Budget Institutions for Subnational Fiscal @)
Discipline: Local Fiscal Rules in Post-Crisis e
EU Countries

Gerard Turley, Christian Raffer, and Stephen McNena

Abstract Fiscal rules are institutional constraints on budget policymakers’
decision-making discretion aimed at fostering prudent fiscal policy, promoting
overall fiscal discipline, and ensuring long-term fiscal sustainability. Since the
European sovereign debt crisis, fiscal rules have been at the centre of the debate
on the EU’s economic governance, the need to strengthen fiscal frameworks and
improve policy co-ordination. This chapter outlines the origin, purpose, design, and
coverage of local fiscal rules in EU countries over a decade after the 2008 financial
crash. It presents a review of the empirical evidence on subnational fiscal rules and
their impact and effectiveness on fiscal outcomes. The chapter ends with some
concluding remarks and lessons drawn from the experience of fiscal rules across
both time and space and outlines how policymakers can learn from this international
experience.

1 Introduction

This chapter outlines the institutional arrangements commonly known as fiscal rules,
as applied to local government. It begins with a definition of fiscal rules, the different
types and the design features. We then outline the evolution of and rationale for fiscal
rules and the arguments in favour and against such institutional constraints. A
literature review on the impact and effectiveness of subnational fiscal rules on
budgetary outcomes and fiscal performance follows. In the next section, local fiscal
rules in EU countries are outlined, and the effects of the 2008 financial crash and the
subsequent fiscal crisis on fiscal rules are analysed. In the concluding section, policy
lessons are drawn from the international experience to date.
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Fig. 1 Institutional framework for fiscal regulation. Source: Ter-Minassian and Craig (1997);
Eyraud and Gomez Sirera (2015)

Using the conceptual framework of regulatory regimes, fiscal rules are an exam-
ple of institutional arrangements for fiscal regulation." Ter-Minassian and Craig
(1997) outline a typology of these fiscal mechanisms or strategies (Fig. 1).

Of the four stylised classifications of control instruments (the other three being
market discipline, cooperative arrangements and administrative controls), the rules-
based fiscal framework is the focus of this chapter. As with these other models of
institutional constraints, the objective of fiscal rules is to instil fiscal discipline,
improve policy coordination and ensure public debt sustainability. We begin by
defining fiscal rules and identifying the different types of rules and their design
characteristics.

2 Definition, Types and Design

Often expressed in the form of predetermined numerical limits on budgetary aggre-
gates or summary indicators, fiscal rules are long-lasting institutional constraints on
budget policymakers’ decision-making discretion, aimed at promoting overall fiscal
discipline and ensuring sustainable public finances. Although the broad definition of
a rules-based fiscal framework includes not only the numerical limits but also the
budgetary procedures, transparency requirements and surveillance mechanisms, this
chapter is primarily limited to the quantitative target element of fiscal rules.

The four main fiscal rules constrain deficits, borrowing and debt, expenditure and
revenue, with Table 1 outlining how these rules are normally defined and usually

'Fiscal rules are a special case of policy rules, which, in turn, are part of the much wider rules versus
discretion strand of literature in macroeconomics and, particularly, fiscal and monetary policy. For a
discussion on local fiscal rules, the more relevant literature relates to local public finance, fiscal
decentralisation, subnational borrowing and, in the case of this book, fiscal regulation.
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Table 1 Typology of fiscal rules

Type of rule Rule defined/expressed

Budget (fiscal) bal- | A ceiling on the budget deficit, where the limit can be zero (a balanced
ance rule budget), a maximum permissible deficit or a surplus. Expressed in nom-
inal terms or as a percentage of GDP, in structural (cyclically adjusted) or
primary balance or non-commodity terms. Encompass current only or
current and capital or current and capital and off-budget items. Applies to
submitted or adopted or realised budget. Deficit carry-over permitted or
not permitted

Borrowing and debt | The borrowing and debt rule covers a range of constraints on government
rule recourse to debt financing. It may impose limits to new borrowing

(a ceiling on the issuance of new debt), on financing sources (e.g. Central
Bank or external), gross or net debt levels (in nominal terms or as a
percentage of GDP or revenue), debt service or to type of expenditure.
The latter is a special case (and a variant of the budget balance rule), called
the golden rule, where borrowing is limited to investment purposes

Expenditure rule Limits to the growth in expenditure, expressed in nominal or real terms, or
a ceiling on total expenditure or type of expenditure

Revenue rule Regulations on revenue (e.g. tax burden as a percentage of GDP) or
applied to certain tax revenues (e.g. property tax revenue increases or
property tax rates) or specify the uses to which above forecasted or
windfall revenues can be put, e.g. debt reduction purposes, or placed in a
rainy day fund for future use

expressed.” Although apparently straightforward, in reality it is a little more
nuanced, as there are overlaps between the different rules (and, indeed, between
rules and administrative controls), and much depends on their interpretation and
enforcement. This brings us neatly to the different characteristics of fiscal rules and
the importance of design features (Table 2).°

As with other institutions, the design of fiscal rules is important for its effective-
ness, as a poorly devised rule may not work and can even be counterproductive
(Schick 2010). Notwithstanding the inevitable trade-offs between some design
features, specific design attributes can increase the effectiveness of fiscal rules,
e.g. comprehensive rule coverage; buy-in from local governments; sufficient flexi-
bility and readily operational; harmonisation of accounting and statistical systems;
quality of monitoring; and enforcement mechanisms (Kotia and Lled6é 2016). The
European Commission, in its index of the strength of fiscal rules, found that rules

2 Another relevant policy rule is the no-bailout clause where an upper tier of government is
precluded by law from bailing out a lower tier of government that is in financial trouble or distress.
Although not unimportant, we omit this rule from our analysis.

3Although our focus is on local fiscal rules, these design features apply to all fiscal rules,
i.e. regional, national or supranational rules. A breakdown of numerical fiscal rules by type of
government is provided by the EC database on fiscal rules. In the context of design attributes,
Kopits and Symansky (1998) have identified the following criteria of internationally accepted good
practice — definition, transparency, adequacy, consistency, simplicity, flexibility, enforceability and
efficiency. This is an alternative to the list outlined in Table 2.
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Table 2 Design features of fiscal rules

Feature

Design characteristics

Fiscal framework

Free standing and independent of the budgetary process or inte-
grated into a broader institutional framework, such as a medium-
term budgetary framework (MTBF) and fiscal responsibility laws
(FRLs)

Statutory basis

Constitutional or legal or coalition agreement or simply a policy
guideline or political pronouncement

Imposition

Implemented from above by a higher tier of government or self-
imposed or negotiated between different tiers of government
(sometimes involving an intergovernmental council)

Number and complexity

One or a set of rules/simple or complex in terms of its operational
scope and implementation

Scope of coverage

Current or current and capital or current and capital and extra-
budgetary and quasi-fiscal activities

Time horizon

Annual or multi-annual or over the cycle or over the government’s
term of office/stock or flow or both

Flexibility

With respect to the economic cycle, timeframe, shocks, inflation
(adjusted)

Escape clause

For exceptional events or unforeseen shocks

Sunset provision

Provision/no provision for periodic revision

Accounting system and
auditing standards

Cash or accruals/treatment of contingent liabilities/depreciation
rules/creative accounting®

Reporting requirements and
statistical data

Accurate, standardised, reliable, timely and transparent
information

Monitoring and surveillance | Government or independent body/early warning system (EWS)
agency

Enforcement Ex ante monitoring or ex post sanctions/imposed or negotiated

Sanctions for
non-compliance

No predefined actions/correction mechanisms (triggered auto-
matically or requires action), with financial, judicial or reputa-
tional sanctions

“Examples of budgetary gimmicks include reclassification of expenditures, moving items to a
different fiscal year, off-budget items, arrears or borrowing from local public enterprises

(1) where objectives cannot be easily changed; (2) which are monitored and enforced
by independent fiscal institutions; (3) which include automatic sanctions for
non-compliance; and (4) which are subject to media visibility and scrutiny are
deemed to be the strongest, which, in turn, is an important determinant of likely
effectiveness (Hagemann 2012; European Commission 2018). Well-crafted fiscal
rules reflect the careful balancing and trade-offs confronted by technocrats and
policymakers in their pursuit of fiscal policy objectives.

Before reviewing the literature on the effectiveness of (the type and design of)
subnational fiscal rules on fiscal outcomes and performance, we briefly outline the
rationale and evolution of fiscal rules, as well as the arguments in favour and against
such institutional restrictions.
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Local Fiscal Rules: Evolution by Type
28 EU Member States
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Fig. 2 Development of fiscal rules over time (1995-2015) for the EU-28 member countries, in
absolute numbers (own graph, data source: European Commission Fiscal Rules Strength Index)

3 Evolution, Rationale and Costs

3.1 History and Evolution

Fiscal rules are not a recent invention. Several countries have a balanced budget rule
in their constitution, and some of those date back to the end of the nineteenth century
(Asatryan et al. 2018). In the USA, for example, the states adopted balanced budget
rules of varying strength before the year 1900 (Henning and Kessler 2012). How-
ever, by 1990 the IMF fiscal rules database still showed less than ten countries
worldwide having implemented fiscal rules on either a national or subnational level.
By 2009, the number of countries had increased to 80 (Kumar et al. 2009).

The picture is similar from a European perspective. Based on the European
Commission’s fiscal rules database, Fig. 2 shows that the number of numerical fiscal
rules imposed on local governments in the EU-28 increased significantly since 1995
(Raffer et al. 2018). While the number of balanced budget rules more than doubled,
the number of debt rules increased more than fourfold (albeit starting from a lower
level).

This gain in prominence of numerical fiscal rules within the member states of the
EU can be explained by successive reforms in the fiscal governance framework,
which emphasised both an increased coverage of supranational fiscal rules and their
embedding in national legislation. As a consequence, the number of rules for lower
levels of government has soared in the past couple of decades (Kotia and Lled6
2016). A closer analysis reveals that, in terms of the balanced budget rule and debt
rule, not only has the number increased but so also has the quality of implementation,
monitoring, and enforcement (Raffer et al. 2018).
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3.2 Rationale

The theoretical background to fiscal rules is based on the idea that politicians and
governments suffer from a deficit bias, which leads to an adverse incentive to
overspend, undertax or borrow excessively (Kotia and Lledé 2016). In the absence
of this bias, public budgets would fluctuate depending on economic or political
conditions, mainly driven by the business cycle and counter-cyclical fiscal policy
(Wyplosz 2013). In reality, however, the deficit bias is a threat to fiscal discipline and
manifests itself in different levels and trends of local government debt (Foremny
2014). Combating the deficit bias is acknowledged as being °...one of the most
formidable challenges facing multi-tiered systems of government. . .” (Rodden 2002:
p. 670).

A large literature identifies reasons that explain this bias. At the local level, three
seem to dominate: (1) the tendency to push the burden of fiscal discipline to future
governments and generations; (2) the political-economy problem of catering to
interest groups at the cost of taxpayers in order to increase the probability of
re-election; and (3) the expectation to receive transfers from upper tiers of govern-
ment (Wyplosz 2013). Whereas only the third driver is exclusive to local govern-
ment, what all three have in common is that local politicians, in the presence of the
common-pool problem and negative spillovers, fail to internalise the consequences
of overspending.

Likewise, a local government may be lured into moral hazard in the face of a
potential bailout by the central government once it is unable to meet its financial
commitments (Rodden 2002; Pisauro 2003). This idea is formalised in the concept of
the soft budget constraint, a widely described syndrome that arises when an eco-
nomic agent is not held to a fixed budget but finds its budget constraint softened by
the prospect of external support because of its financial difficulty (Kornai et al.
2003). Plenty of research shows that fiscal decentralisation with weak local govern-
ment fiscal autonomy and high levels of top-down transfers increases this tendency
and consequently deteriorates fiscal discipline; see, e.g., Kotia and Lled6 (2016),
Eyraud and Lusinyan (2013) or Plekhanov and Singh (2007) for a discussion of
vertical fiscal imbalances (VFI) and fiscal discipline.

The deficit bias contributes to the ubiquitous phenomenon of governments
running deficits far too frequently and piling up unsustainable amounts of public
debt. Moreover, it is commonly cited as an argument for intervention in the political
process that drives the preparation, adoption and execution of the budget (Wyplosz
2013).

3.3 Arguments for and against Fiscal Rules

In theory, well-designed and implemented fiscal rules have the power to eliminate
the deficit bias (Wyplosz 2013). Following case-study literature, they are a good
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compromise among available institutional arrangements to foster fiscal discipline
since they may be more palatable to local governments than administrative controls,
they may also offer more stability than (potentially negotiable) fiscal targets set by
intergovernmental fiscal bodies and they may be the best alternative in countries
where the preconditions for effective market discipline are absent (Kotia and Lled6
2016). Also, in terms of transparency, fiscal rules are considered preferable to
administrative controls and statutory limits defined in the context of the annual
budget process, which is subject to short-term political bargaining (Ter-Minassian
and Craig 1997). Kopits (2001) describes their depoliticised nature as a further
advantage. By anchoring economic agents’ expectations and restricting the fiscal
behaviour of governments, binding fiscal rules can act as a disciplinary and com-
mitment device aimed at providing credible fiscal policy. More broadly than just
aimed at fostering prudent budgetary policy, fiscal rules can also be used to constrain
the size of the public sector, support intergenerational equity and contribute to
economic growth and stability (Sutherland et al. 2006; Ter-Minassian 2007).

In regulatory practice, rules are often seen more critically. One debate centres on
the old rules versus discretion dichotomy. Because rules can never be fully contin-
gent, situations may arise that would make any rule rather costly to respect. There-
fore, rules must be flexible enough to accommodate unforeseeable contingencies
(Wyplosz 2013). Related to this argument are the risks that fiscal rules may induce
pro-cyclical fiscal policy and also distort the allocation and composition of public
spending. Moreover, policymakers are likely to evade fiscal rules, to look for
loopholes or to change or simply ignore them. As soon as the political costs of
abiding by the rule outweigh the benefits, policymakers will abandon them. Hence,
rules are useful if they raise the political costs of fiscal indiscipline. This implies that
proper embedding in institutional arrangements of monitoring and enforcement is
crucial (Wyplosz 2013). Another risk lies in over-complexity. Opacity makes
adherence harder to monitor and can lead to circumvention.

Considering all this, numerical fiscal rules have the power to contribute to fiscal
discipline if there is a benevolent and powerful external enforcer with the power to
sanction noncompliance. But, as Braun and Tommasi (2002) put it, this is rarely
the case.

4 Literature Review

In this section, we review a sample of empirical studies, as well as three survey
articles, published between 2001 and 2018, that investigates the effectiveness of
fiscal rules at achieving fiscal discipline, in developed and developing countries. The
survey articles and the majority of the empirical studies suggest that fiscal rules are
useful and effective in promoting fiscal responsibility. Only Escolano et al. (2012)
find no link between fiscal rules and better fiscal outcomes at the subnational level;
also Debrun et al. (2008) suggest that central government fiscal rules are superior.
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Proving a causal relationship between fiscal rules and fiscal outcomes is chal-
lenging, due to the potential endogeneity problem. Budget rules are not exogenous
(Braun and Tommasi 2002). Countries with more sensible and prudent fiscal policies
may be more likely to introduce fiscal rules, making it difficult to assess the relative
significance of the fiscal rule versus their underlying fiscal preferences. Foremny
(2014) and Kotia and Lledé (2016) use instrumental variables, while Grembi et al.
(2016) use a quasi-experimental approach to overcome the endogeneity problem.
Together, they provide results indicating that numerical fiscal rules matter for local
government fiscal discipline. Heinemann et al. (2018) apply a meta-regression
analysis to 30 studies published during 2004—-2014, of which five analyse municipal
fiscal rules. Their analysis concludes that fiscal rules have a constraining effect on
fiscal aggregates at the national level, especially for deficits. However, they also
show that as studies use more sophisticated identification strategies to deal with the
endogeneity problem, the impact of fiscal rules decreases.

A survey article by Kennedy and Robbins (2001) reviews seven empirical
studies, mostly at the provincial/state level in Canada and the USA. Six support
the use of fiscal rules, suggesting that their existence reduces the cost of borrowing.
Overall, Kennedy and Robbins (2001) conclude that fiscal rules are a useful tool, but
they are not necessary in all cases. Similarly, Crivelli and Shah (2009) review
subnational fiscal rules adopted in 66 industrial, developing and transition countries
and find that fiscal rules are especially useful in countries with a poor reputation for
fiscal prudence. Fiscal rules are not necessary if there is some other form of control.
In Canada and the USA, although the federal governments do not impose any fiscal
rules on the sub-federal governments, most provinces and states have self-imposed
rules. In these cases, pure market discipline, via the interest rate on sub-federal debt,
is another form of control. Crivelli and Shah (2009) note that fiscal rules are often
manipulated or circumvented, for example, local government deficits in Italy being
partly financed by arrears to suppliers, Chinese subnational governments borrowing
from local banks and enterprises (even though borrowing for current spending on
their own account is forbidden) and Australian local governments using financial
leases to circumvent borrowing limits. Heinemann et al. (2018) conclude that the
constraining effects of fiscal rules are strongest for studies using municipal data.

Rodden (2002) describes fiscal rules as a political response to the intergovern-
mental commitment problem. His cross-national study of 43 local and state govern-
ments between 1986 and 1996 finds that restrictions on borrowing and a high level of
tax autonomy tend to be associated with smaller deficits. His evidence suggests that
in unitary countries with local governments that have a high transfer dependency,
restrictions on borrowing are effective in maintaining balanced budgets over the long
term. In these cases, central governments impose borrowing restrictions, as the local
governments lack the tax-raising powers to deal with fiscal problems. Whereas in
federations, the subnational governments have more tax autonomy, so they can
increase their own taxes to balance the budget.

Following earlier work by von Hagen and Eichengreen (1996), several studies
focus on the significance of VFI when trying to assess the impact of fiscal rules
(Rodden 2002; Plekhanov and Singh 2007; Escolano et al. 2012; Eyraud and
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Lusinyan 2013; Foremny 2014; Kotia and Lledé 2016). Large VFI mean that
subnational expenditure assignments are much greater than revenue assignments.
These large imbalances tend to weaken fiscal discipline. In these situations, central
governments impose fiscal rules to protect themselves from the danger of a
subnational fiscal crisis or default.

Plekhanov and Singh (2007) suggest that no particular control is always effective
in promoting fiscal discipline although, like Rodden (2002), they suggest that fiscal
rules should be imposed as VFI widen. Their study of 43 countries (federal and
unitary, industrial and emerging) during the period from 1982 to 2000 finds that in
the case of low VFI, self-imposed fiscal rules lead to better fiscal outcomes. If VFI
are large, direct administrative controls over subnational borrowing are superior to
fiscal rules in the short run. The significance of tax autonomy and VFI is also
highlighted by Foremny (2014), who finds that fiscal rules work better in unitary
countries. Rules are not effective in federations, where instead more tax autonomy
helps to avoid fiscal deficits. This finding also applies to unitary countries with large
local governments that have extensive tax-raising powers, e.g. Denmark and
Sweden.

In contrast, Debrun et al. (2008) find that fiscal rules at the central and general
government level are statistically superior to subnational fiscal rules in terms of
impact on overall fiscal performance. This study covers EU countries in the years
between 1990 and 2005. Similarly, Escolano et al. (2012), in a study of fiscal
decentralisation across the EU for the years 1990 to 2008, find that although an
index of overall (general, central, subnational) fiscal rules is correlated with the
general government balance, subnational fiscal rules on their own are not associated
with improved general government fiscal performance.

Grembi et al. (2016) investigate the effects of the relaxation of a fiscal rule in
some 1050 Italian local governments, using a differences-in-discontinuities tech-
nique. They find that fiscal rules enforced by the central government can be effective,
even in a country with weak political institutions, as in Italy. Relaxing the fiscal rule
leads to lower taxes and increased deficits.

Both Ter-Minassian (2007) and Kotia and Lled6 (2016) suggest that fiscal rules
are helpful and effective but should not be seen as a panacea for fiscal problems.
Separate reforms are also required, such as reducing excessive VFI. Following
Debrun et al. (2008) and Escolano et al. (2012), Kotia and Lled6 (2016) use a fiscal
reaction function to test whether the strength of the fiscal rule is related to
subnational fiscal discipline. Their study covers 26 European countries between
1995 and 2012, and they find that stricter fiscal rules improve subnational budget
balances. They also find that at high levels of VFI, the effects of the fiscal rule
weaken. In these cases, reforms to reduce VFI would complement the fiscal rules.

In general, past empirical literature provides ample evidence for the effectiveness
of fiscal rules on the subnational/local level. It is a stylised fact that the existence of
VFI plays a significant role in the way they work. However, many studies also
highlight the need for better identification strategies to deal with the endogeneity
problem.



32 G. Turley et al.

5 European Fiscal Crisis and Local Fiscal Rules in EU
Member States

In the past decade or so, the EU has witnessed some extraordinary events, beginning
with the 2008 financial crash and followed by the Great Recession of 2008/2009, the
eurozone sovereign debt crisis and the ‘bailout’ of several EU countries but also the
years of austerity (in some but not all EU member states) and subsequent economic
recovery. These economic events resulted in changes to the fiscal rules at local level,
not only in relation to the actual number but also coverage, legal basis and enforce-
ment (OECD 2013; Eyraud and Gomez Sirera 2015; Raffer et al. 2018).

In some cases, local fiscal rules were relaxed or even suspended to help boost
economic activity and prevent pro-cyclical fiscal policy at the subnational level. In
other countries, subnational fiscal rules were tightened and particularly so at regional
government level. In other cases, new rules were introduced, or existing rules
modified, e.g. the budget balance rule became more prevalent, as did, albeit to a
lesser extent, the cyclically adjusted balance (despite the well-known problem of its
measurement and even more so at local government level because of data availabil-
ity). These changes were in part a response to the economic crisis and the revised EU
fiscal governance framework but, admittedly, also due to greater decentralisation in
some countries and the emergence of the so-called ‘next- or second-generation’
fiscal rules, arising out of lessons learnt worldwide from the experience of earlier
first-generation rules (Schaechter et al. 2012; OECD/KIPF 2016; Geissler et al.
2019).4

In Table 3 we outline the numerical local fiscal rules in EU countries as they
existed in 2017/2018, one decade after the start of the financial crisis. As for the
types of rules at local government level, a budget balance rule exists in almost all EU
countries, but in practice, its definition, coverage and application vary across mem-
ber states. The same applies to the borrowing and debt rule, as its form varies across
EU countries, with the debt stock and golden rule version being more popular than
the new borrowing or debt service variety. At local level, expenditure rules are not
common with only a handful of EU member states adopting them. In terms of the
number and mix of rules, in all cases local governments across the EU have two or
more local fiscal rules in place, with, as alluded to above, a preference for (some type
of) budget balance rule combined with a borrowing and debt rule. The detailed
country notes in the Appendix highlight the differences in how local fiscal rules
(on deficits, debt, and expenditure) across EU countries are actually defined, not to
mention cross-country variations in the monitoring and enforcement of such rules.’

*Although there is no established definition of second-generation fiscal rules, they appeared after
the global financial crisis and are in general more enforceable, flexible and operational than their
predecessors (Eyraud et al. 2018).

SDue to a word count limit (an editorial rule!), we are prevented from providing more details on
country-specific examples of fiscal rules. Country examples of changes to local fiscal rules post
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Table 3 Local fiscal rules in EU member states

Borrowing and debt rule

Budget balance rule Debt Debt Golden Expenditure
(BBR) stock service rule rule

Austria X X

Belgium X X

Bulgaria X

Croatia

Cyprus
Czech
Republic

P X

Denmark

Estonia
Finland
France

Germany

Greece
Hungary
Ireland
Italy
Latvia X

Lo R T B o I B I B B

Lithuania

PR

Luxembourg
Netherlands
Poland
Portugal

Romania

el R R
P
P

Slovakia

Slovenia

Spain X

]
bl

Sweden X
UK X X
Source: OECD/UCLG (2016); European Commission (2018); Geissler et al. (2019)

Note: We exclude the revenue rule because of its virtual absence at local government level across
EU member states. We also exclude Malta because of its size

6 Conclusions and Lessons

To recap, fiscal rules are constraints designed to restrict fiscal policy and, in doing so,
ensure fiscal discipline. Applying and enforcing fiscal rules is as much a political
economy issue as it is an administrative and technical matter. Indeed, if strictly

crisis can be found in sources cited in this chapter, most especially in OECD/KIPF (2016) and
Geissler et al. (2019).
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enforced in a mechanical way, as with any blunt instrument of governance, fiscal
rules can have unintended consequences. Hence, flexibility is necessary, with
policymakers needing to consider cyclically adjusted rules combined with temporary
escape clauses in times of economic crises.

Continuing on this cautionary line, fiscal rules can be amended, manipulated,
evaded, suspended, or abandoned. Moreover, as Braun and Tommasi (2002: p. 3)
note when writing about subnational fiscal rules in Latin America:

... 1itis not immediately clear why enacting or signing a law, pact, constitutional amendment
or international treaty that states that a certain fiscal variable must respect a certain numeric
target will affect the behavior of economic and political actors in such a way that the rule will
be respected.

We are reminded here of Goodhart’s law where any observed statistical regularity
will tend to collapse once pressure is placed upon it for control purposes, i.e. when a
measure becomes a target it ceases to be a good measure (Goodhart 1975). Aside
from the difficulty in testing for the effectiveness of fiscal rules, the empirical
evidence that does exist for the impact of fiscal rules on budgetary outcomes is not
entirely conclusive, but, on a more positive note, if properly designed and appropri-
ately implemented, the overall conclusion is that fiscal rules matter (Poterba 1997;
Debrun et al. 2008; Grembi et al. 2016).

In support of fiscal rules, as they cannot include all possible contingencies, there
will be a need for some judgement or, more generally, as Kopits (2001, 2014: p. 139)
puts it when presenting the case for fiscal rules in the context of conventional fiscal
policy, the need for ‘.. .constrained discretion. ..’, i.e. maintaining a sound fiscal
stance while allowing sufficient margin for budgetary flexibility to counteract the
economic cycle and cushion against unexpected shocks. While fiscal rules may be
more than simply veils and can help to instil or foster fiscal discipline by
constraining the behaviour of political actors, they have limitations (including
suffering from time inconsistency) and are not meant to be a universal panacea
(Wyplosz 2013; Turley and McNena 2018). They are not a substitute for sound fiscal
policy or for a well-designed system of intergovernmental fiscal relations. Likewise,
they are not a necessary condition for fiscal adjustment or consolidation. Political
commitment and will is important, as is broad electoral support, which, in turn,
depends on the need for public dialogue. Likewise, adequate public financial
management systems are also required.

As with other elements of intergovernmental fiscal relations, fiscal rules are
country-specific when it comes to their design and application. Indeed, there is
great diversity in country approaches and experiences, as outlined in this chapter.
These cross-country differences need to be carefully considered when tailoring
suitable local fiscal rules as we know from elsewhere that one size does not fit all.
With no ideal or best rule, the choice of rule or set of rules will depend on country
circumstances, economic structure and initial conditions, the wider intergovernmen-
tal fiscal framework and the priority given to different policy objectives.

Over a decade after the 2008 financial crisis, we see that local fiscal rules are
common in all EU member states, with the budget balance rule and the borrowing
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and debt constraint most prevalent. There exist large cross-country differences in the
way they are expressed, monitored and enforced. Despite the changes to the rules
that we have witnessed since the financial crash, and with more refinements inevi-
tably to follow, local fiscal rules are here to stay, as an established part of the
intergovernmental fiscal framework for countries where spending, taxing and bor-
rowing powers are decentralised and where fiscal discipline remains a priority.

Appendix

Austria Austrian municipalities are obliged to adhere to the BBR. Nonetheless, not every
respective state law contains this rule explicitly. Debts are generally restricted to
fund capital spending and are subject to state approvals

Belgium BBR in place in all three regions. Municipalities can take out loans, which are
used for capital expenditure. This ‘golden rule’ restricts borrowing to investment
purposes. Moreover, there are region-specific regulations. In Wallonia, there is a
nominal per capita debt limit. Exceptions in certain fields (like security) are
possible. In Flanders, there are no direct limits to outstanding debts of a
municipality

Bulgaria BBR in place. The annual amount of municipal debt payments for each munic-
ipality may not exceed 15 per cent of the annual average amount of own revenue
and the block equalising grants for the past 3 years. As for the expenditure rule,
the average growth rate of expenditure for the forecasted medium-term period is
limited to the average growth rate of the reported expenditure for local activities
for the last 4 years

Croatia A general constraint for all local government units is that total local loans cannot
exceed 2.3% of the revenue generated by all local government units in the
previous year, while the total debt service of an individual subnational govern-
ment unit cannot exceed 20% of budget revenues from the previous year. There
are limits on the salaries of local officials

Cyprus According to the Municipal Act, municipalities can borrow to fund capital
expenditure and debt refinancing. Municipal loans have to be approved by the
Council of Ministers

Czech BBR in place. Debt limit at 60% of 4-year average of revenues
Republic
Denmark BBR in place. Loans restricted to capital spending. Expenditure limits in place, on

the aggregate

Estonia BBR at general government level but with a breakdown by level of government.
Municipalities can borrow but only to fund investment projects. Total debt is
limited to 60% of operational revenues in the respective budget year. Depending
on self-financing capacity, this ceiling may rise to 100%

Finland BBR in a 4-year planning period. No formal debt limits. Indirect local govern-
ment spending limit

France BBR in place. There is no limit to the amount borrowed for all local governments,
as long as it is for investment purposes. No formal debt limit

Germany BBR in place. Debt is restricted to fund capital spending. No formal debt limits

(continued)
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Greece

Total local debt is restricted to a maximum of 60% of annual revenues. Debt
service to a maximum of 20% of annual revenues

Hungary

Debt service in any year has to be under 50% of the own-source municipal
revenues

Treland

BBR in place. Debt is restricted to fund capital spending

Italy

BBR in place. Golden rule allows debt to finance investment

Latvia

Borrowing is permitted to finance investment projects. Overall debt of each local
government cannot exceed 20% of last year’s revenues

Lithuania

The annual budget law limits municipal borrowing to 60% of forecasted revenue,
and all borrowing limits are approved by the MoF during the budgeting process.
Municipalities can borrow within these limits but are expected to balance their

budgets in 3 years’ time. As part of the broader legal framework on fiscal rules,
each municipality is required to produce a nominal balanced budget on cash basis

Luxembourg

BBR in place. Borrowing permitted to finance investment

Netherlands

BBR in medium-term perspective. There is short- and a long-term debt ceiling.
They apply more to the term structure of government debt then to total debts. The
short-term ceiling demands that the average net short-term debt (due within

1 year) is limited to 8.5% of budgeted spending for each quarter of a fiscal year.
The long-term ceiling limits the amount of long-term debt (maturity more than

1 year) for which the interest rate is subject to change in a given year to 20% of
budgeted spending. These ceilings can indirectly limit the amount municipalities
can borrow in practice

Poland

BBR in place. The amended individual debt limits (total debt and debt service) are
based on gross savings calculated over a 3-year period

Portugal

BBR in place. Debt limit of 150% of average net current revenues in the three
preceding years

Romania

Local government budgets, excluding loans to finance investment and debt
refinancing, have to be balanced. Local governments cannot contract or guarantee
loans, if their annual public debt service (principal payment, interest, commis-
sions) including the loan they want to contract is higher than 30% of their own
revenue

Slovakia

Local governments’ current budget has to be adopted either as balanced or in
surplus. Total debt cannot exceed 60% of current revenue in the previous budget
year in nominal terms; annual instalments to reimburse debt cannot exceed 25%
of revenue in the previous budget year in nominal terms

Slovenia

No normative budget balance rule for Slovenian municipalities. There are debt
rules pertaining to municipal debt (expressed as a percent of budget)

Spain

A 2012 law passed a structural budget balanced rule and debt ceilings for all
levels of government, as well as expenditure rules for SNGs. The debt ratio of the
general government must not exceed 60% of GDP. This general debt ratio
distributes as follows: Central government 44%, CAs 13% and 3% for all local
governments. The provisions within the SGP are considered within the Spanish
public administrations’ expenditure rule. Article 12 establishes that the growth
rate of the adjusted primary expenditures of all levels of government cannot
exceed the Spanish medium-term GDP growth rate. Local governments must take
this growth rate as reference for their local budgets

Sweden

According to the local government act, local governments are obliged to balance
their budgets. No countrywide local debt limits

UK

BBR in place. Borrowing restricted to capital spending
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