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Summary

This thesis applies a political economy approach to the analysis of fiscal policy. It consists
of an introduction followed by five self-contained chapters. The first two chapters focus on
politicians’ fiscal responses to cyclical output fluctuations. The last three chapters examine
the government budget formation process and the associated causes and consequences. The
first three chapters develop models of the political system and test the resulting empirical
predictions. The last two chapters are purely empirical and test the political and economic
consequences of having a late budget using the unique data set on budget enactments developed
in Chapter 3.

Chapter 1, "Fiscal Transparency and Procyclical Fiscal Policy” (joint with Asger Lau
Andersen), studies the effect of fiscal transparency on the cyclical response of fiscal policy. The
empirical part of Chapter 1 reveals that government spending reacts in an asymmetric manner
to output fluctuations by being acyclical in recessions and procyclical in booms. In the
theoretical part of the chapter, we develop a model that can explain this asymmetric response
by highlighting the role of fiscal transparency. The model builds on the political agency model
of Alesina, Campante and Tabellini (2008)!. In their retrospective voting model, procyclicality
arises from voters’ attempt to “starve the Leviathan”. When income increases, voters demand
more government consumption and tax cuts, fearing that the extra revenue that the economic
upturn generates would otherwise go to wasteful spending. The key assumption behind this
result is a complete lack of fiscal transparency: politicians are assumed to be able to hide the
true size of the government deficit to voters, who are therefore also unable to observe the level of
political rents. By allowing for a positive degree of transparency, such that voters may detect
an excessive deficit with some probability, our model generates two new predictions. First,
fiscal policy becomes asymmetric: departing from a low initial level, an increase in income will
not lead to increased consumption demands. When initial income is high on the other hand, a
further increase implies a rise in government spending. Second, the higher the degree of fiscal
transparency, the stronger the boom must be before fiscal policy becomes procyclical.

The empirical part of the chapter tests these prediction in detail. The empirical evidence
strongly confirms the asymmetry of fiscal policy in OECD countries, where government spend-
ing is much more procyclical in good times than in bad times. We do not find a similar
asymmetry in non-OECD countries. Our results indicate that fiscal transparency reduces the
procyclical bias in good times in OECD countries. For a broad sample of countries, we find

encouraging results in favour of our hypothesis that fiscal policy is less procyclical in good

! Alesina, A., Campante, F. and Tabellini, G., 2008. Why is fiscal policy often procyclical? Journal of the
European Economic Association, Vol. 6, No.5: 1006-1036.



times in countries where voters are better informed.

Chapter 2, "Political Polarization and Procyclical Fiscal Policy”, studies the effect of
political polarization on the cyclical response of fiscal policy. We add political polarization
to the framework of political agency and fiscal transparency from Chapter 1, by introducing
heterogeneity into the politicians’ preferences. Specifically, we allow politicians to differ in their
preferences for government consumption relative to private consumption. Our model predicts
that a higher degree of political polarization lowers the procyclical bias in booms. Political
polarization works in similar way as transparency by affecting the incentive of the politician
to run an excessive hidden deficit. When the degree of political polarization is high, losing the
election, by getting caught running an excessive hidden deficit, is associated with a large utility
loss, since the opponent’s future policies will be far from the incumbent’s optimal policies. The
politician’s incentive to run an excessive deficit is therefore smaller and voters will be able to
trust the incumbent with a higher surplus than otherwise. As a result, the higher the degree
of political polarization, the higher is the required level of income before fiscal policy becomes
procyclical.

The empirical part of this chapter shows that government spending in the US states reacts
to fluctuations in output in the same asymmetric manner as OECD countries, thus being pro-
cyclical in good times and acyclical in recessions. Further, our empirical analysis reveals that
the degree of political polarization affects this asymmetric reaction: the higher the degree of
political polarization, the smaller is the procyclical bias in booms. Thus, from both a theo-
retical and empirical perspective, this chapter highlights that increased political polarization
can actually bring about better policy outcomes, in contrast to the usual finding of most other
studies.

Chapter 3, "Late Budgets" (joint with Asger Lau Andersen and David Dreyer Lassen),
studies the causes of late budgets in the US states. The budget forms the legal basis of
government spending. If a budget is not in place at the beginning of the fiscal year, planning
as well as current spending are jeopardized and government shutdown may result. In Chapter
3, we develop a continuous-time war-of-attrition model of budgeting in a presidential style-
democracy to explain the duration of budget negotiations. We build our model around budget
baselines as reference points for loss averse negotiators. In our model, the two bargaining
parties suffer costs from not being able to reach a deal. These costs may be political in nature,
because the public dislikes budget delays, or they may be personal, since legislators must spend
time and effort to keep battling over the budget. When a party finds that it can no longer bear
the costs of continued bargaining, it concedes, and the opposing party is free to implement
its preferred policy. We derive the unique symmetric equilibrium of the bargaining game and
show that it implies a number of testable hypotheses. The three main predictions are: One,

changes in fiscal circumstances, regardless of direction, increase the expected duration of budget



stalemates; Two, the expected duration is higher in fiscal downturns than in upswings of similar
magnitudes; And three, divided government increases the expected duration.

We apply the model to data on the US states government budget processes. Using state and
local newspaper sources as well as responses to a survey of state budget offices administered
for this purpose, we collect data on dates of final budget enactment and compare these to the
beginning of the state governments’ fiscal years. Carrying out this comparison for all states
from 1988 to 2007 yields a unique data set on budget lateness.

Our main empirical conclusions support the model’s predictions: increasing unemployment
leads to a longer budget negotiation process, it increases the risk of exceeding budget deadlines
and it prolongs periods with no budget in place. Falling unemployment also weakly increases
the risk of seeing a late budget, in accordance with our model’s predictions, but in contrast to
widely held beliefs that more funds automatically make agreeing on a budget easier. Divided
government makes late budgets more likely in all cases. In addition, higher political costs,
present in election years, shorten the duration of late budgets, while higher personal costs for
non-professional legislators lower both the risk of late budgets as well as their duration. Soft
or hard deadlines that require the legislature to end its regular session before the end of the
fiscal year limit the occurrence of late budgets.

Chapter 4, "Fiscal Governance and Electoral Accountability: Evidence from Late Budgets”
(joint with Asger Lau Andersen and David Dreyer Lassen), studies the electoral consequences
of late budgets for governors and state legislators in the US states. We use our measure of
late budgets, developed in Chapter 3, as an indicator for bad governance. Using this data
on late budgets, we investigate whether voters react to bad fiscal governance by penalizing
political actors involved in the budgetary process at election day. We find that legislatures face
significant negative electoral consequences of not finishing a budget on time, while governors
are penalized only under unified governments. In general, electoral penalties are larger where
clarity of responsibility, affected by divided government, supermajority requirements and seat
share margins, is higher, consistent with models of retrospective voting.

Chapter 5, "The Consequences of Late Budgets for State Borrowing Costs" (joint with
Asger Lau Andersen and David Dreyer Lassen), studies the impact of late budgets on govern-
ment bond spreads in the US states. Using the data set on late budgets developed in Chapter
3, we find robust evidence that late budgets are significantly associated with higher state gov-
ernment borrowing costs. Borrowing costs are measured with data on bond yield spreads on
20-year general obligation debt from the "Chubb Relative Value Survey", which is available for
36 US states in the period 1988 to 1997. We estimate that a budget delay of 30 days has a long
run impact on the yield spread in the order of 2 basis point. States with sufficient liquidity, in
the form of either large reserves or a budget surplus, face small or no costs from late budgets.

On the other hand, states running an average deficit face an impact of about 9 basis points



from a 30-day budget delay. During election years, the impact of late budgets on yield spreads

increases by an order of 4.



Resumé

Denne afhandling anvender en politisk-gkonomi tilgang i analysen af finanspolitik. Afhan-
dlingen bestar af en introduktion samt fem selvstaendige kapitler. De to fgrste kapitler fokuserer
pa, hvordan politikeres finanspolitiske beslutninger pavirkes af cykliske udsving i nationalind-
komsten. De tre sidste kapitler analyserer den offentlige budgetproces, og seerligt underliggende
arsager til og konsekvenser af forsinkelser i denne. I de tre fgrste kapitler udvikles der teoretiske
modeller af det politiske system, hvis empiriske forudsigelser testes. De sidste to kapitler er em-
piriske og benytter et unik indsamlet datasaet fra kapitel 3 til at teste de politiske og gkonomiske
konsekvenser af forsinkede budgetter.

Kapitel 1, "Finanspolitisk Transparens og Procyklisk Finanspolitik" (skrevet sammen med
Asger Lau Andersen), analyserer effekten af finanspolitisk transparens péa cyklikaliteten af
finanspolitik. Den empiriske del af Kapitel 1 viser, at offentlige udgifter reagerer asymmetrisk
pa fluktuationer i indkomst ved at vaere acyklisk i recessioner og procyklisk i opgangstider. I den
teoretiske del af kapitlet udvikler vi en model, der kan forklare denne asymmetriske reaktion ved
understrege betydningen af finanspolitisk transparens. Modellen bygger pa den politiske agency
model af Alesina, Campante og Tabellini (2008)?. T deres retrospektive vaelgermodel opstér
procyklikalitet ud fra veelgernes forsgg pa at "starve the Leviathan". Nar indkomsten stiger,
kraever vaelgerne hgjere offentlige udgifter og lavere skatter i frygt for at ekstraindtaegterne fra
det gkonomiske opsving ellers ville blive formgblet af politikerne. Nggleantagelsen bag dette
resultat er en komplet mangel pa finanspolitisk transparens: Det er antaget, at politikerne
har mulighed for at skjule den sande stgrrelse af det offentlige budgetunderskud for veelgerne,
der derfor ikke er i stand til observere stgrrelsen af poliske "rents". Ved at tillade at veelgere
kan observere den sande stgrrelse af det offentlige budgetunderskud med en positiv sandsynlig,
frembringer vores model to testbare hypoteser. Fgrste hypotese er, at finanspolitikken reagerer
asymmetrisk: For et lavt initialt indkomstniveau vil en stigning i indkomsten ikke lede til
endringer i det offentlige forbrug. Er det initiale indkomst niveau derimod hgjt, vil en yderligere
stigning i indkomsten medfgre stigninger i det offentlige forbrug. Den anden hypotese er, at
jo hgjere graden af finanspolitisk transparens er, jo stgrre skal det gkonomiske opsving veere,
fgr finanspolitikken bliver procyklisk.

Den empiriske del af kapitlet tester disse hypoteser. Den empiriske analyse bekraefter klart,
at finanspolitikken er asymmetrisk i OECD-lande, hvor det offentlige forbrug er mere procyk-
lisk i opgangstider end i nedgangstider. Vi finder ikke samme asymmetri i ikke-OECD lande.

Vores resultater indikerer, at finanspolitisk transparens reducerer den procykliske skaevvrid-

% Alesina, A., Campante, F. and Tabellini, G., 2008. Why is fiscal policy often procyclical? Journal of the
European Economic Association, Vol. 6, No.5: 1006-1036.



ning i opgangtider i OECD-lande. Vores hypotese om at finanspolitik er mindre procyklisk i
opgangstider i lande, hvor veelgere er bedre informeret, bliver understgttet af vores empiriske
resultater for et bredt udsnit af lande.

Kapitel 2, "Politisk Polarisering og Procyklisk Finanspolitik", undersgger effekten af poli-
tisk polarisering péa cyklikaliteten af finanspolitik. Vi tilfgjer politisk polarisering til model-
strukturen fra Kapitel 1 ved at introducere heterogenitet i politikernes praeferencer. Nzermere
bestemt tillader vi, at politikernes praeferencer for offentlig og privat forbrug kan veere forskel-
lig. Modellens hypotese er, at en hgjere grad af politisk polarisering mindsker den procykliske
skeevvridning i opgangstider. Politisk polarisering har en effekt, der ligner den fra finanspoli-
tisk transparens, ved at pavirke politikernes incitamenter til optage skjulte underskud. Hvis
magten mistes som folge af, af et skjult underskud opdages, er det tilhgrende tab af nytte
stgrre, hvis der er en hgjere grad af politisk polarisering. Dette skyldes, at politikeren nu ma
se modstanderens mere afvigende politik blive implementeret. Politikernes incitament til at
optage skjulte underskud er derfor mindre, og veelgerne kan derfor tiltro politikerne med et
stgrre overskud. Resultatet bliver dermed, at jo hgjere graden af politisk polarisering er, jo
stgrre skal det gkonomiske opsving veere, fgr finanspolitikken bliver procyklisk.

Den empiriske del af kapitlet viser, at de offentlige udgifter amerikanske delstater reagerer
asymmetrisk pa output-fluktuationer pad samme made som i OECD-lande, dvs. procyklisk
i opsving og acyklisk i nedgangstider. Den empiriske analyse viser yderligere, at graden af
polarisering pavirker denne asymmetri. Jo hgjere graden af politisk polarisering er, jo mindre
er den procykliske skeevvridning i opgangstider. Kapitlet understeger saledes, bade teoretisk
og empirisk, at gget politisk polarisering rent faktisk kan forbedre de politiske beslutninger.

Kapitel 3, "Forsinkede Budgettet" (skrevet sammen med Asger Lau Andersen og David
Dreyer Lassen) undersgger konsekvensen af forsinkede budgetter i amerikanske delstater. Bud-
gettet udger det lovmaessige grundlag for delstatsregeringens udbetalinger. Hvis budgettet
ikke er vedtaget ved det nye finansars begyndelse, kan der opsta usikkerhed om nuveerende
og planlagte betalinger, og delstatsregeringen kan blive tvunget til at indstille sine aktiviteter
midlertidigt. Vi udvikler en model i Kapitel 3 for at forklare laengden af budgetforhandlinger.
Modellen foregar i kontinuert tid og er en "war-of-attrition" type model for praesidentielle
demokratier. Vi bruger sidste &rs budget som referencepunkt, og antager at budgetforhan-
dlerne er tabs-averse. De to forhandlere i modellen har omkostninger ved ikke at kunne blive
enige om et budget. Disse omkostninger kan veere politiske af natur, idet vaelgere ikke kan lide
forsinkede budget, men de kan ogsé veere af personlig karakter i form af tid og kreefter spildt
pa budgetforhandlingerne. Nar den ene forhandler ikke lsengere kan beere omkostningen ved at
fortseette forhandlingerne og giver op, kan den anden forhandler veelge sin foretrukne komposi-
tion af budgettet. Vi udleder den unikke symmetriske ligeveegt i forhandlingsspillet og viser, at

det implicerer en raekke testbare hypoteser. De tre hovedhypoteser er fglgende: Et, sendringer



i gkonomiske forhold, uanset retning, gger den forventede forhandlingstid. To, den forventede
forhandlingstid er leengere i nedgangstider end i opgangstider af tilsvarende stgrrelse. Tre, gget
uenighed mellem forhandlerne gger den forventede forhandlingstid.

Vi tester modellen pa et datasset for amerikanske delstaters budgetproces. Vi benytter del-
statslige og lokale aviskilder, savel som svar til en spgrgeskemaundersggelse sendt til de statslige
budgetkontorer, til at indsamle datoer for budgets endelige ikrafttraedelse, og sammenligner
dette med starten af de enkelte staters finansar. Vi indsamler derved et unikt datasaet for
budgetforsinkelser ved at foretage denne sammenligning for alle delstaterne i arene 1988 til
2007.

Hovedkonklusionerne fra vores empiriske undersggelse understgtter modellens hypoteser.
Forggelse af arbejdslgsheden gger leengden af budgetforhandlinger og sandsynligheden for, at
skeeringsdatoen for sidste rettidige vedtagelse overskrides. Stigninger i arbejdslgsheden gger
tillige leengden af de perioder, hvor der ikke er noget vedtaget budget pa plads. Fald i arbe-
jdslgsheden gger ogsé svagt sandsynligheden for at fa et forsinket budget, i overensstemmelse
med vores model, men i modsatning til den udbredte opfattelse, at flere midler automatisk
medfgrer et kortere og lettere forhandlingsforlgb. Dget uenighed, i form af at forskellige partier
kontrollerer guverngrposten og de to kamre i den lovgivende forsamling, gor budgetforsinkelser
mere sandsynlig i alle tilfaclde. Yderligere geelder det, at ggede politiske omkostninger, som ved
at forhandle i et valgar, forkorter leengden af forhandlingsprocessen, samt at ggede personlige
omkostninger, som nar ikke-professionelle politikere forhandler, mindsker sandsynligheden for
forsinkede budgetter savel som leengden af forsinkelsen. Harde og blgde skeeringsdatoer for
hvornar den lovgivende forsamling skal afslutte sit arbejdsar mindsker frekvensen af forsinkede
budgetter.

Kapitel 4, "Holder velgere politikere ansvarlige for darlig finanspolitisk styring? Studier
af forsinkede budgetter”, (skrevet sammen med Asger Lau Andersen og David Dreyer Lassen)
undersgger de valgmaessige konsekvenser for guverngrer og lovgivere af forsinkede budgetter
i amerikanske delstater. Vi bruger vores mal for forsinkede budgetter fra Kapitel 3 som en
indikator for darlig regeringsfgrelse. Vi undersgger, hvorvidt vaelgere straffer darlig regerings-
fgrelse, malt som andelen af forsinkede budgetter, ved at fraveelge de ansvarlige politikere pa
valgdagen. Vores analyse viser, at lovgivere straffes signifikant for forsinkede budgetter, mens
guverngrer kun straffes, hvis hans parti samtidig kontrollerer de to kamre i den lovgivende
forsamling. Vi finder generelt, at jo klarere ansvaret kan placeres, jo stgrre er veelgernes straf.
Dette er i overensstemmelse med en antagelse om, at vaelgere stemmer retrospektivt.

Kapitel 5, "Konsekvenser af forsinkede budgetter pa Statslige Laneomkostninger”, (skrevet
sammen med Asger Lau Andersen og David Dreyer Lassen), undersgger effekten af forsinkede
budgetter pé statsobligationsrenter i amerikanske delstater. Vi finder klare beviser for, at

forsinkede budgetter er signifikant forbundet med forggede statslige laneomkostninger. Vores



kilde for forsinkede budgetter er igen datasaettet fra Kapitel 3. De statslige laneomkostninger
er malt som obligationsrenteforskelle pa hypotetiske 20-arige "general obligation bonds", rap-
porteret i "Chubb Relative Value Survey", for 36 amerikanske delstater i perioden 1988 til
1997. Vi estimerer, at et 30 dages forsinket budget har en samlet effekt pa obligationsrenten
pa omkring 2 basispoint. Stater med likvide reserver i form af opsparede midler eller statslige
budgetoverskud har lave eller ingen omkostninger ved forsinkede budgetter. Derimod er den
tilsvarende effekt for en stat med et gennemsnitligt budgetunderskud i omegnen af 9 basispoint.

I valgar bliver effekten af forsinkede budgetter forgget med en faktor 4.
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Introduction

The unifying theme of my thesis is the political economy approach to the study of fiscal
policy issues. I use the economic methodology to answer questions that lie in the cross field
between economics and politics. In particular, I focus on fiscal policy outcomes as well as
the foundation for fiscal policy, the government budget. The five chapters of the thesis are
self-contained and can be read independently. However, they complement each other and read
together they provide a broader understanding of the political economy of fiscal policy.

The first two chapters model the interaction between voters and politicians when faced with
cyclical fluctuations in income. Voters and politicians are assumed to have divergent interests.
Politicians set policy and voters try to obtain the best possible outcomes, however, they are
limited in their ability to monitor all actions of the politicians. Voters use elections retrospec-
tively to punish ill performing politicians. Voters set certain requirements for fiscal policy that
must be meet in order for the politician in power to obtain re-election. These requirements are
set in such a way that voters maximize their utility subject to the constraint of the political
system. The model shows that for certain conditions, demanding procyclical policies are in fact
the optimal response by voters. As such, seemingly suboptimal procyclical policies do not arise
due to myopic thinking, but rather as the direct outcome of rational voter demands. We (my
coauthors and myself) use this insight to formulate predictions about the effect of key variables
on the outcome of fiscal policy. Specifically, we are able to explain why countries characterized
by a high degree of fiscal transparency (Chapter 1) or political polarization (Chapter 2), would
less often engage in procyclical policies during cyclical upswings.

A common feature of all chapters in the thesis is the empirical testing of economic and
political hypothesis. The empirical predictions from the models of the two first chapters are
confirmed by the data. However, an alternative explanation to the empirical finding in Chapter
2, could be that polarization also leads to political gridlock, thus making the state’s politicians
unlikely to agree to any major policy changes, including changes in fiscal policy. In this case,
political polarization would lead to a status quo bias and fiscal policy would become acyclical.
Thus controlling for political gridlock is important in order to verify the empirical results from
Chapter 2. One effect of having political gridlock would be that all legislative negotiation
would take longer, including the budget deliberations. Since the budget is a comparable piece
of legislation across states and time, controlling for the budget negotiation duration is a way
of isolating the empirical effect of gridlock from the effect of political polarization.

Chapter 3 is inspired by the need to control for political gridlock in Chapter 2. We construct
a unique data set on budget negotiation durations. Using this data, I am able to show that the

model prediction from Chapter 2 is also confirmed by the data when controlling for political

11



gridlock. Chapter 3 also includes an empirical investigation of the causes of budget lateness. In
order to develop a better understanding of the factors that causes budgets to be late, we build
a war-of-attrition type model of the budget adoption process. Voters are not an active part
of this model, but politicians are assumed to have costs of delaying budgets adoption partly
due to opportunity costs, but also because voters are likely to disapprove of a long budget
negotiations. As such, voters play an implicit role. Politicians are assumed to maximize their
expected utility. The outcome of this model leads to a set of explanations to why budget
negotiation would drag on for a considerable amount of time. These predictions are in well
accordance with the data.

Chapter 4 and Chapter 5 are empirical and investigate the consequences of having late
budgets. We employ the data on budget lateness developed in chapter 3, and test the effect
of late budgets on political and economic outcome variables. Chapter 4 investigates to which
degree voters punish the politicians responsible for late budgets by not re-electing them. We
find clear evidence that responsible legislators do receive fewer votes in an election following
a streak of late budgets. This seems to suggest that voters dislike late budgets, as assumed
in Chapter 3, and that they convey this through retrospective voting. This lends support the
retrospective modelling assumptions in Chapter 1 and Chapter 2. Chapter 5 finds that late
budgets also have economic consequences. Specifically, government borrowing costs rise with
late budgets. This provides at least one reason for why voters would dislike late budgets and
voter against responsible politicians as documented in Chapter 4: it raises taxes or lowers

government expenditures.
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Chapter 1

Fiscal Transparency and Procyclical Fiscal
Policy



Fiscal Transparency and Procyclical Fiscal Policy”

Asger Lau Andersen and Lasse Holbgll Westh Nielsen
Department of Economics, University of Copenhagen

July 2010

Abstract

This paper examines why fiscal policy is often procyclical. We introduce the
concept of fiscal transparency into a model of retrospective voting, in which a
political agency problem between voters and politicians generates a procyclical bias
in government spending. The introduction of fiscal transparency generates two new
predictions: 1) the procyclical bias in fiscal policy arises only in good times; and 2) a
higher degree of fiscal transparency reduces the bias in good times. We find solid
empirical support for both predictions using data on both OECD countries and a

broader set of countries.

Keywords: Fiscal Transparency; Fiscal Policy; Procyclicality; the Business Cycle;
Political Economy

JEL Classification: D72; E32; E62

1 Introduction

Fiscal policy is often procyclical: cyclical increases in real income are often accompanied by

increases in government spending and/or tax cuts." Such a policy may amplify fluctuations in real

* We thank David Dreyer Lassen and Jim Alt for valuable comments and for sharing their data on fiscal
transparency with us. We also thank Jacob Svensson, Torsten Persson and Mark Hallerberg for sharing their
data. Finally, we thank seminar participants at the University of Copenhagen, the EEA Milan 2008 conference
and the Harvard University Political Economy and Macro lunch seminars.

! Following Kaminsky, Reinhart and Végh (2004), we define a procyclical fiscal policy as a policy where
increases in real output lead to discretionary increases in spending and/or tax cuts.



output, thereby leading to prolonged recessions in bad times and inflationary pressures in good
times. Moreover, a procyclical fiscal policy is in conflict with the tax smoothing principle (Barro
[1979]), which prescribes that tax rates should be unrelated to business cycle fluctuations. Finally, a
procyclical fiscal policy may lead to excessive volatility in private- and public consumption, thus
violating the principle of consumption smoothing. Therefore, most economists would agree with
the view that a procyclical fiscal policy is a harmful policy that adds to macroeconomic instability.
Nevertheless, procyclical fiscal policies occur frequently in reality.

The early empirical literature on the cyclicality of fiscal policy found that fiscal policy is
typically procyclical in developing countries, and especially Latin America, but acyclical in
developed countries.” However, a number of studies have also found evidence of procyclicality in
subcomponents of government spending and in overall discretionary government spending in
developed countries (see for instance Hallerberg and Strauch (2002), Gali and Perotti (2003) and
Lane (2003)), suggesting that the problem is not strictly confined to the developing world.

Several theories have been proposed to explain the occurrence of procyclical fiscal policies.
Gavin and Perotti (1997) suggest that procyclical fiscal policies in these countries arise because of
binding borrowing constraints. According to their hypothesis, governments in developing countries
are likely to become credit constrained in times of economic slowdown, which may force them to
run a procyclical fiscal policy. Other authors, such as Tornell and Lane (1999), Talvi and Végh
(2005) and Alesina, Campante and Tabellini (2008), have proposed political theories to explain
procyclical fiscal policies in developing countries. Battaglini and Coate (2008) present a real
business cycle model in which elected representatives attempt to target public spending to their own
home districts. Their model predicts that government spending increases in booms and decreases in
recessions, while tax rates fall in booms and increase in recessions.

A particularly robust finding in the empirical literature is an asymmetry in the reaction of fiscal
policy to changes in economic activity: fiscal policy is generally more procyclical in good times
than in bad times.®> None of the above-mentioned theories are able to explain this empirical
regularity. It is particularly problematic for the borrowing constraints hypothesis, according to
which we should expect fiscal policy to be procyclical in bad times when the credit constraints are
most likely to become binding.

This paper offers a new explanation of the procyclical nature of fiscal policy, highlighting the
role of fiscal transparency. Our theory departs from the political agency model developed in
Alesina, Campante and Tabellini (2008) (henceforth ACT). In their retrospective voting model,

procyclicality arises from voters’ attempt to “starve the Leviathan”. When income increases, voters

2 See for instance Gavin and Perotti (1997), Cat&o and Sutton (2002) or Talvi and Végh (2005).
® See for example Gavin and Perotti (1997), Persson and Tabellini (2003), Hercowitz and Strawczynski
(2004) or Manasse (2006).
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demand more government consumption or tax cuts, fearing that the extra revenue that the economic
upturn generates would otherwise go to wasteful spending. The key assumption behind this result is
a complete lack of fiscal transparency: politicians are assumed to be able to hide the true size of the
government deficit to voters, who are therefore also unable to observe the level of political rents.

It is this restrictive assumption that we relax in our model. Specifically, we allow a positive
degree of fiscal transparency, such that voters may detect an excessive deficit with some positive
probability. This generates two new predictions. First, fiscal policy becomes asymmetric: departing
from a low initial level, an increase in income will not lead to increased consumption demands.
When initial income is high on the other hand, a further increase implies a rise in government
spending. The intuition behind this result is that transparency works as a disciplining device that
reduces the incentive for politicians to cheat. But when the economy is strong, and the potential
gain from cheating is high, this may not be sufficient to keep the incumbent from running an
excessive deficit. Voters know this, and the procyclical pattern of fiscal policy driven by voters’
attempt to “starve the Leviathan” re-emerges. Thus, the model can explain the stylized fact from the
empirical literature that fiscal policy is more procyclical in good times than in bad times. This is in
contrast to ATC, who argue that the observed asymmetry between good and bad times speaks
against Gavin and Perotti’s borrowing constraints hypothesis, and in favour of their own theory.
But their model, unlike ours, is in fact unable to account for the asymmetric pattern in fiscal policy.

The second main prediction from the model is that the higher the degree of fiscal transparency,
the stronger the boom must be before fiscal policy becomes procyclical. Thus, we expect fiscal
policy to be less procyclical in high-transparent countries. ATC note that the procyclicality of fiscal
policy is driven by politicians’ ability to collect rents so fiscal policy should be more procyclical in
more corrupt countries. However, their model does not explain which institutional factors influence
the scope for corruption and, hence, the procyclicality of fiscal policy. The model in this paper
suggests one such candidate, namely the degree of fiscal transparency. It is exactly through a
reduced incentive to collect rents that fiscal transparency diminishes the procyclicality of fiscal
policy.

Fiscal transparency is the extent to which the general public can access truthful information
about government budget matters. This issue has received increasing attention in recent years. Both
the OECD and the IMF have implemented Codes of Best Practice for Fiscal Transparency, and
The IMF and the World Bank publish Reports on Observation of Standards and Codes (ROSC) for
the Code of Best Practice for Fiscal Transparency on a regular basis for a broad range of countries.
We are not the first to introduce fiscal transparency into a model of fiscal policy. Milesi-Ferretti
(2004) analyses the interaction of fiscal transparency and fiscal rules in the determination of fiscal
policy. Shi and Svensson (2006) and Alt and Lassen (2006a, 2006b) have highlighted the role of

fiscal transparency in the occurrence of political budget cycles. Fiscal transparency, so the
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argument goes, reduces the scope for manipulating the budget around election time, since the risk
that such manipulations are detected is higher. The link described above between fiscal
transparency and the cyclical behaviour of fiscal policy is something that we have not come across
in the existing literature, however.

We then turn to the empirical evidence and test our model’s predictions on two panel data sets: a
sample of OECD countries and a sample of a broader range of countries. The evidence strongly
confirms the asymmetry of fiscal policy in OECD countries, where government spending is much
more procyclical in good times than in bad times. We do not find a similar asymmetry in non-
OECD countries. Our results indicate that fiscal transparency reduces the procyclical bias in good
times in OECD countries, although the data also suggest a puzzling adverse effect in bad times. For
the broad sample of countries, we find encouraging results in favour of our hypothesis that fiscal

policy is less procyclical in good times in countries where voters are better informed.

2 The Model

We start out by presenting a simplified version of the framework developed in ACT. We then go

on to present an extended version that incorporates fiscal transparency.

2.1 The ACT framework

We consider an economy populated by a rent-seeking incumbent politician in charge of fiscal
policy and a number of identical voters. For simplicity, we assume that there is only two time

periods. The utility function of the representative voter is given by

1-0

U—ZZ i c’—+£ o<1 1
e 1-6 1-6)’ @

where ¢, and g, are the per capita levels of private and government consumption in period ¢,

respectively, and £ is a discount factor. Private consumption is given by ¢, = (1—7,)y,, where y,

is income per capita in period ¢ and t, is the period ¢ tax rate. We ignore uncertainty about future
income, so that y, is known at the beginning of period 1.

The government can issue debt in period 1, with full repayment, including interest, in period 2.
Government revenue from tax- and debt financing may be spent in two different ways. First, the
government can provide public consumption from which voters derive utility. Second, resources
may be spent on political rents. Political rents should be thought of as any kind of activity that

benefits the incumbent, but not voters. They could represent outright corruption or nepotism, but
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also for example spending meant to satisfy campaign contributors or interest groups, or opportunity
costs related to the incumbent spending her time on campaigning, networking or leisure. In this
broad sense, a low level of rents should be interpreted as “good government”.

The government budget constraints for the two periods (assuming no initial debt) are

T,y =g -d+n

2
7,0y, =g, +(+ p)d, +r, @)

where d; is the budget deficit in period 1, r, is political rents in period ¢, and p is the (constant and

exogenous) interest rate, which is assumed to satisfy (1+ p)"1 = . In addition, there is an upper

limit to the size of the deficit, d >0, that cannot be exceeded. Up to that point, government debt is
always repaid in full.

The political process is modelled as follows: In the first period the incumbent chooses fiscal
policy and the voters decide whether or not to re-elect her for period 2. After period 2, the
incumbent has no possibility of re-election. VVoters are backward-looking and condition their voting
strategy on already observed outcomes only. Further, all politicians are assumed to be identical (no
adverse selection), so elections serve the sole purpose of allowing voters to reward or punish the
incumbent.

The incumbent politician is assumed to be purely rent-seeking. In particular, we assume that she
seeks to maximise the expected present discounted value of political rents in period 1 and period 2.
Naturally, the incumbent can only collect rents in period 2 if she is re-elected.

Voters observe the levels of income, taxes, private consumption and government consumption
before the election. Political rents and the size of the deficit are unobservable until after the
election, however. This is a key feature of the ACT model. It assumes a complete lack of
transparency in the budget process; the government can hide information about its borrowing needs
from the public through various creative accounting techniques, and the voters have no chance of
observing the true size of the deficit.

After observing the levels of income in period 1 and period 2, voters formulate demands for the
observable components of period 1 fiscal policy (government consumption and the tax rate) and
promise to re-elect the incumbent if these demands are satisfied. The incumbent then has two
options: She can satisfy voter demands and secure re-election, or she can ignore the demands and
forego re-election. In the latter case, there is a maximum level of rents, 7 > 0, that the incumbent
can extract without being caught and immediately exempt from office. The maximum level 7 is

sufficiently small relative to income, such that y, —(1+ p)d >7 for all £=1,2. This assumption

ensures that the incumbent always has the option of extracting maximum rents without driving

private- or public consumption below zero.
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The set-up described here simplifies the model in ACT in the following ways: First, ACT
consider an infinite horizon model in which future income levels are uncertain. Second, they
consider a more general separable voter utility function than the CRRA specification assumed in
equation (1). Third, ACT assume that the incumbent government maximises the expected
discounted wutility of rents, where utility in each period is an increasing, strictly concave function of
rents. Our simplifications make the model more tractable, but the intuition behind the results,
described below, is essentially unchanged. Fourth and finally, ACT allow the maximum level of
rents to depend positively on the level of income, so that the restriction is . < 7 + yy,. Setting
y = 0 only has minor implications for our results, so we stick with this simpler version. We solve

the model with y > 0 in the appendix.

2.2 Incorporating fiscal transparency

The innovation we make is to soften the strict assumption that transparency is completely absent
in the government budget. We assume that a deviation between the true deficit and the officially
reported deficit is detected with a positive probability p, which is known to everyone. This is an
important difference compared to ACT who implicitly assume p = 0. Following Alt and Lassen
(2006b), we interpret p as a measure of the degree of fiscal transparency.

The introduction of a positive degree of fiscal transparency allows voters to choose reservation

levels for government consumption, the tax rate, as well as the deficit. Let these reservation levels

be denoted by g*, 7" and d", respectively. The voters’ re-election strategy can then be described
as

©)

re—elect if g,>¢ 1,27 and nodetection of d, >d"
don't re—elect otherwise

Note that not detecting d;, >d" can either mean that the incumbent did actually obey voter

demands (so that d, <d"), or that an excessive deficit (d, >d") went undiscovered, which

happens with probability 1-p. The key point is that voters cannot distinguish these situations from
each other.* In comparison with ACT, the inclusion of a reservation level for the government deficit

is new. The reason is that in their model there is no chance of detecting an excessive deficit, since p

* This strategy differs from a traditional voting strategy in the literature of retrospective voting models, in
which voters usually formulate their re-election rule in terms of a reservation wutility level. Here, voters instead
condition re-election directly on fiscal policy variables. Persson and Tabellini (2000, ch. 4) consistently
formulate the voters™ strategy in terms of utility. However, in a footnote they note that voters could actually
do better if they formulate their strategy in terms of policy variables. The same is true in our model. By
conditioning re-election on the size of the deficit, voters are implicitly choosing a reservation level for utility
in period 2 also, since the deficit has direct consequences for the level of consumption in period 2.
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= (; setting a reservation level for the deficit is therefore pointless. Thus, allowing a positive value
of p opens up for a more sophisticated voter strategy.

The incumbent observes voter demands and sets fiscal policy to maximise the expected PDV of
political rents, subject to (3), the government budget constraint and the restriction d, < d . The

incumbent now has three options: she can (i) satisfy the voters’ demands for government
consumption and the tax rate as well as the size of the deficit and secure herself re-election, (ii)
satisfy the demand for government consumption and the tax rate only, run an excessive deficit and
hope that this will go undetected, or (iii) satisfy none of the demands and forego re-election with
certainty, in which case the restriction r; < 7 applies.

The timing of the model is as follows: (I) At the start of period 1 voters observe y; and y,. They
then select the reservation values g, = and 4" and the strategy in (3) is known by everyone

hereafter. (11) The incumbent chooses fiscal policy for period 1. (111) Voters observe the size of g;
and 7,. If the incumbent has set d; > d" this becomes known to everyone with probability p. (1V)

Elections are held and the voters now vote according to their declared strategy in (3). In period 2
the elected politician chooses fiscal policy and the model ends.

The question we want to answer is the following: For a given present discounted value of
income, how does fiscal policy depend on the distribution of income across time periods? To
answer this question, we assume the following relationship between output in period 1 and period
2:

n=y+e

V=Tt p)e @)

where y is a natural output level (or trend level) and & is a short term fluctuation. This

specification allows a comparison between a flat time profile of income (¢ = 0) against a fluctuating
time profile (¢ = 0), holding constant the present discounted value of life-time income.’
Before we go on to consider the outcome in the political equilibrium, it is instructive to consider

how a benevolent social planner would choose fiscal policy in this set-up. Obviously, the optimal
policy would include zero political rents, 7, =r, =0. Maximising voter utility with respect to g,
22, 1 and ¢, subject to (2), (4) and ¢, =(1—7,)y, gives ¢; = ¢; = g; = g» = ¥/2. The important

point to note here is that the shock variable & is nowhere present in the solution. The optimal

consumption profile depends only on the present discounted value of income, not on the

® All results of the model still hold qualitatively if we assume no relation between y; and y,. But then we
get an additional effect of an increase in y; on fiscal policy, namely a wealth effect of higher total discounted
income. Since this is not what we are interested in, we prefer the specification in (4).
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distribution across time periods. In this sense, the optimal fiscal policy is acyclical: because of

voters’ desire for consumption smoothing, private- and government consumption should not vary
over the business cycle. Instead, the optimal policy implies d; =—¢, so that all fluctuations in

output are fully absorbed by the deficit.

2.3 Equilibrium Strategies

We start by looking at the optimal strategy for the incumbent, given the voters’ reservation levels
g, 7 and d, using backwards induction. After the election the victorious politician has no re-
election motive, so she will ignore any voter demands set political rents at the maximum value,

r, =r . We assume that once the incumbent has secured maximum rents, she ensures an optimal

balance between public and private consumption with the remaining resources in period 2. This

implies equality between the marginal utilities of public and private consumption, which in our case
means g,=c,. Coupled with the government budget constraint, this implies that
g =¢,=(y-QA+p)d,+e)-7)l2.

We now look at each of the incumbent’s three options in period 1: in option (i) the incumbent
satisfies all voter demands and sets g, =g", 7, =7" and d, =d". Using the government budget
constraint in (2), this gives us that political rents are 7, =7 (¥ +&)—g +d . In option (i) the

incumbent is re-elected with certainty, which has a present value of 7 /(1+ p) . Thus, defining ¥,

as the expected discounted value of political rents in option (i), we get:

* * * 7
V=t (y+e)-g +d +——
=t (V+e)-g ) (5)

In option (ii) the incumbent does not satisfy the voters’ demand for the size of the deficit. The

incumbent will in this case set the deficit at its maximum value, c7, since this allows more rents to

be extracted. Re-election now only occurs if the excessive deficit is undiscovered, which happens
with probability 1— p . Defining ¥, as the expected discounted value of political rents in option (ii)

we have

* * = r
I/zzf(y+5)_g +d+(l—p)m (6)
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Finally, the incumbent always has the option of completely disregarding the voters’ demands. In

this case she will set rents and the deficit at their maximum values in period 1 and forego re-
election. Defining ¥ in the same way as V] and V:
V=7
()

Voters must now choose optimal values of g*, tand d" such that the incumbent chooses option

(i).° We can then state the problem of the voters as:
o, 1-0 _ . _ 1-0
(@-)T+a) " g ((F-@+p)d +2)-7)I2)

Max + +28-
g 1-6 1-6 1-6 (8)

st. V2V, and V, 2V,

where we have inserted the expressions for ¢, and g, found above. Using equations (5) - (7) and

(1+ p)™ = B we can write the two constraints in this problem as

Fepprd-d

VooV, o (v+e)—g +d + 1 Frr(y+e)-g +d-p
1+p 1+p

9)

V.2V, f*(y+g)—g*+d*+l ! r2reoc(re)-g +d 20-p)F
+p

It is fairly easy to see that the constraint ¥, =¥, must be binding in equilibrium. If this constraint

were satisfied with strict inequality the voters could raise g~ or lower 7" without violating either of
the constraints and we must therefore have V¥, =V, in equilibrium. In contrast, it is of great

importance to the equilibrium outcome whether the constraint ¥, =2V, becomes binding or not.

In the appendix we show that the values of the deficit, consumption and tax rates that solve the

problem in (8) are given by
a=c,=g=g=(y-1+p)'7)/2
d=—e-pA+pB)'7
n=1-(3-0+pB)'F) (25 +¢)) "
0, =1-(y -+ B)7) (25 - A7)

. B
if 8<[p—m]ﬂ7—d ()

® It is never optimal for the voters to choose reservation values such that the incumbent chooses option (ii)
or option (iii). A proof of this claim can be obtained upon request.
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and

a=g=(y+e+d—(1-Q1-p)B)F)/2

¢, =g, =(7- B (e+d)-(-p)F)I2

d1=07—pﬁ17 if 8Z(p—i]ﬂ7—c7
_ . 1+p

5, =1-(¥+e+d —(1-(L- p)B)F)(2(F +¢))

5, =1-(y- e+ d)- - p)F)(25- B )

(1)

Using the government budget constraint, we then find that political rents are in both of the above
solutions given by 7 =(1- £)r . If the shock to output in period 1 is sufficiently small, such that
relative to period 2 the economy is in a recession or a modest boom, the solution in (7) applies. This
solution is similar to the solution of the social planner: fluctuations in output are transmitted
directly into the budget surplus, with no effect on the time profile of government consumption. Tax
rates increase with output in order to smooth private consumption. Thus, fiscal policy is acyclical.
Compared to the solution of the social planner, the only difference is the lower level of government
consumption, which is due to a positive level of political rents. This is necessary to keep the
incumbent from choosing option (iii) above.

The solution in (1I), which applies in case of a high value of &, is very much different from the
social planner’s solution, however. Fluctuations in output are not smoothed at all. The tax rate in
period 1 may go up or down as output increases, depending on the initial level, but private
consumption increases unambiguously. Government consumption also rises in period 1 as &
increases. The lower level of revenue in period 2 then implies that private- and government
consumption in period 2 falls. The timing of output now matters for the time profile of consumption
and fiscal policy becomes procyclical.

So when does which solution apply? Technically, the difference between solution (7) and

solution (7I) is that the constraint ¥, >V, is binding in solution (7), whereas it is satisfied with strict

inequality in solution (7). On a more intuitive level, the decisive condition on ¢ reveals an
interesting prediction: fiscal policy becomes procyclical only when the economy is in a boom.
Consider a shift in output from period 2 to period 1, i.e. an increase in the shock variable & Ideally,
this should have no effect on the time profile of consumption, since such a shift does not affect the
intertemporal government budget constraint. To smooth consumption, voters would therefore prefer
a smaller deficit in period 1 when ¢ increases. This is exactly what happens when the economy is
in a recession: departing from a low value, a small increase in & makes voters require a smaller

budget deficit and unchanged levels of private- and government consumption in exchange for their
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vote. To secure herself re-election, the incumbent willingly satisfies the voters” demands and fiscal
policy becomes acyclical.

If the economy is in a boom things are different: ideally, voters would now like to run a budget
surplus in order to smooth consumption over the two time periods. But the high level of revenue
during a boom provides the incumbent with an alternative that is too tempting to resist: since there
is a chance an excessive deficit will go undetected, the incumbent will be tempted to drive the
deficit to its maximum and pocket the bulk of the extraordinarily high revenue. In technical terms,

the temptation to choose option (ii) instead of option (i) is too big. The constraint ¥, =V, now

becomes binding. Realising this, voters will adjust their demands in such a situation. So when
output increases further, voters now demand higher levels of consumption instead of a deficit
reduction. The result is that fiscal policy now reacts strongly to output fluctuations in a procyclical
manner. In sum, the model predicts that there is an asymmetry in the cyclical behaviour of fiscal
policy: during recessions fiscal policy is acyclical. During booms, however, the political agency
problem becomes more severe and fiscal policy becomes procyclical.

We now focus on the transparency variable p. The condition on & for the solution in (1) to apply
can be rewritten as p > (d —d,) 87 , where d, = —& —(1+ ) B°F is the solution for the deficit
given in (I). First, as a benchmark, consider the case p = 0, which reduces the model to the ACT

framework described in section 2.1. Since d; is by definition smaller than d , the inequality above
is never satisfied for p = 0. Thus, we conclude that fiscal policy is always procyclical when fiscal

transparency is completely absent. However, with a positive value of p the inequality may be
satisfied. Let &= (p— A1+ B)™")f7 —d be the maximum value of the shock & that is consistent

with solution (7). A higher value of p increases this critical value, such that for any distribution of ,
a higher p increases the probability that solution (1) applies. A higher degree of transparency makes
procyclical fiscal policy occur less frequently, as illustrated in Figure 1 below. To understand this
result, remember that fiscal policy becomes procyclical in good times because voters rationally
adjust their consumption demands upwards, fearing that the incumbent would otherwise waste the
high level of revenue on political rents and run an excessive deficit. But a higher degree of
transparency makes it less attractive to run an excessive deficit for the incumbent, since it increases
the risk of being exposed. Thus, the higher the degree of transparency, the stronger must the boom
be before the incumbent falls into temptation and runs a maximum deficit. This implies that voters
will be willing to trust the incumbent with a larger amount of resources before they alter their
consumption demands. In countries with a high degree of fiscal transparency we should therefore

expect to see a procyclical reaction of fiscal policy in strong booms only. In countries with a low
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degree of transparency, on the other hand, procyclical fiscal policy could occur at a much higher
frequency.

[Figure 1 about here]

2.4 Discussion

The reason that fiscal policy is only procyclical in good times according to our model is that the
temptation to cheat voters is stronger in booms. This is due to the fact that the amount of available
resources is higher in booms than in recessions. For this to be a convincing story for developed
countries we must emphasise the broad interpretation of political rents: when the level of income
rises the incumbent can deliver the same levels of consumption with less effort, requiring a less
careful conduct of fiscal policy, and with more room for superfluous spending on “ego-boosting”
projects etc. Moreover, the model captures a general mechanism, which we believe is important in
developed countries, namely that the pressure on the government from outside watchdogs such as
the media, the opposition, international organisations and various interest groups is plausibly much
stronger in recessions than in booms. Thus, the major benefit to the incumbent of a strong economy
is the quiet life: with attention removed from budgetary issues it becomes easier to engage in all the
activities that we have previously labelled as “extracting rents”. The result, just as in our model, is
that the temptation to increase rent extraction at the expense of a deficit reduction is higher in
booms than in recessions. This is exactly what drives the asymmetric cyclical response of fiscal
policy, since rational voters will then only demand a procyclical pattern in good times, when the

temptation to cheat would otherwise dominate the fear of not earning re-election.

3 Empirical Methodology

We next turn to the data to test the implications of the model presented in the previous section.
We do this on two different panel data sets: the first data set consists of annual observations for 21
OECD countries in the period 1989-2003.” The second data set broadens the sample of countries
and the time period considered, covering 59 countries in the years 1980-1998. The sample of

countries corresponds to Persson and Tabellini’s (2003) data set.®

" The countries are: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
Iceland Ireland, Italy, Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, United
Kingdom and USA.

& The sample period for OECD countries (1989 — 2003) is chosen such that it fits the timing of our fiscal
transparency measure (we use the transparency index from Alt and Lassen (2006b), see details below), which
originates from an OECD survey in 1999. In order to lessen any problems of parameter non-constancy, we
avoid using observations from the Persson —Tabellini dataset from before 1980.
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To uncover the causal effect from business cycle fluctuations to fiscal policy we regress a fiscal
indicator variable on a cyclical indicator interacted with variables of interest and a range of control
variables. Moreover, we include a lag of the dependent variable to take into account any lags in the
political decision process. We also include time- and country fixed effects. Thus, the baseline

specification of the fiscal policy equation that we estimate is

F, =ao+051'E,,_1+ﬂ’Y,~,,+?"X,~,t+77,-+/1t+vl,t , 1=12,...N,t=2,...T (10)

where F;, is our indicator of fiscal policy. ¥;,denotes a vector containing one or more interaction
terms between the cyclical indicator and some variable of interest. The vector X;, denotes a set of
control variables. We estimate equation (10) using OLS and Within. However, it is well known that
both these estimators are biased in the presence of a fixed effect and a lagged dependent variable.
To account for this we also use the GMM system estimator developed in Arellano and Bond (1991),
Arellano and Bover (1995) and Blundell and Bond (1998). In addition, to account for the possible
reverse causality running from fiscal policy to macroeconomic conditions we always instrument the

cyclical indicator with its own lags.’

4 Data

Indicator of Fiscal Policy: As our measures of fiscal policy we focus on government
expenditure.’® We consider both cyclically adjusted (excluding interest) as well as unadjusted,
current disbursements as our fiscal indicator for the OECD sample.* To allow for comparisons
across countries we express our fiscal variables relative to trend GDP. We use trend GDP instead of

actual GDP to avoid ambiguities with the interpretation of the g coefficients, which occurs when

dividing the fiscal indicator with a variable that fluctuates over the business cycle.*? For the broader
sample of countries only unadjusted fiscal data is available and so we use government spending

relative to GDP from the Persson and Tabellini data set.

® All estimations are performed using OxMetrics 5.0.

10 Corresponding results for government surplus and revenue are not reported but are available upon
request.

1 All fiscal variables used in the OECD sample are general government budget variables from the OECD
Economic Outlook (EO) database.

12 We define a fiscal policy as procyclical if an increase in economic activity leads to a higher level of
government spending. If expenditure increases with economic activity the expenditure to GDP ratio may
increase, decrease or stay unchanged when income rises. Thus, any sign of g could be consistent with a
procyclical policy when expenditure is expressed relative to actual GDP. Dividing with trend GDP solves this
problem, since trend GDP does not vary over the business cycle. For trend GDP we use OECD’s calculation
of potential GDP (using the production function method) available in the OECD EO database. For the
Persson and Tabellini sample potential GDP is not available and so we divide with actual GDP, keeping in
mind the caveats that arise from doing so.
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Cyclical Indicator: For the OECD sample we use the output gap (OECD EO database) as our
cyclical indicator. For the broader sample of countries we use the output gap from the Persson and
Tabellini data set (based on HP filtering). Our model predicts that the response of fiscal policy to
economic fluctuations during good times differs from the response in bad times. We therefore
interact the output gap with dummy variables for good times (positive output gap) and bad times
(negative output gap). We also include the dummy for positive output gap (47*) in the regression
to control for any level differences in government spending.*®

Fiscal transparency: In addition we also include a measure of fiscal transparency interacted
with the output gap (in both good and bad times). For our OECD sample we use the fiscal
transparency index developed in Alt and Lassen (2006b). This index ranges from 0 to 11 where
each point represents an affirmative answer to a question concerning fiscal transparency sent to all
budget directors of OECD member countries. The questions are presented in Table 2. For the
broader sample of countries no explicit index for fiscal transparency is available. However, our
theoretical prior is that a higher degree of fiscal transparency reduces the procyclicality of fiscal
policy through an improvement of the voters’ ability to monitor the actions of the incumbent. Such
an improvement of the monitoring technology may come about through other channels than direct
reforms of the budget procedure. First of all, we expect the media to play a key role in this respect.
Greater popular access to independent media is likely to enhance the general public’s insight into
fiscal affairs. Shi and Svensson (2006) develop an indicator to proxy for the share of informed
voters in the population. The indicator is the product of the number of radios per capita and a
dummy variable equal to one if the country is classified as having freedom of broadcasting (based
on information from Freedom House). We use this indicator, which is available for 54 countries in
our sample in the years 1980-1995.

Exogenous control variables: The vector X;, contains the control variables used in our

benchmark specification, of which many have become standard in cross-sectional and panel data
studies of fiscal policy. We use the following benchmark control variables: the demographic
dependency ratio, the sum of exports and imports as a ratio to GDP, the inflation rate, a dummy for
election year, a measure of trend or structural unemployment, the government debt to GDP ratio in
the previous year, a dummy for majoritarian electoral system and the natural log of trend real GDP
per capita. In the broad sample we also include a dummy for democracy and a dummy for

presidential form of government. By default we include time dummies to control for sample-wide

B3 A similar approach is used in Hercowitz and Strawczynski (2004) and Persson and Tabellini (2003).
However, these authors do not include the level dummy for positive output gap.

4 Compared to Alt and Lassens’s index we drop the question shown in column (6) in Table 2 due to
missing observations for Greece, Portugal and Spain. Further, we also include the question in column (11).
Note that the index is constant over time.
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exogenous shocks. However, we sometime remove these dummies to restore degrees of freedom.
For the OECD sample the data for inflation, NAIRU and government debt are from the OECD EO
database, the dummies for election year and majoritarian systems are taken from the Persson and
Tabellini data set and the 1EFS election guide®™. The data for trend income, openness to trade and
the dependency ratio are from WDI (2005). For the broader sample we use the Persson and
Tabellini data set as the source except for inflation and trend income, which is taken from WDI
(2005). Due to lack of data availability trend unemployment and debt are omitted from the

regressions based on this sample.

5 Empirical Evidence from OECD Countries

5.1 Fiscal Policy and Asymmetric Responses to Economic Activity

Columns (1) to (6) in Table 1 show estimation results for cyclically adjusted government
spending for the OECD countries. Columns (1)-(3) report the results using a specification where the
output gap is included without any interaction terms. The coefficient on gap is statistically
insignificant in all three columns, indicating that government spending is acyclical. This is in line
with what previous studies have found for the OECD countries (e.g. Talvi and Végh (2005) and
Alesina, Campante and Tabellini (2008))*®. However, this result comes about from mixing up two
regimes. Columns (4)-(6) split the output gap into good and bad times and include a dummy for
positive output gap. The result from doing so is striking. The coefficient on the output gap

interacted with a dummy for good times ( gap-d7*°) is clearly positive and highly significant for all

estimators considered. The corresponding coefficient for bad times is insignificant and very close to
zero. Thus, government spending seems to be procyclical in good times and acyclical in bad times,
which is in line with our model’s predictions.'” Our estimates suggest that, during good times, the
increase in government spending in reaction to a one percentage point increase in the output gap
could be as large as one percent of potential GDP. The lowest estimate (GMMSY'S) suggests an
increase of about 0.25 percent of potential GDP. The level dummy 47 is negative,

[Table 1 about here]

15 Data for elections after 1998 are taken from the IEFS Election guide.

'8 previous studies obtaining this result often use cyclically unadjusted variables as well as using
dependent variables relative to GDP, rather than trend or potential GDP.

7 Looking at government revenue we do not find the same clear asymmetric response, in fact, revenue
seems acyclical or counter cyclical in good times. The results for the government surplus are similar to the
spending results, only weaker, and we therefore conclude that this procyclical result comes from the spending
side of the government budget.
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indicating that spending drops a little in level when the output gap becomes positive, however, the
coefficient is not significant. *®

In Column (7) we consider the unadjusted current disbursements as the dependent variable. The
result is the same clear profile as with the adjusted data: government spending is significantly more
procyclical in good times than in bad times. In columns (8) to (10) we look at subcomponents of
(unadjusted) government spending. Government consumption is procyclical in good times, and
more so than in bad times, although the difference is less pronounced than for overall spending.
Even Social Security Benefits, which we would expect to be heavily influenced by automatic
stabilisers, display a procyclical behaviour in good times (and countercyclical behaviour in bad

times).

5.2 Fiscal Transparency

The next step of our analysis is to include a measure of fiscal transparency in our econometric
specification. We start by interacting the output gap in good and bad times with each of the
dummies used to construct the transparency index in Alt and Lassen (2006b), using one dummy at a
time.” The results are summarised in Table 2 below: using the GMMSYS estimator we find that
most of the fiscal transparency dummies reduce the procyclicality of cyclically adjusted spending in
good times. Some questions have a very clear significant effect: a legal requirement of an ex post
comparison between projected and actual expenditures (question [5]) reduces the procyclicality of
spending in good times, and this effect is significant at the 1% level. The same strong effect appears
if the government is required to produce actuarial estimates for social security spending (question
[11]). The first of these results fits particularly nicely with our theoretical priors: large discrepancies
between projected and actual spending seem like a strong warning sign that the govern