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This study examines the impact of institutional quality on fiscal consolidation and it
influences on debt-growth nexus in developing countries during 1980 to 2008. There
are three specific objectives, namely (i) to examine the influence of institutional
quality on fiscal consolidation program, (ii) to determine the causality effect between
debt ratio and economic growth, and (iii) to identify the threshold level of debt-to-
GDP ratio in developing countries.

Motivated by the lacks of studies regarding the role of institutions on the fiscal
consolidation efforts, the first objective of this thesis aims to provide some empirical
analysis on the effect of institutional quality on the progress of fiscal consolidation
program, using a core sample of 71 developing countries over the period 1980 to 2008.
The empirical results based on the panel generalized method of moments (GMM)
indicate that better institutions tend to reduce deficit budget account in developing
countries, but failed to do so in the level of debt accumulation. In other words, fiscal
consolidation programs through reducing budget deficit account are more attainable
with better quality of institutions. In addition, stronger institutions may allow these
countries to involve in more fiscal expansionary programs and achieve higher
sustainable level of debt.

The second objective is motivated by the fact that the issues of debt and growth has
been gaining attention most recently especially in the study by Reinhart and Rogoff
(2008) on their paper entitled “Growth in a Time of Debt”. However, far too little
attention has been paid to the causality relationship between debt and economic
growth. This thesis seeks to find out the direction of causality between these two
variables in developing countries with the inference of institutional quality using the
panel causality based on system generalized method of moments (GMM) estimations.
The empirical results show that there is a causality effect running from economic
growth to debt. The findings also demonstrate that other causal effects are detected,
running from growth and debt to institutional quality, but no direct causal effect
running from institutional quality to both economic growth and debt.



The last objective of the thesis, which is motivated by the inappropriate threshold
estimation of debt which overlooked the study in developing countries as well as the
improper use of methodology, aims to provide some empirical evidence on finding the
sustainable debt threshold value for developing countries. In the literature, the debt-to-
gross domestic product (GDP) threshold for developed countries is 90 per cent,
whereas for developed and developing countries is 77 per cent. A dynamic panel
threshold model is employed to estimate the threshold value for the debt-to-GDP ratio
on a growth model. The empirical results suggest a threshold of 44 per cent of debt-
to-GDP level in developing countries. This finding reveals that developing countries
have a lower threshold of debt-to-GDP ratio compared to developed countries, as well
as the combination of developed and developing countries in the literature. The
findings also reveal that debt-to-GDP is negatively associated with economic growth
especially above the threshold level.
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Tesis ini bertujuan meneliti kesan kualiti institusi ke atas program konsolidasi fiskal
dan pertalian hutang-pertumbuhan di negara-negara membangun dari tahun 1980
sehingga tahun 2008. Tesis ini merangkumi tiga objektif khusus, iaitu (i) untuk
mengkaji pengaruh kualiti institusi mengenai kemajuan program konsolidasi, (ii)
untuk mengenal-pasti hubungan penyebab antara kadar hutang dan pertumbuhan
ekonomi, dan (iii) untuk menyelidik tahap ambang mampan nisbah hutang-kepada-
keluaran dalam negara kasar bagi negara-negara membangun.

Bermotivasi dengan kehausan dalam kajian mengenai peranan institusi ke atas usaha-
usaha konsolidasi fiskal, objektif pertama bagi tesis ini bertujuan menyediakan analisis
empirika mengenai kesan kualiti institusi ke atas kemajuan program konsolidasi fiskal,
dengan menggunakan sampel teras 71 negara-negara membangun dalam tempoh tahun
1980 hingga 2008. Keputusan empirika berdasarkan kaedah panel generalized method
of moments (GMM) menunjukkan bahawa tahap institusi yang lebih cenderung
berjaya mengurangkan belanjawan akaun defisit di negara-negara membangun, tetapi
gagal berbuat demikian bagi tahap pengumpulan hutang. Dalam erti kata lain,
program-program konsolidasi fiskal yang bertujuan mengurangkan akaun defisit boleh
dicapai dengan kualiti institusi yang lebih baik. Di samping itu, institusi-institusi yang
lebih kuat membenarkan negara-negara ini melibatkan diri dalam program-program
pengembangan fiskal dan mencapai tahap hutang mampan yang lebih tinggi.

Objektif kedua adalah bermotivasi dengan hakikat bahawa isu-isu mengenai hutang
and pertumbuhan telah menarik perhatian di masa kini terutamanya dalam kajian oleh
Reinhart dan Rogoff (2008) bertajuk “Growth in a Time of Debt”.
Walaubagaimanapun, terlalu sedikit perhatian ditumbuhkan ke atas hubungan
penyebab di antara hutang dan pertumbuhan ekonomi. Tesis ini bertujuan untuk
menyelidik arah penyebab antara dua pembolehubah ini di negara-negara membangun
dengan menggunakan kaedah panel causality berdasarkan system generalized method
of moments (GMM). Keputusan empirika menunjukkan bahawa terdapat kesan
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penyebab dari pertumbuhan ekonomi ke hutang. Keputusan kajian ini juga
menunjukkan bahawa terdapat kesan-kesan penyebab lain seperti dari pertumbuhan
dan hutang masing-masing ke kualiti institusi, tetapi tiada kesan timbal-balik terus dari
kualiti institusi ke pertumbuhan ekonomi dan hutang.

Objektif terakhir tesis ini, yang didorong oleh ketidaksesuaian anggaran ambang
hutang yang terlepas pantang di negara-negara membangun serta pengunaan kaedah
kajian yang kurang wajar, bertujuan untuk menghasilkan bukti-bukti empirika dengan
mencari nilai ambang hutang yang mampan untuk negara-negara membangun. Dalam
kesusasteraan, nilai ambang mampan bagi nisbah hutang-kepada-keluaran dalam
negara kasar (KDNK) bagi negara-negara maju adalah 90 peratus, manakala untuk
negara-negara maju dan membangun adalah 77 peratus. Model dynamic panel
threshold digunakan untuk menganggarkan nilai ambang mampan bagi nisbah hutang-
kepada-KDNK ke atas model pertumbuhan. Keputusan empirika mencadangkan had
sebanyak 44 peratus tahap hutang-kepada-KDNK untuk pertalian hutang-
pertumbuhan di negara-negara membangun. Hasil kajian ini menunjukkan bahawa
negara-negara membangun mempunyai tahap ambang yang lebih rendah daripada
nisbah hutang-kepada-KDNK berbanding dengan negara-negara maju, serta gabungan
negara-negara maju dan membangun dalam kesusasteraan. Hasil kajian ini juga
menunjukkan bahawa hutang-kepada-KDNK adalah negatif dikaitkan dengan
pertumbuhan ekonomi terutamanya di atas paras ambang.
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CHAPTER ONE

INTRODUCTION

Nowadays, countries’ bankruptcy becomes quite an essential issue throughout
worldwide. However, the issue of bankruptcy is not a totally new brand issue since
many countries have been facing this problem since a century ago. For examples,
Germany has gone bankrupt twice since 1923 and after 1945 and Russia in 1998, while
Argentina’s bankruptcy in 2002 where the country was incapable to handle its debt
problems, following by a severe economic downturn. These countries face
consequences such as high level of unemployment, bank account’s congealing, as well
as restriction on maximum withdrawal in a day or a week basis as to avoid another
problematic issue namely banking insolvency. However, there are other reasons why
countries that may end up in this final stage such as the result of war or apparent mis-
management which gambled away all trusts from the investors. Thus, they no longer
can service their debts or convince anyone to provide funding, although they are
willing to offer high interest rates payment.

Recently, the popularity of bankruptcy earns its credit again through the global
financial crisis which elapsed during 2008 due to the mortgages’ bubbles where
borrowers continuously defaulting on their housing loan. The effect from this crisis is
more crucial in the United States (US) where most of the mortgage lenders felt terrify
when the housing prices started to fall dramatically while homeowners began to default
on their payments due to the loss of values. Government tries to offer bailout aids to
overcome the problem of bad debt on mortgage. However, the efforts of the
government unable to persistently overcome the problem but eventually lead to
bankruptcy if money is simultaneously pulled out from shares and stocks while the
government facing difficulty in obtaining addition lending from the financial
institutions to exercise the aid packages. Fortunately, the US able to survive from this
crisis but there are critical possibilities that some countries may fall into this downward
spiral and facing bankruptcy due to the breaking-down of banking system, demand
distortion, and also political crisis.

There is a growing list of nations who may slip into the verge of bankruptcy, including
Ukraine, Kazakhstan, Argentina, Ireland, Pakistan, Greece, Spain, Italy, and others
due to the spillover effects from the US crisis. For example, in the case of Ireland, the
crisis which leads to the wholesale funding market seized up follows by the failure of
banking systems which brings a mountain of foreign debt to the country. While in less
developed country such as Pakistan, the fallen of rupee to an extremely low level
followed by the downgrading of the country’s sovereign debt to near write-off level of
CCC-plus by Standard & Poor (S&P), leads to the possibility of defaulting because of
the inability to re-pay debts or paying its imports. Generally, it is clearly noticeable
that the edge of bankruptcy can be reached due to various reasons. However, many
researchers agree that the major factor of bankruptcy is undistinguishable from the
inability of countries to control their budget deficits and public debts.



Table 1 Global Country Risk Table (Most risky country ranked first)

Economic Indicators Ratings & CDS
2009 2009 2009 Private Net Potential
Country Current Government Government Sector External GDP CDSs Credit Overall
Account Balance Budget Balance Debt Credit Assets Growth Spreads Ratings Score
as % of GDP
Weighting 11% 11% 11% 11% 21% 5% 11% 21%

1 Iceland -8% -13% 106% 478% -239% 4.0% 638 BBB+ 46.0
2 Greece -12% -13% 107% 78% -71% 1.9% 389 BBB+ 42.3
3 Hungary -2% -4% 83% 61% -97% 3.5% 249 BBB- 38.1
4 Portugal 9% 8% T7% 151% 36% 1.3% 184 A+ 36.7
5 Spain -5% -12% 58% 172% -76% 2.1% 122 AA+ 36.4
6 Latvia 8% -8% 20% 98% -75% 4.0% 475 BB 36.0
7 Ireland -2% -12% 64% 194% -55% 2.6% 129 AA 354
8 Ukraine -1% -9% 25% 67% -22% 5.8% 875 B- 34.0
9 Romania -4% -8% 14% 42% -48% 5.0% 249 BBB- 335
10 Lithuania 2% -9% 16% 69% -50% 4.0% 273 BBB 333
11 Turkey -2% -6% 46% 29% -27% 3.5% 191 BB 32.3
12 Bulgaria 10% 1% 14% 47% 103% 5.0% 230 BBB 321
13 Egypt -2% -71% 67% 35% -17% 6.0% 270 BBB- 30.7
14 India -1% -8% 77% 58% -1% 8.1% na BBB- 30.0
15 Italy -3% -5% 123% 87% -20% 1.9% 104 A+ 29.9
16 United States -3% -10% 87% 226% -24% 2.1% 30 AAA 29.5
17 Estonia 5% -4% 5% 109% -72% 4.0% 140 A- 28.4
18 Poland -2% -2% 48% 48% -40% 4.0% 135 A 26.7
19 Kazakhstan -2% -3% 9% 46% -29% 7.5% 210 BBB 26.6
20 Indonesia 2% -1% 30% 27% -32% 6.3% 198 BB+ 26.5
21 New Zealand -3% -5% 27% 164% -73% 3.3% 62 AAA 26.3
22 Argentina 4% -1% 64% 11% 18% 3.0% 995 B- 26.3
23 Philippines 5% -4% 57% 27% -16% 4.5% 196 BB+ 26.3
24 Brazil -1% -3% 64% 58% -17% 3.7% 137 BBB+ 25.9
25 Czech Republic -2% -6% 36% 44% -30% 4.0% 93 A 25.7
26 Colombia -2% -3% 44% 30% -22% 4.5% 166 BBB+ 254
27 Australia -4% -4% 16% 253% -48% 3.0% 50 AAA 25.1
28 Japan 3% -71% 190% 146% 51% 1.8% 81 AA 24.6
29 United Kingdom 2% 14% 75% 222% 3% 2.0% 79 AAA 24.5
30 South Africa -5% -6% 29% 84% -4% 4.5% 157 A+ 24.3

Source: The Coming Depression — Real List of Countries on Verge of Bankruptcy. Retrieve from: http://www.thecomingdepression.net/countries/north-america/real-list-of-countries-on-verge-of-
bankruptcy/#axzz20HCqO3Z6
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Table 1 shows the top 30 rankings of countries with high risk of falling into the verge
of bankruptcy in 2009. The highlighted countries are developing countries which are
included in the sample countries selected for this study. It is obvious that countries in
higher risk ranking suffer more for negative budget balance and higher government
debt. Besides, it is notable that most of the highlighted countries are operating in
negative budgetary conditions except for Bulgaria and the government debt-to-GDP
ratios are as high as 67 per cent with average potential GDP growth around 4.7 per
cent. These indicate that the expansionary programs in developing countries have been
kicked-in to generate more growth and accompany by the risks of falling into the verge
of bankruptcy. Hence, prevention tools should be adopted to avoid the issues of
bankruptcy especially for developing countries. This is because it is typically hard for
developing countries to rebuild their reputation no matter in terms of economics or
politics after the mist of falling into bankruptcy.

1.1 Definitions of Fiscal Consolidation

During late forties, a US envoy, Joseph Dodge, advices that fiscal deficit should be
reduced to ensure balanced budget for most countries especially the high debt to gross
domestic product (debt-to-GDP) ratio countries, in order to avoid insolvency from
happening in these countries. As to secure the level of budget deficit and debt
accumulation, fiscal consolidation is the most directly and effective measure to reduce
the fiscal deficit and high debt accumulation for developed as well as developing
countries. In most literatures, the start of a fiscal consolidation is defined by a change
in the cyclically adjusted primary budget deficit! (CAPD) while some studies taking
account of debt-to-GDP ratio.? In order to identify whether sustainability® or success
consolidation is accomplishable, these indicators are typically measured again in the
two to three years after the consolidation took place and compared with the threshold
set by researchers.*

More specifically, according to Ardagna (2007), there are three major definitions
regarding fiscal consolidation or fiscal adjustment, namely, (1) large fiscal adjustment,
(2) expansionary fiscal adjustment, and (3) successful fiscal adjustment. Researchers
may use these three definitions in order to classify the effectiveness of fiscal
consolidation. Fiscal adjustment considers to be large if the cyclically adjusted primary
balance® (CAPB) increases by at least 2 per cent of gross domestic product (GDP) or

! The budget deficit before interest payments on the national debt are taken into account.

2 Some studies also take account of debt-to-GDP ratio, and then change varies from a constant ratio over
the period to a reduction of 10 per cent such as Nickel et al. (2010), Sutherland et al. (2012), OECD
(2012), and Eyraud and Weber (2013).

3 The definition of a sustainable consolidation focuses on both budget deficit (looking for around a 2
percentage of reduction) and debt-to-GDP ratio (ranging from the measure staying constant to 10 per
cent of improvements).

4 Threshold of achieving fiscal consolidation can be slightly different according to the benchmark of
each researcher.

5The cyclically adjusted primary balance is measured the budget surplus after the government
expenditures minus from the government revenues and it is an imperfect measure of discretionary policy
actions. It can be affected for instance by asset price cycles (Girouard and Price, 2004) and one-off
measures (Koen and van den Noord, 2005) that do not reflect the policy stance. Debt-interest payment
(as well as interest incomes) are excluded as they are largely outside the control of the fiscal authorities
and thereby do not reflect directly the policy stance.
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1.5 per cent of GDP per year in a period of two consecutive years while expansionary
fiscal adjustment indicates that the average growth rate of GDP, in difference from the
G7 average (weighted by GDP weights), is greater than the average value of the same
variable in all episodes of fiscal adjustment in the period of the adjustment and in the
two years after. Lastly, if the ratio of the debt-to-GDP is 5 per cent of GDP below its
level in the year of the fiscal adjustment for three years after the fiscal adjustment, this
shows that the fiscal consolidation is successful. Conversely, if an episode did not
fulfill any of these three criterions as mentioned above, the fiscal consolidation effort
Is considered fail or unsuccessful, for example, the CAPB declining persistently, low
average growth rate of GDP, and the ratio of debt-to-GDP increasing continuously no
matter during or after the consolidation.

According to Ahrend et al. (2006), a full cycle of an episode of fiscal consolidation is
started while the CAPD increases by at least one percentage point of the potential GDP
in a specify year or at least half a percentage point enhancement in the first of the two
consecutive years following by a continuous improvement in CAPD. However, an
interruption is acceptable without terminating the episode as long as the CAPD does
not decline more than 0.3 per cent of GDP which is more than offset in the following
year. Terminations are allowed when the CAPD stops increasing or the CAPD
improves by less than 0.2 per cent of GDP in one year and then declines. This is
illustrated in Figure 1.1.
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Figure 1.1. An Example of a Cycle of Consolidation Episode

Generally, the successfulness of fiscal consolidation is determined by several factors
as found in previous literature. Nonetheless, the main and most unambiguous findings
show that successful fiscal consolidations are characterized by a cut in primary
expenditures rather than taxation hikes. In other words, successful adjustments are
almost exclusively focused on expenditure-based compare to revenue-based (see
Alesina and Perotti 1995, 1997; von Hagen et al. 2002; Alesina and Ardagna, 1998).



Governments tend to cut transfer payments and government wage expenditures in
order to achieve successful consolidations.

Besides, the relevancy of the size and persistency of the fiscal adjustment have been
proved by several studies such as Giavazzi and Pagano (1990 and 1996), Alesina and
Ardagna (1998), and Ardagna (2004) which highly related with the initial stage of
underlying budgetary and economy conditions in the efforts of achieving successful
adjustments (see von Hagen and Strauch, 2001; Ardagna, 2004; Heylen and Everaert,
2000; Alesina, Perotti and Tavares, 1998; Alesina and Ardagna, 1998; Alesina and
Perotti, 1995).

Moreover, the successes of major fiscal adjustments with monetary and exchange rate
policies have been discussed by Lambertini and Tavares (2005) and Ahrend et al.
(2006) recently. Regrettably, there is no clear consensus found on how much the size
of fiscal consolidation is needed as well as on the monetary stance, exchange rate
movement and GDP growth rate that might affect consolidation outcomes. Thus, it is
worth to go in details on the effects of these factors in order to get a clear view of
achieving successful adjustments.

Yet, the above mentioned definitions are not commonly agreed by all researchers,
neither for the term of “consolidation” nor “successful consolidation”. This is because
the definitions of consolidation are governed by at least three different elements
including the measures of fiscal consolidation, the reference periods over which a
given size of consolidation is implemented, and the criterions which discriminating
between success and failure.® Hence, there is not clear consensus on the definitions of
consolidation and researchers tend to choose definitions that may fit their research
questions.

1.2 The Needs of Fiscal Consolidation

Most of the developing countries are in the verge of severe budget deficit condition as
a result from the highly expansion fiscal acts which use to spur economic performance
in these countries. As to finance the deficit, these countries tend to borrow money
either domestically or externally or both. The availability of these financing sources
may spur the level of debt accumulation in these countries and leads to further
unhealthy budgetary balance © which drives these countries into the tunnel of
bankruptcy. Hence, a more directly and efficient act® should be adopted as a remedy
to avoid the up-shooting of reversed outcomes from fiscal expansions.

In year 2004, according to a speech given by Mr. Rodrigo de Rato, the Managing
Director of the International Monetary Fund in Spain, he mentions that the postponing

® As summarized by the European Commission.

" According to Easterly et al. (1994), healthy budgetary balance is required to achieve growth.

8 An act which may shorten the duration of the effectiveness outcomes as to avoid obstacles of economic
shocks should adopt.



of fiscal reforms and adjustments will end up paying a much higher price. Therefore,
the needs of fiscal consolidation are crucial and act as a direct and effective preventive
tool to reduce government budgetary deficit and debt accumulation especially for most
developing countries.

Figure 1.2 shows the trend of the average non-cyclical budget deficit across country
over the time period from 1980 to 2008 for 71 selected developing countries. There is
an apparent upward trend of negative budgetary balances since 1981 until 1999
especially during the period of economic crisis at late 1997 where most developing
countries are affected. This is because developing countries tend to implement
expansionary fiscal policies to counteract the negative impacts on economic growth
from the crisis. It is clear that the needs of fiscal adjustment are crucial in these periods
to control the budget deficit. Then, there is a downward trend after 1999 where the
economy condition may start to recover.

1.8%
1.6%
1.4%+

1.2%

NCBD

1.0%

0.8%

0.6%+

04% T T T T T T T T T T T T T T T T T T T T T T T T T T T T

Ll i e i o o i e el

Figure 1.2. Trend of Average Non-Cyclical Budget Deficit across 71 Developing
Countries
(Source: International Monetary Fund, 2009)

On the other hand, there is a drastically increases in debt accumulation among
developing countries in 1989 which almost reaches 100 per cent of debt® on average
as showed in Figure 1.3. Afterward, the debt shows a deceasing trend but still remains
in a higher range of percentage which is above 50 per cent of debt. This may also signal
the crucial needs of consolidation in developing countries. For specification, refer to
Table 3 in Appendices for the average level of budgetary condition and debt for the
selected developing countries in this study.

® The debt is represented the ratio of debt-to-GDP.



1.3 The Importance of Institutional Quality

It is worth to pay attention to the notion of institutions as it has earned its popularity
in recent literatures. The term typically refers to a wide range of structures that affect
economic outcomes such as contract enforcement, property rights, investor protection,
political system, and rule of law. As defining by North (1990), institutions are the
human constraints that structure political, economic, and social interactions which
consist of both formal rules and informal constraints. Formal rules are like property
rights, constitutions, and laws while informal constraints included unwritten taboos,
customs, traditions, and codes of conduct. Thus, quality of institutions will be affected
when the rules are persistently undergoing alteration or unrespectable, corruption
issues are uncontrollable, rule enforcements are fragile as well as indefinable of
property rights.
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Figure 1.3. Trend of Average Debt-to-GDP Ratio across 71 Developing Countries
(Source: International Monetary Fund, 2012)

In Figure 1.4, it is notably that the relationship between economic growth and
institutions is positive among developing countries which indicate that better
institutional quality tends to boost economic growth. This is consistent with the
empirical evidences found by La Porta et al. (e.g. 1997, 1998) and Acemoglu et al.
(e.g. 2001, 2002), who suggest two important facts. Firstly, institutions matter a great
deal for economic performances since 1990s as shown by Knack and Keefer (1995),
Mauro (1995), Tanzi and Davoodi (1997), and Hall and Jones (1999). Hence, problems
related to institutional quality may translate into an increased degree of uncertainty
that might send misleading signals to the market and affecting the productive economic
processes. In other words, poor quality of institutions may indeed manifest itself on
lower measured productivity in the institutionally intensive sectors, for variety of
reasons. 1 Furthermore, there is evidence shows that lacks of proper contract

10 For example, according to Cowan and Neut (2002), institutions may affect firms’ decisions on
production process.



enforcement will lead to significant distortion.!* Secondly, developed countries have
much better institutions than developing countries due to the progress of financial
development which aids in channeling resources to finance productive activities.
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Figure 1.4. Relationship between Institutional Quality and Economic Growth for
71 Developing Countries

(Sources: Real Gross Domestic Product per Capita Growth from World Development
Indicators and Institutional Quality from Political Risk Service Group)

In the literature of economics, political economy, and political science, the concept of
institutional quality has been translated into attempts to measure property rights and
governance. The World Bank has been taking greater efforts in exploring and
developing the ways to improve the governance in recent years. Some main
instruments are being used in the country diagnostic study, which may tabulate in-
depth results through country-specific survey of thousands of public-service users,
firms and public officials, in order to gather specific information about institutional
vulnerabilities in the country.

On the other hand, in the field of economic interactions, institutions are used to
decrease the problem of information asymmetry through channeling information about
market conditions, goods, and participants in order to achieve a comprehensive and
mutual co-operation among market actors. As stated by Rodrik et al. (2004), property
rights, contracts, and rule of laws are the most prominent institutions. This is because
effective and trustworthy property rights or rule of laws might aid in reducing the costs
of transaction which enhance the establishment of new businesses, facilitate the
emergence and functioning of markets and contribute to higher efficiencies. Besides,
high-quality institutions allow operation on larger scales and using of more efficient

1 Indeed, there is both macro-level (e.g. Blanchard and Kremer, 1997; Claessens and Laeven, 2003),
and micro-level evidences (e.g. McMillan and Woodruff, 1999; Johnson et al., 2002a, 2002b) that
institutional arrangements do influent agent’s behavior in important ways.
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technology instrument. This may increase productivity, improve competitiveness,
facilitate structural changes, and contribute to a better division of labor in national as
well as international contexts.

Above all, quality of institutions is resulted from the efficiency of the rule of economic
interactions and the effectiveness of their enforcement. Governance and the rule of
governance are particularly important for selection and designation of efficient rules,
their diffusion and finally, for their enforcement including surveillance, dispute
settlement, and sanctioning of violations. Specifically, according to Knack and Keefer
(1995), there are five major indicators that categorized to measure the institutional
quality of a country, namely (1) law and order, (2) bureaucracy quality, (3) corruption,
(4) government stability, and (5) democratic accountability.

Figure 1.5 and Figure 1.6 show the effects of institutional quality on the two indicators
of fiscal consolidation used in this study namely non-cyclical budget deficit and debt-
to-GDP ratio. Figure 1.5 shows that the budgetary conditions in developing countries
can be worsen by better institutions where well-established institutions may allow
these countries to strengthen their government expenditures without tax distortion.
Conversely, Figure 1.6 illustrates a clear negatively correlation between debt and
institutional quality which indicates that better institutions tend to reduce the level of
debt accumulation. This is true and explainable through a systematic debt repayment
system with good institutional governances.
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Figure 1.5. Effect of Institutional Quality on Non-Cyclical Budget Deficit for 71
Developing Countries
(Sources: Non-Cyclically Budget Deficit from International Monetary Fund and
Institutional Quality from Political Risk Services Group)

However, it materializes a contradiction in terms of theoretical perception between
budget deficit and debt, which appears to be positive related despites of institutional
framework. Hence, the role of institutional quality should be further explored as it may



help to solve the ambiguity in policy implementations under the study of fiscal
consolidation.
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Figure 1.6. Effect of Institutional Quality on Debt-to-GDP Ratio for 71
Developing Countries

(Sources: Debt-to-GDP Ratio from International Monetary Fund and Institutional
Quality from Political Risk Services Group)

1.4 Institutional Transmission Mechanism on Fiscal Consolidation and Debt-
Growth Nexus

As discussed earlier, quality of institutions may affect the successfulness of fiscal
consolidation process, but how it effects transmitted to the progress of consolidation
may not clearly define. Based on theoretical points of view, better institutional quality
may help to enhance the credibility of governance, policy transparency, and
enforceability which make fiscal policy rules become more effective and produce
better outcomes. In other words, better institutions may guarantee sound fiscal policies
in controlling the budgetary conditions of a country from highly deficits. The
increasing probability of fiscal distress can be significantly avoided with high quality
of institutions. This is because strong institutions may aid in fostering higher revenues
through an efficient and effective tax system where agents trust that taxes are collected
and used-unfairly and wisely ways. Thus, priory reformation in fiscal institutions
which associates with better fiscal performance would strengthen the credibility of
fiscal adjustment.

Besides, the institutional quality which proxies by law and order, democratic
accountability, bureaucratic quality, government stability, and corruption may also
help to improve the successfulness of fiscal consolidation. Better rule of law may limit
the power of rent-seeking vest interests, such as subsidies and transfers as suggested
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by Alesina and Perotti (1995) and Gupta et al. (2002),%2 on the total government
expenditures which may circumvent the occurrence of deficit bias (Lane and Tornell,
1998). Consequently, with weak institutions, the cut back of government spending on
vested interests may not help to mitigate the situation of fiscal deficit but further
impose negative burden on budgetary condition.

Nevertheless, in the cases of developing countries which provide higher level of
transfers and subsidies as to improve their nations’ welfare may increase the
probability of successful fiscal adjustment through legislative majority. A stable
government majority may effectively control over the fiscal decisions and its
importance on consolidation progress through government credibility. The study of
Bohn and Inman (1996) has proved that the stringency of balanced-budget rules able
to improve the fiscal policy discipline. This may affect the chances of successful fiscal
efforts. Conversely, coalition or minority governments are prone to fiscal indiscipline
due to short tenures and the difficulty of reaching an agreement among different
political parties. Hence, quality of institutions can be improved with the operation of
independent fiscal agencies in the assessment of fiscal development while fiscal
policies are in-charged by the elected representatives and this may aid in enhancing
the credibility of fiscal consolidation.

Moreover, a credible government may also ensure the effectiveness use of government
resources, implementation of sound microeconomic policies as well as reducing the
susceptibility of corruptions and abuses which aid in controlling the expenses of
government. Low corruption as one of the proxy of better institutions may able to
perform a lasting structural fiscal reform and positively enhance the probability of
continuing fiscal consolidation spell. Additionally, effective structural reforms can
support fiscal adjustment efforts through revenue mobilization which may help to
restrain the rise in long-term interest rates and debt servicing costs (IMF, 2009b). The
reformations can be efficiently implemented with democratic accountability especially
during the time of uncertainty where consensus for a prolonged fiscal effort is failed
to form. In advances countries, strong democratic institutions may encourage sound
fiscal policies in determining the overall macroeconomic stability and have positive
and robust effects in avoiding the situation of fiscal difficulties.

However, strong institutions are generally imposing greater rigor on fiscal policy
which may constrain the actions of government in times of fiscal duress and impeding
the fiscal adjustment processes. This is because both explicit and implicit constraints
on fiscal policies may result in less volatility in terms of discretionary changes in fiscal
policy. Thus, weak institutional frameworks which may provide authorities with more
flexibility in the adoption of unorthodox policies where governments are obliged to
break contract, imposed legal restriction, and violated property rights to accomplish
large and sustainable fiscal adjustment during times of crisis. In other words,
governments are allowed to take drastic actions especially in fiscally vulnerable

2 In economies transition, subsidies, tax breaks and directed credits which introduced by the authorities
are exploited by vested interests at the expenses of macroeconomic stability.
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countries as to ensure implementations of essential fiscal measures without influencing
the integrity of their legal and democratic frameworks.

Alternatively, institutional constraints may also affect the likelihood of successful
implementation of a public austerity program and determine whether a country might
fall into situations of fiscal distress in the first place or not. This also can be assists
through the clarification of contingent policies as well as the transparency of the
institutions. This is supported by Kilpatrick (2001) who finds that the trade-off
between credibility and flexibility can be alleviated by improving the transparency of
the budgetary process. Increases in fiscal transparency may provide a way for different
agents with more information about the intention behind a fiscal policy and the actual
action taken as well as the immediate and long-term consequences of specific policies
which may ease the task in forecasting fiscal policies, attributing fiscal outcomes to
policies, and also fiscal policies to political decisions. Hence, the investor uncertainty
in times of crisis and the risk of encountering institutional resistance will reduce with
a clear disclosure of government actions in necessary fiscal adjustment efforts.

On the other hand, Alt and Lassen (2006) and Fatas (2009) show that transparency
may help to reduce the level of debt. This is because more transparency can help to
lower the budget deficit by easily control the spending of government, thus the needs
of borrowing to finance over excessive spending can be eliminated. The level of debt
accumulation may also provide a further dimension of fiscal vulnerability, thus
reduction in the level of debt may help to sustain fiscal stabilities. Besides, the burden
of debt services may squeeze the discretionary spending to a low level and making
additional cuts in government outlay politically difficult. Moreover, good fiscal
governance and the existence of constraints as discussed earlier may also aid in
reducing the level of debt with restricted controls on government fiscal budgetary as
well as the restriction in debt-borrowing rules.

Conclusively, there are clear channels on how the quality of institutions influents the
fiscal consolidation progress in reducing the level of budget deficit as well as debt
accumulation which may significantly affect the growth performance of a country.
Strong and credible institutions can enhance the fiscal disciplines and effectively
increase the probability of achieving successful fiscal consolidation. However, in the
time of crisis, weak institutional quality which may provide flexibility is proven to be
more efficient in consolidation progress due to the wvolatility of policy
implementations.

1.5  Problem Statement
Since the global financial crisis in 2008, the US and the Eurozone seem to be either in

the middle of, or on the verge of, major sovereign debt crisis which leads to the
downgrading of the US credit rating from AAA to AA+* with a negative outlook for

13 A credit rating is issued by a credit rating agency (CRA) to justify the debt repayment ability of each
country.
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the first time in August 5, 2011. This may significant affect most of the developing
countries which economies are highly correlated to the economy-leading country such
as the US in terms of financial aid especially in sub-Saharan Africa.* Besides, the
2008 crisis also lead to a rapid spread of financial turmoil to developing countries via
their closely interconnected financial system as well as trading activities. For example,
there are severe impacts on exports and capital flows for commodity-based countries
namely Congo Republic, Guinea, Gabon, and Madagascar who are relying on
developed countries on their commodities exportations such as oil and textiles to cover
their domestic countries expenses. On the other hand, the capital inflows in developing
countries are also affected especially for oil industries and mineral producing countries
such as Cameroon, Guinea, Nigeria, Mauritania, Zambia, Tanzania, and Togo. This
may put a lot of pressures on developing countries in terms of losing financial aids,
reducing exporting revenues, and disruptions of capital flows which may worsen their
budgetary conditions as well as debt accumulation and eventually lead to the path of
easy defaulting and declaration of bankruptcy.

The country which faces bankruptcy may need to encounter several critical problems
such as stock market crashes and credits seize-up, failure of all financial institutions,
end of all government funded programs, mass rioting due to failure of daily demand
fulfilment, changes of democracy system to dictatorship, and hyperinflation. All these
consequences of country bankruptcy may further drive down the growth and
development of the country and trapped this country in economic distress situation for
a long period. Hence, precautionary move like fiscal consolidation to avoid the rise in
debt accumulation to the ceiling is a wiser decision compare to recovery steps after the
fall into bankruptcy.®® This is because the chances for a country to move on in the path
of growth is more rigid if the country goes bankrupt, thus precautionary is better than
solution. As to maintain a good fiscal consolidation status, good institutions may play
an important role as stated by Mulas-Granados (2003).

For example, a better law and order may help to evaluate the system of law,
conventions, and behaviors that support market economies, encourage investments,
and protect public goods which aid in fostering a more efficient public sector,
minimizing corruption, and translating it into better use of revenues and increased tax
collections. This may efficiently improve the budgetary conditions as well as the debt
accumulation of a country. Moreover, quality of democratic institutions and sound
bureaucracies may help to lower market risk and the needs of adjustment especially in
emerging-market countries. However, the scope regarding these issues in literature is
broad and lack of unified framework. Besides, the institutional quality are playing

14 Since 1970, the world’s rich countries agreed to give 0.7% of their gross national income (GNI) as
official international development aid to help the poor countries for development. The aid is come from
the Development Assistance Committee (DAC) which consists of 22 members of the OECD.

15 There is no much example of developing countries efforts on fiscal consolidation progress because
most of the developing countries with high debts may rely on the financial and debt aids from developed
countries to reduce their debt burdens especially during the non-crisis periods. However, the developing
countries might face severe bankruptcy problems when developed countries reduce their financial aids
during a crisis such as the global financial crisis in 2008. Hence, developing countries may no longer
rely on the aids and should prepare themselves on securing their budgetary as well as debt level in order
to avoid the verge of bankruptcy. Thus, fiscal consolidation programs are necessary to developing
countries to reduce their dependency on developed countries.

13



different roles in different country regimes such as developed and developing
countries, hence, the research question here is what is the role plays by institutional
quality in developing countries in the efforts to attain successful fiscal consolidation?

Secondly, the successful fiscal consolidation episodes may efficiently reduce the
deficit budgetary account as well as the debt accumulation. This may enhance their
credit ratings and accessibility to more financing sources with lower interest rates
which further encourage the implementation of growth development activities. In other
words, the reduction of debt accumulation as a result from successful consolidation is
closely related to the economic growth of a country. In the study of Reinhart and
Rogoff (2008) on the debt threshold estimation, they shows a simple correlation of
high debt level with slower growth, but they did not provide any evidence on causality
where economic downturn is more likely leads to higher debt level. Hence, this leads
to a question of whether the causality relations between debt and growth exist? If they
are existed, is debt accumulation will cause economic growth or the economic growth
will cause debt accumulation? These questions are still remained ambiguous and may
bring significant impact on the overall development of a country in terms of policy
implementations. This is because policymakers are concerned on the implementations
of pre-mature tightening due to the level of debt which might defeat the growth of a
country. This is crucial as different policies adoption inspired by the way of causation
to ensure the righteous acts.

On the other hand, institutional quality is considered has a significant impact on growth
as suggested by La Porta et al. (1997, 1998) and Acemoglu et al. (2001, 2002) while
it also may influence the performance of fiscal consolidation, hence the causality
effects between debt and growth might also be affected by the role plays by
institutional quality in developing countries. Thus, policymakers may interest to know
the causality effect between institutions and growth as well as institutions and debt to
aid in their policymaking decisions.

Lastly, there are several arguments on the complicated dynamic relations found by
some researchers regarding the issues of debt and growth. As documented in the
literatures, the relationships in the debt-growth nexus studies have provided
ambiguous results on whether debt has either positively or negatively influences on
growth. Hence, the study of threshold effect on debt-growth analysis which has been
popularized by Reinhart and Rogoff (2008) should be given much attention. In their
published findings, they suggest that the appropriate threshold for debt as to bring
negative effects on growth is the exceeding of 90 percentage point in debt while below
the threshold, debts may bring positive effects on growth. This is because sufficient
borrowing for a country may allow more fiscal expansionary policies to be
implemented to promote higher growth. However, over-borrowing might increase the
burden of a country in terms of debt services and repayment. Hence, this may bring
deleterious effects on growth. Nevertheless, the estimated threshold mentioned above
is more relevant to developed countries such as Organization for Economic Co-
operation and Development (OECD) countries and starts to be questioned in the study
of developing countries.
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Additionally, study from Caner, Grennes and Kdéhler-Geib (2010) on a selected 99
samples of developing and developed countries reports a threshold of 77 percentage
point of public debt where beyond this threshold will cost 0.017 percentage point of
annual real growth with an additional percentage point of debt. A smaller threshold is
typically found for emerging market with 64 percentage point of debt. This indicates
developed countries able to sustain growth with a larger burden of debt compare to the
less developed or emerging countries. Hence, it is worth to take note on the analysis
of threshold with cautionary as this may help in the decision of initiation of fiscal
consolidation process while sustaining the economic growth simultaneously.

However, there is no general consensus benchmark on the tipping point of the debt
level especially for developing countries. Hence, here rises a question on what is the
suitable benchmark of debt threshold for developing countries as a signal on their debt
accumulation? Furthermore, existing literature regarding the study on threshold
estimations on growth is employed a non-dynamic threshold model such as Reinhart
and Rogoff (2010), Hansen (1996, 2000), and Caner et al. (2010) where the
endogeneity of initial income is ignored in their estimations. This might lead to biased
estimates and misleading conclusions.

1.6 Objective of the Study

1.6.1 General Objective

The general objective of this study is to examine the effect of institutional
quality on fiscal consolidation and it influences on debt-growth nexus in
developing countries.

1.6.2 Specific Objectives

e  To examine the effect of institutional quality on the fiscal consolidation

program.

e  Toexamine the causality effect between debt level and economic growth
with the inference of institutional quality.

o To identify the threshold level of debt-to-GDP ratio in developing
countries.
1.7  Significance of the Study
Even though numerous studies (Lavigne, 2006; Tagkalakis, 2007; Ardagna, 2003,

2007; Fatas, 2009) have been conducted to investigate fiscal consolidation since last
decade, most of them are focused on OECD countries. However, the issues of debt
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accumulation in developing countries have becoming more crucial as the ability of
these countries in borrowing is increasing over time. Besides, most of the existing
studies are mainly focused on the determinants of the successfulness of fiscal
consolidation such as initial conditions, composition of consolidation, and the size of
consolidation. Nevertheless, the role of the institutional reforms on fiscal consolidation
is not that fully developed. It is crucial to investigate the effect of institutional quality
on the effort to achieve successful fiscal adjustment in developing countries. Hence,
in this study, a more comprehensive measure of institutional quality with the
aggregation of five major indicator namely corruption, law and order, bureaucratic
quality, government stability, and democratic accountability is used to capture the
overall effect of institutional quality on fiscal consolidation efforts.

First of all, the main focus in this study is on the endeavor of institutional reform to
achieve successful fiscal adjustment. Firstly, a joint-testing of all institutional factors
is conducted to scrutinize the overall effect of institutions to successful fiscal
consolidation. This may provide a more general and comprehensive view of the role
of institutions in developing countries and policymakers are provided some insight on
the importance of well-tuning their institutional level to aid in reducing budgetary as
well as debt level in developing countries. After that, each of the institutional factors
Is tested separately as to refine the recommendations regarding the area of institutional
vulnerability that should be addressed solely as part of fiscal consolidation strategies.
Thus, the role of institutional reform in reducing the consequences of high budget
deficit and high debt among developing countries is more visible. Policymakers can
able to detect and focus on a specific area on institutional reforms in order to secure
their budgetary and debt conditions effectively. In other words, this may provide a
clear guidance for policymakers in their policy designations especially regarding the
fiscal conditions.

Secondly, the issues of debt on growth have been gaining much attention recently
especially the study by Reinhart and Rogoff (2008) on their paper entitled “Growth in
a Time of Debt” (GITD). However, the causality relations between debt and growth
are still not well-discussed. Thus, this study intends to fill the gap in the literature by
analyzing the causality relations between debt and growth with the inference of
institutions variable. This might aid in the process of policy-making because the way
of causation between debt and growth might inspire policymakers on the choice of
policy implementation in order to well-turn the economy conditions of a country. For
example, if debt causes growth, policymakers may only need to focus on their debt
managements either on restraining or requiring debt in order to attain their economic
policy goals. While if growth causes debt, policymakers should focus on their fiscal
policy especially on fiscal expenditures in order to avoid over-accumulates of debt due
to their goals of economy development. Hence, these may provide a clear guidance to
policymakers in terms of policy implementations.

Besides, this study is different from the existing studies due to the inclusion of
institutions indicator to examine the influence of institutional quality on the causation
between debt and growth in developing countries. This is because the role institutional
quality is considered important in influencing the economic growth as well as the
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accumulation of debt level in developing countries. For example, better institutional
quality may enhance the credibility of the developing countries in terms of business
operations and management which build up the confidence of creditors to lend to these
countries. Thus, with better financial availability, these countries may adopt various
expansionary policies to enhance their growth. On the other hand, better institutions
may also lead to better growth developments which strengthen the economy conditions
in developing countries, hence, these countries may reduce their dependency on
outside financing sources.

Lastly, the existing studies on fiscal consolidation and debt-growth nexus are mainly
focused on developed countries such as OECD countries, while researchers have not
treated developing countries in much detail in both issues. It is acknowledgeable that
the structure of developed countries is significantly different from the developing
countries. Hence, the debt threshold level found by Reinhart and Rogoff (2008) in
developed countries might not be applicable to developing countries as a benchmark
due to the difference in economic and political structures. Thus, this study provides
threshold level of debt for developing countries in the study of debt-growth nexus. In
addition, the application of dynamic threshold modeling on the debt-growth nexus
provides more reliable debt threshold estimation. This is crucial in order to give a clear
insight to policymakers with respect to debt accumulation in developing countries to
avoid pre-mature tightening policies.

1.8  Organization of the Study

The remainder of the study is organized as follows. Chapter 2 reviews the existing
literature. Chapter 3 focuses on the effect of institutional quality on fiscal consolidation
progress. Chapter 4 discusses the causation effect between debt-growth nexus. Chapter
5 shows the debt threshold estimation on debt-growth model and Chapter 6 concludes
and summarizes the empirical results with its implications and suggestions for further
studies in this area.

17



REFERENCES

Abiad, A., Baig, T. (2005). Underlying factors driving fiscal effort in emerging market
economies. Working Paper No. 05/106, International Monetary Fund.

Acemoglu, D. (2003). Cross-country inequality trends. Economic Journal, Royal
Economics Society. 113(485): 121-149.

Acemoglu, D., Johnson, S., Robinson, J.A. (2001). The colonial origins of comparative
development: an empirical investigation. American Economic Review. 91:
1369-140.

Acemoglu, D., Johnson, S., Robinson, J.A. (2002). Reverse of fortune: geography and
institutions in the making of the modern world income distribution. Quarterly
Journal of Economics. 117: 1231-1294.

Acemoglu, D., Robinson J.A. (2008). Persistence of power, elites, and institutions.
American Economic Review. 98(1): 267-293.

Adam, C.S., Bevan, D.L. Staying the course: maintaining fiscal control in developing
countries. Paper prepared for the Brookings Institution Trade Forum
Conference. 2003.

Adam, C.S., Bevan, D.L. (2005). Fiscal deficits and growth in developing countries.
Journal of Public Economics. 89: 571-597.

Agénor, P.R., Montiel, P. (1996). Development macroeconomics. Princeton University
Press.

Aghion, P., Kharroubi, E. (2007). Cyclical macro policy and industry growth: the
effect of countercyclical fiscal policy. Working Paper, Harvard University.

Ahrend, R., Catte, P., Price, R. (2006). Interactions between monetary and fiscal
policy: how monetary conditions affect fiscal consolidations. Working Paper
No. 521, OECD Economics Department.

Al-Marhubi, F. (2004). The determinants of governance: a cross-country analysis.
Comptemporary Economy Policy. 22(3): 394-406.

115



Alesina, A., Ardagna, S. (1998). Tales of fiscal adjsutments. Economic Policy. 13(27):
487-545.

Alesina, A., Ardagna, S., Perotti, R., Schiantarelli, F. (2002). Fiscal policy, profits, and
investment. American Economic Review. 92(3): 571-589.

Alesina, A., Ardagna, S., Trebbi, F. (2006). Who adjusts and when? On the political
economy of stabilizations. IMF Staff Papers. 53: 1-49.

Alesina, A., Bayoumi, T. (1996). The costs and benefits of fiscal rules: evidence from
the U.S. states. Working Paper No. 5614, NBER.

Alesina, A., Drazen, A. (1991). Why are stabilizations delayed? American Economic
Review. 81(5): 1170-1188.

Alesina, A., Perotti, R. (1995). Fiscal expansions and adjustments in OECD countries.
Economic Policy. 21: 207-247.

Alesina, A., Perotti, R. (1996). Fiscal adjustments in OECD countries: composition
and macroeconomic effects. Working Paper No. 5730, NBER.

Alesina, A., Perotti, R. (1997). The welfare state and competitiveness. American
Economic Review. 87: 921-939.

Alesina, A., Perotti, R. (1997a). Fiscal adjustments in OECD countries: composition
and macroeconomic effects. IMF Staff Papers. 44(2): 210-248.

Alesina, A., Perotti, R., Tavares, J. (1998). The political economy of fiscal
adjustments. Brookings Papers on Economic Activity. 0(1): 197-266.

Alesina, A., Tabellini, G. (1989). External debt, capital flight and political risk.
Journal of International Economics. 27: 199-220.

Alesina, A., Tabellini, G. (1990). A positive theory of fiscal deficits and government
debt. Review of Economic Studies. 57: 403-414.

Alesina, A., Tabellini, G. (2005). Why is fiscal policy often procyclical? Discussion
Paper No. 2090, Harvard Institute of Economic Research.

116



Alonso-Borrego, C., Arellano, M. (1999). Symmetrically normalized instrumental-
variable estimation using panel data. Journal of Business and Economic
Statistics. 17: 36-49.

Alt, J.E., Lasser, D.D. (2006). Fiscal transparency, political parties and debt in OECD
countries. European Economic Review. 50(6).

Altonji, J.G., Segal, L.M. (1996). Small-sample bias in GMM estimation of covariance
structures. Journal of Business and Economic Statistics. 14: 353-366.

Andersen, T.G., Sorensen, B.E. (1996). GMM estimation of a stochastic volatility
model: a Monte Carlo study. Journal of Business and Economic Statistics.
14(3): 328-352.

Anderson, T.W., Hsiao, C. (1981). Estimation of dynamic models with error
components. Journal of the American Statistical Association. 76: 598-606.

Anderson, T.W., Hsiao, C. (1982). Formulation and estimation of dynamic models
using panel data. Journal of Econometrics. 18: 67-82.

Ardagna, S. (2004). Fiscal stabilizations: when do they work and why. European
Economic Review. 48(5): 1047-1074.

Ardagna, S. (2007). Determinants and consequences of fiscal consolidations in OECD
countries. Cambridge, MA:Harvard University Press.

Ardagna, S., Caselli, F., Lane, T. (2004). Fiscal discipline and the cost of public debt
service: some estimates for OECD countries. Working Paper 10788, NBER.

Arellano, M. (2003). Panel data econometrics. Oxford: Oxford University Press.

Arellano, M., Bond, S. (1991). Some tests of specification for panel data: monte carlo
evidence and an application to employment equations. Review of Economic
Studies. 58: 277-297.

Arellano, M., Bond, S. (1998). Dynamic panel data estimation using DPD98 for
gauss: a guide for users. Memo.

117



Arellano, M., Bover, O. (1995). Another look at the instrumental variables estimation
of error component models. Journal of Econometrics. 68: 29-51.

Arndt, C., Oman, C. (2008). The politics of governance ratings. Available at:
http://www.oecd.org/dataoecd/21/17/40037711.pdf

Arslanalp, S., Henry, P.B. (2006). Policy watch: debt-relief. Journal of Economic
Perspectives. 20(1): 207-220.

Aschauer, D.A. (2000). Do states optimize? Public capital and economic growth. The
Annals of Regional Science. 34(3): 343-363.

Aschauer, D.A., Greenwood, J. (1985). Macroeconomic effects of fiscal policy.
Journal of Monetary Economics (Supplement). 23: 91-138.

Auerbach, AJ., Kotlikoff, L.J. (1987). Dynamic fiscal policy. Cambridge, MA:
Cambridge University Press.

Azman-Saini, W.N.W., Baharumshah, A.Z., Law, S.H. (2010). Foreign direct
investment, economic freedom and economic growth: international evidence.
Economic Modelling. 27(5): 1079-1089.

Baldacci, E., Kumar, M. (2010). Fiscal deficits, public debt and sovereign bond yields.
Working Paper, International Monetary Fund, Washington.

Ball, L., Mankiw, N.G. (1995). Relative-price changes as aggregate supply shocks.
Quarterly Journal of Economics. 110(1): 161-193.

Baum, A., Checherita-Westphal, C., Rother, P. (2012). Debt and growth: new evidence
for the Euro area. Working Paper Series No. 1450, European Cenrtal Bank.

Barro, R.J. (1979). On the determination of the public debt. Journal of Political
Economy. 87: 940-971.

Barro, R.J. (1989). The Neoclassical Approach to Fiscal Policy. In R. Barro. Modern
Business Cycle Theory (Chapter 5). Cambridge, MA: Harvard University
Press.

118



Barro, R.J. (1995). Optimal debt management. Working Paper No. 5327, NBER.

Bassanini, A., Scarpetta, S., Hemmings, P. (2001). Economic growth: the role of
policies and institutions. Working Papers No0.283, OECD Economics
Department.

Beck, T., Levine, R., Loayza, N. (2000). Finance and the sources of growth. Journal
of Financial Economic. 58(1-2): 261-300.

Bertola, G., Drazen, A. (1993). Trigger points and budget cuts: explaining the effects
of fiscal austerity. American Economic Review. 83: 11-26.

Bick, A. (2007). Pitfalls in panel threshold models: the role of regime dependent
intercepts. Working Paper, Goethe University.

Bick, A. (2010). Threshold effects of inflation on economic growth in developing
countries. Economics Letters. 108(2): 126-129.

Bjornksov, C. (2006). The multiple facets of social capital. European Journal of
Political Economic. 22(1): 22—-40.

Blanchard, O. (1990). Comment on Giavazzi and Pagano. In O. Blanchand & S.
Fischer. National Bureau of Economic Research Macroeconomic Annual (pp.
111-116).

Blanchard, O., Kremer, M. (1997). Disorganization. Quarterly Journal of Economics.
112: 1091-1126.

Blinder, A.S., Solow, R.M. (1973). Does fiscal policy matter. Journal of Public
Economics. 2: 318-337.

Blundell, R., Bond, S. (1998). Initial conditions and moment restrictions in dynamic
panel data models. Journal of Econometrics. 87: 115-143.

Blundell, R., Bond, S., Windmeijer, F. (2000). Estimation in dynamic panel data
models: improving on the performance of the standard GMM estimators.
Working Paper No. WP00/12, The Institute for Fiscal Studies.

119



Bohn, H., Inman, R.P. (1996). Balanced-budget rules and public deficits: evidence
from the U.S. state. Carnegie Rochester Conference Series on Public Policy.
45.

Bowsher, C. (2002). On testing overidentifying restrictions in dynamic panel data
models. Economics Letters. 77(2): 211-220.

Bradley, J., Whelan, K. (1997). The Irish expansionary fiscal contraction: a tale from
one small European economy. Economic Modelling. 14(2): 175-210.

Briotti, G. (2004). Fiscal adjustment between 1991 and 2002: stylised facts and policy
implications. Occasional Papers No. 9, ECB.

Buchanan, J.M. (1958). Public principles of public debt. Homewood, Il1.:Irwin.

Burnside, C., Eichenbaum, M., Kleshchelski, 1., Rebelo, S. (2011). Do peso problems
explain the returns to the carry trade? Review of Financial Studies. 24: 853-
891.

Caner, M., Hansen, B. (2004). Instrumental variable estimation of a threshold model.
Econometric Theory. 20: 813-843.

Caner, M., Grennes, T., Koehler-Geib, F. (2010). Finding the tipping point - when
sovereign debt turns bad. Policy Research Working Paper Series 5391, The
World Bank.

Cecchetti, S.G., Mohanty, M.S., Zampolli, F. (2011). The real effects of debt. Working
Papers No. 352, BIS.

Chang, T., Chiang, G. (2009). The behavior of OECD public debt: a panel smooth
transition regression approach. The Empirical Economics Letters. 8(1).

Checherita, C., Rother, P. (2010). The impact of high and growing government debt
on economic growth: an empirical investigation for the euro area. Working
Paper Series 1237, European Central Bank.

Chong, A., Calderon, C. (2000). Causality and feedback between institutional
measures and economic growth. Economics and Politics. 12(1): 69-81.

120



Chowdhury, A.R. (2001). External debt and growth in developing countries: a
sensitivity and causal analysis. Discussion Paper, 2001/95, United Nations
University/World  Institute  for Development Economics Research
(UNU/WIDER).

Chowdhury, A.R. (2004). External debt, growth and the HIPC initiative: is the country
choice to narrow? In T. Addison, H. Hansen, & F. Tarp. Debt relief for poor
countries (Chapter 8, pp. 158-180). New York: Palgrave Macmillan.

Claessens, S., Laeven, L. (2003). Financial development, property rights and growth.
Journal of Finance. 58: 2401-2436.

Clements, B., Bhattacharaya, R., Nguyen, T.Q. (2003). External debt, punlic
investment, and growth in low-income countries. Working Paper 03/249,
International Monetary Fund.

Cochrane, J. (2010). Understanding policy in the great recession: some unpleasant
fiscal arithmetic. Working Paper, Chicago: University of Chicago Press.

Cohen, D. (1993). Low investment and large LDC debt in the 1980s. American
Economic Review. 83(3): 437-449.

Cohen, D. (1997). Growth and external debt: a new perspective on the African and
Latin American tradegies. Discussion Paper No. 753, Centre for Economic
Policy Research.

Cole, H.L., Kehoe, T.J. (2000). Self-fulfilling debt crisis. Review of Economic Studies.
67.

Cordella, T., Ricci, A., Ruiz-Arranz, M. (2005). Debt overhang or debt irrelevance?
Revisiting the debt growth link. Working Paper 05/223, International Monetary
Fund.

Cournede, B., Gonard, F. (2006). Restoring fiscal sustainability in the Euro area: raise
taxes or curb spending. Working Papers No. 520, OECD Economics
Department.

Cowan, K., Neut, A. (2002). Intermediate goods, institutions, and output per worker.
Mimeo, MIT.

121



Cuaresma, J.C., Silgoner, M.A. (2004). Growth effects of inflation in Europe: how low
is too low, how high is too high? Department of Economics Working Paper
0411, University of Vienna.

Darby, J., Muscatelli, V., Roy, G. (2005). Fiscal consolidation and decentralization: a
tale of two tiers. Fiscal Studies. 26: 169-195.

de Mello, L., Kongsrud, P.M., Price, R. (2004). Saving behaviour and the effectiveness
of fiscal policy. Working Papers No. 397, OECD Economics Department.

Diamond, P.A. (1965). National debt in a neoclassical growth model. American
Economic Review. 55: 1126-1150.

Dincecco, M. (2010). The political economy of fiscal prudence in historical
perspective. Economics and Politics. 22(1): 1-36.

Doornik, J., Arellano, M., Bond, S. (2002). Panel data estimation using DPD for Ox.
DPD Package Manual. Available at: http://www.nuff.ox.ac.tk/Users/Doornik.

Dotsey, M. (1994). Some unpleasant supply side arithmetic. Journal of Monetary
Economics. 507-524.

Drukker, D., Gomis-Proqueras, P., Hernandez-Verme, P. (2005) Threshold effects in
the relationship between inflation and growth: a new panel-data approach.
Working Paper.

Easterly, W.R. (2001). Growth implosions and debt explosions: do growth slowdowns
cause public debt crises? Contributions to Macroeconomics. 1(1): Art. 1.

Easterly, W.R. (2002). The cartel of good intentions: the problem of bureaucracy in
foreign aid. Journal of Policy Reform. 5(4): 223-250.

Easterly, W.R., Rodriguez, C.A., Schmidt-Hebbel, K. (1994). Public Sector Deficits
and Macroeconomic Performance. Washington: The World Bank.

Elbadawi, 1., Ndudu, B., Ndung'u, N. (1997). Debt overhang and economic growth in
Sub-Saharan Africa. In Z. Igbal&K. Ravi. External finance for low income
countries. Washington DC: IMF Institute.

122



Elmendorf, D., Mankiw, N.G. (1999). Government debt. In J.B. Taylor & M.
Woodford. Handbook of Macroeconomics (1c). Amsterdam: North-Holland.

Eng, Y.K., Habibullah, M.S. (2011). Financial development and economic growth
nexus: another look at the panel evidence from different geographical regions.
Banks and Bank System. 6(1): 62-71.

Engen, E., Hubbard, R. G. (2004). Federal government debt and interest rates. NBER
Macroeconomic Annual.

European Commission (2007). Lessons from successful fiscal consolidations in public
finances in EMU. 171-209.

Evans, P., Rauch, J.E. (1999). Bureaucracy and growth: a cross-national analysis of
the effects of 'Weberian' state structures on economic growth. American
Sociological Review. 64(5): 748-765.

Evans, P., Rauch, J.E. (2000). Bureaucratic structure and bureaucratic performance in
less developed countries. Journal of Public Economics. 75: 49-71.

Eyraud, L., Weber, A. (2013). The challenge of debt reduction during fiscal
consolidation. IMF Working Paper No. 13/67.

Fabrizio, S., Mody, A. (2006). Can budget institutions counteract political
indiscipline? Economy Policy. 21(48): 690-739.

Fasu, A.K. (2007). Fiscal allocation for education in Sub-Saharan Africa: implications
of the external debt service constraint. World Development. 35(4): 702-713.

Fatas, A. (2009). Fiscal policy institutions and outcomes in advanced and emerging
economies. Manuscript.

Foster, N. (2006). Exports, growth and threshold effects in Africa. Journal of
Development Studies. 42(6): 1056-1074.

Gale, W.G., Orszag, P.R. (2003). The administration's proposal to cut dividend and
capital gains  taxes. Tax  Policy Center.  Available at:
http://www.brook.edu/views/papers/gale/20030113.htm.

123



Gale, W.G., Orszag, P.R. (2004). Budget deficits, national saving and interest rates.
Brookings Papers on Economic Activity 2.

Giavazzi, F., Pagano, M. (1990). Can severe fiscal contractions be expansionary?
Tales of two small European countries. NBER Macroeconomics Annual. 95-
122. Cambridge, MA: MIT Press.

Giavazzi, F., Pagano, M. (1996). Non-keynesian effects of fiscal policy changes:
international evidence and the Swedish experience. Swedish Economic Policy
Review. 3(1): 67-112.

Girouard, N., Price, R. (2004). Asset price cycles, "one-off" factors and structural
budget balances. Working Papers No. 391, OECD Economics Department.

Gonzaélez, A., Terasvirta, T., van Dijk, D. (2005). Panel smooth transition regression
models. Research Paper Series 165, Quantitative Finance Research Centre,
University of Technology, Sydney.

Guichard, S., Kennedy, M., Wurzel, E., Andre, C. (2007). What promotes fiscal
consolidation: OECD country experiences. Working Papers No0.553, OECD
Economics Department.

Gupta, S., Clements, B., Baldacci, E., Mulas-Granados, C. (2004) The persistence of
fiscal adjustments in developing countries. Applied of Economic Letters. 11:
209-212.

Gupta, S., Verhoven, M., Tiongson, E. (2002). The effectiveness of government
spending on education and health care in developing and transition economies.
European Journal of Polictical Economy. 18(4): 717-737.

Hall, R., Jones, C. (1999). Why do some countries produce so mch more output per
worker than others? Quarterly Journal of Economics. 114: 83-116.

Hansen, B.E. (1996). Inference when a nuisance parameter is not identified under the
null hypothesis. Econometrica. 64: 414-430.

Hansen, B.E. (1999). Threshold effects in non-dynamic panels: estimation, testing and
inference. Journal of Econometrics. 93: 345-368.

124



Hansen, B.E. (2000). Sample splitting and threshold estimation. Econometrica. 68:
575-603.

Hansen, H. (2004). The impact of external aid and external debt on growth and
investment. In T. Addison, H. Hansen., & F. Tarp. Debt relief for poor
countries (Chapter 7, pp. 134-157). New York: Palgrave Macmillan.

Hansen, L.P. (1982). Large sample properties of generalized method of moments
estimators. Econometrica. 50(4): 1029-1054.

Hayakawa, K. (2006). Efficient GMM estimation of dynamic panel data models where
large heterogeneity may be present. Hi-Stat Discussion Paper No. 130,
Hitotsubashi University.

Hayashi, F. (2000). Econometrics. Princeton University Press.

Hemming, R., Michael, K., Axel, S. (2003). Fiscal vulnerability and financial crises
in emerging market economies. IMF Occasional Paper No. 218, International
Monetary Fund, Washington.

Heylen, F., Everaert, G. (2000). Success and failure of fiscal consolidations in the
OECD: a multivariate analysis. Public Choice. 105: 103-124.

Heylen, F., Hoebeeck, A., Buyse, T. (2013). Government efficiency, institutions, and
the effects of fiscal consolidation on public debt. European Journal of Political
Economy. 31: 40-59.

Holtz-Eakin, D., Newey, W.K., Rosen, H.S. (1988). Estimating vector autoregressions
with panel data. Econometrica. 56: 1371-1395.

Holtz-Eakin, D., Newey, W.K., Rosen, H.S. (1989). Implementing causality tests with
panel data, with an example from local public finance. Technical Working
Papers 0048, NBER.

Hsiao, C. (1986). Analysis of Panel Data. Econometric Society Monographs No. 11.
New York: Cambridge University Press.

Hurlin. (2004). Testing granger causality in heterogeneous panel data models with
fixed coefficients. Mimeo, University of Orleans.

125



Hurlin, V. (2001). Granger causality tests in panel data models with fixed coefficients.
Working Paper Eurisco 2001-09, Universite Paris IX Dauphine.

Hyden, G., Court, J., Mease, K. (2003). The bureaucracy and governance in 16
developing countries. World Governance Survey Discussion Paper 7, Overseas
Development Institute.

Im, K., Pesaran, H., Shin, Y. (2003). Testing for unit root in heterogeneous panels.
Journal of Econometrics. 115: 53-74.

Imbs, J., Ranciere, R. (2005). The overhang hangover. Working Paper 3673, World
Bank Policy Research.

Imbs, J., Ranciere, R. (2009). The overhang hangover. Journal of Development
Economics, forthcoming.

International Monetary Fund. (2003a). Growth and institutions. World Economic
Outlook, Chapter 111, April.

International Monetray Fund. (2009). Fiscal rules - anchoring expectations for
sustainable public finances. Fiscal Affairs Department, International Monetary
Fund.

International Monetray Fund. (2009b). IMF Country Report No. 09/215. IMF, July
2009. Available at: http://www.imf.org/external/pubs/ft/ser/2009/cr09215.pdf.

Irons, J.S., Bivens, J. (2010). Government debt and economic growth. Economic
Policy Institute Briefing Paper 271.

Jalles, J.T. (2011). The impact of democracy and corruption on the debt-growth
relationship in developing countries. Journal of Economic Development. 36(4):
41-72.

Jayachandran, S., Kremer, M. (2006). Odious debt. American Economic Review.
96(1): 82-92.

Jodice, D., Taylor, C. (1983). The World Handbook of Political and Social Indicators
I1l. In A. Arbor. Inter-University Consortium for Political and Social
Research. New Haven: Yale University Press.

126



Johnson, S., McMillan, J., Woodruff, C. (2002a). Courts and relational contracts.
Journal of Law, Economics and Organization. 18: 221-277.

Johnson, S., McMillan, J., Woodruff, C. (2002b). Property rights and finance.
American Economic Review. 92: 1335-1356.

Kaufmann, D., Kraay, A., Mastruzzi, M. (2008).Governance matters VII: aggregate
and individual governance indicators, 1996-2007. Working Paper No. 4654,
World Bank Policy Research.

Kaufmann, D., Kraay, A., Zoido-Lobaton, P. (1999). Governance matters. Policy
Research Working Paper No. 2195,The World Bank, Washington D.C.

Kilpatrick, A. (2001). Transaprent frameworks, fiscal rules and policy making under
uncertainty. In B. d'ltalia. Fiscal rules. Proceedings of a Research Department
Public Finance Workshop.

Khan, M.S., Senhadji, A.S. (2001). Threshold effects in the relationship between
inflation and growth. IMF Staff Paper 48(1). 1-21.

Knack, S., Keefer, P. (1995). Institutions and economic performance: cross-country
tests using alternative institutional measures. Economics and Politics. 207-227.

Koen, V., van den Noord, P. (2005). Fiscal gimmickry in Europe: one-off measures
and creative accounting. Working Papers No. 417, OECD Economics
Department.

Konya, K. (2004). Unit-root, cointegration and granger causality test results for export
and growth in OECD countries. International Journal of Applied Econometrics
and Quantitative Studies. 1(2): 67-94.

Kormendi, R.C., Meguire, P.G. (1985). Macroeconomic determinants of growth:
cross-country evidence. Journal of Monetary Economics. 141-163.

Kremer, S., Bick, A., Nautz, D. (2009). Inflation and growth: new evidence from a
dynamic panel threshold analysis. SFB 649 Discussion Paper 2009-036.
Available at: http://ideas.repec.org/a/pal/imfstp/v48y2001ilpl.html

127



Kremer, S., Bick, A., Nautz, D. (2013). Inflation and growth: new evidence from a
dynamic panel threshold analysis. Empirical Economics. 44(2): 861-878.

Krugman, P. (1988). Financing vs. forgiving a debt overhang: some analytical issues.
Journal of Development Economics. 29(3): 253-268.
Krugman, P. (2010). Reinhart and Rogoff Are Confusing Me, New York Times, 11
August.

Kumar, M., Woo, J. (2010). Public debt and growth. Working Paper 10/174,
International Monetary Fund.

La Porta, R., Lopez-de-Silanes, F., Shleifer, A., Vishny, RW. (1997). Legal
determinants of external finance. Journal of Finance. 52: 1131-1150.

La Porta, R., Lopez-de-Silanes, F., Shleifer, A., Vishny, R.W. (1998). Law and
finance. Journal of Political Economy. 106: 1113-1155.

Lambertini, L., Tavares, J. (2003). Exchange rates and fiscal adjustments: evidence
from the OECD and implications for EMU. Boston College Working Papers in
Economics 576, Boston College Department of Economics.

Lambertini, L., Tavares, J. (2005). Exchanges rates and fiscal adjustments: evidence
from the OECD and implications for the EMU. Contributions to
Macroeconomics. 5(1): Art. 11.

Lane, P.R. (2004). Empirical perspectives on long-term external debt. Topic in
Macroeconomics. 4(1).

Lane, P.R., Tornell, A. (1998). Why aren't savings rates in Latin America procyclical?
Journal of Development Economics. 57(1): 185-199.

Langbein, L., Knack, S. (2010). The Worldwide Governance Indicators: six, one, or
none? Journal of Development Studies. 46(2): 350-370.

Larch, M., Turrini, A. (2008). Received wisdom and beyond: lessons from fiscal
consolidations in the EU. Economic Papers No. 320, European Economy.

Laubach, T. (2009). New evidence on the interest rate effects of budget deficit and
debt. Journal of the European Economic Association. 7(4).

128


http://krugman.blogs.nytimes.com/2010/08/11/reinhart-and-rogoff-are-confusing-me/

Lavigne, R. (2006). The institutional and political determinants of fiscal adjustment.
Working Paper 2006-1, Bank of Canada.

Leachman, L.L., Rosas, G., Lange, P., Bester, A. (2007). The political economy of
budget deficits. Economics and Politics. 19(3): 369-420.

Levine, R., Renelt, D. (1992). A sensitivity analysis of cross-country growth
regressions. American Economic Review. 82: 942-963.

Levine, R., Loayza, N., Beck, T. (2000). Financial intermediation and growth:
causality and causes. Journal of Monetary Economics. 46(1): 31-77.

Mankiw, N.G., Romer, D., Weil, D.N. (1992). A contribution to the empirics of
economic growth. Quarterly Journal of Economics. 107: 407-437.

Mauro, P. (1995). Corruption and growth. Quarterly Journal of Economics. 110: 681-
712.

McDermott, J., Wescott, R. (1996). An empirical analysis of fiscal adjustments. IMF
Staff Papers. 43(4): 723-753.

McMillan, J., Woodruff, C. (1999). Interfirm relationships and informal credit in
Vietnam. Quarterly Journal of Economics. 114: 1285-1320.

Meade, J.E. (1958). Is the national debt a burden? Oxford Economic Papers. 10(2):
163-183.

Miller, M., Skidelsky, R., Weller, P. (1990). Fear of deficit financing - is it rational?
In R. Dornbusch & M. Draghi. Public debt management: theory and history.
Cambridge University Press.

Modigliani, F. (1961). Long-run implications of alternative fiscal policies and the
burden of the national debt. Economic Journal. 71: 730-755.

Modigliani, F. The life cycle hypothesis of saving, the demand for wealth and the
supply of capital. Paper presented to the Rome Congress of Economic Society.
1965.

129



Mulas-Granados, C. (2003). The political and economic determinants of fiscal
adjustments in Europe. European Political Economy Review. 1(1): 33-64.

Nickel, C., Rother, P., Zimmermann, L. (2010). Major public debt reductions: lessons
from the past, lessons for the future. ECB Working Paper, No 1241.

Nickell, S.J. (1981). Biases in dynamic models with fixed effects. Econometrica.
49(6): 1417-1426.

North, D.C. (1990). Institutions, Institutional Change, and Economic Performance.
Cambridge University Press.

Obstfeld, M. (1998). Comment on Alesina, Perotti and Tavares. Brookings Papers on
Economic Activity 1. 249-254.

OECD. (2012). Fiscal consolidation: how much is needed to reduce debt to a prudent
level? OECD Department Policy Notes, No. 11.

OECD Economic Outlook. (2007). Volume 2007 Issue 1. ISBN: 9789264034495,
OECD code: 122007021P1.

Ogunmuyiwa, M.S. (2011). Does external debt promote economic growth in Nigeria?
Current Research Journal of Economic Theory. 3(1): 29-35.

Orszag, P., Rubin, R., Sinai, A. (2004). Sustained budget deficits: longer-run U.S.
economic performance and the risk of financial and fiscal disarray. Paper
presented at the AEA-NAEFA Joint Session, Allied Social Science
Associations Annual Meetings, The Andres Brimmer Policy Forum, National
economic and financial policies for growth and stability. January 5.

Panizza, U., Presbitero, F. (2012). Public debt and economic growth: is there a causal
effect? Working Papers 65, Mo.Fi.R.

Pattillo, C.A., Poirson, H., Ricci, L.A. (2002). External debt and growth. Working
Paper 02/69, International Monetary Fund.

Pattillo, C.A., Poirson, H., Ricci, L.A. (2004). What are the channels through which
external debt affects growth? IMF Working Paper 04/15, International
Monetary Fund.

130



Perotti, R. (1996). Fiscal consolidation in Europe: composition matters. American
Economic Review. 86(2): 105-110.

Perotti, R. (1999). Fiscal policy when things are going badly. Quarterly Journal of
Economics. 114: 1399-1436.

Persson, T., Tabellini, G. (2000). Political economics - explaining economic policy.
MIT Press.

Pinho, M.M. (2004). Political models of budget deficits: a literature review. FEP
Working Papers 138, Universidade do Porto, Faculdade de Economia do Porto.

Presbitero, A.F. (2006). The debt-growth nexus: a dynamic panel data estimation.
Rivista Italiana degli Economisti. 11(3): 417-462.

Presbitero, A.F. (2008). The debt-growth nexus in poor countries: a reassessment.
Economics: The Open-Access, Open-Assessment E-Journal. 2(30).

Political Risk Services. (2002). International Country Risk Guide. Available at:
http://www.icrgonline.com.

Rajan, R.G. (2005). Debt relief and growth. Finance and Development. 42(2): 56.

Reinhart, C.M., Rogoff, K.S. (2008). The forgotten history of domestic debt. Working
Paper 13946, NBER.

Reinhart, C.M., Rogoff, K.S. (2009). The aftermath of financial crises. American
Economic Review. 99(2): 466-472.

Reinhart, C.M., Rogoff, K.S. (2010). Growth in a time of debt. American Economic
Review. 100(2): 1-9.

Reinhart, C.M., Rogoff, K.S., Savastano, M. (2003). Debt intolerance. Working Paper
No. 9908, NBER.

Rigobon, R., Rodrik, D. (2004). Rule of law, democracy, openness, and income:
estimating the interrelationships. Working Paper No. 10750, NBER.

131



Rodrik, D., Subramanian, A., Trebbi, F. (2002). Institutions rule: the primacy of
institutions over geography and integration in economic development.
Working Paper No. 02/189, International Monetary Fund.

Rodrik, D., Subramanian, A., Trebbi, F. (2004). Institutions rule: the primacy of
institutions over geography and integration in economic development. Journal
of Economic Growth. 9: 131-165.

Rogoff, K., Sibert, A. (1988). Elections and macroeconomic policy cycles. Working
Paper No. 1838, NBER.

Roodman, D. (2009). A note on the theme of too many instruments. Oxford Bulletin
of Economics and Statistics. 71(1): 135-158.

Roubini, N., Sachs, J. (1989). Government spending and budget deficits in the
industrial countries. Economy and Policy. 8: 99-132.

Ruud, P.A. (2000). Semiparametric estimation of discrete choice models. Manuscript,
Department of Economics, University of California at Berkeley.

Sachs, J. (1989). Social conflict and populist policies in Latin America. Working Paper
No. 2897, NBER.

Saiegh, S.M. (2009). Coalition governments and sovereign debt crises. Economics and
Politics. 21(2): 232-254.

Saint-Paul, G. (1992). Fiscal policy in an endogenous growth model. Quarterly
Journal of Economics. 106: 1243-1259.

Sargent, T.J., Wallace, N. (1981). Some unpleasant monetarist arithmetic. Federal
Reserve Bank of Minneapolis Quarterly Review. 5(3): 1-17.

Schclarek, A. (2004). Consumption and keynesian fiscal policy. Working Paper Series
No. 1310, CESifo. Available at: http://ssrn.com/abstract=617901.

Seetanah, B., Padachi, K., Durbarry, R. (2007). External debt and economic growth: a
vector error correction approach. International Journal of Business Research.
7(5).

132



Shi, M., Svensson, J. (2002). Conditional political budget cycles. Discussion Paper
No. 3352, CEPR.

Shin, S. (2007). The effect of the Sarbanes-Oxley act of 2002 on foreign issuers listed
on the U.S. capital markets. NYU Journal of Law and Business.

Shleifer, A., Vishny, R.W. (1993). Corruption. Quarterly Journal of Economics. 108:
599-617.

Smyth, D., Hsing, Y. (1995). In search of an optimal debt ratio for economic growth.
Comtemporary Economic Policy. 13: 51-59.

Sutherland, A. (1997). Fiscal crises and aggregate demand: can high public debt
reverse the effects of fiscal policy? Journal of Public Economics. 65: 147-162.

Sutherland, D., Hoeller, P., Merola, R. (2012). Fiscal consolidation: part 1. How much
is needed and how to reduce debt to a prudent level? OECD Economics
Department Working Paper 932.

Tagkalakis, A. (2007). The effects of fiscal policy on consumption in recessions and
expansions. Journal of Public Economics. 92: 1486-1508.

Tanzi, V., Davoodi, H. (1997). Corruption, public investment and growth. Working
Paper 97/139,Washington: International Monetary Fund, Washington.

Tauchen, G. (1986). Finite state Markov-Chain approximations to univariate and
vector autoregressions. Ecocomic Letters. 20: 177-181.

Tavares, J.A. (2003). Does right or left matter? Cabinets, credibility and fiscal
adjustments. Lisbon: Universidade Nova.

Tavares, J.A. (2004). Institutions and economic growth in Portugal: a quantitative
exploration. Portuguese Economic Journal. 3: 49-79.

Thomas, M.A. (2009). What do the Worldwide Governance Indicators measure?
European Journal of Development Research. 22: 31-54.

133



Tytell, I., Wei, S.J. (2004). Does financial globalization induce better macroeconomic
policies? Working Paper No. 04/84, International Monetary Fund,
Washington.

Villanueva, D., Mariano, R. (2006). External debt, adjustment and growth. SMU,
School of Economics and Social Sciences.

von Hagen, J. (1992).Budgeting procedures and fiscal performance in the European
communities. Economic Paper 96.

von Hagen, J. (2002). Fiscal rules, fiscal institutions and fiscal performance. The
Economic and Social Review. 33(3).

von Hagen, J., Hallerberg, M., Strauch, R.R. (2009). Fiscal Governance in Europe.
Cambridge University Press.

von Hagen, J., Harden, 1. (1994). National budget processes and fiscal performance:
European economy. Reports and Studies. 3: 315-418.

von Hagen, J., Harden, I. (1996). Budget processes and commitment to fiscal
discipline. Working Paper, International Monetary Fund.

von Hagen, J., Hugues Hallett, A., Strauch, R. (2002). Budgetary consolidation in
EMU. Economic Papers No. 148, European Economy.

von Hagen, J., Strauch, R. (2001). Fiscal consolidations: quality, economic conditions
and success. Public Choice. 109: 327-346.

von Hagen, T., Hallett, A.H., Strauch, R. (2002). Budgetary consolidation in Europe:
quality, economic conditions, and persistence. Journal of the Japanese and
International Economics. 16(4): 512-535.

Wagschal, U., Wenzelburger, G. (2008). Successful budget consolidation: an
international comparison. Guetersloh: Verlag Bertelsmann Stiftung.

Woo, J. (2009). Why do more polarized countries run more procyclical fiscal policy?
Review of Economics and Statistics. 91(4): 850-870.

134



Wooldridge, J. (2002). Econometric Analysis of Cross Section and Panel Data. The
MIT Press.

Zaghini, A. (1999). The economic policy of fiscal consolidations: the European
experience. Temi di Discussione del Servizio Studi, Banca d'ltalia No. 355.

Ziliak, J. (1997). Efficient estimation with panel data when instruments are
predetermined: an empirical comparison of moment-condition estimators.
Journal of Business and Economic Statistics. 14: 419-431.

135



APPENDICES

Table 2 List of Country Sample

Middle-Income (Emerging Countries) Low-Income
Angola Albania
Azerbaijan Armenia
Belarus Bolivia
Botswana Burkina Faso
Bulgaria Cameroon
China Congo, Dem. Rep
Colombo Congo, Rep.
Costa Rica Cote d’lvoire
Croatia Egypt, Arab Rep.
Dominican Rep. El Salvador
Ecuador Ethiopia
Gabon Gambia, The
Iran, Islamic Rep. Ghana
Jamaica Guatemala
Jordan Guinea
Latvia Guinea-Bissau
Lebanon Guyana
Libya Honduras
Lithuania Kenya
Malaysia Liberia
Mexico Madagascar
Namibia Malawi
Panama Mali
Peru Morocco
Poland Mozambique
South Africa Nicaragua
Suriname Niger
Thailand Pakistan
Tunisia Paraguay
Uruguay Philippines
Venezuela, RB. Senegal

Sierra Leone
Syrian Arab Rep.
Tanzania

Togo

Uganda

Ukraine
Vietnam

Yemen, Rep.
Zambia

Source: The World Bank Classification.
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Table 3 Sample of Developing Countries with Average Non-Cyclical Budget Deficit
and Average Debt-to-GDP Ratio Data from 1980 to 2008

Country T NCBD DEBT Country T NCBD DEBT
mean mean mean mean
Albania 29 0.34 64.69 Liberia 29 0.01 511.97
Angola 29 -2.60 56.18 Libya 29 -5.27 43.11
Armenia 29 0.16 32.36 Lithuania 29 0.44 15.00
Azerbaijan 29 -1.16 16.86 Madagascar 29 0.18 110.39
Belarus 29 -0.36 12,51 Malawi 29 0.13 104.42
Bolivia 29 0.28 62.33 Malaysia 29 180 46.39
Botswana 29 -0.24 8.02 Mali 29 -0.13 51.39
Bulgaria 29 -0.61 36.97 Mexico 29 14.65 43.21
Burkina Faso 29 0.05 35.82 Morocco 29 041 73.77
Cameroon 29 -0.90 50.23 Mozambique 29 0.19 86.18
China 29 16.14 10.41 Namibia 29 0.05 21.16
Colombia 29 1.58 35.30 Nicaragua 29 0.06 105.08
Congo, Dem. Rep. 29 0.27 228.39 Niger 29 -0.05 65.50
Congo, Rep. 29 -0.24 176.12 Pakistan 29 393 72.34
Costa Rica 29 0.20 39.05 Panama 29 0.08 70.00
Cote d’lvoire 29 0.21 94.58 Paraguay 29 -0.04 39.09
Croatia 29 1.33 35.04 Peru 29 -0.19 29.70
Dominican Rep. 29 0.30 23.30 Philippines 29 198 59.56
Ecuador 29 1.65 49.66 Poland 29 9.76 43.57
Egypt, Arab Rep. 29 8.83 100.28 Senegal 29 025 48.30
El Salvador 29 0.38 36.09 Sierra Leone 29 0.00 158.39
Ethiopia 29 0.46 99.38 South Africa 29 0.59 34.51
Gabon 29 -0.30 71.70 Suriname 29 0.02 53.50
Gambia, The 29 0.02 111.03 Syrian Arab Rep. 29  0.66 124.34
Ghana 29 0.76 65.84 Tanzania 29 0.18 60.33
Guatemala 29 0.44 20.40 Thailand 29 0.73 45.97
Guinea 29 0.12 106.79 Togo 29 0.05 92.81
Guinea-Bissau 29 0.03 220.41 Tunisia 29 057 61.63
Guyana 29 0.06 111.35 Uganda 29 0.19 86.53
Honduras 29 0.25 51.29 Ukraine 29 171 31.15
Iran, Islamic Rep. 29 0.54 21.34 Uruguay 29 040 78.20
Jamaica 29 0.32 112.55 Venezuela, RB. 29 132 42.44
Jordan 29 0.34 113.75 Vietnam 29 112 38.79
Kenya 29 0.40 52.59 Yemen, Rep. 29 0.30 54.66
Latvia 29 0.36 12.75 Zambia 29 -0.09 117.27
Lebanon 29 2.81 164.18

Source: International Monetary Fund.
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Table 4 Sample of Developing Countries for Debt Threshold Estimation

(1) (1)
Country T % DEBT % RGDPCG Country T % DEBT % RGDPCG

mean mean mean mean
Albania 5 66.67 5.96 Liberia 1 511.97 2.97
Angola 4 61.74 7.65 Libya 3 28.43 2.15
Armenia 4 33.77 9.75 Lithuania 4 15.54 6.66
Azerbaijan 4 17.11 13.02 Madagascar 7 107.77 -0.19
Belarus 2 12.34 10.33 Malawi 3 103.72 1.45
Bolivia 4 61.16 1.73 Malaysia 7 47.62 3.93
Botswana 4 7.91 3.74 Mali 4 57.83 2.39
Bulgaria 3 34.76 6.38 Mexico 5 43.23 1.35
Burkina Faso 3 35.59 2.36 Morocco 7 73.08 212
Cameroon 4 54.58 1.43 Mozambique 4 85.96 4.88
China 9 10.39 8.84 Namibia 6 20.77 1.99
Colombia 5 34.34 1.75 Nicaragua 2 105.08 2.54
ggggo, Dem. 4 28433 -0.25 Niger 5 6213 0.46
Congo, Rep. 7  169.71 -0.30 Pakistan 6 72.15 1.96
Costa Rica 4 38.562 3.19 Panama 7 72.21 3.78
Cote d’lvoire 5 96.83 -0.09 Paraguay 7 39.34 0.76
Croatia 3 34.66 4.13 Peru 2 30.57 6.52
ggg"'”'ca” 4 2220 4.01 Philippines 7  58.73 1.70
Ecuador 3 47.44 3.46 Poland 5 43.73 4.85
Eggpt, Arab 5 9597 3.13 Senegal 4 50.70 1.71
El Salvador 6 36.27 3.01 Sierra Leone 4  150.08 3.69
Ethiopia 6 95.84 3.29 South Africa 4 35.14 2.16
Gabon 7 72.04 -0.08 Suriname 7 54.45 1.63
Gambia, The 4  106.75 1.03 g‘gga” ARBEY 7 19764 1.68
Ghana 7 62.59 2.36 Tanzania 3 59.17 4.10
Guatemala 4 20.20 1.43 Thailand 5 44.22 2.46
Guinea 7 105.66 0.80 Togo 3 92.71 0.08
Guinea- 4 21585 471 Tunisia 7 61.24 3.36
Bissau
Guyana 5 110.49 1.37 Uganda 5 82.54 4.02
Honduras 4 52.16 2.19 Ukraine 5 30.00 3.18
'ngg Islamic 50,78 3.39 Uruguay 3 7645 2.98
Jamaica 4 11114 0.85 \Fggnezue'a’ 6 44.90 1.01
Jordan 7 116.00 1.37 Vietnam 3 39.34 6.13
Kenya 4 52.05 0.97 Yemen, Rep. 4 55.32 0.92
Latvia 4 12.68 6.90 Zambia 3 107.16 2.76
Lebanon 4  160.97 2.68

Source: International Monetary Fund and World Development Indicator.
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