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Executive Summary

When monetary policies have not been deemed sufficient to dampen the cycles of an economy,
especially during aavnturn with the risk of an extended period of recession, fiscal stimuli have
been the tools for governments to intervene and-giakt the economy by altering demand in the
economy. This was seen in the face of the financial crisis of-@00&cross thevorld. 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 thedamwth economic
scenario faced by developing countries, fiscal consolidatiag in fact cause more lofigrm

harm than benefits. This debate is analysed in this paper in the context of fiscal policies in
Germanyand Indiai with Germany beingepresentative of developed economies and exemplary
fiscal consolidation implementatioma Indig 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@mskquentlyidentifying

low hanging fuit 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 buget. 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 rezgnt tim
when Germany was able to weather the financial crisis of-RO0® a much better way than

other developed counéts and emerged stronger. lbise of the few countriethatenjoya fiscal

surplus and low unemploymerste. India, on the hand, has dha history of rising government
expenditures and uncontained fiscal deficit, whicls kel to deteriorationin government
accountsFollowing the financial crisis, India fadea low growth environment, increased fiscal
deficit and high inflation, whicthas 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 countriesc ou | d l earn fr om e aheshpaper twii enighfight fiscad per i e
consolidation issues, identify areas for reform twmild lead to fiscal stability over the long

term in India andill provide an overview of the investment climafdndia.

Chief Executive and Director
ICRIER
Dr. Rajat Kathuria



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 mgnetds are primarily the
domain of Central Banks, the fiscal tools lie in the hands of government and-ipalieys.

Fiscal deficit is defined in this context as the difference between government revenues and
expenditures. In recent times, when the downto economies h&been severe and monetary
policies have been unable to attain objectives of boosting growth among othér polids-

makers have turned to fiscal tools to contain the extent of recessions. While the debate continues
on the multipliereffects of such measures and the timing of the same, thesectoisue tabe
deployedn thehope of fulfilling economic objectives.

Furthermore, since fiscal deficits have an impact on the balance of panitenésomes more
important in terms of pdmy 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 reserves to maintain the equaticend when both act counter
productively to a economy,this may result in payment crises, debt defaults or other
eventualities dependingon the approaches taken by countries. When fiscal deficits are
experienced by an economy, the build may negatively affect the growth prospects of the
economy. his debate gives rise to fiscal prudence wherein economies seek to keep the fiscal
deficit within a defined boundary by using fiscal tools available. What these boundaries may

be is debatable. While some look towards a fiscal balance, others advagag¢ec@ntof deficit

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

This paper attempts tmentify the major fiscapolicies thathave historically had an impact.

With debdes and impacts being different arguably for developed markets and emerging markets,
the paper tries to draan analogy to these by looking at fiscal policy changes and its impact in
Germany (as an analogue to developed markets) and similarly, undegaaarth exercise for

India (an analogue for developing markets). Further, the paper attemmtveaeeper- from

the central to state and local government leved identify the major fiscal policy changés,
betterunderstand these fiscal policiasdto analyse the impact of these changes. To conclude,

! These objectives differ for different countries but have similar underlying principles of economic growth,
exchange stability, price stdiby and higher employment. Additional objectives may or may nahbsame such as

credit control, reduction in inequalities of income and wealth, creation and expansion of financial institution
promotion of fixed investment, restriction of inventorigsomotion of exports and food procurement operations,
desired distribution of credit, promon of efficiency and reduction of rigidity.

2 Based orm paper by Douglas BernheirBudget Deficits and the Balance of Tradetional accounting can be
shown tobe 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@mestic borrowing or domestic debt)

1



the paper attempts to highlight a fpwlicies thathave had good and adverse outcomes as a basis
to critically analyse the policies in the given economic scenario.

To sumup, this studylooks at thefollowing areas which have contributed to the current fiscal
situation of both countries:

e Trends inGovernmentAccount for Germany and India Combined, Federal, State and
Local level

e Expenditure and Revenue componaritthe GovernmentAccount for both contries
e Financial relations between Centre and State

e Fiscal Policies which hee had asignificant impact on Germariy Pension reforms and
Labour market reforms

e Fiscal Policies which hee hal a significant impact on Indid Fiscal Responsibility and
Budget Management (FBM), Value Added Tax (¥T), Direct Tax Code (DC) and
subsidies

e Tax Administration
e Subsidies

e Debt

It should be noted that due to very different economic and social structures for both countries,
comparisons are unlikehHowever, due to sirarity 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 ifieeestare

areas for improvement anéarning within the tax administraticas well However, other areas

provide less insight towards mutual learning on the fiscal front. On the monetary front,
Germanyods capital account convertibility, ope
of AAA ( S&P) against |l ndi ads | ack of <capital ac
and a rating of BBB(S&P) render comparisons futile. To conclude, the papéants outthe

differences between the countrigdentifies the advantages and disadages faced by various

policies which have had significant impact on the econand/comments on the policies in the

near futurghat needo be undertaken.

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

The Global FinanciaCrisis (GFC)wasprecipitatedoy the collapse of Lehmann BrotheWhile
signs of deterioration in asset qualities were being seen earlier, the bankruptcy of Lehmann



Brothers marked a significant change in the avditglof liquidity in the market. It esalated 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 recessidhe advanced economémallying

markets and the corrections seen pointed towards a sawere depression thdahe 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 thél swver effects of individual actions in a global, inter
connected financial system, coordinated fiscal stimulus packages were unl@dshetsuing

drop in growth rates and rising unemploymentdednconservative countries such as Germany

to stretch tis balance sheet (Shome, 2012) to rescue failing banks and revive economic growth.
These stimuli in addition to recapitsdiion of banks, purchase of toxic assets by governments as
wel | as deterioration in qual infiscalpdsitioacea et s pl
risky precipice. An explosion of sovereign debt in peripheral economig®iBuro zone has
already been witnessed with subsequent erosion of the concéjkefee sovereign bonds
leading to enormous badluts such asn Greece The peak of the GFC and the subsequent
6sover efhanintensifiedshe debate over the kind of fiscal policies to be implemented
stimulus or austerity? (Corsetti, 2018upporters ofiiscal stimulus argue that recapitatig

banks and purchas# 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 bailuts of distressed banks and financial institutions without

an orderly mechanism would lead to moral hagandhe financial markets. Further, they argue

that spendindpased adjustments are less recessionary dhthavie positive impact on growth.
Hence, they propose spending cuts along with easy monetary policy and appropriate structural
reforms like liberakation of goods and labour markets.

2. Germany and itsPolicies

Ger manyods fiscal p edutd is rinstigutiorts dhatl indposé #scaladisdipline.b u t
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 pllars: budgetary target, strictly limiting debt control, balancing the expenditures and an

% 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 exceededtth&Riebhtios

which were set as norms to be part of EU due to manipulative accountirdisotzsureas was the case Gfreece

-thusl eading to concerns over the existencoceutodf bnyo npertoawiyd i
loans by the rest of Eope 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 fiscahsmlidation can choke growth leading to unintended consequences.
Historically, fiscal consolidation has been backsdhigh growth. Implementation ia low growth environment

creates natural political disincentivesdeeconomic rationalés requiredto evduate the speed of austerity needed to

sustain unhindered growth in the economy.



independent fiscal council (BernadettdGyongyi,2012). Germany has instituted a strong
system to ensure fiscal discipline along these lines:

¢ First, the GolderRule initiated in 1969 allowed deficit financing only for capital investment
and strictly forladefinancing current expenditure;

e Second, debt brake limits introduced during the GFC 2@)&llowed the federal (Bund)
and the state (Lander) governmentsuio cyclicallyadjusted deficits with clear guidelines
redue the deficitfrom 2011 onwards andto strictly balane the budget from 2020 onwards,
barring catastrophes and recessions;

e Third, The German Council of Economic Experts (SachverstandigemrBegutachtung der
gesamtwirtschaftlichen Entwicklung), an independent academic body, is mandated to assess
the macroeconomic situation and forecast public finances to ensure fiscal transparency and
sustainability

e Fourth, the federal government is alsmnstitutionally constrained from making any large
fiscal commitments i.e. the first Greek rescue package anButmpean Financial Stability
Facility (EFSH had to be upheld by the Constitutional Court that these initiatives were
compatible with German B& Law.

Germanyo6s commitment to adherence of tihe pro
Council Regulation on strengthening of the surveillance of budgetary positions and the
surveillance and coordination of economic policies have had a prutfeot en the fiscal

bal ance. The guiding principle of tpioeged eder a
strategy consisting of structural consolidation of public budgets of cyclical and temporary
effectsand strengt heni ricggrov&ke poterdgiaf y adslitior 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 anulined objective pursued with the planned modsation of the federal system of
budgeting and accountinghese principles render Germany an ideal case study to understand
fiscal policies undertaken and its implied effecttba economy sincehe Germangovernment

does not have an independent monetary authority owing to the EufdpeataryUnion. Going

forward, it should be noted that Germany comprises of 3 layers of government: Federal, Lander
and Commune. We wuse the ter mafento bllahg yhredil&ersn er al
combined rather than just the Federal level of the government.

3. India and its Policies

l ndi ads public finances wer e poaacahservdtive tiscal i | t h
policy. There was a surplus in revenueceipts of the central government over revenue

* Fiscal and Economic Policerman Stability Programm&ecember 2008
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expenditures which helped in financing of deficit ¢ime capital account of the central
government. Subsequently in the ndil80s fiscalprudence was abandoned, rasgjtin sharp
deterioration in the publidinances of the Indian economyhe eruption ofthe balance of
payment crisis in 199tbtally devastatethe fiscal situation of the Indian economy. In response

to the crisis, the government undertook a series of structural economic reforms, which re wide
known as economic reforms of 1991 which brought down the fiscal déferit around 9
percent in 198®1to 6.5 percent of GDP in 199%7. However, the fiscal improvement after the
economic reforms was discontinued durithg late 1990s as a mixed rgmnseto unstable
coalition governments in India and eruptiortlod Asian crisis in 199,/Awhich furtherdebilitated

the growth of the Indian economYo break this trend antb bring fiscal prudence, the Indian
government introduced the Fiscal Responigibdnd 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) tife European Uniongnacted in 1999yhich aimedto bring

down the central g@rnment fiscal deficit to 3 percent of GDP by 2B with an annual
reduction target of 0.3 percent of GDP per year. Further, the FR&8Margeted a zero revenue
deficit and primary surplus by 20489 . The targets | aid down in
fiscal responsibility legislations of the states were achieved in@80& year ahead of schedule,
except for the Centrebds fiscal and revenue de

These targets were mechanically achieved, compressiagtiesexpenditure on infrastructure,
health and education, while maintaining subsidies and loan waivers. However, the fiscal situation
would not look hat favourablef the off-budget bonds on oil arfértiliser areincluded in those

years. In the run ufp the elections, the Indian government couldauitereto the seltimposed

rules on spending cytand thisagain widenedhe fiscal deficit (Buiter and Patel, 2010). The
fiscal situation was reversed sharply in 2@ as the government undertook a nembf
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 confrontingindolicy makers. The fiscal
situation is expected to improve now as the government has brought back its focus on fiscal
consolidation inthe 201213 Union Budget. Fiscal reform&én government expenditure have
started to facilitate shoeterm fiscal consadlation. However, uncertainti@emainon the revenue

side of the government. For instance, the situation on-pemgling direct and indirect tax
reforms willonly get chrity afterthe general electionm 2014

4. Future of Fiscal Prudence & Consolidation

Moving the discussion to fiscal prudence, it has been revealed that fiscal risks and buffers
required to proteatconomies fronerises are much larger. For example, headline fiscal surpluses
can mask large structural deficits during asset price bpandscontingent liabilities stemming

from large internationallgonnected domestic banks can dwarf reported public debts (IMF).



Earlier fiscal sustainability assessments were conducted on headline fiscal balances and debt
ratios. In light of the crisis, thibas been expanded to account tfee underlying (structural)

fiscal position to also ascertain the probability of events that could threaten fiscal sustainability
and the speed with which marketsd perchleptions
ratio fails to reflect contingent liabilities which are often underestimated until they materiali
(lrwin, 2012). This argues for a much | ower O
the crisis (Ostry and others, 2010; Blanchard, Mauro,mdl | 6 Ar i cci a, 2013) .
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
othes, 2010). The crisis has promptedeasch into measures for fiscal space as Aizenman and
Jinjarik (2010)do so by usinglebtto-revenue ratio as a simple measure of fiscal spelciée Bi

and Leeper (2012) propose the notion of cousprgcific fiscal limitsdef i ned as o6t he
which for economic and political reasons taxes and spending can no longer adjust tee stabili

debtp 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 projectedatitelind 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.@. the fiscal limit andthe interest ratgrowth differential (¥

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 coesira target of bringing gross

debt down to around 5@ercentof 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 arouid ldeels of 7880 percentof 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 differaitbetween the growth rate and the interest rate is also an
important determinant of loaggrm sustainability, with higher interest rates on government debt
relative to growth rates implying a need for more fiscal consolidation (OECD Economic
Outlook). Basd on a crossountry panel analysis, Alesina and Ardagna (1998) argue that
frontloaded fiscal adjustment: (i) maxisas debt reduction, since the earlier a country achieves a
high primary surplus, the higher would be the cumulative primary surplusehemdote the

more debt reduction; (ii) miniregés corporate and household uncertainties about (future) fiscal
consolidation needs, which would otherwise weigh on private demand; (iii) boosts market
confidence (especially in countries experiencing sovergigss) and lowers government yields,

with knockon benefits for both fiscal indicators and private investment; and (iv) is associated
with higher longterm growth and more durable debt reduction. But the choice of appropriate
speed of adjustment has toigle the costs (i.e. adverse shorh effects on growth) against the
benefits (i.e. reduction in sovereign risk) of a faster adjustment. This is supported by the view



that excessive frontloading can hurt growth to the point that it undermines social lgicdl po
cohesion, and weakens rather than strengthens market confidence (Cottarelli and Jaramillo,
2012). In sucla scenario, the frontloading efforts might be sigfeating. According to Eyraud

and Weber (2013), the initial level of dabtGDP ratio musalready be high and the negative
growth impact on the denominator of the debGDP 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 prudendakescenterstaga
debates among policy makers. A continued high fiscal deficit is viewed as unsustainable and
hence, fiscal consolidation is another area of discussion to atseseed as well as the
mechanism for implementing these changes in the weak growth environment being faced
globally.



Chapter 2  Fiscal Situations

Fiscal policy plays an important role for macroeconomic staliitin in Germany as well as in
India. Thelarge 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 awatanopolicy being

a member of Eurozone. Similarly, it helps in fulfilment of multiple objectives in a developing
country like India where means of earnings are less than ways of spending.

In the wake ofthe global financial crisis and Eurozone crisibe role of government in
management of public finances from fiscal stimulus to fiscal consolidation has turned out to be
very pertinent. The Indiagovernment announced many stimulus packages, which helped in
stimulating domestic demand and thus growtbwever, expansionary fiscal policy deteriorated

the public finance of the government and caused the ratio of gross borrowing to GDP to reach
approximatelyl0 percentin 200910 from 4.0percentin 2007%08. Likewise revenue defiGito

GDP substantially rasto 5.7percentin 200910 from a minuscule revenue deficit of @@rcent
toGDPin200MW 8. Wi th househol d sect or @erceritof GDiPNn c i al
there were fears that borrowing of this magnitude leaves very little savings avéialbe
corporate sector. This exerted significant pressure on interest rates. Now, fiscal consolidation is
major goal for India; it is committed to achieving fiscal sustainability.

Germany has been known for following cautious and responsible fisdamanetary policies

with its main focus on price stability. However, the fiscally conservative countries like Germany
found their balance sheet stretched in the wakéhefglobal financial crisis (Shome 2012).
Financial support was provided to finangjatlistressed economies tife Eurozone in forms
such as recapitattion of banks and purchase of debt and equity in distressed financial
institutions which resulted in substantial increase in fiscal deficit and publif drelermany,
fiscal deficit ingeased from 0.percentof GDP in 2008 to 3.percentin 2009 and 4.percentn

2010. Public debt increased from 6@&centof GDP in 2008 to 82.percentof GDP in 2010.
However, Germany returned to a course of fiscal consolidation in &9d Wwitnesse a sharp
decline in fiscal deficit in 2011 itself and fiscal surplie followingyear.

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 anafysends and patterns

over the last three decades (198112) 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 oistal trends in Germany is based on annual time series
corresponding to the calendar year (1 January to 3&rbDlee). The data is drawn mostly from

® Excess of revenue expenditure over receipts is termed as revenue deficit.
® Public debt and governmedebt are interchangeably used.
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Bundesbank (Central Bank) of Germany &atastream of Thomson Reuters. In the subsequent
section, fiscal #nds of India are discussed on the basis of annual time series corresponding to
the fiscal year (1 April to 31 March). The da
Handbook of Statistics on Indian Economy and Annual Reports and National Ac&iatistics

published by the Central Statistical Organisation (CSO).

1. Trends and Patterns of Fiscal Variables in Germany

Our period of study starts frothe 1980s but to understand how large accumulation of public
debt has been taking place in a fisgalbnservative economy like Germany, did not ignore
trends and patterrd the pasfew decades.

After the traumatic experience of the hyperinflationtbé 1920s and World Wall, Germany
followed cautious and responsible fiscal and monetary polif@eassing mainy on price
stability. Public debt was also controlled and maintained at belowe26entbetween 1950 and

1970. Howevertheoil shock ofthel 9 706 s after the formation of
economy. The changes in the constinél borrowing limits for the central government at the

end of the 1960s, allowethe government to maintain macroeconomic equilibrium through
public expenditure (Bundesbank 2010). The rise in public expenditure through borrowings
increased public debtharply; nevertheless it remained below @gércenttill the late 1990s.
However, two major events: the unification of Germany in 198%lamdlobal financial crisis of
200708 resultedn sharp deterioration ahe government balance sheet (Figuré)2

Figure 2.1  Government Debt in Germany
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After the unification of Germany in 1989, centrally planned wueteloped eastern Germany

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

for the development of palic 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 chall
overopti mistic forecasts <claimed than fuinndnciang
which could be refinanced by increased tax revenues of the following expected unification boom.
However, after it became clear that an independent andirsatidng 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 east 0 haéidraoea putoe r |, 20
bea major factothatresulted inalarge increase of government debt (Hagen & Strauch 1999).

Furthermoresi nce pension c¢l| ai ms wer ehighei coendersiororate he r ¢
for wages and pensions resulted in higher social security dendatditionally, the full
extengon of unemployment insurance also raised the social security expenditure. Public
expenditure othe generalgovernment increased sharply from 4Bdrcentof GDP in 1989 to

54.8 percentof GDP in 1995 (Figur®.1). Part of the transfers were financedrhigsing taxes,
however,a significant portion of it was financed through borrowing (Siebert 2004). Germany
recordeda fiscal deficit of 9.5percentof GDP in 1995, which culminated ia significant
increasein public debt. Debt increased from 41p8rcentof GDP in 1989 to 55.percentof

GDP in 1995 and 60.percentof GDP in 2000 (Figure.2). While analging public debt i.e.
general governmerdebt, we realised that would bemeaningfulto look at the distribution of

debt among central (federal), ggstLande) and local governmen{seeAnnexure2).

2. Inception of Euro and the Global Financial Crisis

With the formation othe Eurozone in 1999 Germany entered into a Stability and Growth Pact
(SGP) to ensure fiscal disciplinejth the aim for thegeneral governmenb stay within the

limits of government deficit and debt up to pgercentof GDP and 60percentof GDP,
respectively. These limits were applicable to statgmnde) as well. However, limits were
breached for three years in a row, startirgn 2002.This was mainly a response to sluggish
economic growth that declindaly 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). lgh growth rates in 2006 and 208idbuoyant revenues as a response

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

" With the inception ofthe third stage of the Economic and Monetary Union (EMU) or introduction sihgle
currency in 1999the founding fathers othe EMU introduced the institutional elementtime formof the Growth

and Stability Pact (GSP) to safeguard against fiscal profligacy, and for better economic coordination and
management amongEurozone economies. The Pact was signed by 12 member statesknfrdzene including
Germany. As per the GSP all the member steéemot run annuajeneral governmernteficits and debt beyonsl
percentof GDP ands0 percentof GDP, respectively.
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this resulted inan improvement of public finances. Moreover, a surplus in fiscal balanse wa
witnessed in 2007 arslibsequemegigible deficit in 2008 (Figure .2).

Figure 2.2 General Government Revenue and Expenditure of Germany
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The improvement in fiscal balances prior to the cngeakenedamidstthe 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 institutiohahle2.1) resulted in substantial ireases in

fiscal deficit and public debt. Fiscal deficit increased from 0.1 percent of GDP in 2008 to 3.2
percent in 2009rad 4.1 percent in 201@Figure 2.2). Public debt increased from 66.9 percent of
GDP in 2008 to 82.percent of GDP in 2010F(gure 21).

11



Table 2.1 Financial Sector Support in SelectedAdvancedEconomies
(Percent of 202 GDP, except where otherwise indicated)

Impact on gross public debt al Recovery | Impact on gross public debt ai
other support other support after recovery

Belgium 7.6 2.90.6 5.1

Cyprus 100 0.0 100

Germany” 128 19 109

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 28)1

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

which financial sector support by sualtional governments is also included.
! Cumulative since the beginning of the cidsistest available datap to August 2013.

2 Supporthereincludes the estimated impact on public debt of liabilities transferred to newly created

government sector entitied percent of GDP), taking into ament operations from the central and
subnational governmentSincepublic debt is a grosgem and not nettedhis neglects the simultaneous

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

perent of GDP, which was recorded as deficit.

Figure 2.3 General Government Revenue and Expenditure of Germany
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3. PostCirisis: Fiscal Rules and Consolidation

The global financial crisis underscored the needtrengtheninghe fiscal policy framework in

the European Union. European fiscal rules were revised and few national rules were also
envisionedo guard against future crises. Germany complied with all the European fiscal policy
requirements. To begin witgermany enshrined the debt brake into itsstibution in 200%and

aligned with the principle ofhe Stability and Growth PaqtSGP) According tothe Pactthe

federal government must restrict its structural deficit to 0.35 percent of GDP by 2016 and the
16 Lander(states) must balandheir budges 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 easiefor public sector financing.

In 2011,the SGP was reinforce@herebya benchmarkvas introduced to redu@ excessive debt
to-GDP ratio anda more rigorous system of sanctionas implementedSpecifically, payments
made out of certain EU funds were tied to sustainable fiscal policies. Each member ttate of
Eurozoneset its own mediurterm budgetey objectives (MTOs) and Germany skeé 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 stéi@geto be in balance or in
surplus. This goal will be fulfilled even if their annual structural government deficit does not
exceedthe thresholdlevel of 0.5 percent of GDP. Also there is a mechanismauwtbmatic
correctionthat is put in placén the event ofa deviation from the balanced budget. It is also in
line with MTOs stated ithe SGP. TheFiscal Compact will be operational d@lhe constitutional

level of member states within one year aftertthaty is enforced,e., by 1 January 2014.

It is worthy to note that Germanyas able to abrogate fiscal deficit in 2012 and recorded a
surplus of 0.2percent of GDP Kigure 2.3). The general governmeats st ructiur al
adjusted for cyclical and oraf effectsi stood at 0.4 percent of GDReflectinga remarkable
improvement in fiscal balance and accomplishmenthefmediumterm budgetary objective.
Moreover, structural balance improved more than actual fiscal balance (taking dathl @and
noncyclical effects). Fiscal corrections can be attributedht® momentum in profit taxes,
moderate annuad pension increases, lowkabour market spending, the phasiogt of the

2009 stimulus programeand low interest rates (Bundesbank 2013).

Howeve, 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
ecoromies, particularly Germany. Demand for more bailout from countries facing the banking
and sovereign debt crisis will deteriorate the fiscal healtla sfowing German economy.
Recapitalsation of Spanish banks is still a contentious issue. If GermadyFarand fail to
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persuade other members against the retroactive direct bank resapitalfor Spanish banks,
then the burden will fall disproportionately on Germany.

Figure 2.4 Proportion of Major Expenditures in Germany
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Runaway debt cannot temtirely 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 importanvet 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 rams around54 percentin 201ZFigure 24). The ncrease has
primarily been due tounification. However, like many advanced economies, the potential
increase in social security expenditures becausana@geing population has become a major

concern for Germany.

4. Trends and Patterns of Fiscal

Until the early 1980sL ndi a6 s

Variables in India
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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 thaigovernment had to borrow at

home and abroad not just to finance its capital expenditures swtrevenue expenditures.
During the second half ahe 1970s(197580), the average combined gross fiscal deficit of
centre and states wasmere 5.4percentof GDP’ whereas itrose considerably to around 7
percentof GDP in the next five years. Furtherraprthe public finance of the government
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deteriorated in the face of fiscal expansion of the 1980s. The average quingennium gross fiscal
deficit, in the periodl98590, rose to 8.@ercent compared tbpercentn 198685 (Figure 25).

In 199091 when thendian economy was hit bg balance of payment crisis, the gross fiscal
deficit and current account deficit ballooned to a record high gi&dentof GDP and $ercent

of GDP, respectively. High level of fiscal deficitsas also mirrored in large accuration of

public debt. The average of five years of combined debhe€tentre and states starting from
198081 stood at 5percentof GDP while in the next 5 subsequent years, the average ratio rose
unprecedentedlyo 66 percentof GDP (igure 26). Along with high external borrowings,
weakening othe financial sector, an overvalued exchange rate and Heawged regulation of

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

Figure 2.5 Fiscal I ndicators of the Combined Centre and States percentof GDP)
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The government undertook a series of structural economic reforms, which are widely known as
economic reforms of 1991, to faoéf the balance of payment crisis. iftcluded openingip
internationaltrade and investment, dismantling of industrial licensing, initiation of privatisation,
abandoning of fixegtxchange rate, tax reforms and inflat@mtrolling measures. The fruits of
economic reforms were visible primigrduring 199297. The high growth rate of 6gercentin
199297 reflected in the improvement tife fiscal situation and external position of the Indian
economy. The gross fiscal deficit was brought down to 6.5 percent of GDP iROT98a@m
around 9 pearent in 198&01. Similarly, primary deficit, the fiscal deficit less interest payments,
fell sharply from 5percentof GDP in 198691 to 2percentin 199297. On the other side,
revenue account of the combined centre and states experienced a shem@auete as shown in
(Figure 25). Of revenue receipts, tax revenues to GDP declined fromp¥Escgntin 199192 to

13.9 percentin 199697. This happened possibly due t@a@ncurrent reduction in import duties
from 110 percentin 199293, to 85percentin 199394, to 65percentin 199495 and to 50

® Acharya (2002)Ahluwalia (20®), Joshi and Little (1996)
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percentin 199596. Therefore, it suggests that improvemerthafiscal situation was attributed
to a reduction in the combined capital expenditure to GD&dignificant 5 percentage points in
199297 from 73 percentin 198691.

Figure 2.6 Debt of the Centre and Statespercentof GDP)
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5. Poor Fiscal Performance during 19972003

The fiscal improvemenafter the economic reforms, particularly in 1992, was not sustained
thereafter, due ta mixed response of unstable coalition governments in India for three years and
the eruption ofthe Asian crisis in 1997 which debilitated the growth of the Indt@onomy.
Moreover rise in salaries and pensions of cen
of implementation of the Fifth Pay Commission recommendations caused massive increase in
combined nofrdevelopmental revenue expenditure frés. 1.9 trillion in 199899 to Rs. 3.2

trillion in 2002-03. Furthermore, low tax revenue buoyancy as a result of faltering growth rate
led toa sharp rise in revenue deficit as a share of Gkore tharb percentin 199899 and

stayed at tis level for the next four years. Similarly, deterioration in revenue accowats
mirroredin thefiscal deficit. It again attained peakrate of 9.6 percentof GDP in 200102 asit
haddone san thelate 1980sTale 22).

The impact ofthe sky-high fiscal deficit was totallyeflected inthe total government dekib-
GDPratioduring 19972003. Combined outstanding liabilities of the centre and states ballooned
to 83 percentin 200203, from 67percentin 199899. In particular, domestic liabilities of the
central government s by 27percentin 200203 from 46 percentin 199899. Noticeably,

| ndi ads t o t-taeGDPaeclinedrthnoaghoutdhe bforementioned period and reached a
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low level of 8percentin 200203 (Table 22). This level of debt is quite low as per stari$aof
other developing countri€s Surprisingly, outstanding liabilities of all states of India taken
together experienced an upturand rose sharply to 3lpercentof GDP by 20023 in
comparison to 2percentin 199798. The cost of rise in debt was p#al in terms of high real
interest rates and crowding out of private investment, which averagqueicéntof GDP in
199297, compared t6.8 percent in 1998003 (Figure 27).

Figure 2.7 Gross Investment by Private and Public Sectorgpgrcentof GDP)
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Table 2.2 Deficit and Debtl ndicators
Average
199297 | 199798 | 199899 | 199900 | 200001 | 2001-02 | 200203
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 ctiiegohange rates.

19 joshi and Little (1998) India Macroeconomics and Political Economy-1964

17



Despite the faltering fiscal performance of the Indian economy in-2003, many significant
reforms in the sector of telecom, finance, insurance and highway infrastrioziknglacefrom
1998onwards. Furthermore, reforms in indiregx 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 18@0e put in placat the end of the
decade. The impact ttiese reforms was significantly visible in the next detade

6. GoldenYears ofGrowth and Fiscal Consolidation, 20032007

After sluggish economic growth in the second half of 1990, the Indian economy entered into a
higher growth trajectory, achieved a donbus 8+percenigrowth rate during 2002008, except

for the year 200405. India faced a significant investment boom in the aforementioned period
when the ratio of investment to GDP sharply rose from almostp2scentin 200203 to 38
percentin 200708. 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 targetdhi®iCentral
government such as reduction of fiscal deficit tpeBcentof the GDP by 20089 with annual
reduction target of 0.Bercentof GDP per year. Similarly, revenue deficit had to be reduced by
0.5 percentof the GDP per yeaand by 200809 the deficit waso bewholly eliminaed. The

fiscal discipline imposed by the government helped in contaittiegdeficit of the central
government.

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

Average | 200304 | 200405 | 200506 | 200607 | 2007%-08
199803
Gross Fiscal deficit 57 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

Source Reserve Bank of India (RBI)

As shown inTable 23, fiscal deficit d the central government reduced markedly togeEcent

of GDP in 200708; it hadreduced more than the FRBM target and that too beforneréseribed

time. Similarly, revenue deficit saw a continuous decline during -22008 and touched 1
percentof GDPin 200708, thoughit wasnot 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. Simultaneouslg, reveipts
increased on account of higher tax receipts whiletagnevenue declined. Gross primary deficit
turned into surplus in the abeweentioned period, barring 20@®B. However it is essential to
mention here that there were other factors resptengor reining in fiscal deficit such as

1 callaghan, M et al (2014)
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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

tax2.

Figure 2.8 Net Tax evenue®™ (Central Government) | ndicators as aProportion to GDP
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Coming to the State level FRBM Act, with the recommendations tbe 12" Finance
Commi ssion (FC), many states enacted AFi scal
08. The 12" FC tried to motivate states to achieve fiscal consolidatioough 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 endorsemeRRbf many states could
achieve fiscal consolidation through reduction revenue expenditure and improvement in
revenue receipts. Implementation of stigeel value added tax (VAT) in 2005 led to higher
collection of stat es tdedoascading af taxes. Eontemousedsclingin n ¢ e
revenue deficits and fiscal deficits facilitated states to reducepramiuctive expenditure and
increase allocations towards priority aréag\ll the aforementioned favorable factors led to
considerable progrs s i n b r i n gdefinitg untl 20G708 (Tallea2d).e s 6

2 callaghan, M et al (2014)
BWearereferring o Centr al Government 6s tax revenue after devol
14 State Finances : A Study of Budgets
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Table 2.4 Fiscal Position of State Government in PostFRL Period (as a percentof GDP)

Average 19983 | 200304 | 200405 | 200506 | 200607 | 200708
Revenue Deficit 2.59 2.30 121 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 tay 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 Irid (RBI) & Indian Public Finance Statistics 2012

The improvement inthe fiscal situation otthe central government as well as state government
improved thecombined deficits of central and state governments. The burgeoning fiscal deficits
during 19972003 registered a continuous declingha postFRBM period, 20038, and stood

at 4 percentof GDP in 200708, thelowest ever since 1980. Similarly primary deficits turned
into surplus for two consecutive years, starting from 200&nd revenue deficgtoodclose to

zero in 200708 (Figure 2.5). These trends are discernible in public sector savings which rose to
5 percentof GDP in 200708 from marginal dissavings of Op2rcenin 200203.

Consolidation in combined deficits of central and state igoments mirrored in combined debt
during 200208. The total outstanding liabilities tife general governmentereslashed from 77
percentof GDP in 200304 to 67percentin 200708 and continued to decline thereafter because
of high nominal growth ratesThe proportion of sovereign débto GDP has been lowand
hovered around percentin the past 5 years.

7. Global Financial Crisis and Post-Crisis Fiscal Consolidation

Fiscal consolidation during 2048 reversed in 20089 as a responde discretionary ikcal
expansion of the government in the form of farm loan wajvexpansion 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 Comraad subsidies

for food, fertiliser and petroleum. Further, the onsettloé global financial crisis (GFC) in the
second half of 20089 forced the government to adopt an expansionary fiscal policy to
safeguard the economy from spillover effects of @C. 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@uppe banking sector in India in the
form of financial bailout or injection of capitak was done with theanks of the US and Europe.
Its objective was to spur aggregate demand to maaithie effect of crisis through discretionary
countercyclical fiscal policy. Nevertheless, there was an accommodative monetary policy in

5 What we implyfrom sovereign debt is that proportion of totgneral governmerdebt which is raised by a
national government in the form of foreign currency.
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place to stimulate private investment but due
could not provide the required fillip topthe falling aggregate demand. Thus fisegbansion

augmented aggregate demand and as a result the contribution of government expenditure to the
incremental GDP at market prices surged from aroupér8entin the first half to 8Qpercent

during the second half of 20@®° (Figure 2.9). However, # the aforementioned factors
deteriorated the finances of the government. To be prébse,e nt r a | government 0s
shot up to épercentof GDP in 200809 against 2.fpercentin 2007408 and even higher to 6
percentwhen the offoudget itemsike petroleum anéertiliser bonds were included éble 2.3.

Figure 2.9 Relative Contribution of Government Consumption to GDP Growth
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The expansionary fiscal stance continued in the next, Y0910, and helped in containirige
economic slowdown in the shedgrmi this wasreflected bya jump intheeconomic growth rate

by around 2 percentage points from its presiperiod Figure 29). Consequently, fiscal deficit

of the central govement sharply rose to 6fercentof GDP,the largest in the decade atius
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 éBcil d
While the otherview is that as huge public debt and deficit cause sovereign insolvency and raise
sustainability issues, fiscal austerity could be the right niovéscal consolidation. In terms of
India, despite the fact that fiscal balancesédawontinuously bendeviating fromthe FRBM Act

since the eruption ahe GFC, the probability of sovereign debf crisis is very low. Unlike

18 Report on Currency and Finance, RBI (2013)
' Whatis implied bysovereign debt ishen asignificant propoiibn of total debt issued by a national government
isin the form of foreign currency.
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many advanced economies most of the public debt in India is domestically held, prioyarily
public sector bankHigh inflation also reduesthe 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-g#ont volatile capital inflowgo finance
current account defi¢t Due to large fiscal deficits ana high inflation rate, the RBI has
followed a hawkish monetary policy stance, particularly during 2011Go 201112. It has
primarily hurt the growth of private sector credit, weakemeeestment and thereby overall
economic growth.

The government brought back its focus on fiscal consolidatitimeir01213 Union Budget and
targeted to achieve 5gdercentfiscal deficit of GDP,which wasrevised to 5.3ercentin the
mid-term review. To provide a roadmap for fiscal consolidation, a committee under the
chairmanship of Dr Kelkathat was formed in the beginning of 2012, submitted its report
Sepgember3, 2012. The committee recommended ways to augment more revenues as well as to
curb wasteful expenditures. On the revenue side, medarm fiscal consolidation measures
include raising the tato-GDP ratio by implementing Direct Tax Code (DTC) and unified Goods
and Services Tax (GST). Although, these critical tax reforms are already timele
government 6s consideration, their schedule of
total expenditure, a combination of plan expenditure and-pteom expenditure was
recommended. Cut in subsidy bill was strongly recommended since iftgt@sstround one

fifth of non-plan expenditur€. Subsidies on petroleum, fertliliser and food form around 90
percent of the total subsidies. Therefore to facilitate stiertin fiscal consolidation, the
government has taken steps on the expenditure siadeirto its burgeoning subsidy bill by
deregulating diesel, limiting the supply of subsgdi cooking gas consumption and ratiosiag
thefertiliser subsidy.

Going forward, there is a need for prudent fiscal consolidation since consumer price inflation ha
been hgh, more than what is withithe comfort zonef 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 fromde&entof GDPin 200708 to 4.8percentin

201213, 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?®.

18 Kelkar Committee Report 2012

¥ Total expenditure = Plan ExpenditureNen-Plan ExpenditureThe former is spent on creation of productive

assets through Centralponsored programmes and flagship schemes, while therefitrs to all other expenditure

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

2 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 ondéegflobal financial

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

able to limit the fiscal deficitand moreover, exhibitec surplus in 207. 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 debto-GDP ratio. Howeverndi aés trend shows a decl in
ratio, particularly after the outbreak thfe global financial crisis. Resilient growth rate and high
inflation providedacus hi on to I ndiabés debt to GDP ratio

Indian eonomy inthe nearterm may pose some threat to sustainability of the debt.
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Chapter 3  GovernmentBudget
1. GovernmentBudget of Germany

The Government Budget of Germany is divided into revenue and expenditure. Further
breakdown of the revenue and expi&m@ is shown below based on the OECD statistics:

Figure 3.1Classification of German GovernmentAccount

Revenues
|
Taxes Social Qurrent and Capital Other
contributions Transfers revenues
A\ 4 A\ 4 A\ 4
Indirect Direct Capital —» Sales & fees

—» Property income

Other subsidies on
—>| production

Expenditure

\ 4 A 4 A 4 A A 4 A 4 A 4 A 4

Compensation Intermediate Subsidies Property Social Other Capital Gross
of employees consumption income benefits current transfers capital
transfers formation

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

Upon analysis of the revenue side of Germfragn 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
Annexure3.1. The conclusion from the revenue graphs is that Direct Tax has declined over time
either due tadecline in the rates or contraction of the revenue base. Furthermorejran#te
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expenditure statistics presented in AnnexB& we see stable expenditure levels at Federal,
Landeras well as Local levels but an overall reduction in the expendauet &s 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 Refo20800 which was put in place aiming at a
sustainable improvemem 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 Adin addition, under the Tax Reform 200Bge government
focused further relief of ~DM 62 billion up to 2005 on dependent employees, families and small
and mediurrsized business. Of this, ~DM 33 billion went to private households, DM 23 billion

to small bumess and ~DM 7 billion to largscale enterprises. Under the reform, the corporate
income tax was reduced from f#@rcent(on retentions) and 3fercent(on distributions) to a
standard rate of 2percent The system of full imputation of corporate incotag was replaced

by the halfincome system. For unincorporated companies, relief was provided by allowing trade
tax to be credited in a standaetl form against the income tax liability. The posform tax

charge on corporations in conjunction with #athx amounted to 38.percentwhich is
considered in the middle range by international standards. Further the basic rate was reduced in 3
stages up to 2005 from 22pgErcentto 15 percent personal allowance was raised from DM
13,499 to DM 14,98%nd thetop rate of income tax was brought down frompgtcentto 42
percent This reform explains the structural shift in government budgets duringZI0Owith
everdecreasing ramifications till 2064.

The remarkable change in the government budget of &grmhich weathered the financial

crisis of 2008reasonablywell 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 undertak 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 Thesecoincidentally took effect at the opportune time of the crisis
from which the whole world was reelingnd somewhat to a lesser extent to the taxation climate
change mentioned above.

2. PensionReform in Germany
Since 1945the German pension system espoused the principles of equivalence (a relatively

strict link betwea contributions and benefits) and income maintenance based on the male
breadwinner model. Since unemployment was low among elderly, the retirement policy was a

2 Bundesministerium der FinanzeBerman Stability Programm@&001
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success. Fiscal sustainability was not a big concern and contribution rates were adjusted
accordngly to match the expenditureg.

Post the German unification, the fiscal aspects of the system arose. Reduction in the burden of
state and stable future contribution rates gained cetage. The 2001 Reister and 2004 Rurup
reforms were attempts to Ifilhe shortfalls in public benefits with increased occupational plans

and individual savings. But this was effective in unsedi sectors under collective agreements
leading to the shift fronan occupationally fragmented system that protects individuais fr

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).

Box 31
Is the adjustment to the pension systenafr?

The change to the pension system in addition to the extension of the retirement age t
problems associated with the demographic change in Germany has ramifications wh
not the same for all groups of the population. The problem facédtisoivskilled and low

income workers are usually forced to exit early and are thus more likely to endure
permanent reductions leading to poverty in old age. Another problem is the differ
treatment of periods outside work and atypical workti@mots. Women are fairly wel
protected (during childbearinghild care and in case of divordeas they split entitlement|
with the former spouse), as are disabled people. Unemployment, especialtgriongs

not. Credits for apprenticeships and higheducation have been drastically reducd
Atypical jobs are particularly discriminated: patime jobs called miniand midt jobs are
partly voluntarily insured and take up is minimal, false-satiployment is on the rise arn
many do not save (Igor, 2010)his raises the issu# addressing poverty in old age atite
state welfare system collapsing for the group who incurfthiso fault of their own.

22 |gor GuardiancichCurrent pension system: first assessment of reform outcomes g, May 2010, European
Social Observatory
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Figure 3.2German Pension System

- Funded Voluntary
3" pillar .
(Riester-Rente)
2" pillar Funded Voluntary
1* Tier PAYG
1% pillar (DB - Point System) Mandatory
0 Tier Flat-rate
Means-tested
____Social assistance _ _-
1* Pillar, universal coverage (certain categories of self-employed are excluded):
2™ Pillar, occupational schemes:
3™ pillar, individual programmes.

The T' pillar consists of i) compulsory statutory pension insurance for- lzlneé whitecollar
employeesArbeiter und Angestelltenversicherungi), pension scheme for farmegaltershilfe

for Landwirte) iii) insurancefor civil servants and judgédstax-financed Beamtenversorgunp)
and iv) several professional schemes. Public pensions are contrifinéinoed, PAYG defined
benefit scheme. But the benefit calculation formula brings it very close to a defined camtribut
system (lgor, 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 tossdibsitiintary
occupational and personal pension schearestaken 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 n the rate was limited to 20ercentby 2020 and 22ercentby 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. Flexiheenst

is possible betwee®3 and 67 however it impliesthat the permanent benefitwould be
decremergd by anamountequivalent t00.3 percentper every missingmonth to the statutory
retirement age, up ta maximum ofl4.4 percent decremenErom 2012 an exception will be

made forseniority pensions after 45 years of qualifying periwdich would be counted
including employment, selemployment, care and childbearing up to age 10 count, but not
unemployment periods arahly till the ageof 65. Deferrirg pension after 65 earns a @&rcent
increment for each month of additional work and this extra income is unrestricted (Igor, 2010).
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The 2" pillar (voluntary and privately managed) consists of occupational funded schemes
offered by a variety of sponsand subsided through tax rebates. German employers have to
offer at least one type of occupational pensi@mtgeltumwandlungand have 5 different
options: they can administer the scheme by themselagk(zusage),through insurance
institutions Unterstutyungskasse, Pensionskasse or Pensionsfihray),may take out a direct
insurance with an insurance company for their emplopeeKtversicherung)But the slow take

up of occupational schemes is attributable to inedht tough regulations (Igor,d2.0).

Box 3.2
The negative effects of privately managed occupational pensions
The problenmwith these schemes remains the same: that they expanded only in those
where collective agreementgerenegotiated and agreed upavith the help of trade union
(and often contributions are not even additional as other fringe benefits are diminis
Hence, socially inclusive retirement has now become much more fragmented than it
be under pure state provision and dependgshmnsector and firm size. The employer af
employee finance most plans jointly and hence, the coverage of employees under thg
higher for larger firms than smaller firms. The trend is away from book reserves-td-0
company plans. This effectively leawvaut a section of the population without a sustaing
pension scheme to alleviate poverty during old age.

The 3% pillar consists of voluntary, subsgid individual plans, which were strongly encouraged
through the 2001 Riester and 2004 Rurup reforms. RiesterRenté® serves the purpose to
encourage lowncome workers to additionally save. The gounent recommendbat4 percent

of gross wagesare to beinvested 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 chagand consumer information requirements. Everyone
covered by public pensions can claim state support from Riestettirkallcarers and child

credits are eligible, so Riester undermines the male breadwinner model. Unisex benefits were
also introduced. Fothe selfemployed, Rurup plans (tax free to a ceiling and protected against
insolvency of the selémployed) continue but they are less flexible timsnranceglgor, 2010).

Due to the abovenentioned problems, in 2006, there were only 5.6 million tRidenteri*
covering 15percentof eligible people, of whom many were higicome employees. The
equivalence principle and the cuts in the redistributive elements imply that the reforms are

2t refers to a form of pension which was supposed to compensate for a parallel reduction in the German
{GFGdzi2NE wSGANBYBFaSULYVBANKEOGSYEasasdy oa
* Refers to the people qualified for the RiestRente (Riester Pension)
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leaning towards an ever more flexible labour market. With theepiej 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 tocsb assistance, or espouse the universalism of a
Dutch or Danish public scheme and mandate additional private savings-taclmwe workers

and atypical job holders.

3. Labour Market Reformsi Hartz Reformsin Germany

Since unification, labour supply iresed by almost ofthird butthe 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 pogrammes 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 andActive Labour Market Policies (ALMP ) participation
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Before the Hartz reform, the active and passive labour market policy addressed issues of
providing unempl oyment benefits to maintain
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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 @eércentof the last net income. Ungiloyment assistance paid
thereafter without time limit still reached S¥ercentof the last net income. The unlimited
duration of unemployment benefit payments was an extraordinary féataréed to higher
replacement rates (the ratio of pension and wegels) for longterm unemployed thaim any

other OECD country (OECD 2004Replacement rates for shaetrm unemployed werstill
comparable. Unemployment benefits were financed by unemployment insurance contributions
shared by employees and employ&rsile 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 lalbomarket policy in the 1990s was
charactesed by training and job creation measures. Direct integration into regular employment
played a minor role. Job search assistance and monitoring by the publyerapt 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 e a ¢ hiscretios whiclmeventuallyb u t r
ended in shorter engagements and less productivity (Bor08, &td 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 comprediee reform of the laho market policies. The
debates (political and academic) crigexi the benefit system for creating adverse work
incentives and increasing lotgrm unemployment, deteriorating skills and thus worsening the
mismatch on the lalbm maket. The public employment services were blamed for operating
inefficiently andbeingcustometunfriendly 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 crigedl for retaining participants out of the open labo
market instead of integratitbem (Jacobi and Kluve, 2006).

The pension reforms worked in tandem with the labour market reforms known &kariize
reforms. This onsisted oHartz I-IV implemented gradually Jan £ 2003 (Hartz | and 11), Jan

1% 2004 (Hartz 1) and Jan®12005 (Hartz V). The reform strategymed at (a) improving
employment services and policy measures, (b) activating the unemployed, dodtédng
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 esggnof the labour markat

% | ena Jacobi and Jochen Kluugefore and After the Hartz Reforms: The Performance of Active Labour Market
Policy in GermanyApril 2006, Discussion Paper No. 2100, IZA
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The Hartz reforms fundamentally changed the framework in which the measures operated and
involved greater ceordination of institutional arrangements, especially between active and
passive policy measures. The biggest chamges in the job placement services and the benefit
system while the deregulation of work measures was mostlye temporary work sector. The

aim of reforms was to improve the performance of placement services (keeping in mind that the
connect between jcsleekers and jobs was large and contributed somewhat to a higher
unemployment) and policy programmes. This was accomplisheéldeagtroduction of market
mechanisms andby streamlining the public employment services. Mod&ton was
implemented along thénes 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
customeroriented onestop-centres. Range of services provided was expanded from advising and
counseling services to social services and administration of benefit payments.

Market forces improwkthe quality of services arfsrokeup the informal and ineffient insider
relationships between public employment management and private prounti@duction ofthe
voucher systermeant thatach individual ould choose an alternative private placement service
if a public employment serviceras unable to placenein 6 weeks. The public employment
service could alsoutsource servicehlly or partially by setting up a Personal Service Agentur
(PSA) that a&d like a temporary work agency for the unemployed. The reform alsedaam
improving thetargeting of adive measures and tladlocation of measures and resourc@$e
statutory regulation of eligibility conditions was reduced leaving a wider scope for individually
fitting clients to measures.

The clients were categsed into 4 types based on abilitiegolplems and potential labo
market chances: Market clientaVidrktkunden) Clients for counseling and activation
(Beratungskunden Aktivierer(lients for counseling and supp@Beratungskunden Fordern),

and Clients in need of supervisiddefreuungskunday. Selection into training measures targeted
cream skimming in order to choose those clients whalavbenefit most from the training (70
percentprobability of finding a job after the measure). Accordingly, training providedstda
producea 70 percentsuccess rate in order to be contracted by the employment agency. In
contrast, job creation measures werelesigned for merely targeting the very héweplace
unemployed. Hence, public employmenbuld 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 participargald no longer restore eligibiljt 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 lastlgrder to continuously optirse
existing programmes atle basis of conclusive empirical evidence, a corresponding evaluation
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mandate was implemented making it the first major reform in the histahe@erman welfare

state that is accompanied by qamhensive scientific evaluation. Currently more than 20
economic and sociological research institutes are involved in the evaluation (cf. Bundesregierung
2006). The Hartz reform i mpl é&wecheéxenpted/rédecedi Mi ni
the socialcontributions since these jobs generated a low income. Temporary work was allowed
in many industries including construction. Exemptions from restrictions on-feted contracts
which were provided t@mployees aged 58 and over wesganded to those ab®\b2 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 takingffect. In addition, the government took steps to reduce the
working hours thereby decreasing the unemployment due teofésy This ledto continued
employment which helpeth the revival of the economy in recent times. One of the most
significant accomishments of the Hartz reforms was the reduction in turnaround time for
connectinghe unemployed to the right opportunities.

Given below is a summary of the effects of Hartz reforms as evaluated by the various research
institutesfrom the data collectetb evaluate the effectiveness of various policies implemented
and their positive/negative effect on reduction of unemployment and increasing the
employability of the hardo-place workers
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Figure 34 Effects of Hartz Reforms

MMeaszure Evidence Evidence Feform effect
before after
4al. Placement Services
General =) (+) (+) Introduction of one-stop-centres seems
positive, but sizmificance of effects unclear.
Flacement voucher® n'a i 0 Mo significant effect on re-employment
probabality
Assignment to private n'a i 0 Mo significant effect on re-employment
placement providers® probabality.
Placement via n'a - — PSA reduce the employment probability of
temporary work (PSA) participants.
432 Traummng 0 older studies + + Exit rate to employment increased, locking-in
/(=) more effects reduced.
recent studies
433 Public job creafion - [ — Measure remains detrimental after the reform.
(+) Magmitude of negative effect decreases.
Impact on "employvabibity" unclear.
4bl. Wage sub=idies to ) + + 20-50 percentage points higher probability of
employers {Integrahion regular employvment post-treatment. Extent of
subszidies) windfall gains unclear.
4b2 Start-up sub=sidies (=® -+ + Subsidy significantly reduces nsk of
(Bndzing allowance and "Me, unemployment (decreasing over time). Some
Ine. ™) windfall beneficiarnes sxist
4b3. Wage protection for n'a L] 0 Neo sigmficant effect.
elderly
4b4. Employment with reduced
social security contribuhons
Minijjobs n'a -+ + Feform causzed large mmcrease in emplovees in
Minijjobs (+1.8 Mio.). (=) Inflow from
unemployment low. Incidence of intra-
enferprise displacement cannot be ruled out.
Madyobs n'a (=) (+) Modest effect on creation of Madijobs
{(+125 000). Incidence of intra-enterprise
displacement cannot be ruled out.
4cl. Temporary work n'a + + 23,700 additonal employees 1n temporary
deregulation work 6 months after reform (short-term ).
Deregulation widely acclaimed.
402 Fixed-term contracts for n'a L] 0 Neo sigmficant effect.
elderly

MNotes: Labowr market effects: + positive, (+) modesily positive, 0 zero, (=) modestly negative, — negative.

® Already since sarly 2002,

! Pre reform evidence on bridzing allowance only.

Source: Jacobi and Kluv2P06

4.

Indian Government Budget

TheIndianGovernment account gividedinto GovernmenReceipts (revenue) ar@@overnment
Expenditure. The Government Receipts are further categbas Revenue and Capital and so on
as shown in the figure below along Wwjgercentcontribution as per data given in FY13 Budget
Estimates in brackets:
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Figure 3.5 Classification of Indian GovernmentRevenues
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- Non Debt Capital
Receipts
Personal Tax Custom Duty
Corporate Tax Excise Duty

Service Tax

Source IDFC, Fiscal Deficit and its Component

Looking at the trend of government receipts in absolutastaising budget released numbers,
the followingconclusions can be inferred.

Figure 3.6 Distribution of Central Government Receipts
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Source Budget Documents
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Tax has been the dominant share for Cer@alernmentReceipts and hence warrants further
invesigation.

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

Figure 3.7 Distribution of Government Tax Revenues (20123)

Government Tax Revenues

Centre
(gross) -
Total Tax
Revenue
62%

SourceBudget Documents

The major contributors to central taxes are given below:

Figure 3.8 Components of Central Government Taxes (201213)

Central Taxes

Service Tax Personal
14% incometax

19%

Customs
duties
15%

Source Budget Documents

On the expenditure side, expenses are categbas Planned and Ndétlanned and then broken
into further buckets as shown in the figure belaong with percentcontribution as per data
given in FY13 Budget Estimates in brackets:
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Figure 3.9 Component of Central Government Expenditure

Government Expenditure

Plan Non Plan
(~35%) (~65%)

|
Revenue Capital Reveme Capital
(~80%) (~20%) (~90%) (~10%)

Interest Payments Defence
Subsidies Loans to states etc
various Grants

Source IDFC, Fiscal Deficit and its Component

Plan expenditures are expenses on schemes and projects whiRlakdaxpenditure is towards
maintenance and support activities. Revenue expenditure is consumption expenditbes by
government. Plan Revenue expendisuage expensse towards various schemes and services
provided bythe government while Not#Plan Revenue expenditure includes intepestments,
subsidies and various grants. Interest payment forms pe3€ent of Revenue NoiPlan
expenditure while subsidies (major ones include food, petroleum,faatiliser) form ~22
percentof the NonPlan expensé® Hence, subsidies and interest pagtaerequire further
analysis.

As can be seen from tlebartbelow, subsidies have been increasing as a percentage of GDP.

% |DFC, Fiscal Deficit and its Component
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Figure 3.10 Subsidies Trend
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Source Budget Documents, RBI

Below is the trend of expenditure thie central and state governmsnt

Figure 3.11 Central Go v e r n niExpemndiluse Trend (Revenue vLCapital)*

Central government expenditure trend
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* 2013-14 Budget Estimates according to RBhits are in Rs. billion
Source Budget Documents
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Figure 3.12 StateGo v e r n nkExpendguée (Developmental vdNon-developmental)
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Sairce 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.percentsince 2000 whilehte capital expenditure has grown bypgEicentCAGR.

It widely accepted that fiscal deficit ahe back of higher capital expenditure is preferred to
deficit due to revenue expenditufiéhis is becausm 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 aisdalso borrowing to finance its consumption rather than
investing This in turn will hurt economic growth and add to governmeebtdand increase
interest payments’

By looking at the figurebelow 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.

2"|DFCi Mutual Fund Fiscal Deficit and its Componenthttp://tablet.idfcmf.com/FundDocuments/Fis@ficit-
andits-Component.pdf
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Figure 3.13 Trend Analysis of Pan and Non Plan Expenditure of Central Government
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Source Budget Documents

With this groundwork, we start by looking closely at the Indian Tax Administrdtidhe
organgation, structure, laws, use of technology, taxpayer information and lastly, imiptaa
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 andcsetax the state governments handle value
added tax (VAT), excise on liqguor and molasses, land revenue, stamp duty, motor vehicle tax
(including driving licenses) and local government bodies like municipal corporations,
municipalities and cantonment drals administer property tax, taxes on 4meotorised vehicles
(cycles, threavheelers, rickshaws, animdtiven vehicles), fees on pets, etc.

We proceed by looking at the Tax Administration structure of India since tax collection forms
the crux of manyssues related to government revenue.

India hadow revenue to GDP ratio in the world as seen by the goafgwwhich reemphases

the point of expanding the tax base as well as making the tax administration more efficient and
widespread to reduce taxasion.
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Figure 3.14 General Government Revenues jpercentof GDP, 200711)
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Chapter 4  Financial Relations betweerthe Centre and States

There are many countries in the wotltht have significant subordinate leved$ 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 forggtcentof total expenditure, 2®ercentof total revenue and

66 percentof total investment in OECD countries, with the remainder being carried by respective
central government& Germany has three levels of governménfederation, Léander and
municipalities. The constition delineates the powers and duties between the Federation and the
Landerin 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
Lander but not for municipalities. Most of the legislative powéeswith the Federation whereas
administrative tasks are in the hands oflthadef®.

1. Financial relations betweenthe Centre and States: Germany

Tax system and division of tax revenue among thEederation, Lander and municipalities
in Germany

Germany is a federal state comprising the Federation and 16 federal state$,dcalkzd_ander
representsan independent level of government which hiés own rights and obligations.
Municipalities or bcal government which constitutiee third tier of the government are deemed
to be part of thd.dnder as per constitutional rules on public finandeinderare considered
independent in managing their budgets, in principéstated in the Basic Law. Bun practice,
their autonomy is relatively heavily limited dhe revenue side as well &élse expenditure side.
The independent tax powerslginderand municipalities are very limited and can together raise
around 1lpercentof total tax revenue from #ir 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 Federaticinderand, tosomedegree, the municipalities.

2. Horizontal distribution of tax revenue: The tax revenue attributable to th&inder
(consisting of all federal states) under vertical distribution is redistributed among the various
individual Lander (16 feckral states). Revenues collected from VAT, income tax and
corporate tax are then redistributed among the individldalder on the basis of some
specified principle.

2 Blochliger, H. et al. (2010). Sutentral Governmas and the Economic Crisis: Impact and Policy Responses.
OECD Economics Department Working Paper No. 72
# There are exceptions, for instance, customs duties and the administration of waterways are federally owned.
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3. Financial equalisation: In the third stage, richhandertransfer funds to pookéanderto
enhance financial equalisation amongst all federal states.

4. Supplementary federal grants: Taking forward the process of financial eqsaion, the
federal government makes grants to pag@mderto bring their funds at par with ridtinder

There are ceain specified principles on the basiswhich the abovementionediour stagesre
implementedHowever, we are not goirtg explore all of these in depthut will concentrate on

the vertical distribution of tax revenu@he tax and finance system of Gemmy is extremely
compleX’. The interconnections amongst the three layers of the government are very strong;
especially tax administratipmnd devolution powers are effectively descended to regional and
local authorities. In the tax systemtbéfederalrepublic of Germany, there are four categories

of taxes, viz. Federal taxekadndertaxes, Municipal taxes and Joint taxes. As shown in the
following figure (Figure 4.1), federal taxes such as mineral oil duty, insurance dagy on
electriaty, etc. ae 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 blatgerand Municipalities
respectively. However, there is a unique category of taxes called joint-taggsorate income

tax, income tax and VAT wherein taxes are levied by the fedeggavernmentout revenue is
distributed among the three levels of the governntamnther, they constitutédhe majority of the

total tax revenue, around P2rcentin 2012 Figure4.2). Before we move tdhe devolution of

tax revenues, it is worthy to note here that all taxes which are levidteligderal government

are collected byhe 16 Federal StageMinistry of Finance through their set up of 551 local tax
offices™.

% Hillebrand, Distribution of taxes by regional authorities
3OECD Library 2013, Tax Administration 2013: Comparativelnformation on OECD and Other Advancedand
EmergingEconomies
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Figure 4.1 Distribution of Total Tax Revenue among Federal.ander and Municipalities:
Lander have little tax autonomy

Overview Taxes

Taxes accruing to the
Lander
Inheritance and gift tax
Real property transfer tax
Motor vehicle tax
Tax on betting and lotteries
Fire protection tax

Fedration

Taxes accruing to

the Federation Joint taxes
Mineral oil duty Corporate Income Tax
Insurance tax (Bund 50 %, Lander 50 %, Gemeinden - %)
Tobacco duty Income Tax
Coffee duty (Bund 42,5 %, Linder 42,5 %, Gemeinden
Electricity duty 15 %)

Solidarity surcharge

ty streharg VAT

Bund 52,01 %, Linder 45,91 %,
emeinden 2,d3 %)

Municipalities

2. Devolution of Tax Revenues

Once the taxes are collected by thander 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, Fed8tates and local authorities must align with their

duties and functions. Therefore, tinis kind oftax and financeegime certain taxes othose

calledoj oi nt taxes6 go arethen diveled amongridferentpeveals! of tleen d
governmentFor instance, theanderare constitutionally entitled to 42gercentof the revenue

raised on income tax, 5fercentof the revenue raised on corporation taxes and 53 (approx)
percent of revenue raised on VATL&ndeb s share on VAT-to-yeaa.r i es f
Municipalities which are primarily regulated by théinder governments are entitled to 15

percentof the revenue raised on income tax and arouper@entraised on VAT Figure4.1).

Apart from joint taxes which constitute aroundp&rcentof the totl tax revenuethe remaining
proceedsareallocated to the Federation, the Federal States and the municipalities as their own

tax source.Landerhave little tax autonomy. Their own share of tax totaBsg2rcentof total tax
revenue. On the otherhatdh e mai n source of revenue of | oce
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receive from thd.andergovernment, on the part of financial egsation mechanism. There is
one interesting feature found in the devolution of taxes. Revenue generatesofr@of the
Local Authority taxes such as trade tax and land tax are transfettesRederation and Federal
Stated’. The Municipalities own sources of tax revenue amounted to aroupdr&éntof total
tax revenue of thgeneral governmeriEigure 42).

Figure 4.2 Contribution of Total Tax Revenue by FederationL.dnder and Municipalities as
per 2012

Source: Federal Statistical Office
3. Trends in Tax Revenue amond-evels ofGovernment

The apportionment of tax revenue among different levels of the governmeetigiaed almost

constant over the past decade. The federation generates the highest tax revenue followed by the
Landerand Municipalities figure 43). In the mid 2000s the Muni@p i t i e sogeslighttya r e

from 25percentin 2004 to 27percentin 2008 vhile Ldnde6 s s har e depertentoed f r o
37 percent This shows that theole of the federation has remained dominant gederates

around half of the total tax revenue in the economy.

32 Hillebrand, Distribution of taxes by regional authorities
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