OECD Economics Department Working Papers No. 466

|s there a Case
for Sophisticated Balanced- Antonio Fatas
Budget Rules?

https://dx.doi.org/10.1787/604620771056

&) OECD


https://dx.doi.org/10.1787/604620771056

o N
o N

cm
=5
B <
= X
8%
8
g
&

Unclassified ECO/WK P(2005)53

Organisation de Coopération et de Dével oppement Economiques
Organisation for Economic Co-operation and Devel opment 12-Dec-2005

English text only
ECONOMICSDEPARTMENT

ISTHERE A CASE FOR SOPHISTICATED BALANCED-BUDGET RULES?

ECONOMICSDEPARTMENT WORKING PAPERS No. 466

by
Antonio Fatas

All Economics Department Working Papers are available through OECD's Internet Web site at
www.oecd.org/eco

AJuo 1¥21 ys1|bug

JT00195886

Document complet disponible sur OLISdans son format d'origine
Complete document availableon OLISin itsoriginal format




ECO/WK P(2005)53

TABLE OF CONTENTS
ABSTRACT/RESUNME ..ottt sttt sttt ste et e te e seeseesessesseste s eneeseeseesessessessenaensenseneeneas 3
1. 1100 [ Tox A o] o PP SS 4
2. The debate on fiscal POlICY CONSIFAINES .......ccueiiiiieieceee e et 5
2.1 Why constrain fiSCal POHICY 2....ccviiuiieeieceece sttt sre e sre s 5
@) VOlalilETISCal POIICY .evieieeieeeiee et 5
D)  Procyclical fiSCal POIICY ......c.uiterieieieiee et 6
c) Excessive deficits and unsustainable budgetary plans...........cccooeviiieieieccece e 6
d) Intergenerational UNfairMESS/INEQUITY........ciiiirieriirieieiei st 6
2.2 Why do we care about thESE DIGSES?........cc.oiiiecee s 6
2.3 How can fiscal policy biases be avoided?.........ccoov e 7
a) Theneed to establish tranSPArENt GOAIS........ceceeiiiiiieie et e sreere 7
b) Thetrade-off between flexibility and diSCIPliNe.........ccooveiiiiiiiiiee e 8
C) RUIESNEEd O DE ENFOICEA. ... ....ee et ne e e ers 8
24 Explicit versus impliCit CONSITAINES........cccceiiiieie et 9
3. Excluding investment from fiscal poliCy CONSITAINES ..........ccurerererereieeeee e 10
31 The performance of a“golden FUIE" ..o 10
3.2 The benefits Of a“golaEN TUIE" .......ceieeeeee e e e 10
33 SOME iMPIEMENLELION ISSUES.......c.eeueeueeieeieriestest ettt e e ese bbb e sn e e ens 13
a)  How should therule De eXpreSSad?. ... 13
b)  Can depreciation be properly measured? How do we estimate the returns on investment? What
COUNLS 8S PUDIIC INVESIMENT?. ... .ottt st st e st e e e e sbesbeebesreeneesreereene e 14
c) Canit bean open door to Creative aCCOUNTINGT ........coeorereirereriesiesreseee et 14
4. (00010 11 o 0SSOSR 14
REFERENCES ..ottt sttt st a et et se b e bt st e st et et e e e st e Renbeebenbeneenbe e e e enenneas 17



ECO/WK P(2005)53

ABSTRACT/RESUME

Isthere acasefor sophisticated balanced-budget rules?

This paper reviews the arguments in favor of excluding investment from fiscal policy constraints (the
adoption of a“golden rule”). The paper starts by reviewing the goals and motivations of fiscal policy rules.
From this analysis, it is clear that answering the question of whether investment should be excluded from
those constraints can only be done once the goals and logic of those congraints are made clear. The
strongest arguments in favor of a “golden rule” are those of transparency and intergenerational fairness.
Other arguments, such as the possibility that public investment pays for itself, do not receive strong
empirical support. The paper concludes that for a policy rule to be sustainable and have enough political
and public support, it is necessary to have a proper, transparent and, therefore, different accounting
treatment for investment. Whether this implies that investment should be completely excluded from fiscal
policy constraints is left as an open question.

JEL classification: E32, H30
Keywords: fiscal policy, fiscal rules, business cycles

*kkk*k

Lesarguments en faveur derégles sophistiquées d’ équilibre budgétair es sont-ils |égitimes?

Cet aticle analyse les arguments en faveur de I'exclusion de l'investissement des contraintes de
politique budgétaire (adoption d'une « régle d’or »). Il commence par passer en revue les buts et les
motivations des régles de politique budgétaire. Il en ressort gu'avant de pouvoir répondre a la question de
savoir s oui ou non l'investissement doit étre exclu de ces contraintes, il est essentiel que les buts et la
logique qui les sous-tendent soient clairement énoncés. Les arguments les plus solides en faveur d'une
"regle d'or" sont ceux de la transparence et de |'équité transgénérationnelle. D'autres arguments, tels que le
fait que I'investissement sautofinancerait, ne regoivent pas beaucoup de validation empirique. L’ auteur en
conclut que pour qu'une régle budgétaire soit soutenable et recoive suffisasmment de soutien des acteurs
politiques et de la population, il est nécessaire que I'investissement fasse I'objet d'un traitement comptable
spécifique, transparent et par conséquent différent. La question de savoir si cela implique que
I'investissement soit complétement exclu des contraintes de politique budgétaire reste une question ouverte.

JEL codes: E32, H30
Mots clés : Palitique budgétaire, regles budgétaires, cycles économiques
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ISTHERE A CASE FOR SOPHISTICATED BALANCED-BUDGET RULES?

Antonio Fatas

1. Introduction

1 The recent behaviour of governments in many countries around the world to control budget
balances has led to a renewed interest by policy makers and academics in fiscal policy constraints. In the
case of the United States, a surplus that vanished into one of the largest post-war deficits has added
arguments to a long-standing debate on constraining fiscal policy; a debate that in the past has been
focused around the proposals for a balanced budget amendment. Among developing countries, the debate
is not new either. The poor management of fiscal policy in these countries has been responsible for
increased volatility on their business cycles and recurrent crises. At the same time, the discipline imposed
on fiscal policy by consolidation plans has left some of these countries with an important infrastructure
gap, one that is partially responsible for their bad growth performance.

2. In Europe, the debate on the role of fiscal discipline has become particularly intense on the issue
of how appropriate the rules contained in the Stability and Growth Pact are. While there might be benefits
to constraining fiscal palicy, there is growing concern that the costs in terms of lack of flexibility or in
terms of negative consequences on long-term growth are too large. While constraints on fiscal policy are
also present in other countries, most of the academic and policy debate on constraints has remained
focused on the EMU experience and the very strict framework of fiscal discipline by the member countries
of the euro area. This framework, based on numerical limits to budget deficits, has been heavily criticised
for being too simple, lacking a proper economic logic and imposing significant costs on the performance of
these countries. This debate has led to a variety of proposals to reform and change the current rules of the
Stability and Growth Pact. Many of the proposals to improve the current system consist of making these
rules more sophisticated.

3. There are severa dimensions aong which the current rules can be modified: giving proper
weight to the debt-to-GDP ratio; taking better account of cyclical conditions; taking into consideration
differences in growth rates or initial conditions and, finaly, leaving investment outside of the budget,
because of the long-term nature of this expenditure. This last proposal is not new, as it relates to the
accounting principle that capital expenditures need to be kept outside of the current budget calculations, as
in Musgrave (1939) and as practised by several US states in the form of capital budgeting.

1 This paper was prepared for a seminar on fiscal rules which took place at the OECD Headquarters on
12 October, 2005. The author is a professor of Economics at INSEAD in Fontainebleau. He would like to
thank Robert Price and Ilian Mihov for helpful comments and suggestions. He also wishes to acknowledge
the secretarial help from Paula Simonin, Sandra Raymond and Veronica Humi. The views expressed in the
paper are those of the author and do not necessarily coincide with those of the Economics Department of
the OECD.
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4. This paper reviews the arguments about the need to make budget rules and constraints more
sophisticated by having a differential treatment for investment. The paper starts by justifying the need for
fiscal policy rules. There is by no means a consensus around this proposition and that is why clarity is
needed before moving to the central question of why sophisticated rules make sense. The second part of
the paper discusses in detail the costs and benefits, as well as implementation issues of separating
investment from standard budget constraints.

2. The debate on fiscal policy constraints

5. The debate on the costs and benefits of fiscal policy rules is a complex one, as it deals with a
variety of economic issues for which there is no clear consensus. There are at least two levels of the
discussion where there is disagreement and often a lack of clarity in the debate. The first relates to what
constitutes good (or bad) fiscal policy. Once this is defined, the debate can move to the second issue of
how to build fiscal policy rules that are optimal. Normally this is expressed, first, by highlighting
deviations from optimality or, in other words, characterising bad fiscal policy (or what can be referred to as
the bias of fiscal policy) and then analysing how different rules or institutional settings affect fiscal policy
outcomes. What matters is the extent to which they correct those biases and whether they do so at a
minimum cost. For example, strict balanced budget rules are very effective in controlling the level of
indebtedness of governments, but they impose large costs in terms of lack of flexibility when it comes to
dealing with business cycle fluctuations. In the next sections we review the main arguments and evidence
regarding each of these two issues before we look at the proposals for making simple rules more
sophisticated.

21 Why constrain fiscal policy?

6. While there seems to be a growing consensus that, if left alone, policy makers will make fiscal
policy decisions far from their optimal level, there is no clear agreement on what constitutes poor fiscal
policy management and, more importantly, what its costs are. There are several biases that have been
identified in the literature.

a) Volatile fiscal policy

7. Discretionary changes in fiscal policy have an effect on macroeconomic outcomes and, as a
result, bring undesirable volatility to the economy. Examples of discretionary fiscal policy can be changes
in taxes or spending around election times (either for re-election purposes or because of ideologica
changes in the government). They can also be the result of other political events that lead to a demand for
different levels of government spending or taxation (e.g. the increase in government spending around the
process of German unification). Furthermore, such changes can occur because, as Stokey (2002) argues,
not al governments are “as benevolent and clever as a Ramsey government”. Incompetent or greedy
politicians can generate substantial volatility in fiscal policy instruments.

8. The empirical evidence on discretionary fiscal policy leads to two main conclusions. First, there
are significant politically-motivated changes in fiscal policy. Using data for a large sample of countries,
recent works by Persson (2001) and Shi and Svensson (2001) present convincing evidence in favour of an
opportunistic political business cycle. Second, the macroeconomic effects associated with these changes
are large. Thereis also agrowing literature that has documented the effects of exogenous changes in fisca
policy (Blanchard and Perotti, 2002, Fatas and Mihov, 2001 Burnside et al. 1999, Mountford and Uhlig,
2002, Perotti, 2004 or Gali etal. 2002). This literature presents a dynamic analysis of the effects of
discretionary changes in fiscal policy on output, consumption or investment. The results are consistent in
displaying strong evidence that these discretionary changes have a non-trivia effect on business cycle
fluctuations.



ECO/WK P(2005)53

b) Procyclical fiscal policy

9. The second bias that can be harmful for the economy is procyclical fiscal policy. In response to
economic fluctuations, fiscal policy should be countercyclical, i.e. in order to smooth out fluctuations in
income, budget balances should increase in booms and decrease in recessions. There is evidence however,
that in many cases fiscal policy behaves in a procyclical manner as in good times spending increases in
excess of the increase in taxes. The reason is that politicians misinterpret cyclical increases in revenue as
structural; they may then cut tax rates or increase spending. Most Latin American economies, for example,
display procyclical fiscal policy as documented in Gavin and Perotti (1997) and explained in terms of the
voracity effect in Tornell and Lane (1999). The evidence for OECD and European economies is somewhat
mixed. While there is some evidence of procyclical behaviour, in most cases policy is either acyclical or
only dlightly countercyclical. Lane (2003) and Wyplosz (2002) present evidence on the cyclical properties
of fiscal policy for this group of countries and recently the European Commission in its anaysis of EU
members' budgetary plans has stressed the importance of avoiding procyclicality in fiscal policy.

C) Excessive deficits and unsustainable budgetary plans

10. The build up of public debt in most industrial countries after the mid-1970s and the difficulty of
some developing countries to contain government indebtedness, has led to a large literature on the bias
towards large deficits and excessive debt. Initially the focus was on the risk of monetisation of the debt.
Later, as more and more central banks became independent and as real interest rates increased in the 1980s,
the focus shifted to the issue of sustainability. This bias is a result of the fact that governments do not
internalise fully the cost of additional debt. Persson and Tabellini (2000) summarise some of the main
theoretical arguments of this literature. Most of these arguments are indeed related to the “dynamic
common-pool problem” where different groups (parties in a coalition, or spending ministers) decide on
part of public spending. This decentralised process often leads to excessive spending. Another reason for a
transitory accumulation of debt isthe postponement of fiscal adjustment after a cyclical downturn.

d) Intergenerational unfairness/inequity

11. There is a fourth cost of poor fiscal policy which is unrelated to macroeconomic outcomes. The
short horizons under which governments and politicians operate, and the fact those future generations
cannot participate in the political process, can result in excessive deficits in the present that build up public
debt and pass it on as a burden to future generations. It is necessary to stress that this bias is different from
the previous one. While both are associated with large deficits, the costs associated with the first are purely
macroeconomic while for this the bias can only be understood in the context of intergenerational equity.

22 Why do we care about these biases?

12. What are the macroeconomic effects of the four biases described above? The first two biases
(volatile and procyclical fiscal policy) can be seen as having similar macroeconomic conseguences. In both
cases governments set a fiscal stance that is not appropriate given the cyclical position of the economy. In
that sense, procyclical fiscal policy can be seen as an additional source of fluctuations in output because it
reduces the effectiveness of automatic stabilisers (as argued by Melitz, 2000 or Perry, 2003).

13. In the case of the third bias (excessive deficits) it can be argued that it might also lead to
additional volatility, even if it does so at a different horizon. There are two scenarios to be considered: the
accumulation of debt leads either to default or to alarge fiscal adjustment in order to return to a sustainable
path. In both cases we expect negative effects on economic volatility and the business cycle as a
consequence of the crisis or the large fiscal adjustment. Therefore, even if the notion of excessive deficits
is one that refers to long-term sustainability, in many cases the build up of excessive deficits leads to
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scenarios that can be a source of business cycle volatility. For alonger and more general discussion of the
welfare costs of excessive deficits see Fatas et al. (2003).

14. If we accept the ideathat the main cost of the first three biases is additional output volatility, how
large isthis cost? Does it Simply represent an increase in uncertainty or does this trand ate into longer-term
effects on output growth rates? Although the link between volatility and growth is easily found in the
policy literature (e.g. that volatility leads to lower growth, see Perry, 2002), the initial empirical evidence
was mixed. However, recent studies show that fiscal policy volatility trandates into lower growth (see
Fatés and Mihov, 2005).

15. Output volatility is not the only consequence of bad fiscal policy. This is very clear when it
comes to the last two biases, especialy intergenerational inequity. In this case, the costs are more subtle
and they have to do either with microeconomic distortions, such as lack of tax smoothing or simply with
fairness arguments. Measuring the size of these costs is much more difficult and can only be done with
complex intergenerational accounting methods.

23 How can fiscal policy biases be avoided?

16. There is plenty of empirica support for the existence of the four biases described above. Given
the large costs that they impaose on the economy, there has been a long literature trying to understand how
different ingtitutional settings can affect the behaviour of fiscal policy and reduce its biases. Thereis ample
evidence in the literature that the institutional setting in which fiscal policy operates does indeed affect its
behaviour. Whether we care about excessive deficits or about volatile fiscal policy, there is plenty of
evidence that political and budgetary processes and rules have an effect on fiscal policy outcomes. In
general, from an empirical point of view, most of the experiments we have seen are about imposing some
form of ingtitutional constraint on the budget or a component of the budget. These constraints do restrain
the behaviour of governments but they can also have undesirable side effects. In the trade-off between the
positive effects they have on budget outcomes and the costs they impose because of their restrictiveness,
there are severa optimality principles around which the literature seems to have found a consensus. In
summary, the following are the guidelines under which constraints and fiscal policy rules should be
designed.

a) The need to establish transparent goals

17. There is a need to make explicit the goal that the fiscal rules are designed to achieve. Following
our previous arguments, we can think of fiscal rules that address some or al of the biases that we have
identified. Is the main goal to ensure sustainability? Or is it to avoid procyclicality and additional
volatility? It is fair to say that most of the recent cases in which we have seen the adoption of afiscal rule,
this adoption tends to originate in the need to ensure credibility from a longer-term perspective and to limit
the possibility of default or, at least, the necessity of large fiscal adjustments in response to exploding debt.
For example, the Maastricht Treaty and the Stability and Growth Pact (SGP), which set strict numerical
limits on budget deficits and debt for member countries of EMU, justify these limits with the notion that to
safeguard the value and the credibility of the single currency and the European Central Bank, there is a
need to protect monetary policy from pressures coming from unsustainable debt paths. The notion of
procyclicality or even excess volatility of fiscal policy seems absent from both the Treaty and the Pact.

18. Despite the apparent clarity in the original goal, the recent debate on the reform of the SGP
shows that there is confusion about the final objective of this ingtitutional framework and, as a result,
different proposals are defended or criticised from different angles. For example, if one seeks a narrow
goal, such as enforcing long-term sustainability, limits on debt or deficits might be appropriate. But if the
godl is broadened to include elements of intergenerational fairness or tax smoothing, then numerical rules
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are unable to take care of circumstances that cannot be foreseen when the rule is established. Moving
forward with this debate requires clarity and transparency regarding the ultimate objectives of the fiscal
policy constraints.

b) The trade-off between flexibility and discipline

19. Even if the benefits of discipline are accepted, the lack of flexibility implied by strict fiscal rules
cannot be ignored. It is fair to say that most of the opponents of the adoption of fiscal rules base their
arguments on the assumption that restricting fiscal policy increases output volatility (see Levinson, 1998).
But the simplicity of rules can also lead to biases in the composition of government expenditures, causing a
relative increase in current expenditures relative to investment.?

20. Because of these arguments, recent proposals have emphasised the need to move away from
simple rules to “smart” and more complex ones aong two dimensions. First, there is a need to define
targets for budgets which are cyclically adjusted. Although this might be an obvious point, as a counter
example, it was not considered in the original Maastricht Treaty. Over time, and given the increasing sense
of failure of the system, the European Commission introduced flexibility in the way these balances were
computed and moved towards a systematic application of the concept of structural balancesin EMU. This
is the approach of the Chilean system that targets a 1 per cent structural surplus (as a ratio to GDP) and
therefore allows for balances to fluctuate during the cycle. While this is a fundamental issue, it is very
much of atechnical nature: how to measure the fiscal stance.

21. The second dimension where simple rules can be made more sophisticated deals with the
different nature of different components of the budget. As noted, there is a potential composition bias
associated with rules that only look at budget balances. If thisis the case, rules should not apply uniformly
to dl items in the budget. Most proposals along this line focus on investment and argue that it should be
treated differently, or simply excluded from the constraints. Of course, removing investment from the
budget can aso be supported by other arguments, such as intergenerationa fairness, which are independent
of the possibility of composition biases as a result of fiscal consolidations. Excluding investment from the
budget constraints is normally referred to as the “golden rule” and such exclusion is embedded, for
example, in the German constitution and in the current fiscal framework followed by the UK government.
A variant of this proposal has recently been put forward by Blanchard and Giavazzi (2004) in the context
of the SGP. An alternative, but related, approach is the Permanent Balance Rule proposed by Buiter and
Grafe (2002), which emphasises differences across countries in terms of initial conditions and tries to
move away from the arbitrariness of any numerical target.

C) Rules need to be enforced

22. For arule to be effective, it needs to be easily enforced. While thisis an obvious point it seemsto
be one of the biggest difficulties of the recent implementation of fiscal policy rules. What should be
stressed is that enforcement cannot be dissociated from some of the previous characteristics of what
constitutes an optimal rule. For example, a rule that is too rigid and not flexible enough might suffer
serious problems of enforceability. The bigger obstacles in terms of enforceability are political economy
arguments, combined with the fact that commitment to the rules is not perfect. In addition, enforceability
can aso be impaired by more technical problems about the ability to measure some of the parameters on
which theruleis based.

2. We will look at this argument in detail below.
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24 Explicit versusimplicit constraints

23. When designing a system of constraints on fiscal policy, the starting point tends to be that of
numerical rules on either the budget balance, or a subset of the budget balance. There are, however, other
ways of imposing constraints on governments that are not explicit but rather implicit, being based on
ingtitutional arrangements regarding the decision-making process. There is plenty of evidence that these
arrangements can be as effective as strict numerical rules. Empirical studies by von Hagen (1992),
von Hagen and Harden (1995), Alesina and Perotti (1996) von Hagen et al. (2002), and Fatas and Mihov
(2003), show that the design of budget processes (e.g. the relative power assigned to the Finance Minister
and the importance given to budgetary targets), or different degrees of political constraints (e.g. number of
veto points in the budgetary decisions) can have a significant impact on fiscal outcomes such as the budget
deficit, the success of fiscal consolidations and the volatility of discretionary changes in the budget. As a
result, we are seeing an increasing number of academic proposals that take this idea seriously and even a
small number of countries that have partialy implemented these solutions. For example, von Hagen and
Harden (1995), Eichengreen et al. (1999) or, more recently, Wyplosz (2002) or Fatas et al. (2003) all
propose the creation of independent committees or boards that ensure that fiscal policy is consistent with
the goals set by the political power.

24, Does an ingtitutional solution to the credibility problem of fiscal policy sound unrealistic? The
experience of monetary policy in the past decades shows that thisis not the case. The analysis of monetary
policy in the 1970s and 1980s showed that discretion in monetary policy leads to an inflation bias and to
unnecessary volatility. The outcome of this analysis was not arigid rule (such as a constant money growth
target) but an institutional reform that delegates monetary policy to an independent central bank that has no
reason to produce any bias in the conduct of monetary policy. Of course, there is a clear mandate (e.g. an
inflation target) but it is expressed as a medium-term goal (allowing for short-term flexibility) that could be
similar to a sustainability mandate expressed in terms of a debt-to-GDP ratio in the case of fiscal policy.
The experience of the past 20 years, in many countries, shows that such an ingtitutional arrangement can
impose discipline without eliminating flexibility.

25. Is an ingtitutional solution implementable when it comes to fiscal policy? Here one needs to be
careful of taking the parallel of monetary policy too far. There are many ways to introduce discipline in
fiscal policy through institutional arrangements that are very far from taking the power of decision away
from governments (as is the case with independent central banks and monetary policy). In most of the
empirical results that show that institutional and political constraints are effective in providing the
necessary fiscal policy discipline, this was not done by heavy institutional design but simply by the natural
constraints imposed by political and budgetary processes. Even in most of the proposals about the creation
of nationa fiscal policy boards, the role of these boards is not to control the policy instrument (budgets);
rather it is the exercise of control over the use of that instrument by governments that results in an effective
constraint on fiscal policy. For a detailed analysis of how this could be implemented we refer the reader to
Fatas et al. (2003). There are, dso, today many examples of institutional constraints on governments both
at the supranational and national level. We can think of the IMF or the European Commission playing a
strong monitoring role when it comes to national fiscal policy of the countries they oversee. While their
actions might not be as effective as one would like, their monitoring is likely having an effect on fiscal
policy outcomes. At the national level, there are also examples of committees or boards that oversee and
monitor budgetary plans. There are such committees or councils in Belgium, Austria or Sweden. In other
cases, the ingtitutional arrangement comes from budgetary processes in which the finance minister has the
power to set aceiling for the annual deficit at the outset of the process (see von Hagen et al., 2002).
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3. Excluding investment from fiscal policy constraints

26. It is clear from our previous analysis that a crucial issue in the design of fiscal policy rulesis how
to deal with public investment. In this section we focus our analysis on the proposals to leave investment
outside the constraints of fiscal policy (Blanchard and Giavazzi, 2004 or Buiter and Grafe, 2002 among
others). Most of the arguments used in defence of these proposals are based on the fact that public
investment is different from other forms of expenditure, because the services rendered by capital are spread
over many years or even generations and because, contrary to current expenditures, investment can
generate increases in private-sector output (and possibly tax revenues). Despite the similarities in these
proposals, the economic arguments for excluding investment from budget calculations are many and relate
to several of the fiscal policy biases described in previous sections. We first discuss how the “golden rule”
relates to the four fiscal policy biases and then we discuss how close it is to being an optimal rule.

31 The performance of a “golden rule”

27. Given our description of the four potential fiscal policy biases, how successful can the “golden
rule’ be in correcting those biases and how does it compare with the alternatives? The concept of the
“golden rule” is, in principle, consistent with many different approaches to constraining fiscal policy. It can
apply whether or not there is an adjustment for cyclical conditions or whether the target is expressed in
terms of the deficit or the debt. What matters is that investment is left out of the constraints. Therefore,
when comparing it with alternatives, the question is to what extent excluding investment makes a particular
rule more effective, by correcting the biases described above, or less costly in terms of side effects.

28. It isfair to say that a“golden rule” does not explicitly address the issue of volatile or procyclical
fiscal policy. If anything, by relaxing the restrictions on one of the components of the budget, it makes it
easier for governments to introduce discretion in their conduct of fiscal policy, possibly adding volatility to
the business cycle. In fact, there is evidence that public investment is more volatile than public
consumption, which would be an additiona reason to constrain investment. The same is true with respect
to the bias of excessive debt. If anything, by excluding investment, there is less strict control of the overal
level of deficits and gross debt. On the fourth bias, however, the “golden rule” seems to be a must. If the
goal of congtraining fiscal policy is to introduce intergenerational equity in the budget process, there is a
need to have some sort of intergenerational account of the services that are provided by government
spending and then alocate taxes accordingly.

29. In summary, when the “golden rule” is tested against the four biases that we have identified, the
only strong argument that can be made is that it is designed to dea with the issues of intergenerational
equity. When it comes to the other three biases there is no clear direct connection to them and, if anything,
by relaxing the constraint we might be reducing the level of discipline. However, we should not forget that
there is an additional test that any fiscal policy rule has to pass. A rule has to be efficient in the sense that
the costs associated with its implementation outweigh its benefits, and this will aso be linked to issues of
enforceability. This is where additional arguments can be found in favour of a “golden rule’. It is not so
much about the way in which it addresses the biases but about the fact that its implementation reduces the
cost of fiscal policy constraints or, alternatively, it constrains fiscal policy in a more efficient manner. Both
arguments help the enforceability of the rules. They are discussed in detail in the next section.

3.2 The benefits of a“ golden rule”

30. The “golden rule” can be seen as a refinement of a balanced budget rule. Reviewed below are the
main arguments in favour of this refinement and a quick overview of their empirical validity is provided.

10
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It provides a proper accounting framework. Capital expenditures are different from current
expenditures. This is an argument based on the principle that investment is different in nature
from government consumption. It receives support from the fact that it is indeed common
(accounting) practice, certainly among private corporations, to separate current and budget
expenditures and to include only capital depreciation in the current budget. This argument is in
some sense present in al the arguments that follow, as stating the different nature of capital
spending is afirst step towards justifying its different accounting treatment.

It provides a framework to think about debt sustainability. If we accept that one of the goals of
fiscal congtraints is to provide a framework for assessing the sustainability of budgetary plans (to
address the excessive deficit/debt bias), then a correct definition of sustainability requires proper
accounting of capital expenditures. Given that net investment represents an increase in the assets
of the government, then it needs to be removed from the borrowing constraints even if the goal is
to keep net debt equal to zero. This is the point raised by Blanchard and Giavazzi (2004). By
having government borrowing equal to net investment the debt of the government converges to
the stock of public capital. This has a clear economic meaning, unlike overall constraints in the
budget deficit, which will push the debt-to-GPD ratio to zero (or to an arbitrary number without
an economic significance). There is, however, the remaining issue of whether gross public debt
contains information that is relevant. It is probably the case for emerging countries where
governments face borrowing constraints associated with the size of gross debt, which indicates
the total amount of borrowing done by governments. Financia markets are likely to ignore the
value of the government assets when judging the ability of the government to pay back the debt.
This raises, once again, the issue of understanding what the objectives are when setting a limit to
government debt. If the objectives are rdlated to intergenerational equity then this argument is
irrelevant. If the objectives are, however, related to alowing a constrained government access to
international financia markets, then gross debt might be a more relevant indicator than net debt.
In summary, the distinction between gross and net debt is an important one that requires some
attention when assessing budgetary plans. How to interpret both numbers and its implications for
sustainability is, however, a complex task that requires different approaches depending on the
country under consideration.

It provides transparency. This follows immediately from the first two points. Given their
different nature, only by separating current and capital expenditures can governments provide a
clear picture of the fiscal policy stance, one that is both accurate and transparent. While
transparency is a virtue in itself, within the context of fiscal policy rules, and as argued above,
transparency is crucial to making a rule successful. A clear assessment of the fiscal stance and
how it relates to economic conditions seems to be a condition for arule to be implementable and
credible. How exactly this argument becomes operational is an open question. The fact that one
needs to account properly for different forms of expenditures does not mean that capita
expenditures should not be constrained. One could imagine different but possibly similar
constraints on both types of expenditures even if they are accounted for in different budgets.

It makes for intergenerational equity. This is possibly one of the strongest arguments and it is
independent of any of the other more macroeconomic arguments. As long as the constraints on
fiscal policy are motivated, fully or partially, by intergenerational fairness arguments, then there
is a clear need to differentiate between expenditures that benefit the current generation and those
whose benefits will be spread over the current and future generations. While some forms of
expenditure should be financed by current revenues (so that they are paid by the current
generation), there is no reason to force the current generation to pay for spending that will render
services over a long horizon. Under this scenario, government borrowing should match net
investment (asin the proposal of Blanchard and Giavazzi, 2004).
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5. Investment might pay for itself. If rules are designed to ensure the sustainability of budgetary
plans then public investment, to the extent that it can lead to higher returns, higher output and
future tax revenues, can pay for itself and should be treated differently. Thisis a straightforward
argument but requires empirical validation. To be valid, it has to be the case that the combination
of financia returns and tax revenues associated with the increase in output generated by the
investment project are larger than the initial investment. This is a very strong assumption. It
requires public investment multipliers which are large enough to generate the additional tax
revenues needed to fund the project. The evidence is clearly against this hypothesis, at least in its
strongest form. First of all, although some early estimates of the returns to public investment
were very high (Aschauer, 1989), later estimates showed that these returns are not as high as
initially thought (Fernald, 1993). While there might not be full agreement on these estimates,
even the highest estimates in the literature are too low to generate sufficient future output and
taxes to pay for theinitial spending. Thisis confirmed by recent studies of the dynamic effects of
fiscal policy on output, where public investment is shown to have a small (and, in some cases
insignificant) effect on output. If anything, it seems that the multiplier of public investment is
lower than the multiplier associated with other forms of government expenditure (Perotti, 2004 or
Fatas and Mihov, 2001). The counterargument, that this analysis does not capture the socia
return on public investment, is not valid. While it might justify the need to fund public
investment, the social return on investment does not lead to future taxes that can guarantee the
stability of public finances.

One has to be careful taking this argument too far. True, public investment might not pay for
itself but this does not mean that the “golden rule” will lead to default. Aslong as proper careis
taken of depreciation of public capital and its financia returns, sustainability is guaranteed (in
terms of net debt). For example, in the proposal of Blanchard and Giavazzi (2004), debt
sustainability is ensured by the fact that the depreciation and the financial return on capitd are
taken into account. In the long run, and as long as governments follow their rule, the stock of
public debt will equal the stock of public capital. And the rule could be modified to make this
condition stricter so that debt is kept at alower level. There are, of course, many implementation
issues that might bring additional complications, but we ignore them for the moment and will
come back to them later in the paper.

6. Blind constraints on fiscal policy impose biases in public spending. Because of the constraints
imposed on public finances by balanced budget rules, there can be a bias towards cutting public
investment beyond what is optimal, to the benefit of current expenditures that are more difficult
and politically painful to cut. This effect might be more prominent when fiscal policy rules, or
simply ambitious targets, are achieved through a large fiscal consolidation. The idea is intuitive,
as cutting certain large investment projects that might have a return only in the long run might be
the easy way out for governments to live by the restrictions imposed by fiscal rules, or to achieve
a quick numerical success during consolidation plans. The evidence here is mixed. There seems
to be strong evidence that fiscal consolidations have had a negative effect on public investment
(infrastructure) and a negative effect on growth for developing countries, especially Latin
America (Calderdn et al. 2003 and Calderon and Servén, 2003). However, when it comes to the
recent EU experience under the Maastricht Treaty and the SGP, the evidence is less clear. While
there has been a decrease in public investment as a result of the run-up to EMU, there is
disagreement on whether this decrease is due to EMU or to a wider trend that has also been
witnessed in similar countries (see Peree and Valila, 2005 or Gali and Perotti, 2003).

7. For fiscal consolidations to be successful and survive public (and palitical) scrutiny they should

not have strong contractionary effects on output. There is strong evidence that in the case of the
European economies recent consolidations have been successful only in those countries where
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GDP growth has been healthy. In countries with stagnant economies or where growth has been
weak, consolidations have failed or have not reached their targets. It is, of course, very difficult to
distinguish empirically between cause and effect. Numerically, faster GDP growth will always
help to keep the debt-to-GDP ratio under control. The key question is to what extent the
composition of the fiscal adjustment has had any effect on the growth performance of the
economy. There is support for the idea that adjustments that have relied on public expenditure
cuts have been more successful and expansionary than those relying on tax increases, but the
exact composition of the expenditure cuts does not seem to be related to how successful the
consolidation has been (see Fatas et al. 2003). In some sense, the argument that the composition
matters depends on the same assumptions used by the logic that investment pays for itself. To the
extent that investment has a strong effect on output, a fiscal consolidation that imposes a large
fall in public investment would be less likely to succeed. It is therefore necessary to exclude
public investment from the standard numerical fiscal policy rules to protect it from unnecessary
cuts.

8. Ensuring popular support. Any restriction on fiscal policy needs to find enough political support
to be sustainable and enforceable. Given the different nature of public investment and the fact
that it is perceived by some as a productive investment, leaving it out of the strict constraints on
fiscal policy rules might look more reasonable in the eye of the public and therefore find less
political opposition. This argument relates to the previous one but it only requires for the

perception to exist.
3.3 Some implementation issues
31 Our discussion above has offered arguments in support of properly accounting for investment

when establishing fiscal policy constraints. The arguments are in many cases independent of the congtraints
themselves, i.e.the proper accounting treatment of investment might be desirable even for an
unconstrained government. However, if the main reason for constraining fiscal policy is intergenerational
equity, then clearly these constraints need to take into account the different nature of capital expenditure.
Even in such a case, there are many issues in the implementation of such a policy that need to be
considered before drawing a conclusion about its overall benefits.

a) How should the rule be expressed?

32. Let us make a starting assumption that we are considering the case of a government facing a
balanced-budget constraint (similar arguments apply to the case of a constraint on the overall deficit, such
as in the SGP). Let us ignore details such as whether or not figures are cyclically adjusted, which are
irrelevant to this issue. The guestion we face is how investment should be dealt with in that environment?
Should it simply be removed from the constraint or should the constraint be modified? There is no answer
to this question unless we first decide on the motives for the exclusion of investment. If the logic is based
on intergenerational equity and on the principle that investment is different in nature, then borrowing
should be alowed as long as it finances net investment. This is the proposal by Blanchard and Giavazzi
(2004) and it comes straight from the principle that net investment increases the value of the assets of the
government.

33. If the reason why governments are constrained is simply to avoid an increase in the gross public
debt (for fear that it will displace private investment or might lead to a financia crisis) then borrowing
should be allowed to finance investment as long as it will pay for itself in the future. This implies that the
net present value of future taxes or revenues generated by the investment project equals the value of the
investment. As argued above, given estimates of returns on public investment, it is very likely that the rule
is not too different from a strict balanced-budget rule.
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34. In the case where the argument is that investment should be protected from borrowing constraints
because of a potential composition bias in fiscal consolidations there is no straightforward rule. As the
argument depends on the importance of investment, its returns (financial and social) and its contribution to
growth, al of them relative to other forms of government spending, the rule will be dependent on many
variables and factors that are likely to be country and time-specific.

35. In redlity, it is likely that the reasons for keeping investment out of the regular budget are a
combination of the three reasons above. This, combined with the fact that many of the parameters to be
used can only be imprecisely estimated, makes a modified baanced-budget rule very difficult to
implement. Moreover, it is likely to lead to problems of time consistency as circumstances and estimates
change.

b) Can depreciation be properly measured? How do we estimate the returns on investment? What
counts as public investment?

36. These are dl technical questions regarding how the rule is implemented. There is no easy answer
to any of them. At the same time, the fact that there is no easy answer does not mean that finding one is not
possible or that such a rule cannot be implemented. For example, one can look at the experience of US
states that have applied capital budgeting for many years. The definition of capital expenditures that each
of the US gtates uses is different but there are many similarities and, despite the difficulties, it is clear that
the implementation is feasible and, to some extent, successful.

37. Technica difficulties in the accounting of capital or the calculation of a depreciation rate also
cannot justify a quick rejection of the “golden rule” proposal. However, they highlight the difficulties in
establishing quick and simple rules to deal with public investment. This brings us back to the discussion
earlier in the paper about explicit versus implicit constraints. It is clear that calibrating all the above
difficulties to produce a simple numerical rule that can be applied to many countries and over different
periods of time is a daunting task. An aternative is to agree on the principles and create an institutional
environment (e.g. a public investment agency) that oversees the process and can use judgment over and
above what asimple numerical rule can do.

C) Can it be an open door to creative accounting?

38. It is true that any exclusion of a government spending component from the constraints faced by
governments can open the door to creative accounting as a means of relaxing the congraints. At the same
time, thisis also an argument against any refinement of a very strict numerical rule. But given that thereis
a growing consensus to move away from strict numerical rules (whether through cyclical adjustments,
specia circumstances or a golden rule) this criticism, while valid, applies to al these refinements and
simply calls for a more transparent and consistent set of accounting principles together with a process for
monitoring and enforcing fiscal policy rules. As argued before, leaving investment out of the current
budget is one step in the direction of providing more transparency to the process. As empirical evidence,
there is little evidence of US states abusing capital budgeting and off-budget items to avoid balanced-
budget constraints (see Bohn and Inman, 1996 and Sorensen et al. 2001).

4, Conclusions
39. The failure of simple numerical rules to constrain the behaviour of fisca policy in an efficient
and sustainable manner has led to a debate on the need to make those rules more sophisticated and flexible.

One of the dimensions that has received more attention is the need to exclude investment from any fisca
policy rule, what is commonly known as the adoption of a*“golden rule”.
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40. Our point of departure has been that discussions on the appropriateness of a “golden rule” (or for
that matter any other fiscal policy rule) can only happen once the goals and objectives of constraining
fiscal policy are made clear. There are scenarios where excluding investment from balanced-budget rulesis
clearly not desirable. For example, if the objective is simply to keep the gross debt under control, to avoid
tensions in financia markets as governments need to refinance their debt, then excluding investment
cannot be judtified. In that scenario, the only reason to dea differently with investment would be if it paid
for itself (i.e. the increase in output and taxes associated with public investment was high enough to fund
the required capital). But there is overwhelming evidence that this is not the case as public investment
multipliers are low.

41. However, there are other scenarios and arguments in favour of not including investment in the
regular government budget. The main argument is that excluding investment is the only way to guarantee
intergenerationa equity. This argument cannot be easily dismissed as it is likely that the adoption of fiscal
rules (such as balanced-budget rules) is partly motivated by intergenerational issues. The second set of
arguments in favour of a“golden rule” highlights the need for transparency and clarity in any fisca rule if
it is to be sustainable and politically accepted. In terms of transparency, it is clear that, conceptualy,
investment should be dealt with separately. This is an accounting principle which is unrelated to any form
of fiscal policy constraint. On top of that, some public investment is likely to lead to high economic and
social returns and, because of itslong-term nature, might be negatively affected by fiscal consolidations. In
other words, as long as we accept the need for fiscal constraints, their sustainability will depend on their
transparency, perceived fairness, flexibility and ability to minimise the costs associated with them.
Excluding investment from bal anced-budget rules adds to all those dimensions and would therefore help to
ensure the sustainability of the rules themselves.

42 One counterargument is that while this separation of regular and capital budgets might be
conceptually appealing, there are many implementation issues that might reduce the effectiveness of the
constraints and might indeed create less transparency and credibility. Without denying these issues, it is
clear that these criticisms apply to any numerical rule and not only to the “golden rule’. In fact, one can
take this logic even further and argue that the only way to provide atransparent and credible framework for
fiscal policy is by making the difficulties and complications of dealing with investment explicit. If not,
they will reappear in an implicit manner and weaken the discipline imposed by the constraints. The best
way to illustrate this argument is to look at how the tensions of the SGP have been resolved by
amendments that allow for the exclusion of certain expenditures from the rule, but this has happened
without providing a proper framework for these exemptions to be made.

In order to enhance the growth-oriented nature of the Pact, major structural reforms which have
direct long-term cost-saving effects, including by raising potential growth, and therefore a
verifiable impact on the long-term sustainability of public finances, should be taken into account
when defining the adjustment path to the medium-term budgetary objective for countries that
have not yet reached this objective and in allowing a temporary deviation from this objective for
countries that have already reached it. In order not to hamper structural reforms that
unequivocally improve the long-term sustainability of public finances, special attention should be
paid to pension reforms introducing a multipillar system that includes a mandatory, fully funded
pillar, because these reforms entail a short-term deterioration of public finances during the
implementation period. COUNCIL REGULATION (EC) No 1055/2005 of 27 June 2005 amending
Regulation (EC) No 1466/97 on the strengthening of the surveillance of budgetary positions and the
surveillance and coordination of economic policies.

43. Thisis aclear illustration that simple numerical rules, which are not sufficiently transparent and
do not alow for the flexibility demanded by the political process are not time consistent and politicians
will always find ways around them. And because amendments or modifications to the rule are not explicit
and open to discretion and future changes, it creates an environment that is likely to lead to excessive
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discretion and the exercise of “creative accounting”. Our argument is that, by recognising explicitly the
different nature of long-term expenditures or investment, a rule such as the “golden rule’ would improve
the discipline of fiscal policy.

44, Findly, it is clear that strict numerical rules will always struggle with trade-offs between
simplicity and richness (or flexibility). The quotation above is a clear example of how any attempt to stick
to ssimple numerical rules is likely to fall apart as time passes and circumstances change. While making
these rules sophisticated is a welcome exercise, it moves us away from simplicity (one of the biggest
virtues of numerical rules). A “golden rule” also comes with its complications and implementation issues
and it is likely to suffer from the same trade-off. This brings us back to the debate about numerical rules
versus ingtitutional arrangements to constrain government behaviour. And we need to stress that by
ingtitutional arrangements we do not mean delegating fiscal policy decisions to independent bodies but
simply putting processes around the budgetary decisions that can lead to the desired outcome. While it is
true that conceptualy it is more difficult to devise ingtitutiona reforms than to specify simple numerical
rules, this cannot be an excuse not to make progress in this direction.

45, As an example, and in the case of a “golden rule”’, a public investment agency that would be
responsible for the type of analysis that is required to make it operational would be a very simple and
practical example of how the institutional setting could be improved over what a simple rule can deliver.
By introducing judgment and monitoring via the creation of independent agencies, policy makers could
move their decisions away from the tradeoff between simplicity and flexibility. By doing so they would be
providing an ingtitutional environment that ensures discipline without losing too much in terms of
flexibility.
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