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Abstract

With the EU Taxonomy, the European Commission is actively fostering the relevance of sustainable fi-
nance. The reason for this engagement is the massive need for investments in the private and public sec-
tor to master the socio-ecological transformation ahead. Across Europe, local governments in particular
are responsible for large parts of public infrastructure. In this research paper, we inquire about their ac-
cess to sustainable finance. First examples of cities and regions issuing green bonds have hit the head-
lines in the recent past. We ask the question whether this will lead to a broader development on the locall
level. Since local governments are usually subject to strict budget and debt regulation we add the second
question whether this debt regulation may be a structural obstacle. To answer these questions, we refer
to regulatory theory and analyze the current regulatory and sustainable finance situation in five European
countries. We provide case studies based on literature analysis and semi-structured interviews. Our cen-
tral result is that one cannot speak of a broader development so far. Moreover, we do not find strong
indication that debt regulation is a cause for local governments' reluctance to experiment with new sus-
tainability-related forms of debt. Since only larger cities and regions have emitted green bonds so far, the
size of cities and regions appears to influence the likelihood of experimenting with sustainable funds more
than the debt regulation of local governments.

1. Introduction

In face of the paramount challenges of climate change, biodiversity loss, and poverty, the socio-ecological
transition of society and infrastructure is more important than ever. In many countries, local governments
maintain large parts of public infrastructure and are responsible for sustainability-related investment,
which imposes major challenges on their budgets. In the private sector, similar sustainable investment
needs are discussed through the lens of Sustainable Finance (Krahnen et al., 2023). Sustainable Finance
refers to the redirection of private investments to sustainability projects with the aim of providing a finan-
cial advantage to sustainable projects that are often referred to as Greenium (Directorate-General for Fi-
nancial Stability, Financial Services and Capital Markets Union, 2024; Krahnen et al. 2023). Sustainable
finance tools such as Green Bonds and SDG-linked loans have recently also moved towards the center
of attention in the European Union. With the EU Taxonomy as part of the European Green Deal (a broad
policy framework detailing sustainable investments), the EU has been massively pushing sustainable fi-
nance over the recent years (Lucarelli et al., 2020). So far, only limited policy discourse and research have
dealt with the implications for local public investments in the light of Sustainable Finance (Raffer et al.,
2023).

At the same time, previous research demonstrates how fiscal restraints in municipal budgets can have
detrimental impact on equality and climate mitigation (Pavese & Rubolino, 2021; Brand & Steinbrecher,
2021). Especially the latter necessitates unprecedented public investments. Recent estimates indicate
that the additional public resources needed for green investments range from 0.5% to 4.5% of GDP over
the next decade (IMF, 2021). In the EU, Darvas and Wolff (2023) estimate that the additional public in-
vestments required to meet the climate goals of the EU Green Deal will be between 0.5% and 1% of GDP
annually during this decade, while Ferdinandusse et al. (2022) estimate that it will range between 1% and
1.8% of GDP. A large portion of this will be spent at the local level. To address the financial hurdle of public
sustainable investments, a variety of budget reforms, such as SDG-Budgeting and Green Budgeting,
have been proposed to improve the allocation of financial means towards sustainability targets (Mulhol-
land & Berger, 2019; Raffer et al., 2023). Although being of central relevance, these approaches can only
be part of the broader (local) public finance reaction to existing transformation needs.

Kemfert and Schmalz (2019) discuss the influence of political decision-making on Sustainable Finance
legislation, but not vice versa. Hence, despite first cities using Green Bonds to finance the sustainability
transformation, the field of sustainable finance in local governments is widely understudied so far. In light
of the first examples of sustainable finance on the local level, this paper addresses the questions whether



the management of sustainable finance by local governments is about to become a relevant phenomenon
and whether existing local government debt regulation may be (an obstacle to sustainable finance). From
the theoretical perspective, we embed these research questions in regulatory theory (Geif’ler et al., 2021).
Especially after the 2008 financial crisis, much EU legislation has been dedicated to effective and finan-
cially sustainable regulation across all tiers of government (Wortmann & Geif3ler, 2021). Ensuring sound
budgets, fiscal rules, monitoring, and enforcement are the cornerstones of financial regulation. We
thereby understand local finance regulation as the continuous and targeted efforts by higher-level gov-
ernments to influence the financial behavior of local governments according to specific standards and
objectives, aiming to achieve financial sustainability (Lodge & Wegrich, 2012).

The empirical contribution of this paper is based on a qualitative cross-country comparison of Germany,
Austria, France, Italy and Czechia. For each of the five analyzed countries we provide a case study based
on a literature analysis and semi-structured expert interviews with two experts in each country except
Germany, for which we possess sufficient information on the regulatory framework and additional expert
interviews are not necessary (Adeoye-Olatunde & Olenik, 2021). We find that the usage of sustainable
finance on the local government level is currently a niche phenomenon, which is likely to gain relevance
in the future. So far, tools like Green Bonds are usually used by single forerunner cities or regions and
sustainability or ESG-linked loans are provided only on a small scale by a few banks and not in all sample
countries. However, the number of private and development banks that relate their local government
lending to sustainability targets is increasing. The usage of external debt to finance the sustainability
transformation depends critically on the local government structure (e.g., size of jurisdictions) and the
culture of local government debt in the specific country and city. In countries in which local governments
have low levels of debt, municipalities are naturally less inclined to look for alternative financing models.
We further find that forerunner cities making use of green bonds have a history of diverse funding sources
regardless of the regulatory country context. Debt regulation itself seems to be a minor obstacle.

In the following section, we outline some theoretical considerations regarding local fiscal regulation. Sec-
tion three provides additional information on the concept of sustainable finance and gives some compar-
ative data. In these two sections, we derive our research questions. In section four, we discuss the meth-
odology before presenting the case studies in section five. In section six, we discuss our findings, provide
two conclusions and shed light on limitations.

2. Regulatory Frameworks in Public Finance

Regulatory frameworks play a critical role in shaping local public financial management (see, e.g., Geiller
etal.,, 2021). After the European sovereign debt crisis and the introduction of federal and local-level aus-
terity measures, research debates centered on budgetary discipline and local fiscal autonomy. The latter
refers to the extent to which local governments can independently manage their revenues and expendi-
tures without excessive interference from higher levels of government. Research has shown that regula-
tory frameworks that enhance fiscal autonomy enable local governments to tailor their budgets to local
needs more effectively (Boetti et al., 2012). Regulations that allow municipalities to set their tax rates and
allocate expenditures independently foster an environment where local priorities can be addressed more
directly. Turley et al. (2021) and others differentiate between four types of fiscal rules: (1) Budget balance
rule (BBR) regard a ceiling on the budget deficit, which can range from mandatory sur-pluses to relative
or absolute deficits. (2) Borrowing and debt rules (DR) refer to constraints on debt financing. These can
be quantitative and qualitative in nature by applying to financing sources, expenditures, or to borrowing
limits. (3) Expenditure rules (ER) restrict types or growth in expenditure, and (4) revenue rules (RR) apply
to revenues collected from taxes and fees. To which extent these types of rules have been developed for
and applied to local governments, differs across Europe. According to Raffer et al. (2018), the number of
balanced budget rules for European local governments as well as the number of debt rules increased
considerably since 1995. A core reason for this development is the harmonization of fiscal rules through
EU legislative processes (Turley et al., 2021).

A central rationale for fiscal rules at the local level stems from the so-called deficit bias (Kotia & Lledd,
2016), which refers to overspending by public institutions. It is often associated with the presence of a



soft budget constraint (Kotia & Lledd, 2016) and emerges whenever local governments have the expec-
tation that higher levels of government will step in and ease their fiscal (debt) burden by a bailout or by
providing additional funds (Kornai et al. 2003). Additional to the soft budget constraint, short electoral
cycles, unfinanced public service mandates or interregional competition may drive overspending (Plek-
hanov & Singh, 2006). The theoretical pillars for the soft budget constraint are common problems and
moral hazard (Ter-Minassian, 2007; Kotia & Lledd, 2016). Whereas moral hazard and bailout expectations
are closely connected, common pool issues arise since local governments usually are very much depend-
ent on transfers from the central government, hence from a common pool. This prevents them from fully
internalizing the cost of their public expenditure and may incentivize excess spending and borrowing (Hal-
lerberg & von Hagen, 1999). Similarly, Wyplosz (2013) argues that local governments tend to push the
burden of fiscal discipline to future legislators or expect intergovernmental transfers in case of struggle.

Against the theory of deficit bias, much research has been dedicated to the effectiveness of fiscal rules.
Studies inquire the impact of fiscal regulation on budgetary discipline, compliance issues, and the impact
of austerity measures on borrowing and debt making. There is a rich body of empirical work analyzing the
impact of fiscal rules on all levels of government. The literature review of Potrafke (2023) as well as the
meta-study of Heinemann et al. (2018) provide a good overview. These empirical studies generally agree
that the existence of fiscal rules has a discipline-enhancing effect on governments on all levels. With a
very convincing empirical setup analyzing population threshold effects of Italian municipalities, Grembi
et al. (2016) show, for example, that the relaxation of fiscal rules on the local level triggers deficits. In ad-
dition, the cross-country empirical results of de Biase and Dougherty (2022) suggest that subnational
debt rules improve the debt to GDP ratio.

Since not only common local government loans but also more innovative means like Green Bonds or
ESG-linked loans increase the stock of local government debt, it seems plausible to assume that the ex-
istence of a well-implemented debt regulation for local governments can be an obstacle to the usage of
sustainable finance. Based on this hypothesis, we formulate our first research question:

Q1: Does the existence of debt regulation on the local level hinder local governments to take advantage
of sustainable finance (e.g., Green Bonds or ESG-linked loans)?

The question is mirrored by the current discussions on the impact of debt rules on public investment in
Germany. A prominent argument in these discussions is that the existing debt rule on the central govern-
ment and state level (so-called “Schuldenbremse”) is an obstacle for public investment (Hermes et al.,
2022).

3. Sustainable Finance as a Vehicle for Public
Infrastructure Investments?

Climate change, biodiversity loss, and the Sustainable Development Goals require increased investments
at the local level. Although the topic of "Sustainable Finance" is currently reason for increased public de-
bate, the idea of how financial markets and financial instruments could be used to promote social or eco-
logical purposes is not new. In the 1970s, the initial focus was on socially responsible investments by
companies that placed particular emphasis on their "Corporate Social Responsibility" (Cunha et al.,
2021). In the 1980s, social or ethical investments came into focus. In the 1990s, the terms "Green Fi-
nance" and "Green Investment" became common in the international research literature. This terminol-
ogy was associated with the idea of considering the ecological dimension of financial and investment
strategies by capital market actors and companies. However, in practice, narrowing down the term "Sus-
tainable Finance" proves to be rather difficult. Accordingly, there is currently no universally accepted def-
inition of the term (Migliorelli, 2021; OECD, 2020a, 2020b).

In July 2021, the European Commission published its "Strategy for Financing the Transition to a Sustain-
able Economy" (European Commission, 2021a). This strategy underscores the fundamental goal of mak-
ing Europe a climate-neutral continent by 2050 (European Commission).To achieve this, greenhouse gas



emissions must be reduced by 55% by 2030 and investments of approximately bln 350 EUR will be re-
quired solely for energy systems (European Commission, 2020). This is in addition to the roughly bin 800
EUR allocated under the NextGenerationEU (NGEU) fund for addressing the climate crisis and preserving
biodiversity (NextGenerationEU, 2024). The European Commission emphasizes that such investment
volumes cannot be mobilized by the public sector alone. Therefore, capital flows between the financial
and real economy sectors should increasingly be directed towards ecological and social investments. To
achieve this, sustainability risks must become more assessable for both capital providers and borrowers,
and environmental, social, and governance considerations need to be more strongly integrated into fi-
nancing processes. The latter in particular, addresses the role of the public sector debt to enable the sus-
tainability transition.

Sustainable finance research still heavily focuses on understanding how financial systems can be utilized
to promote sustainable economic growth while simultaneously addressing social and ecological chal-
lenges. The relevance for the public sector is rarely problematized (for an overview: Brand & Steinbrecher,
2019; Heinbach et al., 2020; Kemfert & Schmalz, 2019a). In the field of policy, however, the trade-off be-
tween budget consolidation and increased green investment needs has led to different policy proposals
such as a ‘green golden rule’, which would exempt green investments from fiscal rule compliance indica-
tors (Darvas & Wolff, 2023). Further, embedded in the European Green Deal, the EU has set forth a tax-
onomy on ESG conformity of investments in 2020, which aims at determining the degree of sustainability
of investment activities (Raffer et al., 2023).

Potentially, the taxonomy increases the availability of sustainable finance products for the public sector,
too. One reason to believe that this may happen is based on the requirements the EU Taxonomy puts on
banks in form of the so-called Green Asset Ratio (GRA)}, which provides incentives to prefer lending for
sustainable purposes over traditional lending without consideration of any ESG criteria (Brihl, 2023). Alt-
hough government lending is only partially considered in the GRA, loans to publicly owned companies
(which exceed certain staff and turnover thresholds) have an impact on the ratio. Moreover, banks more
and more follow their own transition path. In this situation, it seems legitimate to assume that bank lend-
ing to public entities like local governments will become increasingly ESG driven and that sustainable
finance will be on the rise.

In addition, there is some empirical indication that the issuance of green bonds became more relevant
over the course of the past five years (see Figure 1). As Eurostat data show, the stock of general govern-
ment debt securities issued as “Green Bonds" has risen significantly between 2019 and 2022. Although
this development is driven by central government initiatives, the number of examples of local govern-
ments issuing green bonds is still rising.

1 The GRA s a ratio each bank has to publish. It describes the share of green assets in the bank's portfolio. Currently, the EU
Commission plans to review the GRA (Environmental Finance, 2024).



Figure 1: Stock of general government debt security issued as ,,green bonds". Own graph, data: Eurostat
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In sum, the changing institutional setting in terms of sustainable finance in Europe as well as the actual
rise in the stock of green bonds brings us to our second research question:

Q2: Is sustainable finance playing an increasing role on local government borrowing in Europe?

At the same time, it is necessary to mention that several potential barriers may hinder the widespread
adoption of sustainable finance in municipalities. One significant challenge is the scale of investment
needed for borrowing. According to a study on German municipalities, local governments do not have
the financial capacity to issue large-scale green bonds or other sustainable financial instruments (Brand
& Steinbrecher, 2021). The complexity and cost associated with these financial products can be prohibi-
tive, especially for smaller municipalities (Scheller et al., 2023). Furthermore, there is often a lack of ex-
pertise on and awareness about sustainable finance options within municipal administrations, leading to
skepticism and reluctance about adopting new financial mechanisms (Brand & Steinbrecher, 2021).

4. Methodology and Case Selection

Whilst research on regulatory theory knows a wide range of research approaches and methodologies, it
must account for the interplay between objective laws and subjective experiences of these laws (Losoncz,
2017). Critical realism upholds that the integration of several methods enables distinctions between gen-
erative mechanisms and observable events (Losoncz, 2017). For this research, the premise of integrating
diverse perspectives to capture complexity is met by making use of the “diverse cases" sampling method
by Seawright and Gerring (2008, p.300), accounting for regulatory diversity across the EU. This sampling
method aims at achieving variance in dimensions that are crucial for the relationship in question (Sea-
wright & Gerring, 2008).

We chose two scales to sample cases for analysis: The local government LAI2.0 borrowing autonomy
index and the Climate Change Performance Index. The local government LAI2.0 borrowing autonomy
index measures the degree of autonomy enjoyed by local governments (Ladner et al., 2022). It draws on
data from 1990 to 2020 to construct an index based on indicators such as legal autonomy, financial au-
tonomy, and political discretion. To sample diverse cases, the chosen case studies stem from countries
that represent very different levels on the borrowing autonomy index. This limits the risk that conclusions
about sustainable finance access stem from a biased sample of either very high or very low local auton-
omy, as it allows to draw inferences from a broad variety of regulatory frameworks on debt regulation and
legal practice. The Climate Change Performance Index 2023 gathers information on greenhouse gas



emissions, renewable energy, energy use and climate policy from 53 countries and the EU to standardize
and compare climate performance internationally (Climate Change Performance Index, 2023). A spread
of national cases along the scale of the CCPI 23 allows us to infer sustainable finance usage without bi-
asing the sample towards ambitious countries.

The selected EU countries are Austria, Czechia, France, Germany, and ltaly. The table below shows the

different scores of each country on the CCPI and the LAI respectively.

Table 1: Selected country cases with diverse scores on quantitative and qualitative indices: LAl 2.0 (Ladner et al.,
2022) and the CCPI 2023 (CCPI, 2023).
Country | LAIBorrowing Index | LAl 2.0, qualitative |Climate Change Performance Index 2023| CCPI 23, qualitative
Autonomy 2020
Czechia 3 High 44,16 Low
Austria 2 Medium 51,56 Medium
Italy 1 Low 52,9 Medium
France 2 Medium 52,97 Medium
Germany 1 Low 61,11 High

While France and ltaly show both medium values of local borrowing autonomy and climate change per-
formance, Italy even shows low borrowing autonomy. Czechia and Germany demonstrate two opposing
cases, where borrowing autonomy is high in Czechia, but low in Germany, and vice versa in the case of
climate performance.

Based on the case selection, a structured literature review guided the development of a questionnaire for
the semi-structured interviews (see Annex for the questionnaire). A primary source constitute country re-
ports as found in Geil3ler et al. (2020), which compares local government financial regulation systemati-
cally for a range of European countries. In addition, we looked for recent changes in the legislation of the
selected countries and researched known examples of sustainable finance initiatives at the local level.
Qualitative expert interviews in the tradition of Meuser and Nagel (2002) were conducted from October
2023 to February 2024 with two experts from each country, which represent diverse functions such as
interest groups, local governments, research, and public management (for an overview of the interviewed
experts, see Table Al in the Annex). This sampling ensures a variety of perspectives on existing legislation
to satisfy a differentiation between objective legislation and subjective experience. Semi-structured in-
terviews thereby contained questions on existing legislation, monitoring, financing mix, debt making, and
sustainable finance to verify and contextualize our literature review as well as unstructured questions
about opinions and predictions on the relationship between debt regulation and sustainable finance. Ad-
ditionally, this approach supports the comparative analysis of different regulatory frameworks by enabling
a nuanced understanding of both commonalities in debt regulation and unique local contexts.

5. Case Studies

5.1 Germany

General regulations of municipal budgets

The German constitution (Grundgesetz) comprises the right of local self-governance in its article 28-2. In
terms of financial constitutional guarantees, article 106 (numbers 5 to 8) is central. It covers fiscal auton-
omy of local governments by setting the terms of tax sharing arrangements with higher levels of govern-
ment and by prescribing the principles for own taxation rights (Gern & Briining, 2019). Due to Germany's
federal political system, the financial sovereignty of local governments is further codified in the constitu-
tions of the German states (Lander). In its article 83, for example, the Bavarian state constitution obliges
municipalities to set up a budget. Municipal laws (e.g., Gemeindeordnungen) and local government
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budget laws (e.g. Kommunalhaushaltsverordnung) of the states regulate the specifics of municipal finan-
cial management. Consequence of the federal system is a certain variation of local public financial man-
agement requirements across the states. A prominent example is the varying application of accrual and
cash accounting.

Regulation of municipal debt

Local government laws of the German states grant municipalities the freedom to take on debts as soon
as they cannot finance their expenditure requirements otherwise (Gern & Briining, 2019). There is a broad
differentiation between longer-term investment debt and short-term loans, the latter limited to bridging
liquidity shortages and to be voted for by the council (e.g., Art. 73 Bay. GO). In the past, financially weak
local governments in some states have piled up large amounts of short-term debt. Experts regard this as
an indicator for fiscal crisis (Boettcher et al., 2019). To ease their burden, in the past some states repeat-
edly decided to bail out their local governments in parts or completely. This, for example, happened in
Hesse in 2017/18 (Duve & Kiimpel, 2020).

In terms of long-term debt, local governments have no explicit debt limit. The states’ local government
laws, however, foresee that a local government must not come in a situation of “over-indebtedness” (see,
for example, article 75 in the local government law of North Rhine-Westphalia). In accrual accounting
terms, a local government is over-indebted, if there is a deficit that is larger than the government's equity
(as reported in the balance sheet, Gern & Briining, 2019). Hence, as long as there is positive equity, there
is no over-indebtedness and additional debts are - broadly speaking - possible up to a stock that equals
the sum of a government'’s fixed and current assets. To avoid a situation of over-indebtedness, local gov-
ernments in most states must obtain approval from the supervisory authority for the entirety of new debts
in a certain budget year (Faber, 2010), which usually is just a formality as long as the general financial
situation of the local government is sound.

In Germany, local governments are free to borrow from private and public banks equally. In past years,
debtintermediaries such as online brokers became more important. Still, the basic local government loan
is the most prevalent form of taking on debt (Raffer & Scheller, 2023). Only a small share of municipalities
uses bonds.

Monitoring of municipalities in financial distress

Following constitutional law, German local governments (cities, municipalities, and counties) are not an
independent administrative state level but have to be attributed to the respective state in which they are
located. Consequently, the states — and here the ministries of the interior - are responsible for legal and
technical supervision, which also comprises budget monitoring (Gern & Briining, 2019; Briining &
Sobbeke, 2024). Whereas budget monitoring for municipalities is located at the county level, counties
themselves and larger cities are either monitored by the ministry or in some states by an additional inter-
mediate administrative level (e.g., Regierungsbezirke).

In terms of the annual local budget, it is the supervisory body’s major task to check whether it complies
with the state budget law. A special focus lies on the requirement of balanced budgets. If a local govern-
ment fails to balance the budget, the supervisory body does not approve the budget and the local gov-
ernment comes in a situation of preliminary budget management, which considerably limits the freedom
to take financial decisions. To gain approval, the local government has to provide a proposal on how to
reduce the deficit and reach the budget balance in the medium term (Haushaltssicherungskonzept). The
share of local governments, which are in such a state of financial distress, usually ranges between 10 and
15% in any given year (Raffer & Scheller, 2023). In theory, supervisory bodies can do whatever is neces-
sary to enforce fiscal rules. An option of last resort is sending in a state commissioner, replacing the local
government, and taking measures to improve the budgetary situation (Geil3ler et al. 2020). In reality, this
escalation has hardly ever been implemented. German local governments cannot go bankrupt because
the “federal principle of standing up for each other” effectively establishes a federal liability association
between the levels.

At the end of each budget year, a local government has to prepare its annual statement (Gern and Briin-
ing, 2019) which has to be presented to the supervisory body and to be assessed by the internal audit

11



office. In exceptional cases, an audit by external auditors is possible (IDR, 2009). In some states, the su-
pervisory body also evaluates the statement (Briining & Sobbeke 2024).

Regulation of local fiscal autonomy

As seen above, local revenue autonomy is an element oft he German Constitution, which finds its re-
strictions in state law (Geil3ler et al., 2020). Cities and municipalities enjoy the freedom to create new taxes
and to set the rates for the local property and business tax (Gern & Briining, 2019). In reality, however, if
a local government creates a new tax like a tourist, dog, or hunting tax, the revenues are negligible com-
pared to the more important taxes like business or property tax. However, in accordance with the munic-
ipal principles of generating income and payments, the municipalities should always initially implement
fees for local public services and contributions to certain infrastructure investments.

In terms of expenditure autonomy, local governments are in theory free to allocate their funds according
to local preferences. This freedom is limited by the existence of mandatory (e.g., social) services, which in
many local governments consume the major part of the budget. If existent at all, the unbound share of
fundsis usually not very large. With it, local governments can provide non-mandatory services in the fields
of e.g., culture or sports. Although the law knows the so-called “Konnexitatsprinzip” (Gern & Briining
2019), which describes the local right to receive sufficient funds from higher levels of governments when-
ever a new mandatory task is created or decentralized, local governments repeatedly report that this prin-
ciple is not always fulfilled. This further limits local expenditure autonomy.

Revenue and debt structure

The local government revenue basket consists of taxes, transfers, fees, and contributions. The tax revenue
share of all revenues in 2023 was at 40% (Statistisches Bundesamt, 2024a), while the business tax ac-
counted for close to 50% of all tax revenues. The business tax is therefore the most relevant local govern-
ment tax in Germany. Further local taxes are the property tax and miscellaneous, less relevant taxes like
tourist or dog taxes. Additionally, local governments benefit from tax sharing arrangements with the
higher levels in terms of the income as well as the value added tax (Gern & Briining 2019). Unconditioned
transfers from the existing equalization system plus investment transfers accounted for close to 20% of
all revenues, fees for 7% (Statistisches Bundesamt, 2024a).

Local government debt consists of investment loans, short-term loans, and bonds. With 78%, the share
of longer-term investment loans in total debt was the largest, followed by short-term loans to bridge li-
quidity shortages (20%), and bonds with a share of only 2% (Statistisches Bundesamt, 2024b). Relative to
general government debt, the share of local government debt ranges around 5% and therefore is in its
aggregate form no reason for concern. However, due to the heterogeneous distribution of debt there are
certain local governments concentrated in states like North Rhine-Westphalia, Rhineland Palatinate or
Saarland, which suffer from high debt burdens.

Sustainable Finance and local public finance

Although the topic of sustainable finance for local governments has reached the academic debate in Ger-
many (Scheller et al. 2023), it is not yet of significant relevance for the local government level. Some larger
cities (Munich, Minster, Hannover, Cologne or Bonn) have emitted green and/or social bonds in the last
years and received a great deal of public attention for it. For smaller cities and municipalities, there are no
comparable examples so far. In addition, there exists a green local government loan provided by the re-
gional development bank of North Rhine-Westphalia (NRW Bank). At the moment, the interest rate con-
ditions for traditional financing via loans are still very favorable for German local governments which re-
moves the incentive to experiment with financing innovations like sustainable finance.

On the state level, the government of North Rhine-Westphalia has a tradition of issuing a green bond
every year. Also, the federal government has repeatedly placed green bonds on the market over last years,
among those are the so-called twin bonds, which allowed for the determination of interest rate differences
(greenium) of green bonds, compared to normal sovereign bonds. The learning is that although there
existed a small greenium at first, it vanished over time.
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5.2 Austria

General regulations of municipal budgets

Whilst local autonomy is a core principal set in the Austrian constitution, the financial relations between
federal, state, and local level are regulated in their own constitutional law “Finanzverfassungsgesetz” from
1948 (Federal Ministry Republic of Austria Finance, 2024). It both states that authorities are financially
responsible for their respective jurisdictions and limits to overstraining of this principle. In addition, three
basic laws are set at the federal level concerning subnational finance. Firstly, the VRV (Osterreichischer
Stadtebund, 2024) regulates financial reporting at all Austrian government levels. Secondly, the fiscal
equalization law (“Finanzausgleichsgesetz") determines tax shares between and across regions and local
governments. Thirdly, the Austrian stability pact regulates how the adherence to the EU Maastricht crite-
ria is safeguarded across government levels. The latter demonstrates an implicit debt regulation, whilst
explicit budgetary rules are set in state law (GeiBler et al., 2020).

Regulation of municipal debt

Whilst Austrian municipalities adhere to a balanced budget rule, the Austrian stability pact between all
levels of governments foresees the absence of deficits at the aggregate level only (Geifller et al., Inter-
view 1). Despite general adherence, balanced budget rules are not explicitly set in all state laws (Geil3ler
etal.,, 2020).

The regulations on municipal debt making are strict compared to other European countries. Local gov-
ernments can go in debt for the purpose of investments only whilst sticking to a balanced current budget,
and need permission from municipal supervision at state level (Interview 1). Large cities demonstrate an
exception to this rule, as they are granted flexibility on debt making more often. The latter, however, does
not result from explicit laws and rather builds on historical contingencies (Interview 2). Should municipal-
ities surpass a balanced budget in the current household, they are referred to as deficit municipalities
(“Abgangsgemeinden”) (Interview 2). This condition activates a range of state laws permitting (but not
requiring) financial support from the state under fiscal requirements. Whilst states are not formally re-
quired to assist their municipalities, talks between municipal supervision and deficit municipalities are
common to ensure that austerity measures are being implemented and followed (Interview 2; Geif3ler et
al., 2020).

Monitoring and municipalities in financial distress

Fiscal regulations and financial oversight are typically governed by state law. While the federal constitu-
tion establishes some basic principles of oversight, it is the responsibility of individual states to carry out
fiscal supervision at the local level, whether through ministerial departments or district-level authorities.
The choice of supervisory office depends largely on the specific area of oversight. In cases where a mu-
nicipality struggles to adhere to fiscal regulations, the supervisory body has a range of tools at its disposal.
These may include requiring special measures or allowing municipalities to apply for conditional grants
from the federal government. Additionally, supervisory bodies conduct audits to gain a deeper under-
standing of the fiscal situation (GeiBler et al, 2020).

Whilst the state of being in deficit does not necessarily trigger a mandated response, Austrian law fore-
sees two stricter conditions of financial distress. If municipalities do not adhere to austerity measures,
state law permits the replacement of the mayors by government commissioners, sent from municipal
supervision to enforce debt regulation. However, this measure exists primarily in theory (Interview 1). A
second theoretically possible but virtually non-existent consequence of financial distress is bankruptcy.
The most recent bankruptcy occurred during the 1930s (Geil3ler et al., 2020). Like in many federal nations,
there is an underlying anticipation of bailouts, typically borne by the states. Furthermore, in the event of
bankruptcy, liquidation is restricted to assets that are not essential for providing local public services.
Should the need arise, states step in to assist their municipalities in order to avert more significant finan-
cial difficulties (Interview 2). The distinction between possible consequences, as outlined in state law, and
the expectation and practice, as demonstrated in the interviews, reveals contrasts between lived reality
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and written rules. However, in the case of Austria, the former also arises due to an absent need for esca-
lating measures, as financial distress seems to be the exception rather than the rule.

Regulation of local fiscal autonomy

According to the OECD (Dougherty et al., 2019), Austria places low on local fiscal autonomy in several
dimensions. Firstly, Austrian municipalities’ only autonomous source of income are a local business tax,
which functions as a payroll tax, and a local property tax. Secondly, local governments only have discre-
tion over its level since the payroll tax rate is set at federal level, and financial aids from state level depend
on local governments maximizing their local revenue sources in regard to the latter (Interview 2). Accord-
ingly, most local governments set the property tax at the highest level depending on their size (Interview
2, Geilller et al., 2020).

With regards to fees, municipalities used to have considerably more leeway whilst generally adhering to
the principle of covering costs from a long-term perspective (Interview 1). In recent years, however, this
leeway has decreased due to the introduction of separate budgeting for respective fees, making differing
uses increasingly impossible (Interview 2). Legal ambiguity remains with regards to Pigouvian fees that
are, for example, increased above cost coverage to achieve behavioral change (Interview 2).

As there is no principle of comprehensive coverage, meaning that all revenues should be used to cover
all costs to increase efficiency, municipalities can take up loans for specific investment purposes. Since
state level municipal supervision has to approve of municipal debt making, credits can usually be linked
to specific investments both in budget and in oversight. The latter is particularly meaningful against the
background of sustainable finance. Given that sustainable finance products usually require reporting pro-
cedures for investment purposes, the uptake of loans for designated projects eases reporting procedures
considerably.

Financing mix

The biggest share of local revenue is generated from shared taxes, which are agreed on in the Fiscal
Equalization Law between local, regional, and state level. Shared taxes and transfers amounted to 47,2%
of local revenue in 2021 (Osterreichischer Stidtebund, 2023, p. 15), of which 10,4% result from state level
and 36,8% stem from the federal level. Slightly more than a third of revenue (36,9%) is generated through
local fees and taxes: The property tax amounts to 2,9% and the municipal tax to 11,4%. Another 9,5%
stems from local fees. The remaining 13,2% are gathered from other economic activities and additional
fees. Hence, only 7,6% of local revenue originate from banks through loans and securities, making their
overall share rather small. Whilst the local property tax has been under reform for a long time, its current
design was decided upon in 1973 and has not changed ever since (Geif3ler et al., 2020; Interview 1). Fur-
ther, larger municipalities generate more local revenue per capita through local taxes.

Municipalities in Austria are free to choose loans from public and private banks. Both local and regional
public banks offer municipal loans, and there is no great diversity in the types of financial products used
for municipal finance (Interview 1). There has been experimentation with foreign currency loans in the
past, but administrative burden and volatility has considerably decreased its popularity (Interview 1).

Sustainable Finance in Austrian municipalities

Despite first efforts in sustainable finance initiatives such as green- and climate budgeting in larger cities,
there does not exist a systematic local approach to sustainable finance in Austrian municipalities (Inter-
view 1). Banks sometimes apply criteria for sustainability in local loans, but do not standardize this pro-
cedure across banks (Interview 1). In comparison to other countries, however, Austrian banks active in
local financing show greater interest in sustainability reporting at the local level for refinancing purposes
(Interview 1). Interviewees therefore expect the relevance of sustainable finance to grow in the future, es-
pecially due to reporting requirements of banks, which will then indirectly affect municipalities. Due to a
return to conservative borrowing practices at the local level and an overall small share of loans, however,
there is neither a broad awareness nor a strategic plan among municipalities.
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5.3 ltaly

General regulations of municipal budgets

Article 119 of the Italian constitution outlines the basic fiscal framework for municipalities, provinces,
metropolitan cities and regions. Additional to revenue autonomy and equalization, it stipulates that ex-
penditure autonomy is subject to the obligation of a balanced budget. The constitution limits municipal
borrowing to the financing of investment expenditure and makes it subject to the condition that budget
balance is ensured for all authorities of each region, taken as a whole (Italian Constitution, Art. 119). Fur-
ther relevant laws for local government budgets are the Fiscal Federalism Law (no. 42) of 2009, which
aimed to increase autonomy, efficiency and accountability of local governments, as well as the Decree
118, putting down the standard budgeting procedure. General principles and provisions regarding the
organization of local authorities are enshrined in the legislative decree No. 267 of 2000 (Testo Unico Enti
Locali).

Regulation of municipal debt

Fiscal rule setting is located at the central government level. Until 2015/16, local government fiscal reg-
ulation in Italy was bound to the so-called Internal Stability Pact (ISP), introduced in 1999. It covered all
local jurisdictions larger than a minimum number of inhabitants varying between 1.000 and 5.000 over
the years. The ISP was under constant modification until its replacement by a simpler accrual based bal-
anced budget rule for all local governments (Geif3ler et al., 2020). Breaking this new rule entails a reduc-
tion of financial resources from the equalization fund, a hiring freeze plus an obligation to reduce costs by
30% in the following year. Moreover, in case of rule-breaking loans can no longer be used for in-vestment
purposes.

Since in ltaly loans are limited to investment financing, it is not possible to finance current expenditure by
bank credit (Interview 12). The total stock of debt per local government is indirectly limited by a maximum
ratio of debt cost and annual current revenues: Debt cost must not exceed ten percent of annual current
revenues (Decree 190 of 2014). In general, local governments do not need any kind of approval for taking
out an investment loan (Interview 11).

Monitoring and municipalities in financial distress

Fiscal supervision of Italian local governments lies within the responsibility of the general accounting de-
partment at the Ministry of Economy and Finance as well as the national Court of Auditors with its 21
region-al units (Raffer & Padovani, 2019). Each year, each regional unit audits a selected group of local
governments in its territory. In addition, the ministry conducts supervision and control through an inte-
grated system of public finance controls. Since 2016, every local government must submit a certified
report by the end of March.

Italy is one of the few European countries in which local governments can go bankrupt (Ambrosanio et al.
2016: 233). The law distinguishes three different types of financial distress with bankruptcy with ,diss-
esto" being the most severe (Raffer & Padovani 2019). The intermediate condition is pre-default (prediss-
esto). The least acute type is imbalance, which results in the rebalancing procedure. A local government
is considered being bankrupt if either it cannot fulfill its functions and provide basic services anymore or
it cannot pay creditors with its regular resources.

Regulation of local fiscal autonomy

In terms of own taxes and based on the Fiscal Federalism Law No. 42 of 2009, Italian municipalities have
only limited freedom to determine new tax bases or increase existing surcharges any further as they al-
ready have. Compared to this, Italian municipalities have a rather high autonomy in determining service
fees for waste collection and disposal, public transport, etc. (Interview I1). Expenditure autonomy is widely
determined by the compulsory nature of some local functions (fundamental services) like administration,
roads, kindergarten, etc. Discretionary expenditures, i.e., non-fundamental services like cultural events,
sports and so on represent less than a quarter of municipal current expenditure.
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Revenue and debt structure

In terms of local government debt of 2022, on average 1.8% of revenues stemmed from short term debt,
with large differences ranging from 8.1% on average in the special region Sicilia to 0% in the regions Emi-
lia-Romagna, Puglia, Friuli-Venezia, Giulia, Valle d'Aosta, and Sardegna (Aida PA database, Moody's An-
alytics). On average 1.7% of revenues were long-term debt with on average 1.9% in Umbria and 0.2% in
the special region of Sardegna. While Italian municipal tax revenues accounted for 37.9%, no less than
16.8% of revenues have been generated through user fees. The remaining 41.8% of revenues came from
governmental transfers. Central government transfers to municipalities consist exclusively of general-
purpose equalization grants (Raffer & Padovani, 2019). Additional to ordinary short- and long-term debt,
[talian municipalities hold what experts call “off-budget debt”. These comprise current expenditure,
which remained unregistered in the previous year's accounting and must then be covered by the local
government council (Interview 11). This off-budget debt increased by 54% between 2011 and 2016.

Most of Italy’s local debt comes from bank loans, largely issued by domestic banks. The most important
bank in this field is the Cassa Depositi e Prestiti (CDP), of which the Ministry of Economy and Finance
owns 85% (Interview 11). The CDP accounted for more than three quarters of Italian local debt. The bank
“Istituto per il Credito Sportive™” holds less than five percent and provides finance mainly for sport facilities.
The remaining share of debt is taken from other private banks. Compared to total lending of Italian banks,
loans to local governments account for less than 2%.

Italian local governments have the option to issue bonds since the late 1990s and have used it extensively
in the early 2000s (Interview |11). Today, however, municipalities and cities do not issue bonds anymore
since they are more costly and complex to manage compared to local government loans. Currently, the
stock of municipal bonds lies around bin 3,5 EUR out of a total debt of bln 32,5 EUR. These are concen-
trated in a few big municipalities, mainly Rome and Milan.

Sustainable Finance and local public finance

Currently, environmental, social or governance (ESG) criteria are hardly linked to ordinary municipal fi-
nance in ltaly (Interview 11). However, there are first signs that sustainable finance considerations may
play a bigger role in the future.

The CDP has recently introduced a green loan program aimed at benefiting municipalities, local govern-
ments, and other non-territorial public entities with a total funding cap of mio. 200 EUR. This initiative is
supported by 50% funding from the European Investment Bank (EIB) and, compared to the standard of-
ferings from the CDP, it presents more favorable financial terms. Under this program, local entities can
request green loans ranging from 40,000 EUR to mio. 25 EUR for projects related to energy efficiency,
sustainable transport, and water infrastructure. Municipalities keen on availing this loan must fulfill spe-
cific reporting requirements. For projects in the realm of energy efficiency, they are required to furnish
pre- and post-intervention energy efficiency documentation. Additionally, each project funded through
the green loan is associated with an impact Key Performance Indicator (KPI). To meet this requirement,
local governments must provide an estimate of the energy savings anticipated post-intervention.

Another example is a mio. 55 EUR green loan for the Italian public company “BrianzAcque"” which man-
ages water services in the province of Monza and Brianza. It is partially owned by 55 member municipal-
ities. The loan was provided by the EIB for improving the efficiency of water infrastructure and wastewater
management between 2022 and 2025. It is the EIB's first green loan to the water sector and the project
is assessed in line with the Paris Agreement and the low-carbon targets of the EIB's Climate Bank
Roadmap.

5.4 Czechia

General regulations of municipal budgets

Though budgetary rules for local governments are not constitutional, regulations of municipal and re-
gional finance can be found at the national level. The Act on Budget Responsibility Rules 23/2017 regu-
lates general budgetary principles, such as the purpose of public finance at different tiers of governments,
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and general budgetary procedures. It further defines public budgets, governing bodies, monitoring and
reporting procedures, and debt regulation (Czech Fiscal Council, 2022)

Regulation of municipal debt

In the realm of municipal debt regulation in the Czech Republic, local governments face the obligation of
adhering to a scarcely enforced balanced budget mandate and are subject to a 60% debt-to-revenue ratio
as regulated in section 17 of the Act on budget responsibility, stemming from the country's adoption of
EU post-crisis fiscal regulations. The recommended limit for the share of external resources in the total
of assets should not exceed 25% and the current liquidity measured in the ratio of current liabilities to
current assets should not be more than 1 (Ministry of Finance, 2024). Despite the implementation of a
numerical debt rule and medium-term budgetary planning during the fiscal reform process between
2015 and 2017, the oversight and the enforcement of fiscal rules in the country are notably lenient
(Geildler et al., 2020).

Before 2017, central government constraints on local borrowing were indirect, primarily revolving around
the Ministry of Finance's approval of municipal bond issuance. There was no direct limitation on the credit
or borrowing volume for local units until the aforementioned period (Geil3ler et al. 2020, p. 47).

However, should a municipality surpass the stipulated debt threshold, corrective actions are mandated.
Should the debt of a local or regional authority at the balance-sheet date exceed 60% of its average annual
revenues over the last four budget years, the local or regional authority shall reduce it in the following
calendar year by at least 5% of the difference between the amount of its debt and 60% of its aver-age
revenues over the last four budget years. Failure to address the excess debt prompts the central govern-
ment to withhold a portion of shared tax revenue (Interview 1). This mechanism entails that the Minister
of Finance requires an explanation and improvement measures from any municipality exceeding a 30%
case ratio overrun within three months. The municipality must submit an audit report and a multi-annual
budget outlook. If the debt service ratio surpasses the limit in the subsequent year, the municipality is
placed on a list given to grant providers, influencing decisions on new grants (Geil3ler et al., 2020, p. 39,
47).

Monitoring and municipalities in financial distress

If municipalities exceed all three indicators of budgetary responsibility, they are considered municipalities
with a higher level of management risk (Ministry of Finance, 2024). The Ministry of Finance furthermore
reports on the compliance of local and regional governments each year, where statistics are pro-vided on
general share of compliant municipalities (Interview 2). However, there is no financial institution, which
oversees and approves local debts: In Czechia, local governments are autonomous in their financing de-
cisions (Interview 1).

Each year, municipalities are subject to an external audit, which can take place at any point of the budget
cycle (Interview 2). The regions audit municipalities annually, which is, however, not considered a full fi-
nancial audit. This audit is usually performed by public officials employed at the regional level and its re-
sults are reported to the ministry.

In instances of financial distress, Czech municipalities commonly resort to the involuntary sale of munic-
ipal property as a coping mechanism. Municipal bailouts, involving the takeover or guarantee of debts by
higher territorial administrative units, are infrequent occurrences (Geiller et al., 2020, p. 48). Municipali-
ties in financial distress, which do not comply with the mandated requirements, can face temporary with-
holding of their tax share (Interview 1). However, as of today, there are no reports on any instances of
withheld tax shares yet (Interview 2).
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Regulation of local fiscal autonomy

Local governments primarily rely on transfers, mostly earmarked and tied to specific tasks, and on taxes
as their crucial revenue sources. Due to the dominance of shared taxes over which they have little influ-
ence, local fiscal autonomy is limited. The local property tax is an exception, that provides some flexibility
by allowing adjustments to the tax rate to counter revenue fluctuations (Geif3ler et al., 2020, p. 39).

A significant portion of local revenue comes from shared taxes, including personal income tax, corporate
income tax, value-added tax, and income tax on the self-employed, all centrally collected and distributed.
State grants, local fees, and capital income also contribute to municipal and regional finances, with trans-
fers constituting a substantial share, particularly from the state budget and funds (Geif3ler et al., 2020, p.
41). Municipalities have the right to create their own fees, but they commonly do not sum up to a signifi-
cant level of the budget (Interview 2)

The municipal property tax exclusively contributes to municipal budgets. Municipalities have some dis-
cretion regarding its level, but rarely use their fiscal leeway due to intermunicipal competition (Interview
2). Grants and subsidies play a vital role in regional and municipal income, mostly earmarked for specific
purposes, covering a range of delegated tasks and self-government responsibilities (Geif3ler et al., 2020,
p. 41). However, earmarked grants are rarely accounted for in a separate budget, providing local govern-
ments with some autonomy regarding their spending (Interview 1).

Financing mix

In 2022, approximately two thirds of municipal revenue stemmed from tax sharing. An additional 20%
generally stems from transfers for delegated administrative tasks at the local level. This large proportion
of non-adjustable revenue demonstrated the limited municipal autonomy in fiscal issues. An additional
8% are made up of non-tax revenue, 3.48% of user charges, whilst only 2.82% stems from the adjustable
municipal property tax (Financing of Territorial Budgets Department, 2023). Another 1.72% stems from
local fees. Total municipal revenue has been steadily increasing from 261 billion CZK in 2013 to 449 bil-
lion CZKin 2022.

Only a very small percentage of municipal revenue, 0.6%, stems from short-term loans. While the public
debt at the local level in the Czech Republic is a minor fraction of general government debt, decreasing
from 9% in 2000 to 5% in 2016, financial management at the local level has generally been prudent. The
majority of municipal debt is concentrated in the four largest cities, posing minimal risk to the municipal
economic environment. The two indicators of financial distress only apply to a handful of municipalities
over alonger period of time, which implies that there is a relative financial sustainability in the vast majority
of Czech municipalities.

Whilst municipalities do not have institutional constraints in debt making beyond national regulations on
budgetary responsibility, there are no public banks that offer municipal loans (Financing of Territorial
Budgets Department, p.4). Municipalities therefore commonly borrow from private banks, and only 0.5%
of the entire banking system’s business in Czechia is determined by municipal lending (Financing of Ter-
ritorial Budgets Department, p.4-5). Municipal real estate also makes a huge difference in wealth of mu-
nicipalities (Interview 2).

Sustainable Finance and local public finance

Despite growing relevance of ESG finance through, for example,shared climate taxation there is no struc-
tural or institutional knowledge on sustainable finance for local governments in Czechia. Prague consti-
tutes a notable exception: Not only does it make use specifically of sustainable finance products to finance
its Sustainable Energy and Climate Action Plan of 2023 (SECAP), these products constitute green bonds
rather than traditional loans (Interreg Europe, 2022). The issuance was prepared and guided by interna-
tional peers in subnational climate finance, such as Malmo, Goteborg, and Munich (Interreg Europe,
2022). However, there is no evidence of a broader national effort for alternative financing methods. In-
stead, local debt making stays low and the expectation persists that transformational efforts align top
down rather than independently at the local level.
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5.5 France

General regulations of municipal budgets

The most general principles of French local government finance are part of the French constitution. Arti-
cle 72 constitutes their administrative and financial autonomy. The constitutional provision of financial
autonomy as well as the wider local financial framework is detailed out in the “Code général des collec-
tivités territoriales” (CGCT), which summarizes and organizes laws and regulations concerning territorial
administration. The current budget and accounting framework, particularly for local authorities, is called
M57 and is part of the Law 2022-2017 of 2022. It is mandatory for local governments with less than 3.500
inhabitants and obligatory for the rest.

Regulation of municipal debt

Local governments in France can debt-finance investment projects but must not take on debts for cov-
ering current expenditure (“golden rule”, Interview 1). However, it is possible to balance a deficit in the
operating budget with surplus money made free in the investment budget by taking on additional debt
for investment purposes (Interview 2). Local governments are not allowed to repay current debt with new
debt and the interest rate of any loan needs to be fixed for the entire repayment period.

Apart from that, there is no explicit debt limit for French local governments. They are free to take on as
much as they can shoulder. However, the strict requirement to repay debt with other revenues than debt
must be understood as an implicit limit since technically annual repayment cannot exceed revenues that
are not conditioned otherwise (e.g., for financing compulsory tasks) (Interview 2).

In terms of different types of debt, French local governments usually take on ordinary loans. However, in
recent years the number of (mostly larger) cities issuing bonds is rising (Interview 1). Local authorities are
free to choose the amount, the interest rate, and the organization they turn to for funding. Taking on loans
is not subject to budgetary control executed by higher levels of government (Vie Publique, 2024). One
long-standing organization in local government financing is the “Caisse de Déposts et Consignations
(CDC)". In 2013 - after the financial crisis - the “Agence France Locale" was created, an organization
fully-owned by the French local authorities and dedicated to their funding by distributing loans to the
members through pooled financing (OECD, 2016). Hence, it functions as loan intermediary between the
financial market and local governments. Apart from that, there is a well-functioning market for local gov-
ernment finance in France (Vie Publique, 2024).

Monitoring and municipalities in financial distress

In order to identify local governments in financial distress, there is an “alert network” executed by the
“Direction General de Finance Publiques (DGFP)" (Interview 2). The DGFP evaluates the fiscal state of
local governments with the help of four different ratios (like the ratio of debt over operating income).
Whenever the financial situation of a local government deteriorates, there will be internal consultations
with elected officials.

The “prefect”, who represents the central state on the level of the departments (“départements”) and the
local chamber of accounts monitor the regularity of local government budgets from the legal as well as
the financial perspective (Vie Publique, 2024). The procedure is codified in the CGCT. After the council
has voted a budget, the prefect checks whether the compliance with budgeting principles (the adoption
and transmission date, like the golden rule, etc.) has been respected (Interview 2; see also: L.2131, 1-6 of
the CGCT). In case a local government cannot balance its budget, it is the prefect’s task to step in, taking
power over the local government and implementing expenditure cuts. The prefect also summons the re-
gional chamber of accounts to issue a proposal addressing the problem. (Geif3ler et al. 2020).

French local budgets are not audited so far. However, based on the NOTRe law from 2015 there was an
experiment with 25 local governments, which ran a test of public account certification by 2023 (Vie
Publique, 2024). Following the results and due to the costs of certification, the French Senate suggested
to not make auditing obligatory for local governments. On a more general note, there is no bankruptcy
procedure for French local governments meaning they cannot go bankrupt (Interview 2).
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Regulation of local fiscal autonomy

The most relevant regulation of local government budgets is a strict balanced budget rule, imposed in
1982 by the Law No. 82-213 (Moysan, 2020). The regulation demands annual balances in the operational
and the investment budget (CGCT, L.1612-4), whereas a local government can balance deficits in the
operational budget with surpluses in the investment budget (Interview 1). Moreover, it is possible to use
the previous year's surpluses for budget balancing (Interview 2). One peculiarity of the French balanced
budget rule is the possibility to run ex post deficits during budget execution (Geifiler et al., 2020). They
must stay, however, below 5% of the current revenue (10% for small municipalities).

Only the central government is authorized to create new taxes (Art. 34 of Law 77-574, 1977) (Geiller et
al. 2020). However, there is the possibility for municipalities to set an additional rate on certain statewide
taxes - although these rights have been limited over the past decade. Currently, regions and departments
have no power to set tax rates. Hence, fiscal autonomy on the local level is decreasing. This is corrobo-
rated by the high shares of revenues stemming from the central government (Geil3ler et al. 2020). What
they still have is financial autonomy, meaning that they have sufficient money provided by higher-level
grants (Interview 2). In terms of expenditure autonomy, local governments are free to allocate their ex-
penditure according to local preferences (although some expenditure categories like religion are not al-
lowed). However, there is an ongoing discussion to control the evolution of local government spending.
As long as the budget remains in balance, local governments do not face capped expenditures.

Revenue and debt structure

In 2023, municipal revenues from local taxes and fees accounted for 64% of all revenues in the operational
budget (Collectivites Locales, 2024a). Transfers from the central state accounted for 19.2%. Municipali-
ties receive the largest part of the three main taxes grouped as “household taxes"” - including council and
property tax (Geiller et al. 2020). They also receive “taxes économiques” — which are taxes linked to the
local economic activity. Referring to financial autonomy (see above), French local governments enjoy a
state guarantee that they receive the tax receipts they have voted for in their budgets (Interview 2). If there
are unforeseen tax shortfalls, the central government provides the municipalities with the amount they
had expected. This leads to a stable revenue situation.

In terms of local level debts, municipalities, departments, and regions took on new loans of bin 16.5 EUR
(DGCL, 2023). In 2023, the total amount of outstanding debt of these three jurisdictional levels was at bn.
138 EUR of which municipalities held 51.6%, the departements 22,7% and the regions 25.7% (Collec-
tivites Locales, 2024b). The majority of local government debt consists of common bank loans (Interview
2). However, in 2021 there was also a considerable share of local financing via bonds (37%) — which can
be traced back to a small number of just 25 issuers. In other words, for the majority of French local gov-
ernments, financing via bonds is not relevant.

Sustainable Finance and local public finance

In France, the sustainable finance development in the local public sector is still under development (In-
terview 1). However, there are examples of green bond issuance on the local, especially on the regional
level (Interview 2). The French regions were the first who issued green bonds.For example, the central fle-
de France has issued a bond over mio. 500 EUR and the region Hauts-de-France has issued its first mio.
50 EUR green bond already in 2008 (la gazette, 2019 and 2023). The city of Paris has issued a green bond
in 2015. The French central government issued its first green bond in 2017. Since required volumes for
green bonds are quite high, smaller municipalities are more bound to loans offered by the banking sector.
One example for an ESG-linked loan comes from the bank “Credit Agricole”, which offers a local govern-
ment loan with more favorable conditions that are linked to the loan's relevance for sustainable develop-
ment (Interview 1).

5.6 Comparative Findings

In our first research question, we ask whether the existence of strict debt regulation in one of the sample
countries may be a theoretical obstacle to the local government usage of sustainable finance. Table 2
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summarizes the results on existing debt regulation. In each of the sample countries there exists a bal-
anced budget rule (BBR) for local governments with a relatively weak enforcement in Czechia. Local gov-
ernments in all countries except in Czechia are subject to a golden rule, meaning that long-term borrow-
ing is legally limited to investment spending. In terms of explicit debt limits, only Czechia has a very explicit
regulation. In three out of the four remaining countries, the level of debt is implicitly limited by binding the
stock of debt to the stock of fixed assets by forbidding over-indebtedness (Germany), by binding the debt
cost to current revenues (ltaly) or repayment to free revenues (France).

Table 2: Comparison of budget/debt regulation in sample countries.
BBR Golden Rule | Explicit debt limit| Implicit debt limit Choice of bank

Germany X X X X
Austria X X X

Italy X X X
Czechia X (weak X X

enforcement)
France X X X

The second research question asks whether there is significant evidence of local government usage of
Green Bonds or green/ESG-linked loans. Table three summarizes the results. In Germany, there are
some forerunner cities which have already issued a green bond (in the case of Minster even twice). The
Czech as well as the French capital have also already emitted a Green Bond. In France, several regions
have done the like. In terms of local government loans, there are examples of green local government
loans in Germany and Italy. Moreover, in France, there exists an ESG-linked local government loan.

Table 3: Usage of sustainable finance by the local government level.
Green Bond Green Loan ESG-linked loan
Germany Forerunner cities (Munich, One example
Hannover, Miinster, Cologne)
Austria
Italy One example
Czechia City of Prague
France City of Paris; Several Regions One example

In addition to the local government activity, also publicly-owned companies may issue green bonds. One
example is the Vienna public utilities company (Stadtwerke).

6. Discussion and Conclusion

The implications of debt regulation have been so far predominantly discussed against the background of
financial sustainability. Current debates around investment needs for social and ecological sustainability
beg the question of how public investments can be increased to achieve necessary infrastructural trans-
formations. Sustainable finance, along with exemptions from existing debt regulation have been dis-
cussed by previous literature (Scheller et al., 2023). Darvas and Wolff (2021), for example, discuss exemp-
tions from the debt rules as set in the supranational Maastricht criteria for green investment purposes
(green golden rule). Proponents of sustainable finance uphold that private capital must be directed to-
wards sustainable investment purposes both in the public and private sector. As the results of our case
studies show, current sustainable finance initiatives have hardly reached public institutions below the na-
tional level, although the EU fosters respective regulation on the supranational level. This research aligns
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with previous findings of limited public uptake of sustainable finance. Referring to our first research ques-
tion regarding the relevance of debt regulation for local government usage of sustainable finance, there
is no systematic relation in our case studies.

This is not say that the national debt regulations do not show great diversity in their written and practiced
form. Only Czechia has a numerical debt limit for their local governments, while in Germany, Italy, and
France there exist indirect limits. The golden rule can be found in every country except Czechia. Com-
pared to that, there are some but limited examples for the issuance of green bonds or the existence of
green/ESG-linked local government loans in all but one country. The exception is Austria. Hence, there is
no clear pattern that would indicate a limitated effect of debt regulation. Bonds were widely used in both
Czechia and Italy in the 1990s. Austrian municipalities experimented with foreign currency loans and in
Germany and France, local governments use bonds to a certain extent. Hence, the usage of less con-
servative means of finance is or has been common. Therefore, the limited enthusiasm towards means of
sustainable finance is supposed to have other reasons. Possible causes are the requirement of large vol-
umes when issuing green bonds, which is supported by the fact that within our sample of countries, only
larger cities or regions have opted for them. Another potential explanation for the reluctance of local gov-
ernments towards green bonds are the emission costs and related reporting requirements. In addition,
favorable interest rates for conservative borrowing in a situation of a negligible “greenium” may destroy
any incentive to experiment with sustainable finance. These potential causes would require further inves-
tigation.

Several conclusions emerge from this picture. Firstly, one could argue that in terms of borrowing prac-
tices, debt limits at best show an indirect effect on the products chosen by municipalities (which favor
conservative loans). Liquidity issues necessitate short-term loans like in Germany and Czechia, but the
noticeable reluctancy should be attributed to market factors rather than to regulation. Secondly, across
all sample countries, apart from Austria, a limited number of larger cities and - in the French case- re-
gions seem to be an exception to this finding. These forerunner cities and regions show to this date a
greater usage of bonds; the same also holds true for emergence of sustainable finance at the local level.
These juris-dictions have all issued green bonds in the absence of local level effort and coordination in
their respective countries. In the case of Prague, the issuance was even explicitly linked to an international
network of peer cities taking up forerunner roles in sustainable finance. This clear distinction across all
countries leads to the hypothesis that the size of cities and regions determines sustainable finance efforts,
as only larger local governments can provide the required volumes for green bonds. From this observa-
tion, it follows that the large number of local governments equally responsible for infrastructural transfor-
mations require different preconditions of market rather than regulatory nature.

These findings point towards the assumption that municipalities might be hesitant to fully take on the role
as agents of change by debt-financing infrastructure projects that are necessary for a socio-ecological
transformation. Instead, (small) municipalities might prefer waiting for regional and national government
resources to realise this transformation. Although this attitude is not principally wrong, other domains
such as crisis prevention have demonstrated that it can lead to adverse consequences and a lack of pre-
paredness at the local level (Herbert-Maul et al., 2022). Moreover, it is unclear whether large cities can
serve as a sufficient role model for their respective national context or will fail to generate traction. It
should be discussed further whether other actors than larger cities can take up these roles. As the country
case studies show, for example, development banks like the EIB can play a central role in approaching
smaller municipalities (EIB, 2023).

While current research sheds light on the landscape of sustainable local finance in Europe, several limi-
tations need to be acknowledged. Firstly, despite using a diverse-cases sampling method, these cases
are not representative in a statistical sense for the larger European landscape of municipal finance. Future
studies should conduct comprehensive cross-country comparisons to validate our initial findings. Fur-
thermore, the roles of country experts were not coded or evaluated with respect to their access to the
field. While this acknowledges diverse expertise equally, it does not account for their role in legislative or
market processes. Hence, additional research should ensure more balanced perspectives from the local
and national level, as well as from interest groups and administrations. Lastly, as the EU taxonomy is still
under development, the legislative framework in this study is temporally bound. The case studies point
towards early developments and actors that can play a role in the future of sustainable local finance, yet
much is to be determined regarding the relevance of sustainable finance at the local level.
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Annex

Table Al: List of interview partners

Country

Interview

Position

Date

Austria

Interview 1

Managing director at re-
search institute on public ad-
ministration

26.07.2023

Interview 2

Senior research associate in
sustainable finance at NGO

10.01.2024

Czechia

Interview 1

Assistant professor in eco-
nomics and public admin-
istration (university)

19.09.2023

Interview 2

Associate professor in eco-
nomics and business (univer-

sity)

30.11.2023

Italy

Interview 1

Research associate on com-
parative federalism (research
institute)

12.09.2023

Interview 2

Professor in business admin-
istration (university)

04.08.2023

France

Interview 1

Lending expert at platform
provider for municipal fi-
nance

23.03.2023

Interview 2

Research associate in public
management (university)

23.10.2023

Questionnaire: Exploratory Expert Interviews

Interviewer

Country

Interviewee Name
Position

Date

Length of interview

Interview location

Notes

Consent for interview was
givenon... by ...

Date: ...

..., signed
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Guiding Questions

[) Legal Framework:

14.1.

14.2.

14.6.

14.7.

14.8.

14.9.

In federal states, which level of government is responsible for formulating the legal framework
for municipal debt?

Which constitutional or statutory provisions are relevant to municipal financial and budgetary
management?

Constitutional provisions
Statutory provisions (federal or state level)
Any other relevant regulations

How much financial autonomy do municipalities have concerning revenue and expenditure?

To what extent can municipalities determine their own revenue (create taxes, set tax rates, etc.)?
To what extent can municipalities determine their own expenses? (What percentage of expenses
is tied to mandatory tasks?)

What is the financial mix of municipalities like?

What proportion of their revenue comes from taxes?
What proportion comes from user charges and/or fees for services?
What proportion comes from short-term and long-term loans?

To what extent and under what conditions are municipalities in your country allowed to take
on loans?

Are there specific purposes for which loans can be obtained?
Are there debt limits or debt brakes in place?
Is approval required for taking on debt?

Apart from traditional loans, do municipalities in your country incur debt through other
instruments like bonds?

Do financially distressed municipalities (i.e., officially acknowledged by the supervisory
institution as “municipalities under financial stress”) exist in your country? If yes, what are the
indicators and thresholds to identify these municipalities? What are the financially distressed
municipalities’ rights and obligations?

Is there a comprehensive coverage principle in municipal budgeting, or do municipal loans
serve to finance specific investments? Are there different earmarked municipal budgets?

Is there municipal supervision in your country? Which institutions oversee compliance with
budgetary regulations?

I) Characteristics and Operational Conditions of the Banking System:

15.1.

15.2.

15.3.

15.4.

15.5.

Which banks, both public and private, are involved in municipal lending in your country? Do
municipalities directly engage in the credit market?

Are there regional and national development banks?
What is the role of financial service providers/brokers in facilitating municipal loans?

What proportion of the entire banking system’s business in your country is determined by
municipal lending (e.g., percentage share of municipal lending in all lending)?

Are there any other significant stakeholders involved in municipal financing?
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15.6. To what extent are public entities such as municipalities subject to ESG-linked or other
ratings? What is the significance of such ratings for loan approval?
1) Sustainable Finance, ESG Reporting Obligations, and Taxonomy in Municipal Lending:

16.1. Does your country have experience with "Green Bonds" and other "green financing
instruments" in municipal financing?

16.2.  Doindividual cities issue such bonds, or is it mainly done by regional banks?

16.3.a) To what extent do ESG criteria already play a role in municipal lending in your country? Are
there any particular focus areas?

16.3.b) Are there any assessments/opinions regarding the potential impact of the EU Taxonomy on
municipal lending (e.g., through the Green Asset Ratio)?

16.4. a) Are there existing reporting obligations for municipalities when applying for (green) loans?
16.4.b) Ifyes, are there discussions about standardizing such reporting requirements?
16.5.  Are there (digital) tools available for local governments to demonstrate ESG compliance?

16.6. Isthere any academic or professional discourse on this topic?

IV) Contacts for Possible Further Interviews:
17.1.  What are the relevant research institutions in your country concerning "Municipal Finance"?
17.2.  Arethere any major associations or federations involved in municipal finance?

17.3.  Who would be suitable for further interviews on this topic?
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