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ABSTRACT

Sustainability of Public Finances”

A central tenet of the Maastricht Treaty 15 that a successiul European
Monetary Union requires sustainable public finances of its member states. Yet
there is no clear definition of sustainability. The economist's common use of
the term builds on the concept of an mterternporal budget constraint over an
infinite time horizon, which is of little practical use. In this study, we develop a
concept ot sustainabilily focusing on the controllabilily of public finances. In so
doing, we adopt the approach of the Maastncht Treaty, to assume
sustainability as tong as a country does not violate the double standards of the
deficit {3%) and the debt {60% ot GDP) criterion. When the benign assumption
does not hold, we distinguish between the symptoms of non-sustamabiity ol
public finances, which can be determined in a reiatively straighttorward way,
and the underlying institutional causes, which are more difficult to 1dentify.
Correcting the symptoms requires a disaggregate view of the government
budget. Successtul consolidation requires the fiscal poiicy problem to be
addressed ‘at the source’, Le. the adjustment ot those items of the government
budget that produced the build-up of a non-sustamable deficit in the first place.
Lasting consolidation also requires a correction of the nstitutional weaknesses
that are the ultimate causes of a non-sustainable deficit. After reviewng the
theoretical and empirical arguments for a disaggregaie and nstitutions-
onented approach to correcting non-sustainable deficits, we propose a
practical procedure to assess the sustanability ot a country’s public finances.
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NON-TECHNICAL SUMMARY

A basic tenet in the move to European Monetary Union 1s that monetary
stability requires the ‘sustainability’ of public finances. The Maastricht Treaty
aqives a knife-edge nterpretation ot sustainability: As long as a country meets
the double standards of the Excesswve Deficit Procedure, a general
government budget deficit below 3% and a public debt below 60% of GDP, its
public finances will be regarded as 'sustainable’; if it violates these criteria,
they will not. But the Treaty gives no clear guidance tor evaluating the public
finances of a couniry violating these criteria, 1. tor judging whather of not it
has taken adequate adjustment measures, and whether or not it 1s moving in
the nght direction. These questions are also left open by the more recent
Stability Pact. Thus, as the beginning of EMU draws nearer and since almost
all European Umion countries wviolate the double critena, a more concrete
interpretation of sustainability is necessary to guide the judgments regarding a
country's readiness for membership in EMU, and for continuous monitonng ot
members’ public finances once EMU has started.

Developing a practical approach to assessing the sustainability ot a country's
public finances s the purpose of this study. More precisely, we develop a
framework for evaluating the process of regamning sustainability once it has
been lost, since, following the logic of the Maasincht Treaty, no turther
assessment 1S necessary if the country meets the double standards.

Our approach rests on tour panciples:
= a focus on controllability as the key issue
« attacking the problem at source

o a distinction between short-run symptoms and long-run sources of non-
sustainabie government deficits

s the proposition that institutional weaknesses can be dentified as the
sources of non-sustainable deficits

Specifically, we argue that policy-makers are more worried about situations
where govermnments lose control of spending and deficits and are heading
towards an unavoidable, disruptive adjustment of taxes and spending than
about any particular level of public debis or deficits. It 1s precisely such
adjustments that might cause difficulties for the conduct of monetary policy
undar EMU. Our interpretation of sustainability thus focuses on the i1ssue ot



control over government spending, revenues, and the deficit rather than a
vague intertemporal budget constraint. The implication is that a sustainable
deficit reduction is one through which the government reliably and lastingly
regaing control over its budget.

There 15 overwhelming empirical evidence showing that the lasting success of
fiscal consolidations depends critically on tollowing the principle of attacking
the problem at the source. This has the foliowing components:

= The origm of a non-sustainable deficit can usually be traced back to one or
two critical elements ot the government budget, such as wage expenditures
or transters

» Successful, Le. lasting, fiscal consolidations come with a significant
reduction 1n those elements that lead to the emergence of the deficit in the
first place

The implication is that an assessment of the sustainability ot a country’s public
finances requires a disaggregate view ot its government budgel. Looking just
at aggregate spending, revenues, and the deficit is clearly insufficient for
making a valid assessment.

tn view ot this, it 15 imporant to identify the symptoms of non-sustainability
property: On which side of the budget did the deficit emerge and what were the
more detailed budget items behind this development? The evidence we give in
this study, both from statistical analyses and from a number of case studies
show very clearly that successiul consolidations are those that apply this
prnciple and unsuccesstul ones are those that still do not.

Budget numbers can only be the symptoms of non-sustainable fiscal policies,
however. Behind these numbers are the real causes ot the problem. These
causes can commonly be linked to weaknesses ot a country’s economic policy
institutions. Most importantly, flaws i the decision-making rules and practices
regarding public monies lead to the emergence of excessive spending and
deficits. We consider two aspects of this:

« {ragmentation of the budget process

o the spread ot non-decisions coupled with weaknesses in other economic
policy mstitutions

Fragmentation of the budget process occurs when representatives of particular
spending mterests in society are allowed to make spending decisions without



taking the full cost ot public policy programmes inte consideration. it i due 1o
the common charactenstic of modem publie finance that spending
programmes are more narrowly targeted at specific groups in society than
taxation. A growing body of empirical literature, including statistical tests and
case studies considering very different countries, shows that fragmentation is
an important source of excessive government deficits.

Fragmentation can be overcome by strengthening elements of centralization in
the budget process, 1.e. rules and institutions that force policy-makers to take a
comprehensive view of the costs and benefits of public policy programmes.
There are two important approaches in practice:

 delegation of significant budgetary powers to a ‘strong’ finance minister

= contracts tocusing on spending and deficit targets among the relevant
decisions makers

Empirical evidence shows that both approaches help governments maintamn
sustainable public finances. This implies that institutional reforms of the budget
process are an important element ot an effort to regain sustainability of a
country’s public finances. The Maastncht Treaty recognizes this by demanding
that the EMU member states implement budget processes enabling them to
maintain sustamnable public finances {Art. 3 of the Protocol on the Excessive
Deficit Procedure).

The choice between the two approaches, however, depends importantly on
the political environment ot a country, mainly its electoral system. The theory
and evidence both indicate that the reason why the Maastncht process of
fiscal convergence failed to actieve general fiscal discipline i all EMU
countries 1s precisely because its central elements, fiscal targets enforced
through external monitoring and control, are inadequate mstitutional
mecharisms for the large countries of the EMU.

Non-decisions occur in the budget process when governments leave the
determination of spending and deficits to variables outside their direct control.
Examples are the indexation of spending programmes and fixing the
parameters of entitlements by laws outside the budget process. Non-decisions
reduce the budget process ic a mere forecasting exercise of exogenous
events, while allowing policy-makers to avoid ‘tough’ decisions that might be
unpopular with their constituencies. Importantly 1n our context, non-decisions
make the controllability of the budget depend on the qualities of insiitutions
outside the annual budget process, e.g. labour market or welfare institutions.
The implication 1s that where non-decisions cannot be eliminated the retorm of



other economic policy mstitutions can become an imporiant element of the
process ot regaming sustainabilily of a country's public finances. The
European Council has recently recognized this principle by asking the italian
government to undertake a reform of the lfalian pension system as a condition
for entering EMU.

in sum, we conclude that instifutional reforms are an important parnt of a
country’s effort to regain sustainability, and that governments can and shouid
be asked to undertake such reforms when they have violated the double
standards.

How should an assessment of a country’s public finances proceed on this
basis? To answer this question, we develop a process of five stages, staning
after a violation of the double standards:

Stage 0  Does the country’s deficit show a sufficient change in the nght
direction, where ‘sufficient’ means at least one-half of 1% of GDP?
if not, the country remains at stage 0.

Stage 1: A sufficient move in the nght direction has occurred. Next we
consider the coniribution ot spending and revenues to the deficit
and apply the ‘two-ihirds rule”: Has the country reduced the ratio
of spending (revenues} to GDP by at least two-thirds of the
increase (decline) it experienced in the years when the deficit
emerged? if not ...

Stage 2:  Sufficient action on the right side of the budget has been taken.
Next we disaggregate spending (revenues): Has the country
reduced (reversed ihe decline of) the principal elements of
spending (revenues) that lead to the growth of spending (decline
in revenues} dunng the emergence of the deficit? i not ...

Stage 3:  Sufficient action has been taken to address the symptoms of the
deficit. Now we turn to the institutional sources. Has the
government identified the mstitutional weaknesses leading to the
emergence of the deficit and addressed them intormally?

Stage 4: The underiying weaknesses have been identified. The last
guestion remains: Has the govemment engaged in institutional
retorms to overcome these weaknesses?

These siages are not o be seen necessarily as strictly following each other
over time; they rather mark qualitative stages of the process. The questions at



stages 0, 1, and 2 are straightforward to answer on the basis of budgetary
statistics. The questions at stages 3 and 4 are more difficult to assess and rely
on more qualiftative information. Answering them thus leads to more
contentious debate. Realizing this, we advocate that a courtry should net be
declared to have regained sustainability unless if passes at least stage 2
successfully. Realistically, the answers to the questions at stages 3 and 4
should be used to qualify the evidence regarding the symptoms and make
more Informed judgments about them,

Applymg this procedure does not resuit in a tightening of the Excessive Deficit
Procedure or the Stability Pact; instead, it provides a broader and more
qualitative approach than the mere focus on aggregate budget numbers under
the latter. The keys to sustamnability are thus a disaggregate view of the budget
and a close scrutiny of institutions.

Following traditions of the European Community, one may, of course, argue,
that the EMU has no business interfering with the struclure ot a member
country’s public finances, and much less with its economic policy institutions.
But this tradition will have to cede with EMU: If one believes that sustanability
Is an important condilion for the success of EMU, one must accept that the
EMU has a nghtful interest in monitoring the fiscal policies of the member
states at a deeper level than just the aggregate deficit, and to demand
structural and institutional adjustments where necessary.
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1.  Sustainability of Public Finances

A basic assumption in the move to European Monetary Union (EMU) 15 that monetary
stability requires the stability of public finances. The idea that mounting public debts would
undermine the European Central Bank's ability to fulfill #s mandate of price stability runs
through all important documents and decisions marking the way to EMU, from the Delors
Report {1989) to the Maastricht Treaty (1991), and the Stability and Growth Pact of the Treaty
of Amsterdam (1997), and has peen a recurrent theme in the public debate over EMUL 1t is
grounded 10 gruesome historical experence — most notably, perhaps, the German
hyperinflation of the early 1920s and the German currency reform of 1948 — as well as
technical economic analysis, e.g., the monetarist arithmetic of Sargent and Wallace (1981).

Specifically, the Maastnicht Treaty (An. 109j(1)} makes the “sustamability of the
government financial position” an explicit criterion for a country’s eligibility for EMU. But
while there is widespread agreement over the basic 1ssue - the close link between monatary
and govemment financial stability - there 15 no consensus sbout the proper defimition of
sustamnability. The Maastnehe Treaty (Art. 109]) refers to the two cntical reference vatues of
the Excessive Deficit Procedure defined in Ant. 104c and the relevant Protocol, namely a
pubtic sector deficit not exceeding three percent and a public sector debt not exceeding 60
perceni of GDP. If all member states of the EMU aspiring to join EMU met these criteria, no
further debate would be necessary about sustmnability m practice. Given that they do not, a
practicat defimtion will have to be found for the final evaluation of the candidates for EMU,
and for the contineed assessment of thewr fiscal performance once EMU will have started.

Although on paper the Treaty regulattons regarding fiscal policy appear fairly specific,
the political reality 1s such that in practice they allow a considerable degres of efasticity in
thetr interpretation. Thus, as the deadline for EMU membership approaches, policy makers are
facing two kinds of problems. The more smmediate one is to develop and agree on a
framework for evauating the fiscal policy of a country in deciding about membership m
EMU. The longer-term problem 15 how to develop a framework for monitoring the public

finances of those countries that have become members.



1.1 Saustainability: The Problem and s Pragmatic Framework

What, then, 15 "sustamability"? The Maastricht Treaty does not qualify the notion of
sustamability beyond the two criteria, and therefore provides no guidance for evaluating the
policies of a country viotating them.

For the economust, sustainability is a forward-looking concept, requining that current and
expecied future government revenues and expenditures match 1 a present-value sense, For
practicai purposes, this notion of sustainability 15 guite useiess, as it dogs not sufficiently
constram current government policies - anything can be assuwmed about the future,

In this paper, we adept a more pragmatic approach. We take it as given that, for a numbey
of economuc and political reasons, membership 1n the EMU will entail some form of controis
on the fiscal policy of a member country, and we do not discuss the desirability of such

centrols as a matter of principie. Instead, we ask two closety related questions:

e What aspects of fiscal policy are most relevant for the stability of a commeon currency?
and
s How does the answer to this questzon translate mto feasible constraints on the public

finances of a country seeking membership or bemng a member of EMU?

In answering these two questions, we argue that the controllability of public finances s
the key issue for the stability of a common currency. Policy makers, and central bankers m
particular, worry more about the sisk that a government’s financial position 1s moving out of
hands than about any particular level of deficits and debts. According to this view, the
imporiant 1ssue 1s to avoid situations v which a government, for some reason or other, has
lost control over the public sector deficit and 1s heading towards an unavoidable and
disruptive adjusiment. Such ssuations would cause interest rates 1o nse steeply and foree the
zovemnment {0 undertake large and distuptive changes mn spending and taxation. Large
ncreases 1n interest rates that may spread across borders within the EMU, and large swings in
the budgetary position of a government create much more severe problems for the conduct of
EMU monetary policy than a high, but stable debt ratio. This view lurks behind the Maastrcht
Treaty's mancate for the European Commussion to monitor the fiscal performance of the

member states wn order to "identify gross errors” {Art. 104c(2)).



Thus, we propose to shift the focus of "sustanability” to the more practical issue of
“controllability”. An immediate implication of this view is that a sustainable deficit reduction
should be regarded as a fiscal policy adjustment assuring with reasonable certamnty that the
govemment has indeed regained controf over its financial position. We will argue betow that
controliability can be reasonably assessed on the basis of current and past data, which makes
the concept more adequate for practicai policy.

In developing a definttion of sustainability based on controllability, we try to concentrate
on "feasible" crtena and restnictions. The emphasis on “feasibility" reflects our conviction
that the specific form of the restrictions on the fiscal policy of the member couniries should
take political and informational constraints into consideration. It 15 of no use to advocate a
restriction that cannol be enforced, be it because it is politically unacceptable for sovereign
countries, because it requires too much detailed information, or because it involves a too large
amount of subjectivity, Therefore, our guiding principle will be the realism of the anaiysis and
the practical applicability of our eonclusions.

As noted above, the Maastricht Treaty defines two atternative states of the world. As long
as & country meels the double critenia, the sustamnability of its public finances will be assumed
by the EMU as a matter of principle. There is no need for a detailed assessment of its public
finances i that state. A practical assessment of sustamability matiers onty m the opposite
state, when the country violates the double standards. Below, we follow the same togic. We
do not mtend to construct a meeasure of sustamability to be used 1 all possible siuations.
Instead, we propose a set of criteria evaluating and guiding a country through the process of
regaining sustainability once the benign presumption has been violated.

In the next sections we elaborate on these notions and develop the answers to the two

basic guestions.

1.2 Sustainability and the Interternporal Budget Constraint

In answering the two questions above, 1t 15 useful to start by reviewing the ranonale for

the fiscai critena of the Maastricht Treaty. These criteria rest on three basic premises:

L Large and perssstent budget deficits eventually generate pressure on monetary

authonities to bailout the fiscal authorities,



H In a comimon currency area with high capital mobility, developments i capital markess
in one country will affect interest rates in all other countries.

. At high levels of debt, a country 1s ncreasingly vulnerable to confidence and financiai
cnses as the market starts feanng some form of default on the debt. The resulting
default risk premuum on the country’s imterest rate will spread 1o the other member

countries as the market assumes that some baik-out will occur in case of 2 crisis.

These three types of concems underliz the two mam fiscal criteria 1 the Maastricht
Treaty, the 3% deficit rule and the 60% debt mie. Economists have long pointed out that the
economic rationale for these specific numercal criteria 15 questionable’. The academuc
discusston has focused on the concepts of the mtertemporal budget constraint.

In the most general sense the wtertemporal government budget constraint requires that
the discounted sum of expected future tax revenues 1s enough to repay all present (the current
debt) and futare {the discounted surn of all expecied future expenditures) liabilities of the
govemment, To assess whether or not a government would meet 1s miertemporal budget
constramt given its current debt, revenues, and expenditures, one has to form expectat:ons
about the future time paths of revenues and expenditures.

This approach has two obvious problems. First, it 1s very sensitive to assumptions about
future mterest raies and growth rates of GDP. Since the assessment mvolves cumuiating
expected future budget surpiuses over an mfinite horizon, even small changes m the difference
between predicted interest rate and GDP growth can lead to very different conclusions sbout
solvency, Second, because forecasts of future revenues and expendiures 1 practice
extrapotate from the past, they are likely to muss recent changes i fiscal policy. Suppose that
a government has drastically reduced expenditures m the tast two or three years through a
structural reform that promises to be permanent. Assuming that 1t 15 permanent, the new
stance of fiscal policy should be used 10 forecast future developments. But this recent change
will have little umpact on an empirical assessment which would necessarily be based on
observauons from & lenger history. Therefore, the reform would recerve unduly little weight
i the assessment of sustainability.

To overcome these problems, Blanchard et al. (1990) propose a modified concept of

sustainability. According 1o therr definition, a government’s fiscal policy 15 susrainable over a

See e.g., Eichengreen and von Hagen (1986) for a discussion.
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horizon of n years if it leaves the government debt/GDP ratio unchanged over this time
horizon, or, more generatly, if the ratio 1s the same 1 the first and the Jast year of the period
considered. One practical mmplementation of the concept consists in calenlating the constant
budget surplus that would ensure that n years fiom now the debt will be stable at a given level.
The difference between the current and this constant "sustainable® surpius then indicates the
current fiscal stance: it is sustanable, if the former 1s at least as large as the latter. In this
rendition, the empincal assessment of sustamnability still suffers from the first problem potated
out above, but from not the second.

Thus, any conclusion based on these forward-looking concepts of sustanability 15 highly
sensitive to assumptions about the future interest rates, GDP growth, developments in the
demographic structure of the popuiation, ete. This 1s a rather shaky basis for important
political decistons; i invites endless debates over the appropriateness of every smgle
assumption and forecast. And such debates would be perfectly justifiable: judming from the
ex-post accuracy of even 2-year-ahead forecasts of international organizations, it would take
an inordinate amount of faith 10 base any important decision on the mediem-term projections
of the type involved in estimating sustairability m this way

1t 15 sumply not realistic to assume that such calculations guide policy decisions as
important as EMU membership or the mvocaton of the , Excessive Deficit Procedure”, Nor s
it realistic to believe that an agreement could be reached on this basis in an mternational body
such as the Furopean Council. Policy makers judging the adequacy of a country’s fiscal policy
for the common currency area will want to base their decisions on unambiguous, easily
available numbers and avoid difficult forecasts of the future. In this study, we argue that such
a measure can be constructed, and, what 15 more, that it is much more likely to capture those

aspects of fiscal policy that concern policy makers most.

1.3 The Solution: Focusing on Controllability

Although the effects of debts and deficiis on mterest rates and on monetary stability -
which as we have seen motivate the fiscal crierna of the Maastncht Treaty - are fong-standing
and highly controverssal issues, here, too, we do not enter the debate but rather take a
pragmatic approach. In answering the first question asked above - what aspects of fiscal policy

are most relevant for the stability of a common currency - we recognize that, for whatever

S1l -



reason, both the market and policy makers de worry about the possibility of fiscal policy
seopardizing the stability of a common currency area.

However, we argue that what they worry about is mostly the possibility that a government
might jose control over the defice for & some pentod of time and that this would pose difficuit
problems for the monetary policy in the EMU. The ensuing increase in interest rates or, more
seriously, a fimancial cnisis nught spread to all member countries. The government might be
forced to adopt drasuc measwres of adjustment, with macre economic effects that, agamn,
might spread actoss other EMU economies. Both developments would resuit wn public
demands for a more lement monetary policy, and compromise the ECB’s ability and
willingness to pursue a stnct policy of price stability.

Two examples are instructive. In 1994, with a large deficit and no clear policy strategy
for redueing it, a default of the lalian government on its public debt was considered by many
as a real possibility. In 1997, after just two years of relatively strict fiscal policies that have
reduced the deficit substantially, few would cite a default on the public debt a5 a mayor
concern. Yet, the debt/GDP ratio has barely been stabilized. Thus, to a large extent what
really matters for the market’s assessment of Italy's fiscal policy 15 the expected flow of
government {net) liabilities 1n the next few years, not the stock.”

Germany provides the other example. Since the unification of Germany mn 1990, the
Bundesbank has wamed repeatedly that the federal govemment’s fiscal performance was
becoming increasingly unsustanable. This criticism was ciearly not directed at Germany's
debt ratio, which remams relatively low n European companson. Instead, 1t was the
govermnment’s policy of responding to the mounting difficulties of reconstructing East
Germany by simply increasing subsidies and wansfers, that czused the central bank to worry.
The impression that the government had Jost the political will to contan the mounting
demands for subsidies and, hence, control over the fiscal flows seems to have playved a mach
bigger role than the stock of public debt i wself.

Hence, from the central bankers® and the markets’ pont of view, the crucial 1ssue m
sustatnability uitimately is the controllability of fiscal policy. Broadly speaking, controliability

regards the nisk that a bad shock affecung revenues or its spending commutments leaves a

We should add that measures of the sustmnability of fiscat policy tend 1o be highly correlazed with the
cusrent fiscal surplases (see for mstance Buster. Corsettr and Roubimi (1993)}. This ss not particulasly
surprssing, if one thinks of how these measures are constructed, but & emphasizes once more that,
pracuce, what reslly masters s, to a large extent, the flow of government act linbilisies.
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government unable, technically or politically, to prevent sending and deficits from growmg

beyond their desirable and economically justifiable levels for a prolonged penod of time.

1.4 Securing Sustainability: Attacking the Problem at the Source

Having provided a definition of sustainability in terms of controlability, we now turmn to
the second question - what type of restrictions best ensure the sustamability (controllability) of
fiscai policy. As we have argued above, controllability of fiscal policy has inherently much
more to do with the flow of government net liabilities than with the stock of debt. Therefore,
the focus should be on fiscal flows rather than stocks.

Of course, the stock of debt can affect the flow, which 1s probably the reason for the 60%
debt ratio tn the Maastricht Treaty. One way this can happen is that an exogenous increase in
mterest raies leads to higher mterest payments and, particularly i countries with high levels
of debi, to a larger deficit. But agan, the focus 15 ultimately on the flow, not on the level of
the debt per se.

‘The Maastricht Treaty’s ot on the defieit ratio correctly turns attention to the flows, but
even the iighter version agreed upon in the Stability Pact - a deficit of one percent 1o normai
times - does not provide a sufficient assurance of what really matters, namely controllability.
The reason is that the aggregate deficit alone tells us little about whether or not a government
15 willing and able to rectify the problem permanentty, once 1ts public finances have gone out
of control.

An example will best illustrate our position. Suppose that the deadline for admission 0
EMU is year T, and in year T-2 a country still has a large deficit, 1n the order of 10% of GDP.
This deficit had mushroomed in the 5 years before T-2, caused mainly by a loss of coniro
over the wage bill at the tocal level and by exploding transfer expenditures. Suppose aiso that,
through a major revenue-raising effort, the country manages to satisfy the 3 percent linut on
the deficit by year T. Howeves, nothing has been done on the two souzces of the deficit. In this
situation, the mere fulfillment of the 3% muie says little about the controllability of fiscal
policy, because, with no measures on the underiying causes, we should expect wages and
transfers to comtinue to nse and the deficit to reappear after a while. As long as the
government fails to address the causes of the problem, the deficit 1s virtually guaranteed to get

out of control agan.



The implication 15 that a measure designed to monstor and enforce the controllability of
public {inances shouid be based on the principle of ''attacking the problem at the sourece™
To judge the sustamnability of a country's public finances, not only the size of the deficit 15
unportant, but also knowing what caused it and how what the country has done to correct it

By their pature, the crtena mn the Mazstricht Treaty, which set Hmits on aggregate
magnitudes only, cannot embedy the pnnciple of attacking the problem at the source.
Dewising feasible criteria that do the job 1s not easy. On the one hand, the principic calls for
more specific mformation and restrictions than the 3% deficit rule. On the other hand, 1
would be ansealistic to try and regulate too finely how a sovereign country should run its
fiscal policy.

As a first step towards a realistic soiution, 1t 15 helpful to distinguish between the
symptoms and sources of a loss of sustainability. Symptoms can be recogrized and attacked in
the short run, while the undertying sources of the problem will often need a fonger time
horizen to be addressed property. To some extent, the same difference 1n perspective aiso
characienzes the decisions about membership and the evaluation of the performance of

member countries m the common CUrTenCy areq.

1.5, Monitoring Sustainability: Symptoms and Sources

In the short run, the first need s 2 readily available and unconatroversial measure that
rasses a red flag as soon as a problem develops. Naturally, such a measure s fikely to focus
more on the symptoms of @ loss of sustainability than on the true sources of the probiem. In
the longer run, 1t 15 smporant also to be able to detect the underlying sources of the fack of
sustainability. This leads us 10 the distinction between "functional” and "institutional” aspects
of non-sustmnability. Loosely speaking, this distinction corresponds to that between

"symptoms” and "sources” of non-sustamability.

1.5.1, Detecting Symptoms: Disaggregating Spending and Taxation

Large increases n the deficit e the short-run can aimost always be aseribed to a few
specific budget stems. For mstance, the wage bill of local governmenis might suddenly start
building up, due to a generous policy of public hirmg or to generous wage settiements after a

contentious round of negotiations with public sector umous. Or, social transfers might
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merease strongly, due to a sudden change in the eligibility eriterra, more generous replacement
rabios in unemployment benefits and old-age pensions, changes 1n the indexation rules, etc.

In a sense, these are just symproms of the loss of contro) over fiscal policy. But they are
easily detectable, with a mimmal deiay, and objectively measurable. Any good cure starts with
a refiable detection of symptoms. A good short-run mdicator of a government’s losing control
over public finances should therefore provide information not only sbout the change in the
aggregate deficit, but alsc about s main components. Disaggregation of govermnment
spending and taxation is thus an essential part of any goed measure of sustamnability. For this
purpose, mumerical mndicators are useful, wisible, and uncontroversial, but they should be
devetoped not just for the aggregate deficit, but aiso for the main components of government

spending and reveaues. We propose such indicators 1n section 5.

L.5.2. Detecting Sources: Institutional Deficiencies

Underlying these symptomns are the deeper sources of non-sustamnable public finances,
Our basic clum m this study 15 that problems with rising expenditures and deficits - the
symptoms of non-sustainability - can generally be traced back to institutional deficiencies, 1e.,
weaknesses in the decision making processes governing the government budgel and the
policies financed with public mon:es.

A first, important area where this ciam applies 1s the government budget process. An
increasing body of recent research 1n the political economy of public finances emphasizes the
impact of the decision making ruies and practices regarding government expesnditures and
revenues on the size of the budget and the budget deficit. In the examples above, the wage bill
might have gotten out of control because of lack of coordination of and contro] over the hinng
decisions of local governments with no autonomous revenue-Tausing powers.

One 1mporiant cause for nsing expenditures and deficits according to this literature is the
tendency policy makers to pay more attention to the berefits of the spending programs than
the resulting need for increased revenues. As explamed mn chapier 4, this tendency resufs
from a general charactenstic of modem public ficances, viz. that spending programs are
generally targeted more narrowly at individeat groups in society than the colection of

revenues, The more fragmented decision making processes over the budget are, 1.e., the more
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decision makers they involve and the more they aliow each mdividual participant to get what
he or she demands, the more this leads to overspending and large deficits.’

Political economy emphasizes the spreading of “"non-decisions” as another, important
source of a ioss of control over the deficit. Government spending often increases, because the
relevant expenditures are tied to entitlements or indexed to economic vanables outside the
direct control of the government. In many countries, weifare payments are @ pnime example
for this. Once the basic parameters are fixed by law, govemment spending simpiy responds
passively to the public’s demand for transfers. Expenditures thus move ocutside the reaim of
the annual decision making process over the public budget. In the context of the annual
preparation of the budget, indexing spending programs to the general price level is another
example. Allowing policy makers to avoid hard choices by refernng difficult problems to
mformal decision making bodies outside the regular process of public budgeting 1s & third
version of the problem, e.g., the German govemment’s praclice to scek a compromuse with the
social pariners over s labor market policres in the 19905, In all these mnstances of
consntutional fatlure {von Hagen and Harden, 1994), governments exploil weaknesses of the
decisson making process to avoid control over certam aspects of fiscal policies.

These are the real underlying sources of the loss of control of fiscal policy. But they are
more difficult to identify clearly, and abviously impossible to measure precisely. They are also
likely to be much more contentious, and involve sensitive political and constitutional issues.
Hence. indicators of problems i the mstitutional asrangements cannot be numene, but maust
necessarily be guatitative. In addition, changing mstitutional arrangements must be expected
te take more time than a change m government speading and taxes, and this should be taken
into aceount in a realistic judgment of sustainability,

Nevertheless. the Maastnicht Treaty, i Article 3 of the Protocot on the Excessive Deficn
Procedure, requires the EMU member states to ensure that their domestic dectston making
processes over budgetary affairs enable them to fulfill their obligations and deliver stable and
sustamnable public finances. Furthermore, the European Council in July 1997 argued that Naly
needed sigrificant changes in the public pension system and the tax system to achieve a
sustanable stance of its public finances and reguired adeguate 1nstituttonal reforms from the

Iiatian government as a precondition to enter EMU. This indicates that the existence, and the

¢ See von Hagen (1992}, von Hagen and Harden ($994, 1996), Kontopoulos and Perott {1997, Velasco
(1997},
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creation of instutionat arrangements conducive to sustainebility can be mncluded in a practical
assessment of a country’s public finances in EMU.

In the next two chapters, we present empinical evidence that strongly corrcborates the
importance of these two aspects of controllability and the importance of the principle of
"attacking the problem at the source” to enforce sustanability. On the basis of this evidence
and of our theoretical discussion so far, we put forth our specific proposals in chapter 5 fora

set of criteria to assess sustainability in practice.

2. Conirollabilify and Fiscal Consolidation: Evidence

In this chapter, we use government budget data of 20 OECD couniries in the past 25

years to Hlustrate the importance of the pninciple of "attacking the problem at the source,"

2.1 Loss of control of the budget and composition.

In Table I, we study episodes of big fiscal expansions as examples of penods where
govemnments lost control of thesr public finances. Specifically, we 1soiate all those years where
the ratio of the cyclically-adiusted deficit to GDP increased by more than §.5% and call them
“big expansions”, In the sampie of 19 OECD countries after 1973, there are 65 such episodes.

Table 1: Contributions to Big Fiscal Expansions

Contribution F-Statiste
Expenditures 59.9 12.1
Investment 3.6 1.9
Transfers 412 9.4
Consumpuon 19.9 6.9
Wage Expenditures 148 60
Non-Wage Consamption 59 4.0
Subsidics 4.9 1.7
Revenues ~30.1 5.2
Taxes on Income -i1.2 -2.1
Taxes on Business -59 3.5
Indirect Taxes ~§29 -34

Note: Number of observations: 65,
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The table shows the average contribution to total increase in the deficst during big fiscal
expansions of the increase in aggregate expenditure, the decline in revenues, and of the
ndividual budget stems. This table drives home two ponts.

First, and perhaps not surprisingly, most of the increase in the deficit - 70% - is due to
increases 1n expenditure, agamst a fall in revenues by 30%. Second, aimost all the mcrease in
expenditure is due to two items: transfers and government constnption.

Hence, this table supports very clearly the main premise of our approach, that most of

the times very specific budget items are responsible for a loss of contrel over the bodget.

2.2 Successful and unsuccessfnl consolidations.

Next, in Table 2 we study different modes of consolidating the budget.” We study all
those episodes where the cyclicaily-adjusted deficit falls by at least 1.5 percent of GDP. We
call these emisodes consolidations.

We then take all these episodes, and divide them imto successful and wnsuccessfuf
consolidations. Success 15 defined i term of persistence. Specifically, we define a
consolidation successfut if either one or both of the following two conditions is realized: the
deficat, as a share of GDP, does not increase i the two years after the consolidation or the
debt/GDP ratio falls by at ieast 3 percentage points i the two years after the consolidation, A
consolidation 15 unsuccessful if neither one of these conditions 15 realized.

Thus, only successful consolidations lead to a pessistent reduction in the defioit.
Unsuccessful consolidations are short-lived: the tial cut 1n the deficit cannot be maintained.
Hence, one can materpret successful conselidations as those where the deficit s taken back
under control for a prolonged penod of tme: in other words, successful consolidations embed
our notion of sustmnability.

Table 2 displays how much each budget 1item contributed, on average, to consolidations
(cotumn 1), to successful ones (column 2) and 10 unsuccessful ones (column 3}

The table contains three very ciear messages. First, the size of a typical consolidation is
virtuatly identical for successful and unsuccessful cnes: on average, the deficit ratio falls by
2.4 pereent in the former and by 2.3 percent in the fatter case. But the composttion of the

adjustment 1s drast:eally differeat in the two cases. In successful consolidations, expenditure

This subsccuon applies a vanant of the methodology mtroduced n Alesina and Perott (1995) and
{1997}, who also first drew aticnnon to the empirical regularities discussed in this subsccbon.
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cuts contribute 30% to the adjustment; in unsuccessful ones, expenditures cuts account for
onty 17% of the adjustment. Unsuccessful consolidations rely mainly on increased reventes.
Thus, a decisive action to stop and reverse expenditure growth is a key element of successful

consolidation.

Table 2: Contributions to Successful and Unsueccessfinl Consolidations

All Suceess Faifure
Coatr, T-Stat. Coatr. T-Stat, Contr. T-Stat
No, of abs. 7 19 28
Preficit -2.3 24 -2.3
Expenditures -30.5 4.6 -50.2 -6.3 -17.1 -1.9
investment -12.1 5.8 -i3.3 -39 «11.2 -4.0
Transfers -1.3 -0.4 9.6 -2.8 4.3 (R4
Consumption -10.8 -3 -18.9 32 -5.3 -1.3
Wage Expendinires -6.6 23 -14.5 -3.6 -1.2 -0.3
Non-Wage 4.2 -3.5 - «1.9 4.1 -3.2
Consumption
Subsidies -1.0 ~1.9 -8.1 -3t ~1.2 -04
Revenues 69.5 10.4 40.8 6.2 829 9.2
Taxes on Income 36.6 5.4 1.3 2.4 47.0 5.1
Taxes on Busmess 0.9 432 HLE 27 11 3.2
Indirecr Taxes 220 7.3 7.8 36 24.8 6.0

Nate: Defien as percentage of GDP. All others as percentage of consolidaton.

The second message of Table 2 concemns the composition of the expenditure cuts. Within
expenditures, two items make up most of the difference between successful and unsuccessful
consolidations: trensfers and wage expenditures. Cuts i transfers contribute 10 percent to the
totat adjustment dunng successful episodes, while durmg unsuccessful ones they actually
ncrease! Even more starkly, cuts m wage expenditures contribute 14.5 percent to the fall in
the deficit during successfui consolidations, but litde more than one percent to unsuccessfut
ones. Nen-wage government expenditures and capital expenditure, by contrast, behave almost
idennically o the two types of consolidations.

The third pomt concerns the disaggregation of revenues. Not only do suceessful
consolidations rely rmuch less than unsuccessful ones on revenue increases: the composition of
the change 1 revenues 15 also very different. Table 2 shows that virtually the entire difference
between successful and unsuccessful consolidations on the revenue side 1s due to I1abor taxes

{income taxes and social security taxes), which contribute 21% to the adjustment 1n the former

S19-



and 47% to the adjustment in the latter case. This is important, because labor taxes are shifted
on to wages and, particularly m small, open economies like most of the European countnes,
cause drastic increases in labor costs relative o trading partners.

These messages of Table 2 are very robust fo varations in the empinical method. Similar
and, wdeed, even stronger results can be cbtain using alternative criteria.” Thus, one might
vary the criterion of success, making it more or less stnngent or looking further mto the future
than just two years. One might consider larger consolidations than those of 1.5 percent of
GDP. One might use different data or different methedoiogies for seasonat adjustment,
despite some differences in the details, the basic message remans the same.®

In sum, Table 2 shows forcefully that not all consolidations are alike. They lead to an
sustamed improvement of the budget only if they avoid mcreasing labor taxes too much and
if they tackle the growth of expenditures directly, particularly the nise in transfers and wage

expenditures.

2.3 Attacking the problem at the source

Piecing Table | and Table 2 together already provides strong evidence in support of our
principle of attacking the problem at the source. Table 1 shows that ioss of control of the
budget 15 due largely to increases i transfers and wage govermnment consumption; Table 2
shows that governments regain controf over the budget for more than a short penod only when
they cut exactly these two budget ttems.

Table 3 provides more direct evidence on this pomnt. For each episode of expansion and
consolidation, we caiculate how much each budge: nem mcreased or decreased m the two
years before the consolidation. We then compute by how much the consolidation corrected the
change m that budget item during the consolidation,

The first interesting resuit 1s that on average aggregate expenditure sncreased much more
before unsuccessfal consolidations than before the successful ones: i.2% of GDP agamst
0.3%. Yel, as we have seen successful consolidations cut expenditure much more than
unsuccessful ones: 1.25% of GDP agamst (.4%, so that at the end of successful consolidations
expenditure 15, on average, 0.8% of GDP lower than 2 years before the consolidation, while al

the end of unsuccessful consolidation expenditure 15 higher by 0.8% of GDP than 2 years

See Alesing and Peroiti (1993, 1997) for a sensitivaty analysis.
i See IMF (1990b), OECD (19596), Heylen (1907).
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pefore the consolidation! In percentage terms, successful consolidations correct about 350%
on average of the increase m expenditures over the previous 2 years, while unsuccessful

consolidations correct only about 35% - a difference by a factor of 104

Table 3: Consolidation Efforts and Fiseal Performance

Success Faifure
Before Busing Before Dunng
Expenditures 0.3 -1.2 £2 04
{07} -6.9) 2.5} {20y
Investment -0.3 -0.3 -0.1 -3
17 {-4.5) (-1.4) {4.4)
Transfers 0.6 82 1.0 0.1
(3.2) (-3.5) {3.6) [R4)]
Consumption 0.1 Rik) 02 0.1
10.5) (-3.8) (1.0) (-1.4)
Wage Expenditures 0.1 -0.3 0.0 -0.0
0.5} 4.1} 0.3 (-0.4)
Non-Wage 0.0 0.4 C.I -0.1
Consumption {0.4} {-2.4) {2.4) (-3.1}
Subsidies -0.2 0.2 032 -0.0
{-1.3) -2.6) {14} {-0.7}
Revenues 0.7 12 140 1.9
{1.9) 16.5) (20 9.3
Faxes on Income 2.6 0.5 (.8 1.
{2.4) (3.1 (2.4 (5.2)
Favxes on Bustness 0.0 0.3 0.0 0.3
{0.2) (2.9 [{1L3)] 3.2)
Indirect Taxes 0.1 34 .3 0.6
{0.4) {3.6) (1.8) (6.8}

Mote: T-sizhistics in parentheses.

Disaggregating expenditures, we see again the usual pattern of differences between the
two types of consolidations. Successful consolidations correct drastically the accumulation of
transfers and, especially, wage expenditures, while unsuccessful conselidations eontinue the
sncrease 1 transfers and do virtually nothing to wage expenditures,

Thus, Table 3 summarizes clearly our main pont: to regam sustamability of the budget,

governments must attack the problem at the source,



3. Case Studies

The following chapter presents case studies of fiscal stabilizations m a sample of
European countries. Among these cases, the first Irish stabilization (1982-84) stands out as a
clear example of failure. The Swedish case (1983-90) shows that the failure to controi the
driving force of spending 1n "good times” is a forerunner of debt explosion i *hard times”. In
contras, the second Irish stabilizanon {1987-89), the Danish stabilization episode (1983-86)
and the British fiscal policy m the 19805 illustrate successful consolidation efforis. Finally,
recent stabilization programs in France (1994-96), Germany {1954-96) and Sweden (1995-96)
and their prospects of success are considered. Unfortunately, the future fiscal performance of

Germany and France looks rather bleak, while Sweden introduced some promising reforms.

3.1.  Failuresin the 80s

3.1.1. Ireiand 1982-84

Iretand embarked on 2 course & trajectory of growing debl m the earty 1970s, fueled by a
massive Tise 1 government expeaditures.” At the tum of the decade, a weak cconomy and an
unemplayment rate rising from 7.1% in 1979 to 11.4% in 1982 warsened the atready serious
fiscal problems. The general governmem deficit mounted to more than 105 of GDP. Interest
payments - at to 6.6% of GDP in 1980/81 put a serious stram on fiscal maneuverability, The
debi burden rapidly increased from 62.5% of GDP in 1976/77 to 72.7% in 1980/8%. The
deficit problem continved to be based on the expenditure side and resuited particularly from
pnimary spending increases in pubic investments and compensation of employees. {see Table
4}

The coulition government coming to power 1 1982% reacted to the fiscal deterioraton
with tax mcreases. During 1ts first year 1n office, the government primarily taised social

securily contributions and indirect taxes, Later on, both mdirect taxes and property taxes were

in 1973774 expenditsres jumped from 35.4% 10 43.3% and transfers from 12.3% (0 16.4%, while the
compensation of employees to GDP ratio stightly decreased by 6.1 percentage ports. These amounts
remaned fairly stable untif the end of the decade, the most significant development being the siow
decrease of transfers to 14.8% in 1979,

It ss worth & mention that the previous government came to fall, because the partiament did aot approve
us budget (OECD Economic Survey, 1982



adjusted upward (OECD Economic Survey 1985: 72, 75; de Haan et al. 1992: 111). But the
government pursued at best a mixed strategy to contamn expenditures restraining government
consumpnonq and capifal expenditures, but at the same time opting for increased welfare
payments, family mcome supplements and unemployment benefits (OECD Economic Survey
1985: 74, 76). Transfer payments mcreased by 3 percent of GDP compared to the "pre-
consolidation” level. The net effect of these measures was an increase i govermment spending
by 2.4 percentage pomts {see Table 4). Thus, the improvement of the primary balance dunng
the ume period was entirely based on revenues, while the deficit built-up had been caused by

spending increases.

Table 4: The First Irish Stabilization

6077 80/81 83/84 B5/86 Difference  Difference  Difference
(1} (2) 3 {4} {2)-(8) (3-(2} 4)-03)
Debl 62.5 729 96,9 107.6 103 24.2 Hil}
Baiance =13 ~12.4 -10.2 -10.6 -4.7 22 0.4
Revenues 354 36.2 40,6 463 0.3 44 -03
Expenditures 43.1 48.6 50.9 50.8 55 23 -0.1
Trunsfers 16.2 16.5 19.5 197 0.3 3.0 0.2
Wages 114 13.0 12.8 122 E6 -0.2 0.7
Purchases 5.1 58 5.0 50 0.7 -0.8 0.0
Invesiment 4.4 55 4.1 37 £.2 -t -5
friterest 50 &.6 2.9 9.4 £6 2.3 0.5
Paymenis
Primary Balance -2.7 -5.8 -1.4 -1.1 -3.1 4.4 0.3

Source: European Comnussion {1997}

In fact, the consolidation effort started v 1982 completely failed 10 reduce dept and
interest payments. Instead, the dept ratio rose from 72.7% of GDP in 1980/81 to0 96.9% m
1983/84 and the share of interest payments in GDP increased from 6.6% of GDP ¢o 8.9%. The

fiscal performance worsened even further 1 the subsequent two vears.!® (see Table 4)

3.1.2. Sweden, 1983-90
The recession affecting the Swedish economy at the end of the 1970s spurred a fiscal
detenioration that had started already n the mid of this decade. The debt ratio jumped from

28.1% of GDP in 1975/76 to 54.156 1n 1981/82 and the budget balance fell from a surplus m

7 According 1o de Haan ot al. (1992:94) government employment declined form 314,000 to 307,000
between 1982 and 1984,

The povernment did, however, deciare 2 Program "Building on Reality”. which foresaw the reduction of
the deficit. {OECD Economic Survey 1985:27)
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the mid-70s to -6.2% of GDP in 1981/82. The process of fiscai detertoration was the result of
large speading growth. From 1975/76 to the early 1980s spending grew by 15.0 percent of
GDP, most of which was accounted for by rising imterest payments and transfers. Public
wages also explain one forth of the expenditure growth. Duning the sume penod, cument
revenues increased only 5.4 percentage points of GDP. (see Table §)

In October 1982 the Swedish Soctal Democratic government set forth a cnisis program.
The government devalued the krona and planned to mitiate a consolidation program mciuding
higher taxes and 2 tight expenditure policy from 1983/84 onward. (OECD Economuc Survey
1985:11) The Paime govemment compiied with its goals of rising revenues by 2.5 percent of
GDP" and reducing expenditures by 3.2 percent of GDP between 1982 and 1986. Wage
expenditures and public investment were the prime targets of cuss. The share of public
investment in GDP declined from 3.8% i 1982 to 2.6% 1n 1986 and public wage
expenditures decreased by almost iwo percentage points durmg this period.”” However,
transfers remamned stable due to a mixed policy, which inctuded a "compensatory” adjustment
of the pension base rate for the devaluation effect and extended unemployment benefits, but
downsmized subsidies to mdustry, foed and rents (OECD Economic Survey 1984: 52-53,
1985:58).

Althcugh i the end the government was able to stop debt growth 1n the mid-80s, the debt
ratio was 63.7% of GDP in 1985/86, up from 54.1% 1n 1981/82. The effort to control fiscai
deficits and debt was successfui from fiscal 1986/87 onward, The adjustment strategy of the
Social Democratic successor government was again based on both sides of the budget. Higher
rates on indirect taxes and temporary measures yielded most of the revenue increases.'® Most
of the expenditure reductions, however, occurred in the initial peniod of the stabilization phase

and where pnimarily targeted at capual cxpzznc‘limro:s.M In contrast, current spending ncreased

The governmeat mereased the revense shase through higher taxes on wealth, ishentances, gifts, natwral
resources, tobacco and beverages and a higher VAT rote {0ECD Econenuc Survey 1985: 57.58),

‘The successful contamnment of wages rested on wage ceiling negotated with unions and o substantsal
reductien 1w public employment m 1985/86 from 1413 mil. :n 1985 1o 1406 mil. :n 1986 {QECD
Econome Survey 1985: 70, OECD Nauonal Account Statistics)

Higher ax rates were enacted on alcoholic beverages and tobacco, oil and pewroleurn and on hetet
services and product groups. The capial tax rose and politicians decided upon temporary measures were
aiso smplemented, such as a levy on forced savings in 1989/90, (OECD Economic Survey 1989:97, 98,
YG91:E16, 118)

Net capatai transfers turned negative in 1987 duc to a fevy on pension funds and insurance companies.
Moscover, nterest payments dropped 2.4 perceminge posnts between 1986 and 1990, {Ewropean
Commussion 1897, OECD Ecopomue Sutvey 1987: 65)
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after 1987 due to nsmg transfers and only moderate decreases 1n government consumption

and imvestment spending in relation to GDP. (see Table 5}

Table 5: The Swedish Stabilization

75r16 B1/82 89790 91/92 Difference  Difference  Difference
0y (2} €] (4} (2R{1) (3-(2) (43{3)
Dl 252 54.1 44.3 60.1 259 -9.6 15.6
Balance 36 -6.2 4.8 -4.5 -9.8 §1.0 4.3
Revenues 53.8 59.2 85.1 61.3 54 6.0 -3.8
Exgenditures 50.2 65.2 60.4 65.7 15.0 -4.8 53
Transfers 20.7 247 355 283 4.0 iz 35
Wages 16.9 0.7 184 132 3B <23 1R
Purchases 8.2 10 6.5 6.7 08 -6 0z
Tnvestmens 4.1 6.1 2.5 25 2.0 -3.6 0o
Interest 2.1 6.3 52 53 4.0 -0.9 0.0
Payments
Primarv Balance 3.8 -1 10.0 0.8 -5.8 10.1 -9.2

Source: Furopean Commussion {1997)

At a first gience, the stabilization effort appears successful, since the debt rauo
plummeted 9.6 perceniage points during the consolidation phase and the fiscal balance
showed an average surplus of 4.8% i 1989/90. Bwt the snmediate aftermath of the
stabilization phase, when the debt ratio "exploded” by aimost 16 percentage pomts, reveais its
low level of durability. (see Table 3}

The Swedish goverament proved unable to resist spending pressures, so that transfer
payments even increased during the perniod of stable growth m the second half of the decade.
Thus, 1t seems lttie surpnsing that transfers became by far the fastest growing spending
category batance, when the country entered the economuc recession at the turn of the decade

accomparied by a deep fiscal crists (see Ssetion 3.3.3.)

3.2. Successes in the 15805

3.2.1. The United Kingdom, 1979-90

When the conservative Thatcher government came to power 1 1979, 11 shented a fiscal
balance that had shown persistent deficits from the first oil price shock onward., The man
source of the imbalance was a strong increase in transfer payments and a failing revenue
share. The Thatcher government put major emphasis on deficit reduct:on as part of its general

economic policy strategy. Moreover, the government announced iis intention to reduce the
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expenditure ratio by 4 of GDP duning the first four years in office. {von Hagen and Harden
1994:396) But i the same year, the country plunged into a recession® putting strong cyclical
pressure on the budget. Hence, the expenditure ratio rose 4.2 percent of GDP during these
years, most of which resoited again from increased transfers.

Despite these developments, the Thatcher government was able 1o remain in control of
the budget balance and even reduced the deficat and Jowered the debt level by 5.6 percent of
GDP between 1977/78 and 1981/82 {sce Tabie 6). This consolidation during the recession was
based on tough expenditere cuts 1mplying a decline of the cyclically adiusted expenditure
share by 3.5 percentage pomts (OECD Economic Survey 1983:25) and revenue-raising
measures. Most notably, the government declared z 10 percent reduction of the number of
public employees over the following four years'® (Rajah & Smith 1994: 93) and re-indexed
pensions and social secunty benefits in 1980. "7 In addition, public mvestment was reduced by
45% from the late 1570s 1o the earty 1980s (see Tzble 6). Revenues rose by 4.2 percent of
GDP between 1977/78 and 1981/82, as the national insurance contributions were revised
upward four times until 1983, a higher tax rate was impoesed on North Sea off production, and
a supplementary tax was sntroduced in 1981,

These fiscal policies were accompanied by stitutional changes to erforce expenditure
constraint. A munisterial committee, the Star Chamber, was set up to strengthen the Treasury's
posttion 1n the governmental budget negotiations. The base for budget planning changed from
volume indicators te cash allowing for a better ex ante determination of spending. This
replaced the cash Hmuts, which had been imposed on different spending categories and locai
governments since the mid-70s. (see von Hagen & Harden 1994) Finally, the Thatcher
government dissofved the pay commission for public emptoyees which it held responsible for
unduiy large wage increases during its the first years i office (Edwards et al. 1993: 51).

After the recession years, the Thatcher government continued a disciplined fiseal poticy.
adthough the fiscal performance in terms of debt and deficit development worsened somewhat

due to the costs of muners disputes 1 1984-85 and nising saterest payments (Edwards ¢t al.

Economic growth dectined drasticatly between 1979 and 1981, private mnvestment fell by cumelative 16
peecentage poimnts :n 1980/1981 and uncmployment more than doubled from 1979 10 1982 nsing from
4.0% 10 9.7%. {OECD Econemic Outiosk 1997)

Though the 105 was not achieved, substanuat reductions i the aumber ol employees ovcurred, so that
it remained under the 1980-level unil 1988, (Rajah & Smith 1994;288)

Instead of using the greater of price or wage increases 1 the indexation formelz, only the price could be
used. This measuse yielded alinost 20% lower penstons for 3 marred person in 1988, (Rajah & Smith
1984: 287}

_ 6 -



1995:57, OECD Economic Survey 1986:15)." From 1985 onwarg, different spending
mensures were approved to achieve the governments goal of expenditure reduction.'” More
pressure was put on wages, so that real wages decreased by 1.6% from 1985 to 1990, the
government rescaled the siate earmings-reiated pension scheme, ndustnal subsidies were
curtailed drastically and socwal security, child and unemployment benefits were cut or
restricled in several occasions (Pierson 1996:162-163; Rajah & Smith 19%94: 304). Moreaver,
a shrinking public enterprise sector znd growing proceeds from privatization contributed as

"negative” expenditures 1o the overall reduction (see GAO 1994),

Table 6: UK Fiscal Policy in the 1980s

T8119 81/82 89/90 9192 Difference  Difference  Differance
(V] 3] [£); 4 (23-(1} (3)-2) (-(3)
Bty 59.6 54.0 364 388 -5.6 -17.6 2.4
Balance -39 -3.8 0.8 <21 0.2 30 -1.3
Revenues 378 430 387 na 4.2 -3.3 -1
Expenditures 417 45.4 395 43.1 33 58 2.6
Transfers 13.2 £5.2 125 14.3 20 =273 1.8
Wages 124 3.0 115 12.0 t2e) ~1.5 0.4
Purchases 7.5 85 8.0 9.2 09 0.5 13
Invesiment 31 L7 2.1 2.1 -t.4 0.4 [124]
Interest 43 50 36 30 .8 -3 L6
Payments
Primary Balance 0.4 i.6 2.8 -1.5 1.3 1.2 4,3

Souree: European Economy (1996}

At the end of the 1980s, the government had in fact achieved a remarkable consolidation.
‘The debt ratio fell from 54.0% of GDP mn 1981/82 to 36.4% 1n 1989/90 and the defieit
improved from an average of -3.9% of GDP in 1977/78 to -0.8% m 1989/90. The government
maiptaimed a primary surpls dunng the entre adjustment period from 1979 onward
(European Economy, 1996). Since tax policy pnimarily aimed at a lower tax burden on income
and wealth from 1984 on, the initial tax 1nerease was strongly reverted and the adjustment was
based o lower spending shares. Thanks to the strong economic growth of the second half of
the decade. Strong economic growth facilitated the expenditure measures dunng the second
half of the decade, which lead to a decline in government expenditures from 45.4% of GDP in

1981/82 to 39.5% mn 1985/90. The biggest change occurred in transfer payments, which

Monctheiess, the primary balance maintamned an average surplus of 1.4 pereent in 19831985,

The goal of expenditure reduction was superseded in 1984 by the atm of holding spending at its curmrent
level and in 1986 repiaced by the regmrement that totni public spending should decline as gercentage of
GDP, even without privatization proceeds. {von Hagen & Harden 1995:396)

-27 -



dropped from 15.2% of GDP in 1981/82 10 12.5% 1n 1989/90 falling below thewr pre-crisis

level.

3.2.2. Ireland, 1987-8%

After the failure of the previous consolidation attempt, the Irish government that took
power in 1987 launched an adjusiment program that differed drastically from the previous
failed attempt. {see Section 3.1.1) This ume the program ired to achieve consolidation
prmarily through spending measures. The expenditure ratio dropped 10.4% of GDP during
the stabilization years, while revenues declined less than one percentage pomt (see Table 7)
First, the government announced a package to reduce permanent public sector empioyees. The
package inctuded hiring freezes, early retirement schemes, and voluntary redundanee schemes.
The package was successfuily implemented during the next years leading to & reducuon in
public sector employment by almost 10% uatil 1990. (de Haan et al, 1992:95)

Second, the government stanted a recovery program sustuned by a tri-partie agreement
with the sociat partners and the goverament. The program established targets for limited
public service growth and wage moderation 1n the public and private secior. The government
made personal incotne tax concessions partly compensating for the wage policy, since the key
measure of the tax reform taking effect 1n 1989 was a cut m the margmnal 1ax rales on the
income of households. {Alesina & Perottr 1997:233, OECD Economic Survey 1988: 115-
116). Additionally, capital and corporate taxes were reduced in 1990 (OECD Economic
Survey 1991:115), so that revenues dimenished by almost 3% of GDP from 1985/86 10
1998/91. (see Table T)

Fahle 7: The Second Irish Stabilization

85/86 88/89 50/91 Difference Difference
[¢)] 2} 3 (2301} (33-(1)
Debi t07.6 105.2 95.1 -2.4 -10.1
Balance -6 -3t <23 13 0.8
Reveaues 40.3 393 3715 -1.0 -1.8
Expeaditures 50.8 42.3 30.8 -B.5 =25
Transters 19.7 1.7 15.8 2.0 2.0
Wages 123 107 10.7 «1.5 0.0
Purchases 5.0 3.7 4.0 -1.3 04
Investment 3.7 i3 32 -1.9 0.4
Inferest 9.4 8.1 1.6 -1.4 0.5
Pavmenrs
Primary Balance -1.4 5.0 5.3 6.1 0.3

Source: Buropean Commussion (1997)



The restrant on wages and the reduction in public employment led to a decrease of wage
expenditures by 1.5% of GDP dunng the following years. The most important break 1n
expenditure policy, however, was the 1989 cut in transfers. Transfers to enterprises were
nominally reduced by 27% and stood well under themr previous Ievel for the following penod.
Even transfers to households were reduced by 1.6% of GDP in nominal terms. Overall, the
expenditure restraint curtailed spending from 50.8% of GDP in 1985/86 to 42.3% in 1989/90.
The primary balance improved remarkably and turned positive m 1987. The improvement in
the structural balance® and the lasting success of the consolidation phase prove that this
siccess cannot be solely atiributed to the general economic upswing during the second half of
the 80s. A visible effect of the stabilization strategy was a reduction of the debt ratio by
almost 13 percent of GDP until 19%0/91. (see Table 7).

3.2.3. Denmark, 1983-86

The Danmish ecomomy detenorated rapidly at the begimming 80s. Macroeconomic
conditions accelerated the growth of debt which had already started in the mid-70s. When a
new coalition government came to power, the deficit had deteriorated from 0.4% 1n 1978 10
8.1 1 1982, and the debt level had jumped from 31.0% to 63.9% dunng the same pencd
(Buropean Economy 1996)

The government announced a major fiscal adjustmen: program for the following four
years. The program worked eguely through revenue increases and expenditure restraints.
Expenditures were reduced from 59.3% of GDP in 1981/82 to 56.2% in 1985/86 and revenues
increased from 52% of GDP to 59.19%. (see Table 8) In the pre-adjustment penod,
compensation of employees and transfers were the two fastest growing expenditure categones.
The fiscal program of 1982 ammed at a reduction of these two categones.

In 1982 the price indexation of certain transfer programs was abolished, the maximum
rate of daily cash benefits was frozen and sickness coverage was reduced. Public employee
pensions were particularty affected by these restrants. From 1983 to 19835 transfers to focal
authorities were cut further (Alesina & Perotti 1997: 237} Due to these measures and the

resurgent economy, transfers could be reduced from 22% of GDP in 1982 to 19.3% in 1986,

® Computed from European Commission (1996: Tab 7a)
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Moreover, the semi-automatic regulation of public sector wages, 1.e. the indexation and the
sutomatic link to wage wcreases in the private sector, was suspended until 1987, while wages
were virmually frozen. (OECD Economic Survey 1983: 50} The resuit of these measures was a
strong reduction in the government wage bill, amounting 10 more than the combined reduction
n government purchases and capital spending. On the revenue side, direct taxes and social

security contributions increased the most (OECD Economac Survey 1984:50-51, 1986:12).

Table 8: The Danish Stabilization

B1/82 85786 87/38 Difference Difference
(3] {2 (3) (23-(1} -2
Debt 5.5 6719 60.5 104 +7.3
Balance -8.0 0.7 1.5 8.7 0.8
Reverues 5L3 56.9 584 5.6 .5
BExpenditures 59.3 562 56.9 -3l 0.6
Transfers 217 187 209 <21 1.2
Wages 19.9 17.6 183 -2.4 0.8
Purchases 7.3 6.2 6.3 -4 0.0
investmens 29 1.9 Lo ~1.0 0.1
Intaresi 31 94 82 37 -1.2
Paymenis
Primary Balance -2.4 10.0 9.7 12.4 -0.4

Source: European Economy {1596)

As a consequence of these measures, the budget balance improved rapidly from a defien
ievei of 8% of GDP in 1581/82 to a surplus of 0.7% 1n 1985/86. Debt continued to grow
duning the wmutial years of the cnsis, but reached a turning pomt tn 1984, During the secoad
half of the stabilization phase a decliming trend began which was sustained beyond the

adjustment {sce Table 8).

3.3. Three recent adjustments - prospects of suecess?

3.3.1. France {(1994-1996)

France showed signs of ecoromic recovery m 1994, when the government anncunced a
program of {iscai restraint to stabilize the budget balance. Duning the previous years of
econoinic recession, government son-interest expenditures had grows steadily from 47.2% of

GDP 10 1989 10 51.0% in 1994, while revenues remained fairty constant at around 49% of

The structural balance wmproved from -7.6% mn 1986 to -0.6% n 1987 and remamed sbove -2%
afterwards, with the exception of 1990. {OECT Economic Outiook 1957)
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GDP. Correspondingly, the balance deteriorated from -1.2% of GDP in 1985 to -5.6% in 1994
and the debt ratio mcreased by 14.0 percentage points ¢see Table 9}, Most of the expenditure
expansion can be attributed to transfers, which increased by almost 3 percent of GDP between

1989 and 1994, more than any other spending category.

Table 9: France in the 1990s

1989 1994 1996 Difference Difference
() {2) 3) (2-(1}) (33-(2)

Debt 344 48.4 56.2 4.0 T8
Balance -1.2 -5.6 4.1 4.4 £S5
Revenues 48,7 49.0 50.4 63 i4
Expenditeres 499 54.6 54.5 47 0.1
Transfers 255 28.1 284 2.6 0.3
Consumplion 18.0 19.4 19.3 1.4 A
Wages 133 142 144 0.8 0.2
Purchases Ay 12 4.9 0.3 1.7
Invesiment 34 a2 30 A0.2 0.2
Interest Payments 2.7 EX] 38 0.9 0.2
Primary Balance £S5 -2.0 -0.3 -3.5 L7

Source: Buropean Commussion {1997)

In line with the convergence program for EMU and the five- year budget law, the
stabilization effort initiated in 1994 armed primarily al expenditre restriunt.? Expenditures
were to be kept stable in real terms and the deficit had to be reduced. But in the end, revenue
increases and expenditure reductions contributed almost equally to the adjustment. On the
revenue side, indirect taxes were set at higher levels iz 1995 and the government could
incorporate some privatization proceeds. The effect of the pension reform mitroduced in 1993
and of measures taken m 1994 to reduce the growth of health care expenditures vanished, as
the government took severat expansionary spending initiatives in favor of empioyment, the
housmg sector and smail and medium-sized enterpnses and penstoners m 1995, When
additional pressure on the budget emerged from higher interest rates, the government reacted
with a restriction on wage increases and transfers to local goverament i 1996. These
nitiatives led to a relative downward adjustment i government consumption and transfers,
But the source of the problem was not effectively addressed, since transfers contributed about
one-half to the rising pnmary deficits until 1994 and increased agam in 1996 {see Table 9).
The primary deficit improved from 2.0% of GDP to 0.3% dunng the adjustment phase and the

= The fotlowing s based on OECD Economc Survey {1995:31-37, 1997: 45-49) and IMF (1995:5-13)
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total deficit fell moderately from 5.6% of GDP in 1994 to 4.1% mn 1956, remaming well above
5

the 3% threshold of the Maastricht Treaty. Finally, the cebt ratio continued to grow, albext at a

decelerating pace reaching 56.2% of GDP in 1996. (see Table 5}

3.3.2. Germany (1994-1996)

Germany's fiscal performance during the early 90s was driven by two factors: unification
and recesston. The pmpact of unification amounted to massive transfers between 4% and 5%
of GDP (OECD Economic Survey 1994: 54) The adjustment problems in East Germany
proved more severe than expected and the siwation worsened when the West German

econotmy entered a recession.

Table 10: Germany in the 1990s

1992 1993 1994 1985 Difference  Difference
€3] (2) {3) (4} 2r0) 4)-(2)
Debt 44.1 48.2 504 60.7 4.1 12.5
Batunce “238 -3.5 -24 -3.8 3.7 -0.3
Revenuss 46 40.4 46.8 456 0.4 -0.8
Expenditures 48.9 45.9 49,3 493 1 0.6
Transfers 2.2 224 226 229 1.2 0.5
Consumption 20 20.1 19.6 19.6 0.1 0.5
Wages 10.6 .8 10.4 102 10 -0.6
Purchases 87 83 84 8.7 -0.2 0.2
Investment 28 2.4 27 23 0 -0.5
Interest Paymenis 3.3 ) 34 37 0 04
Primary Balance 04 0.2 1.0 0.1 -0.6 0.1

Source: European Commmssion {1997}

A fiscal retrenchment program was adopted in 1993 as part of an overall social pact to
end the unification penied. The federal government assumed the debt of the former GDR and
vartous seml-governmental institutions i the context of the unificaton in 1995, The
government also took over the debt of the German railways. These stock effects explas a
large part of the increase in public debt from 48.2% of GDP in 19593 to 60.7% 1n 1995. The
fiscal program was complemented by additional measures to achieve a medium-term fiscal
consolidaton.™

The retrenchment program meluded cuts in unemployment and related transfers, an
increase in mineral oil tax and severai measures to reduce tax expenditures. Moreover, the

pension contributton rate was rased. But at the same time, taxes on corporations and business
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profits were reduced as part of a general tax veform (OECD Economic Survey 1993:89.90,
1994:59). Renewed consolidation efforts emerged in 1995/96, when the govermnment increased
taxes on msurance and wealth, the "solidanty” mcome-tax surcharge was extended and
contribultons 1o a new msurance system alleviated the heavy deficnts incurred in pension and
health insurance funds {OECD Economic Survey 1995:62). On the expenditure side, a
reduction 1n social assistance payments and a phased reform of pension benefits protonging
working age was approved. Additionally, the finance minister enacted expenditure controls in
1996.

In spite of these effors, pnmary spending was reduced only modestly from 46.6% of
GDP to 45.6%, as transfers remained the main source of spending pressure and increased from
22.4% of GDP 10 22.9% between 1993 and 1996. In addition. the revenue share fell by 0.8
percent of GDP during these years. As z coascquence, the government balance started to
deteriorate again after a shont-lived improvement m 1994 and the debt ratio contnued 1o rise.
In 1996, the toial deficit reached 3.8% of GDP and the debt ratio exceeded the 60% of GDP

limit set mn the Maastricht Treaty. (see Table 10)

3.3.3. Sweden (1994-96)

The detenioranon of Sweden's economic and fisenl position in the early 1990s was
unprecedented in the country’s recent history. The econemuc recession was partly a correction
of the averheaung of the economy 1n the late 80s duc 1o finaneral dereguiatron. asser price
boom and insufficient fiseai restramt.™ Unemployment climbed from §.6% w0 8.2% m 1992,
which proved devastatng for public finances due to the high efasticity of the budger to
cyclical unemployment. Revenues decreased from 65.3% of GDP in (989 to 60.3% 3993
dunng these vears due 1o a tax reform, which the Social Democratic government impiemented
carly 1 1921, and the termunation of several temporary taxes {OECD Economic Survev
1994:28). Primary expenditures, on the other hand, rapidiy ncreased from 54.6% 10 66.4%
between 198G and 1993. By far the fustest growing  spending category were transfers. which

climbed by seven percent of GIP.** This drove the primary balance from 10.8 percém 10 -

- Sce among others OECD Econonue Survey {1993, £994), BMF {1984)

For an desenpuon and an analysis of the cnsis see BIF £19962) and Lindbeck et al, {199

A majer part of 1he overall expenditure increase can be alributed (o state supporl for major Swedish
banks (Giavazzr & Pagano 1995: 20, OECD 1995: 28
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Table 11: Sweden in the 19903

1989 1993 1005 Difference Bifference
{1} (2} {3} (2)-(3} {32}

Debt 455 16 7.7 303 1.7
Deficit -5.4 12.3 i6 17.7 -8.7
Revenues 633 60,3 62.6 -5 2.3
Direct Taxes 5.2 20.8 222 ~4.4 14
indirect Taxes 16.2 15.6 159 -0L6 63
Sorat Securiry 152 14.4 15.3 .8 09
Expenditures 60 128 66.2 12.6 -6.4
Transfers 257 331 307 7.4 -24
Consumption 26.2 28.1 258 19 -2.2
Wages 17.9 19.2 17.8 13 -1.4
Purchases 6.3 7.1 8.1 0.8 1.0
Investment 2.5 14 2.6 -1.4 1.5
Interest Payments 54 62 7.1 0.8 09
Primary Defieit -10.8 6.1 -3.5 16.9 2.6

Source: European Comimission {1397}

6.1% between 1989 and 1993, while the debt ratio yose from 45.5% of GDP in 1989 1o
76.0% in 1994 (see Table 11).

The economy started to rzcover, when a new Social Democratic govermnment came into
power in 1994 and declared a fiscal consolidation program. The first part of the package was
mntroduced tn November and the government put forward additionat budget bills m January
and April of the following year. The revenue measures increased taxes on property, Income
and corporate gans. More importantly, transfers to househelds were reduced 1n almost all
spending categories. The ndexauon of sociat transfers was limiteq, child allowances were
decreased and pensions reduced. In 1996, replacement rates m social security schemes were
reduced by 5 percentages pomis and social secunty contributions raised. In the same year, a
budget bill implementing 2 system of expenditure ceilings for 1997-1999 was approved as
part of 2 general reform of the budget process (see Box 2) setting reduced deficit targets for
the following years. A consequence of this belt-tightening was a decline of prnmary
expenditures by 7.3 percent of GDP between 1993 and 1996. Most of the reduction resulted
from a reduction of transfers by 2.4 percent of GDP. Similarly, govemment wage expenditures
grew less than GDP, while investments and purchases increased therr budget share. {see Tabie
11) In addition, revenues contributed almost the same amount to the fiscat recovery they had
contributed to the detenoration. In parucular, the drastic effect of the previous tax reform on

direct taxes was partly reversed. The primary balance improved dramatcally from -6.1% of
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GDP in 1993 10 3.5% in 1996 and the govemnment could stop the debt explosion. In fact, the
debt rateo fell from 79.0% of GDP to 77.7 from 1994 to 1996 (European Commuission, 1997),

3.3.4. One up, Two Down: Sweden, France and Germany

What are the prospects for a successful fiscal adjustment 1n these thyee countnes? The
imtial deficit improvement i Germany was guickly reverted, debt continued to grow and the
problem of nsing transfers was not effecuvely addressed. France continued to reduce its
deficat, but nol enough to stabilize 1ts debt and the expenditure reduction was too moderate
given its importance of for the prior fiscal detenoration. We conciude that this 15 bad news for
the prospect of lasting fiscal consolidations i these two countries.

In contrast, Sweden has forcefully comected transfers, the man spending source of the
growmg deficit, and significantly increased taxes. Furthermore, it has reformed the
instifutionat setting and succeeded to improve deficits and lower its debt level, Hence, this

couniry has made real progress toward restoring control over sts public finances.
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4. Budgeting Institutions and Sustainability

In chapter I, we have argued that a reliable assessment of a country’s public finances
must distingush between the symptoms and the sources of a loss of sustainability. To remedy
the sources and regain lasting control over spending and deficits, mstitutional changes are
required. Chapters 2 and 3 have focused on the symptoms. In this chapter, we tum to the
sources,

Our mamn contention here 15 that non-sustamability of public finances ultimately reflects
weaknesses and flaws a country’s fiscal imstitutions, ie., the nsttutional framework
goverming the decision making processes over government spending, revenues, and deficits.
These iastitutions comprise the formal and mformal decision-making rules that distribute
authority over public finances, determine who does what and when m the decision making
process, and channel the flow of information among the relevant actors,

A good starting point for the analysis of budgeting institutions is to realize the fact that
all decisions on spending, taxation and borrowing have implications for the distribution of the
benefits and costs of government asctivities. The distributional perspective suggests two
channels whereby weaknesses in the decision making processes lead to excessive spending

ana deficits:

e Policy-makers do not completely intemalize the social cosis of spending and opt for

excessive spending and deficits.

¢ Policy-makers refrain from imposing adjustment costs on thewr constituency or disagree

ahout the distributzon of the costs, when consolidation is needed.

4.1. Fragmeniation of the Budget Process

The problem of incomplete intemalization of the costs of govemment activities arises,
when public revenues are largely generated by general taxes on mdividuals, busiess and
corporations, while the programs the money 15 spent on target specific social groups and
political constituencies. In such situations, common to all modem democracies, policy-makers
are willing to engage i excessive spending, because the individual constituencies benefiting

from public policy programs do not bear their full costs, but devolve part of them to others.
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Building on a tradition in American political science™

, one can nterpret this feature of
the government budget process as a common pool resource problem. In the Amerncan form of
the argument, peliticians representing individual electoral districts are viewed as using the
budget process to channel money taken out of a general tax fund into public policy projects
benefiting their districts. The incongruence between the spatial incidence of the costs and
benefits of these projects creates a tendency to overestumate the nel marginal benefit from
spending. As a resull, government spending grows too large, and so does the general tax
burden. Much like a common pool excessively exploited by private fishermen, the general tax
fund 15 overexploited by the representatives of individual spending interests. Applying this
paradigm to a European political context, where politicians often represent country-wide
groups i society rather than regions or electoral distmcts requires a transiation of  the
geographical dimension into one of different constituencies in society. Still, politictans
representing different groups in scciety spend money izken out of a general tax fund on
programns aumed at different groups in society.” As jong as the recipient grozps can be
defined ciearly, this transiation Is possible, and the mcongruence beiween the beneficiaries of
sndividual programs and the general tax payer remains.

Putting the argument into a dynamic context, one can show that the common pool
problem results in excessive deficiis and debts, and a tendency to delay reaction to exogenous
shocks to spending and revenues, ™

The core of the argument then is that public budgeting mvolves an externality - moncy
used to finance narrowly targeted projects being taken ouwt of a general tax fund - and a
coordination failure among the relevant decision makers. In the example of a fishery, this
fuilure is the more severe, the larger the number of fishermen explioiting the common pool.
The anslogy suggests that the tendency to spend more, 1o run large deficuts, and to postpone
reaction to exogenous shocks increases with the number of representatives of individual
spending mierests that are allowed to make autonomous spending decisions, 1.e., the more
fragmented the budget process 15, Since the most umportant representatives of mdividual
spending interests in European governments are the mdividual speading mimisters, the most

strmghtforward implication of this proposition 15 that government spending and deficits are

Sec Weingast ot al. (1981) for the classical exposition of the arpument.

faly’s expensence with growing welfare payments 1s a prime cxampie for this mechamism. In the past 30
years, lalian politictans used the disability pension system quiie openly to buy voter support. See New
York Tines, Sepi. 19, 1997,
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the larger, the larger is the number of spending depmtments and mnisters 1n a country’s
government. Kontopoulos and Perotti (1997), using data from OECD countnes, show that this
proposition is indeed confirmed empimcally.

Interpreting the problem of excessive spending and deficits as a coordination failure lcads
one to look at other common pooi problems in practice for solutions. Political economy
emphasizes the mmportance of decision making rules that promote a comprehensive view of
the cormmon pool sesouree, 1.e.. one that takes the full benefits and costs of an increased use of
the resource imto consideration, The opposing power to fragmentation 1s thus centralization of
the budget process, the existence of institutions forcing the representatives of mdividoal
£rGUPS I society to recognize the true marginal cost and benefit of the projects financed from
the generat tax fund, and thus to mnternalize the budgeung externality.

In the context of government budgeting, there are two basic institutional approaches to
achieve centralization: delegation and contracts. Both can be found ameng the budget
precesses in Eurepe (von Hagen, 1992). Under a delegation approach, the participants 1 the
budget process agree to delegate significant decision making powers 1o an agent who makes
some important decisions for them, usually the finance munister, smce the Iatter is not bound
by special interests to the same exteat as a minister heading a spending department, instead,
his constituency 15 the general taxpayer. Internalizing the relevant externalities, the agent will
then make more efficient decisions.

The delegation approach builds on the following key characteristics:

¢ A finance minister vested with strong agenda-setting power relative to the
remaiming members of the executive; typically, this mnvoives the nght to make
binding proposals for the broad budgetary categories and information advantages.

¢ A finance munister vested with strong monitonng capacity m the implementation of
the budget and the power to correct deviattons from the budget plan, e.g., through
cash Hmits and the reguirement of disbursement approvals from: the finance
department;

e A strong position of the executive relative to the legislatare 1n the parliamentary
phase of the budget process; this mvolves stnict Himitations on the scope of
purliamentary amendments to the executive's budget proposal a limited roie of the
upper house of parliament in the process where applicable.

France 15 probably the best example for detegation to a fiscal agent 1n the European
Umion {von Hagen and Harden, 1994). The anaual budget process starts with a directive

issued by the finance minister and the prime mimster fixing the financial ceilings for all

* See Velasco (1997), von Hagen and Harden {1995}
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spending minstries for the next budget. These ceilings are strictly obsesved in the rest of the
process. Parliament operates under amendment restrictions ruling out any increase i spending
or decrease in taxes without proposmng an offsetting change on the same side of the budger.
The executive can pass entire sections of the budget law in an accelerated procedure with
practically no parfiamentary debate. During the year, the finance munister controls the
execution strictly. Britamn and Germany are the other examples of countries relying on
delegation,

Under a contract approach, the participants start the budget process by negotiating and
agreeing on a sct of key budgetary parameters, usually spending targets for the individual
spending departments, Here, 1t 1s the process of negotiation that makes the participants realize
the externalities created by the general tax fund.™ The contract approach is characterized by
the following features of the process:

e A strong emphasis on budgetary targets negotiated among afl members of the
executive at the beginning of the annual budget cycle and which are regarded as
binding for all spending departments; often these targets are backed up by a multi-
annual fiscal program as part of the coalition contract among the ruling parties.

= A finance mumister vested with strong monitoring capacities 1n the impiementation
of the budget: yet liitle agenda setting powers,

s A weak position of the executive relative to the parliament exemplified by weak or
no limits on parliamentary amendments 1o the budget proposal.

A good example of the contract approach in Europe 15 the Danish budget process
after 1982 ¢von Hages and Harden, 1994). The process starts annually with a round of
negotiations among afl partners of the coalition government fixing the financial ceilings
of all spending agencies. Running over these ceilings would have shaken the coalition.
During these negotiations, however, the finance nunister played no special role.

To evaleate the importance of centralization of the budget process for budget
deficits and debts, von Hagen and Harden (1994, 1996} following von Hagen (1992)
construct an "index of centralization” capturing the most important features of the
budget process in European governments. A high value on the index, which ranges from
zero to 16, mndicates the prevalence of strong elements of ceatralization m a country's

budget process.

= See von Hagen and Horden (1996) for a formal discusston of the wwo approaches.
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Figure 1: Budget Processes, Deficits and Debt
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Note: OECD Econom:c Outook {1997), European Commussion {1996) apd von Hagen & Harden (1993).
Deficit and debt averages are based on the pensod 1981-1993.

Figure 1| shows this index together with the average deficit ratios and debt ratios of the
EU countries over the 1980s and 19%90s. The upper chart cicarly shows that countries with a
low degree of centralization have larger deficits than counines with a high degree of
centralization. This confirms the man contention of the "common-pool” interpretation of the
budget process. The lower chart shows that the same conclusion can be reached regarding the
level of public debt. Strengthenmng mstitutions that reduce fragmentation of budget decisions
and promote a comprehensive view of the costs and benefits of government activities reduces
the government deficit.

Statrstrcal tests confirm this visual impression. The rank correlation between the degree
of centralization of a country's budget process as measured by the index and 15 average

deficit over the penod considered is significant and negative (p = -0.69). Similarly, the rank
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correlation between the degree of centralization of the budget process and the debt ratio is
significant and negative (p = -0.60). Both rank corrclations indicate that countries whose
budget processes contain reatively strong elements of centralization managed to keep their
deficits and debis relatively iow over the recent past.

While these figures provide a more long-run perspective of the problem, Table 12 reports
the results of a regression of annual change n government debt on the index of centralizagon
and a number of control vanables. Here, again, the index has s significant and negative
coefficient, indicatng that a larger degree of centralization comes with 2 lower level of

deficuts.

Table 12: Determinants of Government Deficits

Vanable Coefficient $-value
Constant 36 4.1
Lagged Dependent Vanable 0.3 5.8
Real GDP growth rate 0.9 -5.7
Change 1n unemployment rate D8 27
Real interest raie iR 0.7
Coalition of 2.3 Parties 0.9 1.3
Coalition of 4-5 Parties 0.8 0.4
Minonty Government -8.2 -0.3
Change in Government Composition X 3.6
Left-wing Government -0.5 -0.8
Index of Censralizatson -0.1 =20

Note: Sample 1981-1989, all EU countrics, 199 degrees of freedom. R2 = 0.51, The dependent vanable 15 the
annstal change n the debt rao. The vanables called ,coalition of n parties”, ,change sn government
composition”, and \Jeft wing government” are dummy vanables whose vabhues are onc under the specified
cirenmstances for the year,

In addition, Hallerberg and von Hagen (1997b) and von Hagen and Harden {1994) show
that countries ranking high on the index of centralization conducted more effective counter-
cychical stabilization policies. Thus, the {ear that less deficit-prone budget processes become
overty ngid and prevent effective stabilization 15 not empirically warranted. However,
HaHerberg and von Hages show that countries ranking high on the index of centralization are
tess likely to run large deficits in clection years; this pomts to the greater dynamie efficiency
of therr fiscal policies. More empirical evidence on the impact of budget institutions on fiscal

performance 15 reported in Box 1.
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Box 1: Imstitutions and Fiscal Performance - Empirieal Evidence
Frapmentstion leads to higher deficits and spending growth

Kontopouios and Perottt {1997) measure fragmentation by the number of policy-makers
invoived in the budget process. Thesr study reveals that, in the 1970s, large cabinets exercised less
effective control over the prowih of expenditures and deficits than small cabinets. Insufficient
spending control was particularly strong for transfers and the remuneration of government
employees. Duning 1980s and 1990s, when there was more room for ideciogically motivated fiscal
policies, smaller cabinets were more effective i consolidating and reversing the fiseal excesses of
the 1970s.

Centralization reduces deficits and debt

Ven Hagen (1992) and von Hagen and Harden {1994, 1996) show that the degree centralization
of the budgel process, as measured by their empirical ndex, leads to more fiscal discipline, ie.
lower deficis and debt, in the sample of EU countries dunng the 19705 and 19805, Hallerberg and
von Hagen (1997a) show that budget processes based on delegation or contracts mitigate the defici
bias created by political mstability. Hallerberg and von Hagen (1997b) show that the same
institutional mechamsms reduce the effect of ,.elecioral busiess cycles™ on the government deficit.

Alesmz et ai. (1995} find that budget processes based on delegation and contracts mduce lower
pamary deficits among the Latin Amencan countries int the 1980s and 1990s. Stein et al. {1997),
waorking with OBCD and Latin Amencan countries, confirm this finding and, 1 addition, conciude
that the disciplining effect extends to the debi level and total deficits.

Strength of the fiscal burenucracy reduces deficits

Ham et at. (1934} analyze the strength of the fiscal bureawcracy i mne parliamentary
democracies and find that strong fiscal bureaucracies are able to achieve lower deficits. Streagth of
the bureaucracy, here, measures the ceatralization of fiscal planning within the ministry of finance,
the ingependence of the manistenal semor officials and the domunance of the finince mmster vis-a-
vis the spending mumsters. Thus, thexr study indicates that a strong financed mnister backed by a
politicaily mdependent and ceniralized staff is conducive to fiscal discipline,

4.2, Institutional Reform and Institutional Choice

The potential of institutions to 1mprove sustainability becomes apparent, when states
pursting successful adjustment programs eagage m mstiutional reform to make thewr
eonsolidation efforts fast, Several examples can ve found in Europe 1n kast two decades.

In the early 1980s, the British government mtroduced the "Star Chamber” to contam the
nunisteriat spending bias. The Star Chamber, a ministenial commuittee, was used from 1982
and 1988 to reconcile of conflicts between the Treasury and mndividual spending ministers.

The important aspect of the Star Chamber dunng the years of operation was that it was staffed
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by senior non-spending ministers to support the Treasury m his bargaming with spending
ministers. Since the British budget process reles less on wnttern guidelines, but heavily on the
Treasurer's strategic position, this was an important ngredient for budgetary stringency. {von
Hagen & Harden, 1994)

While the UK provides an example for mmcreasing centralization under a delegation
approach, Denmark in the early 1980s provides an example for doing the same under a
contract approach. As mentioned above, the Damsh government adopted a budget process
based on binding spending targets negotiated at the outset of the annual budget cycle. These
targets were backed up by a ionger-ran strategy to reduce spending and increase productivity
at the level of the mdividual spending departments.

Sweeping changes m the budget process aiso occurred in Ireland and Sweden in the late
1080s and 1990s; see Box 2, Both countries followed the contract approach. As mdicated in
section 3, both countries were able to achieve a lasting fiscal consolidation on this basis.

Ins the 1990s, the Excessive Defient Procedure together with the Convergence Programs
demanded by the Maastricht Treaty in prepasation of EMU is another, 1mportant example of
mstitutionat reform of the budget process. The emphasis on multi-annual targets and the
regular review procedure required by the Treaty make the Convergence Procedure resembic a
budget process under the contract approach. The mam difference with a conventional contract-
based budget process such as the Danish one ts that the Convergence Procedure relies on the
European Council and the Commussion to enforce the fiscal targets. Thus, enforeement 1s the
role of an agent external 10 domestic politics. Before the stari of EMU, the ultimate penalty for
vigiatmg the fiscal targets 1s the denial of membership i the EMU. For the EMU member
states, the Excessive Deficit Procedure as strengthened by the Stability Pact of the Treaty of
Amsterdam will continue this external-enforcement version of the contract approach, with
financial fines as the witimate penaity for viokating the targets,

A praper working of these procedures would, of course, have mmplied a gradeal reduction
of the debt ratios of the EU countnies. In fact, the opposite happened: The EL’s average debt
rat:o was 60 percent in 1992, it climbed to 73 percent in 1996. Imporiantly, this merease was
entirely driven by the debt expansions m five states: Germany (44% to 619), France (40 % to

56%), Spain (48% to 70%), Italy (109% to 1249}, and the UK (42% to 55%). In contrast, the
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Box 2: Budget Processes in Sweden and Ireland - Institutional Changes

Ireland and Sweden have changed their budget processes as part of the fiscal consolidation
process. In Sweden the mstinstional changes were explicitly designed to cope with the fiscal cnisis
of the early 90s. Sweden has ymproved the structure of governmentat and parliamentary decision-
making as much as budget transparency. In the reformed process, budget decisions are strongly
constraint by multi-annual nominal expenditure ceilings and the munister of finance sets the agenda
for the governmental budget negotiations. Now, any amendments to the executive bodget in the
parliament have to be offusetting. The transparency of the budget greatly mcreased, since all
spectal funds are included, the bodget 15 submitted in cne decument and government loans to non-
govermment eatities are included in the budget. Finally, cash Hirmits are tested in different areas
dunng the implementation phase and carry over possibilities require the consent of the mimster of
finance.

In Ireland, fiscal targets became part of the pact with the social partners from 1987 onwards,
Since 1992 commitment to the Manstncht coteria was explicitly inciuded m the coalition
agreements {von Hagen 1997:11). To implement these targets, the Irish govemnments have changed
thear budget practice. First of all, they strengthened above all the position of the munister of finance
within the government negotiations and during the budget implementation. Now the minister
negotates bilaterally with the spending ministers, has to approve disbursements and has the power
to block expenditures. Since the parlizment cannot amend the governmental proposal, this eadows
the minister of finance with strong agenda-setting throughout the entire decision-making process.

instilutional Index

Feland | Foland Swedan | Swaden Il

Source: von Hagen (1992) ard de Haan et al. (1997)

debt ratos of the other states were stabilized or fell afier 1992.°° The mstitutional change
mtroduced with the Convergence Programs and the Excessive Deficit Procedure worked very
effectively for some states, but failed for others.

This muxed expenence with the Excessive Defiest Procedure and the Convergence

Programs teaches an mmportant lesson: One  institutionat moedel (the externat-enforcement

Austna’s and Finland's debt ratsos mereased afier $992, but these countnies were not bound by the
Convergence Program.




based contract approach} 1s not fit for solving the problem of non-sustainable public finances
in all countries. The general argument 15 that two mnstimtional approaches to solving the
common pool problem of public budgeting are suited for different types of governments
(Hallerberg and von Hagen, 1997a). Delegation is the proper approach for single-party
governments, while contracting is better suited for muiti-party governments. In a nutshell, st 13
difficult for a coalition government to work under a "strong finance minister”, since the latter
nccessarily comes from one of the coalition parties. Vesting him with special authonties
wonld raise concerns among the other parties about a fair treatment of their spending interests
m the budget process. At the same ttme, a commitment to fiscal targets 1s harder to keep fora
single-party govemnment, smee there 15 no effective threat against rencging on the targets !
Two factors matter critically i the current context. The first 15 the national electoral
system. Since electoral systems of proportional representation are most likely to produce
coatition governments, the contract approach 1s the more adequate one for states with such
systems. In contrast, plurality electoral systems typically produce one-party governments,
which makes the delegation approach more adeguate for states with such systems. Among the
EU states, the suggested pattern of instiitut:onal chotee 15 strongly confirmed. As shown in
Table 13, states with PR systems chose a contract approach to the budget process, if they
chose an msttutional solution to the common pool problem at all. In contrast, states with

plurality systems chose a deiegation approach as a solution.™

The first reason why s 15 50 15 that defeganon ereates a principat agent probiem shut becomes refevant,
if the members of the executive have very different views zbout the spending priorities. In a ceslition
governmeat, 1t would be difficult 1o vest the finance mimster with important strategic powers, because
the finance mimster necessarily has o come from one of the coalition parties, and the other parties
would have to fear that the finance mimister would abuse his power to assure that bis party geis a lasger
share of the lax money than justified by the coatition agreemen:. Furthermore, the finance munsster s &
single-party goveramen: car threates defecunp spending memsters more strongly than a2 cozlition
government, simce a munister can be dismissed from the executive without disturbing the stability of the
government This threat can be backed up by the suppert of the prune memsicr, whose position 15
stronger 1n a single party government than 1o a coalition.

Conlractsng, i condrast, is ¢he proper approuch for coalition goveraments. The maost snportast shreat to
assure enforcement here 15 the threat 1o break up the coalition: this 15 also why the fegistature must be
more powerful to scrutimize the executive under this approach. In a single party goverament, 1o contrast,
threateawng the death of the curreat government 15 not an effective enforcement mechanism: Nothing will
happen, if the ruling execuirve decides to walk away from the fiscal targets st sei for stself,

The #dd case 1n this 1able 15 Germany. To understand this case, it 15 imBportant to realize that Germany's
PR system s augmented by 2 mimmam vole requrement: Parties winmng less than five percent of the
voles do not obtain any seat 1 parliament. As a result of this, post-war German povernmests have
typreally beea two-party coalitions a ane large and one smafl party (the liberal democrats). In this
stiuatien, neither coatition partner conid threaten effectively to break up the coadition, since neither one
would easily find an alternauve pariner for a new coafition. The ineffectivensss of the threat smplies that
the contracting approach does not work, making Germany a defegation state instead.
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Furthermore, an institutional process relying on externat enforcement presupposes that
the external political agent enforcing the fiscal targets cames a large wetght in the mternal
politicai process. A country’s size 1s probably & first indicator of the importance of an externai
enforcement body: Small countries pay more attention to mternational orgamizations than
large countries, and the more so, the more they recerve transfers from the same extemnal
organization.

Clearly, both arguments come to play m the expenience with the Excessive Deficit
Procedure and the Convergence Programs. France, Britain, and Germany fit into the
explanation on two accounts. Thesr electoral systems make them more likely 1o adopt a
delegation approach than a contracting approach. Fiscal targets snch as those demanded by the
Maastricht Treaty are difficult to sustain in the domestic peliiical environment of these
countries. All three are also large, so that threats by the Euwropean Comunission and the
Buropean Council do sot weigh as heavily n miternal politics as 1n small countries. Italy and
Spamn would seem more fit for the target-onieated approach of the Maastnicht Treaty on the

basis of their electoral systems, but here the s1ze argument counts strongly aga.

Table 13: Electoral Systems and Institutional Choice

Eiectoral Sysiem Instituttonal Choice
Proporuonal Representatzon (PR) Contracy Delegauon None
A, B, DK, SF.IRL, L, NL. P,E. S A, B, DK, SF IRL, LE &
L ML P

Countries with PR and restnctive mimmum
voie requinrement
o D

Countries with Plurality Systems

F.GRE, UK F UK GRE

Source: von Hager (1997) *) Sweden has recensty moved toward a tarpeteng approach (see Box 2).

Obviously, if the same mstifuilonai model does not fit all countries, mnstitutionai choce 15
a difficult and 1mportant matter, m which a country’s political, economic, and cultural
charactenstics alf come to play. The implication, however, 15 not to put aside the importance
of institetional reforms as an element of regaining sustainability of public finances. Instead, it
15 important recognize that institutional reform must izke to account the peculianties of the
national political systems. Attacking the problem at the source, in this context, means that

mstitutional reform should be based on national solutions.
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4.3 The Budget Process and other Institutions

Another important source of losing control over spending and deficits 1s the spread of
non-decisions 1 the budget process. Non-decisions occur, when government expenditures are
left to be deternuned by developments exogenous to the budget process rather than by
discretionary decisions within its realm. Prime examples are the indexation of spending
programs to the price levei or aggregate nonunal income (government wage bills or social
security paymenis), and welfare expendijures based on entitlements the parameters of which
are fixed by law or decree. Note that there 1s nothing "natural” abeut determining wage, socia
securtty, and welfare expenditures outside the annual budget process. Indeed, setting the
relevant parameters is 2 part of the annual budget process 1n some countries (von Hagen and
Harden, 1994; see Box 3 on wage setung). However, as a political strategy of "blame

avoidance"”

, non-decistons aliow policy makers to forego decisions that would seem “tough”
on therr constituencies. While bemng conventent for the policy maker, they degrade the budget
process (o & mere forecasting exercise of exogenous developments; failures to predict these
correctly then become the first step to losing control over spending and deficits,

Where non-decisions prevail strongly and are considered part of a country’s culture of
government, the government budget becomes heavily dependent on institutions outside the
annual budget process, Le., wage setting mstiuttons n the public sector, the social security
system, the welfare system, and labor market regulations. Non-sustamability of public
finances may then be caused by weaknesses m these areas,® The implication for EMU is thal
an assessment of the sustainability of public finances will often include an assessment of these
mstitunions, and demands for institutional reform may taciude demands for reforms 1n these
areas. The Buropean Council secogmzed this prnciple when 1t asked Italy 1o reform us
peasion system a5 & precondition to enter EMU, Next, we illustrate the pomnt by reviewing
Germany’s expesence in the 1980s,

Followng the second oil shock, Germany expenenced a fast decline of its ecoromy. The
government’s fiscal expansion negotiated at the G7 summst tn Bonn m 1978 contributed

further to the deterioration of its fiscal performance. The SPD-led coalition finally broke down

See Weaver (1986) tor the refated non-formal discussion.

For cxample, employment-protection legislat:on and worker bargaining power may contribute 16 higher
unemployment which undermines the revenue base and puts additionaf spending pressures on the
budget; see Scarpeua (1996} for empirical evidence.
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Box 3: Public Sector Wages and Wage Setting Institutions

European states have different modes of wages setung i the public sector. Several states
devolve the deternunation of wages and public employment to collective bargaining at the regional
and locat levels or use wage indexation to correct for inflation and private sector developments.
The figure below provides suggesteve evidence that the growth of wage payments i the general
goverameni area, in fact, 15 refated to the say the cenirai government has 11 wage determination
and the mvolvement of the finance minister or another non-spending mumster. A high index
indicates that the finance minsster participistes i wige negottations, there 1s only a central level of
bargaming, collective agreements with untons have to be approved by the parliament or another
central entity and no 1ndexation occurs, Notably, the successful Insh adjustment rests on tight
wage sething nstitutions. In companson, the problems of the Spamsh government to contain
spending can be explmned by its relatively weak influence on wage payments at lower levels of
government,

AUS
sPA
OEN

iTA
GER
FRA
GRE
LUX
NET

tRE

Index  mWage Growth ’

Note: Economuc Commussion {1996) and PUMA (1994). Growth s the difference between the average wage
10 GDP rauo for 1981-85 and 1991-95.

m autumn 1982, when the smaller partner. the Liberal party, rejected the Chancellor
Schmidt's policy as short-sighted and inconsistent {Hellwig & Neumann 1987:113).

A new coalition povernment of the Liberal Democrats and the Chnstian Democrats
assumed power promusing to consclidate public finances and to address the mountng
unempioyment problem. In line with the supply-side argnments proposed by the Bundesbank
and the Council of Economig Advisors, the fiscal consolidation was expected to lower interest
rates, stimulate investment and, thus, help to overcome the usnemployment problem.

Moreover, the new government intended to improve the performance of the labor market
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partzcularly for young peopie, through active labor market policies and dereguiation (CDU
1983).

Dunng its first years m office, the new government focused its actuivities om the
consolidation of the budget. Table 14 summanzes the fiscal consolidation. The primary deficit
was quickly reduced, and the reduction was achieved on the correct side of the budget,
reversing the previous increase in government spending. At the more disaggregate level, the
table reveais that the fiscal expansion under the Schmidt government was mainly due to nsing
public purchases and an increasmg government wage bill, while the consolidation focused
mainly on transfers. After 1985, the consolidation lost force and the deficit was allowed to

increase slightly agmn. As a result, the government failed to stabilize the debt ratio effectively.

Table 14: Fiscal Adjostment - Effect and Composition

1977 3:1:31 1083 Difference Difference
[£)] (2} 3) 211 [€) s3]
Debt 7.3 354 417 8.1 6.3
Balance -24 =37 -1.2 -1.3 5
Revenues 45,3 #5.3 46.0 0.0 0.7
Expenditures 477 48.9 472 1.2 <17
Transfers 2L 211 203 0.0 18
Wages 11.0 113 1.6 0.3 Bk
Purchases 8.1 8.8 87 0.7 0.1
Investment 3.3 3.2 24 -0.1 0.8
Interest .7 23 30 0.6 0.7
Payments
Primary Balance -0.7 -1.4 1.8 -0.7 3.3

Source: European Commission {1997)

Nevertheless, Table 14 indicates that the broad symptoms at icast were healed
successfully, But the government remained remarkably mactive regarding labor market
reforms. New programs of jabor market management, including trasming programs and new
rules for earty retirement, were started (OECD Economic Survey 1985). But efforts to
dereguiate the iabor market and make st more flexible remaned patchwork and half-hearied ™
As a result, the government’s labor market policy did not achieve the promised reduction 1n
unempioyment. Instead, the unemployment rate increased from 4.5% 10 1981 1o 8.0% 1 1985,
and even 1n the subsequent period of strong real growth 1t deelined merely by 1.8 percent until

1990. In particular, the prevailing ngidities in the labor market did not allow to reduce long-

¥ Sce Tacobi et al, (1995) and Heliwig and Meumann {1987) for details.,
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termn unemployment, the share of which mn total unemployment mrcreased from 42% mn 1983 to
48% 1n 1985 and remained at that tevel until 1990.

The failure to remedy the wesknesses of labor market institutions m the 19805 15
tmportant to understand in our context, because it positioned Germany very badly for coping
with unificatton. The immediate extension of West Germany's labor market istitutions to the
East German ecconomy 1 1990 s the XKey to explamng the collapse of East Germany's
economy in the 19905 and the subsequent fiscal disaster for the federal government.®®

The unifieztion process and the restructunng of the East German economy led to a
renewed continung increase of the unemployment rate reaching 10.3% m 1996. In 1995 the
share of long-ferm unemployed resumed agamn the pre-unification level. The government's
response was similar 1ts the policy m the early 80s: massive traming and public works
programs, subsidized work places and early retirement were the central efements {see OECD
Economic Survey 1996). These responses left the structural problems unchanged and
increased spending pressures mnstcad. the detenioration of Germany's budgetary position
described 1n section 3.3, was the result. Efforts to improve the mstitutions, which finally
began i 1993 (OECD 1994}, remained patchwork. Only recently, some more significant steps
towards a2 more flexible labor market were taken (OECD Economic Survey, 1997).

In sum, Germany's experience contamns an imporiant lesson for the sustainability of
public finances. Even if the symptoms of a deficit problem are recognized and corrected, it 15
mmportant that the underlying causes are idemtified and addressed. Of course, German
unification 1n itself posed an unprecedented fiscai problem for the German government. But
the failure to address the insututional problems more effectively 1n the 1980s with no doubt

made the fiscal consequences of unification more severe and last jonger in the 1990s.

* Sez c.g. Sinn and Sian (1992) and von Hagen (forthcoming). While observers outside Germany often
argue that the collapse of East Germany's economy was caused by an excessive ,exchange rate"” of East
Germany’s currency for DM, German observers today agree that excessive wage demands that turned
mio relatrvely generows unemployment compensauon and kept East German workers from moving to
Wess Germany were by far mese smporzant.
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5. Assessing Sustainability: A Practical Proposal

We now assemble all the pieces of the analysis and draw our conclusions by advancing a
set of concrete criteria to evaluate the public finances of & European Union member state.
Above, we have argued that a workable concept of sustainability should capture the
“controllability” of fiscal policy. Emphasizing comtrollability, a measure of sustainability

should center around four eritical elements:

s afocus on the controllability of fiscal flows and the deficit;

o adisaggregate view of the composition of government spending and revenues to detect the
symptoms of non-sustanability;

o atiention to mstiutional failures causing non-sustainability;

« the use of measures and constramnts that are refatively easy and uncoatroversial in the
implementation.

The purpose of this section 35 to put these elements together and to denve a tool for
guiding the assessment of a country’s public finances.

In so doing, we face a number of trade-offs. First, a realistic and practical assessment of
sustasability must recogmze a fundamental differcnce between what can be done
mmmediately and what needs more ime. As we have argued above, the institutional sources of
non-sustasnability are not easy te pinpoint unambiguously; they take tume to correct; and they
often mvotve sensitive political and institutional issues. Sovereign governments usuatly do not
want to be percerved as negotiating nstitutionai and constitutionat 1ssues with other
governments. On the other hand, policy makers do need a measure of sustamnability that 15
readily and clearly implementable in the short run, for two specific purposes: {i) aiding the
political decision about EMU membership; (i) after EMU membership has been decided, for
an early detection of loss of control over spending and deficits, so as to facilitate an effective
monttonng of problem situations.

Thus, we propose an approach that integrates quantitative and qualitative information and
uses 1t at different points of the assessment process. For the more immediate assessment of
public finances, we need an indicator of sustmnability that 15 readily available and
unambiguously measurable, Such an mndicator will necessarily focus on the symptoms of non-

sustarnability. For the more long-run perspective, we need information that s mesnly focused
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on the mstifuttonat sources of the problem. Such information will necessarily be less easily

quantifiable, more controvessial and more open o negotiations.

5.1. Monitoring the Process of Regaining Sustainability

Our approach adopts the logic of the Maastncht Treaty m that the sustamability of a
country's public finances will not be guestioned as Jong as it meets the double standards of the
3 percent deficit ratio and the 60 percent debt ratio. While these numbers are, of course,
subject to debate and may, at a later point, be changed in the Treaty, the rule we follow 15 that
there 1s a set of well-defined conditions under which the sustamnability of a country's public
finances wiil simpiy be assumed as a matier of principle, with no further measurement or
questions asked.

Once these conditions are vioiated, however, the bemgn presumption ceases, Thus, the
practical question is: Given that a country has violated the double standards, under what
circumstances can it be regarded as moving wn the nght direction, and under what conditions
shonld its public finances be regarded sustainable agamn. The focus 1s thus on the process of
regamng sustanability.

Startmng from the violatton of the double standards, we divide the process of regaining

sustainability into five stages, summarized in Box 4.

= Stage 0: Obviousty, the first question must be, has the deficit moved back towards the
3 percent criterion and the debt ratio towards the 60 percent limit in the year(s)
following the mitial violation of the double standaras? Following the criteria of the
Maastricht Treaty, we ask this guestion with regaré to the total deficit. Another
question 15 whether the actual or the cyclically-adjusted deficit should be considered.
In principle, the cyclically adjusted deficit s preferable; however, the well known
practical problem is that 1t lends itself to manipulations. As a compromise on might
use the cyclically adjusted deficit, provided that the cyclical adjustment is dene by the
OECD as an non-partisan orgamzation m the process - as opposed to the country m
question - and the reference year 15 the previous year, rather than some elusive measure
of potestial or trend GDP. Otherwise we prefer the actual deficit, and we use that
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Cbviously 2 fall 1 the deficit from 5% to 4.9% of GDP would hardly qualify as an
encouraging move. A minimum reduction m the deficit ratio of, say, 1/2% of GDP
should be mmposed. If this is not met, there 15 no visible movement back to
sustainability, and the country is considered remaining in stage 0. If it 15, we conclude
that a consolidation kas begun and the next stage can be considered,

Stage 1: The question here 1s, has the adjustment occurred on the right side of the
budget? As we argued above, experience suggests that expenditure cuts should be m
line with the expenditure mcreases that causes the defieit m the first place, and
symmetrically for revenue increases. Since mterest expenditures can hardly be changed
by policy actions in the short run, we focus on primary expenditures and the primary
deficit at this stage. More specifically, suppose that expenditure increases contributed
X% to the mcrease in the primary deficit before the conselidation. Then, for the
country to pass siage [, the share of spending cuts in the reduction 1n the primary
deficit durmng the consolidation should be at feast ax%, where o 15 a constant between
0 and | 1o be agreed upon in advance. Our evidence of successful adjustments in
chapter 2 suggests that o should be 2/3. In the next subsection, we provide a simple
formuia that can be applied at this stage. If the cniterion 1s not met, the country remains
i stage i, if it 15, the next stage is entéred.

Stage 2: This stage extends the approach of stage I to the ndividual components of
pamary expenditure and revenues, The critical question here 15 whether steps have
heen taken to revesse the increase 1n the spending em or the shortfall in the revenue
category przmarily causiag the deficit to rise. To implement this stage in practice, the
same formula could be used as in stage 1, this ime applied to individual components
of the expenditure and revenue sides.

To keep the assessment of fiscal policy at this stage manageable, a realistic breakdown
could be as follows. On the expenditure side, capital expenditure, transfers to
households, wage expenditures, ron-wage consumption, and other expenditure; on the
revepue side, direct taxes on househoids plus social security costribstions paid by
employees, direct taxes on busteess plus social security coatributions paid by
employers, and indirect taxes. This breakdown has the advantage that it follows closely
the conventton adopted by internationai orgamizations like the OECD and

EUROSTAT, and it ss therefore readily available, even on a cyclically-adjusted basts,
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with mummal delays. If the resuiting criferia are met at this stage, assuring that the
problem 1s being attacked at the source, the country can then move to stage 3.

= Stage 3: The focus now shifts to the mstitutional deficiencies causing the loss of
sustamability. Here, we ask whether or not the government has taken measures 10
identify the mstitutional weakness and exposed it to sufficient poblic scrutiny and
attentzon io produce significant changes in the behavior of the decision makers
mvoived, albeit changes of mformal pature. In practice, bnnging mstiubional
weaknesses to public attention often helps to remedy the problem itself. If so, the
country moves to siage 4.

= Stage 4: Here, the focus 15 on visible and formal msutstional change to rectify
decision making practices that have been identifiec as the sources of excessive
spending or a shortfall of reveaues,

Qur hierarchy ends here. Note that the five stages must not necessarily be thought of as
followng each other over time. In practice, identifying mstitutional problems may precede or
come simultaneously with the required changes in spending and revenues. However, the
different types of information needed make 1t preferable to separate these stages nevertheless,

Given this structure, the most critical guestion obviously is this: Once a country has
vioised the double standards and is moving through the stages of regaiming sustainability, at
which stage should the EMU be satisfied and declare the country’s public finances sustamable
agam?

From our earlier amalysis, it 15 easier to judge what 15 NOT sofficient than what is
suffictent. Cleariy, 2 country shouid not be considered having regamed sustmmability, if i
rematns 1n stages O or 1. Note that this 13 mdependent of the 3 percent and the 60 percent
criteria! As long as the symptoms of the problems teading to 2 state of non-sustainability have
not even been recognized and addressed, the nsk of the government losing control over public

finances remains, and the benign presumption should not be re-mvoked.
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Box 4: Regaining Sustainability

Sta

¥ no significant movement back to sustainability has been achieved, the country s
considered remmning in stage 0. If yes, the next stage can be considered.

For the country to pass stage 1, the share of spending cuts in the reduction in the deficit
during the consolidation should be at least x% of its mitial contribution 1o the fiscal
detenoration. Our evidence on snecessful adiustment i Table 3 sugpests that x should
be at least 2/3.

ig:th

" Here, the focus 15 not the total of each resource flow but individual components of the
- expenditure and revenue sides. If the problem 1s bemng attacked at the source, the
process can then move to stage 3.

Has the. government has.
exposed it to sufficient public scutiny and attention 1o produce significant changes?
The focus now shifts to the msttetional deficiencies causing the loss of controllability.
If the government sertously tnes to detect the mstimeonal weaknesses and mitiate
changes, the next stage can be considered.

7 Countries changing the relevant institutions and budgeting practices of policy-makers
pursue a very thorough reform. They have moved furthest i the process of regamming
controllability.

Although the same pomes can be made about stage 2, we recogmze that this stage
requires more refined and detailed calculations that are, by their nature, more likely to be
controversial. As it15 usually the case, it 15 easier to ask a country to reduce sts expendiiure by
a certan fraction of GDP, than to make specific requests on which expenditure item to cut and
by how much. But aithough one mught feel, in view of these difficuities, that a country’s

public finances should be declared sustarmable again if it moves successfully to stage 2, this
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would cleariy be mappropriate. It would imply that governments could get away with never
addressing the more detailed symptoms, let alone the sources of their earlier fiscal problems.
Cuning merely the gross symptoms leaves little hope that the undetlying problems have been
soived. Thus, we strongly advocate that a country’s public finances should not be declared
sustamable again before it leaves stage 2 successfuily.

Judgment about mmstiutional deficiencies causing deficnt problems and their appropriate
remedies are obviously still more controversial and must rely more strongly on gualitative
criterta than the assessmeni made up to stage 2. A practical question regarding these stages is
what type of information could be used in the assessment of a country’s institutions and where
to find . Fortunately, intemational organizations, and the OECD in particuiar, have
developed a strong tradition in monitoring economic and socwal policy mstitutions in the
member countries. Since the OECD is not an interested party m the EMU, this provides a
good point to start. Obwviously, EU and national organizations can be asked to provide further
information. In stage 3 the existence of government reports to parliament about the relevant
msttutionat problems can be regarded as adequate evidence. But in the end, one must
realistically recognize that the assessments at stages 3 and 4 mvolve difficult and delicate
sudgments, which cannot be made with the same precision as those regarding the symptoms of
non-sustamnability.

While a strict application of our anatysis implies that a country should only be considered
as having regained sustainzbility after moving successfully through stages 3 and 4, the
preceding considerations irpiy that such a judgment would be politically difficult and may be
impossible in practice. In the end, therefore, a more practical approach wouid be to use
iformation abowt institutionat improvements to reach a more qualified assessment of a
coungry’s situation in stage 2. That s, a smaller cure of the symptoms may be accepted as
sufficient to declare sustamability, if it comes with evidence of appropriate msttutional
reform. An exampie would be the British case n the early 1980s, where not enough was done
matially fo contain the growth of transfer payments - the source of the nising deficit - but the
deciston making processes were improved by introducing the Star Chamber and putting the
public expenditure survey on a cash basis. In contrast, even a cure of the symptoms that seems
sufficiens at face value may be regarded as mot enough, if there s no evidence for an

mstitationat reform that 1s clearly deemed necessary to make the fiscal consolidation last.
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It 15 elear from these considerations that our proposal does not amount to a toughening of
the double standards. Instead of tightening the constramts on the aggregate fiscal deficit, it
tries to guide the assessment by using additional information. All expenence indicates that
this 15 a more prosusing approach to secure lasting fiscal consolidations than imposing ever

tighter limuts on the deficit.

5.2, A Numerical Gauge for the Symptoms

For stages | and 2, numencal critera for the deficit and the components of the budget are
needed to provide objective, easily measurable, and highly wvisible criteda. This can be
mmplemented practically in the following way. We begin by breaking the budget mto X
components. At stage 1, X = 2, ve. the budget 15 broken down into expenditures and revenues.
At stage 2, X is larger than that.

Let E denote the expenditure ratio, T the tax ratio, and D the defict ratio, all relative to
GDP and cyclically adjusted. Let ¢ be the current year, and T be the year i which the fiscal
adjustment started, i.e. the year the cychically adjusted deficit started falling sufficiently.”
Finally, let T be the year in which the fiscal expansion started, 1.e., spending or the deficit
started to grow relative to GDP. To avoid practical difficulties, we will neglect an annual
mmprovement m the deficit before year T if it reduced the deficit ratio by less than V2 percent
of GDP.

To let a country move from stage 1 to stage 2, we require that

—E'r> E'r r
2
-D, - D,

E, -
D, -

where, in view of the empinieal evidence, we set o = Z/3. In words, our critenon requires
that the contribution of expenditure cuts to the deficit reduction between T and t should be at

ieast two thirds of the contribution of expenditures to the build-up of the oniginal problem

between years tand T.

To assess when he deficit starss ncreasing and when ot stans folling, recall that we ignore small
reductsons of loss than 5% of GDP. We proposc to de the sume to identify the year when the deficit
started to merease.
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Table 15.a: Adjostments and Change in Public Deficits

Beginamng of Change i Deficit Rano to  Comment
Consolidation 1996
France 1954 -1.5 pass siage O
Germany 1993 2.3 reman i stage O
Sweden 1953 -8.7 pass stage O

Note: See tables in Scction 3.3 for datn sources.

Table 15.b: Contributiens to Fiscal Detertoration and Adjustments in the 1998s

Contributien (in percent of change in deficit} to Comments

Detenoration Adjustment
Actuai Required
Frunce {1959.94) {1995-96) remain 1n siage
Reveaues -9 BZ [
Primary Spending 109 i8 T2
Germany {1992.93) {1994.954) resmakn s siage 9
Revenues -7 -800 o
Primary Spending 167 1000 111
Sweden (1985-93) {1994-95) pass stage 1
Revenucs 30 24 20
Primary Spending 70 76 47
France (195904} (1995.96) remam 1n slage |
Transfers T4 -18 37
Consumpltion 40 6 ity
Wages 26 -1 13
Purchases 9 -100 4
Investment -6 12 0
Germany {19492-93) {1994-96) remain in stage 0
Transfers o0 -500 1650
Censumption 17 500 g
Wages 33 660 37
Purchases -33 -200 ¢
Investment 4 500 ¢
Sweden {1989-93) (1994.96) pass stage 2
Direct Taxes 26 5 ]
indirect Taxes 4 3 2
Soceal Security 5 9 2
Conrribusions
Transfers 44 25 2
Consumption 11 23 4]
Wages 8 15 4
Purchases 5 -10 2
Investment -8 -16 G

Mote; Sec tables 1 Section 3.3 for data sources. Numbers do not 2dd up 4o huadred percent due to rounding
errors i the data and sussing spending or revenue categones.

-58 -



As mentioned above, for stage 2 the criterion would apply to a more refined breakdown
of the budget, i.e. on ndividual expenditure and revenue ftems. At the more disaggregated
stage, practical implementability requires a smaller o, say, =Y.

In Table }5.a and 15.b, we apply these critena to the three cases studied in section 3.3,
Germany, France and Sweden. The tables mdicate that Germany remains a stage 0, smce 1ts
defict did not show a sufficient decline by 1996, France moved to stage 1, but remained there,
since it failed to show sufficient action on the expenditures side, where the deficit started.
Sweden finally moves through stage 2, and, given the country's institutional improvements
discussed in chapter 4, would pass the two further stages, too.

Table 15.b forcefully illustrates why Germany's deficit problem was not solved.
Transfers, the main source of increased spending in the emergence of the deficit problem,
were allowed to increase further dummg the attempted stabilization. Wages and public
mvestment, which beth contributed less to the nising deficit, saw the jargest adjustments on
the spending side. Partly as a result of Germany's weak labor market performance, direct taxes
fell durmg the attempted stabilization. Thus, as a typical example of an unsuccessful
consolidation, the Germany's stabilization mn eh 1990s failed for not attacking the problem at

the source.

- 50 -



6. Conelusions

As the convergence process towards EMU comes to an end, and since almost all EMU
candidates will violate the doubie fiscal criteria, a practical interpretation of sustainability of
public finances 15 needed to guide the assessment of the candidates’ readiness for joining
EMU, and, even more importantly, for the continued assessment of their fiscal policies once
EMU has begun. In this study we have proposed such a practicable approach. It rests on three
main elements: A more disaggregate view of fiscal policy than that pursued in the Maastncht
Treaty, the principle that fiscal problems must be attacked at the source to achieve a lasting
consolidation, and the clasm thal non-sustmnable public finances are ultimately caused by
mstiutional weaknesses which, therefore, must be addressed to Tegain sustanability.

Our view of sustainability, and the process we propose in this smudy, radically ceparts
from EU traditions m an mmportant way. Unti! now, governments and the European
Commussion alike have regarded it inappropniate for the Union to interfere with the structure
of a member state’s fiscal policies and the institutions shapng it. The reason 15 that changing
the composition of public spending and revenues, and reforming mstitutions, touches on
sensitive domestic political interests, and these should be left to the country itself. Does the
EMU have a right to make demands in these regards?

Qur answer to this important question 1s quite simpie. All empirical evidence and
experience points to the fact that successfut fiscal consolidations require adjustments wm the
structure of government expenditures and taxation, and these often demand institetional
reforms to make the improvements last. Thus, if one 1s convinced that sustamability of public
finances 1 an 1mportant condition for the success of EMU, the Union will nghtfully have to

address the member states” fiscai policies at a deeper level than just the aggregate deficit.

-60-



Bibliography

Alesma, Alberto, Ricardo Hausmann, Rudeolf Hommes and Emnesto Stein (1995) Budget
Institutions and Fiscal Performance in Latin Amenca. mimeo.

Alesina, Alberto and Roberto Perotti (1995) Fiscal Adjustment: Fiscal Expansions and
Adjustments 1 OECD Countries. 1n: Economic Policy {21), pp. 207-248

Alesina, Albertc and Roberto Peroti {1997) Fiscal Adjusiment in OECD Countries:
Composition and Macroeconomic Effects, in; IMF Staff Papers 44 {2), pp. 210-248

Bianchard, Olivier, Jean-Claude Chourags, Robert P. Hagemann and Nicola Sartor (1990) The
Sustamability of Fiscal Policy: New Answers to an Old Question. m: OECD-Econonuce-
Studies (15), pp. 7-36.

Buiter, Willem, Giancario Corsetu and Nouriel Roubint (1993) Excessive Deficits: Sense and
Nonsense m the Treaty of Maastricht. in: Economuc-Policy (16), pp. 57-100

Bundesmtnmsierium der Finanzen {1994} Finanzbenicht. Bonn: BMF

CDU (1983) Wahlprogramm 1983 - Arbert, Frieden, Zukunft: Mitemander schaffen wir's.
Bonn, mumeo.

de Haan, Jakob, C.G.M. Sterks and C.A. de Kam (1992) Towards Budget Discipline: An
Econonuc Asscssment of the Possibilities for Reducing Natiogal Defieits in the Rea-Up 10
EMU. Brussels: Furopean Comnussion, Economic Papers No. 99

de Haan, Jakob and Jan-Egbert Sturm (1994) Political and Institutional Determinants of Fisca
Policy 1 the European Community. in: Public Choice (80), pp. 137-172

de Haan, Jakob, Wim Moessen and Bjorn Volkerink (1997) Budgetary Procedures: Aspects
and Changes - New Evidence for Some European Countnies, Paper presented at the
NBER/ZEI Conference on "Budgetary Institutions and Fiscal Policy”, June 1997

Eichengreen and iirgen von Hagen (1996} Fiscal Policy and Monetary Umon: Federalism,
Fiscal Restrictions, and the No-Bailout Rute. mn: Horst Siebert {ed.) Monetary Policy s an
Integrated World Economy - Symposium 1993, Tiibingen: Mohr, pp. 212-231

European Commussion (1997) Statistical Annex of the European Economy. Brussels: EC

General Accounting Office (1994) Defiert Reduction - Experniences of Other Nations.
Washington, DC: GAO

Giavazzy, Francesco ang Marco Pagano (1995) Non-Keynesian Effects of Fiscal Policy

Changes: Imemational Evidence and the Swedish Experience. London: CEPR, CEPR
Working Paper No. 1284

_B1 -



Edwards, Paul, Mark Hall, Richard Hyman, Panl Margmson, Keith Sisson, Jeremy
Waddington and David Winchester (1995) Great Britain: 34!l Muddling Through. in:
Anthony Femer and Richard Hyman {eds.} Indusinal Relations m the New Europe. Oxford:
Blackwel] Publishers, pp. 1-68

Furopean Commission (1996) European Economy - 1996 Broad Economic Policy Guidelines,
No, 62. Brussels: European Comsmission

Hahm, Sung Deuk, Mark S. Kamiet and David C. Mowery (1994) The Political Economy of
Deficii Spending in Nine Industrialized Parliamentary Democracies: The Role of Fiscal
{nstitetions. mimeo.

Hallerberg, Mark and Jiirgen von Hagen {19971} Electoral Inststutions, Cabinet Negotiations,
and Budget Deficits in the European Union. Paper presented at the NBER/ZET Conference
on "Budgetary Insutmtions and Fiscal Policy", June 1997

Hallerberg, Mark and Jilrgen von Hagen (1997b), Electoral Systems and Goverament Deficits.
IRIBEO,

Heliwig, Martin and Manfred .M. Neumans (1987) Economic Policy i Germany: Was There
a Turnaround? in: Economic Policy (5), pp. 105-145

Heylen, Freddy (19597): A Contribution to the Empirical Analysis of the Effects of Fiscal
Consolidations: Explanation of Faitere in Europe in the 1990s, University of Gent Working
Paper 97/32

Internationst Monetary Fund (1995) France - Recent Economic Developments. Washington,
DC: IMF

International Monetary Fund (1996a) Sweden - Selected Issues. Washington, DC. IMF

International Monetary Fund {1996b): World Economic Qutiook, May, pp. 44-62

Jacobi, Otto, Berndt Keller and Walther Miifler Jentsch (1995) Germany: Codetermming the
Fature. n: Anthony Ferner and Richard Hyman (eds.) Industriat Relations mn the New

Europe. Oxford: Blackwell Publishers, pp. 218-269

Kontopoulos, Yianos and Robesto Perotti {1997) Fragmented Fiscal Policy. Paper presented at
the NBER/ZEI Conference on "Budgetary Institutions and Fiscal Policy”, June 1957

Lindbeck, Assar, Per Molander, Torsten Persson, Olof Petersson, Agnar Sanmo, Birgita
Swedenborg and Niels Thygesen (1994) Turming Sweden Around. Cambridge, London:
MIT Press

Maolander, Per {1995) Reevaluating the Swedish Budget Process - 1996, Swedish Mimstry of
Finance. mimeo.

-62 -



Milesi-Ferretti, Gian (1997) Fiscal Rules and the Budget Process. London: CEPR, CEPR
Discusston Papers No. 1664

Organisation of Economic Co-operatton and Deveiopment (1995-1997) OECD Economic
Outlook. Paris: OECD

Organisation of Economuc Co-operation and Development (1983, 1984) OECD Economic
Survey - Denmark. Pans: OECD

Organisation of Economic Co-operation and Developtent (1995) OECD Economuic Survey -
France. Pans: OECD

Orgamisation of Economic Co-operation and Development (vanous years) OECD Economic
Survey - Germany. Paris: OECD

Orgamisation of Economue Co-operation and Development (vanous years) OECD Economic
Survey - Ireland. Paris: OECD

Organsation of Economic Co-operation aad Development (various years) OECD Economic
Survey - Sweden. Pans: OECD

Orgamsation of Economic Co-operation and Development (1983) OECD Economic Survey -
United Kingdom. Pans: OECD

Organmisatzon of Economic Co-operation and Development (19%4) Empioyment Outiook.
Panis: OECD

Organisztion of Economic Co-cperation and Development (on disketie) OECD National
Accoust Stauistics. Pans: OECD

Pierson, Paul (1996) The New Politics of the Welfare State. v World Politics 48 (2), pp.
143-179

PUMA (1994) Public Service Pay Determination and Pay Systems m OECD Countries. Pans:
OECD, Occasional Papers No. 2

Rajah, Najma and Stephen Smith (1994) Fiscal Developments m the United Kingdom since
1980. in: European Economy - Reports and Studies, No. 3, pp. 281207

Sargent. Thomas-J. and Neil Wallace (1981) Some Unpleasant Monetanst Arithmetic. n:
Preston-3. Miller (ed.) The Rational Expectations Revoiution: Readings From the Fron:
Line. Cambridge, and London: MIT Press, 1994, pp. 103-29.

Scarpetta, Stefano (1996) Assessing the Role of Labour Market Policies and Insutstional

Setungs on Unemployment: A Cross-Country Study. in: OECD Economue Studies {286), pp.
43-98

-63 -



Sinn, Gerlinde and Hans-Werner Sinn  (1992) Jump-start: The Economic Unification of
Germany. Cambridge and London; MIT Press

Stemn, Emesto, Emesto Talvi and Alejandro Grisanti (1997) Institutional Arrangements and
Fiscai Performance: The Latin Amencan Expenence. Paper presented at the NBER/ZEL
Conference on "Budgetary Institutions and Fiscal Policy", June 1957

Velasco, Andrés(1997) A Model of Endogenous Fiscal Deficits and Delayed Fiscal Reforms,
Paper presented a: the NBER/ZEI Conference on "Budgetary Institutions and Fiscal
Policy", June 1997

von Hapgen, Firgen (1992) Budgeting Procedures an Fiscal Performance in the European
Communities. Brussels: European Commuission, Economuic Papers No. 96

von Hagen, Jirgen (forthcoming) East Germany: The Economics of Kinship. i P. Desai (ed.)
The Integration of Transforming Economics mio the World Economy

von Hagen, Jiirgen (1997) Eurcpean Expenence with Fiscal Initiatives: Fiscal Instrutions,
Maastricht Guidelines, and EMU. muneo.

von Hagen, Jiirgen and Ian Harden {1994) National Budget Processes and Fiscal Performance.
in: European Economy - Reports and Studies, No. 3, pp. 311-418

von Hagen, Jirgen and lan Harden (1995) Budget Processes and Commitment to Fiscal
Discipline, mimeo,

von Hagen, Jiirgen and lan Harden {1996) Budget Processes an¢ Commutment to Fiscal
Discipline. IMF Working Paper. Washington: IMF

Weaver, Kent (1986) The Politics of Blame Avoidance. 1r: Journal of Public Policy 6 (4}, pp.
371-398





