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NON-TECHNICAL SUMMARY

The issue of fiscal deficit reduction is a central concern for policy-makers. This
congern is heightened by the perception that the conduct of fiscal policy may
have an inherent bias towards budget deficits. This bias may have both an
‘institutional’ and a ‘political’ nature; the former reflecting imperfections in the
‘rules of the game’ governing the decision-making process and the latter
reflacting an inherent failure of the political system to internalize fully all future
consequences of current policy decisions. These issues have shaped the
policy debate on fiscal adjustment in both industrial and developing countries
and have led to the consideration of legislative measures that would constrain
government fiscal policy decisions. This interest is exemplified by the proposal
for a balanced budget amendment in the United States, by the Maastricht
criteria on the size of public sector deficits and debt in the European Union,
and by the discussions on a ‘stability pact’ that should ensure fiscal discipline
during European Monetary Union,

This paper discusses the theoretical and empirical literature on the political
economy of budget deficits and fiscal rules and examines, in the light of this
literature, a number of proposals for budgetary reform that have been put
forward in ltaly. The literature on the political economy of budget deficits
suggests vanious economic, political, distributional and institutional reasons
why the conduct of fiscal policy may deviate from ‘desirable’ benchmarks.
Excess deficits, for example, may reflect a degree of myopia cn the part of the
current government due fo the fact that it may not remain n power in the
future. They can aiso reflect a ‘stalemate’ resulting from disagreement over
who should bear the cost of fiscal adiustment. Excess public spending may
result from a faillure of individual legisialors or spending ministers to fully
internalize the impact of their spending proposals on the overall revenue
requirements of the government.

How can these ‘biases’ in the conduct of fiscal policy be addressed? The
paper discusses two complementary strands of literature that have considered
this question. The first has examined the consequences of numerical limits on
fiscal vanables, such as budget deficits or government spending. The second
has focused instead on the rules and regulations governing the varnious stages
of the budgetary process: formation of the budget at government level; its
passage through parliament; and its implementation. The objective of this
second strand of literature is to infer the structure of the budgetary process
more likely to ensure fiscal discipline. The empirical literature on the effects of
budgetary institutions on budgetary outcomes has alsc developed along two



directions. A first strand of literature has focused on US states, all of which
{except Vermont) are subject to a form of balanced budget rule. This literature
emphasizes that the different degree of restnctiveness of these balanced
budget rules is at least in part reflected in the conduct of fiscal policy: states
with more stringent balanced-budget rules run, on average, larger budget
surpluses and their fiscal policy is less responsive to the economic cycle. A
second strand of literature has instead focused on the characteristics of the
budgetary process in a number of European and Latin American countries,
These studies also find a significant correlation between budgetary institutions
and the conduct of fiscal policy.

The paper draws on the implications of the theoretical discussion and
empirical evidence to evaluate several proposals to reform ltalian budgetary
institutions. Among these proposals, some suggest constitutional limits on
budget deficits while others emphasize the need to change budget
procedures. The current problems plaguing the talian budget process (lack of
transparency at all its stages, excessive refiance on formal rules, regulations,
and controls, and diffuse accountability) suggest that simple reliance on a
constitutional rule an budget deficit targets may have limited effectiveness; it
would introduce an additional element of legal rigidity and create further
incentives for creative accounting, unless it was accompanied by an overall
reform of the budgetary process. Ensuring that the government's budget
proposal reflects prudent fiscal behavior is not particularly useful if parliament
can modify the size of the budget with relative ease, or if at the implementation
stage the discretionary margins are such that systematic divergences emerge
between ex-ante budgeted expenditures and ex-post actual ones. The paper
then concludes that lack of transparency in the budget process reduces
accountability, makes it more difficult to monitor and control spending and tax
decisions, and reduces the significance of numerical rules.



INTRODUCTION

Legisiative measures armed at constraining government fiscal policy decisions are at the center
of public attention and of the policy debate 1n several countries. In the Umited States, the proposal
for a balanced budget amendment has failed to win Serate approval by a single vote in Februsary 1997
and 15 still hotly debated. In countries belongmg to the European Umon, respect of the so-called
Maastricht eriteria on fiscal deficis and government debt 15 a central issue on the run up to the single
currency. The same countries are devising a “stabilily pact” that 1s supposed to ensure fiscally
responsible behavior after monetary umon takes place. But what arguments support  legal or
regulatory restrainis on the ability of governments to choose their levels of taxation and spending?
And why are they now attracting so much attention? An expianation probably has to rely on fiscal
policy developments over the Iast 23 years. The 1970s and 1980s saw the emergence of large fiscal
imbalances in a number of OECD countnes, leading to rapid accumulation of public debt, This has
fed to concerns that political forces, together with the procedures whereby budgets are made and
implemented, have an inherent bias towards deficits. These concerns have been heightened by the
risk that a high level of public debt mav constitute a threat to macroecononuc stability, and by the
difficulties encountered by some countnies m reversmg the nsing trend of the debt to GDP ratie.

This paper examies the rationale for the imposition of "rules” as a way to improve fiscal
policy performance, with partscular emphasis on the Ttalian case. Tt considers rules i a broad sense,
encompassing legally estabiished guanttative targets on fiscal vanables such as budget deficits,
government expendituse, and/or public debt, as well as rules and procedures governing the vanous
stages of the budget process. lts man findings can be summanized as follows. Numencal fiscal rules
can piay a role m enhancing fiscal responsibility msofar as they are adopted in a framework for
budgetary reform that addresses existing mcentive probiems at other ievels of the budget formation
process. Otherwise they are not only likely to be less ¢ffective, but alse create 1acentives for creanive
accounting, and, more generaily, for a reduction in the transparency af the budget process. The use
of “accounting mummickry” to meet Maastricht critena by several European countnes (use of off
budget expenditures, takeover of pension funds, use of privatization receipts to reduce deficits etc )
15 a textbook exampie of the validity of this argument. There 15 also a risk that quantitative targets
couid hinder the flexibility of fiscal policy o respond to macroeconomic shocks, a relevant concern

i European countries experiencing a cyclical downturn in the nm-up to EMU.  An alternative
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strategy that does not reiy directly on numericai targets 1s to modify the structure of the budget
process 1n a way that makes 1t more difficult to adopt fiscally irrespensible behavior. Examples of
such modifications are the enhancement of e stratege position of the finance mimsster w the budget
formation process or the adoption of numerical spending targets, the restriction of the scope for
amendments at the Pasliamentary level, and the enforcement of hard budget constraints at the budget
implementation stage.”  In the Halian case, for example, numercal targets are not adopted, the
number of amendments to the Budget Law presented in Parhament 15 typicaliy staggenng and there
have been sizable differences between ex-ante budget aliocations and ex-post expenditures.

Clearly, reforms m budgetary procedures per se cannot address the problem of the growth
m entitlements, whick "expiains” a sizable fraction of the divergent behavior of fiscal policy across
OECD countnes {Alesing and Perotti, 1995b). They can, however, strengthen the reiative position
of those actors wn the budget process that are more committed 1o fiscal discipline and. through
enhanced transparency, raise the awareness of the sources of fiscal problems and increase political
accounsability for profligate fiscal behavior.

Explaimng the differences 1 fAscal policy across countries at a refatively similar levei of
development has beea a magor challenge for economuc researchers, and there s agreement that
economic arguments afone cannot account for the size of these differences. A promusing avenue of
research has exammed the smpact of political and institutional factors on macroeconomic pelicy
farmation. In this context, government policy formation 15 treated as endogenous, reflecung the
mteraction of different agents (policy makers. political parues, private sector) with possibly
conflicting mterests, rather than beting chosen by a benevolent planner maximzing a social welfare
functton (see, for example, Persson and Tabeliing, 199G). In this literature, the nstitutionai
framework 15 important because 1t defines the "ruies of the game” and contributes to shaping
incentives and constraints of the varicus agents. Empinical evidence suggests that political and
institutional factors can mdeed contribute to the explanation of different fiscal policy choices (see,
for example, Roubim and Sachs, 1989 and Grilli, Masciandaro and Tabefliny, 1991).

The theoretical models that have been proposed to explain fiscal palicy choices are a natural

*  Throughout the paper we usc the term finance menstes” o denote the mumister{s i charge of overall

budgetary policy.
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starting pont for an analysis of fiscal rules. In a broad sense, rules can be wiewed as a modification
of the mstitutional framework within which economuc policy decisions are taken. Ideally, they should
provide a set of incentives and/or constraints that makes fiscal policy actions closer to "desirable”
outcomes. The fiterature on fiscal policy ruies has developed along two compiementary directions.
The first has examined the consequences of legislatsve fizmuts on fiscal vanables, such as budget
deficits or government spending (see, for example, Roubini, 1993 and Corsett: and Roubim, 1996,
1997} The second (von Hagen, 1992; von Hagen and Harden, 1994, 1996; Alesina and Perotu,
1996) has instead focused or thie rules and regulations goverming the varicus stages of the budget
process, emphasizing the importance of ageada setting, voting rules, and, more generaily, of
budgetary procedures i shaping fiscal outcomes. Empinical evidence on the importance of budget
rules and budget mstitutions m explamiag fiscal palicy, while still at a prelimunary stage, 15 promismg.
von Hagen (1991), Poterba {1994), Alt and Lowry (1994), Bayourn and Eichengreen (1995), and
Bohn and Inman (1996) find evidence of systematic differences 1n fiscat policy between US states
with balanced budget rules of different "siringency” von Hagen (1992) and de Haan and Sturm
(1994) find that an ndex of centralizatzon of the budget process contributes to explaming differences
m average fiscal deficits, government debt and government expenditure i countries befonging o the
European Umon. Similar resulls are obtained by Alesina, Hausmann, Hommes and Stein (1996} using
a comprehensive sample of Latin Amenican countries.

This paper provides an evaluation of the theoreticaf and empincal fiterature on fiscal rules and
the budget process, examines a number of proposals for reforms in the budget process that have been
proposed in Italy (see, for example, Alesina, Maré and Perott, 1996, Commussione Spesa Pubblica,
1994, Comamsssone per 1z Riforma dei Bilanci Pubblicy, 1994; Masera, 1993a), and discusses 1o what
degree fiscal rules and reforms of the budget process may contribute to the reduction of fiscal
imbaiances. It 15 orgamzed as follows: section | discusses political economy explanations for
persistent budget deficits; section [1 discusses the rat:onale for rules, and section [N discusses the link
between budget processes and budget outcomes. Sectiens IV and V present and compare vancus
proposals for budgetary reform 1 ltaly, and discuss more generally the limtanens of budget reforms.

A few concluding remarks follow.
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I THE POLITICAL ECONOMY OF BUDGET DEFICITS

When discussing the political economy of fiscal policy, 1t 1s naturai to ask what benchmark
for goverament behavior that should be adopted. The neociassical theory of fiscal policy (see Barro,
1979, 1989; Lucas and Stokey, [983; Lucas, 1986} stresses the mmportance of achieving tax
smoothing; budget deficits should be used to cover temporary mcreases i government spending {such
as, for example, those due to a war) while tax rates should be kept constant to mimmuze distortions.
Keynes:an models of aggregate demand management stress the importance of fiscal policy as a
stabilizer: fiscal policy should be expansionary dusmg recessions and contractionary during expansions
n order 10 moderate business cycle fluctuazons. The political economy literature provides possible
explanations as 10 wily governments may systematically deviate from these princples of fiscal policy.
A general feature of these models 15 that the institutional set-up 15 taken as given; their focus 15 on
how economuc, political and distributionai factors iteract in a given mstitutional environment m
shapung fiscal policy.

Alesina and Perotti (1993a) provide a useful classification of political economy models of
fiscal policy:

1} models based on "fiscal illusion” with opportunistic policymakers and nasve voters;
2) models of debt as a strategic variabie;

3) models of distributionat conflict;

4} models of intiergenerational redistribution;

5) medels of geographically dispersed interests;

6) models emphasizing the effects of budgetary institutions.

A thorough review of this literature 1s beyond the scope of this paper. What 15 of interest for
our purposes 15 the mecharusm which causes fiscal policy to dewviate from its “benchmark.” Of course,
the definition of a benchmark depends on the underlying theosy. For exampie, the neoclassical theory
of fiscal policy can offer precise normative msights under the mantamed assumption that a
representative individual can be defined, 1.¢. that distributional considerations can be addressed by
lump-sum transfers. In reality, however, fiscal poiicies are used to redistribute resources across
heterogeneous politicians and individuals, rassing the question of how to define an approprate

benchmark of “virtucus” fiscal behavior. Cleardy this 15 an open question, but for the purpose of this
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paper we shall 1ake as given the desirability of reducing fiscal imbalances.

The first class of models ss 1w the spirit of the public chosce literature: the key assumptions are
that policy makers are opportunustic {that 1s, they care about electoral prospects. and not directly
zbout private agents' welfare) and use fiscal deficits to merease their electoral chances. Voters fail to
understand the intesternporal budget consirant of the government -- they overesumate the benefit of
current expenditures and/or underestimate future tax burdens - and therefore do not "punish”
politicans for fiscally iresponsible behavior. The second strand of fiterature emphasizes that the stock
of debt has an effect on the policy choices of future governments, and can therefore be used to
constram s actions {Alesina and Tabelling, 1990; Tabellins and Alesma, 1996). In this context, a
defieit bias can anse because of a conflict about spending priorities between different political parties.
This conflict, together with electoral uncertaaty, unplies that the currem government does not fully
nternalize the cost of runming budget deficits today, because the fature spending that 1s going to be
compressed may reflect the priorities of a different government. This deficit bias is increasing 1n the
degrec of politicai polarization (reflected in the difference between speading prierities) and in the
degree of electoral uncertainty. A different, but related argument 13 made by Lizzen {(1996) 1n a
game-theoretic model of redistributive politics. The fact that the outcome of future elections 15
uncertmn implies that voters cannot predict whether politicians wili m the future choose to
redistribute resources to them. Voters are therefore favorable 1o politicians that promuse them large
current transfers, financing current expenditure through borrowing.

Models of distributionai conflict {Alesima and Drazen, 199Y; Drazen and Grills, 1993) have
& somewhat different focus. They emphasize how conflict between different sociat groups
(represented by parties, mterest groups, coaliton members) can delay the adoption of necessary
measures 10 stem an increase 1n public indebtedness caused by some exogenous factor. The reason
for the delay 1s that the groups cannot agree on burden-shanng for the necessary fiscal adjustment,
These models predict that fragmented or divided governments and polanzed societies would have
more difficulty implementmg fiscal adjustment measures than single-party governments and less
polarized societses. Fvidence presented in Roubim and Sachs (1989} and Grilli, Masciandaro and
Tabellini {1991 for OECD countries and by Poterba (1994) and Alt and Lowry (1994) for US states

15 consistent with these predictions.
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Pubiic debt redistributes the 1ax burden across tume, and can therefore be a vehicle of
\ntergenerational redistribution. Cukierman and Meltzer (1989) and Tabelfine (1991) provide
interesting examples of cases when public deficits are chosen as a way to achieve intergenerationat
wransfers. In their model, budget deficits effectively act as a form of "negative bequest”, transferring
resources from richer future generations to the poorer current generation.

A number of contributtons closer to the political science literature study the nteraction
between the organization of legistatures and fiscal decisions. These contributions stress m particular
that representatives of geographically-based constituencies overestimate the benefits of public
expendisure in their district with respect 1o its financing costs, since these costs are typically borne
not only by the legisiator's constituents, but by texpayers as a whole. This failure to internalize costs
leads to excess government spending with respect to the "optimal” level (see, for example, Wemgast,
Shepsie and Johansen, 1981).7 These modeis, ncher in mstriutionad detail that the ones surveyed so
far, are static, and generate a bias towards excess governinent spending rather than excess defiens.’

Models that emphasize the role of budget mstituttons will be discussed n the next two
sections, In conclusion, these modeis provide several complementary explanations for the persistence
of fiscal imbalances and/or for excessive levels of government expenditure. From a normative
perspective, the 1ssue 15 whether this bias towards budget deficits and/or excess spending can be
corrected by nstitutipnal reform. or. more specifically, by approprately designed fiscal rules. The

guestion 15 addressed in the next Section.

II. FISCAL RULES

In this section, we consider the potential role of "numencal” fiscal rules 1n ensunng fiscal

These models can be applied 10 the determination of public speading within a government, where cach
"spending” mimster fails to fully mtemalize the costs that more spending imposes on socicty at large.

Chart and Cole (1993} show thal a dynamic version of this type of medel can give nise to a deficit bias,
the presence of political uncertainty. The reason 15 that accumulated government debt reduces the bias towards
cxcess government speading. 1 a faslion similas to Persson and Svensson (1989) and Alesina and Tabellim
{19490}, More gencrally, however, there arc senous difficulties 1n constructing dynamic political cconomy models
with forward-looking apents that are tractable and vet ncomorate essential feaures of fiscal policy decisions.
The mam difficuity 15 dug 1o the stralegic interactions 1a votng behavior, since today's vole determines the "state
of the world" and therefore affects the incentsves for future voles, See also Lizzeri {1996).
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responsibility. Numencal rules are typwcally smposed on the maximum size of budget defiens
(balanced budget amendment, Maastricht critena ete.}. As in the literature on the rules versas
discretion 1 monetary policy formation (Kydland and Prescott, 1977, Barro and Gordon, 1983, the
debate on the usefulness of fiscal rules focuses on a critical irade-off between the eliminat:on of 2
policy bias and the need 1o retam policy fexibility. In the context of monetary policy, an inflation bias
gan resuit from a credibility problem in the relation between the policy maker and the private sector.
In the case of fiscal rules, instead, the refevant bias 13 determuned by political factors; problems of tme
consistency can arse because current and future governments may have different preferences over
social putcomes. Expectations over future efectoral outcomes play an important role in shapmg both
policy decisions and voters' clectoral choices.  In prmeiple, the ideal rule, as in the context of
monetary policy, would be state-contingent, so as o allow the authorities sufficient flexibility 1o react
to shocks while at the same stme removing any 1nherent bias towards excess fiscal imbalances, or
excess mflauon. However, 1t 15 commonly agreed that nuies have to be simple m order to be credible,
since contingent rules leave the door open to mampulation, miven a private mformaton problem.
Furthermore, # would be impossible to enumerate every possible contingency.

Corsettt and Roubini (1957} explore these issues more formally. They present a sumpie model
that extends Alesima and Tabelfin (1990) 1n order to highlight the trade-off between deficit bias and
margsa for stabilizatson 1 the context of a closed and open economy. They frst consider whether
leaving the government a marma for stabilization policy {modeled as a "tax smoothing” rele)
contributes to worsenng the deficrt bias, They conclude that this 1s not the case. An interesting result
they cbtam 1s that the political defict bias 15 enhanced in an open economy. Since m therr model there
1s no defhult risk, in an open economy the government [aces an miimtely elastic supply of funds at the
given world interest raie, contrary to the case 1n a closed economy. This implies that additional
borrowmng to finance more expenditure i not discouraged by higher interest costs.” Clearly, the scope
for fiscal rules depends on the relative mtensity of the deficit bias and the need for tax smoothing,.

The nature of the trade-off between flexibility and deficit bias 1s apparent i some of the

' This pownt 15 ofien considercd in the context of the Magstricht debate. 115 argued that the move towards a
common currency would lowsr borrowng costs for high-debt countrics by removing inflation aad exchange raie
risk premia on interest rates.
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empirical work on the link between statutory fiscal sestrawits and budgetary cuicomes within US
States. ACIR (1987} and von Hagen (1991), among others, find that states with sach restraints run
smaller budget deficits, while Bayoum: and Eichengreen (1995) find that the cyclical responsiveness
of state budgets 15 significantly reduced by the presence of fiscal restramnts. This issue 15 discussed
further m the Section on empirical evidence.

At a more practical level, the important 1ssue s what fiscal variable should be the object of
a rule. What definition of government or public sector should be considered? Should the rule be
wnposed on government spending, the fiscai deficit. or public debt? With regard to the question of
"coverage" of a budget rule, there are two conflicting factors at play. On the one hand, 1t makes
sense to design a rule that establishes norms for the most comprehensive definition of public sector,
because this would fimt greatly the ability of fiscal authorities 1o use creative accounting 1n order to
exclude certain types of spending from the rule. On the other hand, the government may lack direct
controls on decentralized spending centers, the larger the public sector aggregate being considergd.
This 15 especaatly true i federal systems.

A second, related, set of problems 15 due to the charactenstics of conventional measures of
fiscal deficuts. It 1s well known that nominal budget deficts {inclusive of interest payments) may be
a flawed measure of tie actual fiscal stance, for a number of reasons (see, for example, Blejer and
Cheasty, 1991 and Buster et al., 1993). First, they do nol take nto account the effects of infiation
on mterest pavments, therefore counting anticipated debt repayment as defient.  Second, m the
presence of economic growth, the debt to GDP ratio can be kept constani even if the country 15
runmng a budget deficit. Third, seigmorage revenues are not included. Fourth, conventional measures
of the fiscal defict do not correspond to changes m the goversment's net worth: this implies that
privatization proceeds always improve the government fiscal position by reducing public debt,
because the decline 1n public sector assets ss ignored. Finally, contingent liabilities are not expiicitly
accounted for m the budget. Although in principle corrections could be made to the deficnt figures
1t order to address these problems, m practice this would leave toe much scope for discretion; mndeed,
the literature on policy rules suggests that these should be simpie and easy to understand. [t appears,
therefore, that the shortcomings listed above may well represent the unavoidable cost of imposing a

simple fiscal rule. Interestingly, most proposals for rules have focused on the budget deficit rather
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than government spending, aithough the iatter may be more appropriate i the presence of excess
spending biases of the type discussed at the end of section .

A final smportant ssue to consider 15 whether fiscal rules should be simposed on budget
formation (ex ante}, budget outcomes {ex post), or both. An ex ante rufe could take the form of a
balanced budgel amendment, an ex-post rule would eavisage auwtomatic measures 1o be taken
whenever budget cutcomes differ from some pre-determmed standard {that could be wself determined
by an ex-ante rule). In the context of ex post rules, an umportant issue anses with respect to the
treatment of automatic expenditure composents (entitlements). If the effect of an automatic rule 15,
for example, to cut discretionary spending whenever budget overruns occur, there may be undesirable
conseguences on the composition of the budget. However, this could increase the pressure to modify

automatic spending mechamsms 1a order 1o ensure their consistency with the desired fiscal stance.

HI. BUDGET INSTITUTIONS

The approach that examines budget mstitutions differs from the previously examuned ones
because 1t looks inside the "black box" from which budgetary cutcomes emerge. There 15 an
extensive polincal science literature on the theory of the budgetary process, and on the effects of
budgetary procedures on fiscal policy decistons {see Wildavsky, 1986, 1992). Although this literature
1s mostly mnspired by the institutionai framework and practical expenience in the Umted States, s
contains important theoretical insights for cross-country studies of fiscal institutions {von Hagen,
1992: Alesina and Peroits, 1995b).

There 15 a sensec m which the literature on budget deficts and budget mstitutions 18
complementary to the literature on the political economy of budget deficits briefty surveyed in Section
il. Namely, while the iatter 1akes mstitutions as given and studies the mmpact of political and
distributional factors on budget outcomes, the former takes political incentives as given, and examines
the fink between different budget nstitutions and budgetary outcomes. As pomted out by Alesina
and Perott1 (1996}, there are two related abjections to this approach: the first 15 that mstitutions are
themselves endogenous with respect to the political situation, and the second is that politicat factors
wili shape budgetary outcomes regardless of budgetary mstitutions. Both objections are reasonable;

with respect to the first, one can argue that mstitutions change only slowly over time, and that they
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can therefore be taken as mven for shorl- to medium-term analysts. The second objection 15 probably
more reievant; we postpone a fuller discussion te Section V. Nevertheless, it seems reasonable to
assume that changing the "rules of the game" may alter, at least partually, the strategic mteracton
between the different "actors” in the budget process and therefore have an mfluence on outcomes.
The budget process can be characterized as a system of formal and mformal rules and
regulations shaping the decision-making process that ieads to the formulation of the budget by the
executlve, s passage through the legisiature and its implementatior: (von Hagen and Harden, 1996).
A fourth stage of the budget process, ex-post control, 1s beyond the scope of this paper {see Tanz,
1994b) for a discussion with reference to the Ttafian case). In order o understand the mechamcs of
the budget process and the scope for a change in budgetary procedures, it 15 important to take ail
three stages mto account, and in particular the st of incentives and constraints the different "actors”
(government; legisiature, bureaucracy) are subject to at each stage, In addition, the degree of
transparency and the informational content of the budget play an important role at all stages of the

budget process, and will be discussed separately.

1.1 The formulation of the budget

This stage consssts of the drafting of the budget faw by the government. The formulation of
the budget 1s divided into different sub-stages: the setting of budger targets and guidelines, the
presentation of budget bids, the compilation of the budget draft, s reconciliabon and finalizat:on.
The participants m this phase inciude the prime minister, the finance minister(s) and the "spending”
miusters. Analogously to the literature on spending by district within the US legislature, 1t seems
reasonable to assume that spending mimsters have an mnceative to seek the contro! of a sufficiently
large amount of resources, either to increase personal prestige, ot Lo seek a more important rofe for
thesr ssumistry. Given that tax revenues are typically not "earmarked” for specific expenditures, these
mipusters may fail 1o internaiize fully the cost of the {present or future} taxation necessary to cover
their expenditures. By contrast, the prime mimster and the finence mumster are more likely to
internalize the costs of additional spending, and arc therefore more likeiy to be "fiscally conservative”
The key sssue 15 how procedures in the preparation of the budget law shape the strategic interactions

between these agents,
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A fundamental feature of this stage 1s the degree of centralization m the formation of the
budget draft. Greater centralization implies that the finance mumster has a more domunant role in the
formation of the budget iaw. By contrast, in a more decentralized process "collegal” mechanisms
typically guide budgetary decisions. Table i, reproduced frem von Hagen and Harden, 1994,
sumnanzes the key steps in the goverament stage, distinguishing between three different degrees of
“centralization” of the process. According 10 these authors, within the European Umion, France and
the UK are the clearest examples of budgpet centralization, while the Greek, Irish and Belgian systems
are the most decentralized. Italy has an mtermediate degree of centralization. There are three
miritsters i charge of the economy: the Treasury Minister (responsible for public expenditure), the
Finance Minister (responsible for tax revenue) and the Budget Mimster (responstble for planmng and
macroeconomic projections). The budget proposal 1s drafied by the Mimster of the Treasury, but
none of these three Minssters enjoys special or formal authorsty in budget negotiations. Furthermore,
cabinet commutees that bang together expenditure minsters in order to coordinate public expenditure
across departments raise the possibifity of forging strategic alliances between mimsters m order to
ratse thetr speading bids.

The nature of the distortion -- failure by spending mumsters to appropriately internalize the
cost of therr expenditure -~ clanfies why decentralized procedures are more likely 1o fead 10 a deficnt
bias. What structure of budpetary procedures would reduce the bias towards excess deficits or excess
spending at this stage? There are two possible answers. One 15 to have the overall size of the budget
determined 1 advance by some commuiment mechanrsm, such as a numencal target. This target
couid be formally ensknined in the law, for example m the form of a balanced budget amendment or
coastitutional limits on the size of the budget deficits (see Secuon IT). In this case, the bargaimag
within the cabinet would take piace i the presence of an overall ceiling on available resources, thus
contaimng free riding behavier. The second s to give more power to the finance mimster vis-a-vis
the spending nunisiers n the bargaiming process. For exampie, the finance memster could direct the
budget procedure and have a veto power on spending decisions, or the ability to adjust spending
proposals. Also, conducting bilateral negotiations with spending oumsters, rather than full cabinet
negohatons, may reduce the scope for “reciprocity” -- that 1s, favonng cach other's spending

programs (von Flagen, 1992). von Hagen and Harden (1994) argue that small countrnies have typeally
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apted for the first iype of mechanism, while large countnes for the second. The reason, according to
these authors, 15 that a large country, given the greater complexity of its budget structure, needs an
additional degree of flexibility i the process of budget formulation thar nigid numencal targets canaol
provide.’

In Haly, numencai targets for the central adminsstratson budget deficit are contamed in the
Document of Econonuc and Financial Plansing (DPEF), which specifies fiscai 1argets for the next
three years.* Parliament does not formally approve this document, although 1t approves a "resolution”
that defines the key policy guidelines and the quantitative targets to be met by the Legge Finanziaria
(draft budget taw). In the past few years, the amount of the state sector deficst incorporated in the
DPEF has been considered de facto as binding for the Legge Finanziara (LF), in accordance with
new Parliamentary procedures.

As noted in Section IE, an unportant 1ssue 15 the coverage of a numencal fiscal rule. In Ttaly,
the coverage of the Budget Law 1s limited to the State Sector (Central Admnistration); nose of the
budget documents focuses directly on general government expenditure (as required, for example, by
the Maastsicht treaty with regard to 1ts criteria) or on the overail public sector. This, together with
accounting practices, hinders transparency and creates mcentives to transfer expeaditures off the State
Budgel. so as to meet, atbest artificially, numencal targets on the deficit. Giavazzi(1993) and
Commussione Spesa Pubblica (1954) gve several examples of "creative accounting” procedures used
for this purpose.  As noted by Onofri et al {1994) ar implication of these practices has been that the
tevel of the public debt exceeds the sum of annual budger deficis by a substanual amount.

Anothier aspect of the budget formatson stage, whose importance is more controversial, 1s the
exsstence of & multi-annual framework within which budget decisions are taken. In prmeciple, this
aspect could be important because it could force the government to mternalize the mtertemporal

effects of its revenue and expenditure decisions. The practical relevance of this aspect 15, however,

* Ancxample provided of a numerical Larget adopted in a farge country that (atled to live up to ils purpose 1s
allegedly the Gramm-Rudman-Hollings act w1 the Unsied States. Hallerberg and von Hagea (1997) discuss the
tink between budget institulions al the government level and the electoral svstem: sce secbions T1.5 and V.

% This document contamns two set of fiscal projecisons: the [irst 15 a bascline projecuiea for the central
admurustration i cash terms, under the assumption of no policy change. The sceond 15 the program projection
which specifies and explicitly meorporates the pelicy changes lo be implemcented.
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debatable, for two main reasons. The first {(Alesima and Perottl, 1996, Alesina et al., 1996) 1s that
multi-peried budgeting leaves ample scope for a strategsc use of budget projections -- for exampie,
the mncorporation of fuiure policy measures whose fiscal consequences are not properly evatuated.
The second reason has to do with the incentives that shape the government's intertemporal choices.
Clearly, political factors play a very important role in this area: governments that are less likely to be
1n power n the future would probably fail 1o mternalize foily the additronal future tax burden
assocrated with current budget deficits. These 1ncentives are fikely to overcome the incentives for
a fully "responsible” intertemporal behavier that a stnct multi-period budgetary framework 1s going
to mmpose. Indeed, vonr Hagen (1992) finds that an index desigred to capture the degree to which
current fiscal decisions are tied 1o a mult-period fiscal program s not significantly correlated with
various measures of fiscal imbalances, such as average budget deficits or the level of government

debt.

111.2 The parliamentary stage

This phase consists of the passage through parliament of the budget law, up to its final
approval. There are Lwo crucial aspects of this phase. The first 15 the scope of the amendments. for
example, whether these amendments can ncrease spending and/or reduce revenues. The second,
more general. aspect s the strategic refation between the government and Parliament, which 15 linked
to the voung procedures on the budget.

Why are these factors theoretically important? What are the incentives for "profligate” fiscal
behavior within patliameat? Like spending mumsters, members of parliament may propose
amendments that bencfit their constizuencies, failing 10 miernzlize the fiscal cost associated with these
measures. These ncentives may be partially mitigated by party disapline, although this factor 13 likely
to play a more modest role 1a politically fragmensed systems. Budgetary procedures desizned to lead
to more responsible fiscal behavior may sherefore fimst the scope of amendments that change the
overall budget balance, or, even more restnchively, that increase expenditures and/or reduce revenues.
Since 1990, Italy has had a rule that Parliamentary amendments cannot worsen the averall fiscal
batance -- so that any expendilure increase or revenue reduction must be covered by additional

resources (copertura) to finance it However, this ruie ss widely acknowiedged to be pro forma in
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many cases, often thanks to very optumstic assumptions about the yield of offsetting measures.

With regard to the strategic interaction between the government and parliament, the key issue
concerns the political implications of ar outnght regection of the budget. if this forces the resignation
of the government, two strategic elements can be at play (von Hagen and Harden, 1994). On the one
side, the government may be pushed to adopt proposals that are likely to receive broad support 1n
Paritament. If the same deficit bias exists at the parfiamentary level, this will tend to weaken the
overall budget stance. On the other side. however, members of Parliament belonging to the
goverming party(ies) will be more ualikely to vote against specific budget proposais, or to propose
amendments that would fead to the defeat of the budget. This strengthens the position of the
government. von Hagen and Harden argue that the second element 15 Hkely to prevail on the first,
implying that a vote on confidence on the budget strengthens the refative bargaimag position of the
government vis-a-vis parliament, thus facilitating the adoption of "sound” budget policies.

Table 2, which 1s drawn from von Hagen and Harden, 1994, fllustrates the different steps in
the Parliamentary stage of the budget process. and identifies three different types of procedures,
classified from restrictive to open. Among countnes of the Evropean Umon, France and the UK have
a system which ts particularly restrictive with regard to the scope of the amendments that can be
proposed, In contrast, the Beigian system has no lisui on ameadments, and amendments can force
the government's resignation only under very special circumstances (von Hagen and Harden, 1994).
With regard to ltaly, 1t should be noted that the number of amendments being proposed can be -~ and
has been -~ staggenng, thus mmposng e facte constraints on the government at the budget
preparation stage. Even though Parliament may not have directly adopted amendments worsening
the overatl fiscal balance, the need for compromise may have pushed the government 1o draft "weak"”
budgets in order 1o pre-empt Parliamentary opposition -- particulasly when the Government’s support
n Parliament was weak and fragpmented. In part because of the complexuty of the interaction between
governmenl and Partiament, there remams disagreement on whether Parliament has played an
mmportant rele i shaping fiscal policy decisions in Ttaly, in particular over the last few years. For
example, Onofti, Pisauro ard Simscalco (1994) argue that the spending mimisters have the mam
responsibility for fiscal profligacy while the Commussione di Riforma dei Bilanci Pubblicr (1994)

fingers Parliament as the main culpnt.
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HL3 The Implementation Stage

This stage refers to the execunon of the budget law. There are two aspects of particular
unporlance: how binding 15 the budget law. and how much flexibility s there to face unforeseen
contingencies. Examples of the first are the power of the finance numster o restram spending beyond
the budgeted amounts, and the control of open-ended expenditure such as unemployment
compensation and pensions. The degree of flexibility 15 refated to the possibility of introducing
supplementary budgets dunng the fiscal year, the ability to transfer resources between budget
chapters, the existence of a budget reserve, and the possibitity of setting aside unused funds for future
expenditure (carryover). According (o these criteria, Italy's budget law 15 only weakly binding and
the budget mmplementation systemt 1s mordinately flexible. There are no cash houts on spending
ministries, the budget minusters lack the power to block expenditures, budget changes and transfers
of expenditure between chapters are routinely adopted, and carrvover procedures are extremely
fiexible.

A binding budget law clearly constitutes a commitment 1o budget discipline, because o
imposes a hard budget constraint on spending centers. In this regard, practuces that enfiance budget
flexibifity, such as the ability to transfer resources between budget chapters or to carry over unspent
funds 1o the next budget year, weaken budget constramts and hinder budget transparency by creating
wedges between ex-ante appropnations and ex-post outcomes. Finally, the possibility of introducing
substanuive budget revisions, such as a supplementary budget, can also weaken fiscal discipiine at the
implementaticn stage. More importantly, this possibifity alse alters incentives at previous stages of
the budget process, because it reduces the degree of commutment implicit in budget decisions. In
practice, however, there can be discrepancies between ex-ante budget targets and ex-post outcomes
because of open-ended expenditures or because of the effects of the cycle on tax revenues. In the
presence of a ngid numencal target, 15 smportant to consider what, if any, are the ex-post
mechamsms designed o ensure its achievement -- for example, automatic spending cuts and/or tax
increases.”

Table 3, also reproduced from von Hagen and Harden( 1994}, exemplifies three different types

* See the discussion of the Monti proposal in Section V. Clearly. these mechamsms are an important component
of the credibifity of an cx-ante fiseal rule.
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of procedures at the implementation stage, classified according to ther depree of restnctiveness.
According 1o the sndex of Rexibility developed by von Hagen (1992), France and Germany are the
EU countries with the most restrictive budget implementation procedures, while lialy, as already
noted, has the most flexible ones.

A more general issue that 15 germane to this stage but beyond the scope of this paper 15 the
reform of public admimstration and of the system of expenditure management. Among the topics that
have been debated one can cite the establishment of cost ceaters within ministries, the enhancement
of managerial respensibility, mcreased emphasis on cutput rather than inputs 1n the provision of public
services, etc. These reforms reflect a more general need to shift from a system of expenditure
management and provision of public services based on a stnet legal and procedural framework 1o one
which relies heavily on mcentives (Tanzi, 1994b). A number of countnes have underntaken reform

effort 1n this direction, most notably New Zealand (see Cangiano, 1996 and Scott, 1996}

L4 Informainon Content and Transparency af the Budger

These aspects are particularly important, not only for accountability and ex-pest conirol, but
also for the mcentives and constramts at play during the budget process. Indeed, public choice-type
thearies of fiscal deficits, based on fiscal Hlusion, emphasize that lack of transparency 15 used by
politicians as a tool to hide from taxpayers the true costs and benefits of tax and spending decisions.
Similarly, theories based on ratronal voter behavior emphasize the incentives of the government to
use informational advantages strategically vis-2-vis voters, which more abscure budgetary procedures
can enfiance.” Factors that reduce the informativeness of the budget process are the frequent use of
off-budgetary funds, the omussion from the budget of government loans and guaraniees, the
preseniation of the budget m multiple formats, strategic use of budget projections, and, more
generally, lack of transparency 1n areas such as expenditure admimssiration and sources of revenue.
When the budget process 1s informative, 1t becomes easier for the finance mimister 10 impose hard
budpel constraints on spending mmsusters, for the Pasliament to monitor the aclions of the

government, and for the government to ensure that budget dectsions are properly mplemented.

# Zee, for example, Cukicrman and Meltzer (1986}, Alesina and Cukierman (1990) and Rogoff {1490}
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Furthermore, public accountability for the actions of both povernment and Parliament 15 increased.

Among the countries of the European Union, von Hagen (1992) finds that Germany, France,
and the UK have the most ransparent budgets, while Beigim, Ireland, Portugal and especrally Italy
have the least transparent budgets, with extensive use of off-budgetary funds in the past. Alesina and
Perottr (£995b) and Alesina, Maré and Perottn (1996) underline the potential for strategic
manipulation of multi-year planmng, associated with the use of the so-called difancio rendenziaie (no-
measures budget projection) as a benchenark for measuring fiscal palicy corrections. Given the ample
receurse 10 one-off revenue measures n the budget (whose revenues are by definitton excluded from
the no-measures budget projection) and the strategic use of macroeconomie projections, the amouns
of actual fiscal adjustment 15 typically overstated. An additional factor of confusion 1s generated by
the needlessly complicated budget preparation process, involving several stages that cover different
definitions of government and different types of budgel (cash and accrual basis). Even the approval
of the Budget Law involves a multiphicity of documents: Legge Finanziana (LF), Provvediment

Callegat: (PC), Nota di Vanaziom (NV) and the Budget Law nself’

L3 The Empirical Evidence

But what 15 the empincal evidence on the link between budgetary procedures and budgetary
outcomes? Two approaches are possible. The first, more descriptive in nature, consists i relying on
case studies.”™ The secand approach consists in statistical analysis wtvolving the construction of
numencal indices summarizing the degree of centralization and restriciiveness of the varous stages

of the budget process, as well as 1t5 overall degree of transparency. Clearly, empincal analysts 1

* The Legge Finanziana weludes annual aflocations for mulli-year expenditures and specific cxpenditures o
be authorized by new legistauon; 1 can also mcorporate new revenuc-raising measures, However, 1t cannot
contain strsctural changes to the tax or expenditure system: these have to be put forward m the so-called
"Provvedimenti Collegati” (PC) which accompany the LF. The LF is necessanv because according to the Halian
Constitution the Budget Law itself has to be based on ewisting legislation, and cannot therelore mclude new iaxes
or new expenditure measures. Before 1is approval, ol ss then necessary to mtroduce (he necessary legssiaiive
changes (o implement the government's budgelary objectives, and this 15 achicved with the LF and the PC. The
changes to e existing faw so mtroduced are then ingluded in the Budget Law theough the "Nota di Varazon®
Sec also the discussion of budpet documents and the scope for creative accounting 1a Section 1111

" See, for example, von Hagen and Harden (1994), Appendix C, and other contributions m the same 1ssuc of
Furopean Economy.
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plagued by a series of problems, starting with the difficalty of converting the arguments of the
previous secttons wmto an mdex that summanzes the Most imporiant Cross-country differences.
Furthermore, for cross-country studies the power of statistical tests 1s very low given the firited
number of ebservations.

The nature of the tests 1s fairly standard. Namety, authors examme whether fiscat policy
measures such as the budget deficits, government spending or revenues (averaged during & given
period), and government debt are correlated with an mdex summartzing the charactenstics of the
budget process, with ar without controls for other econonuc zad political vanables that can have a
bearing on fiscal policy. For example, von Hagen (1992) and von Hagen and Harden (1994} use both
non-parametric tests and regression analysis to test whether 2 "structural index" of the budget process
is correlated with a number of fiscal varables, such as the debt-10-GDP ratio, net lending, and
government expenditure i European Union countries. The mdex 15 constructed on the basis of
several indicators of centralizalion in budgetary procedures and transparency n the budget.’’ They
find a significant correfation of the coefficient with net lending and debt, but a weaker one with
govermnment expenditure. This latter finding s somewhat disturbing, given that a bias towards excess
public expenditure plays an important role in the theoretical arguments in favor of changes 1n budget
rules. These results are only suggestive of the petentai effect of budgetary rules and procedures on
outcomes, given the linuted sample bemng used and the lack of control for other polittcal economy
factors which may be correlated with fiscai performance as well as with the budget institutions index.

More recent studies have tried to address this 1ssue. de Haan and Sturm (1994} provide some
prelimmary evidence that the correlation between changes i the public debt to GDP ratio and
budgetary procedures {measured using an index for the centralizatien of the budget process based on
van Hagen, 1992) 15 robust to the mtroduction in the regression analysis of polit:cal and economic
variables. In & recent study, Haflerberg and von Hagen (1997) argue that there 1s a hnk between

efectoral and budget msututions, with a strong finance mimster more likely to be assoctated with one-

W Ges Tables 1-3 and especially ven Hagen (1992) for details on the mdex. In the regression analysis pooled
cross-section/time serics data arc used in order Lo merease the degrees of freedom. The nature of the index of
budget mstitutions (a fixed number for every country) clearly makes 1t impossible to explam the tine senes
behavior of fiscal variables.
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party governments and the use of formal budget targets with multi-party or minonty governmests.
Using panel data for 15 European countnes, they find that budget deficits are lower m countres that
have either a strong finance mimster or numerical budget targets, afier controlling for economic and
poditical factors, and that the effect of a strong finance mumister 1s farger. Alesina, Hausmans, Hommes
and Stem {1996) exanune the link between budget procedures and budget outcomes for a sample of
Lanin American countries, using mformation obtamed by a survey on budget legislation and aciual
budget practices. They find evidence that budget mstitutions affect fiscal policy decisions. In
particular, the existence of a binding macroeconomic program voted before the budget discussion,
and limits to the power of the legisiatare to amend the budget have a significant mfluence on fiscal
Dutcomtes.

As more countries change their budgetary procedures, it would be 1nteresting 1o test whether
changes in budgetary institutions within countries are correlated with changes m fiscal performance.
Ciearly there would be a causality problem m mterpreting such a correlation, since the changes m
budgetary institutions may refect a general shift towards more fiscal policy restraint, or a response
to 2 fiscal crisis.

The effects of fiscal rules or budget procedures on fiscal policy decisions need not be limited
to sovereign staies. Indeed, the large majonity of the empincal fiterature has focused on the US states,
since all of them except Vermont are subject to statutory or constiiutienal fimitations on their ability
10 run budget deficis.™ Poterba (1994) exarmunes the dynames of stale wxes and expenditures during
the late eighties. He finds that states with more restnctive state fiscal institutions undertake more
rapid fiscal adjusiment m response to unexpected deficits. He also finds that the response 1s more
rapid when the same party controls the governorship and the state house, consistently with the
theoretical presumption of the literature on divided government. Similar resuits are found by von
Hagen (1991) and Alt and Lowry (1994). A recent, comprehensive study by Bohn and Inman (1996)
addresses several methedological problems of previous studies. The authors use pasel data analysis
to mvestigaie the effect of different types of fiscal policy rules without aggregating them 1n a sigle

index. They use a two-stage methodology: in the first, they regress the budget balance (1o which the

** i should be noted thal these limilations apply only to the so-called “peneral fund”™ account, which excludes,
among olher stems, the capital budget, penston fund accounts and insurance trust accounts.
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tule applies} on a set of economc and politicai vanables, using fixed-effect esumation. In the second
stage, they regress the esumated state fixed effect on vanous dummues for the presence of different
types of fiscal rules, and on other state-specific controls. They find sirong evidence that end-of-year
{ie, ex post) balanced budget requirements, that forbid the carryaver of deficits from one fiscal year
to the next, have a significant impact on states’ fiscal policy decissons. These requirements lead to
larger surpluses (mainly through fower spending) and to the accumulation of resources 1 a “ramy
day” fund for the purpose of facing passible budgetary shortfalls. Ex ante restnctions, such as a
requirement for the governor to submut (or the legislature to approve} a balanced budget have
considerably weaker effects on the fiscal balance.

Since fiscal rules appear to have significant effects on fiscal policy conduct at the state level,
the obvious question to ask 1s whether they hinder macroeconomic stabilization by fimiting the ability
of fiscat policy to respond to shocks, Here the evidence suggests that ex-post fiscal rules seem fimt
the responsiveness of fiscal policy to changes 1n economuc activity, m fine with the findings of
Bayourm and Eichengreen (1995). Bohn and Inman also find that the loss i responsiveness 1s weaker
and less statistically sigrificant when measured agamst chanrges n the rate of unemployment. These
results are buttressed by those presented in Alesina and Bayoumi, 1996, who find that siates with
tighter fiscal rules do not expenence more output variability.

Overall, the evidence that budget mstitutions have an impact on fiscal policy decisions seems
fairly convincing.  What type of budget mstuution or fiscal ruie 15 more effective remains to be
explamed. Furthermore, at the level of soveresgn governments, budget institutions may reflect the
nature of the political system, and may therefore be difficult to change m an effective fashion untess

the nature of the politreal equilibrium 15 altered as well, More research m the area is clearly needed.

IV. REFORM PROPOSALS FOR ITALY: A SYNTHESIS
The need for fiscal adiustment measures has stimulated & debate on reforms to the budget
process that increase transparency and facilitate the adoption of "fiscaily responsible” measures. With
pne exceplion, we brefly review here proposals that focus specifically on the Italian situation. These
proposals ¢an be broadly divided 1to two groups: a first one {sections V.1 1o IV.5) suggesting

madificatsen of budgetary procedures (changes to the "rules of the game™) and a second one (sections
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1V.6 and I'V.7) favonng the imposition of rules for outcomes.

IV.i The Proposal of the Conmssiane per la Riforma dei Bilanci Pubblict (CRBP)

The proposal of the Commussione di Studio per la Riforma der Bilanct Pubblici
(Conmmssione Gignmm-Finocchiaro), concerns the budget document and all phases of the budget
process, with particular emphasis on auditing and ex-post control. It stresses the responsibifity of
Parliament for the persistence of fiscal imbalances in Italy, and accordingly envisages a system 1n
which the role of Parliament n the budgetary process 1s substantially reduced.

The report notes that the Gudge! document 1 its current form 15 needlessly detaited and
obscure. It proposes a functional reclassification of expenditures, with sub-categonies within each
broad function. For each sub-category, the budget would indicate the amount of expenditure that ts
ta take place oaly if sufficient respurces are available (that 15, depending on actual revenue and
expenditure developments dusing the year}. Parliament would vote on this document, while the usual
admymstrative budget with the more detaifed sub-division into chapters would be attached to the new
budget document. but not voted on.

With respect to the government sfage, the proposai suggests a reduction of the number of
mimasters to nine, with responsibilities for the budget concentrated in a single mmstry, the Treasury.
It does not address, however, the formation of budget proposais within the government or the refative
bargaming power of minsters, The proposed changes to the parfiamienitary stage are much more
drastic: the proposal would exciude any amendment that alters expenditure and/or taxes {including
bajance-neniral changes) whenever the government 15 opposed to them.

The changes i the budget nuplementation stage are associated with an overali reform of the
State Generai Accounting Office (Ragtonena delle Stato), which would become more independent
and at the same time more powerful, with its role extended to the ex-ante drafting of the budget. The
General Accountant (Ragiomere Generale) would participate the budget formation process, albeit
without formal voting powers. The Treasury would retam cantro! over the behavior of spending
musiries through an office within each muistry, headed by a "financial controlles” The role of this
controfler would be to ensure that new measures and prajects withis spending units conform with the

budget and with management objectives, as well as to verify estimates of their total costs. Finally,
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the proposal eavisages a detailed system of certification and controls on the budget of local

authorities, undertaken by a new category of certified public accountants. The purpose of the

proposal is to mamtain a degree of central contrel over the behavior of Jocal authorities,

IV.2 The praposal of the Commussione delfa Spesa Pubblica (CSP}

This proposal, described in Onofr, Pisauro and Sinsscalco {1994), has three main components:
tghter constramnts on expenditure decisions, modification of the pelitcal responsibility for the budget
within the government and an mcrease 1n the overall degree of transparency. This would be
accomplished through constitutianal reforms, ammed at imposing a harder budget constraint on the
government, together with reforms mn budgetary procedures,

With respect to the fnudges decument, the report proposes recording all expenditure
authonzations in the budget of the mimstry that is politicaily responsible for them, and including off-
budget 1tems, such as transfers o the social secunty agency (INPS) through the Unified Treasury
Account 1n the budgel, m order to reduce the scope for creative accounimg.  The report alse
proposes strengthemag the supervisory role of the Audit Court (Corte der Conti) by aflowing 1t to
mtervene when budget iaws are being discussed in Pariiament.

At the goveriunent level. this proposal suggests the unification of the three exisung budget
ministnes into a simgle Finance muustry. The Prime Mimster's position m the budget process should
be strengthened so as to improve control over spending decistons, The proposal also notes the
possibility of strengthenmg the rele of the Finance Minister in the budget formation process.

At the parliaraeniary stage, the norms that restrict the presentation of amendments to those
that do niot worsen the overall budget batance should be strengthened, possibly with a constitutional
law. Amendments to the budget [aw presented by the Government should receve prior authonization
from the Pnme Mimster. The propasal also considers the possibility of excluding amendments to the
budget law; 1t views this as a useful measure only insofar as it 1s accompanied by a sirengthemng of
the relative position of the new Finance Minister in the budget formation process, since otherwise
political pressures would merely be shifted to the budget drafting stage. The Finance Minster could
alse be gven veto power over spending laws. The powers of Parliament with respect to government

budget actions (such as, for example, the esumates 1 the Bilancio Tendenziale) should be



strengthened, both ex ante and ex post.

With respect to budger unplementation, t 15 noted that the Raglonena has played an
important role 1 deciding ex-post budget allocations. The systemauc underprovision for the needs
of INPS in the budget has been addressed by the Ragionena through "advances" 1o INPS, financed
by delaying expenditure authonzations for local authorities. The proposal suggests an increased role
for the budget on a cash basss; more specifically, cash limits should be applied to budget allocations,
and offbudget dems (the unified Treasury Account, that currently handles the aliocation of budget
resources 1o government agencies and local authorities, and INPS) shouid be incorporated in the
budget. This would bring the role of the Ragionena back to us ongnal mandate (handling of cash
flows) and avoid the formation of "hidden debt™ In the budget, spending authonzations should be
attributed to the actual expenditure centers (sunisines), rather than, as now, being recorded In the

Treasury's budget.

V.3 The IMF report on Expenditure Controf

The man features of this report are summanzed IMF (1995). The general
recommendations are as follows. First, there should be an explict goal for the level of public
expenditure, rather than an exclusive focus on the budget balance. Second, there 1s a need for greater
transparency i the management of public spending. Third, mere weight should be attached to
inproving value-for-money and accountability. There are also more specific recommendations for
different stages of the budget process. With regard to the brdget drafting stage, the proposal
sugpests setting a ceiling in cash terms for general government expenditure, exclusive of interest, for
the budget year. Bilateral discussions between each spending Mimstry and the Treasury should
foltow, with the debate conducted in terms of shares within a given total level of public spending.
The report aiso suggests to discontinue the practice of carry-overs, with the exception of some capital
programs. There is & need stactly to enforce the existing requirement that no spending proposals can
be put forward unless offsetting expenditure and revenue measures are also identified. Finally, there
should be a comtingency reserve with strict limits on its operat:ons. With regard to the
mplementatton phase, the prepasal argues for a split of the cash target for total nonmterest general

government expenditure into three components: ceatral government, inciuding transfers 1o local
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gevernments and state agencies; a small contingency reserve; and residual noncentral government
spending, including spending financed by local authorities and state agencies from their own
resources. The report alse refers to explicat cash limits to ensure that budget appropnations for each
year are not exceeded, and proposes a reform m the operanon of the Treasury account, through
which all transactions of local governments and state agencies should be channeled. A number of
other proposals ook 1 more detail to the issue of expenditure monatonng and the role of cost
centers. Finalty, the report puts forward proposais to improve control and accountability, which are

outside the scope of this paper.

1V 4 The proposals i Afesina, Mare and Perottr (1996}

This paper puts forward a comprehensive senes of proposals for a reform of the Halian
budgetary process. The proposais address the foliowsng areas: i) reform of the budgel faw and
budget transpareacy, ii} the gavernment and the budget process; iii) the legislatve process: and iv)
budget implementation, contro} and managenal responsibility.

The authors propase a drastic simplification of budget documents. Exisung legislation
complicates the conduct of fiscal policy because 1t forbids the inciusion 1n the budger law or the LF
of necessary legislative measures concerning taxation and public spending (see Section I14) The
authors propose to unify the four budget documents that are cusrently drafied into a singde budget
docament. This would require a constitutronal reform as well as fegislative reform, to allow the
government to 1atroduce new iaxes and expenditures in the budget law.” The authors propose to
replace the "Disegno di Legge di Bilancio a iegistazione mvariata” and the DPEF with two no-
measures budget projections, one for unchanged legrsfarron and the other for unchanged policies.
The difference between the two would be due to those expenditures and revenues that, according to
existing legisiation, cannot be repeated the following vear (one-off tax measures etc.). These
documents should have the same format of the budget law, and should be based on macroecenomic

projections from "independent” sources, such as international organizations. Longer-term projections

¥ The referee noted that removiag the dishinetion between ordinary and financial laws may ereate ncentives for
Favor-rading among  politivians and merease the possibiliss for Pasliament to umpose spending on the
government, thus weakening the budget srocess.
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shouid be discontinued, at feast 1n the context of this budget document.

With respect ta budge! tramsparcncy, the authors suggest eplarging the definition of
government m the budget law to the public sector, thus reducing the scope for creative accounting,
Also, the effects of budget measures should be calculated by an mdependent agency or at least
certified by one. Finally, alt liabilities of the public sector should be accounted for "above the line™
The budget should be presented on both an accrual basis and a cash basis (rather than only the former,
as at present); it should be based on “cost centers”, and the number of chapters (over 4,600 i the
1995 budget) should be drastically reduced. Carryovers for current expenditures should be abolished,
and transfers of resources between expenditure programs should be substantially reduced or
eliminated.

At the government leved, the authors propose to increase centralization by consolidating the
three economics runisiers mto a sngle one, and strengthening the position of the Finance Minuster.
More specifically, the Finance Mimster would decide the level of expenditure and the budget balance,
and these could not be modified during budget negotiauons. These negotiations would have to take
place on a bilateral basis, and the final budget composition would be voted by majonty rule, with veto
power for the Finance Minster.

At the Parliamentary phase, the proposal suggests an 1mitial vote on the budget size and
balance, with a two-thirds majonty required for veting down the size of the budget, with defeat for
the budget proposal tnggermg the govemnment's resignation. Amendments that increase expenditures
or the deficit would be disaflowed.

The authors do not address m detail reforms of the dudget mmplementation stage. They nate,
however, the need for a general reform of public admimstration, based on the design of appropnate
weentives and constramts to induce "efficient” behavior consistent with expenditure control and an
emphasis on output {as has been done, for example, m New Zealand -- see Scott, 1996). This "ex

ante" incentve structure 1s deemed superior to a web of regulations and legal restrictions.

1V.3 The proposaf af von Hagen and Harden (199-4).
This proposal was aot directed specifically te Italy, but rather to the countnes of the European

Umon. Its salient feature 15 the establishment of a "National Debt Board" (NDB) that would be in
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charge of determuining each year the "permussible” change mn the fevel of the natzonal public debt. The
NDB would be an institution "independent from government but with democratic accountability”
(page 316). Once the change s the public debt 15 determined, the budget process should have either
a numerical target on spending or "strategic dominance” of the finance mimster. If the NDB were not
to be established, the authors argue that numenical targets should be determined within a muli-annuai
framework formally announced by the povernment.

The proposal is clearly inspired by the literature on central bank independence. Delegation
of the decision on the permissible change to the public debt to an independent agency would, m the
mteation of the proponents, elimnate a defict bias without eliminatmg the marzin of {lexibility
required to respond to economic conditions. At the same time, the government would retam control
over the overalt size of the budget. Regardless of the feasibility of the NDB, the supgested reforms
of the budget process that accompany the proposal (limited amendments, votes on the budget chapter
by chapter, cash hmsts and limits on supplementary appropriat:ons, among others) are ciearly mspired
by the factors described in Section 111, The two alternative routes being suggested are based on strict
numencal targets within a more decentralized structure, or on a2 more centralized structure with more
power to the finance smumster.

Eichengreen and von Hagen (1996) argue that this proposal by acting at the national level,
would be consistent with the subsidianty prmepie, unlike the Maastricht rules or the restramts
envisaged for phase 3 of the European Menetary Umion. Furthermore, 1t would have a clear

enforcement as well as provide more flexibility than a rigid numerical rule.

V.6 The Masera proposal

Ramer Masera, Budget Minster from February 1995 through January 1996, proposed budget
reforms 1n order to ensure adherence to Maastnchi-type fiscal critersa durmg the so-calied "third
phase” of European Monetary Union (Masera, 1995a, b)." He focussed on three aspecis of
budgetary procedures: budget documents, reforms 1 the Parliamentary stage of the budget process,

and censtitutional rufes that enshnne the limitation of fiscal autonomy implied by the European Umion

" Fresa {19954, b) and Bilanca {1995) discuss legal aspects refated to the Maastricht critenia.
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treaties. With regard 0 fudger documents, Masera (19935a, b) notes the jack of transparency of the
italian budget process, ard the excessive disaggregat:ion of expenditure 1tems m the budget. He
proposes a re-organization of the budget document, cither by expenditure center or by function, thus
facilitating the use of "zero-base budgetng” (which requires a re-examination of the desirability of
each major expenditure every year). With regard to the Parfiamentary stage of the budget process,
vasera argues that it 1s necessary 1o re-establish the pnaciple that the government has formal decision
powers with regard to economic policy, while Parliament has the power to reject the government's
chotces, and thus force a government resigeation. More specifically, ke proposes {e linit the scope
of amendments to the budget law that can be presented in Pasliament by forbidding amendments that
ncrease expenditure. This Himitation conid be accompanmied by other fegislative changes establishing
that cusrent expenditures cannot nise faster than GDP or that the current account balance has to be
nos-negative. Finaily, Mascra argues that 3t 15 aecessary to enshnine Maastricit-type critena m the
constztution to underscore the sreversibility of the third phase of EMU. This necessity denives from
the fact that, while belore the begnning of Phase I countnies that fail to meet the Maastricht cntena
are clearly penalized {through exclusion from EMU), enforcement mechanisms to ensure that such
criteria are respected afler monetary union has taken place are considerably weaker. Constitutional
changes along these lines would be part of a process of harmonszation of budgetary rules in countnes

belonging to the European Umion.

1147 The Monti proposal

This proposal has the objecuve of easuring that the Maastricht cntenton on the size of the
budget deficit will be met, and 15 drnven by the observation that budget outcomes 1n ltaly have
systemaucally been worse than planned (1995 bemg an exception}. Monti therefore proposes an ex-
nost rule designed to ensure that deviations from budgetary targets mmply an automatc fiscal
correction. Namely, he envisages an automatc increase of the income tax should the budget deficit
exceed the planned level. Other proposals along the same lines have mstead suggested reliance on
automatic expenditure cuts rather than tax mcreases as a response to budgetary overruns. Clearly,
such & mechanism coutd also be the complement of an ex-ante budget rule, such as a balanced budget

amendment or a rule establishing limits on the maximum size of the budget deficit. although the
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ongmal proposal was not cast i these terms.

1t should be noted that this proposal shares features with the Stability Pact that should set the
guidelines for “appropnate” fiscal policy conduct during monetary umon. This Pact envisages the
payment of financizl penalties by national governments whenever budget deficits exceed pre-
determuned lisits, uniess excepiional circumsiances, such as a deep recession, anse. The onginai
Monts proposal refers, however, to fiscal restramts at the national level, rather thar at the Eurcpean
Umon level. Furthermore, the Mont proposal aumed at ensuring consssiency between ex ante and ex

post budget accounts, and not necessarily the adherence to a predetermined fiscal rule.

V. DISCUSSION

The generai conclusion that can be reached from the discussion of Sections H and 111 is that
reforms of the budget process are likely to be successful in enhaneing fiscal discipline only msofar as
they can ensure responsible behavior at all stages of the budget process. We therefore compare the
modifications to the different stages of the budget process that the proposals outlined in the previous
seclion envisape.'®

All proposals recogmize the need for a change at the government stage of the budget
formation.  Several proposals (Alesina et al, CSP, CRBP) suggest the unification of the three existing
budget mmstries (Treasury, Finance and Budget). The first two also underscore the need 10
strengthen the position of the Finance Misister in the budgel negotiation process. IMTF {1993) and
Alesing et al. (1996} aiso sugpgest bilateral negotiations between the Finance Minister and spending
sunisters within the framework of sinct numencal targets on government spending. Finally, Masera
(1993a) emvisages a constitutional rle as a way 1o ensure a fiscaily responsible budget.

With respect to the Parliamentary stage, a number of proposals suggest the strengthemng of
the tule establishing that amendments cannot warsen the budget balance (CSP, IMF)  Other
proposals envisage even stricter limitations oa amendments, such as the prohibition of any amendmesnt

that increases expenditure (Alesing et ab.; Masera; CRBP). Overall, the proposed reforms are broadiy

1 shoudd be recopmzed that some of the proposals were not formulated to address an overalf reform of the
budget process. For example, IMF (1993) focuses on public expenditure managemeet, while the Mont: proposal
15 limnted to ensuring no deviattons between ex-ante budget targets and cx-post cacomes.
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11 fine with those discussed in Section III and with von Hagen and Hardes (1994).

With respect to the implementation of the budget, IMF (1995) and Alessna et al. (1996)
suggest the elimination of carryovers and the imposition of strict cash limits on expenditure centers.
The latter element 15 alse mentioned in CSP, alengside the elimsation of off-budgetary items. The
CRBP proposai puts more emphasis on contrels, and suggests an mcrease 1n the power of the
Ragonena. CRBP and CSP contam different suggestions regarding a re-organization and reduction
of budpet chapters, while Alesina et ai. discuss a more ambitious reform and drastic reduction of the
entire sei of budget documents,

The Mont: proposal, envisaging automatic tax 1ncreases m the case of expenditure averruns,
fits less clearly i one of the stages of the budget process. In evaluating this proposal. one must
consider the incentives that it sets in piace. In principle, a mechanical rule of this kind 15 more
effective 1n creating incentives to avoid budgetary overruns, the more distortionary the source of
taxation. To some degree, it could be argued that the income tax m Italy fulfills at least part of this
cntenon, given both s relatively high rates and the fact that it falls more heavily on certam types of
taxpayers {(dependent workers) than others. This would create a lobby m faver of respecting the
budgetary targets. On the negative side, 11 15 clearly possible to have budgetary overruns for
exogenous reasens, such as, for example, an unexpected slowdown 1n economic activity; under such
circumstances, the rule may prevent automatsc stabilizers from working, thus exacerbating cyclical
fluctuations. In addition to the lack of flexibility already mentioned in Section 11, a more general issue
concernng autoratic sules 15 the likelihood that their effectiveness will be undermmed by creative
accountng. At a mengmwm, this suggests that a necessary conditioa for the effectiveness of automatic
mechamsms of fiscal adiustment 13 an increase n the transparency of the budget that would reduce
the scope for accounting manspulations. '

In summary, two general approaches 1o the problem of budge: reform have been put forward.
The first consists in strengtheming the degree of centralizaton in the budget process, ncreasing the

power of the finance mimster both at the budget formation level and at the implementation level,

' See Milesi-Ferretts (1997) for a formalization of this idea. As noted above, balanced budget requirements

in US states apply to the general fund only, leaving out other fumds {capilal, peasions, social insurance). Bohn
and Inman (1996) find little evidence that balanced budger constrmnis tend 1o shill defieits to other fiscal
accounts.
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while limiting the scope for amendments at the Parliamentary level. The second, complementary
approach highlights the need for (constitutional) budget rules, that constrain ex-ante the behavior of
spending mmusters at the budget formation process and of parliament duning 1ts examunation of the
budget document. According to Hallerberg and von Hagen (1997), a strengtheming of the position
of the finance mumster 15 likely 1o be feasible only 1 the context of a smgle-party majonty
governmeni. In a coalition government, this choice 15 likely to run counter to the interests of other
coalttson partners, and the adoption of numencal budget targets may be a more acceptable way of
reducing an excess spending or deficit bias. This observation, which is supporied by these authors’
examination of budget mstitutions across EU countries, highlights the link between mstitutional and
political change. It would imply that an effective strengthemng of the positz:on of the finance mumster
may hinge on Italy moving cleser to a two-party political system.

The discusston of budget rules and procedures leaves a number of issues open. An unportant
one concerns the role of automatic spending mechamsms (vanously described as open-ended
expenditure or entitiernenss). Alesina and Perotti {19955} document how the divergent trend in public
expenditure m OECD countnies can be pnimarily attributed to the dynamics of transfers. They also
show that successful fiscal adjustments have relied manly on cuis in oper-ended expenditure, while
unsuccessful ones typically relied on 1ax mereases. 1t is not clear how a change in budgetary
procedures per se would affect the dynamucs of this type of expenditure, given the limited amount of
discretion these expenditure decisions involve. Indeed, they are often a legacy of past decisions taken
when the growth rate of the economy was higher and the demographic trends substantsally different.
von Hagen and Harden (1994) find that the share of open-ended expenditure in GDP is correlated
with theur structural index and aise with the long-term constrant index. While these findings suggest
that & well-exccuted reform of the budget process may lead 1o fiscal measures that better incorporate
wntertemporal constramts, the issue 15 how to modify the automatic mechantsms that are ajready
place. This 15 clearly a government decision: a reform of the budget process can at most make the
problems more transparent and streamling the decision mechanism that should lead to the adoption
of corrective measures.

The discussion above 15 simply a reflection of the more general question rassed at the

begmning of section 11 namely, whether budget outcomes will reflect political decisions, regardless
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of rules and procedures. 1t 1s clear that budpet rules and changes in budgetary procedures cannot
deliver more respansible fiscal policy decisions per se, regardiess of political will. This can be seen
most easily by considenng the proposals for strengthening the position of the finance mmster: if that
mimster and the government are rot commutted to fiscal discipline, this change m budgetary
procedures would not jead to better fiscal policy outcomes. Fiscal nules and reforms of the budget
process can strengthen the refative position of those acters that are mere likely to aim at fiscal
discipline, provided such mm 15 there, and they can enhance the budget's clanty and transparency, so
as to merease political accountability for profligate fiscal behavior. Insofar as this increase 1n
transparency mcreases awareness of the sources of fiscal problems, 1t can help to improve the quality
of fiscal policy decisions, because 1t reduces the scope for using more hidden and costly ways to
spend and tax. Furthermore, 1t could help build political support for altering automatre spending
mechanisms that are ultimately unsustainable.

A related issue 15 the existence of pofitical support for mstitutional reform. As can be seen
from the discussion in Sections [ and I, the mefficiencies existing n the budget process can play a
stratemc role by affecting the payoffs of the vanous participants m the process.”” Proposals for
reforms 1n the budget process are therefore likely to encounter resistance from vested interests - and
this may account for the lack of action n Italy on any of these proposals so far. Increases in the
transparency of the budget may aiso encounter opposition nsofar as they would involve disclosure
of hidden debt and expenditures, thereby worseamg the officially reported state of public finances.
Such mcentive to resist greater transparency 1s particularly strong in the run up to EMU, and could

also be herghtened if constitutionally mandated limits on budgetary imbalances were put i place.

CONCLUDING REMARKS
This paper has presented theory and evidence on the relation between the budget process and
fiscal policy outcomes. It has focused in particular on incentives and constramts that shape the
behawior of varous actors at different stages of the budget process, and discussed the scope for fiscal

rules as a way to ensure dessrable budget outcomes. Research in this area s stifl very active, and many

Y Milesi-Ferrett and Spolacre (1994} present a model where inefliciencies m tax coliection can be used
strategically for clectoral purpeses.
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155ues, such as, for example, the opumal design of rules, the 1ssue of fiscal policy flexibility at the
natonal level, the link between budget mstitutions and political systems, the impact of rules on budget
transparency are still on the agenda.

With regard to the Izalian case, a reform of the budget process would be difficult to achieve
without major legislative changes, possibly at the constitutional level. These changes need to reflect
the fact that at present the budgel process in laly lacks transparency at all its stages aad suffers from
excessive reflance on formal rules, regulations and controls, with scant attention te the role of
mcentives and to the importance of clear accountabifity. The cusrent problems plaguing the Italian
budget process suggest that the simple reliance on a constitutional rule on budget deficit targets will
have listed effectiveness; 1t would introduce an additional element of legal ngidity and create further
wncentrves for creative accountng, unless it 18 accompanied by an overali reform of the budget process
aiong the lines discussed. Ensunng that the government’s budget proposal will reflect prudent fiscal
behavior 13 not particularly useful if Parliament can modify the size of the budget with relative ease,
or if at the implementation stage the discretronary margins are such that systematic divergences
emerge between ex-ante budgeted expenditures and ex-post actual ones. Lack of transparency 13 the
budget process reduces accousntability, makes it more difficult to momser and control spendiag and

tax decisions, and reduces the significance of numernical rutes.
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Table |: Structure of Government Stage *

Type of Strategmcaily Decentralized Decentralized
Procedure =¥ Centralized guided
Step Event Deciston maker
Gt Budget Targets | Prime Mimster | Cabinet on Cabinet
and Guidelines | (PM)or Finance | proposal by MF
Mimster (MF}
G2 Budget Bids Spending Spending Spending
Ministries Ministries Minsstries
G3 Compilatton of | MF, in bilateral | MF, serving as | MF, simply
Draft negotiations mtermediary collecting bids
between
spending
ministers and
cabinet
G4 Reconciliation PM or Senzor Semor Cabinet | Cabinet
Cabinet Committee or
Commttee Cabinet
as Finalization Cabinet Cabinet Cabinet

* Source: von Hagen and Harden (1994}
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Table 2: Structure of Parfiamentary Stage *

Type of
Procedure = Restrictive intermediate Open
Scope of Amendments Cabinet on No limits on
Amendments cannot mcrease | Amendments amendments
sperding or cannot change
reduce averall balance
revenues, or
certain
amendments are
not recarvable
Relation of Upper House Lower House Lower and
Upper and has no has prerogative | Upper House
Lower House budgetary over Upper have equal
powers House nights
Relation of Government can | Ameadments No special

Government and

Parliament

cali vote of
confidence, can
Impose volng
procedure on
Parliament;
amendments

requtre consent

can cause fail of

government

stipulations

* Source: von Hagen and Harden (1994}




* Source:
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Table 3: Structure of Implementation Stage *

Type of
Procedure =¥ Restrictive Intermediate Open
Expenditure Disbursement Disbursement Disbursement
Management approvai approval approval
required, required, and/or | required or full
spending spending authoriy of
departments departments spending
subject {0 cash | subject to cash | departments
limats, MF can Timis
block
expenditures
Transfer of Within chapters | Within chapters | Unrestricted
appropriations | only unrestricted,
between
chaplers upon
approval by MF
Substasntive By new law and | By new law, By approval of
TeVISIons rarely used commonly used | MF

von Hagen and Harden (1994).
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