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I. INTRODUCTION

Maintaining a sound fiscal position is a challenge for any government. The complexities of
coordinating and prioritizing a large number of resource bids, difficulties in assessing and
giving justice to the full economic effect of tax and expenditure policies, and inabilities to
extend the time-horizon far enough to capture relevant future consequences, all threaten the
stability of public finances. Repeated cases of rapid fiscal deterioration in countries across
regions, of varying income levels, and of different ideological orientation indicate that the
forces undermining fiscal sustainability are of a general nature, and deserve to be taken
seriously. At the same time, comparable countries in similar economic conditions display
drastically different fiscal performance. The prevailing political culture and the personal
characteristics of elected representatives are, without doubt, crucial factors in explaining this
difference. A complementary—and to a certain extent interlinked—reason for the variation
has to do with the institutional arrangements for public decision making.

Numerous institutions have been recognized to affect the fiscal outcome, ranging from the
election system and party structure® to the organization and regulation of the budget process.’
Among the latter, fiscal rules—defined as formalized numerical restrictions on relevant
aggregate fiscal parameters—can foster fiscal discipline by simplifying decision making,
promoting an interest in sustainability issues, and reducing the scope for time-inconsistent
decisions.* A wide range of fiscal rules is conceivable, and the choice and design of the
appropriate fiscal framework partly depends on each country’s specific circumstances.
Generalizations about the effectiveness of a particular regime are inherently difficult to
make,’ particularly because the political setting tends to be unique. Nevertheless, the
successful experience with expenditure ceilings in a few countries suggests that formalized
restrictions on aggregate expenditure can be a valuable component of a framework intended
to cultivate fiscal stability.

In this discussion, an expenditure ceiling refers to an overall restriction on the outcome of all
or most of government expenditure, established well in advance of the start of preparation of
the budget. That the ceiling is an overall restriction distinguishes it from the ministerial or
sectoral expenditure limits that are set in the early stages of a top-down budget preparation
process, and from the appropriations that together add up to the budget. An expenditure
ceiling is an independent decision on the maximum level of expenditure—not the simple sum
of a number of lower-level restrictions. Setting the ceiling in terms of the ex post budget

2 See for example, Grilli et al. (1991), Lijphart (1999), Roubini and Sachs (1989), and Persson and Svensson
(1989).

3 See for example, Ferejohn and Krehibel (1987), von Hagen (1992), and Hallerberg and von Hagen (1997).
* See Kopits and Symansky (1998) for an overview.

> See Schick (2003) for a discussion on the role of the political environment in successfully implementing fiscal
rules. European Commission (2006) makes an empirical evaluation of the effectiveness of fiscal rules.



outcome—rather than ex ante budgeted amounts—separates it from a budget preparation
phase of deciding overall expenditure. That the expenditure ceiling covers all or most of
government expenditure implies that it may not necessarily correspond to the budget
structure. The expenditure ceiling is intended as an instrument for enforcing aggregate
expenditure discipline irrespective of how government finances are organized. Setting the
expenditure ceiling before the budget negotiations are initiated implies that the ceiling guides
the preparation and execution of the budget, not the other way around. In practice,
expenditure ceilings become the anchor for a medium-term framework.

Expenditure ceilings are not homogeneous. First, in deciding which expenditure categories to
include under the ceiling, a balance has to be struck between the ambition to enforce strict
discipline over spending, on the one hand, and the need to allow for a certain justified
variation of expenditure, on the other hand. Countries have come to different conclusions
regarding how comprehensive the ceiling should be, which partly reflects a difference in their
political, economic, and fiscal conditions. A second factor that has to be considered is how a
binding ceiling on expenditure can be reconciled with variations in inflation. Although an
inflation correction to ensure that the ceiling in real terms remains constant makes intuitive
sense, there are practical obstacles that complicate such adjustments. Again, no clear picture
emerges from studying country practice. Third, while there are indeed strong arguments for
setting aggregate expenditure restrictions in a medium-term perspective, there are several
options for formulating such multi-annual ceilings. Fourth, the principles for determining the
level of the expenditure ceiling and the explicitness of the link with other fiscal objectives
can vary. Fifth, there are numerous possible options for managing unexpected events. The
weight attached to the advantages and disadvantages of the various flexibility mechanisms
has to be evaluated in the context of the individual country. Sixth and finally, there are many
possibilities for the status of the expenditure ceiling along a continuum from a unilateral
government commitment to regulation in standing legislation. These six characteristics are
discussed in this paper, and illustrated by a comparative study of the expenditure ceiling
regime in three countries: Finland, the Netherlands, and Sweden.

II. EXPENDITURE CEILINGS—WHAT ARE THEY, AND WHY DO THEY WORK?

Through an expenditure ceiling, the government makes an early announcement of the
maximum level of expenditure, and makes an explicit commitment not to exceed this level.
Such a simple assurance can have a profound effect on the development of public finances by
neutralizing many of the forces undermining fiscal sustainability.

A. Why An Expenditure Ceiling?

An extensively explored aspect of public decision making is the difficulty of ensuring
collective rationality. In the area of public finances, this translates into an intrinsic tendency



to expand the size of the government sector without a corresponding increase in revenue.
Gravitation toward fiscally unsustainable policies appears to be a widespread phenomenon,
rather than the odd exception. Unless this bias toward frivolous fiscal behaviour is somehow
defused, fiscal difficulties could become a permanent problem.

The role that fiscal rules have played in bringing stability and predictability into previously
chaotic situations has received increasing attention in the past decade, and there has been an
active debate about what type of rule is most effective. At the outset, a distinction has to be
drawn between the issue of assessing, on the one hand, which fiscal scenarios are consistent
with sustainability in terms of revenue and expenditure levels and debt trajectories, and, on
the other hand, the issue of which types of restrictions are effective in changing the behaviour
of democratic institutions. Having a clear and realistic sense of the desirable development of
aggregate fiscal parameters is a necessary, but in no way a sufficient, condition for actually
generating such an outcome. It is essential that the rule addresses the source of the bias
toward unsustainable policies, and expenditure ceilings appear to have an advantage over
rules formulated for the balance or the debt in this regard. There are several reasons for this.

First, on an annual basis, or even over a few years, the government and parliament typically
do not have full command over the fiscal outcome. Even under stable tax rules, revenue will
fluctuate depending on the level of economic activity. Compensating for such changes by
adjusting tax bases or tax rates is not a viable option in the short run. On a practical level, it is
rarely possible to make swift changes in the tax legislation to respond to revenue variations.
Even if this were possible, there are strong arguments for allowing revenue to fluctuate to
enable an automatic stabilization that can smooth business cycle variations. Actively
managing revenue to maintain a constant balance is likely to produce procyclical fiscal
policies.® A third argument against such an approach rests on the theory of tax smoothing,’
which states that the distortionary effects of taxation is minimized by maintaining a constant
tax policy. The same case can be made for targeting public debt, where short-term variations,
not indicative of the sustainability of current fiscal policy, are likely to occur. From an annual
perspective, it is neither feasible nor desirable to impose hard restrictions on balance and
debt. The argument for using an expenditure to guide fiscal policy comes, above all, from the
fact that it is operational in a way that alternative rules are not.

Second, the principal origin of the lack of fiscal rectitude seems to be a tendency to
excessively accommodate demands for expenditure increases, rather than overresponsiveness
to appeals for tax cuts. A binding commitment on total expenditure can therefore provide
valuable support in the formulation of fiscal policy. That the expenditure ceiling is

% To some extent, the variations in the balance can be eliminated by focusing on the cyclically adjusted balance.
Such adjustments introduce another difficulty, as it relies on an assessment of the non-observable potential GDP
level.

7 See Barro (1979) for a discussion of the tax smoothing hypothesis.



formulated in terms of the ex post outcome, rather than the ex ante budgeted figures, is
crucial in this context. Supporters of particular policy proposals have incentives to
underestimate the expenditure of policies in order to evade resource restriction in budget
negotiations. Such a bias is reinforced by the difficulty of correctly assessing second order
effects of government policies. The tendency to underestimate the fiscal impact of
government undertakings—a fiscal illusion—can both be the intentional outcome of perverse
incentives, and the result of imperfect information and the limitations of decision-making
rationality.

A third and related argument for using an expenditure ceiling comes from a possible upper
boundary in maintaining balance for all levels of expenditure. Where the tax wedge is
already high, a further attempt to increase revenue to compensate for more expansionary
expenditure policies may be thwarted by labour supply distortions that outweigh the tax
increase. With mobile tax bases, this effect can occur even at relatively modest tax rates and
a low elasticity of labour supply. Attempts to increase revenue by raising taxes could lead to
an exodus of economic activity and reduced total revenue. In situations like these, controlling
aggregate expenditure becomes the overreaching objective in order to preserve fiscal
sustainability, which speaks in favour of using an expenditure ceiling.

Realistically, fiscal rules can only provide support in achieving an outcome that is recognized
as being advantageous, but that is difficult to accomplish in the environment of public
decision making.® A precondition for the successful introduction of a fiscal rule appears to be
a certain understanding of the need for, and commitment to, sustainable public finances in
political institutions. Rules that are perceived as too restrictive in relation to the
government’s policy agenda, or that give rise to effects that are politically unacceptable, have
little chance of surviving. Striking the right balance between what is desirable and what is
practical is one of the fundamental challenges in designing an effective fiscal rule.

B. Comprehensiveness

A defining characteristic of an expenditure ceiling is its comprehensiveness. The
effectiveness of promoting a sustainable aggregate expenditure development clearly depends
on which items are restricted by the ceiling. Fiscal discipline speaks in favour of complete
comprehensiveness.” This perspective has to be weighed against other aspects of fiscal
policy, such as economic stabilization and the necessity of ensuring smooth government
administration financing. Thus, there may be a justification for excluding certain items from
the ceiling restriction.

¥ Molander (2001) discusses the relationship between fiscal rules and democratic ideals.

? This is supported by a study of fiscal rules in the European Union, performed by the European Commission in
2006. “In the case of expenditure rules, it appears that an increase in the coverage of government finance by
expenditure rules leads to a reduction in the primary expenditure-to-GDP-ratio.” (European Commission, 2006).



An explicit principle of completeness, from which clearly motivated and unambiguously
defined exceptions are made, is a good starting point. The effectiveness of the ceiling is to a
certain extent dependent on its simplicity and transparency. Monitoring of compliance with
the ceiling quickly becomes complex as the number of exceptions increases, and the benefit
of not subjecting an expenditure category to the ceiling should be measured against this loss
of clarity. A principle of full comprehensiveness may also facilitate preservation of the
ceiling over time. Painful prioritizations and policy modifications are direct consequences of
an effective ceiling, and arguments from sector representatives for exempting various
expenditure categories should be expected. Requiring explicit justification for exclusion
rather than inclusion can assist in defending the ceiling against gradual erosion.

The fundamental problem of comprehensiveness is one of forecasting. In a situation where
all public expenditure could be perfectly forecasted in the time horizon for which the ceiling
is set, the level of the ceiling could be calibrated to any temporary fluctuations around a
structural expenditure level. Difficulty in producing accurate medium-term forecasts is an
obstacle to employing an expenditure ceiling, but not in itself a reason for excluding certain
expenditure categories. In the name of simplicity and transparency, there could also be a case
for including expenditure categories that are stable and predictable, despite material
arguments for exclusion.

A reasonable position is that the ceiling should include all expenditure categories that are
subjected to the expansionary pressure in public decision making. Instances where the
government simply acts as an intermediary, and expenditure fully corresponds to non-
distortionary revenue, would seem to qualify for exclusion from the ceiling. This would, for
example, be the case with public spending financed by donations or foreign grants. In
practice, these criteria are rarely fulfilled. Although self-financing arrangements for certain
expenditure are often set up, this type of earmarking does not eliminate the risk of
underestimating expenditure and overestimating revenues. In the majority of cases, the
government has an explicit or implicit subsidiary financial obligation for all public
expenditure, regardless of how it is organized. In addition, the revenue source is rarely non-
distortionary, and contributes to the tax wedge in the economy.

The fact that an expenditure category is difficult, or sometimes even impossible, to affect in
the short run clearly presents an obstacle for a binding expenditure ceiling, but is not a
sufficient reason for exclusion. Various types of entitlements, such as unemployment
benefits, disability benefits and pensions, together with interest payments, are sometimes
referred to as mandatory, or non-discretionary, expenditure, but such a classification is
misleading. The degree of discretion that the government has over expenditure depends on
the time horizon. In an annual perspective, a significant part of government expenditure—not
only interest payments and entitlements—is fixed, not realistically negotiable, and could
consequently be considered mandatory. However, over a period of, say, ten to fifteen years,
virtually all expenditure items can be changed, rendering the classification of mandatory and



non-mandatory insignificant. The objective of the expenditure ceiling is to enforce a
sustainable level of expenditure, regardless of the policy composition.

A more relevant distinction is to what extent it is justified to allow temporary variations in
expenditure, without requiring compensatory reductions to maintain a constant aggregate
level. Countercyclical fiscal policy is an obvious case. Random variations, which over time
cancel each other out, are another. In practice, it is generally difficult to separate temporary
effects from structural changes.

Interest Payments

Interest payment on the government debt is one of the few expenditure categories for which
the arguments for exclusion from the ceiling are compelling. None of the three countries
examined below currently include interest payments under their ceilings, although the
Netherlands did so until 2007.

To a large extent, interest expenditure is the result of historical decisions on revenue and
expenditure. With a long outlook, it could be argued that the inclusion of interest payments
under the expenditure ceiling could create incentives to reduce government debt. However,
provided that the time horizon in budgeting is typically short, it is debatable to what extent
the implications on future interest payments will be taken into account when formulating
fiscal policy. This is not by itself an argument for excluding interest payments from the
expenditure ceiling; it is rather a recognition that the effects of including interest payments
are not likely to be particularly significant.

The major argument for excluding interest payments is, instead, that in the time horizon
relevant to the expenditure ceiling, the potential variations are substantial, while at the same
time being weakly related to the sustainability of current fiscal policy. Depending on the
structure of government debt, short-term fluctuations in interest rates and exchange rates will
have a direct impact on the size of interest payments. If interest payments were included
under the ceiling, such events could require expenditure reductions or create room for
expenditure increases in other areas of the budget, without this being justified from the point
of view of sustainability.

Optimal debt management may call for changes in the composition of the debt and
modifications in the debt instruments used. This could lead to variations in interest payments
that are of a purely technical nature, but nonetheless affect the room for expenditure under
the ceiling."

' For this reason, a number of countries are accounting for interest payments on public debt on an accruals
basis. (See Blondal, 2004.)



The inclusion of interest payments under the ceiling could possibly create incentives for the
government to sell off assets to reduce the burden of debt service payments. Such decisions
should be founded on a substantial analysis of requirements of the administration and of the
role of the public sector, however. The fiscal framework should not introduce a bias for a
lower asset position.

Non-cyclical Entitlement

Part of the government’s annual expenditure obligation comes about as a result of legislated
benefits, such as health-related benefits, government pensions, and various types of financial
support and allowances. In the short run, expenditure for these items is outside the
government’s immediate control. Criteria for the entitlements cannot be changed without a
parliamentary decision, and total expenditure is determined by the number of individuals that
are eligible in a given year. Simply placing an annual limit on expenditure for entitlements is
not a viable option. The government has to meet its obligation under existing legislation,
even if projections that were made when the budget was prepared are exceeded. The practical
difficulties that can stem from an inclusion of entitlements under the ceiling should be
recognized and analyzed, but they are not in themselves a sufficient reason for separating this
type of expenditure from the ceiling. All of the three countries studied below include non-
cyclical entitlements under their ceilings.

Recognizing the discretionary nature of entitlement systems in the medium term gives rise to
an argument for subjecting expenditure on these items to an expenditure limit. First, by
including entitlements under a medium-term ceiling, a discussion on the sustainability of
total government policies beyond the upcoming year becomes a natural element of budget
negotiations. A comprehensive expenditure ceiling requires an analysis of medium-term
projections of all expenditure items, and provides incentives for the government to react early
to weakening public finances, and if necessary to propose changes in legislation. Second, as
the entitlement systems are part of the government’s total policies, it is reasonable that they
should be evaluated and compared to all other policies in the budget process. Excluding these
systems from the ceiling reinforces the impression that entitlements are somehow protected
from policy prioritization.

The decision to include or exclude entitlements from an expenditure ceiling does not depend
on whether entitlements are organized in autonomous or semi-autonomous funds separate
from the budget. Expenditure ceilings are intended to prevent an unwanted increase of
expenditure, tax ratio, and deficit, regardless of the manner in which various policies are
financed.

As pointed out by Carcillo and Grubb (2006), there may be interdependence among various
transfer systems, and changes in the unemployment level may lead to increases in the
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volumes in other transfer systems. By including all entitlement systems under the ceiling,
possible incentives to disguise transfer expenditure by pushing individuals from one system
to another are reduced.

Cyclically Sensitive Items

An aspiration to smooth business cycle fluctuations through fiscal policies presents a
challenge for a completely comprehensive expenditure ceiling. Both the inclusion and the
exclusion of this type of expenditure have distinct advantages and disadvantages, and no
clear message emerges from the three case studies. In the Netherlands and Sweden, all
entitlements, including unemployment benefits, are placed under the ceiling. In the case of
Finland, the majority of cyclically sensitive items are outside the ceiling.

From a macroeconomic point of view, a certain variation of public expenditure from year to
year may be justified in order to diminish cyclical swings in production and employment.
Although the possibilities of successfully running countercyclical fiscal policies have been
fiercely debated in the academic literature', there seems to be wide support for allowing the
automatic stabilizers to operate without restriction."” These stabilizers predominantly work on
the revenue side of the budget”, but cyclical variations in expenditures such as
unemployment benefits should be expected. In addition to such automatic variations,
governments may also want to undertake discretionary measures, such as labour market
programs or employment subsidies, to further accelerate the return to equilibrium GDP levels
in a particularly deep recession. The effectiveness of discretionary measures is debatable,
however."

When determining whether or not to include cyclically sensitive expenditure under the
ceiling, the economic objective of allowing for countercyclical expenditure policies should
be balanced against the aim of ensuring long-term sustainability in public finances. If a bias
toward expanding the government sector is a prominent characteristic of public decision

" Some of the reservations against the general effectiveness of countercyclical policies are the existence of a
real business cycle and Ricardian equivalence.

2 See Perotti (2005) or Andersen (2005) and Hemming et al. (2002) for a review of the literature.

"> OECD estimates that, on average for its member countries, approximately % of the automatic stabilization is
on the revenue side and % on the expenditure side. There is a noticeable variation of this ratio between
countries, with for example new EU-membership countries exhibiting a significantly higher proportion of
automatic stabilization on the revenue side, on average 7s. Girouard and André (2005).

" The distinction between automatic stabilizers and discretionary measures is not always clear. In a country
with ambitious commitments to maintaining high employment levels, programs intended to improve the
qualifications of unemployed individuals through education or subsidized placement in firms could be
considered to be semi-automatic. By including such measures, the sensitivity of expenditure to cyclical
variations rises. See Boije (2004) and Murchison and Robbins (2003) for a discussion on which factors should
be considered cyclical.
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making, this may well lead to successively expanding labour market policies, threatening the
stability of the budget. The organization of unemployment benefits into an extrabudgetary
labour market fund, with the right to collect certain contributions, does not mitigate this
problem. As employment benefits typically are regulated through legislation, the government
bears a subsidiary financial responsibility for any labour market policy obligation,
irrespective of whether it is financed directly on the expenditure side of the budget or through
earmarked revenue via an extrabudgetary fund.

A cyclical variation of expenditure around a structural level creates a series of practical
problems in a regime with an expenditure ceiling. During an economic downturn, the
increase in cyclical expenditure could be limited by the ceiling, or could crowd out other
types of expenditure. If the economy performs above its potential, the expenditure decrease
could open up new room under the ceiling, with a risk of procyclical policies and future
difficulties in honoring excessive structural expenditure. The seriousness of these problems
in a given country naturally depends on the sensitivity of government expenditure to cyclical
variations, and the country’s economic stability."

Uncertainties in forecasts concerning the output gap and the elasticity of expenditure to
cyclical variations make it difficult to ex ante establish a cyclically adjusted expenditure
level.' Setting ceilings that take into account the projected cyclical position of the economy
is, therefore, hardly a feasible option, particularly if ceilings are set in a medium-term
perspective, when the uncertainties of cyclical expenditure are substantial.'” A second
possibility is to set a ceiling that would allow for a cyclical downturn, i.e. higher cyclical
expenditure, and require an ex post margin between expenditure outcome and the ceiling
when the economy is performing better. However, it may be difficult to defend such a margin
from being used for new initiatives during an upswing. A third option would be to separate
cyclical expenditure from structural, and only exclude the former from the ceiling. As with a
cyclically adjusted ceiling, this approach relies on the ability to correctly assess the
composition of government expenditure and divide it into permanent, cyclically adjusted and
temporary components. Furthermore, such a construction would reduce transparency, create
difficulties for outside monitoring, and open up possibilities for manipulating the
classification of expenditure to circumvent the ceiling.

'3 The effectiveness of countercyclical monetary policy is one important factor. For members of a currency
union, such as the Euro area, the possibilities for national countercyclical monetary policies through changes in
interest rates disappear. At the same time, an economic integration has the potential of stabilizing economic
development and reducing cyclical variations.

1 See, for example, Blanchard (1990) for a discussion on the cyclical adjustments of fiscal parameters.

' Switzerland uses a formula to calculate the expenditure ceiling that takes into account the cyclical position of
the economy. This ceiling is set in a one-year perspective, however.
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Non-distortionary Earmarked Revenue

In some cases, there is a direct correspondence between expenditure and a well-defined non-
distortionary source of revenue. Changes in the activity level result in an automatic and equal
adjustment of both expenditure and revenue, with no impact on either the tax-wedge in the
economy, or the fiscal balance. Although this clearly is a case of earmarked revenue, which
is a violation of the fundamental budget principles of unity and universality, such
arrangements exist in virtually all national budget systems. The treatment of these types of
operations varies in the three countries studied here. In Finland, there is an explicit principle
of not including expenditure that is circular in the sense that the government only acts as an
intermediary. In the Netherlands, the ceiling is defined as being in net terms, indicating that
ce