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Preface

In recent decades, the role of governments across the world has dramatically
changed. Developments and changes in the social sphere have led to changes in
social needs. Accordingly, problems and solutions are also changing. The Industrial
Revolution that took place in the eighteenth century had an important effect not
only in the economic field but also on social structure. Because of these effects, the
perception of social problems has changed and the social expectations from the
states have increased.

Government administrations from ancient times to the present day have needed
continuous financing and have provided this funding from various sources. The
process of social development required public borrowing for different purposes
ranging from creating a consumer society to selling the surplus of developed coun-
tries to post-war human relations and from the financing of developing countries
to the payment of debt. In the modern state perspective, the needs still constantly
increase and therefore the state has to spend more to meet these needs.

In this study, the process of change and transformation on welfare states and social
policies on a global scale is examined conceptually and historically. The study

aims to contribute to the literature by including past and present findings as well

as assumptions about the future. This study, which also focuses on the political,
economic and social impacts and current reflections of borrowing in the context of
public debt theory, emphasizes the transformation in the external debt structure

in the globalization process. In another aspect of public economics and finance,
this study also evaluates the contributions of new budgetary approaches classified
as: (1) environment-friendly budgetary approach, (2) citizen-centered budgetary
approach, (3) citizen’s budget approach, (4) participatory budget approach, and (5)
gender-responsive budgeting approach.

Bernur Agikgoz

Izmir Katip Celebi University,
Department of Economics,
Turkey
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Chapter1
Social Policy and the Welfare State

Esva Dundar Aravacik

Abstract

The developments and changes in the social life have led to change in the social
needs. Therefore, problems and their solutions also change. The industrial revolu-
tion which realized in the eighteenth century had some important impacts not
only on the economic life but also on social structure. It was aimed to solve social
problems and ensure prosperity through social policies, which is a multidisciplinary
field, and consequently, the concept of welfare state emerged. The states, which
had liberal concerns and traditional protection functions and reached a powerful
position with their internationalist approaches, underwent a transformation period
because of the economic and social developments which took place in the last quar-
ter of the twentieth century. It has been subject of criticism that states increased the
social expenses to satisfy the social needs and therefore caused an economic crisis
in this period when the effects of globalization were discussed. In this study, the
change and transformation process in the welfare states and their social policies at
the global scale will be handled conceptually and from the historical development
perspective. Making determinations about the past and present, as well as having
assumptions for future, this study aims to contribute to literature.

Keywords: social policy, welfare state, globalization, welfare, social welfare

1. Introduction

Social policy is an inclusive disciplinary, which means to provide solutions to
address needs of social life. Social problems change based on economic and environ-
mental factors. These changes also differ based on social structure and state policies.

The historical background of social policies is in parallel with important events
in the human history. An important cornerstone in the world history, industrial
revolution, is an economic revolution on one side, but it increased the social prob-
lems on the other side. From industrial perspective, societies can be regarded as
preindustrial society, industrial society, and postindustrial society. It is also possible
to say that social policies that provided solutions to social problems also changed
based on the conditions of the period.

It is seen that traditional methods were used to satisfy social needs, and the
groups in need of protection were tried to be protected through social aid and
services in the preindustrial period.

The period which began with the industrial revolution caused varied social
problems as from the second half of eighteenth century. Seeking solutions to
address the poverty and social imbalance, which were caused by the industrializa-
tion, social policy tried to make balance between economy and social policies. The
migrations to industrialized regions with the impact of industrialization caused
new professions, negative life and work conditions, and poverty. In the face of this
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change in the demographic structure, states adopted the liberal economic under-
standing as a solution. Free market economy that emerged as a result of concerns
that state interventions would damage economic and social balances helped a part
of society to have welfare but caused workers who constituted the majority of soci-
ety to impoverish. Liberal economy understanding’s failure to ensure social welfare
resulted in criticisms and the rise of neoliberal approaches.

The fact that liberal state understanding’s limited approach caused nega-
tive results on social policies led adopting a more interventionist and regulating
state model. Because social expectations that the state should meet social needs
increased, the state got a new character to solve social problems. Affected by the
wars which broke out in the first half of twentieth century and 1929 economic
crisis, the concept of state changed in favor of social policies. With Keynesian
economic approach, it paved the way for more inclusive interventions and adopted
“welfare state” approach. However, also affected by globalization, the intervention-
ist approach of welfare state to ensure economic and social welfare failed to ensure
economic growth, and the position of state was discussed again.

In this new period, where the increase of social expenditures and taxes was per-
ceived as a threat, it was suggested that the social responsibilities of the state should
be reduced. The crises beginning in 1970s and the problems which increased with
the effect of globalization led to a transformation in the welfare state. The crisis
of welfare state and the constantly increasing discussion about the role of state to
determine social policies caused states to plunge into new quests.

Although the quests for the welfare state of Golden Age were different, it is
possible to say that the basic attitudes were neoliberal attitudes like increasing
the effectiveness of local administrations, leaving ensuring welfare ton on profit
organizations, and leaving social services to private sector. Therefore, the Welfare
State mode that emerged with industrial revolution was restructured with the
“Information Age” and globalization which emerged in the last quarter of twentieth
century. In this period, social policies are determined by civil society, international,
and supranational organizations instead of traditional means, and social policy
understanding turns into new forms.

In spite of all criticisms, welfare state still regulates and implements social
policies today. Exposed to some transformations and to some extent replaced by
neoliberal policies as a result of changes caused by the globalization and informa-
tion age, the welfare state is predicted to continue its existence in new forms and
remains as an important power to regulate social policies in future.

In this study which has been made under the light of this information and
predictions, first of all, the conceptual foundations, targets, and means of social
policy will be explained with the factors which paved the way for its emergence in
the historical process. After that, the concept of welfare state and the effects and
events, which paved the way for its emergence, will be handled in the historical
process. Welfare state crisis and globalization will be explained under different
headings and determinations, and predictions will be made about today and future,
discussing their impact on the social policy.

2. The subject of social policy

Social policy is referred to as “social policy” in Continental Europe, but it is
referred to as “social welfare policy” in the North American literature. Some authors
argue that these two concepts have the same meaning but some others argue that
social policy is a frame concept which encompasses various policies, including
social welfare policy [1].

1
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Differences regarding the definition of social policy also arise from periodic con-
ditions. To Wagner, social policy means the measurements taken by state to protect
workers, while to Kessler, it means the movements and struggles of social class and
state’s attitude against this struggle. To Lauber, social policy is a set of measure-
ments taken at national level in order to change and regulate the financial and
cultural life conditions in a definite period of time. Albrech defines social policy as
all measures and institutions that are taken to protect the part of society which is in
need of economic protection and to ensure social security and peace [2]. Marshall
defines social policy as a set of policies developed by state to ensure welfare in order
that it obtains service and income. Hagenbuch asserts that social policy is an effort
to make sure that individuals have minimum standards and opportunities.

In narrow sense, social policy is an attitude to address the disputes, imbalances,
and conflict of interests between employers and employees and to ensure harmony
between classes in capitalist systems [3-5]. In narrow sense, the aim of social poli-
cies is to find solutions for the problems emerging in industrials societies. From this
perspective, it serves ensuring the social justice for ending the social inequalities
that have been caused by the industrial revolution in social policy. In narrow sense,
it represents the policies for making a balance between labor and capital because
it encompasses only problems of worker and labor classes [6]. These policies also
include the provision of social justice.

In narrow sense, political policy approaches the working life as the basic element
that can explain the society. In this context, it also deals with issues such as wages,
working conditions, trade unionism, and collective bargaining [7].

In a broad sense, the concept of social policy means comprehensive practices
which address not only the problems and needs of working class but also those of
the other segments of society [8]. With a definition from this perspective, it is pos-
sible to say social policy discipline addresses the problems of urbanization, environ-
ment, health, and education and those of all segments of society such as workers,
the disabled, the elders, children, and immigrants. In a board sense, social policy
emerged together with the concept of welfare state after World War II. Therefore,
social policy includes health services, social security, city, environment, and strug-
gling against unemployment and poverty that affect social welfare. In a broad sense,
the final target of all these practices is to ensure social peace, social justice, and
equality between different groups [9].

Social policy is determined on the basis of redistribution. The regulatory and
distributive view of policies serves to ensure that everyone living in society has
social freedoms and equal opportunities [10]. Ensuring the welfare of each individ-
ual is the main objective of the state and other organizations that are social policy
practitioners.

The members of society have such needs as education, social security, health ser-
vices, and housing. Social policy aims to ensure the welfare of individuals through
legislative regulations. Because social policy is affected by social developments,
it changes based on the needs of individuals. State makes new regulations based
on needs. It is possible to make separate regulations for those who are in need of
protection from social policy perspective for children and youth, for the disabled,
for families with low income, and for the elders.

The factors which affect and determine social policy are not only the needs of
society and individuals but also are ideological movements, crime rates, unem-
ployment, media, politics, industrial groups, and violence, such economic factors
as debit and recession and the nature of welfare state (social democratic, liberal,
etc.) [11].

Social policy can be defined as an area consisting of decisions taken with the
participation of many individuals and parties, which is put in force after the state
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determines its basis [12]. There is a mutual interaction between social policy and
economic policies [3]. Thus, the development of a country is not possible only
through economic growth but also by achieving a fair and balanced growth to solve
social problems. From this perspective, the problems in economy and those in social
policy need to be handled together.

2.1 Principles and concepts of social policy

To achieve its goals, social policy needs to have some principles regarding the
policies it will determine.

The social policy, which is put in force by the state and other institutions, affects
the welfare of society directly. A state’s regulations regarding welfare need to be
determined by analyzing its social policies. The subjects and basic principles related
with social policies are social needs and social problems, equal rights and social
justice, efficiency, equity and choice, altruism, reciprocity and obligation, and
division, difference, and exclusion [13].

Welfare state should provide some rights to the people. These are elaborated
below.

* Equality: Achieving equality underlies social policies. Resources need to be
distributed fairly in order to achieve equality. Equality has different types:
equal outcome, equal opportunity, or equal treatment.

* Equal opportunity: It means that equal groups should be treated equally.
Equal opportunity needs to be given to people regardless of their sex or group.
Moreover, all people must have the same opportunities in educational system
or in the labor market.

* Need: Basic needs are food, caring, and housing. Needs are not limited, and it
is not certain which needs should be covered by states.

* Freedom and rights: There are different types of rights. Civil rights mean the
absence of arbitrary arrest and detention but having freedom to discuss any
opinion. Social rights mean social welfare and social security, right to educa-
tion. Political rights include voting and joining political parties and freedom to
explain opinion in a democratic way.

All of these rights are provided by welfare state. The individuals who live in
society are bound to state through the bond of citizenship. He/she has the right to
request the state to which he/she is a citizen to make policies which pave the way
to provide him/her the rights he/she has. From this perspective, the citizenship
concept plays an important role in determining the state’s obligations and rights of
individuals as a part of social policies.

The main goal of social policies is to ensure that everyone in society lives in
harmony, afar from conflicts. Thus, the target is to ensure social justice, social
development, social balance, social integration, and social peace [7].

* Thanks to social justice, everyone in society will have equal rights in the
face of equal risks. In this way, the inequalities and differences caused by the
economic chances are eliminated. All the policies that ensure that everyone has
fair opportunities with regard to income, taxes, wages, education, and social
security contribute to the development of social justice.
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* Ensuring the social balance is possible if everyone in society lives in harmony
and balance. Therefore, social differences need to be reduced. Especially the
differences and inequalities, with regard to opportunities, of the individuals
living in different regions cause this balance and harmony to deteriorate. It is
one of the main objectives of social policy practitioners to eliminate the dif-
ferences regarding the development level and to ensure that everyone benefits
from the same social services.

* Social peace is ensured through policies aimed at eliminating the factors that
lead to the deterioration of the balance within the social structure. Especially
in the capitalist system, the social differences created by the free market can
hinder solidarity throughout the society. For the creation of a society domi-
nated by harmony and reconciliation, policies should be implemented in order
to eliminate the negative effects on the psychology of society.

* Social integration refers to the minimization of political and economic factors
that negatively affect unity and solidarity in society. Education, culture, and
moral values are issues that affect social resolution in this sense.

* Achieving the goal of social democracy, it is possible to protect the fundamen-
tal rights and freedoms of individuals in democratic order with the legal order
in the framework of democratic freedoms. The goal of democracy must be
achieved in order to protect the individuals’ rights to work and participate.

2.2 History of social policy

The social policy, which is considered to have emerged as a result of the
economic and social developments in the nineteenth century, started to become
meaningful with the industrial revolution. As a result of the change in economic
relations with the industrial revolution, social changes became inevitable. With the
industrial revolution, increased production gave rise to the need for more labor. The
dominance of capital owners on the labor market increased even further through
the liberalization of trade.

In a period when the liberal market economy approach (Laissez-faire) was
adopted, the dominant opinion was that government interventions would
negatively affect the free market [14]. The belief that a market created without
intervention would enrich the people, on the one hand, ensured the enrichment
of the owners of capital and, on the other hand, caused the labor sector to become
poor. The poverty faced by children and women hurts humanitarian feelings [15].
Increasing poverty during this period when no intervention was made to workers’
wages and working conditions caused the social problems to increase and thus the
rapid development of social policies.

As a result of liberal approach in the economy, two opposing sections have
emerged in society: the bourgeois class who are the capital owners and working
class who are the labor holders. The reduced of wages, poor working conditions,
and long working hours have led to social problems in the labor class and to class
conflicts. In the nineteenth century, social policies were applied to solve the social
problems created by the liberal economy understanding of the state. Providing
social peace and justice through the intervention of the state in the working life,
working relations, and wages is inevitable.

With the social reform movements that began in England and Canada between
1880 and 1920, social policies turned into a descriptive approach from the
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prohibitive approach [1]. In this approach, the state was criticized that its role in the
work life was limited and rigid, and it was suggested that the state should regulate
social conditions in order to eliminate the negativities in the work life. In this period,
there was an opinion that the role of the state in social policies should increase, in
the capitalist developed countries, such as France, Germany, and the USA.
Consequently, the emergence of social policy in the modern sense is attributed
to social conditions created by French Revolution in intellectual-political sphere
and those created by industrial revolution in the social and economic spheres [16].
After World War II, liberal economic approaches in developed countries were
abandoned, and Keynesian policy approach was adopted with the belief that the
state should intervene in social policies. Another important factor in the adop-
tion of this approach is the 1929 economic crisis and its negative consequences.
After the industrial revolution, the scope of social policies expanded, and not only
the problems of labor sector but also those of the whole society were addressed.
All of the issues such as health services, elderly and child care, struggle against
unemployment and poverty, participation of women in working life, protection
of the environment, and gender discrimination became issues for which the state
struggled under social policy.

3. Toward welfare state

The concept of welfare state emerged in 1930s and 1940s. Unlike the concept of
state which was adopted during World War II and which aimed for providing suf-
ficient money to cover the need of army in far, welfare state aims at providing social
policy, health services and thus providing social needs [17].

Welfare state concept gains different aspects in different countries according to
their cultural, social, political, and economic legacies and historical developments.
Welfare state aims at providing welfare of the individual citizens. According to the
demands of labor market and civil society, welfare state intervenes in the economy.

Although there are many definitions about the welfare state, Asa Brigg defines it
as follows: “It is a kind of state in which consciously organized public power is used
to reduce the role of market forces.” It is accepted within the scope of the role of the
welfare state to provide a minimum income guarantee to individuals and families,
to facilitate the prevention of certain social risks, and to offer good living conditions
to individuals in society through social welfare [18].

Another definition of the welfare state is that “it is a contemporary state under-
standing that undertakes the duty to ensure a fair income distribution, protect
the groups and classes in need of protection, direct the social security practices
and employment policies, practice the politicize to meet the basic requirements of
society such as education, health, and housing and takes measures for regulating
the working life, thanks to the tax and wage policies it follows” [19].

3.1 History of welfare state

The difficulties were faced with regard to making definition of the welfare state
and justifying its historical development. As mentioned above, each and every state
has a different national social security system, a different social structure, and thus,
different needs. Moreover, welfare state determines the policies that are required by
the economic, social, and cultural conditions and put in force the legislative regula-
tions accordingly.

The development process of welfare state can be handled by categorizing in
three periods. The first period was between 1870 and 1913, in other words from the
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late seventeenth century when the industrial revolution took place to early nine-
teenth century. The next period was the time between World War I and World War
IT and the time period between 1950 and 1973 when is referred to as the “Golden
Age of Welfare States.” Welfare state changed with the economic crises which real-
ized after 1973. This period is referred to as “Welfare State Crisis” and refers to the
period up today.

The emergence of welfare state dates back to 1601, when Poor Laws were put in
force in UK. In this period, most of men were recruited for war. When they turned
back home, they lived the rest of their life without any social security or protec-
tion but under risks. 1601 Poor Law was the first legislative initiative to protect the
elders, patients, and wounded people in the society. However, this legislative regula-
tion was not sufficient because the rest of society was also in need of protection.
Another legislative regulation was made in 1834 as a result of economic and social
pressure and because of the developments at the time. This is the beginning of the
stigmatizing effects of social policy. In the following periods, the effects of Adam
Smith’s free market economy started to change the state policies and legislative
regulations not only in UK but also in other countries.

Welfare state really emerged after World War II. Along World War I, all coun-
tries spent all of their resources for war. After World War I, it was understood that
John Maynard Keynes approach was not sufficient for creating job opportunities
and reviving public economy. After the war, it was believed that a second war could
be prevented by means of creating job opportunities and providing new working
and life standards.

With 1942 Social Security report (Social Insurance and Allied Services),
Lord William Beveridge aimed at creating a health system, providing minimum
income and decreasing employment rates. After the war, Beveridge’s opinions
were evaluated together with Keynes approach for creating a national welfare
for UK [20]. Distrustfulness of liberalism urged countries for plunging into new
quests.

States faced new social risks between 1870 and 1913. These risks were increase of
aging population, pension payments, diseases, occupational diseases, and accidents.
In 1880s, Bismarck made some efforts in order to provide social security. Reform
efforts made by Bismarck aimed at providing a protection through social security
against the risks of industrial revolution, low income, and population movements.
The long working hours and heavy working conditions increased poverty and
socialist movements. With these developments, the regulations covering disease
insurance in 1883, work accident insurance in 1884, and old-age and disability
insurance in 1889 were put in force.

Bismarck’s reform movement aimed at establishing a system not only under the
state but also with support of employers and employees. According to this, the sys-
tem had three dimensions: employer’s responsibilities, individual investments, and
private insurance. This system also accepted the intervention by state. Therefore, it
possible to say that the economic and political structures and, consequently, social
policies of other countries started the change after Bismarck’s reform.

Following Bismarck’s reform, many legislative regulations were put in force for
the diseases and injuries caused by industrialization. No similar regulations and
rules had been put in force in Western European Countries until 1913.

Because of industrialization, the changes in social demographic structure, and
increasing pressures in nineteenth century in European states, the realization of
welfare state gained speed. Public sector and economy had a rapid development
in China, Brazil, and Russia. Between 1950 and 1973, when it is known as the
golden age of welfare state, the intervention of state gradually increased with
the Keynesian approach which was adopted for solving the problems caused by the
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free market economy. However, Keynesian policies caused states to go into crises
after 1970s. High tax rates, increasing public expenditures, and states’ intervening
markets were cited as the reasons for the crisis. In this period, when the proportion
of social expenditures to public expenditures was gradually increasing, old-age,
motherhood, injury, and death insurances were accepted in many countries. In
addition, unemployment insurance and family aids were also regulated in more
developed countries [21].

The welfare state has been undergoing a transformation since 1975. The state
intervention which increased with 1929 economic crisis was replaced with a system
in which the state shrined after the oil crisis between 1973 and 1979. In this period,
states adopted the opinion that states should be less interventionist with regard to
making economic and social policies. It is observed that the budget deficit which
was caused by the pressure of social expenditures increased in this period when
unemployment became chronic, inflation rate increased, and economic growth
decreased especially in Western European countries.

Neoliberal approach which emerged in this period was adopted as a new form of
liberalism, a result of solution seeking against Keynesian policies [22]. As a result
of fierce competition caused by economic crises, a new period started in late 1970s,
and in that period, Keynesian welfare state went through a crisis.

With globalization, welfare state that had stability in economic growth as well
as good work conditions and price offers ended, and a new period in which nation
states had less authority started. These developments which also affected social
policies led to adoption of neoliberal approach for decreasing social expendi-
tures. States started restructuring and new reforms in order to re-start economic
growth. In the last 20 years, many countries have made regulations to decrease
social expenditures. Yet again, in many countries, public expenditures have not
decreased, instead, they have increased. The reasons of this condition are not only
economic reasons and developments but also the reasons caused by the change of
demographic structure like aging population and the changing family structure. As
mentioned above, economic policies and social policies have mutual interactions.

It is obvious that the changes in economic policies also affect social policies, and no
one is independent of the other.

On the other hand, the economic condition of welfare state is not only related
with individual behaviors but also related with social security system to be accepted
for labor market and social welfare. The contradiction between labor market and
state intervention has yet to be solved [17].

Welfare state continues to develop. State still plays an important role in deter-
mining social policies. It is possible to say that not only economic indicators but also
the changes taking place in demographic and social structure play role in determin-
ing the policies of welfare state.

The welfare state aims at redistributing income and thus plays an intervention-
ist and regulatory role. It takes measures to eliminate negativity in working life. It
determines the minimum wage, undertakes social security and welfare services,
and intervenes by taxes and other expenditures to eliminate injustices in income
distribution [23, 24].

The welfare state is expressed as the deepened and extension of the classic
protective state [25]. The welfare state, whose last stage reached has been by the
modern state, is no longer a “spectator state,” but it is a “player state” [19].

All of the definitions regarding welfare state include the mentality to protect
those who have poor economic and social conditions. This protection can be done
through social policies. Therefore, welfare state’s intervention for the sake of elimi-
nating the negative conditions, which is required to be done by the welfare state and
achieve the goals of social policies, is appropriate and required.

10
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Although the duties and scope of each welfare state change based on each coun-
try’s social, cultural, economic and demographic conditions; basically, they include
ensuring the protection of children, the disabled, families, the elders and women,
creating jobs, providing education and vocational training, struggling against
poverty and low income, and improving the working conditions.

Considering the practices of the welfare state, various distinctions have been
made on the basis of services and expenditures to ensure social welfare. The most
important study about this issue has been made by Gosta Esping-Andersen. Esping-
Andersen classifies welfare state systems as follows:

* Liberal welfare model which is practiced by USA and UK

* Conservative and Continental Europe model which is practiced by Germany,
France, and Belgium

* Social Democratic Scandivian Model which is practiced by Sweden and
Denmark [26, 27].

The welfare state, emerging as a response to the search for solutions to address
the inequalities and negativities created by the industrial revolution, is a new form
of the liberal state. Because the liberal approach threatening social interests due to
the fact that capital and markets were not interfered and the socialist approach that
kept the interests of the working class at the highest level were not sufficient to meet
the social needs, the welfare state emerged as a system to overcome the problems of
both of these systems.

Regarding the welfare state, it is possible to make the following determinations
regarding the period until the beginning of the process of globalization and neolib-
eralism [28].

* The residual approach evolved and replaced by with an institutional approach.

* Demanding social welfare has turned into a human right arising from being a
citizen.

* While it was an understanding of service to meet the needs of only poor, it has
turned into universal service to meet the needs of the whole society.

o Itleft from a limited welfare budge to large welfare expenditures.

* The understanding that such problems as poverty and unemployment are not
because of the mistakes done by individuals but because of inadequacy of the
state and its institutions.

* Making efforts to take responsibility for providing social welfare has shifted
from volunteer individuals and institutions to public institutions.

The economic crises experienced after the 1970s caused problems and criticized
the Keynesian welfare state. Budget deficit was one of the problems that were faced
due to the increase in unemployment, the decrease in economic growth, and the
increase in retirement age and health expenditures due to the aging of the popula-
tion. The criticism and debate about the welfare state are that all the negative,
economic, social, and political problems are caused by the social policy practices of
the welfare state.
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Long-term consideration of demographic changes and the impact of globaliza-
tion on the welfare state have opened new avenues for debate and discussion about
the welfare state’s future development [17]. The important point is providing people
welfare for the welfare states.

Criticisms about the welfare state are:

* Poverty and unemployment rates have not been reduced, and social welfare
policies have not been successful

* The opportunities provided for welfare cause negative effects on family struc-
ture, increase divorce rates, and deteriorate moral values

* It has increased the taxes put on income and capital
* Social expenditures have increased [28, 29].

Welfare states have begun to develop new policies and restructure due to the
problems that constitute the source of criticisms of social policy. Although it is
claimed that the welfare state has a tendency to go back due to economic and finan-
cial pressures, it is possible to say that the welfare state continues to make efforts to
adapt with the new conditions.

3.2 Globalization

The transformations which have taken place in social policy and welfare state
can be explained under the shade of globalization. In 1998s and 1990s, privatiza-
tion and marketization had an impact for some of conservative governments. The
governments had more liberal approach to civil society and economy policy.

Globalization reveals a free market economy, liberal democracy, and cultural
differences in the process leading to a holistic world economy [30]. Globalization
process gained momentum after 1980. In this process which was based on economic
liberalization, the neoliberal model became dominant and the idea that state should
abandon its active role in social policies was adopted. In some developed countries,
which had been practicing the neoliberal model, social policy implementations
began to lose their importance, and they were completely neglected in less devel-
oped countries.

The effects of globalization became more evident at the end of the twentieth
century, and the welfare state had less intrusive character with regard to taking
measures for social protection due to the pressure caused by social expenditures and
increased taxes. With the adoption of the dominant view that social expenditures
hampered economic growth, the shrinking of welfare states and reduction of its role
on social policies gained momentum. Due to the increasing competition between
the welfare states, poverty and unemployment have increased, and injustices have
emerged in the distribution of income [21].

The narrowing of social welfare state practices in the process of globalization
caused social rights to be restricted. Liberal understanding limits the state’s duties
with the provision of security, justice, and infrastructure. State shrinks through
liberalization. The possibility of the deterioration of the balance between capital
and labor, which was tried to be established after the industrial revolution, threat-
ens those who are in need of social protection. The increasing unemployment rate is
one of the most important threats.

In the process of globalization, contrary to their liberal philosophy, the states
that turned into neoliberal models needed to further develop their social policy
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practices. Developments show that, contrary to expectations, the model adopted in
the process of globalization deepens the problems of social policies further.

The impacts of globalization on the welfare state model and social policies are
evaluated from four different perspectives, which are:

* According to Mishra; globalization eliminates the independence of nation
states. Economic growth is the sole target. International wage inequality and
poverty increase due to economic pressures, and social protection is weaken-
ing. Welfare of nation states decreases with neoliberal policies [31].

* According to Pierson, globalization alone is not the reason for the reduction of
the power of welfare states. As an external power, globalization may require
renewal in the structuring of states, but this restructuring should not be a
reduction of social policies. In this process, states should also take into account
the internal effects such as demographic, migration, and social developments
and decide on the restructuring process accordingly [32].

* According to Esping-Anderson, nation states should prefer more balanced
practices on the axis of globalization. Nation states with strong economic and
political structures should prefer the most harmonious practices for their own
future while guiding globalization [27].

* According to Rieger and Leibfried, globalization emerged as a result of efforts
of the nation states to reduce the negative effects of war with the liberal
model. The economies of nation states are independent of the global economy;
therefore, the restructuring process and the establishment of relevant policies
should be evaluated in this respect [33].

The causes of the crisis of the welfare state in developed countries are globaliza-
tion which is an external factor and internal variables which are related to the social
structures of states. One of these reasons is the demographic structure, which has
changed because of the aging population, prolongation of life, and decreasing
birth rates. In addition, family structure has changed, divorces have increased,
public expenditures, pension and health expenditures, and taxes have increased,
and economic growth has declined. The competitive power of the countries in the
international arena has decreased due to the increase in the expenditures of the
welfare state to ensure social welfare. Having been in search of providing solution
for the elimination of the financial pressures caused by the expenditures related to
increased welfare, the welfare states have entered into a restructuring process.

In the restructuring and surviving process, the financial pressure was tried to be
eased through the privatization of the pension system, raising the retirement age,
increasing the premiums, and reducing the financial pressure.

With the shrinkage in the welfare state, the provision of welfare services has also
changed. The service provision which had been performed by the state has been
given through local administrations at local level, and it has been left to the non-
profit organization, which means it has been “privatized” [28].

4. Future of the welfare state and social policy
It seems hard to foresee the future state of welfare state clearly because of vari-

ables. Welfare state changes based on social, economic, cultural, and demographic
structures of states. It does not seem possible to provide financing of welfare
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statement with traditional methods. Especially 2008 financial crisis, welfare state
had a view that a system in which the main player is the state is not sufficient for
economic growth. The increasing unemployment is an obstacle for the welfare state
growth. Moreover, the population of many states is getting older, and the demo-
graphic structure is changing. Labor markets need to be supported, new jobs need
to be created, and employment needs to be increased. Therefore, states determined
their policies. Public expenditures are increasing due to increasing pension pay-
ments with the aging population.

The expectations that welfare state provides welfare are increasing more and
more. The approaches for providing welfare are different. Some states adopt
liberal approaches, some states adopt corporatist and some others adopt universal
approaches. In recent years, the belief that economic policies are not sufficient for
achieving a welfare state but that welfare state needs to be achieved through social
policies has been increasing.

Although many arguments have been raised in discussions on the future of
the welfare state, it is possible to say that the rightist and leftist views are more
dominant.

* The rightists argue that the welfare state can overcome the crisis only by shift-
ing to neoliberal policies. They also argue that the obligatory change that took
place in the industrial revolution is also valid for the Information Age which
emerged in the last quarter of the twentieth century and that social policies
need to be developed by the supranational organizations after the change of
welfare state.

* For the leftists, they argue that welfare states have the ability to adapt them-
selves changing conditions; and therefore, they can overcome the crisis through
reforms and restructuring. It is suggested that the neo-Keynesian approaches
should be adopted instead of the neoliberal approach in the reform process.

As an alternative to these views, neoliberals and conservatives have made new
initiatives under the name of “New Right,” and social democrats and social liberals
have made new initiatives under the name “The Third Way” [21].

Furthermore, the legitimacy of the welfare state was questioned by both The
New Right and The New Left. The New Left criticized the state’s role was too weak
compared to the markets, and a reformulation of the state’s role in societal develop-
ment was needed. The New Right is focused on the role of bureaucracy and pres-
sure groups. According to their opinion, society’s welfare is more important than
bureaucracy and pressure groups’ interests [17].

The globalization, which has been cited as a reason for the transformation of
the welfare state and social policies, increases its influence with the participation
of international organizations such as World Bank, World Health Organization,
and International Monetary Fund [13, 34, 35]. Nation states should implement
policies in economic and social spheres not based on external processes but based
on internal dynamics. As stated above, although they have similar features, each
country has different applications for social protection. Here, the main important
thing is to determine the impacts of change on demographic and cultural structures
of the countries and make intervention properly. In summary, it is the choice of
national political authorities to present the effects of globalization as the only
reason for their national policies. Instead of this perspective, it would be a more
realistic approach to try to benefit from the positive impacts of globalization for
reducing problems at the national level. By this way, it would be possible to develop
more effective tools to prevent the increasing social problems.
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Welfare states are still developing. States are in search for better work and life
conditions. They want to have social security systems which cover all social risks.
From this perspective, it is possible to say that there is not a real crisis in welfare
states, but there are efforts to remove obstacles before the economic growth.

Welfare states need to make regulations to decrease unemployment rates, taxes,
and public expenditures because of the decline in economic growth [17]. There
seems to be a tendency for narrowing in social policies because the proportion of
social expenditures in public expenditures is high.

Reform initiatives to reduce the welfare crises in the welfare states have led
to giving more importance to “active social protection” understanding in social
policy implementations [36]. These practices, which were put into practice in 1990s
and which aimed to be active in the labor market, were based on regulations that
encourage working and restricting passive expenditures. In order to reduce the pas-
sive expenditures, the period of benefiting from social benefits was shortened, and
their conditions were made difficult. When the impact of the reform implementa-
tions on social expenditures is evaluated, it is seen that poverty of children has
increased and the works for giving family aids and providing vocation education
have been insufficient. It is obvious that retirement age and health expenditures
will continue to increase due to the aging population. It is possible to say that the
increase of passive expenditures due to the aging of the population constitutes an
obstacle before realization of active and passive reforms [37].

As aresult, welfare states continue to exist in different ways. The developments
show that the view that social rights, freedoms, and ideological thoughts are not
sufficient to achieve the economic growth. It is possible to say that the welfare states
having this view will follow impartial policies about making social expenditures in
future years.

5. Conclusions

In this study, the social policy and the welfare state are handled with their goals,
scopes, types, and problems from their historical development up to today.

Social policy is a set of measures developed to protect workers against the
dangers arising as a result of industrialization, in parallel to the historical develop-
ment, after the industrial revolution. Its emergence in this way has caused the
social policies to be defined in a narrow sense. After World War II, the narrow
perspective on social policy began to change. The reason of this change was the fact
that the measures to protect the interests of the working class were not sufficient
to solve social problems. Therefore, it was concluded that social policy should be
extended to cover all segments of society. In a broad sense, social policy is a set of
measures taken to ensure that all segments of the society live in peace and harmony
to prevent unemployment, to improve working conditions, to provide a minimum
wage, to provide social security and benefits, to eliminate injustice in income dis-
tribution, and to ensure social justice. Social policy refers to all policies that ensure
the welfare of the state and individuals and the dynamic practices that constantly
change.

The main goal of social policies is to ensure that everyone in society lives in
peace and harmony away from conflicts. With social policies, it is aimed to ensure
social justice, social development, social balance, social integration, and social
peace.

The goal of social justice is to create equality of opportunity for every individual
without eliminating the freedoms and to ensure a fair distribution of income. In
particular, objective of justice is to provide services such as education, tax, social
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security, equal opportunities, and fair and adequate wages. Providing social balance
is possible by eliminating social and regional differences. For the establishment

of social peace, the factors that hinder social reconciliation must be eliminated.

The aim of social integration is to ensure that measures are taken to prevent social
disintegration. Social democracy, which has been adopted as the main objective of
social policy, refers to the protection of individuals’ interests in the environment of
democratic freedoms by taking into account the balance of equality.

The industrial revolution played an important role in the historical development
of social policies. After the industrial revolution, the increased capital ensured
the formation of a powerful and rich bourgeoisie. On the other hand, the need for
manpower was met by means of the working class. The gap between these two seg-
ments in society gradually increased. With the power from capital, the bourgeoisie
class began to impose low wages, poor working conditions, and working hours of up
to 16-20 hours on workers. The working class was left totally unprotected with the
adoption of a liberal approach which argues that interference with market condi-
tions adversely affects welfare. The increasing social problems led to the formation
of social policies. The liberal market economy, which was replaced with Keynesian
policies after World War II and 1929 economic crisis, was given up, and thus, the
state could interfere with market by means of social policies.

Although there are many definitions of the welfare state, it is possible to say “It
is akind of state in which consciously organized public power is used to reduce the
role of market forces.” Shifting from a liberal model to Keynesian model of welfare
state, states adopted a more interventionist character from economic, social, and
legal points of view. Dating back to 1880s, the welfare state continued to strengthen
until the mid-1970s due to the increased unemployment and spread of poverty in all
countries.

The concept of welfare state entered into literature with the Beveridge Report,
which was created in 1942. Looking at the foundations of the concept of welfare
state, it is possible to say that it dates back to social security practices introduced
by Bismarck in 1883. Welfare state emerged first in Germany and then in Western
Europe, North America, and Australia. The common feature of these countries was
that they had industrialization and developed market economies and democratic
systems. South Korea, Hong Kong, Singapore, and Taiwan, which underwent a
further industrialization process, started to be accepted as welfare states in the
1970s. Japan had completed this process earlier. While there were attempts to
become a welfare state in the Soviet Union after the Bolshevik Revolution in 1917,
the efforts to become a welfare state began later in China, Cuba, and Eastern Europe
but they did not achieve an accomplishment with this regard because they had no
industrialization.

Social policy, which emerged as a result of failure of the social problems created
by the liberal economy approach, was replaced with the concept of welfare state
after the adoption of social security practices introduced by Bismarck in Germany.

The social state developed policies not only in the areas of health, education,
social security, distribution of income, and housing but also sought solutions to
environmental and urban problems in order to ensure social welfare. The welfare
state varies from country to country according to the level of welfare they have.
According to the classification made by Esping-Anderson, liberal welfare model
belongs to conservative Continental Europe, while the social democratic model
belongs to Scandinavians.

It is possible to say that the welfare state, which was developed to eliminate the
deficiencies of the liberal and socialist understanding in welfare, is a new form of
liberal model. In this sense, it acts with an interventionist approach to solve the
problems that may arise in the field of social policy.
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The Keynesian welfare state stated to have a tendency to narrow social expen-
ditures due to the decrease of economic growth, unemployment, and increased
budget deficits after the economic crises seen in the 1970s.

The criticism that the welfare state’s practices for welfare were unsuccessful was
justified based on allegations that poverty and unemployment increased, tax and
social expenditures constituted a big burden, and the family and moral structure in
the society changed unfavorably.

Welfare state’s tendency to turn back retrogressively is most likely to have a
negative impact on social policies. The financial pressures caused by social expen-
ditures may cause the welfare state to take on a passive character as in the liberal
period in the face of social problems and cause social policies to regress.

This retrogression in the welfare is justified with globalization process, which
has started to show its effects since the late 1970s. The understanding of globaliza-
tion which is accompanied by liberalization suggests the limitation of the duties of
the state. This situation may cause deeper problems in the social field. Although glo-
balization had an impact on the welfare state as an external factor, it is also neces-
sary to evaluate the internal factors related to the socioeconomic and demographic
structures of the states in the emergence of the crisis.

Demographic structure that changed because of the aging of the population,
prolongation of life span, and decreasing birth rates can be shown as a reason
for the crisis of the welfare state in developed countries. In addition, the family
structure changed, public expenditures, pension and health expenditures, and
taxes increased, and economic growth decreased. The competitive power of the
welfare state decreased due to the increase in expenditures made to ensure social
welfare. The welfare states, which are in search of a solution for the elimination
of the financial pressures caused by the expenditures related to increased pros-
perity, have entered into a restructuring process. In the process of restructuring
and surviving, the financial pressure was tried to be eased through the privatiza-
tion of the retirement system, raising the retirement age, and increasing the
premiums. During the restructuring process, the privatization initiatives were
accelerated by providing the social welfare service through local administrations
at local level.

There are many views on the future of the welfare state. Rightists who provide
solutions to overcome the crisis argue that the neoliberal approach should be
adopted, while leftists argue that neo-Keynesian approaches should be adopted.

In today’s world, the concept of welfare state is transforming and the economic
pressures created by globalization have a tendency to narrow social policies. Based
on the fact that the reason for the transformation in the welfare state is not just glo-
balization, each state should develop policies and tools that are the most appropriate
for its social structure to adapt it to the transformation process. In fact, when we
look at the practices of the welfare states in the world, it is possible to say that the
effects of the crisis differ according to the level of development and welfare. Some
of the welfare states continue to undertake initiatives to reduce public expenditures
but they fail to satisfy the expectations especially because of the demographic
structure. It is impossible to reduce the health and retirement expenditures because
of the increasingly aging population.

The reform initiatives to reduce the crisis in the welfare states in the 1990s
adopted the “active social protection” understanding, which aimed at activation by
keeping the work force in labor market active in social policy practices. In order to
reduce the passive expenditures, the period of benefiting from social benefits was
shortened, and their conditions were made difficult. Considering OECD data, it is
seen that the activation efforts fail short to satisfy the expectations. On the other
hand, it is seen that family and care support are not provided enough, and child
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poverty increases. Activation of practices is implemented by many countries. It can
be said that the time passed is not enough to give a decision whether the activation
efforts have positive effects. However, it is clear that retirement and health expendi-
tures will continue to increase due to the aging population.

Inflation, tax, and public expenditures need to be reduced in order that the
welfare state continues its existence and economic growth and increases its compet-
itiveness. In Europe, where there is tradition of social solidarity, there is a tendency
that the welfare state continues. With the support of international organizations
such as IMF, OECD, and World Bank, welfare states transfer the distribution of
social services to the private sector. However, welfare services are still planned by
the state, and many services are still provided by the state.

Despite all these developments, it is possible to say that the welfare state has
an active role on social policies and welfare states are resistant to the economic
negativities experienced. In our opinion, reducing social expenditures should be the
last resort in the reform initiatives of states to achieve growth in the future periods
of transformation of the welfare state. The strategies to be established in this way
should be determined in light of the following points:

* Not deviating from the goal of achieving ultimate welfare in the transferring
of services to the private sector and preserving the regulatory, descriptive
character of the state

* Encouraging the private sector with regard to distribution of social services

* Making use of the increasing of voluntary organizations and local governments
with regard to the provision of social services

* Restructuring to reduce expenditures other than social assistance expenditures

* Attaching importance to giving child care money to families and importance to
young people’s vocational education, considering the obstacles caused by the
demographic structure

* Reducing the burden of unemployment in public social spending by producing
solutions that can prevent the increasing and deepening unemployment in the
world

* Reducing the inflation and tax

* Not considering decreasing the spending on social welfare as a tool for eco-
nomic growth and determining the economic strategies on this basis

* Utilizing the developments on a global scale in favor of the social welfare state
and adopting strategies in line with the positive effects of globalization and
making cooperation with international and supranational organizations in this
process

In the light of all these points, it is possible to say that in the future, the gov-
ernments adopting approaches compromising social policies in order to achieve
economic growth will lead to the reaction of the society who has the expectation
of social welfare. On the other hand, achieving welfare without deviating from the
goals of social policy will also vary according to the states’ ability to adapt them-
selves to changes and developments and reconstructing accordingly.
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Chapter2

Theory of Public Debt and
Current Reflections

Sibel Aybar¢

“The public debt is a burden on the back of our children and grandchildren...
All debt is evil; public debt absolutely evil [1].”

Abstract

From the ancient ages to today, administrations needed continuous financing
and met this financing with various sources. The process of social development
necessitated public borrowing for different purposes ranging from creation of a
consumer society to sell the surplus of developed countries to postwar human velations and
from the development financing of developing countries to the payment of debt by debt.
Particularly after World War II (1941-1945), the developed countries provided the
external resources to developing countries for development financing. As a result
of the increase in the mobility of capital in the process of globalization (especially
short-term speculative capital investments), developing countries were dragged to
the debt-interest helix problem and the external debt crises. The stabilization pro-
grams proposed by the IMF led to government guarantee of private sector external
debts in the developing countries and led to a rapid increase in the public debt stock.

Keywords: public debt, internal debt, external debt, crowding out, globalization

1. Definition of public debts

In the modern state perspective, the needs constantly increase; therefore, the
state has to spend more to meet these needs. Public expenditures are generally met
by ordinary public revenues such as taxes, duties, fees, parafiscal revenues, property
and enterprise revenues, taxes, and penalties. However, the state is faced with the
public sector deficit due to reasons such as large infrastructure investments, war,
development financing, natural disasters, economic crises, budget deficits, as well
as the ever-increasing ordinary public expenditures. To overcome this situation,
they refer to borrowing.

Borrowing is the taking of money and similar values for repayment after a
certain period of time. Public borrowing refers to the legal obligation of the state
to pay back the principal and interest to the holders of the predetermined rights in
accordance with a certain schedule. Public credit and public borrowing referred
as state borrowing in the economic literature mean debts taken by government or
other public institutions [2].

Governments in ancient and medieval ages required funding, as in modern states.
But governments did not borrow “publically” in the concept of drawing funds from a
large populace and paying principal and interest, as like deferred taxes [3].
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In the thirteenth century, public borrowing, including even the king’s borrow-
ing, was first scientifically examined by Charles Davemont in 1710. Thereafter,
economists such as David Hume, Adam Smith, D. Ricardo, Malthus, J.S. Mill,

J.B. Say, A.P. Lerner, and A.G. Hart have worked on borrowing. Smith and Ricardo
opposed public borrowing. In their view, borrowing can be spent irresponsibly
because of being an easy income; so that causes deterioration in the functioning

of economic life. In this context, the classics have advocated that capital is wasted,
and the debt burden is transferred to the next generations due to the inefficiency of
public expenditures [4]. In addition, classics have defended that borrowing could be
in some case such as large infrastructure investment and war but emphasized that it
should be limited and not be kept on.

The public borrowing policies over the world have especially experienced a turning
point with the World War I (1914-1918) and the Great Depression (1930s). During
the period in question, John Maynard Keynes had proposed public borrowing asa war
financing to England and argued that it would be useful. In the process that started with
this proposal, public borrowing became an indispensable source of financing for the
states. This situation does not mean that states participated in Keynesian theory. While
public borrowing becomes an indispensable source of financing, it also brings the debt-
interest cycle, poverty, and crises. The result of public borrowing leaves a great burden
on the next generations. This situation has justified the classics [4].

Especially after the World War II, public borrowing indicated both significant
increase and structural changes due to on the one hand the repair works of the
countries affected by the war, on the other hand, the financing needs of develop-
ing countries [5]. In the following period, the borrowing process are no longer
interstate and have started to gain a new dimension by establishing international
organizations such as International Monetary Fund (IMF), World Bank (WB),
International Finance Corporation (IFC), International Development Association
(IDA), European Investment Bank (EIB), and Islamic Development Bank (IDB).

In the process of globalization, the mobility of capital has increased; and serious
financial competition has emerged in global markets.

In particular, developing countries have sought to use them to development
financing by attracting international short-term capital movements to their
countries through various incentive instruments (such as low taxes, high interest
rates, etc.). However, both the sudden fluctuation in capital movements and the
implemented incentive mechanisms have dragged the developing countries to the
external debt spiral.

2. Classification of public debts

Public debts are classified into various types according to their characteristics.
When the public debt literature is analyzed, it is classified into three main groups
according to maturity, resources, and voluntariness [6-9] (Figure 1):

* Public debts according to maturities: short-, medium-, and long-term public
debts

o Short-term public debts (floating debts) refer to debts up to 1 year. In short-term
borrowing, treasury bills and treasury guaranteed bond are used.

o Medium-term public debts refer to debts ranging from 1 to 5 years.

o Long-term public debts refer to debts more than 5 years. The instrument of
long-term borrowing is the government bond. These debts are provided from
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the capital markets and have a higher interest rate than the interest rate of
short-term borrowing. Long-term debts are classified as redeemable debts
and irredeemable debts.

* Public debts according to sources: internal debts and external debts

o Internal borrowing refers to a country’s borrowing from own national resources.
This borrowing has no effect on increasing or decreasing national income.

o External borrowing refers to the resources provided from a foreign country
that is repaid with principal and interest at the end of a certain period.
External debt has an increasing effect on national income when it is taken
and vice versa has a decreasing effect on national income when it is paid.

* Public debt as a voluntary basis: voluntary debts and obligatory debts

o Voluntary debts refer the debts that are lent to the state by its own will and desire.

o Obligatory debts refer to the debts which are lent by forcing to take the bonds
issued by the government. These debts are applied in times of war, natural
disaster, or economic crises. In itself, it is classified as the debts taken by full
compulsion, the debts taken by the threat of forcing, the debts taken by cre-
ating the necessary savings, and the liabilities taken by the moral coercion.

Productive and unproductive debts are also available. If the debts are used in con-
struction, such as railways, power stations, and irrigation projects, which contribute
to the productive capacity of the economy, they denote to productive debts. By this
way, productive debts provide a constant flow of income to the state. The state gener-
ally pays the interest and principal debt amount from these projects’ revenues. If the
debts are used in the area such as war, famine relief, social services, etc., which do
not contribute to the productive capacity of economy, they denote to unproductive
debts. The state generally pays the interest and principal debt amount from taxes;
therefore, these debts are a burden on the society [10-12] (Figure1).

Today, rapidly increasing international relations have increased the importance
of external debts. The less developed and developing countries have to refer to
external borrowing for the realization of their economic development. The lack of
adequate capital markets for development in these countries and the insufficient
number of technical materials and personnel required external resources. As a
matter of fact, these are the main reasons for applying to external borrowing in the
Ottoman Empire and the Turkish Republic periods before internal borrowing [13].

Internal and external borrowing amounts are adversely progressed in less devel-
oped and developed countries. According to this, the debts of developed countries
are predominantly internal debts; the debts of less developed and developing
countries are mostly external debts. Because in developed countries, the state can
easily provide the debts needed by own internal sources. It is also important from
where and how the sources of funding are provided in a country’s economy as well
as how these resources are channeled back into the economy [13].

As it is known, external borrowing has an increasing effect on national income
when taken and has a decreasing effect on national income when paid. Because
of these features, it is important to use for what purpose external borrowing. For
instance, the development credits, that are provided in order to investing in economic
development and increasing the existing investments, contribute to the economy by
using the programs and projects included in the development plans. Development
credits are dealt within four groups [6, 9, 13]:
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Figure 1.
Classification of public debts. Note: Prepared by the author by utilizing from literature.

* Project credits and program credits

o Project credits are the credits that provided for the purpose of realizing the
investment projects in the development plans of the countries. Countries
that request credit provide projects with detailed information to countries
or organizations that will give credit. Project credits are accredited/opened
for the financing of eligible projects. Thus, less developed and develop-
ing countries are forced to use credits in a productive area, while creditor
countries or organizations have the opportunity to control their credits.
The biggest drawback of these credits is the long time for the preparation,
submission, and creditor approval of the project, which makes the efficient
use of credits more difficult.

o Program credits are the credits that received for the purpose of importation of
raw materials, semifinished goods, finished goods, and spare parts required
for development targets in general. It is more flexible to use because it is not
connected to any project. Thus, with the help of program credits, import
bottlenecks are eliminated and the economy is kept in working condition.
Therefore, it is a credit that is demanded more by developing countries.

* Tied loans and soft loans
o Tied loans refer to the credit that should be used in the country which gave

the credit. In this case, the debtor country does not have the authority to
spend the credit on its own request. Nowadays this feature of loans granted
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by developed countries generates to establish the system that is working in
favor of the lender countries. Thus, the creditor country has provided advan-
tages such as new foreign market, export growth, employment increase,

and technology transfer. In terms of the debtor country, the situation is not
bright at all. The borrower country is exposed to practices that increase the
real cost of aloan such as buying a product from creditors at a much more
expensive price than the normal market rate, transporting the goods through
the creditor country’s transport system and insuring them by the creditor
country’s insurance system. Hence, countries that receive loans remain under

heavy debt burden.

o Soft loans are credits that granted the free use of developing countries.
Thus, the debtor countries can provide the goods and services necessary for
development financing from the international market in the cheapest way.

* Debt postponement and refinancing credits

o Debt postponement is to postpone debt payment for an expired credit to a later
date in return for a lower rate of interest compared to the first interest rate.

o Refinancing credits are to pay an expired debt by the creditor country with the
same amount of a new loan (a new debt). The main reason for creditor coun-
tries to accept debt postponement and refinancing credits is to enable them to
accept some new commitments to the debtor country with these instruments.
Thus, the creditor country can direct the debtor country’s economic policies
in line with its own advantages.

3. Effects of public debts

Borrowing has an important place among the public revenues, so its political,
economic, and social impacts have great importance. The political effects of public
borrowing are handled within the framework of political business cycle theory.
According to theory, public expenditures increase during the election period. The
government with the vote worry increases the public investments, but prefer to finance
these public expenditures with internal borrowing instead of tax or emissions. In the
short and medium term, governments, that do not want to seem repellent for voters,
transfer the debt principal and interest payments to the next governments in the long
term. This situation brings along the debt burden, which is often worsening with an
alternative to closing debt with debt in developing countries [15].

Economic and social effects of borrowing take place in different ways in the
following condition [4, 8]:

* To be long- or short-term maturity

* To spend or to keep the source that provided from borrowing

* To borrow from internal and external sources

The long-term or short-term maturity of public borrowing determines the dura-
tion of the contraction or expansionary effects. In this respect, the short-term bor-

rowing changes the economic conjuncture frequently, because of the more liquidity
and monetization feature of short-term debt instruments. If the resources obtained
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by borrowing are expended, it causes an expansionary effect; if the resources
obtained by borrowing are not expended, it causes a contractionary effect [4].

In order to provide the expected results of debt policies (i.e., borrowing meth-

ods, credit instruments, and payment and redemption methods), the economic
effects of borrowing should be well known and analyzed. At this point, the source
of the public debt and the place where it is used gain importance [2, 4, 5, 8, 14, 16]:
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* The effect of public debt on the general level of prices: It is true that borrowing will

create a deflationary effect only when it is considered as a bond sale. Because the
private sector uses its own resources for buying public bonds, therefore, the private
demand and the total demand are decreasing. This situation causes deflation by
reducing the general level of prices. However, the state purchases goods and services
with the resources that are collected from the sale of bonds or bills; thus the total
demand increases due to public demand. This situation causes inflation by increas-
ing the general level of prices as a result of the operation of various mechanisms.

The effect of public debt on income distribution: The effect of public debt on
income distribution depends on which income groups burden with debt costs

and depends on which income groups are the obtained debt sources transferred
to. This effect usually occurs during the principal and interest repayments. In
particular in the internal borrowing, if the taxpayers and the lenders to the
government are the same person or organization, there will be no inequality in the
income distribution. However, vice versa, if the principal and interest payments
related to public debt are paid by taxes collected from the middle- to low-income
groups, then there is a transfer of resources from the middle- and low-income
groups to the high-income group. This situation causes income distribution, the
detriment of the middle- and low-income group, to deteriorate. In terms of exter-
nal borrowing, the income distribution to favor of those beneficiaries from public
expenditures in the period which they were taken was effected by the external
debts positively. On the other hand, the external borrowing will affect the income
distribution for next generation due to the debt burden adversely (such as the
reduction of public expenditures and excessive tax payment). The effect of public
debts on income distribution also points to the social impact of public borrowing.

The effect of public debts on savings volume and investments: As long as the
government canalizes to investing the savings that are collected by the way of
internal borrowing, national income will increase, and personal income and
personal savings tendency will increase. If the government transfers to budget
deficit or consumption of the resources which recollected by internal borrow-
ing, it will reduce the private sector investment amount by affecting the private
sector’s total savings volume. This event is called crowding out. The slowdown
of national income growth as a result of the decrease in investments shows the
real burden of the financing with borrowing instead of tax on the next genera-
tion. When debt is used to finance public expenditure, its real cost to society is
the sacrifice in private sector production [17].

The effect of public debts on economic development: if the funds provided
through borrowing for economic development can be canalized to infra-
structure investments (such as dams, roads, ports, mining, agriculture), they
increase the new investments through multiplier effect. As a result, national
income and employment increase; and accordingly economic development is
ensured. Nowadays, less developed and developing countries, which make the
development effort, resort to external borrowing due to insufficient internal
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financing sources. If the aforementioned countries do not use external financ-
ing sources in the required fields, this situation may turn into debt financing by
debt. This situation also shows the importance of debt management.

4. Current reflections of public debts

The phenomenon of globalization, which extends to geographical discoveries by
origin, has gained momentum with the process of commercial and financial liberal-
ization in the last quarter of the twentieth century. In this process, the globalization
of capital, in particular, has dragged the developing countries, which have entered
into a growth effort based on foreign capital, to the competition of encouragement
(with high real interest rates, low exchange rates, and low tax rates). Increasing tax
competition among developing countries led to a decrease in tax rates. The inadequate
tax revenues for the financing of the increased public expenditures in these countries
brought the need for new borrowing for the agenda. The application of high real
interest rates to pay new debt principal and interest led to a rapid rise in the borrow-
ing costs of developing countries and consequently a vicious cycle of debt-interest.
Thus, the external borrowing process that developing countries started to finance
development has undergone structural change. In this process, the method of closing
the old debt with new debt (Ponzi-type financing) was adopted [18] (Figure 2).

Developing countries, which cannot overcome the lack of resources, have faced
severe crises due to their fragile market structures. While the crises experienced
until the 1980s stemmed from the balance of payment problems, in the globaliza-
tion process, the nature of the crises has changed and has become the external debt
crises and financial market crises (1982 Mexico, 1992-1993 ERM, 1994 Mexico,
1997 Asia, 1998 Russia, 1999 Brazil, 2000-2001 Turkey and Argentina) [19]. Thus,
the volume of financial transactions in the global economy was only 15.3 times
larger than the nominal GDP in the 1990s, while in the 2000s, it was 73.5 times
larger. Equities, bonds, and foreign exchange spot transactions have nearly doubled
the nominal GDP worldwide [20].

The world debt crises, which began with the declaration of the moratorium by
Mexico in 1982 and spread by domino effect, caused the creditors to halt the supply
of credit in a panic. Thus, developing countries, whose external debt burden has
become more severe, had to implement the stabilization policies proposed by the
IMF in order to get new loans or to delay debt. The process followed brought with
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Figure 2.
Public debt (total and domestic debt) of all economies, as a percentage of GDP 19002010 [21].
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inequalities in income distribution, unemployment, inflation, and poverty. On

the other hand, developed countries have faced the problem of slowing capital
accumulation due to the decrease in profit rates since the 1970s. This stagnation in
developed countries has been tried to be overcome by lending excessive credit to
developing countries through credit mechanism. Thus, both idle funds were evalu-
ated in developed countries, and new markets were found for export increase [18].

For developed countries to sell the surplus production, firstly, it was necessary to
create a consumer society. This is only possible by changing the basic habits of society.
Intangible concepts such as cultural values, traditions, beliefs, etc. have gained
importance as the basis for the use of the method of power based on economic power.
Developed countries consciously use these power tools and encourage other countries
to have their own culture and economic structure. In this way, it can be said that
especially the developing countries are transformed into a consumer society, and thus
they are continuously indebted for both public and private sectors [22].

In the globalization process, when the total external debt stock of developing
countries is analyzed, it can be seen as a notable increase in short-term external
debts and private sector external debts. Therefore, the process is called the rapid
privatization of external debts. This phenomenon brings the important problems
for developing countries. Short-term debts, which are not paid by the private sector
(especially commercial banks) in times of crises, are taken under the state guaran-
tee by IMF regulations. In the end, the short-term private sector debt was turned
into long-term public debt by consolidating. After the 2001 crises in Turkey, we can
see that the debt burden of bankrupt banks had transferred to the Treasury. Asa
result, Turkey’s public debt has increased rapidly [18].

5. Conclusions

The state faced a financing deficit, when the ever-increasing needs in the social
development process were not met by the state’s ordinary public revenues (such as
taxes, duties, fees, parafiscal revenues, property and enterprise revenues, taxes,
and penalties). In addition to these expenditures, the state had to resort to borrow-
ing due to major infrastructure investments, war, development financing, natural
disasters, economic crisis, and budget deficits. From the borrowing of the king
representing the country in the thirteenth century to the current debt crises, public
borrowing has served different purposes in this process. This process has brought
different debt types according to maturities (short, medium, long term), resources
(internal and external debts), and voluntariness (voluntary and compulsory
debts). Thus, borrowing overreached to be an extraordinary public revenue and has
started to be perceived as a means of intervention to the economy. For example, the
state uses internal debts as a tool to reduce demand in inflationary periods and to
increase demand in deflationary periods.

In this section, which focuses on the political, economic, and social impacts and
current reflections of borrowing in the context of public debt theory, the transfor-
mation in the external debt structure in the globalization process is emphasized.
Initially external assistance and debts taken by developing countries as development
financing have been used as a means to eliminate the stagnation by the developed
countries in their economies. The given debts to the developing countries were
used to increase the exports of developed countries, especially through tied loans.
This situation has brought the new market, technology transfer, and economic
power to the developed countries, while it has caused consumption society, external
dependency, debt-interest spiral, and ultimately external debt crises in the develop-
ing countries. The restrictions of the structural adjustment programs have been
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introduced by IMF to improve the fragile economies of developing countries against
external debt crises. In this period, IMF has started to use this structural adjustment
programs, which include strict structural reforms, by determining the economic
and social policies of the debtor countries as a tool to serve the purpose of devel-
oped countries.
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Chapter 3

New Approaches in Public
Budgeting

Elif Ayse Sahin Ipek

Abstract

This study intends to evaluate the contributions of new budgetary approaches
classified as (i) environment-friendly budgetary approach, (ii) citizen-centred
budgetary approach, (iii) citizen’s budget approach, (iv) participatory budget
approach and (v) gender-responsive budgeting approach, to contemporary bud-
getary system implementations. Although emphasis is placed on establishing a
relationship between costs and intentional outcomes when explaining performance
within the sphere of contemporary budgetary system implementations, new
budgetary approaches facilitate interpretation of performance on the basis of costs
versus intended impacts. From this standpoint, the common and most significant
merit of new budgetary approaches is that they serve for assuring accountability on
the economic and social externalities created with the public budget, for not only
the citizens that actively participate in the financing of public activities but also
those who benefit from the services thus delivered.

Keywords: state budgeting, modern budgeting systems, externalities,
public financial management, efficacy

1. Introduction

The public budget is redolent of a technical, quantitative text that refers to
expenditures and revenue-collection decisions made in a given time frame at central
or local levels of government. Yet, budget is not only a technical, but also a political
text [1]. After all, the budget reflects the public preferences and priorities of those
members of society who will be served by and included in funding of activities [2].
Given the competitive demands existing despite constrained resources, the budget-
ary process, namely the allocation of resources, may basically be expressed as a
political undertaking that is shaped by the needs and preferences of the electorate,
as perceived by politicians [3]. Accordingly, budgets prepared following a similar
administrative course unvaryingly in almost any country are hardly unbiased and
typically represent the predominant political climate and affairs [4].

The process of public budgeting has undergone a rigorous transformation
depending on the degree of evolution achieved by the individual, society, politics
and economy. While a budget was merely an instrument used to indicate how much
a state would earn as income by occidental communities until the seventeenth cen-
tury following the acquisition of the right to budgeting with introduction of Magna
Carta in 1215, it has become rather of an instrument showing how much a state
would spend beside detailed forecasts of revenue to be collected, from seventeenth
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century onwards. The conventional budgetary system was adopted and followed
throughout this period, in alignment with the then pre-eminent conception of a
neutral, impartial state that is exclusively responsible for offering full range of
goods and services to the public domain served [5].

Following the Economic Depression of 1929, the inauguration of the theory and
concept of functional state and hence the resources’ running shear against the ever-
increasing expenditures have led the budget to transform into a more sophisticated
tool for the state to fulfil its primary roles and functions in a cost-effective manner,
from a traditional instrument of governance, accustomed by practice especially
after 1950s. Starting from this period, the emerging contemporary budgetary
systems included the performance budget system, the program budget system, the
planning-programming-budgeting system, the zero-based budgeting system and
performance-based budgetary system.

The semantics used to describe this period went analogous with the performance
concept, as an assertive of the ‘value for money’ However, the concept of perfor-
mance is a constantly growing and expanding umbrella term. The advancements in
the theory and understanding of democracy and subsequent alterations in concep-
tions of economy and development have brought the requirement for assuring
accountability on the part of individuals who assume and fulfil active roles in the
financing of public services, with regard to the externalities caused by services
delivered to the whole society within the budget and their long-term effects, in
addition to rationalising the political decision-making process with an endeavour to
manage and subdue concerns for cost-effectiveness.

Consequently, even in the proposals delivered by the contemporary budgetary
systems, the public budget and policies were presumed to affect all individuals that
collectively form up the community at more or less the same level [6]. The new
approaches in budgetary systems aim to establish and maintain oversight on the
effects of the budget on not only those involved in financing of public services, but
also, those who benefit from such services, in addition to rationalising the political
decision-making process with an endeavour to properly address and handle the
concerns for cost-effectiveness.

These approaches present a range of novel perspectives that enhance and extend
the meaning and context of the performance concept within the auspices of the
notion of improving public performance, cherished by the existing budgetary
systems, rather than introducing propositions for a new budgetary system.

2. Change in budgetary systems and transformation in the conception of
performance

Budgeting, in its traditional fashion accustomed by practice, exhibits both roll-
ing (i.e. continually updated to add a new period, once the most recent period ends)
and incremental (i.e. showing marginal change from a previous year) properties.
Budgets are typically arranged in cash basis of accounting. Their contents consist
of line items [7]. The traditional budgetary system makes an outlay of expenditures
by inputs/resources. In such system, the budget functions as a mechanism of fiscal
control over public activities. The paramount advantage that such system delivers
is in that it provides simplicity and facilitates for the control of public expenditures
against input items in delicate detail [8].

The contemporary budgetary systems lay less importance on cost controls, but
instead, more focus on cost-effectiveness and cost-efficiency. This stance requires
investigation of what a casual citizen obtains as benefit from the program, rather
than probing into detail with the actual cost of a program. However, investigation
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of cost under a limitation of resources is rather associated with how to obtain the
greatest benefit versus the cost undertaken [9].

While the traditional budgetary system is not suitable for establishing the
cost-outcome relation from the viewpoint of results delivered by the public, the
contemporary budgetary systems allow for evaluating the result-oriented nature
and quality of budget applications, by integrating performance parameters into
the budgeting process. On the other hand, within the array of modern budget-
ary system applications so far implemented, the task of establishing the relation
between costs and targeted outcomes for describing performance has gained wide
acceptance and more importance, rendering economic, efficiency and effectiveness
the major components of performance. In public perception of performance, the
hegemony of 3E (economic, efficiency and effectiveness) is a phenomenon that is
mostly criticised.

While ‘economic’ concentrates on the cost of inputs as an aspect of performance
that assists the selection of most optimal input components, ‘efficiency’ is derived
from the relation between the product (output) of a production process and the
resources (input) consumed to realise the output. Effectiveness demands a com-
parison to be made between the realised and predicted outcome. However, the level
of attainment of the predicted outcome with effectiveness concept does not take
account of the externalising effects of the outcomes delivered by public. It is there-
fore essential that the said effects as caused by public activities should, as well, be
considered. The efficacy concept has been proposed to denote the effects inflicted
by a program upon a society [10].

A similar relation has been conceptualised by [11] as ‘net effects’ According to
this concept, a service program may have entailed to additional costs in other pro-
grams and within the community, in a broader perspective. For instance, expendi-
tures allocated to development of roads and motorways may have principally aimed
at pruning the time of travel, and hence achieved this objective of theirs. However,
such objective may have been accomplished at the expense of extra environmental
pollution. Consequently, in order for the net effects of a particular program to be
measured in perfect accuracy, the need is eminent for correctly identifying and
assessing the effects caused by the practical implementation of that program on
private sector and other public programs in progress [11].

As a matter of fact, in most cases, the potential occurs for realisation of a
program at cost of compromises in assurance of productivity and effectiveness, sus-
tainability and gender mainstreaming. For this reason, there is the need for expand-
ing the meaning and conceptual coverage of performance so as to cover, in addition
to thrift, productivity and effectiveness, such budget-driven externalities as gender
mainstreaming, sustainability and participation, as accommodated by the concept
of efficacy, in order to induce a comprehensive and homogeneous perception of the
term. Therefore, performance, as an umbrella term, should better be denoted with
cost-efficacy rather than cost-effectiveness.

3. Theoretical background

The system analysis approach is generally used for explaining the concept of
performance in the public sector. The system analysis converts inputs that are
associated with organisations and their tasks into deliverables and outcomes in its
own terms. This tool, which describes transformation from inputs to outcomes, was
initially employed during early 1980s, by theoreticians of business management as
part of an effort to shed some light upon the production problems in the manufac-
turing industry and then, adopted as well by non-for-profit organisations from late
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1980s and early 1990s, onwards. During the time advancing thereupon, this model
was started to be used widely by both public and private sector organisations for the
purpose of elaborating the outcomes of their respective programs [12].

Manninget al. ([12], p. 14) suggest that the input-output-outcome relation,
within a system approach narrowed to cover the perspective of public sector exclu-
sively, in order to help determination of performance across governmental entities.

The definitions of input-output and outcomes can be made as follows [12]:

Inputs: mean the resources put up in use by public entities to obtain the desired
outputs. Accordingly, inputs are comprised of intangible, abstract assets such as
effort, capital, financial assets and intellectual holdings. It is possible to categorise
inputs under two distinctive categories as financial and non-financial assets, where,
‘non-financial inputs’ purport effort, capital, commodities and services dedicated
to production of services expressed in measurable units like pieces, lots and quality,
and ‘financial inputs), or in other words, costs, refer to the costs of inputs covered
by public or tax expenditures. The above figure contains two separate input boxes to
highlight the difference in between.

Public sector process: means structures, procedures and management arrangements
with a broad application within the public sector. These basic arrangements pose
significance in that they direct activities of the government in progress. Activities
are intended to indicate certain tasks assumed by the public sector. Activities play a
key role in transformation of resources into public services. The architecture of the
public sector may either prove to be an obstacle against, or subvene the uplifting of
the performance of coordination activity across such institutional arrangements as
for the type, budgeting and accounting methods of public services, as well as choices
made in particular reference to which services are to be outsourced, and, the produc-
tion of which services is to be undertaken by the public sector.

Outputs: mean output derived from the direct measurement of output volume
and associated quality characteristics.

Outcomes: refer to the outcomes caused by outputs realised by public entities and
their effects on the general public, where, ‘intermediate outcomes’ represent the
outcomes of outputs or activities attained in progression towards the achievement
of final outcomes, and, the ‘final outcomes’ are the effects and/or consequences of
the outputs or activities of the government on the society.

While outcomes are not under the control of public entities, they may be
categorised under two separate headings as intermediate and final outcomes, or,
alternatively, as intended and unintended outcomes, where, in the latter classifica-
tion, ‘intended outcomes’ are the effects that the public sector intends to create
over the society, through its outputs. The intentions of the public sector are the
objectives with its activities as disclosed plainly to the general public. Accordingly,
the intentions of the government are clearly manifested, for instance, through laws,
formal policy statements and regulations.

Failure to attain the intended outcomes, or, in an alternative way of expression,
occurrence of unintended outcomes is considered a ‘risk of outcome’. Generally,
the outcomes are not dependent upon activities of the government, only. Adverse
weather conditions, acts of war and periods of economic stagnation may also
entail to unintended outcomes, by influencing the outcomes in a negative way.
Accordingly, the risk of outcome signifies the potential of external factors to influ-
ence the outcomes in a negative or positive manner [13].

In the meanwhile, it is important to note here that the system approach dis-
cussed above until this point is not a new development for the public sector.
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Bradford et al. [14] have made a material distinction between the outputs and
outcomes in public sector disclosures of services. According to the authors, it is
possible to conceptualise the inputs used in production of public goods and services
in the form of a vector (I). This vector (I) then changes into the vector (D), rep-
resenting the ‘direct outputs’, with the production function. However, the authors
underline that vector (D) does not in general constitute a thing or things of primary
interest to the citizen-consumer. Therefore, citizens pay more attention to the
vector (C), representing the outcomes of vector (D). Accordingly, the executives in
the public sector tend to focus on obtaining the vector (D) out of vector (I), while
citizens centre all their interest around vector C [14].

This systems analysis approach, which has been conceptualised from inputs
towards outcomes in the public sector, has further been extended by Burkhead
and Hennigan [15]. The authors have picked the environmental cleaning service
rendered by local administrations and, moving thereon, made an assessment of the
system implemented by the relevant department by further splitting it up to five
basic factors. Accordingly, the resulting system was composed of five base vectors
that were respectively lettered (E) to represent environmental effects, (I) to repre-
sent the input, (A) to represent the activities, (O) to purport output and finally (C),
to symbolise outcomes for the citizen-consumer.

Environmental vector (E) is used to describe environmental conditions. These
environmental conditions are described as the needs of citizens and social structur-
ing—i.e. household income, traditions, residence—and the general structuring of eco-
nomic activities carried out among the society. The input vector symbolises labour force
and capital equipment. The onus appears to rest with the head of department to set
and maintain the best optimal balance between labour and capital, both of which pose
significance for the input vector. On the other hand, the decision-making ability of the
executive is shaped into a final form according to the budgetary limitations and legal
regulations, as well as best practices, as in the case for private sector organisations.

The activities vector purports the stage during which important decisions are taken.
As a matter of fact, the manner in which resources are to be consumed and hence the
quantity and quality of public services are elaborated in the light of these decisions.
The output vector, on the other hand, is an expression of clear and measurable out-
comes of the activities performed in pursuance of the decisions made (namely, of the
activities vector). The outcomes vector, however, does not consist of the numerical
sum of the outputs vector. Accordingly, the outcomes of incremental growth in the
environmental vector, for instance, may take the form of more municipal waste and
garbage collected in response to dirtier streets. Therefore, albeit a productivity increase
in public services, the efficiency of these services may have degraded drastically [15].

While this five-vector system analysis approach is capable of explaining the com-
plex relations inherent in provision of public services, it fails to assess the efficiency of
services provided. For this reason, Burkhead and Hennigan felt the need for another
vector, the so-called ‘social state vector’. The rationale behind this new vector lies in
that citizens may have either improved or worsened conditions of living, as a result of
a certain public service delivered.

In respect of the five vectors, productivity is the ratio of inputs to outputs, or
inputs to activities, while efficiency in the public sector denotes the relationship
between inputs and the social state vector. The social state vector requires consid-
eration of two additional factors. The first of these is spatial dispersion, which is
important for each local government service. In theory, the real revenue share and
distribution within a municipal administration is influenced not only by taxes and
those public activities expressed in the form of transfers, but also, by the manner
in which the service is rendered. A district within the same municipal borders may
receive better cleaning services compared to others. This may lead to an increase or
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decrease in real revenues of that particular municipal district. The second factor is
neighbourhood participation. In the viewpoint of the authors, assuring participa-
tion of the public in decision-making processes is as vital as conduct/performance
of services, in deployment and implementation of the social state [15]. At this point,
concluding that long-term outcomes have been conceptualised as approximation to
a social state by Burkhead and Hennigan [15] would not be a wrong approach.

4. New approaches in budgeting

The approaches to public budgeting, which facilitates due consideration of the
budget at planning, preparation, approval, application and supervisory stages also
with consideration of economic and social externalities caused by public activities,
consist of (i) environmentally sensitive budgeting approach, (ii) citizen-centred
budgetary approach, (iii) citizen’s budget approach, (iv) participatory budget
approach and (v) gender-responsive budgeting approach. The following section
will describe the characteristic traits and integration into the basic budgeting
processes of these approaches.

4.1 Environmentally sensitive budgeting approaches

In this part of the study, green budgeting and ecoBUDGET approaches are
discussed under environmentally sensitive budgeting.

4.1.1 Green budgeting

The green budget, or efforts for integrating environmental concerns in fiscal
processes of the public, is relatively new in the historical timeline. For decades,
countries have been working for attaining their political goals on environment,
utilising financial instruments. The mindset lying behind the green budget assumes
that economic welfare of the future would depend on green technologies. These
efforts bring along the ecological modernisation as a concept, thus envisaging
approaches for economic growth bundled with environmental sustainability, based
on a win-win strategy [16].

Green budgets are grounded on a careful consideration of environmental
sensitivities in time of determination of the composition and magnitudes of
expenditure and revenue items of the state budget and preparation of informed
forecasts thereof. Budgets affect activities concerning the environment in various
different ways, through their expenditure, revenue and neutral items, namely, those
instructions that facilitate transition between funds. Public expenditures may yield
positive externalities and positive impacts on the environment, when they sup-
port positive economic behaviour in general. Public revenues, on the other hand,
are rather allocated to actions deterring activities that are generally detrimental to
the environment. Such purposes are predominantly associated with application of
environmental taxes [17].

The budgeting process typically starts with planning of areas of expenditure
by prioritisation. The second stage oftentimes involves approval of the budget
by the parliament, on submission by the finance ministers. The legislative body
may superimpose additional environmental or non-environmental conditions to
groupings of expenditure by type, subject to constitutional arrangements made
at national level. The third stage is the implementation phase of the budget. In the
course of budget implementation, expenditures are made by means of the central
government, local or regional administrations, EU bodies and NGOs. The fourth
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stage comprises monitoring, final assessment and reporting, handled either by the
spending department or by external auditing functions. This is the phase where
environmental expenditures are assessed for efficiency and efficacy, together with
all other expenditures. The first four stages usually result in an increase in revenues,
which is then taken into account during the planning efforts for the next budget
period [17].

4.1.2 ecoBUDGET

The ecoBUDGET is an environmental management tool designed specifically
for and in joint action with local authorities, by the International Council for Local
Environmental Initiatives (ICLEI), upon disclosure of its name for the first time in
1994, in the context of the Aalborg Charter, which may as well be used by all levels
of government. The ecoBUDGET has been originally put forth as a project, mainly
inspired by the idea that air, potable water, biodiversity and other similar natural
resources can and must be managed with due care and diligence at the same level
with financial resources [18].

The basic idea follows the assumption that natural resources can be managed in
the same way financial resources, such as money, are managed, for the development
of a sustainable society, by rendering smart allocation of resources easier. By doing
s0, it enables more productive management of resources on a local scale, based on a
prioritisation of natural resources for use. Besides, it contributes to accountability
in the political decision-making process, by way of budgeting and evaluation of
natural resources [19]. In this sense, ecoBUDGET is a tool that enables the budget-
ing of environmental assets, in the same way followed for creating a financial
budget for environmental assets. With this tool, the local governments may monitor
their already scarce natural resources prospectively, and set objectives for these
resources [20].

The ecoBUDGET approach relies on three fundamental principles: first of all,
the environment-friendly budget circulation is highly dependent upon the fiscal
budgeting principles and procedures that form up the guidance for individual
methodological stages. Second of all, the plan encompasses the Deming Cycle
(a.k.a. PDCA cycle), which was first introduced in 1956, as a continuous quality
improvement model consisting of a logical sequence of four repetitive steps for
continuous improvement and learning: plan, do, check and act, in its entirety. This
cycle adopted by ecoBUDGET finds wide acceptance in environmental management
systems. Third of all, the plan aims at sustainable growth. In this sense, the targets
set and actions performed as part of ecoBUDGET must contribute to sustainability.
It is for this reason why, a strong political commitment and community involvement
are pre-requisites for eccoBUDGET [21].

The ecoBUDGET cycle reflects the three fundamental stages of the financial
budgeting cycle: budgetary planning, budget application and balancing of the bud-
get. At the end of the year, full disclosure is made about the environmental status
[22]. The budget balance and the performance analysis to be provided in its attach-
ment will support the next year’s budget with vital information and data, and be
rendered more effective and better prepared in a loop. The most prominent feature
ecoBUDGET is that it is tightly attached to continuous improvement and supports
learning organisations in a cyclic approach [21].

According to ICLEI [21], preparation and approval of the budget consists of: (i)
a unit or function should be formed and appointed to assume full responsibility for
coordinating and implementing the ecoBUDGET process. Such unit or function
preferably be an autonomous, interdisciplinary ecoBUDGET Coordination Team
(or environment budget department); (ii) a framework should be developed for
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executive instructions and internal audits, in addition to the reporting frame and
guidelines; (iii) a preliminary report should be drawn that properly addresses the
changes expected in both environmental consumption and in legal and political
structure; (iv) the ecoBUDGET is prepared, consisting of three essential documents
including the main environment budget, declaration of environmental assets and
an environment-benefit analysis; and (v) approval of the main environment budget
finalises the preparatory stage.

Implementation of the budget consists of (i) measurement management refer-
ring to the responsibilities and programs for individual indicators that must be
agreed upon within the administration, (ii) accounting in full support of mecha-
nisms for monitoring and reporting of individual indicators enables early detection
of whether environmental budget figures are complied, and (iii) feedback given
to the senior management on all major expenditures to enable timely realisation of
necessary corrections or gain political legitimacy through parliamentary bills.

Evaluation stage consists of (i) the budget balance for the period which is
reached with compilation of annual accounts from individual accounts, (ii) the
internal audit that verifies and validates how close the administration is to attaining
the predefined objectives, by comparing annual balance with long-term objectives,
(iii) the approval of budgetary outcomes which follows a similar stance to the
approval of the main budget.

The ecoBUDGET follows a cyclic pattern that is identical with financial
budgeting. In ecoBUDGET approach, however, indicators and accounts are not
assigned with monetary values. In the event that natural resources are expressed
in monetary terms, practice will delimit the opinions of politicians with financial
indicators, instead of assuming comprehensive responsibility with respect to
natural resources. Additionally, this will be accompanied by the problem of unin-
tentional off-setting of miscellaneous environmental impacts from one another.
Yet, based on the probability that measures taken with respect to conservation
of natural resources may cause either a rise or drop in initial investment costs
and operating overheads, a relation exists between ecoBUDGET and the fiscal
budget. Therefore, mutual relations between budgets should be considered at
inception stage and further be included in reviews during the decision-making
process [21].

4.2 Citizen-centred budget

Citizen-centred budgeting is a budgeting approach, which seeks to ensure
participation of the citizens in the budgeting process, across approval, implementa-
tion, auditing and evaluation phases of budgeting whether directly in person or by
officially assigned proxies [8].

Although it was originally brought forward to strengthen accountability,
citizen-centred budgeting is not meant for this singular purpose. The inefficiency
particularly in distribution of resources, in combination with lack of ability to
allocate resources based on needs, and the poor functioning of the government due
to this fact are indicated among the other matters addressed by the citizen-centred
budgeting approach [23].

Accordingly, the approach aims to insure a more efficient redistribution of
resources, by including citizens in the process of budgeting, through the citizen’s
budget initiatives. These initiatives are expected to slacken the budgeting process a
bit further and render the decisions made more acceptable, by enabling and encour-
aging full participation of citizens in the process. The citizen-centred budgeting
also brings the opportunity for citizens to assess the overall performance of their
government, voice their complaints, and take action towards tackling the odds.
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It is necessary to make effective institutional changes to make budget and
budgetary processes citizen-oriented. This can be accomplished by two ways; a
representative institutional structure or a mechanism enabling participation should
be established [23].

The steps to be followed in creating the citizen-centred budget can be enumer-
ated as follows [24]:

i. take due account of comments raised by the advisory board that is formed up
by citizens regarding services,

ii. take due account of the results of citizen’s satisfaction surveys, in time of
budget preparation,

iii. afterwards, let the administration present their proposals for the budget,

iv. have the executive in the agency revise and reshape the goals and objectives
with the services in accordance with the advisory board’s comments, citizen’s
wishes in citizen’s satisfaction surveys and further advice and suggestions of
the administration.

v. make sure that the said goals and objectives are properly included in the
budget in time of preparation, establishing a goal-objective association with
the resources,

vi. once this stage is completed, have the executives meet with the council or
committees of the city that represent citizens in a preplanned and timely
disclosed gathering for reviewing the budget rates,

vii. following such review, make sure that mechanisms of accountability are
properly defined, before the budget takes its final form and is approved,

viii. forthwith upon implementation of the budget, make sure that reports are
drawn on intended outcomes as predetermined, for exchange of information
with the general public.

4.3 Citizen’s budget

Citizen’s budget is an extension of citizen-centred budgeting [23]. Its first
introduction to public life dates back to 1932, when it was initiated as a non-gov-
ernmental organisation acting under the title Citizen’s Budget Commission in the
United States, with primary engagement consisted of inspections conducted for the
potential production of new sources of income by cutting the costs of city gover-
nance, on commission and assignment of the merchants, bankers and real estate
industry representatives of the day. The adverse effects of the Economic Depression
of 1929 hitting the New York City’s Municipal Administration further elevated
the importance of the Citizen’s Budget Commission. Since 2008, there have been
notable developments with national governments in the trend towards improve-
ment and publication of citizen’s budget [25].

The citizen’s budget has been designed to present basic financial information to
a general group of random citizens. The citizen’s budget is a simpler, non-technical
illustration of the public budget. It was developed for building a general sense and
knowledge among citizens on what public plans are meant to be and how financial
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resources are distributed. This version briefs the reader/beneficiary on public financial
resources, revenues, expenses and other information as may be considered relevant

or vital. This straightforward guide meant for assisting the citizens shows where the
public resources were spent and how, and to what extent the needs and expectations of
the government were satisfied in return, within a given time period [23].

The citizen’s budget can be produced by non-governmental organisations or
other defence groups; however, it should be developed and published by govern-
ments, since it institutionalises the commitment of governments to clearly present
their policies to the general public [26].

The citizen’s budget should be prepared within a prearranged plan and through
consultations with its potential users. Because it is one of the paramount goals of
the citizen’s budget, which requires a system that works for annual periods in an
orderly manner, to encourage citizens for participating in debates and discussions
on the budget, it should be presented and disclosed in a time frame that allows for
such participation. In other words, a citizen’s budget version of the budget in draft
should have been published on the same day in which the draft itself is published.
Likewise, the citizen’s budget version of the appropriation act should be produced
as soon as possible after approval of the budget by legislature. All the above versions
of the citizen’s budget should be published and disseminated by exploiting all avail-
able communication channels, once after being produced [27].

The general context of the citizen’s budget to be prepared in line with the
foregoing principles should be designed in five parts. The first part should include
an introduction and provide an overview of the basic concepts, while the second
part should include the economic conjuncture and the government’s goals, with the
third part making a categorisation of expenditures by institutional, functional and
economic nature, along with an evaluation of sources of income within the sphere
of taxes and indebtedness. The last two parts may contain projections of fiscal
administration and general economic structure, with an analysis of opportunities,
threats and action to be taken there against [25].

4.4 Participatory budgeting

There is not a clear definition adopted in consensus for the concept and under-
standing of participatory budgeting. Studies performed on participatory budgeting
approach follow practical implementations [28]. The scale at which the participa-
tory budgeting approach is applicable may vary from central to local governments
and municipal administrations [29].

The participatory budgeting approach was initially put in action by the
Municipal Administration of the City of Porto Alegre in Brazil, 1989, and thence
spread across several parts of the world, from 2000s, after inspiring similar projects
in numerous cities of Brazil. Participatory budgeting is a public budgeting approach
that allows for direct participation of community members in a democratic process,
for first-hand experience [5].

The participatory budgeting approach is notable for the fact that it builds
upon two distinct needs: improving public performance and enhancing the
quality of democracy. At this context, the participatory budgeting approach
helps betterment of public performance through a series of rules that restrict
and tend to control the privileges of the public administration, while boosting
opportunities for citizens to participate in debates and discussions on public
policies. It helps with further enhancement of the quality of democracy by
encouraging direct participation of citizens in public political discussions, to
help them move beyond consultative deliberation and into the realm of state-
sanctioned decision-makers [30].
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The rudimentary course of progress that must essentially be followed in par-

ticipatory budgeting consists of (i) identification, (ii) discussion, (iii) decision-
taking, (iv) execution and (v) monitoring. Identification involves (i) identification
of needs that the agency may reveal during the participatory budgeting process,
(ii) identification of citizens to receive services that fit in the needs so identified,
(iii) identification of the manner in which such services are to be performed and
projects drawn in relation thereto, (iv) establishment of the committees to be
responsible for these services, and (v) setting and scheduling of the times for meet-
ings of the committees so established. Discussion consists of two stages, namely: (i)
election by committees of service projects and (ii) identification of feasible projects
with top priority. Decision-making involves (i) a vote on projects to be selected and
(ii) approval of the projects thus selected. Following this stage, the projects selected
during the execution phase will be executed by the relevant public authority in
charge. During the supervision phase, execution of selected projects will be checked
and supervised by citizens [5].

The core principles of participatory budgeting can be listed, as follows [30]:

i. Administration should be split in such a manner that provides ease for distri-
bution of resources and the conduct of meetings by regions, service topics or
amount of resources to be allocated, depending on the scale at which partici-
patory budgeting is executed.

ii. Throughout the year, government-led meetings shall be held to address
different aspects of budgeting and policy creation cycles. Dissemination of
information through these meetings will be followed by policy proposals,
discussions on proposals, selection of policies as proposed as well as of the
delegations to attend them, ending with the inspection/review phase.

iii. Each administration concocts its own formulation to guarantee fair distri-
bution of resources (social justice), depending on the scale at which the
participatory budgeting approach will be executed.

iv. Discussions will be staged between the participants themselves and partici-
pants and related functions of government on resources and policies. Proxies
will be assigned from among the participants.

v. These proxies will pay visits to all project groups confirmed first beforehand
the final vote. Such visits will allow for assessing the degree by which the
proposed projects are capable of coping with the social requirements, by the
delegates.

vi. All elected representatives will have a right to vote in all selected projects.

vii. A council will be set up and operational with participation of two repre-
sentatives from each region that falls within the reference and authority
frames of the municipal administration. This council will then hold regular
meetings with the management of the relevant functional branch, in order to
perform an oversight of the participatory budgeting program.

viii. Once approved by proxies of the participatory budget, the budget will be
submitted by the mayor to the ultimate statutory decision-making body,
and such body will issue its final approval to give full effect to the participa-
tory budget.
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ix. The year-end report will provide information on the outcomes of the public
works and programs executed.

x. Regional/sectoral committees will be set up for the purpose of monitoring the
execution of policy proposals.

At this extent, the participatory budgeting approach stiffens the resolve for
a more proactive civil society by enabling the active participation of citizens in
public budget and thereby self-education and improvement in the area of budget-
ing. Participatory budgeting also helps encouraging transparency, which has a vast
potential to alleviate the risks of inefficiency and fraud in public governance. It
delivers the opportunity for those citizens who were historically excluded from tak-
ing part in what participatory budgeting approach has to offer in the past, mostly
due to low levels of income generated and education received, to make choices that
would influence their government’s course of conduct against them. In this sense,
the participatory budgeting approach facilitates access for historically excluded
citizens to major decision-taking mechanisms [30].

The participatory budgeting programs exist in two basic forms. One is the
‘participatory budget for public affairs’ and the other is the ‘thematic participatory
budgeting’ method, where the former, ‘participatory budget for public affairs’ con-
centrates on certain public projects and ensures participation of citizens in decision-
making processes related with investments allocated exclusively for these projects.
The thematic participatory budgeting, on the other hand, focuses rather on general
policies on government expenditures. Such policies lay focus on more general trends
such as allocation of increasing public expenditures to a certain health-care scheme.
The meetings of concern are inclined to lure more informed activists with higher
potential to become part of a theme-based social movement [30].

4.5 Gender-responsive budgeting

Gender-responsive budgeting, also referred to as ‘gender budgeting’, ‘women’s
budget’ or ‘gender-based budgeting’ through citations in scholarly articles [31], or
as GRB in short, deals with how differentiating needs of men and women that col-
lectively form up the society should be fulfilled, by incorporating a gender perspec-
tive at all levels of budgetary process and restructuring revenues and expenditures
in order to promote gender equality [32].

Acknowledgement of the fact that macroeconomic policies play an important
role for their outcomes affecting the living standards and economic opportunities
of an entire population in general, and women in particular, helps justify the ratio-
nale behind incorporation of a gender perspective at all levels of budgetary process.
In this sense, the fact that macroeconomic policies coerce lower levels of production
and obliterate growth of personal skills instead of diminishing, if not eliminating,
social inequality, gives rise to extra cost burdens in terms of lessened spare times
and damage caused to levels of welfare [33]. The basic thought that underlies the
efforts for GRB emanates from the urgent need for public policies and budgets to
make a more distinctive notion of the mainstreaming effect. This will help decision-
makers in becoming more qualified and more comprehensively informed, and thus
developing healthier policies on the matter [4].

First implications of GRB analyses were noted in a structure backed by an
analysis of the impacts of initially federal and then state-wide expenditures of
the government on women, performed in Australia, during 1980s. This prac-
tice was furthered by South Africa and the Philippines in mid 1990s. The UN
Conference held in Beijing, 1995 has led to the spreading of public interest in
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gender-responsive budgeting analyses and gender-responsive budgeting among
numerous governments and women’s organisations and increased number of
initiatives covering the matter [34]. At this point, the conference in Beijing
propounded opinions in favour of incorporating the gender perspective in budget-
ary decisions affecting public policies and schemes. Another opinion voiced in

the same platform has been about rendering governments accountable for their
commitments to gender equality. Thus, gender-responsive budgeting is viewed as
a crucial mechanism for the planning, budgeting and execution of governments’
commitments on gender equality and monitoring of the progress and outcomes of
such commitments in action [35].

When the time arrived at year 2000 on the calendar, the UN announced the
Millennium Development Goals, defining a total of eight goals, including two,
exclusively addressing women. These goals as aforementioned have been identified
as promotion of gender equality and empowerment of women and improvement
of maternal health. In one of the activities performed in line with these goals, the
UN Commission on the Status of Women has held its 52nd session in 2008, on the
subject of ‘Financing for Gender Equality and Empowerment of Women’ [36]. This
session resulted in the joint resolve for ensuring ‘conduct of all gender mainstream-
ing analyses of all revenues and expenditures and preparation of gender-based
budgets for promoting gender equality in the society’ [37].

Currently, a diversified range of variants of gender-based budgeting are being
attempted to be executed in over 80 countries, in which attempts vary greatly from
country to country. Some countries have adopted fiscal policies and programs
aimed at closing the gap in social gender mainstreaming and promotion of the
progression of women, as part of their social gender budgeting efforts. Others have
started to consolidate information in a systematic manner, on women’s diversified
needs and the differentiating effects of fiscal policies on women and men. Only
a few countries have so far succeeded in realising radical changes in both fiscal
policies and complementary administrative campaigns. As a matter of fact, the
most affluent efforts comprise both political and administrative aspects. However, a
vast majority of these efforts appear to be entangled by the lack of commitments by
fiscal policy-makers and by bureaucracy and the weaknesses resident in structuring
and implementation of initiatives. Moreover, some other countries have consis-
tently failed in getting beyond setting up administrative authorities to deal with
the touching matters, or, alternatively, organising instructional courses for public
servants [38].

Basically, the GRB is composed of two stages. The first is the analysis of budget
from a gender perspective. The second is reconsideration of budgetary decisions
with a gender perspective. While initial stage requires both comprehensive data and
a strong analytic capacity to analyse such data, the second stage urges incorporation
of gender perspective in the budgetary process.

When conducting an analysis of budgetary effects on women and men, the bud-
get expenses can be divided into three categories as (i) gender-based expenditures,
(ii) expenditures for equal opportunities and (iii) core expenditures. The gender-
based expenditures are concerned with the specific needs of women (or men). For
instance, programs on women’ health, counselling on domestic violence, special
campaigns addressing women mothering toddlers or special education campaigns
for girls can be assessed to fall in this category. Expenditures of this type need not
aim gender equality. Equal opportunity expenditures are those aimed at promoting
gender equality, such as paid maternity leaves and child care support allowances.
Core expenditures are considered gender independent and form 99% of the total
government expenditures. Therefore, analysing the differential effects of expendi-
tures of this type on women and men poses particular importance [39].
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In application, the gender-based analysis classifies the public revenues under five
major categories. These include tax revenues (direct and indirect taxes), benefit taxes
such as fees and charges, intergovernmental aids and borrowings [40]. Those items
that need to be analysed with respect to tax revenues under the title of gender can be
sorted as the revenue distribution effects of the taxation system, magnitude of the tax
base, tax composition, tax management and sexual discrimination in application of
tax rates [39]. Revenues such as charges, duties and prices which are received in return
for a benefit can be determined based on gender, on most occasions. Consequently, it
will be easy to measure their effects on gender equality. Assessing the public revenues
received through intergovernmental grants will be as easy as the latter, if provision
of the grant is brought conditional upon discouragement and elimination of sexual
discrimination [40]. Revenues generated through borrowing arrangements are hard
to assess for their effects on women and men. This demands for an analysis of future
debt burden caused by women and men, separately [39].

Every step of the budgetary process bears a significant potential for integra-
tion of budget preparation, approval, execution, auditing and assessment with
GRB and the decision-making process. The budget preparation, which is the first
stage of the budgetary process, is generally the task of the executive authority.

The gender mainstreaming perspective can be incorporated into the budget plan-
ning phase by means of (i) gender-specific budget initiatives specified under the
government’s budget policy, (ii) incorporation of gender mainstreaming policies in
general guidelines for budget preparation and (iii) identification of gender-specific
priorities for each spending branch/unit in time of budgetary allocations held at
ministerial level. Once after the budget preparatory phase is completed, the draft
budget will be submitted to legislature, for approval. For incorporating the gender
equality perspective into this stage, a number of suggestions have been raised, such
as (i) organisation of gender-responsive guides identifying the general framework
in expenditure and revenue arrangements for legislative decisions, (ii) popularisa-
tion of gender-responsive language in law texts rendered by legislature for creating
and introducing new programs and agencies, (iii) making use of GRB guides in
arbitrary allocation of resources, and (iv) superimposition of the requirement for
inserting efficacy assessments of gender mainstreaming efforts, into financial state
ments, through introduction of new laws on expenditure and revenues [41].

During the budget implementation phase, it may be useful to (i) create guide-
lines for expenditures left exclusively to the discretion of ministries by legislature,
(ii) develop rules based on gender mainstreaming for outsourcing, supply and
payment allocation processes, and (iii) application of gender goals in selection and
recruitment of employees, for incorporating the gender equality perspective. The
budgetary controls shall be performed by the court of accounts on behalf of legisla-
ture. Such controls will be deemed to cover financial, compliance and performance
checks. (i) Incorporation of gender aspect in financial checks with emphasis placed
on expenditures and compliance, (ii) inclusion of gender aspect in performance
checks with focus on outputs and outcomes, and (iii) the checking for and supervi-
sion of compliance with gender goals and rules are among recommendations spelt
out for integration of the gender perspective into the budgetary process [41].

5. Conclusion(s)

In this study, (i) environment-friendly budgetary approach, (ii) citizen-centred
budgetary approach, (iii) citizen’s budget approach, (iv) participatory budget
approach and (v) gender-responsive budgeting approach were assessed for the
perspectives they bring upon the budgetary process.

48



New Approaches in Public Budgeting
DOI: http://dx.doi.org/10.5772/intechopen.82371

The environment-friendly budgeting approaches consist of approaches proposing
the establishment of a link in between the public expenditures and revenues on one
hand and environmental resources on the other, in reaching the goal of sustainable
economic growth and development. Of these approaches, the green budget approach
suggests that the effects of budget on revenue and expenditure components be con-
sidered, while the ecoBUDGET alternative proposes separate budgeting of the natural
resources aside from the fiscal budget and without using monetary values.

The citizen-oriented or citizen-based budgeting allows for inclusion of citizens’
service performance assessments in the budgetary process, while the citizen’s budget
makes it possible for citizens to gain a fair level of budget literacy. Participatory bud-
geting enables direct participation of citizens in budgetary decision-making process.

Gender-responsive budgeting envisages the incorporation of gender equality
perspective into the budgetary process, and supports preparation, approval, execu-
tion and supervision of budgets in a mindset that investigates the effects of the
budget on women and men, as well as on boys and girls.

With the above-mentioned perspectives, they bring forward what the new
budgeting approaches share in common, among others and is that they all add a
new dimension to the perception of ‘performance’, as revealed by the contemporary
budgeting systems, in the budgetary process, instead of delivering propositions for
novel budgetary systems.

In this context, the implementations of contemporary budgeting systems seem
to employ frequent repetitions of the ‘value for money’ when describing perfor-
mance and support successful attempts on raising awareness among those who
are actively involved in financing of public activities, on cost-efficiency. The new
budget approaches help expanding the concept and context of performance from
the point it covers cost-efficiency towards cost-efficacy, to be thenceforth defined
as the level of progress achieved by public activities in ‘intended effects’ instead
of ‘actual outcomes’ obtained. Doing so would make it possible to base budgetary
decision-making process upon social and economic externalities of public expen-
diture and revenue items. This is meaningful especially for unveiling the idea that
public performance is not just a matter of tax payers only, but in fact a concern of all
other citizens who may not have registered their names as tax-payers for this or that
reason, as well. Apart from this, new approaches inferred also possess significance
for supporting the notion of developing accountability of the contemporary bud-
getary systems, because of their profound ability to allow for a better understand-
ing among those who partake in the financing of public activities, of the positive
externalities brought forward by financial contributions.
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Decentralized Territorial

Communities and Implementation
of Public Policies: The Case of
Cameroon
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Abstract

Cameroon’s Constitutional Law of 18 January 1996 enshrined decentralization as
a fundamental principle of the organization of state governance, and subsequent
implementing legislation affirms the central government’s commitment to transfer-
ring a number of powers to local authorities with a view to local management. Local
and regional authorities then appear as an essential link in the implementation of
public policies at the local level. Their genuine autonomy in financial and adminis-
trative matters is a necessary condition for achieving local development objectives.
However, a review of the existing literature reveals that these communities do not
have real autonomy in public policy decision-making, which is illustrated by mixed
development at the local level.

Keywords: public policy, decentralization, territorial communities,
local development, resources

1. Introduction

The binomial “local-national” is not only old, but it is also probably inherent in
any state regardless of what it is. This duality can be translated by imbalances and
tensions, but it commits necessary relations between the central authority and the
local authorities, which is qualified of territorial community.

The expression territorial community refers to the decentralization that is called
the territorial; the expression “public policy,” with respect to it, returns to the state.
With regard to African countries, the debate around the decentralization, although
old, has taken the magnitude toward the end of 90 years. The foundation of the
accentuation of this debate has been the approximation of the government of the
local actors for involvement of the latter in the decisions of public policy for a better
efficiency of the actions undertaken.

The achievement of the decentralization remains subject to the legal plan to the
respect of three essential conditions: the existence of a sphere of specific skills for
the benefit of the local communities; the taking in charge of local affairs by author-
ities at the base, independent of the central power both by their mode of
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designation; and the evaluation of their actions as for their revocation. The empha-
sis is on a sufficient autonomy of these local authorities in the management of their
own affairs. Consequently, the decentralization assumes the existence and the
accountability of the dismemberment of the state, spends the management of local
affairs by officials and local elected representatives, and recognizes the relevance
and the effectiveness of the management of proximity.

In the specific case of Cameroon, the decentralization has been endorsed by the
Constitution of 1996 which made this country a unitary decentralized state. This
implies the recognition of the existence of local communities and the maintenance
of the unity of the state. Eight years later, a series of legal text have brought
clarification on the objectives assigned to decentralization and the territorial com-
munities whose emphasis is on the promotion of development at the local level.
Furthermore, the laws of the decentralization of 2004 have redefined the relation-
ship between the central government and the local authority in matters of public
policy.

Entering an operational phase in 2010, the territorial communities are seen to
transfer certain skills and the appropriate means to give impetus to the develop-
ment at the local level through appropriate public policies. This article allows you to
present the role played by the territorial communities in the implementation of
public policies in the Cameroonian context. To achieve this, a documentary review
is undertaken to identify the key concepts, present the characteristics of the decen-
tralization of Cameroon, and state the role played by the territorial communities in
the implementation of public policies.

2. Public policy: response of the political actors to a problem of society

In a given society, any problem can become a policy since the question is to
know by what mechanisms. It is safe, in any case, that the triggering of the public
action is not linked to any threshold of the intensity of the problem. For example,
the relationship between the onset of policies for the protection of the environment
in the year 1970 and the pollution of the era of the industrial revolution cannot be
established. Even if we suppose the question of the identification of the problem
resolved (everyone agrees today to consider that there are problems of pollution,
delinquency, or poverty), it remains to be determined from what threshold of
intensity public action should be triggered.

2.1 What is a public policy?

Public policies, the fact of the multiplicity of research work, are variously
defined. However, these definitions are functions of the following elements: the
actors and the activities as well as the problems and the solutions.

2.1.1 Anchor on the actors and their activities

The specialists of this current perception of public policies see the public policy
as activities or absences of activities on the part of actors defined more or less
precisely.

The public policy is defined as everything that the public authorities decide to do
or not to do [1]. In other words, public policies are the actions undertaken by the
government [2]. Other authors present government policies such as this that the
political and administrative authorities, legitimately constituted, decide to do or not
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to do and what they are doing in reality [3]. Of this fact, they consist of a series of
action or inaction, more than inactions or specific decisions.

These definitions emphasize the government actors (public authorities, political
or administrative). They neglect the impact of other actors, members of political
parties, electoral or administered populations, in the decision or the nondecision to
make the public policies. It is to correct this failure that a definition involving all
actors has appeared. As well, public policies are presented as the set of interrelated
decision, taken by an actor or a group of political actor [4].

Other definitions are a complement with the emphasis on the subject of public
policies.

2.1.2 Anchor on the problems and the solutions

When the object of public policy is defined in a precise way, the authors gener-
ally make a reference to the notions of problems or even to conflicts. These concepts
allow you to make a clarification on the “stimuli,” which seek to respond to the
public policies. As well, public policies are actions or inactions in response to
requirements [5]. It is also of actions oriented toward the settlement of a problem
[6]. Another approach presents the public policies as a series of action or inaction
that public authorities choose to adopt to solve a problem or an interlocking set of
problems [7]. It is important to note that the stimuli to the origin of the public
policies are internal or external to the system policy being, whereas the political
system can be the object of an economic policy.

The purposes or the solutions sought are at the center of some of the
definitions of public policies. In questioning the why of public policies, it appears
that these are of the order of the project and includes values and practices sought
[8]. The concept of purpose is also essential in the sense that public policies refer
to the selection of goals and the means to achieve, therefore, in search of
solutions [4].

A public policy may be presented as a set of activities (or non-activities) of
public authorities (central, regional, or local) to provide solutions to the problems
of society. This response consists of actions/public interventions through legisla-
tion, regulation, taxation, transfers, and public expenditure to meet a request from
the community in a specific area.

2.2 Typology of public policies

History allows you to raise the fields, actions, means, and objectives of public
policies that were varied in time. These different variations can be used to draw up
the typology of public policies.

The typologies of policies most used have been drawn up in the 1970s [9]. They
combine two dimensions: the instruments of public action and the recipients. They
are available through two parameters: the type of national (individual or collective)
and the type of constraint (direct or indirect). The pooling of dimensions and
parameters allows to distinguish four typologies of public policy:

* Regulatory policies that target individuals by means of a direct constraint. They
consist to enact mandatory rules which apply to any individual in a given

situation.

* The allocative policies which target individuals by means of an indirect
constraint. They are based on the allocation of permissions or specific benefits.
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Constraint
Direct Indirect
Public Individual Regulatory policy Allocative policy
Group Redistributive policy Constituent policy

Source: Ref. [9].

Table 1.
Typologies of public policy.

* Redistributive policies which aim groups of individuals by means of a direct
constraint. They operate transfers between groups, often in a logic of
solidarity.

* The procedural policies which aim groups of individuals by means of an
indirect constraint. They lay down rules or procedures to follow that must
respect the actors of public policies (Table 1).

2.3 Decentralized territorial communities and link of the implementation of
public policies

Public policies are defined at the national level by the competent authorities,
legislature and government, but they need a local anchor to realize that any policy
could not be that territorialized. This “territorialization” is also done well with the
services of the state at the local level than with the territorial communities. In fact, a
unitary state cannot happen, our days, of a certain degree of decentralization. As
well, the unitary decentralized state implies an association of territorial communi-
ties in the formulation of public policies decided at the national level.

2.3.1 The criteria for the characterization of the decentralized territorial communities

The territorial communities are separate administrative structures of the
administration of the state, which must support the interests of the population of a
specific territory. According to the territorial extent, three types of community can
be identified: the commons, departments, and regions. Whatever the type, three
criteria are essential in the definition of territorial communities:

* The moral personality, which enables him to act in justice. Allied to the
decentralization, he makes the benefits for the territorial community of the
administrative autonomy. It has its own personnel and its own budget.

¢ The specific skills, which are entrusted to it by the legislator (parliament).
A territorial community is not a state within the state. It does not hold
sovereignty and cannot acquire, its sole initiative, new bodies.

* The power of decision, by deliberation within a council of elected
representatives. Decisions are then implemented by the executive power’s

premises.

However, the territorial communities do not follow all the same rules of opera-
tion and do not have the same status.
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2.3.2 The means of control of the public policies of the decentralized territorial
communities

The political actors, like the decentralized territorial communities, use public
policies as a means of control, to their advantage, for decisions adopted for the
regulation of public affairs. The decisions matter to the political actors because they
relate to their resources [10]. Furthermore, the power is shown by the capacity of
the political actors to limit the scope of the decision to which does not threaten their
resources [11].

The resources, thus, constitute a means of control in the implementation of
public policies. A categorization of resources can be made in the functions of the
various strengths available in a territorial community to make its effective prefer-
ences about the various issues of public policy. The literature allows to highlight
seven categories of resources:

* The normative resources, which correspond to the set of rules and values that
the political actors use to serve as assets or that they seek to control the issues.

* The statutory resources, which refer to official or actual positions occupied by
the actors. They constitute for the latter means of power.

¢ The action resources, which consist the levers of actions among the recipients
of control.

» The relational resources, which refer to the links established with other actors.

¢ The hardware resources that make reference to the material and financial
resources.

* The human resources that return to the workforce which has a political actor.

* The informational resources, which refer to information that has a political
actor and that it can use to influence public policy.

The resources, thus, appear as instruments of public policy; they can be enabling
for some actors and binding for others.

This section will be allowed to review the concept of public policy. They can be
presented as recurrent attempts of regulation of public affairs by actors who seek to
control decisions on the occasion of the process of formulation or implementation.
The process of monitoring of policies by some actors, like the decentralized territo-
rial communities, gives rise on the basis of the resources available and of power
relations with other actors. The following section will illustrate the relationship of
the decentralized territorial communities in the implementation of public policies in
Cameroon.

3. Places of the decentralized territorial communities in Cameroon in
the implementation of public policies

Invoking the decentralized territorial communities in fact appeals to the decen-
tralization policy implementation in a country. For the specific case of Cameroon,
the decentralization process has been recognized as a pillar of the socioeconomic
development in the Constitution of 18 January 1996 [12]. This section will review
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the tasks assigned to the decentralization and the profile of the territorial commu-
nities as well as their missions and the state of things.

3.1 Decentralization according to the Cameroonian context

The constitutional revision of 18 January 1996 defines the legal regime and sets
out the general principles of the decentralization in Cameroon. Also, Cameroon is a
unitary state and decentralized. The law of orientation of the decentralization
promulgated on 22 July 2004 is clarified in the institutional context of decentrali-
zation in Cameroon. In its second article, it defines the decentralization as a transfer
by the state to the decentralized territorial communities of particular skills and
appropriate means; this transfer obeys the principles of subsidiarity, progressivity,
and complementarity [13].

For the Cameroonian legislature, decentralization must constitute the funda-
mental axis of promotion of development, democracy, and good governance at the
local level. In the specific, it is question:

* In the area of promotion of local development: the achievement (increase,
improvement) of basic social infrastructure. It also induces the improvement
of incomes of the population at the base, thanks in particular to the promotion
and financing of income-generating activities, for an improvement in the
quality of life of populations and of their being.

* In regard to the strengthening of local democracy: the designation, either by
consensus or by vote, by local populations of their representatives in the
decision-making bodies.

* With regard to the promotion of good governance at the local level: the
organization and functioning of communities through the exercise of power
and the involvement of all the local actors (NGOs, organizations at the base,
local population, etc.). The control of the local administration in the
community of the inhabitants of the community is a pledge of the local
governance [14].

3.2 The decentralized territorial communities in Cameroon: profile and
responsibilities

The decentralized communities are defined as legal persons of public law,
enjoying administrative and financial autonomy for the management of regional
and local interests. The constitutional revision of 18 January 1996 defines two main
decentralized communities: the regions and communes.

The commune is an old entity of the decentralization process in Cameroon
initiated since 1974. The reforms of 2004 applicable to the commons specify the
mission of the commons in the decentralization process. Those are the basic local
communities which it returns the competence to manage local affairs under the
guardianship of the state, in view of the social and cultural development of its
people [15].

The region is the entity newly instituted by the Constitution of 1996. The reform
of 2004 [16] devotes the missions identical to those of the commons. The only
difference lies in the territorial coverage of the actions. The activities of the regions
extend over the whole of the commons of its territorial jurisdiction which is not the
case for the common whose activities do not limit that has its territory.
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populations: social, economic, health, and education. The specific responsibilities of

The territorial communities are involved in virtually all areas of the life of the

each community in the different areas are reflected in Table 2.

Responsibilities

The regions

The commons

Areas Social and

health Promote the hygiene and safety ¢ Provide support to the

policy as well as the measures for the maintenance and management of
prevention of diseases the centers for promotion and
Organize and manage the supply social reintegration
of drugs and other health * Prepare the acts of civil status
products (copy and extract of the act of
Participate in the development of birth, marriage act, act of death)
the health map of the region; ¢ Create, equip, manage, and
create, equip, manage, and maintain the health centers
maintain the infrastructure of ¢ Support the training of health
health and social issues that exist
Support the health infrastructure ¢ Make quality controls in the
that exists structures of production,
Maintain and manage the packaging, storage, and
training centers and social distribution of food entering the
reintegration power supply of the populations
Organize and manage the * Ensure drinking water supply in
assistance to needy layers areas not covered by the public
List the infrastructure of network for the distribution of
vocational training as well as the the water
trades creation and maintenance
of rural roads not classified, as
well as the construction and
management of trays of the
crossing

Economique

Move the contracts/plans for the
achievement of the objectives of
development in partnership of
the state

Promote small- and medium-
sized enterprises (SMES)
Organize fairs and exhibitions
Promote the crafts and the
agropastoral activities

Promote the regional associations
of economic operators

Promote the tourism

Promote microprojects, revenue
generators, and creators of jobs
Protect, maintain and manage
the natural sites

Combat nuisance and pollution
of waters; Create wood and
protected areas

Emergency planning and the
prevention of risks

Develop and execute plans for
regional development

Organize and manage the
intercity public transport

Promote the agropastoral
activities, fishery, and crafts
Create, develop, and maintain
tourist sites

Build, equip, manage, and
maintain markets, stations road,
and abattoirs

Plan and execute the communal
investments

Monitor and control the
management of industrial waste,
as well as the garbage

Combat nuisance and pollution,
including pollution of surface
water and groundwater

Ensure the hygiene and the
safety of public places

Plan and monitor the activities
for the protection of the
environment

Improve access to drinking water
Organize and manage exhibitions
of a commercial character
Promote and support the
microprojects generators of
revenue and creators of jobs
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Responsibilities

The regions

The commons

Develop the regional plan of
development of the territory
Coordinate the actions of
development

Support the plans and actions of
communal urbanization and
habitat

Establish industrial zones
Manage, in partnership with the
State and the region, the
contracts and the plans of the
commune in order to achieve the
objectives of development

Plan and control the occupation
of land by issuing the building
permit, to subdivide, demolish
and implement

Create, maintain the municipal
roads and develop the related
activities relating thereto
Develop and servicing the
habitable space

Name and address the streets,
buildings and public spaces

Cultural life

Create, equip, manage, and
maintain the high schools and
public colleges

Recruit staff for these schools
Participate in the development of
the school map of the region
Distribute and allocate aid and
school grants

Support the commons for the
acquisition of textbooks, school
supplies, and teaching materials
for training centers

Develop the school map related
to technical and vocational
education as well as the plans for
the professional insertion of
young people

Promote the partnership schools-
companies

Promote, organize, and manage
the sports activities

Put in place the infrastructure
and equipment for the
promotion of local cultures

Create, equip, manage, and
maintain schools, nursery,
primary, and preschool

Recruit staff for these schools
Provide support to the
management and administration
of the schools

Support the creation and
maintenance of the educational
infrastructure and training
centers

Plan the insertion and the
professional reintegration of
young people

Promote and animate sports
activities and the youth

Create and manage municipal
stages, swimming pools, sports
courses, the areas of games, and
the arenas

Organize days and cultural
events, traditional, literary and
artistic works with competition
Support the cultural associations;
in partnership with the region,
promoting the national languages

Source: Authors.

Table 2.

Responsibilities of the municipalities and regions in the framework of decentralization in Cameroon.

The reading of the legal framework and regulatory governing the decentralized
territorial communities in Cameroon allows to raise that they have three essential
criteria, namely, the moral personality, the specific skills, and the power of decision.
It remains only to examine the effectiveness of the resources of those communities
for the implementation of public policies.
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3.3 State of the availability of resources of the decentralized territorial
communities of Cameroon for an implementation of optimal public policies

The text of law on the orientation of the decentralization stipulates that the state
should transfer to the communities the skills and appropriate means. This transfer is
in reality the resources granted to them for the implementation of public policies at
the local level. The state of the resources available to the communities is presented
on the financial plan, human, statutory, physical, and normative.

3.3.1 State of financial resources

Financial resources should give local and regional authorities financial auton-
omy. This is also the basis for the transfer of financial resources by the state to local
authorities. Cameroonian municipalities manage three types of resources:

* Own resources derived from activities carried out on their territory
* Resources from the treasury

* Resources obtained within the framework of decentralized cooperation
(although these are now “managed by the state”)

However, the financial autonomy of local authorities is relative because of the
following legal provisions:

* Equalization, which is the obvious manifestation of the guardianship’s
intervention in local management

* Levying of 10% of the additional municipal fees by the state, which reduces the
self-financing capacity of local authorities and, thus, compromises local
development

* The power granted to the prefect to correct an unbalanced budget
* The financial controller’s approval of any financial act by local authorities

It should be noted that according to the legal provisions [17], “authorizing
officers are required to produce an administrative account showing the acts of their
management and a performance report on programmes and projects.” But only the
approximate knowledge of the budgetary procedure by many municipal authorities
leads them to budget deviations that are difficult to justify and to a low mobilization
of their own resources, which are nevertheless necessary for the smooth running of
services and the inclusive development of the commune. They would find it very
difficult to produce their management account [18].

3.3.2 Normative resources
The normative resources are the bedrock of the administrative autonomy
devolved to territorial communities by the legislator. However, the reading of the

legal provisions and the observation of current practices allow raising the limits:

o All deliberations of the territorial communities must be approved by the tutorship.
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¢ The guardianship may suspend the municipal council, the dissolve.

* The mayor can be suspended by the guardianship.

3.3.3 Statutory resources

The statutory resources refer to the operational organization and function of the
territorial community. In practice, each organization should put to a specific posi-
tion a person who can have control. In the framework of territorial communities in
Cameroon, some employees are designated by the central administration:

* The secretary-general of the town hall who is a servant placed at the disposal of
the municipality by the department in charge of the decentralization and deals
with the mayor in a relationship of a horizontal collaboration: he is not his
subordinate.

* The municipal tax collector who is an official of the ministry in charge of
finance, which deals with the authorizing officer in a relationship of
collaboration: he is not his subordinate and has no orders to receive from him.

* The delegate of the government who is an agent appointed by the state and has
more weight than the elected representatives of the people that are the mayors.

3.3.4 Human resources

The organic framework on decentralization provides that the territorial com-
munities recruit and manage freely their human resources. However, some officials
of the communities, as seen by examining the statutory resources, are appointed by
the central administration. In addition to this, there is a tendency to neglect the
recruitment of staff in particular with regard to the adequacy profile/employment
and a lack of the texts of application on the local public service.

3.3.5 Hardware resources

The limited nature of the financial resources available to the territorial commu-
nities is borne from their staffing in materials and equipment to fully play their role
in the implementation of public policies. The case visible enough is that of the
development of communal roads or the equipment of communal health centers.
This state of things can be explained by the absence of a regulatory framework on
the devolution to the commons of material means corresponding to the block of
skills already transferred.

The review of the status of the resources available to the decentralized territorial
communities allows to raise that these actors of public policies do not have real
means of decisions on the implementation of public policies in Cameroon. In effect,
the National Council of Decentralization noted that local development is still mixed
in Cameroon and this is despite the advances made in the transfer of skills and
resources in the House of Commons since 2010 [19]. Also, this local development
remains focused essentially on the political and social dimensions and the detriment
of the economic dimension.
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4, Conclusion

The objective of this article was to gauge the weight of decentralized local
authorities in the implementation of public policies in Cameroon and thus to assess
the effectiveness of decentralization. The result was a mixed weight of decentrali-
zation on the local development front. This reflects the efforts required for local
authorities to be genuinely involved in the formulation and implementation of local
public policies.

Decentralization is not an innovation in Cameroon, but related practices do not
always follow the existing legal framework. It is not enough just here to want but to
give power and let the local authorities act. The state would come after to control
and not to rule. Indeed, decentralized local authorities will only play their part
perfectly if the strategic state/CTD partnership is backed by a clear legal and
regulatory framework, lending little to variable geometric interpretations, and if the
state improves its strategy for managing its triple function of the strategic state
(facilitator, regulator, and developer).

On the normative level, the legal arsenal in Cameroon is well provided in terms
of decentralization, and its implementation is necessary to achieve local develop-
ment objectives. Its operationalization is manifested by the transfer of skills in
several fields that are the social, economic, and cultural. However, a relevant anal-
ysis of the legal framework and the mechanisms for setting up effective decentral-
ization in Cameroon shows that in reality, as things stand, local authorities have no
financial autonomy and have very limited administrative autonomy. Beyond the
technical capacities that they do not yet have, we note the weight of supervision
that weighs on those responsible at the local level. The existence of so many short-
comings attests that decentralized local authorities are not always provided with
adequate local services and personnel for the optimal exercise of their competences.
This assessment is the marker of an administrative autonomy of the communes still
fragile to serve as a basis for local development.

On the financial level, given that state allocations are largely insufficient to
enable local authorities to develop, only local taxes can play a determining role in
their financial empowerment. Public authorities should, therefore, review the dis-
tribution of local tax revenues in such a way that local authorities are able to finance
themselves and reduce financial intermediation as regards the financial circuit of
local taxes. One strategy could initially be to reduce the procedures for making
financial resources available to local authorities and to strengthen the mechanism
for monitoring the implementation by the latter of their program budgets.

In statutory terms, the legitimacy of government delegates should be
guaranteed. Therefore, they should be chosen by municipal councilors from among
elected mayors who demonstrate the will to assume these functions. Moreover, the
state should put in place a strategy that would ensure that, in the long term, the
municipal council can be the only body that controls the mayor’s action at the local
level and effectively plays the role that the National Assembly plays alongside the
executive at the national level. Also, the municipal receiver and the mayor’ secre-
tary should be placed under the authority of the mayor in a vertical collaborative
relationship in order to limit confrontations between these officials in matters of
local management.
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Chapter 5

Financial Relationships Between
Public Administration and
Public Enterprises: Theoretical
Foundations and Practical
Implications

Pina Puntillo

Abstract

The objective of this study is to analyze the institutional and organizational
structure of public service companies in Italy. After analyzing the various reforms
of the Public Administration, research has focused on the crisis and the insolvency
of publicly owned companies, as, for the first time and recently the legislator has
organically regulated the consequences of the insolvency of the same, affirming
their general submission to bankruptcy and insolvency proceedings. Still the norm
also outlined the procedure for the adoption of preventive plans should aim to avoid
insolvency in financial hardship cases, and to remedy the crisis of the investee
companies. After having dealt with the issue of historical evolution and territorial
distribution of the phenomenon of public enterprises in Italy, aspects of the legal
framework of the object of study will be addressed. The next section analyzes
the contents of the reform of public companies, recalling the reference standards
and the important news concerning the coverage of losses of companies. The new
discipline produces important repercussions on public budgets and therefore on the
community: for this reason, the conclusions of the study will deal with this aspect.

Keywords: public service companies, default, budget, Italy

1. Introduction

The objective of this study is to analyze the institutional and organizational
structure of public service companies in Italy. This structure was the subject of a
profound reform generated by reasons of public finance protection. After analyzing
the concept of the public sector and the object of this study, the theoretical frame-
work of the analysis will be addressed, which will be carried out from a historical-
temporal perspective, with an interpretation of a company nature on observation
phenomena.

In this sense, recalling what is reported in national and international litera-
ture, we analyzed the different strands of research that characterized the various
reforms of the public administration. Research areas have shifted the objec-
tives of the studies toward conditions of greater efficiency and value of public
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performance while allowing to identify and analyze the evolution of the various
systems of planning and control of public administration. In consideration of
the pathological phenomena that have occurred with increasing frequency in
recent years, research has focused on the crisis and the insolvency of publicly
owned companies, as, for the first time and recently the legislator has organi-
cally regulated the consequences of the insolvency of the same, affirming their
general submission to bankruptcy and insolvency proceedings. Still the norm also
outlined the procedure for the adoption of preventive plans should aim to avoid
insolvency in financial hardship cases and to remedy the crisis of the investee
companies. After having dealt with the issue of historical evolution and territo-
rial distribution of the phenomenon of public enterprises in Italy, aspects of the
legal framework of the object of study will be addressed. This last topic is very
controversial in doctrine; in fact, far from being a mere academic exercise, the
qualification of the legal nature of such enterprises involves significant practical
consequences on the disciplinary level. The next section analyzes the contents of
the reform of public companies, recalling the reference standards and the impor-
tant news concerning the coverage of losses of companies. The new discipline
produces important repercussions on public budgets and therefore on the com-
munity: for this reason the conclusions of the study will deal with this aspect.

2. What constitutes the public sector and the public entities: defining
boundaries

The public sector is traditionally constituted by all organizations owned and
controlled by government, which provide utilities and services to the community [1].

Especially public complex and difficult to define, inputs are not being easily mea-
sured, and as a consequence, it is difficult to value the public sector efficiency [2].

Public entities differ from private sector organizations, but rather the delivery of
outcomes to stakeholders [3].

Bossi et al. [4] have identified specific characteristics that define the public sec-
tor in relation to the private sector:

* Less incentive to adopt new management approaches, due to a non-competitive
environment.

* Intangible objectives are less linked with the market value and financial profit.
* More importance is given to social and environmental responsibility.

* Most public organizations provide services (education, health, etc.), that is,
intangibles.

* Intangibles—knowledge and human resources.

* Inflexible management procedures and rigid structures—the bureaucratic
model does not facilitate new approaches.

* Less necessity to quantify.

* Increase in external demand for accountability and transparency in the use of

public funds.
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In general terms, we can point out that the public sector has experienced great
processes of intense transformation which have been caused mainly by two fac-
tors: (1) financial and tax burdens, and as a result, the increasing importance of
an efficient public sector management and (2) society’s new demands to improve
services [5].

The modern public sector management boasts public attention and service qual-
ity, which justifies the need to establish a series of initiatives to help efficiency and
effectiveness in the public function.

The concepts related to innovation in the public sector can be included in new
managerial view (or framework) of governmental administration called new public
management (NPM) [6] since public service quality improves.

According to the paradigm of NPM, the role of public entities is changed to the
name of decentralization, increase in autonomy of public managers, competition,
quality strategies, economy, efficiency and efficacy, citizen guidance, emphasis on
private sector management techniques, and performance indicators.

Since the new vision of public administration is the result of a process for the
introduction of the principles of NPM [7-9].

NPM has brought about transformations in managing entities in public entities,
whose main characteristics—defined by Hood [10], Olsen and Peters [11], and
Hodges and Mellet [8]—include a wide variety of changes such as deregulation,
decentralization, subcontracting, substitution of input control systems, manage-
ment of results, responsibility assignment, and the introduction of different
management techniques. The ultimate objective of these reforms is to improve the
efficacy and effectiveness of public entities, surpassing bureaucratic problems and
guaranteeing transparency in entities and accounts renderings.

As aresult of NPM, public entities better response to the needs of service users,
emphasis on performance and result management, introduction of performance
standards, better communication of results, decentralization and competence of
financial and personal management, interest in market forces and the creation of
internal markets, privatization of public companies, and application of private
sector management methods [12].

These characteristics all justify the need to draw together in an easily under-
standable system to those elements that are differentiating the sources of competi-
tion and that will generate value for the administration, such as the focus on the
citizen, social responsibility, and professionalism.

In order to achieve this task, we consider public funding, ownership and opera-
tion of services. These organizations may be part of two areas of activity: the other
is those monopolies which supply services and utilities and which also charge their
customers for their services. In the 1990, the policy of privatization has made it
more difficult the identification of public sector, given the less direct links which
now exist between organizations and government.

The provision of public services may be organized in a variety of ways and con-
trols through different organizational and regulatory mechanisms. Public services
might have some element of government funding, ownership, public direction,
or regulation, in different combinations, but there is no longer a need for direct gov-
ernment ownership for the provision of these public services. This study includes
some hybrid organizations, in which private sectors were used by the public sector
and public service organizations were urgent to be “commercial.”

Public services are those activities that are enshrined within the public service
rather than the private provision through market. It is assumed these “public
services” should be available for all members of the society provided in an equitable
fashion [1].
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Regime around it is a complex of domains of public services that relies on the
perceived nature of the services. This is for several reasons. The main issue concerns
the nature of public services and is widely used by the public services to be pro-
vided, that is, the boundary of public services is not fixed but varies from country
to country. Thus, we use only the public services business (PBE) but not public
institutional systems (PIS).

In light of this premise, the research field identifies which universe of companies
on which the investigation is to be carried out partially or totally held directly or
indirectly by public administrations, with the following legal form:

e Srland SpA
* Srl and SpA in cooperative form

* Consortium companies in the form of Srl or SpA

3. Public companies in Italy: evolutionary profiles

The reasons behind the latest reform of publicly owned companies are the need
to simplify and rationalize an impressive number of public companies in Italy.

For the purposes of the analysis of the regulations contained in Legislative
Decree 175/2016 laying down “Consolidated Law on the subject of companies owned by
the public administration,” it is necessary to define a public entity, and therefore, it
is necessary to start from the models of public bodies that have become known over
time.

The administrative organization of the liberal state was simple and was charac-
terized by few territorial entities: state, provinces, and municipalities. There were,
also, very few other government-owned businesses by local authorities, who mostly
were characterized by a structure-associated ativa.

This state was essentially concerned with controlling the internal public order
and the defense of the territory from external enemies, leaving the market free
to seek its equilibrium.

Toward the end of the nineteenth century and the beginning of the twentieth
century, the state was strengthened, with the relative growth of the ministries and
agencies that began to take care of public services.

This historical moment marks the start of the process of expansion of the
original organizational structures of the state, with the creation, at the state
level, of autonomous companies (entities included in the ministerial area with
management autonomy and a different financial, accounting and controls),
while at the local level, municipalized companies (as branches of the territorial
bodies that carried out, at the levels closest to the citizen, the same functions
of the autonomous companies), as well as with the multiplication of functional
public bodies, which has led to a progressive differentiation and multiplica-
tion of public bodies. We pass, in this way, from one State controller to an
“interventionist”

Following the crisis of 1929, as well as in the post-war period, there was a strong
state intervention in the economy due to the consequential economic difficulties of
these historical events.

In particular, the state started to take stock of private companies in difficulty in
order to avoid bankruptcy (e.g., the purchase of shareholdings by IRI, an institute
for industrial reconstruction).
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We have thus moved on to a model of State entrepreneur and lender.

With the entry into force of the Constitution, the panorama of public bodies has
been enriched by another body: the region (public body endowed with legislative
and statutory power in certain matters listed in Article 117 of the Constitution) and
with the reform of the Title V administrative functions has been redistributed with
a view to subsidiarity, differentiation, and adequacy.

In the same perspective of the evolution of the group of public subjects, the
law on parastato (L.70/1975) continued the work of transformation through an
uncontrolled proliferation of necessary public bodies, qualified as parastatals. This
framework has made it difficult to give a single definition of public administration,
or we speak, in fact, of pluralism of public administrations or public administrations
with variable geometry.

This organizational pluralism is presented as:

* Pluralism of public authority (state, regions, and local authorities)
* Pluralism of the state organization (plurality of ministries)

* Plurality of public bodies (i.e., organizations differentiated by public authorities
in the strict sense and endowed with their own legal personality but linked to
them by more or less intense organizational ties)

Uniformity has given way to the diversification of models, envisaging a system
of administration no longer revolving around the State-apparatus, but inspired by
the principle of institutional pluralism, by virtue of which alongside the State, the
public body par excellence and other subjects operate and are endowed, as well as
of private juridical capacity, also of public juridical capacity, which pursue aims of
public interest.
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Figure 1.
Public companies currently controlled by the Ministry of the Economy and Finance.
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Figure 2.
Number of public enterprises by year of establishment from 1990 to 2015.

The penetrating intervention of the State in the economy has led to an uncon-
trollable increase in public debt, imposing a peculiar process of liberalization and
privatization in order to reduce it. Figures 1 and 2 show a quantitative analysis of
the public investee companies in Italy, illustrating the public companies currently
controlled by the Ministry of the Economy and Finance and the number of public
companies established between 1990 and 2015.

4. Legal profiles and disciplinary aspects of public enterprises

With the privatization process, there have arisen problems of formal classifica-
tion of the discipline; in fact, within the syntagma “public companies” can be, in
practice, surrounded by deeply heterogeneous figures. It is for this reason that it
cannot be further supported by a static concept of a public body, indeed, must give
notice of the fact that recently the Stato Council (judgment no. 2660/2015") is ori-
ented toward a “functional and iridescent notion of public body: the same subject
may have the nature of public body for certain purposes and with respect to certain
institutions and may, however, not have it for other purposes, preserving, respect to
other institutions, and regulatory regimes of a private nature.”

Far from being a merely classificatory matter, the public qualification of an insti-
tution involves significant practical consequences on the disciplinary level.

A first limit is found in the controls, of various kinds (on the deeds, on the man-
agement bodies, internal or external, accounting), which are the object of all public
bodies, aimed at assessing the legitimacy of the institution’s activity and compliance
in the public interest.

A strong limitation is, moreover, by the absence of a complete and perfect nego-
tiating freedom, characterized by a number of constraints, rules, and publicistic
limits, aimed at transparent proceduralisation of a contractual choice, with regard
to an, the content of the contract and the choice of the negotiating partner. It is

! https://www.giustizia-amministrativa.it/cdsintra/cdsintra/AmministrazionePortale/Document
Viewer/index.html?ddocname=7CQIJESIDUT64IMHJ4XI75AXDE&q.
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therefore an activity that is always functional and not free, characterized, that is, by
a teleological constraint susceptible of control and syndication in the jurisdictional
seat.

With regard to the configurability of public bodies to a corporate structure,
the debate has polarized around the question of whether the public finalization of
the corporate body and the alteration of the typical corporate model can lead to
affirming the attraction of the so-called investee companies to the public sphere.

This assimilation took place fundamentally for reasons of public finance protec-
tion, given that often the private module constitutes an elusive means of provisions
that are undoubtedly binding on the (public) participating bodies but not also
for the private entities constituted or participated by them. In general, it should
be noted that nowadays there is a tendency to identify between public bodies and
institutions included in the consolidated account of the public administration.

The growing attention on the system of public investments, at central and territo-
rial level, is a consequence of the previous use of the corporate instrument as a way of
avoiding the constraints of public finance. In compliance with the new rules on budget
balances, the legislator has set up a coherent system of measures, directed toward the
common objective of restoring efficiency to companies in public participation, includ-
ing through the strengthening of corporate governance and to consider the “public
administration group” (GAP) in a unified manner, with particular reference to the
effects on institutions of the results of the exercise of the investee organizations.

The lack of homogeneity of the financial statements, determined by the phe-
nomenon of outsourcing, involved an incomplete and not representative represen-
tation of the financial, economic, and equity situation of the GAP and the overall
functions performed by the entity through its organizational structures, its instru-
mental entities, and its investee companies.

With a view to greater transparency and accountability of the various levels of
government, Legislative Decree June 23, 2011, n. 118, in harmonizing the account-
ing systems and financial statements of the regions, provinces, and local authori-
ties, establishes the consolidation of the accounts between the institutions and their
participated bodies.

The “centrality of the consolidated financial statements” is functional to compli-
ance with the public finance constraints, since it allows to achieve the objective of
“neutrality” of the budget with respect to the phenomenon of outsourcing and is
approved by 30 September of the year following the reference year (accounting
principle applied consolidated financial statements). The scope of consolidation
extends to cases in which the dominant influence is exercised by virtue of particular
contractual restrictions, even in the absence of participation. The obligation of
consolidation, long postponed, from September 30, 2017, is mandatory for all
institutions with a population of more than 5000 inhabitants. In force since 2018,
the financial statements that present, for each of the three parameters (total assets,
net assets, and total revenues), are less than 3% compared to the parent company’s
economic and financial position.

The valuation of irrelevance must be formulated both with reference to the
single entity or company and to the set of entities and companies considered to be
scarcely significant, as the consideration of more modest situations could be of
interest for consolidation purposes. It must be avoided that the exclusion of so many
autonomously insignificant realities subtracts important information from the
group budget. Consider, for example, the limit case of a corporate group consisting
of a considerable number of institutions and companies, all of a small size such as to
allow exclusion if considered individually.

Therefore, for the purposes of exclusion for irrelevance, starting from the
financial year 2018, the sum of the percentages of the financial statements
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considered as irrelevant must present, for each of the parameters indicated
above, an incidence of less than 10% compared to the equity, economic, and
financial management of the parent company. If these sums have a value equal
to or greater than 10%, the parent company identifies the financial statements
of the individually irrelevant entities to be included in the consolidated financial
statements, until the sum of the percentages of the accounts excluded for irrel-
evance is reduced to less than 10%.

On the other hand, the entities and companies wholly owned by the parent com-
pany and the in-house companies and the investee entities holding direct assignment by
the members of the group, irrespective of the shareholding, are considered significant.

In the case of direct assignment, the shareholdings of less than 1% of the investee
company’s capital are considered irrelevant and not subject to consolidation.

The amplitude of the scope of consolidation makes it possible to achieve a uni-
tary economic result of the “public administration group,” which takes into account
both the result of the institution’s exercise and the profits and losses of the investee
organizations.

The proliferation of participating companies is now a phenomenon subject
to attention by the Court of Auditors, which has identified the critical profiles
of the use of the corporate instrument for the pursuit of the institutional goals
of public bodies. The Autonomous Section of the Court of Auditors® in resolu-
tion no. 24/2015 highlighted the fact that only 35.72% of the participated bodies
operate in the local public services sector, with a clear predominance of in-house
assignments with respect to assignments through public tenders. From the point
of view of financial management, the Court of Auditors highlighted the strong
prevalence of debts on loans in the relations between local authorities and
investee companies.

The regulatory framework, in the field of public companies, presented a strong
regulatory disorder that negatively characterized the regulation of corporate hold-
ings held by public administrations.

In consideration of this, it was necessary to introduce a unitary discipline aimed
at resolving the classification problems and legal regime of these subjects.

It is for this reason that the Parliament, with the law of August 7, 2015, has delegated
the government to adopt a decree reforming the public administration as a whole.

The purpose of the reform, as stated by the Council of State in its opinion no.
968/2016%, is to “simplify and rationalize the rules in force in this area, through the
reorganization of national provisions and the creation of an organic generval discipline”

5. The reform of public enterprises as an instrument for rationalizing
public spending in Italy

These are the essential points of the intervention delegated by the Madia reform:
* Firstly, limit the establishment of new public companies, make the financial

statements of companies in public control transparent, reduce the number of
public companies, and prevent the proliferation of unnecessary societies.

2 http://www.corteconti.it/export/sites/portalecdc/_documenti/controllo/sez_autonomie/2015/
20150720_20150722_Deln024_FRG_Organismi_Partecipati_Linkrelto.pdf.
? https://www.giustizia-amministrativa.it/cdsintra/cdsintra/Notiziasingola/Ilcodicedeicontratti
pubblici/PareriresidalConsigliodiStato/Parere21aprile2016968/index.html.
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* Secondly, reduce the areas of intervention of public companies, eliminate

or limit public companies that are not in economic equilibrium, redefine the
personnel management system of publicly controlled companies, and ensure
that the activities of publicly owned companies are more efficient.

* Finally, improve the services provided to citizens and businesses, giving

greater credibility and transparency to the public administration and favoring
the best use of public resources, through the efficient allocation of resources
and the removal of waste sources.

This is the framework in which the Legislative Decree 175/2016 laying down

“Consolidated Law on the subject of companies owned by the public administra-
tion,” then amended by Legislative Decree, 100/2017.

The Consolidation Act is essentially divided into four types of intervention:

* Introductory provisions containing the indication of the object and scope of

the TU, the formulation of definitions, and the identification of the types of
companies in which public participation is admitted

* Provisions aimed at establishing the conditions and limits of public sharehold-

ings, as well as redefining the rules for the incorporation of companies or for
the taking up or maintenance of shareholdings by public authorities and for the
sale of public holdings

* Provisions concerning the administrative and control bodies of publicly

controlled companies

* Provisions aimed at encouraging economic efficiency and efficiency through the

introduction of procedures for periodic rationalization and extraordinary audit-
ing, personnel management, specific financial rules for the local authorities’
subsidiaries and the promotion of transparency

The Consolidation Act draws the “perimeter” within which a public administra-

tion can decide to set up a company (in the forms, governed by the Civil Code,

of joint-stock companies or limited liability companies), specifying in Art. 4,
paragraph 1, that “le Public administrations cannot directly or indirectly constitute
companies having as their object activities of production of goods and services

not strictly necessary for the pursuit of its institutional purposes or acquire or to
maintain holdings, including minorities, in these companies.”

This is the so-called restriction of purpose, drawn up by the jurisprudence and

implemented by the delegated legislator, which places a limit on the participation of
the public administration in companies, so that they pursue a purpose compatible
with the institutional purpose of the participating administration.

Paragraph 2, of the Art. 4, also introduces an activity constraint: companies

in which public administrations can participate and perform “exclusively” certain
activities, strictly listed (e.g., production of a service of general interest, design and
construction of a work published on the basis of a program agreement, self-pro-
duction of goods or services instrumental to the participating institution or public
bodies, etc.).

The most important aspects of Legislative Decree 175/2016 then amended by the

Legislative Decree, 100/2017, are essentially concern with:
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* Art20-24 rationalization plans
* Art 14 recapitalization

e Art 21 financial rules

The main instrument through which the need to reduce public spending has
been pursued is the obligation to periodically rationalize public holdings, to which
the administrations are held annually.

The rationalization plans concern all public administrations and are designed to
highlight the following situations:

a. Company shareholdings that are not included among those “indispensables”
for the purposes of pursuing institutional goals.

b.Companies that do not have employees or have more directors than employees.

c.Investments in companies that perform similar activities to those carried out by
other investee companies or by instrumental public bodies (the so-called dual
company).

d.Investments in companies which, in the previous 3 years, have achieved an
average turnover not exceeding 1 million euro®.

e. Investments in companies other than those established for the management of
a service of general interest that has produced a negative result for four of the
previous 5 years.

f. Investments in companies with a need to contain operating costs.

g.Investments in companies that need to be aggregated regarding the activities
permitted pursuant to Art. 4 (see Article 20, paragraph 2).

The real novelty of the Consolidated Law consists in the provision of a periodic
revision alongside the extraordinary one, providing that the public administrations
carry out, annually (from 2018, by December 31) and the analysis of the invest-
ments held and prepare rationalization plans, according to the criteria enunciated
by the aforementioned Art. 20.

To complete the reorganization procedure, the Art. 24 of the disciplinary decree
regulates the procedure for the extraordinary compulsory review of investments
held, directly or indirectly, by public administrations, for the disposal or rational-
ization of certain types of companies.

The section of the autonomies, with resolution n. 19/SEZAUT/2017/INPR®
issued guidelines aimed at favoring the correct fulfillment of the provisions,

* With the modification provided by the Art. 17, co. 1, lett. (f), Legislative Decree no. 100/2017, the
turnover threshold, during the transition period, has been reduced to 500,000.00 euros. See Art. 26, co.
12-quinquies, Legislative Decree no. 175/2016: “For the purposes of applying the criterion referred to in
Article 20, paragraph 2, letter (d), the first 3-year period is the 3-year period 2017-2019. Pending the first
application of the aforementioned criterion for the 3-year period 2017-2019, the average turnover thresh-
old not exceeding 500,000 euro applies for the 3 years preceding the entry into force of this decree for the
purpose of adopting the extraordinary audit plans in Article 24 and for the 3-year periods 2015-2017 and
2016-2018 for the purposes of the adoption of the rationalization plans referred to in Article 20.”

> http://www.corteconti.it/export/sites/portalecdc/_documenti/controllo/sez_autonomie/2017/
delibera_19_sezaut_inpr_2017_e_linee_guida.pdf.
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underlining the obligatory nature of the recognition of the investments held,
so that the recognition is always necessary and also to certify the absence of
shareholdings.

The rationalization plan includes:

* The recognition of holdings held.
* Decision of those not necessary for the pursuit of the corporate purpose.

The results of the survey are left to the discretion of the participating adminis-
trations, which are required to expressly motivate the choice made that may consist
of a reorganization measure (alienation /rationalization/merger) and the mainte-
nance of participation without intervention. In any case, a motivation is required,
both for dismissing and for maintaining the company.

In summary, the aforementioned regulation provides two dismissal obligations:

a.The prohibition of maintaining companies that are not consistent with their
institutional aims (principle of functionalization);

b.The prohibition to maintain companies, which are consistent with the insti-
tutional aims of the institution, are not indispensable for their prosecution
(see Corte conti Lombardia Section control, resolution of May 13, 2015,
No. 195; Corte conti-Basilicata Sez control, resolution of 14 June 2017, No.
40; Corte conti-Piemonte Control Section, Resolution No. 28 of January 28,
2016; and Court of Auditors-Emilia Romagna Control Section, Resolution
12 January 2016, No. 4).

6. The accounting tools for covering losses of public companies

Among the fundamental principles that characterize the accounting harmoniza-
tion reform, there is the recourse to adequate allocations to specific provisions for
risks and charges (in the past often hidden among the residual liabilities) destined
to safeguard the present and future balance of the financial statements. With this
in mind, the provision for the investee loss provision is envisaged, in addition to the
tied multiyear fund and the doubtful loan fund.

First envisaged by Art. 1, cc. 550 et seq of Law 147/20 13 (2014 Stability Law)
and, currently, governed by Art. 21, Legislative Decree no. 175/2016, the obligation
is foreseen (which will come into force at full capacity from 2018 but provides for a
transitional regime of first application already in the 3-year period 2015-2017) for
local public administrations to set up a fixed fund to cover the losses of participated
bodies not immediately cleared up.

The establishment of the captive fund to cover the losses of investee organiza-
tions will make it possible to include in the financial statements of local authorities
the effects of losses incurred by these entities, and not immediately repaid. As
emphasized by the Court®, the fund:

* Avoids, in the forecast budget, that the failure to take into account any losses
reported by the body could have a negative impact on future budget balances.

® http://www.corteconti.it/export/sites/portalecdc/_documenti/controllo/campania/pareri/2016/de
libera_333_2016.pdf.
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* Favors the progressive managerial accountability of the member bodies,
through a stringent correlation between the economic-financial dynamics of
the investee organizations and those of the entrusting members.

The obligation to create the fixed fund for the losses of the participated bodies
concerns all local public administrations included in the ISTAT list referred to in
Article 1, paragraph 3 of Law 196/09. Therefore, in addition to regions, provinces,
and municipalities, the provision calls into question, among others, mountain com-
munities, unions of municipalities, consortia between local authorities, chambers
of commerce, and local health authorities.

The “participatory bodies” that the Art. 1, c. 5507 considers for the purpose
of determining the provision to the fund are special companies, institutions,
and investee companies. The financial intermediaries referred to Art. 106 of
Legislative Decree 385/93 (Consolidated Law on Banking and Credit Law), as
well as companies issuing financial instruments listed on regulated markets
and their subsidiaries. It should also be noted that the provision is made if the
investee organizations present, in the last available financial year, a financial
result or a negative financial balance, not immediately paid by the participating
entity (Article 1, paragraph 551).

Article 21 d. Legislative Decree 175/2016, as amended by Legislative Decree
100/2017, establishes that in the event that companies in which local public
administrations have a negative operating result, the participating local public
administrations, which adopt financial accounting, set aside subsequent year in an
appropriate restricted fund an amount equal to the negative result, in proportion to
the shareholding.

It should be noted that the Art. 21 of Legislative Decree. 175/2016 is also con-
cerned with standardizing the cases in which the entities holding the loss-making
interest are not in financial accounting but adopt a civil accounting system. In
such cases, they adjust the value of the investment, during the following year, to
the amount corresponding to the fraction of the equity of the investee company
where the negative result is not immediately settled and constitutes a lasting loss
in value.

For companies that prepare consolidated financial statements, the operating
result to be considered is that relating to these financial statements.

The amount set aside returns to availability to the public administration budget,
always in proportion to the participation fee, in the following cases:

¢ The participant body stores the loss or retires the participation.
* The participant is placed in liquidation.

* The investee companies, with their own resources, pay in full or in part the
losses achieved in previous years.

Apart from these cases, the provision allocated to the budget is included in the
statement of the share of the administrative result and therefore remains essen-

tially unavailable for purposes of expenditure other than those for which it was
established.

7 Art. 1 c. 550 applies to special companies, institutions, and companies owned by local public adminis-
trations indicated in the list referred to in Art. 1, of Law 196/2009. Financial intermediaries pursuant to
Art. 106 of the consolidated text referred to in d. Igs n. 385/1993, as well as companies issuing financial

instruments listed on regulated markets and their subsidiaries.
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In the first application, for the years 2015, 2016, and 2017, the legislator has
provided a transitional period in which the provision is gradually increasing, with
an important distinction between the participation in bodies that, despite hav-
ing reported a loss in last available budget, the accounts worsened and those that
improved them compared to the average of the previous 3 years.

The first situation includes the hypotheses of the bodies that recorded a loss after
previous financial statements in profit or which reported a negative result above
the average of the previous 3-year period. In these cases, the portion to be allocated
in the 2015 financial statements of the participating entity is equal to 25% of the
negative result achieved in the previous year by the body. The provisions will be set
at 50% for 2016 and at 75% for 2017, again with reference to the losses reported by
the investee in the previous year.

If, on the other hand, the loss in the last available balance sheet is lower than the
average of the previous 3 years (showing an improvement in the accounts), the pro-
vision in the 2015 estimated budget must be made equal to the difference between
the result achieved in previous year and the 2011-2013 average result improved by
25% for 2014. In the following financial years, the amount should be calculated as a
slide considering that the average result must be improved by 50% for 2015 and by
75% for 2016.

The Autonomy Section of the Court of Auditors, which with Resolution no. 4
of 17 February 2015,® highlights that provisions to the fund must be coordinated
with the provisions of the Italian Civil Code on the automatic dissolution of the
company whose capital has fallen below the legal limit, which entitles the entity
to decide, based on a prognostic judgment on the future profitability of the
company, whether to provide for the reintegration of the share capital or to take
note of the automatic liquidation of the body (Articles 2484, paragraph 1, No. 4
and 2447 CC).

To be specific, the Art. 14 d. Decree 175/2016 establishes the prohibition for
public authorities to carry out capital increases, extraordinary transfers, credit
facilities, or issue guarantees in favor of subsidiaries, with the exception of listed
companies and banks, who have registered for three consecutive financial state-
ments and losses for the year or that have used reserves available for the settlement
of losses also during the year.

The local partner institution can intervene in the area of losses:

* Only within the limits of its participation in the share capital and cannot provide
additional resources.

* Only if the financial intervention is compatible with the provisions of the
Community law on state aid.

Local administrations will be able to intervene for losses only against companies
responsible for the performance of the service of general economic interest.

Therefore, the local public administration can make the losses of an investee
company with the resources set aside in the restricted fund, within the limits of its
shareholding and only after the compatibility with the state aid legislation has been
assessed.

It should, however, be kept in mind that the provision for losses is a prudential
budget rule, so that the entities that have set aside resources cannot, however,
freely repay the losses of the investee companies and must instead comply with the
requirements indicated in the same paragraph 5 of the aforementioned article 14 of

8 http://www.quotidianoentilocali.ilsole24ore.com/pa24.php?idDoc=16742623&idDocType=3.
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the single text, so any intervention in this sense can only take place within a restruc-
turing plan that guarantees the future balance of the subsidiary’s accounts.

Legislative Decree n. 100/2017, conforming to the indications given by the
Council of State in its opinion, has also added a paragraph 3-bis to the aforemen-
tioned article 21 of d. Igs. n. 175/2016, under which the participating local public
administrations can proceed to the level of the losses suffered by the investee
company with the sum set aside, within the limits of their shareholding and in com-
pliance with the principles and legislation of the European Union in terms of state
aid. This means that, on the one hand, the local partner body (beyond the amount
of amounts entrusted to an investee for the performance of certain services) can
intervene in the level of losses only within the limits of its participation in the share
capital and cannot provide additional resources and, on the other hand, that alocal
public administration can proceed only if the financial intervention is compatible
with the provisions of the Community law on state aid: this compatibility is defined
by the decision of the EU Commission of December 20, 2011, which codifies the
principles established by the ruling judgment on the Altmark case to exclude thata
public intervention is an improper aid, conflicting with Article 107 of the EU Treaty.

Consequently, local administrations will be able to intervene for losses only
against companies responsible for the performance of the service of general
economic interest (e.g., transport companies), to offset the service obligations
imposed on them and only to condition that the four principles of the Altmark
judgment are respected:

a. The recipient undertaking must have been effectively entrusted with the fulfill-
ment of public service obligations, and those obligations must be clearly defined.

b.The parameters on the basis of which the compensation is calculated must be
established in advance in an objective and transparent manner.

c. The compensation cannot exceed what is necessary to cover all or part of the
costs arising from the fulfillment of the public service obligations, taking into
account the relevant revenue and a reasonable profit.

d.The choice of the company to be entrusted with the fulfillment of public
service obligations must be made in the context of a public procedure that
allows to select the candidate able to provide these services at the lowest cost
for the community. If the choice of the company, in a specific case, takes place
outside of such a procedure, the compensation must be determined on the basis
of a cost analysis that should be borne by a medium-sized company, efficiently
managed and adequately equipped with means to carry out the service.

With regard to the methods for hedging the financial resources allocated to
recapitalization and/or loss coverage of investee companies: Art. 3 paragraph 18 of
the Budget Law 2004 stipulates that the bodies No on can borrow to finance contribu-
tions aimed at the vecapitalization of companies or companies aimed at covering of losses.

The Court of Auditors’ (Regional section Abruzzo, sent. No. 1/08) stated that
the costs of covering of losses and recapitalizations of participatory bodies should
be considered current expenditure, and, as such, be taken into account in the
calculation of the fund balances.

® http://www.corteconti.it/export/sites/portalecdc/_documenti/controllo/abruzzo/pronunce/2017/
delibera_115_2017_e_relazione.pdf.
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7. Conclusions

The use of corporations by local administrations has been consolidated since the
beginning of the nineties of the last century. Since the beginning of the twentieth
century, the phenomenon of public intervention in the country’s economy had
spread, as the corporate phenomenon developed in public administrations, in the
absence of specific rules, the belief that the joint-stock company as an organism
governed by the civil code was exempted from the application of accounting rules
and public finance of public bodies.

The results of the deductive phase have shown that the public investee compa-
nies are called to identify new methodologies to direct and control the action of
their actions in order to prevent company crises and reorganization.

The provisions of Legislative Decree 175/2016 urge the governance bodies of
the public investee companies to use the best and most adequate instruments for
monitoring and evaluation with a view to promptly emerge the business crisis.
From an economic-business point of view, it can be seen that insolvency can be
ascertained mainly ex-post also from outside and through accounting and/or
final data 91; on the contrary, the crisis, which has not yet crystallized, giving
rise to insolvency, presupposes a vision that is no longer historical but prospec-
tive, aimed at identifying the incapacity in the future of fulfilling not only the
obligations already assumed but also those foreseeable in the normal course of
business.

This suggests considering the possibility of using accounting and/or historical
data but with a view to their ability to signal future imbalances, since the account-
ing indicators examined individually are not very significant for this purpose, that
is, without adequate spatial comparison, time and a joint analysis with ratios, and
operating results in the multiple economic-financial-equity aspects of the investee
company.

Consistently with what is outlined by the economic-business doctrine on the
uncertainty that distinguishes the identification of an actual state of crisis, there is a
need to always combine qualitative information with the most immediate account-
ing quantitative data and to accompany simple historical analysis, results with a
thorough examination of the future action plans, and the related forecast financial
and economic flows.

The analysis shows that the legislator has provided a fairly adequate instrumen-
tation (fund for investee losses) only after the losses have been produced. Here it is
considered that preference should be given to a prospective and planning perspec-
tive. Basically, only a medium-term planning can effectively detect a state of crisis,
confirming its finality or anticipating the outcomes; therefore, the introduction
of such an approach would give rise to an extremely useful planning logic for the
public investee companies.
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