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HIGHLIGHTS from Chapter 3
Rebuilding Fiscal Space: The Case for Fiscal Rules
Key Points

o Fiscal rules, which aim to constrain key budgetary variables, have become more common in
emerging market and developing economies (EMDESs) during the past 25 years.

e Adoption of fiscal rules in EMDEs results in improvements to primary balances that peak at 1.4
percentage points of trend GDP after five years. However, whether strong improvements persist
in the long term depends on the institutional support, as well as on macroeconomic conditions
at the time of adoption.

o Fiscal adjustment episodes—multiyear improvements in primary balances as a percent of trend
GDP—are substantially more likely when fiscal rules are in place than when they are not.

o The credibility and effectiveness of fiscal rules can be bolstered by sustained commitment,
supportive institutions, and complementary policy frameworks.

The use of fiscal rules in EMDEs has increased sharply since 2000. As of 2024, 55 percent of
EMDE:s use at least one fiscal rule, compared to about 15 percent in 2000, although rules are still far
less prevalent than in advanced economies (figure 1.A). Deficit and debt rules are the most common
types of fiscal rules in EMDEs. Over time, EMDEs have revised their fiscal rule frameworks, often
including multiple rules and enhancing flexibility.

Fiscal balances tend to improve gradually following adoption of fiscal rules in EMDEs, although
conditions at the time of adoption matter for the magnitude of improvements. In EMDEs, the
cyclically adjusted primary balance (CAPB) improves following the adoption of a fiscal rule, by a
cumulative 1.4 percentage points of trend GDP after five years (figure 1.B). Thereafter, the gains
typically taper off. Besides the importance of strong institutions, adopting fiscal rules in favorable
economic conditions generally leads to more durable gains in the medium and long term (figure 1.C).
Among rule types, deficit rules are particularly effective in improving fiscal balances, even in countries
where institutions are weaker.

Fiscal adjustment episodes—multiyear improvements in CAPB as a percent of trend GDP—are
more likely when fiscal rules are in place. The probability of starting a fiscal adjustment episode in
a given year is 14 percent when fiscal rules are in place, compared to 5 percent when they are not
(figure 1.D). Adjustment episodes in EMDEs tend to be shorter and to occur less frequently than in
advanced economies, yet they generate larger annual budgetary improvements. In the median fiscal
adjustment episode in EMDESs, the CAPB improves by 1.6 percentage points of trend GDP per year,
mostly due to revenue increases. Rule design shapes the composition of adjustment: credible
enforcement provisions increase the probability of an expenditure-based adjustment episode, while
simple rules raise the probability of revenue-based adjustment (figure 1.E).

Sound design, strong commitment by policy makers, and a supportive institutional environment
can enhance the effectiveness of fiscal rules. Fiscal rule frameworks need not be complex to work
well. What matters more is that they are calibrated to domestic fiscal challenges and are underpinned
by early—and sustained—efforts to build credibility and maintain commitment. The credibility of
fiscal rules can be further bolstered by complementary policy frameworks, including medium-term
fiscal frameworks, fiscal councils, stabilization funds, and inflation targeting regimes (figure 1.F).
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Figure 1. Rebuilding Fiscal Space: The Case for Fiscal Rules

A. Economies with fiscal rules B. Change in CAPB following rule adoption in
EMDEs
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C. Change in CAPB following rule adoption, D. Likelihood of a fiscal adjustment episode
by conditions at adoption
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E. Increase in likelihood of a fiscal adjustment F. Use of complementary fiscal policy
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Sources: International Monetary Fund; World Bank.

Note: CAPB = cyclically adjusted primary balance; EMDESs = emerging market and developing economies.

A. Sample includes 154 EMDEs and 41 advanced economies.

B.C. Results are from LP-AIPW regressions. Figures show the cumulative improvement in the CAPB in the years after fiscal rule adoption
compared to a counterfactual scenario of no rule adoption in year z. In panel B, shaded areas show 90 percent confidence intervals.

C. State of the economy is defined using a weighting function based on a country-normalized, three-year average of lagged real GDP growth
relative to its long-term average.

D.E. Results are from probit regressions. Sample includes 89 EMDEs and 33 are advanced economies.

E. Expenditure-based (revenue-based) adjustment refers to episodes in which more than half of the fiscal improvement comes from spending
cuts (revenue increases). “Complex rules” are those that include three or more enforceability and/or flexibility features. “With enforcement”
indicates the presence of explicit enforcement mechanisms within rule frameworks.

F. Bars show the share of economies with both a fiscal rule and a medium-term fiscal framework in 2024 and both a fiscal rule and a fiscal
council in 2023. Sample includes 85 EMDEs and 37 advanced economies for medium-term fiscal frameworks and 82 EMDEs and 36
advanced economies for fiscal councils.



