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1. The requirement of a balanced budget
and borrowing limits in local public
finance: setting out the problems

Bernard Dafflon

The idea of this comparative study goes back to the 1997 ALPES' Seminar in
Champéry (Switzerland) where several scholars presented individual papers
on local government budgeting and local debt with similar preoccupations
and questions, such as (i) the existence of any legal requirement for a local
balanced budget, (i} a possible control from higher government levels on
local budgeting and borrowing and (iii) the implementation of the Maastricht
convergence criteria for local public finance. The framework of discussion is
given in six sections. The introductory section recalls two issues, Maastricht
and recurring public deficits, which give the general background to the
chapters. Ten key issues are formulated in section 1.2. Owing to the
heterogeneity of the accounting systems of local finance in Europe, some
common definitions are necessary and are given in section 1.3, Section 1.4
presents a sequence of six questions with the intent of assessing the degree of
budget discipline in the particular country. Questions about how the
budgetary rules influence the budgetary position and the fiscal outcome of
the communes in one country are presented in section 1.5. Tentative results
are discussed in section 1.6.

1.1 INTRODUCTION

The chapter starts with two considerations: one is the local concern with the
enforcement of the Stability Pact for the European Monetary Union (EMU),
the other is the painful necessity of reversing the recent trend towards
growing public deficits.

According to article 109 J (1) of the Maastricht Treaty,’ the general
government's financial position of any Member State must be sustainable,
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2 Local public finance in Europe

that is (i) the ratio of government deficit to Gross Domestic Product (GDP)
must not exceed the reference value of 3 per cent and (ii) the ratio of
government debt to GDP must not exceed the benchmark value of 60 per
cent. The idea is that there should be budgetary discipline and a procedure to
avoid excessive deficits and indebtedness if the Stability Pact is to be
successfully enforced and a unique monetary currency created. In the Treaty,
“general government” means the public sector in general (central
administration, regional and local governments and social security),
excluding commercial activities. Yet, the open-ended definitions of the
required budgetary discipline to be secured across the whole euro area and
the shortcomings of the excessive deficit and indebtedness procedure that
will be enforced through the planned Stability and Growth Pact create
problems. The European Council in Dublin (December 1996) and in
Amsterdam (June 1997) endorsed the same conclusion that a “dissuasive set
of rules should have a deterrent effect and put pressure on Member States
adopting the Euro to avoid excessive budgetary deficits or to take corrective
measures if they occur ... Each Member State will commit itself to aim for
medium-term budgetary position close to balance or in surplus”.

How is the “medium term” defined? Which “budgetary position” (current
or including the capital account) should be close to balance or how much in
surplus? To what extent might a deficit be considered as “close to surplus’™?
When considering the dynamics of general government debt and the
sustainability of fiscal positions, the EMI (1996, p. 24) uses a number of
locutions such as “actual primary balance”, “overall balance excluding
interest payments”, “required primary balance (typically a surplus) in order
to reduce the debt ratio”, “sufficiently high primary surplus to regain
budgetary room for manoeuvre in the medium term”, so it is difficult to
organise this into a clear-cut analytical picture. Not surprisingly, the first
consideration of the ALPES Seminar was that used at the local level in
various national circumstances, the same technical vocabulary has not the
same signification (as for example: debt servicing, amortisation, debt
instalment, gross savings, the distinction between current and capital
accounts, or the requirement of balance in the actual accounts compared to
simply a balanced budget).

At the same time, and especially since the beginning of the 1990s,
important public deficits have occurred in most European countries at the
three levels of government — central, regional and local — as well as in the
social security accounts. The average fiscal deficit for the European Union
(EU) as a whole widened rapidly from 2.4 per cent of GDP in 1989 to a peak
of 6.1 per cent in 1993. At that point in time, most countries faced major
challenges in reversing what was clearly an unsustainable trend. National
authorities had to take corrective measures in an effort to place their
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government deficits on a downward path. This has been partly achieved, with
an EU-wide budget deficit of 5.0 per cent in 1995, cut down to 2.4 per cent
in 1997, unfortunately using also one-off measures and other accounting
tricks to qualify for the EMU (Dafflon, 1999). In the same period, the general
government gross debt as a percentage of GDP rose from 60 per cent (1990)
to 72 per cent (1997) (European Commission, 1998, p. 124). Local
governments have been in the forefront in reacting to the trend of growing
deficits in their annual accounts and in devising sets of ratios intended to
prevent excessive borrowing. Yet, although much has already been said
about local budgetary policy-making, and about the policy effects of budget
deficits and public debt in fiscal federalism, few empirical studies have been
conducted in order to explore how budgetary discipline really functions at the
local level. Thus here the attempt is made to organise a comparison on this
issue at the local level in ten European countries — Austria, Belgium,
Denmark, France, Germany, Italy, Norway, Switzerland, Spain and England
— on the basis of an agenda of ten key issues. ’

1.2 TEN KEY ISSUES

In order to make possible the comparison, questions have been formulated in
ten broad key issues. The objective is to compare the issues, both at
normative and practical levels, and the solutions in selected European
countries. Discussion should include the questions of local budgeting (in
particular the rule of a balanced budget) and of borrowing either from the
point of view of local government or under regulation (if any) of the regional
(central) government. The economic consequences of regulation as well as
the institutional concepts and possible sanctions are of interest.

1. In local public finance, one may distinguish between budget
responsibility and budget discipline. Budget responsibility is assumed
to intervene for each financial decision where self-assessment of
benefits and costs intervenes, as for individual investment decision-
making. Budget discipline is related to any kind of institutional rules
which limit in advance the possibility of deficit spending or borrowing.
Is such a distinction of importance in your country? How is it applied
and by which level of government?

2. Is the current budget distinct from the capital budget? Is borrowing
limited to investment in a pay-as-you-use formula, or is it accessible
for financing current deficit? What is the relation (or the compromise)
between the rule of a balanced current budget (if it exists) and public
investments?
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3. How is the capital budget decided? Is there any local discretion in
investment decision-making? Does the decision concern the whole
capital budget or individual items of the capital budget? Is it necessary
to present a programme of investment for each of them? (Such a
programme describes the kind of investment, the cost of investment, its
duration, depreciation and the future running cost.)

4. Is a separate vote needed or does the referendum exist (i) for the
current budget, (ii) for taxes in the current budget, (iii) for particular
items of the capital budget or (iv) for the total capital budget?

5. Is a rule of balance imposed on the current (the whole) local public
budget? Which level of government sets the rule? What are the reasons
for or against such a rule? Is borrowing by local government regulated:
if so, by whom and how? Does the rule apply ex ante on the budget
and/or ex post on the actual account? Does the rule allow actual deficit
to be carried over into the following exercises (and if so, into how
many years?) or must a deficit be repaid within the next exercise?

6. Is there any conceptual link between borrowing, debt management and
capital expenditures? What is the role of amortisation as a link between
investments and debt? Is there a link between amortisation in the
books and the financial (annual) repayment of the local public debt?

7. What is the policy of capital amortisation at the local level: the systems
of amortisation, the rates of amortisation, the coincidence between
amortisation and annual repayment, the duration of debt repayment
according to depreciation?

8. The political autonomy of a decentralised government may run against
the regulation of budgeting and borrowing: are the rules the same
between the local and regional, as between regional and central
government levels?

9. How is the local public debt defined? Does a concept of “gross public
debt minus capital = net public debt” exist? These concepts are
relevant when some kind of limit is set up against borrowing. Do such
limits exist in your country, and which ones?

10. How are the Maastricht rules (deficit < 3 per cent of GDP) and (total
debt < 60 per cent of GDP) going to be divided between the layers of
government?

Starting from the possible answers to these questions, the study explores
four main lines:

e definitions;
* the budgetary procedure;
¢ the structure and organisation of local government finance;
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¢ the incidence of possible rules, budget discipline or responsibility.

1.3 DEFINITIONS

The heterogeneity of local public finance in the EU is reflected in various
systems of public accounting at local level, a wide variety of specific
concepts and a disparate vocabulary. In consequence, the first objective is to
organise an analytical framework that allows comparison not only in term of
statistical data and results, but also in term of public finance terminology and
bookkeeping definitions. The argument is that if the definitions are not clear,
and if the accounting procedures vary widely, then the financial results, and
the statistical data based on them, are not comparable. Figure 1.1 is presently
used for restoring comparability.

The example of Norway (Chapter 9) will illustrate this issue:

The key financial control is a balanced budget rule implying that current revenues
in local governments must finance current spending inclusive of debt servicing.
Investments are to a large extent financed by loans, but there is a formal approval
procedure for loan financing. The financing of investment is spread over time and
the design is assumed to stimulate inter-temporal efficiency.

The questions to be answered are: (i) whether this statement is acceptable
for other European countries, (ii) which meaning is given to the key words in
each country?

Take the concept of “debt servicing”. We found that it can be defined in a
number of ways:

s interest payment of the existing debt;

* interest payment + bookkeeping amortisation of the capital assets
contained in the opening assessment sheet;

® interest payment + (amortisation in the book = annual regular
instalment of the debt, for the current account);

* interest payment + (amortisation in the book = depreciation of capital
assets = annual regular instalment of the debt, for the current account),
as it is the case in Norway and in many Swiss cantons;

e similar to the two previous points, but (...) is written in the capital
account;

* interest payment + contractual repayment of the debt.

In this example, one sees that “interest payment” is always present. But the
concept of amortisation taken in addition varies widely: formal amortisation



