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The aim of this legislation is to put in place a soft fiscal rule based
upon transparency of action on the part of the Government of the
day with respect to budgetary decisions. Fiscal rules take many
forms. In the Germany and in the US states, these rules typically are
a constitutional provision. Legislation and statutory instruments that
conform to the institutional structure of that country typically
support the constitutional provision. Since that capacity does not
exist within legislation initiated within Seanad Éireann, the fiscal rule
presented is legislative. Most of the economic analysis has a strong
preference for a fiscal rule being incorporated into the fundamental
law (constitution) of a country due to the increased transparency and
durability of the rule.

A fiscal rule was a requirement of the IMF-EU-ECB Bailout. The
following is a quote from the 3 December 2010 agreement with the
IMF:

25. We are preparing institutional reform of the budget system
taking into account anticipated reforms of economic governance at
the EU level. A reformed Budget Formation Process will be put in
place. Furthermore, we will introduce a Fiscal Responsibility Law
which will include provision for a medium-term expenditure
framework with binding multiannual ceilings on expenditure in each
area by end-July 2011 (structural benchmark). A Budget Advisory
Council, to provide an independent assessment of the Government’s
budgetary position and forecasts will also be introduced by end-
June 2011 (structural benchmark). These important reforms will
enhance fiscal credibility and anchor long-term debt sustainability.1

The focus of this legislation is on structural deficits. Structural
deficits can exists even during periods of cyclical surpluses, as was
the case during the boom years. Even in 2000, where Ireland had a
cyclical surplus of 4.7% of GDP but had a structural deficit of
0.2%. Structural deficits are very dangerous when sudden stops
occur, i.e. a sudden, unforeseen, drop in economic activity, since they
place extreme stress on the fiscal position of a country.

1IMF.Ireland: Letter of Intent, Memorandum of Economic and Financial Policies, and
Technical Memorandum of Understanding. Washington, D.C.: IMF, 2010, p. 8.
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If structural deficits are large, as they were in 2007 and 2008, this
can rapidly increase deficits that in turn rapid increase debt to GDP
ratios. Ireland had a 24.8% of GDP debt level in 2007 that expanded
to 92.5 in 2010. The findings of economists Carmen Reinhart and
Kenneth Rogoff in their book This Time Is Different: 800 Years of
Financial Folly (2009) illustrate how debt-to-GDP levels in excess of
80% retard growth, increase the probability of restructuring and/or
default events and encourage bouts of ‘‘financial repression’’ by cash-
strapped governments.

Economic analysis has also found that election cycles result in
fiscal myopia and a lack of internalization of the costs of budgetary
actions over the medium to long term. As a result structural deficits
are rarely addressed.

Fiscal rules can be pro-cyclical if they are linked to naϊve targets.
By focusing this rule towards the structural deficit, cyclical deficits
brought about by recessions or below-potential GDP output can be
accommodated.

Fiscal rules occasionally come with sanctions so as to enforce fiscal
discipline on politicians. This rule does not. It aims to use
transparency and publication of the data and policies of a
government in deficit as a form of discipline. Discipline imposed by
the international capital markets (when Ireland re-enters them at
some point in the future), the Oireachtas as a body and by the
citizens will act as a brake on fiscal irresponsibility.

Some expanded definitions of economic terms:

Countercyclical fiscal policy strives to support growth during
economic slowdowns and to counter overheating during expansion
phases. Thus, countercyclical policy goes beyond the effect of
automatic stabilizers, i.e., the intrinsic cyclical swings of the budget
balance at unchanged policies. Hence, fiscal policy is
countercyclical when the cyclically adjusted balance is negative
(positive) as long as the output gap is negative (positive).
However, to compensate for the lagged effect of fiscal policy, an
alternative definition looks at turning points. In that case, the
stimulus is phased out as soon as the recovery is on the way, or
phased in when growth starts slowing.

An exogenous shock is defined as an event beyond the control
of the authorities of the member, with a significant negative
impact on the economy. In view of these considerations, qualifying
exogenous events could include terms-of-trade shocks, natural
disasters, shocks to demand for exports, or conflict or crisis in
neighboring countries that has adverse balance of payments
effects. Conversely, shocks resulting from the capital flows or from
domestic financial crises would not be included, given the
difficulty in determining whether they are endogenous or
exogenous in nature. Balance of payments needs resulting
predominantly from domestic policy slippages would not qualify.
The qualifying shock should be the primary source of an the need
and it should be sudden.

The decomposition is aimed at separating cyclical influences on
the budget balances resulting from the divergence between actual
and potential output (the output gap), from those which are non-
cyclical. Changes in the latter can be seen as a cause rather than
an effect of output fluctuations and may be interpreted as
indicative of discretionary policy adjustments.



It should be noted, however, that changes in resource revenues
— as a result of oil price changes, for example — and in interest
payments — as a result of past debt accumulation or changes in
interest rates — are neither cyclical nor purely discretionary. Yet
these changes are reflected in the evolution of the structural
component of the budget balance.

Potential gross domestic product (GDP), is defined as the level
of output that an economy can produce at a constant inflation
rate. Although an economy can temporarily produce more than its
potential level of output, that comes at the cost of rising inflation.
Potential output depends on the capital stock, the potential labour
force (which depends on demographic factors and on participation
rates), the non-accelerating inflation rate of unemployment
(NAIRU), and the level of labour efficiency.

Fiscal sustainability requires limiting fiscal deficits in order to
contain debt and stabilize debt ratios over the long run. Given
that the overall balance initiates a rise in the debt level, it can be
shown that either variable can serve as target.

Transparency and unambiguity at an institutional level means a
comprehensive fiscal rule is more transparent and less ambiguous.
A fiscal rule can be applied only to selected budget items,
excluding interest payments, cyclically sensitive expenditures, or
capital expenditures from coverage of the rule. The motivation for
selective coverage is either the nature of those expenditures
(which may lie outside the control of the government) or their
purpose (which may supersede the objective of a fiscal rule, as in
the case of growth-enhancing or self-financing capital
expenditures). A similar trade-off exists for whether the rule
should apply to all levels of government whereby the central
government may have limited expenditure control on local
governments and data is reported only with a long lag. The
drawback of selective coverage is its reduced transparency and
limited effectiveness in reaching the target of fiscal sustainability.
Also, selective coverage may provide opportunities for gaming the
rule (such as re-labeling current expenditures as capital
expenditures).

Guidance means a fiscal rule is effective only if it provides
operational guidance to policymakers and anchors expectations.
Thus, the chosen design of a fiscal rule needs to create a binding
constraint in a way useful for developing and executing fiscal
budgets. Rules that demand excessive fiscal effort, for instance by
mandating an overly ambitious fiscal adjustment, or that are too
lax to exert a disciplinary effect, are ineffective in guiding fiscal
policy. Thus, rules need to prescribe binding yet realistic fiscal
targets that take into account the political economy and are
suitable for a wide range of economic circumstances.

The Excessive Deficit Procedure means the provision defined
in Article 104 of the Treaty on European Union and specified in
the Protocol on the excessive deficit procedure requires EU
Member States to maintain budgetary discipline, defines criteria
for a budgetary position to be considered an excessive deficit and
sets out the steps to be taken following the observation that the
criteria for the budget balance or government debt have not been
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fulfilled. This is supplemented by the Council Regulation (EC)
No. 1467/97 of 7 July 1997 on speeding up and clarifying the
implementation of the excessive deficit procedure, which is an
element of the Stability and Growth Pact.

Senator Sean D. Barrett,
December, 2011.
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