern for both academicians and policy 

makers in Germany as well as India. At this juncture, a detailed analysis of trends and patterns 

over the last three decades (1980-2012) that cover both the pre and post crisis period would help 

us understand the relationship between fiscal expansion and growth in both Germany and India.  

In the following section, analysis of fiscal trends in Germany is based on annual time series 

corresponding to the calendar year (1 January to 31 December). The data is drawn mostly from 

                                                           
5
 Excess of revenue expenditure over receipts is termed as revenue deficit. 

6
 Public debt and government debt are interchangeably used. 
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Bundesbank (Central Bank) of Germany and Datastream of Thomson Reuters. In the subsequent 

section, fiscal trends of India are discussed on the basis of annual time series corresponding to 

the fiscal year (1 April to 31 March). The data is drawn mostly from the Reserve Bank of Indiaôs 

Handbook of Statistics on Indian Economy and Annual Reports and National Accounts Statistics 

published by the Central Statistical Organisation (CSO). 

 

1. Trends and Patterns of Fiscal Variables in Germany 

 

Our period of study starts from the 1980s but to understand how large accumulation of public 

debt has been taking place in a fiscally conservative economy like Germany, we did not ignore 

trends and patterns of the past few decades. 

 

After the traumatic experience of the hyperinflation of the 1920s and World War-II, Germany 

followed cautious and responsible fiscal and monetary policies focussing mainly on price 

stability. Public debt was also controlled and maintained at below 20 percent between 1950 and 

1970. However, the oil shock of the 1970ôs after the formation of OPEC created disruption in the 

economy. The changes in the constitutional borrowing limits for the central government at the 

end of the 1960s, allowed the government to maintain macroeconomic equilibrium through 

public expenditure (Bundesbank 2010).   The rise in public expenditure through borrowings 

increased public debt sharply; nevertheless it remained below 40 percent till the late 1990s. 

However, two major events: the unification of Germany in 1989 and the global financial crisis of 

2007-08 resulted in sharp deterioration of the government balance sheet (Figure 2.1). 

 

Figure 2.1 Government Debt in Germany 
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After the unification of Germany in 1989, centrally planned under-developed eastern Germany 

required substantial transfer of funds to finance deficits of the public social security system and 

for the development of public administration and bureaucracy (Hoppner 2004).  The economic 

boom in the initial phase of the unification made the fiscal outlook look bright; policy makers 

underestimated the magnitude of fiscal challenge of unification (Bundesbank 1997).  ñInitial 

over optimistic forecasts claimed that unification only needed an initial ñknock-on financingò 

which could be refinanced by increased tax revenues of the following expected unification boom. 

However, after it became clear that an independent and self-financing upswing of the eastern 

economy was not within reach, public finances had to fill the gap by infusing a massive amount 

of public transfers to the eastò (Hoppner, 2004). Expenditure on social security has turned out to 

be a major factor that resulted in a large increase of government debt (Hagen & Strauch 1999).  

 

Furthermore, since pension claims were tied to the retireeôs wage rate, the higher conversion rate 

for wages and pensions resulted in higher social security demand. Additionally, the full 

extension of unemployment insurance also raised the social security expenditure.  Public 

expenditure of the general government increased sharply from 43.1 percent of GDP in 1989 to 

54.8 percent of GDP in 1995 (Figure 2.1). Part of the transfers were financed by raising taxes, 

however, a significant portion of it was financed through borrowing (Siebert 2004).  Germany 

recorded a fiscal deficit of 9.5 percent of GDP in 1995, which culminated in a significant 

increase in public debt. Debt increased from 41.8 percent of GDP in 1989 to 55.6 percent of 

GDP in 1995 and 60.2 percent of GDP in 2000 (Figure 2.1). While analysing public debt i.e. 

general government debt, we realised that it would be meaningful to look at the distribution of 

debt among central (federal), states (Länder) and local governments (see Annexure 2).  

 

2. Inception of Euro and the Global Financial Crisis 

 

With the formation of the Eurozone in 1999
7
, Germany entered into a Stability and Growth Pact 

(SGP) to ensure fiscal discipline, with the aim for the general government to stay within the 

limits of government deficit and debt up to 3 percent of GDP and 60 percent of GDP, 

respectively. These limits were applicable to states (Länder) as well. However, limits were 

breached for three years in a row, starting from 2002. This was mainly a response to sluggish 

economic growth that declined by 0.4 percent in 2003 and grew marginally by 0.7 percent in 

2004.  The weak enforcement of the Pact was also argued as a cause for fiscal profligacy in 

Germany (ECB 2011). High growth rates in 2006 and 2007 and buoyant revenues as a response 

to an unprecedented boom in real estate markets helped to cover up the rising expenditures; and 

                                                           
7
 With the inception of the third stage of the Economic and Monetary Union (EMU) or introduction of a single 

currency in 1999, the founding fathers of the EMU introduced the institutional element in the form of the Growth 

and Stability Pact (GSP) to safeguard against fiscal profligacy, and for better economic coordination and 

management amongst Eurozone economies. The Pact was signed by 12 member states of the Eurozone including 

Germany. As per the GSP all the member states cannot run annual general government deficits and debt beyond 3 

percent of GDP and 60 percent of GDP, respectively.  
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this resulted in an improvement of public finances. Moreover, a surplus in fiscal balance was 

witnessed in 2007 and subsequent negligible deficit in 2008 (Figure 2.2). 

Figure 2.2 General Government Revenue and Expenditure of Germany 

The improvement in fiscal balances prior to the crisis weakened amidst the global financial 

crisis, particularly from 2009 onwards. Large stimulus packages to revive economic growth, 

significant decline in government revenues, capital injections for weak banks, and purchase of 

debt and equity in distressed financial institutions (Table 2.1) resulted in substantial increases in 

fiscal deficit and public debt. Fiscal deficit increased from 0.1 percent of GDP in 2008 to 3.2 

percent in 2009 and 4.1 percent in 2010 (Figure 2.2). Public debt increased from 66.9 percent of 

GDP in 2008 to 82.4 percent of GDP in 2010 (Figure 2.1).  
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Table 2.1 Financial Sector Support in Selected Advanced Economies                                       

(Percent of 2012 GDP, except where otherwise indicated)
 1
 

 

Impact on gross public debt and 

other support 

Recovery Impact on gross public debt and 

other support after recovery 

Belgium 7.6 2.50.6 5.1 

Cyprus 10.0 0.0 10.0 

Germany
2
 12.8 1.9 10.9 

Greece 21.8 6.4 15.4 

Ireland 40.4 5.7 34.7 

Netherlands 15.6 10.7 4.9 

Spain 7.6 3.1 4.5 

United Kingdom 6.6 2.2 4.4 

United States 4.6 4.6 0.0 

Average  6.9 4.1 2.9 

In $US billions 1752 1029 722 

Source: Fiscal Monitor (October 2013)  

Note: Fiscal outlays of the central government, except in the cases of Germany and Belgium, for 

which financial sector support by sub-national governments is also included. 
1
 Cumulative since the beginning of the crisisðlatest available data, up to August 2013. 

2
 Support here includes the estimated impact on public debt of liabilities transferred to newly created 

government sector entities (11 percent of GDP), taking into account operations from the central and 

subnational governments. Since public debt is a gross item and not netted, this neglects the simultaneous 

increase in government assets. With this effect taken into account, the net debt effect amounted to just 1.6 

percent of GDP, which was recorded as deficit.  

 

Figure 2.3 General Government Revenue and Expenditure of Germany 
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3. Post-Crisis: Fiscal Rules and Consolidation 

 

The global financial crisis underscored the need for strengthening the fiscal policy framework in 

the European Union. European fiscal rules were revised and few national rules were also 

envisioned to guard against future crises. Germany complied with all the European fiscal policy 

requirements. To begin with, Germany enshrined the debt brake into its constitution in 2009 and 

aligned with the principle of the Stability and Growth Pact (SGP). According to the Pact, the 

federal government must restrict its structural deficit to 0.35 percent of GDP by 2016 and the 

16 Länder (states) must balance their budgets by 2020.  These limits are said to have enhanced 

the credibility of the financial market of that country, lowered the risk premiums and hence, 

made it easier for public sector financing.  

 

In 2011, the SGP was reinforced whereby a benchmark was introduced to reduce excessive debt-

to-GDP ratio and a more rigorous system of sanctions was implemented. Specifically, payments 

made out of certain EU funds were tied to sustainable fiscal policies. Each member state of the 

Eurozone set its own medium-term budgetary objectives (MTOs) and Germany set the structural 

deficit at no higher than 0.5 percent of GDP.  Further, a new Treaty on Stability, Coordination 

and Governance in the Economic and Monetary Union known as Fiscal Compact came into force 

in 2013. For this the national budgets of participating member states have to be in balance or in 

surplus. This goal will be fulfilled even if their annual structural government deficit does not 

exceed the threshold level of 0.5 percent of GDP. Also there is a mechanism of automatic 

correction that is put in place in the event of a deviation from the balanced budget. It is also in 

line with MTOs stated in the SGP. The Fiscal Compact will be operational at the constitutional 

level of member states within one year after the treaty is enforced, i.e., by 1 January 2014. 

 

It is worthy to note that Germany was able to abrogate fiscal deficit in 2012 and recorded a 

surplus of 0.2 percent of GDP (Figure 2.3). The general governmentôs structural balance ï 

adjusted for cyclical and one-off effects ï stood at 0.4 percent of GDP, reflecting a remarkable 

improvement in fiscal balance and accomplishment of the medium-term budgetary objective. 

Moreover, structural balance improved more than actual fiscal balance (taking both cyclical and 

non-cyclical effects). Fiscal corrections can be attributed to the momentum in profit taxes, 

moderate annualised pension increases, lower labour market spending, the phasing-out of the 

2009 stimulus programme and low interest rates (Bundesbank 2013).  

 

However, the slowdown in economic growth has become a major challenge for further 

improvement in the sovereign balance sheet of Germany.  Weak balance sheets of financial 

institutions and sovereigns in peripheral Eurozone economies remain a concern for core 

economies, particularly Germany.  Demand for more bailout from countries facing the banking 

and sovereign debt crisis will deteriorate the fiscal health of a slowing German economy.  

Recapitalisation of Spanish banks is still a contentious issue. If Germany and Finland fail to 
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persuade other members against the retroactive direct bank recapitalisation for Spanish banks, 

then the burden will fall disproportionately on Germany.  

 

Figure 2.4 Proportion of Major Expenditures in Germany 

  

Source: Thomson Reuters Datastream 

 

Runaway debt cannot be entirely attributed to the global financial and Eurozone crises; some of 

it is certainly due to ageing of the population and the associated health and pension costs. Rising 

expenditure on social security is an important driver of public debt in Germany. In 1980, the 

expenditure on social benefits as a percentage of total expenditure was 47 percent; it increased to 

56 percent in 2000 and remains around 54 percent in 2012(Figure 2.4). The increase has 

primarily been due to unification. However, like many advanced economies, the potential 

increase in social security expenditures because of an ageing population has become a major 

concern for Germany.     

 

4. Trends and Patterns of Fiscal Variables in India 

 

Until the early 1980s, Indiaôs public finances were prudent as a response of conservative fiscal 

policy. There was a surplus in revenue receipts of the central government over revenue 

expenditures which helped in financing of deficit on capital account of the central government.  

Subsequently in the mid 1980s, fiscal prudence was abandoned, resulting in sharp deterioration 

in the public finances of the Indian economy. It meant that the government had to borrow at 

home and abroad not just to finance its capital expenditures but also revenue expenditures. 

During the second half of the 1970s (1975-80), the average combined gross fiscal deficit of 

centre and states was a mere 5.4 percent of GDP
8
 whereas it rose considerably to around 7 

percent of GDP in the next five years. Furthermore, the public finance of the government 

                                                           
8
 Srinivasan (2000) Eight Lectures on Indiaôs Economic Reforms 
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deteriorated in the face of fiscal expansion of the 1980s.  The average quinqennium gross fiscal 

deficit, in the period 1985-90, rose to 8.6 percent compared to 7 percent in 1980-85 (Figure 2.5). 

In 1990-91 when the Indian economy was hit by a balance of payment crisis, the gross fiscal 

deficit and current account deficit ballooned to a record high of 9.1 percent of GDP and 3 percent 

of GDP, respectively. High level of fiscal deficits was also mirrored in large accumulation of 

public debt. The average of five years of combined debt of the centre and states starting from 

1980-81 stood at 52 percent of GDP while in the next 5 subsequent years, the average ratio rose 

unprecedentedly to 66 percent of GDP (Figure 2.6). Along with high external borrowings, 

weakening of the financial sector, an overvalued exchange rate and heavy-handed regulation of 

trade and industry were the other factors responsible for stimulating the balance of payment 

crisis.
9
 

 

Figure 2.5 Fiscal Indicators of the Combined Centre and States (percent of GDP) 

Source: Reserve Bank of India (RBI) 

 

The government undertook a series of structural economic reforms, which are widely known as 

economic reforms of 1991, to face-off the balance of payment crisis. It included opening up 

international trade and investment, dismantling of industrial licensing, initiation of privatisation, 

abandoning of fixed-exchange rate, tax reforms and inflation-controlling measures. The fruits of 

economic reforms were visible primarily during 1992-97. The high growth rate of 6.5 percent in 

1992-97 reflected in the improvement of the fiscal situation and external position of the Indian 

economy. The gross fiscal deficit was brought down to 6.5 percent of GDP in 1992-97 from 

around 9 percent in 1986-91. Similarly, primary deficit, the fiscal deficit less interest payments, 

fell sharply from 5 percent of GDP in 1986-91 to 2 percent in 1992-97. On the other side, 

revenue account of the combined centre and states experienced a sharp deterioration, as shown in 

(Figure 2.5). Of revenue receipts, tax revenues to GDP declined from 15.3 percent in 1991-92 to 

13.9 percent in 1996-97. This happened possibly due to a concurrent reduction in import duties 

from 110 percent in 1992-93, to 85 percent in 1993-94, to 65 percent in 1994-95 and to 50 

                                                           
9
 Acharya (2002), Ahluwalia (2002), Joshi and Little (1996) 

http://www.stanford.edu/group/siepr/cgi-bin/siepr/?q=system/files/shared/pubs/papers/pdf/credpr139.pdf
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percent in 1995-96. Therefore, it suggests that improvement in the fiscal situation was attributed 

to a reduction in the combined capital expenditure to GDP by a significant 5 percentage points in 

1992-97 from 7.3 percent in 1986-91.  

 

Figure 2.6 Debt of the Centre and States (percent of GDP) 

Source: Reserve Bank of India (RBI), Note: External liabilities of the centre are at current exchange rates. 

 

5. Poor Fiscal Performance during 1997-2003 

 

The fiscal improvement after the economic reforms, particularly in 1992-97, was not sustained 

thereafter, due to a mixed response of unstable coalition governments in India for three years and 

the eruption of the Asian crisis in 1997 which debilitated the growth of the Indian economy. 

Moreover rise in salaries and pensions of central and state governmentsô employees on account 

of implementation of the Fifth Pay Commission recommendations caused massive increase in 

combined non-developmental revenue expenditure from Rs. 1.9 trillion in 1998-99 to Rs. 3.2 

trillion in 2002-03. Furthermore, low tax revenue buoyancy as a result of faltering growth rate 

led to a sharp rise in revenue deficit as a share of GDP to more than 6 percent in 1998-99 and 

stayed at this level for the next four years. Similarly, deterioration in revenue account was 

mirrored in the fiscal deficit. It again attained a peak rate of 9.6 percent of GDP in 2001-02 as it 

had done so in the late 1980s (Table 2.2). 

 

The impact of the sky-high fiscal deficit was totally reflected in the total government debt-to-

GDP ratio during 1997-2003.  Combined outstanding liabilities of the centre and states ballooned 

to 83 percent in 2002-03, from 67 percent in 1998-99. In particular, domestic liabilities of the 

central government rose by 27 percent in 2002-03 from 46 percent in 1998-99. Noticeably, 

Indiaôs total external debt-to-GDP declined throughout the aforementioned period and reached a 
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low level of 8 percent in 2002-03 (Table 2.2). This level of debt is quite low as per standards of 

other developing countries
10

. Surprisingly, outstanding liabilities of all states of India taken 

together experienced an upturn, and rose sharply to 31 percent of GDP by 2002-03 in 

comparison to 21 percent in 1997-98. The cost of rise in debt was paid for in terms of high real 

interest rates and crowding out of private investment, which averaged 7.6 percent of GDP in 

1992-97, compared to 5.8 percent in 1998-2003 (Figure 2.7). 

 

Figure 2.7 Gross Investment by Private and Public Sectors (percent of GDP) 

Source: Reserve Bank of India (RBI) 

 

Table 2.2 Deficit and Debt Indicators 

  

Average 

1992-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 

Revenue Deficit 3.5 4 6.1 6 6.4 6.8 6.4 

Primary Deficit  2 2.1 3.5 3.7 3.4 3.6 3 

Fiscal Deficit 6.8 7 8.7 9.1 9.2 9.6 9.3 

Combined debt 

of centre and 

states 69 66.29 67.11 70.47 73.67 78.79 82.86 

States' debt 21 21.04 22.16 25.19 27.29 29.32 31.01 

External debt 13 10.27 9.87 9.23 8.73 8.47 7.73 

Source: Reserve Bank of India (RBI), Note: External debt is at current exchange rates. 
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 Joshi and Little (1998) India Macroeconomics and Political Economy 1964-1991 
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Despite the faltering fiscal performance of the Indian economy in 1997-2003, many significant 

reforms in the sector of telecom, finance, insurance and highway infrastructure took place from 

1998 onwards. Furthermore, reforms in indirect tax to consolidate excise tax rates, improvement 

in tax administration by deploying modern information technology and reduction of high import 

duties which had been ushered in the beginning of 1990s were put in place at the end of the 

decade. The impact of these reforms was significantly visible in the next decade
11

. 

 

6. Golden Years of Growth and Fiscal Consolidation, 2003-2007 

 

After sluggish economic growth in the second half of 1990, the Indian economy entered into a 

higher growth trajectory, achieved a continuous 8+ percent growth rate during 2003-2008, except 

for the year 2004-05. India faced a significant investment boom in the aforementioned period 

when the ratio of investment to GDP sharply rose from almost 25 percent in 2002-03 to 38 

percent in 2007-08. This period also coincided with key fiscal reforms at both the central and 

state government levels. At the central level, the Fiscal Responsibility and Budget Management 

(FRBM) Act was enacted in 2004. The FRBM Act laid down fiscal targets for the Central 

government such as reduction of fiscal deficit to 3 percent of the GDP by 2008-09 with annual 

reduction target of 0.3 percent of GDP per year. Similarly, revenue deficit had to be reduced by 

0.5 percent of the GDP per year, and by 2008-09 the deficit was to be wholly eliminated. The 

fiscal discipline imposed by the government helped in containing the deficit of the central 

government. 

 

Table 2.3 Fiscal Position of Central Government in Post-FRBM Period (percent of GDP) 

Source: Reserve Bank of India (RBI) 

 

As shown in Table 2.3, fiscal deficit of the central government reduced markedly to 2.5 percent 

of GDP in 2007-08; it had reduced more than the FRBM target and that too before the prescribed 

time. Similarly, revenue deficit saw a continuous decline during 2003-2008 and touched 1 

percent of GDP in 2007-08, though it was not completely eliminated. Decline in revenue deficits 

had been possible through lower revenue expenditure facilitated by major components such as 

interest payments, defence revenue expenditure and subsidies. Simultaneously, revenue receipts 

increased on account of higher tax receipts while non-tax revenue declined. Gross primary deficit 

turned into surplus in the above-mentioned period, barring 2005-06. However it is essential to 

mention here that there were other factors responsible for reining in fiscal deficit such as 
                                                           
11

 Callaghan, M et al (2014) 

 Average 

1998-03 

2003-04 2004-05 2005-06 2006-07 2007-08 

Gross Fiscal deficit 5.7 4.34 3.88 3.96 3.32 2.54 

Gross Primary deficit 1.2 -0.03 -0.04 0.37 -0.18 -0.88 

Gross Revenue deficit 3.9 3.46 2.42 2.50 1.87 1.05 
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improvement in tax administration through information technology, increase in collection of 

direct tax revenues as a consequence of high growth rates and improvement in administration of 

tax
12

. 

 

Figure 2.8 Net Tax revenue 
13

 (Central Government) Indicators as a Proportion to GDP 

 

Source: RBI 
 

Coming to the State level FRBM Act, with the recommendations of the 12
th
 Finance 

Commission (FC), many states enacted ñFiscal Responsibility Legislation (FRL)ò during 2003-

08. The 12
th
 FC tried to motivate states to achieve fiscal consolidation through introducing Debt 

Swap Schemes and the Debt Consolidation and Relief Facility (DCRF) in the form of conditional 

debt restructuring and interest rate relief. After the endorsement of FRL, many states could 

achieve fiscal consolidation through reduction in revenue expenditure and improvement in 

revenue receipts. Implementation of state-level value added tax (VAT) in 2005 led to higher 

collection of statesô own tax revenues since it avoided cascading of taxes. Continuous decline in 

revenue deficits and fiscal deficits facilitated states to reduce non-productive expenditure and 

increase allocations towards priority areas
14

. All the aforementioned favorable factors led to 

considerable progress in bringing down statesô deficits until 2007-08 (Table 2.4). 
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 Callaghan, M et al (2014) 
13

 We are referring to Central Governmentôs tax revenue after devolving tax revenues to all states.  
14

 State Finances : A Study of Budgets 

http://www.rbi.org.in/scripts/AnnualPublications.aspx?head=State%20Finances%20:%20A%20Study%20of%20Budgets
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Table 2.4 Fiscal Position of State Government in Post-FRL Period (as a  percent of GDP) 

 Average 1998-03 2003-04    2004-05    2005-06    2006-07    2007-08    

Revenue Deficit 2.59 2.30 1.21 0.19 -0.58 -0.86 

Gross Fiscal Deficit 4.24 4.38 3.32 2.44 1.80 1.51 

Primary Deficit 1.79 1.46 0.66 0.16 -0.36 -0.49 

States' own indirect tax 5.22 5.47 5.69 5.85 5.98 5.43 

States' own total tax 5.38 5.63 5.84 6 6.13 5.56 

Source: Reserve Bank of India (RBI) & Indian Public Finance Statistics 2012-13 

 

The improvement in the fiscal situation of the central government as well as state governments 

improved the combined deficits of central and state governments. The burgeoning fiscal deficits 

during 1997-2003 registered a continuous decline in the post-FRBM period, 2003-08, and stood 

at 4 percent of GDP in 2007-08, the lowest ever since 1980. Similarly primary deficits turned 

into surplus for two consecutive years, starting from 2006-07 and revenue deficit stood close to 

zero in 2007-08 (Figure 2.5). These trends are discernible in public sector savings which rose to 

5 percent of GDP in 2007-08 from marginal dissavings of 0.2 percent in 2002-03.  
 

Consolidation in combined deficits of central and state governments mirrored in combined debt 

during 2003-08. The total outstanding liabilities of the general government were slashed from 77 

percent of GDP in 2003-04 to 67 percent in 2007-08 and continued to decline thereafter because 

of high nominal growth rates. The proportion of sovereign debt
15

 to GDP has been low, and 

hovered around 5 percent in the past 5 years. 
 

7. Global Financial Crisis and Post-Crisis Fiscal Consolidation 
 

Fiscal consolidation during 2003-08 reversed in 2008-09 as a response to discretionary fiscal 

expansion of the government in the form of farm loan waivers, expansion of social security 

schemes under the National Rural Employment Guarantee Act (NREGA), increase in pay scale 

of government employees on the recommendations of the Sixth Pay Commission and subsidies 

for food, fertiliser and petroleum. Further, the onset of the global financial crisis (GFC) in the 

second half of 2008-09 forced the government to adopt an expansionary fiscal policy to 

safeguard the economy from spillover effects of the GFC. Fiscal measures were undertaken in 

the form of three fiscal stimulus packages: tax cuts, enhancing investment on infrastructure and 

increased expenditure on both investment and consumption.  
 

Notably, the fiscal stimulus measures did not have to support the banking sector in India in the 

form of financial bailout or injection of capital as was done with the banks of the US and Europe. 

Its objective was to spur aggregate demand to minimise the effect of crisis through discretionary 

counter-cyclical fiscal policy. Nevertheless, there was an accommodative monetary policy in 
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 What we imply from sovereign debt is that proportion of total general government debt which is raised by a 

national government in the form of foreign currency. 
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place to stimulate private investment but due to loss in investorsô confidence, monetary policy 

could not provide the required fillip to stop the falling aggregate demand. Thus fiscal expansion 

augmented aggregate demand and as a result the contribution of government expenditure to the 

incremental GDP at market prices surged from around 8 percent in the first half to 80 percent 

during the second half of 2008-09
16

 (Figure 2.9). However, all the aforementioned factors 

deteriorated the finances of the government. To be precise, the central governmentôs fiscal deficit 

shot up to 6 percent of GDP in 2008-09 against 2.5 percent in 2007-08 and even higher to 6 

percent when the off-budget items like petroleum and fertiliser bonds were included (Table 2.3).  

Figure 2.9 Relative Contribution of Government Consumption to GDP Growth 

 

Source: Taken from ñReport on Currency and Financeò, RBI 2013 
 

The expansionary fiscal stance continued in the next year, 2009-10, and helped in containing the 

economic slowdown in the short-term ï this was reflected by a jump in the economic growth rate 

by around 2 percentage points from its previous period (Figure 2.9). Consequently, fiscal deficit 

of the central government sharply rose to 6.5 percent of GDP, the largest in the decade and this 

fuelled a debate on fiscal austerity vs. fiscal profligacy. One view is that fiscal expansion is 

necessary to revive growth and employment rather than focusing on reducing fiscal deficit. 

While the other view is that as huge public debt and deficit cause sovereign insolvency and raise 

sustainability issues, fiscal austerity could be the right move for fiscal consolidation. In terms of 

India, despite the fact that fiscal balances have continuously been deviating from the FRBM Act 

since the eruption of the GFC, the probability of a sovereign debt
17

 crisis is very low.  Unlike 
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many advanced economies most of the public debt in India is domestically held, primarily by 

public sector banks. High inflation also reduces the real debt value. Nevertheless, burgeoning 

fiscal deficits leave little room for expansionary monetary policy to stimulate private investment 

and revive growth and raise the dependence on short-term volatile capital inflows to finance 

current account deficit
18

. Due to large fiscal deficits and a high inflation rate, the RBI has 

followed a hawkish monetary policy stance, particularly during 2010-11 to 2011-12. It has 

primarily hurt the growth of private sector credit, weakened investment and thereby overall 

economic growth. 

 

The government brought back its focus on fiscal consolidation in the 2012-13 Union Budget and 

targeted to achieve 5.1 percent fiscal deficit of GDP, which was revised to 5.3 percent in the 

mid-term review. To provide a roadmap for fiscal consolidation, a committee under the 

chairmanship of Dr Kelkar that was formed in the beginning of 2012, submitted its report on 

September 3, 2012.  The committee recommended ways to augment more revenues as well as to 

curb wasteful expenditures. On the revenue side, medium-term fiscal consolidation measures 

include raising the tax-to-GDP ratio by implementing Direct Tax Code (DTC) and unified Goods 

and Services Tax (GST).  Although, these critical tax reforms are already under the 

governmentôs consideration, their schedule of the implementation is uncertain. In order to curb 

total expenditure, a combination of plan expenditure and non-plan expenditure was 

recommended. Cut in subsidy bill was strongly recommended since it constitutes around one-

fifth of non-plan expenditure
19

. Subsidies on petroleum, fertliliser and food form around 90 

percent of the total subsidies. Therefore to facilitate short-term fiscal consolidation, the 

government has taken steps on the expenditure side to curb its burgeoning subsidy bill by 

deregulating diesel, limiting the supply of subsidised cooking gas consumption and rationalising 

the fertiliser subsidy. 
 

Going forward, there is a need for prudent fiscal consolidation since consumer price inflation has 

been high, more than what is within the comfort zone of the RBI. In this context, cuts in fuel 

subsidies may be inflationary in the short run. But given the persistent increase in current 

account deficit in the balance of payments from 1.3 percent of GDP in 2007-08 to 4.8 percent in 

2012-13, it is imperative to keep fiscal deficits under check. In that case, it becomes necessary to 

pass on increases and adjust administered prices in the energy sector including coal and 

electricity
20

. 
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 Total expenditure = Plan Expenditure + Non-Plan Expenditure. The former is spent on creation of productive 

assets through Centrally-sponsored programmes and flagship schemes, while the latter refers to all other expenditure 

such as defence expenditure, subsidies, interest payments, including expenditure on establishment and maintenance 

activities such as salaries. 
20

 Macroeconomic and Monetary Developments, RBI (July 2013) 
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Concluding Remarks 
 

The high growth periods in both Germany and India prior to the onset of the global financial 

crisis witnessed remarkable improvement in public finance. During 2006-2008, Germany was 

able to limit the fiscal deficit, and moreover, exhibited a surplus in 2007. Similarly India had 

been able to contain the fiscal deficit, even a year ahead of the schedule as per recommendations 

by the FRBM Act. A notable feature was that both the economies had experienced an uptrend in 

their public debt-to-GDP ratio. However Indiaôs trend shows a decline in public debt to GDP 

ratio, particularly after the outbreak of the global financial crisis. Resilient growth rate and high 

inflation provided a cushion to Indiaôs debt to GDP ratio. But feeble growth prospects of the 

Indian economy in the near-term may pose some threat to sustainability of the debt. 
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Chapter 3 Government Budget  

 

1. Government Budget of Germany 

 

The Government Budget of Germany is divided into revenue and expenditure. Further 

breakdown of the revenue and expenditure is shown below based on the OECD statistics: 

 

Figure 3.1 Classification of German Government Account 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

The trends for the major components of the budget are presented in Annexure 3.1 & 3.2. 

 

Upon analysis of the revenue side of Germany from the data extracted from OECD Statistics, we 

find that there has been a significant shift in the taxation climate since 2000 as can be seen in 

Annexure 3.1. The conclusion from the revenue graphs is that Direct Tax has declined over time 

either due to decline in the rates or contraction of the revenue base. Furthermore, analysing the 
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expenditure statistics presented in Annexure 3.2, we see stable expenditure levels at Federal, 

Länder as well as Local levels but an overall reduction in the expenditure level as a whole. This 

reduction in expenditure resonates with the fiscally conservative stance of the government to 

maintain/aspire to achieve a balanced budget year on year. The shift in the taxation climate of 

Germany can be viewed in light of Tax Reform 2000 which was put in place aiming at a 

sustainable improvement in the conditions for investment and employment in Germany. The 

government afforded aggregate relief to taxpayers of ~DM 30 billion during the period of 1999 

to 2002 under the Tax Relief Act. In addition, under the Tax Reform 2000, the government 

focused further relief of ~DM 62 billion up to 2005 on dependent employees, families and small 

and medium-sized business. Of this, ~DM 33 billion went to private households, DM 23 billion 

to small business and ~DM 7 billion to large-scale enterprises. Under the reform, the corporate 

income tax was reduced from 40 percent (on retentions) and 30 percent (on distributions) to a 

standard rate of 25 percent. The system of full imputation of corporate income tax was replaced 

by the half-income system. For unincorporated companies, relief was provided by allowing trade 

tax to be credited in a standardised form against the income tax liability. The post-reform tax 

charge on corporations in conjunction with trade tax amounted to 38.5 percent which is 

considered in the middle range by international standards. Further the basic rate was reduced in 3 

stages up to 2005 from 22.9 percent to 15 percent, personal allowance was raised from DM 

13,499 to DM 14,989, and the top rate of income tax was brought down from 51 percent to 42 

percent. This reform explains the structural shift in government budgets during 2000-2001 with 

ever-decreasing ramifications till 2004.
21

  

 

The remarkable change in the government budget of Germany which weathered the financial 

crisis of 2008 reasonably well and has been able to follow a conservative path to consolidation 

and turned its deficit into a surplus in the recent year needs deeper analysis of the major policy 

changes which were undertaken during the 2000s. Based on our survey of the academia in 

Germany as well as policy makers, the turnaround has been attributed to the Pension reforms and 

the Labour Market policies.  These coincidentally took effect at the opportune time of the crisis 

from which the whole world was reeling, and somewhat to a lesser extent to the taxation climate 

change mentioned above.  

 

2. Pension Reform in Germany 

 

Since 1945, the German pension system espoused the principles of equivalence (a relatively 

strict link between contributions and benefits) and income maintenance based on the male 

breadwinner model. Since unemployment was low among elderly, the retirement policy was a 
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success. Fiscal sustainability was not a big concern and contribution rates were adjusted 

accordingly to match the expenditures. 
22

 

 

Post the German unification, the fiscal aspects of the system arose. Reduction in the burden of 

state and stable future contribution rates gained center-stage. The 2001 Reister and 2004 Rurup 

reforms were attempts to fill the shortfalls in public benefits with increased occupational plans 

and individual savings. But this was effective in unionised sectors under collective agreements 

leading to the shift from an occupationally fragmented system that protects individuals from 

social exclusion to a sectorally fragmented system whose outcomes are subject to randomness 

and may breed poverty during old age. Germany also changed its social assistance law to secure 

a guaranteed basic income for low earners (Igor, 2010).  
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 Igor Guardiancich, Current pension system: first assessment of reform outcomes and output, May 2010, European 

Social Observatory 

 

Box 3.1                                                                                                                                                    

Is the adjustment to the pension system fair? 

The change to the pension system in addition to the extension of the retirement age to fix the 

problems associated with the demographic change in Germany has ramifications which are 

not the same for all groups of the population. The problem faced is that low-skilled and low-

income workers are usually forced to exit early and are thus more likely to endure these 

permanent reductions leading to poverty in old age. Another problem is the differential 

treatment of periods outside work and atypical work contracts. Women are fairly well 

protected (during childbearing, child care and in case of divorce ï as they split entitlements 

with the former spouse), as are disabled people. Unemployment, especially long-term, is 

not. Credits for apprenticeships and higher education have been drastically reduced. 

Atypical jobs are particularly discriminated: part-time jobs called mini- and midi- jobs are 

partly voluntarily insured and take up is minimal, false self-employment is on the rise and 

many do not save (Igor, 2010). This raises the issue of addressing poverty in old age and the 

state welfare system collapsing for the group who incur this for no fault of their own. 
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Figure 3.2 German Pension System 

 

 

The 1
st
 pillar consists of i) compulsory statutory pension insurance for blue- and white-collar 

employees (Arbeiter- und Angestelltenversicherung); ii) pension scheme for farmers (Altershilfe 

for Landwirte); iii) insurance for civil servants and judges ï tax-financed (Beamtenversorgung); 

and iv) several professional schemes. Public pensions are contribution-financed, PAYG defined-

benefit scheme. But the benefit calculation formula brings it very close to a defined contribution 

system (Igor, 2010). 

 

The Actual Pension Value is valorized/indexed to gross wages but also depends on 2 factors: i) 

changes of the contribution rates to the statutory pension scheme and to subsidised voluntary 

occupational and personal pension schemes are taken into account (an increase of contribution 

rates will reduce the adjustment); ii) sustainability factor, which links the adjustments to changes 

in the system dependency ratio. These keep the contribution rate within defined limits. The 

increase in the rate was limited to 20 percent by 2020 and 22 percent by 2030. The statutory 

retirement age will increase stepwise (1 month per year until 2024 and 2 months per year 

afterwards) between 2012 and 2029 from 65 to 67 for both men and women. Flexible retirement 

is possible between 63 and 67, however it implies that the permanent benefits would be 

decremented by an amount equivalent to 0.3 percent per every missing month to the statutory 

retirement age, up to a maximum of 14.4 percent decrement. From 2012, an exception will be 

made for seniority pensions after 45 years of qualifying period which would be counted 

including employment, self-employment, care and childbearing up to age 10 count, but not 

unemployment periods and only till the age of 65. Deferring pension after 65 earns a 0.5 percent 

increment for each month of additional work and this extra income is unrestricted (Igor, 2010).  
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The 2
nd

 pillar (voluntary and privately managed) consists of occupational funded schemes 

offered by a variety of sponsors and subsidised through tax rebates. German employers have to 

offer at least one type of occupational pension (Entgeltumwandlung) and have 5 different 

options: they can administer the scheme by themselves (Direktzusage), through insurance 

institutions (Unterstutyungskasse, Pensionskasse or Pensionsfond), they may take out a direct 

insurance with an insurance company for their employee (Direktversicherung). But the slow take 

up of occupational schemes is attributable to relatively tough regulations (Igor, 2010).  

 

 

The 3
rd

 pillar consists of voluntary, subsidised individual plans, which were strongly encouraged 

through the 2001 Riester and 2004 Rurup reforms. The Riester-Rente
23

 serves the purpose to 

encourage low-income workers to additionally save. The government recommends that 4 percent 

of gross wages are to be invested into these plans (and provides tax subsidies or direct 

allowances on contributions). There are several conditions which make Riester less attractive: 

guaranteed rate of returns, low charges, and consumer information requirements. Everyone 

covered by public pensions can claim state support from Riester. Full-time careers and child 

credits are eligible, so Riester undermines the male breadwinner model. Unisex benefits were 

also introduced. For the self-employed, Rurup plans (tax free to a ceiling and protected against 

insolvency of the self-employed) continue but they are less flexible than insurance (Igor, 2010).  

 

Due to the above-mentioned problems, in 2006, there were only 5.6 million Riester-Renten
24

 

covering 15 percent of eligible people, of whom many were high-income employees. The 

equivalence principle and the cuts in the redistributive elements imply that the reforms are 

                                                           
23

 It refers to a form of pension which was supposed to compensate for a parallel reduction in the German 
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 Refers to the people qualified for the Riester-Rente (Riester Pension) 

Box 3.2                                                                                                                                    

The negative effects of privately managed occupational pensions 

The problem with these schemes remains the same: that they expanded only in those sectors 

where collective agreements were negotiated and agreed upon with the help of trade unions 

(and often contributions are not even additional as other fringe benefits are diminished). 

Hence, socially inclusive retirement has now become much more fragmented than it used to 

be under pure state provision and depends on the sector and firm size. The employer and 

employee finance most plans jointly and hence, the coverage of employees under the plan is 

higher for larger firms than smaller firms. The trend is away from book reserves to out-of-

company plans. This effectively leaves out a section of the population without a sustainable 

pension scheme to alleviate poverty during old age. 
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leaning towards an ever more flexible labour market. With the projected demographics and the 

dependency ratio projected as below by the Federal Statistical Office, Germany has the option to 

2 different developmental paths: continue with a voluntaristic approach as in the United 

Kingdom and relegate its elderly poor to social assistance, or espouse the universalism of a 

Dutch or Danish public scheme and mandate additional private savings to low-income workers 

and atypical job holders.  

 

3. Labour Market Reforms ï Hartz Reforms in Germany 

 

Since unification, labour supply increased by almost one-third but the East German labour force 

were not adequately trained to be employed in a competitive open market economy. The figures 

below show the development of unemployment and the number of participants in training and 

job creation programmes for West and East Germany during 1991 to 2005. The East German 

economy experienced rising unemployment and continuing dependence on federal subsidies and 

transfer payments from West to East (Jacobi and Kluve, 2006).  

 

Figure 3.3 Unemployment and Active Labour Market Policies (ALMP ) participation  

Source: IAB Nurnberg 

 

Before the Hartz reform, the active and passive labour market policy addressed issues of 

providing unemployment benefits to maintain the workerôs social status during unemployment 
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rather than providing a safety net of last resort. All payments made to the individual were linked 

to his or her previous earnings. Unemployment benefits, paid for the first 6 to 32 months of 

unemployment, amounted to 67 percent of the last net income. Unemployment assistance paid 

thereafter without time limit still reached 57 percent of the last net income. The unlimited 

duration of unemployment benefit payments was an extraordinary feature ï it led to higher 

replacement rates (the ratio of pension and wage levels) for long-term unemployed than in any 

other OECD country (OECD 2004). Replacement rates for short-term unemployed were still 

comparable. Unemployment benefits were financed by unemployment insurance contributions 

shared by employees and employers, while unemployment assistance was financed by taxes. The 

system combined generous benefit levels with high benefit reduction rates that taxed away most 

of the additional earned income of a benefit recipient. The incentives to take up a job were very 

low, especially for low skilled workers. The active labour market policy in the 1990s was 

characterised by training and job creation measures. Direct integration into regular employment 

played a minor role. Job search assistance and monitoring by the public employment agency was 

given low priority. Sanctions for low engagement in job search activities were rarely 

implemented lest there be costly lawsuits. Assignment to programmes was not based on a 

systematic profiling of each customer, but rather on caseworkersô discretion which eventually 

ended in shorter engagements and less productivity (Bonin, 2009 and Jacobi and Kluve, 2006). 

 

As unemployment continued to rise in the 1990s, the social security system ran the risk of 

financial collapse and need for a comprehensive reform of the labour market policies. The 

debates (political and academic) criticised the benefit system for creating adverse work 

incentives and increasing long-term unemployment, deteriorating skills and thus worsening the 

mismatch on the labour market. The public employment services were blamed for operating 

inefficiently and being customer-unfriendly and failing to push jobseekers sufficiently to search 

for a job. The mix of active measures, focusing on training measures and public job creation 

schemes with long durations, was criticised for retaining participants out of the open labour 

market instead of integrating them (Jacobi and Kluve, 2006). 

 

The pension reforms worked in tandem with the labour market reforms known as the Hartz 

reforms. This consisted of Hartz I-IV implemented gradually ï Jan 1
st
 2003 (Hartz I and II), Jan 

1
st
 2004 (Hartz III) and Jan 1

st
 2005 (Hartz IV). The reform strategy aimed at: (a) improving 

employment services and policy measures, (b) activating the unemployed, and (c) fostering 

employment demand by deregulating the labour market. The reform changed the institutional 

and legal framework that determines the rights and duties of the unemployed, the benefit system. 

Further, the employment protection was reduced in some segments of the labour market
25

.  

 

                                                           
25

 Lena Jacobi and Jochen Kluve, Before and After the Hartz Reforms: The Performance of Active Labour Market 

Policy in Germany¸ April 2006, Discussion Paper No. 2100, IZA 



31 
 

The Hartz reforms fundamentally changed the framework in which the measures operated and 

involved greater co-ordination of institutional arrangements, especially between active and 

passive policy measures. The biggest changes were in the job placement services and the benefit 

system while the deregulation of work measures was mostly in the temporary work sector. The 

aim of reforms was to improve the performance of placement services (keeping in mind that the 

connect between jobseekers and jobs was large and contributed somewhat to a higher 

unemployment) and policy programmes. This was accomplished by the introduction of market 

mechanisms and by streamlining the public employment services. Modernisation was 

implemented along the lines of New Public Management. Every employment agency was to 

fulfill quantitative goals (measurable) individually fitted to each type of agency while having a 

wider scope of discretion on the choice of policy mix. Employment offices were converted into 

customer-oriented one-stop-centres. Range of services provided was expanded from advising and 

counseling services to social services and administration of benefit payments.  

 

Market forces improved the quality of services and broke up the informal and inefficient insider 

relationships between public employment management and private providers; introduction of the 

voucher system meant that each individual could choose an alternative private placement service 

if a public employment service was unable to place one in 6 weeks. The public employment 

service could also outsource services fully or partially by setting up a Personal Service Agentur 

(PSA) that acted like a temporary work agency for the unemployed. The reform also aimed at 

improving the targeting of active measures and the allocation of measures and resources. The 

statutory regulation of eligibility conditions was reduced leaving a wider scope for individually 

fitting clients to measures.  

 

The clients were categorised into 4 types based on abilities, problems and potential labour 

market chances: Market clients (Marktkunden), Clients for counseling and activation 

(Beratungskunden Aktivieren), Clients for counseling and support (Beratungskunden Fordern), 

and Clients in need of supervision (Betreuungskunden). Selection into training measures targeted 

cream skimming in order to choose those clients who would benefit most from the training (70 

percent probability of finding a job after the measure). Accordingly, training providers had to 

produce a 70 percent success rate in order to be contracted by the employment agency. In 

contrast, job creation measures were re-designed for merely targeting the very hard-to-place 

unemployed. Hence, public employment would constitute market replacement and preserve 

employability for those who are not expected to find a way back into regular employment in the 

near future. Incentives for unemployed workers to take up public employment rather than regular 

employment were reduced as participants could no longer restore eligibility for unemployment 

benefits after completing the measure. The restrictive targeting of training and job creation 

schemes as well as the reduction of programme durations induced a further reduction of 

participants and spending for these measures. And lastly, in order to continuously optimise 

existing programmes on the basis of conclusive empirical evidence, a corresponding evaluation 
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mandate was implemented making it the first major reform in the history of the German welfare 

state that is accompanied by comprehensive scientific evaluation. Currently more than 20 

economic and sociological research institutes are involved in the evaluation (cf. Bundesregierung 

2006). The Hartz reform implemented the ñMinijobsò and ñMidijobsò ï which exempted/reduced 

the social contributions since these jobs generated a low income. Temporary work was allowed 

in many industries including construction. Exemptions from restrictions on fixed-term contracts 

which were provided to employees aged 58 and over were expanded to those above 52 years 

(Jacobi and Kluve, 2006). 

 

Based on the interviews conducted in Germany at official bodies as well as academic 

institutions, the effect of the financial crisis of 2008 was mitigated due to the coincidence of the 

effects of Hartz reforms taking effect. In addition, the government took steps to reduce the 

working hours, thereby decreasing the unemployment due to lay-offs.  This led to continued 

employment which helped in the revival of the economy in recent times. One of the most 

significant accomplishments of the Hartz reforms was the reduction in turnaround time for 

connecting the unemployed to the right opportunities.  

 

Given below is a summary of the effects of Hartz reforms as evaluated by the various research 

institutes from the data collected to evaluate the effectiveness of various policies implemented 

and their positive/negative effect on reduction of unemployment and increasing the 

employability of the hard-to-place workers. 
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Figure 3.4 Effects of Hartz Reforms 
 

Source: Jacobi and Kluve, 2006 

 

 

4. Indian Government Budget 

 

The Indian Government account is divided into Government Receipts (revenue) and Government 

Expenditure. The Government Receipts are further categorised as Revenue and Capital and so on 

as shown in the figure below along with percent contribution as per data given in FY13 Budget 

Estimates in brackets: 
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Figure 3.5 Classification of Indian Government Revenues 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: IDFC, Fiscal Deficit and its Component 

 

Looking at the trend of government receipts in absolute terms using budget released numbers, 

the following conclusions can be inferred. 

Figure 3.6 Distribution of Central Government Receipts 

Source: Budget Documents 
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Tax has been the dominant share for Central Government Receipts and hence warrants further 

investigation.  

 

The Tax revenue collection pie of the Central and State government is as below: 
 

Figure 3.7 Distribution of Government Tax Revenues (2012-13) 

Source: Budget Documents 

The major contributors to central taxes are given below: 

 

Figure 3.8 Components of Central Government Taxes (2012-13) 

 

Source: Budget Documents 

On the expenditure side, expenses are categorised as Planned and Non-Planned and then broken 

into further buckets as shown in the figure below, along with percent contribution as per data 

given in FY13 Budget Estimates in brackets: 
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Figure 3.9 Components of Central Government Expenditure 

 

 

 

 

 

 

 

 

 

 

 

 

Source: IDFC, Fiscal Deficit and its Component 

 

Plan expenditures are expenses on schemes and projects while Non-Plan expenditure is towards 

maintenance and support activities. Revenue expenditure is consumption expenditure by the 

government. Plan Revenue expenditures are expenses towards various schemes and services 

provided by the government while Non-Plan Revenue expenditure includes interest payments, 

subsidies and various grants. Interest payment forms ~37 percent of Revenue Non-Plan 

expenditure while subsidies (major ones include food, petroleum, and fertiliser) form ~22 

percent of the Non-Plan expenses
26

. Hence, subsidies and interest payments require further 

analysis.  

 

As can be seen from the chart below, subsidies have been increasing as a percentage of GDP. 
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Figure 3.10 Subsidies Trend 

Source: Budget Documents, RBI 

 

Below is the trend of expenditure of the central and state governments: 

 

Figure 3.11 Central Governmentôs Expenditure Trend (Revenue vs Capital)*  

* 2013-14 Budget Estimates according to RBI, units are in Rs. billion 

Source: Budget Documents 

 

 



38 
 

Figure 3.12 State Governmentsô Expenditure (Developmental vs Non-developmental) 

Source: Budget Documents, RBI 

 

It can be seen that the growth of revenue expenditure for the central government has been drastic 

compared to the growth of capital expenditure. In fact, the CAGR for revenue expenditure has 

been 12.4 percent since 2000 while the capital expenditure has grown by 10 percent CAGR.   

 

It widely accepted that fiscal deficit on the back of higher capital expenditure is preferred to 

deficit due to revenue expenditure. This is because in the former, the deficit creates assets for the 

government which will in future increase its receipts while the latter indicates that the 

government is using its receipts and is also borrowing to finance its consumption rather than 

investing. This in turn will hurt economic growth and add to government debt and increase 

interest payments. 
27

 

 

By looking at the figure below re-created by IDFC using the budget data released, it can be 

inferred that the Indian government is spending more on consumption rather than investing. 
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 IDFC ï Mutual Fund, Fiscal Deficit and its Component, <http://tablet.idfcmf.com/FundDocuments/Fiscal-Deficit-
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Figure 3.13 Trend Analysis of Plan and Non Plan Expenditure of Central Government 

 

Source: Budget Documents 

 

With this groundwork, we start by looking closely at the Indian Tax Administration ï the 

organisation, structure, laws, use of technology, taxpayer information and lastly, important tax 

policies. 

 

The power to levy, collect and administer taxes is divided among the three tiers of governments. 

The Union (federal) government handles income tax, wealth tax, securities transaction tax, 

customs, central excise, central sales tax and service tax; the state governments handle value 

added tax (VAT), excise on liquor and molasses, land revenue, stamp duty, motor vehicle tax 

(including driving licenses); and local government bodies like municipal corporations, 

municipalities and cantonment boards administer property tax, taxes on non-motorised vehicles 

(cycles, three-wheelers, rickshaws, animal-driven vehicles), fees on pets, etc.  

 

We proceed by looking at the Tax Administration structure of India since tax collection forms 

the crux of many issues related to government revenue. 

 

India has low revenue to GDP ratio in the world as seen by the graph below which re-emphasises 

the point of expanding the tax base as well as making the tax administration more efficient and 

widespread to reduce tax evasion.  
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Figure 3.14 General Government Revenues (percent of GDP, 2007-11) 

 

Source: IMF WEO Database, www.imf.org 
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Chapter 4 Financial Relations between the Centre and States 

 

There are many countries in the world that have significant subordinate levels of government 

such as Argentina, Australia, Brazil, Canada, Germany, India, Spain and the US. The subordinate 

levels of government have significant influence on the fiscal position of the country. For 

instance, their share accounts for 31 percent of total expenditure, 22 percent of total revenue and 

66 percent of total investment in OECD countries, with the remainder being carried by respective 

central governments
28

.  Germany has three levels of government ï federation, Länder and 

municipalities. The constitution delineates the powers and duties between the Federation and the 

Länder in Germany by a law called Basic Law. The Basic Law clearly demarcates rules for 

expenditures and revenue responsibilities and legislative powers for the Federation and the 

Länder, but not for municipalities. Most of the legislative powers lie with the Federation whereas 

administrative tasks are in the hands of the Länder
29

. 

 

1. Financial relations between the Centre and States: Germany 

 

Tax system and division of tax revenue among the Federation, Länder and municipalities 

in Germany 

 

Germany is a federal state comprising the Federation and 16 federal states, called Länder. Länder 

represents an independent level of government which has its own rights and obligations. 

Municipalities or local government which constitute the third tier of the government are deemed 

to be part of the Länder, as per constitutional rules on public finance.  Länder are considered 

independent in managing their budgets, in principle, as stated in the Basic Law. But, in practice, 

their autonomy is relatively heavily limited on the revenue side as well as the expenditure side. 

The independent tax powers of Länder and municipalities are very limited and can together raise 

around 11 percent of total tax revenue from their own tax sources. The collected total tax 

revenue among three levels of the government is broadly allocated into four phases: 

 

1. Vertical distribution of tax revenue: By the constitution several particularly important 

taxes are allocated to the Federation, Länder and, to some degree, the municipalities. 

2. Horizontal distribution of tax revenue: The tax revenue attributable to the Länder 

(consisting of all federal states) under vertical distribution is redistributed among the various 

individual Länder (16 federal states).  Revenues collected from VAT, income tax and 

corporate tax are then redistributed among the individual Länder on the basis of some 

specified principle.  
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3. Financial equalisation: In the third stage, rich Länder transfer funds to poor Länder to 

enhance financial equalisation amongst all federal states. 

4. Supplementary federal grants: Taking forward the process of financial equalisation, the 

federal government makes grants to poor Länder to bring their funds at par with rich Länder. 

 

There are certain specified principles on the basis of which the above-mentioned four stages are 

implemented. However, we are not going to explore all of these in depth, but will concentrate on 

the vertical distribution of tax revenue. The tax and finance system of Germany is extremely 

complex
30

. The interconnections amongst the three layers of the government are very strong; 

especially tax administration, and devolution powers are effectively descended to regional and 

local authorities.   In the tax system of the federal republic of Germany, there are four categories 

of taxes, viz. Federal taxes, Länder taxes, Municipal taxes and Joint taxes.  As shown in the 

following figure (Figure 4.1), federal taxes such as mineral oil duty, insurance tax, duty on 

electricity, etc. are levied and appropriated by the federal government, but collected by 16 

Federal States. Likewise, inheritance tax, gift tax, real property transfer tax, etc. and trade tax, 

real property tax etc. are levied, collected and appropriated by the Länder and Municipalities 

respectively. However, there is a unique category of taxes called joint taxes - corporate income 

tax, income tax and VAT - wherein taxes are levied by the federal government but revenue is 

distributed among the three levels of the government. Further, they constitute the majority of the 

total tax revenue, around 72 percent in 2012 (Figure 4.2).  Before we move to the devolution of 

tax revenues, it is worthy to note here that all taxes which are levied by the federal government 

are collected by the 16 Federal Statesô Ministry of Finance through their set up of 551 local tax 

offices
31
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Figure 4.1 Distribution of Total Tax Revenue among Federal, Länder and Municipalities: 

Länder have little tax autonomy 

  
2. Devolution of Tax Revenues 

 

Once the taxes are collected by the Lander and local governments, the redistribution takes place 

between different levels of the government. The German constitution makes sure that the 

devolution of taxes between Federation, Federal States and local authorities must align with their 

duties and functions. Therefore, in this kind of tax and finance regime, certain taxes or those 

called ójoint taxesô go into a common pool and are then divided among different levels of the 

government. For instance, the Länder are constitutionally entitled to 42.5 percent of the revenue 

raised on income tax, 50 percent of the revenue raised on corporation taxes and 53 (approx) 

percent of revenue raised on VAT. Länderôs share on VAT varies from year-to-year. 

Municipalities which are primarily regulated by the Länder governments are entitled to 15 

percent of the revenue raised on income tax and around 2 percent raised on VAT (Figure 4.1). 

 

Apart from joint taxes which constitute around 70 percent of the total tax revenue, the remaining 

proceeds are allocated to the Federation, the Federal States and the municipalities as their own 

tax source.  Länder have little tax autonomy. Their own share of tax totals 2-3 percent of total tax 

revenue. On the other hand, the main source of revenue of local governmentsô is grants that they 
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receive from the Länder government, on the part of financial equalisation mechanism. There is 

one interesting feature found in the devolution of taxes. Revenue generated from some of the 

Local Authority taxes such as trade tax and land tax are transferred to the Federation and Federal 

States
32

. The Municipalities own sources of tax revenue amounted to around 10 percent of total 

tax revenue of the general government (Figure 4.2). 

 

Figure 4.2 Contribution of Total Tax Revenue by Federation, Länder and Municipalities as 

per 2012 
 

 
Source: Federal Statistical Office 

 

3. Trends in Tax Revenue among Levels of Government 

 

The apportionment of tax revenue among different levels of the government has remained almost 

constant over the past decade. The federation generates the highest tax revenue  followed by the 

Länder and Municipalities (Figure 4.3). In the mid 2000s the Municipalitiesô share rose slightly 

from 25 percent in 2004 to 27 percent in 2008 while Länderôs share declined from 38 percent to 

37 percent. This shows that the role of the federation has remained dominant and generates  

around half of the total tax revenue in the economy. 
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