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I. INTRODUCTION

Many European countries have embarked on fiscal decentralization programs over the last
decades. They have reassigned spending and revenue collection responsibilities from the
center to subnational (local and regional) governments. As a result, the spending carried out
at the subnational level in the European Union (EU) has increased from 23 percent of general
government spending in 1995 to 26 percent in 2009 with the revenue share increasing to a
lesser extent. *

The economic case for decentralization relies essentially on efficiency arguments.
Subnational governments have more information and hence can better match policies with
citizens’ preferences (Oates 1972). Another argument is that competition among jurisdictions
limits the local tax burden and encourages cost-efficient provision of local public goods
(Brennan and Buchanan, 1980). Finally, decentralization is likely to increase accountability
and transparency in the delivery of public goods and services.

Yet decentralization could have drawbacks. In particular, subnational governments may not
fully internalize the cost of local expenditure when spending decentralization is financed
through a “common pool” of transfers from the center. In this case, they are more likely to
overspend and lower their tax effort. This effect is aggravated if subnational authorities
anticipate that their financing gap will be covered by the center, with bailout expectations
“softening” the budget constraint felt at the local level (Rodden et. al. 2003). However, some
institutional arrangements—e.g., fiscal rules—could in principle help overcome coordination
problems between levels of government and strengthen fiscal discipline by correcting
incentives, enhancing accountability and anchoring economic agents’ expectations.

The empirical literature is inconclusive as to the impact of decentralization on fiscal
performance. The purpose of this paper is to assess empirically this impact in the EU,
examining explicitly the role of institutional arrangements covering subnational
governments. This is a timely question, particularly now that many European countries are
facing the challenge of restoring fiscal sustainability and financial markets are questioning
whether consolidation efforts may be derailed by coordination problems in decentralized
countries. Our findings suggest that spending decentralization has in fact been associated
with stronger fiscal performance, especially when transfer dependency of subnational
governments was low. Nevertheless, subnational fiscal rules do not seem to play a role in
ensuring better performance.

% Subnational spending is local and regional government spending excluding transfers paid. Subnational revenue is defined
as the revenues of local and regional governments excluding transfers received, and transfers are net current and capital
transfers received from the other levels of government.



The paper is organized as follows. Section II briefly reviews the literature on the design of
fiscal decentralization. Section III describes the institutional features of subnational
governments in the EU. Section IV presents some stylized facts of decentralization and fiscal
performance in the EU. Section V approaches these issues through econometric methods and
analyzes the results. Section VI concludes.

II. THE ECONOMIC DEBATE ON FISCAL DECENTRALIZATION

In this section, we present some results from the literature on decentralization and fiscal
performance. Most of the existing literature is of a theoretical nature or is based on case
studies. Theoretical or normative contributions generally point to the risks of
decentralization, especially where subnational spending is financed through transfers or local
borrowing. However, the empirical literature does not yet provide clear-cut results. Possibly
owing to data constraints, econometric cross-country work is scarce and focuses mostly on
OECD countries.

The challenges of decentralization in terms of macroeconomic stabilization have long been
highlighted in the normative literature. The widespread view is that countercyclical policies
are more difficult to pursue in a decentralized framework (Ter-Minassian, 1997a), because
the center is deprived of some tax and spending levers (Tanzi, 1995); and subnational
governments usually conduct procyclical policies (Tanzi, 2000; IMF, 2009). From an
empirical standpoint, the evidence is scant although there are some case studies illustrating
the procyclicality of local budgets (Rodden and Wibbels, 2009).

In addition, decentralization may also affect the capacity of countries to reduce chronic
deficits. Subnational governments are often suspected of conducting looser fiscal policies,
with coordination failures creating “deficit bias” (Oates, 2006). In addition, decentralization
may deteriorate the central government performance. This is clearly the case when central
governments bail out subnational authorities that become excessively indebted. It can also
take more subtle forms, for instance, when high subnational borrowing or difficulties in
implementing consolidation plans in a decentralized framework result in higher risk premia
for the central government.

However, the cross-country econometric evidence on the effect of decentralization on fiscal
performance is mixed. Rodden (2002) finds that revenue decentralization deteriorates the
general government balance whereas Neyapti (2010) finds that revenue and spending
decentralizations improve it. Afonso and Hauptmeier (2009) report that a higher degree of
spending decentralization worsens the primary balance (for high debt levels) while revenue
decentralization does not matter. Thornton (2009) also finds no significant impact of revenue
decentralization. Baskaran (2010) adopts a different approach by assessing the impact on



debt rather than on the fiscal balance; it finds that expenditure decentralization significantly
reduces public indebtedness, while the effect of tax decentralization is insignificant.’

The design of the institutional framework seems crucial to reap the benefits of fiscal
decentralization. Three institutional features have received particular attention:

Transfer dependency. Rodden (2002) argues that higher reliance on transfers reduces
the general government overall balance, in particular when subnational borrowing is
not constrained. In addition, subnational spending funded by transfers is found to be
additional to central government spending, not a substitute (Fornasari et al., 2000).
Transfer growth may become endogenous, with deficits bringing about more grants,
which in turn generate higher deficits (De Mello, 2007). Thus, allowing subcentral
governments to access own revenue through local taxation is often seen as essential to
promoting fiscal discipline.

Subnational borrowing autonomy can also undermine the fiscal discipline of local
governments, especially when they resort to “soft” financing—for instance, when
bonds are sold to the public banking system or to state-owned enterprises (Oates,
2006). Some studies find that restricting subnational authorities’ access to
borrowing—either through cooperative arrangements, market discipline, or formal
rules—is associated with better fiscal performance (Rodden, 2002; Plekhanov and
Singh, 2007).

Fiscal rules may offset some of these negative effects by addressing coordination
problems between levels of government (Sutherland et al., 2005; Ter-Minassian,
1997a, 1997b, 2007). However, the empirical literature does not find conclusive
evidence that subnational rules affect the general government performance. In
particular, Debrun et al. (2008) find that rules applying to subnational governments
have no significant impact on the cyclically adjusted primary balance of the general
government, in contrast to rules pertaining to the general and the central government.
Afonso and Hauptmeier (2009) report the same result with the general government
primary balance.

* On a related issue, based on a comparative analysis of successful and failed consolidations, Darby et al. (2005)
shows that high level of expenditure decentralization reduces the occurrence of successful consolidations; the
more decentralized countries rely less on durable expenditure cuts and more on short-lived revenue hikes,
probably because decentralization makes coordinated cuts more difficult to achieve.



III. INSTITUTIONAL FEATURES OF EUROPEAN SUBNATIONAL GOVERNMENTS

The role of subnational governments varies significantly in the EU. Relatedly, subnational
government spending—as a proportion of general government expenditure—ranges widely
from less than two per cent in Malta to almost two-thirds in Denmark.* The relationship
between the center and the subnational governments differs reflecting the distribution of
political power, economic functions, and institutional arrangements. We examine briefly
some of these features in this section.

A. Subnational government structures and economic functions

In general, the share of subnational expenditure in total government spending is higher in
federal countries, but some unitary countries also have a high level of spending
decentralization. The great majority of EU countries are unitary. Only Austria, Belgium, and
Germany are organized on a federal basis (see Table 1). While these federal states have a
slightly higher level of decentralization, the classification into unitary and federal refers only
to the distribution of political power, which does not necessarily coincide with the
distribution of economic resources or the level of fiscal decentralization. Hence, there are
medium-decentralization federal countries, such as Austria, as well as highly decentralized
unitary countries, such as

Denmark, Finland, or Spain. , _ _ _
Figure 1. Trends in Subnational Expenditure

Shares by Number of Countries, 1995-2008
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* Expenditure shares are to date the most common way of describing the spending power of subnational
governments. In this paper, fiscal decentralization is measured as the share of subnational spending in total
general government spending, unless noted otherwise. Countries are divided in three groups of about equal size
according to their degree of decentralization. High-decentralization countries have spending share above 33
percent; medium-decentralization countries have spending shares between 25 and 33 percent; while low-
decentralization countries have spending share less than 25 percent.



The main areas of subnational government expenditure are education, health, and social
welfare. While most countries have assigned to the subnational levels at least some
responsibility for preschool, primary, and secondary education, universities are mainly in the
realm of the center. Nevertheless, in some countries university education is also assigned to
the subnational level. Furthermore, some hospitals and basic healthcare are usually assigned
to subnational tiers. The same is true for the execution of general social welfare services,
such as social housing (see Appendix I). Between 1995 and 2008, subnational expenditure
shares for education and social welfare have risen, while the subnational expenditure share of
health has decreased in the majority of countries (Figure 1).’

B. Control mechanisms

To control subnational government deficits, it is common to find fiscal rules—mainly
borrowing or balanced budget rules—applying to subnational entities.® The number of fiscal
rules has increased substantially at the central and general government levels in the European
Union. Nonetheless, the majority of fiscal rules are applied at the local government level
(Appendix II). Budget balance rules are more prevalent in EU1S5 countries, while debt or
borrowing rules are common among the new member states (NMS). Expenditure rules, on
the other hand, are rare at the subnational level. In some countries this may reflect that, once
budget balance rules are imposed, subnational governments do not have much flexibility on
spending as they often depend on grants from the central government. Subnational fiscal
rules are more prevalent in countries with higher decentralization and when subnational
governments are more reliant on own revenues than on transfers.

Fiscal rules for both the central and subnational governments are stronger in more
decentralized economies (Figure 2). Not surprisingly, rules at the central government level
are also strong for low levels of decentralization where spending is mostly concentrated at
the center. But central government rules are weaker in the case of medium-decentralization
economies; in these economies, subnational governments are also more reliant on transfers
from the center.

> Overall, eight countries have reduced the subnational expenditure shares for health, three of which
significantly by 15-20 percentage points (Estonia, Hungary, and Romania). In Ireland this trend is particularly
pronounced: in 2005 the total health budget was reassigned to the center, causing the subnational expenditure
share to drop from 95 percent to zero. This is consistent with the trends described in Saltman (2008).

6 The fiscal rule indices used in the paper come from the European Commission Fiscal Rule Index database
(European Commission, 2009). Overall fiscal rules comprise all rules applying to either the general, central, or
subnational governments.



Figure 2. Fiscal Rule Strength and Level of Decentralization
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Sources: Eurostat; European Commission; and authors’ calculations.
Note. The fiscal rule index measures the strength of the rule based on its legal basis, coverage, strictness of
monitoring and enforcement (including through sanctions and escape clauses), and media visibility.

Nevertheless, the strength of these rules does not necessarily reflect their effectiveness.
Although most countries have fiscal rules on subnational government levels, sanctions in
case of rule infringement are often weak, and the central government retains considerable
discretion in addressing a breach in rules. Moreover, breaching of the rules does not preclude
a bailout by the central government. In the past, lack of control over subnational
governments’ fiscal performance has resulted in subnational bailouts in at least nine EU
countries (Appendix II). Subnational bailouts have more frequently occurred in countries
with a higher number of administrative tiers.

Coordination between the central and subnational governments in budgetary procedures is
limited. Less than one-third of countries have formal coordination arrangements.” Also, in the
majority of countries, the budget law only includes fiscal targets for the central government.
In only a small proportion of countries, subnational levels are explicitly targeted by the
medium-term budgetary frameworks.

7 See European Commission database on medium-term fiscal frameworks.



IV. STYLIZED FACTS ON DECENTRALIZATION AND FISCAL PERFORMANCE

In this section, we present some stylized facts regarding the impact of fiscal decentralization
on fiscal performance in the EU. In addition, we try to explain what institutional factors—
namely the degree of revenue autonomy, transfer dependency, and presence of fiscal rules—
affect fiscal performance.® We use fiscal data from Eurostat covering the years 1995-2008
and look at different indicators (balance and debt) to assess the performance of the general
government. ® The main findings are as follows:

Stylized fact 1. Spending decentralization is associated with better fiscal performance at
the general government level (Figure 3).

Over the period 1995-2008, cyclically adjusted general government fiscal balances were
higher among more decentralized countries such as Denmark, Sweden and Spain, and much
lower in less decentralized countries such as Greece, Malta and Slovakia (Figure 4, panel
a)."” Moreover, increases in spending decentralization are not associated with increases in
debt (Figure 4, panel b). Nevertheless, fiscal performance varies considerably among
countries with a medium level of decentralization, in particular, among the NMS. For
example, several eastern European economies such as Czech Republic, Hungary and Poland
have higher deficits, while Estonia and Bulgaria have much lower deficits. On average,
overall fiscal balances in countries with medium and low levels of decentralization are
respectively 2 and 2/ percentage points of GDP below those of countries with high
decentralization.

The relatively favorable general government fiscal performance for more decentralized
countries reflects strong fiscal positions at the center. Subnational governments have a close-
to-balance fiscal position irrespective of the degree of decentralization (Figure 3). This low
deficit is not surprising as subnational governments are often constrained in their ability to
borrow—either due to fiscal rules or market rationing—and are generally reliant on transfers
from the center with spending being closely related to the availability of transfers. Given this,
fiscal indiscipline at the subnational level would be reflected in higher deficit at the center as
a result of gap-filling transfers. However, this is not borne out by the data: on average,
central government fiscal performance seems stronger in highly decentralized countries.

¥ Revenue autonomy is measured by the share of subnational own revenues (i.e. adjusted for central government
transfers) in general government revenues; transfer dependency is measured by the share of transfers received
by subnational governments in total subnational revenues.

? For a description of the data and definitions, see Appendix III.

' This positive relationship is also evident when measured against overall balance or cyclically adjusted
primary balance.
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Figure 3. Average Fiscal Balances by Level of Decentralization in the European Union,1995-2009
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Figure 4. Fiscal Performance in the European Union, 1995-2008
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How can the central government control overall fiscal performance in the context of
decentralization? We explore two potential channels: first, through unfunded mandates
whereby more spending responsibilities are assigned to subnational governments but are not
matched by commensurate resources (transfers or own revenues) and second, through the use
of fiscal rules.

Stylized fact 2. Expenditure decentralization has outpaced the decentralization of
resources to subnational governments (own revenue and transfers).

Subnational spending rose by 3% percentage points as a share of general government
spending between 1995 and 2009, whereas the average increase in subnational own revenues
and transfers accounted for only 2 percentage points (Figure 5). Since rising own revenue
sources did not kept up with the increase in subnational spending, vertical imbalances—
measured by the gap between spending and revenue decentralization—increased over time.
While transfers also generally increased, they fell behind the widening vertical imbalances,
resulting in larger subnational deficits. This may suggest unfunded mandates and rationing of
resources to subnational governments. That is, subnational governments would have been
forced to implement expenditure savings—particularly if borrowing was constrained. In turn,
decentralization of spending responsibilities without commensurate transfers and
reassignment of tax instruments may have improved the fiscal position of the center and thus,
of the general government.

Stylized fact 3. Subnational rules do not appear to have an effect on fiscal performance.

Although the overall fiscal rule index'' has a positive relationship with the general
government balance, the subnational fiscal rule index does not show a clear relationship
(Figure 6). The absence of a strong correlation between the strength of subnational fiscal
rules and fiscal performance could also indicate that the rules are not always effective due to
weak implementation and bailouts as mentioned earlier.

! The overall fiscal rules index includes all rules on the general, central, or subnational governments.
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Figure 5. Increase in Spending and Revenue Decentralization
(In percent of general government spending)
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Figure 6. Fiscal Rules Indices and Fiscal Performance, 2008
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V. ECONOMETRIC EVIDENCE

To assess more formally the effect of decentralization on fiscal performance, we estimate a
fiscal reaction function. This specification follows Bohn (1998) and Debrun et al. (2008). In
this model, a country’s fiscal policy can be described as the response of the general
government primary balance to (1) cyclical fluctuations; (2) general government debt; and
(3) institutional and political determinants. The estimated equation is:"

PBi=oot BPBiatyduat@gap, ,+ Deci'0 + xif' A+1,+ &> (D)

where the indices 7, ¢ denote countries, and years, respectively; PB is the primary balance to
GDP; d is the debt to GDP ratio; gap is the output gap;" Dec is a vector comprising,
depending on the specification, spending decentralization (subnational spending as a ratio of
general government spending), revenue decentralization (subnational own revenues as a
share of general government revenues), transfer dependency (transfers to subnationals as a
share of total subnational revenues), and interactions among these variables; x denotes other
control variables, including relevant political and fiscal institutions; 7, represents country-

specific fixed effects; and ¢, is a time- and country-specific error term. In line with Gali and

Perotti (2003), we use the cyclically adjusted primary balance as the dependent variable to
capture a country’s discretionary fiscal policy. In this model, we expect y to be positive as

long as the government reacts to the existing stock of debt to ensure long-run solvency. A
positive (negative) value for ¢ would indicate fiscal policy is countercyclical (procyclical).
The impact of fiscal decentralization is, however, ambiguous ex ante (as discussed before). A
positive (negative) value for the estimated coefficients in & would indicate that
decentralization improves (hampers) fiscal performance.

The model is estimated using the bias-corrected Least Square Dummy Variable (LSDVC)
estimator proposed by Bruno (2005). With standard estimation methodologies, the inclusion
of fixed-effects in dynamic panels creates a bias. In particular, even though the within

T
transformation eliminates the 7, , by construction the transformed error term ( ¢;, — % 2eis)is
=1

still correlated with the lagged dependent variable. The bias (which affects all variables) is a
function of 7, and only as 7 tends to infinity will the within estimators be consistent. To
correct for this problem, we use the LSDVC estimator which approximates the bias to
construct a consistent estimator. This method is superior to Instrumental Variables (IV) and

12 We use EU27 data for 1990-2008 constituting an unbalanced panel (reflecting data availability).

" The output gap is defined as actual GDP less potential GDP as a percent of the latter. In particular, positive
gap values indicate that the economy is operating above potential.
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Generalized Method of Moments (GMM) in narrow samples (small time dimension relative
to the number of units in the panel) as it is the case here.

A. Baseline results

Overall, the estimates suggest that decentralization improves fiscal outcomes. In particular,
spending decentralization seems to improve fiscal performance irrespective of the model
specification (Table 2), in line with stylized fact 1. As expected, there is significant degree of
persistence in the CAPB and our results are consistent with the stabilization response to debt
developments. However, in contrast with other studies (see, Debrun et al., 2008; and Gali and
Perotti, 2003), there is evidence of a procyclical fiscal policy, as indicated by the negative
coefficient of the output gap. Concerning political variables, the results suggest that there is
an electoral cycle in Europe, as fiscal performance worsens on election years.'*

Nevertheless, not all aspects of decentralization are positive. First, transfer dependency
diminishes the positive impact of spending decentralization on fiscal performance (Table 2,
column 3). A possible reason for this result is that subnational governments do not fully
internalize the costs when an increase in spending is financed through transfers from the
center. Second, the fiscal position appears to deteriorate with the degree of revenue
decentralization (Table 2, column 2-3). Given our results, it is natural to ask how is it
possible that higher spending decentralization improved overall fiscal performance, but own
revenue decentralization or transfers did not. The results would be consistent with the idea
that, once spending is decentralized, the only lever the center has left to maintain fiscal
discipline at the subnational level is controlling the resources available to subnational
governments; losing this lever could hurt the fiscal position. While the results do not provide
a verdict on this issue, we conjecture (as discussed above) that tight subnational government
resource constraints (own revenue and transfers) might have been used as rationing
mechanisms by the center, contributing to better overall fiscal performance—and that when
they were not used in that manner, overall fiscal performance improved to a lesser extent or
deteriorated."”

' Other political and institutional variables were originally included in the regression (different measures of
government and political fragmentation; government stability; ideology; existence of autonomous regions; euro
entry; and EU accession). The size of the economy was also included in the regression. However, since none of
these variables were significant they were dropped to keep a parsimonious specification.

15 Nevertheless, our results should be interpreted with caution as the measure of revenue decentralization used
in this paper (subnational own revenue as a share of general government revenue) may capture other effects
apart from revenue autonomy. For example, a decline in the general government revenue, keeping subnational
revenue constant, would result in a higher level of decentralization according to this metric. This—other things
being equal—would also lead to deterioration in the general government balance. However, that deterioration is
not necessarily related to higher revenue decentralization.
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To assess whether these results vary with the institutional setup, we analyze the role of fiscal
rules and the importance of coordination among different levels of government.

First, we include an overall fiscal rule index measuring the stringency of rules-based
fiscal governance in our baseline specification. Although our estimates show that the
overall fiscal rules improve performance in line with the results of the literature
(Table 3, column 1), central and subnational fiscal rules do not matter when
considered separately (Table 3, column 2), consistent with stylized fact 3. The
positive effect of overall fiscal rules may not be very robust, however, as discussed
below. This could potentially reflect that rule implementation is weak, or that rules
are introduced where fiscal performance is weaker in the first instance.'® Another
possible explanation is that subnational fiscal rules might not be sufficient to ensure
good performance when spending mandates of subnational governments are
underfunded.

Second, we test whether the effect of spending decentralization depends on the
existence of rules constraining borrowing at the subnational level. We do not find any
significant impact (Table 3, column 3). One potential explanation is that subnational
entities are constrained in their access to market irrespective of rules and, thus,
spending decisions (and the corresponding impact on overall fiscal performance) are
not determined by the their statutory ability to borrow. Similarly, budget-balance
rules at the subnational level do not seem to matter either.

Finally, to assess the importance of vertical coordination, we add an interaction
between spending decentralization and a dummy variable that takes value 1 if there is
a formal coordination mechanism with the subnational governments in the medium-
term budgetary framework. This interaction effect turns out not to be statistically
significant.

B. Robustness checks

In this section we discuss several sensitivity analyses which were performed to check the
robustness of the key results reported above (Table 4). We begin by estimating the model
with the general government balance as the dependent variable, and find a similar message as
in our baseline specification. Next, we use changes in general government debt as a measure
of performance. This variable may be more accurate in capturing the true fiscal performance,
as debt increases in many European countries exceeded their fiscal deficits after the
introduction of the Stability and Growth Pact (Buti et al., 2007), possibly indicating the use

' Our results should be interpreted with caution since we do not take into account explicitly the potential
endogeneity of fiscal rules (i.e. governments with stronger preference for fiscal discipline are more likely to
adopt stronger fiscal rules). Debrun et al. (2008) finds negligible the potential estimator bias introduced by
reverse causality in a similar model.
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of accounting loopholes to circumvent fiscal rules. The latter would be consistent with a loss
of significance of the fiscal rules variable when the change in debt is used as left-hand side
variable—since the deficit, rather than the debt, was typically considered the most binding
constraint in showing compliance with fiscal rules. Indeed, overall fiscal rules turn out to be
no longer significant. Consistent with our previous results, we find that spending
decentralization reduces debt accumulation and that this benefit is reduced when transfer
dependency is high. Also, revenue decentralization induces higher debt increases (or lower
debt reductions).

The panel approach raises the question of whether the results hold for different subsamples.
Thus, we explore whether the impact of fiscal decentralization in the countries that joined the
EU in 2004 or thereafter (NMS for short) is similar to the remaining 15 countries (EU15). In
this case, we find that the decentralization variables lose their significance in the sample of
NMS countries although results still hold for the EU15 (Table 4, columns 3-4). As a flip-side,
fiscal rules only matter in NMS countries. Nevertheless, these results should be interpreted
with caution as the NMS sample is too short and there is not as much variation in the
measures of decentralization among those countries (all highly decentralized countries are
EU15 members).

To control for the stability of our estimates over time, we split the sample in 1999—the first
year of the Stability and Growth Pact (SGP). No major difference emerges between the two
sample periods except for the role of fiscal rules that lose significance before the introduction
of the SGP. This result is clearly driven by the EU15 countries and could possibly indicate
that, in the run up to the euro, fiscal discipline was observed even in the absence of rules. To
eliminate the potential effect of the recent crisis we exclude the year 2008 from our sample
and find that all results remain unchanged. Finally, excluding one country at a time to control
for possible outliers does not significantly alter our estimates except for fiscal rules that are
not significant in most cases."’

V1. CONCLUSIONS

This paper provides new evidence on the impact of decentralization on fiscal behavior,
focusing on the EU. Our paper contributes to the literature in two main respects. First, we
look at different dimensions of fiscal decentralization (expenditure and revenue
decentralization, as well as transfer dependency) and their interactions. Second, we take into
account whether fiscal institutions geared toward maintaining budgetary discipline among
subnational entities can offset the potential fiscal risks of decentralization.

7 Results are not reported here in the interest of brevity.
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Our results show that fiscal decentralization may improve fiscal performance. First, we find
that spending decentralization improves the fiscal position of the general government. This is
consistent with the efficiency arguments in favor of spending autonomy. Nevertheless, high
transfer dependency reduces the positive effect of spending decentralization. Moreover,
revenue autonomy appears to weaken fiscal performance at the general government level. As
discussed below, these results could be evidence that resource rationing by the central
government has been used to ensure budgetary discipline on subnational governments. Still,
further research is needed as one cannot rule out that these results are driven by the use of
imperfect measures of decentralization (which reflect data constraints).

Results on subnational fiscal rules suggest that they have not played a material role on fiscal
performance. A possible explanation is that fiscal rules in the EU might be relatively weak
since the center has considerable discretion in addressing breaches to the rule. To the extent
that rules are being breached due to politically sensitive spending that is difficult to control
(e.g., health care), the central government may need to compensate the subnational
governments—thus rendering the rules nonbinding. Another possible explanation is that
subnational fiscal rules only address the problem of fiscal indiscipline. Therefore, they may
not be sufficient to ensure good performance if the main problem faced by subnational
government is one of unfunded mandates. These findings are, however, subject to caveats as
the numerical fiscal institutions’ indicators used in the econometric analysis may not capture
well the complexities of interactions between the center and the subnational levels of
government.
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Table 1. Features of Subnational Governments

Sub-national Country National ~ Decentralization
government tiers Government (2009)
BUL Unitary low

CYP Unitary low

LUX Unitary low

MLT Unitary low

One SVN Unitary low
EST Unitary medium

LTU Unitary medium

LVA Unitary medium

FIN Unitary high

GRC Unitary low

IRL Unitary low

PRT Unitary low

SVK Unitary low

AUT Federal medium

Two CZE Unitary medium
HUN Unitary medium

ROM Unitary medium

DNK Unitary high

NLD Unitary high

SWE Unitary high

FRA Unitary low

GBR Unitary medium

ITA Unitary medium

Three POL Unitary medium
BEL Federal high

DEU Federal high

ESP Unitary high

Sources: CCRE-CEMR EU subnational governments: 2009 key figures,
Dexia February 2011; authors’ calculations.
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Table 2. Fiscal Decentralization and Fiscal Performance 1/

Estimator: LSDVC LSDVC LSDVC FE
(1) (2) (3) 4)
Lagged dependent variable 0.575*** 0.552*** 0.504*** 0.336***
(0.0515) (0.0532) (0.0516) (0.0402)
Lagged government debt 0.0455*** 0.0448*** 0.0563*** 0.0083
(0.0134) (0.0134) (0.0136) (0.0105)
Lagged output gap -0.263*** -0.270*** -0.304*** -0.282***
(0.0423) (0.0419) (0.0416) (0.0356)
Spending decentralization 0.0730** 0.165*** 0.562*** 0.801***
(0.0366) (0.0539) (0.146) (0.115)
Revenue decentralization -0.203*** -0.563*** -0.685***
(0.078) (0.152) (0.116)
Transfer dependency -0.0337
(0.0206)

Spending decentralization x

Transfer dependency -0.00485 -0.00651

(0.00154)  (0.00119)

Parliamentary election -0.479** -0.492** -0.445** -0.445***
(0.193) (0.192) (-0.19) (0.171)
Constant -5.882%**
(1.008)
Number of observations: 322 322 322 322
Number of countries 27 27 27 27
Fixed effects (F-test) 8.48***

Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1
1/ Dependent variable is the general government primary cyclically adjusted balance. LSDV C accounts for the fixed-effects

small sample bias in dynamic panels.
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Table 3. Do Fiscal Institutions Matter ? 1/

(M (2 ®3) “4) (5) (6) )]
Lagged dependent variable 0.498*** 0.504*** 0.508*** 0.505*** 0.504*** 0.505*** 0.500***
(0.0514) (0.0516) (-0.052) (0.0519) (0.0519) (0.0519) (-0.051)
Lagged government debt 0.0585*** 0.0537*** 0.0565*** 0.0559*** 0.0563*** 0.0562*** 0.0580***
(0.0137) (0.0145) (0.0136) (0.0135) (0.0136) (0.0136) (0.0136)
Lagged output gap -0.320*** -0.312%* -0.301** -0.303*** -0.304*** -0.304*** -0.319***
(0.0431) (0.0444) (0.0427) (0.0419) (0.0425) (0.0414) (0.0438)
Spending decentralization 0.529*** 0.567*** 0.583*** 0.567*** 0.562*** 0.560*** 0.534***
(0.148) (0.147) (0.152) (0.144) (0.146) (0.147) (0.154)
Revenue decentralization -0.555*** -0.556*** -0.559*** -0.566*** -0.564*** -0.561*** -0.558***
(0.152) (0.158) (0.153) (0.149) (0.152) (0.151) (0.156)
Spending decentralization x -0.00462°*  -0.00497***  -0.00504***  -0.00490***  -0.00486***  -0.00484***  -0.00466***
Transfer dependency
(0.00155) (0.00155) (0.00159) (0.00151) (0.00154) (0.00153) (0.00158)
Parliamentary election -0.466** -0.458** -0.446** -0.446** -0.443* -0.445** -0.467**
(0.191) (0.192) (0.192) (-0.19) (-0.19) (0.193) (0.191)
Overall fiscal rule index 0.349* 0.345*
(0.195) (0.204)
Central fiscal rule index 0.0835
(0.118)
Subnational fiscal rule index -0.212
(0.247)
Spending decentralization x
Subnational debt rule -0.00902
(0.0112)
Spending decentralization x 0.0162
Subnational budget balance rule
(0.0555)
Spending decentralization x
Central debt rule -0.00268
(0.013)
Spending decentralization x
Central budget balance rule 0.00000211
(0.00749)
Spendllng .decentral|zat|on X 20,0221
Coordination dummy
(0.144)
Observations 322 322 322 322 322 322 322
Number of countries 27 27 27 27 27 27 27

Standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1
1/ Dependent variable is the general government primary cyclically adjusted balance.



Table 4. Robustness Checks

. General Change in
Dependent variable: government debt CAPB CAPB CAPB CAPB CAPB
balance
EU15 NMS Before 1999 1999-2008 Excl. 2008
(1 ) () 4) (5) (6) (7)
Lagged dependent variable 0.403*** 0.373*** 0.533*** 0.433*** 0.0617 0.549*** 0.485***
(0.0462) (0.0598) (0.0588) (0.0808) (-0.105) (0.0661) (0.0463)
Lagged government debt 0.0367*** -0.176*** 0.0415*** 0.0714*** 0.076 0.0606*** 0.0583***
(0.0124) (0.0326) (0.0161) (0.0258) (0.0632) (0.0192) (0.0147)
Lagged output gap -0.123*** 0.277*** -0.379*** -0.305*** -0.225 -0.288*** -0.296***
(0.0417) (0.0922) (0.0704) (0.0732) (0.177) (0.0419) (0.052)
Spending decentralization 0.948*** -1.086*** 0.699*** 0.392 0.761** 0.844*** 0.489***
(0.1380) (0.322) (0.157) (0.306) (0.325) (0.172) (0.148)
Revenue decentralization -0.901*** 0.820*** -0.728*** -0.388 -0.678** -0.881*** -0.502***
-0.142 (0.315) (0.169) (0.263) (0.328) (0.174) (0.147)
Spending decentralization X 5g4 7+ 0.0102*** -0.00684*** -0.00311 -0.00646** -0.00808*** -0.00429***
Transfer dependency
(0.0014) (0.00348) (0.00161) (-0.0028) (0.00316) (0.00173) (0.00151)
Parliamentary election -0.509*** 0.109 -0.39 -0.536 0.49 -0.671*** -0.421**
(0.1840) (0.46) (0.245) (0.38) (0.357) (0.252) (0.185)
Overall fiscal rule index 0.464** -0.0994 -0.164 0.889** 0.583 0.785** 0.351
(0.1920) (0.609) (0.269) (0.415) (0.391) (0.312) (0.225)
Observations 322 300 195 127 65 235 295
Number of countries 27 27 15 12 22 27 27

Standard errors in parentheses.

= 5<0.01, ** p<0.05, * p<0.1.

IC
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Appendix 1. Expenditure Assignments to Subnational Governments in the European Union
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Sources: WorldBank Database of Qualitative Decentralization Indicators; Monasterio-Escudero and Suarez-Pandiello (2002); McLure and Martinez Vazquez (2000); Vigvari (2008); and OECD (2010).
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Appendix 2. Fiscal Rules at the Subnational Level in the European Union

Subnational fiscal rules in the EU are mainly budget balance rules or debt rules (Figure Al).
Both of these rules have nearly doubled between 1990 and 2005. Budget balance rules are the
most common for both sub-national governments as well as for the general government. But,
in contrast to that of central government level, expenditure rules are uncommon at the sub-
national level. Subnational government rules appear to be more prevalent in countries with
higher decentralization and lower transfer dependency.

Figure A1. Fiscal Rules in the EU Member States by Type of Rule and Level of Government, 2008

12

OBudget Balance Rule
B Debt Rule

B Expenditure Rule
Revenue Rule

10

0 i
General Central Social Security Regional Local
Government Government Government Government

Source: European Commission Services.

The proportion of countries imposing sanctions on sub-national governments’ non-
compliance with a fiscal rule varies significantly by the type of rule in question. In more than
one fifth of the countries there are no predefined sanctions at all. While the infringement of a
budget balance requirement is sanctioned by more than three quarters of the countries, barely
two thirds of those featuring a borrowing constraint, and only a third of those with
expenditure or tax limitations penalize non-compliance. Moreover, a large proportion of the
possible sanctions are fairly weak or provide a wide margin for discretion—such as giving
the central government the option to “recommend actions.”

Only a few countries have absolutely no “escape clauses” allowing for the sub-national
government’s (temporary) infringement of fiscal rules. Escape clauses mainly apply in cases
of natural or other disasters, or shocks to the subnational government’s revenues or to the
local economy (Table A.2). Less than a third of the countries imposing a budget balance
requirement do not allow for its temporary infringement under any circumstances. In
contrast, this is the case for only about a quarter of countries when it comes to borrowing
constraints. In six other cases, escape clauses are not predefined and decided upon on an ad-
hoc basis.
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Appendix Table 2. Sanctions and Escape Clauses by Type of Fiscal Rule
(Percent of total rules in the sample)

Sanctions'
Rule Impose ﬁnancial Sangtion Mandate actions Con;train Other Not predefined
type sanctions officials actions
BBR 0.26 0.04 0.26 0.35 0.26 0.22
BC 0.21 0.05 0.37 0.26 0.21 0.26
EL 0.27 0.00 0.18 0.27 0.18 0.55
TL 0.00 0.00 0.11 0.00 0.22 0.67

Escape clauses?

Shock to local Shock to local Natgral/other No escape Other Not predefined
economy revenues disaster
BBR 0.13 0.09 0.30 0.30 0.13 0.35
BC 0.05 0.05 0.26 0.26 0.05 0.47
EL 0.00 0.00 0.18 0.18 0.00 0.64
TL 0.00 0.00 0.00 0.00 0.00 1.00

! applies to 26 countries
2 applies to 24 countries

Note. BBR: Budget Balance Rule; BC: Borrowing Constraint; EL: Expenditure Limit; TL: Tax Limit.
Source: European Commission Fiscal Rules Questionnaire.

In recent times, subnational governments had to be bailed out by the higher level of
government in at least nine EU countries. When a subnational government is faced with a
large deficit, it has to either raise taxes to increase its revenues or drastically cut expenses.
Due to the common lack of tax autonomy and the high proportion of expenditures mandated
by law, subnational governments often do not have much room for maneuver and often turn
to—ultimately unsustainable—debt financing. Subnational bailouts have more frequently
occurred in more decentralized countries with a higher number of administrative tiers. While
only one quarter of the countries with one level of sub-national government have experienced
a subnational bailout, the share rises to 44.4 per cent for countries with two tiers and to about
two thirds for countries with three tiers of subnational government. Examples include the
German federal government’s bailout of two Lander and the bailout of Swedish
municipalities in the 1990s (Appendix 3).
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Appendix 3. Selected Episodes of Subnational Bailouts in the European Union

Country Bailout details

Consequences

e 1992: German Constitutional Court upheld claims
of Bremen and Saarland for financial assistance
from federal government

e 1993: 5-year contract stipulating annual payment
of additional grants to the two states (earmarked for
reduction of public debts)

e States committed to keep annual expenditure

o No differences in credit risks of German
states; Germany cannot rely on market

DEU growth below 3% and had to deliver regular reports .~ = .
) o discipline to enforce fiscal prudence on state
on progress of fiscal consolidations to federal and
governments
other state governments
e The target of reducing debts from DM 16 billion in
1992 to DM 11.5 billion in 1998 was missed (debts
remained at 16 billion); 1999 extension of the grants
until 2004 (but declining annually); further transfers
after 2004 excluded
e When democracy was restored in Spanish city
:Olthne Cr:SI:: tzle lraetri;iz?jsi‘n m::ilel-)ﬁ:"kc)vf\;rlzzce e Spanish constitutional court declared anti-
¥ ) gely ) p T constitutional the rule granting local
collection capacity and the rising demands of )
" . . government tax autonomy to this extent
citizens led to overspending and over-borrowing o Local qovernments had to returmn the tax
ESP e 1980: The center assumed 50% of the local g : .
e . h . revenues thusly collected, again, aggravating
authorities' debt burden without solving the systemic . . o
problem their ﬁnanma.l posﬂlqn
e 1983: Central government covered by grants the * In 1988, wide ranging reform of local
- finances was enacted
current deficits; granted local governments an
absolute freedom for setting tax rates
e 1999: one-third of all localities applied for deficit
grants, which are available for local governments
who have deficits through no fault of their own or
local governments that go bankrupt; e Since 1996-1997, the central government
HUN e Even though grants are made only to assist has improved transparency and strengthened
governments in covering mandatory tasks, deficit  audit procedures
grants provided for a soft budget constraint in the
system, as local governments are able to increase
their grant revenues through behavioral changes
e 1977: Increase of transfers from the center by e Tight control of local expenditures did not
300%; simultaneous introduction of fiscal rules, e.g. solve the soft budget-constraint problem
A expenditure limitation and borrowing constraints e Public finance reforms in the 1990s
e 1978: center assumed responsibility for debts reduced the role of transfers and increased
accumulated by municipal governments before revenue and spending autonomy of local
1977 governments to induce responsibility
e 1992 city of Haninge turned to the central
government for financial assitance because it was
was unable to take care of the debts of the city-
owned housing company
e 1995 central government assumed responsibility . .. .
for the debt owed by housing company and e Haninge case found numgrpus imitators: in
SWE extended an extral loan the company 1998, 87 of a total 288 municipal

o Central government gave an extra grant to the city
to pay back the remaining debts of the housing
company

e The city lost almost all its shares in the company

to the center and was mandated to raise its local tax

by one percentage point

governments had applied at least once for
financial assistance

Sources: Ter-Minassian (1997b); von Hagen et al. (2000); Monasterio-Escudero and Suarez-
Pandiello (2002); Jourmand and Knogsrud (2003); Wetzel and Papp (2003); Pettersson-Lidbom

and Dahlberg (2005); Plekhanov and Singh (2007).
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Appendix 4. Data Sources and Definitions

Fiscal data

We use fiscal data from Eurostat covering the years 1990-2008. The data set is an unbalanced
panel including all EU27 countries for which data for the period were available. This yielded
a sample with about 12 observations per country on average. The number of countries is
substantially lower at the beginning of the sample, particularly for NMS as coverage for
subnational fiscal statistics has only improved over time. Throughout the paper all
subnational measures are calculated by aggregating the regional and local government
subsectors (S1312 and S1313 in ESA95). The following variables are used in the
econometric analysis:

Spending decentralization. Subnational spending (excluding transfers paid) in percent of
general government spending.

Revenue decentralization. Subnational revenue (excluding transfers received) in percent of
general government revenue.

Transfer dependency. Subnational net transfers received (both current and capital) in percent
of subnational revenue.

CAPB. General government cyclically adjusted primary balance calculated as follows:

)—(5,—1) _ )—(gg—l)

capb=r (l+ gap g (1+ gap

where 7 is primary revenue in percent of GDP; g is the primary expenditure in percent of
GDP; gap is the output gap; ¢, is the elasticity of revenue with respect to the output gap; and

&, 1s the elasticity of expenditure with respect to the output gap.'

Debt. Gross general government debt in percent of GDP.
Macro data

The macroeconomic data needed to calculate the output gap were taken from the IMF’s
World Economic Outlook database.

Political data

'8 Where available, elasticities are taken from Girouard and Andre (2005). In other cases, revenue elasticity is
assumed to be 1 and expenditure elasticity is assumed to be 0.
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Data on political institutions are based on the World Bank Political Database (see, Thorsten
etal., 2001).

Fiscal institutions

Data on fiscal rules and medium-term budget frameworks come from the European
Commission and are available at:

http://ec.europa.eu/economy_finance/db_indicators/fiscal_governance/fiscal_rules/index_en.

htm.
Fiscal rules

The overall fiscal rule index used in the paper comes from the European Commission Fiscal
Rule Index database (see, EC, 2009). The strength of the rule is constructed based on its
legal basis, coverage, strictness of monitoring and enforcement (including through sanctions
and escape clauses), and media visibility.

Based on the indices available for the central, social security, regional and local government
level rules, we construct two series for the central (combining central and social security)
and subnational (combining regional and local) government levels. The aggregation
technique seeks to use the same methodological principle as Debrun et al. (2008), placing a
higher weight of 1 on the strongest rule and a weight of % on the remaining rules.

Medium-term budget framework

For the econometric analysis we construct a dummy variable that takes value 1 if there is
coordination with subnational levels of government in the preparation and status of the
Stability and Convergence Program.
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