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Overview of Fiscal Policy Rules
in Emerging Markets
George Kopits!

Introduction

In the past decade, several advanced economies have shifted from
discretion-based to rules-based fiscal policies. This shift has taken place in
countries such as New Zealand, Australia, and the United Kingdom, but
perhaps most visibly in the European Union (EU) in support of monetary
unification.? Thus, experience with fiscal policy rules, in the context of
Europe’s economic and monetary union (EMU), has been the object of
extensive analysis.3 Also, there has been considerable research on the effects
of much older subnational rules in the United States.*

In emerging market economies, the adoption of fiscal policy rules has
been much more recent and limited mainly to Latin America. In some
instances, the rules were introduced following a financial crisis; in others
they were adopted to reduce vulnerability to a potential crisis. Often the
immediate motivation has been to reverse the buildup of public debt, to
restore fiscal sustainability and, more generally, to enhance the credibility of
macroeconomic management. In addition, in some regions, mainly Central
and Fastern Europe, rules are increasingly viewed as an anchor in the
convergence to a broader monetary union.

The growing interest in rules-based fiscal policies in emerging market
economies, stemming from an increasing realization that it is essential to
correct the fundamentals, has not been matched until now by sufficient
in-depth analysis.’ In the meantime, primary attention to the role of mon-
etary policy, especially regarding the choice of an appropriate exchange rate
regime, has gradually given way to the recognition of the importance of
sound fiscal policy and robust institutions in these economies.® Moreover,
recent empirical evidence supports the view that discretionary fiscal policy
has been detrimental to overall macroeconomic performance.’

Accordingly, fiscal policy rules - if well designed and properly
implemented - are viewed as potentially useful commitment technology for
emerging market economies exposed to macroeconomic volatility and high
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capital mobility. From a political economy perspective, fiscal rules can be
instrumental in avoiding the myopic policies that result from dynamic
inconsistency and/or political distortions, especially in highly decentralized
countries.® Broadly speaking, fiscal rules can help depoliticize the macro-
economic policy framework.’

This volume of collected studies — intended primarily for policy analysts and
practitioners — is comprised of three parts. The first part reviews the macro-
economic setting and rationale for rules-based policies in emerging markets,
taking into account political economy aspects. The second and third parts are
devoted to design issues respectively at the national and subnational levels of
government, in the light of current country practices under a wide variety of
circumstances and institutional conditions. In addition to focusing on emerg-
ing market economies in Latin America, Asia, and Central Europe, the rele-
vant experience of advanced economies is also brought under scrutiny.

Current practices

With very few exceptions, the fiscal policy rules in emerging market
economies are of recent vintage, mainly since the late 1990s (Table 1.1);
thus actual experience has been relatively brief, unlike in some advanced
economies.'® Most of the existing rules are expressed as a permanent con-
straint on a broad performance indicator, such as the government balance
(in flow terms) or the public debt (in stock terms), usually as a proportion of
GDP. In practically all these countries, fiscal policy rules have been embed-
ded in a rules-based monetary framework. The latter includes an inflation-
targeting regime (Brazil, Chile, Colombia, Mexico, Peru, Poland), a currency
board arrangement (Estonia, and until recently Argentina), or a dollarized
regime (Ecuador). In this sense, fiscal rules can be viewed as means to reduce
or eliminate fiscal dominance in macroeconomic policy.

Rules on budget balance are subject to some variations: overall balance,
current balance, and in a few cases numerical limits on the overall deficit
(Argentina, Peru, India), or a floor for the overall surplus (1 percent of GDP
in Chile). Observance of a current-balance rule, also called the “golden rule”
(Brazil, Mexico, India, Venezuela), can prevent a crowding-out of much-
needed public investment. In some countries, the budget-balance rule is
accompanied by additional limits on total government expenditures
(Venezuela), primary (noninterest) outlays (Argentina, Ecuador, Peru), inter-
est payments (Colombia), and/or the wage bill (Brazil, Colombia), in order
to contain the fastest growing components of fiscal imbalance.

In some countries, under the budget-balance rule, escape clauses are pro-
vided in the form of a contingency fund and/or a multiyear definition of the
rule in order to accommodate shocks or cyclical fluctuations in activity. The
contingency fund (also called stabilization or countercyclical fund) is intended
to release resources to finance a cyclically induced deficit or to withdraw
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4 George Kopits

them from a cyclically generated surplus (Argentina, Estonia, Peru). More
directly, the rule may be defined in terms of structural or cyclically adjusted
balance (Chile). A multiyear or medium-term balanced-budget requirement
(Ecuador, Venezuela), which allows not only for the operation of automatic
stabilizers but also for some countercyclical discretionary action, performs a
similar function. To cushion the budget from output changes, some countries
(Ecuador) specify ex ante the real growth of primary expenditure in terms of
a constant rate, broadly in line with trend or potential GDP growth.

Either in conjunction with a budget-balance rule, or simply with the goal of
securing medium- to long-term fiscal sustainability, several countries have
established targets for the phased reduction of the debt-GDP or debt-revenue
ratio (Brazil), or limits on the debt-GDP ratio (Poland). The debt-ratio target
or ceiling usually presupposes, either implicitly or explicitly (Brazil), an annual
operational target in terms of a minimum primary surplus.

Generally, the institutional coverage of rules depends on the degree of fiscal
decentralization and autonomy of various levels of government. In a rela-
tively centralized fiscal system the rules are imposed only on the central gov-
ernment (Chile, Peru) without much loss of control. However, in federal
systems, rules must encompass the national and subnational levels of gov-
ernment. Depending on the degree of subnational autonomy, uniform rules
are imposed top-down on all subnational governments (Brazil, Colombia,
Mexico, Poland) or differentiated rules are voluntarily self-imposed from the
bottom-up by some subnational governments (Argentina, India).

Fiscal policy rules can be specified in a constitutional provision (Mexico,
Poland), high-level legislation (Brazil), or ordinary legislation (India) that
applies to governments over successive electoral cycles. The most frequent
statutory vehicle is a comprehensive Fiscal Responsibility Law (FRL) — named
after the legal framework introduced by New Zealand in 1994. Alternatively,
fiscal rules may merely consist of a policy guideline declared by a given
government and not necessarily binding on future governments (Chile,
Estonia, earlier in Indonesia).

In terms of contents, the statute may be very detailed (Brazil), specifying
not only the nature of the policy rules, but also detailed procedural rules
governing compliance. At the other end of the spectrum, it may define a
broad framework (India), to be accompanied by regulations issued by the
government in charge. Increasingly, countries enhance their credibility by
implementing policy rules subject to transparency standards - in contrast to
earlier opaque applications.

Whatever the statutory form, at present most policy rules are supported by
institutional arrangements encompassing the budget process (possibly in a
rolling medium-term budget framework), accounting conventions, periodic
reporting and projection requirements, and penalties for noncompliance.
Also, there is an assignment of responsibilities for implementation versus
monitoring and audit - the latter usually to be undertaken by an independent
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authority. Legal sanctions for noncompliance (treated as a criminal offense
in Brazil) may exist as well, though typically these remain untested in the
courts. Rarely, in the case of top-down subnational government rules
(Colombia), deviation from the rule is subject to financial penalties. However,
in most countries, noncompliance, especially by the national government, is
punished with loss of reputation toward the electorate or financial markets.

Political economy and macroeconomic setting

From a survey of the literature, Drazen shows how fiscal policy rules can help
address the problem of time inconsistency and the deficit bias. He indicates
how properly designed fiscal rules can be a useful means for building
reputation and serve as a disciplining device, as long as they are accompa-
nied by various procedural rules — including those that prevent creative
accounting practices. In particular, rules do not work when there are no real
costs attached to deviating from or changing them. Drazen further argues
that rules are more likely to be effective if they are enshrined in the consti-
tution or other high-level legislation.

Given that emerging market economies are exposed to considerable
macroeconomic volatility (in output, terms of trade, interest rates, and
exchange rate), Hausmann observes that they suffer from a much higher
risk premium than advanced economies, even with the same level of pub-
lic indebtedness expressed in terms of GDP. An additional explanation
for the risk differential lies in the excessive share of dollar-denominated,
short-term maturities in emerging market government liabilities. A major
implication is that emerging market economies would benefit from
fiscal rules that aim not only at eliminating deficits and reducing debt
ratios, but more important, also at containing the risk in the composition of
the debt.

High macroeconomic volatility, experienced especially in Latin America,
has been aggravated by the procyclical stance adopted under various fiscal
adjustment programs. Thus, to mitigate volatility and to avoid procyclical
adjustment, Perry argues, these countries ought to follow a rule that incor-
porates a countercyclical stance through a structural-balance target or a sta-
bilization fund. Admittedly, however, limited access or loss of access to
external financing precludes a countercyclical expansion during a recession
in a highly indebted economy.

The openness of emerging market economies to high capital mobility,
according to Kopits, underscores the case for predictable time-consistent
macroeconomic policies, and in particular for well-designed fiscal policy
rules. A review of crisis episodes points to the significant contribution of
public sector indebtedness to capital account crises. In view of serious rigidi-
ties that prevent rapid fiscal response to currency crises — often precipitated
by sudden shifts in market sentiment - it is important to signal early on a
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commitment (as a precursor of the actual adjustment) to debt reduction.
Thus, fiscal policy rules can be a useful signaling device if accompanied by
strict transparency standards.

Fiscal policy rules do not guarantee sound fiscal management. Schick
emphasizes the critical role of political will for the success of any fiscal pol-
icy rule (or of prudent fiscal policymaking in general), when supported by
appropriate procedural rules. He notes that the recent literature on fiscal
institutions and budgetary process neglects political will and fails to distin-
guish between formal rules and informal practices. Schick identifies innova-
tions in budget procedures that are conducive to strengthening political will
and enforcement of rules.

Design issues at the national level

In an attempt to draw some lessons from the experience of advanced
economies, Buti and Giudice examine key elements of the EMU rules, as
applied under the Stability and Growth Pact (SGP), particularly its collegially
enforced mechanism of prevention of fiscal laxity and dissuasion from non-
compliance with the rules. The authors argue that EMU rules cannot be
exported unchanged to emerging market economies. Given the much
greater macroeconomic volatility and stronger procyclical deficit bias in
many of these economies, they should consider targeting a structural pri-
mary surplus and devising their own political economy incentives coupled
with steps to strengthen national budget procedures.

In Brazil, the FRL prescribes for each level of government detailed pol-
icy rules, budget procedures, transparency standards, and judicial penalties
for noncompliance. Following a review of past fiscal performance and the
initial experience under the FRL, Goldfajn and Guardia simulate the
government’s financial position over the medium term. The simulation
exercise suggests that, barring an unexpected deterioration of macroeco-
nomic conditions (e.g. declining growth rate, real interest rate increase, or
exchange rate depreciation), the FRL and associated innovations should
ensure public debt sustainability. Two key structural measures are critical to
this outcome: public pension reform and tax policy reform — both currently
under way.

Besides the golden rule for state governments, in recent years Mexico has
introduced procedural rules to enhance the effectiveness of budgetary con-
trol. At the federal level, contingent rules (measures specified ex ante to com-
pensate for any excess or shortfall, relative to the budget deficit target) in
operation since 1998 have contributed to fiscal discipline though at the
expense of a procyclical stance. Besides assessing the existing rules, Conesa,
Schwartz, Somuano, and Tijerina explore various options for a balanced-
budget rule (including a structural variant) to ensure fiscal sustainability
while allowing for revenue volatility, along the lines of a recent government
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proposal. The authors discuss simulation results in terms of their fiscal and
macroeconomic consequences.

Several emerging market economies in Central and Eastern Europe have
just become, or are prospective, EU members on the path of convergence to
the EMU fiscal reference values. Coricelli and Ercolani report that these
economies have experienced much higher output volatility than older EU
members, to which they have responded largely with a procyclical fiscal
stance. To correct this anomaly, the authors suggest a modification of the
existing EMU rules. The modified rule would call for a structural deficit tar-
get large enough to accommodate pending transition- or accession-related
expenditures. According to the authors, the rule would be relatively easy to
apply, based on an ex ante computation of the structural balance.

Emerging market economies endowed with nonrenewable resources face
very high volatility in the world price of the resource, which often translates
into extreme procyclicality of government expenditure. Bjerkholt and
Niculescu compare the adequacy of two alternative approaches to cope with
this situation: Norway’s policy rule, limiting the cyclically adjusted nonre-
source budget deficit (i.e. exclusive of resource-related revenue) to the return
on accumulated proceeds from resource extraction, and Venezuela’s combi-
nation of fiscal rules and an oil stabilization fund, which allows for a sizable
nonresource deficit. Major differences between the two countries — an aging
population in the former and a significant current need for public spending
in social programs and infrastructure in the latter — explain the differences
between the selected approaches.

Design issues at the subnational level

Attempts to contain subnational government indebtedness in Latin America
through the adoption of fiscal rules have been met with mixed success. In
particular, Argentina’s failure with subnational fiscal rules can be attributed
to large vertical imbalances, lack of incentives for local revenue raising, easy
access to and incentives for bailouts, and lack of enforcement of intergov-
ernmental agreements. In a game theoretic context, Braun and Tommasi
argue that lacking an outside enforcer, subnational rules can be effective only
if supported by institutional arrangements that stimulate cooperative behav-
ior by subnational governments. This requires mapping out a reform strategy
taking into account key country-specific economic and political features.

At present, India is among the most indebted emerging market economies;
also, it is running a very high fiscal deficit. Further external liberalization will
require a major fiscal adjustment effort that poses an extraordinary challenge
in the context of a highly decentralized system. Kochhar and Purfield explore
the adequacy of the recently enacted FRL in meeting this formidable adjust-
ment challenge over the medium term. On the basis of a set of quantitative
simulations, the authors conclude that the public debt-GDP ratio is bound
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to rise even further in the future, jeopardizing India’s fiscal sustainability and
macroeconomic stability, and dampening the prospects for economic
growth, unless the federal FRL is matched by implementation of similar leg-
islation by all state governments and is supported by key structural reforms.

Several fiscally decentralized EU member countries have introduced vari-
ous forms of subnational rules, in order to support compliance with EMU
rules — as the latter are applied to the general government as a whole.
Balassone, Franco, and Zotteri examine practices in five EU countries (Austria,
Belgium, Germany, Italy, and Spain). They find that although in principle
explicit EMU-like subnational rules have distinct advantages over purely
cooperative arrangements, in practice the strengthening of consensus- based
institutions and procedures may be preferable not only in the EU economies,
but also in emerging market economies. While cooperation has been effec-
tive for general government deficit reduction, it may be suboptimal as regards
resource allocation and may not withstand stress situations in the future.

Traditionally, the central government is responsible for macroeconomic
stabilization; in addition, the central government usually has cheaper and
more stable access to financial markets than subnational governments do.
In the context of Latin America, Gonzalez, Rosenblatt, and Webb discuss
how stabilizing transfer rules (withholding transfers during upturns and
releasing them during downturns) can protect subnational governments
from the effects of economic cycles. They observe that, these rules can be
risky, as the protection provided in a downturn becomes a contingent lia-
bility for the central government. A major precondition for success lies in
the elimination of structural vertical imbalances.

Lessons for policy

To sum up, a number of lessons can be drawn from the analysis and experi-
ence presented in this volume. Although some of these lessons may be tenta-
tive, in general they affirm that emerging market economies can gain
credibility by adopting a rules-based fiscal framework. However, there is nearly
unanimous agreement that fiscal policy rules are not a magic wand that some-
how will immunize the economy against macroeoconomic volatility or finan-
cial crises and will sustain high economy growth. Clearly, the timing, design,
circumstances, and overall institutional basis are critical for the success of the
rules-based approach. The main lessons can be summarized as follows:

1. In emerging market economies, just as in advanced economies, fiscal
rules need the support of the electorate. Without such support translated
into political will by the authorities, fiscal rules are bound to weaken or
collapse altogether (Argentina, Peru). As a first step, this requires a broad
and deep consensus, built on a thorough and informed debate about the
benefits and responsibilities associated with the rules, taking into account
the legal and cultural specifics of the country (Brazil, Colombia, India).
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2. As a corollary, although in principle it is preferable to enshrine fiscal rules
in the constitution or in a high-level law or statute, informal rules might
be equally (or even more) effective as long as they are backed by broad
public consensus. Ironically, besides a promising case of formal rules
(Brazil), the most successful rules in emerging market economies simply
consist of a policy guideline (Chile and Estonia), applied with support
across the political spectrum. By implication, governments should refrain
from enacting a strong statutory obligation until after a period of exper-
imentation with a self-imposed policy guideline.

3. Macroeconomic policy rules — whether in the fiscal or the monetary area —
can be viable only if underpinned by strong procedural rules, including
good practices in transparency and accountability (Brazil); by contrast,
lack of transparency leads to the demise of any set of policy rules
(Indonesia). A clear and centralized process of decision-making at all
stages of budget formulation and execution, as well as an orderly legisla-
tive budget debate and oversight, are highly desirable. Finally, an inde-
pendent audit mechanism is essential. For emerging market economies,
this implies a major and relentless institution-building effort.

4. Markets have far lower tolerance for relatively high public debt-GDP
ratios in emerging market economies than in advanced economies.
Hence, to avert vulnerability to capital account crises, resulting in a pos-
sible loss of access to markets, it is essential for highly indebted govern-
ments to commit above all to a realistic reduction in the debt ratio
through a rule that targets a primary balance consistent with the envis-
aged debt reduction path (Brazil).

5. In emerging markets, fiscal rules must be designed to take into account
significant macroeconomic volatility (in output, terms of trade, interest
rates, and exchange rate). Indeed, it is essential that balanced-budget or
expenditure rules accommodate exogenous shocks and cyclical fluctua-
tions by allowing for the operation of automatic stabilizers and, if neces-
sary, their support with a mild discretionary countercyclical stance.
However, for such rules to be credible, they must operate symmetrically,
permitting budget deficits during downturns but requiring surpluses during
upswings in activity. In any event, a structural or cyclically-adjusted
balanced budget rule can be pursued only upon achieving a moderate
debt ratio (Chile, Estonia).

6. Asan alternative, particularly for economies with nonrenewable resources,
a commodity stabilization fund that complements limits on the budget-
deficit and expenditure can cushion pressures stemming from wide fluc-
tuations in the terms of trade (Ecuador, Venezuela). In addition, in these
economies a saving fund might be useful to accumulate reserves to
finance infrastructure and social needs or to meet the eventual aging of
the population.

7. Fiscal decentralization requires considerable care in the design and
enforcement of rules. In a federal system, numerical policy rules need to
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be enforced at the decision-making level, that is, at each level of
government, rather than for the consolidated public sector or general
government as a whole. In some countries, under a top-down approach
(Brazil), there is scope for setting uniform policy and procedural rules for
each level of government. It is far more difficult to establish consistent
fiscal rules in a highly decentralized system through a bottom-up
approach (Argentina, India), in which subnational governments voluntar-
ily adopt binding rules — particularly when needed to support an economy-
wide fiscal adjustment. This, of course, presupposes a credible no-bailout
clause toward subnational governments. In addition, in a decentralized
structure, rules for stabilizing intergovernmental transfers are necessary.

8. Finally, for fiscal policy rules to be credible, initiating key long-term
structural reforms early on is indispensable, especially in areas such as
taxation, social security, or intergovernmental relations (Argentina,
Brazil, India, Mexico, Peru). In this regard, rolling medium- to long-term
macroeconomic fiscal projections are useful for anticipating the need for
reforms that will facilitate compliance with the rules.

Notes

1. Peter Heller, Guido Tabellini, and Julio Vifiuela provided helpful comments.
However, responsibility for all views expressed rests with the author.

2. See, for instance, Kopits and Symansky (1998) and papers collected in Bank of Italy
(2001) with a primary focus on advanced economies.

3. For a recent set of articles on the experience with the EMU, including a review of
the rapidly growing literature, see Allsop and Artis (2003).

4. See the broad survey and empirical analysis on institutions in US states by Besley
and Case (2003).

5. Unlike the assessment of policy rules in advanced economies, in emerging market
economies analysis has been limited mainly to procedural rules. See, for example,
Poterba and von Hagen (1999) and Kopits and Craig (1998) on the effects of
various institutional arrangements, as well as of their transparency, on fiscal
performance.

6. Calvo and Mishkin (2003) and Kopits (2002) have stressed the importance of insti-
tutional arrangements and fiscal discipline as preconditions to viable exchange rate
systems in emerging market economies.

7. In a large cross-country empirical study, Fatas and Mihov (2003) found that
discretion-based fiscal policy contributes to significant output volatility and
reduced economic growth.

8. For a comprehensive analysis of dynamic-consistency and common-pool prob-
lems, see Persson and Tabellini (2000).

9. In this regard, there are two types of policy rules (as distinct from procedural rules):
direct constraints imposed on the elected policy makers and policy constraints del-
egated to nonelected authorities. Typically, in the monetary area, an example of
the latter consists of an inflation-targeting regime delegated to an independent
central bank. By contrast, the absence of delegated fiscal rules might be explained
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by the difficulty of entrusting policy making to an agent (an independent fiscal
authority) far removed from the principal (ultimately the electorate), as this
would in fact obviate the involvement of elected executive and legislative bodies
from budget formulation and debate. In fact, most of the fiscal literature,
including this volume, deals with the first type of policy rules.

Exceptions of older rules are Mexico’s current budget-balance requirement at the
subnational level and Indonesia’s prohibition on domestically financed deficits
for the general government. Both have been applied in a highly opaque fashion,
with mixed success. In Mexico, until recently the central authorities have
enforced the golden rule through considerable discretion and control of state gov-
ernment finances. In Indonesia, the prohibition did not prevent (and even
induced) excessive external borrowing by the public sector — including through
guarantees extended to the private sector.
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