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I. Introduction

Restricting the scope of discretion that policy makers can exercise comes
periodically to the forefront of public debates. With respect to monetary policy
the debate has led to the almost universally accepted proposition that monetary
policy should be taken away from the government and given to an independent
central bank. In the case of fiscal policy, the debate has gained momentum only
recently and has not resulted yet in an agreement on mechanisms or institutional
changes designed to improve policy outcomes. The proposed measures range
from an extreme version of balanced budget constitutional amendments — as
in the US — to the less restrictive limits on the budget deficit in EMU, or to
discussions on how to build institutions that constrain discretion by the virtue of
the political process. This paper focuses only on the last of these propositions.
Namely, we study the political and institutional determinants of fiscal policy and
their influence on macroeconomic performance.

A key argument for tying governments’ hands by imposing various restrictions
on fiscal policy is based on the assumption that discretion in fiscal policy can
harm macroeconomic stability.1 There is, however, some tension in this argument:
While its potential of being destabilizing is obvious, it is also clear that fiscal
policy can smooth out business cycle fluctuations by expansionary public spending
or tax cuts in recessions or contractionary policy in expansions. Hence, there is an
argument for leaving policy makers rather unrestricted. One of the main results in
this paper is that imposing fiscal prudence by instituting political constraints on
governments does indeed work. We show that in a large cross-section of countries
aggressive use of fiscal policy generates undesirable volatility and leads to lower
economic growth. Although we cannot show whether quantitative restrictions in
the form of maximum deficits or balanced budget requirements are helpful, we
do show that politically constrained policy makers generate lower volatility.

To make the case for restrictions on fiscal policy we address two questions
from an empirical perspective:

(1) How harmful is discretionary fiscal policy for the economy?

(2) What political and institutional factors shape fiscal policy?

1 Of course, restrictions on fiscal policy can also be justified on the basis of stimulating fiscal
responsibility on governments that, if left unrestricted, would run excessive deficits and accumulate

too much debt.
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We focus exclusively on changes in government spending, which are not
related to the current state of the economy. Analysis based on spending shocks
has provided many insights on the effects of fiscal policy. Blanchard and Perotti
(2002) build a general framework for the study of fiscal policy shocks, Fatás
and Mihov (2000) document the effects of spending shocks on consumption and
employment, Alesina et al. (2002) estimate the effects of spending shocks on
profits and investment, and Canzoneri et al. (2002) study the interaction between
monetary and fiscal policy. In this paper, we take a slightly different approach.
We start with a large set of countries and we exploit both time-series and cross-
sectional information, as Alesina et al. (2002). The cross-sectional dimension in
our data allows us to address in a different framework issues of endogeneity of
policy responses and measurement errors. Succinctly, we use the cross-country
variation in political and institutional characteristics to instrument for fiscal
policy. A study based purely on time series data cannot use this information
because country’s political and institutional characteristics do not change very
frequently. Furthermore, after extracting the policy shock we collapse the panel
data into a cross section by studying only the volatility of fiscal policy shocks.
We interpret this volatility as the aggressiveness with which policy-makers use
fiscal policy. It is exactly this volatility that is harmful for growth.

The finding that macroeconomic volatility is linked to discretionary policy
begs the question: Why do we observe cross-country dispersion in the use of fiscal
policy? This question is related to the growing literature on the role of political
institutions in shaping economic policy.2 The literature on how political and
electoral systems or, more generally, the institutional environment can moderate
or magnify the incentives to use discretionary fiscal policy helps us explain
the observed variation in fiscal policies. Based on the results in the paper we
argue that institutional arrangements that constrain discretion via checks and
balances allow nations to achieve higher rates of economic growth and reduce
macroeconomic instability.

Our methodology is close in spirit to the literature on central bank inde-
pendence. The well-known inflationary bias in monetary policy can be reduced
or removed under certain institutional arrangements. Indeed, in the last fifteen
years we have seen a clear trend towards tying governments’ hands when it comes
to monetary policy. This move was prompted by the theoretical and empirical

2 See for a review Drazen (2000) or Persson (2001).
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evidence that governments may use monetary policy in a rather opportunistic
manner. In the case of fiscal policy there is no consensus on how to restrict
discretion without hurting the potential of carefully targeted fiscal policy to
smooth business cycles. This paper documents that empirically the institutional
framework within which policy is conducted can be exploited to achieve a better
outcome in this flexibility vs. discipline tradeoff.

The main results of the paper can be summarized as follows: (1) Highly
volatile discretionary fiscal policy exerts strong destabilizing effect on the econ-
omy; (2) The volatility of output induced by discretionary fiscal policy lowers
economic growth by 0.6 percentage points for every percentage point increase in
volatility; (3) The use of fiscal policy is explained to a large extent by the lack
of political constraints and by other political and institutional variables.

The next section starts with the construction of our measure of discretionary
fiscal policy and proceeds with the estimation of the effects of fiscal policy on
output volatility and economic growth. Section III explores the political and
institutional determinants of discretionary fiscal policy. Several important issues
concerning robustness and possible alternative explanations of our findings are
taken up in Section IV. The last section provides discussion and concluding
remarks.

II. Estimating the Effects of Discretionary Fiscal Policy

A. Constructing a Measure of Discretionary Fiscal Policy

The first step in our empirical analysis is to build a quantitative measure of
discretionary fiscal policy. We use the term discretionary fiscal policy to refer to
changes in fiscal policy that do not represent reaction to economic conditions. In
theory, it is useful to think about fiscal policy as consisting of three components:
(a) automatic stabilizers, (b) discretionary fiscal policy that reacts to the state of
the economy, and (c) discretionary policy that is implemented for reasons other
than current macroeconomic conditions. We focus only on the last component of
fiscal policy (i.e. changes in fiscal policy unrelated to macroeconomic conditions).
It is necessary to state at the outset that there is no consensus in the literature on
the appropriate methodology for the construction of a cyclically-adjusted measure
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of fiscal policy stance.3 The difficulty, of course, comes from the simultaneity in
the determination of output and the budget. To reduce the bias introduced by this
simultaneity we focus only on government spending as opposed to the budget
deficit. Our choice is driven both by theoretical arguments that the political
process in most countries does not allow for swift changes in discretionary
spending, as well as by empirical estimates showing that spending does not
react much to the cycle. The budget deficit, on the other hand, is largely
affected by changes in macroeconomic conditions and therefore more vulnerable
to endogeneity problems.4

We estimate the following equation:

Gi,t = αi + βi Yi,t + γiGi,t−1 + δi Wi,t + εi,t (1)

where G is the logarithm of government spending relative to GDP, Y is the
logarithm of real GDP per capita.5 We add to this regression various controls for
government spending as well as deterministic components like time trends (W ).
We interpret the country-specific volatility of εi,t as a quantitative estimate of
discretionary policy. We calculate the volatility as

√
V ari(εi,t) and we will denote

it as σε
i . This variable can be interpreted as the typical size of a discretionary

change in fiscal policy for country i. The interpretation of εi,t as a discretionary
spending shock is not new. Similar frameworks have been employed by Blanchard
and Perotti (2002) using quarterly US data, and Alesina et al. (2002) with annual
OECD data. The novelty of our approach is to focus only on the aggressiveness
of discretionary policy, which we measure by the volatility of the spending shock.

In our main specification (equation (1)), although we are including the
contemporaneous value of output, we use past values as instrumental variables
to avoid any endogeneity biases. We instrument for current GDP with two
lags of GDP, the index of oil prices, lagged inflation, and the lagged value of

3 See Alesina and Perotti (1996) or Blanchard (1993) for a discussion and criticism of alterna-

tive measures.
4 The analysis of Chalk (2002) gives support to this hypothesis. The paper assesses the perfor-

mance of alternative indicators of discretionary changes in fiscal policy by focusing on identifiable

cases of changes in fiscal policy (qualitative analysis). Indicators that rely on government spending
are more accurate matching the identified and observable changes in fiscal policy during the 90’s

in both Japan and Germany.
5 Data sources are described in a Data Appendix.
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government size.6 In the baseline regressions we estimate equation (1) for each
country including as additional controls only a time trend.7

Although the construction of this measure differs somewhat from methods
used in other studies, there are also many similarities. One of the most common
methods to measure discretionary changes in fiscal policy is based on Blanchard
(1993). He proposes to estimate the discretionary change in policy as the differ-
ence between actual policy and the policy that would prevail under previous year’s
macroeconomic conditions. This measure was employed in Alesina and Perotti
(1996) in a study of fiscal consolidations. Similarly, the more recent literature on
the effects of fiscal policy that employs vector autoregressions has dealt explicitly
with some identification issues and has provided a more complete description of
macroeconomic dynamics. The construction of the policy measure in this paper is
not very different from the more general VAR approach and indeed can be given
a straightforward interpretation in the Blanchard’s framework — we label as a
fiscal policy shock the change in detrended government spending unexplained by
past government spending or by current macroeconomic conditions. In fact, the
application of Blanchard’s proposal in Alesina and Perotti (1996) is equivalent
to differencing the residuals of equation (1).8 Since we are interested only in the
average volatility of policy changes, it makes no difference whether we use the
level of the residuals or their differences.9

6 We also estimate equation (1) using panel data techniques. We include fixed effects thus

allowing for different intercept terms for each country, but the other coefficients are restricted
to be the same across countries. To deal with the inconsistency of OLS in dynamic panels with

fixed effects, we follow the standard technique of differencing equation (1) and then instrumenting
the lagged difference of government size by the second lag of the level of government size. We

instrument also the current growth rate of output in the differenced equation using the same

instruments as before. The results from the panel estimation lead to virtually identical qualitative

conclusions and are available from the authors on request.
7 For seven countries in our sample we allow for a break in the trend. This flexibility is dictated

by an obvious change in the definition of government spending in a given year. The countries with
broken trends are: Austria, Australia, Belgium, Denmark, and Germany in 1970, Norway in 1972,

and Spain in 1996. This change does not affect the results in the paper, but does improve the fit

in the first-stage regression.
8 See footnote 3 in Alesina and Perotti (1996) for the construction of their measure. A more

recent variation of this approach is Alesina et al. (2002). For twenty OECD countries they use

elasticities provided by the OECD to cyclically adjust fiscal variables. We have replicated their
calculation for the twenty OECD countries in our sample and we have found that the results are

very similar to those reported using our measure. Indeed the correlation between the two measures

is 0.93!
9 Both the derivation of the equivalence of the two approaches and the results using differenced

residuals are available from the authors.
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As an alternative, official institutions such as the OECD or IMF use
measures of cyclically-adjusted budget deficits by relying on calculations of
potential output and the current position of the economy relative to potential.
One disadvantage of those measures is that data are available only for the OECD
economies. Furthermore, these measures are not necessarily orthogonal to current
macroeconomic conditions, and in particular to inflation, as Alesina and Perotti
(1996) point out. For the sake of comparison, we do replicate our main results
using the OECD cyclically-adjusted budget balance.

B. The Effects of Fiscal Policy on Output Volatility

To study the link between discretionary fiscal policy and output volatility
we exploit the cross-sectional variation in our data. Figure 1 shows the simple
relationship between output volatility and the estimated variability in discre-
tionary fiscal policy. The horizontal axis reports our measure of policy volatility
obtained by estimating equation (1) for each country. Along the vertical axis
we have plotted the logarithm of the standard deviation of output growth. The
correlation is positive and even if the two outliers which are in favor of a positive
relationship are removed (Nicaragua and Bolivia), we still obtain statistically
significant positive relationship between these two variables.

[Insert Figure 1 here]

The formal regression analysis presented in Table 1 confirms the positive as-
sociation between policy and output volatility. The general form of the regressions
reported in Table 1 is as follows:

log(σy
i ) = α + β σε

i + γ′Xi + νi (2)

The dependent variable is the standard deviation of the annual growth
rate of GDP for each of the countries in our sample.10 The key explanatory
variable is the volatility of discretionary fiscal (σε) policy constructed on the
basis of equation (1) and the additional control variables are government size
(government expenditures as % of GDP), real GDP per capita, and the ratio
of imports and exports to GDP (Trade). Government size is included to control

10 It is standard to use logs in scedastic regressions in order to ensure that the predicted

standard deviation cannot be negative. Results using levels are practically identical.
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for the stabilizing role of fiscal policy as argued by Gaĺı (1994) and Fatás and
Mihov (2001). GDP per capita needs to be added because it is possible that poor
countries have more volatile business cycle due to the lack of financial markets,
for example, and at the same time poor countries may resort more often to
discretionary policy. Finally, trade is included as a standard explanatory variable
for output volatility and for fiscal policy as argued by Rodrik (1998).

Table 1. Output Volatility and Fiscal Policy

log(σy
i ) = α + β σε

i + γ′Xi + νi

OLS LAD IV

—————— —————— —————————

(1) (2) (3) (4) (5) (6) (7)

Discretionary Fiscal Policy 5.236 4.453 5.588 5.806 6.971 5.560 6.875

(σε) (0.000) (0.002) (0.001) (0.000) (0.000) (0.024) (0.004)

Government Size - -0.010 - -0.014 - -0.011 -0.009

(0.061) (0.002) (0.048) (0.282)

GDP per Capita - -0.032 - -0.047 - 0.004 0.038

(0.650) (0.397) (0.966) (0.677)

Trade - 0.165 - 0.155 - 0.157 0.139

(0.051) (0.023) (0.054) (0.112)

Adjusted R2 0.339 0.370 0.203 0.297 0.299 0.358 0.310

Test of OID (p-value) - - - - (0.352) (0.510) (0.361)

The sample includes 51 countries for the period 1960-1998. The p-values in the

parentheses are based on heteroscedasticity-robust standard errors. All regressions

include an intercept. In the IV estimation the OID test reports p-value from a test
that the instruments are uncorrelated with the residuals.

R2 row refers to the pseudo-R2 for LAD regressions.

The first two columns in Table 1 present the results from estimating equation
(2) by OLS. Both regressions indicate significance of fiscal policy at better than
the 1% level of significance. The next two columns report estimates from least
absolute deviation (LAD) regressions. By estimating the median as a measure
of central tendency the LAD estimator ensures that our results are not driven
by outliers and thus confirm the conclusions from the first two columns.11 We

11 As mentioned before, we have replicated these results using the volatility of changes in
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check now that the results from the OLS and LAD estimation hold under
weaker assumptions about the precision of our fiscal policy measure. First,
our definition of aggressive fiscal policy is certainly a noisy one and classical
measurement error problems could bias our results significantly. Second, we do
use instrumental variables to estimate equation (1) and we follow most of the
literature in this area to construct the underlying policy indicator in a rather
conventional manner. And yet, a skeptic might argue that some of the variation
in σε

i is still due to output volatility rather than discretionary policy.12 To deal
with both problems we estimate equation (2) by instrumental variables. In order
to reduce the chance that the instruments themselves are driven by output
volatility, we select variables that are linked to the institutional characteristics
of the countries in our sample: the nature of the electoral system (majoritarian
versus proportional), the nature of the political system (presidential versus
parliamentary), the presence of political constraints (number of veto points in
the government and the distribution of ideological preferences), and the number
of elections for the executive and legislative branches.13 In columns (5) and (6)
we use these political and institutional variables to instrument for the volatility
of discretionary policy. The results are quite eloquent: as one would expect the
presence of a measurement error leads to attenuation bias in the OLS estimates
and indeed our IV estimates of the effect of discretionary policy are about 30%
higher than the OLS estimates. Second, although one might expect a priori
that these institutional characteristics explain only a small portion of the cross-
sectional variation in discretionary fiscal policy, the estimates reveal that there
is no deterioration in the statistical significance of the IV estimates. Finally,
the last row shows that a test of the overidentifying restrictions does not reject
the orthogonality of the instruments and the error terms. This is an important
indicator of the appropriateness of our estimation and we will come back to this
result in the section on robustness.

the cyclically-adjusted budget balance (OECD) as the measure of discretionary fiscal policy. To

conserve space we briefly remark that the key correlation between the volatility of output and the

cyclically adjusted deficit is still statistically significant at better than the 2% level.
12 To justify this statement, one has to make a rather complicated argument. The reason is that

even though we use lagged values as instruments in the first-stage regressions, the residuals are

calculated by using the actual contemporaneous output value. Lagged instruments are only needed
to estimate the slope parameters consistently. This means that under rather general conditions

the residuals are “clean” both from projected and from unexpected output movements.
13 We defer the discussion of these instrumental variables to the next section of the paper.
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In the last column we modify our estimation to take into account that
government size might be endogenous to output volatility. As Rodrik (1998)
has argued, intrinsically more volatile economies have an incentive to set up
larger governments as a way to reduce macroeconomic volatility. We deal with
this endogeneity by using as instruments for government size the dependency
ratio, urbanization rate, the logarithm of GDP per capita and the logarithm
of total population.14 The results are in column (7) of Table 1, and as before
they give strong support for our claim that volatile discretionary policy generates
significant macroeconomic instability.

We can now interpret the coefficients from an economic point of view. Let’s
suppose that fiscal policy volatility declines by the standard deviation of our
policy measure in the sample, 0.05. Using 6.875 as the estimate in the last
column of Table 1, we find that the log of output volatility drops down by 0.34.
This implies that at the mean of output volatility, which is 4%, the level of output
volatility drops down by about 1.3%. A reduction of policy volatility by 0.05
points is not extremely large - it is almost the difference between Portugal and
Spain, or between Brazil and Botswana. In the following section we investigate
how a change in volatility of this magnitude can affect economic growth. But
even if we consider only the effect of policy volatility on the second moments of
output series, it is clear from these results that discretionary fiscal policy, shaped
to a large extent by institutional and political factors, does induce significant
fluctuations in economic activity.

C. The Effects of Policy Volatility on Economic Growth

The relationship between macroeconomic volatility and economic growth is a
very intricate one. On the one hand, theories emphasizing irreversible investment
imply that countries with higher volatility will have lower levels of investment
and as a consequence will have lower growth. On the other hand, high growth
economies might be based on risky technologies and therefore may experience
sharp shifts in economic volatility. These arguments have been tested by Ramey
and Ramey (1995) in their empirical study of the link between volatility and
growth. The setup of their investigation is somewhat similar to ours — they use
the squared innovation of the residuals from a government spending equation to

14 The justification of these variables as instruments is standard. The reader is referred to

Alesina and Wacziarg (1998), Fatás and Mihov (2001), and Rodrik (1998) for discussion.



Restricting Fiscal Policy 11

fit a process for the volatility of the residual from a growth equation and then
study the effects on average output growth. Although the question we approach
here is similar, our main concern is whether political and institutional factors that
shape discretionary fiscal policy can be responsible for business cycle volatility
that is harmful to growth.

[Insert Figure 2 here]

In our sample there is no clear association between average growth rates
(∆yi) and output volatility (σy

i ) as Figure 2 illustrates. The correlation is mildly
negative, but clearly there is no pattern to be easily discerned. To investigate
this relationship we run the following regression:

∆yi = α + λ σy
i + β′Xi + ui (3)

Even when we introduce standard controls (Xi) like the initial level of GDP
per capita, the accumulation of human capital measured as the percentage of
males over 25 with primary and secondary education — as in column 2 of Table
2 — we do not find significant relationship between growth and volatility.

Thus to evaluate the importance of discretionary fiscal policy we use our
measure of policy volatility (σε) as an instrument for output volatility. Column
3 reports the coefficient on output volatility (λ) when output volatility is
instrumented by discretionary fiscal policy.15 The estimate is highly significant
and negative and implies that the volatility in output induced by discretionary
fiscal policy has negative consequences for growth. In addition to showing that
aggressive fiscal policy is bad for economic growth, column 3 lends support to
the claim that the measure of policy volatility is not driven by output volatility.
If the association between policy and output volatility identified in the previous

15 In a previous version of the paper we used a slightly different definition of the policy measure.

That measure was based on a first-stage panel regression that included all political variables

both as regressors and as interaction terms with the level of GDP. One argument for using that
measure was that it cleans the policy variable from direct political and institutional influences

in the first stage. It is possible that the electoral systems or political constraints have effects on

economic growth that are not mediated by fiscal policy. One attempt to isolate only the policy
volatility channel is to orthogonalize discretionary policy to variations in the political and electoral

systems, political constraints and elections. Because the results were virtually unchanged from

those obtained by using the benchmark measure we decided to keep our estimation simpler and

more transparent. The other results are available from the authors.
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Table 2. Growth and Fiscal Policy

∆yi = α + λ σy
i + β′Xi + ui

OLS IV 3SLS

(1) (2) (3) (4)

Volatility (σy) -0.150 -0.207 -2.450 -

(0.787) (0.694) (0.027)

Predicted Volatility (σ̂y) - - - -3.272

(0.024)

GDP per Capita - -1.106 -1.494 -1.479

(0.015) (0.002) (0.000)

Primary Education - 0.035 0.029 0.031

(0.007) (0.064) (0.043)

Secondary Education - 0.044 0.038 0.035
(0.063) (0.165) (0.125)

Adjusted R2 -0.018 0.100 - 0.270

The sample includes 51 countries for the period 1960-1998.

The p-values in the parentheses are based on

heteroscedasticity-robust standard errors.
All regressions include an intercept.

section was due to contamination of our measure by output volatility, then the
use of our measure as an instrument in the growth will simply replicate the
variation in output volatility and will not lead to changes in the coefficient.
Instead the coefficient on output volatility changes sharply and significantly in
the expected direction.

Column 4 of Table 2 presents yet another way of judging the importance of
political variables in determining policy and output volatility and, through this
channel, economic growth. We construct first a fitted value for our discretionary
fiscal policy measure based on a political economy regression that includes
the four politico-institutional variables. In other words, we are constructing a
measure of fiscal policy volatility explained solely by these four variables. On
the basis of this measure we construct the fitted value for output volatility from
a simple cross-country regression of the standard deviation of output growth
on the fitted policy volatility. This artificial construct — the portion of output
volatility explained by the institutionally determined discretionary fiscal policy
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— is used as a regressor (σ̂y) in a standard cross-sectional growth regression. The
chain through which policy and institutions affect growth can be schematically
represented as

Political and institutional setup
⇓

Discretionary fiscal policy
⇓

Output volatility
⇓

Growth

The results in column 4 confirm our previous finding that output volatility
caused by discretion in fiscal policy has a strong negative effect on economic
growth.16 Figure 3 presents the link between policy-induced output volatility and
economic growth and shows that the result is not driven by outliers.17

[Insert Figure 3 here]

How does this compare to the findings of Ramey and Ramey (1995)? In
their paper they use two samples — one with 92 countries and a smaller sample
of the OECD economies. The reported coefficients for the 92 countries are never
significant at the 5% level, but for the OECD economies they often are. More
interestingly, despite the differences in methodology and sample definitions our
results are very close to theirs. Since we are using log volatility we have to divide
the coefficients by the average output volatility in order to transform them into
levels. The average output volatility in our sample is 4%, which implies that the
adjusted coefficient in column 3 is -0.6. The range for λ in Ramey and Ramey
(1995) is from -0.53 to -0.43, which is close to our estimates. When we estimate
the fitted-volatility regression then the magnitude of the coefficient changes to
-0.8. Admittedly, in absolute magnitude this is an upper bound on the effect of
output volatility on growth.

16 The standard errors are adjusted in a sequential two-step procedure to account for the use

of a generated regressor. See Murphy and Topel (1985).
17 We have replicated the growth results of Table 2 using the change in the cyclically adjusted

budget balance (OECD) as a measure of discretionary fiscal policy. The coefficient on the fitted

volatility measure is negative and significant at better than the 2.5% level.
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III. Political and Institutional Determinants of
Discretionary Fiscal Policy

The use of political and institutional characteristics as instruments in the
previous regressions requires some elaboration. First, it is necessary to probe
deeper in the determinants of discretionary policy to ensure that the use of these
variables is justifiable and, second, the link between institutions and policy out-
comes is of independent interest to economists. Indeed, a still-growing empirical
and theoretical literature summarized by Drazen (2000), Persson (2001), and
Persson and Tabellini (2001) explores how policy is shaped by the characteristics
of the electoral and political systems.

In choosing the instruments we focus on how political institutions affect the
motivation to use discretionary fiscal policy. There are four groups of theories that
explain the use of discretionary fiscal policy: (i) the opportunistic electoral cycle
(Nordhaus, 1975 and Rogoff and Sibert, 1988); (ii) the partisan electoral cycle
(Hibbs, 1977 and Alesina, 1987); (iii) idiosyncratic changes, incompetence and
greediness (Stokey, 2002); (iv) non-adjustment or delayed adjustment to shocks
due to inability to build coalitions (Alesina and Drazen, 1991, and Milesi-Ferretti,
Perotti and Rostagno, 2002).18

The motivation to resort to fiscal policy explained by these theories is affected
by the political regime or the institutional environment in each country. Prime
candidates for explaining the cross-country variation in the use of policy discretion
are the political and electoral systems. Persson (2001) argues that majoritarian
systems will have more pronounced electoral cycles because the career concerns
of the incumbent become stronger as a result of higher individual accountability.
Hence majoritarian regimes should be associated with more volatile discretionary
policy and more pronounced electoral cycles. On the other hand, Alesina and
Perotti (1994) argue that proportional systems lead to coalitions and fiscal
deadlocks which delay stabilizations. This implies that proportional systems will
be associated with larger measured volatility of policy due to non-adjustment to
shocks. Electoral rules can also affect the likelihood and the shape of the partisan
business cycle. We might expect that majoritarian systems, where single-party
governments are more likely, will lead to more pronounced changes in ideology of

18 It is impossible to do justice to this literature here and we refer the reader to the excellent

summaries in Alesina, Roubini and Cohen (1997), Drazen (2000), and Persson and Tabellini

(2000).
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the executive and therefore larger changes in fiscal policy — hence majoritarian
regimes will be associated with more volatility due to partisan reasons. As one
can see the overall effect of the electoral system on policy volatility is unclear
— proportional systems delay stabilization and thus create more volatility in the
unexplained portion of fiscal policy, while majoritarian systems are associated
with more volatility either because of career concerns in an opportunistic model or
because of the higher likelihood of single-party governments in a partisan model.
To operationalize differences in electoral systems, we use a standard measure
from Persson and Tabellini (2001). The variable takes value 1 for majoritarian
and 0 for proportional electoral systems.

The political system (presidential versus parliamentary) can also have an
effect on fiscal policy. The discussion in Persson and Tabellini (2001) implies
that presidential systems must be associated with more volatile policy. In a
parliamentary system the executive is supported by the parties in the parliament
and therefore is constrained in the implementation of policy by the threat of a
no-confidence vote. The president does not face the confidence requirement and
hence can alter policy either for opportunistic or partisan reasons. Therefore,
presidential regimes must be associated with more volatile discretionary policy.
We use a dummy variable that determines whether the country has a presidential
or a parliamentary system. The variable takes value 1 for presidential systems
and 0 for parliamentary systems.

Another institutional characteristic is related to the constraints faced by
governments in the process of policy implementation. Persson, Roland, and
Tabellini (1997) show that separation of powers combined with appropriate
agenda-setting rules can lead to significant improvement in equilibrium outcomes
by reducing the rents extracted by politicians. In general, the theoretical literature
in this area has focused on the composition and size of government spending, but
it is safe to argue that countries with more constrained governments should also
experience less volatility in discretionary policy. We use the indicator of political
constraints constructed by Henisz (2000) that captures the extent to which the
executive faces political constraints to implement his or her policy. The variable
Political Constraints is based on a time-invariant or at least rarely changing
coding of the number of veto points among various branches of government
(executive, legislature, judiciary) and also on the ideological alignment across
branches. Obviously the ideological alignment component can change with every
election or every new appointment, but the main cross-sectional variation comes
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from the number of institutionally embedded veto powers.

Finally, the frequency of elections matters. On the one hand, elections open
up the possibility of pre- or post-electoral policy manipulation and therefore more
volatility due to the electoral cycle. On the other hand, elections fundamentally
keep policy makers accountable (as in Ferejohn, 1986) and thus moderate the
incentives to engage in idiosyncratic or opportunistic policy manipulation. We
include the average number of legislative and executive elections for each country
in our sample in order to control for the obvious possibility that discretionary
policy is driven by the electoral cycle and also to determine the importance of
accountability of politicians. Since the two factors work in opposite directions the
net effect is ambiguous.

To explain the cross-section variation in the constructed measure of dis-
cretionary fiscal policy we use the four institutional variables in the following
regression:

σε
i = α + β′Xi + ui (3)

where Xi are the four identified institutional determinants of discretionary fiscal
policy. This is indeed the specification of the first-stage regression in the IV
estimation from Section II.B.

Table 3. Determinants of Fiscal Policy

σε
i = α + β′Xi + ui

(1) (2) (3) (4) (5)

Political constraints -0.100 - - - -0.071
(0.001) (0.003)

Majoritarian - -0.016 - - -0.011

(0.183) (0.287)

Presidential - - 0.043 - 0.031

(0.003) (0.037)

Number of elections - - - -0.025 -0.115

(0.666) (0.121)

Adjusted R2 0.304 0.005 0.181 -0.017 0.351

The sample includes 51 countries for the period 1960-1998. The p-values

in the parentheses are based on heteroscedasticity-robust standard errors.
All regressions include an intercept.
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Table 3 displays the results. Whether included separately or in a multivariate
regression only two of the variables are significant — the nature of the political
system and the degree of political constraints. The explanatory power of political
constraints is particularly striking: Alone it can explain over 30% of the cross-
sectional variation in the policy measure. Running the regression with all variables
(column (5)) changes the results only slightly for Political Constraints and
Presidential.

How do these results match up with the basic politico-economic theories? The
nature of the electoral system — majoritarian or proportional — does not seem to
affect discretionary fiscal policy significantly. The sign is always negative, which
lends mild support to the claim that coalition governments that are normally
observed in countries with proportional electoral rules adjust slowly to changes
in the economic environment and thus create more volatility in discretionary
policy. Again, the result should not be over-interpreted as it is not statistically
significant from zero at conventional levels. The coefficient estimates for the other
two variables — political constraints and political systems — conform with our
priors. Presidential systems are more volatile while countries with a large number
of political constraints experience less volatility in discretionary fiscal policy.

IV. Robustness of The Results

A. How Appropriate Are the Instruments?

The use of institutional characteristics to instrument for policy volatility pre-
sumes that these characteristics do not affect output volatility directly. We have
already tested this assumption in Section II.B. by using a test of overidentifying
restrictions — had our instruments been important also in the determination of
output volatility directly, then the test would have rejected the orthogonality
of the errors and the instruments. Although we find that the test has never
rejected our maintained assumption, we recognize that under certain conditions
the test may have low power against plausible alternatives. An important case is
when only one of the instruments is correlated with the instrumented variable.
In this case, effectively we do not have overidentification and the errors will be
orthogonal to this particular instrument by construction.
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Table 4. Robustness Results

log(σy
i ) = α + β σε

i + λ Added Variable + γ′Xi + νi

OID Test

Added variable β̂ λ p-value

1. Majoritarian 8.904 0.199 0.710

(0.002) (0.077)

2. Presidential 7.790 -0.141 0.340

(0.002) (0.283)

3. Political constraints 6.847 -0.005 0.241
(0.031) (0.988)

4. Number of elections 6.629 -0.339 0.273
(0.006) (0.492)

5. Political constraints 6.926 0.057 0.171
(0.024) (0.872)

and number of elections -0.352
(0.503)

The sample includes 51 countries for the period 1960-1998. The p-
values in the parentheses are based on heteroscedasticity-robust

standard errors. All regressions include an intercept. The OID test

reports p-value from an overidentification test that the instruments
are uncorrelated with the residuals.

To address this issue we re-estimate equation (2) by removing one instrument
at a time from the list of instruments and including it as an exogenous variable
in the determination of output volatility. From the list of our four instruments
there are two that are of particular concern: (i) political constraints can affect
output volatility through different channels like monetary policy; (ii) the number
of elections can also be correlated with output fluctuations via the influence of
elections on monetary policy. In Table 4 the first four specifications estimate the
main regression of output volatility on discretionary fiscal policy by including one
instrument at a time as an exogenous variable.19 All results are consistent with
our overidentification tests — the inclusion of the institutional variable does not
affect the coefficient on policy volatility. Furthermore, none of the coefficients on
the additional variable is significant at conventional levels. The last specification
(5) demonstrates that leaving out both political constraints and the number of

19 The results for the controls are suppressed to reduce clutter.
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elections has no qualitative effect on our previous conclusions.

In summary, from the OID tests of Table 1 and the results of Table 4
we conclude that the political economy instrumental variables are correlated
predominantly with discretionary fiscal policy — a statement, which is indeed
plausible a priori. The use of these instruments can be justified with the
possibility of a measurement error in the policy variable. This interpretation is
consistent with the increase in the coefficient estimates in the IV estimation
relative to OLS.

B. OECD, Rich and Poor Countries

Most of the variation in political constraints occurs between the rich and
the poor countries. Both from a theoretical perspective and from a policy point
of view it is important to determine whether the positive relationship between
policy and output volatility holds also within each income group. In Table 5 we
have arranged estimates for the main regressions in three groups: OECD, rich,
and poor countries. In our sample there are twenty-three OECD members. The
split between rich and poor is determined by the median of the cross-sectional
GDP per capita in the 1990s, which turns out to be approximately 9,000 US
dollars.20 The rich countries sample is different from the OECD by excluding
Turkey and Mexico and including Argentina, Israel, Mauritius and Singapore.

We start the analysis with Panel A, where we report the estimates of the
volatility equation using the same instruments and controls as in column 7 of
Table 1. For the OECD sample the coefficient on policy volatility has the same
sign and magnitude as in the full sample but is significant only at the 7.8%
level of significance. In addition to the smaller sample size, the reduction in
the significance is due also to the high degree of collinearity between policy
volatility and GDP per capita in this particular sub-sample. Dropping out GDP
per capita leads to a sharp increase in the coefficient on policy volatility and its
significance.21 If the primary source of this collinearity is the similar explanatory
power of both variables for the extreme observations in the sample, then one
possible approach is to restrict the variation in GDP per capita. This is exactly
the solution in the second column where we focus only on the rich countries. In

20 See the Data Appendix for the lists of the countries in each group.
21 This result is not reported because it clearly overstates the effect of discretionary policy on

output volatility.
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Table 5. Robustness Results: OECD, Rich and Poor countries.

OECD Rich Poor

A. Volatility Regressions.

log(σy
i ) = α + β σε

i + γXi + νi

Discretionary Fiscal Policy (σε) 6.226 7.885 3.185

(0.078) (0.005) (0.012)

Adjusted R2 0.607 0.772 0.180

B. Growth Regressions.

∆yi = α + λ σy
i + β′Xi + ui

Volatility (σy) -2.192 -2.079 -2.719

(0.359) (0.001) (0.044)

Adjusted R2 0.176 0.579 -

C. Political Determinants of Fiscal Policy
σε

i = α + β′Xi + ui

Political Constraints -0.095 -0.116 -0.035

(0.000) (0.000) (0.374)

Presidential -0.004 0.005 0.035

(0.738) (0.664) (0.141)

Majoritarian -0.007 -0.012 -0.037

(0.569) (0.266) (0.279)

Number of elections 0.035 0.020 -0.220

(0.402) (0.599) (0.175)

Adjusted R2 0.449 0.550 0.126

Number of observations 23 25 26

The sample is from 1960 to 1998. The results for the controls

in Panels A and B are suppressed. The p-values in parentheses

are based on heteroscedasticity-robust standard errors.
The regressions in Panels A and B are estimated by instrumental

variables. See the text accompanying Tables 1 and 2 for details.

this regression there is a sharp improvement in the fit of the model, all coefficients
are of the right sign and the coefficient on policy volatility is significant at better
than the 1% level. For the poor countries (column 3) the results are slightly
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different. The coefficient on policy volatility is still highly significant but it has
dropped to half of its full-sample value.22

In panel B we explore the sensitivity of the growth regressions when discre-
tionary fiscal policy is used to instrument for output volatility. The magnitudes
of the coefficients on output volatility are the same in the three columns implying
that a one-percent increase in policy-induced output volatility reduces long-term
growth by 0.5% to 0.7%.

The last panel in Table 5 looks at the political and institutional determinants
of discretionary fiscal policy. Somewhat surprisingly political constraints matter
only in the rich and OECD countries, and none of the other coefficients are
significant in these sub-samples. It is worth noting the high explanatory power
of political constraints for the rich countries - its t-statistic is over 6 and this
variable together with the other political variables explains over 55% of the
variation in discretionary policy.

V. Conclusion

The key conclusion from this paper is that the aggressive use of discretionary
fiscal policy amplifies business cycle fluctuations and harms economic growth. To
avoid any endogeneity bias caused by the fact that the variable that captures
discretionary fiscal policy might contain changes in fiscal policy in response
to business cycle conditions and to deal with possible measurement errors,
we use instrumental variables. Our instruments come from the political economy
literature on the determinants of fiscal policy and, in doing so, we also explore the
causes and mechanisms of discretionary fiscal policy. The use of these instruments
together with a large battery of additional tests confirms the robustness of our
result. In all cases, more aggressive discretionary fiscal policy is associated with
more volatile business cycle and slower rates of economic growth.

A careful look at our use of instruments reveals interesting connections
between political economy variables and fiscal policy. We present evidence that
more political constraints lead to less frequent use of discretionary policy. This

22 We note also that in the OECD and in the rich countries samples the coefficients on gov-

ernment size are negative and significant — a result reminiscent of the Gaĺi (1994) and Fatás and

Mihov(2001). Interestingly this result does not hold for the poor countries.
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result is particularly strong in the group of the rich countries. To the extent that
reduced volatility of the business cycle has negative welfare effects, we conclude
that our results show the benefits of introducing restrictions on fiscal policy
discretion.

There are still many open questions that are unanswered by our analysis.
The most important one is how to design institutions that restrict fiscal policy
without eliminating any of the automatic stabilizers. While a similar analysis
in monetary policy led to the conclusion that monetary policy had to be made
independent of governments, in the case of fiscal policy, its goals are much
more complex and touch on many macroeconomic aspects that go beyond the
stabilization of business cycles. For our recommendations to be implementable it
is necessary to be able to separate between the stabilizing and the other roles of
fiscal policy before restrictions can be discussed in a meaningful manner.

One possible criticism of the conclusions in the paper is that institutions are
selected optimally to reflect differences in social preferences and macroeconomic
fundamentals. Nations set up their institutions to maximize a welfare function
that consists of various trade-offs. One trade-off, as in monetary policy, is between
flexibility and discipline. Indeed volatility might be undesirable but the society
might like to give the government more flexibility so that societal concerns
about a sharp increase in inequality, for example, can be met immediately by a
change in fiscal policy. If institutions are too rigid, then it may take too long to
induce an institutional change that will respond to the social demands for greater
redistribution. In this logic, it is entirely plausible that fiscal policy is granted
some discretion to respond in a timely manner to changes in social preferences.

This potential criticism although valid simply pushes the researcher to probe
deeper — what is the social welfare function that can justify the institutional
heterogeneity that we observe across countries? We believe that together with
the new political economy literature the evidence in this paper is only the start
of an investigation in the direction of understanding institutions and their role
for macroeconomic performance.
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VII. Data Appendix

The sample consists of fifty-one countries and is based on Persson and
Tabellini (2001). From their list we had to exclude the following countries
because of data availability: Bahamas, Barbados, Belize, Cyprus, Fiji, Gambia,
Luxembourg, Malta, Iceland, and St. Vincent and the Grenadines.

List of Countries

ARGENTINA GERMANY* PAPUA N. GUINEA

AUSTRALIA* GREECE* PARAGUAY

AUSTRIA* GUATEMALA PERU
BELGIUM* HONDURAS PHILIPPINES

BOLIVIA INDIA PORTUGAL*

BOTSWANA IRELAND* SINGAPORE
BRAZIL ISRAEL SPAIN*

CANADA* ITALY* SRI LANKA

CHILE JAPAN* SWEDEN*
COLOMBIA MALAYSIA SWITZERLAND*

COSTA RICA MAURITIUS THAILAND

DENMARK* MEXICO* TRINIDAD & TOBAGO
DOMINICAN REP. NEPAL TURKEY*

ECUADOR NETHERLANDS* UNITED KINGDOM*
EL SALVADOR NEW ZEALAND* UNITED STATES*

FINLAND* NICARAGUA URUGUAY

FRANCE* NORWAY* VENEZUELA

The countries with an asterisk are members of the OECD. The rich countries
(in the top 50th percentile in terms of GDP per capita in the 1990s) are the
OECD members excluding Mexico and Turkey, and including Argentina, Israel,
Mauritius and Singapore.

The data sources are:

GDP per capita — Summers-Heston dataset (version 6.0).
Government spending, Openness, Political system, Electoral system —
Persson and Tabellini (2001)
Dependency ratio, Urbanization, Population, Inflation — World Develop-
ment Indicators
Index of oil prices — International Financial Statistics (IMF).
Political constraints — Henisz (2000)
Elections — Beck et al. (2001)
Primary and secondary schooling of males over 25 — Barro and Lee
(2000).



Figure 1. Discretionary Fiscal Policy and Output Volatility

ARG

AUS

AUT
BEL

BOL

BWA

BRA

CAN

CHL

COL

CRI

DNK

DOM

ECU
SLV

FIN

FRA

DEU

GRC

GTM

HND

IND
IRL

ISR

ITA

JPN
MYS

MUS

MEX

NPL

NLD

NZL

NIC

NOR

PNG

PRY

PER

PHL
PRT

SGP

ESP
LKA

SWE

CHE

THA

TTO

TUR

GBR
USA

URYVEN

0.4

0.9

1.4

1.9

2.4

0 0.05 0.1 0.15 0.2 0.25 0.3 0.35

Discretionary Fiscal Policy

O
ut

pu
t V

ol
at

ili
ty

 
 
 

Figure 2. Volatility and Growth
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Figure 3. Policy-Induced Volatility and Growth 
(Partial Correlation)
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