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Executive summary

The current political and economic developments in the EU both require and
justify an increased role for subnational governments, in order to become better
equipped to tackle the crisis on the ground and act in coherence with the upper
levels of government. Indeed, the fiscal and budgetary measures currently
discussed or implemented at the European and national level can only have the
intended consequences if also supported at subnational level. This paper
presents a methodological and operational reflection on the future extension of a
set of country fact-sheets previously drawn up by the Committee of the Regions
(hereafter CoR) on the issue of the division of powers among the different levels
of government. The purpose of extending the country fact-sheets is to explore
the relationship between devolution and the provision of adequate financing
resources through fiscal decentralisation or federalism. Having regular country
fact-sheets on the composition and structural organisation of subnational
budgets over time will enable conclusions to be drawn on the evolution of
decentralisation, the EU’ s influence on this process and the coherence between
devolution of powers and the provision of adequate financing resources.

The note is divided into four main sections. The first section describes the
current political and economic context in the EU, concluding that the
interactions between the EU and regional and local levels of government have
increased and that the autonomy of local and regional authorities (hereafter
LRAS) has indeed augmented as a general trend. However, quantifying the
degree of LRAS independence may not be as straightforward as it seems. This
first section aso looks at the impact of the economic crisis on subnational
budgets and notes that the crisis has not only atered the composition of
subnational public expenditure and revenue but has aso generally increased
fiscal imbalances leading to higher levels of subnational public debt and deficit.

Based on the current political and economic developments Europe is facing, the
second section of the note presents the methodology and objectives that the
country fact-sheet will follow:
e Demonstrate how fiscal decentralisation and devolution have evolved
over time;
e Provide an overview of the structural organisation of budgets at the
subnational level;
¢ |llustrate the importance and impact of EU funds on subnational budgets;
and
e Track the impact of the economic crisis and austerity measures on LRAS
finances and on subnational public debt.



The third section proposes a structure for the country fact-sheets following the
four objectives outlined in the methodology. The last section of the note briefly
reviews the existing literature and data relevant for drawing up the country fact-
sheets, by objective. While important work has been done on the topic, it is
noted that some challenges exist — the information available for the different
Members States (hereafter MSs) may not always be comparable, and it does not
seem possible to examine the geographical distribution of expenditure, revenue
and debt within countries or to get an exhaustive account of the contribution of
EU funds to subnational budgets.



| ntroduction

This CoR note has been produced by the European Policy Centre (EPC) under a
Framework Contract on the EU Budget. The paper presents a methodological
and operational reflection on the future extension of the country fact-sheets
previousy drawn up by the CoR. The current political and economic
developments in the EU both require and justify an increased role for
subnational governments so that they become better equipped to tackle the crisis
on the ground and act in coherence with the upper levels of government. Indeed,
the fiscal and budgetary measures currently discussed or being put into place can
only have the intended consequences if also supported and observed at
subnational level. The purpose of extending the country fact-sheetsis to explore
the relationship between devolution and the provision of adequate financing
resources through fiscal decentralisation or federalism. Having regular country
fact-sheets on the composition and structural organisation of subnational
budgets over time will enable conclusions to be drawn on the evolution of
decentralisation, the EU’ s influence on this process and the coherence between
devolution of powers and the provision of adequate financing resources.

The note is structured around four sections. In the first section, the authors ook
at the key developments of the political and economic context in Europe, which
justify the choice of methodology articulated around objectives that the country
fact-sheets should follow. The methodology is presented in the second section.
The third section proposes a structure for the country fact-sheets following the
four objectives outlined in the methodol ogy:
e Demonstrate how fiscal decentralisation and devolution have evolved
over time;
e Provide an overview of the structural organisation of budgets at the
subnational level;
o |llustrate the importance and impact of EU funds on subnational budgets;
and
e Track the impact of the economic crisis and austerity measures on LRAS
finances and on subnational public debt.

Finally, the authors make a brief review of the available literature and data that
would provide the basis for drawing up the country fact-sheets and identify
where information is missing.



1. Political and economic context

Having a comprehensive picture of the current political and economic context is
crucial for understanding the division of fiscal/budgetary powers between the
EU, MSs and LRAs and its evolution over time. The political and economic
context is the driver behind important changes in the division of powers among
levels of government and the move towards more fiscal decentralisation. The
key changes in Europe's political and economic situation, which have an
influence on the fiscal and budgetary aspects of governance, are therefore
selected in the first section of this file note and justify the choice of objectives
that the country fact-sheets should follow, presented in the second section.

The recent changes in the political and economic context in Europe have led to
three key developments:. increased interaction between the EU and regional and
local levels (1), new trends in the division of budgetary/fiscal powers between
the national and regional/local levels (2), impact of the crisis on the composition
of subnational budgets (3). While some of these developments have already had
some direct consequences on the fiscal and budgetary aspects of the division of
powers, others may have a more indirect influence, which may, however, affect
systems of governance in the long-run.

1.1. Increased interaction between the European and
regional and local levels

Given the process of ever closer integration in the EU and the move towards
more decentralisation in individual MSs, the interactions between European
institutions and LRAs have intensified considerably over time. LRAS have
received increased attention in recent years and references to them have become
more numerous in most strategic documents of the EU and beyond, for example
in the Council of Europe or the OECD. While the documents produced by the
two latter organisations are only intended to provide guidance, they do have
potential to change the mindset in the long run and have an indirect impact on
how systems of governance are perceived.

Starting with the Council of Europe, recent documents have devoted increased
attention to the role of regionalisation in democratic systems. For example, the
Congress of Local and Regional Authorities (CLRA) of the Council of Europe
noted that ‘regionalisation and democracy are clearly two sides of the same



coin'' and that it is essential for the people who bear the consequences of
political decisions to be involved in the making of these decisions. In this
context, the CLRA proposed in 2008 the adoption of a ‘European Charter of
Regional Democracy’, as a legal instrument for regionalisation, having at its
core the principle of regional democracy and complementing the European
Charter of Local Self-Government. While the charter was not accepted in the
form of a convention and is, therefore, not binding, it led to a Reference
Framework on Regional Democracy in 2009 as a ‘code of rights and duties of
regional entities® to serve the purpose of guiding countries in their
decentralisation process, while also enabling the Congress to monitor regional
democracy in Council of Europe MSs. This latter Reference Framework, also
not binding, was adopted by European ministers responsible for local and
regional government and touches on the topic of LRA finances, underlining the
importance of enabling LRAS to use their powers and to fulfil responsibilities
effectively.

Besides the issue of democratic accountability, the economic and financial crisis
has made the discussion of the role of LRASs all the more timely. Any efforts
made at EU and national level to counteract the crisis need to be backed by
action at the subnational level. Therefore, the involvement of LRAs will be
essential if the EU is serious about achieving the goals set in its strategic and
economic documents. However, it is still rather early to evaluate the impact
these changes will have on the divison of powers. Indeed, while some EU
documents clearly emphasise the importance of LRAS involvement, others are
more ambiguous.

In the EU, the economic crisis has led to significant developments in terms of
economic governance, which will have a direct impact on LRAs. Not only will
subnational budgets be subject to increased attention due to stricter fiscal
surveillance, but some innovations in EU policies are also likely to affect the
budgets of some LRAs. However, most of these innovations have not reached
their final forms, some, like macroeconomic conditionality, being very disputed
by the different actors involved in the negotiations. While the Commission
argues that sound economic policies should underpin spending made through
structural and cohesion funds, the CoR remains very reticent. In its opinion on
the MFF post — 2013°, the CoR reiterates that it is strongly against any form of

1 Van Cauwenberghe, J.C. (2007), Chamber of Regions, The Congress of Local and Regional Authorities, Study
on the current situation concerning regionalisation and the prospects for devel oping regional self-government in
Council of Europe member states, p. 43.

2 Council of Europe, the Congress of Local and Regiona Authorities (2009) Regional Democracy, Council of
Europe Reference Framework, p. 7.

* CdR 283/2011 fin, Opinion of the Committee of the Regions, The New Multiannual Financial Framework Post-
2013.



macroeconomic conditionality, as it may cause LRAS to lose funding due to
decisions made by national governments.

The Europe 2020 Strategy

Approved by the Heads of State and Government of EU MSs in June 2010 as a
successor of the Lisbon Strategy, the Europe 2020 Strategy is a key building
block in the EU’s new strategic framework. It introduces the strategic goals of
the Union, to be achieved at national and EU levels, with a focus on three
priorities - smart, sustainable and inclusive growth. The Strategy sets five targets
for 2020 in areas crucia for the EU’s future — employment, innovation,
climate/energy, education and social inclusion — and seven flagship initiatives,
structured according to the three priorities mentioned above®. The targets and
flagship initiatives proposed by the Strategy will be implemented with financial
means provided by the Multiannual Financial Framework (MFF) 2014 — 2020.

Subject to the pending negotiations, the forthcoming MFF is thus highly likely
to focus on delivering the objectives of the Europe 2020 Strategy. However,
despite attempts at EU level to set a strategic direction and concentrate funding
on overarching priorities, the success in achieving the Strategy’s priorities
greatly depends on efforts made within MSs. This implies concerted action at
national and subnational level, with LRAs having both great potential and great
responsibilities in meeting the objectives. These objectives will be specified in
national progranming documents, for example the National Reform
Programmes (NRPs), which aim to transpose EU priorities and targets to the
national level. However, while the Europe 2020 Strategy will surely impact
LRAS budgets and their involvement is essential for achieving the Strategy’s
targets, references to them or to the way in which subnational budgets should
reflect Europe 2020 priorities are not at al clear or straightforward.

Funds covered by the Common Strategic Framework

In its communication for “A Budget for Europe 2020-Part I’, the Commission
introduced the Common Strategic Framework that consists of five funds® with
structural aims and accounts for a large part of the total budget. Among these
funds, three of them will be dedicated to financing economic, social and

* The seven flagship initiatives are: ‘Digital Agenda for Europe’, ‘Innovation Union’ and ‘Y outh on the move’
referring to smart growth; ‘ Resource-efficient Europe’ and ‘ An industrial policy for the globalisation era’ aimed
at the sustainable growth priority; ‘An agenda for new skills and jobs and the ‘European platform against
poverty’, which are targeted at the inclusive growth priority.

> These five funds are: the European Regional Development Fund (ERDF), the European Social Fund (ESF), the
Cohesion Fund (CF), the European Agricultural Fund for Rural Development (EAFRD) and the European
Maritime and Fisheries Fund (EMFF).
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territorial cohesion that will represent 36.7% of total resources in the next
programming period®.

The CSF was presented as an overarching provision setting out common rules
for all five funds, intended to help simplify the use of funds by beneficiaries. In
its opinion from May 2012, the CoR states its support for this strategic approach
of the CSF, as it is expected to entall better coordination between the different
funds’. In practice, the CSF is meant to constitute the basis for MSs for drafting
their PC, a strategic document signed between individual states and the
European Commission defining the priority areas for funding. The degree of
involvement of LRASs in drafting these strategic documents would depend on
each national government and may vary considerably.

In the abovementioned opinion, the CoR underlines that LRAS should be ‘fully
involved in preparing, negotiating and implementing the various strategy
documents 8, especially the CSF and even more so the PC. This is called for in
accordance with the principle of multilevel governance and in congruence with
the division of powers among the different levels of government in each MS. In
line with the partnership principle, it is important that all competent LRAS are
actively involved in drafting these documents.

At the same time, other innovations introduced in the draft legislative package
for Cohesion Policy 2014-2020, such as the increased concentration of funding
on the priorities of the Europe 2020 Strategy, imply important changes in the
design and implementation of the policy. While this measure aims to increase
focus on effective and efficient spending, it will also limit LRAS room for
manoeuvre in exercising their budgetary powers and might pressure them to
provide a contribution to Europe 2020 targets at the expense of regional/local
specificities and needs. However, as mentioned earlier in this paper, the final
form of al these innovations has not been agreed yet, with strong differencesin
opinions making negotiations more intense. For instance, while the CoR
welcomes the introduction of those ex-ante conditionalities that would serve as
instruments for improving efficiency, it strongly opposes the introduction of any
kind of macroeconomic conditionality. The Commission Staff Working Paper
on the ‘Results of the public consultation on the conclusions of the fifth report
on economic, social and territorial coheson’ aso mentions that LRAS
manifested a strong opposition towards macroeconomic conditions, seeing them

® See: http://europa.eu/rapid/pressRel easesAction.do?reference=M EM O/11/468
" Committee of the Regions, 95th plenary session, 3-4 May 2012, Opinion of the Committee of the Regions,
Eroposel for a general regulation on the funds covered by the Common Strategic Framework, p. 4.

Idem, p. 3.
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as ‘potentially counter-productive, because they could penalise regions in less
performing Member States, despite their successful management of EU funds ®.

New European economic governance

The recent developments of the European economic governance not only aim at
increasing coordination of economic policies but also at bolstering the
surveillance and advisory role of the European level. These developments will
have a direct impact on LRASs in the sense that while they do not necessarily
intend to give more budgetary powers to LRAS, they do mean to improve
coordination among different levels of governance and ensure budget balances
a al levels. The new economic governance comprises a series of key
instruments: the (revamped) Stability and Growth Pact (SGP), the European
Semester, starting with the presentation of the Annual Growth Survey (AGYS),
and the Treaty of Stability, Coordination and Governance (TSCG). The common
denominator in all of these instruments is increased coordination, aligned
priorities and reinforced surveillance. These principles have been put forward as
proposals in a report presented by the President of the European Council,
Herman Van Rompuy, called ‘Towards a genuine Economic and Monetary
Union (EMU)’ at the European Council on 28/29 June 2012. This report
specifies that an integrated budgetary framework would be a ‘qualitative move
towards a fiscal union’ and a necessary step for a stable EMU encompassing
some form of debt mutualisation. In more concrete terms, the report proposes
that annual budgets and government debt levels upper limits be agreed in
common. In addition, the measures proposed in the report are far stricter than
the ones presented in the Commission’s ‘two pack’: under the report the EU
would have the power to require changes to budgetary envelopes if they are in
violation of fiscal rules,

The consequent implementation of this ‘robust framework for budgetary
discipline’ will both require and facilitate coordination between the different
levels of government on budgetary policies and procedures, bringing about both
constraints and opportunities for LRAS. On the one hand, as conditions that M Ss
have to obey when drawing up their budgets become stricter, the role of LRAS
in restoring fiscal sustainability becomes more important. Notwithstanding, this
aso entails stricter rules and conditions and enhanced enforcement at
subnational level. As a consequence and as envisaged in the proposal for a
regulation of the European Parliament and of the Council on the European

° Commission Staff Working Paper ‘ Results of the public consultation on the conclusions of the fifth report on
economic, social and territorial cohesion’, 2011, p. 8.



system of national and regional accounts™, regional and local authorities will
have to provide more detailed data to Eurostat. On the other hand, all these
developments require more active involvement and efforts on the part of LRAS
to increase transparency and adapt to the rules of the European system of
accounts.

It is important to mention that EU-level mechanisms like the ones referred to
above may also influence subnational budget cycles, making them more uniform
across MSs and subjecting them to more scrutiny and control. In practice, the
EU was influencing national budgetary cycles earlier on as well. With the intent
of building a database of medium-term budgetary frameworks, the Commission
regularly surveys™ the existing frameworks and budgetary procedures in MSs™.
Evidence shows that a large majority of MSs have aready put in place a
domestic Medium Term Budgetary Framework for fiscal planning™, as a result
of the Maastricht Treaty and the Stability and Growth Pact requirements. These
budgetary frameworks required governments to ‘extend the horizon for fiscal
policy making beyond the annual budgetary calendar’'*. The new economic
governance mechanisms reinforce these requirements, with the revamped SGP's
preventive arm stating that M Ss have to make sure that their frameworks, at all
administrative levels — national, regional and local — reflect the budgetary
framework of the EU.

1.2. New trends in the divison of powers between the
national and regional/local levels

Almost all EU MSs have been going through processes of decentralisation over
the past forty years, with countries like Spain starting the process as early as the
1970s, and others like Romania and Bulgaria having initiated it in recent years.
Decentralisation usually starts by conferring to regions more responsibilities and
the instruments they need in order to fulfil them, increasing their independence
in making decisions and taking action. In Eastern Europe, this process has
started relatively recently, given that communist regimes were based on the
principle of total centralisation of state power.

10 %e:
http://eurlex.europa.eu/smartapi/cgi/sga_doc?smartapi! celexplus! prod! DocNumber& Ig=EN& type doc=COM(fin
a&an_doc=2010&nu_doc=774
™ Surveys done in 2006, 2008, 2009 and 2010.
i, See: http://ec.europa.eu/economy_finance/db_indicators/fiscal governance/framework/index_en.htm
See:
http://ec.europa.eu/economy_finance/db_indicators/fiscal _governance/documents/analysis fiscal framework re
forms pfr 2010.pdf
14 Seer http://ec.europa.eu/economy _finance/db_indicators/fiscal_governance/framework/index_en.htm
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The impact of EU policies

The EU Cohesion Policy, with all the requirements attached to it for allocating
structural funds, has a strong impact on national systems of government, in some
cases, especially countries with low levels of regionaisation, triggering
important reforms. Cohesion Policy and structural funds more specifically have
Impacted on EU MSsin different ways. Some countries benefit more than others
from transfers and so are more willing to implement regionalisation and
decentralisation in order to facilitate the use of these funds.

In the draft legidative package for Cohesion Policy 2014 — 2020, the
Commission has proposed to introduce a number of changes in the way the
policy is designed and implemented. Among these, it proposed to increase and
facilitate the use of innovative financia instruments in order to maximise the
leverage effect of the EU budget and cope with limited public finances. These
financial instruments are to complement grant funding and support projects
expected to generate substantial financia returns. Ready-made solutions at EU
level and models for national and regiona funds based on standard terms and
conditions will be offered by the Commission and the possibilities for using
these instruments will be extended, with the intention of simplifying and
streamlining their utilisation. Also, incentives are given to encourage MSs to
allocate Structural Funds to growth-enhancing projects and engage in loans in
cooperation with the EIB. Hence, the conclusions of the European Council on
28/29 June 2012 indicate that MSs have the possibility to use part of their
Structural Funds alocation to share loan risk and provide loan guarantees for
knowledge and skills, resource efficiency, strategic infrastructure and access to
finances for SMES™. In addition, EU leaders decided at the European Council
that the Project Bond pilot phase must be launched immediately. According to
the Commission, these bonds will bring additional investments of up to €4.5
billion for pilot projects in key transport, energy and broadband infrastructures.
Should the evaluation of the pilot phase be positive, the volume of these
instruments will be further increased in all countries.

The introduction of such instruments might have a significant impact on
subnational budgets. Facilitating their use could help alleviate some of the
pressure on public sources of financing, especially since they are meant to
combine public and private financial resources. However, LRAs will have to
learn how to use these instruments and make the most of their advantages, which
may prove to be a challenge.

' Conclusions of the European Council, 28/29 June 2012, p. 12.
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Overall, the ingtitutional landscape at subnational level varies considerably in
Europe. In addition, administrative powers and responsibilities at subnational
constitute a moving target. They are influenced by two contrasting factors. on
the one hand, by forces pushing towards regionalisation and decentralisation in
different M Ss, such as EU accession or structural funds allocation; on the other
hand, by the reduction of central government transfers as a result of the crisis,
which limits subnational governments' (hereafter SNGs) room for manoeuvre.
However, according to Dexia®, in most countries regionalisation and
decentralisation are reaching lower tiers of SNG, such as municipalities and
provinces. More responsibilities, including fiscal powers, are transferred to the
LRAS.

What autonomy for LRAs in Europe?

One way, perhaps the most common, of assessing the autonomy of LRAS is to
look at their share in total government spending, where alarger share would be a
sign of more independence. However, it is questionable if the degree of
autonomy of a subnational governmental institution is actually proportiona to
the amount of money it spends or raises. The central state might have the power
to direct subnational governments not only with regard to how much to spend,
but also to what to spend on, for example through regulation or earmarked
grants.

An important source of SNGS' revenues is represented by transfers from the
state level. These transfers can be general, that SNGs may use freely, or
earmarked, which have to be allocated to specific types of spending. A pilot
study by the OECD in 2009 performs a detailed assessment of institutional,
regulatory and administrative control of central over subnational levels of
government and concludes that SNGs' discretion over their own budgets is
limited. The study looks at a sample of five countries™ and at four policy areas,
namely education, public transport, child care and elderly care. Among the
conclusions it reaches, several are very relevant for the purposes of this note. On
average, SNGs are more involved in policy fields with smaller share in the total
public budget. Exceptions to that are policies like education and health
protection. Nonetheless, the apparent transfer of responsibilities in these fields to
SNGs is counterbalanced by the central government keeping the essential
regulatory and financial powers. Overall, the study concludes that spending
power indicators show relatively low SNGs spending autonomy, especially
when compared to the results from analysing the more commonly used share in
total government spending.

'8 Dexia (2008), Sub-national governments in the European Union. Organisation, responsibilities and finance, p.
11.
" The five countries the study looks at are: Germany, Switzerland, Denmark, Portugal and Slovak Republic.
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The responsibilities of SNGs are usually set out in laws and only rarely in the
Constitution of a state. Most often, the legislation does not present the allocation
of specific responsibilities, but makes reference to the principle of subsidiarity,
according to which action is to be taken at the most relevant level of
government. According to Dexia'®, LRAS responsibilities may be distinguished
by their nature: own responsibilities, usually concerning issues of local interest,
delegated responsibilities performed on behalf of the central government or
other subnational authority and responsibilities shared with other institutional
levels. In most cases, delegated responsibilities are financed through state
transfers, while own responsibilities are financed by local funds. In order to
carry out the abovementioned responsibilities, LRAs may have regulatory
powers, power to levy taxes, administrative powers and management powers.
According to Dexia'® , legislative powers of regions depend on whether the state
in question is unitary, regionalised or federal®:

- in non — regionalised unitary states, the central state has sole regulatory
power;

- in federal and regionalised states, central governments responsibilities
are clearly defined. In regionalised states these are presented in the
Congtitution and the regions have exclusive legidative powers in al
sectors that are not specifically under central state control.

Cooperation among different levels of government

With few exceptions, responsibilities of intermediary levels of government
(provinces, departments, counties etc.) are considerably more limited than those
of regional or municipal levels and they have diminished even further in recent
years”. Another notable trend in Europe is inter-municipa cooperation,
according to which municipalities can pool resources and ‘find a size more
adequate for handling certain responsibilities such as waste, water and public
transport’ %. This type of cooperation is usually voluntary, although it can be
encouraged by direct or indirect financial incentives or organised as an
independent cooperation structure that is a legal entity. Dexia® also mentions
the existence of formal and institutionalised cooperation among different levels

18 Dexia (2008), Sub-national governments in the European Union. Organisation, responsibilities and finance, p.
59.

1% Dexia (2008), Sub-national governments in the European Union. Organisation, responsibilities and finance, p.
58.

“Among the 27 EU MSs, 22 are unitary states, 2 are regionalised (Spain and Italy) and 3 are federal (Germany,
Austriaand Belgium).

! Dexia, 2008, Sub-national governments in the European Union. Organisation, responsibilities and finance, p.
63.

%2 | dem, p. 66.

% |dem, p. 68.
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of SNG that are set up for various purposes, among which to manage joint
projects or co-funding.

1.3. Impact of the crisis on the composition of
subnational budgets

As a genera trend, the significance of the subnational public sector in EU MSs
has increased over time, both in the West and in the East, even though its
Importance varies considerably from one country to another. The economic
crisis has significantly affected the composition of subnational budgets, having
effects not only on the expenditure and the revenue sides, but also on the level of
debt.

Subnational public expenditure

On average, the EU subnational public expenditure as a percentage of aggregate
GDP was 17% in 2010**. By economic function, the main components of LRAS
expenditure, in provisional 2010 values, were socia protection — 20%, education
— 18.3%, general public services 13.7%, healthcare — 13.2% and economic
affairs — 12.2%°.

Unsurprisingly, subnational expenditure has stagnated in 2010 after a decade of
sustained growth. However, there are significant differences across economic
functions and expenditure categories; for example, capital expenditure appears
to have fallen markedly. Generally, subnational public expenditure by type in
the EU is dominated by current expenditure, which consists mostly of staff
costs, socia benefits and other transfers, and other operating expenditure.
According to Dexia®®, current subnational expenditure registered only moderate
growth in 2010 as compared to previous years. According to the same source,
staff costs and spending on goods and services declined considerably, while
social expenditure remained high.

While both national and subnational government spending has been counter-
cyclical over the past 30 years, the OECD? concludes that spending at
subnational level fluctuated less, partly because SNGs are usualy responsible
for policy areas less prone to cyclical behaviour, like education. The same
research states that while spending seems to be more stable at subnational level,

*Dexiaand CCRE CEMR, EU Subnational Governments. 2010 key figures. 2011/2012 edition.

# Eurostat online database.

? Dexia, (2011), Subnational public finance in the European Union, p. 11.

2" OECD (2010), OECD Network on Fiscal Relations across Levels of Government, Fiscal Policy across Levels
of Government in times of crisis.
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investment tends to fluctuate more at this level. In other words, while in most
cases spending needs to be maintained at a certain level even when confronted
with budget constraints, investment is easier to cut.

Subnational public revenue

On average, the EU subnational public revenue represented 16.2% of GDP in
2010% The structure of subnational government revenues varies across Europe,
but we can identify several common features. The largest source of revenue for
subnational budgets is grants and subsidies — from the central state, the EU or
other levels of subnational government. The other two important sources are
revenue from the operation of goods and services provided at subnational level
and tax revenue from businesses and households.

After a steady increase over the last decade, subnational revenues are found to
have dropped on average in 2010. Notably, in about half of the M Ss revenue has
actually increased, whereas the other half has seen a drop in revenue. This trend
Is associated with budget cutting measures taken by central governments (i.e. a
drop in grants). In addition, revenue from user fees and charges is said to have
increased on average, whereas tax revenue has dlightly fallen. When talking
about the impact of the crisis on the composition of subnational budgets,
revenues are expected to fall as a consequence of that, the extent of their decline
depending on the sources of these revenues — grants or different types of taxes.
According to OECD?, countries where business taxes account for a large share
of SNGs' revenues will see a steeper decline in revenues at subnational level
than countries where these rely more on property taxes. The same reasoning
applies for personal income taxes versus indirect taxes. In the short term,
subnational revenues will be cushioned from the impact of the crisis as long as
the central level of government is still able to provide grants. However,
earmarked grants — funds destined to specific categories of spending — are used
more widely than general grants.

The OECD® finds that the extent of revenue fluctuations at subnational and
national levels is similar, with more important differences being identified
among countries, depending on the different tax structures financing subnational
budgets and their reaction to the economic cycles. On average, SNGS' revenues
present a lagged reaction to economic cycles, which point at ‘differences in the

“Dexiaand CCRE CEMR, EU Subnational Governments. 2010 key figures. 2011/2012 edition.

? OECD (2010), OECD Network on Fiscal Relations across Levels of Government, Fiscal Policy across Levels
of Government in times of crisis, p. 13.

% OECD (2010), OECD Network on Fiscal Relations across Levels of Government, Fiscal Policy across Levels
of Government in times of crisis.
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revenue mix between central and sub-central governments, and particularly at

the role of intergovernmental grants over the cycle’ >,

Subnational public deficit and debt

It is now obvious that the two trends — decreasing revenues and increased
spending — will lead to increasing fiscal imbalances. With marked differences
across countries, the subnational public deficit has increased on average and so
did outstanding debt. The subnational public sector debt in 2010 represented
12.2% of GDP and 15.2% of total public debt®. According to OECD*, the
number of SNGs facing budget imbalances is increasing, as the crisis
exacerbates the need for increased spending, while tax revenues are decreasing.
SNGSs' reaction to the crisis depends to a great extent on each country’s structure
of government and the level of autonomy these enjoy. The abovementioned
OECD paper states that SNGs' deficits are usually lower than those of central
governments, most probably partly because SNGs have to comply with fiscal
rules that keep them from registering deficits.

The way of addressing territorial inequalities, including the issue of public debt,
varies from one country to another. While the most common model of solidarity
consists in vertical equalisation, i.e. in transfers from the central State to
subnational governments, some countries have aso developed horizontal
equalisation models, which imply re-distribution mechanisms among same-level
subnational governments.

% |dem, p. 7.

¥ Dexiaand CCRE CEMR, EU Subnational Governments. 2010 key figures. 2011/2012 edition.

% OECD (2010), OECD Network on Fiscal Relations across Levels of Government, Fiscal Policy across Levels
of Government in times of crisis, p. 3.
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2. Methodology and fact-sheets
obj ectives

In order to reflect the significant changes shaping the economic and political
context in Europe and impacting the division of powers between the EU, the
MSs and LRAS, we believe that the country fact-sheets should follow four
objectives:

1) Demonstrate how fiscal decentralisation and devolution have evolved
over time;

2) Provide an overview of the structural organisation of budgets at the
subnational level;

3) lllustrate the importance and impact of EU funds on subnational budgets;
and

4) Track the impact of the economic crisis and austerity measures on LRAS
finances and on subnational public debt.

By following these four objectives, the country fact-sheets will not only enable
the reader to understand the structure of subnational budgets and the fiscal and
budgetary powers of LRAS, but also to better assess the impact of the economic
crisis and EU policies on LRAs. While each fact-sheet will be country-specific,
having a consistent structure articulated around the four objectives will allow a
certain degree of comparability. We suggest therefore that the country fact-
sheets should devote a section to each of the objective mentioned above.

More details about each objective are avail able bel ow:

1)  Development of fiscal decentralisation and devolution across the EU:

The fact-sheets should chart the budgetary and fiscal powers at local and
regional level and provide an overview of the main reforms carried out in MSs
to (re)assign (new) responsibilities to LRAs, as well as the corresponding
changes in the structure of the budget of those entities. In Spain, Italy and
Germany, for instance, regional revenues have been reinforced by new laws on
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fiscal federalism. In this respect, it would be interesting to see where subnational
budgets are covering new policy areas. Thisfirst part of the fact-sheet will alow
seeing how the devolution of powers has evolved over time in each MS. Having
such information for each country will help identifying whether the division of
powers is mainly a domestic process or whether EU policies are the drivers of
change.

2) Overview of the structural organisation and composition of budgets at the
subnational level

A comprehensive understanding of the structural organisation of budgets of
regions and localities requires an overview of budget cycles and duration, their
eventual alignment with those of the European and central level, the eventual
creation of subnational Multiannual Financial Frameworks, and the composition
of budget by expenditure and revenue. All of this information will not only
provide the reader with up-to-date information on the composition of
subnational budgets, but it will also illustrate the concrete impact of EU policies
in terms of budget cycles. Therefore, the year of the introduction of eventua
multiannual financial frameworks at subnational level should be indicated in the
fact-sheet.

Last but not least, given the complexity of the system of government and the
existence of an intermediary level, the fact-sheet should aim to contain the same
information for all subnational levels, i.e. the regional, the intermediary and the
local one. Such information will allow analysis of which level has benefited
most from the division of powers.

3) | mportance and impact of EU funds on subnational budgets.

This section will indicate the share of EU funds, particularly structural and
cohesion funds, in subnational budgets and the variation of this proportion
across MSs. It would contribute to a better understanding of the significance of
EU funds for each of them. Analysing how this proportion has developed over
time and the repartition by thematic priorities would not only permit to identify
trends in the importance of EU policies for specific regions and localities but
also to assess what has been the impact of a (re)prioritisation of structural funds
on LRAs. Ideally, this exercise should be carried out every year so that one can
assess the evolution. However, it would be useful to have comparable
information before and after the enlargement for the first edition issue of the
fact-sheet in order to assess the impact of the enlargement on the repartition of
EU funds.

4) Impact of the economic crisis and austerity measures on LRASs finances and
on subnational public debt:
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This section should shed light on to what extent austerity measures undertaken
by the central government have affected subnational entities in terms of revenue
and expenditure. This would aso include figures on subnational public revenue,
including internal transfer mechanisms and the share of European innovative
financial instruments, subnational public expenditure as well as information
about the level of indebtedness at the subnational level.

Other interesting questions relate to how the liabilities for subnational debt are
shared across regions or with the central government. Furthermore, possible
bail-out mechanisms should be examined.
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3. Draft modd fact-sheet

The structure of the template of the fact-sheet on the * Division of powers between the EU, the Member States and Local and
Regiona Authorities — Additional Fiscal/Budgetary elements’ presented below takes into account the structure of the fact-
sheets developed in the context of the update of the study on ‘ Division of Powers between the European Union, the Member
States and Regional and Local Authorities — Constitutional aspects' so as to facilitate the work of the CoR and ensure
compatibility between the different fact-sheets. We indeed believe that a high level of compatibility and consistency
between the different fact-sheets is a key element for facilitating the understanding of the public information provided to
citizens. The structure of the fact-sheet is also based on the methodology and the four objectives presented in the section
above. Last but not least, it is important to recall that such an exercise should be carried out on a regular basis to make it
meaningful. Some categories of the fact-sheet presented below, in particular the one of Objective 3, underline the need for
having data of different years in order to see the evolution over time. While this exercise is useful for the first edition of the
fact-sheet, it will be no longer necessary if the fact-sheet is updated every year, asit ideally should be.

General Box for each M S

e Typology of MSs (unitary, regionalised, federal, hybrid) according to the constitution and the parliamentary system.
Overall presentation of the institutional scene at the subnational level: total of regions, provinces, municipalities.
Key principles, i.e. hierarchy between levels.

Degree of financial autonomy enjoyed and total share of decentralised-run finances, as monitored by Dexia.

Key legal sources pertaining to the fiscal and budgetary aspects of division of powers.
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Objective 1. Demonstrate how fiscal decentralisation and devolution have evolved over time.

Main reforms

Y ear Changes brought by the reform

Objective 2: Provide an overview of the structural organisation and composition of budgets at the subnational level

Regional level

Budget cycle

Existence of multiannual financial framework (if applicable)

Total amount (2010) in Euros

Expenditure - Composition of expenditure by policy areas
(2010) in percentages

Revenue — Composition of resources by nature
(2010) in percentages

Intermediary level (if applicable)

Budget cycle

Total amount (2010) in Euros

Existence of multiannual financial framework (if applicable)

Expenditure - Composition of expenditure by policy areasin
per centages

Revenue — Composition of  resources by nature in
per centages

L ocal leve

Budget cycle

Total amount (2010) in Euros
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Existence of multiannual financial framework (if applicable)

Expenditure - Composition of expenditure by policy areasin
per centages

Revenue — Composition of  resources by nature in
per centages

Objective 3: Importance and evolution of EU fundsin subnational budgets®

Level of governance dealing with EU funds (it is often the regional level but might be the intermediary one in some
countries)

Importance of EU funds in the regional/local public budget
in per centages (if information available)

Repartition of funds by thematic priorities (if information
available)

Objective 4: Impact of the economic crisisand austerity measureson L RA finances and subnational public debt

| mpact on subnational public revenue

This section could contain information about the impact of the crisis on the level of transfers, be it from the central State or
the same-level of government and on other sources of revenue such as operation of goods and services and tax revenue.
Further, information on the importance of European innovative financial instruments could show how such instruments
have compensated for the reduction in subnational public revenue.

| mpact on expenditure

% This table should include data from before and after the enlargement so that one can observe itsimpact on the repartition of funds across the EU.
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This section could contain information about the impact of the crisis on the composition of subnational public expenditure
and look at what category (ies) and/or policy areas have been the most affected.

Public debt at subnational level

Key principles with regard to
solidarity mechanisms

This section could provide information about whether some solidarity mechanisms
(between the state and LRAs and/or between same-levels of government) are provided
for by law.

Fiscal rules about registering
deficits

Level of indebtedness for
indebted regionsin each MS

Eventual bail-out mechanisms
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4. Prior work and available data

The existing work and available data are structured according to the four fact-
sheets' objectives outlined in the previous section.

Objective 1: Development of fiscal decentralisation and devolution over time

The OECD (2012) paper on ‘Reforming fiscal federalism and local government’
outlines the main lessons from fiscal relations reforms and presents country case
studies for a sample of 10 countries, 7 of which are EU M Ss.

The research carried out by Professors Gary Marks and Liesbet Hooghe (2009),
‘The rise of regional authority: a comparative study of 42 democracies’, provides
an index measuring the degree of decentralised autonomy for each of the 42 states
that it analyses.

The Dexia report on ‘ Sub-national governments in the European Union’ (2008)
draws on data extracted from Eurostat and provides comprehensive and country-
specific information about the territorial organisation at the subnationa level. It
links variations across countries to the different responsibilities at the subnational
level and provides an overview of reformsimplemented and in the tube.

Initsreport ‘A Sudy on EU Spending’ ECORY S (2008) identifies long-term trends
with regard to assigning government functions — including expenditures and
revenues — to subnational authorities.

In their paper on The Taxing Powers of Subnational Governments: and the Role of
Own Taxes in Italy: Issues and Perspective, from 2008, Buglione E. and Maré M.
look at main issues of fiscal federalism and tax decentralization in Italy, describing
issues like the allocation of taxing powers to subnational level of governments, the
use of these powersin the last ten years and the current structure of own taxes.

Other country — specific sources will be used to illustrate the developmentsin terms
of fiscal decentralisation and devolution over time, like public finance and regional
public finance laws or information presented on the websites of national ministries.

The Sudy on the Division of Powers between the European Union the Member
Sates and Regional and Local Authorities, developed in 2008 by the European
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University Institute for the Committee of the Regions, presents both generd
conclusions on the local and regional government in thirty European countries and
afact-sheet with detailed information for each of these states.

Committee of the Regions and European Commission (2007), Sructured Dialogue
with Commissioner Joaquin Almunia-The role of regional, national and EU
budgets in the Economic and Monetary Union touches on the importance of
reshaping budgetary competencies for the conduct of fiscal policy in the European
Monetary Union (EMU).

For historical information, this can be drawn from the 2003 fact-sheets Committee
of the Regions - Devolution process in the EU and the candidate countries.

Objective 2: Provide an overview of the structural organisation and composition of
budgets at the subnational level

This objective requires an overview of different national ministries’ websites, like
those of ministries of budget, finance and economy, in order to identify information
on, for instance, budget cycles and the degree to which subnational levels depend
on the central level from this point of view.

The public finance statistics published by Eurostat online show the expenditure and
revenue at central government, state and local level per sector/ type for each MS,
Switzerland, Iceland and Norway. The dtatistics allow distinguishing between
central government debt on the one hand and state and local government debt on
the other hand for each of these countries (except Iceland).

The Dexia report on ‘Sub-national governments in the European Union’ (2008)
draws on data extracted from Eurostat and present information about the
composition of the revenue, expenditure and debt at national and subnational level.

Objective 3: lllustrate the importance and evolution of EU funds on subnational
budgets

In order to demonstrate the importance and evolution of EU structural fundsin MSs
at national and subnational levels, programming documents, such as the National
Strategic Reference Frameworks (NSRFs) will be analysed. Also, information will
be gathered from budgets published by LRAs on their websites, in cases where
these include information on revenue from transfers from the EU. However, these
sums may be difficult to identify, as in some states with a communist past, like
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Romania, there seems to be no consistent way of identifying the amount of these
grants at regional or county level. Moreover, in Romania, development regions are
not political regions, but coordination structures set up for purposes of regional
policy implementation. Therefore, budgets are not drawn up and information on EU
fundsis not aggregated at this level.

The country fact-sheets on ‘Priorities and Impact of Cohesion Policy in the
Member States published by the Directorate-General for Regional Policy (2009)
line out how the different parts of the M Ss benefit from Cohesion Policy. However,
inconsistencies and gaps have been identified in the information presented in these
factsheets.

Objective 4: Track the impact of the economic crisis and austerity measures on
L RA finances and on subnational public debt:

The OECD (2011) report on ‘Making the Most of Public Investment in a Tight
Fiscal Environment’ examines the extent to which stimulus packages and austerity
measures were divided between central and subnational governments and calls for
better coordination between different levels of government. It also looks at a
sample of eight European and non-European states.

The Dexia (2011) report on ‘Subnational public finance in the European Union’
elaborates on the way in which the subnational public sector in Europe is adapting
to an environment marked by austerity plans, drawing on Eurostat data from 2010
and earlier.

The paper on ‘Public finances in EMU — 2011’, published by the Directorate-
Genera for Economic and Financial Affairs looks at current developments and
prospects in EMU countries, the evolving budgetary surveillance, fiscal governance
and debt sustainability in the EU.

The OECD (2010) publication on ‘Fiscal policy across levels of government in
times of crisis' illustrates the fluctuations in revenue, expenditure and debt over
time in EU MSs. It also looks at the measures taken by central and subnational
governments as a reaction to the economic and financia crisis.

In their analysis of the impact of the global financial crisis on subnational debt

financing, ‘ Subnational Debt Finance: Make It Sustainable’ O. Canuto and L. Liu
(2010) provide information on the rising importance of subnational debt finance.
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Open questions and missing information

While the country fact-sheets on the fiscal and budgetary division of powers among
the EU, the MSs and LRASs should ideally present the elements mentioned in the
description of the four objectives, it is important to underline that the required
information and data are not available or presented consistently for all regions. It is
partly due to the fact that the division of powers varies significantly among MSs.
Therefore, the qualitative information on the impact of the crisis, though relevant,
may not be available for al countries analysed, at national and subnational levels.
Additionally, especially due to differences in the structure of governments across
MSs, there might be difficulties in comparing available data and information.

As mentioned above, Eurostat data does not cover al of the countries which shall
be included in the fact-sheets. Furthermore, it does not seem possible to examine
how expenditure, revenue and debt are geographically distributed within each
country. The fact that, in the above-mentioned report by Dexia (2011), certain
items at a subnational level were reassigned to different categories to take reforms
into account suggests that Eurostat might be able to share more detailed
information on request.

Furthermore, there does not seem to be a comprehensive document available
providing an overview of budget cycles, budget duration and structure at the
subnational level in all MSs. It may be the case that this kind of information is only
available via national or subnational authorities directly. Similarly, the share of EU
fundsin subnational budgetsisrarely available.
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Conclusions

The fiscal and budgetary measures currently discussed or implemented at European
and national levels, in the context of the recent changes in the EU’s political and
economic frameworks, justify the need for extending the country fact-sheets
previously drawn up by the CoR. Regularly updated fact-sheets on the composition
and structural organisation of subnational budgets will enable conclusions to be
drawn on the evolution of decentralisation, the EU’s influence on this process and
the coherence between devolution of fiscal/budgetary powers and the provision of
adequate financing resources.

Recent changes in the political and economic context in Europe have led to three
key developments, as analysed in this note. Firstly, interactions between the EU
and regiona and local levels have increased, with references to LRAS becoming
more numerous in most strategic documents of the EU and beyond. Thisindicates a
realisation of the fact that any efforts made at EU and national level to counteract
the crisis need to be backed by action at subnational level. Furthermore, the
autonomy of LRAs has indeed augmented as a general trend. However, it is
important to underline that quantifying the degree of independence these authorities
have is not at all straightforward. Last but not least, the impact of the crisis on the
composition of subnational budgets is visible, with effects on subnational public
expenditure and revenue trends leading to increased fiscal imbalances which, in
turn, bring about higher levels of subnational public debt and deficit.

The above findings justify the selection of the four objectives the country fact-
sheets will follow:
e Demonstrate how fiscal decentralisation and devolution have evolved over
time;
e Provide an overview of the structural organisation of budgets at the
subnational level;
¢ |llustrate the importance and impact of EU funds on subnational budgets; and
e Track the impact of the economic crisis and austerity measures on LRAS
finances and on subnational public debt.

Following these four objectives, the fact-sheets will not only enable the reader to
understand the structure of subnational budgets and the fiscal and budgetary powers
of LRAS, but also to better assess the impact of the economic crisis and EU policies
on LRAs. However, some challenges have been identified in the drawing up of
fact-sheets for all EU MSs, as in some cases the information may not be available
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or comparable for the different states and regions, especially regarding subnational
governments' finances.
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