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ABSTRACT/RESUME

M acr oeconomic policy and economic perfor mance

This paper analyses the major changes in both monetary and fiscal policy that have taken place over the
past two decades and, within the limits of the existing empirical research, evaluates the overall costs and benefits for
the OECD economies. The general findings for monetary policy are that, while it was costly to lower inflation (in
terms of output and employment), there are also benefits in terms of lower risk premiums on interest rates, a more
favourable investment climate and an improvement in economic efficiency. That said, the paper concludes that there
is not much of acase for lowering inflation further from its already low level. While inflation was being lowered, in a
number of cases central banks were also undergoing rather significant changes to their institutional structures and
policy-making frameworks. There is some limited evidence that these changes have helped in terms of better
anchoring inflation expectations. At the same time there is no firm answer on how best to respond to asset price
developments beyond extracting whatever information they may contain about future economic developments.
Despite recent dippage, fiscal policy has aso contributed to a better macroeconomic environment through the
restoration of automatic stabilisers, improved health of public finances and, importantly, by underpinning the
reductions in real interest rates. The paper also examines the role of fiscal rules where there is not a clear consensus
on the appropriate target or horizon for policy. It closes by noting that recently implemented fiscal frameworks may
not be sufficient to guarantee sustainability over the medium term in the face of projected rising demands from health
care and ageing.

Keywords: macroeconomic stabilisation; policy rules; disinflation; inflation target; fiscal consolidation; fiscal
sustainability
JEL classification: E31, E52, E58, E61, E62

*kkk*k

Palitiqgue macro-économique et performance

Cette étude examine les changements majeurs survenus au cours des vingt derniéres années dans la
conduite des politiques monétaire et fiscale et en évalue les principaux colts et bénéfices sur la base de la littérature
empirique existante. Concernant la politique monétaire, bien qu'il ait éé colteux de réduire I'inflation (en termes
d’emploi et de production), il y eu également des bénéfices en termes de réduction de prime de risque sur les taux
d’intérét, un climat plus favorable a I’investissement et une plus grande efficience économique. Ceci étant, I’ étude
conclut qu’il n'apparait pas justifié de poursuivre la désinflation au-dela des faibles niveaux déja enregistrés dans la
plupart des pays. Parallelement & la poursuite de la politique désinflationniste, plusieurs banques centrales ont modifié
de maniére importante le cadre institutionnel dans lequel la politique est mise en opération. L'hypothése selon
laquelle ces changements ont contribué a mieux ancrer les anticipations inflationnistes bénéficie de quelques appuis
empiriques, mais de facon indirecte et limitée. Par ailleurs, au-dela de I'extraction d’information qu’ils peuvent
contenir sur |’ évolution économique future, il n’existe pas de réponse claire et tranchée concernant la facon dont les
autorités monétaires doivent mieux réagir aux mouvements du prix des actifs. Malgré les récents dérapages, la
politique fiscale a également contribué a I’ amélioration de I’ environnement macro-économique via la restauration des
stabilisateurs économiques, de |I'amélioration de la santé des finances publiques et la réduction des taux d'intéréts
réels. L’ étude examine également le réle des régles fiscales et souligne |’ absence de consensus concernant le choix de
la cible appropriée ainsi que de I'horizon sur lequel I'objectif doit étre atteint. Il est noté qu’en dépit de ces
changements, il n'est pas garanti que les politiques fiscales actuelles soient soutenables & moyen et long terme,
compte tenu des pressions futures sur les colts de santé et de retraite associés au vieillissement de la popul ation.

Mots clés: stabilisation macro-économique, régles du politique, désinflation, cible d’inflation, consolidation fiscale,
viabilité fiscale

Classification JEL : E31, E52, E58, E61, E62.
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MACROECONOMIC POLICY AND ECONOMIC PERFORMANCE

Pedro de Lima, Alain de Serres and Mike Kennedy*

1 Introduction and summary

1 The past two decades have witnessed significant changes in macroeconomic policy, with the
orientation towards re-establishing and maintaining stability a defining feature. In particular, over this
period, the goal of monetary policy became more narrowly focused on price stability while fiscal policy
was increasingly directed towards restoring government financial balances to sounder and more durable
positions. These changes reflected the widely held view that establishing an environment of
macroeconomic stability contributes importantly to a better overall economic performance.

2. This paper characterises and anayses the mgor changes in macroeconomic policy that have
taken place over the past two decades and, within the limits of data and existing empirical analysis,
evaluates the overall costs that were involved as well as the benefits that resulted from these efforts. The
analysis draws heavily on some previous OECD work but it is also based on a selective reading of the
literature. The main results of this work are summarised here under a number of broad headings, which
themselves serve as aroad map to the paper.

11 Monetary policy

What were the forces that led to a reduction in inflation?

«  Starting roughly two decades ago, there was a general commitment by policymakers to lower
inflation from rates that were deemed both unacceptably high and at risk of becoming
entrenched. The process, athough helped by more favourable supply-side developments than
in the previous period, nonetheless involved significant costs in terms of output and
unemployment.

1 The authors are all members of the Money and Finance Division in the Economics Department of the
OECD. They are grateful for valuable assistance from Cyn-Young Park and Gert Wehinger and wish to
acknowledge helpful comments from Jean-Philippe Cotis, Mike Feiner, Jargen Elmeskov, Michael Kiley,
Peter Hoeller, Vincent Koen, Dave Rae and Paul van den Noord. They also thank Laure Meuro and
Catherine Lemoine for statistical assistance, and Paula Simonin and Veronica Humi for secretarial
assistance.
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What are the benefits associated with low inflation?

The better inflation environment has been generdly associated with reduced risk premiums
that have contributed to real interest rates being lower than they might otherwise have been
and improved equity returns. Based on previous OECD empirical work, lower inflation is
estimated to have created a more favourable investment environment and, because of a
tendency for inflation volatility to decline at the same time, an improvement in overal
economic efficiency.

Should inflation be lowered further?

There remains a debate as to what congtitutes an appropriate level of inflation. Some have
argued that the welfare and efficiency gains of moving inflation from already low levels to
close to zero are significant, although this remains controversial. On the other hand, the
existence of the zero-floor on nominal interest rates and a documented resistance of workers
to accept (and managers to implement) nominal wage cuts raise concerns about the viability
of the economy at close to zero inflation. Those who hold this view also maintain that the
present (low) rates do not distort relative price signals in a way that induces an inefficient
alocation of resources. Given its already low level, the case for further reductionsin inflation
goalsisnot overly strong.

What has been the role of changesin central bank institutional frameworks and will these help to
maintain inflation low?

There have been a number of changes to both the institutional structures (perhaps the most
dramatic being the creation of the European Central Bank and the introduction of the euro) as
well as to the policy frameworks of central banks and, for the most part, these occurred
during the second disinflation period in the 1990s. In several cases, mandates were
strengthened and given a clearer focus on price stability. A significant number of OECD
countries adopted either explicit or implicit numerical inflation targets, and in the former
case, typicaly in consultation with governments. An integral part of this new policy strategy
is increased transparency and accountability. This in turn has led to more emphasis on
communications. There is some tentative evidence that the new frameworks have led to more
firmly anchored inflation expectations. Track records, however, are still relatively short.
There is no firm consensus on how best to respond to asset price developments beyond
extracting whatever information they may contain about future economic devel opments.

12 Fiscal policy

What have been the benefits of fiscal consolidation?

Throughout the 1990s, the vast majority of OECD countries (Japan being a notable
exception) reduced or even eliminated general government deficits and put debt-to-GDP
ratios on a downward path. While thisimplied in several cases pro-cyclica fiscal tightening,
there were aso clear benefits. First, it underpinned the reduction in real interest rates that
contributed to the period of improved economic growth in the late 1990s. Second, by
restoring the health of public finance, fiscal consolidation may have reinforced the credibility
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of monetary policy, even though the evidence is difficult to establish. Third, it has put
countries in a better position to allow automatic stabilisers to fully operate over the business
cycle.

Istherearolefor fiscal rules?

e The variety observed in the design of rules partly reflects the lack of a clear consensus
regarding what the appropriate target should be (the level of debt, deficit or expenditures),
whether it should be satisfied at al times or only over a defined horizon (e.g. the business
cycle) and whether specific items (e.g. public investment) should be excluded from the target
definition. In al cases, arguments based on economic efficiency should be evaluated against
practical considerations.

Are current fiscal positions sustainablein the long run?

— Some evidence suggests that even the recently implemented fiscal frameworks will not be
sufficient to guarantee long-term fiscal sustainability, as the pressure to lower tax burdens
could increasingly conflict with rising health care and pension costs resulting from
demographic changes. These assessments, however, depend on projections of economic
developments over very long time horizons that will not necessarily be good approximations
to the actual outcomes. However, even if fiscal scenarios are sustainable on an accounting
basis, they could nonetheless be unsustainable politically if, for example, they were to imply
pensions at poverty levels or too large atax burden for future generations.

2. The disinflation process over the past two decades

3. After the double-digit rates of the 1970s and the very early 1980s, a long period of disinflation
ensued in the OECD area (Figure 1). There were some favourable supply shocks that aided the process.
Throughout the first half of the 1980s, there was a reversal of the oil-price increases that had plagued the
previous decade; despite some fluctuations, they were not a source of inflation pressures between the mid-
1980s and the late-1990s. Later in the process, heightened competition resulting from increasingly open
markets” and structural changes following deregulation of the labour and product markets® in some
countries, might have been trandated into lower price pressures. For the United States, an increase in
productiviztly growth starting in the middle of the 1990s was an additional factor, although its effect will be
transitory.

[Figure 1. Inflation rates, il prices, output gaps and inflation variability]

4, In a large number of countries, low inflation rates were adopted by central banks as either the
primary goal or were given added prominence. In principle, this increased commitment on the part of
policymakers to price stability, to the extent that it improved credibility that in turn led to lower inflation
expectations, should have moderated actual price increases as well. In practice, however, many of these

2. The reduction in the degree to which firms “pass through” both price and cost increases due to exchange
rate movements or other factors is sometimes interpreted as a result of heightened competition. See
Brayton et al. (1999); Taylor (2000) and Wadhwani (2001).

Pigott and Christiansen (1998) document a number of these reforms.

4, Staiger et al. (2001), provide some empirical evidence for the US economy supporting this view.
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changes to frameworks occurred in the 1990s and hence may play a more significant role in keeping
inflation low than they did in bringing it down.

5. To avery large extent, the declines in inflation came at the expense of lost activity as measured
by the OECD estimates of output gaps. Looking at crude “sacrifice ratios’, the costs of disinflation were
positive everywhere over the two decades with little systematic variation across countries and between the
two decades. The costs, in terms of lost employment and output, would have been amplified to the extent
that some form of hysteresis was operating (Blanchard and Summers, 1986 and Ball, 1997), i.e. insofar as
there was a tendency for the NAIRU to rise with actua unemployment rates. While the empirical evidence
seems to contradict the extreme form of hysteresis (Richardson et al., 2000), NAIRU estimates did risein a
number of countries, particularly those in Europe, during the 1980s, as unemployment rates increased.

3. The effects of low and stable inflation on the functioning of the economy

6. High and variable inflation can have detrimental effects on economic efficiency. It can aso
impair the functioning of debt and equity markets, and partly through these channels, have negative effects
on investment. The evidence presented below does suggest that lowering inflation has contributed to
improving the economic climate for growth and investment.

31 Effects of inflation variability on efficiency

7. High inflation is often associated with increased inflation variability. There are a number of
explanations for this relationship not all of which imply causation. For example, during the 1970s, oil price
changes likely explain part of the correlation. More generaly, high inflation may lead to higher variability
if the (short-term) Phillips curve were more steeply doped (possibly due to the existence of menu costs,
Ball et al., 1988), or prone to shifting more quickly in that range, making it more sensitive to changesin
economic conditions.

8. The variability of inflation adds noise to capital markets, with repercussions on the choice of
investment projects and thereby multi-factor productivity. In addition, the functioning of the price
mechanism more generally can be disrupted, leading to distortions and resource misallocation as economic
agents face difficulties distinguishing between permanent and transitory price changes, as well as between
relative and overall price level changes.

0. While some studies have raised doubts about a negative association of the variability of inflation
with growth, earlier work by the OECD has provided empirical support for the notion.” The results proved
to be robust to a number of specifications. Based on these estimates, the reduction in inflation variability in
the 1990s compared with the 1980s has led to a general improvement in per capita growth in all countries
where it occurred (Table 1). For example, the average drop in variability for the OECD countries studied
was about two-thirds of a percentage point and this, over time, could have raised per capita output by an
estimated 1.3 per cent.

[Table 1. Estimated impact of inflation changes on output per capita]

5. See OECD (2000) and Bassanini et al. (2001). The pooled regression analysis aso controls for fiscal
policy and other variables.
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3.2 Effects on interest rates and equity markets

10. Uncertainty created by higher inflation could lead to an increase in the risk components of
longer-term interest rates, since debt instruments are generally not indexed. Earlier work by the OECD,
dating back to the mid-1990s, drew attention to a positive relationship between real interest rates and
inflation, as well as other determinants, most notably the fiscal balance (Table 2).° During the first half of
the 1990s, countries that had had a poor track record on controlling inflation tended to have higher rea
interest rates compared with those prevailing in the United States, which were used as a benchmark. Over
the past two decades there has been a tendency, athough not overly marked, for the level of real interest
ratesto drift down (Figure 2) asinflation has fallen and particularly as fiscal balances have improved.

[Table 2. Real long-term interest rate equation)
[Figure 2. Real long-term interest ratesin major areas]

11. A second and somewhat more controversiad effect of high inflation is on equity markets.
Empirically, the risk premium, measured as the difference between the earnings-price ratio and the real rate
of interest,” has tended to move down with trend declines in inflation in the major equity markets and with
it the cost of raising equity capita (Figure 3). The relationship reflects the fact that equity prices rose much
faster than earnings when inflation fell. That being said, the result is puzzling since holding equities should
have been a good hedge against inflation, implying a much weaker relationship if any at al. Some have
ascribed this effect to distortions caused by a non-indexed tax system and its effect on the return to
business investment (Feldstein, 1980), while others put more weight on the increased uncertainty that
market participants have to deal with in conditions of high inflation. In this latter view, it has been argued
that both expected and unexpected increases in inflation are accompanied by drops in stock returns
(Boudoukh et al. 1994), possibly because of an increased probability of counter-cyclica monetary policy
(Sharpe, 2002). The relationship, however, is aso consistent with other hypotheses. For example, investors
may have mistakenly discounted future earnings using nominal interest rates (Modigliani and Cohn, 1979)
or that they may have failed to incorporate inflation properly into their earnings projections (Sharpe, 2002).

[Figure 3. Implied equity premium and trend inflation]

3.3 Effects on investment®

12. To test for the effects of lower inflation on investment, two approaches present themselves both
of which have been employed by the OECD. In one, investment equations for a limited number of
countries were estimated as functions of real GDP, the cost of capital and measures of financial market
development (OECD, 2001 and Pelgrin et al., 2002). Over the period 1995-1999, the fall in the cost of
capital and the increase in stock market capitalisation contributed positively to investment. It should be
noted that, despite the above-mentioned effects on the rea interest rate, by far the most important
contributor to the drop in the cost of capital was the decline in the price of investment goods relative to the
GDP deflator.

6. See Orr et al. (1995), who also identified a number of other factors that affect real interest rates, notably
the general government fiscal balance.

7. For similar calculations for the US equity markets, see Nordhaus (2002).

8. Inflation also can potentially affect saving; however, empirical evidence is clouded by measurement

problems suggesting that any estimated relationship could be spurious.
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13. In the other approach, (OECD, 2000 and Bassanini et al., 2001), inflation was entered directly
into an investment equation and was found to have a negative, and significant, impact. The equation also
controlled for private credit, trade exposure as well as various measures of government spending and
taxation. In addition, the results were found to be robust across a variety of specifications. On the other
hand, inflation variability was found to be insignificant in various specifications.

34 Inflation and output variability

14. A feature of the current period of low inflation is that the variability of GDP growth has declined
aswell (Figure 4). At the least, these results suggest that the maintenance of price stability has not come at
the expense of added output variability. However, again, part of the decline in each reflects other factors.
For example, there has been an absence of large external shocks to inflation as well as a number of
structural developments that have led to lower output variability.? Nonetheless, the greater commitment of
central banks to achieving and maintaining price stability may have also played arole.

[Figure 4. Inflation volatility ver sus output volatility]

4. The appropriate level of inflation

15. With the move to lower and more stable inflation, and the reaping of the associated gains, the
debate has shifted to what should be its appropriate level, with the focus being on what are the benefits of
moving from low to zero inflation or, in the extreme case, a fixed price level, versus the difficulties of
operating in that environment. These are taken up in the next two subsections.

4.1 The benefits of moving to till lower inflation

16. A number of studies have attempted to measure the distortions and welfare losses that even low
inflation (say 2 per cent, adjusted for biases) can introduce (Table3). These arise through the same
channels as the gains from moving to low inflation. While it is reasonable to expect that diminishing
returns to any potential benefits would be encountered as inflation rates moved lower, the gains could still
be significant, given the existence of an already distortionary tax system (Feldstein, 1997). Some estimates
show the gains to be sizeable, and since they are permanent, they would outweigh the costs of typica
disinflations (Ball, 1994), which are temporary.

[Table 3. Estimated costs and benefits of reducing inflation by two per centage points]

17. There is a need for some caution in interpreting these estimated gains, as they are for the most
part derived using partial equilibrium analysis. In addition, the results are sensitive to the assumptions
regarding afew key parameters such as the interest elasticity of saving as well as the discount rates used to
compute the present values of future gains (Fischer, 1999). In practice, most central banks have not
pursued inflation rates close or equal to zero.

9. For example, the growth in the importance of the service sector as well as better management of
inventories, see Dalsgaard et al. (2002), for an analysis in the context of business cycles, and aso OECD
(2002).

10
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4.2 The functioning of the economy at low inflation

18. Opponents, apart from questioning the extent of the distortions that arise at low inflation, have
focussed on the fact that the adoption of full price stability would increase the probability of deflation, with
al of its attendant problems.’® In the event, because of the zero interest rate floor, the ability of the
authorities to respond would be very limited. In this respect, the adoption of a positive, but low, inflation
goal can be understood as an insurance policy against such an eventuality (Summers, 1991).

19. The merit of that argument depends on both how frequently negative real rates may be required
to re-equilibrate the economy as well as on an assessment of the likelihood that the zero-bound in interest
rates could be encountered. On the first issue, while ex post red rates have turned negative on a number of
occasions during the past thirty years,™* what matters for agents are ex ante red rates. Some calculations of
such real rates' suggest that they have never been negative for the euro area and the United Kingdom. For
the United States, on the other hand, they have been negative twice over the past two and a half decades.
The first such episode occurred during the late 1970s, when the authorities eased the stance of policy but,
in the face of rising inflation, this was quickly reversed. The second was for a very short spell in 1993
when the US economy was facing “financial head winds’ and this, while also short-lived, was likely
helpful. In each case the period during which real interest rates were negative was very short.

20. A number of studies have tried to assess the likelihood of the zero-lower-bound on interest rates
becoming binding for different rates of target inflation (Table 4). Taking account of the fact that models of
the monetary transmission mechanism used to simulate these probabilities are at best a rough
approximation of what is a complex process, the overal likelihood that interest rates would hit the zero
bound appears to be significant at very low rates of inflation. Given the potential costs associated with
deflation, these results provide some support for the view that it might be prudent not to attempt to drive
the inflation rate too close to zero. Moreover, the results also indicate that in alow inflation environment,
the prompt response of monetary authorities can have a substantial impact on the final outcome. Indeed,
there is some evidence, again based on simulation exercises, that more prompt and decisive action by the
monetary authorities can be both output and inflation stabilising, while preventing interest rates from
hitting the zero-bound (Ahearne et al., 2002 and King, 2000).

[Table 4. The zero-bound on interest rates)

21. The case of Japan is often held up as an illustration of the dangers of falling into chronic
deflation. While Japan’s problems probably mainly arise from a malfunctioning monetary transmission
mechanism, it has also been argued that they are related in part to alack of promptness in monetary policy
reaction after the collapse of the bubble in the early 1990s (Ahearne et al., 2002). Although the existence
of a zero interest rate bound serves as a significant complicating factor for the conduct of monetary policy,
in the case of Japan it has been noted that there are alternative channels through which monetary policy can
influence economic activity.” All of these, however, are not as controllable as short-term interest rates, the

10. A price-level target would imply that the authorities should aim for reductions in prices in the wake of
positive shocks.

11. In several instances, particularly during the 1970s, these were considered as policy mistakes that in turn
over-stimulated demand.

12. Assuming a unitary inter-tempora elasticity of substitution, Vifias (2001) constructs series for the euro
area and the United States between 1980 and 2000 from the first-order equilibrium condition for
consumption. Using the Livingston survey and the Gallup survey, King (1999) estimates one-year rea
interest rates for the United States (1954-1998) and the United Kingdom (1984) economies, respectively.

13. An automatic mechanism that has been considered as a possible way out of the zero lower bound is the
“real balance effect”, first popularised by Pigou. In a more updated version, as prices decline, holders of

11
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main instrument of the central bank. For example, a potentially powerful one is the exchange rate,**
although engineering effective currency depreciation through intervention is difficult, in good part because
the workings of these markets are not well understood. The central bank can also intervene directly in the
markets for debt (private as well as government) as well as for equities.”® Nonetheless, there are problems
associated with such a policy, beyond the fact that it would lie outside typical mandates. Thus, such action
may create moral hazard by bailing out banks; it may affect relative prices of assets and thereby interfere
with market allocation of capital; if not well understood within the general policy framework, it may
undermine credibility; and it transfers market risk to the balance sheet of the central bank. In addition to
these channels, Meltzer (2000) suggested that the current deflationary forces in the Japanese economy
would dissipate if the rate of money growth were temporarily increased until the excess demand for money
turned into an excess supply. Finally, a number of observers have emphasised the importance of credible
inflation targets but, while in principle such a target might help to anchor expectations, credibility is
difficult to gain or to sustain once the central bank’s main instrument reaches the zero floor.

43 Resistance to nominal wage cuts

22. In an influential paper, Akerlof etal. (1996) have advocated the maintenance of a level of
inflation above that which most central banks are pursuing, either explicitly or implicitly, as a way to
“grease the wheels’ of the labour market. The argument is that, due to money illusion, workers are
reluctant to accept nominal wage cuts since they are perceived as “unfair’. Employers, for their part, are
also reluctant to enact them because of concerns about damaging workers “morale’ and productivity. There
is, however, less resistance to real wage declines that result from inflation. Accordingly, in the absence of
inflation, aggregate real wages, in addition to nominal wages, become rigid. This is particularly so in
circumstances of sow productivity growth. There are ingtitutional factors at play here as well, including
the number of layers of contracts that require re-negotiation, the coverage of collective agreements, the
legal framework of contract renegotiations and the strictness of the employment protection legislation for
non-union workers (Holden, 2002).¢

23. Several studies have provided some support for the nominal wage rigidity hypothesisin a variety
of countries (Table 5). The distribution of nomina wage changes tends to be asymmetrically distributed
(negative wage adjustments are few compared with positive ones) with typically a large spike at zero.
While this spike is commonly interpreted as evidence of asymmetric downward wage rigidities,
Smith (2000), using UK survey data, provides evidence that a significant part of those zero wage changes
can be attributed to “symmetric” causes such as long-term contracts, measurement error and rounding. At
an aggregate level, some studies (including, Card and Hyslop, 1997) find evidence that the overall impact
of these nominal wage rigidities on economic activity is modest.

government debt will witness an increase in their wealth levels that, in the absence of pure Ricardian
equivalence, might boost economic activity (Fuhrer, 2001).

14. A recent proposa for getting Japan out of its current deflation consists of depreciating the nominal
exchange rate by purchasing foreign exchange (M cCallum, 2000 and Svensson, 2001). Others have pointed
to the difficulty of “engineering” such a change in a currency’s value (Krugman, 1998 and Christiano,

2000).

15. Recently, the Bank of Japan announced that it will purchase shares directly from banks, with the goal of
removing from the bank balance sheets amounts in excess of Tier 1 capital requirements.

16. Akerlof et al. (2000), explore this view in a more recent paper. See also Fortin (1996), Bewley (1999) and

Howitt (2002) for a discussion of how wage rigidities can be related to morale and fairness considerations.
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24, While inflation may have “grease” effects that help offset nomina downward wage rigidity, it
also has “sand” effects (Groshen and Schweitzer, 1997). These arise because of errors associated with
increased uncertainty, as well as from nominal rigidities associated with menu costs and timing constraints.
Evidence for both types of effects is found; however, at levels up to 5 per cent inflation, the net impact on
unemployment is not statistically significant.

[Table. 5 Downwar d nominal rigidities: Summary of findingsin theliterature]

25. Although these studies provide useful insights into the workings of labour markets, two caveats
are worth mentioning. First, it could be argued that once inflation has been low for a long time, and is
expected to remain so, notions of fairness will change and with it the reluctance to accept hominal wage
reductions. Second, overall wage reductions can be achieved as individuals change jobs or as employers
change the composition of their workforce, although here the overall effect could be ambiguous. For
example, cost reductions could come at the expense of lower productivity.

26. Within monetary unions, different adjustment mechanisms in individual members may work
against maintaining zero inflation. For example, recent inflation pressures in the euro area have seemed to
be persistent as some of the larger, dower growing economies have not generated sufficient disinflation
pressures since 1998 to offset the increases observed in the faster growing Member economies (Figure 5)."
To the extent that this reflects asymmetries in the adjustment mechanism at low levels of inflation, it could
result in the need to maintain excessive slack in order to keep area-wide inflation at a level consistent with
price stability over the medium term. Related to this, it is possible that because of nominal floors to price
and wage changes, relative price changes will become more difficult at low levels of inflation.®

[Figure 5. Cumulative output gap and coreinflation in euro area countries|

4.4 Poalicy challenges facing accession countries to the European Union
27. For economies currently heading toward full membership of the European Union and,

concomitantly, of the Economic and Monetary Union," the goals of price stability, coupled with the
requirements of participating in ERMII, could be complicated by catching-up factors such as the so-called
“Balassa-Samuelson” effect. With high capital mobility and the opening up of markets, the traded-goods
sectors of these economies experience fast productivity growth and rapid wage gains. When these, in turn,
spill over into the non-traded sector, it leads to upward pressure on prices there and a persistent, positive
inflation differential relative to the European Union.?® While inflation rates have dropped significantly over

17. For example, Sinn and Reutter (2001) argue that at present for Germany’s inflation rate to be 1.5 per cent,
the euro area inflation target would have to be at least of the order of 2.5 per cent, implying an average
inflation rate of close to 3 per cent for the other 11 members.

18. Such changes are needed in a monetary union that lacks aternative adjustment mechanisms, in order to
deal with asymmetric shocks.

19. To meet the accession requirements, these economies are undertaking substantial reforms aimed at
narrowing the gap that currently separates them from the European Union. While this process of red
convergence takes place (an overall adjustment that includes convergence in output per capita levels as
well asin wage and price levels), these countries achieve nominal convergence (the adjustment of nominal
variables to threshold values defined by the Maastricht criteria) before full membership of the Economic
and Monetary Union.

20. Increases in demand for non-tradeables and changes in the patterns of government consumption can also
partially explain the inflation differentials vis-a-vis the EU (Corriceli and Jazbec, 2001). In addition, traded
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the past few years, to levels close to the EU average, it may be difficult for accession countries to combine
nominal exchange rate stability with the inflation performance required to proceed towards monetary
union, at least for some time.

28. The existing monetary policy frameworks in transition countries may also come under pressure
from capital flows. All of the OECD Central European economies currently target inflation, athough the
approach to exchange rate management differs® With a symmetric 15 per cent band, the Hungarian
exchange rate regime is the closest in spirit to ERMII, and therefore might serve as an indication of what
would be the typical behaviour of inflation target regimes during the transition period to EMU. Although
this new exchange rate regime has worked well since its implementation in May 2001, previous experience
shows that under full capital mobility the maintenance of separate targets for inflation and the exchange
rate (even if in areasonably large band) can be difficult at best. Where two targets conflict, it is not easy to
say which way policy should lean. As discussed above, inflation fluctuations carry real costs but so do the
potentially substantial relative price fluctuations that can result from instability of the nominal exchange
rate. Moreover, participation in ERMII upon accession would raise the risk of speculative attacks, because
EU accession will likely coincide with the full liberalisation of capital accounts (Buiter and Grafe, 2002).

29. The future enlargement of the euro area also raises some policy questions for its current
participants. Besides a number of institutional changes that will have to be introduced to better
accommodate the enlarged membership, there are also some concerns about the impact of an expanded
EMU for monetary policy. Nonetheless, the relative economic weight of the prospective members is quite
small, and whether experiencing “Balassa-Samuelson” effects or not, they will not have a large influence
on area-wide inflation.

5. Therole of ingtitutional changes and asset pricesfor monetary policy
51 Institutional changes and their effects
30. Starting in the early 1990s, there have been significant changes to the institutional structure of

central banks as well as frameworks governing monetary policy (Schich and Seitz, 1999) and these have
now spread to the vast majority of OECD countries.”” The general theme underlining all of these changes
has been the establishment of price stability as the primary goal of the central bank (Table 6).”® At the same
time, there has been a recognition that central banks need a certain amount of independence in order to
achieve their now clearer (and in several cases, narrower) mandates. While the degree of this independence
varies across OECD countries, at a minimum, most have instrument independence: that is, the freedom to
use the monetary instrument to achieve the objective without political interference. Granting instrument
independence to the Bank of England (in May 1997) had a pronounced positive effect on both bond
markets and measures of inflation expectations. Among G7 central banks, the ECB stands as the only

goods have experienced some trend appreciation (Erceg, 2002). For recent empirical work on Balassa--
Samuelson effectsin Central and Eastern European countries, see Kovacs (2002).

21. Hungary targets a central rate for the forint against the euro with a 15 per cent fluctuation band on either
side. The Czech Republic and the Slovak Republic both have adopted managed floats while Poland has
opted for afree floating regime.

22. Note that the National Bank of Poland has had instrument independence since 1989.

23. The relatively scant evidence available suggests that focus on price stability seems to have found favour
with the general public. Importantly, once it has been reduced, there is distaste for inflation, which is
perceived as harmful to standards of living (Shiller, 1997).
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ingtitution that has been granted goal independence in the sense of defining the target associated with its
mandate to pursue price stability.

[Table 6. Recent changes of institutional structuresof central banksin
selected OECD Member countries]

31 In line with increased independence, there have been important changes to central bank
transparency regarding key aspects of the operation of monetary policy. While increased transparency is
seen asfilling a perceived “democratic deficit” (Briault et al., 1996) it also has the potential to increase the
effectiveness of policy (Freedman, 2001). The type of information that central banks release to the genera
public, and financial markets in particular, has been categorised into various types and two are considered
here: information that is aimed at engendering trust and that aimed at increasing the predictability of policy
(Posen, 2002).

32. Central banks not only release information on the nature of the policy regime but also the
numerical target (where it exists), the reasons why they may have missed the target and what they will do
to meet it. This communication about their longer-run goals is aimed at increasing trust, which in turn
should enhance flexibility in the sense of providing the central bank with more scope to change interest
rates in the case of both demand or supply shocks. One testable implication should be a reduction in the
persistence of inflation, which has occurred in a number of countries (see below). As well, in response to
supply shocks, such trust should allow central banks to lower interest rates, if that is deemed appropriate.
The available evidence lends support to this effect, particularly for inflation-targeting countries (Kuttner
and Posen, 2001).

33. A number of central banks also make public details on their forecasts and on their models, as well
as specific information on the reasons behind various decisions. The goal here is to remove noise from
markets. Several centra banks have taken significant steps in this direction. In terms of publishing
forecasts (albeit with large confidence bands) of inflation and of GDP growth, the Bank of England, the
Swedish Riksbank and the Reserve Bank of New Zealand have arguably gone the furthest. As well, almost
al central banks publish explanations of recent policy decisions and some also announce bands between
which key policy rates are expected to fluctuate. The limited empirical evidence on this suggests that there
has been areduction in the volatility and an increase in the predictability of interest rates (Posen, 2002).

34. If, as a result of these changes as well as the experience of lowering inflation itself, there has
been an increase in central banks' credibility, the costs of, or indeed the need for, future disinflation will be
reduced. In such a case, agents will tend to put more weight on the central banks' inflation objectivesin
forming expectations. While measuring inflation expectations is fraught with problems, rough measures,
derived from indexed-linked bonds where they are available, have all fallen and are in line with explicit or
implicit inflation objectives (Figure 6). That being said, there is only limited and, at best, tentative other
evidence that credibility has been improved (see Box).

[Figure6. Inflation expectationsimplied from indexed bonds]
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Box. Theimpact on credibility

While studies have not documented any evidence that sacrifice ratios have fallen (Andersen and Wascher,
1999), a recent study of Phillips curves for 17 OECD countries (Laxton and N’Diaye, 2002) found that the
out-of-sample forecasts were improved if inflation expectations were modelled as partly forward looking compared
with the standard backward-looking alternative, generally employed. The weight on the forward-looking component
was modelled as a function of a proxy for credibility that varied over time. However, the difference in accuracy is not
particularly large except in the cases of the United Kingdom, Sweden, Denmark and, to a lesser extent, the
Netherlands and Belgium. In other work, the estimates of the NAIRUs for Canada and Greece were lowered and their
statistical precision was improved when allowance was made for officia or implicit inflation targets in constructing
measures of inflation expectations (Richardson, et al., 2000).

Some researchers have looked at what has happened to the persistence of inflation as an indirect measure
of credibility. The evidence on whether it has lessened is not overly robust. Declines observed in the United States
and the United Kingdom in the late 1990s have been documented by Taylor, 2000 and Wadhwani, 2002, respectively.
However, for the case of the United States, more sophisticated methods were not able to confirm a change over the
past three decades (Pivetta and Rei's, 2002).

Various studies that have analysed cases of inflation over-prediction in the late 1990s have found that a
contributing factor has been the surprisingly low pass-through of import prices relative to earlier episodes. This was
particularly noticeable in inflation-targeting countries such as Canada, Australia and New Zealand that have aso
experienced substantial currency depreciation prior to, or during, the period. A reduction in pass-through of import
prices has aso been found in the cases of the United Kingdom and Sweden based on event studies of the 1992
depreciation in both countries (Cunningham and Haldane, 1999). At the same time, these countries also had large
output gaps. As well, there is evidence that the power of firms to pass on cost changes into higher prices has fallen
and this m:ily partly reflect an intensification of competitive pressures in domestic markets rather than an increase in
credibility.

1. SeeTaylor (2000) and Wadhwani (2002) for the United States and the United Kingdom respectively.

5.2 Therole of asset prices

35. Although inflation has been brought down and there is a high degree of price stability almost
everywhere in the OECD area, it has not been accompanied by asset price stability. The sharp rise in equity
and house prices, particularly over the second half of the 1990s, and the large declines in those of equity
starting in early 2000 (Figures 7 and 8), coupled with earlier experiences of large asset price changes, have
raised questions as to the appropriate response of monetary policy.

[Figure 7. Equity priceindexes)
[Figure 8. Real housing prices]

36. At one level, central banks have to look at asset price movements and take into account their
potential implications for the inflation outlook. Indeed, a number of studies have documented that housing
and equity prices, as well as exchange rates, do contain useful information about future prices and demand
developments.®* The rea question, thus, is whether monetary policy should go further than this and aim to
influence asset prices. Theoretically, the argument has been advanced that since assets are vehicles for the

24, Cecchetti et al. (2000), document a number of these studies. See as well, Goodhart and Hofmann (2000).
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inter-temporal transfer of purchasing power, their fluctuations should enter the central bank’s inflation
target (Alchian and Klein, 1973 and Cecchetti et al., 2000). In practice, however, this argument has played
no role in policy formulation.

37. A more practical reason for directly trying to influence asset prices is that these can become
mis-aligned with potential for adverse effects once a correction occurs. In particular, the deflating of an
asset price bubble risks causing systemic problems in the financial sector. Historically, large and sustained
asset price reversals have been the most damaging when the banking sector had become overly involved
during the “bubble period”, situations not confined to just Japan (Edey and Hviding, 1995). Recently,
concerns have been raised about the viability of insurance firms and pension funds that had become very
exposed to equity. More generaly, balance sheets throughout an economy may be damaged in the wake of
large falls in asset prices and dealing with the associated negative impacts on activity and inflation may be
achallenge for monetary policy.

38. The policymaker’s problem is compounded when asset price surges occur against a background
of low or even falling inflation and improving underlying economic conditions. In this case, provided it
cannot be excluded that asset prices reflect fundamentals, a tightening of policy risks interrupting not only
an expansion when inflation pressures were absent but also a move of demand towards a higher level of
supply. In practice, it is difficult to determine if asset prices are being overly influenced by
non-fundamental's (Greenspan, 2002). Nonetheless it is possible to say something. There are, for example,
well-known and widely used measures of the appropriateness of asset prices. These can, at the very least,
be used to make inferences that in turn allow the debate to be framed in terms of historical relationships
(OECD, 1998; Borio and Lowe, 2002; and Kennedy et al., 1998). Indeed, while it will always be difficult
to establish with a high degree of confidence what is behind an asset price movement, this is similar, in
principle, to the uncertainty a forward-looking monetary policy will have to deal with in targeting price
stability.

39. A crucia element in dealing with systemic risk that can follow a sharp correction in asset prices
is a strong prudential framework. Indeed, if bursting a bubble requires very large interest rate increases, an
aternative may be to let the bubble run its course and minimise the damage from the eventual collapse by
ensuring that financia institutions and markets are sufficiently robust to withstand a large shock
(Bernanke, 2002). As regards the banking sector, there are concerns that the regulatory capita
requirements set under the 1988 Basle Committee Capital Accord might not provide adequate protection
against an abrupt market downturn and an associated substantial increase in loan losses. In part, thisis due
to the growing sophistication of risk management techniques that have allowed banks to gradually increase
the riskiness of their portfolio for given capital requirements.

40. Under the proposed new Capital Accord (referred to as Badle I1) capital requirements will be
more closely aligned with the risk taken by individual banks, largely by the widespread use of more
flexible and sophisticated rating methods to provide risk weights.? It is hoped that the improved matching
between capital requirements and individual banks' risk positions will enhance the trade-off between costs
and stability of the banking system, especially given that under the proposed accord, off-balance sheet
activities would be included in the credit risk assessment framework.

41. However, one of the implications of the closer alignment of capital requirement with market-
sensitive risk assessment may well be an amplification of the pro-cyclical impact of prudential regulation.
The main reason is that models typically used to provide market-based evaluation of borrowers

25. This involves both greater use of banks' own risk assessment especialy in large banking organisations,
coupled with supervisory authorities playing a more active role in validating the bank’s internal rating
methods as well asin judging overall whether the capital position is consistent with the risk profile.
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probability of default (value-at-risk models) are often adaptive in that they rely on previous history with
the focus on a very short time horizon. As a result, rating systems tend to put excessive weight on
borrowers current conditions and usually fail to properly take account of the cyclical nature of default risk
(Lowe, 2002). This, combined with the tendency for large banks facing growing competitive pressures to
hold increasingly similar positions, raises the likelihood of a credit crunch in a downturn as a large
proportion of bankstry simultaneously to preserve their capital requirement (Persaud, 2000).

42. One way to limit the pro-cyclicality of risk assessment would be for supervisors to ensure that
ratings are based on longer-term average probabilities of default, which would reduce the volatility of the
weights used in the calculation of the capital ratio. However, the implementation of such solutions might
be constrained, at least in the short run, by the availability and adequacy of data (ECB, 2001). The
potential pro-cyclicality of the proposed Capital Accord could aso be reduced by changing banks
provisioning practices towards a more dynamic, forward-looking approach. The principle would be to
oblige banks and other deposit institutions to set provisions on the basis of default rates over the business
cycle rather than a a point in time. While this makes risk assessment more complex, greater risk
management efforts would already be required under the new Capital Accord and hence the marginal cost
should remain limited. However, a generalised implementation of dynamic provisioning would in severa
countries require changes in accounting practices and taxation.”®

6. The contribution of fiscal policy to macro stability

43, In addition to the return to low inflation, the 1990s were also characterised by a shift in fiscal
policy towards the consolidation of public finances (Figure 9). From a peak of 5 per cent of GDP in 1993,
the general government deficit in the OECD area was brought down to zero in 2000. Even on a
cyclically-adjusted basis, the improvement in the fiscal balance was substantial, with the deficit falling
from a high of over 4 per cent of GDP to less than 1 per cent in 2000. Of the countries for which data are
available, only six (Japan, Germany, France, Italy, Portugal and Greece) have not seen their estimated
structura balances moving into balance or surplus in the late 1990s. In most countries, consolidation
resulted from both expenditure cutting and tax increases, although expenditure was the main source in
Canada (Table 7). In a number of euro area countries, consolidation efforts benefited substantially from
falling nominal interest rates. However, this contribution from falling nominal interest payments hides the
fact that in real terms the burden of the debt may not have diminished by as much, given that the
concomitant decline in inflation implies ower erosion of the real debt.

[Figure9. Fiscal balance positions and debt levels]
[Table7. Fiscal consolidation in selected OECD countries]

44, As aresult of fiscal consolidation, the public debt-to-GDP ratio has been trending down through
much of the second half of the 1990s in the vast majority of countries, with Japan standing out as a notable
exception. More recently, however, deficits have returned or widened again though in most cases they
remain at lower levels than a decade ago. In many cases, including countries operating fiscal rules, the
worsening of the budgetary outlook has taken place in both cyclical and structural terms.

26. A compulsory system of dynamic provisioning explicitly aimed at achieving counter-cyclicality has been
put in place in Spain in 2000.
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6.1 The benefits of fiscal consolidation

45, While in many countries fiscal consolidation required aggressive tightening, even during a period
of weak economic conditions, there were also benefits. One was the crowding-in effect associated with the
global declinein real interest rates. During the 1990s, real long-term interest rates have fallen significantly
in most countries, and fiscal consolidation likely played a role. Severd studies published in the mid-1990s
found a fairly strong and significant effect using pooled data across OECD countries (See Table 2).%’ This
effect was corroborated by recent evidence focusing on the US experience with budget surplus forecasts
during the 1990s.%

46. For countries facing adverse debt dynamics, the reduction in real interest rates helped create a
virtuous circle of declining debt service burdens, lower deficits and falling sovereign risk premiums. In any
case, the implied reductionsin real interest rates were sufficiently broad-based to benefit most countries. In
the case of euro area countries facing relatively high debt levels, an additional bonus came in the form of
significant downward convergence in nominal interest rates to the levels prevailing in those countries that
historically had low inflation.

47. Another potentia benefit from fiscal consolidation is the support it provides to the credibility of
the price stability objective pursed in most countries. There is a debate in the literature on the extent to
which ingtitutional independence granted to most OECD centra banks can be undermined by fiscal policy
that is seen as unsustainable. The fiscal theory of the price level suggests that unless discretionary fiscal
policy can assure public debt solvency, monetary policy may not have ultimate control on the price level.
Hence, in order for central banks to more fully benefit from functional independence, it has been agreed
that an institutional mechanism imposing fiscal discipline may be needed.

48. The relevance of this theory has been questioned by some authors on the ground that it is based
on “very peculiar conditions’® or that it may apply only in fairly extreme cases. Furthermore, some have
argued that even mechanisms such as the Stability and Growth Pact or a balanced budget amendment are
more stringent than required to address this specific issue (Canzoneri, et al., 2002). Moreover, in a context
of high capital mobility, unsustainable fiscal policies would likely be sanctioned by financial markets
before reaching the point of threatening the control of central banks on price determination. Even so, it
cannot be excluded that agents’ expectations of future inflation outcomes can be influenced by the strong
political pressures on monetary policy that high-debt servicing costs usually generate.

49, A third benefit from fiscal consolidation is that it puts countries in a better position to let
automatic fiscal stabilisers fully operate over the business cycles. As the experience of the 1990s has
shown, high deficits and debts levels may force countries to override stabilisers and run fiscal policy in a
pro-cyclical fashion. ** Automatic fiscal stabilisers clearly contribute to damp business cycles, at least in
the case of demand shocks. Results from simulations based on the OECD’s INTERLINK model suggest

27. Ford and Laxton (1995) found that a 1 percentage point increase in the debt ratio hasled to arisein the real
interest rate of 25 basis points.
28. See Canzoneri, et al. (2002), who look at the effect of CBO surplus forecasts on interest rates and find a

clear negative relationship between the interest spreads (five and ten-year Treasury notes to three-month
T-bill). Regression results suggest that an increase in the deficit ratio of 1 percentage point generates an
increase in the spread between long- and short-term rates of over 50 basis points.

29. Buiter (2002), for example, notes that in versions of the theory, the government’s inter-tempora budget
constraint does not hold, except in equilibrium.

30. Recent empirical evidence has shown that the public finance position is one key factor influencing the
ability of governmentsto run fiscal policy in a counter-cyclical fashion (Hemming et al., 2002).
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that for most OECD countries, the variance of output gaps would have been ceteris paribus between 10
and 50 per cent higher in the 1990s without the contribution from automatic stabilisers (Table 8).** While
thisin itself is significant, lower output volatility and uncertainty may in addition have a positive impact on
trend GDP, either via stronger and/or better investment or the reduced risk of hysteresis effects.®
Furthermore, in contrast to discretionary policy, they are not subject to delays in decision-making and
implementation, and hence can operate in atimely fashion. Accordingly, having larger stabilisers that can
fully operate diminishes the need for using discretionary policy as a stahilisation tool. In this regard, the
tendency for discretionary policy to be less actively used in EU countries compared with the United States
may be partly explained by the fact that stabilisers in the former countries are on average about twice the
size of those estimated in the latter.

[Table 8. Thesmulated impact of fiscal policy on the cyclical volatility of GDP]

6.2 The experience with fiscal rules

50. Past experience has shown that owing in part to political pressures, discretionary fiscal policy has
often been conducted in a non-symmetric fashion over the cycle. While it has generaly re-enforced
automatic stabilisers in downturns, the tendency during the 1970s and 1980s has been to spend away
eventual surpluses that would otherwise have been generated in periods of excess demand, largely
contributing to the deficit bias and build-up in public debt (Figure 10).** Even in countries (e.g. the United
States) where discretionary policy has been more systematically counter-cyclical, the degree of tightening
in periods of expansions has generally been lower than the extent of loosening observed during
slowdowns. As a result, severa countries were forced to consolidate their public finance positions during
the downturn of the 1990s, contributing to its persistence.

51. Apart from the political economy considerations, the difficulty at timesin distinguishing between
permanent and transitory shocks to government spending and revenues, combined with the uncertainty of
the growth assumptions that lie behind budgetary projections, underlines the need to run discretionary
policy in a cautious manner. An example of the first uncertainty in the substantial rise in US government
revenues associated with the boom in activity and share prices of the late 1990s that led to overly
optimistic budget projections which again conditioned tax and spending decisions. An example of the latter
is that most countries took a few years to revise down the output growth rate underlying their budgetary
plans, following the marked deceleration of productivity in the mid-1970s leading to widening deficits in
the late 1970s-early 1980s.

[Figure 10. Output gaps and the change in the gover nment structural balance]

52. One way to cope with the inherent uncertainty of budget projections and remove the deficit bias
is to move towards a more rule-based approach to discretionary fiscal policy. Doing so, however, raises a
number of questions, including: what should be the appropriate target (the level of debt, deficit or
expenditures); whether it should be satisfied at al times or only over a defined horizon (e.g. the business
cycle); and whether specific items (e.g. public investment) should be excluded from the target definition.

31. See Van den Noord, 2002. A reduction in output volatility would have been around 25 per cent on average.

32. By supporting activity during downturns, stabilisers contribute to limit the extent to which hysteresis
factorsin the labour and/or product market may take hold.

33. This can aso be characterised as not allowing automatic stabilisers to work symmetrically. See Alesina and
Perotti, (1995), for an overview of political economy factors leading to the deficit bias in the conduct of
discretionary policy.
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In addressing these questions, arguments based on economic efficiency are put against practical
considerations.

e The rationade for targeting directly the debt level is that it is better suited to addressing
considerations of long-term sustainability and inter-generational equity. However, given the
difficulties involved in defining an optimal level as well as the problems created by implicit
liabilities and assets, the choice is bound to be largely arbitrary, with the risk of undermining
the perceived degree of commitment. Targets focussed on the level of the deficit or on
expenditures have the advantage of simplicity and of being more easily understood by the
wider public. On the other hand, while a deficit target can be useful during a period of fiscal
consolidation, it may not provide adequate control on expenditures in times of budgetary
surpluses. A drawback of both debt and deficit targets is that they can aways be satisfied
through higher taxes with attendant negative consequences for economic growth. This points
towards an expenditure target; however, in practice, it is easy to circumvent and does not
ensure that stability objections will be met.

* A deficit target specified in terms of the cyclically adjusted baance has the advantage of
flexibility, allowing for automatic stabilisers to respond to cyclical fluctuations and to dea
with exceptional circumstances while controlling the deficit bias. The benefit, however,
comes at the cost of reduced simplicity and clarity given that the target is subject to
substantial margins of interpretation. Targeting the actual balance has, in this respect, the
advantage of being more credible, athough the latter can be just as easily undermined by
excessive use of “escape’ clauses and/or creative accounting to circumvent the rule.

e Considering that public investment confers benefits to current and future generations dike,
inter-generational equity considerations argue in favour of choosing a target consistent with
the golden rule, i.e. that excludes capital expenditures. Such a practice has the advantage also
of counteracting the bias against public investment observed in the past in several countries.
In practice, however, the distinction between current and capital outlays embedded in
accounting conventions is to some extent arbitrary and ignores for instance potentially
important elements such as education and health. In addition, current and capital outlays are
frequently linked such as in the case of expenditures to maintain the existing capita stock.

53. Several countries have changed their fisca policy framework towards a more transparent,
rule-based approach (Table 9). While the nature and strength of the rules has varied across countries, in al
cases the aim has been to tighten the constraints on discretionary interventions so as to restore credibility of
the policy process. In this respect, the rules should be credible; they have to be set in clear smple terms,
perceived to be binding and underpinned by some form of sanctions. Those found in the former US Budget
Enforcement Act, which elapsed at the end of 2002, and the Stability and Growth Pact come close to to
satisfy these criteria. In both cases, they are set in terms of actua deficits or expenditures and the legislated
numerical limits are underpinned with explicit pecuniary sanctions, in the form of across-the-board cutsin
the United States and non-remunerated deposits in the European Union. However, given that such rules
tend to lack the flexibility needed for fiscal policy to fulfil its stabilising role or to deal with special events,
they typically contain “escape” clauses. In the United States, the spending caps that were imposed under
the Budget Enforcement Act were accompanied by a clause allowing for “emergency appropriations’.
Likewise, EU countries breaching the 3 per cent of GDP deficit ceiling can avoid financia sanctionsif the
excessive deficit is due to exceptional circumstances, if it is temporary and if it remains close of the
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ceiling.®* Taking another approach, Canada’'s framework has anticipated special events by establishing a
contingency reserve.

[Table9. Changesin thefiscal frameworksin the 1990sin selected OECD Member countries]

54. Another way to alleviate the trade-off between flexibility and effectiveness is via an increase in
transparency. This has been the approach taken in the United Kingdom, Australia and New Zealand.®
Even though numerical rules are set, they are not necessarily legidated and they are defined in a way that
alows for a more flexible use of discretionary policy, at least over the business cycle. It is argued that
despite this extra flexihility, credibility can be maintained by raising transparency of the budgetary process
(Kilpatrick, 2001). In all three countries, the change was introduced after most of the consolidation effort
was achieved, suggesting that such a framework may be more useful once a position of budget balance has
been established. Looking at past experience, there is some empirical evidence that transparency of budget
procedures has a positive impact on fiscal discipline (von Hagen and Harden, 1995), but given that thisis
based on results that pre-date the major consolidation effort, the conclusion should be interpreted
cautioudly.

55. For as long as the political momentum and popular support for fiscal consolidation was strong,
rules based on numerical targets, such as those that were used in the United States until recently and the
European Union, proved to be quite useful in helping countries focus on clear objectives, even though the
specific contribution of the rulesin restoring sound public finance can not be easily established (Hemming
and Kell, 2001). This was particularly the case for several EU countries with high deficit levels and for
whom participation in Stage |11 of EMU provided a powerful additional incentive. However, once the 3 per
cent of GDP rule was satisfied -- and entry into EMU Stage Ill secured -- pursuing consolidation to
achieve the “close-to-balance or surplus’ objective proved much more difficult for the largest euro area
Member States, underscoring the limits of the rules-based approach. Likewise, soon after the budget
moved in to surplus position in the United States, the constraint of the spending caps was lifted through a
series of emergency appropriations in 1999 and 2000 and by a lifting of the caps for 2001 and 2002,
following which the rule was not renewed.

56. In the case of the euro area, while in principle the “close-to-balance or surplus’ rule is designed
to ensure that countries run discretionary policy symmetrically over the cycle, it has not prevented some
countries (in particular the largest three Member States and Portugal) from offsetting the effect of
automatic stabilisers during the upswing of the late 1990s. Not surprisingly, the subsequent economic
slowdown pushed the deficit beyond the 3 per cent limit in 2002 in three countries (Germany, France and
Portugal) and close to the limit in a fourth one (Italy). By early 2003 two of these (Germany and Portugal)
were aready under the so-called Excessive Deficit Procedure, implying that they would have to tighten
fiscal policy before a recovery was well underway. The first step of such a procedure was initiated for
France at the beginning of April 2003. Partly to avoid a situation where severa countries feel constrained
to tighten fiscal policy during a downturn, the Commission had previously delayed the requirement to have
a balanced budget from 2004 to 2006. These developments confirmed the fears expressed at the outset by
many that once EMU participation was locked-in, peer pressures and the threat of possible sanctions would
not be sufficient to compensate for the inherent asymmetry in the Pact, created by the absence of abinding
rule during upswings.

34. The exceptionality clause is automatically granted if GDP falls by over 2 per cent in the year the 3 per cent
ceiling is breached. It can till be granted if GDP falls by between 0.75 and 2.0 per cent, but a formal
approval by the EU Council is required in such case.

35. Their approach has contributed to the development of international codes. OECD Best Practices for Budget
Transparency and the IMF Code on Good Practices on Fiscal Transparency.
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57. Responding to growing pressures for changing the Pact, the Commission has made a set of
proposals to the Council in late 2002 to amend the implementation rules while preserving their main
thrust.®® One of the key changes proposed would be to interpret the “close-to-balance” budget rule in
cyclically-adjusted terms, implying that it should be aimed at every year. Countries deviating from the
objective would commit to a pre-set time path for a return to a balanced structural budget (subsequently
specified as at least a 0.5 per cent of GDP decline in the cyclically-adjusted deficit per year).*” While in
principle this would have the advantage of providing fiscal rules with needed flexibility it might not be as
easy to apply in practice without undermining the credibility of the Pact. In order to strengthen the peer
pressure process, the Commission is also proposing to enforce the rule in ex ante rather than ex post terms
so as to make the pain of non-compliance be felt much more rapidly.* These proposals have been endorsed
by the EU Council during the Spring Meeting of 20-21 March 2003.

58. Overall, the experience with the US Budget Enforcement Act and the Stability and Growth Pact
illustrates that the types of rules that may be helpful during a phase of deficit reduction may no longer be
sufficient after consolidation has been achieved. In this regard, it is worth noting that both Canada and
Switzerland modified their rules after the initial balanced budget objective was achieved. While Canada
has shifted emphasis from deficit to debt reduction, Switzerland has adopted an expenditure rule that
essentially aims at keeping the budget balanced over the cycle.®

6.3 Fiscal sustainability in the longer term

59. The extent to which the new frameworks will ensure better fiscal discipline in the future and
prevent another build-up of high debt levels remains to be seen, especialy considering the twin pressures
to lower tax burdens and to fund rising health care and pension costs. In addition to short- and
medium-term considerations, fiscal policy should thus be assessed from a long-term perspective, taking
into account not just the existing government liabilities but also explicit and implicit tax and spending
commitments. Of particular interest are the budgetary consequences of policies designed to address major
issues such as demographic changes. However, solvency considerations can also have immediate
repercussions, asit is sometimes dramatically illustrated by the sovereign spreads on devel oping countries
debt.

60. Conceptually, sustainability of fiscal policies is usualy seen in terms of the inter-temporal
government constraint, which states that today’ s stock of debt should be matched by the discounted value
of the future stream of primary surpluses (Blanchard, et al., 1990). Due to its infinite horizon dimension,
no single arithmetic rules on the budget or the debt level result directly from this approach.”” On the other
hand, consistency assessments of fiscal policies are made over a finite time horizon. For this reason, the

36. See the Communication from the Commission to Council and the European Parliament on Strengthening
the co-ordination of budgetary policiesissued in November 2002
(http://europa.eu.int/eur-lex/en/com/cnc/2002/com2002_0668en01.pdf).

37. See conclusions from the 2493 Council meeting on Economic and Financial Affairs held in Brussels on
7 March 2003 (http://ue.eu.int/pressData/en/ecofin/74844.pdf). Small temporary structural deficits would
be accepted for countries with alow debt ratio.

38. Under the current rule, it may take several years before the sanctions attached to an Excessive Deficit
Procedure are actually imposed.

39. Following a referendum in Spring 2002, this rule has been placed in the constitution and will be effective
starting with the 2003 federal budget.

40. In fact, the required transversality condition simply imposes that the debt does not grow faster than the
interest rate.
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practical definition of sustainability in these exercises requires the specification of some constraints in
addition to the general implications of the inter-temporal budget constraint. One common approach is to
assume that the debt-to-GDP ratio at the end of the process returns to its starting level. The sustainability of
agiven fiscal programme can then be measured by the fiscal gap, the immediate and permanent change in
the primary balance needed to satisfy that debt rule (Auerbach, 1994).*

61. Some work has been done looking at the practical implementations of the inter-temporal budget
constraint approach for the discussion of fiscal sustainability of some OECD economies.

— Under current policies, New Zealand will be facing some serious fiscal imbalances in fifty
years time. Given current projections for demographic and related health care developments,
the current primary balance surpluses will turn negative at around 2020, resulting in a fiscal
gap of about 1.57 per cent of GDP by 2051. Consequently, the enforcement of a 30 per cent
target for the debt-to-GDP ratio in that terminal year*™ would require atightening of the fiscal
policy over the entire projection horizon (Janssen, 2002).

— Kennedy and Matier (2002) compare the long-term fiscal outlook for Canada and the United
States presenting a homogenous treatment of pension plansin both countries. In this context,
despite the apparent high level of federa debt in Canada relative to that in the United States,
current Canadian fiscal policies were assessed as being sustainable in the long run. In
contrast, current fiscal policy in the United States will eventually lead to tax hikes and/or cuts
in spending. According to the authors projections, even assuming that the recently enacted
tax cuts expire in 2010, the US fiscal gap (the amount of fiscal tightening required to satisfy
the debt rule) will emerge after 2050 and will reach 1.0 per cent of GDP by 2075.

— Federiksen (2001) discusses fiscal sustainability in 19 OECD economies using a different
implementation of the budget constraint approach, which in contrast to the other two studies
does not require the imposition of an end-point -- or finite horizon -- constraint.”® The author
concludes that from a long-term perspective the fiscal consolidation of the last few years still
requires significant tightening for all but a small group of countries. Based on these scenarios,
EU member countries would need to enact a further permanent tax increase or spending cut
of the order of 2.5 per cent of GDP. As in the Kennedy and Matier paper, current US fiscal
policies are judged to be unsustainable, with arequired permanent adjustment of 2.2 per cent
of GDP. In contrast with that paper, however, the Danish submission concludes that Canadian
fiscal policieswill also have to be tightened over the long term (2.9 per cent of GDP).

62. However, it should be recognised that the assessment of long-term fiscal sustainability is fraught
with difficulties. In the first place, the practical implementation of the concept of sustainahility itself
generally requires the reduction of the inter-temporal budget constraint to finite time implications. The
resulting conditions are neither necessary nor sufficient for sustainability. Furthermore, given the extended
horizons of these exercises, the assumptions adopted for the path of key economic variables such as
potential growth and real interest rates may well reveal themselves as poor approximations to the actual
outcomes. Finally, most simulations are conducted in partia equilibrium fashion, ignoring important
feedback effects.

41. A similar concept, the tax gap, is due to Blanchard, et al. (1990).
42. Thisisthe debt-to-GDP ratio in the initial projection period.
43. The paper computes an index of fiscal sustainability, which is equal to the adjustment of the primary

surplus required to prevent further, future changes in fiscal policy. For computational ease, an exponential
adjustment path is used.
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63. In addition, the measurement of sustainability tends to ignore the fact that even fiscal scenarios
that are sustainable on an accounting basis could nonetheless be unsustainable politically.* For instance,
they could imply pensions at poverty levels or they might imply an unsustainable shift of the burden from
the current to future generations (such as could be the case when a country decides to go from a
pay-as-you-go to a fully-funded system).

44, For example, Fredereiksen’s (2001) assessment of sustainability of fiscal policies in Italy and the United
Kingdom holds true largely due to the fact that these are the only two countries for which pensions do not
penalise primary balances in the long run (Table 1). However, the paper relies on the OECD ageing
projections (Dang et al., 2001), which foresee Italy and the United Kingdom as the only two countries
where the relative weight of pension spending in GDP will decline in the next fifty years. Interestingly,
Dang et al., (2001) aso show that these two countries hold two of the most extreme positions among
OECD countries regarding the weight of pension spending in GDP. In 2000, at 14.2 per cent of GDP Italy
had the highest pension spending of al OECD countries. In contrast, pension spending in the United
Kingdom amounted to just 4.3 per cent of GDP.
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Table 1. Estimated impact of inflation changes on output per capita®

Impact on output per working age

person Order of
(per cent)® magnitude
with respect
Effect via . to OECD
Variable economic inE\jzfees(;:nV;?lt Oe\;feer(i“ experience
efficiency (1980s-90s)°
Inflation rate 0.41t00.5 0.41t00.5 about 1/4 the
(fall of 1% point) observed fall
Variability of inflation 20 20 about 1.5 times
(1% point fall in the standard deviation of inflation) the observed fall
Tax burden® 0.3 -0.3t10-0.4 -0.610-0.7  apout 2/3 of the
(increase of 1% point) observed increase

a) The values reported in this table are the estimated long-run effects on output per working-age person of a given policy change.
The range reported reflects the values obtained in different specifications of the growth equation.

b) The effect via economic efficiency (direct effect) refers to the impact on output per capita over and above any potential influence
on the accumulation of physical capital. The effect via investment (indirect effect) refers to the combined impact of the variable
on the investment rate and by that channel, on output per capita.

c) Average change from the 1980 average to the 1990 average in the sample of 21 OECD countries,
excluding new Members as well as Iceland, Luxembourg and Turkey.

d) In percentage of GDP.

Source: OECD; Bassanini et al. (2001).

Table 2. Real long-term interest rate equation

17 country simultaneous estimation

Dependent variable: first difference of real long-term interest rates
Quarterly datafrom 1981 Q2 to 1994 Q2

Variable ECM coefficient t-stetistic Implied long-run
coefficient

Constrained coefficients

Error correction -0.079 -8.42

Return on capital 0.019 5.06 0.24
Risk 0.122 4.44 154
Past minus expected inflation 0.027 331 0.34
Current account -0.012 -2.31 -0.15
Government deficit 0.012 232 0.15

Note: For data sources and definitions see the Annex to Orr et al., 1995.
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Table 3. Estimated costs and benefits of reducing inflation by two per centage points

Summary of findingsin the literature

Permanent gainin ~ Temporary disinflation

Country Authors GDP cogts (Ball, 1994)°
Canada O'Reilly and Levac (2000) 0.11t01.08 2.40
Germany Tddter and Ziebarth (1999) 2.04 5.04
New Zealand Bonato (1998) 0.28t00.39 1.06
Spain Dolado, Gonzalez-Paramo, and Vifias (1999) 1.80
Sweden Persson, Persson and Svensson (1996) 0.72° 0.90
United Kingdom Bakhshi, Haldane and Hatch (1999) 0.41t0 0.52 1.36
United States Feldstein (1997, 1999) 0.85t01.14 4.60

a) Average sacrificeratio, annual data.
b) Indirect welfare costs — possible compensatory tax increases — not included.
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Table 6. Recent changes of institutional structuresof central banks

in selected OECD Member countries

Country Year Summary of changes®

Australia 1997 (t) The Commonwealth Authorities and Companies Act requires the Reserve Bank Board to
prepare an annual report, for presentation to the Treasurer and tabling in Parliament (usually
in late August or early September).

Czech Republic 1993 (0) Currency stability as explicit objective;

(i) Instrumental and operational independence of the Czech National Bank (CNB) guaranteed by
the Constitution;

(i) The decision making related to monetary policy delegated to the CNB Board, in which
government representatives have no vote;

(i) Board members cannot be dismissed on account of disagreements with government in
monetary policy;

(t) Minutes and records of the CNB Board meetings are publicly disclosed;

(t) Every six months the Bank must report on its activities to Parliament.

1998 (o) Formal inflation target;
(t) Publication of quarterly Inflation Reports.
2002 (o) Price stahility as explicit objective.

Euro area 1998 (0) In accordance with the Treaty establishing the European Community and the Statute of the
European System of Central Banks and of the European Centra Bank (ECB), the primary
objective of the Eurosystem, which is composed of the ECB and the National Central Banks
(NCBs) of the euro area, isto maintain price stability;

(i) The Eurosystem is independent — when performing Eurosystem-related tasks, neither the
ECB, nor an NCB, nor any member of their decision-making bodies may seek or take
instructions from any external body;

(i) The Community institutions and bodies and the governments of the Member States may not
seek to influence the members of the decision-making bodies of the ECB or of the NCBs in
the performance of their tasks;

(i) The Statute makes provision for the following measures to ensure security of tenure for NCB
governors and members of the Executive Board: i) a minimum renewable term of office for
governors of five years; ii) a minimum non-renewable term of office for members of the
Executive Board of eight years (it should be noted that a system of staggered appointments
was used for the first Executive Board for members other than the President in order to
ensure continuity); and iii) removal from office is only possible in the event of incapacity or
serious misconduct; in this respect the Court of Justice of the European Communities is
competent to settle any disputes.

Hungary 2001 (o) Price stability as primary objective;

(o) Formal inflation target set for end 2001, end 2002 and end 2003;

(i)
®

(®)

Independence of the Central Bank in formulating and implementing monetary policy;
Monthly reports of the Centra Bank and quarterly reports on inflation of the monetary
council present detailed accounts of monetary policy, inflation forecasts and risks;

Every year the Bank reports its activities to the Parliament.
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Table 6. Recent changes of institutional structuresof central banks
in selected OECD Member countries (cont.)
Country Year Summary of changes?
Japan 1998 (o) Price stability as explicit objective;
(i) Independence of the Bank of Japan in formulating and implementing monetary policy;
(i) Assigns the decision making concerning monetary policy to a single body -- the Policy
Board -- in which government representatives have no vote; government influence on choice
of Policy Board members reduced,;
(i) Board members cannot be dismissed in cases of conflict with government;
(t) Minutes and records of the Policy Board meetings will be publicly disclosed;
(t) Every six months the Bank must report on its activities to the Diet.
Korea 1998 (o) Price stability as primary objective;
(i) Governor of the Bank of Korea serves as the Chairman of the Monetary Policy Committee,
replacing the Minister of Finance and Economy;
(i) The Monetary Policy Committee is reduced from nine to seven, with only one nominated by
the government;
(i) Committee Members serve on a full-time basis and cannot be dismissed on the grounds of a
conflict with the government;
(t) Minutes of the Monetary Policy Committee meetings will be publicly disclosed with a delay
of three months;
(t) Every year the Bank must report on its activities to the National Assembly on semi-annual
basis.
Mexico 1994 (o) Price stability as primary objective;
(i) Board members are appointed by the President and ratified by the Senate (six years for the
governor and eight years for the four deputy governors);
(i) Independence of the Banco de México (Banxico) in formulating and implementing monetary
policy.
1995 (t) Banxico announces annual inflation target and the time path of monetary base (intermediate
target).
1999 (o) Bringing down inflation to 3 per cent as long-term objective in line with that of the trading
partners.
2000 (t) [Inflation reports published quarterly.
New Zealand 1996 (o) Inflation target range widened to 0-3 per cent.
2000 (i) The Chairman of the Board of Directors becomes a non-executive director, rather than the
Governor.
2002 (t) Inflation target becomes 1-3 per cent on average over the medium term.
Poland 1997 (0) Price stability as basic objective. Insofar as this does not preclude the pursuit of basic
objective, National Bank of Poland (NBP) actsin support of Government policies;
(i) Independence of NBP in its instruments - since 1989;
(i) Decision making related to monetary policy delegated to the Monetary Policy Council;
(i) Council's Members -- of which there are nine plus the governor -- appointed in equa
numbers by the President of the Republic, the lower house of Parliament (Sejm) and the
Senate;
(i) Council members recalled only for reasons of resignation, illness, crimina offence, adhesion
to apolitical party or atrade union;
(t) Council draws up annual monetary policy guidelines and submits them to Sgjm;
(t) Council presents a report on the performance of monetary policy guidelines within
five months from the end of the fiscal year.
1999 (o) Formal adoption of an inflation target.
2000 (o) Adoption of afloating exchange rate regime.
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Table 6. Recent changes of institutional structuresof central banks

in selected OECD Member countries (cont.)

Country

Y ear

Summary of changes?

Slovak Republic

2001

(0)

0]
0]

Price stability as the principa mandate, in place of currency stability, which is now the
second objective;

The National Bank of Slovakia (NBS) is made fully independent;
The Bank is prohibited from providing monetary financing of the public deficit.

Sweden

1993

1998

(®)
®
(0)
(0)
0]

0]

Formal inflation target is specified by the Riksbank;

Inflation report.

Explicitly lays down price stability as objective of monetary policy;

Responsibility for exchange rate regime (only) transferred to government;

Previous Governing Board (appointed by the Parliament) is replaced by an Executive Board
of six members, each elected for aperiod of six years

The Riksbank no longer required to consult but only to inform government on important
monetary policy decisions,

Governor cannot be dismissed in cases of conflict with government.

Switzerland

2000

(0)
®

®

Price stability on the medium term as objective to avoid both inflation and deflation;

The Swiss National Bank publishes forecasts of inflation over the three-year horizon twice a
year as well as quarterly assessment of monetary policy;

Publication of various models on which projections are based.

Turkey

2000

2001

2002

0]

(0)
0]

(®)
(t)
(t)

Responsihility of banking supervision transferred to Banking Regulation and Supervisory
Agency.

Price stability as explicit objective;

Decision making related to monetary policy delegated to Monetary Policy Committee (MPC)
-- the members are Governor, Vice Governors, one member to be elected from the Board and
one member to be designated by Council of Ministers upon the proposal of the Governor -- in
which arepresentative of the Treasury can attend but has no vote;

Any form of direct lending from the Central Bank to the Treasury is forbidden.

Inflation target set explicitly;

Publication of independent assessment of inflation.

United Kingdom

1992

1993
1994

1997

(®)

Inflation target by Chancellor of the Exchequer and Bank of England (BoE);

(i,t) The BoE produces independent assessment of progressin meeting inflation target.

0]

The BoE is given discretion over timing of changesin interest rates.

(i,t) Publication of the minutes of the meetings between the BoE and the Chancellor in which the

(i)
0]

0
(0)
(0)

former givesitsindependent advice to the latter.

The BoE is given authority over the setting of interest rates;

Policy decisions are made by a new Monetary Policy Committee (MPC), the members of
which will be appointed by the Governor and the Chancellor. A representative of the
Treasury will attend the meetings of the MPC, but has no vote;

Government cannot give instructions to the new committee;

Responsihility for banking supervision will be transferred to a separate institution;
Responsihility for debt management transferred to the Treasury.

a) Changes affecting the objectives, the degree of independence and transparency are identified (0), (i) and (t) respectively.

Source: OECD.
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Table 7. Fiscal consolidationsin selected OECD countries
Changesin general government, in per cent of GDP?

Net Cyclically-  Cyclically- Cyclically- Net Gross
lending adjusted adjusted adjusted interest debt
net lending revenues expenditurer>p payments
Major economies
United States (1993-2000) 7.3 6.2 3.0 -1.9 -1.0 -14.6
United Kingdom (1994-2000) 11.9 6.9 31 -2.0 -0.2 -6.6
Canada (1993-2000) 12.2 9.4 0.2 -6.9 -1.9 -7.6
Euro area (1994-2000) 59 32 05 -0.6 -1.6 41
Euro area countries
Austria (1996-2001) 5.3 51 3.0 -14 -1.2 -6.0
Belgium (1993-2001) 85 8.8 2.8 -1.0 -4.6 -24.2
Finland (1994-2000) 14.4 4.6 -0.9 -3.9 14 -5.4
France (1994-2000) 4.6 33 21 -0.6 -0.1 13.8
Germany (1997-2000) 4.5 1.0 0.5 -0.3 -0.3 0.2
Greece (1994-2001) 12.4 10.0 7.2 4.0 -6.3 -3.2
Ireland (1996-2000) 6.7 38 -1.3 -4.0 -3.0 -43.6
Italy (1991-2000) 11.2 10.8 3.0 -1.6 -3.9 13.2
Netherlands (1995-2000) 6.4 4.7 0.3 -4.3 -11 -19.9
Portugal (1994-2000) 3.0 1.0 0.4 39 -2.8 -6.0
Spain (1996-2001) 6.5 4.7 17 -0.4 -2.0 -5.4
Other OECD
Australia (1993-99) 7.1 5.4 45 0.6 -14 -0.5
Denmark (1994-99) 6.0 27 0.5 0.1 -1.2 -28.9
Iceland (1995-2000) 7.2 4.3 6.2 4.0 -0.6 -14.2
New Zealand (1991-94) 7.7 58 -1.2 -2.3 -2.9 .
Norway (1994-97) 9.9 7.2 17 -4.0 1.0 -12.6
Sweden (1994-98) 14.0 10.6 2.2 -4.5 18 2.6
Total OECD (1994-2000) 51 33 11 . -1.0 19

Note: Fiscal consolidation are defined between 1990 and 2001 as periods of protracted (more than three years) improvementsin the annual
genera government's net lending position in per cent of GDP, as compared to the previous year, where such periods are allowed to be
interrupted if the worsening of that balance does not exceed 0.5 per cent of GDP and does not last for more than one year.

a) Valueinthelast year of the consolidation minus the value in the year before the consolidation.

b) Excluding interest payments.

Source: OECD.
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Table 8. The smulated impact of fiscal policy on the cyclical volatility of GDP

Root mean sguare of output gap, 1991-1999%

Actual®

Increase(+) or decrease(-) attributable to:

Automatic stabilisers

Discretionary policy

Finland 5.7
Ireland 3.6
Sweden 29
New Zealand 28
Canada 2.7
Japan 26
Italy 23
Spain 19
Belgium 18
France 18
Greece 18
Australia 17
United Kingdom 16
United States 16
Germany 14
Austria 13
Netherlands 11
Average of above 23

-7.8
-0.4
-1.0
-0.9
-0.7
-0.4
-0.7
-0.4
-0.5
-0.3
-0.3
-0.3
-0.7
-0.3
-0.8
-0.1
-0.4

-0.9

-2.9
-0.7
-11
-04

0.8
-2.3

17
-11

0.7

0.1
-2.6
-1.7
-04
-2.4
-0.3
-1.4
-15

-0.9

2000

1
a) Theformulafor the root mean square of the output gap reads: 5 Z gapf

t=1-1991

where: gap = (y-y*)/y*;y = GDP and y* = potential GDP.
b)  Countries are ranked according to cyclical variability of the output gap.
Source: Van den Noord (2002).
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Table9. Changesin fiscal frameworks since the 1990s

Country/region Y ear Summary of changes
Austrdia 1998 Charter for Budget Honesty
Rule
*  Nolegidated numerical rules. The Charter requires the government to spell out objectives and
targets but places no constraints on their nature.
Enforcement/Sanctions
e Nosanctions.
Transparency
* Requires the Government to prepare an annua fiscal strategy statement outlining long-term
fiscal policy objectives and fiscal targets for the following three years. External auditors assess
the statement and performance.
Austria 2000 Domestic Stability Pact
Rule
* Negotiated floors on the budget balance for each government level (0.75 per cent of GDP for
the Lander zero for municipalities and the federal government balance should be such that the
Stability Programme target is met). The floors apply on average, over severa years.
Enforcement /Sanctions
* Possiblefines (8 per cent of the floor plus 15 per cent of the shortfall, up to a ceiling), subject
to aunanimous decision from al interest parties.
Escape Clause
* In case of aserious economic slowdown for example, the sanction do not apply.
Belgium 1996to  Intergovernmental treaties
1999
1999t0  Ryle
2002 *  Permissible deficits are established for the federal government plus the Social Security on the
one hand, and for the regions and the local governments on the other.
Enforcement / Sanctions
e Theborrowing capacity of regions and communications may be restricted.
Transparency
* Permissible deficits for the different government levels and for Socia Security are established
on the basis of recommendations of the High Council of Finance (a wise men committee),
which are published in annual reports.
Canada 1991to  Federal Spending Control Act
1996 Rules
e Limitson al programme spending except self-financing programmes.
e Overspending in one year permitted if offset in following two years.
Enforcement / Sanctions
*  No explicit sanctions. Compliance with the Act was assessed by Auditor General.
1998 Debt Repayment Plan

Rules

e There are no legidated rules at the federal level but the government has a “balanced budget or
better” policy.

e Most provinces have some form of balance budget legislation, with sanction that may include
salary cuts for cabinet members or forced elections.

e A Contingency Reserve and an economic prudence factor are built into the federal budget and
may be devoted to debt reduction if not needed.
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Table 9. Changesin the fiscal framewor ks since the 1990s (continued)

Country/region Y ear Summary of changes
Euro area/ EU 1992 Maastricht Treaty; extended in 1997 under the Stability and Growth Pact
countries Rules

e 3 per cent of GDP ceiling on general government net borrowing.

¢ 60 per cent of gross government debt-to-GDP ratio norm.

¢ Closeto balance or surplus target.

Enforcement / Sanctions

e Non-remunerated deposits with a fixed component equal to 0.2 per cent of deficit and a
variable component rising with size of excessive deficit.

«  Financia sanction applies only in case of non-respect of deficit rule, although peer pressures
can be exerted in the form of policy recommendations on the basis of the Commission’s
assessment.

Escape clause

e Exceptional circumstances including if output falls by over 2 per cent during the year the
deficit exceeds the limit.

Transparency

e Member States are required to report twice a year to the Commission their planned and actual
deficits and their debt levels. Once a year they must also submit a stability (euro area “ins’) or
convergence (“outs’) programme, which is subject to an opinion from the Council.

Germany 2002 Domestic Stability Pact

Rules

e Golden rule: the budgeted deficit of the federa government must not exceed federal
investment spending (by constitutional law; most Léander constitutions have asimilar law).

« Both the government and the states (including the communities) should aim at balanced

budgets.

Enforcement / Sanctions

*  Noexplicit sanctions.

Transparency

e The inter-governmental Financia Planing Council should make recommendations on how to
achieve fiscal discipline and monitor whether authorities' spending and the budget evolve in
line with the requirements of the EU Stability and Growth Pact. It can aso make
recommendations on how to restore fiscal discipline.

Japan 1997to  Fiscal Structural Reform Act
1998 Rules

* Reducefiscal deficitsto 3 per cent of GDP by FY 2003.

*  Terminate issuance of special deficit-financing bonds by FY 2003.

*  Set numerical reduction targets for major expenditure areas over the subsequent three years.

Enforcement Sanctions

*  Noexplicit sanctions.

Escape clause

e Added in 1998 in response to the economic slowdown.

2002 Cabinet Decision on the Medium-Term Fiscal Per spective

Rules

« Maintain the size of government (measured by total general outlays as a share of GDP) at or
below the current level until FY 2006.

e Achieve primary balance surplusin the early 2010s.

Enforcement/Sanctions

*  Noexplicit sanctions.
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Table 9. Changesin the fiscal framewor ks since the 1990s (continued)

Country/region Y ear

Summary of changes

Netherlands 1994

Multi-year expenditure agreements

Rules

¢ Usedeliberately cautious growth projections.

¢ Caeilings on centra government, socia security and health care spending.

¢ If the balance exceeds - % per cent of GDP, half of the revenue windfalls can go to tax cuts.

New Zealand 1994

Fiscal Responsibility Act

Rule

¢ Maintain debt and net worth at “prudent” levels and run operating surpluses on average over a
“reasonable” period of time. The government of the day sets its own numerical targets
consistent with these principles.

Enforcement / Sanctions

¢ Given that the numerical targets are not legidated, no sanctions are specified.

Transparency

e The Act requires the Government to strengthen reporting requirements so as to provide
parliamentary assessments of fisca policy, to spell out clearly the objectives and consequences
of policy choices and to take an aggregate and medium-term perspective.

Norway 2001 Fiscal Stability Guidelines
Rules
e Structural non-oil central-government budget deficit should equal to 4 per cent of the
Government Petroleum Fund over the cycle. Discretionary easing or tightening during the cycle
isalowed.
¢ Inthe event of non-compliance due to extraordinary circumstances (major re-evaluations of the
Fund's capital or statistical revisions of the structura deficit), corrective action should be
spread over several years.
Enforcement / Sanctions
¢ Nosanctions.
Transparency
e Budget documentation reports the structural fiscal balances including and excluding oil
revenues. Thisis complemented with an annual update of long-term projections.
Poland 1999 Act on Public Finance
Rule
e The constitution sets alimit of 60 per cent of GDP for total public debt.
Enforcement /Sanctions
¢ Congtraints are put on deficits, both at the national and the sub-national level, once public debt
exceeds 50 per cent of GDP.
Spain 2003 Fiscal Stability Law
Rules
e Accounts should balance or show a surplus at all levels of government (central, socia,
territorial and local) as well as for public enterprises and corporations.
e A cap will be put on expenditure and a contingency fund (2 per cent of expenditure) will be set
up to cover unscheduled expenditure.
2003 Escape clauses

e Possibility of running deficits restricted to temporary and exceptional situations. Two-to- three-
year plans to restore the accounts to balance will have to be discussed in Parliament.

46



ECO/WK P(2003)7

Table 9. Changesin the fiscal framewor ks since the 1990s (continued)

Country/region

Y ear

Summary of changes

Sweden

1996

Fiscal budget Act

Rules

e Set nomina expenditure limits for the subsequent three years on 27 expenditure areas
(including social security).

¢ Maintain general government surplus of 2 per cent of GDP on average over the business cycle.

Enforcement / Sanctions

¢ No explicit sanctions.

Switzerland

1998

2001

Budget Objective 2001

Rules

¢ Capped the federal deficit at 2 per cent of revenues or 0.25 per cent of GDP by 2001.
Enforcement / Sanctions

¢ Expenditure excess to be financed by tax increase.

Debt Containment Rule

Rules

e Setsaceiling for expenditures which is equal to total revenues adjusted for the cycle and for ex
post deviations of out-turns from the norm laid out in the rule.

Enforcement / Sanctions

¢ No explicit sanctions, though deviations from the rule must be corrected within three years.

Escape clauses

» Exceptiona circumstances require an absolute mgjority in both houses of Parliament.

United
Kingdom

1997

Codefor Fiscal Stability

Rules

¢ Golden rule: over the business cycle the Government will borrow only to invest and not to
fund current spending.

e Sustainable investment rule: net debt as a proportion of GDP must be held stable over the
business cycle at a prudent level defined so far as net debt below 40 per cent of GDP.

Enforcement / Sanctions

¢ Noexplicit sanctions.

Transparency

¢ Annua reporting cycle, including a Pre-Budget Report, an Economic and Fiscal Strategy
Report and a Debt Management Report.

United States

1990 to
2002

Budget Enforcement Act

Rules

¢ Medium-term nominal caps for discretionary spending.

e Legidated changes to revenues or mandatory spending programmes should be budget neutral
over afive-year horizon.

Enforcement / Sanctions

¢ Sequestration procedures (cuts across-the-board).

Escape clause

«  “Emergency appropriations’ can be passed.
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Figurel. Inflation, oil prices, output gaps and inflation variability
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Figure 2. Real long-term interest ratesin major areas
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Figure 3. Implied equity premium and trend inflation
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Figure4. Inflation volatility versus output volatility (1)
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Figure 5. Cumulative output gap and coreinflation in euro area countries
(per centage points)
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Figure 6. Inflation expectationsimplied from indexed bonds
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Figure 6(con’t). Inflation expectationsimplied from indexed bonds
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Figure 7. Equity priceindexes
(Index January 1980=100, log scale)
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Figure 8. Real housing prices *
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Figure 9. Fiscal balance positions and debt levels
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Figure 9(con’t). Fiscal balance positions and debt levels
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Figure 9(con’t). Fiscal balance positions and debt levels
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Figure 9(con’t). Fiscal balance positions and debt levels
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Figure 10. Output gaps and the change in the government structural balance
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Figure 10(con’t). Output gaps and the change in the gover nment structural balance
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Figure 10(con’t). Output gaps and the change in the gover nment structural balance
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