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My invitation to speak here today has a history. Last March, during the meeting of the Executive Board for the UK Article IV consultation, both Staff and Directors gave considerable kudos to the fiscal policy framework in the UK, recognizing it as “state of the art” and a vital ingredient in the strong economic performance of the UK through the most recent economic cycle. During the discussion several Directors questioned whether lessons from the experience could or should be applied to other countries. I, as mission chief for the UK Article IV consultation,  answered with a resounding yes. That afternoon Mr. Kiekens called to ask if I would address this group. I am delighted to have this opportunity as I believe that several experiments in progress with fiscal responsibility laws and rules—in the UK and other countries—have real promise and bear frequent airing.
I would actually like to talk today about fiscal frameworks generally—that is beyond the UK experience. But I will begin by briefly describing the UK version. I will go on to address four questions: why are FRLs increasingly seen as powerful instruments for first class macro-economic policies; are FRLs one-size-fits-all or are there variations on the theme; what are the criticisms of FRLs; and what conditions—here I will focus on political conditions—are FRLs most appropriate for. Finally, I will comment on Fiscal Policy Councils and conclude.
The UK Experience

What is the so-called state-of-the-art fiscal framework in the UK?  In 1998, concerned by a large fiscal deficit, low net public investment, and rising public debt, the newly-elected Labor government, overhauled the fiscal framework. Their objectives were  consonant with conventional theories of public finance: to ensure that government carries out its core functions of providing high quality public goods and services as well as financial and other assistance to those most in need; to ensure sound public finances and intergenerational fairness in spending and taxation; and to provide scope for countercyclical fiscal policy and for investment opportunities to be seized. The framework has three elements.
· Two rules constrain fiscal decisions: a golden rule, which limits government borrowing over the cycle to that needed for investment only and a sustainable investment rule limiting public sector net debt as a proportion of GDP to a stable and prudent level (the present government interprets the latter as 40 percent of GDP). The beauty of these rules is that, with a clear definition of the economic cycle, they are quantitatively and time-bound enough to be a firm constraint on policies, but also explicitly allow scope for fiscal policy to play a countercyclical role.
· A Code of Fiscal Stability approved by the House of Commons sets out transparency standards in reporting on and managing public finances. One critical function of this code is to make the costs of fiscal programs transparent and to promote the credibility of fiscal projections.  
· The Code commits the government to announce fiscal plans for the medium term in a rolling three year budget projection with each annual budget. Apart from the obvious benefits for fiscal planning, this ensures that the medium term costs of policies are clearly understood and that potential pressures on the fiscal accounts are foreseen. 
The framework is supported by three-year spending plans by functional departments covering a large share of current and capital spending and Public Service Agreements that set  performance and efficiency targets against which the provision of public services is measured. The government has so far implemented the framework in a reasonably straightforward manner and fiscal performance has improved substantially while playing an appropriate countercyclical role during the 2000-02 slowdown (Figure 1)
Why has this and other countries’ experiences with FRLs drawn so much attention and  propelled FRLs to center stage in debate on best practice fiscal policy?

To answer this question we must first go back to conventional views on the role of fiscal policy and second look at the experience of OECD countries since the 1970s. The literature on the former is vast, but the intuition is simple. Essentially the predominant paradigm of the role of fiscal policy casts it in a tax-smoothing framework. Governments should set taxes to ensure that the net present value of future revenues covers the net present value of future spending. This allows actual spending and revenues to fluctuate around estimated trends, with debt accumulating when cyclical or other shocks produce above-trend spending or below-trend revenues, and debt falling when shocks or cycles result in the inverse. 
In fact, this description fits the post-war experience through the early 1970s.
 Debt ratios generally were stable at relatively low levels. But then things changed.  Government debt  increased sharply in a number of OECD countries, while they remained stable at reasonably low levels in a number of others (Figure 2). This has lead to a veritable industry of research on the questions of why things changed and why they changed for only some countries. 
Several explanations have been put forth. I will highlight four (still drawing on Alesina and Perotti) that will help me make points later about situations in which  FRLs are most useful. 
In the first—an intergenerational redistribution model—debt accumulation is seen as the will of the population to distribute wealth from future generations that don’t vote to present generations that do. This model does not receive much empirical support and seems inconsistent with another empirical regularity: parents tend to behave altruistically toward their children in the private sphere. Why would they do differently in the public sphere? And why would the current generation’s preferences change in the 1970s in some countries?
The second model involves simple fiscal illusion: to get elected officials adopt spending projects while voters don’t know how expensive they will be and/or don’t understand the government’s intertemporal budget constraint. Empirical studies finding electoral fiscal cycles bear out that this mechanism is a reality, but indicate that cycles are short and shallow. They cannot explain the large and extensive increases in debt we are looking at. 

Another possible explanation involves debt accumulation as a political strategy: one government spends on projects/areas it sees as important—for example defense or social transfers—and accumulates debt which will constrain decisions of a future government with different priorities. Not only will the next government have less leeway to spend in excess of current revenue, but it will also have to service the debt created by the current government. The bulge in defense spending and debt in the 1980s in the United States is commonly cited as an example. This model is most apropos in countries with polarized political parties and electorates, strong party competition, and frequent changes in government.
A fourth hypothesis sees the increase in debt as the result of strategic conflicts between political factions/social groups within a coalition government. Imagine a permanent shock creates a deficit and as debt accumulates the need for adjustment is clear. A war of attrition results where groups in the coalition hold out on decisions in the hope of being saddled with a smaller share of the adjustment burden in the end. Essentially groups see the possible gains to their interests from waiting as greater than the higher cost of adjustment as debt accumulates. One backdrop for such behavior is a weak coalition government. Empirical work lends support to this hypothesis. Roubini and Sachs show that the larger the number of political parties in a coalition, the higher the public debt, while Grilli, Masciandaro and Tabellini find that coalition governments tend to have shorter lives than single-party ones while longer-lived governments have smaller deficits.
 The nature of electoral systems also makes a difference insofar as proportional electoral systems tend create multi-party systems and coalition governments.

Of the several obvious overlaps in these four hypotheses one stands out. Certain types of political/electoral systems are prone to debt creating behavior and/or delays in curtailing debt creation that optimal public policy would not countenance. Several approaches to addressing this gap exist, and here I draw on Hemming and Kell.

· Changing budget institutions, or more radically electoral systems, to reduce the scope for costly fiscal decisions.  Examples of such changes would be passing more power for spending decisions to a strong finance minister or shifting from a proportional to majority representational system.
· Improving fiscal transparency, through multiyear budget projections and rigorous reporting and disclosure rules so as to create more discerning voters, make explicit long term costs of current decisions, and increase accountability of policymakers.

· Adopting binding fiscal targets through a fiscal rule. 

· Establishing a fiscal council that, in a manner parallel with an independent monetary policy council, sets the broad parameters of fiscal policy.

It would be incomplete to leave the subject of situations that motivate interest in fiscal rules without mentioning currency unions. Of course all the same risks of deficit bias from the channels I have discussed are present for countries in a currency union. But in a currency union the common resource pool problem is a particular source of  deficit bias: when spending is funded from a common resource pool (tax revenues) individual constituencies tend to overestimate the benefits of their respective public spending relative to financing costs, which are distributed area-wide. The center can face pressures to inflate away public debt and bail out members that run into debt problems, while the accumulation of debt raises interest rates for all members. Different approaches to this problem are possible: in the United States, although many states have balanced budget rules, no centralized rule exists and reliance is placed on market discipline; in contrast, the EU has gone the route of an area- wide fiscal rule along with transparency requirements. 
Now let me turn to options for dealing with deficit bias.
In the past 5-10 years, the major development in this area has been institutional changes that can be broadly summarized under the rubric of “Fiscal Responsibility Laws.” On a more piecemeal basis, some countries have changed budget preparation and decision procedures, but this raises a far more diffuse range of considerations and I will not address these today. An even more dramatic change—creation of Fiscal Councils which would set the parameters of fiscal policy independently of the government —is currently discussed as a rather radical alternative to FRLs or budget process changes. I will come back to this idea later.
Legal structures to promote fiscal responsibility come in many forms, and a great deal has been written on them. My objective here is give you a broad sense of what the possibilities are and what has been done in some of the cutting edge countries. Broadly FRLs have one or more of the following components:

· Transparency requirements: a set of procedures legally obliging governments to publish data on fiscal outcomes and  set out multi-year fiscal priorities and plans;
· Quantitative rules: permanent constraints on fiscal decisions typically in the form of ceilings on deficits, debt, or expenditures;
· Multi-year budgets or spending plans: these serve both transparency purposes and contribute to time-consistent public spending choices;
· Sanctions: in some cases judicial or fee-based, in others implicit or reputational;
· Escape clauses. 

To bring this dry list to life, let me describe briefly a couple of actual examples of FRLs—what  I would call the polar approaches of legal changes to promote fiscal responsibility. The first, pioneered by New Zealand in its Fiscal Responsibility Act of 1994, emphasizes legislative procedures setting a high standard for fiscal transparency. The law signaled a radical policy change in the aftermath of a two-decade long increase in net public debt from 5 percent of  GDP to over 50 percent (Figure 3). Coming after years of public sector reform to rationalize the role of the government, the law was motivated by three considerations: to  counterbalance political expedience in budget decisions; to ensure that the electorate was fully informed about the costs of fiscal policies; and to provide a framework appropriate to the likelihood of minority governments after the switch in 1996 from a First-to-the-Post to a proportional representation Parliamentary electoral system. The Act had two broad parts. First, general principles--not mandatory fiscal targets—guide decisions affecting the balance of the operating budget: they should produce operating surpluses until a “prudent” level of debt is reached and then maintain that level by ensuring that “on average operating expenses do not exceed operating revenues.”
 Each government is instructed to give concrete meaning to this general principle. Second, a set of requirements for accounting standards, publicizing the government’s concrete short-and medium term budget objectives, and disclosing analyses of the impact of fiscal policy decisions over a 3-year forecasting period. The Act includes no sanctions for departures from principles or from each government’s specific commitments;   reputational consequences of not living up to commitments are the sole enforcement.
At the other end of the spectrum is Switzerland with a formulaic fiscal rule enshrined in the constitution. Also implemented at the end of a decade that saw a rapid increase in public debt—from about 35 percent of GDP to 55 percent, the rule has a one-year ahead planning horizon, constitutionally fixes the deficit and debt goal, and includes a tightly-defined escape clause (Figure 4). The rule specifies a one-year ahead ceiling on all central government spending, including infrastructure investment, equal to forecast revenue adjusted by a factor allowing a small influence of the economy’s cyclical position on spending. Thus the rule does allow countercyclical policy, primarily on the revenue side but to some degree also on the expenditure side. Moreover, if in a previous year actual spending differed from the ex ante ceiling, the difference is kept in a notional account where any negative balances must be eliminated over time. The rule includes an elaborate provision for an escape route via allowance for carrying forward almost indefinitely small expenditure overruns. Punishment for exceeding the margin of tolerance for slippage—judicial sanctions—is in principle severe, although in practice any slippages to date have been exonerated by escape clauses.

With these two approaches more or less defining the boundaries of efforts to systematize responsible fiscal policy, other countries fall at various points between the two. Different adaptations generally reflect slightly different objectives but also different institutional characteristics. For example, Australia and the UK have followed the route of New Zealand reasonably closely, placing great stock in high standards of transparency and multi-year budgeting. But as I explained earlier, the UK mixes this with rules on the current balance and debt with the aim of achieving intergenerational fairness (the current generation cannot build up debt except to finance investment that presumably will benefit future generations),  improving the efficiency of public spending (the UK has actually undertaken a major increase in public investment since the introduction of the rule), allowing fiscal policy to play a strong countercyclical role (the golden rule on the current balance must hold only over the cycle). The SGP is more in line with the Swiss model, emphasizing quantitative, year-by-year fiscal ceilings  (although for the deficit and debt) but also picks up an element of medium-term term planning with Stability and Convergence Programs. . 
Any economic construct has its critics: what do economists find to criticize in Fiscal Rules, Codes and Responsibility laws?

Not surprisingly, it is hard to imagine, let alone find, serious criticism of the transparency requirements of New Zealand-variety FRLs. But fiscal rules—especially quantitative, but also to a lesser degree qualitative ones—do attract some criticisms. The broadest is articulated by Willem Buiter vis-a-vis the UK’s golden rule.
 The intuition is that spending and borrowing decisions should be driven by the intertemporal benefits and costs of government activity and tax smoothing, which can vary over time depending on things such as investment opportunities, a country’s stage of development, and exogenous developments. In a full intertemporal framework, deficits and debt accumulation may be optimal even over long periods, and only a rule based on such a framework produces a rational outcome. Of course, this criticism sees balanced budget rules (or expenditure rules aiming for balanced budgets) as most problematic. But even the UK’s golden rule—expressly allowing for debt accumulation to finance investment—is on the receiving end of this criticism.

A second line of criticism focuses on the role of fiscal rules in producing pro-cyclical fiscal policy. The intuition is obvious. In the worst case, a balanced budget rule removes much if not all of the scope for countercyclical behavior. Caps on spending or deficits over the cycle need not preclude countercyclical behavior, but if cyclical and structural developments are not accurately differentiated ex ante or slippages early in the cycle occur, adhering to caps in the final stages of a cycle can produce procyclical behavior. These are precisely the situations that escape clauses are meant to avoid, but of course at the cost of weakening the credibility and force of the rule. Transparency requirements should also help with the problem, however, by requiring governments to anticipate and thereby avoid situations where rules will become binding and force procyclical behavior.
A third criticism is built on the proposition that market discipline should work as well as fiscal rules (again in distinction from FRLs that include transparency requirements) in holding governments to responsible fiscal behavior. The notion is rising interest rates will punish an unwarranted build-up of debt and discourage governments from such behavior. While this proposition is widely accepted in principle, it is precisely the common pool problem discussed earlier—the return on spending to an interest or geographic group exceeding the cost, born by the entire public entity—that presents its weakness. An argument that I have not as yet seen developed is whether fiscal rules could actually weaken market discipline: that is could a rule lead to asymmetric information—markets believing the rule even while governments behave in contradictory way that the government (but not the private sector) knows it has no plans to reverse—and thereby actually weaken market discipline. This would point to the importance of transparency requirements alongside fiscal rules.
Last, critics question the value-added of fiscal rules. If rules work because governments are fundamentally committed, wouldn’t this commitment produce good outcomes with or without a rule? This is a tough question to address since counterfactuals cannot be constructed. Commitment is a critical part of a successful FRL. In concept the value-added would come from the influence of an FRL on the enduring will to live up to commitments particularly among divided parties in a coalition, geographically separate constituencies of the fiscal policy, or technocrats and Parliamentarians with differing motivations. But though there are a growing number of relatively successful experiences with FRLs, most FRLs were implemented during the last decade and many at times when peaking debt ratios had increased the urgency of corrective action.. In other words, most remain to be tested over lengthy periods and in the face of political pressures when low debt and deficits have been achieved. The laboratory of the next decade will be telling.
And have all efforts to improve fiscal responsibility through fiscal rules or FRLs worked? I do not have time to examine “failures”—a controversial label—but  I will draw some broad, subjective generalizations from a few experiences.
· A few Latin American countries have struggled with attempts to use fiscal rules—typically without accompanying transparency codes. Argentina, Peru and Panama are typically cited. In general these appear to be the result of a lack of sufficient disciplining devices for local governments, adverse economic developments soon after the implementation of rules, and insufficient attention to transparency norms.
· The Budget Enforcement as of 1990 in the United States (which set caps on discretionary spending and a PAYGO requirement for new legislation)  is widely credited with contributing to the remarkable turnaround of the US deficit during the 1990s. Once surpluses emerged in FY1998, however, the spending caps and PAYGO were routinely circumvented using a range of exceptions clauses. 

· And of course the SGP has experienced setbacks, with accompanying disputes about whether these are the result of insufficient commitment/ownership by individual governments or the construction of the escape clause which was not suited to a prolonged slowdown as opposed to a short sharp recession.

This leads to another question on which inquiry is active: in what kinds of political and institutional environments are fiscal rules most likely to have substantial value added.

First let’s go back to underlying political conditions that produce a deficit bias. Two types are especially important for the countries represented here: the common resource pool problem stemming from geographic or intra-coalition diversity of interests; and the common resource pool problem in a war of attrition situation—debt creation as gamesmanship between coalition partners with differing economic objectives. The second situation is particularly relevant to several central European countries where a shock—restructuring during the transition—resulted in sizable fiscal commitments to social transfer systems, often poorly targeted,  to compensate workers who lost jobs in the restructuring process. Reducing resulting fiscal imbalances will require sacrifices of several interest groups that have so far been reluctant to concede to a share of the adjustment. The absence of action has produced an accumulation of debt. In such situations fiscal rules and transparency requirements could promote rational decisions vis-à-vis debt-creating behavior.

Recently much attention has also focused on links between the political characteristics of a country and fiscal governance. The intuition is simple: empirical evidence shows that the more centralized are fiscal decisions, the more likely countries are to avoid excessive increases in debt. Countries with single-party majority rule or a coalition of closely aligned parties that run jointly in elections are most likely to have decision-making successfully centralized through delegation to a finance minister. He/she has the power to bring ministries together in budget decisions and the clout to discipline them if they attempt to break ranks. In contrast, countries with disparate coalitions or even minority rule often cannot invest enough power in a single figure. They must centralize decision-making through what is called a commitment system. Belgium is a good example of such a situation successfully addressed by explicit agreements among coalition partners on government spending. The bedrock of a commitment system is centralizing decisions involving disparate groups—separated by geography (as in a federation or currency union) or interests (as in an uncohesive coalition government)—through a negotiated agreement covering at least a full political cycle. Such rules carry most force when they are made public and backed by transparency requirements. 

It is arguable that in delegation systems a fiscal rule is unnecessary. Interestingly, however, one of the first actions of the labor government in the UK after it was elected in 1997 with a strong majority and a powerful finance minister was to adopt a robust FRL. The fact that in this prime candidate for a delegation system, the government opted for a rule and elaborate supporting transparency systems is telling. The government faced a substantial adjustment task in 1997 and saw its fiscal code and rules as a means to 1) have a rational framework for decisions, and 2) increase its credibility and bring forward benefits from the adjustment. 
Let me turn to a last issue on the agenda—Fiscal Policy Councils. If FRLs are good would not FPCs be even better?
I see this issue at two levels. The first involves the rather radical proposal—associated with Jurgen von Hagen and Charles Wyploz—of an independent fiscal policy council (FPC) or National Debt Board that sets the macro dimension of fiscal policy (deficit or change in the debt level) in a way comparable to an independent monetary policy council.
 The argument is that addressing deficit drift requires that decisions about increases in debt be made at a central, apolitical level—the ultimate centralization. Governments would be given a binding cap on debt or the deficit and would form budget policy around it. Needless to say this has excited strong adverse reaction among fiscal policymakers. 
The proposal has an underlying logic, but two problems make it impractical. The first, and most serious, is an principal-agent problem. An FPC would make a technical decision, but the implementation would fall to a political process that could not guarantee to deliver on it. This contrasts with MPC decisions on inflation targets and interest rates, where decisions and their execution are linked. The second problem goes to the heart of the role of government. Even though governments would be free, within the parameters (debt and/or the deficit) set by the FPC, to decide on other dimensions of fiscal policy, ceding decisions about the intertemporal allocation of resources to an unelected body would raise fundamental questions of accountability. Similar arguments vis-à-vis monetary policy—that the demand management was a fundamental prerogative of government—were common before the wide embrace of independent central banks. But removing decisions about the intertemporal allocation of resources from the political sphere would be a tougher sell. 
But on a second level, an independent fiscal agency (in the tradition of the Netherlands’ Central Planning Bureau or the US Congressional Budget Office) with a mandate to evaluate budget assumptions and projections can be a key ingredient to transparency. Even governments with strong transparency requirements can succumb to exuberance in fiscal assumptions—for example GDP growth assumptions that are too high with resulting revenue projections that could not be considered central forecasts. In a system like the UK, where defining the cycle is critical, even with clear criteria games can be played. Now many countries have fiscal think tanks and market analysts that publish views and assessments of fiscal policy, but I would argue that a well-funded, professional office would have a better record, greater credibility and stronger authority in its assessments. Ultimately this should be an effective force in influencing governments to approach fiscal policy with due caution.
Conclusions

FRLs, and specifically fiscal rules, have potential to bring fiscal order in situations where common resource pool problems produce unsustainable fiscal trends. This is especially likely in coalition governments where participating parties with weak bases for common interests create an impetus to decentralized decision-making. But even in delegation systems, fiscal rules have played a valuable role in supporting the credibility and discipline of fiscal policy. 
Yet going the route of fiscal rules without the additional structures that fiscal responsibility laws entail—essentially strong transparency requirements and rigorous and meaningful multi-year budget plans—is a missed opportunity. Transparency is arguably the bedrock of  good fiscal governance. It is simply hard to take issue with a practice that has potentially significant benefits but few if any drawbacks. 
Can we be sure FRLs have value added. No. Not only do we have no counterfactual, but also the experience with FRLs is short and principally during a period of relatively benign global economic developments. Thus, it remains to be seen whether FRLs will survive a significant downturn, let alone be effective in protecting fiscal positions once they have been strengthened. But I would wager that even if rules are broken and escape clauses abused, countries that have put in place serious and comprehensive transparency requirements will experience only transitory transgressions. 

Finally, ownership is everything. FRLs are not a magic bullet. Making a success of them requires hard decisions and honesty in confronting fiscal problems and goals. They can be an effective instrument for organizing fiscal policy decisions, for enhancing the credibility of real commitments to sound fiscal behavior, and for providing reputational incentives for governments to behave responsibly. But in the end they are only as good as the commitment underlying them.  
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