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eviewing current theoretical
work and recent empirical
data from industrial and Latin

American countries, Alberto Alesina
and Roberto Perotti, in an IMF Work-
ing Paper entitled Budget Deficits and
Budget Institutions, conclude that the va-
riety of ways in which countries pre-
pare their budgets, navigate the legisla-
tive approval process, and implement
these budgets helps deter-
mine the degree of fiscal
discipline exercised. Draw-
ing from this survey of cur-
rent research and data, the
authors recommend an ap-
propriate role for hierarchi-
cal procedures in the bud-
get process, the creation of
independent budget institutions, and
the development of rules and practices
that ensure accuracy and transparency
in public budgets.

Over the past thirty years, public
debt-to-GNP ratios have grown
markedly in many industrial countries.
In some instances, debt ratios have
even exceeded 100 percent. Paralleling
this sharp climb in debt ratios has been
a dramatic change in the factors re-
sponsible for the growth of public debt.
While twenty years ago the purchase of
goods and services would have been
the main such factor, transfers now play
the major role in public deficits and
debt. Transfers, which have proven no-
toriously difficult to cut because of
their broad popularity with the elec-
torate, have immeasurably complicated
the process of fiscal adjustment. 

Budgetary Institutions
Budgetary institutions encompass all the
rules and regulations governing the
drafting, approval, and implementation

of the budget. Typically, a constellation
of social, political, and historical factors
have shaped these budget institutions
over time, but the growth and persis-
tence of deficits in recent decades have
led countries to re-examine what could
be done to promote more effective fis-
cal discipline. 

A number of countries have
weighed the merits of a balanced bud-

get law, but Alesina and Perotti con-
tend that this legal fix is neither neces-
sary nor sufficient to achieve fiscal
discipline. They cite both Keynesian
objections (the straightjacket imposed
on policymakers who wish to pursue
countercyclical measures) and tax-
smoothing goals (a balanced budget
would constrain the appropriate use of
budget deficits and surpluses over the
cycle, which constitutes an optimal tax-
smoothing policy). Appropriate proce-
dures, argue the authors, need not sac-
rifice flexibility for fiscal discipline.

The key is developing appropriate
budget procedures and creating greater
budget transparency, according to the
authors. They identify two crucial ele-
ments: appropriate voting procedures
in the formulation and approval of the
budget and enhanced transparency to
reduce the opportunities for “creative
budgeting.”
Voting Procedures. A vital question in
any examination of budget institutions
is who wields power (and when) in

the budget process. Two models exist:
a hierarchical one in which key minis-
ters exercise considerable power, and a
collegial model in which power is
more equally dispersed. More hierar-
chical budget institutions accord the
prime minister or finance minister
pre-eminence vis-à-vis other spending
ministers. The natural constituencies
for the spending ministries tend to be

groups or industries that
will benefit from spend-
ing, while the finance
ministry’s constituency is,
at least in theory, the “av-
erage” taxpayer. Drawing
on both theoretical litera-
ture and empirical evi-
dence, Alesina and Perotti

conclude that any procedural arrange-
ment that increases the relative power
of the finance minister is likely to in-
crease fiscal discipline.

France and the United Kingdom
provide the clearest examples of hier-
archical arrangements. Neither of
these countries has a debt problem,
the authors underscore, despite a very
large public sector in France and a rel-
atively low rate of economic growth
over the past two decades in the
United Kingdom. By contrast, coun-
tries in which the treasury ministry has
not been accorded special status figure
prominently among the industrial
countries with the highest debt-to-
GNP ratios (Ireland, Italy, and Bel-
gium) as well as among those with
rapidly rising debt ratios.

Hierarchical and collegial models
also figure in the budget approval pro-
cess. Typically, say Alesina and Perotti,
legislators in both parliamentary and
U.S.-type democracies are viewed as
the “big spenders.” Limiting the types
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of amendments that can be offered at
the legislative stage is equated with
greater fiscal responsibility. An atten-
dant aspect is the seriousness of a rejec-
tion of a budget proposal. In some sys-
tems, such a rejection simply triggers a
new budget proposal; in others, it can
lead to the fall of the government. In
certain situations, the higher risk at-
tached to passage of the budget imposes
a greater sense of responsibility on both
the executive and legislative branches.

The rules governing the legislative
debate of the budget are similarly im-
portant. A “closed rule” sharply limits
the capacity of the legislature to amend
the executive’s proposal, while an
“open rule” affords substantial opportu-
nity to amend it. Closed rules
strengthen the hand of the executive.
Comparative empirical evidence sug-
gests that France possesses the most au-
thoritarian approval procedures, while
collegial procedures characterize Italy,
Greece, and Denmark.

Ultimately, both theoretical research
and practical country experience sug-
gest that the more hierarchical institu-
tions promote fiscal restraint and are
more likely to avoid large and persis-
tent deficits and to implement fiscal ad-
justments more promptly. But they do
so at a cost, the authors say, since hier-
archical institutions customarily gener-
ate budgets that explicitly favor major-
ity interests. 

Optimally, both extremes should be
avoided. An open rule, for example,
can be designed to accommodate
amendments that do not increase the
size of the budget deficit or spending.
Or a mix of rules can include a closed
rule for the size of the budget, and an
open rule for amendments to the bud-
get’s composition. Thus, the executive’s
hand could be strengthened to pursue
fiscal adjustment, while collegiality is
preserved in purely allocative matters.
Transparency. Industrial country bud-
gets are notably complex, but not always

out of necessity. Complexity may offer
its own advantages, observe Alesina and
Perotti, affording opportunities for cre-
ative budgeting and allowing govern-
ments to more easily hide liabilities by
shifting them to future budgets or by
using off-budget funding sources. Gov-
ernments have a variety of “tricks” at
their disposal, including:

• Overestimating the expected
growth of the economy, so that tax
revenues are overestimated and inter-
est rates and outlays are underesti-
mated. “Bad luck” is then blamed for
the “unexpected” additional deficit at
year’s end.

• Overoptimistic forecasts that in-
flate the revenue potential of certain
new policies, notably proposed tax
increases.

• Creative budgeting that permits
various items to be kept off the na-
tional budget.

• Strategic use of budget projec-
tions, particularly manipulation of the
key “baseline.” By inflating the base-
line, politicians can create the illusion
of fiscal conservatism without real

costs to their constituencies. This illu-
sion cannot be sustained indefinitely,
but it can confuse the electorate and
delay a realistic appreciation of the ac-
tual state of public finances.

• Strategic use of multiyear budget-
ing. A three-year adjustment plan in
which all the hard choices take place in
year three in effect “buys time.” Subse-
quent multiyear budgets, of course,
provide the opportunity for further
postponement. 

Alesina and Perotti note that two
high-debt industrial countries, Italy and
Ireland, have the least transparent bud-
gets. This observation is bolstered by ev-
idence from Latin America, where more
hierarchical and transparent procedures
were associated with lower primary
deficits during 1980–93. 

While the growing body of literature
on budget institutions and procedures
broadly confirms the link between fis-
cal responsibility and hierarchical pro-
cedures and transparency, Alesina and
Perotti caution that further study will
be needed in a number of areas. These
include the need to weigh the impact
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Public Debt in Selected Industrial Countries
(gross debt as a percent of GNP)

1965 1975 1990 1994

Australia n.a. n.a. 23.5 36.1
Austria 19.4 23.9 58.3 65.7
Belgium   67.5 61.1 128.5 135.0
Canada 58.8 43.1 73.1 95.6
Denmark 11.3 11.9 68.0 81.1

Finland 17.7 8.6 16.8 62.3
France 53.11 41.1 43.4 54.7
Germany 17.3 25.1 43.4 51.5
Greece 14.1 22.4 77.7 119.0
Ireland n.a. 64.4 97.4 92.3

Italy 35.4 60.4 106.4 123.9
Japan 0.0 22.4 66.0 75.6
Netherlands 52.2 41.4 78.8 79.1
Norway 47.01 44.7 32.5 43.5
Portugal n.a. n.a. 68.6 70.5

Spain n.a. n.a. 50.3 68.2
Sweden 30.5 29.5 44.3 79.5
United Kingdom 81.81 63.7 39.3 54.5
United States 52.1 42.7 55.7 63.0
11970.

Data: Organization for Economic Cooperation and Development



of specific procedures, gauge the effect
of other political and economic vari-
ables, determine when budget deficits
appeared and measure the impact of in-
stitutional reforms.

Although Alesina and Perotti’s re-
view of the literature focuses on par-
liamentary democracies, the experi-
ence of the United States broadly
reinforces their findings. In both polit-
ical systems: 

• Budget deficits seem to derive
from the delayed fiscal adjustment of
fragmented governments (coalition
government in the parliamentary sys-
tems and divided government—exec-
utive and legislative branches of differ-
ent parties—in the United States). 

• Budget institutions influence
budget outcomes in the expected
direction.

• More hierarchical institutions
appear to be particularly necessary
and useful in instances of fragmented
government.

Alesina and Perotti emphasize that
collegial institutions and fragmented
governments do not in themselves
cause budget deficits, but they do
delay the response to fiscal imbalances
once they appear. Thus, the complex
interaction of oil shocks in the 1970s,
lower economic growth, and aging
populations, combined with certain
budget procedures and fragmented
government influenced both the
emergence of deficits and the consid-
erable cross-country variation in the
level of the deficit.

Recommendations
Different budget procedures respond
to different needs and are aimed at dif-
ferent goals. Since these needs and
goals change over time, Alesina and
Perotti counsel flexibility. A high-debt
country, for example, may benefit
from certain budget procedures that a
low-budget-deficit country would
find needlessly restraining and hierar-

chical. A possible solution, the authors
conclude, would be contingent proce-
dures that invoke more hierarchical
procedures when the budget deficit
rises above a prescribed threshold—
say, 60 percent of GNP. Such a
threshold would create positive incen-
tives for those who favor deficits to be
more restrained, since triggering a
more hierarchical set of procedures
would reduce their influence in the
budget process. A possible administra-
tive and practical headache, however,
would be a debt-to-GNP ratio that
oscillates around the trigger point.

To achieve greater transparency and
a reduction in the scope for creative
budgeting, Alesina and Perotti suggest
the creation of an independent agency
that “supervises the accuracy and trans-
parency of the budget, based on a set of
reasonably well-defined rules.” The
budget institution’s independence
should mimic that of a central bank’s.
To further strengthen the indepen-
dence and impartiality of this budget
agency, the authors suggest using fore-
casts based on an average of interna-
tional organization and private fore-
casts, employing reputable accounting
firms to confirm the impartiality of the
budget, and creating simple, clear, and
transparent implementation guidelines
to discourage creative budgeting. 
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