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NON-TECHNICAL SUMMARY

The compatibility of a full monetary union in Europe (EMU) with independent and
divergent fiscal policies of the member countries has become an importantissue
in the policy and academic debate concerning EMU. in 1989 the Delors Report
made a strong case that a monetary union without fiscal convergence might be
unstable and therefore recommended the imposition of binding fiscal rules to
limit the size and financing of the fiscal deficits of the member countries. At the
recent Maastricht summit, the EC countries agreed on a series of guidelines
defining ‘excessive’ deficits and a set of ‘flexible’ fiscal preconditions for the
participation of an EC country in the third phase of EMU. These conditions are
a ratio of gross public debt to GDP below 60% and an overall fiscal deficit below
‘3% of GDP. Moreover, a series of financial sanctions against deviant countries
were approved in case the deficits systematically deviate from these guidelines.

Implicit in the Maastricht fiscal guidelines is the idea that in the absence of such
binding fiscal rules, the policies of some EC governments might be subject to a
systematic bias towards budget deficits, which might have serious negative
spillover effects on the other EC countries. The existence of such a ‘structural
deficit bias’ suggests that there is a political distortion leading some governments
to follow systematic policies of fiscal deficits in excess of what can be considered
economically optimal. Therefore, behind the policy drive for fiscal rules is the
idea that discretionary fiscal policy leads to ‘excessive’ or ‘structural’ deficits and
that these fiscal deficits might be politically motivated. Moreover, such a political
bias might lead governments to follow fiscal policies that are not consistent with
the long-term solvency of the public sector and that might have serious
consequences for the stability of the monetary union.

In this paper we analyse the arguments for and against the rigid fiscal guidelines
agreed at Maastricht. We begin our analysis by considering whether the fiscal
policies of the EC countries are sustainable in the long run. We perform formal
tests of the solvency of the public sector for the EC countries: these tests suggest
that problems of sustainability of the present path of fiscal policies are present
in Greece, ltaly and, to alesser extent, in Belgium, Ireland and the Netherlands.

Tests of the solvency of the public sector for the EC countries seek to determine
which EC countries might be on a unsustainable fiscal path. They examine
whether the present value budget constraint of the pubhc sector would be
satisfied: (a) had the fiscal and financial policy in a given time period been
pursued indefinitely? and (b) were the relevant features of the macroeconomic
environment characterizing the sample period stable over time? The public
sector is solvent when the present discounted value of future primary surpluses
minus seigniorage revenue is at least equal to the value of the outstanding stock
~of net financial debt. Insolvency in this sense suggests that a change either in
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the policy or in the relevant macroeconomic variables (growth, inflation, interest
rate, demographic factors) mustoccur at some pointin the future. Note that these
tests refer to the feasibility rather than the optimality of the fiscal and financial
policy. Also, they give no information about the time in which the necessary

changes should occur.

Our test is based on the fact that the present-value budget constraint requires
the expected value of discounted debt to be zero. Thus, if we discount the series
of net debt back to some base period we can test whether the data generating
process (DGP) describing the behaviour of this series over the sample period is
covariance stationary andthe unconditional mean of the process is zero (or non
positive). Either a positive drift or a time trend will eventually imply insolvency.
The test provides strong evidence against the sustainability of current policies in
ltaly. Belgian discounted debt also follows a non-stationary, non-trended
process; this is evidence against solvency.

In principle, it is possible that the necessary steps towards a correction of the
fiscal stance have already been undertaken in these countries within the sample
period, but the test fails to detect their effects on the series of the discounted
debt. ltaly, however, has never achieved primary surpluses in the 1980s, so that
the series of discounted debt is monotonically increasing. Real overall deficits
are at around 4% of GDP at the end of the sample and even the current fiscal
balance (net of public investment) shows deficits throughout the 1980s.

It should also be observed that both Italy and Beigium show large and often
increasing current real fiscal deficits in the 1980s. In these two countries, despite
the high public investment to GDP ratio, even the currentbalance of the general
government is negative in the 1980s.

Giventhe large and persistent current fiscal deficit and a debt to GDP ratio around
100% in ltaly, long-term fiscal insolvency is likely in the absence of a major shift
infiscal policy. The case of Belgiumis, however, partly different. Inthe late 1980s,
this country undertook a programme of fiscal adjustment that has led to
significant primary surpluses. While the formal test suggests insolvency, it is
likely that the test does not detect the structural change in Belgian fiscal policy
that occurred in the last few years.

Test results for Greece and Ireland provide evidence for the presence of
deterministic components in the DGP of discounted debt series, which is
evidence against solvency. These two countries, however, differ significantly in
their present fiscal outlook. Ireland started a major programme of fiscal
adjustment and deficit reduction in the late 1980s, achieving significant primary -
surpluses and a reduction in the debt to GDP. Conversely, significant primary
deficits persist in Greece, which suggests a serious solvency problem in that
country. o



Given the strong evidence of unsustainable fiscal policies in a number of EC
countries and the rejection of optimizing models of fiscal policy-making, we
suggest that one should look at political determinants of budget deficits. We
present a brief survey of the theoretical literature on political biases in fiscal
policy-making. From a theoretical point of view, there are at least four classes of
political explanations of politically motivated fiscal deficits: first, ‘public choice’
models of deficits biases in democracy; second, models of political instability and
decentralized government; third, models of strategic debt; and fourth, ‘political
business cycle’ models.

- Next, we present some empirical evidence on the political determinants of budget
deficits by considering a panel data set for 14 industrial countries. We show that
after controlling for the economic determinants of budget deficits, both
- government weakness and instability (measured by short-lived, multi-party
coalition governments) and electoral factors (pre-election fiscal expansions) help
to explain the behaviour of fiscal deficits in a large set of industrial countries.

Next, we move to a comparison of alternative fiscal rules when political
“uncertainty and polarization leads to a deficit bias. In the presence of shocks to
output, a discretionary political equilibrium leads to ‘excessive’ political deficits

but has the advantage of allowing governments to smooth (stabilize) tax rates
- and run budget deficits, something that is beneficial in the presence of transitory
output shocks (such as a recession). Compared to this discretionary political
equilibrium, a binding balanced budget rule will eliminate the political bias
towards budget deficits.

This rigid rule, however, has a serious disadvantage: it does not allow the
smoothing of taxes that is optimal in the presence of transitory shocks and which
discretionary policy permits. Optimal taxation principles suggest that, as long as
agents’ utility is separable in consumption and leisure and the supply elasticity
of labour is constant, a benevolent planner will follow a tax-smoothing rule with
uniform tax rates over time. Transitory negative productivity shocks will lead to
budget deficits and a build-up of public debt that will be repaid in periods. of
transitory positive productivity shocks. Therefore, in the presence of productivity
shocks, the first-best policy rule followed by a social planner would be one of a
fully state-contingent fiscal rule that allows tax-smoothing fiscal deficits and
surpluses rather than a balanced budget.

The imposition of a rigid and binding balanced-budget rule in this framework
lowers welfare: a transitory negative output shock will lead to a revenue loss at
unchanged tax rates; the increase in tax rates required to balance the budget
will distort the intertemporal labour and consumption decision of the agents and
lead to a welfare loss. This loss will be increasing in the size of the transitory
- shock (or its variance in a stochastic set-up).




In the presence of output shocks, the optimal fiscal policy followed by a social
planner would therefore be one of a full tax-smoothing rule, where fiscal deficits
and surpluses are used to stabilize tax rates in the face of transitory shocks and
no political biases occur. This full tax-smoothing policy rule would be first best
and dominate both discretionary political equilibrium and the balanced-budget
rule. Such afirst-best cooperative equilibrium, however, might not be enforceable
in a political equilibrium where political parties alternate in power and where the
realization of the shock is subject to observationat errors and potential cheating
on the part of the ruling party. In this case, a second-best equilibrium might take
the form of a fiscal rule with an escape clause (a flexible rule). Such a rule would
impose a fiscal balance whenever the real output shock is below a certain
threshold and allow for tax-smoothing fiscal deficits if the transitory disturbance
is sufficiently large. | |

We also argue that in the presence of systematic uncertainty, reputational
mechanisms might not be sufficient to enforce any of these alternative
cooperative rules for fiscal discipline. We suggest that these rules should be
monitored and enforced by an external agent (the EC or one of its organs such
as the Commission). Moreover, a credible enforcement mechanism requires the
use of explicit sanctions against countries that persist with fiscal policies that
diverge from the commonly agreed fiscal rules.

We finally argue that the set of fiscal guidelines agreed at Maastricht do not
correspond to the ‘flexible rule with escape clause’ cum ‘effective sanctions’
which our analysis suggests is desirable. The Maastricht guidelines are too rigid
because they impose targets on the inflation-unadjusted and
cyclically-unadjusted overall fiscal balances of the EC countries. At the same
time, however, they are too loose because their implementation will be subject
to a ‘political’ evaluation and will not be backed by effective sanctions.

We suggest that the political concerns about the negative consequences: of a

‘two-speed’ EMU, which excluded countries such as Italy because of their deviant

fiscal behaviour, explain the hybrid system of rigid but unrealistic fiscal guidelines
backed by weak enforcement mechanisms and soft sanctions that the EC
appears to have adopted. ’ ' : -



1 . Introduction.

As the EC countries are debating whether, when and how to move to a
full monetary union (EMU), the compatibility of such a move with
independent and divergent fiscal policies of the member countries has
become an important issue.! While the experience of the EMS has shown
fhat an exchange rate constraint might tie the hands of monetary
authorities and lead to a convergence of monetary policies and inflation
rates, one does not observe a similar convergence of the fiscal policies
of the EC countries. Quite to the contrary, the period from 1979 to
1987 was characterized by a divergence of fiscal policies pursued by the
member countries, with large budget deficits in a number of EC countries
vhich, in the cases of Italy, Belgium, Ireland, Greece, Portugal and the
Netherlands, led to a significant increase in the public debt to GDP '
ratio (sée tables 1 and 2). Since 1987, the fiscal balances of a
number of these countries have improved; significant primary surpluses
in Belgium and Ireland have led to a reduction in the debt to GDP ratio
in these countries. In Italy, Greece and the Netherlands, however, the
fiscal adjustment in the last few years has not been sufficient to
prevent further increases of this ratio.

In 1989, the Delors Report (1989) made a strong case that a
monetary union without fiscal convergence might be unstable and
therefore recommended the imposition of binding fiscal rules to limit
policy makers’ discretion in deciding the size and finmancing of fiscal
deficits. More specifically, the Delors Report recommended the
following "In the budgetary field, binding rules are required that
would: firstly, impose effective upper limits on the budget deficits of

individual member countries of the Community, althdugh in setting these
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limits the situation of each member country might have to be taken into
consideration; secondly, exclude access to direct central bank credit
and other forms of mdnetary financing while, however, permitting open
market operations in government securities; thirdly, limit recourse to
external borrowing in non-Community currencies". (Delors Report (1989),
page 24; emphasis added).

Following the publication of the Delors Report the debate on the
need for rigid fiscal rules in the EC and a 6oordination of fiscal
policiesi has been very wide. There have been numerous proposals
regarding specific. fiscal rules. and the nature of the "fiscal
conditionality" required for the participation of member countries in-a
monetary union. The debate on "excessive" fiscal deficits, on the

fiscal rules to impose on the member countries as well as on the

sanctions to. be imposed on deviant countries has been an important

component of the discussion on the'transition to full EMU2.

Following the spirit of the Delors Report, serious consideration
was given at the EC level to proposals recommending a rigid balanced
budget rule for the current fiscal budget and limits on borrowing for
capital expenditure purposes. In particular, the draft tfeatyvpresented
by the Dutch in September 1991 (as well as previous draft treaties by
Germany and France) stressed the obligation of member states not to run
"excessive deficits" and suggested the use of sanctions in case this
obligation is not met. One month later, a document by the Monetary
Committee determined threshold-values defining "excessive" debt and
deficit. These reference values were:

1. A gross debt to GDP ratio in excess of 60%;

2. Fiscal deficits in excess of 3% of GDP;
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3. Budget deficits exceeding government investment expenditures.
The Monetary Committee also proposed a series of financial sanctions in
case the deficits deviate from the trigger guidelineé; these included
the imposition of fines and the suspension of payments from the EC
budget. Some countries, such as Belgium, also suggested the use of
"pdlitical sanctions" such as a suspension of voting rights (see Woolley

(1991)). Others, like Italy, expressed strong objections to a rigid and

“"mechanical" application of the Monetary Committee guidelines and did

not favour drastic financial sanctions. The terms of this debate are

- found in the final version of the Maastricht Treaty, which on the one

hand ratifies the strict guidelines suggested by the Monetary Committee

in October 1991, and on the other hand establishes a set of rather mild

sanctions against off-target countries to be decided according to

 "political" criteria. The procedure is as follows. The Commission

establishes whether there is excessive debt or deficit in a member state
and addresses its opinion to the Couhcil. The latter, acting on a
qualified majority, may make recommendétions to the member state (mot to
be made public at first), establishing a deadline by which to take the
necessary corrective steps. If by this time-limit no effective action
is undertaken, the recommendations are made public and the member state
is required to submit periodic reports about its adjustment efforts.
Finally, if the fiscal imbalance persists, the Council may decide: a) to
require the member state to publish additional information beforé
issuing debt; b) to invite the European investment bank to reconsider
its lending policy towards that state; c) to require the mémber state to

make a non-interest bearing deposit with the Community or d) to impose a

fine.
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Behind the ‘récomhendations of the. Delors Report, and therefore
behind the terms of the Treaty, we find the idea that, in tﬂe absence.of
such b1nd1ng fiscal rules, some of the EC governments might be subJect
to a systematic bias tovards budget deficits and that this bias might
have serious negative external effects on other EC countries.

It is also clear that if such a "structural deficit bias" exisfs;
there must be some political distortion that leads some governments to
foliow systematic policies of fiscal deficits in excess of what can be
considered economically optimal. | If governments were benevolent
optimizing agents, then binding fiscal rules might not be necessary: fof
example, fiscal deficits wvould occur as a resultv of tax—smoothing‘
cons1derat10ns and ve would observe tramsitory fiscal deficits in the
case of temporary decreases in output (as during rece3810ns) or in
periods of temporarily high fiscal spend1ng.3 Such tax-smoothing driven
fiscal deficits would be economically sound, and if governments were
runnihg deficits on the basis of such ‘considerations, there should be no
need for rigid and binding fiscal rules.4 Therefore, behind the debate
regarding fiscal rules is the idea that discretionary fiscal policy
leads to "excessiye" or "structural" deficits and that these fiscal .
deficits might be politically motivated. Such a political bias might
Iead governments to foliow fiscal policies that are hot consistent with
the long term solvency of the public secior and that might have serious
negative effects ogbthe stability of the monetary and economic union.5

This view of fiscal policy in Europe suggests the following
questions: |

1. Is the present path of fiscal policies of some EC countries

incompatible with the long term solvency of the public sector ?
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2. Is thére evidence that these fiscal deficits (and unsustainable
fiscal policies in some EC countries) are significantly determined by
political distortions rather than by economic factors ?

3. If there is evidence of an important political bias in fiscal
vdeficits,'what are the benefits and the costs of rigid fiscal rules such
as an EC rule requiring a current balanced budget?

4. In particular, how would the benefits of a binding balanced
budget rule (in terms of eliminating the political bias of a
discretionary fiscal policy-making) compare with the costs of not
alloving tax-smoothing fiscal deficits in the presence of transitory
output and spending shocks ?

5. Is there room for contingent and flexible rules that solve the

distortions of the discretionary political equilibrium by imposing the
| discipline of fiscal balance in normal times and allow fiscal deficit
fiﬁancing in the presence of transitory real shocks ?
_}_ 6.:Vou1d such rules (both the rigid budget balance and the flexible
fiscal rule) be credible ? Should the EC have the role of monitoring
‘their implementation and the power to enforce them ? And would
sanctions'be necessary to make the enforcement credible and effective?

7. Should participation in the EMU or the real integration process
be made conditional on the adherence of the member countries to a
particular fiscal behaviour? '

8. What would be the consequence of "no entry unless fiscally
sound" rules for the process of real and monetary integration in Europe?
Vhat would be the implications of a "two-speed" or "three-speed" or a
"Qatiable geometry" approach to integration?

In _ this paper, we would like to address these points
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‘systematically. In section 2 of the paper, we start by looking at a

simple accounting framework, making scenarios vhere_countries vhich are
currently off-target try to satisfy the fiscal guidelines established at
Maastricht. Next, we will try to test vhether the current fiscal
policies of the EC countries are sustainable in the long. run. Ve
perform formal tests of the solvency of the public sector for the EC
countries: these tests suggest thét problems of sustainability of the
present path of fiscal policiés are present in Italy, Greece and, to a
lesser extent, in Belgium, Ireland and the Netherlands. However, since
these tests refer only to the feasibility rather than the optimality of
fiscal and financial policy, evidence in favour of solvency does not
necessarily imply that the sblvent countries have followed optimal
fiscal policies.  For instance, the evidence in Roubini and Sachs
(19892, 1989b), Roubini (1991) and Cukierman, Edvards and Tabellini
(1991) -suggests that tax—smoothing}models of fiscal policy, including
the optimal seigniorage model for the 'inflation tax, are rejected for
both developed and developing countries. In particular, transitory
shocks to output and government spending fail to explain the movements
of public debt‘in a large set of couﬁtries, while inflation rates. do not
appear to be correlated (or co-integrated) vith tax rates.

Given that these optimizing theories of fiscal policy tend to be
rejected, while there is some evidence of public sector insolvency in a
number of EC countries, what can explain the large fiscal deficits and
public debt accumulation observed in these countries?  Recent
theoretical and empirical literature suggests that one should look at
political determinants of fiscal deficits. The idea that political

distortions might affect fiscal policy-making is quite old but it is
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only in recent years that these ideas have been formalized. In section
" 4 of the paper ve present a brief snrvey of the theoretical literature
on politicel biases in fiscal policy—making. From a theoretical point
of view, there ane at least four classes of political explanations of
politically motivated fiscal deficits- 1. "public choice" models of
deficits biases in democracy; 2. nodels of pol1t1cal 1nstab1l1ty and
decentralized government; 3. models of strategic debt; 4. "political
_business cycle" nodels B |

) ;t Next ~in section 5 we present some emp1r1ca1 ev1dence on the
3 p011t1ca1 determlnants of budget deficits. In partlcular, ve show that
5*both» government veakness vand instability (measured by short-lived
‘nnlti—party coalition governments) and electoral factors (pre-election
fiscal expansions) help to explain the behaviour of fiscal deficits in a
large set of OECD countries.

In section 6, we move to a comparison of alternative fiscal rules
vhen politicai uncertainty and polarization, as in Alesina and Tabellini
(1990), leads to a deficit bias. In the presence of stochestic shocks
‘to outpnt, a discretionary political equilibrium leads to excessive
deficits but allows governments to smooth tax rates in the presence of
t;ansitory output shocks. Compared to this discretionary poiitical
equilibrium; a binding balanced budget rule will avoid the poiitical
bias towvards budget deficits. This rigid rule, however, will not allow
the smoothing of taxes that is optimal in the presence of tranS1tory
) shocks and is feasible in a discretionary equilibrium.
| In the presence of output shocks, the optimal fiscal policy
followved by a social planner would be»one of full tax smoothing where

fiscal deficits and surpluses stabilize tax rates in face of tramsitory
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shocks. This fully staté contingent tax—smoothing_bolicy would be first
best and dominate both discretionary political equilibriﬁm and the
balanced budget rule. | Such a first best cooperative equilibfium,
however, might not be enforceable in a political equilibrium whefe, in
the presence of a shock, there exist»bbservational errors as well as
potential cheating 6n the part of the ruling govefnmentsf. In this case,
a second best equilibrium might take the form of a "fiscal rule with an
escape clause" (a flexible ruie). Such a rule would impose a fiscal
balance vhénever the real output shock is below a certain threshold and
allovs for tax-smoothing fiscal deficits if the tramsitory disturbance
is large enough. | | | |

Ve also argﬁe that, in the presence of systematic uncertainty,
reputational mechanisms might not be sufficient to enforce any of these
alternative cooperative rules of fiscal discipline. We suggest that -
these rules should be monitored and enforced by an external agent (the
EC or one of its institutions, such as the Commission). HowéQér, a
credible enfo;cement mechanism requires the use of explicit sanctions
against undisciplined countries. We fiﬁally argue that the set of
fiscal guidelines established by the Treaty of Maastricht do not match
very well with the "flexible rule with escape clause" cum "effective
sanctions" recommended in this paper. | |

In the concluding remarks, in séction 7, we compafe the flexible
rules suggested in this paper with the fiscal guidelines fecently
adopted by the EC. Ve argue that such guidelines are too rigid because
they impose targets on the inflation—unadjusted and
cyclic#lly—unadjusted overall fiscal balances of the EC countries. At

the same time, however, they are too loose because their implementation
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will be subject to a "political" evaluation and will not be backed by
effective sanctions.

Ve f1na11y argue that political concerns about the negatlve

consequences of a "two—speed" EMU, from which countrles like Italy would

be excluded because of their deviant fiscal behav1our, exp1a1n the
hybrid system of rigid but unrealistic fiscal guidelines backed by weak
enforcement mechanisms and soft sanctions that appears to have been

adopted by the EC.

2. Fiscal Arithmetics at laastricht.>
The set of fiscal guidelines established by the Treaty of

Maastricht is defined in terms of performance indicators: the overall

public deficit should not exceed 3% of GDP, and, if the debt to GDP

ratio is above 0.6, the country shouid not fail to reduce it over time.
Vhy these particular numbers? A 607 debt to édp ratio happens to}be the
average value for the twelve Community members in 1990. If we then
consider desirable for Europe to have a steady state growth rate of
nominal income equal to 5%, say 3% real growth and 27 inflation, theh
the value of the deficit to gdp ratio which is consistent with this long
run stationary equilibrium is exactly 3%. Nonetheless, a better answer
to the question would try to give some theoretical justification or
historical arguments to support the choice of 60 and 3, rather than any
other number (or any number at all) as short rusm sirict guidelines for
national fiscal policy. In this section, we by-pass this set of issues
and concentrate on a very simple, but important, exercise. By using the
dynamic budget coﬁstraint of the .government, we will build simple

scenarios vwhere off-target countries- will try to adjust their fiscal

R
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stance.
First, we vill have a quick look at the government budget identity
ﬁsing the same definitions as they appear in the documents of the

European Community. Consider

+ DEFt

wvhere D is gross nominal debt (gross means that it includes both_

monetary debt and public financial assets), valued at par; DEF is the

-overall deficit in nominal terms, which is the sum of the primary

deficit (includihg, investment expenditure) and the interest bill.
Sﬁbscripts refer to time.
Dividing both sides of the identity by nominal 6DP, and using lower

case letters for expressing variables as ratio to GDP, we can write

di 4 ' dy

(2.2) d, = w8 (7, + deft = _6;_— + def
vhere g and r denote the growth and the inflation rate respectively and
¢t5(1+gt)(1+tt) is equal to one plus the rate of growth of nominal GDP.

Consider any country that is not currently meeting the Community’s
fiscal standards. As a starting point, take a debt to GDP ratio equal
to 1, as well as a constant ¢ (the rate of growth of nominal income)
equal to 7.5% (say, 5% inflation and 2.5% real growth). These figures
are close to the cases of Italy, Belgium and Ireland.

The first experiment builds upon a rather mechanical implementation

of Maastricht fiscal rules: we will trace the evolution of public debt
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over time under the hypothesis of lowering the deficit to 3% of GDP by
1992 and keep it to this level in the years to come. The striking point:
in this exercise is that, even under the assumption of an immediate and
complete adjustment of the government budget process, simple
calculations shov that the debt to GDP ratio will not hit the target of
60% before the year 2007. This date is obviously delayed if the growth
of nominal income slows down, as an effect of the fiscal contraction on
eithér inflation or real output growfh, or both. In particulaf, if ¢
decreases too much (under 4.8%) the debt‘taréét will never be reached.
On the other hand, ve may not expect a complete adjustment right
avay. For example, the deficit to GDP ratio may decrease over time

according to some autoregressive process
(2.3) deft+1 =¥ deft +C

If ¥=.8 this ratio would decrease approximately by 20% a yeart. Let us
take Italy as our reference country, posing an initial deficit tb GDP
ratio equal to 1. In this case, even if nominal output keep groving at
7.5%, it will now take until the year 2014 to meet the Community
standards.

A striking point in these calculations is that nothing has been
said about interest rates. This follows from the terms in vhich the
fiscal targets are defined in the Kaastricht Treaty, i.e., targets on
the total deficit and total debt. If we break down total deficit as the
sum of primary deficit (spending minus revenue) and intereSt 'bill;

simple algebra shows that our identity can be written as
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(3.4) def, = pdef, + [(EDI6E) de 4
vhere pdeft is the ratio of primary deficit to GDP and it denotes the
nominal interest rate. For a nominal interest rate averaging around 97
(4% real, 5} infla@iop), ve can trace the path of the primary deficit to
GDP ratio along the adjustment process?. As a result, primary surpluses
are quite large during the first few years (4.11% of GDP in 1992, 3.427
of GDP in 1993). Thus, high debt countries, where a large share of the
fiscal balances consists of interest payments, would have ﬁo run large
and persistent primary surpluses, in most cases well beyond their
historical experience. Recall that the primary surplus includes the
expenditure for capital formation, which in 1991 averages 3% of GDP in1
EC countries. If this pattern persists over time, a 3% wupper limit to
the overall deficit to GDP ratio is equivalent to a rigid balanced
budget in terms of the current deficit.

To sum up, our simple exercise is that it is extremely unlikely
that countries such as Italy, Ireland and Belgium will meet the fiscal
prerequisites to the joining of the Furopean Monetary Union by the
deadline agreed upon in the Maastricht Treaty. Nonetheless, the terms
in which Maastricht’s fiscal standards are defined suggest a number of
additional considerations, which we will discuss in the final section of

this paper.

3. Tests of Public Sector Solvency for the EC countries: The Empirical

Evidence.

In this section we will consider tests of the solvency of the
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public sector for the EC countries. The objective is to verify wvhether
and which EC countries might be on a unsustainable fiscal path, drawing
on the empirical literature following the contribution of Hamilton and
Flavin (1986) (see also Trehan and Walsh (1989), Vilcox (1989), Buiter
and Patel (1990) and Corsetti and Roubini (1991)). Under the maintained
hypothesis that a government solvency constraint must be imposed in the
economy, the class of tests in this literature stems from the following
idea:-th@ﬁ is to verify whether the present value budget comstraint of
ﬁﬁé'pubfic sector would be satisfied: a) had the fiscal and financial
policy in a given time period been pursued indefinitely, and b) wvere the
relevant features of the macro economic environment characterizing the
sample period stable over timeS. According to this approach, if
solvency is not supported by empirical evidence, a change either in the
policy or in the relevant macro economic variables (growth, inflation,
interest rate, demographic factors) must occur at some point in the
future. Note that these tests refer to the feastbility rather than the
optimality of the fiscal and finmancial policy. Also, -they give no
information about the time in which the necessary changes should occur.
The empirical implications of the solvency conmstraint can be
obtained as follows. The public sector is solvent when the present
~discounted value of future primary surpluses minus seigniorage revenue
is at least equal to the value of the outstanding stock of net fimancial
debt. Starting from the definition of the intertemporal budget
constraint of the government, it is easy to show that solvency implies

the following condition:
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; i _ .
(3'1)_ Co i_l’:Et J-=0.(1+§t+j)-1 ”t+1+i = 0.
where Dt-now denotes the real value of total fimancial liabilities less
foreign reservés‘evaluated in. domestic currency and ft—l is ‘the real
(cum capital gains) . implicit interest rate on the net liabilities
outstanding at the beginning of the period.. This condition says that
the public sector cannot be a net debtor in present-value terms, so
that, ultimately, the stock of debt cammot grow at a rate higher than
the interest rate on the debt. The crucial point is that Ponzi schemes
in the form of systematic financing of the interest bi}l with additional
borrowing are ruled out.

Our test (following Wilcox) builds on the fact that the -
present—value budget constraint requires the expected - value of
discounted debt to be zero in expectation. Thus, if we discount the
series of net debt back to some base period; ve can test whether the
Data Generating Process (DGP) describing the béhaviour of this series
over the samﬁle period is covariance stationary and the unconditional
mean of the process is zero (or non positive). Either a positive drift
or a time trend vill eventually imply insolvency.

If non-stationarity of the process cannot be rejected, we have to
consider two cases, depending on whether or not deterministic components
also belong in the DGP of the series. A process with a unit root, but .
no drift or time trend is in principle compatible with both insolvency
and a sort of supersolvency (i.e., in the limit, the government becomes
a net creditor). However, when the unit root coexists with positive

deterministic components in the DGP of the series, this will provide
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some evidence against solvency.

Following a conservative (albeit arbitrary) approach to the
interpretation of the test results, we consider the case of a non
deterministic but non-stationary process as inconclusive. We will
reject solvency only when a positive drift- or time trend exists in
addition to a unit root®. As far as the interpretation of the test is
concerned, therefore, insolvency will follow from positive deterministic
components in the DGP of the series of the discounted debt — but only in
the absence of structural changes in the process at some -point in the
future.

The test concerns stationarity of the data-generating process of
the series as well as the presence of deterministic components in it.
Stationarity with or without deterministic components is tested by using
the Phillips-Perron approach (Phillips and Perron 1987; Phillips 1987;
Perron 1988). The details of the testing approach are described in a
technical appendix to the paper but the approach basically relies on

three different statistics (Z(t, ), Z(%y) and Z(243) to test for the
i

- presence of a umit root, a deterministic trend and a drift in the series
for the discounted debt.

The sample consists of 10 EC countries.i® The available 0ECD debt
series are evaluéted at par (rather than market) value, so that. our
analysis will reflect at least an important error of approximation.
Results for the test are shown in table 3. These report the probability
value at which each null hypothesis can be rejected. ‘A brief scheme
containing the corresponding null hypotheses is also reported at the end

of each table. Tables 1 and 2 show the debt to GDP ratio and the
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seigniorage-adjusted, inflation-adjusted deficit (overall and current,
i.e. net of public investment!). The measure of the deficit in table 2
is obtained by first differencing the end of period stocks of net
(gross) debt in real terms and by subtracting seigniorage revenue from
the differenced series. - Note that this definition of the real deficit
has the advantage of purging the government interest bill of its
inflation-related component. OQur set of tests in table 3 are based on a
measure of discounted debt.

Ve will begin with the two cases in which the results of the test
are against solvency: Italy, Belgium, Greece and Ireland. The test
provides strong evidence against the sustainability of current policies

in Italy!2. Vhile Z(ta ) does not reject the null hypothesis of a unit
3

root, both Z(§2) and Z(¢3) reject the joint mull of a wnit root and a
zero time trend (and a zero drift for the second statistic). In the
case of Italy, the estimated time trend is positive (the discounted debt
is clearly trended upwards) suggesting a rejection of solvency.

Belgian discounted debt follows a non—stationary, non-trended

process; both the statistics Z(taa) and Z(®,) accept the corresponding

null hypotheses. However, the statistic Z(Qz) suggests the presence of
a deterministic drift, which is positive in the estimation. This is
evidence against solvency.

In principle, it is possible that the necessary steps towards a
correction of the fiscal stance have already been undertaken within the
sample period, but the test fails to detect their effects on the series
of the discounted debt. However, Italy has never achieved primary

surpluses in the eighties, so that the séries of discounted debt is
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monotonically increasing. Real overall deficits are at around 4% of the
GDP at the end of the sample and even the current fiscal balance (i.e.
net of public investment). shows deficits throughout the 1980s (see table
2. y

It should also be observed that both Italy and Belgium show large
and often increasing current real fiscal deficits in the 1980°s. 1In
these two countries, despite the high public investment to GDP ratio,
even the current balance of the geheral government is negative in the
1980s (see Table 2).

Given the large and persistent current fiscal deficit and a debt to
GDP ratio around 100% in Italy, long term fiscal insolvency is likely in
the absence of a major shift in fiscal policy. The case of Belgium is,
hovever, partly different. In the late 1980’s, this'country undertook a
program of fiscal adjustment that has led to significant primary
surpluses. While the formal test suggests insolvency, it is likely that
the test does not detect the structural change in Belgian fiscal pblicy
that occurred in the last few years.

Test results for Greece and Ireland provide evidence for the
presence of deterministic components in the DGP of discounted debt
series. Evidence against solvency is available in the case of Greece
and Ireland, where the Z(¢2) supports the presence of a non zero drift.
Koreover, also the statistic Z(®,) rejects the null suggesting the
presence of a non—zero time trend in the DGP of the seriés, vhich
results in this trend being positive in the estimation. These two
countries, however, differ significantly in their present fiscal
outlook. Ireland started a major program of fiscal adjustment and

deficit reduction in the late 1980°’s, achieving significant primary
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surpluses and a reduction in the debt to GDP. Coﬁvérsely, significant
primary' deficits persist in Greece ahdk éuggést a serious solvency
problem in that country;

The case of the Netherlands is interesting from the point of view
of asseésing the béhaviour of the test in the presence of ﬁithin—sample
structural éhanges. Thé statistics in Table 3 suggest the presence of a
non—zero deterministic driff if we exclude the last two years in the
sample (1987 and 1988), when the government started a program of fiscal
adjustment. However, the test statistics support a non—deterministic;
non-stationary process when the full Sample span is considered.

For the other two countries (Denmark and Spain) discounted debt
appears to follow a drift-less and trend-less non-stationmary process,
providing no clear evidence against or in favour of solvency. In the
case of Demmark, years of severe fiscal imbalances in the 1979 to 1984
period have been followed by a serious fiscal retrenchment and surpluses
in current (overall) fiscal balances since 1984 (1985). After peaking
to 34/, of GDP the net debt to GDP ratio rapidly fell to 17.6% of 6DP in
1988. The data for Spain also show current fiscal surpluses for all
years except 1984 and 1985. Until 1983, the net financial public debt
is negative (i.e. the governmenf is a net financial creditor). Net debt
has been very small since then (8.67% of GDP as of 1988). Therefore the
sustainability of public debt does not appear to be an issue in the
Spanish case. |

For the three major EC countries (Germany, France and U.K), the
discounted debt appears to follow a drift-less and trend-less
non-stationary process. In this case supersolvency and insolvency are

equally likely. Evidence for these countries should be interpreted as
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inconclusive. However, additional information about the fiscal balances
of these countries allows us to make some inferences.

For Germany, the data in Table 2 for the curremt fiscal balanée
show surpluses in most years in the sample, with the excéptions of 1975,
1980 and 1981. Moreover, vhile the German government becamer a net
financial debtor in 1978, the debt to GDP ratio has stabilized around
10-137% since 1982 (see Table 1). This additional evidence would suggest
that public sector solvency might not be an issue in the German case;
however, it should be noted that our analysis is based on past trends
and is not able to capture the‘potential implications of the recent
. German unification for the future fiscal balances of a United Germany.

in‘ the case of the United Kingdom, the net debt to GDP ratio
systematically falls from 116% in 1960 to 28.6% in 1989. The current
fiscal balance is in surplus in all years between 1960 and 1989, with
the exclusion of 1975, 1983 and 1984. The overall evidence is therefore
.-‘quite consistent with public sector solvency in the U.K..

In the_case of France, additional tests provide evidence in favour
of the stationarity of the processes followed by the adjusted current
balance (this is the test suggested by Trehan and Walsh (1988)) .
Moreover, Tables 1 and 2 show that France had current fiscal surpluses
in all but 4 years in the last three decades, plus stable and 1ow levels
of the debt to GDP ratio in the 1980s (around 10-12%). The overall
evidence would therefore suggest that the French public sector is
solvent.

Finally, vhile the lack of data does not permit formal testing of
. Portugal public sector solvency, the evidence based on alternative

- indicators of sustainability such as those used by Blanchard (1990) and

§
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Giovannini and Spaventa (1991) suggest that a fiscal problem might have
also been present in Porﬁﬁgél. However, a pattern 6f persisteﬁf primary
deficits and raiéing debt to GDP rﬁtio seem to have Been recently
reversed (the débt to GDP ratio has been decfeasing since 1989).

To Summarize, among the EC countries, proglems of sustainability of
the pfesent paths'of fiscal poiicy appear to exist in Italy, Belgium,
Ireland, the Netherlands and Greece!3. These cbuntries haﬁe in common a
large debt to GDP ratio (close or above 1001 in Italy, Belgium and
Ireland). Only two of thenm, Ireland»and Belgiﬁm, started a process Qf

fiscal adjustment in the mid 1980s that has led to run‘signjficant

primary surpluses and, in the case of Ireland, to a reduction of the

debt to GDP ratio. Conversely, primary deficits still persist in the
other three countries (their size is larger in Greece than in the
Netherlands and Italy); this appears to be inconsistent with long term

solvency.

4. Political determinants of budget déficits: a survey of the theory.

| The previous section'shows.that the path of fiscal policy followed
by many EC countries might not be consistent with long term solvency of
their public sector. However, since'the tests fefer to the feasibility
rather than the optimality of fiscal ahd financial policy, evidence in
févonr of solvency does not necessarily imply that the solvent countries
have followed optimal fiscal policies. For instance, the evidence in
Roubini and Sachs (1989a, 1989b), Roubini (1991) Cukierman, Edwards and
Tabellini (1991) suggests that the tax smoothing view of fiscal
policy-making and the optimal seigniorage modei of the inflation tax are

both rejected for developed as well as developing countries. In
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particular, transitory shocks to output and government spending fail to
explain the movements of public debt in a large set of countries and
inflation rates do not appear to be correlated (or co-integrated) with
tax rates.

Given that optimizing theories of fiscal policy tend to be
rejected, while there is some evidence of insolvency for a number of EC
countries, what can explain the large fiscal deficits and public debt
#ccumulation observed in these countries ? Recent theoretical and
tempiriéall literature suggests that one should look at political
determinants of fiscal deficits. In this section we present a brief
survey of the theoretical literature on political biases in fiscal
policy-making while in the next section we present the empirical
evidence on this issue.

From a theoretical point of view, there are at least four classes
of political explanations of politically motivated fiscal deficits: 1.
"public choice" models of deficits biases in democracy; 2. models of

‘political instability and decentralized government; 3. models of
strategic debt; 4. "political business cycle" modéls. Ve will now

briefly review these models.

4.1. Public choice models.

The idea that fiscal spending and budget deficits might be affected
by political institutions is not nev; The "public choice" school of
Buchanan has been the leading proponent of the idea that,.in the absence
of constitutional constraints, governments in modern democracies have a
‘bias towvards overépending and fiscal deficits.  These traditional

theories of a fiscal deficit bias in democratic societies have been
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criticized for the.veakhess of some of theirkassumptions. In particular,
in these models private agents (the electorate) are assumed to be
backward looking and systematically unable to recognize the office
motivations of‘ the policy makers. Om the other hand, governments ‘and
policy makers are not representing the preferences of private agents but
are assumed to be malevolent Leviathans attempting to maximize revenues
or deficit spending. Moreover, from an empirical point of view, the
implications of this theory do not seem to be borne in the data. This
approach implies that all democracies have a bias towards budget

deficits but the evidence shows that only a subset of democraciesf

appears to have a systematic tendency to run fiscal deficits. Moreover,. .

fiscal deficits appear to be as widespread (if not more) among

non—democratic regimes than in democratic ones.

4.2. Political instability and decentralized government models.

A number of authors have suggested that political instability and a }
decentralization of government spending decisions may be a source of
unoptimal fiscal policy behaviour and an important cause of fiscal
deficits.

Roubini and Sachs (1989a, 1989b) suggest that short duration
muiti—party coalition governments lead to fiscal deficits because it is
difficult to enforce cooperation, in the presence of negative economic
shocks, in a coalition setting. In fact, game theory suggests that
cooperation is harder when the number of players is large (multi-party
coalition governments) and when the horizon of the players is short and
not repeated (short duration governments). The reasons why parliamentary

multi-party coalition governments will have a hard time closing budget
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deficits after adverse shocks is that the individual parties in the
coalition will each veto spending cuts or tax increases that would
impinge on their narrow constituencies, thereby frustrating the attempts
of the executive branch gq'implement deficit réduction measures.

Tabellini (1991)'str;sées the ihpbrtance 6f thé dé¢entra1ization_of
ngernment fiscal deéisions. 'Vhéh‘the decisions to spend and tax are
.dé?bnt;alized among different agents (such as the ministers of a
cq#lition government or between central, regipnal and local fiscal
authorities), there may be an incentive to excessive éovernment spending
which is deficit financed. | -

Along similar lines stressing the lack of political cohesion,
‘Alesina and Drazen (1991) explain thé delay in fiscal adjustment in the
presence of an unsustainable fiscal deficits as the result of a "war of
attrition" between two different social classes. Here the conflict is
about which social class will bear the tax burden of stabilization. The
model implies that a greater dispersion in the income distribution and a
lower degree of politicél cohesion will cause a delay in the expected
date of stabilization and will therefore imply a greater and prolonged
pre-stabilization period of fiscal imbalance and inflation. |

From an empirical point of view, by using panel data on a sample of
15 OECD countfies, Roubini and Sachs (1989a, 1989b) find that political
instability (as proxied by various variables such as the type of
government: single barty majority, presidential, presidential with
divided government, multi-party coalition, minority) or low average
duration of the government leads to higher real—inflation—adjusted
budgét deficits.  More recently, Grilli, Masciandaro and Tabéllini

(1991) have found similar evidence showing the effects of weak .




government and short coalition duration on fiscal deficits.

4.3. Strategic debt models.

In a number 6f recent papers, ythe relation betveen political
variables and budget deficits has been explafned by looking at the role
of partisan factors in economic poii¢y—makihg. The origin of 'this
literatﬁre is in Alesina’s (1987) vork on partisan effects in monetary
ﬁoiicy but the same methodological appfoach has been applied to the
issue of fiscal policy, domestic and foreign debt accumulation. These
recent studies share a common theoretical backgrbund in that they assume
heterogeneous agents (usually two types of agents) with different
pfeferences about  types  of government | spending or  the
inflation—unemployment trade—off. The political distortion is
introduced bi assuming that different political parties represent the
preferences of these agents and that these parties come to pover
according to stochastic probabilities of reelection. The probability.df
thé current government/pafty not being reelected affects the discount
rate of the party by effectively shrinking the horizon of the policy
maker (it increases its effective rate of time preférence). In this
political equilibrium, variables such as budget deficits or inflation
rate diverge from the optimal value that they would obtain in the
absence of the political distortion (i.e. if.a benevolent social‘planner
would supplant the two parties).

Alesina and Tabellini (1990) and Tabellini and Alesina (1990) show
that the greater the prbbability of not being reelected and the degree
. of political/ideological polarization (the difference in preferences) of

the two parties, the larger the budget deficit will be in a model where
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the optimal policy is to run a budget balance in every period. The
current government uses the level of public debt strategically, with the
goal of tying the hands of successive governments wifh different fiscal
policy objectives.15 |

Alesina and Tabellini (1989) consider the effects of political
distortions on external debt and capital flight. They show that, in a
model in which two types of government with conflicting distributional
goals randomly alternate in office, "uncertainty over the fiscal
policies of future governments generates private capital flight and
small domestic investment. This political uncertainty also provides the

incentives for current governments to overaccumulate external debt".

3.4. Political Business Cycle Nodels.

A last class of models stresses the electoral motivations of policy
makers and suggests that fiscal policy might be too expansionary before
elections. In particular, the "political business cycle" ﬁheory of
Nordhaus (1975) suggests that office-motivated politicians will tend to
follow expansionary monetary and fiscal policiés before elections in
order to maximize their reelection probabilities. This implies that one
vill observe excessive go&efnment spending, tax reductions, delays in
tax increases and therefore fiscal deficits in electoral years.

This traditional PBC theory of a pre-electoral fiscal deficit bias
in democratic societies has been criticized for the veakness of some of
its assumptions. .In particular, in this model privaté agents (the
electorate) are assumed to be backward looking and systemat1ca11y unable
to recognize the office motivations of the policy makers.

More recently, several authors have reformulated the "political
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business cycle" hypothesis of a pre-electoral fiscal deficit bias in
models with rational agénts. The Trational political Business cycle
models of Rogoff (1990) and Rogoff and‘Sibert (1989) are recent examples
of:this approéch. In these mbdels, governments have the same utility
function as private agents (i.e. they care about government spending in
the same way as private agents dd), but they are also "opportunistic".
That is, governments care about winning elections, get welfare from
being in power, and do not have "partisan" motivations. These papers
share two basic ingredients: i) different governments are characterized
by different degrees of competency; and ii) the government is more |
informed than the voters about its own level of competency.!® In all of
these models, the incumbent government has an incentive to "signal" its
competence by engaging in pre-electoral manipulations of policy
instruments. |
In the Rogoff and Sibert (1989) paper, an equilibrium with
signaling appears as follows: incumbents reduce taxes and/or increase
spending before elections, to appear "competent", which is, able to
reduce vaste in the budget process. Needless to say, voters prefer
competent governments to less competent ones. Pre-electoral deficits
are monetized, but the effects of monetization on inflation and
seigniorage are perceived by.the voters.only with a lag, thus after the
election. Although voters are rational and aware of the policy makers’
incentives, pre-electoral deficits for signaling purposes still occur.??
~ Rogoff (1990) presents a non-monetary model in which he focuses
upon  government spending on "consumption" (or transfers) and
"investments." Signaling, in this model, takes the form of

pre-electoral surges in immediately visible expenditures for
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"consumption" or transfers and cuts in "investment" expenditure.

Although the decrease in_investment is harmful for both productivity and

efficiency, these results are observable by voters only with lags.

Thus, budget cycles take the form of distertions in the allocatior of

*

resources across public spending programs.

5. Political Determinants of Fiscal Deficits: the Empirical Evidence.

In this section we will consider empirically the effects of
elections and political instability on fiscal deficits.1® The
theoretical literature surveyed in the previous section suggests several
political determinants of fiscal deficits. On the one hand, both
traditional and recent "rational" PBC models imply that we should
observe fiscal deficits before elections. 0On the other hand, both
strategic models of public debt and models of political instability and
decentralized governments suggest that political instability and
polarization (to be duly defined) may lead to high budget deficits.

In analyzing the effects of elections and political instability on
fiscal deficits, onme needs a structural model of budget deficits, in
order to control for the economic determinants of budget deficits. Ve
rely upon the structural model of budget deficits used by Roubini and
Sachs (1989a) to .study the effects of political instability on budget
deficits. The specification of the model is consistent both with
elements of optimizing approaches to fiscal deficits (such as the "tax
smoothing" model of Barro (1979)) and with traditional Keynesian models
of fiscal deficits. In fact, both theories imply that fiscal deficits

are countercyclical: i.e. fiscal deficits will emerge during periods of

recession and growth slowdown.

TR AT
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In addition to the tax smoothing considerations stressed by Barro
(1979), the tendency towards deficits after a slowdown in growth, is
exacerbated for two additional reasons. First, many major areas of
public spending (e.g. unemployment compensation, social welfare
expenditure, early retirement benefits, job retraining and subsidies for
ailing firms) are inherently countercyclical, so that portions of
government spending actually tend to rise automatically when growth
slovs down and unemployment increases. The second reason is the
intentional implementation in some countries of Keynesian aggregate
demand policies in the face of a growth slowdown: right or wrong, many
governments reduce taxes or increase government spending during
recessions.

As in Roubini and Sachs (1989a), we estimate a pooled cross—
section time-series regression where the left-hand side variable is the
annual deficit, measured as the change in the debt-GDP ratio, d(bit).19
The basic explanatory variables are: (1) the lagged deficit, d(bsy 4);
(2) the change in the unemployment rate, d(Uit); (3) the change in the
GDP growth rate, denoted d(yit); (4) the change in the real interest
rate minus the growth rate, multiplied by the lagged debt—GDP ratio,
bit—l*d(rt - nt) 20 ; (5) a dummy for political instability, polit, first
used in Roubini and Sachs (1989a) (and to be described below); and (6)
an electoral dummy eleit to be defined below. The basic structure of
the pooled regreQSion model is the following (i denotes country, t
denotes time, and d(x) denotes the change in variablé x):

(5.1) d(b;,) = 0y —a; * d(bi,€~1) +ag *d(U.,) + a3 *d(n;,) +
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: : * _ *
+a, * bit_l*d(rt—nt) + o polit + ag eleit + Vi
vhere Vit is an error term. We expect the following: O <.y < 1 (to
allow for any slow adjustment and persistence of budget deficits); 8y >
0 (since a rise in tﬁenunemployment rate raises goVernment spending

above its permanent value in the short term); ag < 0 (since a rise in

GDP'grbwth_Iowers-government spending belov its permanent value in the

short term'and may raise tax revenues); a > 0 (since a rise in the real
interest rate directly raises the real deficit, which if tramsitory
should be accommodated by a temporary rise in the budget deficit),
Before introducing and discussing the political and electoral
determinants of budget deficits, in column 1 of Table 5 we present the
results of the regression when we include only the economic variables.
This specification provides a rather successful account of the role of

economic shocks in inducing budget deficits in the industrial countries.

'jIn‘particular, a rise in unemployment (denoted by DUB) raises the budget

deficit; a rise in the debt— servicing cost (denoted by DRB) raises the
budget deficit; and an acceleration of GDP. growth (denoted by DGR)
lovers the budget deficit, indicating that . the deceleration of GDP
growth after 1973 contributed to the rise in budget deficits. Note that

the variable measuring this slowdown in growth is highly significant.2t

Finally, the lagged deficit (DBYL) enters with a coefficient of about
0.70, suggesting that about 70 percent of the lagged budget deficit
persists to the ﬁext period.

In considering the effects of political variables on fiscal
deficits we will consider both the role of elections and the effects of

political instability and veak governments.
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In order to test the hypothesis that governsents manipulate fiscal
policies before elections in order to maximize their reelection

probabilities, in columns (3)-(5) ve add to the basic -regression a dummy

.ELE that takes value I in election years and zero otherwise. - In

constructing the variable ELE we need to consider that, since our data
on deficits are on a yearly basis, the exact time of an election during
a year might be important for assessing the effects of elections on
fiscal deficits. More specifically, if an election occurs towards the
end of the year t, we can expect that an opportunistic government would
run a fiscal deficit during that year. However, if the election occurs
towvards the beginning of year t, it is more reasonable to assume that
the fiscal expansion will occur in year t-1 so as to be timed with the
early election time in year t. In practice, in constructing the
variable ELE we assign value 1 to the dummy in the pre-electoral year
t-1 if the election will occur in the first and second quarﬁers of year
t; vhile we assign value 1 in the electoral year t if the election
occurs in the third or fourth quarter of year t. As an additional check
on the model we also run regressions wusing a slightly different
electoral dummy (ELX instead of ELE). ELX takes value 1 in the election
year regardless of whether the election occurs in the first h#lf of the
year or the second half.

In order to consider the role of political instability and
government weakness, we also add to the‘regression, in addition to the
electoral variaﬁie, the political variable successfully used by Roubini

and Sachs (1989a) to study the effect of government fragmentation on

" budget deficits. The hypothesis in that paper was that multi-party

coalition governments, especially those with a short expected tenure,
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are poor at reducing budget deficits. Ve therefore add to the
regression the Roubini-Sachs index (denoted POLit for country i at time
t) vhich measures the degree -of political cohesion »of the national
government.2? '

The results of the estimations are shown in colﬁins (2) —‘(4) in
Table 4. ;Several different versions of  the “;egression are shown,
involving different ways of including the variables ELE and POL, either
"jointlyl or separately. In column (2), we introduce the _political
_instability variable and, as in Roubini and_Sachs (1989a), we find that
(aftér'controlling for the economic determinants of deficits) a greater
j}adegree of political instability (as proxied by the index POL) leads to
‘higher Budget deficits.2? In column (3), we add our eleétoral dummy ELE
to the‘regressorS’used in column (2); we find that, after controlling
 for the'eConomicfdeterminants, both POL and the electoral dummy, ELE,
have ;the right sign and are statistically significant at the 5%
confidence level. In other words, real fiscal deficits are higher in the
year leading to an election. In column (4), we drop the POL variable
and consider the effects of'ELE-only; ve again find a statistically
significant coefficient.

The effect of elections on budget deficits is significant both
statistically and economically; the: estimated coefficients on ELE in
column (3) and (4) imply that, after controlling for other determinants
of fiscal balances, real fiscal deficits will be higher in election
years by more than 0.6 percent of GDP. We also ran the panel

regressions in Table 4 using the electoral dummy ELX instead of ELE (ELX
i takes the Qalue 1 in the election year regardless of whether the

electidn occurs in the first half of the year or the second half). As
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expected, ELX does not work as well as ELE, since this dummy variable
does mnot correspond to the timing of elections. - However, in these
regressions ELX has the right sign and is statistically significant at
the 107% confidence level. These results are available upon request.

In column (5), vwe investigate an interaction term of the electoral
variable with the lagged deficit (termed DBYLELE), with the view that |
the speed of adjusting to an inherited level of the deficit, d(bit-1)
might be lower in election years. When we introduce the interaction
variable DBYLELE in column (5), we find that the sign is the expected
positive one (deficits are more persistent in election years, i.e. the
fiscal adjustment to past deficits is slower during election periods)
but it is only borderline significant (the t-statistic is equal to
1.55). |

To sum up, the above evidence suggests that, after controllihg‘for9 
the economic determinants of budget deficits, political factors
significantly account for the fiscal policies of a large set of OECD
countries: budget deficits are larger in elections years and in

countries characterized by weak, short-duration multi-party coalition

governments. 24

6. A Comparison of Alternative Fiscal Rules: The Trade Off Between Tax
Smoothing Discretion and Balanced wBudget Bules in the Presence of
Politically lotizated Fiscal Deficits.

In the pre?ious sections, we have shown' that a number of EC
countries appear to be following unsustainable fiscél policies and that ;
political factors might explain part of this bias toward budggt

deficits. Given the evidence on political biases in fiscal policy, what
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are the potential benefits and costs of rigid fiscal rules such as the
iﬁpoéitibn' of a balanced budged rule for the EC countries? In
particular, how would the benefits of a binding balanced bﬁdget rule (in
terms of eliminating the political>hias”of'discretidnary fiscal policy
choices) compare with the costs of not alloving téxhsmoothing fiscal
deficits in the presence of transitory output and spending shocks ?

" In this section, we will compare alternative fiscal rules by
presenting some préliminary résuitsqof an analysis (Corsetti and Roubini
(1991b)) that extends the model by Alesina and Tabellini (1990) to the
case of productivity shocks; thus providing a rationale for
tax—smoothing-motivated fiscal deficits (see Appendix I). In the model
of Alesina and Tabellini (1990), agents have preferences over different
types of public goods and the parties representing them alternate in
pover according to given reelection probabilities. In the discretionary
political equilibrium, there will be a fiscal deficit bias: the
government in power will spend only on the good preferred by the agent
it represents and will run a budget deficit even if it would be socially
optimal to have a balanced budget in every period. The current
government will use the level of public debt strategically, in order to
tie the hands of successive govermments with different preferences for
fiscal spending. The greater the probability of not being reelected and
the greater the degree of political/ideological polarization (the
difference in preferences over public goods) of the two parties, the
larger the budget deficit will be. In the above setup, the first best
policy followed by a benevolent social planner would be to spend in

'every period on both types of public‘goods and run a balanced budget in

every period.v
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Since Alesina and Tabellini (1990) do not introduce stochastic
shocks to productivity, a balanced budget is optimal in every period. 25
Suppdse nov that the productivity of labor is subject to shocks; how
would the behaviour of a benevolent social planner differ? Optimal
taxation principles suggest that, as long as agents’ utility is
separable in consumption and leisure and the supply elasticity of labor
is constant, a benevolent planner will follow a tax smoothing rule with

uniform tax rates over time. As in Barro (1979), transitory negaifive
| productivity shocks will lead to budget deficits and a buildup of public
debt that will be repaid in periods of transitory positive‘prOductivity
shocks. Therefore, in the preéence of productivity shocks, the first
best policy rule followed by a social planner would be one of a fully
state contingent fiscal rule that allows tax-smoothing fiscal dgficits
and surpluses rather than a balanced budget.

The imposition of a rigid and binding balanced-budget rule in this
framevork lowers welfare: a transitory negative output shock wili lead
to a revenue loss at unchanged tax rates; the increase.in tax rates
required to balance the budget will distort the intertemporal labqr and
consumption decision of the agents and lead to a welfare loss. This
loss will be increasing in the size of the transitory shock (or its
variance in a stochastic setup). Compared to a .discretionary politicalv
equilibrium, however, a binding balanced budget rule will avoid the
political bias towards budget deficits that would occur in a
discretionary political equilibrium where parties use the deficits for
strategic purposes. ”

While fiscal policy discretion leads to a deficit bias,.it also has

some advantages. In particular, it allows the government in power to
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smooth tax rates in the presence of real tramsitory shocks, something
that is ruled out by the halanced budget rule.. A welfare comparison
between the discretionary political equilibrium and a rigid balanced
budget rule would therefore not deliver unambiguous rankings: depending
on the size of the produc'tivity shock relative to thewpolitical biases
in the system, a balanced budget rule (that avoids politically biased
deficits) might be superior or inferior to a discretionary political
equilibrium (that allows tax smoothing deficits).

A fully contingent tax-smoothing rule implemented by a benevolent
social plamnner would support a first best allocation, dominating both a
discretionary political equilibrium and the balanced budget rule. If
there is no social planner and political parties alternate in power
stochastically, this first best equilibrium might be sustained by a
reputational mechanism only under quite unrealistic conditions. In
fact, the real disturbance to labor productivity is usually not observed
with certainty by agents: output is measured with delay and errors;
moreover, it is often hard to assess whether the shock is tramsitory, in
which case a fiscal imbalance is appropriate or whether the shock is
permanent, in which case a real tax adjustment is required. Uncertainty
about the size and nature of the shock implies that the incumbent
government has a strong incentive to cheat: to announce that ne‘gative
output shocks are large and transitory in order to run large deficits.
Therefore the first best cooperative equilibrium might not be
enforceable in a political equilibrium when the realization of the shock
is subject to observational errors and potential cheating on the part of

the ruling governments.

Given that a first best, fully state contingent fiscal rule is
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impractical, a second best "fiscal rule with an escape clause" (a
flexible rule) should be considered. Such a rule would impose a fiscal
balance whenever the real shock is below a certain threshold level and
allow for tax—smoothing fiscal deficits if the tramsitory disturbance is
large enough. 1In other terms, under this rule only large recessions
will trigger budget deficits while minor movements in economic activity
would be matched by tax adjustments that maintain a budget balance.
. Such a rule with an escape clause might be superior both to a rigid
balanced budget rule which does not allov tax smoothing and to a
discretionary political equilibrium that results in excessive budget
deficits; moreover, compared with a fully state contingent rule, the
rule with an escape clause could be easier to monitor and enforce.

The discussion above regarding altern#tive fiscal rules leaves open
a serious issue. Regardless of whether a balanced budget rule or a
- flexible rule vith escape clauses is jointly chosen by the EC countries,
vhat is the enforcement mechanism that will guarantee that this rule is
actually implemented ? Aré reputational forces enough to support such
cooperative rules in a democratic imstitutional framework where
different governments and parties alternate in pover ? Alternatively,
is it necessary that an external agent (the EC or one of its organs such
as the Commission) be given the surveillance authority to monitor the
implementation of these rules ? Moreover, would such external
monitoring by the EC be enough or are explicit sanctions against
‘fiscally devianth.countriee necessary to ‘enfdrqe fiscal discipline ?
Finally, should the threat of sanctions go as far as making the
participation of a member . country to the third ‘stage‘ of the EMU

conditional on the attainment of fiscal balance ? 26
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Game theory suggests that, in some circumstances, reputational
forces might be enough to sustain a cooperative rule: if discount rates
are not tob large, if the benefits of  cooperation are large and the
additional short term benefits of cheating small, the above fiscal rules
could be sustainable without the need for an external agent such as the
EC to enforce them.

In reality the presence of systematic and unavoidable uncertainty
is likely to weaken seriously these reputational forces27?:

1. As discussed above, output shocks might be observed with delay
and measurement errors.

2. There might be legitimate disagreements about the tranmsitory or
permanent nature of output and spending disturbances.

3. The distinction between current and capital expenditure (that is
important for any rule regarding the current fiscal balance) or the size
of the future liabilities of the public sector (as in the case of the
liabilities of the social security system) is similarly subject to
ambiguities.

4. As the U.S. experience with Gramm—Rudman targets shows, rigid
fiscal targets can be circumvented by putting off-budget certain
spending items (see for example the S&L bail-out and the FDIC
refinancing cases).

5. Any general rule is by definition an incomplete contract that
cannot cover the myriad of unanticipated contingenéies that might occur
in reality.

In the presence of such a systematic uncertainty, the reputational
mechanisms for a fiscal discipline break down and institutions become

necessary to monitor agreements, interpret rules, adjudicate

Qo EEAR T
N AR N A e St A e e WA L




38

controversies, and enforce the agreed rules through sanctions against
deviant agents. 28

In this sense, the EC (or one of its organs such as the Commission)
can play the enforcément role, providing external surveillance and
monitoring of the fiscal balances of the member countries. The constant
monitoring will strengthen the domestic incentives -for fiscal
discipline. However, such a surveillance would be tooth-less without
the presence of explicit sanctions aimed at punishing deviant countries.

In this regard, the argument made against strong sanctions, i.e.
that the discipline of the market will be enough to prompt fiscal
discipline on the deviant countries, seems based more on wishful
thinking than on an assessment of the incentives faced by the member
countries. The market discipline in the form of high interest rates has

not prevented members of the EC to continue unsustainable fiscal

policies throughout the 1980s.

7. Concluding Remarks: An Evaluation of the EC Fiscal Guidelines.

In this paper we argued that a number of EC countries appear to be
following unsustainable fiscal policies and that the divergence of
fiscal policies in the EC might not be compatible in the long run with
the process of monetary unification. Ve argued that these "excessive"
fiscal deficits appear to be partly explained by political factors and
that this "deficit bias" might be corrected by fiscal rules monitored
and enforced by*the EC. '

In the presence of political biases towards deficits, we compared
alternative fiscal rules. Binding balanced budget fiscal rules, while

avoiding the political biases of discretionary fiscal policy-making,




39

have serious disadvantages in thaﬁ they do not allov for beneficial
tax—smoothing in the presence of tramsitory output shocks (recessions).
Flexible rules that set balanced budget targets for normal cyclical
conditions and allow deficit financing in the case of recessions appear
to be superior both to rigid balanced budget rules and to "deficit
biased" discretionary (political) equilibria. However, we argued that
these rules are not likely to be supported by reputational mechanisms or
market discipline alone. Rather, they should be supported by a system
of clear and effective sanctions against deviant countries administered
by the EC.

How do the fiscal guidelines recently proposed by the EC match with
the flexible rule cum—effective-sanctions recommended in this paper 7
The fiscal guidelines recommended by the Monetary Committee (a debt to
GDP ratio below 60% and an overall fiscal deficit below 3% of GDP)
appear to be very rigid and do not seem to be realistic. WVhile the debt
to GDP guideline is obviously unrealistic, at least in the short term,
for many EC countries, the 3% deficit guideline makes even less sense.

In fact, this guideline refers to the nominal cum interest overall
(current and capital) fiscal balance of the government. This does not
appear to be a desirable fiscal target. First, a large component of
interest payments in several EC countries represehts a pure nominal than
real interest burden; therefore, a fiscal guideline based on nominal cum
interest deficits does not make sense as long as inflation rates among
the EC countries are not yet equalized. Second, the component of
interest payments that is real represents a very different fiscal burden
for high debt versus low debt countries: even assuming equal real

interest rates across the EC, this burden is twice as large for a
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country with debt to GDP ratio of'IOOtHrelative to one with a 50% ratio.
Therefore, the EC guideline requires a much heavier fiscal adjustment
for countries with a large inherited public debt. Third, no
consideration is given to the fact that the debt to GDP stabilizing
budget balance is very different for countries with different real
output growth rates. Fourth, the guideline does not correct for the

cyclical component of fiscal deficits, i.e. does not leave any'rbom for

the tax-smoothing fiscal deficits %suggested by the flexible rules

diécussed above. Finally, since the guideline includes both the current
and capital account, it would foﬁce the member countries to run
substantial primary surpluses (in tﬁe order of 5% of GDP for a highly
indebted country such as Italy). -

The realization that the presenﬁ guidelines are unrealistic has led
the EC countries to agree that they should be interpreted in a
"political" way and that strong satﬁctions should be avoided. Such a
"political" flexibility is, howevdr,- quite murky and far from the
clearly defined flexible rules advocated above. Such rules suggest the
use of targets for the primary baiances rather than for the overall

balances, they explicitly allow for clearly defined tax-smoothing

~deficits in case of recessions and would be enforced by a clear set of

credible sanctions. Instead, the EC appears to have opted for

unrealistic targets based on nominal, non-cyclically-adjusted, overall

deficits only to allow for an ex—pbst "polit;cal" flexible evaluation
supported by so;t and ineffective sﬂnctions.

- The decision to follow a poliﬁical criterion in the evaluation of
the fiscal guidelines is clearly m&tivated by the concern that a rigid

application of fiscal rules would result in a "two-speed" process of
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monetary unification. The concern of the French and of the Commission
is that a "two-speed" EMU, that would leave out Italy because of its
fiscal imbalances, would be sefionsly flaved. In fact, the exclusion of
Italy and the likely refusal of the United Kingdom to- join a fully
unified monetary union would imply that the EMU would turn out to be
only "Deutsche Mark Area" enlarged to France. This political concern
about the consequences of a "two—s.peed" EMU, however, might imply that
fiscally divergent countries like Italy might face veakened incentives
to correct their fiscal balances.

In conclusion, the political concerns about the negative
consequences of a "two-speed” EMU, that would exelude countries like |
Italy because of their deviant fiscal behaviour, seems to explain the
hybrid system of rigid but unrealistic fiscal guidelines backed by weak

enforcement mechanisms and soft sanctions that appears to have been

adopted by the EC.
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Appendix I

This appendix sketches the model underlying the discussion in
section 6. Consider a small open economy populated by N individuals
with different preferences over two types of public goods, g and f,

each maximizing
(A1) o' = U(cg) + V(xy) + o H(gy) + (1-a')H(fy) +

&+ [U(ey) + V(x)) + o H(g)) + (1-a')H(,)]

subject to
*
(A2) ¢ = (1—x0+e)(1—10) - by + b

¢y = (1-x;-Re) (1-r,) + R(b, - by)

vhere, for period 0 and 1, C is consumption, x is leisure, g and f are
levels of spending on the two types of public goods, ai is a parameter
characterizing individual-specific preferences for good g, 7 is a tax on
labor income, b and b* are public domestic debt and private foreign
debt, respectively. R is the world interest rate, U(.), V(.) and H(.)
are concave functions. The endowment is higher in period 0 by ¢ and
lover in period 1 by Re, so that the present ‘value of these two
components is zero in present value from a social point of view. In

other words, the resource constraint for this economy is
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(A3) . cotBytEy * —]1‘— (c1+g1+f1)»‘= (1-x4) + —%— (1-x4)

vhere ve have assumed that the private and the public goods are produced
with the same techmology. A social welfare function ca.n_be built by

specifying a set of exogex{onsly given, non-negative velfare veights o
N N . :
~ with ¥ wi=1'., such that ¢=X uiyl. Thus, the social planner problem will

i,

_b'éft-_ha._t of 'maximiiing ¢ Subject to the first order conditions for
“problem (AI)Q(A2) and the resource constraint (A3). Conditional on the

specifications of the welfare wveights w., the solution to this problem

i’
~will lead us to a traditional tax-smoothing result, where borrowing will
offset a non-smooth income profile. |

’_l‘_hé coxistruction of a political equilibrium follows Alesina and
Tabellini (1990) in assuming that there exist a party in power which
does not derive‘ utility from spending on f and faces an exogenously

given probability of re-election. By the same token, the second party

“does not derive utility from g. The party in office will maximize
(M) By {U(co)+V(xp)+a" H(gg) + — [U(c,)+V(x,)+Pa’ H(g,)]}

once again, subject to the FOC’s for problem (A1)-(A2) and the resource
constraint for the economy. For the sake of simplicity, suppose that
the probability of re-election, P, is zero. VWhile in power, the party
will have an incentive to increase the amount of resources spent on the
public good g. Given the intertemporal budget constraint, debt
accumulated in the first period will be re-paid in the future, thus

reducing spending on the public good f. Nonectheless, in the presence of
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a temporary shock, the party in power will also have an incentive to
smooth tax revenue, thus borrowing instead of changing tax rates. Total
deficit will therefore be affected by -two .components: one reflecting the
political bias, the other reflecting - tax—smoothing. This second
component motivates an argument in favor of discretionary fiscal policy.
A balanced-budget rule would add a constraint to the above probler
in the form: b=0. From a social point of‘viev, overspending on g wil
be avoided. However, it will now be impossible to smooth tax rates, &

in the case of the social planner.
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Het debt is equal to gross debt minus the financial ‘assefs of the goverrment. The debt figures -
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The “overall® inflation-adjusted, seigniorsge-sdjusted deficit
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Tabl%

Testing for Solvéncy of the Publlc Sector in EC Countries:

Test Results for the Series bf Dlscounted General Government

Net Interest-Bearing L1ab111ﬁ1es

Z(a3) Z(tas) Z(¢2) Z(¢3)
Belgium <90 <90 >99 <90
France <90 <90 <90 <90
Germany <90 <90 <90 <90
Italy <90 <90 >99 >99
United Kingdom <90 <90 <90 . <90
Denmark <90 <90 <90 <90
Greece <90 <90 >99 ‘>99
Ireland 1<90 <90  >99  >99
Netherlands <90 <90 <90 <90
Spain 90 <90 <90 <90

Regression Model:

- Null hypotheses:

Hy: a = 1 for Z(a) and Z(ta)
Hy: a =1 and f=0and p = ? f
Ho:a=1 and f = 0 and 4 =

of

or Z(®
or Z{(®,)

Yy = #g+ A(t- g) + gy, g + 3

50
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Panel Data Regression of Deficit with Polmcal Variables

Dependent Variable: DBY

51

Equation Equation Equation ‘Equation Equation
Regressors; (1) s 3) @ (5)
Constant -0.002 -0.006 -0.007 -0.004 -0.0037 -

(-1.19) (-2.73) (-3.28) -1.97) (-1.98)
DBYL 0.74 0.71 0.72 0.74 0.70
: (17.0) (16.0) (16.2) 17.2) (14.0)
DUB 0.23 0.18 0.19 0.24 0.24
(2.98) (2.32) Q.51) 3.15) G.17)
DRB . 0.56 0.61 0.56 0.51 0.50
(2.66) @.91) @) (2.46) (2.38)
DGR -0.47 -0.45 0.46 -0.48 0.47
(-8.49) (-8.31) (-8.50) (-8.69) (-8.49)
DUJAP* 1.82 2.75 2.62 1.76 1.70
(1.46) (2.16) .07 .(1.42) (1.38)
ELE .. _ '_ e 00065~ o i 00072_. 00063 o
POL - 0.0042 0.0039 - -
Q.17 Q.57
DBYLELE — - - - 0.13
(1.55)
R? 0.65 0.66 0.67 0.66 0.66
‘t-statistics in parentheses

* The regressor DUJAP is a country specific dummy for DUB for Japan. This is the only country for

which-a country specific effect was found in the data:

its positive estimate implies that an increase in

Japanese unemployment has a much stronger effect on budget deficits than in any other countries. The
results, however, do not depend in any way. on the inclusion of this variable.
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" Some of the recent contributions to the debate on fiscal convergence and EMU include
Buiter and Kietzer (1990), AB.ovenberg, et al. (1990), Giovannini and Spaventa (1991),
Glick and Hutchison (‘1990), Padoa Schioppa (1990), V;n der Ploeg (1990) and Wyplosz
-~ (1990). | |

2 For an detailed overview of this debate, see Woolley (1991).

3 Of course, deficits might be optimal also for many other reasons that are not
tax—smoothing related (see Buiter and Kletzer (1991) on this). In this paper, however,

we will concentrate on tax smoothing arguments in favor of fiscal imbalances.

4 A second class of arguments suggesting the benefits of fiscal coordination and/or fiscal
discipline rules is based on “economic" rather than "political" externalities. Since
government spending and fiscal deficits might spillover on other countries, discretionary
fiscal policy might lead to “excessive" fiscal spending and/or deficits. ~We agree ’with_
Buiter and Kletser (1991) and Giovannini and Spaventa (1991) that too much attention ‘
has been given in the litcratﬁre to these arguments suggesting the need for fiscal
coordination.on the basis of the economic externalities and international spillovers of noh
cooperative fiscal policies. We believe that a much stronger case for fiscal discipline can
be made by considering that excessive deficits caused !':y political ana atructﬁral biases

might threaten the stability of the monetary union in the long run.

$ The natuiei of these ﬁegative effects is varied but one of the main concerns of a

number of EC countries is that an unsustainable fiscal policy by a member couniry
leading to a fiscal crisis will force the others to a fiscal "bail-out" of the deviant
country. Alteny;tively, a fiscal and financial crisis in" one EC country could quickly
spread to other countries and force the future EuroFed to inject excessive liquidity in the
EC area and therefore create monetary and price instability. Germany has been especially

J .
concerned about this bail-out risk and introduced language in its draft of the treaty
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stressing that the Community has no obligation to bail out the member states. However,
many observers are concerned that,. regardless of formal or inf¢'>rmal statements about a
“no bail-out" rule, the Community would be bard pressed to intervene and support a
member ecountry in case excessive deficits would lead to a finandlal crisis and a risk of

default.

8 The parameter € is chosen in such a way as to make the process consistent with the
desired long run value of d. In other words, the value of € is found by solving the
dynamic equation of the debt to gdp ratio for the steady state,

def = l—-fr |
and .pos'ing def=.03. For example, setting §=.8 will make € equal to .006.

7 In this simulation, we correct the debt figure to take into account that gross debt

includes liabilities towards the Central Bank.

8 The stability of the data generating process describing the series is really the key point
in the construction of this class of tests. In our empirical analysis, the stability of the
DGP will be taken as a maintained assumptions (for a discussion of the conceptual as
well as technical aspects of this issues, see Corseiti and Roubini 1991) . Weber carries
oﬁt similar econometric work including an endogenous procedure to test for within sample
structural breaks. For example, he shows that the series .of net debt in Belgium does

exhibit a break, so that there is no evidence of insolvency for this country.

9 Since non-stationarity per se rules out (3.1) fof a non-zero debt, other contributions
to the literature consider it sufficient to rule out the hypothesis of solvency regardless of
the presence of a deterministic components in the DGP (Wilcox 1989, Buiter and Patel
1990). However, this approach magnifies the power—related problems in the actual
implementation of the test..: In fact, given a small .samplc size, available tests for

non—stationarity tend to accept the null hypothesis of a unit root too often.
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10 In the case of Portugal, the published time series for the stock of public debt is not
long enough to permit us to test for solvency of the public sector.

11 Net investment refers to gener"al government gross capital formation minus depreciation.
12 See also Corsetti (1991).

13 It can also be observed that the results obtained in this section are broadly consistent
with those obtained by using alterantive -indicators of fiscal sustainability such as those
used by Blanchard (1990) and Giovannini and Spaventa (1991).

14 See Buchanan, Rowley and Tollison (1986) for a recent synthesis of this approach.

15 See Persson and Svensson (1989) for a model with similar implications.

18 In Cukierman and Meltser (1987), different governments are characterized by differing
abilities to forecast. In Rogoff and Sibert .(1989) and Rogoff (1990) “competency" 'is
referred to as the government's efficiency in reducing “waste" in ‘the budget process. That

is, more competent governments can produce more public goods for given fiscal revenues.

17 To be precise, in Rogoff and Sibert (1988) the budget is always' ‘balanced, in the sense

that the difference between spending and taxes is covered by seignorage.

18 The results in this section partly draw on Roubini and Sachs (1989a) and Alesina,
Cohen and Roubini (1991a) who present a more systematic analysis of the- political
deteruﬁnanta of budget deficits. Other recent empirical tests of political factors in fiscal
policy making include -Roubini and Sachs (1989b), Roubini (1991), Cukierman, Edwards -
and Tabellini (1991), Alesina, Cohen and Roubini (1991b) and Grilli Masciandaro and
Tabellini (1991). |

19 The sise of the sample in this section is limited by the availability of consistent OEC
data on public debt (see Roubini and Sachs (1989)). The countries (and sample periods)
included are as follows: Austtia (1970-1985), Belgium (1960—1985), Canada (1961—_1985),
Denmark (1971-1985), France (1960;1985), Finland (1970-1985), Germany (1960—1985),

Italy (1964-1985), the Netherlands (1970-1985), Norway (1970—1985), Sweden (1970-1985),
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the United Kingdom (1960—1985), the United States (1960—1985).

20 This variable is included to capture the

example, after 1979 the increase in world

-

raised most governments’ costs of debt servicing.

effects of real interest rates shocks. For

interest rates, significantly and unexpectedly

One useful measure of the budgetary

costs of higher interest rates is given by tAe debt to GDP ratio multiplie_d by the change

in the differential between real interest rateL and growth rates,

2 It magnitude éuggests that each 1 percentage point slowdown in GDP growth initially

raises the budget deficit relative to GDP
slowdown in growth was on the order of

was a growth of the budget deficit relative

22 The index is constructed as follows.

by 0.45 percentage points. Since the average
3 percentage points, the impact of this effect

to GDP by more than 1 percent of GDP.

It takes values: 0 in a one—party majority

parliamentary government; or a presidential government, with the same party in the

majority in the executive and legislativ

government with 2 ‘coalition partners; or

e branches; 1 in a coalition parliamentary

in a presidential government, with different

parties in control of the executive and legislative branches; 2 in a coalition parliamentary

government with 3 or more coalition partn
Details on the construction of the index

Roubini and Sachs (1989a).

23 The magnitude of the coefficient on the

ers; 3 in a minority parliamentary government.

for each particular country can be found in

POL variable, 0.004, signifies that the

difference, ceteris paribus, between a majority government and a minority government

(p = 0 versus p 3), is 0.012, or 1.2

year.

24 Alesina, Cohen and Roubini (1991a, -

. electoral effects. on budéet deficits.

25 In the conclusions to the paper, Alesina

percentage points of added budget deficit per

1991b) present a more systematic analysis of

and Tabellini (1990) outline the implications
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of their model for the case of output shocks.

26 This "no entry clause" (unless fiscally sound) has been suggested by Giovannini and

Spaventa (1991) as a fiscal discipline incentive.
27 On this point see the .discussion in Weingast and Garrett (1991).

38 Weingast and Gatrett (1991) and Milgrotn, North and Weingast (1990) stress this

important role of institutions as a means to enforce cooperation.



