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ABSTRACT

This thesis tries to identify which political andcsgetal factors influence central governments’
fiscal balance. It conducts the analysis usingstiagistical technique longitudinal multilevel

models. 46 electoral democracies are covered batd®80 and 2006. The research method
used makes it possible to reliably study whethempeent features influence the countries
fiscal balance. Such features were likely to affeatcomes as permanent differences in
deficit levels have existed between countries, ianthe empirical analysis they are found to

have a significant influence.

In previous research time-varying political factbesse been found to influence the budgetary
balance of countries, and in recent years somdashisave claimed that permanent political
institutions might also influence deficit levelshd@ paper follows in this tradition but finds
that the quality of governance (strength of ruléawi, levels of corruption and the strength of
the bureaucracy) has a more decisive impact oritl&dvels that the choice of institutions.
The choice of political leadership, e.g. the numtreideology of parties in government, that
have dominated much previous research into theigalieffect on fiscal behaviour are not

found to significantly explain the phenomenon.
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1 INTRODUCTION

1.1 Research question
This paper investigates central government deficitselectoral democracies. It aims at

exploring which political and societal factors atféhe government fiscal balance. In recent
years there has been an effort to include permanstitutional features in the explanation of
the fiscal balance. This paper follows in this iti@ad and builds on it. It especially

investigates whether the quality of governmentitutsons, as well as the type, might affect
electoral democracies’ budget balance. This isxgaaation that has been underexplored in

previous research.

The research question is:

Which political and societal factors influence gahtgovernment’s budgetary balance in

electoral democracies?

King, Keohane and Verba (1994) and Skocpol (20@8¢Hdifferent views of many aspects of
social science, but all agree that research withefield need to both answer real-world
problems and engage in existing scientific disaussi This research question clearly does
both. It will first be shortly outlined how goverramt deficits is a question of high importance
and saliency for current political. How it fits anthe scientific discussion will be discussed in

part 1.2.

The period of analysis ends in 2006 at a time wtieme had been global growth for a
continuous and extended period. In 2006 “the nunabecountries in recession was at a
historic low” (IMF 2009: 14). This period of growthas followed by a sharp downturn in the
world’s economic fortunes which was accompaniedtayk increases in government deficits.
This situation was problematic for many governmetit®t since the second world war have
SO0 many governments borrowed so much so quicklgadiectively, been so heavily in hock”
(Economist 2009: 11). The debt-to-GDP ratio in acbeml economies is expected to reach 100
percent by 2014, 35 percentage points higher tledord the recession (IMF 2010: 6). The
situation has made government deficits a salienitiged issue. Following a British
parliamentary election where the budgetary balamae¢ been one of the central issues,
conservative party leader and future Prime Minifawvid Cameron called the high deficit



levels in the UK “the biggest threat to our nationéerest” (Reuters 2010). At the same time
demonstrations over cuts in public expenditureeduce the deficit were ravaging Greece
(Economist 2010).

The countries included in this analysis have veffeent average deficit levels. In Greece
government spending has on average exceeded gosetrmncomes by 10.4 percent of the
GDP, while incomes on average have exceeded spebgiB.7 percent in Botswana. There
are also substantial variations within the coustriehe differences within and between the
countries might partly be caused by economic flattuns. The period covered, 1980 to 2006,
saw two global recessions, in 1982 and 1991, anddarecession in the advanced economies
in 2001 (IMF 2009: 11-12). It also saw extendedquky of economic growth. However, the
sustained differences in average deficit levelsvbeh countries indicate that deficits will be
affected by more than just the international ecaoartimate. This can either be time-varying
economic or political factors, or permanent featuoé the countries. This paper will try to
identify both. Identifying which factors are liketg affect fiscal policy is likely to be of high
interest in policy formation at a time when defi@vels have become one of the foremost

political issues in many countries.

1.2 Scientific contribution
For a long time academic views on fiscal policy exdd to Adam Smith’s claim from 1776

that “what is prudence in the conduct of every gievfamily, can scarce be folly in that of a
great kingdom” (referred to in Buchanan and Wadt@r7: 3). In other words, this view
espoused that governments should not spend moreyntian it earned. As a Keynsian view
of the economy became more prevalent in tHe @mtury, the view that government deficits
were always something negative is no longer unalgrsaccepted. On the contrary, it has
become a consensus in both economic and pracwotétal circles that the government has
to lead a countercyclical economic policy to anralie the adverse consequences of
economic downturns. Empirical studies have showaih ¢kconomic fluctuations can not be the
only determinant of fiscal balances however. It oaither explain why there seem to have
been a tendency for countries to have differerdafipolicy at different times with similar
economic conditions, nor why different countriesvénded consistently different fiscal
policies (Alesina and Perotti 1995). Other explaret have therefore been advanced to

explain these differences.



Roubini and Sachs (1989a) argued that because mooflactuations could not explain fiscal
policy alone: differing institutional arrangements the political process of the various ...
economies also help to explain the markedly diffeqgatterns of budget deficits”. Various
scholars have theoretically and empirically argusabut which political and societal
differences might create these differences. Roudmdi Sachs (1989a ; 1989b) argued that the
number of parties in government would affect figealicy. Hibbs (1986 ; 1987) and Persson
and Svensson (1989) claimed that the ideology efparties in government affected fiscal
balances and several authors have claimed thatitdetends to be higher in election years
than non-election years (e.g. Buchanan and Wag®&7)1l These and several newer
explanations of how politics might affect deficigll be further explored in the theory

chapter of the thesis.

Early and later inquiries into the effect of poliapd politicians on fiscal policy have been
dominated by time-varying phenomenon. These phenamnmeight explain the variance in
deficit levels within countries over time, but arelikely to entirely explain the permanent
differences that seem to exist between countriegetser. In recent research some scholars
have investigated whether countries with differpalitical institutions lead different fiscal
policies. This paper re-tests some of these clatosvever, it also takes the research further
by investigating if the quality of government iigtions, and not just the type, might affect
governments’ budgetary behaviour. This is an exglan that, as far as | know, has not been
included in tested in previous research and itdugion might therefore strengthen the

understanding of governments’ budgetary behaviour.

The analysis is conducted using a statistical ntethat is well adept at including both time-
varying and time-constant explanatory variablesgitudinal two-level analysis. The method
also allows the researcher to find out whether ¢ffects of time-varying variables are
affected by permanent features in the countrieditipal systems to find possible links

between the time-varying and time-constant phenamen

1.3 Structure of thesis
In chapter twoprevious research will be presented and hypotbesienerated. First the

economic explanations that have traditionally daated the field will be reviewed. Secondly



political theories will be presented. Some of theary over time within the countries while
other are permanent or close to permanent featditbe different countries’ political systems.
Finally, societal factors that might influence f$policy are presented. All of these vary very

little over time.

The method is presented e¢hapter threelt is argued that longitudinal two-level analyss
well suited to examine this research question. mMéeds the method and calculations are
shortly presented, and statistical preconditiomstie analysis are addressedchapter four
the operationalization of the variables are presgknthe criterion for electoral democracy is
also identified. The countries were excluded inyars when they did not fulfil this criterion.
Afterwards the operationalization of the dependemtable and the economic, political and

societal explanatory variables are presented.

The empirical analysis is carried outahapter five The analysis is conducted using several
models that become increasingly complex and inorgaxplanatory power. The findings are

interpreted in light of the hypothesises generatathapter two.

In chapter sixthe paper is concluded. Some implications of thdirigs for the theory on
budgetary balance are drawn.



2 THEORY

2.1 Introduction
The theory chapter will present previous explametiof fiscal policy behaviour. It is argued

for including some aspects that have been undeweegbin previous research. First economic
factors that have been used to explain the phenomare outlined as these are the ones that
have traditionally dominated the field. The econorekplanations included are: economic
growth, the openness of the economy and the iafldgvels. Secondly political explanations
of fiscal policy are shown. The explanations plaggthin this group are: the number of
parties in government and parliament, whether thheeqhment has a majority in parliament,
the ideology of government, the electoral systech sine of constituencies, if the country is
parliamentary or presidential, the countries memstugrin the European Monetary Fund,
elections and finally the quality of government ahihas been little studied previously.
Finally societal explanations are explored. Thenpingena placed in this group are political
instability, economic and social inequality and #ge distribution of the population. Before
these explanations are discussed a short presemiattithe general views on government
deficits is given.

By exploring how permanent features influence figualicy the paper enters into a recent
tradition in political science and economics wherstitutional explanations have become
ever more central in the explanations of sociahphgena (Ostrom 1986 ; North 1990). It is
argued that one can not only look at the choicansefitutions, but also how well the

governance of the state is.

2.2 Are deficits political?
Neo-classical economics saw public deficits asdhtlkat should always be avoided. The

view was later challenged by Keynsian economists whid that markets do not regulate
themselves and that the state therefore has arpkeventing, at the very least, a breakdown
of the economic system similar to the one that bapd in the 30’s (Keech 1995: 26-27).
There is however broad agreement that no governgenmthave permanently high deficits
without negative consequences. At the very leagt gpvernment loans will mean that future
government will have to prioritize interest paynseahead of other expenses. If the debts

become uncontrollable the results may be even ihamgaging. Increased risk of default will



result in even higher interests and greater diffyctor the state in finding willing loaners
which can reduce its ability to respond to futunses. Governments therefore have to find a
balance between using loan financed expansiondigyo prevent excessive recessions and

not putting to heavy debt burdens on future germrst

Given these hard choices on which fiscal policyustidoe led it is likely that different
politicians in different political and societal cumstances might reach different conclusions
on what fiscal policy to lead. These choices delyi to be influenced by the political and
societal climate the politicians operate within.tBiefore looking at what these political
influences might be, the economic factors that haeaelitionally been dominant in the
explanations of fiscal deficits will be exploredelious research into political and societal
influences on fiscal policy will be presented. lillvalso be argued for looking at some
possible explanations that has been overlookedemwiqus research, especially the quality of

government institutions.

2.3 Economic explanations

The economic explanations that will be gone throungihis part are: the growth rate of the

economy, the openness to trade and the inflatieide

2.3.1 Growth rate of the economy

In the neoclassical economic tradition public dslgeen as a transitional phenomenon which
will increase temporarily under adverse economiedatons, such as during recessions or
wars, and decrease when the economy is growing.ldrge term equilibrium is therefore
expected to be a balanced budget, and deviations this long term trend will be rational as
they are the only possible consequence for a sptaainer who wants a constant tax level
(Barro 1979). These theories therefore assumetéxas are set at a level were they just

covers, the exogenously given, level of spendinggiha and Perotti 1995: 5).

Barro (1979: 954-969) finds that the economic glovette explains debt levels in the US well.
However, economic fluctuations can not explain hbis possible to have permanently high
debt levels and why there seems to be differenetgden countries. Rather than reacting in

the same way to similar external shocks to the @tyn some countries have seemed much



more willing to take up new debt than other (Wo®20388). It is possible that this can
explain the significant changes in net governmestit dver time within every country better
than it explains differences between countriesimuadverse economic times it is likely that
there will always be a higher risk of deficits besa incomes will be reduced and the
government will face pressures to lead expansiofiacal policy, but some governments
might be more susceptible to this pressure thaer@hd some might be more able to reduce

the deficits when the economic climate improves.

Woo (2001: 391) also claims that the relationshighihwork in the opposite direction “if the
successful pressures for higher public expenditace®empany the growing tax revenue due
to higher economic growth”. This is obviously adhetical possibility, but the overwhelming
majority of previous theory and empirical resutidicate that it is likely that the tax incomes
will increase more than the expenditure during guiof economic growth, and vice versa
during economic contractions. It is therefore assginthat economic growth leads to a

decrease in government deficits.

Hypothesis 1: Central government deficits will dsge during periods of economic growth.

2.3.2 Openness of the economy
Variation in different countries’ dependence on arip and exports might also affect their

fiscal policy. It is possible that more open ecoresrare more affected by changes in other
countries than closed economies. The fiscal palicgpen economies could be affected both
positively and negatively by this openness siney thill draw more benefits from growth in
other countries and be more vulnerable when ther iecession in their trading partners.
Nevertheless, Woo (2001: 394) thinks the vulneitgbilo outside shocks makes open
economies harder to govern and that this mightsléacigher public deficits. The increased
vulnerability to outside shocks might make recessiand the pressure for expansionary fiscal
policy more frequent. During these periods govemingiebt can be expected to increase, and
according to Buchanan and Wagner (1977) once argment has started leading a loan
financed fiscal policy it is hard to reduce welfaqgending and return to surpluses when the
economic climate improves. Woo (2001) does not fting empirical evidence for this

claim however. It is nevertheless a strong thecabirgument and worth testing empirically.



Hypothesis 2a: Open economies have higher deficits.

Midtbg (1999: 204-205), on the other hand, claiimis possible that more open economies
have less of a possibility to make radical fischarges than countries with more closed
economies. It is therefore more important for themhave stability and confidence from
trading partners and investors. This is espectaitycase for small countries. Midtbg (1999:
204) quotes Katzenstein who claims that: “Politiegdsez-faire is a luxury of large industrial
countries, a luxury which the small European sta@snot indulge”. This might therefore
prevent the governments in these economies frontirigaa populist fiscal policy and they
might instead have stricter fiscal discipline andaBer deficits. Since they are more
susceptible to outside influences, an activist govent might also have fewer abilities to
influence their own economies the more dependentdluintry is on trade. This gives rise to a

second hypothesis on the effect of the opennesiseocountries’ budgetary balance.

Hypothesis 2b: Open economies have lower deficits.

2.3.3 Inflation
Inflation might also affect government deficits. @Rk inflation can lead to higher nominal

interest payments and thereby higher expendituldarger deficits. Inflation can also lead to
lower real tax revenue for several reasons. Itd=somease the real tax collections, savings and
in other ways decrease the value of the tax bafisediaxes collected. Secondly, inflation can
affect the measurement of taxable income. And Igirtit changes the real value of
deductions, exemptions, credits, ceilings and #pdiracket widths, and all other tax
provisions legally fixed in nominal terms” (Aaro®26: 193). “If, however, income taxes are
not indexed to inflation, the above effects ofatitbtn on deficits can be at least partly offset
by the positive effect of bracket creep on incomerevenue” (Woo 2001: 392). Woo (2001)
tests the effects of inflation on fiscal policy,dafinds limited support for that it might be
negatively correlated with surpluses. This is tfaeee the hypothesis that is tested in this

paper.

Hypothesis 3: High inflation lead to larger defgit



2.4 Political explanations

Much of the arguments around which types of pdltimstitutions are most able to limit
deficits follow the same arguments as the genasaludsion within political science about
which government forms are most efficient. Arengbhart (1999) claims that there are two
democratic government archetypes: majoritarian @@msensual. In majoritarian systems the
focus is on getting a strong government supportea lmajority of the population and in
consensual systems on getting as many groups ietg@s possible represented and working
out compromises between these groups. It has Hdained that majoritarian systems create
stronger governments. They centralise power irhtmels of one group that is supported by a
small majority, or even plurality, of the populatidn consensual systems on the other hand
decisions have to be chiselled out between all e parties. This happens through
cooperation and compromise which supposedly makesgbvernment less able to create
coherent political results (Norris 1997 ; Lijphaf99: 64).

A. Lawrence Lowell claimed in 1896 that coalitioovgrnments could not produce good
results (referred to in Lijphart 1999: 64), andstis a view that has been echoed by authors
until this day. Pippa Norris (1997: 6) claims tmabre majoritarian systems, where power
sharing not is necessary, gives governments “entregdom to carry out unpopular policies”.
They might therefore also be less able to resesqure for an expansionary fiscal policy. If
majoritarian governments are more able than conség®vernments at making autonomous
decisions they might also be more able to resistagels for populist economic policies. By
being able to make decisions that are unpopul#inarshort term they might be more able to

follow policies in which are in the long-term ingsits of the country.

In two articles Roubini and Sachs (1989a ; 198%n}ed a discussion about whether different
types of governments had a tendency to take uprdiit levels of debt. They claimed that
previous research on government debt had beeréoodtical and wanted an empirical study
on which factors actually influenced this phenomrei@oubini and Sachs 1989a: 903-904).
Specifically, they claimed that when power is calded and placed with fewer actors it was
easier to lead a strict fiscal policy than when enactors participate in the decision making
process.
“When power is dispersed, either across brancheékeofjovernment (as in the U.S.),

or across many political parties in a coalition ggmment (as is typical in ltaly), or



across parties through the alteration of politicahtrol over time, the likelihood of
intertemporally inefficient budget policy is heighed” (Roubini and Sachs 1989a:
905).
This view follows clearly from the argument, memial above, that when decision making is
more majoritarian you get a more efficient governtmahich in fiscal policy is usually seen

as synonymous with reduced deficits.

In this part the reasons for the following expléoad of budgetary behaviour will be
investigated: the number of parties involved in going, the majority status of the
government, the government’s ideology, the elett@mgstem, the form of executive
(presidential or parliamentary), the effect of #tability and growth pact and the European

Monetary Fund, the effect of elections and the itpiaf government.

2.4.1 Number of parties
One of the political factors that has been mostiard as a possible explanation of fiscal

policy is the number of parties involved in govei Alesina and Drazen (1991) argue that a
higher number of parties lead to higher deficitghair “war of attrition model”. The name
alludes to their claim that the political partiesai coalition will try to wear the other ones out
so that they will get concessions on policy. Thedelosays that all fiscal adjustments in
democracies involve a battle between differenttjgali actors who do not want the majority
of the burden to be put on their constituency. Tdas lead to delays in passing measures
necessary to prevent growing deficits, for instamgher taxes, as different parties argue over
their distribution. Even though this situation @aise in all countries, “countries with political
institutions that make it relatively more difficultor opposing groups to ‘veto’ stabilization
programs not to their liking will stabilize soonefAlesina and Drazen 1991: 1183). This
means that the fewer parties that have an influenagoverning, the easier it will be to return
to an equilibrium after a crisis and therefore ¢hesuntries will have lower deficits. Similarly,
Roubini and Sachs (1989a) claims that countriesrevipewer is dispersed find it hard to
make necessary adjustments after external shocks.

“Coalition governments are not inherently prone doig larger deficits ... Rather, it

appears that coalition governments are prone ftgelaleficits in circumstances of

highly adverse macroeconomic shocks” (Roubini &adhs 1989a: 923).
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Other authors have defended a view that coalitmreghments systematically take up higher
deficits than one party cabinets regardless of dbenomic conditions, and found some
empirical support for the claim (Borrelli and Roy2895 ; Volkerink and Haan 2001 ; Woo
2001). The basis of this claim is the view thatielarger the number of decision makers, the
less each will internalize the costs that a cenpaiicy will impose on others” (Volkerink and
Haan 2001: 222). When several parties are involmedoverning, they have a hard time
internalizing the interests of broader groups tHhaeir own constituencies. Coalition
governments are therefore seen as leading a Ispsngble fiscal policy than multi-party

governments.

Another reason for why coalition governments asenokéd to lead a less strict fiscal policy

than one party governments is that their time looris shorter. Borrelli and Royed (1995:

234) claim that coalition governments last shott@mn one party governments, and that this
reduces the incentives for repeated play. All thetips will try to get their core demands

through at the same time as they do not think thidyhave many chances to influence policy.
There will therefore be fewer incentives for comprse than there is between the fractions of
a catch-all party that expects a long spell in goveent. Consequentially, all participating

parties might get what they want at once, and |I&awethe predecessors to make the difficult
cuts in spending or increases in taxes to payhir excess.

It is also claimed to be harder to build up trustween the partners when the turnover rate is
higher, making it even harder to reach difficuligromises and give concessions to each
other.
“Effective budgeting requires long-range planningd aimplementation, which is
difficult to do when the identity of the plannegd,least at the highest (political) levels
of government, keeps shifting with each new redimgffof the Cabinet” (Borrelli and
Royed 1995: 234).
Furthermore, it is harder for the electorate toighirthe politicians for enacting policies that
are against the interest of the majority becauspamsibility for the cabinets’ actions is
divided between the participating parties (Rouland Sachs 1989a: 925-926). Voters not
satisfied with the government’s performance theeefod it harder to know which rascals to
kick out. Parties can therefore give their corestibmencies what they want without fearing
increased unpopularity among the wider public whiels to contribute equally in paying for
it.
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Finally, coalition governments might lead less aehe politics since policy areas often are
divided between the coalition partners, and becaash partner often is given veto power
(Roubini and Sachs 1989a: 924). The individualipannight therefore not accept reductions
in their core demands or increased demands ondbegr constituents. The result might be a
system where it is impossible to make difficult des since each major group has a defender
in government who will not accept that they inceetigeir contribution to the state or reduce
the benefits they receive from the state.

The hypothesis tested is therefore that when maréeg participate in governing deficits
increase, while deficits can be expected to be lawen power is more concentrated. This is
tested for using two variables, as shown later, sl hypotheses are therefore created for

this phenomenon.

Hypothesis 4a: The higher the number of partiegawvernment, the larger the deficits.
Hypothesis 4b: The higher the number of partigsarliament, the larger the deficits.

2.4.2 Minority or majority government
Some theorists have claimed that similar mechanientee ones that are expected to make

coalition governments more prone to budget deficén one party governments makes
minority governments more likely to have greateffiaiks than majority governments.
Roubini and Sachs (1989a ; 1989b) characterize mtyn@overnments as the least
majoritarian of all government forms and see itaasextreme and weak form of coalition
governing. They therefore expect even higher dsfionder minority governments than under
multiparty majority governments. Unlike coalitiom@rnments where consensus has to be
sought between the governing parties, minority govents have to cooperate with parties
outside of government to get a majority in parliatmé/olkerink and de Haan (2001) claim
that when more parties are involved in the decisiaking process responsibility is more
diluted. This clearly happens in minority governtserwhere responsibility is divided
between the government and parliament. A “war tftian” situation (Alesina and Drazen
1991) might therefore arise where no group is mgllio reduce their demands because they
hope the other participating parties will conceddfobe they do. The conditions under

minority government might lead to greater deficits.

12



Hypothesis 5a: Minority governments produce higtheficits than majority governments

There are however reasons to believe that mingotyernments might act differently than
majority governments. Like coalition governmentBuence over how decisions are made is
spread among several actors, but unlike coalitiomeghments, minority governments can
find different partners to secure a majority orfetiént legislation. Strgam (1990) claims that
this feature might make minority governments mdfieient in pushing through their agenda
than coalition governments. Since they do not needooperate with the same party in all
areas the party (or parties) in government campaup with parties that agree with them on
individual legislation. The result is that they baw bigger chance of creating coherent policy.
Furthermore, it might be easier to know who to phrfor bad policies since there are usually
(although not always) relatively few parties in oty government. The temptation to reward
your core constituents might therefore be countmiteby the fear of sanctions in the next

election.

Minority governments have also been seen as sHastiéng than majority governments. They
might therefore produce the negative results Bloregld Royed (1995: 234) claimed to
plague short-lasting governments: no possibilittesepeated play and lack of trust between
the partners. Stregm (1990) argues against this,vaed say that minority governments are
short lasting. He finds that: “coalition statusdbition vs. single party) is much more strongly
correlated with duration than numerical status @mij vs. minority)” (Strgam 1990: 116).
Unless co-operation in itself creates suboptimdat@mes the theoretical argument for why
minority governments will produce deficits might etefore be weak. Instead these
governments can instead have more freedom in theutation of their fiscal policy. This
allow them to lead a more consistent and strin§jenal policy and produce lower deficits.
Borelli and Royed (1995) finds some empirical suppfor the view that minority
governments have lower deficits than other govemrypes.

Hypothesis 5b: Minority governments produce lodeficits than majority governments.

2.4.3 ldeology of government
The type of party or parties in government migliiuence their fiscal policy just as much as

the number of parties. There have been disagresmnoentvhich ideological leanings will be
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most likely to increase the deficits however. Wigtifrom an American perspective, Hibbs
(1986 ; 1987) argued that left-wing governments loareate higher deficits than
governments with other ideological complexions.
“[T]he core constituency of the Democratic Partyigists of the down-scale classes,
who primarily hold human capital and bear a dispropnal share of the economic
and broader social costs of extra employment. W@esgroups form the core
constituency of the Republican Party; they holdaficial capital and absorb the
greatest losses from extra inflation” (Hibbs 1986).
He claimed that this led to more expansive fisadicy under Democratic administrations to
ensure low unemployment, while Republican admiaigins would be more concerned about

inflation and hence lead a less expansionary figolty (Hibbs 1987: 251).

Hypothesis 6a: Left-wingovernments produce higher deficits than otheregawents.

Others have claimed that the relationship betwdealogy and fiscal policy is opposite to the
one argued by Hibbs. Persson and Svensson (1988)angued that right wing governments
will act strategically to secure that their ideotad preferences prevail after they leave office.
These strategic actions will lead to higher dediainder right-wing than under left-wing
governments. They claim that when a conservativegonent knows it will be followed by a
more expansionist government it will lower taxesrenian it lowers social spending, take up
national debt and in that way limit the next gowveemt’s ability to expand social services
because it has to dedicate large portions of tligdtuto debt service payments. When more
left wing parties enter governments they will bdling to raise taxes, but not able to expand
the welfare provisions as much as they would hawefeped. Midtbg’s (1999: 210-211)
findings supports this view. He finds that unddt-Veéing governments revenues are increased
even more than expenditure and the result is lomedr state debt. Therefore a second
hypothesis, that contradicts 6a, also has to beerfadhe effect of ideology on fiscal policy

Hypothesis 6b: Right-wingovernments produce higher deficits in governmémas other

governments.
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2.4.4 Geography of representation
A basic assumption of several of the previous flesas that politicians will set the interests

of their core constituencies ahead of the interestthe country as a whole. It has been
claimed that multi-party governments take up higHeficits because all the parties will
prioritize the interests of their core constitueter the interests of the population as a whole
(Roubini and Sachs 1989a ; 1989b), or that lefigngovernments will give the voters of
working class background what they demand eveamifeians higher deficits (Hibbs 1987). If
this assumption is correct it is therefore not hardnagine that politicians will prioritize the
interests of their constituents even if that catitts the economic interests of the country as a
whole (Weingast, Shepsle and Johnsen 1981). “Repratsves with a geographically based
constituency overestimate the benefits of publiojgmts in their districts relative to the
financing costs, which are distributed nationwidalesina and Perotti 1995: 20). Politicians
in all democratic countries have constituencies the size of these constituencies varies and
if the above mentioned assumption is correct trmmtries with small constituencies can be
expected to produce higher deficits. In these a@spoliticians are dependent on supporting
many interests that have marginal importance ferabuntry, but dominating importance in
the small constituencies that elect them. Biggarstituencies on the other hand can be
expected to have more complex economies and therée interests of their inhabitants
might be expected to be more similar to the genietatests of the national economy. The

incentives for pork-barrel spending could thereforrease the smaller the constituencies are.

Persson and Tabellini (1999) similarly claim thagjonitarian elections with one-man
constituencies will lead to higher spending becdtlsese regimes that promote more intense
competition imply policy choices that internalizeetbenefits and costs of fewer voters”. This
leads them to conclude that countries with majoataelectoral systems “bring about less
public good provisions” (Persson and Tabellini 199®3). In proportional systems
politicians have almost equal possibilities to gseats throughout the entire country, but the
more majoritarian the system becomes the morehibhegg to rely on a few marginal seats to
make gains as most of the constituencies usuafiyal@ear majority for one of the parties.
“Electoral competition is stiffer under majoritamiaelections, as politicians try to
please ‘swing voters’ in the marginal districtsheatthan the voters in the population
as a whole. Among other things, this leads to mtargeted redistribution, at the
expense of public good provisions” (Persson ancelliab1999: 703).
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These authors only investigate determinants of gment expenditure and find some
empirical support for the claim that countries wpttoportional electoral systems have higher
public spending than other countries. It is nevddss interesting to see whether this increase
in spending is compensated for by increased incoifigs would mean that countries with
majoritarian electoral systems have higher defitiian countries with more proportional
systems, a claim that finds some empirical suppoiVoo (2001). This gives rise to two
similar, but slightly different claims: that defisi will be higher in countries with small
electoral districts in general and that deficitsl Wwe higher in countries with majoritarian
electoral systems than in countries with more pridgoal systems. As will be shown in the

operationalization chapter these nuances in thaidsewere accounted for in the analysis.

Hypothesis 7: Deficits will be higher in countriegth small constituencies/majoritarian

electoral systems.

There can be an overlap between the electoralmyaiel the number of parties in a country.
Single member plurality constituencies have a teagef producing two dominant parties
and one-party governments (Duverger 1972). Theeffeentioned above might therefore be
outweighed by the smaller deficits one-party gouweents are said to produce. This effect can
be controlled for however, and the relationshipas deterministic which makes it interesting
to explore different combinations of electoral syss and the number of parties in parliament

and government.

2.4.5 Presidential and parliamentary regimes
Presidential systems, like majoritarian electosdtams, lead to higher competition among

politicians. However, Persson and Tabellini (198@ims that the heightened competition
will make the government under presidential systesmsaller than they are under

parliamentary, which is the opposite inference friti® one used for electoral systems. The
major difference is that while a majoritarian eteat system creates high levels of
competitions before elections it creates a reljtigeable political climate between elections
as it usually produces big parliamentary majorit@@sone party. A presidential system on the
other hand creates heightened competition betwksmians in addition to the competitive

presidential elections. Politicians are held searaaccountable by voters which makes the
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competition between the branches of government mmdease and gives the politicians fewer
incentives to accept a compromise if it goes agameswishes of its voters.
“As coalitions among politicians are more unstaheters end up competing more
fiercely for the redistributive transfers than iparliamentary regime. These features
imply less spending on every budget item in a perdial regime and, hence, a
smaller size of government” (Persson and Tabel®89)
The authors find that government is ten percenpagets smaller in presidential regimes than
in parliamentary. Again, they only focus on spegdiout Woo (2001) finds some support for

the claim that deficits might also be smaller ingadential regimes.

Hypothesis 8: Deficits are lower in presidentiabiotries than in parliamentary countries.

2.4.6 The stability and growth pact and the Europea  n Monetary Union
In 1997 The European Council passed the stabifity growth pact (SGP) which was aimed

at reducing the central government deficits in tdwntries that were members of the
European Monetary Union (EMU). It stated that memdmuntries should avoid “excessive
deficits” (which was defined as three percent ofF3n the short term and that they should
achieve budgets “close to balance or in surplusthe&a medium term (de Haan, Berger and
Jansen 2004: 236). The pact includes few mechattssanction countries that diverge from
these goals, but there are several ways in whiehnteBmber countries fiscal situations are
supervised and if the deficits become to large thieygiven advise on how to reduce them
and might loose the confidence of the markets fyagen 2006: 31).

There have been discussions on how efficient th® 8& been in achieving this goal. De
Haan, Berger and Jansen (2004) claims that theamfent mechanisms in the pact are too
weak for it to work efficiently and that to the deg it can affect the deficit levels of the

countries it has a bigger impact on the small memsktaes than the big ones. Big countries
are able to withstand possible consequences ofkingeahe agreement (such as a less
international confidence in their fiscal discipljrgut for small countries this can be a greater
liability. They therefore find that in some relatly small member countries, e.g. Belgium, the
SGP has contributed in reducing the deficits. Térgpe that smaller countries are susceptible
to peer pressure because their influence in therdlids on them being seen as an active

participant in the project. Larger countries on tither hand are “less susceptible to peer
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pressure than smaller ones, as they are unlikellpdse their influence on EU policies
anyway” (de Haan, Berger and Jansen 2004: 9). @ve that the EMU might have had some
effect on fiscal policy, but that this effect isrydimited is supported by other scholars (Buti
and van den Noord 2003 ; Von Hagen 2003).

Others have found that fiscal agreements can reithecdeficits however. Debrun et.al. (2008)
for instance finds that the European Monetary Umaight have had some effect on the
limitation of EU countries’ deficits after control for other factors, although this effect was
even stronger in the years leading up to EMU thavas after the introduction of the stability
and growth pact. In these years the countries bahow fiscal discipline to be allowed as
members in the Euro. This gives rise to two hypsiges. First, one should test whether
deficits are lower for members of the stability agawth pact and whether there is a
difference between large and small members. Segonde should test whether countries
lead different fiscal policies in the period whemey tried to obtain membership in the

European monetary fund.

Hypothesis 9a: Deficits will be lower for countrigsthe stability and growth pact, and the
effect of membership is especially high for smalintries.
Hypothesis 9b: Deficits will be lower for countritgat are in the accession process to the

European Monetary Union.

2.4.7 Fiscal illusions
An assumption in several of the previous modettas politician can mislead the electorate.

Many theories assume that politicians are ableea&d lan economic policy that favours their
core constituencies, but are against the intereStthe general public or the long-term

interests of the country, without being punishedifat the next election. This implies a view

of the general public in democracies as both inétte and short-sighted. This has led some
theorists to claim that the need for popular suggpl@ads to consistently populist policies and
makes democracies generally less fiscally resptanditan non-democracies (Buchanan,
Tollison and Rowley 1987). This paper only looksdamocracies and can therefore not test
possible differences between democracies and nmoctacies, but a similar argument has
been used to argue that deficits will be higheelgction years then at other times. In these
years politicians needs the support of voters wiiiochnot completely understand how the
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economy of the state works, but reward incumbemas$ provides economic growth. Tufte
(1978: 143) therefore argued that the “electoralkemic cycle breeds a lurching stop-and-go
economy the world over,” and “a bias towards peBawith immediate, highly visible benefits
and deferred, hidden costs — myopic policies foopiy voters”. This is the theory of fiscal

illusions.

The theories of fiscal illusions have a long higtoAlready in 1903 the Italian economist
Amilcare Puviani claimed that citizens found it th&o estimate the exact connection between
their tax levels and the levels of government spendrhis led to a situation where: “the
taxpayer’'s perception of the equilibrium betweeititytand sacrifice [is distorted]” (Fausto
2006: 82). Several later theorists have claimed gwditicians try to fool the public by
increasing welfare spending without increasing saxbenever they need the citizens support,
for instance before elections. When elections atdaoming the public is less attentive and
the politicians are less in need of high publicyagty so they are more able to focus on the
long term economic interests of the country andl leaprudent fiscal policy, but when
elections approach they need popular support aaddhin this by spending a lot on popular
initiatives without demanding higher taxes to pawythis extra spending.
“In a nutshell, the idea of fiscal illusions is thaoters do not understand the
intertemporal budget constraints of the governmafthen offered a deficit-financed
expenditure program, they overestimate the benefitcurrent expenditures and
underestimate the future tax burden. Opportunigiditicians who want to be
reelected take advantage of this confusion by asmespending more than taxes in
order to please the ‘fiscally illuded’ voters” (Alaa and Perotti 1995: 9).
This finding is for instance supported by Nordhadigsina and Schultze (1989: 43-44) who
find that in the USA taxes tends to be raised $hafter elections while benefits tend to be
increased shortly before elections. The findingupported by several other scholars and with
different explanations. One explanation that hasnbdominant in recent research is that
voters want to elect the most economically compggefitician. Politicians therefore increase
public spending before elections politicians hdpet tvoters will credit the increased welfare
to the politicians’ competence and overlook thereased spending (Persson and Tabellini
2000 ; Shi and Svensson 2002 ; De Haan and Mink)200

The increased chance of a future change in governiwen also prevent the incumbent

government from internalizing the costs of addibdebt as it might be born by their
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successor (Woo 2001: 394). After the election tbeeghment can return to more prudent

policies.

Hypothesis 10: Deficits are higher before electitmn at other times.

2.4.8 Quality of Government
As has been showed earlier, some previous resdashtested whether countries with

different political institutions lead different &@al policies. One possibility that has been
overlooked in much previous research is that hoW these institutions function might also
influence fiscal policy. It has previously beeniklad that better quality of government
improves economic policy outputs in other areas, ifistance by: increasing per capita
income (Kaufmann, Kraay and Zoido-Lobatén 1999) amducing inequality (Chong and
Calderdn 2000). Government quality has been legweed as a possible explanation of fiscal
policy. How well the political institutions functiomight for instance affect government debt.
In systems where rule of law is weak the endemicupbion that often follows acts “like an
illegal tax that distorts decision-making and eaoimprocesses” (Holmberg, Rothstein and
Nasiritousi 2008: 15). This gives the governmeissleontrol over the countries’ economy
and might make it harder to lead a strict fiscdlqyo These problems might be enhanced by
other effects corruption have been shown to havgh HKorruption levels correlates with
decreasing state incomes (Ghura 1998 ; Tanzi ancbddia 2000) and increased military
spending (Gupta, de Mello and Sharan 2001), botiwlath can be expected to increase

government deficits.

The strength of rule of law might also serve asirahicator of the general belief in the
political system, and the participants’ willingnessfollow rules put down for the general
good even when they go against individual intereStsme scholars claim to have found
strong causal evidence for a positive effect obrgjrgovernment institutions on economic
growth (Kaufmann and Kraay 2002). Even though thength and direction of causality has
been questioned by others (Holmberg, RothsteinNasiritousi 2008: 16-17) it is not hard to
imagine that it is easier to lead a strict fisaaliqy in a country where laws and the judiciary

is respected.
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The strength of a countries bureaucracy might regmilar effect, by instilling a system
where rules and not personal interests are theimguigrinciple. Bureaucracy quality has
therefore gotten an ever more central position masegplanation of social phenomena
(Dahlstém, Lapuente and Torell 2009: 6). A strongelaucracy might also temper the effects
of political change by offering high levels of exiige and thereby both reduce the turbulence
that arises with government changes and the impfthe government parties’ ideology.
There are therefore reasons to believe that thityjoh government has high importance for
the climate within which fiscal policy is made, atigt it is easier to lead a strict fiscal policy

when the quality of government is high.

Hypothesis 11: Deficits decrease as the qualitydefocratic institutions increase in a

country.

2.5 Societal explanations
There has been an increased focus on how theattfeolitical choices in different countries

can help explain fiscal policies. This has improyedvious models which only focused on
economic explanations, and made them better ataewpy both permanent differences
between countries and intertemporal variation wittountries. Some permanent features of
the political system are also expected to infludim@al policy, as shown above. One should
also control whether permanent features of theesgcwhich determine the climate within
which fiscal policy is made, might also influends fesults. The explanations discussed in
this part are: political instability, economic asdcietal inequality and the proportion of the

population which is elderly.

2.5.1 Political instability
Political instability reduces the possibility foolgicians to make long-term considerations

because their immediate concerns are more presHirtgey do not address them their
political survival might be in danger. By reducitige time horizon that politicians consider
when they make decisions those decisions can bectg to be more geared towards
immediate popular approval and the incentives ffiging to get thorough all their wishes at
once are increased (Roubini and Sachs 1989a ; \8Mat: 394-397).

“Faced with the uncertainty over re-election, theumbent government may fail to

internalize the costs of additional debt becaussdltosts are borne by the succeeding
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government that may be controlled by the oppositiarty with different preferences”

(Woo 2001: 395).
Woo (2001: 394-397) claims that this dynamic migbkt permanent in societies where the
political life constantly is turbulent. In thesecssties the stakes in the political game is often
higher and political lives are often shorter. Roliins therefore have to think more about how
popular their policies are in the short term, aasiehless to loose if they enact policies that
have unbeneficial consequences in the long runheys are more likely to be out of office
when they hit.

Alesina and Tabellini (1990) has a further argunientvhy greater political polarization will
lead to greater fiscal deficits. They rightly claithat one of the few ways in which
governments can bind the policies of its successby taking up government debt and that
this tool will be used more actively if there igi@ater turnover of governments. By spending
above the optimal level and taking up state debtdirrent government can oblige future
governments to service the debt they take up aecklbly limit their ability to invest in the

policy-areas where they disagree.

Hypothesis 12: Deficits are higher in countrieshwihuch political instability than in other

countries.

It is possible that the relationship between paditiinstability and fiscal policy is really
reverse. It has been claimed by many that diffiedbnomic conditions can create social
instability. Huntington (1968: 39-40) for instansaid that: “clearly countries which have
high levels of both social mobilization and economni¢velopment are more stable politically.
Modernity goes with stability”. Furthermore, “toethextent that public deficits can cause
serious macroeconomic instability such as hypeiih or poor economic growth, they may
foster violent behaviours of both political and raulitical motives” (Woo 2001: 397). In
most cases the fiscal policy will be part of thasens for these situations and in all cases a
possible relationship between deficits and politiestability will be indirect. | therefore think

it is unproblematic to assume that political ingtgbmight cause deficits while a possible

relationship in the opposite direction is at mogteanand indirect.
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2.5.2 Economic and social inequality
Both economic (Lichbach 1989 ; Alesina and Ped®86 ; Gasiorowski 1998) and social and

ethnic (Alesina et al. 2003) polarization has ford been identified as important determinants
of conflict. High polarization can therefore bepekted to influence fiscal policy in a similar
way to the influence of political instability expt@d above, and lead to “populist fiscal
policies and poor macroeconomic performance” (W0012 402). In democracies with high
ethnic and social inequality it is also likely treatmore fractionalized party system will be
created as the interests of the different groupsfather apart than in other countries. This
might increase an existing situation under a “waattrition” situation (Alesina and Drazen
1991) and paralyze the political system as diffepamties find it harder to cooperate and are
less willing to compromise. Several previous resleanrs have made the link between
heightened ideological fractionalization and ineegh deficits and found some empirical
support for it (Franzese Jr. 2001 ; Huber, Kochet §utter 2003). Woo (2001) also finds

economic inequality to be a highly significant goear of fiscal deficits.

Hypothesis 13a: Deficits are higher the higher aomomicallyunequal countries.
Hypothesis 13b: Deficits are higher the higher aeially fractionalized countries.

2.5.3 Age distribution of population
It is also possible that deficits will be larger aountries where large portions of the

population are old than in countries where theystitute a smaller part of the population.
Most elderly persons are pensioners and might fiberenveight unproportionally on the
government budget both because they are not péineabix base and because they receive a
disproportionately large portion of public expend#, especially in health care. Woo (2001:
394) tests whether the portion of the populatiorero85 can contribute in explaining
countries’ fiscal policy but only finds staticallsignificant support for that claim in the
developing countries he includes in his researtcls hevertheless an intuitive claim and

should therefore be controlled for.

Hypothesis 14: Deficits increase as the elderlyrstad the population increase.
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3 METHOD

3.1 Introduction
This chapter will explain longitudinal multilevelodels. It will argue for why it is well suited

to explore my research question, explain how thdehis built up and show how it was used

in the research for this paper.

It has previously been claimed that quantitativeéhoes are ill-adept at explaining complex
phenomenon or finding intricate explanatory modelsrson for instance warns that often in

guantitative research: “the priority on generatimgh correlations privileges “shallow’

(temporally proximate but often near-tautologiayounts over ‘deep’ ones” (Pierson 2003:
199). Similar arguments are presented by Skocyi}32414) and McKeown (1999: 170-171)
who claim that qualitative research is better abrporating context in its explanations. The
goal of this research project is partly to addréssse criticisms within a quantitative

framework by incorporating contextual factors amdsal heterogeneity in the explanation of
fiscal policy. Longitudinal multilevel analysis & statistical technique is well suited for this
since it allows the researcher to control for tico@stant contextual factors as well as

including time-varying explanations.

In this chapter the reasons for using the longitakimultilevel analysis will first be presented.
Afterwards it will be shortly outlined how the mddanction before it is shown how some

preconditions for a reliable analysis were tested f

3.2 Longitudinal multilevel analysis
Multilevel analysis was originally developed to &ip social processes which happened at

several levels at the same time. It did, for exanplake it possible to explain pupils’ school
results with variables at both the class and asti®ol level, and to see which of these two
levels explained most of the variation. The rededineme in this thesis, central government
deficit, is a phenomenon that only exists at onellbowever, that of the central government.
Several observations are therefore nested withoh emuntry and it is both possible to

introduce time-constant and time-varying variabldge time varying variables are introduced
on level-1 and the time constant on level-2. Indtefhaving several pupils nested within

each class several observations at different tioiatg are nested within each country. By
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using the variance between countries as one lewélthe variance over time within the
countries as the other level it becomes possibtkstinguish between the variables that create
variance within each country over time and thealddas that create permanent differences
between the countries. It is also possible to deether there are different growth trajectories
in the different countries and to look at the iatgion between time constant and time varying
variables. One can find out whether the time-vagyirariables have different effect on
countries with different institutional arrangemerdgad societal compositions. It is also
possible to see what may cause these differenafteict. These are exactly the questions that
have been unanswered in previous research andthlsatpaper hopes to contribute in

answering.

3.3 Why use a longitudinal multilevel method?

In this part it will be argued for why longitudinavo-level models are well suited for this

research project. The substantive advantages &ghiown first and the statistical afterwards.

3.3.1 Substantive advantages:
Multilevel analysis has a number of advantages otieer quantitative methods and is well

suited to investigate my research question: whditiggd and societal factors explain
government’s fiscal balances? It is especially veelited to find out which time-constant
factors might explain the phenomenon. The modeérsffpossibilities in the study of
comparative politics and political economy that campliment and strengthen previous
research. Przeworski and Teune (1970: 74) claiimaidthe goal of comparative research is to
study “the influence of larger systems upon therattaristics of units within them?”.
Multilevel research can take account of both tHesels in a better way than traditional one-
level quantitative methods. The method thereforevigles a closer fit between ... theory and
model specification” (Western 1998: 1234) and makdsss likely that the model suffers
from model misspecification as many theories imalgonnection between several layers
(Steenbergen and Jones 2002: 219). This can dithby showing how persons or countries
are affected by the groups they are members @soin my case, how constant characteristics
of a country influences the effect of time-varywvayiables.
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In this paper it is possible to see how economawjn influences deficits while controlling
for permanent institutional and societal factorat thre likely to differ between countries. By
introducing time-constant and time-varying effeictswo different levels while allowing for
interaction between them the research becomes mmmgplex and describes better the
political climate within which policy is made. Sahpeter (1954: 34) stated in his explanation
of political economy that: ““economic laws’ are niutess stable than are the ‘laws’ of any
physical science ... [T]hey work out differently inffdrent institutional conditions, and ...
the neglect of this fact is responsibility of maary aberration”. Multilevel models allows the
researcher to not only control for these differiastitutional arrangement, but also see which
factors might increase or limit their influence thie dependent variable. This has been called
“causal heterogeneity” (Western 1998). Since cargationships are likely to be different in
countries with different institutional and societhdlaracteristics such heterogeneity is needed
for an accurate understanding of the phenomenonishatudied. Longitudinal two-level
analysis allows the researcher to control for thiss therefore exceptionally well suited to
study how permanent political and societal factoight influence fiscal policy.

Specifically longitudinal multilevel analysis allewthe researcher to create different growth
curves for each country (Hox 2002: 93), and ihsréfore consistent with: “the basic insight
of comparative politics... [that] political processgay out differently in different settings”

(Western 1998: 1233-1234). It also allows caus&trogeneity, both by separating between
variables that determines constant differencesvanidbles that determine differences within
the countries over time. It also makes it posstbléind connections between these levels.
“[N]t is possible to determine whether the caustda of lower-level predictors is conditioned

or moderated by higher level predictors” (Steeneergnd Jones 2002: 219). King, Keohane
and Verba (1994: 8) identifies the ability to gealieie as the main characteristic of scientific
research. Longitudinal multilevel analysis can l¢éadeliable generalizations because it can
be tested whether theories that originate in onedition apply equally under different

circumstances (Steenbergen and Jones 2002: 219).

This offers new possibilities in the study of gawaent debt. Longitudinal multilevel models
can help: “disentangle questions about interindigldpredictors ... from intrainduvidual
predictors” (Luke 2008: 545-546). In other words:id possible to see which variables
influences variance over time and which influengferences between countries. Most

previous studies of government deficits have w@dipanel models with fixed effects. They
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have therefore been unable to tell whether theifgignt explanatory variables first and
foremost determine variance in debt within the ¢nes over time or constant differences
between the countries. For instance, the numbgradies in government, which has been
found by several scholars to have a significaneaffon fiscal policy, might change the
incentives within a country over time as a countnpve from a one to a multi-party
government or there might be a different dynamiconntries where big coalitions are the
norm than in countries where one party governmeaisinate. These differences in political
culture might persist even when a country deviditesh its normal number of parties in
government because a political culture of comprenaislack of willingness to compromise
has been established. By being able to see whetimstant features in each country affects
the government’s propensity to loan it is possitdeexplain better why there seem to by
permanent differences in the level of debt betweeunntries with different institutional
arrangements. Panel analysis with random effect@bie to include such permanent
differences between countries, and there are abss wf explaining differences in growth
rate. Such models can not find possible differencedevelopment paths between countries
and explain why these exist however. These advastatpke longitudinal two-level model

well suited to explore the research question is plaiper.

3.3.2 Statistical advantages:
Multilevel models also have some statistical adages over regular one-level models. By

better modeling the social phenomenon one wanexptain multilevel models reduces the
risk of “possibly incorrect standard errors andatdd Type | error rates” (Steenbergen and
Jones 2002: 219). Type | errors occur when the-hygbthesis is falsely rejected, in other
words: when a variable which is really insignificaa found to be significant (Pennings,
Keman and Kleinnijenhuis 2006: 60). The inclusidmommy variables in panel analysis can
control for context and constant differences betwt® countries, but “they do not explain
why the regression regimes for subgroups are d@ififér(Steenbergen and Jones 2002: 220).
This removes the ability to explain permanent dd#fees between countries, which is
precisely what this paper aims to do. By includsupgroup level predictors one can also
show predictors for subgroups, but these modelsnasgshat these variables accounts for the
entire variation in the subgroup because they dot¢have subgroup error terms. “This is a

very strong assumption that will usually prove tofalse” (Steenbergen and Jones 2002: 221).
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Multilevel models can therefore better explain whistable political and societal factors

influences fiscal policy tan other quantitative huets.

Multilevel models also handle missing data well.eTdalculations are not biased if some
groups enter the analysis later than other or mes@ountries have missing data for some
years (Hox 2002 ; Luke 2004: 63-64) This is a geshtantage in this paper as the focus is
only on electoral democracies and it makes it bsdb exclude the countries in the years
when they are judged as undemocratic. It is fotamse possible to include many of the
former Warsaw pact countries that have been exdlidenost previous research within the
field. They became democratic long after 1980, Whecthe first year covered in the study.

The exclusion of these countries in the years theye not deemed electoral democracies
does not cause problems for the statistical caioms Likewise, it is not problematic that

there are missing data on the dependent variable.

Furthermore, the possibility of including both tima&rying and time constant variables means
that one can model both the average group develapamel the development of individuals
[or countries]” (Hox 2002: 93). This makes the mloalgle to find causal relations that might

have been overlooked in research using other titatisnethods.

3.4 The longitudinal multilevel model
The multilevel model has both statistical and samste advantages that make it especially

well suited to answer the research question ingaper. However, before operationalizing the
variables it is necessary to quickly specify thedenying functioning of longitudinal

multilevel models to get a proper understandinga it works.

All two-level models contain two parts, one for edevel. For longitudinal models the level-

1 model, where the time varying variables are idety is:

Y. =B+ B.T.* B, X.*&,

HereY; is the dependent variable, the value for counatytimet, in this case the level of net
deficits.$ are the coefficients on level-A; is the initial score for countryon the dependent
variable, in other words the predicted level oficief when all explanatory variables have the
value zeroT is a time variable that indicates the time pofreéach unit. In this analysis this is

a variable that rises with one each year. It hasvdlue zero in the mid-year, 1993, the value
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-13 in 1980 and +13 in 200@;; is the rate of change for countryX; is a time varying
covariate, or in other words: a variable with diffet values over time. This can for example
be the number of parties in government or a dumonyhether there is an election that year
or not. The variables with constant values fortialle points in each country are the level-2-
variables, which will be explained further belosy.is the random error at level-1 which is
made up of the unexplained variance that is nostam between the countries. This is
assumed to be normally distributed with a mean ah@ a constant variance & (Hox 2002 ;
Raudenbush and Bryk 2002 ; Luke 2008).

The level two part of the model is sometimes catlegl inter-individual part of the model
because it includes permanent differences betwsempdrsons or countries that are studied.

The level two equations are denoted in the follgwiays:
B, 7 Voot Us
B.= Vot Uy
BVt Us

The initial score on the dependent variable forntgui is fo;. It is predicted by the grand
mean of all the individual interceptgso, plus the variability of the individual intercepts
around the grand meany;. In this study that is the grand mean of net gowent debt and
the deviance from that mean. Similarly, the slofugsone countryfs;, is predicted by the
grand mean of country slopesp, and the variability of the individual slopes anduthat
mean,u;. This is the average change in surpluses and dhetiies’ variance around this
average. The subscript indicate that each country is allowedhdwe its own growth curve.
The countries deficit levels can therefore changdiféerent rates and the reasons for these
differences can be found. Finall§s makes it possible to explore the difference indffect

of the explanatory variables between the countrielsided in the analysig; is the average
effect of the variable, whilay; is the deviance from that average effect. Thisfoarmstance

be the average effect of political instability amolw the countries deviate from this average.
Again thei indicates that the effect of the variable on thiecddevels can be different in the
different countries and the reason for these difiees can be found. This makes it possible to
explain the reasons for why one model has diffeeffieicts in different countries (Luke 2008:
548-555).
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The combined model is therefore:

Yoz W, VTt Vo Xl e + U T+ Ua X+ €4

The first half of the equation is the fixed parttbé model while the last half is the random
part. The random effects are similar to error teamd multilevel models thereby have error

terms at each level in addition to the traditiondividual error termg; (Luke 2004: 11).

3.5 Maximum likelihood estimation
The most common estimation procedure in multileweteling is maximum likelihood (ML)

(Hox 2002 ; Luke 2008). “[T]his type of estimatiomorks by maximizing a likelihood
function that assesses the joint probability ofdtaneously observing all the sample data,
assuming a certain set of fixed and random effgtiske 2008: 555). There are more ways of
calculating the estimations, but maximum likelihobds been found to produce reliable
results. When the assumptions are fulfilled maximikedihood estimation “is consistent and
asymptotically efficient” (Steenbergen and Jone@22®@25). Furthermore, when you have
large samples maximum likelihood estimations uguakmain: “robust against mild
violations of the assumptions, such as having mmmal errors” (Hox 2002: 37-38). This
analysis has an N of over 1000 and should therdfereelatively reliable. In addition ML
performs well with unbalanced designs, and its dixeffect estimates are consistent
(Steenbergen and Jones 2002: 225). This is a gd@antage in this study because the data is
quite unbalanced. The are significant gaps in tae doth because countries have been
dropped in years when they are not consideredagldatiemocracies and because there are

missing data for some time points in the dependandable.

There are two ways of producing the likelihood fiime in maximum likelihood estimation:
full maximum likelihood (FML), where both the regsgon coefficients and the variance
components are included in the likelihood functi@amd restricted maximum likelihood
(RML), where only the variance components are ietuin the likelihood function and the
regression coefficients are calculated separatliL. often has more bias in its calculation of
the variance components than RML. However, theedifices in results produced are usually
very small. FML is therefore the most widely useeltihhod as it has two other advantages over
RML estimation. Firstly, FML is generally easier tompute. Secondly, you can compare
how two models differ, while with RML you can ontpmpare how the random parts of the
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model differs (Hox 2002: 38). Luke (2004: 28) tHere advises the use of FML when the
two methods produce similar results. In this analylse differences between the results using
the two methods is not very large and FML is thenetutilized.

3.6 HLM
The statistical model used for the analyses inghjger is HLM (hierarchical linear modeling).

This program was developed to handle multilevel edooth when times are nested within
units and when smaller units are nested withindamnes. It is therefore exceptionally well

suited to test multilevel hypotheses (Raudenbusth @004).

3.7 Preconditions
Some preconditions have to be fulfilled if the desof longitudinal multilevel models are to

be reliable. In this section it will be examinedahwell these preconditions are fulfilled. First
it will be discussed whether the models are nowyndistributed, then whether there are

problems of heteroskedastisitet or autocorreladiot finally whether the relationship is linear.

3.7.1 Non-normal distribution of errors
Non-normal distribution of errors on level-1 cardVarsely influence the estimated standard

errors for the estimates of the fixed effects arfdrential statistics” (Raudenbush et al. 2004:
38). It can in other words introduce bias into tomfidence intervals which can affect the
computation of significance levels and make theeaesher dismiss a hypothesis that is
correct or confirm a hypothesis that is incorrdtte normal distribution of the level-1 errors
can be visually inspected. This graph seems teatelithat the residuals are close to normally
distributed with some outliers. Removing theseierglfrom the analysis does not drastically
alter the results however. It is therefore conatutteat non-normality of the errors on level-1

does not lead to mistakes in deeming variablesfgignt or not significant.

Non normal errors can also be problematic on tlverse® level of analysis where the time-
constant features of the countries are tested.
“Estimation of the fixed effects will not be biaséy a failure of the normality
assumption at level 2. However if the level-2 randeffects have heavy tails,
hypothesis tests and confidence intervals basedommality may be sensitive to

outliers. A failure of the normality assumption lwiffect the validity of the
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confidence intervals and hypothesis tests for itkexdfeffects” (Raudenbush and Bryk

2002: 274).
The level-2 outcomes are not directly observed #ingl makes testing of this assumption
harder, buthe Mahalanobis distance measwan “help in assessing the degree of departure
of the random effect from normality and allows @#ten of outliers” (Raudenbush and Bryk
2002: 274). “If the normality assumption is truben the Mahalanobis distances should be
distributed approximately?,)”. Running a plot of the Mahalanobis distance asfaithe
expected values show the level-2 random effectslage to normal, but also that Botswana
is an outlier. Removing Botswana from the analysi$y leads to minimal changes in the

results and these are commented on in the analyafger.

3.7.2 Heteroscedasticity
Homo- and heteroscedasticity: “refer to the coroesignce of thepreadof residuals with the

independent variables. If the residuals have ataohsariance, regardless of the value of the
independent variables, we call thérmmoscedastjcout if their variance is variable, we call
them heteroscedastic(Pennings, Keman and Kleinnijenhuis 2006: 161).okther words,
heteroscedasticity occurs when the error termsadovary randomly but correlates with the
independent variables and this makes the resulteeofinalysis less reliable. It often arises
when the independent variables are related to e#dwdr. This could be a problem in this
paper as some of the independent variables, eeg.ntimber of parties in cabinet and
parliament probably has some relation to each offiennings, Keman and Kleinnijenhuis
2006: 161-162; Wooldridge 2009: 52-53).

HLM can compensate for heteroscedasticity (Yehl.eR@)7: 198). The program produces
robust standard errors which are: “less dependenthe assumption of normality [of the
residuals], at the cost of sacrificing some staastpower” (Hox 2002: 201). HLM therefore
provides consistent “consistence intervals and thgsis tests even if the HLM assumptions
about the distribution and covariance structureaotiom effects are incorrect” (Raudenbush
and Bryk 2002: 278) Because there is a possibdftyneteroscedasticity in the model the
robust standard errors are used in the calculatiadsare the only ones which are reported in
the analysis. Robust standard errors only fungbi@perly when the number of level-2 units
are at least moderately high (Raudenbush and BdQR:2276). It is difficult to say precisely
what a high enough number of level-2 units is,thet46 included in this analysis is not very
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low and the robust standard errors are therefasanasd to prevent possible problems with

heteroscedasticity.

3.7.3 Autocorrelation
Problems of autocorrelation can for instance aifiske unexplained variance is positive at

several consecutive time points (Wooldridge 20080)3 This can lead to either over- or
underestimation of “the true variability of the fogent estimates” (Petersen 2009: 435).
HLM does account for correlation within the groupser time (Short et al. 2006). There are
nevertheless some signs of autocorrelation. Thasde ameliorated by introducing a lagged
version of the dependent variable. This does ret #éhe results drastically besides making
the effect of the stability and growth pact insfgraint. This is not very surprising as this
variable is close to constant and is thereforekehlito be the cause of changes from one year
to the next, besides the year they join. As themgnpnent features are one of the main
interests in the study this variable was not inetlich the final analysis, but it is unlikely that

autocorrelation has significantly alter the results

3.7.4 Non-linear relationships
The focus of this study is how deficit levels halifered between democratic countries, and

how various political factors affect those deficithiese explanatory variables might affect the
deficit levels in a non-linear way. As there areti2Be points in the analysis it is possible to
include complex non-linear predictors (Singer andletf 2003: 217). To test whether the
change over time is linear the residuals can beétguloagainst the dependent variable
(Sarakisian 2007). This plot does not seem to atdimon-linear relationships however and
the value which indicates change over time is foeeeincluded with a rise of one for each

year.
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4 OPERATIONALIZATION OF THE VARIABLES

In this chapter the operationalization of the Malea will be presented. After presenting the
dependent variable and the countries includedarsthdy the economic, political and societal

variables are presented.

4.1 Net government deficits/surpluses
There has been some controversy over the way gmesmindeficits have been defined in

previous research. Volkerink and de Haan (2001:) 22Ricized previous research (for
instance Roubini and Sachs 1989a ; 1989b) for amaygeneral government deficits while
the theoretical focus is on central governmentaitsfi In some countries there is a clear
separation between the fiscal policy at the natiand sub-national level and it can therefore
not be expected that explanatory variables at &ti@mal level explains fiscal policy for both
national and sub-national political institutionstherefore use data for central government
deficits. By denoting the value as a percentag8P the data becomes comparable between

all the countries despite vast differences in the and form of their economies.

IMF’s data for “central government deficit/surplusMF 1991 ; 1994 ; 2007) was used as the
basis for the dependent variable. The variablerested by subtracting central government
expenditure from central government revenue forhegear and denotes the result as a
percentage of the country’s GDP. This data hasativantage of covering countries outside
of the OECD, which have been the focus of mostiptesvstudies and of covering a longer
time-period than most other data. For the OECD tasdata from OECD.stat (2010) is
used for the period between 1995 and 2006 bechesii- data have big gaps in their data
for these countries in this period. It would beferable to only have data from one source,
but they should be comparable as both are calcligith the same methddThis analysis is
therefore wider in both the number of countries am@rs covered than most previous
research within this field. The analyses cover ¥tteral democracies in the period between
1980 and 2006, and the countries are dropped fhenstudy in the years when they are not
considered to be democratic enough. In additiothéinclusion of all the OECD countries
electoral democracies in Central and Eastern EurApea, Asia and North America are
studied.

! The UN System of National Accounts 1993: http:#tas.un.org/unsd/snal993/introduction. aspisual
inspection also showed that the models matcheuakilyears when they overlapped.
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4.2 Electoral democracies
An electoral democracy is defined as a country &ittore of three, two or one on Freedom

Houses “political rights” index where 1 signifiesost free and 7 signifies least free. This

index focuses on whether citizens have the poggildd choose freely and run in elections

and whether the candidates voted into politicaiceffhas a decisive impact on policy

formulation. The focus is on the institutional asgeof democracies. Having a satisfactory
score on this variable does not necessarily meantkie countries are liberal democracies
with all the civil liberties that entail. Followig some countries are included in the study in
years when they are only considered partly freEfegdom House. The countries are dropped
in all years when they are not deemed electorabodemcieé and this gives an N of 1074.

4.3 Economic explanations

In this part it will be shown how the economic exdtions were operationalized. These were:
the growth rate of the economy, the openness od¢baomy and the inflation level.

4.3.1 Growth rate of the economy

| use the real GDP growth rateas a measure of the growth rate of the economy.
Unemployment levels could also have been used tsuone the phenomenon, but it is hard
finding sources were unemployment figures is ab&laor all the years covered in the

research. The GDP growth is also the measure msptbst previous research and therefore

well suited to control whether previous findinge agliable.

2 The countries covered in the study are (if theyehaot been electoral democracies throughout tiyshe
years included are in parenthesis): Australia, Aaisthe Bahamas, Bangladesh (1980-81, 1991-2002@05-
2006), Belgium, Botswana, Bulgaria (1990-2006), &k Cyprus, the Czech Republic (1993-2006), Dekymar
Estonia (1991-2006), Finland, France, Germany (M&estnany until 1990), Greece, Hungary (1990-2006),
Iceland, India (1980-1992 and 1996-2006), Ireldsel, Italy, Jamaica, Japan, South Korea (198820
Latvia (1991-2006), Lithuania (1991-2006), LuxemizpuMalta, Mexico (1980-84, 1988 and 1997-2006),
Namibia (1990-2006), the Netherlands, New Zeal&tadway, Poland (1990-2006), Portugal, Romania (1996
2006), Slovakia (1993-2006), Slovenia (1991-20@@gin, Sri Lanka (1980-1988 and 1996-2006), Sweden,
Switzerland, Turkey (1984-1992 and 2002-06), théddhKingdom and the United States.

® This variable is taken from USDA (2009) which agai based on data from: the World Bank World
Development Indicators, the International Finan8iltistics of the IMF, Global Insight, Oxford E@wnic
Forecasting and the Economic Research Service.
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4.3.2 Openness of the economy
Imports plus exports as a proportion of the GDRadnstant 1990 prices is used to measure

the openness of the econdinio country has the value zero and the lowestevaul4.43,

for the USA in 1982. 100 was therefore withdrawenireach value to get a natural zero value.
This operationalization was chosen over other ptssneasures of openness of the economy,
such as capital flow and foreign direct investmatause it has been the most widely used in

the past.

4.3.3 Inflation
Inflation is operationalized as the annual peragatehange in the GDP deflatofhe GDP

deflator shows the difference between the nomindl r@al GDP (Burtini 2009), and is “the
most general measure of overall price change” (WBRNIO). It includes all the sections of
the economy in the calculations and is therefotéebat including new goods and services

than the consumer price index.

This variable has some extremely high values howelle mean is 14, but the standard
deviation is 62 and the highest value is 949 (faigBria in 1997). These extreme outliers
have a disproportionate influence on the effectshefvariable in the analysis. The highest
values were therefore recoded to make the varrable normally distributed (although it still
has a tail at the right side). More precisely, uhés that originally had a value of 20 or lower
kept their original values, the values between 20 25 were given the value 20, the values
between 25 and 30 the value 21, then each tenmagee increase in inflation meant an
increase by one in the inflation variable up tohkie 100. Then each increase by a hundred
corresponds with an increase in one in the reca@de@dble, and all values above 500 are
given the value 35. Most units then retain theigioal value. This new variable is therefore
meant to show the difference between differentlfegéinflation, but at the same time not let
the few outliers be the only determinant of theesetf It does however make it harder to

interpret the coefficient.

“These data are taken from the “Quality of Goverrineataset (http://www.qog.pol.gu.se/), the varéabsed
wasunna_otco which is based on data from the UN statlddigision
® Inflation data is taken from WBWDI (2010).
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4.4 Political explanations

In this part it will be shown how the political dapations were operationalized. These were:
the number of parties involved in governing, thejanty status of the government, the
government’s ideology, the electoral system, themfoof executive (presidential or
parliamentary), the effect of the stability andwtio pact and the European Monetary Fund,
the effect of elections and the quality of governtne

4.4.1 Number of parties

Previous research has categorized the number ¢tiegpan government in several ways.
Roubini and Sachs (1989a ; 1989b), who were tlsétfirlook at what effect it might have on
fiscal policy, categorized government types intarfccategories as the basis of their
exploration of how political factor influenced fedcpolicy: (1) one-party majority, (2) two-
party majority, (3) three or more parties majorand (4) minority governments. This
categorization is however unnecessarily imprecat because it is possible to create a more
fine grained categorization of the number of pariie cabinet and because it treats the two
theoretically distinct phenomenon of the number pzrties in government and the
governments majority status as one. The secone@ sdlibe further commented on in the

next section on minority and majority governments.

Coalition governments vary greatly, both in the bemof parties participating and in the
relative strength of these parties. A two-partygowment where one of the parties dominates
should be expected to perform more like a one-pgotyernment than a government where
there are two equal partners as the larger padpgmly will not have to compromise its
program as much. Many Japanese governments havestance formally been coalition
governments as the Liberal Democratic Party (LDd®) Ieen joined by one other party which
has controlled one or two ministries. The LDP’s dwance has however been overwhelming
and a measurement of the number of parties in gavemt should consequentially be able to
distinguish these cabinets from e.g. the “grandittmas” in Germany that have included two
parties that are approximately equally strong. d@gorize parliamentary countries a variable
was created based on Laakso and Taagerpera’s (d®&3ure of effective number of parties.
This should be able to indicate both the numbeparfies and their relative strength. Semi-
presidential and presidential countries are somewinae difficult to categorize in this way
and how it is done is showed below. The variable valculated from this formula:
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>p+p,t+pf

ENCP is the effective number of cabinet parties arid theith party’s fraction of ministers

ENCP=

in governmerft The proportion of ministers works as a proxytfe relative power of each
party and should therefore indicate whether degssitas to be made by compromise among
equal partners, which is claimed by many to incedhag chances of deficits, or whether one

(or more) party (or parties) dominate.

All governments in presidential systems are comsiileas one-party governments even
though they at times can have members from a difteparty than the one the president
belongs to. This makes it difficult to categorizems-presidential systems, and these
difficulties are addressed below. Parliamentary gmesidential cabinets function quite
differently:
“Parliamentary executives are collegial cabinetsereas presidential executives are
one-person executives; in presidential systemsgugike power is concentrated in the
president, and his or her cabinet consists ofsaisito the president instead of more
or less coequal participants” (Lijphart 1999: 105)
This means that even though it no doubt matterst \imal of advisers the president has,
having ministers from different parties does notamehat there is a division of power
between these parties in the same way as it do@ariramentary systems. The ultimate

decision making power is only held by the presidamd his party can be expected to both

® These data are taken from: Woldendorp, Keman amty& (2000), Bille (2001 ; 2002 ; 2003 ; 2004 ;200
2006 ; 2007), Carty (2001 ; 2002 ; 2003 ; 200403202006 ; 2007), De Winter and Dumont (2006),dadb
and Nieto (2001 ; 2002 ; 2003 ; 2004 ; 2005 ; 20P807), Diskin (2001 ; 2002 ; 2003 ; 2004 ; 202906 ;
2007), Dumont and Hirsch (2003), Dumont and Poii2&04 ; 2005 ; 2006 ; 2007), Dumont and Wintet0@2)0
Fallend (2001 ; 2002 ; 2003 ; 2004 ; 2005 ; 2026Q7), Faustmann and Kaymak (2007), Fenech (22002 ;
2003 ; 2004 ; 2005 ; 2006 ; 2007), Fink-Hafner @20@004 ; 2005 ; 2006 ; 2007), Fisher (2001 ; 20P203 ;
2004), Fisher (2006 ; 2007), Fisher and Smith (208ardarson and Kristinsson (2001 ; 2002 ; 202304 ;
2005 ; 2006 ; 2007), Hardmeier (2001 ; 2002 ; 20B304), Ignazi (2001 ; 2002 ; 2003 ; 2004 ; 20@506 ;
2007), Ikstens (2002 ; 2003 ; 2004 ; 2005 ; 20D0@hszki and Kurtan (2001 ; 2002 ; 2003 ; 2004 020 2006 ;
2007), dnis (2006), Jasiewicz and Jasiewicz-Betkiewicz (20R002 ; 2003 ; 2004 ; 2005 ; 2006 ; 2007), Kato
(2001 ; 2002 ; 2003 ; 2004 ; 2005 ; 2006), Kat0@02002 ; 2003 ; 2004 ; 2005 ; 2006 ; 2007), Kiedsay
and Webb (2004 ; 2005 ; 2006), Krupavicius (20QR2Q3 ; 2004 ; 2005 ; 2006 ; 2007), Linek (20050&0
2007), Lucardie (2001 ; 2003 ; 2007), Lucardie ®nérman (2002 ; 2004 ; 2005 ; 2006), Lukas (202QQ03),
Lukas and Mansfeldova (2004), Milic (2005 ; 2008)Malley (2006 ; 2007), O'Malley and Marsh (200002
; 2003 ; 2004 ; 2005), Pettai (2002 ; 2003 ; 200405 ; 2006 ; 2007), Poguntke (2001 ; 2002 ; 20304 ;
2005 ; 2006 ; 2007), Rihoux et al. (2005), Rihotiale (2003 ; 2004), Rihoux et al. (2007), Riholximont and
Dandoy (2001), Rihoux et al. (2002), Sidler (20@&pirova (2007), Stan and Zaharia (2007), Sund{z91 ;
2002 ; 2003 ; 2004 ; 2005 ; 2006 ; 2007§etJ(2001 ; 2002 ; 2003 ; 2004 ; 2005 ; 2006), VowR301 ; 2002 ;
2003 ; 2004 ; 2005 ; 2006 ; 2007), Widfeldt (20@DO2 ; 2003 ; 2004 ; 2005 ; 2006 ; 2007), YsmabE;
2002 ; 2003 ; 2004 ; 2005 ; 2006 ; 2007), Aalb@@0( ; 2002 ; 2003 ; 2004 ; 2005 ; 2007), Aalberg a
Brekken (2006)
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reap the awards of popular policies and be punigsbedinpopular ones. Followingly, the
incentives that have been claimed to produce higledt in multiparty cabinets, such as
pressures from different social groups that form tre-constituencies of the participating
parties, function differently in presidential syste The three presidential systems covered in
the analysis, Cyprus, Mexico and the USA, are foeeecoded as having one party in

government throughout the period covered.

Most other countries covered in the study are bigaarliamentary, with a ceremonial king,
gueen or president and power vested in a governmlected by parliament. There are
however some semi-presidential countries in thepsganwvhich have similarities to both
presidential and parliamentarian systems in the thvay function and are therefore harder to
place. Some countries are formally semi-presideriia with presidents that are little more
than figureheads or at least much less powerful tha prime-minister. In these countries
“political practice is parliamentary” (Duverger 188167), and they are therefore treated as
any other parliamentary country. In this study AlastBotswang Bulgaria, Iceland, Ireland,
Lithuania, Slovakia and Slovenia falls in this goofLijphart 1999: 121-122; Siaroff 2003 ;
Elgie 2005: 105-107). They are therefore treatechasiamentary in the analy8isFour
countries have gone from systems where the prdsltis) some co-decision powers over
important legislation to being largely ceremonialhe period covered by the study: Finland
(where presidential powers where first reduced 9841and then reduced further in 2000),
Poland (in 1997) and Portugal (in 1982) (Siarof020299-300). | treat these countries as
parliamentary for the entire period both for simapyi and because presidential powers was
strongest in foreign policy which has a smaller aetpon fiscal policy than domestic policy.
On the other end of the scale are semi-presideciahtries where the presidency is clearly
the dominant political institution. Namibia, Sobrea and Sri Lanka fall into this category.
In these countries the prime minister and the gowent are not accountable to the
parliament and executive power is therefore comatad in the presidency (Siaroff 2003 ;
Elgie 2005: 102-105). These countries are therefi@ated as presidential and denoted as

having one government party through the entireggecovered.

’ In Botswana the head of government is also heathté and holds the title president. His govertmeads
the support of parliament however and the politigestem functions like parliamentary systems (Lajt1999:
117).

8 Countries where the president does not have &ignif powers and is not directly elected, such asr@ny,
are also treated as parliamentary.
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The most difficult countries to categorize are Emand Romania. France and Romania have
independently elected presidents with significamivers, but also an influential government
that needs the support of parliament. In Fran@ss ©uverger (1980) therefore claimed that
the system would function as a presidential systeimen the same party held the presidency
and had a majority in parliament and as a parlidargrsystem under cohabitation when the
presidents party did not have a majority in parkaim | nonetheless treat these countries as
parliamentary for the entire period because theipdisy of a threat of no-confidence makes
it important for the government to have a majonityparliament. The ability to threaten no-
confidence should give all participating partiesrenpower than they have in presidential
systems. There the ministers just function as adsiso the president, and support of their
party is not vital for the survival of the governme

Finally, Switzerland is in some ways neither paniatary nor presidential. The system
functioning is however similar to that of parliantety systems (Siaroff 2003: 306) and it is
consequentially treated as parliamentary.

It was also tested whether the effective numbepaofies in parliament (ENPPpfluences
fiscal policy. This makes it possible to see iftects fiscal policy whether the government
has to work with many or few parties in governméiite variable was calculated based on
the same formula as the effective number of cabpaaties, but instead of using the
proportion of cabinet ministers belonging to eaelnty as the basis for the calculations the
fractions of seats in parliament controlled by epalty was used. This measure is preferable
to just counting the number of parties in parliamaecause it focuses on the parties that are
big enough to influence policy, and limits the etfef small parties which are likely to have a

more limited effect on policy formation.

Democracies can necessarily not have less thapanein government or parliament (except
during technocratic transitional governments). Thekes the value zero meaningless, and it
is consequentially harder to interpret the resoftthe analysis. To compensate for this one
was subtracted from each value of ENCP and ENP® cdhntries with one effective party in
government got the value zero, countries with Zf6cave parties 1.5 etc. This does not
affect the results or the significance levels @f Wariables.

® Data for ENPP are taken from Gallagher and Milof2€05), and calculated based on data from IPU@R0
for the countries and years not covered by them.
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4.4.2 Minority or majority government
As mentioned above, some previous studies havepocated the governments’ majority

status and the number of participating parties abireet in the same variable. This is
misleading both because it treats two theoreticdibfinct concepts as one and because it
might prevent the researcher from identifying whattenomenon that determines the value of
the dependent variable. According to Stregm (199@onty governments is a different
phenomenon than coalition governments, arise umbiéerent circumstances and have
different consequences. He furthermore claims thatight be easier for them to push
through a coherent program than for majority camalitgovernments because the governing
party or parties are free to create different legjige majority at different times. This might
make them able to lead a more stringent fiscalcpodind reduce the deficits. Finally, by
registering the effective number of parties andniagority status of the government in two
different variables it is possible to distinguisbtween one-party and multiparty minority
governments. This is not an uncommon phenomenothdndata used in this analysis 26
percent of the units had minority governments aag&rcent of these minority governments
had more than one participating party.

The status of the government vis-a-vis parliamenheasured as the proportion of seats the
government party or parties has in the legislafurll parties with at least one minister in
cabinet were considered government members. Thghtnfie slightly misleading as some
government might have formal support agreements drties without ministries. This
would offer the government almost certain parliatagn majorities and thereby make it
function very much like a majority government ($tr&990: 61-62). It is however difficult to
determine which parties fall into this category there is a blurry line between this
phenomenon and the natural operational behaviorevh@nority governments cooperate
more with some ideologically familiar parties thawth other parties. In countries that are
considered presidential the proportion of parliatagans belonging to the presidential party
was measured. This is consistent with the operaliation of the number of parties in

government in presidential systems.

19 Data on the composition of parliaments is from I2010)
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The influence of the government's majority statusfiscal policy is tested for using two
variables. The first variables used has values &&tw.5 and .5 where -.5 signifies that the
governing parties have no seats in parliamenthab &ll the representatives in parliament
belong to the governing parties. Zero indicates thay control exactly half the seats in
parliament. This variable was used because it wpsated to be easier for governments to
get their agenda trough the bigger their majostyand harder the larger their minority. The
second variable was used to find out whether the didference is between majority and
minority status and the size of those minoritied amajorities is less influential on fiscal
policy. In this variable all governments with 50rgent or less of the parliamentarians is
given the value zero and all governments with 5@¢r& plus one or more is given the value
one. It was afterwards tested which model explaieddependent variable best to find out

which variable would be kept in the final explangtmodel.

4.4.3 Ideology of government
The ideology of the government is measured in tanables based on three categorizations

of parties: left, centre and right. Categorizingtiea into ideologies across time and in
different countries is complicated and demands w@aice degree of personal judgment.
Categorization was primarily based the partiedliaibn to an international party group.
Most major European parties are members of pangéaro parties in the European
Parliament. The parties that belong to the PartyEofopean Socialists or Party of the
European Left were coded as left-wing and parhas are members of the European Peoples
Party or parties further to the right, such as Wdrfar a Europe of the Nations, as right-wing.
Liberals and Greens were considered centre-paatidsneither categorized as right- or left-
wing. Non-European parties also often belong termdtional party-groups such as the
conservative International Democrat Union and theiad democratic Socialist International
and were following coded based on these affiliaiorhese affiliations might in some cases
say more about the history of the parties thanr tbeirent views, but in most cases they
indicate where they stand in the political spectranleast within their national political
systems. Parties without international affiliatiomkere placed in the ideological group that
seemed most in line with their policy views as jedgby the researcher. In coalition
governments the value on the variable was baseshoh party’s fraction of ministers. Two
variables were created, one for the proportion ofisters belonging to left-wing or centre

parties and one for the proportion belonging tdtriging or centre parties. The centre-left
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variable varies between zero, if no ministers bgltmleft-wing or centre parties, and one, if
all the ministers belong to these parties. The spppas the case for the centre-right variable.
These variables were entered in separate modealsetof there was something about either
right-wing or left-wing parties that made them talehigher debts than other types of parties

when they were in government.

4.4.4 Fiscal illusions
To test whether governments increase spending utiingreasing taxes in election years to

increase their support among voters a dummy-viarialas made that has the value one in

election years and the value zero in non-electears/.

4.4.5 EU stability and growth pact and the European Monetary Union
A dummy variable was introduced for membershiphia stability and growth pact (SGP),

which gives the countries the value one fore thery¢hey were members and zero for the
years they were not. All countries that are membéthe European Monetary Union (EMU)
are registered as members of the SGP from 199¢hwithe year the treaty pact entered into
force, or the year they joined the SGP until the efithe dataset.

Debrun et al. (2008) does however find that thentoes were more affected by the fiscal
stringency required for entering the EMU than bg 8GP which was supposed to prevent
large deficits after they were allowed as memb&different variable is therefore created for
the accession period to the European Monetary Unitis has the value one during this
period and zero afterwards. Countries that were Ipeesnof the EU in 1992, except the
United Kingdom and Denmark, are defined as in tmession period from 1992, when the
EMU accession criteria was stipulated as part efMaastricht treaty, until the SGP entered
into force in 1999. Countries that joined the Eltetaare included in this variable from the
year they joined until they joined the euro or Litite end of the dataset (Ayuso-i-Casals et al.
2007: 7-8). Denmark and the UK are excluded from #ariable because they opted out of
this part of the Maastricht Treaty. Greece is ideld in this variable until 2000 because they
were only accepted as euro and SGP-members in 20@den did sign this part of the treaty,
but did not join the euro when the other countdek It is however obliged to try to join the

monetary union and is formally not a member becdtusas not met the entry criteria, even

“Data on elections is taken from IPU (2010).
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though the real reason is probably opposition frita electorate (Holden 2009). It is
nevertheless coded as being in the lead-up to nrsimpefrom 1992 until the end of the
dataset as that is the country’s formal statusitisdikely that the political elites tries not to
diverge to far from the entry demands as theyiargeneral very favorable to EMU-
membership (Lindahl and Naurin 2005).

To control for the claim that the stability and gtb pact has more of an influence on small
than large members a measure of country size wedede This measure was based on the
population siz&, but since there are some extreme outliers (lisdimore than three times as
large as the second largest country, the USA) #teral logarithm of the population number
in 100,000’'s was used. These values are therelayivedly normally distributed and the
outliers do not influence the results unproportignas the result needed to be introduced at
level-2 the mean was the logarithms for each cguwiais used. Finally the lowest value,
12.48, was withdrawn from each value to get a mimnof zero and an easily interpretable

intercept.

4.4.6 Geography of representation
To test for whether countries with smaller constitcies have higher deficits than countries

with multi-member constituencies two variables weneated. The first variable’s values were
calculated from this equation:

_ parliamentrians
constituercies

1

The value therefore indicates the average numbepasfiamentarians elected in each
constituency®. As all constituencies will at least elect one rhemto the legislature one was
subtracted from each value to get a meaningful Ipaset. Countries with single member
constituencies will therefore get the value one aodntries with one constituency for the
whole country and 150 parliamentary seats willtgetvalue 149. The size of constituencies
in each country varies to a very limited degree tnedvariable was therefore calculated as a
constant based on the last election before 200&hwh the last year covered in the study. It

is therefore included in the level-2 of the twodemodel.

12 population size data are taken from the “Qualtgavernment” dataset (http://www.qog.pol.gu)seid based
on data from the UN statistical divisions natioaatounts.
13 Data on constituencies and the size of the paeliasis taken from IPU (2010).
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The same phenomenon was also tested using a duommdjoritarian electoral systems.
This is because the important difference might éevben proportional and majoritarian or
plurality electoral systems and it might therefdre unreasonable that there is a major
difference between proportional systems with laegel small electoral districts. Most
countries included are clearly either proportiooalplurality/majority systems which were

considered as majoritarian electoral systems.

Some mixed electoral systems with similarities tmhbof these major groups are also
included in the analysis however and these areehdadcategorize. Some authors have just
seen these systems as a subgroup of proportiostnsy (Lakeman and Lambert 1955 ;
Reynolds and Reilly 1997). This is an unnecessanigrecise generalization however as
there are great differences between mixed systamdssame are closest to proportional
systems while other are more alike majoritariaplarality systems. The evaluation of where

to put individual countries therefore has to be enad a case-to case basis.

The countries included in the study that has lagist elected by some combination of
proportional and majoritarian or plurality methoase: Finland, Germany, Hungary, Italy,
Japan, South-Korea, Lithuania, Mexico, New Zeal&whania and Switzerland (IPU 2010).
Finland and Switzerland can clearly be designatedpmportional and South-Korea as
majoritarian as 15 percent or less of deputies whyeted under the alternative rules in these
countries (Massicotte and Blais 1999: 345, 351yn@ay, Italy, Mexico and New Zealand
are what Massicotte and Blais (1999: 353) callsemive mixed systems meaning that the
“PR seats are distributed so as to correct thertiishs created by plurality or majority rule”.
These systems are therefore expected to create proportional results than what is
expected in strict majoritarian systems, but theg mevertheless systems where most
legislators are elected in one-man constituendiesas exactly this characteristic that was
expected to make fiscal deficits higher in majorda than in proportional systems because
politicians overestimated the benefits to their stittencies ahead of the benefits to the
country as a whole (Alesina and Perotti 1995 ; $tarsand Tabellini 1999). These countries
are therefore coded as majoritarian. This is aploblematic for Italy which adopted this
system in 1993 and had a proportional system befate but they are nevertheless placed in
this group because they had a mixed system fogtéatest portion of the time covered. In
Japan most deputies are elected under majoritanies and hence the country is coded as

such. In Hungary a majority is elected under PR #rat country is therefore coded as
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proportional. Lithuania is very hard to code atats an equal number of parliamentarians
elected under proportional and majoritarian rukeshoice had to be made however and it
was coded as proportional since mixed systems lyshave been seen as having more in

common with proportional than majoritarian systgiMassicotte and Blais 1999).

4.4.7 Presidential vs. parliamentary systems
Presidential regimes are controlled for using a mynthat has the value one in presidential

countries and the value zero in parliamentary amestFor semi-presidential countries that
have some of the characteristics of both of thgseems the same categorization argued for in
the categorization of effective number of cabinattips is used (see part 4.4.1 Number of
parties). Cyprus, Mexico, Namibia, South Korea, Bainka and the USA are therefore

considered presidential, while all other countriasluded in the analysis are coded as
parliamentary. This variable is constant over tiorethe countries.

4.4.8 Quality of Government
To measure the quality of government a variableate by the Quality of Government

institute* and based on data from the International Counisi Buideé® was used. The basis
for their definition of quality of government iskien from Kaufman Kraay and Zoido-Lebaton
(1999) who defines it as “the traditions and ingiins by which authority in a country is
exercised”. This concept includes: “(1) the procegswhich governments are selected,
monitored and replaced, (2) the capacity of govems to effectively formulate and
implement sound policies, and (3) the respect tifens and the state for the institutions that
govern economic and social interactions among thggatifmann, Kraay and Zoido-Lobat6n
1999: 1). This makes the concept similar to, bstigict from, measures of democratic quality
(Holmberg, Rothstein and Nasiritousi 2008). All twuntries included in the analysis have a
minimum of democratic institutions and how demacréte countries are is therefore less

interesting as an explanatory variable.

The variable is created from measures of (1) @bion levels, (2) the strength of law and
order and (3) the bureaucracy quality. The coramptrariable includes evaluations of low

scale corruption in civil society, but is primarilmeant to measure: “actual or potential

1 \www.qog.pol.gu.se
15 http://www.prsgroup.com/ICRG.aspx
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corruption in the form of excessive patronage, tispg job reservations, ‘favor-for-favors’,
secret party funding, and suspiciously close tetsvben politics and business” (Teorell et al.
2009b: 50). The law and order part of the law arttovariable are assessed separately. “The
Law sub-component is an assessment of the stremgthimpartiality of the legal system,
while the Order sub-component is an assessmermpiiar observance of the law” (Teorell et
al. 2009b: 51). Bureaucracies are seen as instisthat can cushion the political changes at
the top, and countries are therefore considerduht@ high bureaucracy quality when: “the
bureaucracy has the strength and expertise to gaovghout drastic changes in policy or
interruptions in government services” (Teorell £t2009b: 51). Corruption and “Law and
order” each account for 3/8 of the combined vagabid bureaucracy quality for the last 2/8.
The variable is measured between one and zero wirereindicates the highest possible

government quality.

Again countries are given their average valuelierytears when they were judged as electoral
democracies as their constant value on this varidhdr most countries variation over time is
quite limited and the results are usually not wéifferent from their time varying value. The
original variable only covers the years between4198d 2006 and the calculations are
therefore based on these years. In the study Finteas the highest value at .998 and is
therefore judged as having the highest governmaatity and Bangladesh has the lowest
value at .343. Again the variable does not haveraalpossibility of reaching the value zero

and 0.5 was therefore withdrawn from each valugetosuch values.

4.5 Societal explanations
The current economic and political condition ofauctry can affect the fiscal policy, but it

might be that these affects are modified by morenpeent societal factors in society. Several
variables that could be expected to have such famence were therefore included in the
level-2 of the model. In this part operationalinas of political instability, economic and

social inequality and the proportion the populatidrich is elderly is presented.

4.5.1 Political instability
Political instability is a phenomenon that is diffit to measure quantitatively, and in this

analysis the variable must measure both violentremmdviolent challenges to the government

that might affect the political climate which fisgaolicy is made within. The variable used is
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therefore based on a count of the number of paliassassinations, general strikes, instances
of guerrilla warfare, government crisis, riots, sitions and anti-government demonstrations
in each yeal. Assassinations are defined as politically mo&damurders or attempted
murders of high government official or politiciarGeneral strikes are defined as politically
motivated strikes with more than 1000 participam@sierrilla warfare is defined as violent
activity by independent groups aimed at the ovewthof government; Government crisis’ are
situations that risk overthrowing the current regjirRiots are violent clashes of more than
100 citizens; revolutions attempted or successiutdd changes to the government elite or
rebellions for independence from the central govemnt and anti-government demonstrations
are peaceful protests against the government wdterthan 100 participants (Banks 2004).
This variable is problematic because it counts-gotiernment protest and guerrilla warfare
as if they were equally damaging to political slisbi The alternatives are however not any
better. When you are trying to measure both violend non-violent opposition to the
government in the same variable it is very diffidol weight the different components against
each other. The variable indicates whether the tcpuras a stable political climate where
governments are only challenged through electiowisia the legislature or whether they face

more constant challenges from outside the parliamen

The number of these instances can be expected taflbenced by the size of the country
however. This was controlled for using a measureagulation size. This formula was the

basis of the countries' values:

instability,

instability =
b In(podl0000G)

The number of instances of instability in the coun$ divided with the natural logarithm of
the population in hundred thousahdg he variable therefore does not measure theiihaty
instances of protest that might have short ternseguences for policy formulation, but the
propensity of the society to be unstable. The morgable the countries are the shorter the
perspective of politicians who fear for their swaliis expected to be. This creates a variable
that varies between zero for the Bahamas and Sk 1.89 for Israel and 1.76 for India.

The countries were given constant values througtimustudy based on their average in the

16 Data are taken from Norris (2009) who based hta da Banks (2004) who has recorded instances ometi
in the New York Times.

" population size data are taken from the “Qualitgavernment” dataset (http://www.qog.pol.gu)seid based
on data from the UN statistical divisions natioaatounts.
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years they were deemed electoral democracies anhtiable was included in the level-2 of

the analysis.

4.5.2 Economic and social inequality
Another permanent source of instability in a poéitisystem can be created by great social or

economic differences. The measure of social fraatieation is created by Alesina,
Devleeschauwer, Easterly, Kurlat and Wacziarg (2008e variable reports the racial and
linguistic fractionalization in the country and wasalculated according to the following

formula:

Fractionalization =1-2.5

Heres; is groupis share of the population in counjtyA country with only one ethnic and
linguistic group therefore gets the value one ahdmone was withdrawn the lowest possible
value became zero. In this study the countriesesahkary between .002 for South Korea
and .712 for Canad& By combining ethnic and linguistic characteristin one variable it is
easier to operationalize since these conceptsvamapping many places (Alesina et al. 2003:
159). The ethnic composition of a country changay slowly and the countries are given

constant values. The variable is included in I&/ef-the study.

Data for economic inequality are based on the @idex’. Gini levels can in theory vary
between zero (if income was equally spread betvadleéhe countries inhabitants) and 100 (if
one person got all the income in one country).him study the mean levels for the included
countries varies between 24.1 for Sweden and 7&.N&mibia. The countries are given
stable values based on the average of their hightgwbservations for the period as defined
in “the World Income Inequality Database”.

The economic differences for countries vary overetiand it could therefore be argued that it
would have been better to let the variable vary dwee. | choose not do this for two reasons
however. One, there is a serious lack of relialaiea,dand most countries have high quality
Gini data for less than half the years coveredhendtudy. Letting the variable vary over time

will therefore lead to a loss of data and consetjalnhweaker predictions. Furthermore, as

18 Data on ethnic fractionalization was taken frono(is 2009) who based her data on (Alesina etGi)3p
19 Gini data are taken from Teorell et.al. (2009bpwdase their data on UNU-WIDER (2008)
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argued above differences in society might not affiee conflict level and political processes
instantly, but rather over time by increasing th#ecences between political choices and
making it harder to find coherent compromises. Thight again increase the fiscal deficit.

As no country has the value zero, and this is & ualikely situation to ever arise as it would
mean absolute equality of income, 50 were withdrdvam each value. This gives the
possibility of reaching the value zero and therefmakes it easier to interpret the intercept.

4.5.3 Age distribution of population
The share of the population over the age 65 is ased measurement of the share of old

people in the population. Data for the variablgaken from the UN’s World Population
Prospects (UNPD 2009). The variable is constanttiercountries over the period. This is
both because there is very little variation in #adues over time and because they are only
published every fifth year. The countries are tf@eegiven their average for the years they
are included in the study as their value. Botswavizere 2.7 percent of the population is
above 65 has the lowest value on this variablei2tierefore subtracted from all the values
on this value to get zero as the base value amdlfienake interpretation easier.
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5 ANALYSIS

In this chapter descriptive statistics for the dejmnt and independent variables is first
presented. Afterwards the pre-analysis, which se® a benchmark for the subsequent
analyses, is run. Then the explanatory models aesepted. These become increasingly
complex and get increasing explanatory power asfgignt variables are kept and new added.
Finally the findings are evaluated against the liypses.

5.1 Descriptive statistics

Before the results of the two-level analysis aespnted, the variables and countries included
in the analysis are explored. First the variandsvéen the countries in their values on the
dependent variable, net budget surplus as a pagerdf GDP, is presented and then the
variance in the other variables is explored

5.1.1 Dependent variable

As can be seen in table 5-1 there is consideradi@tion in the mean deficit levels of the
countries included in the analysis. They vary framaverage deficit of 10.4 percent of GDP
in Greece to an average surplus of 8.7 in Botswarauntry with a fiscal policy that has
been “prudent in the extreme” (Acemoglu, Johnsah Rabinson 2003), and 3.5 in Norway.
These two countries become outliers in the analgsid the model can not explain
satisfactorily why their surpluses are unusuallyhhiln the analysis it is examined how this
affects the results. Most countries included in shedy have negative averages and some

variation over time around this average.

There is also considerable variation between thmicies in the number of years where there
is information about net surpluses. This is pdtgause countries are only included in years
when they were deemed electoral democracies andrasithat were not stable democracies
throughout the period covered are therefore exddde some years. There is however also
lacking data for years when countries fulfilled ttiemocracy criterion. This is especially

grave for the developing countries included. Orerdfore has to be somewhat careful in
generalizing the results for developing countribise analysis is nevertheless broader than
most previous research on the topic as it inclusmseral new democracies, especially in
Eastern and Central Europe, which have not bednded in most previous research.
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Table 5-1: Net surplus in the countries included in the gtindthe years 1980-2006

Country Min Max Mean SD* N Country Min Max Mean SD* N

Australia 4.1 2.2 -.47 1.90 27 Japan -5.7 1.7 22.52.33 10
Austria -6.0 -.8 -3.52 1.68 25 S. Korea -1.6 51 131. 1.67 18
Bahamas -19 18 -403 162 15 Latvia -4.2 1.8 015163 13
Bangladesh -3.2 2.5 -44 285 3 Lithuania -5.2 .0 192 154 10
Belgium -131 .3 -5.09 441 27 Luxembourg -11.7 410.2.07 4.04 26
Botswana -2.3 199 8.67 6.78 13 Malta -90.8 1.6 43.73.04 25
Bulgaria -154 34 -2.69 531 17 Mexico -154 10.2-3.62 6.59 10
Canada -64 16 -213 274 27 Namibia -5.4 -1.2 473.190 4

Cyprus 9.2 -10 -437 199 25 Netherlands -7.8 2.1-2.98 269 26

Czech Rep. -6.0 2.7 -2.29 2.47 14 N. Zealand -9.3.1 5 -1.09 4.77 20

Denmark -8.1 51 -.39 3.56 27 Norway -6.5 17.8 3.48.18 26
Estonia 21 25 .20 138 9 Poland -5.5 1.9 -3.47421 13
Finland -147 59 -1.63 5.52 27 Portugal -148 -.0 -6.07 3.88 27
France -6.6 -1 -2.98 147 26 Romania -4.5 .0 -2.81.64 10
Germany 2.4 1.4 -1.55 .83 24 Slovakia -9.6 -2 T#3. 2.59 11
Greece -289 14 -10.4 8.3 24 Slovenia -2.7 5 -.8979 14
Hungary -8.7 .8 -5.23  2.65 17 Spain -8.4 1.9 -3.42.94 26
Iceland -5.1 6.1 -1.3 2.9 27 Sri Lanka -18.3 -45100 3.63 13
India 93 27 562 210 24 Sweden -149 48  73.9549 23
Ireland -14.8 2.7 -455 590 24 Switzerland -2.8 3 2. -52 1.02 20
Israel -196 .7 -5.89 5.14 27 Turkey -10.0 -3 -4.92.32 9
Italy -149 -5 -7.81 451 27 UK -6.5 1.7 231 2.4 27
Jamaica -183 -12 -7.6 5.2 15 USA -6.2 2.3 -2.75.182 27

20 standard deviation
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5.1.2 Explanatory variables

In this part the descriptive statistics for the elegent and the independent variables will be
examined. In table 5-2 the minimum and maximum eslfor each variable is presented, as
well as their mean, standard deviation and the mundd units where information was
available. For the level-1 units the highest pdeshbwas 1061, while it was 46 for the level-

2 units. All the second level variables had datalbthe countries.

Table 5-2: Explanatory statistics for the variables includethe study between 1980 and 2006

Minimum  Maximum  Mean sD.A N
Dependent variable
Surplus/ Deficit -28.91 19.90 -2.90 4.85 889
Economic variables
GDP growth -34.86 15.25 3.09 3.54 1061
Trade -85.57 177.47 -7.58 49.92 1061
Inflation -1.88 35.00 7.16 7.37 1053
Palitical variables
ENCP 0 4.5 .68 .92 1049
ENPP 0 9.86 2.39 1.55 1055
Majority -.34 5 .07 14 1052
Majority dummy 0 1 74 A4 1052
Centre-left 0 1 .56 43 1054
Centre-right 0 1 .69 40 1054
Constituency size* 0 149 11.46 27.26 46
Majoritarian electoral system* 0 1 .37 .49 46
Presidential* 0 1 13 .34 46
SGP 0 1 .09 .28 1061
Accession EMU 0 1 A2 .33 1061
Election 0 1 27 .45 1061
Quality of Government* -.16 .50 .26 .18 46
Societal variables
Instability* 0 1.89 .30 41 46
Ethnic fractionalization* .00 71 27 .20 46
Gini* -25.92 23.90 -16.12 9.00 46
Population over 65* .00 14.63 8.77 4.06 46

Slopes-as-outcomes variable
Population size* .00 8.14 3.59 1.84 46
* = |level-2 variable

The dependent variable, thet surplus as a proportion of the GDitas a minimum value of -
28.91 for Greece in 1990 and a maximum value d 1&. Botswana in 1986. The mean is -
2.91 which means that in the countries included dlierage budgets are in deficit. The

21 standard deviation
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standard deviation is 4.82 which indicate a retyiwide distribution around the mean.

Finally, the N is 889 indicated that at least 1itsuare lost in each computation.

The GDP-growthvariable varies between -34.86 for Latvia in 1292 15.25 for the same
country in 2000 with a mean of 3.09 and a standaxdation of 3.52. Despite these outliers, a
visual inspection of the variable shows that mdghe values are between -10 and +10 and
normally distributed. Thé&rade as a percentage of the GDRriable has a minimum value of
-85.57 percent and a maximum of 177.47 percentusecd00 were withdrawn from each
value. The average is -7.58 and the standard daviest 49.92. All the countries have data on
this variable for all the years included in thedstuThe recoded inflation variable (see section
4.3.3) has a minimum value of -1.88 as there inesaases has been a fall in prices and a
maximum value of 35. The lowest value is Luxemb&ung 1997. The highest value is given
to four units which originally had extremely highflation, Bulgaria in 1997 and the Baltic
states in 1992. The mean is 7.16 and the standaidtobn is 7.37. The variable is close to
being normally distributed but has a tail towarus higher values.

The Effective Number of Cabinet Parties (ENGRYiable has a minimum value of zero, as
one is withdrawn from every value. The maximum weals 4.5, for Italy’s centre-left
government in 2000. The average is 0.68 and thelatd deviation 0.92. There is an N of
1061 and some loss of data. The mininiffective Number of Parliamentary Parties (ENPP)
is 0 and the highest number 9.86. Again, one wasdnawn from each value. The extremely
high maximum number was obtained by Poland’s fastt-communist parliament. Jamaica
has the lowest possible value of zero between 1888 1989. The 1983 election was
boycotted by one of the two major parties and thnegning Jamaica Labour party ended up
being the only party in government. The country wavertheless deemed an electoral
democracy according to the criteria described engrevious chapter and hence included in
the dataset. The mean effective number of parlang parties is 2.39, the standard
deviation 1.55 and the N 1055. For both ENCP an®EMKhost of the missing data points are
in Eastern European countries just after the fat@nmunism. This was a time of rapidly
changing party constellations and it is therefoificdlt to get precise information on the

parties in parliament or government.

The majority variable has a minimum of -0.34, indicating thHe government parties had 16

percent of the parliamentarians and a maximum B6f rieaning that, at times, all the

54



parliamentarians have belonged to the governinty pamparties. The mean is 0.07, indicating
a slight majority, and the standard deviation B40.Themajority dummyhas a mean of .74.

Accordingly, 74 percent of the units had a majogtyvernment. Both the centre-left and
centre-right variable has a minimum of zero andaximum of one. The centre-left variable
has a mean of 0.56 and a standard deviation of QhBe the centre-right variable has a
mean of 0.69 and a standard deviation of 0.4. ifdEates that right-wing parties controlled
a larger share of government ministers than lefigaparties. Theelection variable is a

dummy with a mean of 0.27.

The stability and growth pact (SGHRjas a mean of 0.09 indicating that nine percenhef
units are registered as members of the SGP. 12mtent the units are registered as being in

theaccession process to the EMU

The constituency sizeariable is included in the second level of thedelaand the values do
not vary within the countries. One is subtracte@darfreach value and the minimum is therefore
zero. The Netherlands has the highest value at TH8.average is 11.46 and the standard
deviation is 27.26. Thelummy for majoritarian electoral systettas a mean of 0.37.
Accordingly, 37 percent of the countries were codedhaving majoritarian electoral systems.
The presidentialvariable has a mean of .13 indicating that appnaxely thirteen percent of
the units are presidential. the quality of governmentariable Bangladesh had the lowest
value at 0.34, which became -0.16 after 0.5 wakdsgwn, and Finland had the highest at
0.998, which became approximately 0.5. The me#&n26 and the variation around this mean

quite low as the standard deviation is 0.18.

All the societal variables are on the second lef¢he analysis. Thmstability variable has a
minimum of O for Slovenia and the Bahamas and aimamx of 1.89 for Israel. The mean is
however significantly lower than this maximum aB.0The standard deviation is 0.41. The
ethnic fractionalization indexias a minimum of 0.002 for South Korea and a marinof
0.71 for Canada. Most countries are more ethnid¢aiypogenous as the mean is 0.27 and the
standard deviation 0.2. Sweden originally had tveektGini value at 24.08, indicating it is
the most equal, and Namibia had the highest vald@.8. 50 were then withdrawn from all
values, and their score became -25.92 and 23.9@ctgely. The average value is -16.12 and
the standard deviation is relatively small at 9e Thinimum value foshare of population

over 65is zero and the maximum is 14.63. Botswana’'s 2ag wriginally the lowest value
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and therefore subtracted from all values. Swedéginaily had the highest value at 17.33
percent. The average is 8.77 and the standardtoewv&06

The populationvariable is only used in the slopes-as-outcomedeinxplained in section

5.4). It measures the logarithm of the countriegam population size. The minimum level,
for Iceland, is zero as the minimum level of thggimal variable was subtracted from all the
values. India has the highest value of 8.14. Thame 3.59 and the standard deviation 1.84.

5.2 Pre-analysis
In the research question and the theoretical dssonisit has been argued that permanent

features of the countries included in the analydisiences their fiscal policy. Longitudinal
multilevel analysis is well suited to include thepermanent characteristics and might
therefore be an improvement on previous explanatadrthe phenomenon. In this part of the
paper this theoretical arguments will be testedigogily. An unconditional model without
any explanatory variables will first be constructéédcan serve as a basis of comparison for
the later models that includes time varying anceticonstant variables, and make it possible

to see how much explanatory power those varialdges.h

5.2.1 The unconditional model
A trend variable must be introduced into multi-leseodels that explain variance over time.

This can be done in several ways, but it should stathe value zero. The most common
ways to produce linear trend variables is (1) twehthe value zero for the first year and
increase by one for each year, (2) to have theevatuo in the middle year and (3) to have the
value zero in the final year. | have chosen th@s@mption. The year 1993 is therefore the

base year and given the value zero, 1980 has the vE3 and 2006 the value +13.
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Table 5-3: The unconditional model

Fixed effect Coefficient Robust SE. P-value
Average deficit score in 1993 (***) -2.743 492 o
Average growth rate (***) .215 .038 .000
Random effects Variance component d.f. Chi-sguare P-value
Level-1 variation
Level-1 error 8.808
Level-2 (between states)
State mean initial score (***) 10.225 45 820.59 000
State mean trend rate (***) .053 45 298.18 .000
M odel fit Observations
Deviance = 4720.78 N (level-1): 1074
Number of estimated parameters = 6 N (level-2): 47
AIC = 4726.78

Significance levels: (*) = p<.10, (**) = p<.05, (*f = p<.01 (two-tailed tests)
Number of iterations (maximum likelihood estimafien6

The average deficit score in 1993 show that on ameerthe countries had surplus that
constituted -2.743 percent of the GDP in 1983)ther words: spending exceeded incomes
by, 2.7 percent of GDP. On average this deficixpected to rise by 0.215 percent each year.
Over the 26 years covered in the analysis the geetauntry would therefore be expected to
reduce its yearly deficit by 5.538 percentage @oimdm -5.547 in 1980 to 0.052 in 2006.
Both of these values were strongly significant we#low the .01-level. The fact that the
random effect for the trend rate is also significiadicates that the different countries have
different growth rates. It is therefore interesttngexplore which variables might create these
differences in development (Raudenbush and Bryk22a®5). This general decrease in
deficits is interesting in itself. Change in deffitiends over time is not unprecedented
however. It has for instance been shown that OEQ@D+ries significantly increased their
debt levels in the period after the 1973 oil cr{§teubini and Sachs 1989a).

The random effect part of the results shows howitldevidual countries vary around the
mean levels. The state initial score of 10.225 shtivat the states vary greatly around the
average deficit scores in 1993. The state meanl trates of 0.053 also show some variation
around the average growth rate. Both of these sadwe strongly significant. This indicates
that countries have different mean levels of defiand different growth curves. It is therefore
warranted to explore which factors might cause ehdi$ferences. Since both the starting
levels and the growth levels are significant itnteresting to both look at time-constant and
time varying explanatory variables (RaudenbushBny#t 2002: 165-166).
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5.2.2 Deviance, AIC and number of iterations
Multilevel software produces statistics in maximlikelihood-estimation to show how well

the model explains the data. One such measuresidikiflihood statistic which is used to
estimate the deviance. It is obtained by multighyihe natural log of the likelihood by minus
two and is therefore also called -2LL. The reshtivgs the lack of fit between the model and
data, and the lower the value the better the motleé deviance measure can not be
interpreted individually, but can be used to corepdifferent models and see which explains
the dependent variable best (Luke 2004: 33-34jhénunconditional model the deviance is
4720.78. This value is different in full (FML) amdstricted maximum likelihood (RML). As

mentioned in chapter three all the calculationthis analysis are conducted with FML.

One problem with the deviance statistic is that imga more complicated model will always
lead to smaller deviance and therefore be integgrets an improvement. Measures have
therefore been made that reward parsimoniousnesslhas explanatory power. In this paper
The Akaike Information Criterion (AIC) will be usedhis is one of the measures that punish
models with many parameters. It is not providedHbM but can be easily calculated using
this equation:

AIC =-2LL+2p
Herep is the number of estimated parameters and -2LLd&wance value (Luke 2004: 34-
35). In the unconditional model there are six patams and the AIC is therefore 4726.78.

The number of iterations used by the software txhethe values is also reported. The
program finds a reasonable starting value and tfemges these starting values slightly
several times. When the changes in estimated valeesme very small as a consequence of
these changes the iterations stop and the progomeiudes that the best possible model is
obtained. In the unconditional model there wereenierations. Models do sometimes not
converge under maximum likelihood estimation andseguently there could be an almost
endless number of iterations. If the program cah estimate values within a reasonable
number of iterations that usually means that tlaeeeproblems with the model, especially if
the dataset is large (Hox 2002: 38-39). Few iteratj on the other hand, is a sign that the
model is good (Raudenbush and Bryk 2002: 257). Sikdterations used to calculate the
unconditional model is far from being ominous ahd iterations will only be commented on

later if they indicate problems with the model.
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5.3 Intercept-as-outcomes model
There are several ways to conduct multilevel amglysut a stepwise approach is common

and will be used in this paper. A model is thestfyuilt at the lowest level and higher levels
are introduced afterwards (Luke 2004: 23). Thisgpdpllows Luke (2004: 23) who suggests
first finding a satisfactory level-1 model and thestroduce the level-2 explanations. The
time-varying explanations at level-1 are therefioteoduced in the first model and the time-
constant variables are introduced subsequentlysébould first be included in artercept-
as-outcomes modevhere the slopes are equal for all the count@sce such a model is
established @lopes-as-outcomes mod=n be tested when there is theoretical justiboat
for it. In these models the slopes for each couményes individually. Having many random
slopes does require a high number of level-1 uaitsl in this model there are only 27 for
each country. It also risks producing falsely ingigant results as there is a limited amount
of variance to be explained (Raudenbush and Bryb22@56-257). Such an effect will
therefore only be introduced for the effect of ghability and growth pact because there is a
theoretical argument that the size of the counigsesxpected to affect the influence of that
variable. The one level-1 variable with individs&bpes for the countries in all analyses is the
trend variable that increases by one for each yBais makes it possible to explain the
different countries’ possible difference in devetemt paths.

5.3.1 The level-1 predictors
To get reliable multilevel models all relevant exqtions should be included in the analysis

(Raudenbush and Bryk 2002: 259). All the level-plarations will therefore be included in
the first model. The ones that are far from sigaifit in this analysis will be excluded in the
subsequent models. This analysis followingly tésfsothesis 1 (lower deficits in periods of
growth), hypothesis 2a and 2b (open economies hayeer (2a) or lower (2b) deficits),
hypothesis 3 (high inflation leads to high defigiteypothesis 4a and 4b (more parties in
government or parliament leads to higher deficitlsypothesis 5a and 5b (minority
governments produce higher (5a) or lower (5b) dsjichypothesis 6b (right-wing parties
produce high deficits), hypothesis 9a (membershiflné stability and growth pact will reduce
deficits) hypothesis 9b (countries in the accesgmtess to the EMU have lower deficits)
and hypothesis 10 (deficits are higher in electyears). The results from this analysis are

presented in table 5-4.
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Table 5-4: Effect of level-1 variables on government surpluses

Fixed effects Coefficient Robust S.E. P-value
Model for average deficit score in 1993
Intercept (***) -4.788 .837 .000
Trend slope (***) .213 .066 .003
GDP growth (***) 184 .051 .001
Trade -.001 .009 .938
Inflation .078 .063 .218
ENCP -.108 511 .833
ENPP .180 .267 501
Majority 2.225 1.718 196
Centre-left 428 416 .305
SGP 2.390 1.703 161
Accession EMP 115 719 .873
Election (*) -.468 .243 .054
Random effects Variance component  d.f. Chi-square P-value
Level-1 variation
Level-1 error 8.367
Level-2 (between states)
State mean initial score (***) 11.359 45 973.61 000
State mean trend rate (***) .046 45 302.02 .000
M odel fit Observations

Deviance = 4616.77

Number of estimated parameters = 16

AIC = 4632.77

N (level-1): 1074

N (level-2): 47

Significance levels: (*) = p<.10, (**) = p<.05, (*f = p<.01 (two-tailed tests)

Number of iterations (maximum likelihood estimatienl2

The intercept is -4.8. The countries then have (PQowth, imports and exports are 100

percent of GDP (as 100 were withdrawn from eachies@n this variable), no inflation and

one party in government and parliament. The goventraontrols exactly half the members

in parliament and right wing parties controls dle tministries. The country is not in the

accession process to the EMU nor a member of tHe 8@ it does not have an election. This

is much lower than in the unconditional model, niegrthat some of the cause for the GDP

deficit levels in 1993 can be attributed to leveldriables. The surplus still increases each
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year, and with an increase of .213 the coefficieate not changed much from the

unconditional model.

The GDP-growth variable has a coefficient of .184d as strongly significant. This
strengthens the widely held view that deficits wer during periods of economic growth
than during periods of economic contraction. Morecgsely, if the GDP grows by 5 percent
the surplus is expected to be almost one percergage higher than if the GDP level is
stable. The trade variable goes in the directigmeeted in hypothesis 2b and in the opposite
direction of what was expected in hypothesis 2ap@en economies are expected to have
higher deficits than closed ones. This effect is ffam being significant however. The
inflation variable also goes in the opposite digattof what is expected. The variable is not
significant, but with a relatively low p-value is iworth exploring further in subsequent

models.

The effective number of parties in government aadiggment seems to influence government
deficits in opposite directions. Higher number airtges in government is associated with
higher deficits, as expected. On the other harigla number of parties in parliament seem to
lead to lower deficits. These variables measurdlainphenomenon and that might affect
their coefficients. Running the analysis with ordye of the variables only weakens
hypothesis 4a and 4b further. An increase of maitieeither government or parliament is then
associated with an increase in surpluses. Bothabi®s are however far from being

significant in any of the analyses.

The influence of the majority variable was uncertand two hypothesizes was therefore
created, hypothesis 5a (higher deficits under ningovernments) and 5b (lower deficits

under minority governments). This finding seemsstpport 5a as a 10 percentage point
increase in the governments support in parliamenéxpected to increase the surplus by
approximately a quarter of a percentage pointtheiteffect is not significant. As the p-value

was close to 0.2 it was nevertheless included bseguent models to see if its explanatory
power might increase. A model was also tested wieie variable was exchanged with a
dummy for majority status. The findings then pamthe same direction but the model has
less explanatory power and the numerical measusehesefore preferred.
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Right wing governments seem to be associated wigheln deficits than other types of
governments. A government with only right-wing pestis expected to have 0.43 percentage
point higher deficits than a government with nohtigving parties. This supports the view
stated in hypothesis 6b, but the finding is nohgigant. Exchanging the centre-left variable
with the centre-right variable produces a similading as a government only consisting of
left-wing parties is then expected to have 0.49c@aiage point lower deficits than a
government with no left wing parties. That findiirsgnot significant either however and the
model has slightly less explanatory power. If thisdings can be trusted despite their low

significance levels they indicate that right-wiragirer than left-wing parties increase deficits.

Both being a member of the stability and growtht@al being in the accession period to the
European monetary fund seems to reduce deficitexpscted. The coefficients indicate that
countries in the SGP have 2.4 percentage pointriaeécits than countries that are not
members. Countries trying to gain access to the HM{®R 0.11 percentage point higher
surpluses than other countries when the other Magaare held constant. Neither of these

effects are significant, but with a p-value of Othé SGP variable is kept in the other models.

Finally and as expected, deficits are half a pasggn point higher in election years than at
other times. This is significant at the ten-perclevel and indicates that political factors
might affect deficits even though the other pdditivariables included in this model not are

significant.

The random part of the model shows that the levetsbr has decreased from 8.8 in the
unconditional model to 8.4 in this model. This rates that more of the variance is explained.
The reduction in level-1 error can be calculatedfimol a pseudo R2 using the following
formula: Pseudo R? = {émodel 1) - ¢ (model 2))/ ¢ (model 1) (Singer and Willett 2003:
103-104). The reduction for level-1 error in thisael is therefore (8.8-8.4)/8.8 = 0.05. This
indicates that approximately five percent of theelel variation in deficit levels are explained
by the variables introduced in this model 5.4 coragdo the unconditional model. On the
second level the mean trend rate has decreasdulsligppm 0.053 to 0.046 indicating that
some of the changes over time have been explain¢deblevel-1 variables. The state mean
initial score has increased from 10.2 to 11.4. TihnBcates that level-2 variables are needed

to explain the average differences between thetdesn
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A likelihood-ratio test can be used to see if a glad significantly better than other models.
The result of such a test comparing the unconditiomdel and the model with only level-1
variables is reported in table 4.5.

Table 5-5: Likelihood ratio test of level-1 model and uncdiwhal model

Chi-square statistics (***) 104.01
Number of degrees of freedom 10
P-value .000

Significance levels: (*) = p<.10, (**) = p<.05, (* = p<.01

The chi-square at 104.01 is significant well abtwe .01 level supporting the view that the
level-1 model explains more of the variation inidéflevels than the unconditional model.
This is also shown in the reduction in the AIC wsurom 4727 to 4633. This means that
despite having just three significant variablesg aising the AIC test which punishes the
level-1 model for being less parsimonious than dheonditional model, there has clearly

been an improvement in explanatory power.

5.3.2 The level-2 predictors
Level-2 predictors can be introduced into multilen®dels in several ways, but one should

be careful about introducing too many into the samoglel when the number of level-2 units
is limited. A rule of thumb in regression analyssthat one needs ten units per predictor.
Raudenbush and Bryk (2002: 267) argue that the gameecan be utilized in multilevel

modeling. With several level-2 outcomes the rulghhbe a bit liberal however, especially if
there is high multicollinearity between the level&iables. Collinearity between the level-2
variables in this analysis is not very high, buithner is the number of level-2 units at 46.
Followingly all the level-2 variables can not belirded in the same model. Two models with
different level-2 explanations, the political aratietal, were therefore tested. In the first one
the political explanations: the electoral systenhether the country is presidential or
parliamentary and the quality of government werstei The second model tested the
societal explanations: economic inequality, ethinactionalization, political instability and

the share of population over 65. Finally, a modaelswnade that included the significant
variables from each model. This means that theverm&as more than four level-2 variables
in each models and therefore above 10 level-2 patsvariable. This gives enough variance

to be explained and limits the possibility of bogpe-1 and type-2 error.
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5.3.2.1 The political explanations
This model tests hypothesis 7 (deficits higher undejoritarian than proportional electoral

systems), hypothesis 8 (deficits are lower in plesiial than parliamentary countries) and
hypothesis 11 (deficits decrease as the qualigogérnment increases). The level-1 variables
that were significant or relatively close to beisignificant in the first model were also

included in this model.

Table 5-6: Effect of level-2 political explanations on gomerent surpluses.

Fixed effects Coefficients Robust S.E. P-value

Model for average deficit score in 1993

Intercept (***) -7.337 1.145 .000
GDP growth (***) 192 .049 .000
Inflation, yso .103 .063 .103
Majority, y4o 1.782 1.873 .342
SGPyso 2.055 1.320 120
Election,yso (*) -451 .238 .058
Majoritarian electoral systemyg; (**) 2.038 .994 .046
Presidentialyy, -.241 .944 .800
Quality of Governmentyys (***) 8.382 2.683 .004

Model for deficit growth

Intercept (***) .267 .096 .008
Majoritarian electoral system -.005 .081 .948
Presidential .034 .072 .636
Quality of government -.135 .199 .501
Random effects Variance component  d.f Chi-square P-value

Level-1 variation

Level-1 error 8.384
Level-2 variation
State mean initial score (***) 8.464 42 683.52 000
State mean trend rate (***) .047 42 312.30 .000
Model fit Observations
Deviance = 4625.84 N (level-1): 1074
Number of estimated parameters = 17 N (level-2): 47
AIC = 4642.84

Significance levels: (*) = p<.10, (**) = p<.05, (*f = p<.01 (two-tailed tests)
Number of iterations (maximum likelihood estimafien11
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The first bloc in the table shows how the differeatiables affect the initial separatism score.
The intercept, -7.3, shows the expected separamre in 1993 when all the explanatory
variables has the value zero. For the level-2 bésmthis means that the country has a
proportional electoral system, is parliamentary had a quality of government score of 0.5.
The constant is much lower than it has been in @nthe preceding models. The level-1

variables that are still included in the model hagéchanged directions or significance. Both
inflation and the stability and growth pact are nesvy close to being significant at the .10-

percent level however.

The electoral system has a significant effect @nitiitial deficit level, but the influence goes
in the opposite direction of what was expectedyipdthesis 7 as countries with majoritarian
electoral systems are expected to have approxiynatel percentage point lower deficits than
countries with proportional electoral systems. €ffect is barely significant at the .05-level.
This variable was used instead of the constituesigg variable because it produced a
significantly better model, but the constituencgesvariable indicated the same direction of
influence and was also significant at the .05-leire precisely, for each additional person
elected from each constituency the surpluses is@ggd to increase by 0.03 percentage points.
The presidential variable is far from significaaid goes in the opposite direction of what
was expected. Contrary to the claim in hypothesise8e findings indicate that presidential
countries lead a policy with higher deficits thaarlmmentary countries. The measure of
guality of government goes in the expected directibhe variable is furthermore highly
significant, close to the .0l-level. An increase.byin the quality of government-index is
expected to decrease the deficit by 0.84 percenpag#s. This is indicates a substantial

influence.

The second block under the fixed effects show Hulével-2 variables affect the growth rate
of the deficits. The intercept is .267 and defiaits therefore expected to decrease by close to
a quarter of a percentage points each year. Tfestab still significant at the .01-level and
the coefficient is slightly higher than in the twweceding models. None of the level-2
variables can significantly explain the variancerotime. The coefficients indicate that the
effect of presidentialism and quality of governmaright decrease over time while there is
almost no change in the effect of electoral systems
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The random effects show that more of the unexpthiragiance in state mean 1993 score has
now been explained. This value is now 8.5 which @ecrease from both the unconditional
model (10.2) and the level-1 model (11.4). There lbeen less change in the mean trend rate
as its random effect has remained relatively stablevas .053 in the unconditional model,
decreased to .046 in the level-1 model and incoeakghtly again to .047 in this model. This
is not surprising as none of the included variabtadd significantly explain the changes over
time. The level-1 error has also remained relagigghble from the model with all the level-1

variables.

The deviance value in this model is 4625.84 whsch clear reduction from the unconditional
model but higher than in the model with all thedlet variables. Similarly, the AIC-value is
4642 which is a decrease from the 4726 in the wfitonal model, but an increase from the
4632 in the level-1 model. The results reportetabie 4.7 shows that the model with political
level-2 variables explains significantly more thiwe unconditional model, but significantly
less than the full level-1 model.

Table 5-7: Model 4.6 compared with unconditional and levehddel

Compared with  unconditional Chi-square statistic (***) 94.94

model Degrees of freedom 11
P-value .000

Compared with level-1 model Chi-square statistic (***) 9.07
Degrees of freedom 1
P-value .003

Significance levels: (*) = p<.10, (**) = p<.05, (* = p<.01

5.3.2.2 The societal explanations
The next level-2 model includes the societal exaii@ms: political instability, economic

inequality, social fractionalization and the prapmr of the population over 65. Hypothesis
12 (higher deficits in politically unstable coues), hypothesis 13a (deficits higher in
countries with high economic inequality), hypotlse$Bb (deficits higher in countries with
higher social fractionalization) and hypothesis (@léficits higher in countries where large
shares of the population is old) is therefore tkste
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Table 5-8: Effect of level-2 societal explanations on goveemt surpluses.

Fixed effects Coefficients Robust S.E. P-value

Model for average deficit score in 1993

Intercept -1.370 2.269 .549
GDP growth (***) .189 .050 .000
Inflation .076 .058 .187
Majority 1.678 1.906 379
SGP (*) 2.293 1.314 .081
Election (*) -434 .236 .066
Political instability (***) -3.720 1.175 .003
Economic inequality -.050 .062 A27
Ethnic fractionalization .310 2.480 .902
Population over 65 -.274 212 .202

Model for deficit growth

Intercept (***) 439 .150 .006
Political instability .087 .060 .153
Economic inequality (***) .022 .001 .001
Ethnic fractionalization -.091 197 .645
Population over 65 .016 011 .159
Random effects Variance component d.f Chi-sguare P-value

Level-1 variation

Level-1 error 8.336
Level-2 variation
State mean initial score (***) 9.169 41 804.84 000
State mean trend rate (***) .037 41 265.63 .000
M odel fit Observations
Deviance = 4618.75 N (level-1): 1074
Number of estimated parameters = 19 N (level-2): 47
AIC = 4637.75

Significance levels: (*) = p<.10, (**) = p<.05, (*¥ = p<.01 (two-tailed tests)
Number of iterations (maximum likelihood estimafien9

The intercept again shows the expected value ir8 1@%n all the other variables has the
value zero. If this is the case there is no palitiostability, the country has 50 as their Gini
value, everyone belongs to the same ethnic grodp2ah percent of the population is more
than 65 years old.
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At -1.4 the intercept is far lower than it has mée the other analyses, but it is also far from
significant. The value is therefore unreliable. Téeel one variables still included have not

changed directions, but the stability and growttt eas become significant at the .10 percent
level. Countries that are members of the pact mpeaed to have 2.3 percentage point lower

deficits than countries that are not members.

Political instability has a strong influence onchs policy according to the results reported in
table 5-8. The countries with the highest levelgolitical instability are expected to have
approximately 7 percentage point higher deficitanththe countries with no political
instability. This is in accordance with hypothedi2. Economic inequality also affects
budgetary balance levels in the expected directamal according to the model a ten point
increase in Gini-levels (indicating higher ineqtiglileads to a decrease in surpluses by
approximately half a percentage point. This isdoocrdance with hypothesis 13a, but far from
significant. Ethnic fractionalization goes in thpposite direction of what was expected in
hypothesis 13b as ethnically heterogeneous cogngéiie expected to have slightly lower
deficits than ethnically homogenous countries. Téifect is far from being significant
however. Having a high share of the population thailder than 65 affects fiscal policy in
the direction predicted in hypothesis 14. If thisup increases its share of the population by
10 percentage points the deficit is expected toesse by approximately 2.7 percentage

points. This effect is not significant.

The surplus is still expected to decrease over,tamet has in the other models. The decrease
in this model is higher than in the preceding medal 0.44 percentage points each year.
Economic inequality can significantly explain thvigriance over time, but in an unexpected
way. Countries with high economic inequality ar@eoted to get decrease their deficits over
time more than other countries. If a country insesatheir Gini-score by 10 it is expected to
have an increase in surplus levels that is 0.2Zgoéage points higher than originally
expected. The other variables are not significhnt, their coefficients indicate that if the

constant effect of the variables might decrease twe.

The random effects part of this model indicateg dtightly more of the level-1 variance is
explained in this model than was explained in thalysis with all the level-1 variables (and
the analysis with political level-2 variables). thermore, more of the initial deficit score has

been explained than in the model with just levekfiables or the unconditional model. More
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of the variation in deficit levels over time haseheexplained than in any of the preceding
models. The unmodeled variance for the trend ateow 0.037, while it was 0.053 in the
unconditional model and 0.046 in the level-1 model.

Like the model with political level-2 variables,igshmodel does not seem significantly better
at explaining the deficits than the model withtak level-1 variables. The deviance value in
this model is 4618.17. That gives an AlC-value 6B74.35, which is lower than in the
unconditional model (4726.78) but higher than ie thodel with just level-1 variables which
had an AIC value of 4632.77. As can be seen indb& below the improvement from the
unconditional model is significant at the .01-lewshile the slight change from the level-1
model is not significant. The model is therefore significantly different in its explanatory

power than the full level-1 model.

Table 5-9: Model 4.8 compared with unconditional and levehddel

Compared with  unconditional Chi-square statistic (***) 102.03

model Degrees of freedom 13
P-value .000

Compared with level-1 model Chi-square statistic 1.98
Degrees of freedom 3
P-value >.500

Significance levels: (*) = p<.10, (**) = p<.05, (* = p<.01

5.3.2.3 Thefull level-2 model
A model was then run with all the level-2 variableat had been significant or close to

significant in the two preceding models.
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Table 5-10: Effect of all significant level-2 variables orsfial deficits

Fixed effects Coefficients Robust S.E. P-value
Model for average deficit score in 1993
Intercept (*) -3.299 1.700 .059
GDP growth (***) 191 .050 .000
Inflation (*) .102 .058 .078
Majority 1.487 1.882 430
SGP 2.073 1.287 107
Election (*) -.439 235 .061
Majoritarian electoral system (**) 1.636 .700 402
Quality of government (***) 10.811 2.961 .001
Political instability (***) -3.250 .922 .001
Population over 65 (**) -.392 179 .034
Model for deficit growth
Intercept (***) .383 115 .002
Political instability .090 .060 141
Economic inequality (***) .020 .006 .003
Population over 65 .018 .011 122
Random effects Variance component  d.f Chi-square P-value
Level-1 variation
Level-1 error 8.361
Level-2 variation
State mean initial score (***) 6.251 41 556.93 000
State mean trend rate (***) .037 42 268.61 .000

M odel fit

Observations

Deviance = 4604.03

Number of estimated parameters = 18

AIC = 4622.03

N (level-1): 1074

N (level-2): 47

Significance levels: (*) = p<.10, (**) = p<.05, (*¥ = p<.01 (two-tailed tests)
Number of iterations (maximum likelihood estimafien11

The intercept in this model is -3.3 and this isdigant at the .10-level. Once again, the level-

1 variables go in the same direction as in theiptsvanalyses. The inflation level is now a

significant predictor at the .10-level. The stabilind growth pact is not significant, but close

to being significant at the .10-level.

All the level-2 variables included in the model am@w significant at least at the .05-level.

Majoritarian governments are expected to have rggmtage point higher surpluses than
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proportional systems. A .1-point increase in thaligqy of government scale is expected to
lead to a decrease of 1.8 percentage point initefidn increase by one on the political
instability scale leads to a decrease in defigit8125 percentage points and as the proportion
of the population that is older than 65 increasgsobe percentage point the deficits are
expected to increase by 0.4 percentage pointsré-lspd shows how differences in the quality
of government and differences between election @ao-election years are expected to
influence deficits. The two upper lines have goweent quality values of 0.5, close to the
highest in the dataset. The two other lines shopeeted deficit levels for countries with
government quality values of O, close to for exam$ti Lanka and Turkey’s. The graph
shows the substantial difference expected betweentdes with high and low qualities of
government. The graph also show that the countaiesexpected to have close to half a

percentage points higher deficits in election yearapared to non-election years.

Figure 5-1: Influence of GDP growth, elections and qualitygoizernment on deficits.
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The deficit levels are still expected to decreager dime, by .4 percentage points each year.
The Gini-levels can explain some of the change dwee and countries with ten Gini point
higher Gini-levels are expected to increase thaiplsises with an additional 0.2 percentage

points per year. The coefficients also indicatd tha effects of political instability and the
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proportion of the population that is elderly migldcrease over time. These effects are not

significant however.

The level-1 error in this model is similar to theeoin the full level-1 model indicating little
improvement in the explanation of the variance imitlthe countries over time. The
unexplained variance in the state mean initial escsr much lower than in any of the
preceding models. In the model reported in tabE)5t is 6.25 compared to 10.2 in the
unconditional model and 11.4 in the full level-1 ced Much more of the permanent
differences between the countries have therefoem lexplained. Furthermore, significantly
more of the states trend rate is explained thahdriwo first models. Both of these facts show
that the level-2 variables are needed to explarnintercept and the states’ developments over
time.

This model therefore explains government deficignificantly better than any of the
preceding ones. The deviance of 4604 gives an AlGev4622. This is a clear decrease from
both the unconditional model (4726) and the fulelel model (4633). The results reported in
table 4.11 shows that both of these decreasesdidicant at the .01 level and the level-2

variables clearly improve the explanation of goveent deficit levels.

Table5-11: Model 4.7 compared with unconditional and levehadel

Compared with  unconditional Chi-square statistic (***) 116.75

model Degrees of freedom 12
P-value .000

Compared with level-1 model Chi-square statistic (***) 12.74
Degrees of freedom 2
P-value .002

Significance levels: (*) = p<.10, (**) = p<.05, (*s = p<.01

As noted in the methods chapter, Botswana is aadéwounty at level-2 and an identical
model was therefore run without that country to geeunduly influenced the results. This
did not change the outcome much besides makingtiofi a less significant predictor of
deficits. Norway had the second highest surplu$élseocountries covered in the study and is
another outlier, but the exclusion of that countryaddition to Botswana does not alter the
results much either, besides further reducing tifeuence of the inflation variable and

making the ideological variable more significanheTinflation variable is then completely

72



insignificant and that indicates that its unexpedignificance was a result of the influence of
these two countries. In this analysis a governmeétit no right-wing parties is expected to
have 0.65 percentage point higher surpluses thaargments with only right-wing parties.

The finding is significant at the .10-lef&|

5.4 Slopes-as-outcomes model
In a slopes-as-outcomes model the growth linelessvad to differ for each country. We have

reason to believe that the effect of the stabilityd growth pact is different in different
countries as several scholars (Buti and van denrdN@603 ; Von Hagen 2003 ; de Haan,
Berger and Jansen 2004) have claimed that thehgacinore of an effect on fiscal policy in
small countries than large ones. Having first dithed that the effect of this variable does in
fact differ between the countries, the populatiore svas introduced as an explanation of

these differencéd The results of this analysis are reported ingt&b12.

It was also possible that countries with differpaotitical and societal conditions would react
differently to economic downturns. There is no evide that the countries have different
growth paths on the GDP-growth variable however #nsgl possibility was therefore not

pursued further.

22 The result for this analysis is included in theepdix (table 8-1).
%The variable measures the mean of the logariththe€ountries’ population sizes
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Table 5-12: Slopes-as-outcomes model for the SGP

Fixed effects Coefficients Robust S.E. P-value

Model for average deficit score in 1993

Intercept (*) -2.990 1.617 .071
GDP growth (***) 174 .045 .000
Inflation (**) .106 .054 .050
Majority 1.290 1.911 430
Election (*) -.410 .225 .068
Majoritarian electoral system .703 .676 .305
Quality of government (***) 10.396 2.297 .000
Political instability (**) -3.340 .993 .020
Population over 65 (**) -.399 .158 .016
SGP

Intercept (*) 2.362 1.194 .054
Population size (*) -.449 .225 .052

Model for deficit growth

Intercept (***) .352 112 .004
Political instability(**) 137 .066 .044
Economic inequality (***) .019 .006 .003
Population over 65 .018 011 .109
Random effects Variance component d.f Chi-sguare P-value

Level-1 variation

Level-1 error 7.682
Level-2 variation
State mean initial score (***) 7.767 7 159.57 000
State mean trend rate (***) .052 8 91.90 .000
SGP mean growth rate (***) 21.43 10 89.25 .000
M odel fit Observations
Deviance = 4550.56 N (level-1): 1074
Number of estimated parameters = 22 N (level-2): 47
AIC = 4572.56

Significance levels: (*) = p<.10, (**) = p<.05, (*f = p<.01 (two-tailed tests)
Number of iterations (maximum likelihood estimafien18

The effects of the variables remained relativelgbk in this model compared to the
preceding one, but there are some changes. Ae-Bitércept level is slightly higher, but also
less significant. The inflation variable has becdmaeely significant at the .5-level, but again

most of the effect of the variable disappears ifsB@na is removed from the analysis (the
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only other major change from removing that variabléhat the SGP-variable becomes much
more significant). The electoral system is no langesignificant predictor of mean deficit
levels, and the political instability variable isw only significant at the .05-level.

In accordance with most previous research thelgfaband growth pact seems to have less
influence on the fiscal policy of large countriba small countries. For the smallest country
(Iceland — which is not a member of the SGP) mestbprin the pact is expected to reduce
deficits by 2.36 percentage points, but that effeeeduced drastically as countries becomes
larger. The difference between the largest (Gerinamd smallest (Luxembourg) SGP

member is more than 5 on the population variableinkrease by one value on this variable
is expected to reduce the effect by approxima#by Membership is therefore expected to
increase Luxembourg’s surpluses by close to twogrgage points when the other variables
are held constant. Membership for the largest cmmin the European Union, on the other
hand, is expected to have minimal influence onafigwlicy. This is illustrated in figure 5-2

where one can clearly see that the largest EU mesnlier example Germany with a

population size of 5.72 and France with a poputatize of 5.41, are expected to have

deficits close to the intercept of -3 (the thireljreven if they are members of the SGP.

Figure5-2: The effect of the stability and growth pact
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Deficits are still expected to decrease over tinith @n expected growth rate per year of .35.
Political instability is now a significant deternaint of that change and the initial effect of
high political instability is expected to diminigiver time. This effect is illustrated in figure
5-3 where all the other variables are at their nlewals. The upper line is for countries with
the lowest value - zero - on this variable. Theosdchighest line is for countries with the
value .5, the third highest for countries with tedue 1, the fourth the value 1.5 and the
lowest for the highest value in the study, 1.89e Mears vary from -13 in 1980 to +13 in
2006. One can clearly see the lines converge ones. tThe effect of instability on fiscal
policy therefore seems to have diminished over tifitee coefficient indicates that the effect
of having a high proportion of elderly in the pogtibn also decreases over time. This effect

is only close to being significant at the .10-lelielvever.

Figure 5-3: The effect of political instability over time
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The level-1 error is much lower in this model thiahas been in any of the preceding ones at
7.68. The pseudo R? indicates that 13 percent efdtel-1 variance has been explained in
this model compared to the unconditional one. Tiexplained variance for state mean levels
is slightly higher than in the model with all thigrsficant level-2 variables but no country-

varying slopes. It is considerably lower than ire thnconditional or full level-1 model
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however. Similarly, the unexplained variance fog tountries’ mean trend rate is higher in
this model than in the model reported in table 5Tl@ese levels are close to the levels in the
two first models. Pseudo R? can also be run tolsee much the level-2 variables have
explained (Singer and Willett 2003: 104). This sates that 24 percent of the countries

average levels have been explained in the finalehomimpared to the unconditional one.

This model seems to be the one that explains tiéwels best. The deviance value of 4551
gives an AIC value of 4573. This is considerabhydo than the unconditional model (4727),
the full level-1 model (4633) and the model withtake significant level-2 variables (4622).

The results reported in table 4.13 indicate thiath@ improvements are significant at the .01-
level. The number of estimation needed for caloaugthis model is higher than the previous
ones, but they are still not high enough to indigaioblems with the model.

Table 5-13: Model 4.12 compared with unconditional, full I&deand full level-2 models

Compared with  unconditional Chi-square statistic (***) 170.21
model Degrees of freedom 16
P-value .000
Compared with the full level-1 Chi-square statistic (***) 66.20
model Degrees of freedom 6
P-value .000
Compared with the full level-2 Chi-square statistic (***) 53.46
model Degrees of freedom 4
P-value .000

Significance levels: (*) = p<.10, (**) = p<.05, (* = p<.01

5.5 Summary of findings
This section will shortly summarize whether thedfimgs reported earlier in the analysis

chapter supported, were inconclusive or contradi¢ctee hypothesises. The results for the
economic variables will be presented first. Thetmall and societal hypothesises, which are
the main focus of this paper, will be discussed erextensively afterwards. The results are

summarized in table 5-14.

In accordance with most previous research goverhndeficit seems to be positively

correlated with economic growth. GDP-growth of gmercent is expected to lead to an
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increase in surpluses by around than .2 percergage in all the models. This is highly

significant throughout the analysis. The effecbasems to be equal for most of the countries
included. There is some evidence that there issitipe relationship between inflation and

surpluses. This is a very surprising finding as intbsorists that have examined possible
relationships between these two variables haveatgge stringent fiscal policy to be harder
during periods of high inflation. This finding segerno be influenced by the outlier Botswana
and must therefore be viewed with some scepticiswelrer. Hypothesis 2 a and b are neither
supported nor rejected and the openness of theosoonherefore seems to have a very

limited influence on fiscal policy.

The main research interest in this paper is onrith@ence of political and societal factors on
fiscal policy however. Several of the political aswtietal variables seem to have a substantial
influence on the fiscal balance of central govemisie There are two main findings
considering these suggested explanations. Oneg there remarkably few of the time-
varying variables that significantly predicted d@#filevels. And two, several of the time-
constant phenomena seemed to have a strong infuencfiscal policy. It is especially
interest that quality of government, which has bgieen little attention in previous research,

is a consistently significant predictor of defi@tels.

Hypothesises four, five and six predicted that abaristics of the parties in government or
parliament would influence deficits. None of thésgothesises found strong support in the
analysis. Hypothesis 4 a and b predicted that & higmber of parties in parliament or
government would lead to higher deficits. Thereemeo significant effect of these variables
but the coefficients indicated the possibility of @posite relationship of what was expected.
Hypothesis 5 a and b claimed that there was aioakdtip between the minority status of the
government and its fiscal balance. Again, thereeweo significant influences but the
coefficients indicated that hypothesis 5a, whicimkd that minority governments produced
higher deficits than majority governments, was midstly. Finally, hypothesis 6a and b
claimed there was a relationship between the gawgrparties’ ideology and the level of
surpluses or deficits. The little evidence produéadsuch a link indicated that left-wing
governments might produce lower deficits than otfypes of governments, and especially
governments with right wing parties (hypothesis B)x This finding was only significant

when the outliers Botswana and Norway was excldded the analysis however.
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Contrary to the expectations in hypothesis 7 coemtwith majoritarian electoral systems
seem to produce smaller deficits than countriel wibre proportional electoral systems. This
effect is significant in the earlier models and minie¢s with majoritarian electoral systems are
then expected to have between 1.5 and two percemtamts lower deficits than other

countries. Nevertheless, in the final model theffawent is drastically reduced and the

variable becomes insignificant. Hypothesis 8 fieglen less support. The variable is very far
from significant and the coefficient goes in thgogite direction of what was claimed in the
hypotheses. Consequentially, whether the countpyresidential or parliamentary does not

seem to affect its deficit.

Membership in the stability and growth pact seemsetduce deficit levels, especially for
small countries. This is in accordance with hypsihé®a. The final analysis indicates that
membership in the SGP is likely to reduce the defewels of the smallest EU-members by
around two percentage points while it is expectedave very limited influence on the fiscal
policy of the largest EU member states. Hypoth@bigpredicted that deficits might also be
reduced during the accession period to the Eurofpdanetary Policy. As expected the
coefficient for this variable indicates a positivelationship, but the effect is far from

significant.

Hypothesis 10 claimed that deficits would be larigeelection years than at other times. This
hypothesis is supported in all the models. Defieigsa share of the GDP are expected to
increase by between .4 and .5 percentage poimédati@n years. This effect is only significant
at the .10-level however.

The quality of government seems to have a stroqgaaion central government budgets. As
was expected in hypothesis 11, countries with lygalities of government are expected to
generate lower deficits than countries with lowealgies of government. In the final model

the countries with the highest quality of governinare expected to have approximately 6.8
percentage point higher surpluses than the cognivith the lowest deficits. It has therefore

been a weakness when previous research has nadéacthis as an explanation.

Permanent socioeconomic factors also seemed temde fiscal policy. Hypothesis 12 stated
that politically instable countries would have regtdeficits than more stable countries. This

claim is supported in the analysis. India and Ishewe much higher values on this variable
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than the other countries, but even disregardingett@muntries this variable is expected to
have a substantial impact on fiscal policy. Thedthmost unstable country, the UK, is

expected to have close to three percentage pahthieficits than the most stable countries
in 1993. The final model indicates that the effgfcthis variable diminishes substantially over
the period covered however. In 2006 the differebhetveen the UK and the most stable

countries in the analysis is expected to have madadrastically.

As predicted in hypothesis 13a the coefficientdca that economically unequal countries
have higher deficits than equal ones. This effedar from significant, however. The effects
of the Gini-coefficient on the change in deficivdéd¢s are consistently significant, on the other
hand, and go in the opposite direction of what exgsected. Unequal countries seem to have
reduced their budget deficits by more than the megeal countries. In the final model
countries are expected to reduce their annual itketiy close to .2 percentage points more
than countries which have ten points higher Gin®a This clearly goes against the
hypothesis and is a remarkable finding. Ethnic tiomalization does not seem to have a

strong impact on fiscal policy, and hypothesis 3therefore not strengthened.

The final hypothesis was supported. In the lastiehthe deficit was expected to increase
by .4 percentage point if the share of the poputativer 65 increased by one percentage point.
There were also very limited indications that #hifect might have diminished over time, but

generally these findings were in accordance witbotiyesis 14.
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Table 5-14: The hypothesises and the empirical findings

Hypothesis

Empirical finding

H1: Economic growth increases surpluses

Supported

H2a: Open economies have higher deficits

H2b: Open economies have lower deficits

No significant effects

H3: High inflation increases deficits

Limited suppfor opposite relationship

H4a and b: High number of parties in governmen

parliament connected with high deficits

blo significant effects

H5a: Minority governments produce higher deficits

H5b: Minority governments produce lower deficits

No significant effects

H6a: Left-wing governments produce higher deficit

H6b: Right-wing governments produce higher defig

5 Very limited support for H6b

—

S

H7: Higher deficits under majoritarian electo

systems

abome support for the opposite relationship, but

significant in final model.

not

H8: Lower deficits in presidential countries

Norsfgcant effects

H9a: Lower deficits when countries are member
the SGP.

S8tipported. The effect is substantial for small ¢oes
but decreases the larger the countries are. Notdéfe

largest members.

H9b: Lower deficits in accession period to the EMU

No significant effects

H10: Deficits are higher before election.

Supported

H11: Deficits decrease as quality of governm

increase.

EBupported

H12: Higher deficits in countries with high poliic

Supported, but effect decreases over time.

instability
H13a: Higher deficits in economically uneqyabupport for opposite relationship as economic
countries unequal countries decreases the deficits over time

hlly

H13b: Higher deficits in ethnically fractionalize

countries

dNo significant effects

H14: Deficits decrease as the elderly share of

population increases

tBepported
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6 CONCLUSION

There are therefore two main findings of particuteoretical interest in this paper that goes
against much previous research. First, the typgowérnment in a country is not a significant
predictor of the countries fiscal policy. Secondliye quality of government has a bigger
impact on the fiscal balance than what type of dgate institutions the country has. The
answer to the main question of this paper, are &ubglances political?, is therefore that
there are no political or institutional choicesttban ensure fiscal balance. Governments are
constrained by the climate within which they operahd when that climate becomes more
unstable, their political survival is threatenedrale of law weakens the result is more likely
to be a budget in deficit.

Many of the theories of expected political influeran government budgets have been based
on the view that by centralising power in few poldns or few parties you will increase fiscal
stringency and reduce deficits. In this view thealdgovernment is a one-party majority
government. It can rule unchallenged which meaasitthas the freedom to make unpopular
policies and it does not have to compromise itgm. There is little support for this view
in this analysis. The form of government doesse#m to be a decisive factor in the size of
government deficits. Furthermore, having high defjcwhen controlling for the economic
climate, has often been seen as a sign of popuisthweak government. These findings
indicate that there is not a significant differermetween governments, either in type or
ideology, in their propensity to lead budgets irfiate This might also indicate that the
assumption made by many politicians and scientist majoritarian governments are more
efficient than consensual government might be #obitsimplistic. If that is the case and these
findings are reliable they are welcome news forntoes governed by coalition or majority

governments.

Central government balances rather seem to beeimfled by the time-varying economic and
political factors that influence all countries atite more permanent political and societal
factors within which political decisions are maddections is consistently a significant
predictor of government budget balances and thikcattes that politicians lead different
politics when they need the consent of their elatéocompared to other times when the
citizens have less possibilities of influencing whovern them. Besides this the budget

balance seems to be mostly influenced by polital societal factors through the permanent
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features that determine the climate within which plolicy is made. These include the quality

of the democratic institutions and the degree diipal instability.

The quality of democratic institutions seems toéhaparticularly decisive influence on fiscal
policy. The method used in this paper allows thgeaecher to find out what influence
variables with very limited variance over time hawe fiscal policy. Relationships have
therefore been tested that have remained underexplia previous research and this has

made it possible to strengthen the understandirsgadés’ budgetary behaviour.

The paper does not find which mechanisms that esegis relationship, and this could be
further investigated in future research. The reteghip can arise for several, not mutually
exclusive reasons. Lack of rule of law and highrgotion might make the governments’
enforcement of policy less efficient and decisioaking might be distorted. A high quality of
bureaucracy might also reduce the effects of chamyegoolitical leadership that have been
found to influence fiscal policy in much previoussearch. This might enable stability and
reduce the possibility for the current governmentun an unsustainable fiscal policy and

expect its successor to pay the bill.

One possible conclusion from these findings is fisdal balance is more determined by
outside influences than active choices by politisiaNo matter what kind of parties are voted
into government and what constitutional choices mwa&de, fiscal policy will always be

determined by influences that only to a very limitdegree can be influenced by a country’s
politicians or citizens. This could be the econofflictuations over time or more permanent
features such as the quality of government ingtiiuand the degree of social trust. Even the
stability and growth pact only seemed to have difuence when sanctions for non-

compliance could be enforced from the outside.olild however also be that there is no
common pattern in which parties that leads strihdienal policies, but all governments are

exposed to the economic, political and societahate within which they govern.
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7 Appendix
7.1 Analysis without Botswana and Norway

Table 7-1: Effect of all significant level-2 variables withoBbtswana and Norway

Fixed effects Coefficients Robust S.E. P-value

Model for average deficit score in 1993

Intercept (***) -4.486 1.193 .001
GDP growth (***) .183 .054 .001
Inflation .055 .047 .241
Majority .804 1.785 .652
Centre-left .616 .382 .107
SGP (*) 2.000 1.123 .075
Election (**) -.516 .235 .029
Majoritarian electoral system (**) 1.229 .549 103
Quality of government (***) 8.376 1.950 .000
Political instability (***) -2.302 .500 .000
Population over 65 (**) -.228 .094 .020

Model for deficit growth

Intercept (**) .252 .103 .019
Political instability(*) 116 .061 .065
Economic inequality (**) .012 .005 .016
Population over 65 .011 .011 .309
Random effects Variance component d.f Chi-sguare P-value

Level-1 variation

Level-1 error 7.495
Level-2 variation
State mean initial score (***) 3.782 39 379.23 000
State mean trend rate (***) .038 40 279.23 .000
Model fit Observations
Deviance = 4283.78 N (level-1): 1020
Number of estimated parameters = 19 N (level-2): 45
AIC = 4302.78

Significance levels: (*) = p<.10, (**) = p<.05, (*f = p<.01 (two-tailed tests)
Number of iterations (maximum likelihood estimafienl2
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