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Why Don’t We Follow the Rules? Drivers of Compliance
with Fiscal Policy Rules in Emerging Markets*

Martin Ardanaz Carolina Ulloa-Suérez Oscar Valencia

Abstract

Under what conditions do countries comply with their fiscal policy rules? We tackle
this question in the context of emerging countries, with a specific focus on Latin Amer-
ica and the Caribbean, a region where fiscal rules have become increasingly common in
recent decades. Based on an original dataset of compliance behavior across 14 countries
observed between 2000 and 2020, we first document that complying with fiscal rules
makes a difference: countries that comply with their fiscal rules show, on average, lower
sovereign bond spreads, higher credit ratings, and lower probability of public debt ac-
celeration episodes than countries that do not comply with their rules. We then show
that compliance is affected by the broader macroeconomic and politico-institutional
environment. First, we find an asymmetrical response of compliance to macroeco-
nomic conditions: while compliance decreases during bad times, it does not improve
during good times. Second, optimistic macroeconomic forecasts undermine compliance
during the budget preparation phase: the probability of complying ex-post with the
fiscal rule is lower when policymakers overestimate GDP growth ex-ante. Finally, a
solid institutional environment supporting commitment to fiscal discipline is a strong
predictor of fiscal rule compliance across emerging countries. Our findings contribute
to the literature on fiscal rule effectiveness by showing the relevant pre-conditions that
may foster or inhibit the successful implementation of rules-based fiscal frameworks.

*Ardanaz and Valencia: Inter-American Development Bank, martina@iadb.org and oscarva@iadb.org.
Ulloa-Suérez: Sciences Po, Paris, carolina.ulloasuarez@sciencespo.fr. We are grateful to Maricruz Vargas for
her assistance during the production of this document. The findings and interpretations in this paper are
those of the authors and do not necessarily reflect the views of the Inter-American Development Bank or
the governments it represents.



1 Introduction

In recent decades, fiscal rules have become a common policy tool to promote fiscal disci-
pline and support debt sustainability, with the number of countries with at least one fiscal
rule increasing from less than 10 in 1991 to more than 100 in 2021. Fiscal rules impose a
long-lasting constraint on fiscal policy by introducing numerical limits on budgetary aggre-
gates (Kopits and Symansky, 1998).! A large body of research has studied whether such
constraints are effective in fostering sustainable fiscal policies at the national, subnational,
and supranational levels (see Heinemann et al. (2018) for a meta-analysis of the empirical
literature). Most of this empirical work assumes fiscal rules are complied with and tends to

focus on variations in design features or the quality of rules to study their effectiveness.

However, even well-designed fiscal rules will be ineffective in improving fiscal outcomes if
they are consistently not complied with. While previous research on fiscal rule effectiveness
has traditionally looked at the impact of de jure features of fiscal rules on policy outcomes,
emerging evidence emphasizes the relevance of compliance behavior. The evidence shows
that deviations of fiscal outturns from targets are common (Davoodi et al., 2022; Blanco
et al., 2020). For example, during the years preceding the pandemic, more than half of
emerging market and low-income countries with balance-budget rules saw their deficits ex-
ceed the rule limits, with the median deviation exceeding 2% of GDP (Davoodi et al., 2022).
More specifically, in a sample of Latin American economies, average compliance with some
rules was as low as 40%, meaning that countries were compliant less than half the time

(Ulloa-Suarez and Valencia, 2022).

Under what conditions do countries comply with their fiscal rules? We tackle this ques-

tion in the context of emerging countries, with a specific focus on Latin America and the

IFor reviews of the vast theoretical and empirical literature on fiscal rules, see, for example, Yared (2019);
Alesina and Passalacqua (2016); Wyplosz (2012).



Caribbean, a region that has been no exception to the global trend in fiscal rule adoption
over time.? Based on an original dataset of compliance behavior across 14 countries observed
between 2000 and 2020, we first document that complying with fiscal rules makes a differ-
ence: countries that comply with their fiscal rules show, on average, lower sovereign bond
spreads, higher credit ratings, and lower probability of public debt accelerations than coun-
tries that do not comply with their rules. We then show that compliance is affected by the
broader macroeconomic and politico-institutional environment. Our findings can be summa-
rized as follows. First, we find an asymmetrical response of compliance to macroeconomic
conditions: while compliance decreases during bad times, it does not improve during good
times. Second, optimistic macroeconomic forecasts during the budget preparation phase un-
dermine compliance: the probability of complying ex-post with the fiscal rule is lower when
policymakers overestimate GDP growth ex-ante. Finally, a solid institutional environment

supporting commitment to fiscal discipline is a strong predictor of fiscal rule compliance.

This paper is connected to three main strands of literature. First, it speaks to the liter-
ature on fiscal rule effectiveness (Caselli and Reynaud, 2020; Eyraud et al., 2018; Bergman
and Hutchison, 2015). While previous work focuses on de jure features of fiscal rules, we
focus on compliance behavior to assess whether complying de facto matters for shaping
policy outcomes. Second, this paper is related to the emerging literature on the drivers
of fiscal rule compliance. The extant literature has looked at these issues mostly from the
perspective of advanced economies, looking at compliance behavior of national and EU-level
supranational fiscal rules (Reuter, 2015, 2019) or variation in compliance across subnational
government units within particular countries (Delgado-Téllez et al., 2017). Recent studies on
developing countries focus on compliance with national rules but do so at a very aggregate
level of analysis by showing cross-sectional variation or trends in compliance rates over time

without looking at the deeper determinants of compliance behavior (Davoodi et al., 2022;

2See Ardanaz et al. (2023) for a recent overview on the challenges and reform opportunities to rules-based
fiscal frameworks across emerging economies.



Blanco et al., 2020; Cordes et al., 2015). Instead, this paper focuses on capturing the main
economic and political correlates of compliance with fiscal rules across a broad sample of
Latin American and Caribbean countries.® Thus our paper provides one of the first empir-
ical analyses of compliance drivers in emerging countries, allowing us to uncover previously
unexplored relevant correlations and contrast our results with findings from other regions,
particularly the EU, where the study of compliance with national and supranational fiscal

rules is regularly monitored.*

Finally, our findings relate to the literature interested in understanding the political
economy of fiscal policy, as we identify a number of institutional and political system-level
variables associated with varying levels of compliance with fiscal rules. Previous research
has looked at the role of partisanship (e.g., Persson and Svensson (1989)), elections (e.g.,
Brender and Drazen (2005)), and degree of government fragmentation (e.g., Perotti and
Kontopoulos (2002)) in shaping deficits, spending, or debt levels.” We draw on insights from
this literature to check whether these same factors can help explain variation in compliance
with fiscal policy rules. In addition, several scholars have examined the policy consequences
of over-optimism in macroeconomic and fiscal forecasts (Avellan and Vuletin, 2015; Frankel
and Schreger, 2013). This paper analyzes the implications of output forecast errors regarding
compliance with fiscal rules. Finally, previous research looks at the relevance of institutional
quality in fiscal policy-making (Frankel and Schreger, 2013; Woo, 2003). In turn, we discuss
the role of strong versus weak institutions in supporting or inhibiting compliance with fiscal

rules.

3Ulloa-Sudrez (2023) provides a first approximation to compliance correlates across LAC. However, the
analysis is based on a more limited set of explanatory variables that we extend throughout this paper.

4For example, the compliance tracker of the secretariat of the European Fiscal Board documents the fiscal
performance of EU Member States vis-a-vis the rules of the Stability and Growth Pact (SGP). See https:
//commission.europa.eu/business-economy-euro/economic-and-fiscal-policy-coordination/
european-fiscal-board-efb/compliance-tracker_en and Larch et al. (2023).

®See Persson et al. (2000); Drazen (2000) for reviews of this literature.


https://commission.europa.eu/business-economy-euro/economic-and-fiscal-policy-coordination/european-fiscal-board-efb/compliance-tracker_en
https://commission.europa.eu/business-economy-euro/economic-and-fiscal-policy-coordination/european-fiscal-board-efb/compliance-tracker_en
https://commission.europa.eu/business-economy-euro/economic-and-fiscal-policy-coordination/european-fiscal-board-efb/compliance-tracker_en

The remainder of the paper is organized as follows. Section 2 discusses the factors that
may affect fiscal rule non-compliance through an overview of theories and empirical evidence
available in the relevant literature. Section 3 presents the compliance data, describes the
different measures used to approximate compliance drivers, and compares fiscal performance
between rule compliers and non-compliers. Section 4 introduces the econometric framework

employed in Section 5 to identify the correlates of fiscal rule compliance. Section 6 concludes.

2 Drivers of Compliance with Fiscal Rules

Do fiscal rules matter? A large literature seeks to answer this question, yet there is no con-
sensus about whether rules effectively improve fiscal outcomes (Grembi et al., 2016). Even
though commitment and enforcement problems have been regarded as relevant reasons why
fiscal rules might be ineffective in theory (see Alesina and Perotti (1996); Wyplosz (2012)),
most empirical work focusing on the effects of rules on fiscal policy assumes that the adop-
tion of fiscal rules is equivalent to complying with them—in other words, that fiscal rules
are fully binding. Yet, there is nothing automatic about complying with fiscal rules. Thus,
uncovering the factors that either support or undermine compliance can help explain why

fiscal rules are more effective in some contexts than others.

There are several reasons countries may adopt fiscal rules but still not follow them. One
set of factors has to do with the design features of fiscal rules or characteristics of rules-based
fiscal frameworks. For example, to raise the costs of breaking fiscal rules, some countries
have introduced formal sanctions in cases of non-compliance, such as financial sanctions,
dismissal, or penal prosecution (IMF, 2009). However, the evidence on the effectiveness of
such formal enforcement mechanisms is limited (Reuter, 2019; Eyraud et al., 2018). Instead,
more recent efforts to raise the reputational costs of non-compliance provide a relevant role

to independent fiscal institutions, such as fiscal councils (IMF, 2013). Fiscal councils are



non-partisan, technical bodies entrusted with a public finance watchdog role to strengthen
the credibility of fiscal policies and perform various tasks. Most oversee compliance with
fiscal rules and are involved in preparing or validating macroeconomic and fiscal forecasts.
Using a panel of 27 EU member countries, Beetsma et al. (2019) show the presence of a fiscal
council is positively correlated with compliance with fiscal policy rules, and similar results
are found in Reuter (2019). Fiscal councils are relatively recent innovations outside the EU
and heterogeneous regarding their tasks and resources across countries. Thus, our specifi-
cations include variables to capture the presence of sanctions in fiscal rules and whether a

fiscal council in charge of monitoring compliance with fiscal rules is in place.

Other key features of fiscal rules that could affect compliance and that we incorporate in
our empirical analysis include: (i) the scope of fiscal operations covered by the rule: fiscal
rules that target narrow fiscal indicators run the risk of being made ineffective by shifting
operations to parts of the public sector not covered by the fiscal rule (Corbacho and Ter-
Minassian, 2013; Milesi-Ferretti, 2004) and (ii) the statutory basis of fiscal rules: the costs of
non-compliance may differ depending on whether national fiscal rules are stated as govern-
ment commitments or fiscal rules are written into fiscal responsibility laws or even enshrined
in constitutions (Asatryan et al., 2018). As argued by Alesina and Perotti (1996), if fiscal
rules could be changed as easily and frequently as budgets themselves, they would be totally

ineffective.

Beyond the features of the rules-based fiscal framework, the broader macroeconomic
environment can influence compliance behavior with fiscal rules in ways similar to how it
affects fiscal outcomes directly. Complying with fiscal rules could be easier under favorable
economic conditions. In contrast, the deterioration of the macroeconomic environment may
increase the probability of non-compliance. Consequently, our specifications include mea-

sures capturing the state of the economy. In addition, the quality of macroeconomic and



fiscal forecasts during the budget preparation phase is a relevant determinant of fiscal out-
comes. Previous studies have shown that over-optimistic output and fiscal forecasts tend to
go along with poorer fiscal performance, such as larger fiscal slippages (Davoodi et al., 2022)
or fiscal procyclicality (Frankel and Schreger, 2013). In turn, forecast errors could also give
rise to difficulties in complying with fiscal rule targets. To test this idea, we draw on data
from official budget documents to capture differences between GDP growth rate projections
and outturns over time and across countries and check whether larger forecast errors are

associated with a higher probability of non-compliance.

A large literature focuses on politico-economic drivers of fiscal policy decisions. For
example, various studies conclude that the ideological orientation of the government (in the
left-right policy space) is a significant determinant of the evolution of deficits, debt, and tax
or spending policy mixes at different government levels (Pettersson-Lidbom, 2008; Besley
and Case, 2003; Alesina et al., 1997).% In addition to ideology, the extent of government
fragmentation has been associated with higher fiscal deficits, in line with common pool
theories of the budget process (Perotti and Kontopoulos, 2002; Velasco, 2000; De Haan
et al.,, 1999). Moreover, previous research has examined how the electoral calendar shapes
fiscal outcomes. In particular, the literature on the political budget cycle (PBC) studies the
behavior of fiscal policy in the vicinity of elections and the returns of fiscal policy expansions
(Drazen, 2000; Rogoff, 1990). For example, elections across Latin America are associated
with a lower probability of initiating a fiscal adjustment, particularly tax reforms (Ardanaz
et al., 2021; Hallerberg and Scartascini, 2017). Finally, weak institutions or lack of political
commitment to fiscal discipline have been common reasons to explain the persistence of
fiscal deficits, debt accumulation, and procyclical biases in fiscal policy (Frankel et al., 2013;
Alesina et al., 2008). Thus, our empirical analysis incorporates measures to capture each of

these relevant politico-institutional dimensions and test whether they affect compliance with

6 Across Latin America, Stein and Caro (2017) analyze the impact of ideology on tax revenues and find
that a shift to the left is associated with an increase in the tax to GDP ratio of about two percentage points.



fiscal policy rules.”

3 Data

3.1 Compliance outcomes

This study draws on the numerical compliance dataset gathered by Ulloa-Suarez and Valencia
(2022) covering 14 Latin American and Caribbean countries from 2000 to 2020.® Numerical
compliance is determined by contrasting the fiscal rules’ targets or objectives against their
executed or observed values. The contrast is made on a country-by-country basis through
careful reading of legislation containing the parameters of fiscal rules and ex-post official
budget execution and compliance reports across different years.® Compliance is defined as a
dummy variable that equals 1 if the rule’s objective was met and 0 otherwise. The compli-
ance rate for a given type of rule is calculated as the proportion of complied years to total

implementation years for a given rule.

Countries may implement multiple rules at different times or simultaneously; thus, com-
pliance rates can be calculated at the rule, country, and regional levels. We calculate individ-
ual compliance rates considering the three types of rules operational in the region: budget
balance (targeting headline or structural deficits), debt, and expenditure rules. When two or
more rules are implemented, compliance rates at the country level are adjusted by the years

each rule was in place and calculated as a weighted average by the length of implementation.

7An influential literature looks at the role of procedural rules regulating the preparation, approval, and
execution of the budget on fiscal discipline, and distinguishes between hierarchical and collegial budget
processes (See for example Von Hagen and Harden (1995); Alesina and Perotti (1999); Hallerberg et al.
(2009). Due to data constraints, we do not incorporate this dimension in the analysis: there are no available
time-varying measures of budget procedures.

8The countries in the dataset include Argentina, Bahamas, Brazil, Chile, Colombia, Costa Rica, Ecuador,
Honduras, Jamaica, Mexico, Panama, Paraguay, Peru, and Uruguay.

9Compliance is assessed on the basis of either first-released data or revised data, depending on country-
specific circumstances. For cases when both first-released data and revised data are available, we have
checked that conclusions regarding compliance do not change depending on the temporal dimension of the
information.



Finally, compliance rates at the regional level are country rates weighted by the number
of years each rule was in force in each country. Figure 1 shows variation in the region’s
compliance rates across rules and over time. While the average compliance rate was 60%
between 2000 and 2020, compliance has varied greatly over time, as compliance rates range
from over 80% to periods below 20% on average.
Figure 1: Compliance Rate with Fiscal rules across Latin America and the Caribbean
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3.2 Does complying with fiscal rules make a difference?

Before looking at the drivers of compliance with fiscal rules, we ask whether complying with
fiscal rules matters at all—that is, if compliance behavior tends to be accompanied by an
improved fiscal performance. To measure fiscal performance, we rely on three measures
capturing debt dynamics and financial market conditions sensitive to fiscal policy decisions:
the frequency of debt acceleration episodes, EMBI spreads, and credit ratings. Table 1
compares mean differences in debt spike frequency and financial market conditions between

countries with and without rules (Panel A) and between compliers and non-compliers (Panel

8
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Table 1: Fiscal rule Adoption, Compliance, and Performance: Difference in Means Tests

Panel A

Rule No Rule Difference
Debt spikes 0.123 0.121 0.002
EMBI spreads 4.621 4.925 -0.304
Credit rating  9.680 9.695 -0.015
Panel B

Compliers Non-Compliers Difference
Debt spikes 0.064 0.242 -0.178***
EMBI spreads 3.578 6.474 -2.896**
Credit rating  10.094 8.879 1.215%

Note: This table presents mean differences in debt spikes, EMBI, and credit rating
between “rule vs. no-rule” and “compliers vs. non-compliers,” taking country-
rule-year as the unit of observation. Credit ratings are constructed by assigning
numerical values to Moody’s ratings, where a higher rating corresponds to a higher
indicator value. The EMBI spread is the difference between the interest rates
paid by dollar-denominated bonds issued by emerging economies and US Treasury

Bonds, which are considered “risk-free.” *p < 0.10, **p < 0.5, ***p < 0.01.

Panel A shows no significant differences in fiscal performance between rule adopters and
countries with no fiscal rules. However, Panel B demonstrates that compliant countries tend
to experience fewer debt spikes, less country risk, and higher credit rankings on average.
Overall, the results in Table 1 provide evidence of the relevance of compliance for fiscal
performance, as complying with rules tends to signal a commitment to fiscal discipline in
financial markets. In contrast, the mere adoption of a fiscal rule does not seem sufficient
to sway market reactions, as suggested by the non-significant differences in Panel A. Thus,

rules matter to finances.

10A debt spike episode is defined as (i) beginning with an increase in debt in 5 years above the 80th
percentile (equivalent to changes greater than 17 pp) and (ii) ending with a decrease in debt in the following
year. For example, if the 5-year change in debt is above the 80th percentile in 2005 but then falls in 2006,
it accounts for a debt spike only in 2005 (Powell and Valencia, 2023).



3.3 Compliance drivers

As discussed in Section 2, previous research has identified several drivers influencing fiscal
policy decisions and, thus, compliance with fiscal rules: design features of rules-based fiscal
frameworks, macroeconomic conditions, and politico-institutional variables. To proxy each

of these dimensions, this study focuses on the following measures:

Rule-specific or design characteristics: We consider: (i) whether the rule has any formal
enforcement procedure (Enforcement), such as sanction procedures and preemptive triggers;
(ii) whether the rule covers the fiscal operations of the general government or higher levels
of government (Coverage); and (iii) whether a fiscal council in charge of monitoring fiscal

rule compliance is in place (Fiscal council).'*

Macroeconomic conditions: To capture relevant aspects of the macroeconomic environ-
ment, we consider: (i) real GDP growth (GDP growth), (ii) periods of positive (positive
GDP) and negative (negative GDP) growth, (iii) forecast errors arising from the difference
between fiscal authorities” GDP growth projections in budget documents and realized GDP
growth (GDP forecast error), and (iv) whether a country has an IMF program in place (IMF

program).

Politico-institutional variables: We consider (i) the electoral cycle, or whether a presiden-
tial or legislative election takes place in a particular year (Election year); (ii) the incumbent
government ideological orientation (Ideology) coded as 1 if the government is right-oriented;
(iii) the percentage of seats held by the incumbent government in the legislature (Margin
of majority) to capture fragmentation of the policy-making process; and (iv) a broad mea-

sure of institutional quality encompassing perceptions of the quality of policy formulation,

1While the IMF’s Fiscal Rules Dataset includes a variable to capture the statutory basis of fiscal rules,
the variable is not included in the empirical analysis given the limited number of observations of rules lacking
statutory basis and the fact that compliance outcomes do not vary within these categories.

10



implementation, and the credibility of the government’s commitment to policies (Govern-
ment effectiveness). Appendix 6 provides definitions and sources for each variable. Table 2
presents bivariate correlations among the variables of interest. By construction, the variables
capturing macroeconomic conditions are highly correlated. Thus, in the empirical specifica-

tions, we treat each of them separately.

Table 2: Bivariate Correlations

(D 2 3) (4) (5) (6) (M) ® (9 @) a1y (12

(1) Enforcement 1.00

(2) Coverage! 0.20%**  1.00

(3) Fiscal council -0.12% -0.15%%  1.00

(4) GDP growth -0.09 -0.05 -0.29%** 1.00

(5) Positive GDP -0.12% -0.01 -0.25%F% - 0.82%F*  1.00

(6) Negative GDP -0.03 -0.07 -0.24%*% - 0.85%**  0.40%**  1.00

(7) GDP forecast error  -0.09 0.13* -0.20%F% - 0.84%F*  -0.63%F*  -0.75%F*  1.00

(8) IMF program 0.31%*%* .05 -0.28%F*  -0.02 -0.01 -0.02 -0.23%F% 1.00

(9) Election year 0.05 -0.02 0.02 -0.02 -0.01 -0.01 -0.18%%  0.00 1.00

(10) Ideology (right) 0.05 -0.18%**  -0.06 -0.25%F% - _0.25%KF Q.17 0.07 0.21%%* 0.01 1.00

(11) Margin of majority -0.27*%* (0.19%** (.00 -0.05 -0.05 -0.04 0.12%* -0.06 -0.06 -0.10 1.00

(12) Gov. effectiveness  -0.21%%* -0.01 0.12%* -0.10 -0.12% -0.05 0.10 -0.08 0.06 0.04 0.39%F* 1.00

! Coverage = 1 if fiscal rule’s coverage is for the general government or higher.

Note: *p < 0.10, **p < 0.5, **p < 0.01

4 Empirical Strategy

To analyze the correlates of fiscal rule compliance, our empirical specification follows the
equation below, where c(; j4) takes the value of 1 if country ¢ complied with rule j in year ¢
and 0 otherwise:

Cligt) = @+ BRuje + Y Mgy + 6P + € (1)

where vector R ;) includes dummy variables which describe characteristics of fiscal rule
J in country ¢ and year t; My describes macroeconomic conditions of country ¢ in year

t; vector Py corresponds to political variables in country 7 and year t; and €(; ;4 is the

11



clustered error term that allows correlation within countries. Following Reuter (2019), we
estimate Equation 1 by pooled logistic regression in our baseline specification and the ro-

bustness section introduces country fixed effects and time trends.

The sample includes 12 countries observed between 2000 and 2020.'2 The sample varies
from 145 to 196 observations depending on the group of predictors considered. While the
data has a panel format, a country can have two or more rules in a given year. Therefore,

the unit of analysis in this study is the country-rule pair.

5 Results

5.1 Baseline results

Tables 3-5 report average marginal effects from estimating pooled logistic regressions with
rule-specific, macroeconomic, and politico-institutional variables, respectively. While each
set of explanatory variables is analyzed separately, all tables report the full set of covariates
in the last column. Coefficients represent the average increase or decrease in the probability

of complying with fiscal rules according to changes in the relevant variables.

Table 3 reports results from regressing compliance behavior against fiscal rules charac-
teristics. None of the variables are statistically different from zero, separately (Columns 1
to 3) nor with the rest of the variables (Column 4), suggesting that these specific design
features do not play a significant role in fiscal rule compliance in Latin America and the
Caribbean. Interestingly, the presence of a fiscal council in charge of monitoring fiscal rules

and /or targets does not seem to increase the probability of compliance. This result contrasts

12From the original Valencia and Ulloa-Sudrez dataset, we exclude from the analysis rules that are not
permanent constraints on budget aggregates. Based on this criterion, we exclude Brazil’s Budget Balance
Rule (BBR) and Uruguay’s Debt Rule (DR). Additionally, we exclude years in which the escape clause was
activated, which leaves Costa Rica out from the sample given that the country implemented its expenditure
rule for the first time in 2020.

12



with findings from other regions, especially OECD countries, where it has been shown that

fiscal councils effectively reduce compliance gaps (Beetsma et al., 2019; Reuter, 2019).

Table 3: Rule-Specific Correlates of Compliance (marginal effects)

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

Enforcement procedure -0.034 0.057
(0.125) (0.134)

Coverage! 0.013 0.056
(0.127) (0.093)

Fiscal council 0.015 0.032

(0.135)  (0.116)

Controls No No No Yes

Observations 171 194 196 164

I Coverage = 1 if fiscal rule’s coverage is for the general government (GG)
or higher.

Notes: Each column presents a separate panel logistic regression with a coun-
try i’s compliance c;;; with its fiscal rule j at year t as the dependent variable.
Robust standard errors are in parentheses. *p < 0.10, **p < 0.5, ***p < 0.01.
Column (4) includes political and economic variables, using GDP growth in

the specification.

Table 4 turns to the role of macroeconomic conditions in explaining variation in compli-
ance behavior. Columns 2 and 6 uncover a relevant asymmetry: while compliance does not
seem to improve during periods of positive economic growth, the probability of compliance
decreases during downturns: a one standard deviation shift in Negative GDP decreases the

probability of compliance by 8 percentage points.

13



Table 4: Macroeconomic Correlates of Compliance (marginal effects)

(1)

2 3) (4) (5)

(6)

(7)

GDP growth 0.012 0.017
(0.014) (0.012)
Positive GDP -0.002 0.003
(0.022) (0.018)
Negative GDP 0.029** 0.031**
(0.012) (0.013)
GDP forecast error -0.018* -0.028**
(0.009) (0.013)
IMF program 0.078 0.081 0.095 0.073
(0.148) (0.088) (0.084)  (0.083)
Controls No No No No Yes Yes Yes
Observations 196 196 172 196 164 164 145

Notes: Each column presents a separate panel logistic regression with a country i’s com-

pliance c;j; with its fiscal rule j at year ¢ as the dependent variable. Robust standard

errors are in parentheses. *p < 0.10, **p < 0.5, ***p < 0.01.

Based on coefficients from Column 6, Figure 2 plots the probability of complying with
fiscal rules across the distribution of GDP growth rates, both positive and negative. For
countries experiencing drops in GDP of 1% or less, the probability of compliance ranges be-

tween 69% and 72%. In contrast, this probability drops to 30% or less for countries suffering

larger GDP shocks, such as negative growth rates of 10% or more.
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Figure 2: Probability of Compliance and GDP Growth Rates
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In addition, results show that GDP forecast errors increase non-compliance probability
(Columns 3 and 7). When policymakers’ forecasts are too optimistic, the probability of
compliance decreases.!®> A standard deviation shift in the GDP forecast error decreases the
probability of complying with the fiscal rule by 10 percentage points. Based on coefficients
from Column 7, Figure 3 shows the distribution of GDP forecast errors in the sample. Com-
pliance is the highest for countries that underestimate economic growth (negative forecast
errors). When fiscal authorities overestimate future economic performance (positive forecast
errors), compliance with fiscal rules is compromised, given that positive forecast errors are
associated with overestimated fiscal balance and revenue-to-GDP ratios and underestimated

expenditures (Hadzi-Vaskov et al., 2021).1

13There is important cross-country heterogeneity in the quality of official forecasts as compared to forecasts
in the private sector. While in some countries such as Argentina and Brazil growth forecast errors can exceed
private forecast errors by a percentage point or more, in others such as Uruguay or Paraguay the reverse is
true: private forecasts are somewhat more optimistic than official ones.

14We leave for further research whether the quality of fiscal forecasts matter to explain compliance out-
comes.

15

Pr (compliance)



Figure 3: Probability of Compliance and Output Forecast Errors
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Finally, Table 5 explores the relationship between compliance and the politico-institutional
context. The ideological orientation of the government matters: the probability of comply-
ing with a fiscal rule is 27 percentage points higher under right-wing governments relative
to their center or left-wing counterparts (see Columns 2 and 5). In addition, the quality of
the supporting institutional environment is a relevant predictor of compliance (See Columns
4 and 5). A standard deviation shift in the government effectiveness index increases the
probability of compliance by 12 percentage points. Based on coefficients from Column 5,
Figure 4 plots the predicted probability of compliance as a function of the government ef-
fectiveness index distribution. In countries with high institutional quality, the probability of
compliance is more than twice as high as in settings with weak institutions. Election year
turns out not to be relevant in determining compliance in Latin American and Caribbean
countries. Similarly, the majority margin is only significant by itself and loses significance
when the rest of the variables are introduced, in line with Ricciuti (2004) and Volkerink and

De Haan (2001).
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Table 5: Political and Institutional Correlates of Compliance (marginal effects)

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

Election year 0.013 -0.052
(0.052) (0.057)
Ideology (right) 0.221%* 0.266**
(0.125) (0.127)

Margin of majority 0.489** 0.291
(0.220) (0.412)
Government effectiveness 0.212%*%*%  ().209%**

(0.071)  (0.080)

Controls No No No No Yes

Observations 196 196 193 192 164

Notes: Each column presents a separate panel logistic regression with a country i’s com-
pliance c;j; with its fiscal rule j at year ¢ as the dependent variable. Robust standard

errors are in parentheses. *p < 0.10, **p < 0.5, ***p < 0.01.

Figure 4: Probability of Compliance and Institutional Quality
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5.2 Robustness

The baseline estimations above are illustrative of the cross-sectional variation in compliance
with different types of rules in Latin America. This section includes country fixed effects
to capture how compliance evolves with changes in the variables of interest over time. In-
troducing fixed effects reduces the total number of observations because conditional effects
are representative of rules that show variation in compliance over time (that is, they were
complied with and not complied with at least once over the sample period). For example,
the rules in Jamaica, Honduras, or Colombia cannot be included in an estimation with fixed
effects. In addition, there are also rule-specific features (coverage, enforcement procedures)

that do not change over time and are, therefore, not included in the fixed effects models.

Table 6 presents results from estimating the models in Tables 3-5 with the full set of
time-varying covariates, including country fixed effects (Columns 1-3) and a linear trend
(Columns 4-6) to control for the passage of time. With some exceptions, the qualitative
results do not change significantly when introducing country fixed effects. First, results show
that fiscal councils’ contribution to raising non-compliance costs is limited, with similar non-
significant results across the specifications. In addition, compliance is affected by changes in
the macroeconomic environment: while positive GDP growth does not stimulate compliance,
when GDP growth turns negative, the probability of compliance decreases. A standard
deviation change in Negative GDP reduces the probability of complying with the fiscal rule
by 10 percentage points. In addition, the negative effect on compliance of over-optimistic
growth forecasts during the budget-making process is robust to the inclusion of country
fixed effects and a linear time trend. Finally, turning to the politico-institutional drivers of
compliance, the results on ideology and government effectiveness are no longer significant

when considering within-country variation across time.
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Table 6: Correlates of Compliance Fiscal Rules (marginal effects)

(1) @ ® w6 (©
Fiscal council 0.023 0.015 -0.029 0.101 0.092 0.066
(0.149)  (0.156)  (0.177)  (0.123)  (0.129) (0.114)
GDP growth 0.0307%** 0.0227%F*
(0.007) (0.008)
Positive GDP 0.018 0.010
-0.012 (0.013)
Negative GDP 0.040%** 0.032%*
(0.016) (0.014)
GDP forecast error -0.033** -0.028*
-0.015 (0.016)
IMF program -0.035 -0.034 -0.078 -0.098 -0.093  -0.117
(0.141)  (0.121)  (0.149)  (0.183)  (0.156) (0.189)
Election year 0.000 -0.006 -0.016 -0.005 -0.013  -0.008
(0.064)  (0.068)  (0.069) (0.0676) (0.072) (0.081)
Ideology (right) 0.036 0.026 -0.072 -0.052 -0.065  -0.089
(0.096)  (0.093)  (0.160)  (0.107) (0.106) (0.149)
Margin of majority -0.095 -0.089 -0.280 0.025 0.032 -0.045
(0.225)  (0.231)  (0.301)  (0.196)  (0.199) (0.254)
Government effectiveness  -0.174 -0.208 -0.131 0.003 -0.026  0.091
(0.234)  (0.252)  (0.225)  (0.290)  (0.280) (0.279)
Country fixed effects Yes Yes Yes Yes Yes Yes
Linear time trend No No No Yes Yes Yes
Observations 146 146 124 146 146 124

Notes: Each column presents a separate panel logistic regression with a country i’s compliance
cij¢+ with its fiscal rule j at year t as the dependent variable. Robust standard errors are in

parentheses. *p < 0.10, **p < 0.5, ***p < 0.01.

6 Conclusions and Policy Implications

Fiscal rules have become a widespread policy tool around the globe to ensure the sustain-

ability of public finances. They started to be implemented mostly in advanced economies
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in the 1990s and have gained traction since, extending to emerging and developing markets.
The surge in debt after the global financial crisis of 2008 has accelerated fiscal rule adoption
and prompted changes in their design. The global recession associated with policy responses
to the COVID-19 pandemic triggered the suspension of rules. However, as countries recover
from the pandemic, governments are taking the opportunity to revise and reform their rules-

based fiscal frameworks.

Latin America has been no exception to these global trends. In this paper, we have
shown that complying with fiscal rules makes a difference: countries that comply with their
fiscal rules show, on average, lower sovereign bond spreads, higher credit ratings, and lower
probability of public debt accelerations than countries that do not comply with their rules.
However, the main message is that fiscal rules do not operate in a vacuum despite compliance
benefits. Instead, the broader macroeconomic and politico-institutional environment affects

compliance with fiscal rules.

Our findings have relevant policy implications. First, they suggest countries should take
measures to increase commitment to fiscal rules by strengthening the role of fiscal councils
during the budget-making process. In contrast to the experience in OECD countries, our
findings provide limited support for the positive role of fiscal councils in raising the repu-
tational costs of non-compliance with fiscal rules across Latin America and the Caribbean.
This finding could be partly attributed to the relative novelty of fiscal councils in the region
as well as the fact that resources and technical capacity are often not proportional to the
formal tasks assigned to fiscal councils, limiting their effectiveness. Strengthening the set of
tools, resources, and staff available to councils for better enforcement would increase their
role in the fiscal policy-making process. Secondly, our results suggest improving how budget
forecasts are prepared to avoid over-optimism biases. Doing so would make compliance with

fiscal rules easier early in the budget process and could go a long way in strengthening the
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credibility of the government’s medium-term fiscal frameworks and fiscal plans. Finally, the
evidence suggests that in the absence of strong political commitment to fiscal rules, as cap-
tured by the quality of the overall institutional framework surrounding fiscal policy-making,
efforts to increase monitoring and enforcement may prove insufficient to ensure adequate

compliance with fiscal rules.
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Appendix A — Fiscal Rules Included in Sample

Country  Rule Period Country  Rule Period

BBR 2001-2005 BBR 2006-2009
Argentina ER 2001-2008 Mexico BBR 2013

ER 2017-2020 ER 2015-2020

BBR 2018 BBR 2009-2020
Bahamas Panama

DR 2018 DR 2009-2020
Brazil ER 2016-2020 BBR 2013-2018

Paraguay

Chile BBR 2001-2020 ER 2013-2018
Colombia BBR 2012-2019 BBR 2000-2009

BBR 2003-2009 BBR 2012-2016
Ecuador DR 2003-2020 BBR 2018-2019

ER 2003-2020 Peru DR 2016-2019

BBR 2016-2019 ER 2000-2009
Honduras

ER 2016-2019 ER 2012-2016

BBR 2010-2020 ER 2018-2019
Jamaica

DR 2010-2019
Note: BBR = Budget Balance Rule, ER, = Expenditure Rule, DR =

Debt Rule.
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Appendix B — Variable Definitions and Sources

Variable

Enforcement
procedure

Institutional coverage
(GG or higher)

Fiscal council
monitots targets
GDP growth
Positive GDP growth

Negative GDP growth

GDP forecast error

IMF program

Election year

Ideology (right)

Margin of majority

Government
effectiveness

Definition

Dummy equal to 1 if a formal enforcement
procedure exists

Dummy equal to 1 if coverage includes general
government (GG) or higher

Dummy equal to 1 if fiscal council monitors
fiscal rules and/or conducts ex-post analysis

Real GDP growth

Takes the value of GDP growth when GDP
growth>0 and 0 otherwise

Takes the value of GDP growth when GDP
growth<0 and 0 otherwise

Difference between authorities' forecasts for

real GDP growth and actual GDP growth

Dummy equal to 1 if the country has an IMF
standby arrangement (SBA), an extended fund
facility (EFF), or a structural adjustment facility
arrangement (SAF) in effect for at least five
months in that year

Dummy equal to 1 if a legislative or executive
election took place that year

Dummy equal to 1 if party orientation is
classified as right

Fraction of seats held by the government
(including aligned parties) in the legislature

Index which captures perceptions of the quality
of public services, the quality of the civil
service, and the degree of its independence
from political pressures, the quality of policy
formulation and implementation, and the
credibility of the government's commitment to

such policies
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Source

Variable of "national formal enforcement
procedure” in IMF Fiscal Rule Dataset

Transformation of "national coverage" in
IMF Fiscal Rule Dataset

Combination of "monitoring of fiscal rules”
and "ex-post analysis " from IMF Fiscal
Council Dataset

Transformation of "Gross domestic product,
constant prices" from WEO

Transformation of GDP growth
Transformation of GDP growth

Variable of "Authorities' Forecasts for Real
GDP Growth" from "Authorities' Fiscal
Forecasts in Latin America: Are They
Optimistic?" Metodij, H-V., Werner, A., and
Zamarripa, R. (2021) Authorities’ Fiscal
Forecasts in Latin America: Are They
Optimistic? International Monetary Fund No.
16276, and collected data from national
sources compared to ex-post growth rates

from WEO

Boockmann, Bernhard, and Axel Dreher, The
Contribution of the IMF and the World Bank
to Economic Freedom, Eargpean Joumal of
Political Economy 19(3): 633 — 649 (2003) and
IMF country profiles for 2020

Combination of "legelec" and "exelec" from
the Database of Political Institutions 2020

Variable of "execrle" from the Database of
Political Institutions 2020

Variable of "maj" from the Database of
Political Institutions 2020

Variable of "gee" from the Worldwide

Governance Indicators



Appendix C — Descriptive Statistics

Variable Name Obs. Mean Std. Dev. Min. Max.
Enforcement procedure 184  0.44 0.50 0.00 1.00
Institutional coverage! 207 0.49 0.50 0.00 1.00
Fiscal council monitors targets 209  0.18 0.39 0.00 1.00
GDP growth 209 2091 4.33 -17.94 11.31
Positive GDP growth 209  3.59 2.74 0.00 11.31
Negative GDP growth 209  -0.68 2.52 -17.94 0.00
GDP forecast error 180  0.53 3.44 -5.84 23.24
IMF program 209  0.27 0.44 0.00 1.00
Election year 209  0.29 0.46 0.00 1.00
Ideology (right) 209 0.23 0.42 0.00 1.00
Margin of majority 206 0.49 0.19 0.09 0.97
Government effectiveness 204  -0.13 0.56 -1.04 1.19

! Coverage = 1 if fiscal rule’s coverage is for the general government or higher.
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