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1. Introduction

Faith in the ability of macroeconomic policiesto effectively erase business cycles and
foster growth has long been oscillating, and it isnow at alow point. During the last
decade policy activiam has been rgected, increasingly replaced by rules of various
kinds.! Most central banks now only accept responsibility for price stability and most

governments put budget balance at the forefront of their concerns.

Thisimpressve change from the trigger-happy 1970s can be traced back to both facts
and academic research. Double-digit inflation and record levels of public debtsin
pesce time have exposed the excesses of unconstrained policy-making. Academic
research has andyzed the limits of discretion and, in the fidd of fiscd palicy, given
respectability to the principle of Ricardian equivaence which denies any stabilizng
role to discretionary actions. Work on the politica economy has shaken the view,
dready chdlenged long ago by Buchanan and Tullock (1962), that government is
good aslong asit is subject to democratic control (Drazen, 2000; Persson and
Tabdlini, 2000). In the presence of government failures, policies justified by the
exigence of market failures may do more harm than good. The not-so-new
conventiond wisdom seems to be that governments can hdlp, alittle, and if properly
constrained.

Nowhere is this wisdom seen more at work than in the world of centra banking.
Centra banks have been made independent and given a very precise mandate, price
Sability. The result has been a much reduced ability to make wide-ranging policy
choices. Now central bank are increasingly required to be transparent and
accountable.? Views on fiscd policy are following similar lines, with alag. The active
counter-cyclica use of fisca policy, ‘finetuning’ asit is often referred to, isadmost
universaly frowned upon for being a worst inefficient and quite possibly misguided.
Big government is generdly seen as bad, largdly driven by palitica interest aming a
chosen segments of the eectorate.

! See the Symposium on K eynesian Economics Today in the Winter 1993 issue of the Journal of
Economic Per spectives.

2 For asurvey of the changing world of central banking, see Blinder et al. (2001).



Formal changes, so far, have been less dramatic in the area of fiscal policy than inthe
area of monetary policy, but the tendency is clear. Rules have been adopted in severa
countries. In the OECD area, multiannua limits on spending have been introduced in
the Netherlands, New Zedland, Sweden, the UK and the US. Debt rules have been
introduced in New Zedland and Poland. Perhaps the most daring innovation has been
the adoption by EMU member countries of the Growth and Stability Pact. The Pact,
which formaizes the excessive deficit procedure specified in the Maadtricht Treety,
ams at a balanced budget and relies on a combination of gentle peer pressure and
aggressve fines. How effective it will be, and how judiciousit is, remains to be seen
and is discussed below.

The paper looks only at the OECD countries, with Europe dosdy in mind. The
evolution in macroeconomic policiesis reviewed in the next section. Section 3
andyses the particular difficulties faced when trying to reform fiscd policy-making.
Section 4 develops a number of principles to be considered for any wide-ranging
reform. Four arrangements are developed in Section 5, and the conclusions are
presented in Section 6.

2. The Broad Facts: Fiscal Policies Then and Now

Since the early to mid 1980s, most OECD countries have reduced their deficits and

many have started to cut down the Size of government. At the same time, the counter-
cydica use of both fiscal and monetary policiesis said to have declined. This section

checks and documents these trends.

2.1. Rising and Receding Public Debts

Sarting in the late 1970s in Europe, and the early 1980sin the US, debt levels have
gtarted to rise quickly. Figure 1, which presents gross debt-to-GDP ratios, documents
this pattern. The Swedish debt follows atrend smilar to that of the rest of Europe, but
with amarked decline hafway in the 1980s, sharply reversed in the wake of the
economic and banking crisis of 1990-1.



The genera upward trend of the 1970s and early 1980s was clearly unsustainable, and
concern was rising both on financid markets and within the populaion. Starting in the
mid 1980s, most governments have started to shift gears. Bringing public

indebtedness to the top of the economic policy agenda has resulted in a sharp trend
reversa, less marked in the European Union than in the US.

Fgure 1

Why did governments so generaly fal in the debt trgp in the first place? Figure 2
shows that that, in the US and Europe, spending has risen ahead of revenues. The
rectangles identify the periods between the cyclica pesks and troughs. In the US,
each cydlicad downswing is marked by a sharp increase in spending, which is
corrected over the ensuing upswing, until the massive Reagan boost to spending
definitely tipped the odds of keeping the debt under control. In Europe, spending and
revenue are less affected by the business cycle — with the notable exception of the mid
1970s. Spending issmply increased every year without corresponding adjustment in
tax intakes. Mogt of that increase consisted of hard-to-reverse welfare payments. The
Swedish stuation resembles that of Europe as far as the continuous rise in spending is
concerned, but revenue is actudly increased more than sufficiently, except during the
two cyclica downturns of the early 1980s and 1990s which open afinancing gap.

The correction of the 1990s generaly takes the form of severe spending cuts which
eventually dlow for amore modest reflux of revenues once budget balanceis restored
and the debt GDP gtarts declining. It remains to be seen whether the emerging pattern
of the early 2000s represents a new era, one where discipline is established but where
the will to cut spending is eroded and replaced with a new emphasis on rolling back
revenues. This new trend would be one where spending reductions barely follow tax
cuts, under the congtraint that budgets be kept in balance, just about. Thiswould leave
growth as the engine of reductionsin debt-to-GDP ratios.



2.2. Counteryclicality of Fiscal Policies?

The chalenge of fiscd palicy isto achieve debt sustainability while running counter-
cydlicd policies. Assuming thet fisca policy is effective — more below — counter-
cydicd actionsis the reason often advanced to temporarily err away from discipline.
Hasit been the case, in fact? Do budget deficits systematicaly rise during periods of
dowdown and, if so, are they corrected during the cyclica upswings? And if counter-
cyclicdity isachieved, isit through tax or soending adjustments, and does it go
beyond the automatic stabilizers?

The European Commission (2001) — see dso Buti a a. (1997) — damstheat fiscd
policies in Europe have been characterized by “pro-cydicd activiam”. This
conclusion is based on a graphica analyss where the 1990s play an important role.
Mélitz (2000) finds instead that they are counter-cydicd, but to amuch smaler extent
than asserted in the previous literature:® Visud inspection of Figures 1 and 2 offers
few clues. This section examines the datistical linkage between fisca policy and the
cyclesin four countries: the US, France, Germany and Sweden.

In order to detect whether fiscal palicies have systematicaly been counter-cydicd,
three budgetary indicators — public spending, public revenue and the budget balance
(revenue less spending) — are regressed againgt their own lags as well as the output
gap (actual less potentiadl GDP as estimated by the OECD).* If fiscal policy is counter-
cyclical we expect that, the output gap increases, spending declines when, revenue
increases, and therefore the balance increases too. In order to test for the debt-
gtabilization motive, the lagged debt-to-GDP retio is aso used on the right hand-side.
If fiscd policy is sysematically adjusted to reduce the public debt when it has risen,

3 A well-known “0.5 rule of thumb”, mostly derived from OECD estimates, asserts that for any 1
percentage point decline in GDP, the deficit increases by 0.5% of GDP (see Eichengreen and Wyplosz,
1993 and the review of theliterature in Melitz, 2000). Mditz (2000), in line with Wyplosz (1999),
findsinstead a coefficient of 0.1-0.2. This may be an effect of the extension of the sample period to
include the 1990s, an atypical period of low growth and closing down of the deficit to meet the
Maastricht convergence criteria. It may also reflect the combination of the counter-cyclical automatic
stabilizers, with an elasticity of 0.5, with discretionary pro-cyclical actions. Causality may be an
important issue here as highly autocorrelated restrictive fiscal policies may have led to low growth
during the 1990s. Most of the evidence is obtained through panel data estimation.

* To account for lags, and to avoid the endogeneity problem, the lagged output gap could be used. The
results thus obtained are not different from those presented here.



we expect to see a negative coefficient in the spending regression, a postivesgnin

the revenue regression, and a positive sgn in the balance regression.

The results shown in Table 1 aso test two frequently suggested hypotheses. Firg, it
is asserted that fiscd policy is asymmetric over the cycle, being more relaxed in
downswings than it is tightened in upswings. This can be tested by dlowing the
output gap to enter separately in years when it is declining (the gap isinteracted with
adummy variable which takes the vaue of 1 when the gap declines, O when it
increases). A stronger counter-cyclica reaction in downswings would correspond to
the interacted gap variable appearing with a coefficient of the same sign asthe gap
itsdlf.

Second, it has been claimed that, over the 1990s, to meet the Maastricht convergence
criteriauntil 1998 and then the Stability Pact requirement, debt stabilization has led to
alesser counter-cydlicd use of fisca palicy, possbly even to fisca policy becoming
pro-cyclical. To test for this possbility, the output gap is aso interacted with a
dummy variable that takes the value 1 over the period 1992-2001, 0 otherwise. Pro-
cydlicality would require the corresponding coefficients to be of the opposite Sgns
and larger than those for the output gap done. If the coefficients are smdler but of the
same sgn, we would conclude that fisca policy remains counter-cyclical, but weaker.
It could aso be expected that during 1999-2001 fiscal policy has been less smooth.
Thisistested by checking whether the coefficient of the lagged dependent variableis
negative when interacted with the same dummy. °

Finaly, at the purdly technica level, it can be objected that the variables used are not
datigticaly stationary. In order to meet this objection, for each of the three policy
indicators, Table 1 displays two regressons. in thefirst one dl variables are used in
levd, in the second one they are dl — induding the gap — fird-differenced. The results

provide for avaried set of conclusions.

® Following the political economic literature, e.g. Alesinaand Perotti (1997), it would be desirable to
add a number of political variables. The existing database, however, ends in 1995, which would
preclude a meaningful study of the 1990s.



Firg, the evidence that the budget baance systematically moves counter-cydicaly is
weak, except for the US where a 1 percentage point decrease in GDP ismet in the
short run with adeclinein the deficit of 0.4% of GDP. The effect isweaker (about
0.2) and very imprecisdly estimated for France and Sweden. It is negligible for
Germany where, however, the response is found to be asymmetric, with areatively
strong counter-cyclica reaction in downswings, but at best awesk correctionin

upswings.

Second, except for Sweden, spending is counter-cydlicd, and revenues are either
acyclical (US, Sweden) or pro-cydlicd (France, Germany). This may come as
surprise, since taxes are thought to be the main channel for the automatic stabilizers.
As Mdlitz (2000) observes, some taxes may indeed be sendtive to cyclica conditions,
but when all public revenues are put together, the automeatic stabilizers may have been
systematicaly thwarted by discrete policy actions on other taxes. The combination of
counter-cyclica spending and pro-cyclica revenues explanswhy the overal stance
of fiscd policy is, a mogt, weakly counter-cydlica.

Third, in France and Sweden, the public debt exerts a sgnificant disciplinary effect on
the 9ze of the deficit. Except for the US (where the evidence is conflicting), spending
declineswhen the debt rises. In Sweden it is taxes that seem to respond most and rise
when the debt is high, while they declinein Germany.

Fourth, thereislittle evidence of an asymmetry over the cycle. For the budget balance
indicator, the estimated coefficients of the gap interacted with the downswing dummy
suggest more counter-cydlicadity during downswings, but they are never datidticaly
ggnificant. The exception is Germany where procydicdity during the downswing
cannot be ruled out, and can be traced back to public revenues.

Finaly, do we detect a different pattern in the 1990s? In the US, the deficit seemsto
have become considerably more counter-cyclica, dthough the evidence is not clear
cut. This could be the coincidenta result of the two “Clinton miracles’: unusudly fast
growth and the end of the era of large federd deficits. In France and Sweden, it seems
that spending, and the overall budget, have become asymmetric, reacting counter-



cydicaly to downswings and pro-cydicaly to upswings. Thereisno clear changein
Germany.®

Tablel
2.3. Policy Effectiveness and the Ricardian Equivalence

An important contribution to current thinking about fiscd policy istheincreasngly
popular view that it has not delivered on its promises, that its effects are small, dow
and irregular or even that it fails to affect the macroeconomy. The background for
much this change of heart is the growing redlization that most macroeconomic
economic decisons are intertempordl, i.e. that private decisons— to spend or save, to
invest in productive equipment or acquire assets, to work or leave the labor market,

etc. — are subject to forward-looking consderations.

The extreme implication of the intertempora approach isthe principle of Ricardian
equivaence according to which every euro spent by the government is offset by an
equivaent decline in private spending. Whether the extra public spending is financed
through higher taxes or through a deficit isirrdlevant since today’ s borrowing
represents future taxes. Budget deficits Smply don't matter and fiscal policy does not

affect aggregate spending.

The verdict on Ricardian equivaence remains largely undecided after amassive
research effort spread over more than two decades.” On the theory side, the
assumptions required for fisca policy to be ineffective are too demanding to be met in
practice.® Ricardian equivalence failsin the presence of such redlistic festures as

uncertain lifetime, non-dtruistic bequest motives, credit rationing, distortionary

® This standsin contrast to the view of the European Commission (Buti, 2001; Buti, Franco and
Ongera, 1997) which claims that fiscal policy has turned procyclical in the 1990s and concludes that
the Stability and Growth Pact will improve things by making fiscal policy at least neutral and possibly
countercyclical when the automatic stabilizers are allowed to operate.

7 Surveys can be found in Bernheim (1987), Seater (1993), Becker (1997) and Gruen (1991).

8 For evidence that people ignore the size of the public debt, and that the cost of thisignoranceis likely
to betrivial enough to be near-rational, see Gruen (1991).



taxation. On the other Sde, the picture that emerges from a host of empirica sudiesis
muddy: Ricardian equivalenceis not easily rgected athough complete equivaenceis
rarely found.

Without attempting to directly test the Ricardian equivaence, Blanchard and Perotti
(1999) estimate the output effects of fisca policy in the US. They find that the
aggregate effects are quditatively standard — spending increases and tax cuts raise
output — but quantitatively smdl and with lags thet vary quite sgnificantly according
to circumstances. In addition, the current account seemsto offset a Sgnificant part of
fiscd poalicy, suggesting even smdler effectsin smal open economies.

2.4. Synthesis

The reflux of public deficits and debts observed in the OECD area during the 1990sin
both Europe and the US is often interpreted in two ways. According to the first
interpretation, fisca policy has been found to be too weak and unreliable to be of
sgnificant use. According to the second one, high debt levels have forced
governments to change their behavior and put a premium on debt reduction.

The empirica evidence presented above does not quite back either interpretation.
Thereislittle doubt thet fisca poalicy isless effective than previoudy thought, yet it is
far from powerless. The automatic stabilizers have arole to play, they arean
important ement of fisca policy even if they do not require explicit action. Their
role has been thwarted in recent years by pro-cyclical discretionary actions that
reflected the wish to re-establish budgetary discipline. Counter-cyclica discretionary
actions may be helpful too. The existence of lags (in recognition, decison and
implementation) argues againg frequent manipulation, but it does not gpply to the
automatic stabilizers, not doesit rule out the usefulness of occasiond actions. In fact,
if the main problem lies with lags — so that the problem is not the instrument itsdlf by
the timing of itsuse - it ought to be directly confronted, as suggested below.

Two conclusons follow. Firg, fisca policy has been muted not because it is usdess
but because debts had risen too far. Second, discipline finaly set in, but too late and,



possibly, too much. A good illugtration isthe pardld evolution of public debtsin fast-
growth USA and dow-growth Europe (Figure 1).

The question is whether the new wisdom reflects an optimal combingtion of long-run
discipline and short-run flexibility. The answer is negative. Discipline had been
overlooked over the 1960s and 1970s, but it may have been overemphasized over the
1990s. For example, the pro-cyclica pattern observed in Germany did not trandate
into budgetary discipline® The challengeisto find anew and better balance.

It isfairly straightforward to see how fisca policy can be used as a macroeconomic
instrument without necessarily bringing about deficits and growing debts: deficits
ought to be balanced over the cycle while being as strongly counter-cyclicd as
needed. The search for a better balance is dready under way. Many countries, and the
Eurozone, have established rulesthat precisaly aim at a better balance. The problem
with rulesis that they tend to berigid and artificid (arbitrary debt or deficit limits,
golden rules based on thin air and fagfiable accounts), which makes them ultimately
impaossible to defend in the face of public opinions. Blaming paliticians for
transgressing the rules that they previoudy established is dways pleasurable, but it
fals to recognize the role of incentives. The gppropriate responseis to build
ingtitutions which creste the proper incentives. Thisisthe path that the rest of the

paper explores.

3. The Challenges of a New Fiscal Policy

3.1. Short and Long Term Objectives

Budgetary discipline means that the public debt must not be dlowed to rise
continuoudy, as was the case during the 1960s and 1970s. For countries still saddlied

with high debts, discipline additionally means bringing the debt down to more

comfortable levels (for which there can be no accurate definition). Thisis dearly not

° The procyclical pattern of German fiscal policy may be only apparent. Von Hagen et al. (2001) note
that the Kohl government has increasingly made use of off-budget items.



an objective to be met in any particular year, but a congraint to be satisfied in the long
run. At the same time, in the short run fisca policy can play a useful output and
inflation Sabilization role.

The chalenge, thereforeisto credibly combine long term commitments with short
term flexibility. Thisis not anew chdlenge, but one that has not often been met inthe
past. Experience has shown how easily the long term can be overl ooked when debt
levels are low. Europe in the 1990s has largely overlooked the short term when the
convergence program has put debt stabilization at the top of the political agenda.

This chdlengeis not specific to fiscd policy. Monetary policy faces exactly the same
dua concern: it aims at delivering price stability in the long run, but it can help
gabilize output in the short run. On the basis of demonstrated relative effectiveness,
Taylor (2000) concludes that monetary policy can usualy achieve both goals, so that
fiscd policy could be left to operate through the automeatic stabilizers. This conclusion
may be vdid for the US — even though the very recent US experience suggests that
discretionary fiscal policy may be needed in severe circumstances'® — but not for
Europe for two main reasons. Firgt, the evidence reviewed in the previous section
suggests that the stabilizers are not efficient in Europe, in contrast with the US.
Second monetary union members have given up nationa monetary policies, which

leavesfiscd policy asthe sole national macroeconomic instrument.

In recent years, central banks have found away of combining their short and long
term objectives. Section 4 draws the lessons for fisca policy-making suggested by the
progress achieved with monetary policy, but some importart differences between the
two ingruments are firgt outlined in the remainder of the present section.

3.2. The Economic Complexity of Fiscal Policy

In comparison with monetary policy, fiscd policy is rdatively ineffective. Not only is
itsimpact rather dow and (too) long lasting (Blanchard and Perotti, 2000), itisaso

10 Note, however, that under the Stability and Growth Pact the USwould likely not be allowed to claim
“special circumstances”, i.e. adrop of GDP of 2%, an illustration of how severe are the constraints
imposed by the Pact.
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uncertain. The debate on Ricardian equivaence underlines that much depends on how
economic agents perceive fisca policy actions. Temporary tax measures are
understood to be largely ineffective, for agents adjust their saving behavior.
“Permanent” tax measures are of limited credibility. Spending actions raise the
question of how they are to be financed, which may dlicit partidly offsetting private
reactions. In the extreme case where the debt path is seen as unsustainable, restrictive
fisca policies have been observed to exert an expansonary effect if they are seen as
gabilizing an otherwise explosive public debt (Giavazzi, Jappelli and Pagano, 2000).

Monetary policy is more efficient primarily because it acts not on quantities
(spending, private income) but on an important price, the red interest rate. This
crucid difference should not be exaggerated, though. As the Japanese experience
suggests, monetary policy may be ineffective when banking sector balance sheets cal
into doulbt its stability. Both monetary and fiscd policies require that some crucid
budget congraints be satisfied.

In the case of fiscd policy, the Sa€ s baance sheet must be compatible with its
budget congraint but assessing this condition is not easy. Governments are held
accountable to deliver both explicit and implicit entitlements such aswdfare
payments and the retirement of future generations. Faced with an ageing population,
many governments have moved to establish funded pension plans which are meant to
ded with the future payment of retirement deficits. While this represents a step
forward towards making these future payments explicit and funded, it dtills leaves
open the possibility that the financia performance of the funds will turn out not to
provide enough resources for what society will consider a decent retirement income
twenty fifty years down the road. In addition, governments often operate with an
explicit on-budget sde and an implicit off-budget sde. This complexity cannot be
fully diminated — nor can banking sector balance sheets be consdered asfully
transparent — but the effectiveness of fiscd policy can be enhanced by improving the
vighility of implicit commitments and by diminaing off-budget items.

11



3.3. The Palitical Complexity of Fiscal Policy

Traditiondly, fisca policy is subject to democratic oversght. Every action hasto be
approved by the parliament. The result is ahigh degree of paliticization which
naturaly involves differences of opinion but aso open the door to lobbying by a
myriad of interest groups that care little for the common public good.* There follows
anumber of important differences between fiscad and monetary policy.

First, monetary policy actions can be decided virtudly ingtantaneoudy. Fiscal policy
actions, on the other side, must go through a lengthy decision process. Precious time
can belogt. In addition, the parliament-sanctioned result may be quite different from
the government’ sinitid intentions, possibly with no action a dl. Indeed, one of the
strongest arguments againg the discretionary use of fiscd policy isthet it oftenis
implemented too late, thus destabilizing the economy.

Second, policy is conducted in an uncertain world. Economic forecags are far from
precise and largely unreliable when it comes to identifying the dl-important turning
points which typically trigger the need for a change of course of palicy. Not only this
requires rapid action when the Stuation is becoming less cloudy, but it may aso result
in the need to reverse gear when previous forecasts turn out to be wrong.? Central
banks are known to be loath to reverse themselves for fear of sending confusing
Sgnas— possibly for fear of being seen as confused. Governments Smply cannot turn
around. At best they can abort an action if it is<till under consderation by the
parliament.

3.4. Lessons From Monetary Policy

Lesson No.1: less activism

Fiscdl policy isaless good instrument than monetary policy. Whenever monetary
policy aone can ded with the Stuation, fisca policy should remain inactive, relying
only on the automatic stabilizers, certainly avoiding to become pro-cyclical.

1 See von Hagen and Harden (1994).

12 The deterioration of economic conditions during the course of 2001 is acasein point.

12



Lesson No.2: long term debt sustainability ought to be a binding constraint

Most modern centrd banks are given a clear, explicit mandate to aim at price sability.
The equivaent long-term concern for fiscal policy is debt sustainability, and it ought

to be made explicit.

Debt sugtainability is an imprecise concept. We do not have acceptable theories of the
optimum debt leve, nor clear guidelines on how soon should atarget debt level be
achieved. But the same applies to the concept of price stability. Like centrd banks
with their own long-run objective, the fiscal policy authorities have to struggle to
define debt gability. This definition may be time-varying: demographic
consderations, mgjor upheavas like politicd disruptions, natura disasters or wars,
may warrant some re-basing. Y t, the very fact that an objective is announced that
serves two purposes. Firgt, it anchors expectations and provide a clearly
understandable policy god. Second, the debate on the objective itsdf forces into the
open aconcern that dready exists but that is|eft for interna debate within the
adminidgration. An open democratic debate will not only respongbilize the palitica
players but also aert the broad public to the need for understanding, and hopefully
supporting the ultimate congraint faced by fiscd policy.

Lesson No.3: qualified freedom over the business cycle

Like monetary palicy, once its long-term congtraint is set and serves as an anchor,
fiscal policy can be used as a counter-cyclica tool whenever it can make a
contribution to economic (price and output) stability.

The difficulty isthat a short-term relaxation can trigger adebt buildup. Debt
accumulation is an inherently explosive process, which implies that the antidote must
be adminigtered at the same time as the medicine. 1dedly this would take the form of
amulti-year commitment to expand firgt and then diminate the resulting debt
increase. Given the uncertainty inherent to policy-making, such acommitment cannot
be specified in cdendar time. But it can be formulated in terms of the business cycle,

13



cdling for debt reductions during the next upswing if debt has been dlowed to risein

adownswing. ™

Lesson No.4: an ability to respond in real time

Part of the advantage of monetary over fiscal policy isits speed of reaction. Monetary
policy can be decided and implemented in a short time. The counter-cydlica use of
fisca policy requires that the automatic stabilizers be powerful enough and, for
discretionary actions, that the decision and implementation lags be sharply reduced.

Automatic Sabilizers are mostly the by-product of the tax system, with some limited
contributions from the expenditure Sde. One possibility would be reconsider the tax
system with an eyeto increasing the size of the sabilizers. Thisislikey to bea
daunting undertaking for the tax system is primarily designed to gather resourcesin
the least distortionary way possible and to redistribute income. Both requirements are
extraordinarily difficult and politicaly controversd to put into practice. Adding a
third criterion will considerably complicate an aready difficult task. For that reason, it
is better to accept the stabilizers as they happen to be and focus instead on the
essentid role of sound discretionary policy.

Current congtitutional arrangements typicaly preclude any fast track possibility of
adjusting the budget to cyclica conditions (Germany being a counter-example). In
this respect, the contrast between monetary and fiscal policy is striking: monetary
policy is subject to ex post democratic control whilefiscd policy is subject to ex ante
control. One reason for this asymmetry seems to be that the power of taxing is
universally seen as a prerogative of the sovereign, hence the need for democratic
contral. Yet, monetary policy dso involves the inflation tax. Another reason isthat
the alocation of public spending is a deeply palitical act, but monetary policy too
produces alocative effects. The judgment, borne by the history of democratic
societies, mugt be that, in comparison with fiscal policy, theinflation tax and the
dlocative effects of monetary policy are of a second order of magnitude, &t least a
low rates of inflation. But that cannot be an absolute judgment as it involves atrade-
off between demoacratic control and policy effectiveness.

13 such a principle has been accepted by popular vote in December 2001 in Switzerland.

14



The deeper reason for the asymmetry is that the politica independence of monetary
policy has been redized, after considerable experimentation and much academic
research, both of which have documented how counter-productive the political control
over monetary policy can be. Much asthe legacy of high inflation hastilted the
balance towards centrd bank independence, the legacy of high debtsis now leading to
the adoption of congtraints on fiscd policy in the form of rules or inditutiona

changes. When designing such a new agpproach, however, it isimportant to distinguish
between the macroeconomic side of fiscal policy, which resembles monetary policy,
and its dlocative and structura aspects, which require indeed politica oversight.

Lesson No.5: long term commitments must be backed up by specific legal and
operational arrangements.

Monetary policy is now typicaly subject to a clear long-term mandate vialegd
arangements. The debt sustainability imperative of fiscd sugainability isrardy

backed by asmilar legd mandate. Baanced budget requirements have sysematicaly
been rgected in most countries. In the US, the Gramm-Rudman Act has largdly faled
to serioudy affect the budgetary process. Europe' s Stability and Growth Pact (SGP) is
quite unigue in this respect, as discussed in more detail below.

One problem with such attempts, possibly including the SGP, isthat they may impose
too much rigidity on fiscal policy. Combining along-run debt constraint with short-
run fiscd palicy flexibility is difficult, a least more so than the comparable monetary
policy requirement. It may be that we have not yet fully drawn dl the lessons from
monetary policy inditutions. Monetary policy is not subject to rigid quantitative rules,
it israther entrusted to policy-mekers that are independent from poalitica influence
and given a clear mandate. What remainsto be imagined is an arrangement for fisca
policy that has smilar properties and yet fitsits specific characterigtics. Some stepsin
this direction are taken in the following section.
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4. Principlesfor a New Approach to Fiscal Policy

A new fiscd policy framework must combine a credible commitment to long-run debt
sudtainability with sufficient short run flexibility for policy to operate as a counter-
cydicd ingrument. To that effect, two steps need to be taken: (1) defining long-run
debt sustainability and short-run flexibility: (2) establishing inditutions which support

thisam.

4.1. Defining the Obj ectives

At the minimum, long-term debt sustainability requires that the debt level not increase
asapercent of GDP. A more demanding definition is that the debt level not risein
redl or nomina terms, ensuring that it eventually becomestrivia as a proportion of
GDP. In away, the precise formulation matters little for there isno dear definition of
what is a reasonable public debt level.2* The 60% Maastricht convergence criterion,
for example, is an accident of history, the average debt level in Europe on the day the
Maadtricht Treaty was findized. A high debt leve is cdearly undesirable snceit plays
havoc with the budget when interest rate fluctuations affect part of the debt service.™

Is zero debt desirable? In principle, because taxes are distortionary, the lowest
possible debt level dlowsto reduce the tax burden, provided of course that the
government does not replace debt service with public spending. In practice, thereis
no indication that the tax burden islower where debt is smdler. Figure 3 shows that,
in the OECD areathere is no such link: the partia correlation coefficient is negative (-
0.03) and insignificant (t-statistics = 0.42).%° In addition, under the view that the

14 See Perotti et al. (1998) for adiscussion of sustainability aswell asfor useful references. They
consider fiscal policy to be sustainable when there is no need for sharp adjustments. These authors
conclude that, because sustainability cannot be appropriately defined and measured, attention should
shift to controllability. In asense, thisis the view adopted here too, as the focus shifts to institutions
which are likely to deliver adebt that remains under control, independently of its size.

15 |n high-debt countries, it can be a source of self-fulfilling crisis since concern with debt service may
lead markets to ask for higher interest rates, which leads to a deterioration of the budget and an increase
in debt, further fueling market concerns.

181t can be objected that the three Scandinavian countries and Japan are outliers. Without these four

countries, the partial correlation coefficient is positive (0.13) and significant (t-statistics = 2.27), but it
is not clear why these countries should be excluded. The Scandinavian countriesillustrate the main
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government borrows on behaf of credit-congtrained citizens, some positive debt level
iswefare-enhancing. Smilarly, with standards of living likely to continue to rise over
the foreseeable future, intergenerationa equity calls for some negative transfers to

richer future generations.

All'in dl, therefore, the only possible conclusion isthat a moderate debt leve is
desirable, but “moderate’ cannot be precisely pinned down. We smply haveto rely
on good judgment. “ Judgment” isthe crucid word here. It means that human
thinking, guided by clear principles, isasuperior dterndtive to binding rules.

Figure 3

Short-term flexibility means thet fiscal policy hasaroleto play in dedling with

cydica movements. Pro-cyclica palicies, frequently observed, are clearly
undesirable. Beyond that, there is no generdly accepted prescription, except that
fisca palicy isablunter instrument than monetary policy, suggesting thet its
discretionary use should be limited to Stuations that cannot be handled by monetary
policy dong with the automatic stabilizers. It isimportant to keep in mind thet the full
use of the automatic stabilizers cannot be a source of debt unsugtainability. Almost by
definition, over the cycle the automatic stabilizers give back what they take.

4.2. Ingtitutions

Long-run congtraints are notorioudy hard to enforce because of the time
inconsstency problem: there will dways exist circumstances where giving up a
commitment is actudly wefare improving, athough as seen from the current

perspectiveit is highly undesirable.
One response to the time incongstency problem isto rely on credibility. When
policymakers credibility isimportant to their task and is linked to their ability to stick

to commitments, epecially when the temptation to renege is high, they are more

point that alow debt level may be intentionally accompanied by alarge tax burden, while Japan shows
that small governments can run unsustainable fiscal policies.
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likely to stick to their initid course of action. Thisisindeed the case of centra
bankers whose ability to influence market expectationsis directly tied to their
credibility. Markets can provide a reinforcement when they price some varigbles
which are associated with the policymakers performance. Interest and exchange
rates, for insgtance, are often seen as a gauge of acentral bank’ s commitment to price
gability. Yet, the record of markets as guardian of the templeis mixed a best. The
near-consensus view isthat they tend to react too much too late (see e.g. Bayoumi,
Goldstein and Woglom, 1995).

Another response isto link policymakers rewards to their adherence to commitments.
Elected policymakers may earn their reputation by ressting calls to change track, and
reputation may help for redection. Populism, however, is far too common to give

much credence to this approach. Linking central bankers sdariesto a performance
measure has been proposed by Walsh (1995) but has never been applied. A weakness
of the arrangement is that the performance rating itself can be changed.

A more promising response is to enshrine commitments in condtitutions and
indtitutions. Once more, monetary policy provides agood example. By giving centra
bankers a clear condtitutional mandate and making them independent has reduced the
probability that they renege on their commitments. Such arrangements are not iron-
clad either, since laws can dways be changed (Persson and Tabdllini, 2000). The
(imperfect) solution isto include the law in high-level legidation such asthe
Constitution, which mekes it much harder to be changed.’

4.3. Defining debt sustainability

Debt sustainability can be defined in two dternative ways.

7 For example, the statutes of the ECB are part of the Maastricht Treaty, so it would take another treaty
to reduce its independence or changeits mission, avery unlikely prospect. In contrast, the
independence of the Federal Reserveis set by an Act of the US Congress, and what the Congress
makes the Congress can undo. This explains the importance that Fed Chairmen attach to their
appearances in front of the Congress, in contrast to the considerably more casual “ monetary dialogue’
between the ECB President and the European Parliament.
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- It can be an obligation to achieve budget balance on average over anumber of
years. The number of years should be of the same order asthe length of ordinary
business cycles (4 to 6 years). It should not be fixed ex ante since cycles are never
dike, rather peaks and the troughs should be identified by an independent ingtitution,
asthe NBER does for the US.

- Countries which start with a high debt, or which face large future commitments (due
to an ageing population, for example) can am at a given reduction of the debt-to-GDP
ratio over a given horizon. As before, the horizon ought to be tailored to the length of

the business cycles.

Multiyear commitments are essentia to dlow for short-run counter-cydlicd policies.
Such an arrangement sets the incentives right. The authorities know ex ante that any
budget relaxation will have to be clawed back in the not-too- distart future. Asa
result, they are likely to adopt a debt-increasing sance only if they think that it will be
efficient, not only in the short run but intertempordly, i.e. if today’ s gains outweigh
tomorrow’ s costs. Similarly, they will take advantage from favorable conditions to
garner room for maneuver in anticipation of future adverse shocks. The main danger
isthat governments use this formulation to act drategicdly, i.e. to play politica

tricks: if they expect to lose the next dection, they may engage in reckless behavior to
creete problems for their political opponents in the hope of regaining power at the
following dection.*® Finding a solution to limit this risk is an important issuein the
following suggestions.

An important aspect of these principlesis that they eschew any numerical target for
the debt level. As noted above, there is no optimd target level for public debts.
Setting quantified targets inevitably dicits criticisam, to which the response isto cregte
an atifidd “holly cow” which may be difficult to change later on. In addition, as

18 Persson, Persson, and Svensson (1987) have proposed structuring the debt in away that could
alleviate therisk.
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made abundantly clear by the Maastricht convergence process, artificid targets can be
easily flouted precisaly because they lack a solid enough basis to be adhered to.1°

Findly, agood inditutionis one that can accommodate extraordinary circumstances.
This callsfor an escape clause. Escape clauses are dangerous, as has been shown by
Obstfeld (1997) in adifferent context. The mere existence of an escape clause may
feed expectationsthat it will be activated, which in turns may make activation too
tempting to be ressted. Y &, there may be cases when clinging to apolicy may be so
codily, economicaly and paliticaly, that attempting to do so will irremediably
discredit the policy and the principle that it serves?® The definition of debt or deficit
targets must be left in safe hands, relying on human judgment rather on purdly

mechanicd rules.

5. Four Possible Approaches

Drawing on the previous andysdis, this section envisons a number of possblewaysin
which fiscal policy can bereframed. In dl cases, the crucid question iswhich agent
of restraint can be used to both guarantee that debt aways remains on a sustainable
path, and alow for counter-cyclica fiscd policy when needed. Thefirg solution, a
condtitutiona limit on debts or deficits, has long been in place in the US dates. This
approach may betoo rigid for sovereign states. The other solutions rely on outside
indtitutions. One possibility is to establish externd control, aswith IMF programs or
the European Stability and Growth Pact (SGP). Another possihility isto confer the
power to exercise judgment by to a non-elected body outside of the direct sphere of
influence of government, asis the case for monetary policy and central banks. An

intermediate solution relies on “wise men” to discipline governments.

19 A common problem with quantified constraints, which also applies to balanced-budget laws, is that
they can be escaped through creative accounting, including off-budget spending or the creation of
separate government agencies exempt from the constraints, see von Hagen (1992).

20 The example of the Argentinean currency board is hard to resist. No matter how useful it has beenin

the past and could be in the future, it has proven to be far too rigid to be alasting institution. Itsvery
robustness has required extraordinary — and tragic — pressure to bring about its end.
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5.1. The US States Approach: Quantitative Limits

All US gates governments — with the exception of Vermont, which has one of the
smdlest debts — are subject to one form or another of condtitutiond limit, as described
in Bayoumi, Morris and Woglom (1995). Some states operate a ceiling on the delt,
typica set very low, less than 10% of Gross State Product, and mostly below 5%.
Other states rule out any budget deficit. Others till require that the deficit be balanced

over anumber of years.

Of these three forms, only the last one fulfills the criteria developed earlier. Why,
then, have dragtic limits been accepted and have successfully passed the test of time?
Partly because the US federd government budget is much larger than the state
budgets and provide for asignificant degree of counter-cyclica transfers, see Sda-i-
Martin and Sachs (1992), Itdianer and Pisani- Ferry (1994), Bayoumi and Masson
(1995), and the review in Kletzer and von Hagen (2001).2* Also, given the high
degree of economic integration among states, and the extent of labor mobility across
sates, the costs of arigid gpproach are reasonably smdl in comparison to the costs of
fisca indiscipline. As dearly shown by Eichengreen and Bayoumi (1994), this
gpproach isunlikely to work for independent states. The repeated rejection of
balanced budget actsis a casein point.

5.2. TheIMF and Maastricht Approaches. External Restraint and Peer Pressure

If governments cannot be fully trusted for exercisng discipline, anatural solutionisto
use an external source of restraint. The IMF and the Excessive Deficit Procedure
(EDP) mandated by the Maadtricht Treety are two prominent examples of this
approach.

The EDP binds nationa governments with an internationa agreement thet is nearly
impossble to change sinceit is part of an internationd tresty. Assuch, it is

21 Federal transfers alone do no provide sufficient incentive for debt sustainability as seen from the
example of Switzerland where several cantons have built up high debts.

21



guaranteed to survive a change of heart of domestic policymakers and legidators.
Thisisboth its strength and its weakness. Any externa rediraint runs the risk that
citizens may come to bak at the loss of sovereignty, making the arrangement
politicaly unsustainable. Europe' s response is peer pressure, designed to dispd the
notion of foreign interference.

The IMF agreements provide for two distinct mechanisms: Article IV consultations
and loan programs. The annud Article IV consultations — survelllance in IMF
parlance — are explicitly designed as peer review. They are conducted by the Fund's
saff and approved by the Executive Board which is meant to represent the
community of nations. Application to IMF programs is voluntary, meaning thet there
isno forma loss of sovereignty. In addition, the congraints set by the programs are
not set in advance but tailored to each country, and formally agreed upon jointly by
the recipient country and the IMF which ingsts on program’s “ownership” by the
country. Even 0, the externd nature of the congtraint often leads to criticism thet the
IMF interferes with nationd sovereignty.

The crucia question iswhat gives “teeth” to the externd restraint. IMF consultations
only work through peer pressure, i.e. shaming countries that misbehave. Until recently
the consultation reports were confidentid. If the country agrees, they are now posted
on the Fund’ s website. IMF programs rely on acarrot, external funding, and a gtick,
no funding or the denid of further loans. In Europe, the Stability and Growth Pact
(SGP), which gives operationa content to the EDP, smilarly rests on peer review in
the form of the Broad Economic Policy Guiddines (BEPG) process, and on agtick in
the form of finesin case of violation of the constraint.??

At the end of the day, the acid test of external restraints is whether the combination of
peer pressure and sanctions ddivers good behavior, i.e. long-run discipline and short-
run flexibility. The IMF record is mixed, displaying many successes and afew

22 The IMF reviews a broader array of policies than the SGP, since it includes both monetary and fiscal
policies. Over the years, the IMF has extended its attention to structural policies, including banking
sector regulation and supervision, corruption, and poverty alleviation. A similar creep is now occurring
within the BEPG which extend to employment, competition, financial markets, education and the
environment policies.
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spectacular failures® Most successes are characterized by temporary short-run
restraints — sometimes characterized as excessve — and areturn to sustainable
policies. Once an IMF program is concluded, short-run flexibility is recovered but
remains subject to Article IV surveillance, and relapses are not uncommon. Most
failures occur when a government does not abide by the condtraints previoudy agreed
to. In such cases, the sticks and the carrots are found not to be powerful enough. Thus
the IMF success can be characterized as the result of expert judgment —i.e. no
uniformly quantified targets — combined with an gppropriate dose of incentives and
punishment.

All European countries are subject to IMF surveillance but have decided to adopt the
more demanding SGP framework. The SGP differs from the IMF in many respects.
As noted, it relies on quantified targets, it offers no carrots and astick (fines) that is
often seen as extremely harsh. This harshness may reflect the view that, in contrast to
IMF programs, there can not be any mgor fallure if the monetary unionisto remain

credible. It isfar too early to pass judgment on the SGP, but some weaknesses are
already apparent.

One wegkness isthe battery of quantified criteria (the deficit limit, the triggers for
exemption) which lack any solid judtification and are therefore difficult to rigoroudy
impose from the outside. Official comments emphasi ze that the true purpose isto
encourage member countries to operate on average a baanced or dightly postive
budget, a better understandable and judtified aim. It is hoped that common sense will

prevail and prevent the testing of the limits. Thisis not a safe assumption.

Another weaknessis that imposing afine is seen as a gep to be taken only in the
gravest of circumstances. Thisiswhy the mechanism that leads to finesis both
lengthy and eventually subject to a politica decison. Length increases the odds that
the deficit problem will be softly iminated before sanctions are required. Since fines
are decided by the Finance Minigters, there is no automatism, which mitigates the risk
of misguided actions, but it gives an uncomfortable political flavor to the procedure.

2 Thisis not the place to review the IMF’ strack record. For arecent appraisal, see Jeanne and
Zettelmeyer (2001).
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The SGP sanctions can be seen as adeterrent never to be used for fear of triggering
dangerous opposition within the country ordered to pay afine. 2* If thisview is
correct, then the SGP lacks teeth and may turn out to be mostly gentle peer pressure.

It seemsfair to conclude that the SGP represents an imperfect attempt a using an
externd foreign agent of restraint. It suffers from quantified restraints that do not
adequately achieve the difficult balance between long-run sustainability and short-run
flexibility. Itsfine schemeisformdly rigid, afeature mitigated by an implementation
mechanism that suffers from too much poalitics, and may therefore may turn out to be
too soft. Therigid gpplication of the BEPG may easily prevent the appropriate dose of
short-run flexibility, as seemsto be the case by late 2001.

5.3. The Central bank Approach: Fiscal Policy Committees

In increasing number of countries have adopted ingtitutiond arrangements which
deliver ahigh degree of monetary policy discipline. The common fegture of these
arangements is the delegation of power to independent committees mainly subject to
along run condraint, that of delivering price sability. Given the fundamenta

amilarity between the long and short-run ams of monetary and fisca policies
outlined in Section 3.1, it issurprisng that Smilar steps have not been taken regarding
fisca policy. Where changes have been introduced, they rely on rulesthat aim at
preventing governments from engaging again in debt buildup. Delegation of power is
nowhere to be seen, except maybe where the relevant treasury or Finance Minister is

given more power.>> Why such an asymmetry?

Asnoted earlier, thisislargey because fiscd policy powerfully re-alocates income,
which creates the need for direct democratic control. One important distinctionsis
insufficiently appreciated, though. It concerns two aspects of fiscd policy-making: the
setting of the budget balance on one hand, and choices regarding the size of
government, the public spending programs and the structure of taxation on the other
hand. The bulk of income and wedlth redistribution occurs through the latter aspect.

24 For an analysis of the SGP, see Eichengreen and Wyplosz (1993) and Brunilaet al. (2001).

5 This process isanalyzed in von Hagen, Hughes-Hallett and Strauch (2001).
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In contrast, budget deficits have alimited intra-tempora reallocation effect. They
mostly redistribute income across generations, most of which are not yet in existence

and play not part in democratic control.2°

Democratic control is essentid for deciding
the sze of government, the distribution of spending and the Structure of taxation, not

the 9ze of the budget deficit.

Thisdidinction carries a crucid implication. Taking the deficit and the debt out of the
standard democratic process (design by the government and approva by the
parliament) does not imply any serious loss of democratic control whereit isfully
justified. Once this point is accepted, the smilarity between monetary policy and
setting the budget deficit becomes even more striking. How then can the key aspects
of monetary policy discipline — independence and a clear mandate — be applied to
fiscd policy?’

The key step would be to create a new ingditution, the Fisca Policy Committee (FPC).
Like the central banks Monetary Policy Committees (MPC), the FPC would include
asmal number of qudified persons appointed for long, non-renewable terms of

office. FPC members could not be removed from office unless they violate their
mandates and they would not be alowed to seek or recaive ingtructions from
governments, members of parliaments or any outside person or group. The FPC
would be supported by a staff that would produce its own forecasts of economic
conditions and budgetary figures.

The FPC would operate under a precise and explicit constraint, that of ensuring debt
sugtainability over the appropriate horizon. The definition of debt sustainability, and
the horizon, would be made precise dong the lines of the principleslaid out in Section
4.3 above. As explained in that section, over the short run thiswould |leave the FPC

26 1t could even be argued that the current generation isill-suited to provide afair treatment of future
generations.

27 As | was formulating the present proposal | came upon a nearly identical one by Eichengreen,

Hausmann and von Hagen (1999). They go in considerably more details regarding the design and
functioning of their proposed National Fiscal Councils.
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free to opt for deficits and surpluses, asjudtified by their analysis of current and future
conditions. They would, however, have to ddiver debt sustainability.

The power of the FPC would be limited to set annud deficit figures (say, in percent of
planned GDP) ahead of the government budgetary cycle. Their decison would have
the force of law, and impose themselves on both the government and the parliament.?®
The FPC would have no authority regarding the sze of the budget, the tax structure
and the dlocation of public spending, adl matters left to the currently existing politicd
process. The FPC would have to approve the budget hill, checking its spending and

revenue projections, before it becomes law.

The condraint on the government and/or parliament could take either of two forms.
Any budget that does not comply with the FPC's decision could be void, and would
have to be redrawn. Alternatively, a procedure could be automatically activated to
bring the budget in line. This could be either a pro-rata reduction in spending, or a
pro-rataincrease in (Some) tax revenues, or acombination of both, with aview to
avoid redigtribution. The procedureis to be decided as part of the creation of the new
inditution.

The FPC would be accountable to parliament. At an agreed-upon frequency, its Chair
would have to report on its decisons. The parliament could formally state its gpprova
or disgpprova of FPC's decisions, but it could not censure it unless the FPC failsto
deliver budget sustainability as defined in its mandate. In case the FPC failsin this
respect, the parliament would be alowed to censure the FPC, possibly including
collective dismissd. The rules under which the FPC operate (voting, reporting of its
deliberations, collective or individua responsibility) aso need to be spelled out.?®

28 A step in this direction has been adopted in Italy in the early 1990s. The deficit is decided by the
government in the summer, and it takes the form alaw. When the rest of the budget (size, spending,
taxation) is set by the government and discussed by the parliament in the fall, the budget law cannot be
modified anymore. von Hagen and Harden (1994) convincingly argue that this step has been crucial in
Italy’ s successful efforts at stabilizing and reducing its public debt. Another related development isthe
increased power of the Belgian High Council for Finances which can issue recommendations regarding
the size of deficits at the federal and sub-federal levels, see von Hagen (2001).

29 For adetailed discussion of MPC rules, see Blinder at al. (2001).
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It isimportant to stress that setting up a FPC would not reduce the power of
parliament in any meaningful way. The mandate of the FPC, debt sustainability, is not
apolitical objective, rather it isacondraint, but not anew one. Itisonly the
embodiment of the state’ s budget congtraint, one which imposesitsdlf on dll
policymakers, in one way or another, sooner or later. Presumably, parliaments do not

plan to approve budgets that ex ante violate the state’' s budget constraint.

If economic conditions were to change abruptly, the FPC should be able to mandate a
changein the budget law. This could take the form of anew deficit figure, leaving

again the government and the parliament with the task on adjusting spending and/or
revenues. Eichengreen, Haussmann and von Hagen (1999) provide an excellent

discussion of the rdative merits of fixed review dates vs. discretionary interventions.

Findly, exceptiond circumstances — unforecastable, by definition — may warrant a
suspension of the debt sugtainability obligation. Thisiswheat lies behind the over-ride
provision discussed in the case of monetary policy (see, eg., Rall et d., 1993). Asany
escape clause, thereis arisk that the over-ride be abused. It is besides the point to
attempt to draw alist of such exceptiona circumstances. On the other Side, in the
absence of an over-ride, the whole FPC procedure stands to lose credibility and to be
abandoned in the midst of unusua and unforeseen events. What is needed isa
exceptiona procedure that is truly difficult trigger. For instance, it could require a
parliamentary vote with a super-mgority.

5.4. The Wise Persons Approach

A solution smilar in soirit to the FPC but less paliticaly demanding, isto appoint a
Court of Wise Persons (CWP). The Court would share most of the characteristics of
the FPC (mandate, tenure, independence, support staff) but its decisions would not
have the power of law. The CWP would issue guidelines on the size of the following
year’ s budget balance and report on the previous year’ s budget execution. Its findings
and recommendations would be made public, possibly solemnly presented to the
government and parliament. The government and parliament could be required to
publicly respond to the CWP.
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Thismellow verson of the FPC is essentidly internd peer pressure, Smilar to the
BEPG but without the threat of fines. Its weskness is that politicians could find
expedient to gang up and diminish its preeminence, tregting public disagreements
with the CWP as aminor embarrassment.° In order to avoid such an outcome, it
would be desirable to provide the CWP with a least some of the powers envisioned
for the FPC.

For instance, during a legidature the budget law might not be alowed to deviate more
than twice from the norms set by the CWP. But the risk is that violations could
systematicaly happen in thefind years, resulting in disruptive political busness

cydes. It could even encourage early dismissa of parliament whereit is
conditutiondly possible. Alterndively, any deviaion on the deficit Sde might have to
be corrected within a set period (three to five years), with the risk that incumbents

would intentiondly leave a bad inheritance to their successors in government.

These examples show that the space between strong and wesk fiscd ingtitutionsis
narrow. Wise persons essentiadly work by shaming the authorities for bad behavior,
which is unlikely to be enough, except maybe in very open societies with high mora
gtandards in politics. Elsewhere, FPCs are more appropriate.

6. Conclusons

Initiatives like balanced-budget proposals or the SGP show that thereis now a
recognized need for combining long-run discipline and short-term flexibility in the
realm of fiscal policy aswell. Thisisdways adifficult exercise. The naturd tendency
isto establish fences, in the form of quantitative callings and rules. The problem with
fencesisthat, to be effective, they haveto berigid. In normal times, fences can be set

S0 asto leave areasonable degree of flexibility but circumstances stubbornly tend to

30 Germany is one country which has established awisemen committee. The German Council of
Economic Experts, however, only evaluates the government’ s economic policiesex post. Itsmission is
formally set as advising and educating the public A superficial observation isthat the institution has
progressively lost its lackluster.
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be unusua and to test the best- crafted devices. The risk that the counter-cydlicd use
of fiscal policy, aready limited, be lost to the quest for sturdiness.

The SGP s solution to the quandary isto alow for escape clauses. But escape clauses
are potentiadly destabilizing, hence the tendency to design triggers that are excessvely
severe. On the other Side, softer escape clause undermine the congtraints. The SGP's
triggers (a GDP decline of 2%, possibly only 0.75%) are very unlikely to be met

under mogt circumstances where ardaxation of the deficit celling would be desirable,

Competent and dedicated policymakers are better able than quantitative cellings and
rules to exercise good judgment and deliver the adequate mix of restraint and
flexibility. To do so, however, they must be shieded from the temptation and
pressures that are part of politicd life. Thisis the approach that has been adopted for
monetary policy by an increasng number of countries, so far successfully.

Fiscd policy has not yet benefited from a smilar treatment because of both traditions
and the perception that fiscal policy belongs exclusively to he paliticad sphere.
Traditions too were once invoked to keep central banks under the thumb of
politicians, but the recent changes show that traditions can be relaively easlly shaken.
The chdlenge for anew type of fiscal policy to emerge isto recognize that some of its
aspects indeed ought to remain in the political sphere, but that the deficit and the debt
level do not. Monetary policy was freed from political interference when it was
recognized that it is neutrd in the long run.

The naturd implication is that the inditutions adopted for monetary policy can and
should be gpplied to fisca policy aswell. Independent Fiscal Policy Committees can
play the same role as Monetary Policy Committees, deciding on deficits and the
evolution of the debt. To ddliver good results, they need to be given a clear mandate,
debt sustainability, and to be freed from the temptation and pressures of politicd life.
There is no reason why FPCswould be less successful than the MPCs.

Because independent FPCs run againgt established traditions, it may be paliticaly
difficult to go there in one step. Quantitative rules are dready shaking the established
view that fisca policy isan indienable atribute of nationa sovereignty. The danger is
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that they are far too rigid and may give a bad name to attempts to depaliticize the
fiscal policy process. Wise Men have much of the required flavor but they are
unlikely to provide the required influence unless they have some decision power.
Strengthening their power is a short step from afully-fledged FPC.

30



References

Alesing, Alberto and Roberto Perotti (1997) “Fisca Adjustmentsin OECD Countries:
Composition and Macroeconomic Effects’, International Monetary Fund Saff Papers
44(2): 210-48.

Bayoumi, Tamim and Paul R. Masson (1995) “Fiscd Flowsin the United States and
Canada: Lessonsfor Monetary Union in Europe’, European Economic Review 39(2):
253-74.

Bayoumi, Tamim, Morris Goldstein and Geoffrey Woglom (1995) “Do Credit
Markets Discipline Sovereign Borrowers? Evidence from the U.S. States’,
Journal of Money, Credit, and Banking 27(4): 1046-59.

Becker, Torbjorn (1997) “An Investigation of Ricardian Equivaence in a Common
Trends Modd”, Journal of Monetary Economics 39(3): 405-31.

Bernhaeim, B. Douglas (1987) “Ricardian Equivdence: An Evduation of Theory and
Evidence’, in: S. Fischer, ed. NBER Macroeconomics Annual 1987: 263-304.

Blinder, Alan, Charles Goodhart, Philipp Hildebrand, David Lipton and Charles
Wyplosz (2001) “How Do Centrd Banks Talk?' Geneva Report on the World
Economy 3, CEPR, London.

Blanchard, Olivier and Roberto Perotti (1999) “An Empirical Characterization of the
Dynamic Effects of Changesin Government Spending and Taxes on Output”, NBER
Working Paper 7269.

Brunila, Anne, Marco Buti and Danidle Franco (2001) “Introduction” in: A. Brunila,
M. Buti and D. Franco (eds.) The Sability and Growth Pact, Basngstoke: Pagrave.

Buchanan, James M. and Gordon Tullock (1962) The Calculus of Consent: Logical
Foundation of Constitutional Democracy, University of Michigan Press, Ann Arbor,
Mich.

Buti, Marco (2001) “The Stability and Growth Pact Three Y ears on. An Assessment”,
paper presented at the seminar on Fiscal Policy in EMU, Stockholm, 3 May 2001.

Buti, Marco, D. Franco and H. Ongena (1997) “Budgetary Policies during Recessons
- Retrospective Application of the "Stability and Growth Pact” to the Post -War
Period”, Economic Papers No. 121, European Commission. Brussdls.

Drazen, Allan (2000) Palitical Economy in Macroeconomics, Princeton University
Press, Princeton, N.J.

Eichengreen, Barry and Charles Wyplosz (1993) “The Stability Pact: Morethan a
Minor Nuisance?’, Economic Policy 26: 65-104.

31



Eichengreen, Barry and Tamim Bayoumi (1994) “The Politica Economy of Fiscd
Redrictions. Implications for Europe from the United States’, European Economic
Review 38(3-4): 783-91.

Eichengreen, Bary, Ricado Hausmann and Jirgen von Hagen (1999) “Reforming
Budgetay Inditutions in Latin America The Case for a Nationd Fscd Council”,
Open Economies Review: 10(4): 415-42.

European Commission (2001) “Fiscd Policy and Cydclical Stabilizationin EMU”,
European Economy 3: 57-80.

Giavazzi, Francesco, Tullio Jappelli and Marco Pagano (2000) “ Searching for Non-
linear Effects of Fisca Policy: Evidence from Industrial and Developing Countries’,
European Economic Review 44(7): 1259-89.

Gruen, David W. R. (1991) “What People Know and What Economists Think They
Know: Surveyson Ricardian Equivaence’, Australian Economic Papers 30(56): 1-9.

Itdlianer, Alexander and Jean Pisani-Ferry (1994) “The Regiond Stabilization
Properties of Fiscd Arrangements’ in: J. Mortensen, ed. Improving Economic and
Social Cohesion in the European Community, London: Macmillan Press: 155-94.

Jeanne, Olivier and Jeromin Zettelmeyer (2001) “Internationa Bailouts, Mord
Hazard and Conditiondity”, Economic Policy 33: 407-32.

Kletzer, Kenneth and Jirgen von Hagen (2001) “Monetary Unions and Fiscal
Federdism” in: C. Wyplosz (ed.) The Impact of EMU on Europe and the Developing
Countries, Oxford University Press, Oxford.

Mélitz, Jacques (2000) “ Some Cross- Country Evidence About Fiscd Policy
Behaviour and Consequences for EMU”, European Economy 2: 3-21.

Obstfeld, Maurice (1997) “ Destabilizing Effects of Exchange Rate Escape Clauses’,
Journal of International Economics 43(1-2): 61-77.

Perotti, Roberto, Rolf Strauch and Jirgen von Hagen (1998) Sustainability of Public
Finances, CEPR, London.

Persson, Mats, Torsten Persson and Lars E. O. Svensson (1987) “Time Consistency of
Fiscd and Monetary Policy”, Econometrica 55(6): 1419-31.

Persson, Torsten and Guido Tabellini (2000) Political Economics, MIT Press,
Cambridge, Mass.

Roall, Eric et d. (1993) “Independent and Accountable: A New Mandate for the Bank
of England”, A Report of An Independent Pandl Chaired by Eric Roll, CEPR,
London, 1993.

SHa-i-Martin, Xavier and Jeffrey Sachs (1992) “Fiscd Federdism and Optimum
Currency Areas. Evidence for Europe from the United States’, in: M. Canzoneri, V.

32



Grilli, P. Masson, eds. Establishing a central bank: Issuesin Europe and lessons
fromthe U.S,, Cambridge: Cambridge Universty Press. 195-219.

Sester, John J. (1993) “Ricardian Equivaence’, Journal of Economic Literature
31(1): 142-190

Taylor, John (2000) “Reassessing Discretionary Fisca Policy”, Journal of Economic
Perspectives 14(3): 21-36.

von Hagen, Jirgen (1992) “Fiscd Arrangementsin a Monetary Union: Evidence from
the U.S.” in Donald E. Fair and Chrigtian de Boisseu, eds., Fiscal Policy, Taxation
and the Financial Systemin an Increasingly Integrated Europe, Kluwer, Dordrecht.

von Hagen, Jirgen and lan J. Harden (1994) “National Budget Processes and Fiscal
Performance’ European Economy Reports and Sudies 3: 311-408

von Hagen, Jirgen, Andrew Hughes-Hallett and Rolf Strauch (2001) “Budgetary
Consolidation in EMU”, Economic Papers 148, European Commission.

Wash, Carl E. (1995) “Optimal Contracts for Centra Bankers’, American Economic
Review 85(1): 150-67.

Wyplosz, Charles (1999) “Economic Policy Coordination in EMU: Strategies and

Indtitutions’, paper presented at the German-French Economic Forum in Bonn,
January 12, 1999.

33



Table 1. Cyclical Behavior of Fiscal Policy

USA

France

Public spending Public revenue Budget balance

Public spending Public revenue Budget balance

Dependent Dependent
Change Level Change Level Change Level Change Level Change Level Change Level
Dependent (-1) 0.48 0.69 0.42 Dependent (-1) 0.88 0.68 0.24
3.24 3.69 3.15 8.72 5.27 0.91
D92-01*Dependent (-1) -0.04 0.01 -0.51 D92-01*Dependent (-1) 0.04 0.00 0.77
-2.51 0.55 -2.92 3.33 -0.38 3.18
Output Gap -0.38  -0.37 0.02 0.05 0.40 0.44 Output Gap -0.51  -0.02 -0.48  -0.12 0.03 0.20
-3.04 -3.17 0.15 0.86 1.86 3.73 -1.95 -0.12 -1.59  -0.80 0.07 1.25
Downswing*Output Gap -0.01  -0.06 0.09 0.03 0.10 0.03 Downswing*Output Gap ~ 0.10 -0.20 0.20 -0.11 0.10 -0.01
-0.03  -0.45 0.47 0.37 0.29 0.18 0.22 -1.19 0.38 -0.66 0.15 -0.07
D92-01*Output Gap -0.01  -0.30 -0.10 0.18 -0.09 1.52 D92-01*Output Gap 0.73 -0.06 0.05 -0.11 -0.68  -0.45
-0.02  -1.55 -0.29 0.95 -0.16 3.71 1.48 -0.22 0.10 -0.41 -0.95 -1.18
D92-01* 0.53 0.46 0.37 -0.09 -0.17 0.23 D92-01* -1.30 0.17 0.09 0.10 1.40 0.06
Downswing*Output Gap  0.63  1.05 0.43  -0.26 012 0.43 Downswing*Output Gap  -1.91  0.58 012  0.38 141 0.19
Debt Lagged -0.02  0.09 0.00 0.1 0.02  -0.06 Debt Lagged -0.05 -0.10 -0.01  0.03 0.04  0.06
-1.74 2.60 0.21 0.82 1.14 -2.45 -3.35 -3.45 -0.48 0.94 1.93 3.20
Adjusted R2 0.71 0.89 -0.06 0.82 0.52 0.88 Adjusted R2 0.67 0.94 0.18 0.90 0.18 0.70
Standard Deviation 0.52 0.63 0.52 0.47 0.90 0.75 Standard Deviation 0.60 0.69 0.69 0.65 0.86 0.79
D.W. 2.20 1.59 2.49 221 2.42 2.33 D.W. 2.01 1.74 2.24 2.17 2.20 1.52
N. observations 1971-2001 1971-2001 1971-2001 N. observations 24 24 24
Sample 31 31 31 Sample 1978-2001 1978-2001 1978-2001
Germany Sweden
Public spending Public revenue Budget balance Public spending Public revenue Budget balance
Dependent Dependent
Change Level Change Level Change Level Change Level Change Level Change Level
Dependent (-1) 0.80 0.77 0.39 Dependent (-1) 1.07 0.76 0.80
9.50 6.32 2.20 9.90 8.16 4.07
D92-01*Dependent (-1) 0.03 0.02 0.30 D92-01*Dependent (-1) 0.01 -0.02 -0.14
2.16 1.15 1.03 0.52 -0.98 -0.51
Output Gap -0.25  -0.13 -0.35 -0.15 -0.10 0.05 Output Gap -0.47 0.07 -0.31 0.19 0.16 0.33
-1.18  -1.09 -1.62  -1.51 -0.33 0.35 -1.26 0.35 -0.73 1.24 0.33 1.16
Downswing*Output Gap -0.30 -0.08 0.56 0.10 0.86 0.20 Downswing*Output Gap 0.00 -0.40 0.50 -0.36 0.50 0.10
-0.90 -0.51 1.65 0.77 1.78 1.02 0.00 -1.02 0.77 -1.12 0.65 0.21
D92-01*Output Gap 0.31 0.17 -0.12  -0.03 -043  -0.17 D92-01*Output Gap 0.21 0.12 -0.69 0.12 -0.90 0.63
0.48 0.33 -0.17  -0.08 -0.45 -0.26 0.39 0.25 -1.12 0.31 -1.23 0.70
D92-01* -0.33 -0.27 -0.26  -0.18 0.07 0.01 D92-01* -1.28  -0.70 0.92 0.04 2.20 0.38
Downswing*Output Gap -0.43  -0.58 -0.33  -0.46 0.06 0.02 Downswing*Output Gap -1.71 -1.10 1.09 0.08 2.19 0.44
Debt Lagged -0.03  -0.06 -0.03  -0.03 0.00 0.02 Debt Lagged -0.08 -0.12 0.01 0.05 0.09 0.06
-2.12 297 -2.18  -1.50 -0.08 1.01 -4.25  -2.69 0.39 1.74 3.50 1.69
Adjusted R2 0.56 0.85 0.13 0.77 0.22 0.21 Adjusted R2 0.67 0.92 -0.06 0.83 0.54 0.79
Standard Deviation 0.77 0.87 0.79 0.72 1.13 1.14 Standard Deviation 1.36 1.74 1.53 1.44 1.82 2.19
D.W. 1.48 1.79 231 2.49 2.18 1.77 D.W. 2.46 2.19 1.76 1.80 1.85 1.30
N. observations 31 31 31 N. observations 30 30 30
Sample 1971-2001 1971-2001 1971-2001 Sample 1972-2001 1972-2001 1972-2001

Source: OECD Economic Outlook, June 2001
Note: constant not shown
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Figure 2. Government Spending and Revenue (% of GDP)
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Figure 3. General Government Public Debt and Revenue in the OECD
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