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BU D G ET R E FO R M  IN O EC D  M E M B E R  C O U N TR IES: C O M M O N  TR EN D S

1. Introduction

From the early 1990’s, the fiscal position of OECD Member countries improved steadily each 
year, from a deficit of 5% of GDP for Member countries as whole in 1993 to a perfect balance in 
the year 2000, i.e. neither a deficit nor a surplus. Last year, OECD Member countries experienced 
a deficit of 1% of GDP. Table 1 depicts the general government financial balances of selected 
OECD Member countries. This goes to show the historical pattern in Member countries: 
achieving fiscal consolidation is a slow process and successes in fiscal consolidation can quickly 
dissipate. A very short time ago, several OECD Member countries beheved that they were on a 
long-term track for fiscal surpluses, the era of deficits had been overcome. This did not turn out to 
be the case; surpluses turned out to be a very short-lived phenomenon for many countries.

Table 1. General government financial balance 
Surplus (+) or deficit (-1) as a percentage of nominal GDP

1993 1994 1995 1996 1997 1998 1999 2000 2001
OECD -5.0 -4.2 -3.9 -3.2 -1.8 -1.4 -0.9 0.0 -1.0
EU -6.4 -5.6 -5.3 -4.3 -2.5 -1.7 -0.8 0.5 -0.8
US -5.0 -3.6 -3.1 -2.2 -0.9 0.3 0.8 1.7 0.5
Japan -2.4 -2.8 -4.2 -4.9 -3.7 -5.5 -7.1 -7.4 -7.1
Germany -3.1 -2.4 -3.3 -3.4 -2.7 -2.2 -1.6 1.2 -2.7
France -6.0 -5.5 -5.5 -4.1 -3.0 -2.7 -1.6 -1.4 -1.4
UK -7.9 -6.7 -5.8 -4.4 -2.2 0.4 1.1 1.6 1.0
Italy -10.3 -9.3 -7.6 -7.1 -2.7 -3.1 -1.8 -0.6 -1.5
Canada -8.7 -6.7 -5.3 -2.8 0.2 0.5 1.6 3.2 2.4
Australia -5.6 -4.6 -3.7 -2.2 -0.5 0.6 1.6 0.1 0.0
New Zealand -0.4 3.1 2.9 2.9 1.6 -0.2 0.9 1.9 0.9
Netherlands -3.6 -4.2 -4.2 -1.8 -1.1 -0.8 0.4 2.2 0.3
Finland -7.3 -5.7 -3.7 -3.2 -1.5 1.3 1.9 7.0 4.9
Sweden -11.9 -10.8 -7.7 -3.1 -1.6 2.1 1.3 3.7 4.8

Source: OECD.

We at the OECD believe there are three major causes for the fiscal outcomes in Member 
countries. The first is the general performance of the economy. There is no factor more 
responsible for the fiscal outcome as this. Table 2 shows a clear linkage between rates of 
economic growth and fiscal performance in selected Member countries.



The second major cause is the political commitment to fiscal discipline. This is best exemplified by the single 
common currency for Europe, the Euro, and the self-imposed Maastricht fiscal criteria that countries had to fulfil 
in order to qualify for it. Although it is certainly debatable whether an annual deficit o f 3% of GDP and a 60% 
level o f  outstanding debt are especially challenging criteria, it is clear that they played the leading role in 
achieving fiscal consolidation efforts in Europe. It should also be borne in mind that the European Union’s 
Growth and Stability Pact calls for Member countries to aim for a budgetary balance over the business cycle and 
that many individual European Union Member countries have a more challenging fiscal target in their national 
settings. The Budget Enforcement Act in the U.S. and its predecessor are manifestations o f the political will for 
fiscal consolidation in the U.S. Switzerland recently enacted a constitutional amendment mandating a balanced 
budget. Australia and New Zealand have experience with their Charter o f  Budget Honesty Act and Fiscal 
Responsibility Act, respectively, which manifest the political commitment to fiscal discipline in those countries.

Table 2. Real GDP
Percentage change from previous period

1993 1994 1995 1996 1997 1998 1999 2000 2001
OECD 1.4 3.2 2.5 3.0 3.5 2.7 3.1 3.9 1.0
EU -0.3 2.8 2.5 1.7 2.6 2.9 2.6 3.4 1.7
US 2.7 4.0 2.7 3.6 4.4 4.3 4.1 4.1 1.2
Japan 0.4 1.0 1.6 3.5 1.8 -1.1 0.7 2.4 -0.4
Germany -1.1 2.3 1.7 0.8 1.4 2.0 1.8 3.0 0.6
France -0.9 1.9 1.8 1.1 1.9 3.5 3.0 3.6 2.0
UK 2.5 4.7 2.9 2.6 3.4 3.0 2.1 3.0 2.2
Italy -0.9 2.2 2.9 1.1 2.0 1.8 1.6 2.9 1.8
Canada 2.4 4.7 2.8 1.6 4.3 3.9 5.1 4.4 1.5
Australia 3.8 4.6 3.9 4.0 3.5 5.4 4.5 3.4 2.4
New Zealand 4.7 6.1 4.0 3.3 3.1 -0.7 4.2 3.6 1.8
Netherlands 0.8 3.2 2.3 3.0 3.8 4.3 3.7 3.5 1.1
Finland -1.1 4.0 3.8 4.0 6.3 5.3 4.1 5.6 0.7
Sweden -1.8 4.1 3.7 1.1 2.1 3.6 4.5 3.6 1.2

Source: OECD.
The third major reason -  and the focus o f this paper -  is the institutional arrangements for budgeting. There are 
many examples o f  countries that have had a combination o f  econom ic growth and a degree o f political 
commitment to fiscal discipline but have not had successful fiscal outcomes. If w e look at the OECD Member 
countries who are experiencing budgetary surpluses, these are generally the same countries that have been the 
most active in reforming and modernising their budget processes. The ones that started earliest were the first to 
experience surpluses, the ones that did the most comprehensive reforms are the ones that have the most 
sustainable surpluses.
We at the OECD identify seven key institutional features that w e believe play a key role in order to effectively  
control public expenditures. The remainder o f this paper is devoted to a discussion o f  them.

2. Institutional arrangements for budgeting
The seven institutional features that the OECD believes are necessary to effectively control public expenditure 
are as follows:

medium-term budget frameworks; 
prudent econom ic assumptions; 
top-down budgeting techniques; 
budget transparency; 
relaxing central input controls; 
focus on results;



Although they are identified as seven separate features, they do in fact build on each other and must be seen as a 
package. Each o f  these features is discussed below in detail.

2.1. M edium -term  budget fram ew orks
Medium-term budget frameworks form the basis for achieving fiscal consolidation. They need to clearly state the 
government’s medium-term fiscal objectives in terms o f high-level targets such as the level o f aggregate 
revenue, expenditure, deficit/surplus, and debt. They then need to operationalise these high-level targets by 
establishing hard budget constraints for individual ministries and programmes over a number o f years. This lends 
stability and credibility to the government’s fiscal objectives.

By their very nature, high-level fiscal targets are set in a medium-term context. They aim to achieve a certain 
fiscal outcome over a number o f years. Budgets are however enacted for a time period o f one year, and are 
notorious for their short-term focus. This short-term time horizon is often criticised for impeding effective 
expenditure management; decision on resource allocation are said to be made on an ozf hoc or piecemeal basis 
with the implications o f  past and present decisions beyond the next year being neglected. This is not a new  
criticism. Medium-term budget frameworks aim to bridge this gap. Their successful implementation has been 
nothing short o f  a “cultural revolution” in governments.
Although the level o f  detail o f such frameworks varies from country to country, they generally mirror the format 
o f  the budget, i.e. the medium-term frameworks are at the same level o f  detail as the annual budget. This means 
that a formal framework (or hard budget constraint) exists for each and every appropriation, most often for three 
years beyond the current fiscal year. These are rolling frameworks that are presented with the budget each year; 
year-1 in the previous year’s framework becom es the basis for the budget and a new year-3 is added. This has 
greatly increase the effectiveness o f  planning and eased the annual budget process. These frameworks are not, 
however, enacted into legislation; they are planning documents that reflect the political commitment to fiscal 
discipline.
It should also be emphasised that these are living document. The fact that a three-year budget framework is in 
place does not mean that no changes can be made to the document. In fact, shifting appropriations within 
ministries is key to successful fiscal discipline as is depicted in a later section o f this paper. It is, however, 
imperative that all such changes be clearly depicted and explained, i.e. whether the changes are the results o f  
changed econom ic circumstances or new policy decisions. M ost countries publish detailed reconciliations 
between year-1 in the previous year’s framework and the current budget proposal.
The frameworks also serve to deter expenditures by illuminating the budget implications o f decisions in next 
year’s budget whose expenditure may not be fully reflected in the budget. This can refer to: i) the operating costs 
o f various capital projects being launched; ii) programs that com e into effect late in the budget year thus not 
exposing their full costs in the initial year; Hi) programs whose spending implications may not be fully reflected 
under the circumstance prevailing during the budget year but will become more actual in out-years. These are all 
classic examples o f  budgeting games in Member countries, which the medium-term frameworks aim to end.

From the point o f  view  o f  agency managers, medium-term frameworks enable them to be in a better position to 
plan their operations as they have some indicative level o f  funding beyond the next budget. This is especially  
relevant when resources are being reduced. Many downsizing options involve more than one year in order to 
reap the full benefits. Prior to the advent of medium-term frameworks, such options were often not considered as 
the time horizon only extended to the next budget year.
2.1.1. Problem s with m edium -term  budget fram ew orks

Medium-term budget frameworks themselves are, however, not without their own problems. It is worth noting 
these. The United Kingdom was a pioneer in the area o f multi-year budget forecasts in the 1960s and 1970s and

• modem financial management practices.



e n c o u n te re d  s ig n if ic a n t p ro b lem s. T h e se  p ro b lem s can  b e  d iv id e d  in to  th re e  g rou ps. M o st o f  th ese  p rob lem s 
hav e  b een  e x p e rie n c e d  by o th e r  M e m b e r  co u n trie s  as w ell.

•  F irst, th e re  w as a te n d e n c y  to  o v e re s tim a te  the  g ro w th  p o te n tia l o f  th e  eco n o m y  w h en  m a k in g  th e  m u lti­
y ear b u d g e t fo recasts . T h is m ad e  e x ce ss iv e  re so u rc e s  a v a ila b le  in  th e  fo re c a s t p e r io d  an d  c re a te d  an  
up w ard  p re ssu re  on  p u b lic  ex p en d itu re .

•  S econ d , m in is tr ie s  a n d  d ep a rtm en ts  v iew ed  th e ir  re so u rc e  a llo c a tio n s  in  th e  fo re c a s t p e r io d  as an 
e n titlem en t. T h is  m a d e  su b seq u en t d o w n w a rd  rev is io n s  in  e x p e n d itu re s  d iff icu lt, e v en  w h en  it  b eca m e  
c le a r  th a t th e  basis  o n  w h ich  th e  a llo ca tio n s  w ere  m ad e  w as n o t co rrec t.

•  T h ird , th e  m u lti-y e a r  b u d g e t fo re casts  w ere  m ad e  in  rea l te rm s  ra th e r  th a n  in  n o m in a l term s. In  the  
1970s, w h e n  ec o n o m ic  g ro w th  su b sid ed  and  in fla tio n  a c c e le ra te d  ra p id ly , th e  e x p en d itu re  fo re casts  w ere  
a d ju s te d  a u to m a tic a lly  fo r in c reases  in  p r ice s  w h ile  rev e n u e s  su ffe red . T h is  c rea ted  fu rth e r  p re ssu re  on  
p u b lic  finan ces.

T h e  a b o v e  e x p e rie n c e  c a u se d  m an y  to  v iew  m ed iu m -te rm  b u d g e t f ra m e w o rk s  w ith  som e susp ic io n . It m ust, 
h o w ev er, be o b se rv e d  th a t th e  e a rly  m e d iu m -te rm  b u d g e t f ra m e w o rk s  to o k  p lace  in  an  en v iro n m e n t o f  ra p id  
ex p e n d itu re  g ro w th , no t e x p e n d itu re  re tre n c h m e n t as is  th e  ca se  to d ay . R eg a rd le ss , ac tio n  h as  b e e n  tak en  to 
re c tify  th e  sp ec ific  p ro b lem s id e n tif ie d  above. F irs t, M e m b e r  c o u n trie s  a re  sy s tem a tica lly  m ak in g  u se  o f  m ore  
“p ru d e n t” ec o n o m ic  a ssu m p tio n s  in o rd e r  to  av o id  h av in g  ex c e ss iv e  re so u rc e s  m a d e  av a ilab le . (T h is  is d iscu ssed  
in  th e  n e x t se c tio n  o f  th is  p a p e r.)  T h is  has ten d ed  to  e lim in a te  th e  se c o n d  p ro b le m  id en tified  above. T h ird , 
m e d iu m -te rm  b u d g e t fra m e w o rk s  are  n o w  in v a ria b ly  m ad e  in  n o m in a l te rm s , n o t rea l term s.

2 .2 . Prudent economic assumptions
D e v ia tio n s  fro m  th e  fo re c a s t o f  the  k ey  eco n o m ic  a ssu m p tio n  u n d e r ly in g  th e  b u d g e t are  the  g o v e rn m e n t’s key  
fisca l risk . T h e re  is no  s in g le  fa c to r  m o re  re sp o n s ib le  fo r “d e -ra ilin g ” f isc a l co n so lid a tio n  p ro g ra m m e s  th a n  the  
use  o f  in co rrec t e co n o m ic  a ssu m p tio n s . G re a t ca re  m u s t be  tak en  in  m a k in g  th e m  and  a ll k e y  e co n o m ic  
a ssu m p tio n s  sh o u ld  b e  d isc lo se d  exp lic itly . S e n s itiv ity  an a ly s is  sh o u ld  b e  m a d e  o f  w h a t im p ac t ch an g es  in  the 
k ey  eco n o m ic  a s su m p tio n s  w o u ld  h a v e  on  th e  bu d g e t. F u rth e rm o re , a  c o m p a riso n  sh o u ld  b e  m a d e  b e tw e e n  the  
eco n o m ic  a ssu m p tio n s  u sed  in  the  b u d g e t an d  w h a t p r iv a te  se c to r  fo re c a s te rs  are  ap p ly ing  fo r  the  sam e tim e  
p e rio d  w h ere  p rac ticab le . T h e  e s ta b lish m e n t o f  an  in d e p e n d e n t b o d y  to  re c o m m e n d  th e  eco n o m ic  a ssu m p tio n s  to  
b e  u se d  in  the  b u d g e t m ay  b e  c o n s id e re d  as w ell. A ll th is  serv es  to  p la c e  sa fe g u a rd s  ag a in s t th e  u se  o f  u n rea lis tic , 
o r  “o p tim is tic ,” e c o n o m ic  a ssu m p tio n s .

T w o  M e m b e r c o u n trie s , C a n a d a  an d  th e  N eth erlan d s, hav e  h a d  e sp e c ia lly  h a rro w in g  ex p e rien ces  w ith  th e  u se  o f  
e c o n o m ic  a ssu m p tio n s  an d  h a v e  e s ta b lish e d  sa fe g u a rd  fea tu re s  th a t a re  le a d in g -e d g e  p rac tice s  am o n g  M e m b e r 
cou n trie s.

In  C an ad a , th e  g o v e rn m e n t s ta rted  u sing  sy s tem a tica lly -b ia se d  “p ru d e n t” eco n o m ic  a ssu m p tio n s  and  
in co rp o ra tin g  a  c o n tin g e n c y  re se rv e . T h e  p rev io u s  p e rc e p tio n  o f  “o p tim is tic ” eco n o m ic  a ssu m p tio n s  be in g  u sed  
in  th e  b u d g e t h a d  s ig n if ic a n tly  d o w n g rad ed  the  b e lie v a b ility  o f  g o v e rn m e n t-g e n e ra te d  ec o n o m ic  fo recasts . 
R a th e r  th an  re ly in g  on  in te rn a lly  g en e ra ted  e co n o m ic  fo re casts  to  be  u se d  in  th e  b u d g e t, the  g o v e rn m e n t s ta rted  
e m p lo y in g  th e  a v e ra g e  o f  fo re c a s ts  m ad e  b y  p riv a te  se c to r  e c o n o m ic  fo re c a s te rs  -  and th e n  a d ju s tin g  th em  
d o w n w ard s . T h is  w as d o n e  in  o rd e r  to  ach iev e  cred ib ility , b o th  in  th e  e y e s  o f  th e  p u b lic  an d  in  th e  ey es o f  
f in a n c ia l m ark e ts .

T h e  C a n a d ia n  D e p a rtm e n t o f  F in a n c e  sy s tem atica lly  rev ise s  th e  p r iv a te  se c to r  fo re casts  d o w n w ard s  as a  fu rth e r  
m ea su re  o f  p m d e n c e . T h is  ta k e s  th e  fo rm  o f  the  g o v e rn m e n t ad d in g  5 0 -1 0 0  basis  po in ts  (0 .5 -1 .0  p e rcen tag e  
p o in ts )  to  the  a v e ra g e  p r iv a te  sec to r eco n o m ic  fo re casts  fo r  in te re s t ra te s  a n d  th en  feed in g  th is  th ro u g h  its en tire  
e co n o m etr ic  m o d e l, thus p ro d u c in g  lo w e r  fo re c a s t eco n o m ic  ac tiv ity . T h is  p ro v id e s  a  b u ffe r in  o rd e r to  m a in ta in  
th e  g o v e rn m e n t’s f isca l o b jec tiv es . A s  a fu r th e r  b u ffe r, th e  g o v e rn m e n t e s ta b lish e d  a  s ig n if ican t c o n tin g en cy  
re se rv e  fu n d  -  2 .5  b iU ion -  3 .0  b illio n  C an ad ian  d o lla rs  ea c h  year. T h is  fu n d  can  o n ly  b e  u sed  to  co m p e n sa te  fo r 
fo re c a s tin g  e rro rs  an d  u n p re d ic ta b le  even ts. I t can n o t b e  u sed  fo r  an y  n e w  p o lic y  in itia tiv es . R e c o u rse  has n e v e r



had to be made to the contingency reserve funds and they have been applied to deficit reduction (surplus) in their 
entirety in each year.
In the Netherlands, the government shifted its focus from controlling the level of deficits to controlling the level 
of expenditures. These expenditure caps were based on cautious economic assumptions for the economy. This 
was viewed as an “insurance policy” for shifting the focus from the deficit to expenditures, i.e. the risk of the 
budget out-turn being worse than expected is mitigated. Any “surprises” are likely to be positive. The economic 
assumptions are made by the independent Central Planning Bureau (CPB). The CPB will present two economic 
scenarios to the government. The first one is what it considers to be the most likely level of economic growth. 
The second one is what it considers to be a cautious level of economic growth that should be used for budget 
policy purposes. The government then applies the cautious scenario. The differences between the two are shown 
in Figure 1. In political terms, the government would rather be faced with “good surprises” rather than with “bad 
surprises.”

Figure 1. Actual economic growth between 1980 and 2001 and cautious economic assumptions used for budgetary
policy in the Netherlands

QDP growth (Mgcro^economlc Forecast for 2001) 
Cautious scenario

2.3. Top-down bu dgetin g techniques
Budgeting has traditionally operated on a bottom-up principle. This means that all agencies and all ministries 
send requests for funding to the fmance ministry. These requests greatly exceed what they realistically believe 
they will get. Budgeting then consists of the Fmance Ministry negotiating with these ministries and agencies 
until some common point is found. This bottom-up system has several disadvantages to it. First, it is very time 
consuming and it is essentially a game; all participants know that the initial requests are not realistic. Second, 
this process has an inherent bias for increasing expenditures; all new programs, or expansion of existing 
programs, are financed by new requests; there was no system for reallocation within spending ministries and 
there were no pre-set spending limits. Third, it was difficult to reflect political priorities in this system as it was a 
bottom-up exercise with the budget “emerging” at the end of this process. This manner of budgeting is now 
being abandoned and replaced with a new top-down approach to budget formulation. This has been of great 
assistance in achieving fiscal consolidation.



The starting point for the new system is for the government to make a binding political decision as to the total 
level of expenditures and to divide them among individual spending ministries. This decision is made possible 
by the medium-term expenditure frameworks which contain baseline expenditure information, i.e. what the 
budget would look like if no new policy decisions were made. The political decision is whether to increase 
expenditures for a high-priority area, for example education, and to reduce expenditures, for example defence 
programs. Only the largest and most significant programs reach this level of political reallocation. The key point 
is that each ministry has a pre-set limit on how much it can spend.
Once this decision is taken, the Finance Ministry largely withdraws from the details of budgetary allocations for 
each ministry. The Finance Ministry concerns itself only with the level of aggregate expenditure for each 
ministry; not the internal allocations. “Each minister is his own Finance Minister,” is the saying in some 
countries. Each ministry has a total amount and it can freely reallocate that money among its various agencies 
and programs. This has several advantages to it. It serves to hamper creeping increases in expenditures as new 
policies are funded by reallocations from other areas within the ministry. It creates ownership in the respective 
ministries for the actions that are taken. Decisions are also better informed as spending ministries are in the best 
position to judge the relative merits of their programs. The role of the Ministry of Finance is to verify that the 
offsetting cuts to finance new programs are real.
This is a remarkably simple budgeting system once it is in place. It does however involve considerable time to 
establish because the entrenched traditions of both spending ministries and Finance Ministries work against it. 
The Finance Ministry may be very suspicious of the real motives of spending ministries and have a tendency to 
exert their influence on the detailed allocations within spending ministries. This serves to undermine the basic 
premise of the system. Spending ministries on the other hand fear that any cuts in programs they make will be 
accepted by the Finance Ministry, but not the corresponding reallocations for new initiatives. This leads to 
spending ministries proposing unrealistic cuts in programmes that they know will not be accepted by Parliament 
(or the Finance Ministry), and then the whole old-style bargaining starts again. Trust needs to be built between 
the two and this has varied greatly in different countries whether that is possible and how much time it takes. 
The end results however clearly indicate that it is well worth the effort.
2.4. R elaxin g cen tral in pu t controls
Relaxing central input controls is another feature of successful fiscal consolidation strategies in Member 
countries. This is based on the simple premise that the heads of individual agencies are in the best position to 
choose the most efficient mix of inputs to carry out the agency’s activities. The end-result is that an agency can 
produce the same services at less cost, or more services at the same cost. This greatly facilitates fiscal 
consolidation strategies by mitigating their effects on services.
Relaxing central input controls operates at three levels. First, the consolidation of various budget lines into a 
single appropriation for all operating costs (salaries, travel, supplies, etc.). Second, the decentralisation of the 
personnel management function. Third, the decentralisation of other common service provisions, notably 
accommodations (buildings). The can be seen as the public sector’s version of “deregulation.”
The consolidation of budget appropriation lines is rather straightforward and simple. It is now common for 
agencies to receive one single appropriation for all of their operating expenditures. (It should be clear that this 
does not apply to transfers or capital appropriations, only to operating expenditures). This single appropriation is, 
however, not enough to generate managerial flexibility as various central management rules inhibit this 
flexibility.
It in the area of human resource management where most of the central management rules exist. The cost of staff 
is generally the largest component of operating expenditures, and it makes little difference to consolidation 
budget lines if central rules in this area prevent any flexibility. All countries are increasing flexibility in this area, 
although to significantly varying degrees. The country that has gone the furthest in this area is Sweden.



Personnel management in Sweden has historically been decentralised with the outstanding exception of 
collective bargaining arrangements. DLrectors-general of agencies are, and have been, responsible for the 
recruitment, grading and dismissal of their staff. There are no restrictions on whom they may hire. There is no 
“civil service” encompassing the government as a whole. Vacancies are generally advertised in the press with all 
qualified applicants being treated equally. Staff are not tenured in Sweden. They can typically be dismissed at 
two- to twelve-month notice depending on how long they have been employed by the agency. In fact, there are 
essentially no difference between the labour legislation governing the public sector and the private sector in 
Sweden.
In 1994, collective bargaining was totally devolved to the agencies and is now the responsibility of the director- 
general of each agency. The cost of personnel is now one of the many items of expenditure that directors-general 
must manage within the limit of their single operating appropriation. There is no longer any automatic 
adjustment to their budgets to compensate for pay agreements that are concluded. The Ministry of Finance and 
Parliament no longer have any direct influence on the contents of the collective agreements establishing the 
salaries and other conditions of employment for government staff. The agreements are negotiated entirely by the 
agencies.
The experience with this new framework is predominantly positive. The agencies have welcomed their increased 
responsibility for wage formation, and employer policies in general. The pay agreements that have been reached 
have been within the cash limits of agency appropriations. This is attributed primarily to the “immense” peer 
pressure that directors-general exert on each other for responsible settlements. There are, however, significant 
variations between agencies and it is estimated that over 90% of government employees in Sweden now receive 
individualised salaries, i.e. based on their personal performance. Public sector unions have been constructive 
partners in this area.
Accommodations (buildings) is another area where common service provisions are being relaxed or abolished. 
In New Zealand, for example, agencies now have the freedom to choose their accommodation. They can simply 
give notice and get their accommodations supplied by the private sector. The freedom to choose 
accommodations, however, cannot be enjoyed equally by all agencies. Some agencies occupy very special 
accommodations, prisons and museums being outstanding examples. This can also create a conflict of interest 
between the agencies viewed in isolation (as they move to private sector accommodations) and the government 
as a whole (which may be left with surplus accommodations). This is especially the case when there is a 
downturn in the private sector property market. These problems should, however, not be overestimated and are 
in any case temporary transition costs on the way to a more efficient system in the long-term.
Relaxing central input controls have as the goal to empower directors-general to operate their agencies in the 
most efficient manner possible. No longer can they claim that their poor performance is due to the fact that a 
budget, which was too detailed, or a set of central management rules, which were overly prescriptive, impeded 
them in the running of their agencies. Now, they have the power and they must deliver. The experience 
overwhelmingly shows that they have done so; agencies have become more efficient thus making fiscal 
consolidation efforts “less painful” from the point of view of customers of government services.
It is worth noting that detailed budgets and central management rules originally came into place to prevent 
corruption in government. The countries that have gone the furthest in reducing them are the smaller Members 
countries where this is less of a potential problem than perhaps in other Member countries. In other words, this 
reform may not work m all environments.
2.5. An increased focus on results
An increased focus on results is a direct quid pro quo for relaxing input controls as described above. 
Accountability in the public sector has traditionally been based on compliance with rules and procedures. It 
didn't matter what you did as long as you observed the rules. Now, when the public sector is deregulated, a new 
results-based system is needed to hold managers accountable. This is a fundamental change: holding managers



accountable for what they do, not haw they do it. Effectively implementing this is, hovi êver, very difficult in 
practice. The difficulties can be divided into several groups of issues.
At the most basic level, some government activities simply lend themselves to results measurement much more 
readily than others. For example, an agency that produces a single or a few homogenous products or services can 
be rather easily measured. An agency that issues passports is a good example. On the other hand, agencies that 
produce heterogeneous and individualised services can be very difficult to measure. The majority of government 
services fall into the latter category. Various social services are the outstanding example.
We are also faced with the choice of defining results either in terms of outputs or outcomes. Outputs are the 
goods and services that government agencies produce. Outcomes are the impact on, or the consequences for, the 
community of the outputs that are produced. An example highlights this. A government may wish to reduce the 
number of fatalities on highways caused by drunk drivers. This would be the outcome. In order to achieve this, it 
may launch a series of advertisements in the media highlighting the dangers of drink driving. It’s easy to 
measure the output, i.e. that the prescribed number of advertisements were in fact shown in the media. Let’s, 
however, assume that at the same time the number of fatalities went up, not down. The link between the 
advertisements and this outcome is very unclear, since many other factors than the advertisements would impact 
on the outcome. But what lessons do we draw from this. Do we abandon the advertisement campaign? Do we 
expand it? Do we try other outputs? Do we wait to see if this is a one-off or a sustained trend?
From an accountability point of view, the question arises whether you hold managers responsible for outputs or 
outcomes. Outputs are easier to work with in this context; but outcomes are what matters in the final analysis. 
Do we want an accountability regime based on outputs even though the outputs may not be contributing to the 
desired outcome? Or do we have an accountability regime based on outcomes, even though a number of factors 
outside the control of the director-general of the agency may have contributed to it? Of course, a combination of 
the two is the optimum choice, but experience in Member countries shows that one will always dominate.
It is a well known phenomenon in management that “what gets measured, gets managed.” As noted above, some 
activities lend themselves to measurement more readily than others. This also applies within agencies in that 
certain of their activities are more easily measured than others. If the agency’s measurement systems is biased in 
favour of those activities that are more easily measured, there’s every likelihood that management will focus its 
attention disproportionately on those activities since their accountability is based on that. This may lead to all 
sorts of unforeseen and undesired consequences. This creates a huge onus on those designing the agency’s 
measurement system to ensure that it captures all aspects of their activities.
Somewhat contradictory to the above point is the problem of information overload. Agencies produce so much 
information that it’s very difficult for outsiders to judge which are the more important pieces of information. The 
lesson here is for agencies to differentiate between the measurements they do for internal purposes and those 
they perform for external purposes. A weighed index of various internal measures may be the optimum solution 
for an external audience.
The reliability and consistency of the performance information is also of primary importance. In some Member 
countries, the performance information is audited together with the financial information by the Supreme Audit 
Institution. Time series of performance measurements are often the most revealing pieces of information. It is 
therefore important to maintain consistency over time, or to re-state prior information if a change in the objects 
of measurement are deemed necessary. Such changes should however be few and far between. It is increasingly 
recognised as a prima facie evidence of there being something wrong with the operations of an agency if such 
changes are frequently made.
Building on the last point is the issue of whether explicit targets should be set at the beginning of the year, or 
whether the evolution of time-series data should be used to judge the performance of an agency. There are two 
schools of thought on this subject. The first says that any target will either be set so low that it’s guaranteed to be 
fulfilled or so high that it can never be attained. The second school believes that target setting is a very important
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those aspects of their operations that are deemed high priority from atool to ensure that agencies focus on inose aspt 
political point of view. The jury is still out on this
Notwithstanding these challenges, an increased focus on results is a most definite trend in all Member countries. 
Reducing input controls plays a key role in increasing the efficiency of the public sector, and replacing them 
with an increased focus on results is the new and necessary basis of accountability. Robust results information is 
often of great value in improving results allocation as well.
Finally, there are many sceptics concerning this development, as a focus on results is not a new attempt for 
governments. This has been attempted since at least the 1950s with very mixed results. What gives more hope to 
it being successful this time is that it is a requisite for eliminating input controls, it replaces them rather than 
being a new layer of controls as was the case with previous attempts.
2.6. B udget transparency

Increased transparency in budgeting made significant advances in the late 1980s and early 1990s. This was a 
period associated with unfavourable budget conditions in most Member countries; high annual deficits and 
increasing levels of outstanding debt. Governments needed to institute large fiscal consolidation programs. 
These were often painful and getting the public’s understanding of the problems was necessary. The most 
effective manner for achieving that was simply to throw open the books and say to the public: “Look, things are 
really as bad as we told you, we’re not hiding anything.” This may sound a bit sinister at first, but in actuality it 
is government at its best; Being honest with citizens, explaining the problem to them in order for an 
understanding to emerge as to the best course of action to take.
This time period also coincided with increased attention being paid to good governance in general. The budget is 
the principal policy document of government, where the government’s policy objectives are reconciled and 
implemented m concrete terms. Budget transparency -  openness about policy intentions, formulation and 
implementation -  is therefore at the core of good governance agenda.
If we take a look at fiscal transparency in concrete terms, we can say that it has three essential elements:

• The first is the release of budget data. The systematic and timely release of aU relevant fiscal 
information is what we typically associate with budget transparency. It is an absolute pre-requisite, but it 
is not enough.

• The second element is an effective role for the legislature. It must be able to scrutinise the budget reports 
and independently review them. It must be able to debate and influence budget policy and be in a 
position to effectively hold the government to account. This is both in terms of the constitutional role of 
the legislature and the level of resources that the legislature has at its disposal.

• The third element is an effective role for civil society, through the media and non-govemmental 
organisations. Citizens, directly or through these vehicles, must be in a position to influence budget 
policy and must be in a position to hold the government to account. In many ways, it is a similar role to 
that of the legislature albeit only indirectly.

These three elements work together. The scrutiny of fiscal information by the legislature and by civil society can 
only take place if the information is released in the first place. Similarly, released budget information is only of 
value if it is effectively scrutinised by the legislature and by civil society. The legislature and civil society have a 
very similar function, one is responsible for shaping budget policy and for holding government directly to 
account while the other performs this role indirectly.
Although conventional wisdom is that a strong role for Parliament equates an undermining of fiscal discipline, 
the experience in Member countries simply does not show that to be the case. The OECD strongly believes that 
an effective role for the legislature is a key ingredient in establishing and maintaining fiscal discipline. It 
provides the necessary link with civil society and fosters accountability by the Executive.



The OECD has recently elaborated a set of Best Practices for Budget Transparency. They are in three parts. Part 
1 lists the principal budget reports that governments should produce and their general content. Part 2 describes 
specific disclosure to be contained in the reports. This includes both financial and non-financial performance 
information. Part 3 highlights practices for ensuring the quality, integrity and usefulness of the reports. The Best 
Practices are attached to this paper in their entirety as Appendix 1. The following box lists the major headings of 
the Best Practices.
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The OECD Best Practices for Budget Transparency

1. Fiscal Reports
1.1. The Budget
1.2. Pre-budget Report
1.3. Monthly Report
1.4. Mid-year Report
1.5. Year-end Report
1.6. Pre-election Report
1.7. Long-term Report
2. Specific Disclosures
2.1. Economic Assumptions
2.2. Tax Expenditures
2.3. Financial Liabilities and Financial Assets
2.4. Non-financial Assets
2.5. Employee Pension Obligations
2.6. Contingent Liabilities
3. Integrity
3.1. Accounting Policies
3.2. Systems and Responsibility
3.3. Audit
3.4. Public and Parliamentary Scrutiny

A final example of the advancement of budget transparency -  and its concomitant helpfulness in maintaining 
fiscal responsibility -  comes from Finland. In Finland it was recently ruled that the country’s Freedom of 
Information Act mandated that the original funding requests from spending ministries to the Ministry of Finance 
be published at the same time as the government’s budget proposal is presented to Parliament. This had the 
impact that original funding requests from ministries became more reasonable. The reason was simple. As their 
more extreme requests would be rejected in any case, spending ministers did not want them published since this 
would reveal them to be either fiscally irresponsible or politically impotent in following through on their initial 
requests. As a result, the original requests became more reasonable.
2.7. M odern  fin a n c ia l m an agem ent practices
The modernisation of financial management within governments made great advances during the past 10 years. 
The sheer scale of government means that such improvements had a material effect on fiscal outcomes. These 
include the introduction of accruals, capital charges, carry-overs of unused appropriations, and interest-bearing 
accounts. Each of these is discussed below.
2.7.1. Accruals
Cash and accruals represent two end points on a spectrum o f possible accounting and budgeting bases. The cash  
end o f the spectrum has traditionally been applied by Member countries for their public sector activities. In 
recent years there has been a major trend towards accruals end o f the spectrum in Member countries. About half 
o f Member countries have now adopted accruals to one degree or another. This is a very rapid migration; it was 
only in the early 1990s that the world’s first accrual basis financial statements and budget were produced by a 
government (N ew  Zealand).
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The objective of moving to accruals is to make the true cost of government more transparent. For example, 
accruals attributes the pension costs of government employees to the time period when they are employed and 
accumulating their pension rights rather than having this as an unrelated (and uncontrollable) expenditure once 
they have retired. Instead of spikes in expenditures when individual capital projects are undertaken, accruals 
incorporates them into the annual operating expenditures through an allowance for depreciation. Treating loans 
and guarantee programs on an accrual basis fosters more attention to the risks of default by those who have been 
granted them, especially if there is a requirement for such default risks to be pre-funded. In a cash system, 
outstanding government debts can be designed in such a way that all interest expenditure is paid in a lump sum 
at the end of the loan rather than being spread through the years when the loan was outstanding as would be the 
case under accruals. All of these examples show how a focus on cash only, can distort the true cost of 
government.
A further objective for adopting accruals is to improve decision-making in government by using this enhanced 
information. This needs to be seen in a wider context. The countries that have adopted accruals have generally 
been at the forefront of public management reforms in general. These reforms have been highlighted in this 
paper. A key aim is to hold managers responsible for outcomes and/or outputs while reducing controls on inputs. 
In this context, it is expected that managers should be responsible for all costs associated with the outcomes 
and/or outputs produced, not just the immediate cash outlays. Only accruals allows for the capture of these full 
costs, thereby supporting effective and efficient decision-making by managers. In short, when managers are 
given flexibility to manage their own resources (inputs), they need to have the necessary information to do this. 
The adoption of accruals is therefore an inherent part of these wider reforms.
There are a number of issues with accruals which are beyond the scope of this paper. This includes to what 
extent to adopt accruals, (for financial reporting only, or for budgeting as well; or for certain categories of 
transactions only). How to treat certain types of asset and liabilities that simply do not exist in the private sector 
(heritage assets, military assets, infrastructure assets and the treatment of social insurance programs). What 
valuation methods to be used (historical cost or current cost). Who should be responsible for setting accounting 
standards as a great number of judgements and assumptions need to be made in accrual environment.
It should, however, be noted that a significant number of countries have very serious reservations about the use 
of accruals. These concerns are on a number of levels. First, the introduction of accruals could undermine fiscal 
discipline. For example, governments could decide on expensive capital projects whose cost would appear in the 
budget over a number of years (as depreciation), rather than appearing fully at the same time as the political 
decision to go ahead with the project was made. Second, accruals depends on complicated technical assumptions 
that can be easily manipulated. Cash can be manipulated, but only in terms of riming at the margins. Third, 
accruals is poorly understood by politicians. From a democratic point of view, if politicians do not understand 
the numbers in the budget, which is the government’s premier policy document, then accmals simply should not 
be in place
2.7.2. Capital charges
Capital has tended to be viewed as a free good in the public sector. Once an asset was in place, there was no 
mechanism to track and charge for the cost of capital tied up in the asset. A number of Member countries have 
been making headway in this regard.
Capital charging regimes generally operate as follows. The government decide to levy a charge on the cost of 
capital tied up in all assets in an agency. For example, if an agency has $10 million in assets, the government 
will levy a charge (often equivalent to the long-term government bond rate), of 10%. This means that the agency 
will have to pay the finance ministry $1 million dollars annually. When the system is first introduced, the 
appropriations to all agencies will be increased by the amount of their capital charge, so there’s no net impact on 
agencies or for the government as a whole. However, agencies will in future be allowed to dispose of the assets 
and thus relieving themselves of the capital charge while retaining the original appropriation to cover it (or part 
thereof). This creates the incentive. Thus, they could decide to sell excess assets or move from high-priced areas
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to lower-priced areas and use the amount of the capital charge they save for other purposes. This has had a great 
impact on asset management in government, a field that was simply neglected previously.
2.7.3. Carry-overs
All countries operate on the principle of an annual budget. Previously, this meant that all appropriations lapsed at 
the end of the fiscal year thus creating a great and irrational rush to spend moneys before the end of the fiscal 
year. Not only because they would otherwise lose the money this year, but also because future years 
appropriations would take account of this underspending as well. You were losing what you did not spend in one 
year, permanently. This has now changed with operating expenditures generally being freely transferable 
(sometimes up to a certain limit) from one year to the next. Only in cases where an agency continuously, year- 
on-year, builds up carry-overs does the Ministry of Finance intervene. The advent of medium-term expenditure 
frameworks also gives a benchmark for agencies to see that their appropriations are in fact being carried-over.
2.7.4. Interest-bearing accounts

Some countries have also introduced interest-bearing accounts for agencies. This means, for example, that the 
appropriation of an agency is divided into twelfths (representing each month) and deposited into an agency’s 
account (either within the finance ministry or with a commercial bank.) If an agency spends at less than this rate, 
they will receive interest on the difference. If they spend at a faster rate, they will pay interest on the difference. 
The ability of individual agencies to vary their spending patters, does of course vary significantly but they are 
now much more aware of cash management practices.
All of these practices -  accruals, capital charges, carry-overs of unused appropriations and interest-bearing 
accounts -  serve to improve the information available for agency heads and giving them increased freedom to 
act on that information. Although a very technical area, the impact on the government’s finances is great given 
the sheer size of government.
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3. Conclusion

This paper has highlighted the seven key institutional features of the budget process that the OECD believes are 
essential for achieving sustained fiscal consolidation:

Medium-term Budget Frameworks 
Prudent Economic Assumptions 
Top-Down Budgeting Techniques 
Budget Transparency 
Relaxed Input Controls 
Focus on Results
Modem Financial Management Practices

As noted at the outset, economic growth and political commitment play the primary roles, but they are not 
enough. The institutional framework must be such that it fosters and reinforces fiscal discipline. This is 
recognised in Member countries and all of them are moving in this direction: Different countries are starting 
from different positions and are moving at different speeds -  but the direction is clear. The journey will take 
longer in countries with very entrenched traditions in the public sector. But the benefits are significant as shown 
by the success currently enjoyed by the early reformers.
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A N N E X  1
TH E  O EC D  B E ST P R A C T IC E S FO R  B U D G E T  T R A N SP A R E N C Y

1. B udget Reports

1.1. The B udget

■  The budget is the government’s key policy document. It should be comprehensive, encompassing all 
government revenue and expenditure, so that the necessary trade-offs between different policy options can 
be assessed.

■  The government’s draft budget should be submitted to parliament far enough in advance to allow Parliament 
to review it properly. In no case should this be less than three months prior to the start of the fiscal year. The 
budget should be approved by Parliament prior to the start of the fiscal year,

■  The budget, or related documents, should include a detailed commentary on each revenue and expenditure 
programme.

■  Non-fmancial performance data, including performance targets, should be presented for expenditure 
programmes where practicable.

■  The budget should include a medium-term perspective illustrating how revenue and expenditure will develop 
during, at least, the two years beyond the next fiscal year. Similarly, the current budget proposal should be 
reconciled with forecasts contained in earlier fiscal reports for the same period; all significant deviations 
should be explained.

■  Comparative information on actual revenue and expenditure during the past year and an updated forecast for 
the current year should be provided for each programme. Similar comparative information should be shown 
for any non-financial performance data.

■  If revenue and expenditures are authorised in permanent legislation, the amounts of such revenue and 
expenditures should nonetheless be shown in the budget for information purposes along with other revenue 
and expenditure.

■  Expenditures should be presented in gross terms. Ear-marked revenue and user charges should be clearly 
accounted for separately. This should be done regardless of whether particular incentive and control systems 
provide for the retention of some or all of the receipts by the collecting agency.

■  Expenditures should be classified by administrative unit {e.g. ministry, agency). Supplementary information 
classifying expenditure by economic and functional categories should also be presented.

■  The economic assumptions underlying the report should be made in accordance with Best Practice 2.1 
(below).

■  The budget should include a discussion of tax expenditures in accordance with Best Practice 2.2 (below).
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■  The budget should contain a comprehensive discussion of the government’s financial assets and liabilities, 
non-financial assets, employee pension obligations and contingent liabilities in accordance with Best 
Practice 23-2.6 (below).

The Best Practices define “government” in line with the System of National Accounts (SNA). This definition encompasses
the non-commercial activities of government. Specifically, the activities of state-owned enterprises are excluded from this
definition. Although the SNA definition focuses on general government, i.e. consolidating all levels of government, these
Best Practices should be seen to apply to the national government.

1.2. P re-B udget R eport
• A  pre-budget report serves to encourage debate on the budget aggregates and how they interact with the 

economy. As such, it also serves to create appropriate expectations for the budget itself. It should be released 
no later than one month prior to the introduction of the budget proposal.

■ The report should state explicitly the government’s long-term economic and fiscal policy objectives and the 
government’s economic and fiscal policy intentions for the forthcoming budget and, at least, the following 
two fiscal years. It should highlight the total level of revenue, expenditure, deficit or surplus, and debt.

■  The economic assumptions underlying the report should be made in accordance with Best Practice 2.1 (see 
below).

1.3. M onth ly R eports
■  Monthly reports show progress in implementing the budget. They should be released within four weeks of 

the end of each month.
■ They should contain the amount of revenue and expenditure in each month and year-to-date. A comparison 

should be made with the forecast amounts of monthly revenue and expenditure for the same period. Any in­
year adjustments to the original forecast should be shown separately.

■ A brief commentary should accompany the numerical data. If a significant divergence between actual and 
forecast amounts occurs, an explanation should be made.

■  Expenditures should be classified by major administrative units {e.g. ministry, agency). Supplementary 
information classifying expenditure by economic and functional categories should also be presented.

■  The reports, or related documents, should also contain information on the government’s borrowing activity 
(see Best Practice 2.3 below).

1.4. M id-Y ear R eport
■ The mid-year report provides a comprehensive update on the implementation of the budget, including an 

updated forecast of the budget outcome for the current fiscal year and, at least, the following two fiscal 
years. The report should be released within six weeks of the end of the mid-year period.

■  The economic assumptions underlying the budget should be reviewed and the impact of any changes on the 
budget disclosed (see Best Practice 2.1).

■  The mid-year should contain a comprehensive discussion of the government’s financial assets and liabilities, 
non-financial assets, employee pension obligations and contingent liabilities in accordance with Best 
Practices 2.3-2.6 (below).
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■  The impact of any other government decisions, or other circumstances, that may have a material effect on 
the budget should be disclosed.

1.5. Year-End R eport
■  The year-end report is the government’s key accountability document. It should be audited by the Supreme 

Audit Institution, in accordance with Best Practice 3.3 (below) and be released within six months of the end 
of the fiscal year.

■ The year-end report shows compliance with the level of revenue and expenditures authorised by Parliament 
in the budget. Any in-year adjustments to the original budget should be shown separately. The presentation 
format of the year-end report should mirror the presentation format of the budget.

■ The year-end report, or related documents, should include non-financial performance information, including 
a comparison of performance targets and actual results achieved where practicable.

■  Comparative information on the level of revenue and expenditure during the preceding year should also be 
provided. Similar comparative information should be shown for any non-financial performance data.

■  Expenditure should be presented in gross terms. Ear-marked revenue and user charges should be clearly 
accounted for separately.

■  Expenditure should be classified by administrative unit {e.g. ministry, agency). Supplementary information 
classifying expenditure by economic and functional categories should also be presented.

■  The year-end report should contain a comprehensive discussion of the government’s financial assets and 
financial liabilities, non-financial assets, employee pension obligations and contingent liabilities in 
accordance with Best Practices 2.3-2.6 (below).

1.6. P re-E lection  R eport
• A  pre-election report serves to illuminate the general state of government finances immediately before an 

election. This fosters a more informed electorate and serves to stimulate public debate.
■  The feasibility o f  producing this report may depend on constitutional provisions and electoral practices. 

Optimally, it should be released no later than two weeks prior to elections.
■ The report should contain the same information as the mid-year report.
■  Special care needs to be taken to assure the integrity of such reports, in accordance with Best Practice 3.2 

(below).
1.7. L ong-T erm  R eport
■  The long-term report assesses the long-term sustainability of current government policies. It should be 

released at least every five years, or when major changes are made in substantive revenue or expenditure 
programmes.

■  The report should assess the budgetary implications of demographic change, such as population ageing and 
other potential developments over the long term (10-40 years).

■  All key assumptions underlying the projections contained in the report should be made explicit and a range 
of plausible scenarios presented.
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2. Specific D isclosures

2.1. E conom ic A ssum ptions
■  Deviations from the forecast of the key economic assumptions underlying the budget are the government’s 

key fiscal risL
■ All key economic assumptions should be disclosed explicitly. This includes the forecast for GDP growth, the 

composition of GDP growth, the rate of employment and unemployment, the current account, inflation and 
interest rates (monetary policy).

■  A sensitivity analysis should be made of what impact changes in the key economic assumptions would have 
on the budget.

2.2. Tax E xpenditures

■ Tax expenditures are the estimated costs to the tax revenue of preferential treatment for specific activities.
■ The estimated cost of key tax expenditures should be disclosed as supplementary information in the budget. 

To the extent practicable, a discussion of tax expenditures for specific functional areas should be 
incorporated into the discussion of general expenditures for those areas in order to inform budgetary choices.

2.3. F inancial L iabilities a n d  F inancial A ssets
■  All financial liabilities and financial assets should be disclosed in the budget, the mid-year report, and the 

year-end report. Monthly borrowing activity should be disclosed in the monthly reports, or related 
documents.

■  Borrowings should be classified by the currency denomination of the debt, the maturity profile of the debt, 
whether the debt carries a fixed or variable rate of interest, and whether it is callable.

■  Financial assets should be classified by major type, including cash, marketable securities, investments in 
enterprises and loans advanced to other entities. Investments in enterprises should be listed individually. 
Loans advanced to other entities should be listed by major category reflecting their nature; historical 
information on defaults for each category should be disclosed where available. Financial assets should be 
valued at market value.

■  Debt management instruments, such as forward contracts and swaps, should be disclosed.
■  In the budget, a sensitivity analysis should be made showing what impact changes in interest rates and 

foreign exchange rates would have on financing costs.
2.4. N on-F inancial A ssets
■  Non-financial assets, including real property and equipment, should be disclosed.
■ Non-financial assets will be recognised under full accrual based accounting and budgeting. This will require 

the valuation of such assets and the selection of appropriate depreciation schedules. The valuation and 
depreciation methods should be fully disclosed.

■ Where full accrual basis is not adopted, a register of assets should be maintained and summary information 
from this register provided in the budget, the mid-year report and the year-end report.
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2.5. E m ployee Pension O bligations

■  Employee pension obligations should be disclosed in the budget, the mid-year report and the year-end report. 
Employee pension obligations are the difference between accrued benefits arising from past service and the 
contributions that the government has made towards those benefits.

■  Key actuarial assumptions underlying the calculation of employee pension obligations should be disclosed. 
Any assets belonging to employee pension plans should be valued at market value.

2.6. C ontingen t L iabilities
■ Contingent liabilities are liabilities whose budgetary impact is dependent on future events which may or may 

not occur. Common examples include government loan guarantees, government insurance programmes, and 
legal claims against the government.

■  All significant contingent liabilities should be disclosed in the budget, the mid-year report and the annual 
financial statements.

■  Where feasible, the total amount of contingent liabilities should be disclosed and classified by major 
category reflecting their nature; historical information on defaults for each category should be disclosed 
where available. In cases where contingent liabilities cannot be quantified, they should be listed and 
described.

3. Integrity, C ontrol and A ccountability
3.1. A ccou n tin g  Policies

■  A summary of relevant accounting policies should accompany all reports. These should describe the basis of 
accounting applied {e.g. cash, accrual) in preparing the reports and disclose any deviations from generally 
accepted accounting practices.

■  The same accounting policies should be used for all fiscal reports.
■  If a change in accounting policies is required, then the nature of the change and the reasons for the change 

should be fully disclosed. Information for previous reporting periods should be adjusted, as practicable, to 
allow comparisons to be made between reporting periods.

3.2. System s a n d  R esponsibility
■  A dynamic system of internal financial controls, including internal audit, should be in place to assure the 

integrity of information provided in the reports.
■ Each report should contain a statement of responsibility by the finance minister and the senior official 

responsible for producing the report. The minister certifies that all government decisions with a fiscal impact 
have been included in the report. The senior official certifies that the Finance Ministry has used its best 
professional judgement in producing the report.

3.3. A u d it
■  The year-end report should be audited by the Supreme Audit Institution in accordance with generally 

accepted auditing practices.
■  Audit reports prepared by the Supreme Audit Institution should be scrutinised by Parliament.
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3.4. Public a n d  P arliam entary Scrutiny

■  Parliament should have the opportunity and the resources to effectively examine any fiscal report that it 
deems necessary.

■  A ll fiscal reports referred to in these Best Practices should be made publicly available. This includes the 
availability o f  all reports free o f  charge on the Internet.

■ The finance ministry should actively promote an understanding of the budget process by individual 
citizens and non-governmental organisations.
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F ISC A L  SU STA IN A BILITY : TH E C O N T R IB U T IO N  O F  F IS C A L  RU LES  
P repared  by the Econom ic D epartm ent (D raft)

Policy action to ensure long-term fiscal sustainability, and in particular to 
Financial sustainability  anticipate ageing-related expenditure increases, includes labour and product
dem ands structural market reforms designed to boost the future resource base as well as
reform s... reforms that affect expenditure on pensions and health directly. A few

countries have already set up reserve funds, although in general limited 
contributions have as yet been channelled into them (Ireland and Norway 
being exceptions). Pension system reform improving the viability o f the 
publicly-funded pillar has been particularly far-reaching in some Nordic 
countries (Finland and Sweden), although it has run into problems in 
Central Europe (Poland and Hungary). In a number o f  other countries, 
including several large EU Member States, the case for pension reform has 
been made recurrently and som e changes have been introduced but decisive  
action remains urgently needed. Efforts have been made to control the 
growth o f  public spending on health, but in many cases, public health 
outlays almost systematically overshoot projections or targets. Cost 
containment has apparently been more successful in a few countries 
(Canada, Denmark, Finland), although it remains to be seen how durable 
restraint w ill be. More broadly, the effectiveness o f  public spending at large 
has been reconsidered in a number o f  countries.’

In troducing new f isc a l rules
Effective budgetary rules can also help restore or safeguard fiscal 

. . . a s  well as effective sustainability. Indeed, in many OECD countries, budget processes are 
f isca l rules subjected to rules with a view  to ensuring better discipline and efficiency

(Table 4).^ These rules may apply to budget deficits and/or expenditures 
and may be expressed in actual or cyclically-adjusted terms (see Box 1).

1 . See Atkinson and van den Noord (2001) as well as the special public spending chapters published in a number of
recent O E C D  Economic Surveys. In some countries, enhancing the efficiency of budgetary interaction between 
levels of government would also help (OECD, 2002/).

2 . An alternative approach would be the set-up of new institutions: Wyplosz (2002) for instance argues that given
the limitations inherent to any set of mles, the creation of a Fiscal Policy Committee, alongside and analogous to 
the Monetary Policy Committee existing in a number of countries, would be preferable.
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Table 1. Changes in fiscal frameworks since the 1990s

Country/region Year Summary of changes
Australia 1998 Charter for Budget Honesty

Rules
• No legislated numerical rules. The Charter requires the government to spell out objectives and 

targets but places no constraints on their nature.
Enforcement/Sanctions
• No sanctions.
Transparency
• Requires the Government to prepare an annual fiscal strategy statement outlining long-term 

fiscal policy objectives and fiscal targets for the following three years. External auditors assess 
the statement and performance.

Belgium 1996-99 Intergovernmental treaties

1999-
2002 Rules

• Permissible deficit levels are established for the federal government plus the social security 
system on the one hand, and for the regions and the local governments on the other.

Enforcement / Sanctions
• No sanctions.

Canada 1991 to 
1996

1998

Federal Spending Control Act

Rules
• Limits on all programme spending except what falls under self-financing programmes.
• 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.
Debt Repayment Act
Rules
• Keep debt-to-GDP ratio on a continuous downward path.
• A C$3 billion Contingency Reserve is set aside each year and devoted to debt reduction if not 

needed. * •
Euro area/ EU 1992 
countries

Maastricht Treaty; extended in 1997 under the Stability and Growth Pact
Rules
• 3 per cent of GDP ceiling on general government net borrowing.
• 60 per cent of gross government debt-to-GDP ratio target.
• Close to balance or surplus target.
Enforcement / Sanctions
• 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.
• Financial 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
• Exceptional circumstances including if output falls by over 2 per cent during the year the 

deficit exceeds the limit.
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Table 1. Changes in the fiscal frameworks since the 1990s (continued)

Country/region Year Summary of changes
Euro area/ EU 1992 Transparency
countries • Member States are required to report twice a year to the Commission their planned and
(continued) 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
• Golden rule; the budgeted deficit of the federal government must not exceed federal 

investment spending (by constitutional law; most Länder constitutions have a similar law).
• Both the government and the states (including the communities) should aim at balanced 

budgets.
Enforcement / Sanctions
• No explicit sanctions.
Transparency
• The inter-govemmental Financial 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 also make 
recommendations on how to restore fiscal discipline.

New Zealand 1994 Fiscal Responsibility Act
Rules
• The Government should run annual operating surpluses to achieve “pmdent” levels of debt, 

currently defined as 30 per cent of GDP or less.
Enforcement / Sanctions
• Given that the numerical targets are not legislated, no sanctions are specified.
Transparency
The Act requires the Government to strengthen reporting requirements, to spell out clearly the
objectives and consequences of policy choices and to take an aggregate and medium-term
perspective.

Norway 2001 Fiscal Stability Law
Rules
• Structural non-oil central-government budget deficit should equal to 4 per cent of the 

Government Peboleum Fund over the cycle. Discretionary easing or tightening during the 
cycle is allowed.

• In the event of non-compliance due to extraordinaiy circumstances (major re-evaluations of 
the Fund’s capital or statistical revisions of the structural deficit), corrective action should be 
spread over several years.

Enforcement / Sanctions
• No sanctions.
Transparency
• Budget documentation reports the structural fiscal balances including and excluding oil 

revenues. This is complemented with an annual update of a set of generational accounts. •

Spain 2003 Fiscal Stability Law 
Rules
• Accounts should balance or show a surplus at all levels of government (central, social, 

territorial and local) as well as for public enterprises and corporations.
• A cap will be put on expenditure and a contingency fund (2 per cent of expenditure) will be 

set up to cover unscheduled expenditure.
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Table 1. Changes in the fiscal frameworks since the 1990s (continued)

Country/region Year Summary of changes
Spain 2003(continued) • Possibility of running deficits restricted to temporary and exceptional situations. Two to

three years’ plans to restore the accounts to balance will have to be discussed in Parliament.

Sweden 1996 Fiscal budget Act
Rules
• Set nominal expenditure limits for the subsequent three years on 27 expenditure areas 

(including social security). The limits have been set so as to meet the objective of 2 per cent 
of GDP surplus over the period 1997-99. Renewable annually by Parliament.

Enforcement / Sanctions
• No exphcit 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
• Sets a ceiling 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
• Exceptional circumstances require an absolute majority in both houses of Parliament.

United
Kingdom

1997 Code for Fiscal Stability
Rules
• Golden rule: over the business cycle the Government will borrow only to invest and not to 

fund current spending.
• 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
• No explicit sanctions.
Transparency
• Annual 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.
• Legislated changes to revenues or mandatory spending programmes should be budget neutral 

over a five-year horizon.
Enforcement / Sanctions
• Sequestration procedures (cuts across-the-board).
Escape clause
• “Emergency appropriations” can be passed.

Box 1. Designing effective rules
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Rules involve choices. The diversity of rules that have been put in place raises a number of questions. What should the 
appropriate target be (the level of debt, deficit or expenditures)? Should it be satisfied at all times or only over a defined horizon (such as 
the business cycle)? Should specific items (in particular public investment) be excluded from the target’s definition? In many cases, there 
are trade-offs between economic efficiency and more practical considerations.

Targets. Targeting the debt level directly is in principle better suited to addressing considerations of long-term sustainability 
and inter-generational equity. But defining a desirable debt level is bound to remain judgmental, and targets for the budget balance or for 
expenditures may be more easily understood by the wider public. A deficit target, however, while useful during a period of fiscal 
consolidation, may not provide adequate control on expenditures in times of budgetary surpluses. A drawback shared by debt and deficit 
targets is that they can always be satisfied through higher taxes with attendant adverse consequences for economic growth. This would 
then point towards an expenditure target. But in practice, such targets are often circumvented and do not ensure that stability objectives 
will be met. Jointly targeting the budget balance and adhering to an expenditure norm may be an option, possibly with more leeway built 
in when the debt level is lower. Putting constraints both on flows and on stocks can help reduce the incentive to meet a deficit or an 
expenditure mle in pro forma terms only by pushing some spending below the line.

Relevant horizon. The rule can be defined on a yearly and headline basis or over the business cycle. Defining a deficit target 
in cyclically-adjusted terms allows for automatic stabilisers to respond to cyclical fluctuations and to deal with exceptional circumstances 
while avoiding pro-cyclical loosening in upturns. It also discourages the use of excessively optimistic growth projections, since the latter 
entail ambitious targets for the unadjusted fiscal balance (Bini Smaghi, 2002). These benefits, however, come at the cost of reduced 
simplicity and clarity given that the target is unobservable and therefore subject to substantial margins of interpretation. Targeting the 
actual balance has, in this respect, the advantage of stronger credibility, although the latter can be undermined by excessive use of 
“escape” clauses and/or creative accounting.

What to leave out of the target. As public investment confers benefits to future generations, inter-generational equity 
considerations may seem to favour targeting the current rather than the overall fiscal balance (the so-called “golden rule”).' Such a rule 
can also help counteract the bias against pubhc investment observed in the past in several countries, where it was an easy target for 
cutbacks. In practice, however, the distinction between current and capital outlays embedded in accounting conventions is somewhat 
arbitrary: current education and health spending for example can be viewed to some extent as investment in human capital. In addition, 
current and capital outlays are frequently linked such as in the case of expenditures to maintain the existing capital stock. Where a debt 
norm is in place, the question arises of whether to define it in gross or in net terms. In principle, publicly-held assets should be taken into 
account. However, their future (and even ctxrrent) value may be highly uncertain.

Rules should be credible but not overly rigid. While the nature and strength of the rules has varied across countries, in all 
cases the aim has been to tighten the constraints on discretionary interventions. In this respect, the rules should be credible, simple to 
understand, perceived as binding and backed by sanctions. The rules embedded in the US Budget Enforcement Act and in the European 
Stability and Growth Pact satisfy these criteria. Both are set in terms of actual deficit or expenditures and the legislated numerical limits 
are underpirmed with explicit pecuniary sanctions. However, they contain escape clauses providing some flexibility so that fiscal policy 
can fulfil its stabilising role or deal with special events. The spending caps imposed under the Budget Enforcement Act are thus 
accompanied by a clause allowing for “emergency appropriations”. Likewise, EU countries breaching the 3 per cent of GDP deficit 
ceiling can avoid financial sanctions if the excessive deficit is due to exceptional circumstances, temporary and close to the ceiling.̂ 
Taking another approach, Canada has anticipated special events by establishing a contingency reserve.
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Increased transparency helps. A way to alleviate the trade-off between credibility and flexibility is by improving 
transparency. Australia, New Zealand and the United Kingdom have followed this route.̂ Numerical rules are set but they are not 
necessarily legislated and they are defined in a way that allows for a more flexible use of discretionary policy, at least over the business 
cycle. It is argued that despite this extra flexibility, credibility can be maintained by raising the transparency of the budgetary process 
(Kilpatrick, 2001).“* In all three countries the change was introduced after much of the consolidation effort was achieved, suggesting that 
such a framework may be more useful once a position of budget balance has been established. In the EU context, the requirement that 
Member States submit armual stabiUty or convergence programmes and their obligation to notify flow and stock outcomes twice a year is 
meant, inter alia, to enhance transparency.

3..

4.

Some have long advocated the shift to a golden rule in the euro area (Modigliani et al., 1998). In a quaint twist, the idea has even been floated in 
France that national defence spending should be excluded from the targeted fiscal balance, not because it represents investment but because it has 
beneficial EU-wide spillovers.

The exceptionality clause applies automatically if GDP falls by over 2 per cent the year the 3 per cent ceiling is breached. It can still be granted if 
GDP falls by between 0.75 and 2.0 per cent, but subject to a formal approval by the EU Council.

Their approach has contributed to the development of international codes in the late 1990s {OECD Best Practices for Budget Transparency and 
IM F Code on Good Practices on Fiscal Transparency).

Von Hagen and Harden (1995) present empirical evidence that transparency of budget procedures has a positive impact on fiscal discipline.

They always contain a normative element, the most venerable rule in that 
regard being some variant o f  a balanced budget. However, in the absence of 
indisputable optimality criteria, any indebtedness target is bound to remain 
judgmental. Beyond their importance for ensuring sustainability, rules also 
have a role to play in communicating with the public.

In the United States, rules 
have been im posed on the 
expenditure side

In the United States, the deficit targets set in the 1985 Balanced Budget and 
Emergency Deficit Control Act (Gramm-Rudman Act) were vastly 
exceeded and were subsequently relaxed. Against this backdrop, the 1990 
Budget Enforcement Act (BEA) introduced caps on discretionary spending 
(which encompasses almost all defence outlays, salaries and other 
governmental operating expenses as well as many grant programmes). 
These caps were set in nominal terms and with sub-limits for specific 
spending categories. Caps could be exceeded, though, in the event of  
“emergencies”. The BEA also stipulated that legislated changes affecting 
revenues or mandatory spending programmes (such as health care, 
unemployment benefits and farm price support) should be budget neutral. 
However, this did not apply to Social Security (i.e. pensions). Both 
provisions applied over five-year periods. The BEA was enforced through 
sequestration procedures. Most o f  its provisions elapsed in 
September 2002, without being extended or replaced.^

3 . In mid-October 2002, some of the provisions of the BEA were extended, but only for six months, applying only
to the Senate and excluding any discretionary spending cap.
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The euro area has m oved  
tow ards a cyclically- 
adjusted budget rule

In the European Union, public debts and fiscal balances varied considerably 
across Member States in the early 1990s, as did interest rates. The deficit 
hurdle for entry into monetary union was set at 3 per cent o f  GDP, allowing 
for long-run debt convergence around 60 per cent o f GDP (on the 
assumption o f trend growth around 3 per cent and trend inflation around 
2 per cent). The deficit threshold is enshrined in the Maastricht Treaty and 
in the Stability and Growth Pact (SGP), which was put in place in 1997 to 
safeguard fiscal discipline in the monetary union — with the possibility of 
financial penalties for non-compliance. The SGP also calls for fiscal 
positions to be “close to balance” or in surplus over the m edium run, which 
would asymptotically lead to zero net debt. In practice, the emphasis has 
gradually shifted from the headline deficit measure to the cyclically- 
adjusted one, to avoid pro-cyclical budgeting. This approach was made 
very explicit in 2001 in the revised Code o f Conduct on the format and 
content o f  the stability and convergence programmes. Besides, some euro 
area Member States have also put in place dom estic “stability pacts” in 
order to promote fiscal discipline at sub-national levels {inter a lia  Germany 
and Spain).

O ther types o f  rules were 
pu t in p lace elsewhere

In the United Kingdom, two fiscal rules were set out in 1997: the so-called  
“golden rule”, which states that over the cycle current outlays, including the 
consumption o f fixed capital, should not be financed by borrowing; and a 
debt rule, or “sustainable investment rule”, stipulating that over the cycle 
the ratio o f  net debt to GDP should not exceed a prudent level, defined for 
the time being as 40  per cent. Several other OECD countries have adopted 
new rules since the 1990s. For example, in N ew  Zealand, the Government 
has been required, since the m id-1990s, to run annual operating surpluses 
so as to achieve “prudent” levels o f  debt, currently defined as 30 per cent of  
GDP or less. In Switzerland, an expenditure rule was recently introduced at 
the federal government level, effective from 2003. It aims at keeping the 
cyclically-adjusted balance close to zero and sets a ceiling for expenditure, 
which cannot exceed cyclically-adjusted revenue.

Im plem entation  o f  ru les in practice

H ow effective have rules 
been ?

The specific contribution o f rules to good fiscal performance cannot be 
easily established (Hemming and Kell, 2001). As long as political 
momentum and a measure o f popular support for fiscal consolidation are 
present, rules based on numerical targets as in the United States and the 
European Union can prove to be quite useful in helping countries to focus 
on clear objectives. Som e o f the Nordic countries have led the way, for 
example, by having an explicit budgetary objective o f  consistently running 
surpluses, backed by comprehensive pension system reforms. But 
elsewhere recent developments have highlighted a number o f  drawbacks 
and weaknesses o f  implementation. In the United States, the framework has 
been increasingly circumvented, and the rules have now expired without 
being renewed. In the euro area, the framework is being reinterpreted, so 
that the question o f the optimal design and implementation o f  such rules 
has taken centre stage.
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Some rules have lost their 
bite over time

Where they are absent,
rules should 
( re)introduced

be

In the Japanese case, 
rules m ay help 
retrenchment

The rules have come 
under strain in E urope...

W ith surpluses being generated in the United States, the constraint o f  the 
spending caps was lifted through a series o f  emergency appropriations in 
1999 and 2000 and an upward revision o f  the caps for 2001 and 2002. In a 
number o f  European countries, the deficit ceiling did not prevent the 
relapse described above, nor did the “close-to-balance or surplus” 
requirement. Experience thus illustrates that the types of rules that may be 
helpful during a phase o f deficit reduction may no longer be sufficient later 
on. In this regard, it is worth noting that both Canada and Switzerland 
m odified their rules after the initial balanced budget objective was 
achieved, with Canada shifting the emphasis from deficit to debt reduction 
and Switzerland adopting an expenditure rule.

Where m edium or long-term oriented rules have elapsed or are missing, it 
is desirable to consider their (re)introduction. In the United States, an 
improved version o f the BEA could serve to foster budget discipline and 
transparency. Proposals to this effect include enhancing flexibility within 
the discretionary spending caps and setting more stringent criteria for what 
can be considered as emergency spending. They also involve creating a 
contingency reserve for emergencies, introducing an explicit link with the 
public debt ratio and reducing the leew ay to score tax and spending 
programmes in ways that understate their full impact.

In Japan, restoring fiscal sustainability requires retrenchment but would  
also be assisted by a firm medium-term framework for anchoring policy  
decisions, which is currently missing. The Government did assume a 
ceiling on the ratio o f  total expenditure to GDP in an indicative medium- 
term simulation exercise presented in January 2002 and set out broad 
directions for controlling expenditure. More recently, the draft FY 2003  
budget replaced a ceiling on bond issuance by an expenditure cap allowing  
cyclical fluctuation in tax revenue. But a firmer and more binding 
framework, with short-run targets for the growth o f real spending 
accompanied by penalties for deviating from the rules, would help in the 
process o f  restoring sounder public finances.
In the euro area, the SGP did not prevent some Member States from letting 
structural balances deteriorate during the latest upswing. Assumptions 
about underlying growth were made which turned out to be overoptimistic. 
Unpleasant fiscal surprises also occurred because the tax receipts stemming 
from booming equity markets were not always recognised as transient."  ̂ As 
a result, and given the weakness o f  activity, the batch o f  stability and 
convergence programmes submitted around late 2001 (fourth vintage) 
revealed widespread slippages o f  unadjusted fiscal balances compared with 
the projections in previous vintages. For 2002, the deviation amounts to 
som e 2 percentage points o f GDP for the three largest Euro area economies.

4 . Asset market cycles are not perfectly correlated with cycles in economic activity and standard cyclical-
adjustment methodologies — including the OECD’s — treat the impact of capital gains or losses on the fiscal 
balance as partly structural. For further discussion, see Eschenbach and Schuknecht (2002).
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. . .  because o f  a  perceived  
con flict with au tom atic  
sta b ilisers ...

The fifth vintage o f  the programmes, insofar as they have been published as 
w ell as the 2003 budgets submitted to national parliaments, embody further 
slippages. Thus, the objective to reach balance or surplus by 2004 — which 
had been reconfirmed by the European Council in Barcelona in 
March 2002 -  w ill be missed by a sizeable margin. Sticking to the earlier 
fiscal plans, however, would have required som e Member States to tighten 
the fiscal stance before the recovery is w ell underway, in some cases 
substantially so.^ As automatic stabilisers are generally recognised as a 
timely and powerful mechanism damping business cycle volatility, at least 
in the case o f demand shocks and especially in the euro area (BrunUa et a i ,  
2002), the inability to let them function freely im poses significant costs.*

5 . In fact, even with slippages, some Member States, including Germany, are set to tighten their fiscal stance before
the recovery is firmly established.

6 . Simulations based on the OECD’s Interlink model suggest that for most OECD countries, output gap variance
would have been ceteris paribus 10 to 50 per cent higher in the 1990s without the contribution from automatic 
stabilisers, and that they reduced output volatility by a quarter on average (van den Noord, 2002). This is in itself 
welfare-enhancing but also has welcome indirect effects on trend GDP via stronger and/or better quality 
investment and a reduced risk of adverse hysteresis effects in labour or product markets.
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... leading to greater  
em phasis on cyclically- 
adjusted outcomes

Against this background, the European Commission recently proposed to 
postpone the target year for reaching close to balance or surplus positions 
from 2004 to 2006.^ At the same time, however, it called for Member States 
that are still far from such a position to reduce their cyclically-adjusted 
deficits by at least half a percentage point p er  annum, an effort at variance 
with what is implied in the French and Italian 2003 draft budgets. The 
European Commission further suggested that in future, any pro-cyclical 
loosening o f the budget during high-growth years leading to a violation of  
the “close-to-balance or surplus” rule should be treated as a failure to 
com ply with the SGP. W hile the 3 per cent o f  GDP threshold remains a 
binding constraint, more importance is thus to be given to the 
cyclically-adjusted budget balances. This approach should be facilitated by 
the agreement reached at the July 2002 Ecofin Council on a common 
methodology for the calculation o f  output gaps.

Concerns have arisen that 
rules can he arbitrarily  
w aived

These recent developments, follow ing the refusal by the Ecofin Council in 
February 2002 to endorse the early warning that the European Commission 
had proposed for Germany and Portugal, has heightened two types o f  
concerns. One is that future political pressures to reinterpret, amend or 
waive existing rules might prove irresistible once these rules start biting, 
thereby undermining the credibility and effectiveness o f  the fiscal 
framework. It is sensed for example that if  deficits in some Member States 
were to exceed the 3 per cent mark, the wording o f  the escape clause would 
provide room for judgement allowing the deferral o f  any financial sanctions 
(OECD, 2002e). A  second worry, expressed by several EU  Member States 
with balanced or surplus budget positions, is that rules seem  to impose less 
discipline on the three largest countries than on themselves.

L essons and challenges

7 . This is not the first postponement. When multilateral budgetary surveillance under the aegis of the SGP started,
the target date was 2002.
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Safeguarding fisca l
sustainability requires
structural reform...

Establishing longer-term fiscal sustainability remains a challenge, or at 
least an issue, in many OECD countries, even where recorded budget 
stocks and flows may look reassuring. At the root o f  sustainability 
problems lie future public spending commitments which outstrip what can 
be supported by the revenue base. Restoring or safeguarding sustainability 
has thus to be achieved not just via further budget balance adjustments but 
through reforms that reshape public spending — especially the age-related 
components ~  and boost econom ic growth. Som e reforms can actually help 
on both scores, e.g. labour market initiatives aiming at increasing the 
participation ratios o f older workers, or product market reforms enhancing 
competition.

... but well-designed and  
properly  im plem ented  
rules can help too

At the same time, well-designed rules can help in setting and achieving 
fiscal consolidation objectives consistent with stable debt dynamics. Fiscal 
discipline is especially strong when there is a clear incentive to comply, as 
was the case in the 1990s for countries wishing to qualify for monetary 
union. The application of rules in more “steady-state” circumstances 
encounters problems as to whether they should im pose balance or surplus 
over the cycle and whether public investment should be treated differently 
from public consumption as far as borrowing provisions are concerned. 
W hatever the rule chosen, it usually rests on some compromises and may 
have to be adapted or changed at some point. Most importantly, its 
effectiveness will depend heavily on how it is implemented. Rules which 
are specified in cyclically-adjusted form offer the greatest flexibility, 
through the operation o f built-in stabilisers. But they need to be 
implemented symmetrically and transparently. This calls for prudent 
growth assumptions and objectivity in assessing cyclically-adjusted  
positions, based on output gaps estimates produced in accordance with a 
com m only agreed methodology. Follow ing the large corrections to initial 
budgetary estimates that came to light this year for some countries, 
orthodoxy and openness in scoring revenue and outlays are also 
indispensable.*

The decision taken by Eurostat in July 2002 on the treatment of governments’ securitisation operations -  which 
in the case of Italy in particular had led to a substantial understatement of the 2001 deficit -  constitutes one 
important step which should help improve the comparability of fiscal positions across EU Member States. The 
problem of statistical disclosure, coverage, timeliness and reliability is even more acute in EU accession 
countries.
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