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Beside the usual fiscal instruments like taxes and intergovernmental grants, sub-central governments have 

access to additional revenue through borrowing. When assessing the fiscal decentralization process, a key 

issue is the local borrowing autonomy, even though the fiscal decentralization literature has devoted 

surprisingly little attention to this topic. This paper examines the implications of sub-central government 

borrowing and the reasons behind the borrowing constrains they face. Based on the methodology 

developed by IADB, we have calculated a Borrowing Autonomy Index for Romania and compared the 

results to other countries providing a valuable insight on the fiscal decentralization specific features. 
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Introduction 
In the setting of worldwide increase in the degree of fiscal decentralization and urbanization, 

local authorities are placed in a position to make important investments in areas such as 

infrastructure, water supply or transport. Thus, at the sub-national government level, the capital 

public expenditures tend to have a larger fraction of total expenditure, than for the higher levels 

of government. These public investments involve a high level of fiscal resources, which usually 

cannot be provided through current own revenues, being financed by capital transfers from 

central government. Unfortunately, when central governments are forced to implement measures 

to limit the budget deficit, public spending cuts usually operate among investments (Peterson, 

1997). For this reason, local authorities are placed in a position to find alternative ways of 

financing investment projects, their access to capital markets becoming essential. 

Besides the possibility to finance capital expenditure, local government loans can also serve to 

cover temporary cash flow deficits resulted from different timings in collecting receipts and 

making payments. Also, local authorities’ access to the financial resources supplied by the capital 

markets, under certain conditions, can promote a responsible behavior and may increase local 

officials’ accountability. Financial institutions may penalize, by increasing interest rates or refuse 

funding, local authorities with poor performance, and thus provides an independent mechanism 

for assessing the quality of local public policies (Ahmad, 2000). 

For these reasons, institutions like the World Bank, EBRD, Inter-American Development Bank 

or Asian Development Bank are among the biggest supporters of increased autonomy regarding 

local public borrowing, as an essential component of financial decentralization. 

On the other hand, the theory of fiscal federalism (Oates, 1968) has identified and potential 

hazards associated with liberalization of access to public loans at local level. Also, Jonathan 

Rodden (2002) showed that if there are some significant vertical fiscal imbalances, high local 

borrowing autonomy can lead to fiscal indiscipline by local authorities because they are 

expecting the intervention of central government to bail them out and to cover their deficits in 

case of fiscal distress. Therefore, a legal framework that allows local governments’ access to 

public loans must be adopted, but one that prevents excessive local indebtedness. Thus, most 

countries have imposed certain restrictions on accessing loans by sub national governments. 

In addition, due to the high degree of capital mobility within a country, financial securities 

generated by sub central government borrowing (such as, municipal bonds) will be, most likely, 

held by nonresident individuals or legal persons in the issuing jurisdiction. Thus, local 

government debt tends to be a greater degree than government debt, external debt for the local 

jurisdiction. For repayment of local government debt all community residents will pay higher 
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taxes in future, but from the interest on loans will benefit, to a greater extent, citizens of other 

communities. To prevent this transfer of income from the community to other communities and 

also to limit the size of total public debt (as the local government debt is part of the public debt), 

most states have instituted various restrictions, limiting, in one form or another, local 

governments’ access to public loans. Ter-Minassian and Craig (1997) provide an extensive 

debate over the borrowing restrictions faced by sub central governments. They group these 

constrains into four categories: market discipline, co-operation, rules-based controls and 

administrative control by the central government. 

 

Subnational governments borrowing autonomy 
Local authorities’ permission to borrow on the capital market is an important step in the process 

of fiscal decentralization. Borrowing autonomy can enhance the efficiency effects and quality of 

governance associated with fiscal decentralization. 

To assess the possibilities of public borrowing of local and regional governments, Inter-American 

Development Bank (1997) has developed a Borrowing Autonomy Index. It is built according to 

legislative requirements concerning the possibilities of local authorities borrowing and their 

relations with banks and state owned companies, as shown in Table no.1. 

 

Table 1 The Borrowing Autonomy Index (1) 
No Criteria Score 

1. Ability to borrow 

If the sub central government cannot borrow 

 

2 points 

2. Loans authorization 

- If all borrowing by sub central government require authorization 

from higher level of government 

- No authorization required 

 

1 point 

0 points 

3. Borrowing constrains 

- If there are numerical constrains on borrowing (such as maximum 

local debt service/revenue ratios) 

Up to 0,5 

points 

depending on 

constrains 

4. The use of debt 

- If local debt can not be used to finance current expenditure 

0,5 points 

The first part of the index is given by: 2 - sum of score for criteria 1. - 4. 

5. Subcentral governments relation to banks 

- If subcentral governments own banks 

- If these banks have substantial importance 

- If subcentral governments have special relation to banks, but don’t 

actually own them 

 

1 point 

0,5 points 

0,5 points 

6. Public enterprises 

- If subcentral governments own important public enterprises, and 

these have liberal borrowing practices 

 

0,5 points 

To obtain the final index for each country the scores from criteria 5. and 6. are added to the first part 

of the index. O ne is added so that the final index varies between 1 and 5. 

Source: Inter-American Development Bank, "Fiscal Decision-making in Decentralized Democracies.", 

Latin America After a Decade of Reforms, Economic and Social Progress in Latin America Report, John 

Hopkins University Press, Washington D.C., 1997. 

 

The index takes into account institutional features, such as whether every new loan requires 

authorization by the upper level of government, whether numerical constrains are in place, and 

whether sub central governments own banks and public enterprises. The major advantage of this 

approach is the ability to compress information about sub central governments’ borrowing 

autonomy into a single index being suitable for international comparisons.  
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Based on the domestic legislation provisions we calculated the value of this index for Romania 

and for comparison with several EU Member States, we used the values calculated by Rodden 

(2002). The values of the index can range from 1 to 5, where 1 indicates no sub central 

government is able to borrow and 5 indicates full autonomy in borrowing, which is neither 

limited nor require any approval from central government. It can be argued that the values 

computed for the other countries refer to other periods of time and may induce a distorted image. 

However, the legislation regarding local borrowing powers changes rarely, especially in old 

Member States, that represent the bulk of the analysis.  

 

 
Figure 1 The Borrowing Autonomy Index for selected EU Member States 

Source: Own calculations, Rodden (2002) 

 

As shown in Figure 1, Most EU member states have restricted access to loans to local authorities, 

as the index recorded a maximum value of 3. These restrictions are a normal consequence of 

assuming the nominal convergence criteria stated in the Maastricht Treaty and subsequently 

enforced by the Stability and Growth Pact. 

States where local authorities are required the fewest restrictions in accessing public loans are 

Sweden, France and Finland. In the federal states, generally, regional governments tend to have a 

greater freedom than local governments regarding access to loans. Regional governments in 

Spain are able to borrow even to cover temporary cash deficits by short-term loans, unlike 

Germany, where they can borrow only to finance medium and long term public investments. 

In Romania, local authorities may borrow only to finance investments or refinancing local debt. 

The legislative framework that enabled local authorities to access loans was developed by Law 

no 189/1998 regarding local government public finance. Under the current legislation, local 

authorities are not allowed access to loans or to guarantee any loan, if the total annual debt 

service from loans and/or guarantees is exceeding the limit of 30% of own revenue from taxes, 
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fees, contributions and other payments, other revenue and also revenue sharing from income tax. 

Moreover, any local public loan must be approved by the Commission for local government debt 

authorization and local debt must be repaid exclusively from own revenue. 

 

Conclusions 
When analyzing the fiscal decentralization process, an important component is the local 

governments’ autonomy, which can be described by spending and tax autonomy, as well as by 

borrowing autonomy. To avoid excessive local public debt, all the EU Member States have 

imposed some restrictions for local governments in accessing loans. In the context of the current 

sovereign debt crisis, the control over sub-national borrowing becomes increasingly important. 

Romania, scoring 1,85 points on the Borrowing Autonomy Index granted local governments 

limited borrowing power, yet higher than some more developed countries such as Ireland, United 

Kingdom or Denmark. In the case of the EU Member States considered for our analysis we 

observe that between sub-national tax autonomy (Crâ�neac, Hete� and Miru 2011) and borrowing 

autonomy is a strong connection observed among some Member States like France and Sweden. 

However, between the degree of decentralization, expressed by sub-national governments share 

in total public spending, and borrowing autonomy there is no direct relationship, some states with 

high degree of decentralization giving local authorities limited borrowing autonomy. 

 

Notes  
(1) The index was used by Anderson (2006) as part of a decentralization measure, but only the 

first part of the index, the values ranging from 0 to 2.  
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