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Table 4, Results from a HULTIMOD Simulation of a Yemporary
5 Percent Fall in the Propensity to Consume

{Percentage deviation from basceline)

1993 1994 1995 1996 1997

Base Case Scenario

Real GDP -2.8 ~0.4 0.9 1.1 1.0
Gove. Deficit ($b) -64.5 5.9 46.8 57.2 45.5

Government consumption used to Close Budget Gap

Real GDP? -4.8 0.0 2.0 1.8 G.8
Govt. Consumptien 10.1 -0.9 -&.5 -6.2 -3.0

‘taxes Net of Transfers Used ro Close Budpet Group

Real GDP -3.2 -0.2 1.2 1.3 0.9
Tax Rate (Percentage) 0.3 0.4 0.1 -0.1 -0.3

Notes: BSee texC.

NON-TECHNICAL SUMMARY

Restraints on the fiscal autonomy of budgetary authorities are very much in the
news. In Europe the Maastricht Treaty speciiies ceilings or ‘reterence values' for
the debts and deficits of European Union member states pariicipating in Europe's
monetary union. In the United States, the Gramm-fAudman-Hollings Act and
subsequent legislation fimit the US Congress’ lseway to legislate increases in
the tederal budget deficit 1o the point where ratification of the North American
Free Trade Agreement required Congress to find other expenditure culs or
revenue increases 1o offset the foregone lariff revenues. A balanced budget
amendment to the tederal constitution has also been aclively discussed in the
US Congress.

Most previous research on statutory and constitutional fiscal restrictions has
focused on their effectiveness in limiting debts and deficits. Many investigators
have used data across US states, all of which, aside from Vermont, are subject
to statutory or constitutional debt and deficit imits. Since the stnngency of these
provisions differs, the states provide a kind ot natural expenment of the sffects
of fiscal constrairts on behaviour. Work has been done on both the determinants
of deficits and debts, and the connection between fiscal restrictions and the cost
ot government borrowing, with somewhat mixed resuits on the impact of such
restrictions.

Political economy analyses emphasizing the tendency tor log-rofling and
pork-barrel politics to bias debts and deficits towards being excessive imply that
fiscal restrictions designed to bring about their reduction are desirable. This
paper suggests, however, that there is another side to this coin. State budgels
can in principle provide significant fiscal stabilization that could otherwise be
provided by state governments in the United States.

We test the impact ot fiscal restraints on fiscal stabilization by looking at
stabilization across US states, and compare it with behaviour of central
government and lower levels ot government in a number ot countries. The effects
of stabilization on US stales are then used 1o eslimate the potential impact of
such restraints on national governments. Our results indicate that state budgets
provided about one-seventh of the total fiscal offset to income fluctuations in the
19705 and 1980s, with the rest being provided by the federal budget and social
security. (Local governments played little or no stabilization role.) The pattern is
broadly the same in other federal states such as Germany and Canada. In
couniries with unitary governments, by contrast, the degree of fiscal stabilization
provided by the central government is broadly comparable, but because lower
jevels of government do not engage in significant stabilization, the
countercyclical impact ol the consolidated fiscal system is less. In shon,
tederated states appear to provide more fiscal stabilization that unitary ones.
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Table 2. Hepronal Results for State Governments and Local Governments

State Government Local Sovernment
8 r? 8 WN

Al: Repgions Q7T .32 - 75 .003 .16 - 76
.010) (.004)

New England L1320 .66 .01s .22
1.043) (.011}

Mid-East LE18%w .BD .035% 40
(.027) {.016)

Great Laxkes D70k .70 ~.0058 45
1.013) ¢.007)

Plains 040 .33 -.003 49
(.018) (.0L4)

South East .DBExE .75 .002 .54
(.013) 1,009}

South West L 080%x .53 L0613 .50
(.018) {.009)

Reocky Hountains L099% I3 -.005 .78
(.015) ¢.010)

Far West LidaEE 55 .05 .60
(.023) .03

Likelihood Eatio Tesr

of Comstraint (x2(7)) 14.2% 9.0

Notes: The equations were estimated using multiequation least sguares. The
first row shows the results when all of the f coefficients were constrained
to be the same. The last row shows the resulrs from testing this constraint
using a likelihood ratio test., The state govarnment equatlons were
estimated over FY 1971-%0, the local government data FY 1975-90. The
estimated coefficients on constant terms, lagged dependent variables and
time trends are not reported. One or two asterisks indicate the coefficient
is significant at the 5 and 1 percent level, respectively.

I. Intreduction

Bestraints on the fiscal autonomy of budgetary authorities are very
much in the news. In Europe, the Maastricht Treaty on Economic Unton
specifies ceilings or “reference wvalues" for the debts and deficics of
European Community member states participating in Europe's monetary uaion.
1/ In the United States, the Gramm-Rudman-Hollings Act and subsequent
legislation (discussed in Sheffrin, 1987) limit the U.S. Congress' leeway to
legislate increases in the federal budget deficit, to the point where
ratification of the Worth American Free Trade Agreement required Congress to
find othar expenditure cuts or revenue increases to offset the foregone
tariff revenues. A balanced budget amendment to the federal ceonstitution
has also been actively discussed in the U.5. Cengress.

Host previeus research on startufory and constitutienal fiscal
restrictions has focused om their effectiveness in limiting debrs and
deficits. Many investigators have used data across U.S. states, zll of
which, aside frem Vermont, are subject te statutory or constitutional debt
and deficit Iimits. Since the stringency of these provisiens differs, the

states provide a kind of natural experiment of the effects of fisecal

1/ The Maastricht Treaty requires that budget deficits not exceed 3 per
cent of GDP and that public debts nof exceed 60 per cent of GDP. These
ceilings are subject te significant gualifications, however. Countries will
only be said to be in viclation of the deficitv rule if the deficit ratic
exceeds 3 per cent and if in addition either it nas not declined
“substantially and continuously”™ te “close to" that level or it cannot be
regarded as “exceptional and temporary and,..close to" 3 per cent. The debt
ratio will be said to be violated only if it exceeds 60 per cent and if in
addition it is not “sufficiently diminishing and approaching the 60 per cent
level at a satisfactory pace.”
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von Hagen, Jurgen (1992), "Fiscal Arrangements in a Monetary Union: In Section II aggregate data for U.5. state and local governments are
Evidence from the United States,” in Donald E. Fair and Christian de . ) )

Boissieu {eds), Fiscal Policy, Taxatien and the Financial Svstem in sn used te estimate the extent to which they provide fiscal stabilizers and to
Inereasingly Integrated Europe, Dortrecht, The Netherlands: Kluwer Academic

Publishers, pp.337-380. test for changes in this role over time. Section III uses evidence

disaggregated by government and region in order to identify the impact of
statutery and constitutional restraints. Section IV compares the results
for the United States with those for other countries with both Ffederal and
unitary govermmpent structures. Section V assesses the implications of
fiscal restrictions and the reductions in fiscal stabilizavion they imply
for the velatility of the macroeconomy using simulations from a
macrogconomic model. Section VI, in concluding, draws out the implicatiens
of the analysis by returning to one of the motivating cases cited in the

intreduction, namely the fiscal restraints in the Maastrict Treaty.

Quarterly data on fiscal balances and output since 1960 are used te
analyze the cyclical properties of state and local govermment fiscal policy. 1/
No attempt is made to distinguish between movements in the fiscal balance
due ta disgretionary policy and those due te automatic stabilizers
(nondiscretionary changes in revenues and expenditures caused by changes in
output) since it is difficult to make such a distinction for a povernment
sector which operates under fiscal constraints, Fiseal constraints may
force governments to enact *discretionary” changes in taxation and

expenditure so as te remaim within the statutory limits of behavior. It is

1/ The quarterly National Income and Product Accounts (NIPA} aggregate
state and local governments. We differentiate between them when we move to
annuai data velow.
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examples mentioned in the introduction, consider the Maastrieht Tresty on
Economic and Monetary Union, which provides for ceilings for the budget
defiecits of the of the Eurcpean nations rthat participate in Europe's
wonetary union. U.5. experience suggests that such restraints, if
vigorously enforced, could significantly diminish the stabilization afforded
by national budgets. In post-EMU Europe the EC budget will in all
likelihood remain small by U.8. standards. National budgets, in centrast,
will be large by the standard of state budgets in the U.S. If the
provisions of the treaty in fact inhibit national governments from adjusting

their budgets te the cycle, pesc-Maastricht Europe may enjoy significantly

iess fiscal stabilization than the U.S. economic and monetary union.

Chart §

Cyclical Behavior of State and Local Government Fiscal Balances
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government consumption is used, the initial change in output rises by around
twe-thirds, from 2.8 percent to 4.6 percent. When taxes net of transfers
are used, the increase is swaller, from 2.8 percent to 3.2 percent. This
reflects the large difference in the output multipliers associated with
these different instruments in MULTIMOD. 1/

While these results show the impact of completely eliminating fiscal
stabilizers, fiscal restraints are more likely te reduce the responsiveness
of the government balance to the cycle than eliminate it altogether. Since
the medel is approximately linear it is possible zo calculate intermediate
variations by apprepriately averaging the basic simulations. The results
for U.5. state governments reported above indicate that fisecal restraints
may reduce the sensitivity of the fiscal balance to the cycle by 40 percent,
with most of tha adjustment coming through expenditure restraint, 2/
Assuming that this adjustment 1s divided between government consumption and
taxes net of transfers in the ratio of three-to-one, the implied shogk to
output is 3.4 percent (0.6x2.8 + 0.3x4.6 + 0.ix3.2), a rise of over 20
percent from the case with fiscel stabilizers acting freely,

Our caleulations thus indicate that if central government Fiscal
stabilizers fell by the percentage that we have estimated occurs in states
with stringent fiseal restraints, the macroeconomic impact could be
significant. To put the point another way, unitary governments which fail

to increase central government fiscal stabilizatien in order to compensate

1/ This in turn reflects the relatively Ricardian nature of MULTIMOD.
2/ As discussed in Section 2 above.

different from zero, implying that the state and local government sector
played little or no role in damping cyclical fluctuations. The negative
coefficient on expenditures, which indicates that spending as a proportion
te GDP falls when output is above trend and rises when it is below trend, is
almost exactly offset by a similar path for revenues,

For rhe 1970s, 1980s, and early 1990s, however, the coefficient on the
balance is 0.083 is significantly different from zero at the one percent
confidence level. Each one percent rise in the growth rate was asscclated
with an increase in the surplus of 0,083 percent of GDP, halping te reduce
the tmpact on the economy of aggregate disturbances. This rise in the
coefficient on the balance reflects a rise in the sensitivity of racio of
expenditures to GDP over the eycle, together with a fall in the sensitivity
of the ratio of revenue to GDP, 1/ The largest change is in the equation
for revenues, where the estimate of A £alls from a signifieant -0.106 before
1970 te an insignificant -0.029 thereafter. 2/

It is possible that this change in Che behavior of revenues reflects a

change in the behavier of federal grants rather than a change in behavior by

1/ Since the balance reflects the difference between spending and
revenues, thils Cranslates into an increased level of cyelical sensitivity
for the balance. Note that a redugtion in the sensitivity of the yatio of
nominal spending to nominal GDP to the cycle 15 equivalent to an increase in
the sensitivity of the absolute level of real spending te the eyele, This
is because GDP moves with the cycle, hence a fixed ratio of spending te GDP
implies a large cycliecal element in actual spending.

2/ This is consistent with a move to a more medium-term budget
perspective, with tax rates being xept relatively stable over the cycle.
Feenberg and Rosen (1986) estimace that personal income and sales taxes,
which make up the bulk of state {but not loczl) government revenues, have a
combined elasticity of close to unity. This implies rhat, witn unchanged
tax rates, the ratio of revenues to nominal GPPF would stay constant over the
cycle.
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similar, or so it would zppear. Given marked differences in the stabilizers
provided by lower levels of government, this implies (for this limited
sample of countries at least) that those with a federal structure provide
significantly more fiscal stabilization. Central governments do not appear
to provide more stabilization in unitary states, rather, the level of
stapilization 1s lower, 1/

We also estimated the model separately for expenditures and for
revenues from own rescurces. There was little consisctent pattern across
countries. Although the 8 coefficients associated with ecentral government
revenues were generally small and insignificant, those for France and the
Netherlands were around -0.3 and highly significant., The § coefficients on
expenditures in these countries were correspondingly higher. These
differences may reflect reliance on indirect vax revenues in these
countries. Overall, it appears that the relatively predictable behavior of
the total balance is consistent with a range of sensitivities of revenues

and expenditures to ocutput.

V.

Underlying this discussion is the notion that fiscal stabilization can
reduce the impact of macrosconomic shocks and hence that diminishing the
eyclical sensitivity of those balances may increase the variabilicy of

output., This section provides evidence on the economic significance of

1/ Similar resules are found in Jaeger (1993), which looks at the
cyclical response of the genmeral government balance for the seven major
industrial countries. Two federatad states, Cermany and Canada, have the
largest yesponses, although, in centrast to our results, the other federated
state, the United States, has the lowest response.

The rasults reporced zbove use data aggregated over all state and local
governments. Teo furcher investigate fiscal behavior of different levels of
govermment and locations, state-by-state annual data on state government and
on lecal government balances were ¢ollected from the Bureau of Census. 1/
Given the change in behavior sround 1970 in the apgregate data, we limited
escimation to 1971-90. 2/ The fiscal variasbles were normalized by
dividing by nominal gross state produet (the vegional equivalent of Eross
domestic product) for the previous year and combined them into the eipht
standard regions employed by the Bureau of Economic Analysis. 3/

Table 2 shows the results from reestimating equation (1) using these
regional data. They suggest that stacte rather than local govermments
stabilize over the cycle. When the model was estimared as a system with g
constrained to be equal across regions, its estimated value was .077 and
nighly significant at standard cenfidence tevels. In contrasc, the
coefficient in the local povernment regressiens was .003 and insignificantly

different frem zero. Ar .080, the sum of the coefficients on state and

1/ The state fiscal palance xs defined as total government revenues minus
total expenditures, while the local government fiscal balance is defined as
total revenues less direer expenditures. These data are raported on a
fiscal year basis, which generally start in July of the previous Year.
Despite the fact that state unemployment insurance trust funds are
administered by the federal goverament, our consolidared state-level data
were constructed te include them since they are likely to be semsitive to
the cycle.

2/ Due to limitations of the available data these local gevernment
regressions start inm 1975, To conserve degrees of freedom a rime trend was
substituted from the lagged dependent variable in the local government
regressions reporced below.

3/ New England, Mid-East, Great Lakes, Plains, South East Sourhwest,
Recky Mountains, and Far West.
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government, by lewer levels of government, and by social security funds.

1/ Eguation (1) (augmented by a time trend) was estimated for the v.s.,
Germany, Canada, Japan, France, and the Netherlands using data from 1970 to
1989. 2/ The first three countries are federal states, with signifiecant
autonomy for lower levels of povernment, while the others have more unitary
fiscal and political structures.

Table 2 reports revenues from cwn resources for central and lLower
levels of government as 2 proportion of nominal GDP. Own revenues accruing
to lower levels of government are significantly higher in federal states
than in unitary ones, implying migher degree of effective fiscal autonomy
for such goveraments, The Table aiso reports estimates of § for the Ffiscal
bpalances corresponding to these different ievels of government. These
suggest a pronounced difference in the extent of fiscal stabilization by
lower levels of government between federal states and unitary states. 1In
federal states {the #.§_, Germany and Canada) the coefficients associated

With output growth are large and significant, while these for unitary states

1/ To focus on the distinction between central and other levels of
government the accounts for central government and sccial security funds
vere conselidated. It turns our that soecial seeurity funds previde a
significant level of stabilization in the U.S. and Germany but net in the
other countries sctudied.

2/ Models were alsec estimated for the UK and Sweden, but the results were
unsatisfacrory. This presumably reflects structural snifts in fiscal policy
relationships associated with changes in government.

10 -

restraints. Of tihe 50 states in the Union, 49 have some sort of limits on
the amounts and types of debt that tney are legally allowed to issue., In
addition, a number of states have adopted statutes limiting current deficits
as well as debts. The forms of these censrraints vary widely. Some states
are prohibited from carrying a deficit into the next fiscal year, TIn others
the governor must only sign a balanced budget; subsequent events that cause
the fiscal balance ro deteriorate do not require immediate action. In yet
other states it is only the legislature whe must pass a balanced budget.
Some of these constraints are in the state comstitution, eothers are
statutory. State-by-state details of these provisions can be found in
"Significant Features of Fiscal Federalism,” an annual publication of the
Advisory Council on Intergovernment Relations {ACIR). Table 3 of ACIR
(1891}, for example, indicates that while the Bovernor must submif a
balanced budget in 4% states, he or she is reguired to Sign a balanced
budget in only 34 states.

To investigate the conneczion betwsen legislative controls and counter-
eyclical benavier further, the regressions for state governments were
repeated on a state-by-state basis. The estimated values of B were then
related to an index of the stringency of state fiscal controls taken from
ACIR (1987}. This index, which varies from 0 te 10, atremprs to summarize
the severirty of fiscal restraints on state governments. 26 of the 50 stages
have an index of 10, while B have a value of 5 or less: only Vermont has an

wndex of 0, indicating no restrictions on borrowing. A regression of the



Tez3uaD Aq FuTpueT 18U UC SITIJUNGD TRIIASNPUT 9TIBT [2I9A8S I0J SIUNCIVY
TRUCTIEN Tenuuy (DI0 aul wolj waewp paiayazd am uoijssenb sty sz47suw of
;perTddns uoIlezITIARIS TEOSTY $9$3% ST 10
‘spiom 12Un0 U ‘jusmuiascd TeIzusD aya AQ ueNEllBpun UOTIBZYITIQEAS TEISTZ
103 A3r71qisuodsax 1enzesd ST CpPeTTIRisUeDSp ATqRIpdmod Jjou olp suotIsuny
1POSTE 213um SBTIIUNCD UT BIBIIIP uUoTaeLndTE oyl (I 1' IT a0y Jo uoilsanb
2yl $95T®I FUTPUTI STYL PIRITEIIUS09p AIPATINTA1 AP SUOTIDURT TBISL3
ssoun £13unon ¥ s97835 RAATU P43 Wl sauamuiascd aleas Lq uolzeziTiaeas

TEI5TF 103 ar1e0d 1uers1ITudis £ 93¥0IpUl SAcqQP PITIIBGMMS 53TNSII Iy

eOlIdpiag jeuoigenaoqdl ‘Al

“seInaIpusdia ITaua Jo A3TaIlIsuss Tesitofo sua
UT SUctIOnpax o3 AJUTEw STp '53uTRIlSsl Teost) ausBurins Arsarieisa lepun
Furseredo se3eas £g ULNPIIDPUN SBM UOIIEZITIQE3S S50 '$3uswuzaacd ageas

£q 3no patazes ag o1 sieadde ucIIRZITIGELS TEOSTZ SWOS B1TUM ‘3a0US UT
TEONUAARI JO leTapuysg Juz UT ses afueyd uTEW AG3 AAUM 'IITTIBE PISSNOSIP
OL6T 1933 pur 9acged spoiiad Sul U9SA29Q UOSTIPAEOD oll UATM S3SEAUCO
yaiym Ansaz 2 ‘ssanatpuadxs Jo L3Tataisues fesitofo oua Jurtonpsa ulinsau
FAGDIO SJUTBRIZSSL JPIOSTY UYIIm PINLTIIOSSE SAILTITA¥VIS [EISII UT UOT3Impal
ayl jo auaziad Qf punode 3PYI PAVTIPUT SITNSAL 88yl -uctaenbe anussax syl
ut ¢o0e” o3 pascddo se 'guop - ses uoTaenba aanaTpuadxe Syl UT Xapul IEOSII
U3 WO IUITLTIIVCO VYL -HPIS SANITPuULdXa SYT U0 IG 03 ABO FUANT SJUTEILSUOD
TESSTY U3t PRIRISOSST I0TARUSQ UT 92USIBIITIP 8U3 Jo 250y " sainitpusdse

PUF SBNULA21 JO I0TABUIG [EBOTTSAD 2yl 12933e Ayauspusdopur Avm ysiuym ‘seaeas

‘aTgeTARA Juapusdap SUl UT BIF SONTEA
pazeiaued 9yl ASNPOAqQ POSEIQUA AIR SHIPHIASI JUDIOIYI00d syl ‘uorssairfea
I9ITaed ue wol) sanyea poavisusd sesn uworaenbs eauz yinouatvy /T

rap{ews ut A73oa1ip swexfoid 9iom 3I9ISTUIMPE o) PuUsl STUSUUIaAcT 33p3s 2ouTs

‘pepnTout osTe sem aonpoad aawas TEel Jo Taadl aua Jo wyatiefol syl Reput

12573 @yl ue pessaiafal uayx alan SJULTHIIFA0D asau3 'snidans TIEIaA0 3]

yats sy ‘4isaeaedas saanatpuadxs pur sanuaasz 103 siseq 23R15-£G-93F35 B U0

pelewInEssl ses (1) UOTIENDS UOTISAND STUI Jasmsus O] jsauielassl Teosty Lg
PEIPAIIE AR SIANATPULCENS 20 HonUOADY ‘snidans duz Jo SIUBUOCEOT UITAH

‘aoelye

YUY JO 9ITWINSI SATIPAISSUOD ¥ vplavid satnsax erdwes-jing auz 'Furtyalue

3T ‘aeus Burseotput 'zafie] usas ST ST0IU0D IPOSIJI Jo 3oedwT pe3BWTIISe

Y3 'sigrTano 3s983°] syl seavulwils pue aTdwes TIng ayz Jo SY3IFII-Inoy

A3A0 SIBACD UDTUM '910W X0 § JO SARTPUT TEISTI YITA S83IB3IS 03 PIITUIL ST

aTdwes ayi usyM anIPA Teutdiie sat Jo suasitad gy punoiz A asueTeg TEISTF

2U3 Jo IdueTaBa TEOTIVAL syl Juronpea 'uoTIVRTTIOEPIS Ue JowdUT BTAFIZIS

B BARY UTD STOIJUOS TEOSTI 3¥UI S9IBDTPUT STHI Qg1 'Q 0 2d82XajuT polewIase

3yl uBATH  GEO'0 A9 3953F0 TEITTNAD sul sIemol ‘sa3seffns 31 ‘sToljued Jo

Tea®] 3uaButils 350m 23Ul 02 STOIIUED IBOSTI ou woll TFutacy TeasT ausoxad

9ATF DUl 1P 0192 WOl SIBFJTP X9pUT TEISTI 9Y3 Uo 2USIDTIFS0D ayj

=(yC00° 7} »»{T0Z0"0)
RIS | X3IANL "IVOSId 65007 : 19€1°0C = J3I00

/T ransea

FuimeI1oF U3 PeInpoizd $TOAUOD FO XSPUT Ul UG $IUITITIFI0D § PIIBMIISS



