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Abstract

Germany is a federal state made up of 16 constituent states, called Lander. Considering the
country’s history of division between West and East and the wealth gap which is still much
alive between the two regions, German authorities have decided to put in place solidarity
mechanisms in order to restore some balance.

The purpose of this article is to gain an understanding of al these mechanisms and assess
their impact, based on the rules and formula provided by the German law and on calculations
for the year 2010. This article clearly highlights the very redistributive character of the
German system and even reveals a paradox of revenues, leading to the poorest Lander
becoming some of the wealthiest and vice versa.

Keywords. equalization, federalism, paradox of revenue, solidarity, funding of federated
entities, Germany, Lander
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1. Introduction(Note 1)

Germany is made up of sixteen Lénder, namely: Baden-Wurttemberg, Bavaria, Berlin,
Brandenburg, Bremen, Hamburg, Hesse, Lower Saxony, Mecklenburg-Vorpommern, North
Rhine-Westphalia, Rhineland-Palatinate, Saarland, Saxony, Saxony-Anhalt, Schleswig-
Holstein and Thuringia.

Some of these (Note 2) are located on the territory of the former Federal Republic of
Germany (FRG or West Germany) and others(Note 3) on the territory of the former German
Democratic Republic (GDR or East Germany). Berlin used to be divided into East and West
Berlin (West Berlin being part of West Germany and East Berlin being part of East
Germany).

Three of the current Lander are city-states, composed of one (Berlin and Hamburg) or two
disctricts (Bremen).

Today’s Federal Republic of Germany was created in 1990 from the unification of all these
Lander.

The distinction between west and eastern Lander is important, considering the still great
disparity of wealth between the two regions, which gives rise to an appropriate funding of the
latters.

The funding of the Lander is not frequently studied in scientific literature. The former
funding mechanisms, which took place before the reform of 2001, have nevertheless been
evoked by Gunlicks (2003) and Spahn and Werner (2007).

This article will first examine the current funding mechanisms of the Lénder and place
figures on the amounts they received.

It will then measure the solidarity by calculating the difference between the amounts the
Lander have received and the ones the Lander would have received in the absence of
redi stributive mechanisms.

These elements will highlight the degree of solidarity in the funding system of the German
Léander and will identify the contributors and the beneficiaries.

2. Funding M echanisms

The latest major amendment to the funding mechanisms of German Lander was voted in
2001 and entered into force in 2005, following a German Constitutiona Court
(Bundesverfassungsgericht) decision of 1999(Note 4) requiring modifications of the
mechanismsin force until then.

The financial equalization law between the federal state and the Lénder
(Finanzausgleichsgesetz) (Note 5) was born.

The decision of the German Constitutional Court came in response to an appeal brought by
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the Lander of Baden-Wrttemberg, Bavaria and Hesse, which are major funding contributors.
Today’ s funding mechanism of the German Lander includes four stages, namely:

- Distribution of the value added tax, the corporate tax and the income tax between the
federal state, the Lander and the municipalities,

- Distribution of the value added tax between the Lénder;
- Horizontal equalization;
- Federd grants.

It should also be noted that the financial equalization law currently in force will in principle
remain in place until 2019, when some of the funding mechanisms it provides are due to
expire. We use the words “in principle’, because the Lander of Bavaria and Hesse filed a new
appeal against the current equalization system to the Constitutional Court in 2013. (Note 6)

2.1 Digtribution of the value added tax, the corporate tax and the income tax between the
federal state, the Lander and the municipalities

In 2010, the corporate tax was equally distributed between the federal State and the Lander
(50% for each part). The share allocated to the Lander is then divided depending on the Land
of domicile of each company(Note 7).

42.5% of the income tax is awarded to the federal state, 42.5% to the Lander and 15% to the
municipalities. The criterion of residence appliesto the alocation of the Léander’ s share.

The distribution of the value added tax (VAT) is more complex. The financial equalization
law between the federal state and the Lander (Finanzausgleichsgesetz) indeed provides that
9.5% of the VAT receipts are first attributed to the federal state, among other things as aform
of compensation for the increase in pension payments made by the State. In addition, 2.2% of
the VAT isallocated to the municipalities. The amount that is |€eft is then divided between the
federal state (50.5%) and the Lander (49.5%).

2.2 Distribution of the value added tax between the Lander

Section 2 of the financial equalization law between the federal state and the Lander provides
aset of rules applicable to the distribution of VAT between the Lander.

The share attributed to the Léander is divided into two parts: the first one amounts to a
maximum of a quarter of the total and the second is equal to the balance.

The first part is shared between the Lander whose revenues from income tax, corporate tax
and Lander tax are below the average (which was of 1309.23 euro per inhabitant in
2010(Note 8)).

Each of these Lander receives what is called an additional share (ergénzungsanteile).

i.  The Lander whose aforementioned revenues are lower than 97% of the average
receive an amount calculated according to the following formula:
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_ » _RIL))_ 2t
Sp= Ryx Ppx ((20 X (1 100)) 4000) (1)

S, = additional share allocated to the Land in question

Ra = average revenues per inhabitant for all Lander from the income tax, the corporate tax
and Lander tax.

P. = the number of inhabitants in the Land in question

RI, = therevenuesindex of the Land (average: 100)

ii.  The Lander whose aforementioned revenues are between 97% and 100% of the
average receive an amount calculated according to the following formula:

5= Rax rx (150 (2 (15)) +2) @

S, = additional Share allocated to the Land in question

Ra = average revenues per inhabitant for al Lander from the income tax, the corporate tax
and Lander tax.

PL = the number of inhabitantsin the Land in question
RI. = the revenues index of the Land (average: 100)

A verification is then made to ensure that the total amount alocated as additional shares
(ergénzungsanteile) does not exceeds 25% of the share of VAT receipts attributed to the
Lander. No such problem occurred in 2010, the erganzungsanteile amounting to 12.52% of
the Lénder share of VAT receipts (10 092 047 000 euro out of 80 587 873 000 euro) (Note 9).

If the authorized thresholds are exceeded, the financial equalization law between the federal
state and the Lénder provides that the allocated amounts in question shall be reduced
proportionally.

Therest of the Léander share of VAT receipts (70 495 826 000 euro in 2010, that is 87.48% of
the total) is then shared out proportionately to the population of the Lénder.

The amounts received by the Lander as additional shares (Erganzungsanteile) and as part of
the proportional distribution of the VAT are shown in e.g. Table 1.
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Table 1. Amounts received by the Lander as additional shares (Erganzungsanteile) and as
part of the proportional distribution of the VAT

Ergénzungsanteile

Distribution proportiona to the

population Total allocated
Land amount  (*1000
Revenues index entitlement to the Allocated Allocated €euro)
Revenues (*1000 Revenues per per inhabitant ergénzungsanteile amount (*1000 amount
€euro) inhabitant (euro) (average=100) (YES/NO) euro) Population (*1000 euro)
North Rhine-Westphalia 23488028 1315.81 100.50 NO 0 17 850 560 15393014 15393014
Bavaria 21197 350 1693.20 129.33 NO 0 12519 130 10 795 580 10 795 580
Baden-Wirttemberg 16 495 969 1534.52 117.21 NO 0 10 749 924 9269 946 9269 946
Lower Saxony 8898 695 1121.83 85.69 YES 1357 667 7932282 6840 219 8197 886
Hesse 10114 447 1667.98 127.40 NO 0 6 063 885 5229 050 5229 050
Saxony 2737375 659.03 50.34 YES 2537114 4153 631 3581787 6118 901
Rhineland-Palatinate 5111201 127557 97.43 YES 101 167 4006 995 3455339 3556 506
Saxony-Anhalt 1483533 632.72 48.33 YES 1490773 2344679 2021879 3512652
Schleswig-Holstein 3461 707 1222.63 93.39 YES 213488 2831364 2441561 2655049
Thuringia 1427 639 637.01 48.66 YES 1415827 2241157 1932610 3348437
Brandenburg 2030142 809.58 61.84 YES 1173078 2507 654 2162 417 3335495
Mecklenburg-Vorpommern 1 056 519 641.66 49.01 YES 1032909 1646 539 1419855 2452764
Saarland 1063211 1042.55 79.63 YES 251 357 1019 815 879414 1130771
Berlin 3976 339 1154.44 88.18 YES 482 851 3444 400 2970198 3453049
Hamburg 3667 583 2061.44 157.45 NO 0 1779140 1534 200 1534 200
Bremen 821 046 1244.84 95.08 YES 35816 659 561 568 757 604 573
Total 107 030 784 10092 047 81750 716 70 495 826 80587 873
Average 1309.23 100.00

Sources: Second order of Germany’ s federal finance Minister with a view to implementing the financial
equalization law of 2010, own cal culations.

2.3 Horizontal equalization

Equalization is provided for under article 107 of the German Constitution(Note 10), which
establishes the principle of it.

The implementation of equalization is however provided for by the financial equalization law
between the federal state and the Lander (Finanzausgleichsgesetz), which states that the
Lander whose financial strength index is lower than the equalization index shall receive a
contribution financed by the Lander whose financial strength index is higher than the
equalization index.

These two indexes are cal culated according to the following formul ae:
FSI, = R, + (0.64 X Ry,)

FSI, =financia strength index of the Land in question

R_= revenues of the Land from the income tax, the corporate tax, the Lénder taxes, the value
added tax and royalties.

Rwm = revenues of the municipalitiesin the Land in question and

B, = (i) o (008 x (L) ®

Pry WP,
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El. = equalization index of the Land in question

Rr =total revenues of al Lander from the income tax, the corporate tax, the Lander taxes, the
value added tax and royalties

P. = population in the Land in question

CL1 = population coefficient assigned to the Land in question for the first part of the
formula(Note 11)

WPy = total German population weighted to reflect the population coefficients assigned to
the Lénder for the first part of the formula (in 2010: 83 809 801.35 inhabitants) (Note 12)

Rwt = total municipal revenues for all the Lander

CL2 = population coefficient assigned to the Land in question for the second part of the
formula(Note 13)

WPy, = total German population weighted to reflect the population coefficients assigned to
the Lander for the second part of the formula (in 2010: 84 014 251.5 inhabitants) (Note 14)

i Lander whose financial strength index islower than 80% of the equalization index
receive an equalization amount calculated according to the following formula:

— 3 _ESILy ) _ 317
EA, = El. X <<4 . (1 ElL )) 20 000) (4)

EA = equalization amount allocated to the Land in question
El_ = equalization index of the Land in question
FSI, =financia strength index of the Land in question

ii. Lander whose financia strength index is greater than or equal to 80% of the
equalization index, but lower than 93% of it, receive an equalization amount
calculated according to the following formula:

EAL=E1Lx(1—%)x<(%x(1_%)+2_2)_%> ©

EA = equalization amount allocated to the Land in question
El. = equalization index of the Land in question
FSI. = financial strength index of the Land in question

iii. Léander whose financia strength index is greater than or equal to 93% of the
equalization index, but lower than 100% of it, receive an equalization amount
calculated according to the following formula:

EA, = Elx (1-28)x (Bx (1-21) + 2) 6)

EI; EIL 25
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EA = equalization amount allocated to the Land in question
El_ = equalization index of the Land in question
FSI. =financia strength index of the Land in question

Conversdly, Lander whose financial strength index is greater than the equalization index
contribute to the equalization.

iv. Lander whose financial strength index is greater than the equalization index, but
lower than 107% of it, pay an equalization amount calculated according to the
following formula:

APL=AC><EILx(’f—I’LL—1)x(§x(’§—I’LL—1)+§) 7

AP_ = equalization amount paid by the Land in question

AC = adjustment coefficient applied in order to match the total amount received as
equalization allocations with the total amount paid as equalization contributions, which is
calculated according to the following formula:

Total amount received by the Lander benefiting from equalization

Total amount paid by the Lander supporting equalization
This coefficient was of 0.9901 in 2010.
El_ = equalization index of the Land in question
FSI. =financia strength index of the Land in question

V. Lander whose financial strength index is greater than or equal to 107% of the
equalization index, but lower than 120% of it, pay an equalization amount
calculated according to the following formula:

ApLzACxEILx(%ILL— )x((%x(f—;;—l)‘l'g)_z;;ito) €S)

AP_ = equalization amount paid by the Land in question

AC = adjustment coefficient applied in order to match the total amount received as
equalization allocations with the total amount paid as equalization contributions, which is
calculated according to the following formula:

Total amount received by the Lander benefiting from equalization

Total amount paid by the Lander supporting equalization
This coefficient was of 0.9901 in 2010.
El. = equalization index of the Land in question
FSI = financial strength index of the Land in question
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Vi. And Lander whose financial strength index is greater than or equal to 120% of the
equalization index pay an egualization amount calculated according to the
following formula:

AP, = AC x ElL x (3x (Bt —1) - 22 (9)

Elp, 20000

AP_ = equalization amount paid by the Land in question

AC = adjustment coefficient applied in order to match the total amount received as
equalization allocations with the total amount paid as equalization contributions, which is
calculated according to the following formula:

Total amount received by the Lander benefiting from equalization

Total amount paid by the Lander supporting equalization
This coefficient was of 0.9901 in 2010.
El. = equalization index of the Land in question
FSI. = financia strength index of the Land in question

The amounts received or paid by the Lander as a form of equalization are shown in Table 2
below.

Table 2. Amounts received or paid as aform of equalization in Germany (2010)

Financia strength index (FSI)

Amount received

(thousand euro) (municipa indexes are Equalization index (El) (thousand euro) .
Land . L . FSI/EI*100 . (+) or paid (-)
multiplied by 0.64) (municipal indexesare multiplied by 0.64) Land: contributor or
. - . - . (thousand euro)
Municipalities Lander Tota Municipdlities  Lander Total beneficiary?
North Rhine-Westphalia 10 265 897 38 881 529 49 147 426 9847576 40 056 639 49 904 215 98.48 beneficiary 354 301
Bavaria 8456 335 31993 370 40 449 705 6906 399 28 092 915 34999 314 115.57 contributor -3511134
Baden-Wirttemberg 7181884 25722512 32 904 396 5930 385 24122 819 30 053 204 109.49 contributor -1 708 837
Lower Saxony 4040 280 17 601 267 21641547 4 375983 17 800 033 22176 016 97.59 beneficiary 259 089
Hesse 4319577 15 344 125 19 663 702 3345249 13607 352 16 952 601 115.99 contributor -1752 340
Saxony 1413210 8835344 10 248 554 2291424 9320 744 11612 168 88.26 beneficiary 853 882
Rhineland-Palatinate 2022122 8671563 10 693 685 2210529 8991 693 11 202 222 95.46 beneficiary 266 630
Saxony-Anhalt 798 436 4991 343 5789779 1319353 5261 457 6580 810 87.98 beneficiary 497 026
Schleswig-Holstein 1509 717 6198 675 7708 392 1561972 6353578 7915550 97.38 beneficiary 101 218
Thuringia 739 627 4774 149 5513776 1236 374 5029 154 6 265528 88.00 beneficiary 472 220
Brandenburg 1022 210 5 366 385 6 388 595 1424 893 5627 173 7 052 066 90.59 beneficiary 401 042
Mecklenburg-Vorpommern 516 823 3506 440 4023 263 953 759 3694 832 4 648 591 86.55 beneficiary 399 149
Saarland 493 615 2193982 2687 597 562 599 2288 464 2851063 94.27 beneficiary 89331
Berlin 1495573 7362 764 8858 337 2565 221 10 434 461 12 999 682 68.14 beneficiary 2899 964
Hamburg 1654 598 5200 044 6 854 642 1325017 5389724 6714 741 102.08 contributor -66 307
Bremen 418 037 1425619 1843 656 491 209 1998 073 2489 282 74.06 beneficiary 444764
Total 46 347 942 188 069 111 234417053 46 347 942 188069 111 234417 053 0

Sources: Second order of Germany’s federal finance Minister with a view to implementing the financia
equalization law of 2010.

2.4 Federal grants(Note 15)

Two different kinds of federal additional grants (Bundeserganzungszuweisungen) are made to
the Lander.
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On the one hand, general federal additional grants are attributed to Lander whose financial
strength index and horizontal equalization compensations combined are lower than 99.5% of
the equalization index. These Lander receive 77.5% of the difference.

\\ Macrothink Research in Applied Economics

The amounts received by the Lander as general federal additional grants are shown in e.g.
table 3.

Table 3. Amounts received by the Lénder as general federal additional grants (2010)

Financial
. I Amount
strength _capz.;\mty E_quallzatlon (FSI + recaived
Land + equalization index (EI)
E)/(EI*100 (thousand
(FSI +E) (thousand
(thousand euro) euro) euro)
North Rhine-Westphalia 49 501 727 49904 215 99.193 118 549
Bavaria 36938571 34999 314 105.541 0
Baden-Wirttemberg 31195559 30053 204 103.801 0
Lower Saxony 21 900 636 22176016 98.758 127 487
Hesse 17911 362 16 952 601 105.656 0
Saxony 11102 436 11612 168 95.610 350 045
Rhineland-Palatinate 10960 315 11202 222 97.841 144 069
Saxony-Anhalt 6 286 805 6580 810 95.532 202 353
Schleswig-Holstein 7809 610 7915550 98.662 51431
Thuringia 5985 996 6 265 528 95.539 192 358
Brandenburg 6 789 637 7 052 066 96.279 176 056
Mecklenburg-V orpommern 4422 412 4648 591 95.134 157 275
Saarland 2776928 2851063 97.399 46 407
Berlin 11758 301 12 999 682 90.451 911 697
Hamburg 6788 335 6714 741 101.096 0
Bremen 2288420 2489 282 91.931 146022
Totd 2623750

Sources: second order of Germany’ s federal finance Minister with a view to implementing the financial
equalization law of 2010, own calculations.

On the other hand, exceptiona federal additiona grants (Sonderbedarfs-
Bundeserganzungszuweisungen) are attributed to Lander sustaining different kinds of
burdens. Three categories of exceptional federal grants can be distinguished.

The first one aims to compensate for the backwardness with regard to infrastructures and for
the low financial strength of municipalities in the five eastern Lander and in the city-state of
Berlin. To this end, they have received 8.743 billion euro in 2010 according to an allocation
key provided for by the financial equalization law between the federa state and the Lénder.
[This amount has been decreasing from year to year since 2005 and will continue to do so
until 2019, when the measure is due to expire in accordance with the financial equalization
law between the federa state and the Lénder.]
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The second one provides the five eastern Lander with an amount intended to cover the costs
associated with high unemployment and resulting high socia charges. One billion euro has
been alocated to this purpose in 2010, according to an allocation key provided for by the
financia equalization law between the federal state and the Lander.

And the last one is designed to support ten small Lander that have to bear higher political
management costs. 516.9 billion euro have been paid as such in 2010.

The amounts received by the Lander as exceptional federal additional grants are shownin e.g.
table 4.

Table 4. Amounts received by the Lénder as exceptional federal additional grants (2010)

First grant Second grant Third grant
(thousand euro) (thousand euro) (thousand euro)

Land

North Rhine-Westphalia 0 0 0
Bavaria 0 0 0
Baden-Wrttemberg 0 0 0
Lower Saxony 0 0 0
Hesse 0 0 0
Saxony 2279803 319 000 25 565
Rhineland-Palatinate 0 0 46 016
Saxony-Anhalt 1375569 187 000 52 663
Schleswig-Holstein 0 0 53174
Thuringia 1250910 176 000 55731
Brandenburg 1252 615 190 000 55220
Mecklenburg-V orpommern 921 205 128 000 61 355
Saarland 0 0 63 400
Berlin 1662 989 0 43 460
Hamburg 0 0 0
Bremen 0 0 60 332
Total 8 743 091 1 000 000 516 916

Sources. Financial equalization law between the federal state and the Lénder, own calculations.

3. Summary

Table 5 below summarizes the amounts allocated to each Land in the framework of the
different funding mechanisms provided for by the German law.
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Table 5. Amounts alocated to the Lander in the framework of the funding mechanisms
provided for by the German law (2010, thousand euro)

VAT o General federal Exceptional federal grants
Land - - Equadlization
Ergénzungsanteile Population Tota grants Grant 1 Grant 2 Grant 3 Tota

North Rhine-Westphalia 0 15393014 15393014 354 301 118549 0 0 0 0
Bavaria 0 10 795 580 10 795 580 -3511134 0 0 0 0 0
Baden-Wiirttemberg 0 9269 946 9269 946 -1708 837 0 0 0 0 0
Lower Saxony 1357 667 6840 219 8197 886 259 089 127 487 0 0 0 0
Hesse 0 5229 050 5229 050 -1752 340 0 0 0 0 0
Saxony 2537114 3581787 6118 901 853 882 350 045 2279803 319 000 25565 2624368
Rhineland-Palatinate 101 167 3455339 3556 506 266 630 144 069 0 0 46 016 46 016
Saxony-Anhalt 1490773 2021879 3512652 497 026 202 353 1375569 187 000 52663 1615232
Schleswig-Holstein 213488 2441561 2655 049 101218 51431 0 0 53174 53174
Thuringia 1415827 1932610 3348437 472 220 192 358 1250910 176 000 55731 1482641
Brandenburg 1173078 2162 417 3335495 401 042 176 056 1252615 190 000 55220 1497835
M ecklenburg-V orpommern 1032 909 1419855 2452 764 399 149 157 275 921 205 128 000 61355 1110560
Saarland 251 357 879414 1130771 89 331 46 407 0 0 63 400 63 400
Berlin 482 851 2970198 3453049 2899 964 911 697 1662 989 0 43460 1706 449
Hamburg 0 1534200 1534 200 -66 307 0 0 0 0 0
Bremen 35816 568 757 604 573 444 764 146 022 0 0 60 332 60 332
Total 10092 047 70 495 826 80587 873 0 2623750 8743091 1000000 516916 10260007

Sources: Second order of Germany’s federal finance Minister with aview to implementing
the financia equalization law of 2010, financial equalization law between the federal state
and the Lénder, own calculations.

4. Solidarity

Table 6 below describes the changes in the financia position of Lander as the funding
mechanisms are gradually being introduced.

It also indicates the solidarity per inhabitant, measured by calculating the difference between
the total amounts per capita each Land would receive in case of the application of an
allocation key based on the index before funding and the amounts actually received.
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Table 6. Changes in the financial position of Lander before and after the introduction of
different funding mechanisms (2010)

Personal
income tax
(PIT),
corporate tax PIT, CT, PIT, CT, Generad PIT, CT, Exceptional PIT, CT,
(CT)and LT, LT, VAT, federal LT, VAT, federal LT, VAT,
Lander tax VAT royalties grants royalties, grants roydties,  Solidarity
(LT) PIT,CT VAT Royalties and Equalization and (GFG) equalization (EFG) equalization, per

(thousand andLT (thousand  (thousand roydties (thousand equalization  (thousand and GFG (thousand GFGand inhabitant
Land €euro) index €euro) €uro) index euro) index €euro) index €euro) EFG index (euro)
North Rhine-
Westphalia 23488 028 10050 15393014 486 94.59 354 301 95.46 118549 94.43 0 89.61 -268
Bavaria 21197 350 129.33 10795580 440 11098 -3511134 98.80 0 97.45 0 92.47 -907
Baden-
Woirttemberg 16 495 969 117.21 9269 946 320 104.09 -1708837 97.19 0 95.85 0 90.96 -646
Lower
Saxony 8898 695 85.69 8197886 531652 96.51 259 089 97.93 127 487 97.27 0 92.31 163
Hesse 10 114 447 127.40 5229 050 629 109.89  -1752340 97.34 0 96.00 0 91.11 -893
Saxony 2737375 50.34 6118 901 1313 92.61 853882 101.54 350 045 103.75 2624 368 124.14 1816
Rhineland-
Palatinate 5111201 97.43 3556 506 3855 93.98 266 630 96.87 144 069 97.08 46 016 92.60 -119
Saxony-
Anhalt 1483533 48.33 3512 652 152 92.54 497 026 101.75 202 353 104.05 1615232 126.74 1929
Schleswig-
Holstein 3461 707 93.39 2655 049 81919 95.08 101 218 96.63 51431 96.08 53174 91.94 -36
Thuringia 1427 639 48.66 3348437 1687 92.58 472 220 101.73 192 358 104.01 1482641 12559 1893
Brandenburg 2030142 61.84 3335495 748 92.94 401 042 99.88 176 056 101.52 1497835 120.62 1446
Mecklenburg-
Vorpommern 1056 519 49.01 2452 764 690 92.58 399 149 103.11 157 275 105.78 1110560 127.80 1938
Saarland 1063211 79.63 1130771 0 93.43 89 331 97.23 46 407 97.85 63 400 95.38 388
Berlin 3976 339 88.18 3453049 0 93.67 2899 964 130.24 911 697 139.78 1706 449 152.79 1590
Hamburg 3667 583 157.45 1534 200 104 126.98 -66 307 125.36 0 123.64 0 117.33 -987
Bremen 821 046 95.08 604 573 0 93.87 444 764 123.15 146 022 130.94 60 332 127.98 809
Total 107 030 784 100 80587873 623995 100 0 100 2623750 100 10 260 007 100 0

Sources: Second order of Germany’ s federal finance Minister with a view to implementing the financial
equalization law of 2010, financial equalization law between the federal state and the Lander, own calculations.

As can be seen from e.g. table 6 above, the mechanisms in place are extremely redistributive
and lead to an important paradox of revenues. We indeed see large differences between the
index before funding based on revenues from personal income tax, corporate tax and Lander
tax and the index after funding taking into account, on top of these revenues, the entitlement
to VAT shares, royalties, horizontal equalization and general and exceptional federal grants.

Before funding, the indexes range from 48.33 (Saxony-Anhalt) to 157.45 (Hamburg) and
after funding, between 89.61 (North Rhine-Westphalia) and 152.79 (Berlin). The greatest gap
between Lander falls from 109.12 to 63.18.

In fact, nine Lander benefit from the solidarity, receiving between 163 and 1938 euro per
inhabitant and the other seven finance it, “paying” between 36 and 987 euro per inhabitant.

The ranking of Lander before and after funding, is shown in Table 7 and Chart 1 below.
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Table 7. Ranking of Lander in terms of wealth index per capita, before and after application
of funding mechanisms for Lander (2010)

- Research in Applied Economics
A\ Macrothink plied Economics

Before funding After funding
Position Land Index Position Land Index
1 Hamburg 1575 1 Berlin 152.8
2 Bavaria 129.3 2 Bremen 128.0
3 Hesse 1274 3 M ecklenbur g-Vorpommern 127.8
4 Baden-Wrttemberg 117.2 4 Saxony-Anhalt 126.7
5 North Rhine-Westphalia 100.5 5 Thuringia 125.6
6 Rhineland-Palatinate 97.4 6 Saxony 124.1
7 Bremen 95.1 7 Brandenburg 120.6
8 Schleswig-Holstein 934 8 Hamburg 117.3
9 Berlin 88.2 9 Saarland 95.4
10 Lower Saxony 85.7 10 Rhineland-Palatinate 92.6
11 Saarland 79.6 11 Bavaria 925
12 Brandenburg 61.8 12 Lower Saxony 92.3
13 Saxony 50.3 13 Schleswig-Holstein 91.9
14 M ecklenbur g-Vorpommern 49.0 14 Hesse 91.1
15 Thuringia 48.7 15 Baden-Wrttemberg 91.0
16 Saxony-Anhalt 48.3 16 North Rhine-Westphalia 89.6

In Table 7 above, Lander located on the territory of former East Germany are shown in bold
and underlined and Berlin is underlined.

Sources: Second order of Germany’s federal finance Minister with a view to implementing
the financial equalization law of 2010, financial equalization law between the federa state
and the Lander, own calculations.
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Chart 1. Ranking of Lander in terms of wealth index per capita, before and after application
of funding mechanisms for Lander (2010)

Sources: Second order of Germany’s federal finance Minister with a view to implementing
the financial equalization law of 2010, financial equalization law between the federa state
and the Lander, own calculations.

Changes in the ranking of Lander before and after funding allow us to draw a conclusion on
the presence of a paradox of revenues, in addition to solidarity.

The Lander all move in the ranking, but some experience a much larger change in relative
position than others. Hesse and Baden-Wirttemberg has both fallen eleven places, going
from the third to the fourteenth position and from the fourth to the fifteenth position
respectively. By contrast, Saxony-Anhalt has gained twelve places, going from the sixteenth
to the fourth position, and Mecklenburg-Vorpommern has climbed eleven places, moving to
the third position after funding.

Also interesting to note is that the major beneficiaries of the funding are Lander located on
the territory of the former GDR, which are bottom of the league (12", 13", 14™, 15" and 16™
position) before funding and rank number 3, 4, 5, 6 and 7 after funding. The same applies to
Berlin (city-state that used to be divided into East [GDR] and West Berlin [FRG]), which
moves from the 9" to the 1% position after funding. The progression of Eastern Lander and of
Berlin is mainly due to the exceptional federal grants, one of the aims of which is to
compensate for the backwardness with regard to infrastructures and for the low financia
strength of municipalitiesin the five eastern Lander and in the city-state of Berlin.
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5. Conclusion
A reform of the financing of German Lander occurred in 2001 and came into force in 2005.

The aim of this paper was to explain the funding mechanisms of Lander and to measure to
what extent they generate solidarity and have an influence on the wealth of Lander.

Our analysis has highlighted a very redistributive system, particularly generous to the Lander
located in former East Germany, which leads to an important paradox of revenues.

This paradox of revenues may be legitimate in order to relaunch the economy in the poorest
Lander. Furthermore, this situation is not an isolated case. A paradox of revenues was for
instance observed in Belgium (Pagano, Vandernoot & Tyrant, 2011) and in Spain (Bellanca,
Martinez Sans & Vandernoot, 2013).

Further research could be conducted to study the financial flows between Lénder on longer
periods in order to measure the cumul ative extent of the phenomenon.
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Note 1. Frémy D. and Frémy M., Quid 2004, 2004.

Note 2. Baden-Wurttemberg, Bavaria, Bremen, Hamburg, Hesse, Lower Saxony, North
Rhine-Westphalia, Rhineland-Palatinate, Saarland and Schleswig-Holstein.

Note 3. Brandenburg, Mecklenburg-Vorpommern, Saxony, Saxony-Anhalt and Thuringia.
Note 4. Bundesverfassungsgericht, 2 BvF 2/98 of November 11, 1999.

Note 5. Gesetz Uber den Finanzausgleich zwischen Bund und Landern
(Finanzausgl ei chsgesetz-fag), December 20, 2001.

Note 6.
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http://www.tagesspiegel .de/politik/laenderfinanzausgl ei ch-bayern-und-hessen-wollen-in-karls
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Note 7. Bundesministerium der Finanzen, Der Bundesstaatliche Finanzausgleich, 7 pages,
2012.

Note 8. Zweite Verordnung zur Durchfihrung des Finanzausgleichsgesetzes im
Ausgleichgahr 2010, 16/09/2011, calculs propres.

Note 9. Zweite Verordnung zur Durchfihrung des Finanzausgleichsgesetzes im
Ausgleichgjahr 2010.

Note 10. Grundgesetz fur die Bundesrepublik Deutschland, amended version of July 11,
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2012.

Note 11. This coefficient stands at 1.35 for the three city-states (Berlin, Bremen and
Hamburg) since they have higher needs per inhabitant due to their dual status. All the other
Léander have a coefficient of 1. Source: Bundesministerium der Finanzen,
Finanzausgleichsgesetz, op. cit.

Note 12. Source; own calculations.

Note 13. This coefficient stands at 1.35 for the three city-states (Berlin, Bremen and
Hamburg) since they have higher needs per inhabitant due to their dual status. The Lander of
Mecklenburg-Vorpommern, Brandenburg and Saxony-Anhalt benefit from a coefficient of
1.05, 1.03 and 1.02 respectively, due to their low population density. All the other Lander
have a coefficient of 1. Source: Bundesministerium der Finanzen, Finanzausgleichsgesetz,
op. cit.

Note 14. Source; own calculations.

Note 15. Financial equalization law between the federal state and the Lander
(Finanzausgl eichsgesetz)
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