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The Federal Republic of Germany is a federal country made up of 16 “Länder,” or 

states. The borders of three of these are identical with those of one or two cities 

(Bremen/Bremerhaven, Hamburg, and Berlin), making them “city-states,” while the 

other 13 are called “area states.” These area states consist of a total of more than 

2,000 cities and roughly 10,000 smaller communities and local government associa-

tions. According to the Basic Law, Germany’s constitution, the 16 Länder are to be 

considered separate states, which means in part that they each have their own par-

liament, government, and administration.  

The annual budgets of the federal government versus the Länder compare as follows: 

the federal government’s (adjusted) spending for the 2006 fiscal year was €283 bil-

lion, while the Länder had expenditures of €259 billion and local governments spent a 

total of €156 million. Germany’s total debt amounted to roughly €1.5 trillion in 2006; 

the federal government’s share of this debt was around €919 billion (or about 60%), 

while the Länder were responsible for €492 billion (about 33%) and local govern-

ments for €115 billion (or approximately 7%).  

Since 2006, after several years of non-compliance, Germany has managed to keep 

its new debt under the limit set by the Maastricht Treaty (under 3% of GDP). In 2007, 

public authorities were even able to close out the year with a small budget surplus, 

which means – in connection with economic growth of 2.5% – that although our public 

debt still exceeds 60% of GDP, it has now moved closer to this Maastricht bench-

mark.  

These encouraging numbers are not the result of a central authority responsible for 

advance calculation of GDP trends and of the corollary amount of permissible new 

debt to be divided among the various entities whose loans make up Germany’s total 

indebtedness.  

Rather, the federal government and each individual Land, or state, prepare their own 

budgets independently of one another. The recent return to budgetary discipline, a 

welcome development from the perspective of financial policymakers, is due less to 



 2 

Maastricht requirements and more to the fact that all of the Länder, as well as the 

federal government, are staggering under the burden of their interest payments. They 

are making enormous efforts not only to avoid taking on new debt, but – if possible – 

to reduce their existing debt. The 2007 budgets of eight of Germany’s 16 Länder even 

showed a surplus. The federal government is aiming at a balanced budget for 2011 – 

although a number of voices have argued recently that this goal may be too ambi-

tious.  

When it comes to budgetary discipline, the regulatory canon developed by the Basic 

Law of the Federal Republic of Germany and the constitutions of almost all the indi-

vidual Länder prioritizes the equalization of burdens between generations: while fund-

ing an increase of wealth by taking on new debt is generally permitted, both the fed-

eral and state governments should do no more than that under normal economic cir-

cumstances. However, failing to also quantify the wear and tear on assets (i.e., taking 

depreciation into account) has proven to be a serious methodological flaw. In addi-

tion, in contradiction of sound fiscal policy, extensive use has been made of the op-

portunity to stretch the definition of permissible borrowing by arguing that the econo-

my is troubled. Courts of auditors are responsible for monitoring compliance with the 

limits on new debt set by the individual state constitutions, but their findings are pub-

lished long after the budget in question has been adopted and have no practical signi-

ficance. In the end, only the relevant State Constitutional Court is able to exercise a 

true supervisory role, but it can act only if the opposition files suit. Judgements are 

rendered years later, often have no impact, and end up being at best a footnote to 

history. One exception was the judgement passed by Berlin’s State Constitutional 

Court on 31 October 2003; while its practical significance for the 2002/2003 two-year 

budget – two months before the end of the year – was minor, it had a major impact on 

the next budget, which was in the process of being drafted. Let me explain by saying 

that the federal state of Berlin had, at the time, far exceeded the limits for new bor-

rowing allowed by the state constitution and the State Constitutional Court thus had to 

determine whether some sort of unwritten authorization permits new loans as a re-

sponse to a severe budget crisis – in anticipation of help from Germany’s other 

Länder. 

No binding agreements are made in terms of planning, either. Although the Financial 

Planning Council – which consists of the Federal Minister of Finance, the finance mi-

nisters of the Länder, and the German Federal Bank – meets twice a year to ex-

change projections on overall economic and financial trends, these discussions are 

only a routine exercise and a frequent forum for criticism of the federal government by 
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the Länder and, occasionally, for the federal government’s own criticism of the 

Länder. This criticism addresses only generalities, not specific cases.  

The Financial Planning Council lacks the courage to engage in discussions of specific 

cases and is unable to use sanctions to enforce policies. The Council’s greatest 

weakness is the fact that press releases are its only real weapon. 

Methodological deficits are another problem. While the Financial Planning Council 

has made recommendations in the past on limiting the growth of spending, these had 

no connection to the development of revenues and thus did not constitute a guideline 

for new borrowing.  

Against this backdrop, it is unsurprising that public debt has risen sharply in the last 

few decades, and particularly in the years since reunification. There is an obvious 

structural disparity between the Länder: while a small minority of them will be almost 

debt-free in the foreseeable future if revenues continue to develop as they have, oth-

ers have taken their case to the Federal Constitutional Court in an attempt to force 

the federal government and the other Länder to help them reduce their debt and in-

terest burden. 

The first round of federalism reforms at least arrived at a formula for dealing with any 

sanctions imposed by the European Union in response to German violation of the Eu-

ropean Stability and Growth Pact: the federal government will pay 65% of the fines, 

while the Länder will be responsible for 35%. The share of the individual Länder will 

be based on population (35%) and on the debts actually incurred by that Land (65%). 

However, change is still underway, and Germany is on the verge of a radical para-

digm shift. Regulations limiting new debt and reducing old debt are at the heart of the 

second round of federalism reforms. Political debates are currently so focused on 

these two aspects that this round of reforms will fail unless debt regulations are in-

cluded. Right now, the outcome of negotiations is still unclear. 

Two competing proposals for restructuring limits on new debt are currently under dis-

cussion.  

 A break with the current investment emphasis justifying new debt, in favor of es-

tablishing debt quotas in line with the Maastricht rules  

or 
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 Maintaining the investment emphasis, while at the same time making significant 

cuts in permissible new debt by taking depreciation and the sale of assets into ac-

count 

The federal government’s proposal, presented here by my colleague, takes the Maas-

tricht criteria as its guiding principle and is, from the point of view of the Länder, ex-

tremely complicated, since it presupposes a very sensitive analysis predicting the ex-

tent to which production capacity will be utilized, and this analysis would be commis-

sioned by the federal government. The Länder would thus have to base their planning 

on figures provided by the federal government, and they reject this idea – not least 

because it violates the state independence guaranteed by the constitution.  

The Länder tend to prefer – as far as we know at this point – a proposal geared more 

towards investment, although the drawback of this approach is that “investment” has 

no clear definition and past experience suggests that we would be better off with a dif-

ferent strategy.  

From the point of view of the Länder, all the proposals under discussion have one 

major flaw: they do not take adequate account of the funding gaps caused by eco-

nomic downturns. Cyclical borrowing is also to be tightly restricted in the future, but 

this raises the question of how procyclical spending is to be prevented. One solution 

would be a “stability fund” – funds set aside for the purpose of economic equalization. 

In good years, tax revenues would feed the fund, and during an economic downturn, 

this money would be used to cover deficits. Our previous experience in Germany, es-

pecially over the last ten years, has shown that a fund of this kind would need a vo-

lume roughly equivalent to a third of the annual budget. Achieving this will take time; 

each state would need to build up a fund of its own little by little. And since the states 

differ radically in their ability to build up reserves using revenue surpluses, they will 

not be able to set up a workable stability fund on the same schedule. That means, in 

turn, that a regulation limiting new debt could go into force only by stages. 

This period could be shortened by creating comparable starting conditions. This 

means that any limits on new borrowing must be accompanied by assistance enabl-

ing Länder crippled by debt to comply with a new ceiling on additional loans. The 

states’ future ability to do without new debt over the long term, or to at least make 

considerable cuts in the level of new debt, depends largely on what their debts are at 

the point the new regulation goes into effect. If the far-reaching independence the 

Länder have enjoyed so far is to be replaced in the future by a stricter debt regime, 

then the financially weak states will insist on support that enables them to actually ab-
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ide by the new rules and limits. While some Länder with low debt levels will be able to 

use almost all of the anticipated increase in revenues to boost their spending, others 

will have to maintain spending at current levels, or even make cuts, in order to keep 

up with their interest payments and to gradually start paying off their debts.  

While Länder with a high level of existing debt need to slash spending if they are to 

comply with greater restrictions on new debt, there are limits to their ability to make 

these cuts. Many of their obligations are required under federal law, which means that 

individual states are unable to lower certain standards without violating these laws. 

The constitutional foundation of many of the individual provisions aimed at achieving 

uniform standards is the idea that people should be able to enjoy similar living condi-

tions in all of Germany. As a result, poorer Länder have few options when it comes to 

spending less than more prosperous states.  

Similar restrictions apply to revenues: with very few, minor exceptions, Länder reve-

nues – especially with regard to “major” taxes – are laid down by federal law, over 

which state policies have no influence. As a result, the states – which are under se-

vere constraints when it comes to spending and revenue – are deeply skeptical of all 

attempts to strictly regulate their last resort, new borrowing, without compensation.  

As the “price” for their willingness to compromise on an issue that runs counter to 

their own interests, wealthier states with fewer debts are calling for the right to allow 

greater regional differences in state service standards and greater differences in rev-

enue levels through additional taxes.  

Two conflicting fiscal policy principles collide in this debate. On the one hand, from 

the point of view of economic efficiency, it may indeed be a good idea to encourage 

competitive federalism, with more competition between the Länder, by easing restric-

tions on spending and revenue. On the other hand, however, the guiding constitution-

al principle of uniform living conditions assumes more or less equal distribution of the 

factors that shape the lives of the people of Germany’s various Länder. The individual 

states’ specific financial policy situation explains the differences in their view of these 

contradictory positions. On the whole, however, these views conflict with the necessi-

ty of limiting the country’s new debt and paying down existing debt.  

One important corollary condition should not be forgotten: the lack of reliable general 

conditions makes it impossible to comply with regulations, and especially with debt 

regulations. In particular, that means the Länder must be able to rely on a consistent 

level of tax revenues – apart from variations caused by normal economic fluctuation – 

and these tax receipts must be guaranteed by the federal government. In the past, 
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however, overall tax receipts in Germany have varied considerably (between a histor-

ic high of 24.5% and a historic low of 20%); in the last three years alone, revenues 

ranged between 20% and 22.2%. Under these circumstances, the Länder will be un-

able to comply with debt limitation regulations unless the federal government guaran-

tees them dependable revenues.  

With regard to the future, it must also be kept in mind that the making of rules implies 

the possibility of their being broken. In that case, an investigation would look into the 

reasons for the violation and determine who is to blame. That, however, assumes a 

transparent collection of data – which Germany currently lacks. For various statistical 

reasons, the financial data of the individual Länder cannot be compared: despite 

guidelines to the contrary, the states use different accounting procedures, the various 

ministries organize and take care of their responsibilities differently, and a number of 

tasks have now been assigned to facilities not subsumed under the budget.  

A working group made up of budget directorate heads was recently asked to look into 

and compare the budgets of the federal states of Bremen, Saarland, and Schleswig-

Holstein. This request was triggered by the declaration of the three states, indepen-

dently of one another, that they would not be able to produce a balanced budget by 

2019. By way of explanation, they cited an above-average debt and interest burden 

coupled with below-average revenues and unavoidable additional burdens forcing 

higher spending. Whether or not the three Länder are correct in their opinion will have 

a decisive impact on whether the second round of federalism reforms will have to in-

clude assistance for Länder with huge debts, so that all of the states are able to 

comply with the rules on debt limits. The working group’s analysis resulted in a clear 

conflict: since the numbers could not be unambiguously and conclusively interpreted 

– an in-depth analysis would have been possible, but would have been very time-

consuming – the three states’ assessment could not be reconciled with that of the 

analyzing group. It seems clear that a binding system of rules will succeed only if 

based on reliable figures. 

We can anticipate that emerging demographic trends will only make the current situa-

tion worse. Germany and a few other European countries, including Italy, are plagued 

by an exceptionally low birth rate. The total fertility rate is currently around 1.3. How-

ever, since Germany’s total fertility rate has been low for years (under 1.5 since 1975) 

– more so than elsewhere – the number of potential mothers has dwindled. That has 

resulted in a crude birth rate of only around 8 births per 1,000 inhabitants.  
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Germany’s annual surplus of deaths over births started already in 1972, and immigra-

tion has failed to make up the difference since 2003. Germany’s population is shrink-

ing, a process accompanied by considerable migration within the country that varies 

greatly from one region to another. Population decline has already begun in most of 

Germany’s states (9 out of 16, including all of the eastern German area states). Popu-

lation levels in some of the other states are constant right now, while other states are 

still growing (especially Hamburg and, to a more modest extent, Berlin). According to 

demographic projections, however, they, too, will start to shrink in the next few years.  

Around 2015, the 20-65 age bracket, which so far has remained largely stable in size, 

will start to decline. This group’s output accounts for most of our GDP, and we can 

anticipate that when their numbers start to drop, economic growth will slow signifi-

cantly, followed by a decline in absolute numbers. The federal and state government 

need to be ready to meet the challenges of this critical phase with their budget poli-

cies. The new fiscal policy “rules of the game” we are currently seeking need to be 

designed in such a way that they ensure sound finances then, too.  

Changes in the age distribution will mean new burdens for public budgets, but these 

will be borne primarily by the federal government, since it is responsible for providing 

most of the payments made to older citizens. A rough estimate of public spending ap-

plied to life phases can be broken down as follows. Most of the spending for pre-

school-age children comes from municipal budgets, in the form of day care centers, 

health counseling and prevention, and assistance for families. When children start 

school, state budgets take over, since schools, colleges, and universities are the re-

sponsibility of the Länder. In mid-life (from around 30 to 55), the costs per inhabitant 

are at their lowest and are shared more or less equally by all levels of government. 

We see a steep rise in the costs for people between the ages of 55 and 60, in the 

form of social insurance, a federal responsibility, and the direct funding for pensions 

that is provided by the federal government. 

Experts in public finance have long called for more symmetry between the allocation 

of tasks and the funding these require, and achieving this is the main goal of the Fe-

deralism Reform Commission. The Commission is drafting proposals on ways to 

modernize the financial relations between the federal and state governments and to 

adapt them to the changes in general conditions. The proposals are aimed at giving 

the states greater responsibility and the financing needed to carry out their tasks.   

At the same time, conflicts exist not only between the federal and state governments, 

but also between the individual Länder. While the more prosperous Länder advocate 
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in particular strict new debt limits enforced by sanctions and combined with greater 

tax autonomy, the poorer Länder are more interested in ensuring equal starting condi-

tions for all and are in general opposed to differentiated tax rates. The basic question 

motivating these conflicting positions is whether the solidarity-based federalism at the 

heart of current financial arrangements should be converted into a more competitive 

federalism. In this regard, a number of difficult decisions are still ahead for Germany.  

 


