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Abstract

In Norway, a reform in 2001 removed budget and borrowing approval for local gov-

ernments that comply with the balanced budget requirement (BBR). It was a concern

that less administrative control would lead to less �scal discipline. A neglected e�ect

however, was that the reform implicitly introduced sanctions for violating the BBR.

In addition a register informing �nancial institutions about authorities in need of bor-

rowing approval is turned into a �list of shame�. We �nd evidence of stronger �scal

adjustment after the reform, in particular for local governments in economic imbalance

that are at risk of being enrolled in the register.
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1 Introduction

Balanced budget requirements (BBRs) are implemented to impose �scal discipline on gov-

ernments, and are typically motivated by large and persistent budget de�cits and increased

public debt. While there are many theoretical explanations for de�cit bias and excessive pub-

lic borrowing, a common pool problem is underlying most of them (Wyplosz 2012). General

tax �nancing of public services with more or less concentrated bene�ts means that the users

of the services have strong incentives to lobby for excessive spending. Moreover, politicians

can gain votes by accommodating the pressure and arrange the �nancing by taxing future

instead of present tax payers. The results are de�cits and increased debt.

During the 1990s several contributions utilized the variation in balanced budget require-

ments across US states to empirically analyze whether BBRs are e�ective in imposing �scal

discipline and reducing budget de�cits.1The aim was to explore possible lessons for the federal

level in the US, and also for the EU countries in face of implementing a common currency.

The �ndings supported the e�ectiveness of BBRs, but since the BBRs in US states are self-

imposed, it was questioned whether the estimates could be given a causal interpretation.2

Recently the attention has shifted towards the local level (Ter-Minassian 2007). Budget

requirements for local governments are important for at least three reasons. First, the com-

mon pool problem may be more severe at the local level since local politicians may expect to

be bailed out by the central government in case of �scal troubles. This soft budget constraint

problem (Kornai 1979) leads to �scal indiscipline and excessive de�cits. Petterson-Lidbom

(2011) shows that the soft budget constraint problem may be of real importance. In a study

of Swedish local governments, he �nds that going from a hard to a soft budget constraint

increases the level of debt by more than 20%. The book edited by Rodden, Eskeland, and

Litwack (2003) discusses how the central government can reduce the soft budget constraint

problem through monitoring, control and approval, and �scal rules, and they also provides

examples from many countries.3 Second, the Maastricht rules in the EU apply to the public

sector in aggregate. It is then important that a tighter �scal policy at the national level is

not counteracted by increased de�cits at the sub-national level. Moreover, reduced de�cits at

the sub-national level may be a prerequisite to comply with the Maastrich rules in countries

with a high degree of decentralization. This has lead to more emphasis on �scal co-ordination

1Important contributions are Alt and Lowry (1994), Bohn and Inman (1995) and Poterba (1994, 1995).
2However, Poterba (1996) argued that the rules were adopted as part of a constitution that is di�cult to

modify and therefore have an exogenous component. He concluded (p. 399) that the �results support the
view that modifying the federal budget process may a�ect the level of budget de�cits�.

3The examples range from highly developed countries like the US (Inman, 2003) and Canada (Bird and
Tazzonyi, 2003), via economies in transition like Hungary (Wetzel and Papp, 2003), to less developed countries
as Argentina (Webb, 2003) and India (McCarten, 2003).
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and �scal rules for local governments. Third, balanced budget requirements for local govern-

ments are implemented and enforced by higher level government. This solves the empirical

challenge of endogeneity related to self-imposed rules as it can be argued that the rules are

exogenous from the point of view of the local governments. Another empirical challenge

however, is that there is little or no variation in the �scal rules across local governments.

Reliable empirical analyses must utilize changes in rules over time and/or rules that vary

across local governments.

Grembi, Nannicini, and Troiano (2016) is a recent contribution that takes advantage of

rules that changes over time and vary across local governments. They study the case of

Italy, where the central government in 1999 set a target for de�cit reductions, the so-called

�Domestic Stability Pact� (DPS), for all local governments. In 2001 the rule was relaxed for

local governments with less than 5,000 inhabitants. The authors combine the two sources

of variation (before/after 2001 and just below/above 5,000 inhabitants) in order to estimate

the e�ects of the DPS. The estimates indicate that the e�ect is substantial as unconstrained

local governments increase the de�cit by around 2% of the total budget.

In this paper we analyze whether �scal adjustment was a�ected by a reform of the sanc-

tion and control regime in the Norwegian BBR in 2001. Both before and after 2001 the main

requirement was operational budget balance. In the budget (or ex ante) local governments

must have a non-negative net operating surplus. Actual de�cits can be carried over, but

must be covered within two years. While all local governments where subject to budget and

borrowing approval before 2001, the reform removed these administrative controls for local

governments that comply with the BBR. It was a concern that this liberalization would re-

duce �scal responsibility, but we argue that this concern misses a crucial point. The reform

implicitly introduced administrative sanctions (budget and borrowing control) for violating

the BBR, which worked to increae �scal responsibility. Moreover, a register was established

to inform �nancial institutions about which local governments that need borrowing approval.

This register (called Robek) has received a lot of media attention, and Hopland (2014) doc-

uments a �list of shame� e�ect where the mayor's party is punished with a lower vote share

when the local government is listed in Robek.

In the empirical analysis we investigate whether the degree of �scal adjustment has in-

creased after 2001. By �scal adjustment we mean how the net operating surplus respond to

past surpluses (or de�cits). We �nd strong evidence of a higher degree of �scal adjustment

in local governments with past de�cits that are at risk of violating the BBR. Before 2001 the

�scal adjustment was insu�cient to cover the de�cit in two years (rather the accumulated

de�cit increased), and the local government would have been enrolled in Robek under the

post 2001 rules. After 2001 �scal adjustment is much stronger. The inital de�cit is covered on
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time and the local government avoids being listed in Robek. Moreover, we �nd no evidence

of weaker �scal adjustment for local governments with past surpluses.

The success of the reform in terms of stronger �scal adjustment may be of interest beyond

the Norwegian context. A �rst lesson is that lifting of budget and borrowing control does

not necessarily lead to reduced �scal responsibility. It will rather have the opposite e�ect

if the controls are lifted only for local government that comply with the BBR. Conditional

control means that violators of the BBR are met with sanctions. Second, some kind of

register of local governments that have violated the BBR increases the salience of �scal

irresponsibility and provides a signal to voters of the quality of the political leadership.

Third, the literature on �scal rules emphasizes that sanctions must be credible in order to

be e�ective (Joumard and Kongsrud 2003, Ter-Minassian 2007). Administrative sanctions

are often more credible than �nancial sanctions, since �nancial sanctions may give rise to

a time-consistency problem because they are politically di�cult to e�ectuate towards local

governments already in economic imbalance. In our case the administrative sanctions have

particularly high credibility since the sanctions are just the control regime that previously

applied to all local governments.

The analysis in this paper relates to two recent papers analyzing consequences of being

enrolled in the Robek register. One of these (Hopland 2014) is already mentioned above,

and documents that inclusion in Robek reduces the vote share of the mayor's party and

the mayor's reelection probability. These �ndings underscores the importance of the Robek

register as a signal of the abilities of the political leadership. The other paper (Hopland 2013)

analyzes how local governments already in Robek adjust expenditures and revenues in order

to increase the net operating surplus so they can be removed from the list. His �nding is that

they improve the net operating surplus mainly by reducing expenditures. A major di�erence

between this paper and the earlier papers is that we do not analyze the consequences of

being in Robek. Our focus is rather on the disciplinary e�ects of the fear of being enrolled

in Robek. The purpose is to analyze how the reform a�ected the overall �scal performance

of the local public sector.

The paper proceeds as follows: In Section 2 we provide more details on the Norwegian

institutional context and the balanced budget requirements. We also discuss the 2001 reform

and derive hypotheses for �scal responsibility. Section 3 is devoted to the empirical speci�-

cation and the operationalization of the hypotheses. The estimation results are discussed in

Section 4. Finally, Section 5 o�ers concluding remarks.
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2 The Norwegian BBR and the expected e�ects of the

2001 reform

As in other Scandinavian countries, Norwegian local governments are important providers of

welfare services like child care, primary and lower secondary education, primary health care,

and care for the elderly. Other important tasks are culture and infrastructure. Operating and

investment expenditures amount to around 15% of Mainland GDP. The main revenue sources

for the local governments are taxes, grants from the central government, and user charges.

Whereas the local governments have substantial discretion on the expenditure side, revenues

are more regulated. Most taxes are of the revenue sharing type where e�ective tax limits

have been in place since the late 1970s. The opportunity to in�uence current revenues is in

practice limited to property tax and user charges. The property tax is of limited importance

(around 2% of current revenues) and user charges are either subject to maximum amounts

or not allowed to exceed costs.

The main requirement in the Norwegian BBR is operational budget balance.4 In the

budget (or ex ante), current revenues must be su�cient to cover operating expenditures and

debt servicing costs (net interest payment and net installment on debt). The BBR requires

a non-negative net operating surplus and implies that borrowing can be used for investment

purposes only. There is no explicit limit on borrowing or debt level, but the level of debt is

indirectly controlled by the inclusion of debt servicing costs in the de�nition of operational

budget balance. An ex ante BBR does not prevent de�cits ex post, and actual de�cits

(negative net operating surpluses) are not rare events. During the period under study (1991-

2010) on average 20-25% of the local governments ran de�cit each year, see Figure 1.5 The

substantial variation from year to year is largely due to varying revenue growth. In 1994 and

1997 the growth of tax revenue became surprisingly high and contributed to a low number

of local governments with a de�cit. In the early 2000s the revenue growth was modest and

the number of local governments with de�cit increased. In 2004-2006 the revenue growth

was high and the number of local governments with de�cit was sharply reduced. The peak

in 2008 is due to the �nancial crisis.

An actual de�cit does not mean that the BBR is violated. De�cits can be carried over to

the next �scal year, but as a main rule they must be �repaid� within two years. This means

that the surpluses in the following two years must be su�cient to cover the accrued de�cit.

The BBR is not violated until a de�cit is not covered on time.

4We refer to Borge and Rattsø (2002) for more a detailed discussion of the regulatory framework in
Norway.

5The number of local governments was 448 in 1990, and was gradually reduced to 430 in 2010.
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Figure 1: Local governments with de�cits

Before 2001, local governments that violated the BBR were not subject to formal sanc-

tions. All local governments had to have their budgets and borrowing approved by the

regional commissioners (the central government's representative in the county6). However,

the regional commisioners would aim to restore economic balance by being more strict when

approving budgets and new borrowing for local governments in �scal trouble.

The 2001 reform took a step towards increased reliance on market discipline by maintain-

ing the system of administrative control for local governments that had violated the BBR,

while abolishing approval of budgets and borrowing for non-violators. Automatic control

was replaced by conditional control. The main arguments for introducing conditional control

were that credit institutions would get stronger incentives to control local �nancing before

levying loans and that the regional commissioners' resources spent on control and advice

could be more e�ectively targeted towards local governments in economic imbalance.

The reform was unanimously decided by the parliament, but was strongly opposed by

a majority of the regional commissioners and the bankers' association. They argued that

the system of administrative control was important to achieve economic balance in the local

public sector and that local governments would face higher and more varying interest rates.

The change in the control regime was a liberalization since the previous system of adminis-

trative controls was removed for local governments that are able to manage their �nances in

a satisfying way. Many observers feared that less regulation would lead to excessive de�cits

and borrowing.

A largely neglected e�ect of the reform however, was that it implicitly introduced sanc-

6The 18 regional commisioners are civil servants, not elected politicians
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tions for violating the BBR. Before the 2001 reform, all local governments, both violators

and non-violators, were subject to the same system of administrative control. After 2001

non-violators no longer need to have budgets and borrowing approved by the regional com-

missioner, while violators are subject to control. For local politicians it is disadvantageous

to have their budgetary �exibility reduced in this way, and it strenghtens the incentives for

�scal responsibility and compliance with the BBR.

In addition the new system of conditional control requires a register to keep track of local

governments that need borrowing approval. The register is named Register for Governmen-

tal Approval of Financial Obligations (with the Norwegian abbreviation Robek) and informs

�nancial institutions whether local governments need approval to raise new loans. The reg-

ister is administred by the Ministry of Local Government. Local governments remain in the

register until the de�cit is covered. Figure 2 shows that the number of local governments

in the register during 2001-2010. It is evident that the number of local governments in the

register follows the number of local governments running a de�cit (Figure 1) with a lag. In

2005 slightly more than 25% of the local governments were listed in Robek.7

Figure 2: Local governments in Robek

The register soon received a lot of media attention that further strengthened the incentives

for �scal responsibility, some examples are documented in Figure 3. Both enrollments into

and exits from Robek are emphasized by local media. The media attention has contributed

to increased salience of �scal imbalances in the general public, and Hopland (2014) shows

7In addition to local governments that have not covered a de�cit on time, Robek lists local governments
that have not passed a balanced budget. However, the vast majority of local governments in the register is
listed because they have not been able to cover a de�cit on time.
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that the mayor's party is punished by the voters when the local government is listed in

Robek. This �list of shame� e�ect as a discipline device was not emphasized when Robek was

established, but has turned out to be a valuable supplement to the administrative sanctions.

Figure 3: Examples of local media coverage of Robek

In the Norwegian centralized system of �nancing, increased salience of economic imbal-

ances in the local public sector may represent a challenge for the central government by

creating a pressure for bail outs. If local governments expects to receive additional grants

when entering Robek, there will be a moral-hazard problem that weakens the incentives for

�scal responsibility. Most of the grants to Norwegian local governments are distributed by

objective criteria (population size, age composition, settlement pattern, etc) and economic

imbalance is in general not �awarded� by additional grants. However, a small amount of the

total grant is distributed by the judgment of the regional commissioner. According to the

guidelines for this discretionary grant, local governments in Robek may receive extra grants
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if they agree on a binding plan with the regional commissioner to restore economic balance.

While sanctions, salience, and media attention promote �scal responsibility, the possibility

of extra grants has the opposite e�ect. Although the expected e�ect of the 2001 reform is

ambiguous, our working hypothesis is that the net e�ect is to promote �scal responsibility.

The main arguments are that the extra grants comes at the cost of less autonomy (binding

plan) and that there in any case will be a loss in voter support. Moreover, Hopland (2013)

does not �nd that enrollment in Robek increases the discretionary grant.

3 Empirical strategy, data, and estimation method

The puprpose of the empirical analysis is to investigate whether the reform of the BBR in

2001, with the introduction administrative sanctions and the Robek-register, promoted �scal

responsibility and lead to stronger �scal adjustment. The analysis is based on the following

dynamic speci�cation:

yit =
k∑
s=1

βsyit−s +
k∑
s=1

γsRtyit−s + x
′

itθ + αi + δt + εit (1)

In equation (1) yit is the net operating surplus in local government i in year t (measured in

�xed NOK 1,000 per capita), Rt is a dummy variable equal to 1 in the post-reform period

(i.e. 2001 and later years), xit is a vector of control variables, αi is a local government �xed

e�ect, δt is a year �xed e�ect, and εit is an error term.

We are particularly interested in how the net operating surplus responds to past surpluses

and whether the e�ect is di�erent after the change in the BBR, i.e. the β′s and the γ′s. In

general the surplus is expected to follow a mean reverting process. If we disregard the

interaction terms, this would mean that the β′s are negative. The interpretation is that the

local governments respond to a high de�cit in previous years by reducing the de�cit. This

is what we label �scal adjustment. Our working hypothesis is that the change in the BBR

promoted �scal responsibility and increased �scal adjustment. In that case we also expect

the γ′s to be negative.

Since the BBR requires a de�cit to be covered within two years, we particularly expect

the e�ect of the second lag to become stronger after the reform. Consider a local government

that runs a de�cit in year t− 2. This de�cit must be covered in year t at the latest in order

to avoid being listed in Robek. When the budget for year t− 1 is passed (in the fall of year

t − 2), it may not be known whether there will be a de�cit in year t − 2 or at least not the

size of the de�cit. It is therefore likely that most of the adjustment is postponed until year

t and that γ2 is the interaction coe�cient with the highest absolute value.
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The administrative sanctions and the Robek register is most likely to a�ect local govern-

ments in economic imbalance that are at risk of being listed in Robek. However, it is not

straightforward to identify that group. First, local governments that run de�cits may cover

the de�cit by use of funds. In that case they are registered with a de�cit, but are not at risk

of being listed in Robek. Second, it is possible to be listed already one year after a de�cit.

If a local government runs a de�cit (not covered by funds), the local council must decide on

a plan on how to cover the de�cit within the next two years. If the surplus the �rst year

does not meet the plan, the local government is listed. Because of these complications, we

use several de�nitions of economic imbalance: (i) de�cit last year, (ii) accumulated de�cit

the last two years, and (iii) accumulated de�cit the last three years.

The vector of control variables includes time varying local characteristics that may be of

importance for the net operating surplus. First, we control for local government revenues

(measured in �xed NOK 1,000 per capita), including local taxes and general purpose grants.

Most taxes are of the revenue sharing type and most of the general purpose grant is distributed

by objective criteria. We expect local government revenue to have a positive e�ect on the

net operating surplus. Second, we control for the age composition of the population since

Norwegian local governments are responsible for age speci�c services like child care, primary

and lower secondary education, and care for the elderly. In order to capture the spending

needs for these services, we include the share of children (0-5 years), youths (6-15 years),

and elderly (80 years and above). Third, we control for the populations size. Fourth, we

include political variables capturing party fragmentation and ideology. Party fragmentation

is measured as the e�ective number of parties (the inverse of the Her�ndahl index) and

ideology as the share of socialists in the local council (representatives from the Labour Party

and all parties to its left). Earlier studies of Norwegian local governments (e.g. Borge, 2005)

have found that increased party fragmentation reduces the net operating surplus,8 while the

share of socialists is insigni�cant. We still choose to control for the share of socialists because

of the strong negative correlation between the e�ective number of parties and the share of

socialists. Descriptive statistics for the net operating surplus and the control variables are

reported in the Appendix.

The local government �xed e�ects (the α′is) are likely to bias the OLS estimates. More-

over, it is well known that controlling for local government �xed e�ects (LFE) using the

within-group transformation in dynamic panel models will not lead to an unbiased estimator

either (Nickel, 1981). Even though the within-group/LFE estimators are consistent, since the

bias fades away as the number of periods increases, we rather use the GMM procedure sug-

8 In addition party fragmentation is shown to increase administrative spending (Kalseth and Rattsø, 1998),
reduce e�ciency (Borge et al., 2008 among others), and worsen building conditions (Borge and Hopland,
2017).
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gested by Holtz-Eakin, Newey, and Rosen (1988) and Arrelano and Bond (1991) (henceforth

Arrelano-Bond estimation).9

In short, the Arrelano-Bond procedure removes the local government �xed e�ect by a

�rst di�erence transformation. Further, lagged values of the endogenous variables are used

as instruments for subsequent �rst di�erences. If εit is serially uncorrelated, surpluses from

t− 2 and backwards are valid as instruments, in addition to lagged values of the exogenous

variables. Some preliminary analyses indicated, however, that neither the second, third, nor

fourth lag perform well as instruments, since they frequently failed to pass the overidenti�-

cation tests. As a consequence, we use lags t− 5 to t− 8 as instruments. Moreover, we treat

not only the �rst lag, but all lags of yit and Rtyit as potentially endogenous variables. All

reported results are from two-step di�erence GMM estimations with Windmeijer-corrected

standard errors (Windmeijer, 2005).

Except for the capital Oslo, which is both a local government and a county, the dataset

includes most of the 430 local governments that existed in 2010. The dynamic speci�cation

implies that the number of observations is 7,165 when k = 1 (estimation period 1992-2010)

and 6,296 when k = 4 (estimation period 1995-2010).

4 Estimation results

4.1 Investigating dynamics

We start out in Table 1 by investigating �scal adjustment in general using data for all local

governments and without taking the 2001 reform into account (the γ′s are set to 0). The

purpose is to determine the appropriate lag length (k). In columns (A)-(D) we gradually

extend the lag length from one to four. It appears that the second and third lags come out as

signi�cant, while the �rst and fourth lags are insigni�cant. Consistent with mean reversion

and �scal adjustment, all statistically soigni�cant coe�cients are negative.

Irrespective of the chosen lag length, two of the seven control variables, local government

revenue and population size, come out as signi�cant. The coe�cient of local government

revenue is around 0.5, which means that an increase in revenues by NOK 1,000 per capita

increases the net operating surplus by NOK 500 per capita. For a local government with a

population size of 10,000 (slightly above the average), an increase in the population by 10

percent is predicted to increase the net operating surplus by NOK 300 per capita. Neither

9To test which method was most suitable, we estimated a simple AR(1) version of Equation (1). Even
though the LFE estimates did not di�er dramatically from the Arrelano-Bond estimates, the results still
suggested that there is some bias in the LFE estimates. The Arrelano-Bond procedure has been implemented
using the Stata package xtabond2, thoroughly described by Roodman (2009b).
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Table 1: Investigating dynamics, the dependent variable is net operating surplus per capita
(NOK 1,000)

(A) (B) (C) (D)
One lag Two lags Three lags Four lags

β1 0.0473 0.0772 0.0395 0.0198
(0.0915) (0.0800) (0.0913) (0.0725)

β2 -0.281*** -0.242** -0.240**
(0.0891) (0.111) (0.103)

β3 -0.360** -0.358**
(0.164) (0.167)

β4 -0.0358
(0.142)

Local government revenue per 0.483*** 0.477*** 0.478*** 0.438***
capita (in NOK 1,000) (0.0600) (0.0674) (0.0870) (0.0522)
Share of children (0-5 years) 11.04 16.84 14.47 9.569

(11.12) (12.21) (14.71) (14.03)
Share og youths (6-15 years) 6.735 7.020 6.879 3.352

(8.299) (9.069) (9.570) (9.441)
Share of elderly (80 years and above) -0.321 8.165 4.687 5.601

(14.70) (14.70) (15.07) (15.56)
Population size (in 10,000) 2.792*** 3.072*** 3.015** 2.794***

(1.055) (1.150) (1.230) (0.939)
E�ective number of parties 0.0601 0.0453 0.0803 0.0321

(0.0888) (0.0926) (0.0961) (0.0863)
Share of socialists 1.092 0.877 1.098 1.073

(0.792) (0.757) (0.794) (0.950)

Estimation period 1992-2010 1993-2010 1994-2010 1995-2010
# of observations 7,577 7,143 6,706 6,269
# of local governments 428 428 428 426
# of instruments 79 78 77 76
Hansen p-value 0.08 0.12 0.08 0.18
m1 (p-value) 0.01 0.00 0.00 0.00
m2 (p-value) 0.49 0.50 0.90 0.86

Windmeijer-corrected standard errors in parentheses. Time dummies (not reported) are
included in all equations. *** p<0.01, ** p<0.05, * p<0.1

the age composition of the population nor the two political variables have signi�cant e�ect

in any of the speci�cations.

The Hansen J test does not reject the hypothesis of valid instruments (overidentifying

restrictions) at the 5% level in any of the model speci�cations in Table 1. Moreover, the

autocorrelation tests (m1andm2) show evidence of �rst order autocorrelation, but no evidence

of second order autocorrelation. This is consistent with the error term εit being serially

uncorrelated.

4.2 Local governments in economic imbalance

In Table 2 we investigate the e�ects of the 2001 reform by including interaction terms between

past surpluses and a dummy variable that equals one in 2001 and later years. When the model

is estimated using data for all local governments (column (A)), only the coe�cients for the

third lags (β3 and γ3) come out as signi�cant. There is evidence of stronger �scal adjustment

after the reform since the estimate of γ3 is negative. But contrary to our expectations, the

interaction term for the second lag (γ2) does not come out as signi�cant.

There is more action in the second lag in column (B)-(D) where the sample is restricted

to local governments in economic imbalance. In column (B) where we include local govern-

ments with de�cit last year, the interactions terms for both the �rst and the second lags

are signi�cantly negative. In column (C) (local governments with accumulated de�cits last
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two years) all three interaction terms are signi�cantly negative, and in column (D) (local

governments with accumulated de�cits last three years) the interactions terms for the second

and third lags are signi�cantly negative. In column (B) and (D) the interaction term for the

second lag is highest in absolute value. The same is the case in column (C), but in this case

the di�erence is much smaller. Overall the results yield support to our working hypothesis

of stronger �scal adjustment after the 2001 reform.

Table 2: Investigating the e�ects of the 2001 reform, local governments in economic imbal-
ance, dependent variable is local net operating surplus per capita (NOK 1,000)

(A) (B) (C) (D)
All De�cit last Accumulated Accumulated

year de�cit last 2 years de�cit last 3 years

β1 0.112 -0.423** -0.377 -0.574*
(0.199) (0.186) (0.298) (0.319)

β2 -0.127 -0.243 -0.365*** -0.334
(0.118) (0.243) (0.0940) (0.281)

β3 -0.228* 0.0147 -0.196 -0.480***
(0.129) (0.160) (0.146) (0.181)

γ1 -0.0949 -0.708*** -0.704** -0.444
(0.300) (0.205) (0.321) (0.322)

γ2 -0.0618 -1.111*** -0.856*** -0.893***
(0.0817) (0.179) (0.270) (0.305)

γ3 -0.321*** -0.317 -0.819*** -0.596**
(0.101) (0.363) (0.254) (0.257)

Local government revenue per 0.571*** 0.264*** 0.444*** 0.357***
capita (in NOK 1,000) (0.0763) (0.0919) (0.0904) (0.0926)
Share of children (0-5 years) 2.565 -13.22 17.34 13.99

(13.88) (21.56) (22.39) (22.93)
Share og youths (6-15 years) 3.797 -20.38 -10.72 -25.47

(9.668) (29.52) (23.37) (24.56)
Share of elderly (80 years and above) -9.695 -13.16 33.41 37.60

(16.65) (25.22) (26.82) (33.21)
Population size (in 10,000) 3.589*** 2.230 3.649 3.926

(1.246) (2.567) (2.345) (3.090)
E�ective number of parties 0.0897 0.160 0.272* 0.291

(0.0894) (0.127) (0.145) (0.186)
Share of socialists 0.943 -1.791 -1.549 -3.208

(0.775) (1.386) (1.454) (2.342)

Estimation period 1994-2010 1994-2010 1994-2010 1994-2010
# of observations 6,706 1,629 1,358 1,103
# of local governments 428 389 357 299
# of instruments 77 77 77 77
Hansen p-value 0.09 0.41 0.71 0.87
m1 (p-value) 0.00 0.29 0.02 0.19
m2 (p-value) 0.45 0.47 0.07 0.67

Windmeijer-corrected standard errors in parentheses. Time dummies (not reported) are
included in all equations. *** p<0.01, ** p<0.05, * p<0.1

Since the BBR speci�es that de�cits must be covered within two years, it is of interest to

study in more detail the �scal adjustment for local governments in economic imbalance before

and after the 2001 reform. In Table 3 we have calculated the �scal adjustment following a

de�cit shock of NOK 1000 per capita in year 0 for each of the three de�nitions of �scal

imbalance, and assuming budgetary balance in the two previous years. We start out by

looking at a local government with de�cit last year. Before the reform it would reduce the
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de�cit by NOK 423 (0.423× 1000) in year 1 and end up with a de�cit of 577. In year 2 the

de�cit would be further reduced by NOK 487 (0.423 × 577 + 0.243 × 1000) to NOK 90 per

capita. Although �scal balance is roughly restored after two years, the initial de�cit is not

covered. Rather the accumulated de�cit has increased to NOK 1667 per capita.10

After the reform �scal adjustment is much stronger. In year 1 the de�cit is reduced by

NOK 1131 ((0.423+0.708)×1000) and the de�cit is turned into a surplus of NOK 131. In year

2 the surplus is further increased by NOK 1206 ((0.243+1.111)×1000−(0.423+0.708)×131)
to NOK 1337.11 The surplus in year 2 is more than su�cient to cover the initial de�cit and

to avoid being listed in Robek. Over the three years the accumulated surplus is NOK 468.

The results are similar when economic imbalance is de�ned as accumulated de�cits over

the last two or three years. Before the reform budgetary balance is roughly restored after

2 years, but the initial de�cit is not covered. Rather the accumulated de�cit has increased.

After the reform budgetary balance is restored in year 1. Moreover, the surplus in year 2

is su�cient to cover the initial de�cit and to avoid being listed in Robek. There is clear

evidence of stronger �scal adjustment after the reform irrespective of how �scal imbalance is

de�ned.

In Table 4 we further investigate the robustness of the results. We have argued that

stronger adjustment after the 2001 reform is a result of administrative sanctions and fear of

being listed in Robek. A possible objection against this interpretation is that the samples of

local governments in �scal imbalance include some local governments already listed in Robek.

The stronger adjustment may be driven by these authorities as they try to get out of Robek,

as well as guidance and advice from the regional commissioner. In column (A) we exclude all

local governments currently in Robek when �scal imbalance is de�ned as de�cit last year.12

It appears that the results are not much a�ected by excluding local governments currently

in Robek. Fiscal adjustment is clearly stronger after the 2001 reform. The same is the case

in column (B) where we exclude all local governments that have ever been listed in Robek.

Finally, in column (C) we add rainy day funds (lagged) as explanatory variable to take

into account that de�cits can be covered by funds instead of by �scal adjustment. Rainy

day funds comes out as positive and signi�cant. In addition the estimated degree of �scal

adjustment increases, in particular before the reform. It is not obvious how to interpret the

estimated e�ect of funds. The negative coe�cient is not consistent with the view that large

funds reduces the need for large surpluses, but may re�ect third factors like �scal awareness

10The calculations in Table 3 are in �xed prices, while the balanced budget requirement is in nominal
prices. Adjusting for in�ation would change the qualitative conclusions.

11Strictly speaking the estimated coe�cients cannot be applied for year 2 since the local government ended
up with a surplus in year 1. This reservation does not apply for the two other de�nitions of economic
imbalance.

12We obtain similar results for the two other de�nitions of �scal imbalance.
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that a�ects both the net operating surplus and rainy day funds. Anyway, there is still strong

support for the hypothesis that �scal adjustment is stronger after the reform.

Table 4: Excluding local governments in Robek and controlling for rainy-day funds. The
dependent variable is net operating surplus per capita (NOK 1,000)

(A) (B) (C)
Local governments Local governments Controlling for

not in Robek never in Robek rainy-day funds

β1 -0.478** -0.301** -0.656***
(0.194) (0.127) (0.0958)

β2 -0.310 0.183 -0.326*
(0.373) (0.371) (0.190)

β3 0.0219 0.110 -0.209
(0.185) (0.222) (0.139)

γ1 -0.724*** -0.811*** -0.500***
(0.221) (0.213) (0.101)

γ2 -0.998** -0.855* -1.152***
(0.424) (0.446) (0.162)

γ3 -0.279 -0.433 -0.300
(0.404) (0.421) (0.383)

Local government revenue per 0.213*** 0.227** 0.237***
capita (in NOK 1,000) (0.0672) (0.0991) (0.0711)
Share of children (0-5 years) -24.02 18.21 -21.44

(23.34) (27.35) (20.88)
Share og youths (6-15 years) -25.54 8.059 -28.14

(29.26) (29.67) (26.26)
Share of elderly (80 years and above) -17.95 14.80 -18.69

(31.60) (40.68) (23.20)
Population size (in 10,000) 2.824 2.076 2.464

(2.542) (3.458) (2.602)
E�ective number of parties 0.130 0.226 0.196

(0.128) (0.222) (0.129)
Share of socialists -1.810 0.121 -1.686

(1.556) (2.163) (1.302)
Rainy-day funds per capita 0.0621***
(in NOK 1,000) (0.0129)

Estimation period 1994-2010 1994-2010 1994-2010
# of observations 1,406 625 1,584
# of local governments 389 191 389
# of instruments 77 77 77
Hansen p-value 0.55 0.46 0.94
m1 (p-value) 0.70 0.28 0.12
m2 (p-value) 0.67 0.30 0.94

Windmeijer-corrected standard errors in parentheses. Time dummies (not reported) are
included in all equations. *** p<0.01, ** p<0.05, * p<0.1

4.3 Local governments in economic balance

Prior to the reform it was a concern that the lifting of budget and borrowing control for local

governments in economic balance would reduce �scal responsibility. It is therefore of interest

to investigate whether the reform had adverse e�ects for local governments in economic

balance. In terms of �scal adjustment that would mean that the interaction terms (the γ′s)

come out as positive.

In Table 5 we report regression results for di�erent de�nitions of economic balance. In
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column (A) the sample is restricted to local governments with a net operating surplus last

year. It follows that the third lag is signi�cantly negative before the reform and that the

interaction term for the third lag is also signi�cantly negative. Contrary to the concerns,

the results indicate stronger �scal adjustment after the reform also for local governments in

economic balance. The results are similar when economic balance is de�ned as surplus the

last two years (column (B)) or the last three years (column (C)). Even when the we restrict

the sample to local governments with surpluses each of the last three years (column (D)),

the interaction term for the third lag is negative and (marginally) signi�cant. Some of the

interaction terms come out as positive, but they are always small in magnitude and far from

being statistically signi�cant.

There is no evidence of weaker �scal adjustment after the reform for local governments in

economic balance, rather the opposite. Moreover, the increase in �scal adjustment is much

lower than for local governments in economic imbalance. This supports our interpretation

that the increased �scal adjustment for local governments in �scal imbalance is mainly due

to the reform of the BBR.

5 Concluding remarks

The main requirement in the Norwegian BBR is operational budget balance. Actual de�cits

can be carried over, but has to be covered within two years. A reform in 2001 took a step

towards increased reliance on market discipline by lifting the previous central government

controls of budget and borrowing for local governments in economic balance, while the con-

trols still apply for local governments in economic imbalance. The reform strengthened the

incentives for �scal responsibility by implicitly introducing administrative sanctions for vi-

olating the BBR. Moreover, the central government had to establish a register (Robek) to

keep �nancial institutions informed about whether local governments need approval to raise

new loans. The register has received much media attention and has contributed to increased

salience on violation of the BBR. In this paper we have investigated whether the reform has

contributed to a higher degree of �scal adjustment.

We �nd strong evidence that �scal adjustment is higher after the reform, in particular for

local governments in economic imbalance that risk being listed in Robek. Our �ndings are

best illustrated by looking at the response to a de�cit shock. Before 2001 budgetary balance

was roughly restored after two years. But since the �scal adjustment was insu�cient to cover

the initial de�cit, the local government would have been enrolled in Robek under the post

2001 rules. After 2001 �scal adjustment is stronger. Budgetary balance is restored after one

year, the initial de�cit is covered the second year, and as a consequence, the local government

17



Table 5: Investigating the e�ects of the 2001 reform on local governments in economic balance,
dependent variable is local net operating surplus per capita (NOK 1,000)

(A) (B) (C) (D)
Surplus last Accumulated Accumulated Surplus each

year surplus last 2 years surplus last 3 years of the 3 last years

β1 -0.0309 0.0337 0.0729 0.0123
(0.198) (0.157) (0.181) (0.160)

β2 -0.189 -0.211 -0.185 -0.208
(0.149) (0.135) (0.117) (0.152)

β3 -0.355*** -0.260** -0.277** -0.345**
(0.131) (0.112) (0.108) (0.137)

γ1 -0.123 0.0321 -0.0644 0.0679
(0.276) (0.280) (0.314) (0.263)

γ2 0.0784 -0.0966 0.0266 -0.106
(0.0782) (0.114) (0.109) (0.0909)

γ3 -0.311** -0.310** -0.299*** -0.213*
(0.151) (0.121) (0.0924) (0.123)

Local government revenue per 0.562*** 0.580*** 0.548*** 0.568***
capita (in NOK 1,000) (0.0910) (0.0938) (0.0820) (0.115)
Share of children (0-5 years) -3.995 3.666 7.819 5.752

(13.42) (13.16) (12.97) (17.32)
Share og youths (6-15 years) 7.882 12.90 8.008 18.22

(11.67) (9.844) (9.550) (13.21)
Share of elderly (80 years and above) -3.381 0.879 -5.566 -0.329

(18.76) (17.06) (17.81) (25.97)
Population size (in 10,000) 4.744** 3.696** 4.002*** 5.241*

(1.884) (1.704) (1.515) (2.856)
E�ective number of parties 0.103 0.0948 0.177** 0.127

(0.0901) (0.0878) (0.0866) (0.121)
Share of socialists 1.528 1.748* 1.100 2.922**

(0.985) (0.957) (0.824) (1.469)

Estimation period 1994-2010 1994-2010 1994-2010 1994-2010
# of observations 5,074 5,350 5,604 3,332
# of local governments 428 428 428 421
# of instruments 77 77 77 77
Hansen p-value 0.03 0.05 0.14 0.16
m1 (p-value) 0.00 0.00 0.00 0.00
m2 (p-value) 0.45 0.63 0.92 0.16

Windmeijer-corrected standard errors in parentheses. Time dummies (not reported) are
included in all equations. *** p<0.01, ** p<0.05, * p<0.1

avoids being listed in Robek.

Because central government controls were lifted for local governments in economic balance,

there was a concern that the reform would lead to reduced �scal responsibility. However, we

�nd no evidence of weaker �scal adjustment for local governments in economic balance. There

is some evidence of stronger �scal adjustment also for this group, but the increase is small

compared to what we �nd for local governments in economic imbalance. This supports our

interpretations that increased �scal adjustment for local governments in economic imbalance

is mainly due to the reform of the BBR, and also that the reform has improved the overall

�scal performance of the local public sector.

We think the success of the reform in terms of stronger �scal adjustment is due to the

introduction of sanctions for violating the BBR and negative media attention from being

listed in Robek. The �nding of Hopland (2014) that voter support for the mayor's party
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is reduced if the local government is listed in Robek supports this view. An underlying

condition for the success however, is that it must be credible for the central government to

carry out the sanctions. In this respect administrative sanctions may have an advantage

over �nancial sanctions. Financial sanctions (e.g. reductions in intergovernmental grants)

may not be credible to e�ectuate towards local governments already in economic imbalance.

The analysis is particularly relevant for other unitary countries where the powers of the local

governments are set by the central government. In federations, where the states and the

federal government share powers, federal control of states' budget and borrowing may be

unconstitutional. However, the analysis may still be of relevance for the relations between

states and local governments also in federal countries.
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Appendix

Appendix A: Descriptive statistics

Variable Mean (st.dev)

Net operating surplus per capita (in NOK 1,000) 1.22 (3.46)

Local government revenue per capita (in NOK 1,000) 25.71 (12.73)

Share of children (%), 0-5 years 0.08 (0.01)

Share of youths (%), 6-15 years 0.13 (0.02)

Share of elderly (%), 80 years and more 0.05 (0.02)

Population (in 10,000) 0.93 (1.75)

E�ective number of parties 4.12 (1.08)

Share of socialists in the local council 0.38 (0.15)

Based on the regression sample in Table 1, Column (A). N = 7, 577.

All monetary values are in �xed 2011 prices.
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