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Introduction



I.1. Electoral politics and the rise of the fiscaktate

The uneasy co-existence of capitalist economiesdamiocratic politics has inspired
some of the best-known works in political econonmces the discipline’s inception.
Periodic crises in the classical era followed bg tlear-collapse of the international
capitalist system in the interwar period generatedoud chorus of pessimistic
predictions on the system’s viability. While theredit predictions on capitalism’s
demise inspired by the Marxist tradition were ndfifed, re-embedding laissez-faire
capitalism in a democratic society (Polanyi, 198¢)the state taking on a pro-active,
stabilizing role (Keynes, 1937) was one of the masting transformations in modern
economic history (Gourevitch, 1986; Hall, 1989; #wr2011). Nowhere is such
transformation more manifest than in the expandiolg of the public economy
(Cameron, 1978) during the post-war era. Defyindyeaarnings on the tax-state’s
limited capacity to expand (Schumpeter, 1918), bgpexl economies today tax and
redistribute around half of national income. Fispalicy and public budgeting have

thus become one of the central roles of the mosiate.

Beyond its systemic function in responding to ecnitoshocks, fiscal policy has been
one of the most studied areas in political econbegause of its highly political nature.
As Wagner (1890) already correctly predicted in288 century, growing affluence has
been associated with a growing provision of gosasyices and welfare because the
public demand for them is income-elastic. Moreotee, agents of the pro-active state,
national bureaucracies have simultaneously viednitneased funding because of what
Niskanen (1971) somewhat pejoratively describethaself-aggrandizing incentive of
the bureaucrat in his budget-maximizing model. Tmedern state’s budgeting
procedures also contributed to these trends asrmmantal budgeting (Wildavsky, 1964)
builds on last year's budget as a benchmark; asguunds for certain state activities
is more difficult than adding to them, incremerdali further adds to the secular
expansion of the public economy. To the extent thatgovernment is not a unitary
actor but composed of various parties and spendingsters, the competition between

these actors for a limited fiscal pool can creatmmmon pool resource problem (von



Hagen and Harden, 1995; Hallerberg et al, 2009héurputting an upward pressure on

government expenditures and taxation.

Of the various sources of political influences twe state’s fiscal activity, however,
electoral pressure has perhaps been the most melewa in the last three to four
decades. As the Keynesian era gave way to a muiidhed role in activist fiscal

policy-making starting from the late 1970s (lversand Soskice, 2006), electoral
constituencies and organized groups with vestedrasts in public programmes
continued to shape the discourse on public budgetmthe new era of “permanent
austerity” (Pierson, 1994; 2001) redistributive fticts between competing claims on
the public budget (Cox and McCubbins, 1986) madetetal trade-offs even more
pertinent for re-election seeking incumbents. Suatie-offs will be especially relevant
in today’s fiscal environment as the Western wasldimultaneously experiencing low
growth, strains on public budgets and popular ditst with austerity politics. It is

likely, therefore that the electoral arena will tone to be of paramount importance in
mediating conflicting interests and claims on thmited fiscal resources of the state
(Streeck, 2011).

However, contrary to the post-war “democratic clstsgggle” (Korpi, 1983) that led to
the crystallization of today’s welfare states, ttwrent European debt-crisis risks
pitting electoral demands on competing politicatiea against the imperatives of fiscal
sustainability and debt-reduction. While mature farel states have already proven to
be unexpectedly resilient in the face of econonfocks and ideological offensives
(Pierson, 1994), much of what Castles (2007, pdhexl as “core expenditure” —
essentially non-social expenditure — have alreagbntbsqueezed under fiscal pressure
from the past. Today's fiscal dynamics, howevee, anlikely to be reversed by such
measures as cutting defence spending or limitingfevim public administration. To the
extent that much of what the public economy provide its beneficiaries is under
attack, understanding the electoral dynamics belffis@hl policy is essential for a
broader account of the future of the democracytahgin nexus. More specifically, in
times of fiscal strain, can incumbent governmentspley the public budget for
electoral purposes? How do they distribute the gpaihausterity when cuts must be

made? Does the electoral response to fiscal desidmlow from a straightforward



characterization of voters’ exogenous preferenaeare such preferences contingent

and varying over time?

These are the broad questions that the essayssith#sis engage with. Building on a
large body of literature on the broad relationshgiween fiscal policy and electoral
politics, they enter various scholarly debates byuaneously building on and
challenging a number of past findings and theaaépcopositions. Adopting a rational
choice framework, the thesis will be built upon twwjor, overarching themes that
travel across the essays. First, not only did thst-@olden Age era of advanced
economies starting from the 1970s result in radib@nges in the dominant economic
paradigms of the day (Hall, 1989), it also impl@dignificant transformation in the
way policy-makers (governments and political partie office) and voters interact.
Second, a number of important and seemingly stifaiisiard propositions in political
economy will be refined by introducing context-caimhalities (Franzese, 2007) in the
way of such interaction. Fiscal policy decisionsl discal considerations of the vote
choice will be argued to depend on a number of itemd that vary over space and

time.

The rest of the introduction to this thesis wilhras follows. In section 2 | will discuss
three separate research areas in political ecortbatymy contributions build upon.

Section 3 will motivate these contributions and lioat their main arguments by

highlighting some of the gaps, shortcomings or msistencies in existing research.
Section 4 will discuss the common theoretical frevoix of the essays and their
respective empirical research designs as well #&-rdéated considerations in more
detail. The final section of this introduction wlovide some descriptive statistics on

fiscal and electoral data to contextualize the yestzat follow.



|.2. Three worlds of research on the budgeting-eléaral politics nexus

Political budget cycles

Ever since fiscal policy’s role in stabilizing e@mic activity by influencing aggregate
demand gained traction among policy-makers durimg post-war Keynesian era,
political economists have suspected that governsnamé unlikely to follow the
“Keynesian textbook” by consistently conducting otar-cyclical fiscal policies. The
discovery of the Phillips Curve (Phillips, 1958)dathhe unemployment-inflation trade-
off gave Keynesian-minded governments an all togpteng tool to exploit for political
purposes. Following the stagflationary period & 1970s and the rational expectations
revolution in economics, discretionary fiscal pglitell out of favour; lags in fiscal
policy (Friedman, 1953; Creel and Sawyer, 2008) gheacy of monetary policy —
especially after the spread of independent cemi@aks across the developed world
eliminated the time-inconsistency problem in mongtaolicy (Kydland and Prescott,
1977) — and the general suspicion of governmenthm neoliberal era elevated
automatic stabilization to the forefront of the newlicy paradigm (Schelkle and
Hassel, 2011). Yet, given the real rigidities iromamies that new-Keynesian models
have captured, governments still often departenh fiwe passive role that Barro’s tax-
smoothing model (1979) relying on automatic stahtion ascribed to them. Fiscal
policy remained a highly politicized tool in therus of government to employ for re-

election purposes.

During the Keynesian golden-age paradigm, thesghtss of opportunistic politicians
employing fiscal policy to boost their re-electimmances were first captured by
political business cycle theory. Early theoristtNerdhaus (1975);Lindbeck (1976) —
postulated adaptive expectations on the part oh@oic agents and opportunistic
incentives on the part of incumbent governmentseBgineering fiscal stimuli prior to
the elections, the inflation surprise allowed goweents to lower unemployment and
increase growth that the electorate would presuynaélvard at the polls. While
theoretically compelling and empirically plausiltlased on early evidence mainly from

the US (Tufte, 1978) political business cycle tlyea@uffered from an obvious
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limitation: to the extent that fiscal illusion is@ibed to an electorate that fails to fully
understand the future fiscal implication of curreleficits (Alesina and Perotti, 1994,
p.9), one was left wondering how long it would tddedore electorates start to decipher
the rules of the game. Moreover, to the extent éxgectations on inflationary policies
get built in wage bargainers’ and other economienég) behaviour (Lucas, 1972), it
would seem highly dubious that incumbents can syatieally engineer economic

expansions before elections.

Especially this second critique prompted the neshegation of scholars to build
political business cycle models that are consistesth rational expectations.
Cukierman and Meltzer (1986), Rogoff and Sibert8@)9 Rogoff (1990) and Persson
and Tabellini (1990) put forward competence modelwhich asymmetric information
between the electorate and incumbents on the 'tattempetence in running the
economy/limiting waste in the budget process prenmptumbents to run expansionary
fiscal policies in the pre-electoral period as gnalling device. The theoretical
innovation of these second generation models it ttgy do not rely on a rather
extreme form of voters’ naivety to give rise toipoal business cycles. That said, the
subsequent empirical scrutiny of political busineysle models produced far from
conclusive results: the evidence provided by Aleseh al (1992; 1997) suggests that
there is only weak, if any, link between real eaoiovariables — GDP, disposable

income, unemployment etc. — and the electoral afviet

The weak empirical underpinnings of political besia cycles did not distract scholarly
attention from opportunistic motives of incumbeotzgrnments, however. As Alesina

et al (1997) summarized the next empirical turpaiitical business cycle scholarship:

“Some policies, such as a tax cut or an increasetransfers may have a direct
beneficial effect for the incumbent government hé tpolls. Thus, electoral
manipulations of policy instruments could be obsdreven without any effect on the

aggregate economy” (p.185)

Moreover, to the extent that the role of demand-agament that had been assigned to
fiscal policy in the Keynesian era was largely dided in the new economic paradigm,

policy-makers gained a somewhat paradoxical lexemgemploying fiscal policy for
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re-election purposes. Freed from the task of szig aggregate demand according to
the turns of the business cycle, they could focastte redistributive allocation of

public goods and services for important electolat s

Accordingly, the idea that the business cycle maynay not follow the electoral
timetable hand in hand with fiscal aggregates geeeto the notion gpolitical budget
cycles. Instead of focusing on economic aggregates, fiqualicy variables —
government spending, taxation, deficits, changeédht levels etc. — became the key
dependent variables in these works. Moreover, ratiention was directed towards the
“right-hand side” of the equation: which countmogps (Brender and Drazen, 2005,
Shi and Svensson, 2002, Block, 2002), what conistital/electoral rules (Persson and
Tabellini, 2003; Chang, 2008) what budgetary rided institutions (Alt and Lassan,
2006, Rose, 2006; Wehner, 2010; Hallerberg et @092 and what exchange regimes
(Hallerberg et al, 2002) may give rise to larged#er political budget cycles. The vast
array of context-conditionalities (Franzese andkdu2005; Franzese, 2007) that this
literature engaged with indicates that politicadbet cycles are far from universal,
regularly occurring in some contexts but not inesth Most fundamentally, political
budget cycles require a responsive electoraterévedrd politicians when they deliver

the desired redistributive or economic outcomess Ehthe next topic that | turn to.

Economic voting and the electoral response to fipoéicy

Just as government’s opportunistic motives in enno@olicy-making inspired a large
body of literature in political economy, the eleeto consequences of economic
outcomes have been studied at depth in the lagtd®. Since the early 1970s, political
business cycles and economic voting have comesioiioe sort of symbiosis under an
apparently straightforward formulation. On the ohand, voters, beyond other
admittedly important motives, such as class-idgnfiivans, 2000; Evans and Tilly
2012), partisanship (Green et al, 1998; Pickup,020fost-material values (Inglehart,
1977) etc., systematically reward good economitop@rance at the polls. On the other
hand, incumbents who recognize this electoral nmsha attempt to engineer
favourable economic performance in the run-up éctedns. Moreover, just as political

budget cycle research resonated well with the redluesponsibility of governments for
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economic performance in the post-Golden Age ecoooparadigm, scholars of
economic voting came to realize that the electoesbonse to economics is more

complicated than it may first appear.

The seemingly uncontroversial insight that a faable economic landscape helps
incumbents’ re-election chances has long maskedn#ber of controversies. Perhaps
most fundamentally, the level at which economicingptshould be studied marked a
clear separation across contributions to the fikldially, macro-level data relying on
the vote share or the popularity rating of incuntbgmvernments gave rise to the so-
called vote-popularity function (see Nannestad Badblam (1994) for an older and
Lewis-Beck and Paldam (2000) for a more recenteveywherein economic voting
was assessed. Numerous country-case studies (se#eM(970); Goodhart and
Bhansali (1970); Lafay (1977); Kirchgassner (198&nor Bravo (1987) for a non-
exhaustive list) followed by cross-national pookdddies (Bellucci and Lewis-Beck,
2011) investigated whether macroeconomic data (Gp&wth, income growth,
unemployment and inflation in particular) predigicumbents’ electoral fortune
accurately. The results were overall supportivettod notion that voters, on the
aggregate, do reward politicians that deliver faable economic outcomes. Which
specific aspects of the macro-economy voters daoataand the strength of the results
across contexts (countries), however, differedtdé&ween the findings, giving rise to
what Nannestad and Paldam (1994, p. 214) referoedst the “predicament of
instability”. In other words, the electoral respen® economics seemed to be more
complex than the simple reward-punishment hyposhéisat motivated the earliest
empirical studies (Key, 1966; Goodhart and Bhan48irO; Kramer, 1971).

In an attempt to disentangle the micro-logic betweating decisions and the economy,
beginning from the 1980s scholars turned to thegdsming collection of electoral

surveys that asked voters their economic perceg@onluations and their vote choice.
The turn towards the micro-level allowed scholaraddress criticism referring to the
ecological fallacy, whereby macro-level findingsymeroneously suggest micro-level
implications (Kramer, 1983). Similar to their madevel counterparts, single-country
studies (e.qg. Fiorina, 1981; Kiewiet, 1983) follaMey cross-national survey research
(e.g. Lewis-Beck, 1988; Duch and Stevenson, 20@g8teldu et al, 2012) confirmed that

voters do indeed care about the state of the ecpnvaimen casting their vote. More
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specifically, retrospective evaluations of sociopic economic performanteroved
rather strong predictors of the vote choice in nmmttexts. The differences in the

strength of the link across national electoral ests, however, remained.

The first seminal contribution that purported todeebs this instability is generally
credited to Powell and Whitten’'s (1993) clarity a@ésponsibility hypothesis.
Constructing an additive index of institutional iggtmaking fragmentation for
different governmenfs the authors find that where policy-making powsr more
concentrated and therefore the responsibility foonemic outcomes is presumably
higher, economic voting is stronger than in weakit} of responsibility contexts. The
underlying clarity of responsibility model was foeted developed by other authors
(Whitten and Palmer, 1999 and Duch and Stevens008)2who provided further
evidence for the notion that voters do seem tamgjstsh between governments with
different degrees of responsibility for economidomumes. The apparent instability of
economic voting across nations, therefore, appeargsartly result from the fact that
different electorates assign credit/blame diffdsentdepending on the
institutional/political complexity of their politad elites. That said, the clarity of
responsibility model failed to address other imaottaspects of responsibility: even
when they have a high degree of concentration licyemaking power, to what extent
can governments steer the economy on its desité@ pa

This omission presented an inconvenient disjunchetveen political budget cycle
theory and economic voting research. While thdt shithe former literature from
economic outcomes to tools of demand managemerdcal fpolicy in particular —
reflected the diminishing influence of governmeoner the macro-economy, economic
voting research continues to use macroeconomiccatalis as the key dependent
variable. Specifically, to the extent that the idenon-electorally accountable decision-
makers, such as independent central banks (Duclstwnson, 2008), the spread of
globalization (Hellwig, 2001; Hellwig and Samue2§07) and a general emphasis on a

non-activist government with regards to businesdecffuctuations have weakened the

! The retrospective vs. prospective and the egdetnep socio-tropic distinctions refer to the much-
debated questions whether voters primarily assastsqp future (expected) performance and whether
they primarily care about their personal financethe wider health of the economy , respectively.

2 Specifically, the authors included the followingpacts of policy-making fragmentation: bicameralism
minority status in legislature and coalition govesants.
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link between governments’ domestic economic pdic@d economic outcomes, the
economic voter should have less and less inteneite macro-economy per se when

assessing incumbents’ performance in office.

This recognition prompted a number of scholarsidatthe traditional economic voting
literature to turn to fiscal variables’ explanatqugwer over electoral fortunes. The
default expectation given political budget cycleshtinued relevance has been that the
electorate, in the aggregate, rewards governmenexpansionary fiscal policies. Most
empirical findings, however, fail to validate this expectation. Ifyeiing, voters appear
to be “fiscal conservative” to the extent that thpynish incumbents for high deficits.
Moreover, related studies on fiscal consolidatipis@des where electoral punishment
would appear to be the most likely have found nstespatic punishment effects. By
using large changes in the cyclically adjusted prynbudgetary balance to identify
adjustment episodes, Alesina et al (1998; 201 1) fiim systematic relationship between
adjustment episodes and re-election prospects.Iédst evidence for any punishment
effect is found exactly for those adjustments whetre “most politically sensitive
budget items” are tackled: transfers and the pulshge bill (Alesina et al, 1998, p.
198). This finding is confirmed by Van Hagen esdR002) duration analysis on fiscal
adjustments: episodes relying on spending cutkdre items tend to last longer than
other types of adjustment, highlighting their rislatpolitical viability.

In a related manner, social policy research hagmakken similar investigations on the
electoral consequences of welfare retrenchmenteSPaul Pierson’s seminal works on
the new politics of the welfare state (1994; 192601), social policy scholars have

often highlighted the electoral dangers that welf@trenchment may entail:

“Retrenchment entails a delicate effort either tansform programmatic change into
an electorally attractive proposition, or, at theakt, to minimize the political costs
involved. Advocates of retrenchment must perswadering supporters that the price
of reform is manageable — a task that a substarpablic outcry makes almost
impossible” (Pierson, 1996, p. 145)

% see Eslava, 2006 for an extensive review onsingbe studies and cross-national empirical wasks a
well as Brender and Drazen (2008) and Sattler €Cdl0) for more recent contributions.
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Yet, empirical research on this question reveads only under certain circumstances
do voters actually penalize welfare cutbacks. Ageon and Giger (2008) and Giger
(2010) show that retrenchment becomes electoraBatious only if the opposition

manage to increase its salience in the campaidwr®acher et al (2013) find that only
parties with a positive welfare-image lose votesemwhimplementing welfare

retrenchment in office. Giger and Nelson (2011) destrate that some parties (liberal
and religious parties in particular) even gain sosdter welfare retrenchment. The
overall thrust of the welfare retrenchment literatthus complement empirical findings
from the fiscal adjustment debate: contrary to wbate would expect from the

perspective of the economic voter, reining in defiand public expenditure seems to

have no clear implications for electoral fortunes.

As highlighted by some of the aforementioned wogestisanship is a highly relevant
aspect of incumbents’ electoral incentives. Perlmapghere is this more evident than in
times of austerity when different socioeconomic ups® may have diametrically
opposite interests towards the welfare state;ecettient that a trade-off must be found
between fiscal sustainability, the tax burden anelfave generosity, welfare
retrenchment, by its very nature, will be highlylipcized, pitting different groups’
welfare-related interests against each other. Sincembent governments generally
owe their governing mandate to and therefore repteslifferent socioeconomic
groups, the partisan identity of retrenching gowegnts surely matters. This insight

inspired the partisanship literature in welfardesttudies, to which | will now turn.

The partisanship-welfare state nexus in times sfexity

Even before fiscal pressures on the welfare statded to dominate the academic
agenda, partisan dynamics underlying fiscal pofigking had emerged as an
important research paradigm. Douglas Hibb’s semioalribution (1977) on partisan
macroeconomic cycles was the first complement enar might say alternative — to the
emerging political business cycle literature at thmee. Recognizing that different
partisan governments rely on different constituesicHibbs suggested that they should
be preoccupied with fundamentally different polgmyals. In particular, left-wing voters

tend to be of lower socioeconomic status hencesgiurity (ie. low unemployment)
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should be their primary policy concern. By contragiht-wing voters tend to be of

higher socioeconomic status with relatively safie-poospects and high savings; their
major concern is thus price stability so that thal value of their savings is not eroded
by inflation. Accordingly, Hibbs showed that duribgmocratic presidencies in the US,
unemployment was lower than average, whereas Repuobpresidencies appeared to
prioritize inflation control. Similar to the undgnhg inflation-unemployment trade-off

in opportunistic political business cycle modelsblis formulation assumed that the
US executive can easily choose its optimal pointr@nPhillips curve. In response to
objections deriving from rational expectations, gh& (1987) followed up with his

rational partisan model where uncertainty regardhng partisan identity of the next
administration — ie. the competitiveness of thectelal race — generates short-lived

partisan cycles in macroeconomic outcomes.

Empirical evidence on significant partisan diffexes between macroeconomic
outcomes has not been overwhelming, however (Adesinal, 1997). That said, just
like the political budget cycle literature recogeuzthat regardless of its impact on the
macro-economy the electoral timetable could skéirea sizeable impact on budgetary
outcomes, partisan theory remained relevant asagafiscal policy was concerned.
Cusack (2001), for instance, shows that the lefttinaed to attach priority to high-
unemployment by conducting more aggressive cowyereal measures to fight it than
the right. Moreover, as the accumulating debt burderich economies over the 1980s
became a policy concern for all governments adftsgpartisan spectrum, a number of
scholars began to look at the partisan determinahtgovernment response to this
challenge. Specifically, the primary focus narrovsenivn on the largest and in many
places the institutionally most resistapart of the government budget: social security,
or what we conventionally refer to as the welfadetes As mature welfare states entered
the post-Golden Age era where public deficits wssen with increasing suspicion, the
dominant scholarly expectation at a time was oneweffare state retrenchment;
scholarly attention accordingly shifted towards thiee partisan differences would play
in a consistent way with partisan theory: would thaitical left (social democrats,

labour and to some extent Christian democrats d§ veenain the defender of the

* As many welfare programmes, such as public peasgick pay, unemployment benefits etc. take the
form of legislated entitlements often under thetoarof the social partners, they are more restdtan
change than discretionary fiscal measures thatrgavents can employ at will.
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welfare state even as the right (conservativesliaedals) are trying to shrink it down

to size?

The partisan roots of the welfare state were foaptured by the power resource
approach. Power resource theory (Korpi, 1983; 2G0fued that the historical and
organizational dominance of the labour movemenbugh trade unions and social-
democratic parties endowed it with sufficient powesources to impose their
preferences on employers by extending social im&erao the socially vulnerable
groups of the populatidnVariation in labour strength gave rise to distinorlds of
welfare-capitalism  (Esping-Andersen, 1990) with yi#ag degrees  of
decommodification of the labour force. To the extd¥at welfare retrenchment aims at
partially reversing these trends, left-wing parnsap, according to this “old-
politics”/power-resource approach should be condutd higher resistance to welfare
cuts. Empirical evidence for this perspective hagnb provided by a voluminous
literature including such seminal contributionskagpi and Palme (2003), Allan and
Scruggs (2004), Swank (2005), among others. Relyamg direct measures of
retrenchment efforts by looking at changes in thegram parameters as opposed to
social security spendifigthe overall message of these works is that tfte da the
balance, has been relatively successful at halielfare retrenchment compared to the
right.

A number of other welfare state studies challertbede findings, however. Inspired by
the surprising resilience of the welfare-state miyiriconservative ascendency in a
number of important countries during the 1980s +albly, the US, the UK and
Germany — Paul Pierson (1994; 1996; 2001) arguatitiie politics of retrenchment is
qualitatively different from the era of welfare exysion. In particular, welfare
programmes have created their own clienteles waqezpared to defend the welfare
state; as dismantling welfare programmes imposasertrated costs in exchange for
dispersed and uncertain benefits in the futurepamisan government should have an
electoral incentive to launch radical attacks oanth This prediction on diminishing
partisan differences in the era of “permanent aitgtavas confirmed by the empirical
works of Huber and Stephens (2001) and Kittel abth@er (2003). According to this

® However, see Swenson (1991) and Hall and SosR@@l( for an alternative, firm-centred account.
® See Green-Pedersen (2004) for a detailed discue$ithe “dependent variable problem”.

18



New Politics perspective, therefore, the convergiamderstanding of partisanship with

regards to welfare outcomes needs profound receradidn.

One patrticular source of such reconsideration leas loffered by yet another school of
welfare state studies. Formal modellers have beery linterested in unexpected
partisan dynamics in various policy domains. Inspiby Richard Nixon’s unexpected
overture towards Maoist China in a historical tofnUS foreign policy, these models
(Cukierman and Tomassi, 1998; Cowen and Suttel8)19®vide theoretical intuitions
why these unexpected political actions may occure Tinderlying idea of welfare
credibility and trust prompted Ross (2000) to apblgse insights in the welfare state
domain by arguing that left-wing governments argdnesituated to inflict pain on their
“natural” constituencies through welfare reform. dnrelated argument, Levy (1999)
shows how left-wing governments managed to undertegifare reform in Christian-
democratic welfare regimes by highlighting somehaf inequities that the regime had
produced over several decades. Moreover, in hispaaative work on social policy
reform, Kitschelt (2001) likewise emphasized wedtaredibility of opposition parties
as an important condition for the political viabjliof welfare retrenchment. These
perspectives share the notion that welfare retmaech is more than a static policy-
choice that incumbent governments choose eithemtaltily or under serious problem
pressures on the welfare stat@/hether they are able to do so may largely demend

their welfare credibility that they had accumulateer the past.

This plethora of perspectives on the partisansheffare state debate has greatly
enriched our understanding of a number of issulevant for welfare state research.
Amidst the cacophony of often conflicting empirieadidence, however, we still lack a
coherent account of the partisan dynamics drivieifare state retrenchment. Just like
important issues remained unsettled on the pdliticalget cycle-economic voting

relationship, the partisanship-welfare state nexweeds further refinement. The

following section will provide a summary of my egsdhat contribute to these debates.

" Various sources of these pressures include giataln (Swank and Steinmo, 2002), deindustrialirati
(Iversen and Cusack, 2000) and demographic chgityd®r and Stephens, 2001)
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[.3. Summary of main findings

Even as the role of fiscal policy in dampening hass cycles has diminished in the
post-Golden Age paradigm, its politicization fordigributive means has arguably
increased. In fact, as the discussion above hasrsh@rious constituencies’ demands
on fiscal redistribution have been widely acknowjed to push governments to spend
beyond their means, resulting in debt accumulatizer time. These demands lie at the
heart of political budget cycle theory in that gi@ximity of elections increases the
pressure on governments to run higher deficits nnatiempt to cater for different
constituencies. The political economy of fiscal ipplhas accordingly established a
broad link between the electoral influence of thesmstituencies and debt. In
fragmented political settings where multiple patia government represent a large
number of constituencies, the common pool of figeglources is likely to result in
higher debt accumulation over time (Roubini andhSacd989; Von Hagen, 1992;
Kontopoulous and Perotti, 2002; Wehner 2010) arnayden fiscal adjustment (Alesina
and Drazen, 1991). To the extent that this pressuexpected to increase with the
proximity to elections, such multiple settings apgected to increase political budget
cycles as well; not only do governments want tonopp the purse in their bid for re-
election, but they also have to satisfy multiplestdtuencies’ demands at the same time

to do so.

While theoretically compelling, this perspectivendages another important aspect of
intra-governmental dynamics. Coalition partnersmualti-party governments — who

often represent distinct constituencies with speqgifrogrammatic demands on the
public budget — are not merely additional actor® wie for the common pool of fiscal

resources failing to internalize the cost it estdbr the whole community, as the
common pool approach suggests. They are also Jaterp in the budget process
(Tsebelis, 2002; Tsebelis and Chang, 2004) withrwither coalition members need to
bargain to agree on the aggregate budget. Morethar, electoral incentives may run
counter to other coalition partners’ incentiveqezsally if the latter are seen to derive
disproportionate electoral benefits from a propodmdiget plan. The electoral

competition between these coalition partners ctluld moderate, rather than increase
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political budget cycles, contrary to what a comnmol-based perspective would

predict.

The first essay in this thesis explicitly incorpmsthe bargaining power of coalition
partners in a political budget cycle frameworklite with previous findings that have
shown that electoral systems are important comdiigp factors of political budget
cycles (Persson and Tabellini, 2003, Chang, 200&i)| argue that it is the government
structures that different electoral systems arenddo give rise to that are the primary
determinants of the magnitude of the cycle. Inipaldr, single-party governments that
are unhindered by coalition members to draft tpe#-electoral budgets will be shown
to display higher propensities to electioneer. Mos, power-distribution in coalition
settings is another important determinant of pmditibudget cycles. The essay will
show that in contexts where the two most importzatiinet players in the budget
process — the prime minister and the finance nenistare delegated by the same party
still experience budget cycles, albeit smaller otined single-party settings. However,
when one of the coalition members is strong enotldelegate one of the two
important actors to government, intra-governmebtaigaining will eliminate budget

cycles.

The second essay is motivated by the “demand-sifidie budgeting-electoral politics
nexus. As highlighted above, economic voting hasnb&n important complement to
political budget cycles in this regard; the majostivation for election-induced fiscal
expansion is a responsive electorate that rewardsufable economic outcomes and
distributional benefits — public goods, social irswe, public employment etc. —
delivered by governments. However, a major shortogrof economic voting research
is that it continues to assume an electorate wtitthibutes a high degree of
responsibility to governments for domestic econooutcomes. While it is ultimately
an empirical issue what aspect of the economy satexdit/blame governments for, it
is theoretically compelling to assume that rationaters would come to recognize the
diminishing importance of domestic economic pobceer macroeconomic outcomes
in an era of international interdependence (Hellamgl Samuels, 2007), central bank
independence and a generally non-activist fiscatpgaradigm. Although varying
degrees of responsibility attribution depending amstitutional and partisan

fragmentation have been noted, the underlying ilm&conomic voting research is still
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the one between macroeconomic outcomes and the-eiel vote choice. In other
words, economic voting failed to reflect on thedietical turn in political budget cycle

theory from macroeconomic to budgetary outcomdbeashief object of investigation.

To the extent that the aggregate electoral resptmngscal decisions has been studied,
the findings, summarized above, have been incoivelusVhat my second essay aims
to achieve is to bring the study of the electoesponse to fiscal policy closer to the
economic voting paradigm whereby fiscal variabledl Wwe added to the “usual
suspects” in the vote-popularity function: macroemoic variables and
political/partisan controls. In particular, | wiltheorize that “fiscal voting” and
economic voting interact to give rise to a systemelectoral pattern on the aggregate
level. More precisely, | will show that the changjistate of the business cycle re-aligns
the redistributive preferences of the electoratspavhich makes the electoral response
to fiscal decisions conditional on the economyother words, as will be empirically
illustrated in a high clarity of responsibility dext such as the United Kingdom, it is
neither macroeconomic outcomes per se, nor fisgbles by themselves that explain
aggregate-level electoral results; rather it isittteraction between policy choices and

economic conditions that predict the electoral tdtencumbent governments.

The main contribution of this essay will be an esten of the clarity of responsibility
thesis. While governments’ responsibility for delimg economic benefits has surely
weakened in recent decades, fiscal policy contihoié® an important tool in the hands
of incumbents to provide public or private goodgheir constituencies. Redistributive
benefits in particular are expected to have a piglitical salience as they pit different
income groups’ interest against each other. Highiersse coupled with the
governments’ continued influence over the delivefythese benefits and the tax
burden/ debt issuance to finance them is thusylikelgenerate intense debates over
government policy. Consequently, putting the emighas fiscal policy choices rather
than macroeconomic variables as the chief targetesponsibility attribution is an

important contribution to economic voting research.

While the previous contributions rely only impligiton different constituencies as the
main driving forces of budgetary outcomes and \ptiecisions, the third and final

essay will address constituencies’ heterogeneityli@ty from the perspective of
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partisan theory. The main motivation behind thisntdbution is the welfare
retrenchment-partisanship debate which has prodacedmber of often conflicting
predictions and empirical results over the lastades (see previous discussion). My
starting point will be the New Politics literatusehotion of “permanent austerity”
(Pierson, 1994, 1996, 1998) which has created set@ressures on governments to
prioritize cost-containment in their welfare reforagenda (Pierson, 2001). | will
theorize that in contrast to cross-class alliar{&genson, 2002) that characterized the
era of welfare state expansion, “permanent augtarntplies a zero-sum game where
the preservation (or further expansion) of certaotial programmes must imply
significant cuts in other programmes. Consequemlifferent constituencies’ interest
regarding specific welfare programmes will be piakd, presenting governments with
an unprecedented electoral challenge to balaneeebatthe opposing interests.

Incorporating the notion of credibility and trust different political parties vis-a-vis
their commitment to different constituencies andlfave programmes, the main
argument of the third essay can be summarized levi To the extent that some
parties enjoy higher credibility among certain sbaroups, they have an electoral
advantage to reform (cut) the very programmesttiege groups — what | will refer to
as their core constituencies — are most preparediefend. Following a vote-
maximization strategy, these parties will therefattempt to shift the burden of
“permanent austerity” on their core constituen@es pursue a relatively pro-welfare
strategy vis-a-vis other programmes whose benefsiahey need to sway over to
preserve/increase their vote share. My empiricalllte will show that such strategy is
especially pronounced for two important voting Isldlcat are the main beneficiaries of
the welfare state: the pensioner population anddkied workers. During the sample
period, on average, parties that are relatively-p@sitioned among the pensioners and
low-skilled workers have systematically cut pulpensions and programmes catering
for the working-age — unemployment programmesyadabour market policies, sick
pay etc. — respectively. In times of less budgesangss, however, this pattern reverses
and parties reward their core constituencies. Eheonsistent with the notion that it is
the electoral perception of austerity that alloveveynments to embark on a Nixon-
goes-to-China strategy (Ross, 2000) when distnigute pain of austerity.
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In addition to providing the first systematic qutattve evidence on Nixon-goes-to-
China strategies, my essay will be an importantrdmution to partisan theory because
of another consideration as well. The traditionaftiganship literature, as a rule, has
relied on party families to identify which partiespresent which constituencies among
the electorate. | will argue, by contrast, that &malytical value of party families has
been losing relevance in an era of electoral dgaient (Dalton and Wattenberg,
2002) so it is important to look at the specifimstellation of constituencies around
different political parties. The main measure llvwinploy in this study (see the next
section for more detailed discussion) relies orugrspecific voting patterns assembled
from a vast number of electoral surveys. | willghat such an approach would be a

welcome improvement in future partisanship reseasctvell.

I.4. Research design, methodology, data and measurent

As mentioned earlier, the general conceptual fraonkwadopt for my thesis is one of
rational choice. Differently put, my implicit assption that runs through the essays is
that actors (political parties in essay | and Htlavoters in essay Il) make decisions that
maximize their utility. For political parties in fafe, utility-maximization will be
understood by vote-maximization which also maximizeumbents’ chances to remain
in office after the next general elections. Otheotiies, such as policy-seeking
behaviour (Benoit and Laver, 2006) will thus besgaited to a secondary role in this
framework. For voters, in turn, utility-maximizatiovill imply the support of policies
which best conform to voters’ material/redistrilvatinterest. Again, alternative voting
motivations will be only implicitly addressed. Farstance, the notion of welfare-
credibility that essay Il builds upon implies thgtoups of voters react to welfare
decisions differently under different partisan goweents. That said, the underlying
motive is still one of utility-maximization in tergnof expected welfare outcomes. My
rational choice framework thus situates my thesigrag Peter Hall’'s “three i’'s” (Hall
and Taylor, 1996) in a straightforward manner. Whg&conomic and political
institutions and the evolution of ideas have beerelg important determinants of
budgetary outcomes and electoral dynamics, my gshésrours an interest-based
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explanation. These interests are material/redigixib interests for voters and power
(being and staying in office) for political partieBhese interests will be captured by
formal utility/vote-functions for political partigessay | and Ill) and a stylized mapping
of cost-benefit calculation of the British electigran response to government spending

decisions (essay II).

Turning to my empirical design, | largely followdlde comparative political economy
literature by adopting a cross-national, quantimatiramework. The main motivation
was to allow for the greatest possible degree ofeg®ization given the scope
conditions of the respective theories. Specificalgctoral considerations of budgeting
presuppose democratic accountability, electoral pmimion and significant risks for
incumbents to lose office. The scope conditions twes delimited by what one
normally considers as the universe of “establisheldttoral democracies. The EU
sample in essay | can thus be regarded as repatigsendf this universe with an
important caveat: to the extent that coalition agwits in the executive branch are
unique features of parliamentary forms of governmesample restriction to EU
member states is justified by the parliamentaryfaf government that predominates
in this country group (unlike Latin-American demaacies for instance). Essay lll, by
contrast, incorporates a wider universe of OECDntoes where periodic fiscal
adjustment efforts had to be implemented overakefbur decades. Finally, essay Il is
somewhat of an exception in my empirical desigrnhiat it focuses on a single case,
albeit still in a quantitative framework. A singtase study as opposed to a cross-
national design allows me to situate the essaienctarity of responsibility thesis: my
case selection was driven by the highest possibtgesd of institutional clarity of
responsibility where voters have a clear view onomvhto credit/blame for
redistributive/fiscal outcomes (a more detailedcdssion of case selection will be

offered in essay )

With these general considerations in mind, a bdifcussion of my quantitative
empirical design is in order. As it has becomeraaiostandard in comparative political
economy/comparative politics, | will largely rely ¢the toolkit of time-series and time-
series cross-section (TSCS) analysis for my thssays. More specifically, essay | and
[l will test the theoretical arguments in a TSQ&niework with EU (essay ) and

OECD (essay Ill) member states being the unitshafyesis, measured over two to four
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decades yielding an unbalanced panel of 400-600toeyear observations. While the

specifics of estimation issues will be discussedhate length in each respective paper,
the general strategy was to rely on the Beck an Kindard (Beck and Katz, 1995,
Beck, 2001) by running OLS regressions on the gaaedl addressing the violations of
the Gauss-Markov assumptions (Kittel, 1999) inmasiways. More specifically, where

serial correlation has been detected, lagged depéwdriables were introduced which

also allowed me to pick up dynamics in the dependanables’ response to changes in
the main independent variables of interest. Paatdrbskedasticity and cross-sectional
correlation were corrected by panel-corrected steh@rrors. Unit- and time-specific

dummies (fixed effects) to account for unobserveit wr time-specific variables were

introduced when needed. Essay II's aggregate-levalysis was conducted in a time-
series framework relying on the Box-Jenkins (ARIMégthodology (Enders, 2004).

As all three main arguments in the essays put fatwanditional hypotheses, most of
the estimated models relied on interaction effettsyond the standard tools of
regression output tables, | will also exploit thewal power of marginal effects plots as
convincingly recommended by Brambor et al (2006).

The main data sources for my empirical analysisfairey standard for cross-national
research. For essay |, fiscal variables were obtafrom the European Commission’s
general government database which collects annu@didiary data according to the
standardized Maastricht (ESA 95) methodology. Ralitdata — government types —
were obtained from the European Journal of PolifResearch’s annual data yearbook
and its correspondingarlgovdatabase. Electoral indicators (date and circurastanf
elections) were drawn from the Interparliamentaridd’s parline database. Finally,
macroeconomic and structural control variables werenarily obtained from the

OECD i.library's database, complemented by IMF Badostat when needed.

For essay II, which uses quarterly vote intentiatacamong the British electorate as the
main dependent variable, | relied on Ipsos-Mori'sntily survey which provides one
of the longest publicly available time-series amdagish polling firms. Instead of
general government data, the main fiscal variablaséd here was discretionary
spending, obtained from the Treasury’s online degab on a quarterly basis. The

second part of essay Il which analyses the chantamgspending preferences of
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different income groups among the British elecwratrelied on post-election surveys

conducted by the British Election Studies series.

For essay lll, the main dependent variable of egewas welfare spending on pre-
specified constituencies. These were obtained ftben OECD’s social expenditure
dataset which disaggregates welfare spending iatmws categories. Parties’ support
base among the constituencies were calculated finomng averages of group-specific
support for different political parties, estimatég the Eurobarometer ‘s and the
International Social Survey Program’s (ISSP) ahmazrveys. Fiscal adjustment
episodes were identified by changes in the cydyicatljusted primary balance of the
general government. These figures were obtained thee OECD’s economic outlook
database. Finally, control variables were obtaisiedlarly to essay I: OECD i.library

being the primary source, complemented by othesssmational databases (IMF,

Eurostat etc.) when necessary.

1.5. Setting the scene: fiscal outcomes and elecabicompetition over
the study period

The final section of this introduction will lay otite broad context for the underlying
fiscal and electoral developments during the penodler study for this thesis:
beginning from the early 1970s until the time ofitwg. In particular, | will select
seven OECD countries that are representative ofuieerse of cases” that the essays
engage with. The first criterion for this selectias size or “importance” in terms of
economic power; the second criterion was variaiith regards to size of government
and production/welfare regime-type (Hall and Sosk001; Esping-Andersen, 1990).
Post-communist OECD countries were excluded frasidbscriptive analysis for their
lack of data availability prior to regime changeccArdingly, the following descriptive
statistics will trace fiscal and electoral devel@mnts in France, Germany, Italy, Spain,
Sweden, the UK and the US.
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As argued before, political considerations behiistal decisions are of paramount
importance for understanding budgetary developmentecent decades. As a first
tentative illustration of these political influersseit is informative to compare fiscal

developments to a pure “Keynesian” benchmark whleeefiscal balance is broadly
stable around the business cycle: governments teadwnturns by running deficits

but make up for the fiscal shortfall during econorhooms (Barro, 1979). Under this
benchmark, debt-levels as a ratio of GDP shoulanbee or less stable over a long-
enough window of analysis. A secular rise in thbtaatio, by contrast, should indicate
that governments conduct fiscal policy under aditefiias (Alesina and Tabellini,

1990; Krogstrup and Wyplosz, 2010), failing to yuliorrect deficits in the long-run.

Figure 1.1 depicts the long-run evolution of the@gg general government debt ratio
since the beginning of the Keynesian®era

Figure I.1:
The evolution of debt ratios (5-year moving averagef gross outstanding
debt/GDP, %) in 7 OECD economies in the post-war p@d.

T
1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

————— Germany —— Spain Italy Sweden
France @ ————- us — UK Average

Source: IMF Historical Public Debt database

8 To obtain comparable and long time series on dahis, | used the IMF’s recently published histati
public debt database. | smoothed annual fluctuatadriebt ratios due to business cycle effects by
calculating 5-year moving averages for all series.
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As evident from the chart, debt ratios have beeithaimg but stable over the post-war
decades. The Keynesian era saw a gradual reduftiaverage debt levels, which had
been historically at their peak in various coumstioeer the war years, notably in the US
and especially in the UK. High growth in the Keyiaes golden age allowed
governments to reduce debt levels even as the sobgmvernment continued to
expand. By the late 1970s, however, the tide bégdarn and debt levels began their
secular rise, interspersed with periodic consalat efforts (for example in Sweden
Italy, Spain and the UK in the late 1990s and ea@0s etc.) Rising debt in the post-
Golden Age period thus presented governments wetiiogic pressures to put their
public finances in order, making this era quahtally distinct from the previous golden-
age boom years where debt-reduction almost autoatigtiollowed from the proceeds
of high growth rates. Most importantly, howevere tthick black line indicates the
average evolution of public debt ratios, clearlynting towards an increasing trend
since the late 1970s, the period that this themisides on. It appears therefore that as
fiscal policy fell out of favour as a powerful toaf counter-cyclical demand
management, political pressures have been pusheby ldvels up in the last four

decades.

An alternative way to evaluate the extent to whgdvernments have conformed to
counter-cyclicality is to compare the cyclicallyjagted primary balance to the output
gap (the deviation of actual GDP from potential GDFhe cyclically adjusted primary
balance (capb) allows one to gauge governmentstatisnary actions because this
measure filters out the automatic effects of theinmss cycle (falling tax revenues and
increasing social outlays during recessions). Aeplikeynesian” government would
run deficits in the capb when actual output is teraply below its potential and
compensate by surpluses when output is above jaltdot avert overheating and
inflationary pressures. Figure 1.2 depicts the tredgaevolution of the capb and the

output gap in the selected econonfies.

® Updated data for cyclical adjustment are availailly from the mid-1980s (and early 1990s for
Germany). Instead of the output gap, defined byadc&DP minus potential GDP, | use the ratio betwee
the two. Therefore, when the ratio is 1, it ind@saan economy that is running at its full potentidien it

is below, the economy is in a cyclical downturn;entit is above 1, the economy is running into syppl
side constraints and inflationary pressures.
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Figure 1.2
The evolution of the cyclically adjusted balance ahthe actual GDP/potential GDP
ratio over the study period
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The picture, in this regard, is somewhat mixed.réh@e many instances in which the
relative evolution of the two measures conformsthe “Keynesian recipe”. For

instance, the parallel movement between the ougagt and the capb in the late
1980s/early 1990s in Sweden or since the recessidhe early 2000s in the US

indicate such counter-cyclical policy-making. Howewvthere are clear instances for the
opposite as well. During much of the last decade,iristance, the UK economy has
been running above its potential thanks to the ingusnd credit boom and the

government did little to lean against the wind: ttepb has been constantly in the
negative territory. There are a number of othertammses for opposite movement
between the output gap and the capb in Italy, SpathFrance. It seems therefore that
considerations other than counter-cyclical disoretry policy have been on the minds
of policy-makers. The first essay will investigathether electoral considerations can

partly account for these developments across diftsgovernment types in the EU.

Electoral motivations for budgeting presupposemapetitive electoral scene, however.
To the extent that governments feel relatively sean their seats, electoral pressure is
unlikely to account for the deviation of fiscal mytmaking from its optimum path.
Two aspects of electoral outcomes are importardgroehants for the competitiveness
of the electoral scene: relative proximity of cortpg parties/blocs in terms of electoral
support and regular turnover in power. Figure k8vples a snapshot of whether the
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selected countries satisfy these criteria and hegogernments are likely to use fiscal

policy-making for electoral purposés.

Figure 1.3
Electoral outcomes in terms of national vote sharén %) in the selected countries
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19 taly was omitted from this comparison becausthefradical transformation of its party-scene ia th
middle of the study period, making the identificatiof the two main competing parties/blocs difftcul
for the US, only presidential elections were coesid as the focus of this thesis is the government,
the executive branch.
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In all six countries, the vote share of the maftrwang, social-democratic party (black
column) is compared to its right-wing rival — oobk of rivals if they regularly form
coalitions together as in Sweden — (grey columhg felative power between the two
camps, over the study period, is roughly equal. a¥erage left-right margin over 10-
12 elections ranges between -4.17 % in Germany&8%8 in Spain. While the study
period witnessed some landslides, such as the SpBSYOE’s — led by Felipe Gonzalez
— two consecutive victories over its conservativalrin 1982 and 1986, extremely tight
elections outnumber these landslides. Some of thesk-and-neck elections are well-
known (such as George Bush Jr's victory over Alé&ior2000), others are less so: the
vote share of the German SPD and the CDU/CSU nised02, for example, were
almost identical; the margin of victory of the FeanGaullists over the left-wing
socialists in 1978 was below 1% of the nationaleygtist like the Swedish social-
democrats victory over the bourgeois coalition 882 and the British Conservative
Party’s victory over Labour in 1974. Surely, thanslation of national vote shares to
parliamentary seat shares (or Electoral Collegeesvon the US) is less than
straightforward in many electoral systems but therall pattern is clear: the electoral
race in these selected countries have been verpetdgive with frequent alternation in
power between the two camps. The fate of incumgemernments can thus hinge on as
little or less than 1% of the national vote, whioiplies that they are likely to attempt
to sway over undecided voters by providing redistiive benefits. How the electorate
responds to these attempts will be the subjedh@fsecond essay in the context of the
United Kingdom.

Amidst such competitive electoral landscape, paibfudgeting decisions have been
taken, however. In particular, the welfare staftgeroconsidered as the most popular
spending item in the overall government budget, lbag been subject to debates on
affordability and cost-containment (Pierson, 200Zp the extent that welfare
programmes typically target different constituescithe partisan colour of incumbent
governments is expected to be an important detamhiof retrenchment efforts. Essay
[l will take up this task by distinguishing betwegvelfare programmes that primarily
cater for the elderly and those that target (loaitst) working-age individuals. Figure

1.4 below shows the evolution of welfare spendiag & % of GDP) for the two types of
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welfare programmes. In particular, programmes targethe elderly are old-age

pension programmes, survivor benefits and healtbemdituré’. Programmes that

target working-age individuals in turn comprise nmpboyment insurance, active-labour
market policies, incapacity benefits and family &i@s. Although many of the

beneficiaries of these programmes are high-skhigtifstatus individuals, low-

skilled/low-status individuals are expected to he tore constituencies behind such
programmes as they bear a smaller share of théuaden to ensure their financial
sustainability.

Figure 1.4

The evolution of social spending in the selected @M economies (as a % of GDP)
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1 while public health provision covers the entirgplation, the elderly are typically the most fregue
users of health benefits and facilities. Moreogereral programmes exist that provide extensivdigpub
coverage for the elderly separately from the résh® population, Medicare in the US being the most
famous example.
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The overall trend, across this subsample of OECReuse, is not one of retrenchment.
Social spending continuously rose throughout th&dystperiod with the notable

exception of Sweden which witnessed a protractéderrehment period after its

banking crisis in the early 1990s. Remarkably, ha@wgthis rise in social spending has
been predominantly driven by old-age spending, artiqular by the rise in pension

liabilities and healthcare costs. Spending for wagkage individuals, in most cases,
remained stable by contrast with periodic retrenshimefforts (such as in Sweden,
Spain, ltaly and the UK). While the size of the fas state — measured by social
spending — has indeed been remarkably resilientrobblem pressures as the New
Politics predicted, programme-specific retrenchnmeffarts have been quite common
during the period under study nevertheless. Whiahigan governments had more
political ammunition to undertake retrenchment Wil the subject of the third essay in
this thesis.
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With these overall patterns in mind, | will now uto the three essays that constitute
this thesis, starting with conditional politicaldget cycles in the European Union, then
proceeding to the electoral response to fiscacpoh the United Kingdom and ending

with the partisan determinants of welfare retrenehtracross the OECD universe.
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Essay |

Intra-Governmental Dynamics in a Political
Budget Cycle Setting

The moderating effects of coalition government

Abstract:
Political fragmentation has been widely recognid®d political economists as an

important cause for fiscal profligacy in democratarket economies because of the
common pool nature of fiscal resources. These glieds, however, sit uneasily with
the notion of governmental veto players’ abilitylitock each other’'s spending plans
for electoral purposes. Applying the logic of adaning-game between veto players in
a political budget cycle framework, | first modélat multiple players in the budget
game are in fact likely to moderate pre-electonadldet outcomes. Empirical results
from a cross-section time-series analysis in EU benstates provide corroborative
evidence that fiscal electioneering is indeed nmuevalent among cohesive, single-
party settings. The findings are robust to alteweaidentification of elections, fiscal
changes and sample selection.
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[1.1. Introduction

Just as the explosion of government expendituredad during the 1970s and 1980s
shaped early theories on the political economy afigeting® the subsequent

consolidation period defined the new context inotlgebuilding. In fact, current

members of the European Union, old and new menth&rssalike, faced considerable
pressure to squeeze government expenditures, ntedistcit finance and reduce their
debt levels inherited from earlier periods. White tsources of these pressures were
largely observable and obvious, the political anstitutional capacity of the affected

countries to deliver change was much less so.

Explanations on cross-country and temporal diffeesnin budgetary outcomes have
largely converged around two theoretical approacBedoptimal fiscal performance
was predicted to result from fragmentation in goweent, whereby competing claims
on budgetary resources would give rise to a compaol problem. The dynamic
dimension of budgeting, on the other hand, invéetolars to look into the changing
political pressure that incumbents are under asnatibn of the electoral timetable.
Originating from earlier works on political busisesycles, the latter theories predicted

that budgetary discipline would suffer as incumbeagproached general elections.

The implications that follow from these two themigs the literature point to a
theoretical paradox, however. If the root of thenowon pool problem lies in electoral
pressure in a fragmented political context, one l[dv@xpect the pressure to increase
with the proximity to elections. However, fragmesigovernments are also likely to be
hindered by veto players (coalition partners, opmms parties under minority
governments etc.) in the budget process to detjueck and large policy-change that

suits their re-election purposes (Tsebelis, 200B)pfar as these political veto-players

2 These early theories provided the first systenmtimunt of the growth of government during thetpos
war period by highlighting bureaucratic incentiyiliskanen, 1971) and incremental budgeting
(Wildavsky, 1986).

13 Beyond ideational impacts of the rational expéatet revolution in economics, two simultaneous
political projects shaped these trends: EMU andheouc transition in the West and the East,
respectively.
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exercise — or threaten to exercise — their powercdostrain the government,

opportunistic budgeting in a fragmented settintniss less likely to occur.

This article will offer a critical evaluation of éhcommon-pool paradigm by taking into
account the influence of coalition partners in the@gaining game for pre-electoral

budgets. | first model how this bargaining gameyplaut in a coalition setting vis-a-vis

a single-party incumbent government. Secondly, amt@st to the common-pool

literature, | will empirically show that politicétagmentation is associated with smaller
and sometimes opposite swings in the budgetarcstinwhat political budget cycle

theory would predict. This article will demonstrdteat the differences in the fiscal

swings across the electoral cycle between cohesigddragmented government settings
are statistically significant and substantively orant, often in the excess of 1 % of
GDP.

The next section will offer a brief literature rew and lay out my theoretical model in
detail. In the third section, the key concepts aadables for empirical analysis will be
introduced. Section four will provide descriptiviatsstics on the cyclical behaviour of
fiscal aggregates followed by an econometric amalygstest my hypotheses. The final

section concludes.

I1.2: Literature review and theory: government fragmentation and

fiscal profligacy

Relating fiscal outcomes to government structurgs d long tradition in the political
economy of fiscal policy. During the great fiscgheavals of the 1980s, changing
macroeconomic circumstances alone were clearlypadda to explain away large
cross-country differences in the evolution of goweent expenditures and debt

accumulation, prompting scholars to turn towardgips in the quest for an answer.

A number of scholars, starting from Von Hagen ()992ilminating in the most
extensive quantitative work by Hallerberg et alQ®@)) attributed cross-country and
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temporal variation in fiscal performance to thetiinsional choice that different

countries have adopted. Fiscal institutions, phgpelesigned, were presumed to
address the underlying problem that led to overdipgnand excessive deficits: the
common pool resource problem (Von Hagen and Hartié®5). The budgetary process
was modelled as a complex web of fragmented andiatiytinconsistent interests
where each participant wants to slice their shaoenfthe common pool of fiscal

resources without internalizing the aggregate cistuld entail for the community.

Specifically, spending appropriations benefit calfraction 1/N of the community with

the cost in terms of tax or debt finance beingudiéid across all N participatitsAs

fragmentation, proxied by N, grows the common resepool problem would sharpen.

The detrimental effect of political fragmentatiamrmoed in well with earlier accounts of
fiscal consolidation (or the lack thereof). In theeminal work, Roubini and Sachs
(1989) proposed a weak government account of badgeixplosion: in fragmented

governments, coalition partners would attempt tft $he burden of adjustment onto
each other’s constituencies, resulting in a stdhdwod status quo bias. Alesina and
Drazen (1991) formally modelled this idea by a wérattrition game, wherein veto

players (i.e. coalition parties) in the governmeato the other’'s adjustment plan to
shelter its own constituents from the burden ofsodidation. What these accounts and
the common pool theory share is the notion of figtiacipline loosening up with

fragmentation: strong, single-party governments expected to run smaller deficits

over time than multi-party coalitions and/or mitpigovernments.

In addition to long-run, average outcomes analysethe aforementioned approaches,
the dynamic dimension of budgeting was best endajggliby political budget cycle
theory (PBC hereafter). Opportunistic politiciansrer hypothesized to depart from the
social optimum view of fiscal policy making (Barrd979)" by relaxing the purse in
the run-up to general elections to increase tleeelection chances. The origins of PBC
theory reach back to the political business cydlerdture (Nordhaus, 1975; Tufte,

1978). Extending these early insights on re-elecsieeking incumbents’ behaviour in a

% In the empirical literature the notion of N hadfeient meanings. The most commonly used measure is
size-fragmentation (Kontopoulos and Perotti 2002hwéer, 2010) where N stands for the number of
actors (parties, legislators or cabinet membemd)qggaating in the budget process.

15 Commonly known as automatic stabilization, Bard879) model described the optimal behaviour of
fiscal policy in the face of economic shocks raaglin temporarily higher (lower) revenues - arhbe
deficits - than in the long-run equilibrium.
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world of rational expectations, Rogoff and Sibet®&8) present a model in which
asymmetric information between voters and governsen incumbent competence
prompts incumbents to engineer economic expansionslection years. Yet, the
empirical record of such pre-electoral economic rbsas far from overwhelming

(Alesina and Roubini 1992; Alesina et al, 1997)eidfore, the scholarly focus has
since shifted towards tools of demand managemesda(fpolicy, in particular), with

the implicit assumption of fiscal illusion and myapon the part of the electorate
(Alesina and Perotti, 1994). Opportunistic incuntkertherefore, were predicted to
relax fiscal policy in the run-up to general elens with or without any real effects on
economic activity. The partisan hypothesis of it business cycles (Hibbs, 1977)
was also pursued in the post-rational expectatremdd (Alesina, 1987) but generally
received weaker support than its opportunistic tenparts. Left parties, it seemed,
were no more prone to engage in expansionary fipolity than their right-wing

counterparts.

That said, electioneering is far from universagularly occurring in some contexts but
hardly ever in others. The recognition of this nomversality prompted different
scholars to look for the context-conditionaliti¢ggghzese and Jusko, 2005) that best
predict where and when the cycle is more or ldsdylito occur. Alt and Lassen (2006)
show that more transparent budgetary contexts daiigecycle. In a related a manner,
Rose (2006) demonstrates that stringent budges rileAmerican states have a
significant moderating effect on PBCs. Brender &vdzen (2005) argue that new
democracies are more vulnerable to electoral predsecause of voter inexperience
with the electoral and budgetary process and/ors Iésansparent budgetary
settings(Benito and Bestida, 2009). Persson anelliait(2003) introduce institutional
conditionalities and conclude that majoritarianctdeal systems experience greater and

more regular cycles.

Most importantly for our present purposes, the iogtions of the common pool
resource theory were also extended to the realf@B&fs. Hallerberg et al (2009) in
particular, show that budgetary institutions thaterev designed to constrain
overspending and the deficit bias resulting frorm dtommon pool also dampen the
cycle. However, such an automatic extension of regdmn account to a dynamic

context overlooks an essential feature of partytipsi political parties — including
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coalition partners — are in competition for a liegitnumber of votes, providing them an
incentive to constrain each other’s spending plémst are perceived to confer
disproportionate electoral benefits on politicavais. The following model will

demonstrate this idea by comparing a single-pagtying to one with a two-party

coalition as incumbents.

Theoretical model

To describe the bargaining game between coalitiantnprs, the following six
assumptions are made:

1) Two parties -a large (senior party) and a small (junior party) - are in a
coalition bargaining context, where they try to decide on additional
budgetary measures for electoral purposes. These measures can take the
form of additional spending or tax changes.

2) The parties have different, albeit possibly overlapping constituencies.

3) The budgeting process consists of two stages

* In the first stage: the senior party proposes budget S, a combination
of the proposed spending and tax plans targeting its own
constituency.

* In the second stage: the junior party, knowing S, proposes its own
budget, ] - a combination of its own spending tax plans targeting its
own constituency - to arrive at a final budget, S+] = B.

4) Parties’ vote share is linearly increasing in constituency-specific spending
and tax measures but is decreasing - quadratically - in the overall budget
deficit. This captures the notion of fiscally conservative votersl® and
incumbents who also have to internalize the long-term consequences of
budgetary explosion. The quadratic term is justified by the non-linearity
associated with fiscal expansion: little deficit spending may pose no threats

to debt sustainability, but as the fiscal space vanishes, the associated risks

1% |n fact, the notion of fiscally conservative vatéras received increasing support in the empirical
literature (Alesina et al, 1998; Eslava, 2011)
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(e.g. rising risk premia on government bonds, debt crisis, currency crisis)
may exponentially increase.

5) The senior party bears increased responsibility both for the delivery of the
targeted budget and for the fiscal profligacy it entails. This assumption
follows from the clarity of responsibility hypothesis (Powell and Whitten,
1993; Whitten and Palmer, 1999) that posits that in contexts of clear
institutional or partisan responsibility, the electoral response to economic
outcomes is stronger.

6) The junior party suffers disutility from budgetary composition overly tilted
towards the senior party. This assumption captures the notion of electoral
competition between the coalition partners, prompting the junior party to
take into account the difference between budget S and ] as well as their
overall levels. Similarly to Assumption 4), the model will introduce this
“competition factor” by a quadratic term: the disutility increases non-

linearly with the difference between S and |.

Following from Assumption 4), 5) and 6) the followi utility functions characterize

the senior and the junior party, respectively.

uUS)=[ s+ad-pys+3) o
UJ)=J+aS-y(S+J)*-[(S-J)?

where for reasons of parsimony, | assumed thattiliey functions are symmetric in
andy . In the utility functionsg, between 0 and 1, captures the vote-share etssiica
budget targeted at the coalition partner's constity. It can be conceptualized as
ideological proximity, overlap of the two distinconstituencies or electoral volatility
among the electorate. A higher implies ceteris paribus higher utility for a bedg
targeted at the coalition partner’s constituengybetween 0 and 1, can be understood
as a parameter for “fiscal conservativeness”. Avbig reflects a higher propensity to
take into account the fiscal consequences of tlugdtudeficit, or alternatively, longer
time horizons for incumbents. As this time horizisnexpected to vary with the
electoral timetabley is a non-constant term such that= F~(t) :as elections are

approachingy drops. However, since this model captures a onegédpre-election
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budget) bargaining game, the dynamic naturg pbses no difficulties for analytical
purposes. Finallyy, greater than 1, captures the extent of perceigsponsibility for

budgetary decisions, whether it is positive (tademeasures) or negative (fiscal
profligacy).

One additional relationship that characterizesmioelel concerns the senior- and junior-
specific utility functions, respectively. As statad Assumption 6), the junior party
receives negative utility whenever S exceeds Jiucag by parametes. A higher
implies a higher “competition factor” in the budggtme. | assume thftis an inverse
function of the responsibility parametér for the following reasons. High (low)
responsibility for the senior party implies low gh) bargaining-power for the junior
party because of the power asymmetry in the coalitFor instance when a dominant
senior party is bargaining with a marginal juni@arty, the former’s responsibility for
fiscal outcomes is expected to be high. Under sustenario, the junior party will have
relatively limited bargaining power in the coalitiohence the weight it will attach to
disproportionate budgetary composition is expedtede low. In other words, the
“competition factor”,, indicates to what extent the junior party sufféisutility when

it “punches below its weight” in the coalition witlegards to outcomes in budgetary

composition. | thus put forward a third relationshto close the model:

1
£7%
Assumption 3) provides the key to understand heantledel will play out. The game is
best thought of as a Stackelberg game (Gibbon<)1®&h the senior party being the
leader (proposer) and the junior party the folloerceiver) First, the senior party
proposes budget S, which the junior party incorganto its own utility function and
maximizes U(J) with respect to J. A rational, ford#ooking senior party, of course,
will anticipate the junior party’s reaction funaticand, accordingly, proposes S to

maximize its own utility function, U(S).

Assuming parties have complete information overheather’s utility functions — a
reasonable working assumption for coalition pagnerone obtains a unique Nash-
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equilibrium for both the total budget and its corsiion. By backward induction, one

first obtains the best-response function of theqruparty.

B8 - 1-@y-2ms-@r+2p)3=0

Which yields the Junior Party’s best-response fonaivhen expressed in terms of J:

Equation 1) J*=
2y+ 28 y+ﬁ

A similar logic is applied to the determination tbie initial proposal, S. The senior
party maximizes its utility function by anticipayrthe junior party’s best-response.
Substituting Equation 1) into U(S), the senior paintus maximizes:

[ o (2V+2,3 S(wﬁD_V( e25 S(wﬁm

with respect to S. Rearranging the expression glmnesobtains:

1 Y-8 52482 4B
S+a(2(y+ﬁ)_S<Y+ﬁ>>_y (o 2(y+ﬁ)2)]0

To maximize the utility function, the first order omdition yields:

A_U(S):{l—a{y_ﬁj—y(SD 85" 48 Hezo
A(S) y+B (v+B) 2Ay+p)

After some simplification and re-arranging, the &ttpn to solve becomes:

Y2+ B2 —aly —B)(y +B) =S = 8yp2

Separating the quadratic terms on the left-hang, sig obtain:
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y2(1—a) +p2(1+a) = S+ 8yp?
Solving for S, we obtain:

. y(l1-a) (1+a)
Equation 2) S* e + 5
Determining the total equilibrium budget deficitt,Bhe primary focus of our enquiry,
follows in two steps. First, J* is determined byugding Equation 2) back into Equation
1). Second, summing J* and S* results in the tetglilibrium budget deficit of a

coalition bargaining game. J* + S* can be expressed

2(y1+/3) S (1 _%) =ﬁ+s(%)

Which, when expressed in terms of the equilibriunddet solution found for S*
(Equation 2), becomes:

1 +<y(1—a) (1+a)>< Zﬁ)
2(v + B) 8B~ 8y J\r+pB

After some simplification, the total equilibrium dhget deficit, B* solves to:

Equation 3)
1 +y(1—a) +,6’(1+a)_2}/,8+)/2(1—a)+,82(1+a)
200+ B) 4B +B) v +B) 4By (v + B)

Under complete information sets, the relative budm#comes of single-party and
coalition settings follows from comparing Equati®nto the single-party solution. The
latter is obtained by reformulating the senior yarutility function to a single-party

case:

U(S_SP) <5 — y(5)2)8
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Where all the budget is targeted to constituencyA§ain, using the first-order

condition:

AS
Results in:
. 1
Equation 4) S_SP*=—
2y

Note that while it is not necessarily reasonablagsume identicdls in a single-party
setting and in a coalitiory is irrelevant for finding the single-party equiiilbm as it
drops out from the equation. To find the conditidos relative budget explosion
(moderation) in a coalition, our task is, therefdoesolve the inequality:

B*> S _SP*,
or.

Equation 3) > Equation 4)

Algebraically,

2B+ y*(A-a)+ B (a+]) S 1
4By(y + P) 2y

Which, after multiplying both sides by the denontanaof the right-hand side as well as
simplifying and re-arranging the resulting fractiom the left-hand side, becomes:

2y, Bla+d) | Y’a-o)
2v+B)  2(r+B)  2B(r+P)

Multiplying through with the common terms in thendeninators,(y + ) and re-

arranging the inequality, we obtain:
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y2
?(1—0() >p(1—a)

As a drops out from the inequality, the solution is toaveniently simple:
Inequality 1): <y

The verbal interpretation of this simple resulthe following. Whenevep — ie. the
“competition factor” — is sufficiently low, the sem party can rely on the fiscal restraint
of its junior partner and propose a large budgeipending increases and tax cuts
targeted at its constituency —, S. In a singleypastting, however, it has to fully
internalize the adverse fiscal consequences afge laudget deficit. Conversely, when
power is evenly dispersed in the coalition and tus high, the senior party has to
moderate its spending proposal to accommodate timéorj partner’'s increased

bargaining power.

In practice, as stated above, the relative sizeuotwo key parameters is likely to vary
across the electoral cycle. In particular,is likely to drop when the coalition is
approaching general elections so Inequality 1¢ss likely to hold. Therefore, in times
of electoral competition, relative spending moderatis expected to result from a

coalition setting, especially so under a high “cetitpn factor”.
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Figure 1l.1
Relative spending explosion (moderation) for singiparty versus coalition
governments
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Figure 11.1 above illustrates the relative budggtautcomes between coalition and

single-party settings as a function of the two keydel parameters. For different levels

of y (“fiscal conservativeness”), the graphs captueedfuilibrium budget deficits for

both single-party and coalition settings as a fimcof 6 (responsibility, or its inverse,

“competition factor”).0* are the levels of at which relative spending explosion begins

for coalitions vis-a-vis single-party governmentsvo key conclusions can be drawn

from the graphical illustration of our results abo¥irst, ag increases, both the single-

party and the coalition outcomes are lower, coeststith the notion that relatively

fiscal conservative governments reduce the budeftid Insofar agy varies with the

electoral timetable, this illustration also serassan alternative formulation of PBCs.

Second, for any given level of, while the single-party outcome is constant, the

coalition budget deficit increases @ Moreover, for lower levels of, the point at

which the two lines intersedi?, is higher, implying a lower likelihood of relae fiscal

explosion in coalition settings vis-a-vis singlefya governments. Note that at

extremely low levels of, a reasonable approximation of the pre-electoealbp, this

intersection point lies beyond the range of posdiblincluded in the graphs, implying
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relative fiscal moderation for coalition governmemneégardless of power-dispersion in

the coalition.

Two predictions can thus be made for the purpo$esioempirical inquiry. First, a
coalition setting is likely to be more conducivefigcal restraint in times of electoral
competition. Second, relative fiscal moderationaircoalition setting is more likely
when the “competition factor” is high, ie. the janiparty has increased bargaining
power in the coalition. Stated more specificallye following empirical sections will

test two formal hypotheses:

H1: Coalition governments display lower politicalidget cycles compared to single-
party settings.

H2: The average size of political budget cycleshimitcoalition settings is further
conditioned by the intra-coalition bargaining powef political parties. In particular,
higher bargaining power of the smaller (junior) paiies) moderates the effect of

coalitions on the size of PBCs.

11.3. Data and variables: Measuring the (conditiond) electoral effects

on fiscal outcomes

The empirical literature on fiscal policy uses a&array of dependent variables to test
different theories. Examples from the commonly useghsures in quantitative studies
on public budgeting are as follows: General govemnitrexpenditure as a % of GDP
(Roubini and Sachs, 1989);Central government expeedas a % of GDP (Volkering,
de Haan, 2001); General government deficit (neditey) as a % of GDP (Alesina et al,
1997); General government primary expenditure/aatling as a % of GDP (Freitag
and Sciarini, 2001); Change in gross debt as a %BDP (Franzese, 2002); General
government social expenditure as a % of GDP (CamjegEmmenegger, 2009).
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One of the controversies in this and related litema is the appropriate level of

government to study. It is certainly true that oadlly elected officials have more

direct control over the central budget than over sbb-national ones — particularly in
federal countries, such as Germany or Spain — er social security funds managed by
the social partners in corporatist systems suckrasce and Germany (Palier 2002;
Starke, 2006). However, to the extent that the mament of these parts of the budget
are not wholly independent of national politicsn-the form of party-political links

between municipal and national-level politicians éxample — electioneering patterns
may show up in these budgets as well. Followingnfithis consideration, the rest of
this article will solely focus on general governrhas it provides a more encompassing

measure for fiscal aggregates.

Following the underlying premise of the literatumecording to which voters value

higher spending as well as lower taxes, | adopgbtudeficits as my core dependent
variable for the analysis. However, my model predibat government parties attempt
to target certain constituencies, so it is alsodrtgnt to focus on fiscal variables that
are better suited for constituency-specific targgt{Chang, 2008). As an alternative
dependent variable, therefore, | use general govenh expenditures which allow for

greater targeting efforts than revenues. While guwents can selectively increase
social transfers for certain socioeconomic group¥jertake investment projects in
electorally important districts, subsidize loss-imgk firms to avoid mass layoffs

(Rickard, 2012) etc., taxes tend to have a brobdse with more uniform effects across
the population. | expect, therefore, that elect@féécts as a function of government
fragmentation are more likely to show up on theesxjiture side of public budgets than

on the revenue side.

Turning to the main independent variable of thelgtweorrectly specifying the electoral
indicator is far from straightforward due to thmitng of elections and the theoretically
ambiguous fiscal path that leads up to and follafter them. While traditional political

budget theory relied on election-year dummies testigate the election-year affect,
other authors recognized its theoretical limitasidsy allowing for pre-election year
effects on the one hand, and post-election coretodid effects on the other. Alt and

Lassen (2006), in particular, look at the changsveen the pre-election and the post-
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election period to measure the cyclical behaviduelectioneering. | will expand on
their approach by distinguishing between pre-ebectyears, election years, within-
cycle years, omitting the post-election/consolioiatyear as the benchmark category in
the analysis. Distinguishing between these yeasylows for different electioneering
patterns without imposing unnecessary temporaticéshs on the data. Figure II. 2
captures these different patterns, using hypothletmlues for government deficits.

Possible electioneering patterns in hypotheticaldcal aggregates (as a % of GDP
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Measuring the party-political effects on electimahiced fiscal outcomes, | will restrict
the multidimensional measures used by the empititaiture to ones that directly
relate to my theory on party-political fragmentatidMy first key political variable
follows from Roubini and Sachs’ (1989) governmemakness indicator. In particular,
I will distinguish between single-party and coalitisettings and compare their relative
propensities to electioneer.

To capture the idea of bargaining power (or “contjoet factor “) within a coalition

(H2), I will single out the two key players in thedgetary process: the prime minister,
whose political leanings set the overall framewéwk budgetary directions and the
finance minister, who has a key role in bargairfimgfiscal resources (Jochimsen and

Nuscheler, 2011; Hallerberg et al, 2009). | anatépthat the party-political alignment
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of these two actors — i.e. when both delegatedhey same (senior) party — will
substantially reduce the bargaining (and veto-)groe¥ junior parties’ ministers. | will
thus employ a dummy variable for PM-FM alignmentptoxy the junior party(ies)’
bargaining (veto-) power in the coalition. The attage of this simple measure over
commonly used alternatives of party-fragmentatieng.( Laakso and Taagapera’'s
(1979) effective number of parties) is that thetoanof specific ministries has crucial
implications for policy-making leverage, castingudbon the validity of pure numeric
fragmentation measures. To the extent that th@megminister and finance minister
have universally influential role over the disbumsnt of public funds, we can be fairly
confident that their party-alignment/non-alignmena powerful proxy for “bargaining

power” of small coalition partners that our thedsrives from.

Finally, a host of macroeconomic and structuralettgyments may influence budgetary
outcomes which may be necessary to control forbtaio unbiased estimates for the
main political variables of interest. | will largefollow the literature (Persson and
Tabellini, 2003); (Alesina et al, 1997); (Franze2@02) etc. in applying these controls.

The rationales for their inclusion in the economeatrodels are as follows.

GDP growth, beyond the automatic denominator €effeqorovides a proxy for
automatic stabilization or occasional counter-@atlidiscretionary measures at work.
Our theoretical priors thus suggest that governneapenditures and deficits should
shrink with the cyclical upswing of the economy. &s extension, unemployment rates
will also be included to control for their impaat eevenues (shrinking tax base) and
expenditures (more claimants for social programmidsyeover, long-term real interest
rates will also be included to control for the ne burden that governments need to
service. For a similar consideration, debt levels also be controlled for as a measure
for sustainability constraint that governments hevéace. These last two measures will
be lagged by one year in the empirical models fiegetheir constraining effect at the
time of budget preparation. | expect higher lagueerest rates and debt levels to have
a negative sign in the empirical models. Additibpal will control for economic
openness because it has been shown to have antamipeffect on the size of
government (Rodrik, 1997; Garrett and Mitchell, 20Qlahn, 2006). Since two

7 Since fiscal variables are expressed in % of GibRnges in GDP (the denominator) automatically
change the fiscal variables of interest.
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competing hypothesis, the “race-to-the bottom” d@hed “compensation” hypothesis
provide two opposite predictions on openness’ éffee changes in government
spending, | have no clear theoretical expectatioth wegards to its influence on
budgetary outcomes. To allow for a multidimensioma&lasure of openness, | will use
the Dreher index (Dreher, 2006) in my analysisaiyn | will control for partisanship

by a percentage measure of cabinet portfolios hgldeft-wing parties to capture

power-resource arguments of the welfare-stateatitee (Korpi 1983; Korpi and Palme,
2003; Esping-Andersen, 1990) as well as partisaarth(Hibbs, 1977; Alesina, 1987).
The default expectation is thus a positive infllen€ left-dominated governments over

spending and deficit outcomes.

[1.4. Empirical analysis: political budget cycles &ross government

types in the EU

The following section will proceed in three stepast, descriptive statistics will be
provided as an initial evaluation of our hypothe&scond, | will set up an econometric
model followed by issues related to the chosemedibn strategy. Third, the results

will be evaluated and discussed.

To motivate this empirical strategy, a quick sumynairthe sample characteristics is in
order. My sample consists of ¥5EU-member states over four decades yielding an
unbalanced time-series cross-section structureistorg of over 600 country-years. In
the spatial dimension, following Brender and DraZ2005), the inclusion of new
member states broadens most prior research inaf@a by combining advanced
capitalist and transitional economies on the onahand mature democratic polities
and new democracies on the other. In the tempadrakrtsion, the sample period
includes the end of the post-war “golden age”, ¢besolidation period of the 1980s,
the Maastricht process, the post-Maastricht pewddiiscal fatigue™ the post-

communist transition, a number of emerging markiestes etc. Such heterogeneity of

18 | atvia and Lithuania were excluded from the analgecause of data limitation
9 As a wide-spread perception, countries qualiffisTgeuro adoption began to backtrack on fiscal
discipline once the threat of exclusion from EMUswiéted.
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underlying structural conditions reduces the ridktlee findings being driven by

temporal or spatial idiosyncrasies.

Moreover, as Table 1.1 illustrates, my country géarprovides sufficient variability in
the key political variables. The frequency of poét contexts are more or less evenly
spread out between single-party governments, @aligovernments with PM-FM
alignment and coalition governments with PM-FM nalignment®.Regarding the
summary of the dependent variables in Table IIrf& oan observe that the average
deficit change over the sample period is negatiwéth negative values indicated larger
deficits — or in other words, public finances haleteriorated, on average. This has
been accompanied by a steady growth in governmaitt the increase in expenditures
outpacing that of revenues. Finally, the distribotof year-types (not-shown) is again,
roughly even, with each year type occurring in acb25% of country-years. As a
coding rule, when pre-election and post-electioaryecoincided (when there is only
one year between two consecutive elections), | @¢dbese intervening years as pre-
election years. By a similar logic, when a pre-etec year and an election year
coincide — in case of two elections in two conseeuyears — both years were coded as

election years.

Table II.1
Summary of political variables
PM-FM alignment PM-FM non-alignment
Single-Party governments 30.3% 2.1%
Coalition governments 30.6% 36.9%

Source: Inter-parliamentary Union, Parline Databagsiropean Journal of Political Research, PARLGG¥athase

Table 11.2
Summary of fiscal variables (as a % of GDP)
Fiscal Measure Mean Standard Deviation
Adeficit -0.12% 2.32%
Aexpenditure 0.24% 2.36%
Arevenue 0.12% 1.33%

Source: European Commission, ECOFIN, author’s dakiens

2 The low frequency upper-right cell of Table 1 caveountry-years where single-party governments
nominated a non-party member to serve as primestainor finance minister (typically under caretaker
or technocratic governments).
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Descriptive patterns and discussion

As discussed in Section 2 above, there is no étieaily prescribed pattern to the
expected behaviour of fiscal aggregates over thextadal cycle. While some
governments may decide to undertake expansionacalfipolicy one or two years
before elections, others may wait out until thecebm year itself in the hope of last
minute electoral gains. Likewise, consolidationog may be more prolonged under
some governments compared to others. Hence, thewiofy descriptive summary
allows for various patterns by distinguishing bedwethe four year-types over the
electoral cycle: pre-election years, election yegasst-election years and years in

between.

Figure 11.3
Average electioneering patterns across the electdreycle (annual fiscal changes,
as a % of GDP)
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The left-hand chart of Figure 1.3 illustrates tehaviour of fiscal aggregates over the
electoral cycle. The main patterns fit nicely wblitical budget cycle theory. Deficits
increase somewhat in the pre-election year, bygetanargin in the election year and
stay broadly stable thereafter with a modest codatbn effort in the post-election
year. Somewhat surprisingly, however, revenues app®re volatile across the cycle
with large consolidation efforts in the post-elentiyear standing out. Focusing our
attention to the main dependent variable, the dnal@nge in deficits, the cyclical
swings across different political contexts aresiltated on the right-hand chart of
Figure 11.3. As a first empirical evidence for dheory, single-party governments and

to a lesser extent coalition rule with PM-FM aligemh appear to electioneer more with
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large swings between the electoral period (pretielecand election years) and

consolidation periods (post-election years ands/batween elections).

These initial insights, however, must be treateith waution. First, to the extent that the
electoral cycle is correlated with macroeconomid atructural conditions that may
impact on fiscal aggregates, differences betwean tyges could result from spurious
correlation. Second, descriptive analysis tells little about the significance in
differences between yedts Whether the observed variation actually reveals a
statistically significant systematic relationshiptwween the electoral cycle and fiscal

policy, one needs to test the hypotheses in anoegetric framework.

Model set-up

The econometric analysis will proceed in the follegvmanner. First | will set up a
benchmark model by using the electoral indicatord &DP growth as explanatory
variables for fiscal outcomes. Second, | will tastextended model which introduces
the control variables discussed in the precedicg@ethat are used by the literature. |
will test the two hypotheses for three alternattependent variables: annual change in
the general government deficit as the core variablhis study and annual changes in
general government expenditure and general governraeenue to allow for different
degrees of cyclicality on the two sides of publi@ahces. As argued earlier, | expect the
lion’s share of electioneering to occur on the exjieire side. Using first differences
(annual changes) for the dependent variables asseppto levels follows from the
conceptualization of political budget cycle as arshterm phenomenon; we are
primarily interested in the short-term effects @fifical structure, namely the annual
swing in budgetary outcomes as a function of tleetelal timetable and government
types. The time-series-cross section model toctsthus be generalized as follows:

AFit = Bo+ B1Eit+P2Xit +B3Cit+ Ba (Eir Xit)+ Hityet €it

L Given the non-normal distribution of the dependemtables, ANOVA analysis of differences between
means is inappropriate. Non-parametric, KruskilliNgdests, however, do reveal significant diffetea
between subsample medians for different year tgpesss the electoral cycle. These Kruskill-Wallis
results are shown in Appendix 3.
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Where Y; are the different fiscal variables for countrgt time,, E; are the electoral
indicator(s¥%, X are the two political variablé$(single party governments and PM-
FM alignment) that capture political dispersion, i€ a vector of macroeconomic and
structural controls, (BX)is the interaction term reflecting the conditiohgpotheses,
Wi is a country-fixed effect; is the time-fixed effeéf for common shocks ang is an
iid (identically and independently distributed)arternt>. To test the first hypothesis,
a dummy variable for single-party governments wdsracted with each year type so
B4 captures the extent to which single-party govemiséollow different fiscal policy
along the electoral cycle compared to coalitionegaments. To test the moderating
effect of policy-making dispersion (PM-FM non-aligent) in coalition settings (H2), a
three way interaction was introduced between tlag pyges, single-party governments
and the PM-FM alignment dummy. From the three wdgractions, marginal effects
were calculated for each year type under threeilpessonstellations of political
dispersion: single-party governments, coalition ggaments with PM-FM alignment

and coalition governments with PM-FM non-alignment.

As table 11.3 indicates below, the hypothesis (gt political budget cycles are more
prevalent under single-party governments receitreng support. In both the extended
and the baseline models, the estimates for the ahnchange in deficits are non-

significant under coalition governments in any lué tyear times compared to the post-

22 |n each model, pre-election years, election yaatbyears between elections were included as three
dummy variables, whereas post-election years waittexl as the reference category. Therefore, the
estimates measure the average annual fiscal swirilye three year types relative to the annual ghan
the post-election year.

% The political variables for each country-year wended for governments that occupied office at the
start of each calendar year. This coding schenmeoepposed to weighing governments by the number of
days in office in any given year — prioritizes thexiod when budgets are prepared.

24 To test for the inclusion of country- and timediikeffects, | first ran a set of F-tests for common
intercepts among countries and years. The null thygsis of no country- and year-specific effects lsan
strongly rejected in the data (p<0.001). Secoridign Hausman tests to investigate whether thetopun
specific influences captured in the error terms &éna unaccounted for by the models are correlattd
the regressors, hence biasing random-effects asmd hese tests strongly rejected the null hygxish
(p<0.001) that the random-effects models are ctardistherefore | estimated the models with both
country- and time-dummies. Test results for alefté and Hausman tests are provided in Appendix 3.
% To test for the violation of the standard Gaussida assumptions in panel data (Kittel and Winner,
2005) a number of diagnostic tests were carriedtest results available upon request). A modified
Wald test and a Pesaran test (Pesaran, 2004) tediqeanel-heteroskedastic, and cross-sectionally
correlated error structure, respectively. FollowBerk and Katz (1995), | thus ran OLS regressioitis w
panel-corrected standard errors as a superionatiee to the previously popular feasible-GLS metho
Since serial correlation, due to the first-diffezerspecification of the dependent variable was not
detected in the variance-covariance matrix of tiheréerms based on a Wooldridge (Lagrange
Multiplier ) test, neither lagged dependent vamsthor a Prais-Winsten transformation was neces$sary
yield valid OLS test results. Test results fordidignostic tests are provided in Appendix 3.
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election reference category. By contrast, the @legtear swing is strongly significant
under single-party rule, preceded by a weaker blit smarginally significant pre-
election swing. The substantive impact is large:awrrage, the estimated difference
between the election-year and the post-electiom fiseal swing under single-party
governments is around 1.3% of GDP, whereas it isdistinguishable from 0 under
coalition-rule. As expected, the bulk of this eleceering effect shows up on the
expenditure side but no conditional effect of seaphrty settings is found for
government revenues. Among the control variablesyti’® exerts a strong counter-
cyclical influence on budgetary outcomes in linghwexpectations. As the tax base
shrinks, higher unemployment exerts a statisticaigynificant negative impact on the
government revenues, but not on government expaeditAmong the macroeconomic
constraint variables, higher debt in the previowswiqu does seem to pressure
governments into cutting expenditures and raismg@s when drafting their budgets.
Finally, neither the globalization proxy (Drehed@&x) nor the cabinet share of left

parties show up as significant in the models.

% To address potential endogeneity concerns betgemmth and the dependent variables, | re-ran the
models in a two-stage least squares (2SLS) framewbere growth was instrumented with estimates for
potential growth and growth rates for the euro-af@&CD economic outlook database no.84). These
growth rates are presumably exogenous to fiscabuarea in individual countries but are highly
correlated with individual countries’ growth rat@ecause of the data availability, | ran these 2SLS
models in a more limited sample but the substam@gults of interest of the models did not change.
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Table 11.3
Political budget cycle models explaining annual chrages in fiscal outcomes among
government types

Anetlending  Anetlending  Aexpenditure  Aexpenditure Arevenue Arevenue
growth 0.143** 0.151** -0.302** -0.332** -0.147** 0.167**
(3.44) (3.87) (6.61) (9.39) (4.64) (6.47)
election -0.298 -0.252 -0.064 -0.097 -0.354* -0/366
(1.29) (1.23) (0.27) (0.53) (2.45) (2.65)
pre-election -0.002 0.022 -0.053 -0.059 -0.007 0.0
(0.01) (0.10) (0.22) (0.31) (0.05) (0.07)
betweenelections 0.094 0.131 -0.123 -0.143 -0.029 0.039
(0.39) (0.60) (0.51) (0.74) (0.19) (0.26)
singleparty 0.627 0.645 -0.488 -0.562 0.230 0.140
(1.69) (1.95) (1.20) (1.82) (0.88) (0.55)
election*singleparty -0.884* -1.156** 0.549 1.053* -0.318 -0.058
(2.25) (3.43) (1.34) (3.52) (1.09) (0.20)
pre-election*singleparty -0.550 -0.559 0.235 0.411 -0.333 -0.149
(1.39) (1.65) (0.57) 1.27) 1.17) (0.53)
betweenelections*singleparty -0.386 -0.363 0.188 347D. -0.165 0.043
(0.93) (0.99) (0.44) (1.03) (0.51) (0.14)
unemployment -0.024 -0.029 -0.050
(0.69) (1.06) (1.92)
dreherindex 0.014 -0.020 -0.013
(0.52) (0.95) (0.71)
L.realrates 0.002 -0.007** -0.005*
(1.16) (2.70) (2.08
L.debt 0.031** -0.023** 0.009*
(4.67) (4.06) (2.09)
left -0.001 0.001 0.000
(0.43) (0.60) (0.32)
R 0.31 0.35 0.39 0.45 0.21 0.24
N 624 608 624 608 624 608

* p<0.05; ** p<0.01

TFixed-effect estimates with panel-corrected stethderors

Turning to the three-way interaction between thectelral indicators, single-party

governments and PM-FM alignment, Figure 1.4 illagés the marginal effect of each

year type under different political constellatidnsm the extended modéls The top

row includes the calculated effects from modelsigisinnual changes of deficits as the

dependent variable, while the second and thirdgapture the expenditure and revenue

models, respectively.

2" The regression output for the three-way interactimdel is shown in Appendix 3. Since three-way
interaction makes reading marginal effects fromabefficient estimates extremely tedious, marginal
effects plots provide a more convenient summarpefestimated effects (Brambor et al, 2006).
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Figure 1.4

Point estimates and 95% intervals for the effect athe electoral cycle under
different political constellations*

Single-Party governments

Coalitions, PM-FM
alignment

Coalitions, PM-FM non-
alignment
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* Effects are estimated relative to the benoenchmpast-election year

The first row — with the anmnual change in defiatsthe dependent variable — provides
evidence for the moderatiating influence of politidahgmentation (PM-FM non-
alignment) in coalition settiitings. As policy-makingntrol is becoming more dispersed
from singje-partv, ggvernmments to coalition settinggh PM-FM non-alignment,
election-induced fiscal swings moderate or evenens. While single-party
governments undertake large election-year fiscalegions, coalitions with PM-FM
alignment run higher deficits in both the electigaar and the pre-election year
compared to the post-election period. Interestingilycontrast to single-party settings,
these coalitions focus their electioneering effatsthe pre-election year where the
annual change in the deficit compared to postielectears exceeding 0.5% of GDP

and is significant at the 5% level. Finally, in thest fragmented setting, coalitions
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with PM-FM non-alignment, there is no evidence é&ection-time fiscal expansions
whatsoever. On the contrary, these coalitions eigtitscal policy in the year before
elections compared to post-election years by ableeextent: on average the tightening
is around 0.8% of GDP and easily achieves stagissignificance.

When looking at the composition of these electioingepatterns, the estimated effects
conform to our expectations: the patterns we oleskron deficit changes almost
exclusively results from the expenditure side ofigeting. While the expenditure
patterns (second row) across political consteltetiare almost identical to deficits with
an opposite sign, there is hardly any evidenceefectioneering effects for revenues
(third row). These results are consistent with edpectations that the scope for
constituency-specific targeting is greater on tkgeaditure side.

A visually more convenient way to capture the @gadtcycle through these estimates is
to calculate predicted values on the evolutionistdl aggregates at selected levels of
the variables included in the model. | thus setalfitrol variables at their sample means
and calculated average country- and time-spedifects that resulted from unobserved
influences on budget outcomes. Moreover, | choas 6tarting position for the deficit

(ie. a balanced budget) and 40 for general govemhraependiture as a % of GDP,

respectively. Under this hypothetical “average”e;assuming that the levels of control
variables in the model remain unchanged, | theoutatled the predicted electoral cycle
under the three government types. Figure II.5 tilates the predicted cycle on annual

changes in deficits and expenditures.
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Figure 1.5
The predicted evolution of fiscal aggregates for ffierent government types across
two electoral cycles
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The differences between the three government tgpesnoteworthy. The predicted
evolution of the deficit in single government gavaents is highly cyclical with a
general improvement over time, interspersed withctedn-year fiscal expansions.
Under coalition governments with PM-FM alignmeny, ¢ontrast, the fiscal balance
steadily deteriorates over time, mostly driven bg-electoral and election-year fiscal
expansions. Finally, in coalition governments witM-FM non-alignment, the fiscal
balance is roughly steady over the cycle with largprovements in the pre-electoral
period. Turning to general government expenditunesall three government types
expenditure shares of GDP increase on averagetiover Major differences are found,
however in the timing of these increases: undeaglsiparty governments and coalition
governments with PM-FM alignment, the increasedangely concentrated on the pre-
electoral/election-year periods, while for coalitigovernments with PM-FM non-

alignment, the trend is mostly driven by post-etatexpenditure increases.

Robustness checks

One potentially important problem with the findingsbove is the issue of
endogenously-timed elections (Reid, 1998). In otherds, treating the electoral
timetable as exogenous assumes that governmentpeaséectly plan fiscal policy
several years ahead because they know when theeleetion will occur. However, in

countries where election-timing is not fixed (etlge United Kingdom) or where no-
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confidence motions often terminate parliamentarymge ahead of schedule (e.g.
Denmark), this assumption may be heroic. Inconvehjigit is exactly in coalition
settings — where the theory predicts and the fogglihave shown dampened budget
cycles — that such early elections are more likelpccur as a result of intra-coalition
frictions. To address this possibility, | reran mpdels with a modified set of electoral
indicators such that | distinguished between “ragutlections that occurred in the year
of the constitutionally mandated term limit andrigaelections that occurred any year
before that. These models thus tested whether ratoleiunder fragmented settings are
driven by government collapses making opportunistidgeting difficult to plan. This
new specification thus introduced six dummy vaesabin the model instead of the
original three: regular election years, regular-g@extion years, years between regular
elections, early election years, early pre-electimars and years between early

elections.

Reassuringly, the results indicate that the es@thalifferences between government
types are not driven by early elections (margiffdots plot shown in Appendix 3). If
anything, many of the significant estimates — sashthe large election-year swing
under single-party governments as well as the je@ien year fiscal tightening by
coalitions with PM-FM non-alignment — actually gramsize when elections are held
at the constitutionally mandated term limit. Intgnegly, while the cyclical patterns of
single-party governments hold up during early ébest as well, the electoral path of
coalition governments’ budgeting is considerablyedent between early elections and
regular elections. It seems therefore, that eardgctens do hinder coalition
governments from strategic budgeting. Most impdlyarhowever, the differences
between government types with regards to electidniged budget outcomes are large

and significant for both early and regular elecsion

A second possible limitation that my robustnesskieaddress is the presence of both
new and old democracies in the sample. As BreaddrDrazen (2005) and Shi and
Svensson (2002) argued, voters’ lack of experianceemocratic politics increase
incumbents’ incentives to undertake opportunigscdl policy in new democracies. It
is therefore possible that the findings are drivsnthese new democracies. | thus
excluded from my sample the post-communist coutribat only recently

democratized and tested whether the conditionatieleeering effects are muted in this
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limited sample. Again, the estimated coefficienteesults shown in Appendix 3 - are
very similar to the full-sample models. Importanthpth the election-year fiscal swing
of single-party governments and the pre-electoiataf tightening of coalition

governments with PM-FM non-alignment are similarsize and significance to our

earlier estimates.

Finally, a concern that has been evoked by thalfisalicy literature is the discrepancy
between the change in the consolidated debt figares official deficit numbers

highlighting the fact that governments often engagereative accounting (Von Hagen
and Wolff, 2006; Alt et al, 2012). | thus reran mpdels with the deficits calculated
from the change in the debt levels instead of tifieia figures (see Appendix 3 for

marginal effects plot). Under the new measure isf dependent variable, evidence for
hypothesis 1 is still strong: single-party govermtseincrease their deficits in election
years by a large and significant margin comparethéopost-election period. The size
of this point estimate is now even larger thanha earlier models. In other words,
when looking at the change in debt instead of tliicial reported deficits,

electioneering under single-party governments enestronger. By contrast, however,
no electoral budget cycle has been detected fadiitiooagovernments regardless of
power fragmentation within them, proxied by the M- dummy. The only

noteworthy finding here is that under PM-FM aligmea large consolidation effort
takes place in the middle of the electoral cyclendér the most divided setting,
coalition rule with PM-FM non-alignment, no evidenfor political budget cycles has

been found whatsoever, consistent with our secgpdthesis.

[1.5. Conclusions

The fact that elections matter for fiscal outcoro@ses as no surprise. What this article
sought to demonstrate, however, is that incentieesindertake pre-electoral fiscal
expansions largely depend on the political fragmm of governments. Following the
predictions from a simple model on a bargaining-gamtween coalition partners, |

hypothesized that single-party governments displdygher propensity to electioneer.
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Furthermore, the power asymmetry in coalitionsxjw® by the party-alignment of the
prime minister and the finance minister, the twostowerful government players in
the allocation of public funds, has been testead &srther conditioning factor on the
prevalence and size of political budget cycles.réfoee, my predictions ran counter to
the common resource pool paradigm’s extension tdC$Bwhich predicts that

incentives to overspend are larger in fragmenteditaan settings.

The findings from 25 EU member states providedngtrand robust empirical evidence
for my theory. Whether one looks at the full sampldeU member states or a limited
sample of older democracies where voters are likelypoe more familiar with the
opportunistic incentives of incumbents, politicahesion has been shown to increase
PBCs. Also, the fact some of the elections in ample were held ahead of schedule
did not fundamentally change our main results. karmhore, whether deficits were
measured by officially reported figures or by thmaege in debt levels which are harder
to manipulate gave rise to the same broad pat@ersss government types over the
electoral cycle. In line with expectations, | afsand that election-related fiscal swings

almost entirely come from the expenditure side.

One obvious limitation of this study was a fairlgrpimonious account of political
cohesion/fragmentation. Surely, the control of #gpeministries beyond the powerful
finance portfolio matters for policy-making leveeagn budgeting. Furthermore, a
number of countries in my sample have a traditibmmority (Denmark, Sweden) or
oversized coalition (Finland) governments which viie theoretically ambiguous
expectations for propensities to electioneer. Waileingle-party minority government
is surely weaker than a single-party majority dadif and Ohlsson, 1991), the fact that
it doesn’'t have to abide by the coalition partnggbrities in budget drafting may
easily outweigh its minority status in the legialat in terms of its propensity and
capacity to carry out electorally induced fiscapamsions. Similarly, on the one hand,
oversized coalitions contain a large number ofipsrand hence possibly large party-
political division in important portfolios. On thether hand, the fact that some coalition
partners are disposable without running the rislcalfing early elections potentially
strengthens these governments. More attention @ésetmuances in policy-making
dispersion in parliamentary democracies with regdadfiscal outcomes would be a

most welcome research effort in the future.
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Appendix 1

Table 11.4
Data Sources
Variables Source
Fiscal variables (General government hEuropean Commission: ECOFIN
lending, expenditures and revenues | economic databases
Interparliamentary  Union: Parline

Electoral year types

database

Political variables (single-part
governments, pm-fm alignment)

yEuropean Journal of Political Resea
yearbook: ParlGov database

Economic control variables (growt
unemployment, debt, interest rates)

hOECD economic outlook no.92

Other control variables (Dreher index

partisanship)

http://globalization.kof.ethz.ch/ CPDS
University

comparative database,
Bern

rch

of
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Appendix 2a

Table 1.5
Regression output for the three-way interaction modist

Anetlending Anetlending  Aexpenditure  Aexpenditure  Arevenue Arevenue
growth 0.137** 0.142** -0.303** -0.326** -0.153** 0.169**
(3.69) 3.77) (7.44) (9.40) (5.11) (6.63)
election -0.002 0.019 -0.393 -0.426 -0.436* -0.460*
(0.00) (0.07) (1.18) (1.63) (2.12) (2.25)
pre-election 0.702* 0.661* -0.767* -0.717* -0.060 -0.053
(2.16) (2.29) (2.22) (2.74) (0.26) (0.24)
betweenelections 0.216 0.152 -0.431 -0.329 -0.206 0.174
(0.58) (0.50) (1.09) (1.15) (0.95) (0.81)
singleparty 0.252 0.845 -1.165 -1.653 -0.822 -0.663
(0.19) (0.94) (0.68) (1.78) (0.84) (0.76)
pmfm 0.349 0.356 -0.514 -0.514 -0.209 -0.205
(0.97) (1.15) (1.41) (1.81) (0.91) (0.92)
pmfm*singleparty 0.231 -0.394 1.005 1.437 1.260 13.0
(0.17) (0.42) (0.58) (1.51) (1.26) (1.13)
election*singleparty 1.506 -1.395 -0.954 2.710* a5 1.306
(0.94) (1.18) (0.47) (2.56) (0.48) (1.30)
election*pmfm -0.540 -0.547 0.574 0.618 0.128 0.181
(1.12) (1.27) (1.18) (1.57) (0.44) (0.62)
election*singleparty*pmfm -2.490 0.482 1.537 -2.035 -0.986 -1.567
(1.53) (0.38) (0.75) (1.82) (0.79) (1.47)
pre-election*singleparty -2.682 -2.965%* 2.487 02+ -0.255 0.092
(1.68) (2.69) (1.21) (3.25) (0.20) (0.09)
pre-election*pmfm -1.350** -1.315** 1.344* 1.323* 0.079 0.103
(2.79) (3.16) (2.78) (3.50) (0.26) (0.35)
pre-election*singleparty*pmfm 2.934 3.220** -3.036 -3.645* -0.097 -0.326
(1.79) (2.76) (1.44) (3.32) (0.07) (0.29)
betweenelections*singleparty -0.849 -1.118 2.197 392. 1.338 1.250
(0.38) (0.64) (0.97) (1.77) (1.01) (0.96)
betweenelections*pmfm -0.247 -0.177 0.562 0.410 0D.3 0.222
(0.49) (0.42) (1.10) (1.05) (1.03) (0.78)
betweenelections*singleparty*pmfm 0.553 0.918 -P.32 -2.366 -1.716 -1.392
(0.24) (0.51) (1.01) (1.65) (1.23) (1.03)
unemployment -0.022 -0.036 -0.055*
(0.64) (1.34) (2.13)
dreherindex 0.018 -0.029 -0.022
(0.73) (1.52) (1.21)
L.realrates 0.002 -0.007** -0.004
(1.23) (2.70) (1.92)
L.debt 0.030** -0.022** 0.010*
(4.81) (4.03) (2.39)
left -0.001 0.001 0.000
(0.50) (0.51) (0.13)
R 0.34 0.37 0.42 0.46 0.21 0.24
N 625 611 625 611 625 611

* p<0.05; ** p<0.01

TFixed-effect estimates with panel-corrected stethderors
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Single-Party governments

Appendix 2b

Figure 11.6
Point estimates and 95% intervals for the effect afhe electoral cycle on annual
deficit change under different political constellaions by regular (row 1) and early

(row 2) elections*
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Appendix 2c

Figure I1.7
Point estimates and 95% confidence intervals for # effect of the electoral cycle on
annual deficit change under different political corstellations in old democracies*
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Appendix 2d

Figure 11.8
Point estimates and 95% intervals for the effect athe electoral cycle on annual
deficit change, measured by the change in debt lds&
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Appendix 3

Tablell.6

Diagnostic test-results*

Test Dependent Variable Test-statistic, p-value
Kruskill-Wallis test for| Adeficits for singleparty Chi-square statistic:11.838
differences  between  groypgovernments p-value: 0.008
medians Adeficits for coalition| Chi-square statistic: 3.696
governments with pm-fm p-value: 0.296
alignment
Adeficits for coalition| Chi-square statistic: 5.926
governments with pm-fm nor-p-value:0.115
alignment
Aexpenditure for singleparty Chi-square statistic: 5.93
governments p-value: 0.115
Aexpenditure  for  coalition Chi-square statistic:0.663
governments with pm-fm p-value: 0.882
alignment
Aexpenditure  for  coalition Chi-square statistic:1.95
governments with pm-fm non-p-value: 0.58
alignment

F-test for country dummies Adeficits F-statistic: 2.21

F-test for year dummies

Aexpenditure

Adeficits

Aexpenditure

p-value: 0.0013
F-statistic: 2.88
p-value<0.0001
F-statistic: 2.55
p-value<0.0001
F-statistic: 2.03
p-value=0.0004

Hausman-test

Adeficits

Aexpenditure

Chi-square statistic: 50.65
p-value <0.0001
Chi-square statistic: 46.51
P=value: 0.0001
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Modified Wald test  for

groupwise heteroskedasticity

Adeficits

Aexpenditure

Chi-square: 241.47
P-value<0.0001
Chi-square: 658.6
P-value<0.0001

Pesaran test for cross-sectior

naldeficits

CD-statistic: 4.815

dependence P-value <0.0001
Aexpenditure 3.498

P-value=0.0005

Wooldridge (Langrange Adeficits F-statistic:0.091

Multiplier) test for first-order

serial correlation

Aexpenditure

P-value: 0.7662
F-statistic: 0.291
P-value: 0.5952

*Diagnostic tests were conducted based on the §placified models
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Essay Il

Rational Voters and the Keynesian Electorate?

Evidence from the UK

Abstract:
This article contributes to economic voting reskatyy drawing attention to an

overlooked factor in the “clarity of responsibilitthesis. Rational voters’ responsibility
attribution should be targeted at the macroecongniies pursued by incumbents
rather than the economic outcomes themselves. Deiwgl this idea in a rational
choice framework in the United Kingdom, | demont&rahat business cycle
fluctuations condition the electoral response sedl decisions taken by incumbents.
First, relying on the British Election Studies’ p&tection surveys on the individual
level, 1 show that the median voter’s fiscal prefezes realign with different income
groups as business cycle conditions change. Setyndsing time-series analysis on
the aggregate-level, | argue that this re-alignngares rise to a counter-cyclical voting
pattern in response to fiscal decisions taken byrmbent governments. This counter-
cyclical voting helps our understanding of why #waple “reward-punishment thesis”

in economic voting research has produced mixeduasthble results in past research.
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[11.1. Introduction

The broad relationship between economic performamcegovernment accountability
is one of the most studied research areas in gallidconomy. The highly intuitive and
seemingly uncontroversial observation that supportincumbents and re-election
prospects depend on economic conditions has tegdgerrich literature with different

strands from the 1970s onwards: partisan theomytigad business cycle research and
economic voting. The point of departure of thisicét is the third strand or the
“‘demand-side” of the economics-incumbency nexus: the electoral response
adequately captured by the reward-punishment hgsef® Alternatively, do voters

distinguish between macroeconomic outcomes andptitiey choices leading up to

these outcomes? In other words, are voters fund@atheoutcome-oriented or are they
able to hold incumbents accountable for the spepiilicies they pursue? Moreover, to
the extent voters do assess economic policy-makihgn casting their vote, is the
electoral response uniform over time or is it ctioded by underlying macroeconomic

conditions?

These questions should be understood against tikeliag of more than forty years of
research on the “demand-side” of our conceptuahteop, generating 500+ articles and
books in the field (Lewis-Beck and Stegmaier, 20@&€pnomic voting, as it came to be
known, postulated one of the most robust “iron lainspolitical economy: incumbent

governments tend to be punished by disappointing@uic performance and rewarded

by economic prosperity.

However, when the pioneers of economic voting vimyiond their turf (mostly the US
and the UK) and began to undertake cross-countmypaoisons, the consistency of
prior results seemed to buckle. As my literaturgene will show, not all electorates
seemed to hold incumbents accountable equally ansbine cases the relationship
simply broke down. As a response to this conundrammew paradigm started to
emerge: the simple reward-punishment hypothesise gaay to the “clarity of

responsibility” thesis (Powell and Whitten, 1998)e domestic institutional context as

2 For an extensive review of the early versionshefsimple reward-punishment hypothesis, see
Nannestad and Paldam (1994)
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well as changes in the world economy fundamentaltgr the extent to which the
electorate is able to credit/blame governmentgHheir assumed impact on the macro-
economy. More concisely, where clarity of respottisjbis high, economic voting
remains strong. In contexts where the clarity cfpomsibility is weaker, economic
voting dampens or disappears. The responsibilitagigm, as will be subsequently
shown, has been able to account for a large paittienvariation of economic voting
across countries and elections. As one of theesarbxtensive reviews captured the
moral of the story in a nutshell, around one thifdthe change in vote share of
governments can be explained by economics where tlesties are accounted for
(Nannested and Paldam, 1994).

Such a sophisticated electoral assessment of inenimdbmpetence admits a great
degree of rationality to the economic voter. Assthrticle will argue, however, this
rationality sits uneasily with economic outcomethea than the policies that lead up to
these outcomes as the main object of responsilititibution. Rational voters should
break the broad link between outcomes and electewabrd/punishment and bring
accountability closer to where actual decisionsnaaée: fiscal choices. This article will
therefore push the responsibility paradigm to idssantive conclusion where the
variable of interest for voters is one of meankeathan ends. If governments use these
means (fiscal policy) in an optimal fashion, théypusld be rewarded. Otherwise, they

should be punished.

To date, the link between fiscal policy and elegtdortunes has been surprisingly
tenuous, according to most empirical studies infiblel (Alesina et al, 1998, 2012;
Brender and Drazen, 2008; Mulas-Granados, 2006)h&tepre-electoral fiscal stances
in general nor more extended fiscal adjustmentgsrin particular have been found to
be strong predictors of re-election prospects cuimbent governments. If the link
between economic outcomes and electoral fortureesoaiust, especially in the contexts
of high policy-making responsibility, it is rath@uzzling that the very policies that
incumbents employ to achieve the desired economittome provide so little

explanatory power for electoral success or failtit@s article offers an explanation for
this puzzle in a rational-choice framework. Indivads’ cost-benefit calculations on
fiscal policy change across the business cyclgalmicular, the preference alignment

for expansionary/contractionary policies of diffieréncome groups depends on varying
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labour market conditions along the business cy®lg. findings offer evidence on
counter-cyclical preference changes and vote imeston incumbents among the
British electorate. It is therefore not the fissence per se that determines incumbents’
re-election prospects, but the interaction betwdenunderlying economic conditions

and fiscal policy that exerts a sizeable influeanencumbent popularity.

The structure of this article runs as follows. &ectl will offer a brief literature review
on economic voting starting from the classics te tacent state of the responsibility
paradigm. Section Il introduces my theory in aoa&l choice framework leading up to
my hypotheses on electoral behaviour in responsiésdal choices. Section IV will
introduce my case study and my two-pronged empisitategy on the individual- and
the aggregate-level, respectively. Section V wilegent my findings. Section VI

concludes.

[11.2. Literature review: from economic to fiscal voting

Although sometimes credited to the “lost chapteeifiis-Beck and Stegmaier, 2009) in
Campbell et al's path-breaking work, the Americantéf(Campbell et al, 1960).
economic voting research usually takes GoodhartBirahsali’'s (1970) and Kramer’s
(1971) seminal contributions as its reference pdihese early works were grounded in
the neat two-party competition of the US and the, Wiere voters had a clear choice
between two candidates (parties) and their econoedord. Research thus earnestly
began on the relationship between macroeconomiceggtes and vote/popularity of
incumbents. The so-called VP-function was thus pavherein incumbent’s vote
share/popularity was modelled as a function of eoun and political determinants.
While the choice of the right economic variabletba “right-hand side” triggered some
debate, the political determinants were largelyti@isome variables capturing “events”
—such as the Falkland’s war during the Thatcheregawent (Norpoth, 1987) —and
some trend variable accounting for the naturalotdfef the electoral cycle: typically a

honeymoon effect followed by gradual popularity ssoo only to reverse in the
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campaign period was chosen to pick up this nearewsal fate of incumbents(Veiga
and Veiga, 2004; Bellucci and Lewis-Beck, 2011).

In the early days, economic voting was studied lom aggregate level. After much
empirical work on the US (Kramer, 1971) and the {@¥odhart and Bhansali, 1970;
Whiteley, 1980, 1986) European scholars venturetbidel these safe two-party
domains into multi-party contexts and continue b until the present day. This
European literature is simply too voluminous te ddr our present purposes; it suffices
to say that starting from the largest European s — France, Germany (Lafay,
1985; Frey and Schneider, 1980) — through the E@mopperiphery — Italy, Spain,
Portugal, Ireland ( Lewis-Beck and Bellucci, 198avo, 1987; Veiga and Veiga,
2004; Harrison and Marsh, 1998) — VP functionseniéron single country data with
largely consistent findings: the three most impurtaeconomic variables,
unemployment, inflation and income growth have laage, albeit varying, explanatory
power in accounting for the fate of incumbents e polls. More recently, pooled
studies have also been performed for advanced adesavith similar results (Bellucci
and Lewis-Beck, 2011). Interestingly, the VP fuantialso held up rather well in new

democracies (Lewis-Beck and Stegmaier, 2008).

While the aggregate-level relationship between /poteularity of incumbents and the
macro-economy has been impressive, it says littieiaindividual considerations of the
vote. It is tempting to fall in the trap of the émgical fallacy, whereby individual-level
conclusions are prematurely drawn from aggregatellevidence. Only with the
advent of regular election surveys (e.g. NES in Wtf& and BES in the UK) did it
become possible to look at the individual-leveledetinants of the vote choice. In an
early work, Lewis-Beck provides comprehensive ewade of economic voting
occurring at the individual level (Lewis-Beck, 1988raking data from various
Eurobarometer surveys, the author regularly findgective economic evaluations as
strong predictors of the vote choice for incumbehtsre recently, Nadeau et al (2002)
and Duch and Stevenson (2008) followed this apgprdac pooling electoral surveys
across nations to gain insights into the deternigahthe vote choice. In both cases,
individual-level economic voting received substahémpirical support.
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Notwithstanding these successes, individual-leiteliss have grappled with a number
of issues for decades. Just like aggregate-levetarehers long-debated the most
appropriate macro-variable to use, individual-legéhdies fought hard to establish

some sort of consensus on two particular dilemrhaddo voters care mostly about

their personal finances (pocketbook voting) orltheader state of the economy (socio-
tropic voting) when casting their votes? 2) Do veteidge the past performance of the
economy (retrospective voting) or make their chdiesed on what they can expect
(prospective voting)? While the jury is still latgeout, the overall evidence seems to

point towards retrospective, socio-tropic voting.

Moreover, much thought has been devoted to thenpaleendogeneity bias in

assessing the overall state of the economy; texhent that a large number of voters
are driven by partisan convictions, they will findhard to make an ideologically

unbiased assessment of the economy. This-so gadigban rationalization argument
has often been ignored or trivialized as a nuisaRcemisingly, however, Duch and
Stevenson (2008:4) explicitly address this posgybdnd show that individual-level

economic voting still holds up. Moreover, in a sedpsent article, the authors
documented that subjective economic evaluationsl tientrack the real economy
relatively closely, mitigating the potential biasorh partisan rationalization (ibid,

2011).

The substantive and statistical significance forstreconomic voting coefficients in
both aggregate-level and individual-level studied dot divert attention from an
inconvenient fact, however. While the overall evide was clear, when VP-functions
or survey-based regressions were fit on the dhtaestimated impact varied largely
from country to country and across time. What Natek and Paldam referred to as the
“predicament of instability” of the VP function (29, p.214) was gradually resolved by
the emerging responsibility paradigm. Although dateuch earlier before them(Lewis-
Beck, 1988) Powell and Whitten's (1993) seminalcket offered the first concise
theory on institutional and political determinarit@at condition the economic vote.
Looking at factors like coalition governments, ¢ah cohesion, divided government
(or cohabitation in the French case), upper chambetrolled by an opposition party,
federalism etc., the authors demonstrated thatewtiner responsibility for policymaking

is blurred, economic voting weakens. Nadeau e2@0Z) push this point further by
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constructing an index of responsibility taking ghmmn, medium-run and long-run
features of the political system into account and/@ at similar conclusions. Specific
aspects of the responsibility paradigm were takeibyiPacek and Radcliff (1995) and
Hellwig (2001) who demonstrate, respectively, thelfare state generosity, by
dampening the effects of the business cycle onego@nd economic openness, by
rendering economic outcomes at the mercy of thbajleconomic conditions weaken
economic voting. Most comprehensively, Duch and/&tson (2008:5) run individual-
level regressions from 163 election surveys and these individual estimates to
explore the responsibility paradigm. Their approaests on the assumption of
instrumentally rational voters who are faced wittsignal extraction problem from
incumbent®’. Their conclusions, in line with earlier studiésthat when the ratio of
electorally accountable decision-makers (mostly egoment party leaders and
ministers) to non-accountable ones (entrenchedl @ervice, wage-bargainers,
regulators, foreign decision-makers in the contxsmall and open economies etc.)
grows, economic voting strengthens. Moreover, tigmad-extraction also becomes
difficult when responsibility is split among thesetorally accountable decision-makers,

so here again, we observe dampened economic voting.

In sum, there is a lot be said for the respongybpiaradigm in accounting for the
instability of the VP function. That said, as tladicle will argue, the most obvious
facet of government responsibility has not beergadtely addressed thus far. Rational
voters before observing economic outcomes (andehtawed with the difficult signal
extraction problem from Alesina and Rosenthal’'s98)9model) observe economic
policy variables under the government’s controlpéarticular, fiscal policy lies at the
heart of so many political debates not only becaiisés impact on the economy but

also because of its distributional impact on hookkmcome..

Studies recognizing the importance of fiscal polsypotentially important determinant
of incumbent popularity, however, have reached comelusive results. The fiscal
adjustment literature, in particular, has largelgduced non-findings, ie. no systematic
relationships between adjustment efforts and retiele prospects (Alesina et al, 1999,
2012; Mulas Granados, 2006; llera and Mulas-Grasa@001; Von Hagen et al,

% See also Alesina and Rosenthal (1995) for ther@igersion of the signal extraction model.
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2002). While the potential selection bias in theselged retrenchment episodes has
been recognized and partly addre$Sethe overall message remains: voters do not
seem to punish contractionary fiscal policies at polls. If anything, the opposite has
been found by other studies that do not restrieir tattention to periods of austerity.
Brender and Drazen (2008) find statistical evideinca cross-national analysis that the
popularity of incumbents drops after loose fiscaligies. Similar evidence has been
provided on sub-national levels in different coyrtase studies (Peltzman, 1992;
Brender, 2003; Drazen and Eslava, 2007). MosmntggeSattler et al (2010) employ a
sophisticated VAR-analysis to evaluate the two-waysality between vote intentions
and fiscal shocks and reach similar conclusiorsafi stimuli lead to drops in vote
intentions on incumbents. These findings seem thidd to reconcile with the main
story of economic voting: why do voters seem toirmfferent at best and outright
hostile at worst to policies that aim to boost emuit growth? Are voters inherently

fiscally conservative or is there a more nuancedtetal calculus at play?

One inherent difficulty of understanding the eleatdogic of fiscal policy is voters’
heterogeneity in redistributive interests. A numloérindividual-level studies have
incorporated voter heterogeneity in assessingnipact of economic perceptions on the
vote choice (Lewis Beck and Stegmaier, 2011, Leé®ask et al, 2012; Palmer and
Whitten, 2009). These studies, however, are sitkenthe dynamic nature of voters’
interests: in particular, changing economic condsi in general and labour-market
conditions in particular present voters with diéfet considerations when assessing the
cost-benefit implications of fiscal stiméfli The following section conceptualizes this
idea and offers testable hypotheses on the interabetween economic conditions and

the impact of fiscal policy on governments’ popitiarating.

% The selection bias results from the possibilit tsirong/popular governments are more likely to
undertake fiscal adjustment, confounding the caeffatt running from adjustment to re-election
prospects (Alesina et al, 2012).

*1 The best-known theory on dynamic preference faonatas been postulated by thermostatic theory
(Wlezien, 1995). However, thermostatic theory rgddy silent on the micro-logic of cost-benefit
calculation that my theory builds upon.
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111.3. Theory and hypotheses: the cost-benefit caldation of the

electoral space

As indicated in the previous section, some of thestjons regarding individual-level
economic voting are still unresolved. In particuleetrospective vs. prospective and
pocketbook vs. socio-tropic considerations havenbéagely left to empirical
modelling by a “let the data speak” approach. Daotl Stevenson’s (2008) work is a
welcome exception wherein they model voters makisgrumentally rational choices
by drawing retrospective inference to incumbentspetence in running the economy.
Instead of the complicated signal-extraction probkhat their model assumes voters
are facing, | will put forward a more simple moddiere voters on the one hand look at
past fiscal decisions (retrospective motivationsyl #orm expectations on the likely
consequences of these decisions (debt and/or takes)cost-benefit calculations are
primarily based on self-interested (pocketbook) ivations, as it is customary in

rational-choice approaches.

Moreover, my stylized model rests on a long traditin political economy that views
redistributive conflicts as an outcome of classhtioas between different groups of
voters. Instead of viewing redistributive pressuossgovernments as a function of
inequality (Meltzer and Richards; 1981), the tydeetectoral systems (lversen and
Soskice, 2006) or a broad coalition between emptogiead workers (Hall and Soskice,
2001; Mares, 2003) in a long-term, static perspectnowever, | argue that short-term
swings in the business cycle present a dynamichlanging preference alignment for
more/less redistribution between different incomeugs. In particular, business cycle
conditions affect the share of recipients of déferpublic services and the distribution
of costs to finance them. Also, a given fiscal dexi may generate different kind of
expectations on its economic effects when taking atcount different business cycle
conditions. | will therefore first take a statuseqsituation, approximated by full
employment (or some NAIRU-lev&l unemployment) and compare the cost-benefit

calculation of different voters to that after aifige unemployment shock.

%2 The NAIRU level of unemployment is one that is sistent with stable prices in an economy that is
growing at or close to its potential rate.
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Unemployment is chosen as my conditioning varidbtethree reasons. First, as the
previous literature review indicated, it appearsae of the most likely candidates in
economic voting research for capturing the elettafiects of business cycle
fluctuations. Secondly, unemployment generally irexse privileged media focus and
therefore is the one information cue — along witiflation — that most voters,
presumably, can acquire at relatively little trastgan costs. Thirdly, unemployment, as
opposed to GDP growth for instance, is somethiag tthose affected (or are threatened

by) can directly feel.

More specifically, my theory takes a number of &ddal assumptions with the

following rationales.

1) Two major parties (The Conservatives and Labourth@ British context)
compete for votes in a median voter framework. Care think of the electoral
space as the set of undecided, or swing voters ghlér haven't decided
whether to vote or abstain, or which major parties would cast their vote for.
More specifically, when the (expected) Marginal B#n(MB) of a fiscal policy
choice exceeds its (expected) Marginal Cost (MQ@)aaiven voter, she will
support the incumbent and abstain/vote for the sgpipa otherwise. While the
two-party system assumption admittedly limits theded’s generalizability, its
advantage is that it presents a strong test agdiestimple reward-punishment
hypothesis because it is exactly in such high tglasf responsibility contexts
where one would expect macroeconomic outcomes #rt ekhe strongest
influence on the vote choice.

2) Alternative voting motives, such as class loyalEydns 2000; Evans and Tilly;
2012), issue-, valence-(Green and Hobolt, 2008) value-based voting
(Walczak et al, 2010) have been found to be impodaterminants of the vote
choice. However, to the extent that certain segsmehthe electorate are swayed
by these, rather than redistributive consideratidngill assume that these
influences do not systematically co-vary with théctoral impact of
redistributive policies.

3) Voters can be ordered on an income scale by incaoies.
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4) The government delivers public services in thetali economy. While some
of these services are universal (e.g. NHS), otlages means-tested (such as
housing benefits) and mainly benefit low-incomeevst Moreover, to the extent
that the monetary value of these services takes lapger share of low-income
voters’ budgets, any additional unit of serviceid®ly entails higher marginal
benefits for them. From these considerations iioved that the MB curve is
downward sloping with income.

5) The tax system is progressive with expected futaxes rising steadily with
income.

6) High-income voters are relatively debt- and hemékation-sensitive because of
higher savings (following from partisan theory (B 1977))

7) From 5) and 6) it follows that the MC curve of puldervices is upward sloping
with income. High-income voters are relatively aeto extra spending because
their future tax burden will rise (Assumption 5)déor the real value of their
debt holding becomes riskier (through rising riskmia or inflation) hence lose

in value (Assumption 6).

Our conceptual electoral space is depicted on Eigud

Figure IlI.1

Changing cost-benefit calculation of the electoradpace after a positive

unemployment shock

Net Beneficiaries Net Contributors

Unemployed "
(Low earners) (High earners)

Marginal | n m [\ v

Income
decile
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The solid lines represent the cost-benefit caladatat a status-quo level of
equilibrium-employment. Area | on the left includéise originally unemployed,
approximated by the first income decile. Area Itldh comprise the original set of net
beneficiaries of the tax-benefit system who canthmught of as low-wage earners.
Because of tax progressivity, low debt holdings a&adjeted/means-tested benefits,
their marginal benefit from a given increase inrgpeg exceeds the marginal cost. The
MB curve is downward sloping as the relatively wegalgain less from additional
spending but never quite reaches 0 because theybalsefit from some of the public
services that the government delivers. Howevetesadditional spending will have to
be financed by taxes or debt, these high-incoméederea 1V and V) will expect to
be net contributors to government finances. A higiiare of future taxes will fall onto
them (assumption 5) and the real value of theitt deliding will lose in value if the
additional spending is inflationary or higher rigkemia depress the value of
outstanding bonds (assumption 6). Overall, theegfdhose in area IV and V are
spending-averse and get negative utility — theetéiice between MB and MC — from

extra spending at the status quo.

A positive unemployment shock, indicated by theows and the dashed lines shifts,
increases the pool of unemployed on the one haddases the risk of unemployment
across all income groups on the other. The larget pf unemployed now captures
area Il in addition to area I. At the same timee tfet beneficiaries of government
finances now comprise area IV as voters towardsniuglle of the income scale are
now threatened by unemployment and/or forced tegtdower-paying jobs. What this

means for their cost-benefit assessment is thadddigional spending stimulus delivers
higher marginal benefit to them for two reasonssti-their lower income may qualify

them for spending programmes that they had beelded from before and universal
programmes now serve as a more important completoeheir lower income. Second,

the additional aggregate demand brought about Bystimulus improves the job

prospects of voters affected by the unemploymentlshTowards higher up on the
income scale, the shifted MB curve delivers lesd k&ss additional marginal benefit
(assumption 4) so it converges back towards thenali curve.
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Turning to the MC schedule, the counter-clockwietation depicted on the graph
results from the following considerations. Fir$ie tax-base shrinks as the new pool of
unemployed pay no direct taxes. To close the gapdit about by the recession, the
government can choose to tax this lower base, sueisnore debt with the possible
implication of sustainability concerns, higher ripkemia and fall in bond prices. In
either case, voters higher up on the income scdlebes faced with higher marginal

costs.

On the balance, the following observation can bean®riginally, the median voter —

whose position is indicated by the black verticaé |- lies to the right of area Ill hence
a net contributor to government finances. After pasitive unemployment shock,

however, the pool of net beneficiaries of extransiyeg shifts to the right and the

median voter finds herself among them. To the exieat the location of the median

voter drives aggregate-level support for incumbents can formulate two hypotheses
to test the propositions above, one referring ®itidividual and one to the aggregate-
level, respectively.

H1 (Individual-level hypothesis): The median vataelative spending preference will
change along the business cycle. At times of loewptoyment, it will be aligned with

wealthier voters. In economic downturns, it wilalign with the poor.
H2 (Aggregate-level hypothesis): The electoral oese to fiscal choices will follow a

counter-cyclical pattern. At times of low unempleyty government support drops in
response to extra spending. In economic downtdmmsgver, it rises.
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l11.4. Case selection and methodology: the United ikgdom, the

“Downsian laboratory”

Case Selection

It is important to point out here from the outdadttin my case selection, | departed
from the standard most-likely/least-likely case gadgm to disconfirm/confirm a
running theme in the literature (for more detaitkscussions, see George and Bennett,
2005; Gerring, 2007). Instead, my proposed theaind of an exploratory nature, |
sought a case that fully satisfies the scope comditof the theory and hence maximizes
the empirical plausibility of the argument. Althdughis potentially limits the
generalizability of the findings to other casessistill a useful first step in casting a
new light on the interaction between economic ctiow and economic policies in the

electorate’s voting calculus.

Turning to the aforementioned scope conditionsnigrproposed theory, they require a
number of contextual features for the appropriagsec study to satisfy. Most
importantly, my point of departure is the respoitisjpparadigm which posits that
electoral accountability is stronger in instancet abear institutional/political
responsibility. The following considerations sudgg#sat the United Kingdom is an

appropriate case to test my hypotheses.

First, in terms of institutional responsibility,etBritish party scene with its first-past-
the-post electoral system is among the closest tmélse neat Downsian world of a
median voter framework, with two major parties anstant competition for office: The
Conservative Party and the Labour Party. Moreaber majority party in Westminster
has an unparalleled control over public finafgesavoiding complications in

responsibility attribution that federalism (GermanyS, Spain), divided executives
(US, France), strong bicameralism (US) can enMireover, the number of non-

electorally accountable decision-makers (Duch antevehson, 2008:7) is

¥ Recent devolution measures to Scotland and Widesot fundamentally change the centralized
nature of the British fiscal system
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comparatively low: on both regulatory and corpatagjrounds, the UK is remarkably
thin; the general level of regulation is lower thanmost Western European contexts

and wage coordination is one of the lowest in the E

Secondly, in terms of non-institutional factors tthaay condition responsibility
attribution the UK likewise scores relatively wétlr our purposes. While economic
openness, measured in terms of exports plus iM@EWER puts the UK in the middle
ranks of the EU, its welfare state relies to adaegtent on means-tested programmes
(Esping-Andersen, 1990:1), exposing large segnuritse electorate to the vagaries of
the business cycle. These considerations suggesdt litle will shelter British
governments from the electorate’s responsibilitiritaition to the consequences of
fiscal decisions.

Thirdly, British public finances are among the mtvansparent to the public, bringing
the cost of information acquiring down. Either thgb the media or their own efforts,
British voters have all the means at their dispdsabecome informed about the
government’s budgetary decisions. Not least, tl@sgparency also goes hand in hand

with reliable data, reducing measurement erroriaaictasing the validity of findings.

Fourthly, British governments, as if realizing thia¢y must deliver if they are to get re-
elected, employed the budgetary firepower at gegilarity before elections. In fact, it

is among those EU member states where politicagéudycles have been the most
prominent (Schultz, 1995). Perhaps not coincidgnttdis went hand in hand with high

saliency of fiscal decisions in British electiomgaaigns. Partisan alignment, as will be
shown later, is a strong predictor of fiscal preferes among the British public. This
makes it likely that the policy position that inchemts are choosing on this issue

domain is likely to affect the vote choice.
Lastly, British data allow a unique opportunitylemk into the tax-benefit structure of

public finances. As Figure Ill.2 shows, our concgptmodel closely approximates the

reality on the ground.
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Figure 111.2
The impact of the tax-benefit system of the UK amampincome groups

Tax-Benefit System, 1998/1999 Tax-Benefit System, 2009/2010
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The columns, for each income decile, illustrate éemated impact of the tax-benefit
system. The components above the 0 line (origmaime, cash benefits and benefits in
kind) add to, while those below (direct and indirexes) subtract from an individual's
disposable income. The bubbles and triangles itelitee net position of individuals in
given income deciles, ie. whether they are net fi@ages from, or net contributors to
the system. Admittedly, this does not take intooact the effects of inflation and risk
premia on outstanding bold holdings but still givesreassuring first stab at the
empirical task ahead: voters above the median apeear to be net contributors to and
those below net beneficiaries of the system.

Empirical strategy

The empirical sections that follow will test my tvingpotheses on two different levels
of analysis. In the first stage of my empiricalagtgy, the analysis will start from the
individual level where the British Election Studissrveys helped me identify the
spending preferences for different income groupsthe surveys, respondents were
asked to report their household income on an anbasis. Using these responses, |
constructed three categories — roughly equal inbminof respondents — for lower
income, higher income and middle income voters whih latter serving as my proxy
group for the median voter. The dependent variepguring spending preferences was
based on a survey question asking the respondetusdte their preferences on a scale
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ranging from “taxes and public services shoulddised” to “taxes and public services
should be cut”. The advantage of this survey qarss to address potential problems
arising from fiscal illusion by drawing respondéraiention to the connection between
taxes and spending. The disadvantage is that gndoallow for the possibility of debt
finance, a potentially important consideration wters’ calculus. All in all, however,
this survey question comes as close as one cato gditain information on voters’

fiscal preferences.

Ideally, one would like to track the change in eautome group’s absolute level of
fiscal preference over time across different un@ymplent contexts. However, changes
in the scaling’ of the survey question across electoral surveykemthe direct

comparison of absolute preferences tricky. Theegfony analysis was restricted to
changes in the relative preference of the middéesime group compared to low-income
and high-income voters, consistent with the rermignt hypothesis (H1). Measuring
changes in relative preferences is unproblematibescale of the response variable in

any given survey is the same across individuals.

Furthermore, standard control variables were ud$ed individual-level economic
voting research generally relies on (Duch and 3tewme, 2008). Specifically, |
controlled for age, gender, union membership, $atéss and partisanship. This latter
control is especially important because it is Batihly correlated with income and has
a large and significant impact on tax-spending eyeices. The exact wording for

survey questions for the individual-level analysifound in Appendix 1.

The individual-level analysis will be conducted bynning OLS regressions in a
number of cross-section studies taken after elestiny the British Election Studies.

The general formula will take the form of:

34 Both the range of possible response categorieshenordering of the variable from more to less
taxes/services as well as the minimum and maximaloes for the variable changed from survey to
survey, complicating direct comparison of mean oasgs over time.

109



FP; =Po+ 1 * LIj+ B * HI; +3% B, * Ci+ & , where

FP=Fiscal Preference

LI=Dummy variable for lower income voters
HI=Dummy variable for higher income voters
C= Vector of control variables

With middle income voters omitted as the refererategory, the estimated coefficients
for B, andp, will tell us where the median voter’s fiscal prefieces lie in relation to the
lower and higher income segments of the electolatey hypothesis holds, one would
expect a negatively signed significant coefficient$; and an insignificant coefficient
for B, in times of low unemployment. In times of high ur@ayment, one would
expect the oppositdl, should be positively signed and significant, whergashould
show up as non-significant in the results. To tds conditioning effect of
unemployment, one would ideally like to pool the BBurveys and test cross-level
interactions between level 1 (income group) ancelk’v (unemployment) variables.
However, an issue that has been long noted by hewki researchers is the low
statistical power of sample designs where the numbkevel-2 units (electoral surveys
for our purposes) is not sufficiently large. In @mase, the number of available electoral
surveys in the British context — see a more detaiiscussion later — is nowhere near
the recommended minimum of 20 level-2 units thaifien used as a rule of thumb in
the literature units (Kreft and de Leeuw, 1998)r #us reason, | opted to conduct the

analysis in repeated cross-sectional designs atttes&rious electoral contexts.

In the second stage of the analysis, the aggrdgedt-hypothesis on counter-cyclical
voting will shift to the aggregate level in a tirseries framework under the following
reduced-form equatidn

% The often demanding assumption of contemporanexageneity in reduced-form time-series models
is relatively unproblematic for our purposes. Whiiles true that fiscal choices can be endogenous t
government popularity, there are important laggiglen, implementation etc.) before the government
can change track when faced with declining poptylakiloreover, the main explanatory variables are
included with lags, further mitigating endogenaibncerns.
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Vig=Bo+B1*VIig—1+ B2*Et +B3*Et2+ B4*Ut—1+ P5*xGt—1 +P6
*(Up—1*Ge—1) + B7*Ct—1

where,

VI, = vote intentions at time t (on a quarterly averagsis), as a % of respondents

intending to vote for the incumbent pafty

Vi, = is the autoregressive term for the AR(1) modedstTstatistics from an

Augmented Dickey Fuller test allowed me to rejéat presence of unit-roots in the
dependent variable at the 5% level. Having statirs&ries, running the model on
levels was thus appropriate. Of the various forrhdABMA specifications tried, a

simple (AR1) model provided the best fit based ¢ tBayesian and Akaike
information criteria (Enders, 2004:2, p. §7)

E; and B’ = a linear and a quadratic term to capture theceffef the electoral cycle on
government popularity, measured by the number aftqts that have passed since the
last election,

U:.1 = the unemployment rate at time t-1 (on a quartevigrage basis)

Gt.1 = government spending on goods and services attiin(on a quarterly basis as
a % of GDP),

U:.1*G1 = an interactive term capturing the conditioninfgeff of unemployment on the

effect of spending on vote intentions,

% The choice of vote-intention rather than otherylapty measures — such as government approval — is
a conservative test for my argument becauseésis likely to respond to economic and political
developments (Pickup, 2010).

3" Having fitted the model, diagnostics were appfiEtthe residuals to test for remaining autocotiefa
and conditional heteroskedasticity. These testa/stidhat residuals were “white noise” hence the OLS
estimates for the coefficients and their standarore are valid. Results for the ADF test and dasgics

are available in Appendix 3
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Ci.1 = control terms for economic growth (since the sleg variable is expressed as
a % of GDP) and partisanship because of its patigntconfounding effect on
popularity.

While the net impact of fiscal policy results frahee combination of tax and spending
changes, this analysis focuses on the spending$ioiedgetary decisions for two main
reasons. First, many items on the expenditure siiehe budget have clearer
redistributive consequences across income grougs lhoad-based tax measures do.
Second, as the unit of analysis is quarters, waire@ measure that is amenable to
swift within year discretionary chang@sThis condition is more likely to be satisfied
by spending categories that fall under the DepartaieExpenditure Limit§ as
opposed to broad-based transfer programmes ortigfel@ax rates that automatically
respond to business cycle fluctuations and regpiier legislation to change their

parameters.

Regarding the specific type of the spending vaeiailded, two further considerations
are important. First, it is necessary to use coaigardata for the two levels of analysis;
if respondents in the survey (see Appendix 1) hawdifferent understanding of the
variable of interest than what we measure on tlggegte-level, our aggregate-level
findings will find little external validity. Sinceespondents are asked about the trade-off
between taxes and services, | made sure to spt#wie expenditures where these
services (health, education, housing etc.) moatlydovernment consumption of goods
and services. Second, when governments undertagal timuli in the face of high
unemployment, this is presumably where most ofr teorts are concentrated as they
represent a direct component of aggregate demante bhat some items, most
importantly cash transfers, are excluded from thmeasure due to their non-
discretionary nature. To mitigate this potentiadkgem, | reran my time-series models
for general government current expenditures wheostrgovernment spending items

(cash transfers, production subsidies, etc.) aleded.

¥ The discretionary nature of the fiscal variablal& important because responsibility attribution
requires voters to link budgetary outcomes to gawvemt action.
39 www.hm-treasury.gov.ulast accessed on: 27/04/2013.
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The lagged form of the main independent variabkdtects the lag of information
processing and preference change among the electdfar sake of illustration,
suppose that unemployment rises at time t. Twogases need to occur before an
individual changes her vote choice: first, the imnfation on unemployment has to
become public. Second, a cognitive process requines individual to attribute
responsibility to the government which may go agiaimer own partisan convictions.
These two lags, information lag and cognitive @ captured by introducing the main
independent variables in a lagged form.

The main coefficient of interest for our analyssspb, the one that stands for the
interactive term. A statistically significant ptige estimate on this coefficient would
provide corroborative evidence on the counter-catlhypothesis: as unemployment
increases the marginal effect of spending on popylancreases as well. Robustness
check was applied by introducing a control variatale partisanship (a dummy term
taking the value 1 when the incumbent is a Laba@wegiment and 0 otherwise) both in
a linear and in an interactive form with spendifig. the extent that partisanship is
highly correlated with unemployment, the estimdtasp5 andp6 could suffer from
omitted variable bias. While we have no clear tbgoal expectations on which
partisan governments would be more (less) rewafjoedkalized) by extra spending, it is
nevertheless a potentially important factor to oalrfor.

In the following section, | will discuss the findja on both levels of analysis.

[11.5. Empirical results: re-alignment of the median voter and counter-

cyclical voting

Overview

Before turning to the discussion of the empirieduits, an overview of economic and
fiscal developments throughout the sample perioih isrder. Figure 111.3 shows the
evolution of unemployment, public consumption ashare of GDP as well as the
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elections marked by the solid black vertical lifegh the boxes at the bottom showing

whether re-election was successful (+) or failed (-

Figure I11.3

Overview of economic and fiscal developments ovelné sample period

- 0.25

- 0.24

- 0.23

| 022

- 0.21

- 0.2

- 0.19

L oa1s

- 0.17

- 0.16

0.15
e S - - = S = S = R L = S -
L o o L o o L o o L o L o o o o = = = L = = = I = = = = = = = =
A O I A I I R - R e T A
;oo G ;O O O O ;1 v o O O O O O O O
L I T B R I B I I I R I I I I I R O O I I I I I e I ' I i Y ' Y O e N IO ' |

—t—Unemployment rate (%) —a—Public consumption/GDP (right axis)

Source: OECD i.library; Office of National Statissi (UK)

The first observation that is clear from the grapthat unemployment, by itself, seems
a very poor indicator of re-election prospects. td eight elections in our sample
period, only four conform well to pure economicingttheory. The last three elections
during New Labour were well predicted by low uneayphent levels in 2001 and 2005
and economic distress in the wake of the receditcceunch (2010). Similarly, the
1979 election heralding the Thatcher-era saw th@ @hthe post-war Keynesian
consensus when virtually full employment (unemplewntrates still hovered between 2
and 4% in the early 1970s) had been the norm. Mexy¢he remaining four elections
are problematic for our analysis. While Norpoth§ZPconvincingly demonstrated that
unemployment hurt the first Thatcher governmentgylarity and her re-election in
1983 was largely due to her management of the &adktonflict, the remaining three
elections (1987, 1992 and 1997) are genuinely prohtic for pure unemployment-
based economic voting. In 1987, unemployment haoh kepped on a high plateau of

11-12% for four years as a consequence of the rdetation of the Conservative
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government to put a lid on the wage-price spirataf@ 2002). Yet, the Thatcher
government was resoundingly re-elected. The comtéot the 1992 and the 1997
elections show equally surprising patterns: risingemployment preceded the
successful re-election bid of the Tories in 199@ enproving labour-market conditions
did not save them from the New Labour landsliddd®®7. Whether this was due to
fiscal policy choices under different business eycbnditions is the subject of the

analysis below.

Individual-level analysis

Testing the first hypothesis requires looking atvesal election-surveys, since
unemployment, for any given point in time when gy are taken, is constant across
individuals. The comparison across different susydywever, presents a number of
difficulties. Most importantly, the availability dhe relevant survey question confined
my analysis to seven electoral contexts: 1983, 19892, 1997, 2001, 2005 and 2010.
However, while most surveys inquired about weakig(gal income of households in
nominal (absolute) terms allowing me to constracbime categories, the 1983 survey
asked respondents to place themselves relativahirsoin society. This introduces
measurement errors at all sorts of dimensions wighredictable consequences. | thus
opted to exclude 1983 from my analysis. My analyBus covers the last six elections
in the United Kingdom, three under Conservative8{,91992, 1997) and three under
Labour (2001, 2005, 2010) incumbency.

Secondly, as indicated above, the ordering of thgeddent variable (more vs. less
services and taxes) changed from 2001, so | migitighe dependent variable by -1 for
the most recent elections to make the coefficistitrates directly comparable. In the
analysis below, the dependent variable is thus unedson a 10-unit scale — with the
exception of 1997 where the scale consisted of ahlynits - of respondents’

preferences between lower taxes and services ghehtaxes and service provision.
Higher values in the dependent variable indicagfgpences for more service provision

and taxes to finance them.
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Thirdly, comparing models requires consistencypec#fication and model selection by
using similar control variables. As listed in theeyious section, | used a narrow set of
controls that were deemed important by the econmoiing literature. The standard
ideological control of self-placement on a lefthigaxis proved problematic because it
was not included uniformly across the surveys. Ustlthose a party identification
variable instead as a proxy for ideology and deri@elummy variable from it taking on
value 1 if the respondent is a conservative idemténd O otherwise. Furthermore, both
working-class identification and union membershiprevnot included in one of the
surveys (2001 and 1987, respectively) so | had ot ehem from the respective
surveys. The estimated coefficients from OLS regjoes40 for each of the six post-

election surveys are given below in table Ill.Jaishronologically descending order.

Table 111.1
Individual-level predictions of tax-spending prefeences for six elections (level of

unemployment in brackets below the years) 1

Year 2010 2005 2001 1997 1992 1987
Unemployment (7.9%) (4.7%) (5%) (7.2%) (9.3%) (11%)
low-income 0.262 0.271 0.372 0.36¢ 0.307 0.141
(1.78)* (2.76)%** (3.25)** (3.30)** 1.72)* (1.28)
high-income 0.110 -0.004 0.034 0.05% -0.179 0.104
(0.83) (0.05) (0.30) (0.56 (1.14) (1.03)
male -0.446 -0.177 -0.250 0.09( -0.343 -0.284
(4.06)** (2.31)* (2.81)*** (0.94 (2.61)* (3.36)***
age -0.015 0.087 0.085 0.06¢ 0.052 0.034
(0.90) (6.56)*** (5.61)** (4.67)x* (2.30)** (2.48)**
age2 0.000 -0.001 -0.001 0.00( -0.001 -0.000
(2.00)* (4.93)** (4.58)*** (3.13)** (2.31)* (1.99)*
workingclass 0.046 0.054 0.11¢ 0.541 0.419
(0.35) (0.50) (1.30 (3.76)** (4.34)%**
unionmember 0.283 0.278 0.288 0.14¢ 0.308
(2.15)* (2.84)x* (2.74)** (1.48 (2.02)**
conservative -0.884 -0.670 -0.534 1.671 0.643 -1.176
(6.37)*** (5.23)*** (8.92)** (11.11)%* (0.38) (12.90)**
_cons 6.148 3.774 4.202 5.66¢ -5.298 -4.962
(14.41)%*= (11.78)*** (11.17)%* (16.59)*** (10.15)*** (15.84)***
R 0.05 0.06 0.05 0.0¢ 0.03 0.07
N 1,935 2,914 2,216 2,99¢ 1,483 3,238

*p<0.1 *p<0.05 **p<0.01

T OLS estimates with robust standard errors, tstitzd in parentheses

“9 Since the dependent variable has a fairly widgeahopted for a linear model instead of ordinal
logic/probit estimation to facilitate the interpméon of the coefficients. Both a White test ariBrausch-
Pagan test indicated severe heteroskedasticibeimbdels (the HO of homoscedastic errors were
rejected at the 1% level in both tests) so | esohaobust standard errors to correct for it. The
corresponding t-statistics are shown in parenthiesksv the coefficient estimates.
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The levels of unemployment at the time of the défe surveys (elections) should be
put in the context of the range of unemploymenelgun the UK over the sample

period: 4.6% to 11.3%. Accordingly, the 2001 ahd 2005 elections can be clearly
regarded as low-unemployment contexts and the &B&Tion as a high-unemployment
context. Regarding the three remaining electioms] 997 the job-market had been on
an improving path with unemployment dropping fanakt 20 consecutive quarters. In
2010, the reverse was the case; while the levahefmployment was not dramatically
high, it had been on a rising trend with no ecorwracovery in sight. Finally, in 1992,

again the trend had been one of increasing unem@oyfor several quarters.

Starting with the low-unemployment contexts, thef@rence alignment between the
middle-income group and the high-income group &y borne out by the data. In
both cases, the low-income dummy is highly sigaffic(p<0.01) and positive whereas
no statistically significant difference is foundr fthe high-income group compared to
the middle-income group. It seems, therefore thasdlid economic conditions (low
unemployment) the fiscal preference alignment betwkigh earners and the middle-
income group against the expansionary preferendeghe low-income group is

supported by the data.

Turning to the ambiguous (intermediate) setting892] 1997 and 2010 — when
unemployment stood at 9.2, 7.2% and 7.9%, respgtithe expectations for alliance
formation are more nuanced. Findings from theseeys broadly conform to our

expectations, however: first, in 1997, when the-nudrket trends pointed towards
improving conditions the preference-alignment bemvéhe middle-income group and
high-earners remains; the low-income dummy id ptkitively signed and strongly

significant at the 1% level. By contrast, undeslpsomising job-market conditions and
prospects, in 1992 and 2010, the relationship @isars as neither low-earners nor
high-earners appear to form significantly differéistal preferences from the middle-

income group (p>0.05 in both cases).

Finally, 1987 was an election year uniquely accamgmh by double-digit
unemployment rate (11%) in our sample. Here, thpeetations are clear based on the

theoretical model: the middle-income group shouklWitch sides” and form a
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preference-coalition with the low-income group. Ypéartial support for this prediction
is found in the 1987 sample, however: the dummy tf@ high-income group is
statistically insignificant and it is signed opgesio expectations (positive). That said,
we also obtain the smallest (non-significant) p@stimate for the low-income dummy
among all the samples, indicating that this higeraployment context did blur the
difference in fiscal preferences between the loeeme group and the median voter as

the theory predicted.

While the individual level-analysis does not alles a rigorous control for partisan
incumbency, there are reasons to be optimistic tatheufindings not being driven by
which party occupied government at the time. Amthrgglow unemployment contexts,
two took place under Labour (2001 and 2005) and wmder Conservative (1997)
incumbency. Similarly, among the intermediate crtsteone election occurred under
Labour (2010) and one under Conservative (1992)nency. It seems therefore, that
the relative fiscal preference alignment acrosenme groups was not driven by partisan

considerations.

In sum, the evidence offered on the individual-ldwgothesis is quite robust. While
1987 is a (partially) problematic case for our mags, the remaining five elections fit
nicely with the theory. On the balance, it seenat tmder different business cycle
conditions, fiscal preferences undergo importananges; in particular and most
importantly, to the extent that the median-votepi®ference-alignment drives the
electoral response to fiscal policy, the individlealel findings suggest a counter-
cyclical electoral response on the aggregate |&lek hypothesis (H2) is tested in the

next empirical section.

Aggregate-level analysis

To motivate the findings and the interpretationnfrahe interactive specifications
between the fiscal variable (government consumjptiand economic conditions
(unemployment) | start out by including these terseparately to investigate for
average additive effects over time. As the firsluom in Table 111.2 shows below,

neither the lagged unemployment variable nor tiggdd public consumption variable
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achieve significance at conventional levels. Ie hmth the prior expectations following
from Figure 3, unemployment, by itself is a pooegictor of voting intentions for the

incumbent party among the British electorate.

| continue my estimation with setting up a baseimeractive model where only the
main variables of interest (unemployment and gavemt spending as well as their
interaction) were includéd The results are displayed in the regression dutgtle
(Table 11.2) below. The estimated coefficients pdm the expected direction with the
interaction term having an opposite (positive) sigrthe main spending term and is
significant at the 1% level. When fitting the exded model (with year-on-year GDP
growth and the partisanship dummy and its inteoactiith the spending variable added
as a control), the main coefficients of intereshaen stable. If anything, the estimated
impact of the interaction term becomes larger amains significant at the 1% level.
Also, the estimates for partisanship do not suggétrent partisan evaluations in
terms of reward and punishment. Although the signthe partisanship-spending
interaction is positive (which would imply more tawable assessment of extra
spending under Conservative governments relatideatwur), the standard errors are
very large, rendering the coefficient statisticafigistinguishable from 0. Controls for
the electoral cycle behave in line with what ther&ture suggests: the negative sign of
the linear term and the positive sign of quadrigion (both significant at the 1% level)
suggests that first popularity gradually erodesrdhe cycle but recovers some lost

ground towards the end of the term (possibly dusatopaign and mobilization effects).

To interpret the substantive impact of our variapie must be noted that spending is
expressed as a fraction of GDP and popularity ipo¥ats. So interpreting the impact of
the spending variables requires dividing the coedfit by 100 to get the marginal
impact of 1% extra spending as a % of GDP on popylkevels. Moreover, because
we specified an interactive model, the marginak@ffof spending can only be
interpreted for different values of unemploymerniggufe Ill.4 illustrates the estimated
coefficients for spending as a function of unempient with 95% confidence intervals.
The estimated impacts fit very nicely with my firsypothesis. At low levels of

unemployment (between 4 and 7%) extra spendinguigsped by the electorate.

“1| also included the standard controls for poptyigratterns around the electoral cycle (countes in
linear and a squared term to capture the cycligalution of popularity along electoral cycles.
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However, when unemployment rises above 9-10%, léxetaral verdict reverses. Note

that these thresholds are broadly in line withifigd from the individual-level analysis.

Table 111.2

Models explaining the evolution of British vote inéntion 1

Variables Additive model Interactive Baseline Interactive Extended
Model Model
L.voteintion 0.817 0.660 0.652
(16.54)**= (11.16)**= (9.73)*+*
counter -0.764 -0.839 -0.855
(2.98)** (3.51)%** (3.32)%*
counter2 0.036 0.035 0.037
(2.82)** (3.03)*** (2.83)**
L.publicconsumption -0.061 -636.954 -672.198
(0.23) (4.16)** (3.23)**
L.unemployment -0.118 -15.572 -16.835
(0.67) (3.72)** (3.27)**
L.publicconsumption*L.unemployment 74.602 80.673
(3.73) (3.29)%*
L.growth 0.265
(1.37)
L.partisanship -4.278
(0.25)
L.publicconsumption*L.partisanship 22.601
(0.28)
Constant 10.232 148.904 155.756
(3.54)** (4.44)% (3.57)**
R2_Adjusted 0.79 0.81 0.80
N 130 130 130

*p<0.1 *p<0.05 ***p<0.01
+ ARMA(1;0) model with quarterly data
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Figure 1.4
Point estimates and 95% confidence intervals for # estimated impact of public

consumption expenditure at different levels of unemployment
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It is important to note, however, that the estirdatenpact only provides the

instantaneous effect on government popularitys highly plausible that fiscal shocks
impact popularity in the long-run as voters’ assem® of incumbents responds
dynamically to policy choices. The estimated awjogssive coefficient allows us to

calculate the long-run effect through the impacbwf main variable of interest (public

consumption) on the partial adjustment process h@ tependent variable (vote
intentions) (Kittel and Winner, 2005, p.289). Figut.5 captures this effect over time
through the impulse response function at variousléeof unemployment. In each case,
following a sudden leap in the impact at-tat p the effect is O because of the lagged
form of the independent variables in the modelse-astimated impact gradually erodes

over time and converges back very close to 0 afight quarters. The long-run

cumulative effect can be calculated-llfyf— (Enders, 2004:1), Whelléf stands for the
a

estimated coefficient for the fiscal variable -ddterent levels of unemployment — and
Ba 1s the autoregressive coefficient in the modelcakdingly, at very low levels of
unemployment (5%), the long-run impact of a 1%disstimulus measured in % of
GDP amounts to a 7.1 percentage point loss inimtéations. Conversely, at very high
levels of unemployment (11%) the estimated long-cumulative effect of the same

stimulus is a 6.4 percentage point gain.
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Figure 111.5
Impulse Response Function to a 1% fiscal stimulusn(% of GDP) at various levels

of unemployment
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As noted earlier, our chosen indicator for spendngjts important items from the

general government budget. Transfers, while noorelimnary in nature, may still have

high political salience so | return to my time-ssriwith an alternative spending
indicator which is more inclusive: general governinexpenditures. Unfortunately,

consolidated general government expenditures aiéable only from 1990 onwards on

a quarterly basis so an important episode of Brigssonomic history, the Thatcher
period, would be excluded. Therefore, | chose totatent expenditures instead where
longer-time series are available and include nsh ¢eansfers. The exclusion of capital
expenditure is probably a minor issue since itesents a relatively small part of the
overall budget (typically less than 5%). Our altgive dependent variable is thus total
current expenditure of general government. Thetpsstimates with the 95% interval,

using the same set of controls as in our previotsneed model are shown below on
Figure 111.6%.

“2 Regression output as well as the impulse respiomstion for the long-run effects of this alternati
dependent variable are available upon request.
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Figure I11.6
Point estimates and 95% confidence intervals for # estimated impact of total

current expenditure at different levels of unemploynent
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With the alternative dependent variable as oumfigsadicator, the pattern is similar to
the previous findings. However, here the punishnedigict clearly dominates with the
reward end of the curve never reaching statisBaatificance at the 5% level. When
transfers are also considered, therefore, theaebget at large seems “spending-averse”.
A tentative explanation would be that most cashsiars in the UK have a relatively
narrow group of targeted (means-tested) benefesafiom which most voters do not
directly benefit but they have to finance themeamis of higher taxes in the future or
debt. Importantly, however, the interactive pattstith holds with the punishment effect
getting larger as unemployment drops. In line witle aggregate-level hypothesis,
therefore, for both specifications of our dependeatiable under the appropriate

controls, counter-cyclical voting does seem to occu
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I11.6. Conclusions

The main motivation of this article lies in two segte considerations. On the one hand,
as | argued, the responsibility paradigm of ecomomuting has failed to reach its
substantive conclusion of looking at the link betwezconomic policy and electoral
behaviour; the primary focus remained instead amemic outcomes. While these
outcomes surely rank high on voters’ agenda, thiétyabf government to steer the
economy towards full-employment has been much ouresd since the 1980s, as
exogenous economic shocks, structural changes engtbbal economy and the
inevitable consequences of the business cycle hageeme enduring facts of British
economic reality. Rational voters, therefore, aileely to have a more nuanced
understanding of the government’s responsibility feacroeconomic outcomes and
credit/blame governments for the redistributive atipof economic policy in general
and fiscal policy in particular instead. On the estthand, | also argued that the
generally inconclusive findings on the effects istél policy on re-election prospects
are puzzling in the light of the generally robussults of economic voting research.
This article offered a dynamic explanation on thienaction between fiscal policy and
economic conditions. It is not the fiscal stance g® that matters, but the economic
conditions under which incumbents undertake fistahuli/adjustment that exert a

sizeable influence on government’s popularity Iggin

The theory | put forward to investigate the relasbip between fiscal decisions and
incumbent popularity rested on the assumption tbmal voters making cost-benefit
calculation on the expected impact of these dewssin their finances. As changing
labour-market conditions alter these calculatiargifferent income groups, my theory
predicted that the median voter (middle-income rg)tavill change their preferences
over the business cycle, giving rise to a counyelical electoral response to fiscal

policy on the aggregate level.

In line with these expectations, this article hiast fdemonstrated that the preference-
alignment of middle-income voters does indeed charag different levels of

unemployment. Secondly, on the aggregate levaipived that when conditioning on
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business cycle conditions — again, measured bylebhel of unemployment in our
framework — fiscal policy variables do indeed expla great deal of variation in
incumbent popularity. In particular, in times of oeomic hardship (high
unemployment), the electorate at large seems stippaf expansionary fiscal policy.
In times of prosperity, however, they seem to prdéfee Treasury taking a more
contractionary policy stance. Widespread perceptminthe popular “Iron-Chancellor”

may as well result from these preferences in boearsy

That said, this new angle of looking at economitngpfrom a policy-based perspective
raises a number of questions. Importantly, fut@search should take more seriously
some of the electoral contexts that sit uneasith Wie data. For our purposes, a closer
look at the 1987 elections would be a most welcogsearch effort. While it is easy tell
stories about why some incumbents failed or wopiteesvhat economic voting would
predict, further refining existing theories mayaalsave the potential for systematically
explaining these “odd cases”. One particular ided tould be used to bridge the gap
between idiosyncratic considerations (e.g. thesi@mation of Old Labour) and these
“odd elections” is to take the credibility of theéhallenger into account. When
considered against the expected alternatives éeigon-credible policy alternative),
rational voters may not have any incentives todththe rascals out” even when they
go against their fiscal preferences. To return to previous example, despite
stubbornly high unemployment and a tight policynseg Margaret Thatcher handily
won the 1987 elections. Also, individual-level dateygest that the middle-class did not
form a clear-cut electoral coalition with the pdorprotest against the spending cuts.
Perhaps then, taking into account the credibilityhe opposition Labour Party at the

time would point to a promising direction.

Moreover, the fact that partisanship did not seenminfluence the counter-cyclical
voting pattern may strike many as surprising. Afadl; partisan theory has long
predicted that different partisan governments rondifferent policy platforms and
therefore should be affected by a given policy &tafe.g. spending cuts) differently.
Margaret Thatcher always ran as an inflation-hand mever promised “garden roses”
to those looking for them. Reconciling this themat ambiguity between different
policy platforms and similar electoral judgement martisan incumbents is therefore

another important question to address.
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Finally, my findings give rise to a degree of ogim. Many have lamented democratic
accountability for the increasing “technocratizati@of economic management, first in
the monetary and more recently in the fiscal domBire@ main rationale given for these
technocratic institutions or governments was thesulation from electoral pressure
when painful policies need to be implemented. Te éxtent that economic-voting
research has contributed to this view of the ecooomoter as a relatively
unsophisticated agent of reward or punishment,eemd from this article suggests that
this is largely a myth. Voters, the British onedeatst, do seem to get it right. Out of
individual considerations, a sufficient part of theseem to prefer spending increases
when the times call for them. Whether fiscal poliogking responds to the logic of this
counter-cyclical preference formation of the elete is a whole new story.
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Appendix 1

British Election Studies survey questions for theindividual-level analysis

Dependent variable (tax-spending preferences):

Using the O to 10 scale on this card, where the ematked O means that
government should cut taxes and spend much leksaith and social services, and
the end marked 10 means that government should taies a lot and spend much

more on health and social services, where wouldptace yourself?

Independent variable (household income):

Which of the letters on this card represents thal iacome of your household from
all sources before tax - including benefits, savamgl so on? Please just tell me the
letter (with each letter standing for an incomeeggiry in increasing/decreasing

order).

Control variables:

Union membership:

Are you now a member of a trade union or staff assion?

Gender:

(observed by interviewer)
Age:
Now, a few questions about yourself and your bamkgad. What was your age last

birthday?

Class:

Do you ever think of yourself as belonging to aastipular class?
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Party support:

Generally speaking, do you think of yourself asduabConservative, Liberal

Democrat, (Scottish National/Plaid Cymru)1 or what?

Appendix 2

Table 111.3

Data Sources for the aggregate-level analysis

Vote intention Ipsos-Mori

Public consumption as a % of GDP OECD i. Library

Unemployment Office of National Statistics
GDP growth

Total current expenditures of generaDffice of National Statistics

government

Partisanship, election dates European Journal ofrigsnic Research

data yearbook, ParlGov database
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Appendix 3

Table 111.4

Diagnostics test-results for individual-level analgis

White-test for heteroskedasticity

1987 Chi-square statistic:

P-value<0.0001

1992 Chi-square statistic:

P-value=0.0215

1997 Chi-square statistic:

P-value=0.1015

2001 Chi-square statistic:

P-value<0.0001

2005 Chi-square statistic:

P-value<0.0001

2010 Chi-square statistic:

P-value=0.0011

77.18

47.65

47.13

60.57

72

67.72

Breusch-Pagan test for heteroskedasticity

1987 Chi-square statistic:

P-value<0.0001

1992 Chi-square statistic:

P-value=0.0026

1997 Chi-square statistic:

P-value<0.0001

2001 Chi-square statistic:

P-value<0.0001

2005 Chi-square statistic:

P-value<0.0001

2010 Chi-square statistic:

P-value=0.0116

77.14

23.71

26.28

47.18

42.22

19.69
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Table 111.5

Diagnostics test-results for aggregate-level analgs

Augmented Dickey-Fuller test Lag (5): p-value=0.0228
Lag (4): p-value=0.041
Lag (3): p-value=0.042
Lag (2): p-value=0.086
Lag (1): p-value=0.04

Akaike and Bayesian Information criteria ARIMA (100: AIC: 736.55
BIC: 745.18
ARIMA (0,0,1): AIC: 818.77
BIC: 827.4
ARIMA (1,0,1): AIC: 738.54
BIC: 750.04
ARIMA (2,0,0): AIC: 738.54
BIC: 750.04
ARIMA (2,0,1):AIC: 734
BIC: 748.36

Diagnostic autoregressive tests for remainir‘p}.vajues on autoregressive coefficien
autocorrelation and conditional heteroskedastici y(o 36;0.68)
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Essay Il

Biting the Hand that Feeds

Reconsidering Partisanship in an Age of Permanersteyity

Abstract:
The New Politics of the welfare state suggests geatods of welfare retrenchment

present policy-makers with a qualitatively differeset of challenges and electoral
incentives compared to periods of welfare expansfom unresolved puzzle for this
literature is the relative electoral success aferething governments in recent decades,
as evidenced by various studies on fiscal condgdids. This article points to the
importance of partisan biases as the main explanédotor. | argue that partisan biases
of certain constituencies can create incentivesirfoumbent governments to depart
from their representative function and push thedénorof retrenchment on the very
constituencies that they owe their electoral mandat("Nixon-goes-to-China”). After
offering a simple model on the logic of partisaadas, the article proceeds by testing
the unexpected partisan hypotheses that the medefragtes. My findings from a cross-
section-time-series analysis in a set of 25 OECDnt@es provide corrobarative
evidence for this Nixon-goes-to-China logic of vee# retrenchment: governments
systematically inflict pain on their core constitgees. Some of the losses that the core
constituencies suffer during austerity, howevee, i@couped during fiscal expansions

when traditional partisan patterns take hold.
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[V.1. Introduction

In the wake of the financial crisis and the Greaté&ssion, governments across the
industrialized world have accumulated unprecedeptate-time debt levels. The size
of their debt liabilities as well as the fact thaiany governments have already
undertaken ambitious consolidation programmes isluggish growth environment
(IMF Fiscal Monitor, 2012) indicate that sizeablgéschave to be made in some of the
most politically sensitive items in their public dgets. It is highly unlikely that the
most mature economies in the world can find an easg to their fiscal problems by
shifting on a high-growth and/or high-inflation patvernight to grow out of or inflate
away their debt burden. The more realistic scenappears to be an arduous road
towards fiscal sustainability through austerity amdrenchment. Welfare budgets,
across the board, are coming under intense presswating a politically treacherous
terrain for any government to tread. We may thutereanother era of “permanent
austerity”, where scholarly consensus (Pierson419996, 1998, 2001) suggests a
qualitatively different electoral logic of welfarpolicy from the era of welfare
expansion. However, the vast empirical arsenall@fterally successful retrenchment
episodes presents us with an empirical puzzle wdchbeen largely unexplored by the
welfare state literature. This article seeks taaat for the relative electoral viability of
welfare retrenchment by reconceptualising our ustdeding of partisanship in hard

times.

The notion of “permanent austerity”, according tee tlogic of the New Politics
literature (ibid), is a qualitatively different piotal game from the prior era of welfare-
state building because of entrenched constitugnorganized interests and the general
popularity of welfare programmes. Outright assaaltsthe welfare state, even under
ideologically highly committed conservative oppotser the Reagan-Thatcher era in
the 1980s is an important reference point heree-thars unlikely. What one can expect,
at best, is hidden adjustment whereby policy-malatiesmpt to introduce cost-saving
measures in less visible welfare items — suchagxpenditures, indexation rules, etc.
— to obfuscate the true impact of their policieo\drd, 1997; Hacker 2002, 2004).
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Open retrenchment, on the other hand, is likelyriger electoral backlash and will

thus be widely perceived to be a politically suatigtrategy.

While the New Politics literature provided valuabisights on the apparent timidity of
many conservative governments, a central piece him ¢lectoral logic behind
retrenchment has been largely overlooked. The numbelectorally succesful overt
retrenchment episodes is simply too high to igresediosyncracies of the political
context of the time and place (Alesina et al, 1988,2; Mulas-Granados, 2006). This
article seeks to revive the New Politics literatine building a bridge between the
qualitatively different nature and the apparerdgctdral viability of retrenchment.
Specifically, a crucial factor that has been unaogreasized, if not ignored, in welfare
retrenchment debates is partisan loyalties. By rpm@ting the idea of loyalties
intothis debate, | point towards an important bleaxeidance strategy that re-election
seeking incumbents can employ.l will argue thatnetghly visible adjustment is
feasible when incumbent governments have a highl let electoral loyalty among
certain constituencies. Relying on what | will gadirtisan bias, these governments will
have an incentive to shift a large part of retreneht efforts onto their core
constituencies in an effort to broaden their eledtappeal by sheltering tradtionally
more hostile constituencies. The notion of partis&s, in times of austerity, can thus
create a Nixon-goes-to-China environment where dke falls on those welfare

programmes where one would least expect.

| will proceed with my argument in the followingstture. After reviewing the current
state of the partisanship-welfare state nexus,isedl will offer a more formal
conceptualization of partisan bias in times of aewist leading up to my hypotheses to
test. | will operationalize my data and measurenmesection Ill. Section IV will offer
an empirical analysis in a time-series-cross-sadt@amework in an (unbalanced) set of

25 OECD countries over three decades. Sectionn¢lades.
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I\VV.2. The partisanship-welfare state nexus in an er of “permanent

austerity”

Literature Review

The role of partisanship in shaping the post-wanseosus in economic and social
policymaking has been long recognized. Left-wingreggoments have been widely
acknowledged as chiefly responsible for ensuridgdmployment in face of adverse
economic shocks, providing decommodification to keos, or expanding social
programmes to the socially weak in an attempt tgat against various sources of
social risks along the life-cycle (Hibbs, 1977; &cls 2001 ; Esping-Andersen, 1990;
Korpi, 1983). As slowing growth, structural unempizent, deindustrialization (lversen
and Cusack, 2000), increased pace of globaliz&wabk and Steinmo, 200dahn,
20061 population aging and other concomitant sociatesses put an end to a period
of welfare expansion in the 1970s, the importanicpastisanship came under closer
scrutiny(Huber and Stephens, 2001).

In his seminal work on welfare-state resilienceha face of an international surge in
conservative powét, Pierson (1994) provides a comprehensive analgsishiow
welfare-recipients managed to block retrenchmefortsfby this ideological wave. The
channels of this logic were twofold. On the one djamature welfare states created
their own constituencies with vast organizationapacity (e.g. the Association of
American Pensioners in the US) that survived thehmdiminished power of trade
unions. These groups managed to garner sufficieptlpr support to block reform
efforts. Secondly, as Pierson’s subsequent workghasize, governments also
recognized the “tremendous electoral risks” oferethment policies (Pierson, 1996, p.
178). Even though their electoral mandate pointechtds welfare cuts, conservatives
simply could not disregard such mobilization capa®f interest groups and the

ensuing electoral verdict if they launched a rddissault on welfare programmes. The

3 The so-called efficiency, or “race-to-the bottohypothesis, however, has been challenged from
different angles (Rodrik 1997; Garrett 1998).

4 During the time of Pierson’s analysis, consenatjevernments reigned supreme in the US (Reagan
administration), the UK (Thatcher-Major premiersg)ipGermany (coalition governments led by Helmut
Kohl) and a number of other countries.
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New Politics literature thus generated two impdrteesearch agendas to pursue for
political economists. First, would permanent auttereally render partisanship
irrelevant on the economic policy-making domain?cddel, when governments
occasionally do engage in retrenchment politics, they doomed to suffer electoral

punishment?

In the decade following Pierson’s theorizing, thesweer to the first question was a
qualified no. Soon after the publication of the N&alitics of the Welfare State

(Pierson, 2001) some of the “Old Politics” facttr@ve staged a spectacular revival.
Kwon and Pontusson (2005), Bradley et al (2003prpKand Palme (2003), Allan and

Scruggs (2004), Swank (2005) have all providedeswig that partisanship continues to
operate in the conventional way. Although a fewiiquies pointed to the instability of

the effect of partisanship over time (Kittel andi@er, 2003; Huber and Stephens,
2001), the bias induced by neglecting the infldntiole of agrarian parties in

Scandinavia (Manow, 2009), the pressure on soemaletratic governments in

corporatist settings to rely on regressive consionpiaxation (Beramendi and Rueda,
2007), the main thrust of the partisanship debate be largely summarized as
“partisanship still matters”. The welfare-state mlagve survived its conservative
assault, but on the margin, left-wing governmenasehappeared its more reliable
defendant nevertheless.

There are doubts, however, about the validity eééh“politics as usual” conclusions of
welfare research. Political sociology has long gmiped the rather dated
conceptualization of what right-wing and left-wirngnstituencies are. Since Hibb's
(1977) influential theory on partisan cycles chaggpartisan constituencies have cast
doubt on the neat alignment of partisan governmaevith issue-priorities. More
specifically, the “decline of class voting” thesis of paramount importance for
partisanship debates. In Hobolt's (2012) summarybottom-up” versus “top-down”
accounts of changing class-voting in industrial deracies, the consensus that emerges
is that due to different sources, class-votingihdsed declined in most countries over
time. Whether due to ideological convergence byigmfEvans, 2000; Evans and Tilly,
2011), or to changes in underlying policy prefeemnacross the electoral space(Clark
and Lipset, 1991; Kitschelt, 1994), the implicatifum contemporary party politics is

one of discontinuity. If traditional party systemssructured by historical cleavages
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(Lipset and Rokkan, 1967) give way to growing sani fluidity, the politics as usual

view of the “Old Politics” accounts on the welfas&te is on a rather weak theoretical
footing. Why should one expect the same partisaerchénants to matter as they used
to when the nature of constituencies underlyingd“®blitics” accounts has undergone

such dramatic changes?

Regarding the expected electoral punishment, thealfiadjustment literature has
produced surprisingly inconclusive findings. Eleataconstraints, as mentioned above,
have been widely posited to act as an ultimate ébi@k governments to engage in
welfare retrenchment. In line with the political dget cycle theoridd these
expectations implicitly assume a fundamentally sip@m and/or deficit-prone median
voter with a de-facto veto power over retrenchnpmiicies. Yet, Alesina et al (1998;
2012) convincingly show that fiscal adjustmentssedes had little, if any, predictive
power on the re-election prospects and within-cyplepularity of incumbent
governments. In a similar vein, Brender and Dra@898) find no direct evidence for
deficits — partly induced by social spending — lrdjgncumbent popularity. Moreover,
as subsequent contributions to this debate havirmad (llera and Mulas-Granados,
2001; Mulas-Granados, 2006; Von Hagen et al, 2002) composition of adjustments
has been a strong predictor of the duration andcénahe political viability of
adjustment efforts: cuts in transfer programmes @rgic wages, in contrast to public
investment cuts and tax hikes, have led to morempeent debt stabilization
programmes. While these contributions are largiéénson partisan dynamics driving
the adjustment efforts, a related study by Aleshal (2006) shows that when faced
with fiscal crises, left-party governments tenditmlertake adjustment earlier than their
conservative counterparts. Not only do these figslisuggest that elections may not
necessarily spell the death knell of retrenchingegoments, but they also potentially

shed light on an unexpected partisan dynamicsagt pl

In fact, when one takes a closer look at thesemebment periods, the frequency of
consolidation efforts initiated by the left is &irnig. While a detailed analysis of
retrenchment periods lies beyond the scope ofpidyier, a few well-known cases bring
the point home. The Swedish Social Democrats lengie in power under the

> This literature is too voluminous to cite heralatail but see Drazen (2008) for a relatively récen
review

143



premiership of Goran Persson following its bankamgl fiscal crisis in the early 1990s,
New Zealand’s Labour governments under Helen Gtathe years preceding the Great
Recession, Britain’s New Labour’'s first term in ioff between 1997 and 2002,
Denmark’s Social Democrat-led coalition governmentthe second half of the 1990s
all saw a significant reduction of social expenditas a % of GDP even when the
cyclical position of the economy is accounted f&ED economic outlook database
92, 2012). Not only were these and other episodesessful in stabilizing public

finances but they also resonated well with the telate who returned these

governments to power in a number of consecutivasioos.

In accounting for unexpected partisan policy-makim@ rational-choice framework, a
number of scholars pointed to the role of expeatatiand credibility deficits for parties
of the left. Cukierman and Tomassi (1998) set dpranal model relying on imperfect
information and credibility deficit to explain a mber of empirical examples provided
by the authors on different policy domdhsAdams (2001) explicitly invokes the idea
of partisan biases to account for the highly vidatature of policy stances by different
political partied”. The underlying idea that governments want to apgéstinguishable
from their rivals because of voters’ partisan baseagain, rooted in the expectation
that the same policies will trigger different elmetl responses when implemented by
different partisan governments. Kitschelt (2001lih¢ in the credibility of opposition
parties as guardians of the welfare state to prediether and how the left can deal
with welfare pressures. Perhaps closest to the thairst of this paper, Ross (2000, p.
164) argues that the left has a credibility advgatan welfare reform because of its
issue-association with welfare programmes thatdees accumulated over more than

half a century:

8 The examples include stabilization and pro-mapkdicies conducted by Latin American presidents
elected on a populist platform as well as landpfesice policies undertaken by hawkish Israeli leader
“The author, however, does not predict “policy leagfiing”, ie the left adopting more right-wing
stances than the right, or vice versa.

144



“According to this logic, rightist parties shouldebmore vulnerable in their
retrenchment efforts than parties of the left—agpleeially so on explosive issues like
welfare reform. The principal psychological meclsaniconditioning voters’ response
to issue-associations appears to be trust—spetifithe opportunities trust provides
for framing retrenchment initiatives in a manneithvoters find acceptable if not

compelling”

As these insights suggest, credibility, partisaases and trust seem to be crucial factors
in welfare retrenchment debates. It also resonadkswith the qualitatively different
nature of welfare retrenchment, as Pierson (199&sdif recognized at the time that
the first signs of Nixon-goes-to-China type of pglaction by social democrats began
to materialize. The theory in the following sectibuilds on this insight by allowing
partisan biases to impact upon how far partisanegowents can go in selling

retrenchment policies to the electorate.

Theory: preference polarization under partisanad®d constituencies

Before incorporating the idea of partisan biasepanties’ strategic positions on a
policy space, a basic conceptualization of permiaaasterity with regards to welfare
preferences of the electorate is in order. Impalgahassume endogenous preferences
by the electorate whereby their preferred welfarevigion takes into account the
possibility frontier defined by permanent auster@pecifically, | make the assumption
that in times of “normal” or “old” politics, electal preferences will point toward an
expansion of multiple welfare programmes. In timoésetrenchment politics, however,
recognizing the trade-off nature of welfare promsielectoral preferences will reflect
the defence of one’s favoured program at the expefnshe other(s).This assumption
chimes in well with the seminal piece by Alesinad d&razen (1991) who elegantly
model a war of attrition game where two constities@ttempt to shift the burden of
adjustment onto the other side. Furthermore, thiker “selfish” characterization of
voters stuck in a redistributive battle for scaresources have been borne out by a
number of different scholars in the social poliggrature (see Busemeyer, 2012 and
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Tepe and Vanhuysse, 2009 with regards to educaaity and public pensions,

respectively®.

More specifically, assume government provides twblig services (or two welfare
programmes) in the political economy: X and®Yvith two distinct constituencies
(group 1 and group 2) benefiting from them. FigiWel is a stylized illustration of the
pre-retrenchment period (left panel) compared &rrfpanent austerity” (right panel). In
the first period, as high growth and low debt levalowed the expansion of the welfare
state without running into financial constraintse two groups are expected to forge an
alliance for the parallel expansion of the prograeantheir preferences are relatively
proximate. One can conceptualize this idea by exdigircular) indifference curves for
two groups of voters: group 1 preferring highervsimn in good X and group 2
preferring higher level of provision in Y. Both gnas, however, are willing to trade-off
X for Y at similar rates at any given combinatiohXand Y. As a result, given the
budget constraint of the welfare state, ideal go/Atand B are relatively close to each
other.

Once permanent austerity hits, the mutual expansfospending programmes gives
way to a distributional conflict between the twoogps under a tighter budget
constraint. Translating this into visual represgata on the right-hand panel,
indifference curves for the two groups are now \aifferent. The most intuitive way to
understand the new scenario is that for group 1a2lgher level of Y (X) is required
to leave it at the same level of utility comparedthe pre-retrenchment scenario.
Alternatively, at any given combination of X andtkge terms of trading off X for Y for
the two groups will be sharply different. As a résgiven the new budget constraint of

the welfare state, the ideal points A’ and B’ vad further apart compared to the pre-

“8 That said, some contending views argue that progre-specific support for welfare policies is far
from automatic (Lynch and Myrskala, 2009)

“9 For illustration’s sake, the two goods can be tfimwf as unemployment programmes for the working
age and pension programmes for the retired populati
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Figure IV.1
Indifference curves and ideal points for two groupsf voters during welfare-state
building (left) and retrenchment (right)

The next step in the analysis is translating thésriutional conflict to a single-issue
space for good X. The incumbent party — labelletbrSsocial-democratic — tries to
optimize its vote share among two groups, its tiaadl core constituency and a target
group that it tries to sway over. The groups agbt in a conflict on the provision of
good X, as the core is interested in the good'siteaance/expansion while the target is
interested in its reduction in order to free upreses for its own preferred program. |
assume the distribution of the two groups alongsihgle-issue space is approximating
a bimodal distribution with the two peaks locatédhee two groups’ “ideal points” of
provision level’. Therefore, in Figure IV.2, the core constituefioy party S has an
ideal preference pointcFThe target constituentyof party S has an ideal preference
point R. The core constituency is the one with prefererioesrds the bottom-right
corner of Figures IV.1 and IV.2 (point B, B*), intheer words who benefit more from
the provision of good Y. The target constituencthies one with preferences towards the
upper-left corner in Figures IV.1 and IV.2 (point A*), in other words who prefer less

provision of good Y to allow for increased provisim good X.

* The assumption of bimodal distribution followsrfi@ stylized restriction of the electoral spacéht®
two groups under analysis; since each group hasaufed program to defend, their preference
distribution, following from Graph IV.1, will be parized around the two ideal points.

°1 | use the notion of target constituency to empteatie idea that in order to increase its electoral
support, the incumbent must make policy concesgmtraditionally antagonistic groups.
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Figure IV.2
The preference distribution of two groups of voterson a single-issue space

The incumbent government party’s vote-maximizirrgtetgy is to find an ideal location
along the issue space (ranging from less to maveigon of good X). The farther it
locates from the ideal preference point of its dteeget) constituency the more votes it
will lose among the respective constituencies. Bipally, | adopt a quadratic loss
function for the vote share the government facek wiminor, but crucial modification.
Building on the logic of partisan bias, | assurhattparty S, the natural guardian of
good X, enjoys positive (negative) partisan biao@agnthe core (target) constituency
because of its historical commitment (or ideolotyy) the core group and its preferred
program, X. In political terms, this idea can bemssed by an asymmetric evaluation
of a policy shift by the core and the target groufpthe government reduces the
provision of good X, the core can expect that dupdrty S’s ties to the core, this shift
doesn't fully reflect S’s true preferences and iif winus revert back to more provision
in the future. In a similar vein, being distrustailS’s true preferences, the target group
will reward S’s shift by a smaller vote gain comgxhto a similar shift undertaken by a
traditionally less hostile party. The vote lossdtion of S can thus be expressed as

follows:
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F(V) =— (P, — Sfa —(S — P,)°B

where 0s<1 and 28>1 are two partisan bias parameters to reflectidha abov#.
The constraints of these parameters reflect thea idat the vote loss function can be
either amplified (by3) or dampened (by) as a function of the relative partisan biases
of the ruling party among the two constituencieg.ninimizing the loss function with

respect to S, the first-order condition gives
av
-2 Ra+Rp) —2(Su+P)=0

Which solves to:

Pca+Pt 3
o+

1) S=

Comparing this result to a party with no partisaasbamong the electorate (ee=

1;, B = 1) the vote loss function simplifies to:
F(V) == (P. = SY=(S — P)°

Which results in the solution of:

_ Pc+Pt

2) §=2

Which leads party S to locate exactly half-way leswthe two groups’ ideal points.

To the extent permanent austerity sharpens the-wHdbetween the provision of two
public goods, one can expect that austerity shtoakger into redistributive preferences
by moving R to the left towards P on Figure V.3, reflecting the target group’s

attempt to safeguard its own preferred programmeWhat happens to S’s vote

2 The range of parametexsandp are constrained between 0 and 1 and 1 and 2,atasge as a matter
of convenience to allow for a symmetric range atblina scenario with no partisan bias among eiher
the constituencies.
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maximization location in response to a one-unitwafd shift of F? Under a
government with no partisan bias among either ef ¢bnstituencies, the result is
straightforward from 2): S follows:By half a unit. However, once partisan bias is

introduced, the impact on S’s new location is gibgntaking the first derivative of 1)
B

with respect to £ resulting in:m.

It is easy to see that given the constraintshef t

partisan bias parameters, this fraction is striet%/ and asymptotically converges to 1

with B going to 2 andx going to 0. In other words, the austerity shockxpected to
result in the greatest move against the core daestty when the incumbent
government has high partisan bias (l@yamong them.

The result of this simple model suggests two hypsls to test in the empirical section
of this paper. The two hypotheses offer two diffiereonceptualizations of permanent
austerity. According to the first (baseline) hypesis, austerity implies a permanent
preference shift for voters (from Figure IV.1 togkie IV.2) as they recognize the
inevitable trade-off between the goods that theeguwment delivers — in the present and
the future. Put differently, voters will permangnélbandon their prior expectation of
welfare consensus on the mutual expansion of welmogrammes and will sharpen
their defence of their preferred programmes. Aléxely, according to the second
(conditional) hypothesis, voters’ preference changd# follow the short-term
exigencies of austerity politics. In other wordsripds of retrenchment will reflect the
preference alignment of Figure V.2, but in timek relative prosperity, regular
preferences will dictate no polarization between tino groups’ ideal points (Figure 1)

and hence no Nixon-goes-to-China effect. Statecernoncisely, therefore:

Hb: Since the mid-1970s, welfare retrenchment iglepl by a Nixon-goes-to-China
logic. Parties enjoying high degree of partisansi@nong certain social groups are

more likely to inflict pain on these groups whemisturing their welfare budgets.

Hc: Since the mid-1970s, governments occasionald ho surrender their
commitments to welfare programmes in their effortstabilize debt levels. Only in
times of retrenchment do we observe a Nixon-go€htoa logic, but when budgetary

exigencies are absent traditional partisan effeminate.
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Operationalizing the partisan bias parameter arigrdnt fiscal periods as well as

introducing our data and measurement will be thgest of the next section.

IV.3. Partisan bias in times of “permanent austeriy”: data and

measurement

As our literature review and theoretical proposisondicated, partisan biases could be
crucial modifying factors in providing room for maguvre for certain political parties
to engage in austerity politics when in governmérte problem of course is that
partisan biases are hard to observe. The simplgstoach would be to rely on
traditional party policy labels as the bulk of peahship debate in welfare state research
has done (Huber and Stephens, 2001, Alan and Sxr2@04). The obvious limitation
of this approach is that as changing partisan doestcies have become of paramount
concern in electoral research, so should our utatedsg of party families. It is not all
that clear, for instance, that today’s social deratic parties still represent the same
social interests as partisan models assumed (HISKB'S,; Alesina, 1987). An alternative
solution would be to look at policy stances of ficéil parties based on electoral
manifestos as a number of welfare scholars have d¢goiKim and Fording, 2002;
Haupt 2010;Ward et al;2011; Finseraas and Vernd¥12tc.). However, it is a highly
dubious assumption whether occasional (written) lem@s on certain issue priorities
automatically translate into partisan loyaltiestthey argument requires for empirical

testing.

| therefore opt for yet another approach whicherebn revealed preferences of voters. |
argue that partisan biases should be reflectedhéydlative appeal of given parties to
social groups. This relative appeal is measurethbyote share parties can expect to
obtain among members of a given social group k&dt the overall vote share in the
population, based on annual opinion data from Eanmieter and ISSP (details in

Appendix 1).
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More specifically, | constructed a group-specifitative support measure(RSP from

here on), which is defined as follows:
_Vgp-Vitp
RSng——th

Where \j, and \f, are the vote (intention) share of party P amongasaroup G and

and its total vote (intention) share, respectivélge logic behind this measure is that
the deviation of group-specific support from ovelpport (numerator) is divided

(standardized) by the overall strength of the pddgnominator). A 5% vote share
deviation from its overall support share is sumlgre important for a fringe party in a
multiparty system than for a catch-all party inwe4party system. Standardizing by
party strength thus ensures that group-specificiatiem from overall support is

measured relatively to the party’s overall strengtbcordingly, the obtained measure
takes on the value 0 when the group-specific supgitare equals the overall support
for the party. It takes on the value -1 when no menof the given group votes for the
party. If the group-specific support is double tbathe overall support, RSP will equal
1°%. Therefore, an alternative reading of partisars sathe extent to which parties are
beholden to certain constituencies measured bydladive electoral support among

them.

With RSP thus defined, the next task is to pin dakesocial groups of interest. One
concern was finding groups with clearly identifiablinterest towards welfare
programmes. Another was size: overly small groless than 5% of the electorate)
electoral support is notoriously hard to reliablgasure in electoral surveys. Moreover,
including small groups in the analysis is also protatic for their likely limited
electoral influence. My choice thus fell on thregbrtant voting constituencies that are

comparable in size (each comprising around 20%ef/bting population): pensioners,

%3 This is a modification of a popular measure indfss voting literature called the Alford Index,
defined by the % of manual occupations voting heiftus the % of non-manual occupations voting left
(Alford, 1963). While the Alfold Index could be mified to allow for more meaningful post-industrial
occupational categories than the crude “manual*n@n-manual” distinction, | argue that there twe
other advantages of this new measure: first,paisy-specific, which is crucial for multiparty sgms
with more than one left parties. Second, it isdsadized, ie. it takes into account the size ofypiar
guestion.

> While in theory RSP can exceed 1 (when the grqgwific support is more than twice of the overall
support) in the empirical distribution of the ca#tas very seldom above 1. Therefore, it is preaitand
convenient to think of -1 and 1 as the lower anpeaugpounds of RSP.
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low-/semi-skilled workers and the working-age maldhnd upper classes. The
identification of pensioners was unproblematic athbsurvey series ask respondents
about their current job status. Identifying theédatwo groups was based on occupation
categorizations in the two survey series (see Appehfor details).

According to traditional partisan approaches, teeoad and third of these groups
should display more or less homogenous party peréss. More specifically the
second group should be affiliated with social deratc parties while the third group
should overwhelmingly support the conservatives ldmetals. Figure IV.4 depicts the
average RSP for workers and the middle-class fsetihree party-types over the time-

span of our analysis.
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Figure IV.4
Average RSP for workers (top row) and the middle lasses (middle and bottom
rows) across their traditional party families*

Workers: Social Democratic/Labour parties
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While the general pattern confirms partisan theahg variation among parties in
different countries is far from trivial. Average csal-democratic/labour RSP for
workers ranges from 0.58 in Luxemburg to -0.3 inv8Bhia. Regarding the middle
class’s alignment with conservative parties, tiR&P ranges from 0.84 in Finland to -
0.31 in New Zealand’s smaller conservative paripetal parties’ middle class RSP is
in the positive territory with no exception, buetfange is still remarkable: from 0.94 in
Belgium to 0.03 for the Canadian liberals. This evidariation calls into doubt the
analytical value of party family labels and suggdsiat even historically similar party
types owe their mandate to a fundamentally diffei@mposition of electoral blocs

today.

Turning to the main dependent variable of our stuaglfare retrenchment, a lively

debate has emerged in empirical scholarship on twowest measure it. Allan and

Scruggs (2004) cogently argue that looking at tldicp parameters of welfare

programmes (replacement rates, eligibility criterie.) is a superior measure of welfare
retrenchment to conventional expenditure data, usscas Esping-Andersen famously
remarked, “it is hard to imagine that anyone stleddor spending per se” (1990, p.21).
Green-Pedersen (2004), by contrast argues that Wwaatbecome known as the
“dependent variable problem” should be resolvea@dryceptualization rather than rules
of thumb. Moreover, critics of spending measureg Starke’s (2006) excellent review
in this regard) often make the valid point thatrgpeg is driven by a number of

structural developments in welfare states, suchgasg, structural unemployment and
deindustrialization (Huber and Stephens, 2001 ;skerand Cusack, 2000).

An appropriate choice of our dependent variabkd the estimation strategy must take
these considerations seriously. For our purposesyever, a number of other
considerations weigh against these arguments., Eissthe welfare regime literature
(Esping-Andersen, 1990, Iversen and Wren, 1998) lbag emphasized, welfare
services constitute a significant part of “welfaféort” in a number of welfare states,
especially among the Nordic/Social-democratic tyf@sce spending data on cash and
in-kind captures these services (elderly care ifaasl for instance) which the welfare
entitlement measures relying on replace rates dpthe former constitutes a more

encompassing and thus more appropriate measurdmese. Secondly, much of the

155



welfare retrenchment debate revolves around thé goaost-containment (Pierson,
2001; Starke, 2006) which, in contrast to Espingl&msen’s famous remark above, is
primarily a spending-related issue and henceepgthenomenab the study of interest
as he argued (1990, p.19). In other words, if aimary object of interest is welfare
retrenchment in the context of (permanent) augtegpenditure outcomegser seare

of high conceptual relevance for this study. Orelated note, a lot of retrenchment
reforms do not directly impact on the welfare ofreat beneficiaries (a rise in the
retirement age would be a typical example) and édedoc not show in current
expenditure outcomes. However, since my constitydased partisanship measure
(see the foregoing discussion) relies on curreneheiaries of welfare programmes, it
is important to prioritize those reforms in my engal measures that actually affect
these groups (e.g. changed pension indexation fajmbBxpenditure measures go a
long way in taking this consideration into accouhhirdly, in response to the valid
concern on demand- as opposed to policy-drivendipgnoutcomes, careful control
variables (see a more detailed discussion below)thase structural drivers (the
population share of the elderly group with regaadpension spending for instance) are
easily available and applicable for quantitativalgsis, allowing the researcher to clean
the estimate of theoretical interest of the contbng effect of these structural driving
forces. Last but not least, expenditure data delyiavailable, expanding the empirical
horizon to countries and time periods that are ¢mtered by the commonly used

entitlement datasets.

Accordingly, | chose programme-specific expendittia¢éa as the dependent variable of
interest. As previously mentioned, one of the maonsiderations in defining social
groups was to clearly align them with welfare pesgmes where they have a vested
interest. For the first group, the pensioner pdjuta old age pension expenditure is an
obvious program that satisfies this criterion. Wayskface a number of risks along the
life-cycle so it less obvious which program theg amnost prepared to defend. | argue
that given the occupation categories that constittliis group in this study,
unemployment is probably the most prominent of ehessks: a shrinking
manufacturing base in advanced economies, glolmapettion, structural employment,
dualized labour markets (Rueda, 2005) etc. all sgghis low-skilled group to the risk
of job loss (Rehm, 2011). I thus chose unemploynbentefits as the core program of

workers. The middle and upper classes’ welfarerésts is by itself a problematic
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notion, because being located at the upper endhefincome echelon, they are
predominantly net contributors to redistributiveogramme¥®. The main reason for
their inclusion in the study is to see whether theoretical expectations can be
extended to the financing side of the welfare stdence | included total tax revenues

as the middle class’s main redistributive interest.

In addition to these core measures, | also addptoader measure for the first two
groups that take into account other welfare prognasthat are potentially relevant for
their interest. For pensioners, the broader measwledes health expenditure and
survivor benefits. The elderly are frequent usefshealthcare facilities, regular
consumers of subsidized drugs as well as the manefltiaries of survivor
programmes. For workers, these complementary pmoges largely address what the
welfare state literature identifies as “new sociaks” in the post-industrial economy
(Hauserman, 2010; Bonoli, 2005): measures to figintictural unemployment by
activation policies, family policies to ease wonsentry and re-entry in the labour
force after child-bearing and so on. | thus inchidective labour market policies,
incapacity and family benefits because these mdig@rimarily target working age
individuals. Given their relatively low-income siaf family and incapacity benefits are
probably important complements to workers’ inconspegially when faced with
temporary income loss due to sickness, materniigvpay leave, etc. Active labour
market policies in turn can increase reemploymepbatunities for workers faced with
a high risk of job loss and a generally higher psé&file in their sector of employment
(Cusack et al, 2006).

To summarize, the core dependent variables of dsteare old age pensions,
unemployment benefits and tax revenues for pensomerkers and the middle-class,
respectively. The broader measure for the first twoups will additionally include

health care expenditure and survivor benefits femgmoners and incapacity, family

benefits and active labour market policies for vensk

*° Some authors, however, drew attention to the arme rather than the redistributive functions of
welfare programmes to highlight the fact that tlie functions offer different expectations on the
distribution of welfare interests (Moene and Wa#ltein, 2001; Kenworthy and McCall, 2008)
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The final variable of main interest to discusshe fiscal consolidation variable. The
second hypothesis addresses the possibility teagrid of “permanent austerity” should
not be taken as a coherent whole but rather asi@adieefforts to stabilize/bring down
debt levels interspersed with times with less pres®n public budgets. There is, of
course, considerable cross-national variation adl we the extent to which

characterizing the last three to four decades amaeent austerity is appropriate.
Recognizing this heterogeneity | followed Alesimalardagna’s (2009) approach who
identify large fiscal efforts by changes in the lmally adjusted primary balance of the
general government (capb). Specifically, they ssjgatheir empirical sample into three
periods: 1) consolidation periods, where the captreiases by more than 1.5% of
potential GDP; 2) expansion periods, where the chpps by at least 1.5% of potential
GDP 3) “neutral” periods in between. While the 1.3Bteshold, as any other, is
admittedly arbitrary, the advantage of this relavhigh threshold is to rule out
idiosyncratic and one-off changes in the fiscahsta Setting the threshold high allows
the researcher to pin down periods where changdseirfiscal stance most probably
result from well-designed and adequately prepadidypactions of the government. In
addition to measuring adjustment periods througsehconsolidation and expansion
dummies, | also introduce the capb variable in atinaous form to test my second

hypothesis in a linear form.

In addition to the main variables of theoreticaknests, a number of control variables
will be essential for the analysis. Most importgntructural developments driving
program-specific expenditure outcomes have to beectly specified. First, as
expenditure data is expressed as a % of GDP, GBWtlgrthas to be accounted for to
take into account the denominator effect. Moreogeowth has an indirect effect on
expenditure data as the cyclical position of thenemy affects the pool of
beneficiaries of welfare claimants. For the finaugcside, it is well known that much of
the tax intake (both direct and indirect taxeshighly sensitive to cyclical swings in
economic growth. Secondly, unemployment will beetaknto account for the worker-
related specifications because it increases thé gdoenemployed, directly impacting
unemployment benefits and indirectly other welfaxpenditure for the working age.
Unemployment can also exert a detrimental effegbulic revenues, in addition to the
effects of growth, by shrinking the direct tax has¢ence | also included the

unemployment variable for the tax specifications:. pensioners-related expenditure, in
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turn, aging will be controlled for in the form dfe % of elderly (people aged above 60)
in the population. In addition to these structudtaVelopments, a political party family
control will be used to disentangle the effects paftisan biases (RSP) from the
traditional effects of ideology (party families)ltAough the descriptive analysis above
has shown that RSP is by no means just an equivaleasure for party family labels, |
nevertheless control for party families to purge tbstimates from the possibly

confounding effects of ideology.

In addition to these controls, a number of furthariables could be of potential
theoretical interest. One a common theme in thiéaveeretrenchment literature is the
varying degree of leeway different incumbent goweents have in enacting policy
change (Obinger, 2002; Tsebelis, 2002, Bonoli, 20R@1arge number of veto players —
coalition partners, second chambers, presidengi gtc. — can create policy deadlock
even when the government’s partisan leaning (.cdnstituency composition) is
otherwise favourable towards welfare retrenchmetgnce | included a political
constraint index (POLCON Ill) index (Henisz, 200&), popular composite index
ranging between 0 and 1 to capture the politicalstraint that a government faces at
any point in time. Furthermore, another importdrénte in the welfare retrenchment
literature is the impact economic integration atabglization have on welfare state
stability. To adjudicate between two competing raion the directional effect of
globalization in the empirical literatute I included a sub-component of the popularly
used Dreher index that captures economics flows rasttictions on movements of
goods, services and capital (Dreher, 2006). Finaliycluded an EMU dummy to pick
up the potentially constraining effect of the cag union on public budgets and hence
on welfare programmes. However, none of these iaddit control variables were
remotely close to achieving statistical significanc any of the models so | discarded

them from the final analysis.

Before proceeding to the empirical analysis of #rigcle, a final note on the partisan
variables is in order. The welfare state literata® a rule, measured incumbency by
incorporating all parties holding cabinet portfaliorhis is warranted on the grounds
that government portfolios offer the primary tofds parties to affect policy. It is not

" See Meinhard and Potrafke (2012) for an excefianimary, literature review and empirical re-
examination of the so-called “efficiency” and “coemsation” hypotheses.
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all that clear, however, that a numerical (%) measaf junior coalition parties is
appropriate to determine their influence on welfdeeisions: a small coalition partner
controlling the environmental and the transport istig, for instance may have
considerably less policy-making power than one rabliig welfare-related portfolios.
Focusing on the leading government party is thgsiasly a safer choice because the
control over the premiership and the finance mipi8t(typically the case for large
senior coalition members) gives the leading padgpsaerable, if not predominant
leverage in acting according to its own welfarefgnences. Moreover, the clarity-of-
responsibility thesis in electoral research (Powaatld Whitten, 1993; Duch and
Stevenson, 2008) has consistently shown that sgaidies are held more responsible
for electoral outcomes, hence their strategic itiges for Nixon-goes-to-China policy-
making should be also sharper. Finally, reliablyaswing group-specific RSP from
electoral surveys is extremely difficult for smpHrties due to the limited (sub)sample
size. Although the omission of coalition partnenewd be kept in mind as a possible
limitation, these considerations suggest that fimguen leading parties is a reasonable
choice.

I\VV.4. Empirical analysis: Nixon-goes-to-China in tmes of welfare

retrenchment

To begin the discussion on specification issuedHerempirical analysis, | lay out the

general time series-cross section model to be astotaking the general form of:

Yit =Po +Z’fﬁk*xk +ooit+ L+

%8 Although traditional models on portfolio allocati¢Laver and Shepsle, 1990) assumed a great degree
of ministerial autonomy, a large number of coustti@ave taken radical steps towards strengthenang th
role of finance ministers in the allocation of pukdlunds (Hallerberg et al, 2009)
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Where Y is the endogenous (dependent) variable of the m3Hgbk * Xk is a vector
of k regressors (may or may not including laggepetielent variable(s) to account for
dynamics),u;, [ are unit- and time-specific intercepts afdsean observation-specific
error term. The observations are taken from a sawip25 OECD countries — including
5 new member states of the European Union — ovee than 3 decades (1975-2007)

that largely covers the period of “permanent aitster

The first concern that immediately arises is to wwetent the main variable of our
interest, RSP can be regarded as exogenous sthéhateak exogeneity assumption —
E(Xiter) = 0 — holds. If that assumption is violated, éstimated parameters of interest
will be biased. Theoretically, we have strong exgion to assume that the
contemporaneous RSP and expenditure data are myuémalogenous, as the relative
party support among different constituencies mayy veell depend on welfare
spending decisions. To circumvent this possiblyeseendogeneity bias, | “fixed” my
RSP measure to the year that a new government clonpesver. For the entire term of
the incoming government, the group-specific RSP msflect the preceding four years’
average of the RSP measure at the beginning ofetng€’. This static RSP measure
along the government term can thus be understocefleet the constellation of relative
support levels by groups that the government owssniandate to. It may still be
guestionable whether the prior RSP observationgx@wgenous (if a party’s rhetoric in
opposition, for instance, turns against a spengimgram, the beneficiaries may turn
against the party even before coming to power), rhaasuring RSP from the pre-
incumbency period is a theoretically informed way ¢apture the notion of a
government’s “electoral mandate” and goes a lony waaddressing endogeneity

concerngt.

% |In practice, program-specific expenditure dataviailable from 1980 only, so that serves the stgrti
point for all panels. Moreover, for some of the ©wigs in the sample have different availabilities
expenditure data and electoral surveys, resultiraniunbalanced panel for the analysis.

% Taking a four-year average as opposed to jusaineal observation when the government comes to
power helps to reduce sampling error which woulsepgerious problems if RSP was measured based on
a single electoral survey. The four-year movingrage RSP series are thus considerably smoother than
the very noisy “base” series. The window of fouthea than some other moving average window was
chosen to reflect the length of a typical electaosalle.

®Moreover, to the extent that a positive endogertgidg may still be present in the estimates
(expectations of program-specific cuts resultingpimer relative group-specific RSP), the estimated
negative coefficients will understate the true effeather than inflate it.
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A second important theoretical consideration is fimgctional form of the dependent
variables. While level specifications are usuatiierpreted as models predicting “long-
run” effects, first-difference specifications aretter suited to capture “short-run”
dynamics. For our purposes, it is the latter aspisatt we mostly care about: to what
extent do incumbent governments adopt retrenchmpeinties — often in the face of
financial pressures to take urgent decisions — afuretion of their electoral
constituencies. Moreover, as Kittel and Winner @08@iscussed in their re-analysis of
Garrett and Mitchell’s (2001) public expenditurg¢ajahe level form of these series can
be often non-stationary with a coefficient of theaegressive term being very close to
unity. First differencing the dependent variablesttalso has a technical advantage
wherein the risk of running spurious regressionsnigimized. As for the structural
predictors (old age ratio, unemployment and growhe)first two of these entered with
a first-differenced format in the specificationst Ibleft growth — which is theoretically
speaking a “change variable” itself — in its le¥®m to control for the denominator

effect. The political variables (RSP and party s)peere introduced in levéfs

The first step of my estimation strategy was teestigate unit (and time) heterogeneity
by testing for inclusion of fixed effects;(@nd p) in the models. If unobserved unit-
/time-specific characteristics — and hence theretgoms — are correlated with our
regressors, the estimated coefficients will suffem omitted variable bias. However,
in the absence of this source of bias, a randoetcttfmodel is preferable as it allows
for more precise (more efficient) estimates. Firdbegan with the inclusion of time-

dummies because of well-known periods of time-dmechocks (e.g. Maastricht

process) that simultaneously affected many countrighe sample. Predictably, an F-
test on the joint significance of these time duna(j®<0.001 in all cases) allows us to
convincingly reject the null hypothesis of no tiseecific effects. As for unit-

heterogeneity, F tests for different dependentabdes and models provided mixed
results: for unemployment benefit programmes, fatance, there is no evidence for
unit-specific effects; for tax revenues, the jaffect of country dummies is marginally
significant; for old age spending, the effect ighly significant. | thus proceeded to a

set of Hausman tests to check whether the moreiexffi random effects estimator is

%2 Unlike with the structural variables where itfigoretically justified to expect that “changes driv
changes”, political variables have a different togjovernment continuity — hence non-changing RSP
and party family variables — is very well compagilith changing expenditure outcomes.
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also consistefit (the HO of the test). These tests unambiguouslicited that where
unit-specific effects are present (e.g. for old-apending), these effects are not
correlated with the regressors, hence the omisefofixed effects to gain a more
efficient random effects estimator is warrantedatT$aid, | will provide fixed effects

specifications as robustness check in sectionexamine the stability of the findings.

With these random effects specifications — withetidummies — as our benchmark, |
proceeded to test for violations of the standardssaviarkov conditions(Beck, 2001)
under which regular standard errors of individuzfticients may be severely inflated,
yielding invalid test results. The first possibleusce of these violations is panel
heteroskedasticity whereby residuals from diffeygamels have unequal variances. This
is a highly plausible scenario because countrigés higher levels of program-specific
spending are expected to display higher fluctuati@mnual changes) around the mean.
These expectations were confirmed both by a visugpection of residuals (large
differences across units) and a modified Wald-telsich strongly rejected the null
hypothesis of homoskedastic errors across units0.084). Proceeding to the
covariances of the residuals, valid standard erstimates require independence across
the rows in the variance-covariance matrix of threors (no contemporaneous
correlation) as well as in the columns (no autagation in panels). Based on a Pesaran
test, most of the models appear to be contaminlayedontemporaneous correlation
(test results are provided in Appendix 4). Firsdesrserial correlatidfi, on the other
hand was detected only in the unemployment begefies, indicating that changes in
unemployment benefit programmes have a high degjréstickiness”. In other words,

a given change in unemployment benefit schemeakakly Ito entail a similar change in
the next period. To model this feature of the unleympent benefit data, | included a
lagged dependent variable in the specificationgré&esing residuals on past residuals

after this LDV specification showed no remainingaecorrelation in the data.

% The more technical null hypothesis that the Hausspecification test tests against is whether ttie u
(country-) specific effects are correlated with tegressors, which would render the random effects
fully pooled OLS estimates biased (Bartels, 2008).

A Wooldridge (Lagrange Multiplier) test was usedést against the null hypothesis of no first orde
serial correlation in the data.
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Equipped with these diagnostic restitsl estimated the random effects models
correcting for panel-heteroskedasticity and crasdignal correlation, using panel-

corrected standard errors as suggested by BecKa@zd1995) as a superior alternative
to the FGLS-based Parks method.

Table IV.1
Models explaining old-age spending in OECD countrisf
Baseline Extended Interactive | Interactive
RSP_pensioners -0.215 -0.249 -0.343 -0.204
(2.79)** (4.37)%* (4.71)%* (5.23)**
growth -0.042 -0.038 -0.045 -0.043
(3.32)** (3.39)** (3.82)** (3.67)**
Aoldage 39.712 39.261 36.847 37.266
(5.57)** (4.19)*** (4.21)%* (4.79)***
conservative -0.061 -0.046 -0.048
(1.49) (1.10) (1.27)
christdem 0.044 0.049 0.041
(1.44) (1.50) (1.27)
liberal -0.002 -0.001 -0.003
(0.04) (0.02) (0.06)
other -0.100 -0.083 -0.077
(2.34)* (2.15)* (1.91)*
Consolidation -0.072
(1.68)*
Expansion -0.011
(0.25)
RSP_pensioners*Consolidation 0.238
(2.19)*
RSP_pensioners*Expansion 0.854
(4.50)***
Acapb -0.020
(2.45)
RSP_pensionersAcapb -0.091
(2.54)*
R 0.19 0.21 0.25 0.25
N 489 415 392 392

p<0.01* p<0.05; ** p<0.01***

1The coefficients are random -effects estimateb wiset of time dummies (panel-corrected standaotisein parentheses).

Table IV.1 summarizes the main findings on old-agmgending (time dummies
suppressed from this and all subsequent outputsg. Baseline model shows that
structural variables are important determinantspénding outcomes: higher growth
and a larger increase in the ratio of the eldedgreases and increases the share of

output devoted to old age expenditure, respecti@ycontrast, the Henisz index, our

% All diagnostic test results are provided in Appiendl
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proxy for veto players in the political systemsgd dot achieve statistical significance in

any of the models hence | omitted it from the fiaahlysis.

The main variable of interest, pensioner-specifiSPRis highly significant in the

expected (negative) direction. Looking at the ed&zh model with party family

controls, the only noteworthy finding is the nogrsficance of most party family

variable§®. Only the “other” category (comprising very fewsea where the leading
party did not belong to any of the four major paf@ymilies) displays significant

differences compared to the benchmark, social-destioccategory. Introducing the

interactive models, the estimates largely lend etppo the second hypothesis.
Regarding Alesina and Ardagna’s (2009) approaah RBP variable’s marginal effect
in different time periods are depicted on FigureSIVThe point estimates of the RSP
variable are negative in both neutral and consttidaperiods, consistent with the
conditional hypothesis, but turn positive in tin@sfiscal expansion. In other words,
only in times of relative prosperity do incumbeméward their own constituencies
while in more austere periods, the Nixon-goes-tm&leffect holds.

Figure IV.5
Marginal effects with point estimates and 95% confience interval for the
RSP_pensioner variable under different fiscal stares from Interactive model |

—
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marginal effects of RSP on welfare retrenchment
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Consolidation Neutral Expansion

% Social democratic parties were omitted as theeefee category in all models.
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The same pattern emerges from the second integatibdel where the capb variable is
interacted with the RSP measure in a continuous.féroint estimates and confidence
intervals for different annual changes in the cappbshown on Figure IV.6. Once the
annual change in the capb is greater than -1 anpial GDP, incumbents with higher
relative support among pensioners cut old-age spgnahore (expand it less) than

incumbents with lower relative support among pemsis.

Figure 1V.6
Marginal effects with point estimates and 95 % conflence interval for the
RSP _pensioner variable under different fiscal starnes from Interactive model Il

0

Marginal effects on welfare retrenchment
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Proceeding to unemployment benefits programmes]eT@lh.2 presents the main
findings. Since we are including the lagged depehdeariable among the set of
regressors to take into account autocorrelationdymémics, the coefficient estimates
now have a slightly different reading. The estirdia the exogenous variables only
provide the instantaneous effect; to understandahg-run effect, one has to take into
account the effect of the regressors on the patiplstment process in the dependent

variable via the autoregressive term (Kittel andnkér, 2005). The long-run

relationship between X and Y will be given blio_@:;—lwhereﬁz andp, are the estimated
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coefficients on the exogenous and the autoregmessim, respectively (Beck and Katz,

2011).

Table IV.2
Models explaining unemployment-benefit spending IOECD countriest
Baseline Extended Interactive | Interactive I
L.Aunemploymentbenefits 0.303 0.337 0.292 0.295
(7.43)** (11.09)**=* (9.79)*** (9.59)***
RSP_workers -0.046 -0.062 -0.127 -0.063
(1.79)* (6.02)*** (8.03)*** (4.41)**
growth -0.008 -0.002 -0.005 -0.005
(2.07)* (0.60) (1.11) (0.99)
Aunemployment 0.055 0.054 0.057 0.058
(6.41)* (9.91)** (9.41)+ (9.32)%*
conservative 0.037 0.032 0.033
(3.73)*** (3.32)*** (3.21)***
christdem 0.029 0.033 0.031
(2.82)*** (3.45)*** (3.01)***
liberal 0.064 0.065 0.064
(4.66)*** (4.64)*** (4.56)***
other -0.044 0.037 0.032
(1.46) (1.14) (0.88)
Consolidation -0.011
(0.80)
Expansion 0.041
(2.26)*
RSP_workers*Consolidation 0.124
(2.66)***
RSP_workers*Expansion 0.281
(3.05)**
Acapb -0.003
(0.68)
RSP_workers#Acapb -0.007
(0.44)
R 0.47 0.48 0.54 0.53
N 472 397 375 375

p<0.01*p<0.05; ** p<0.01*+*

T The coefficients are random -effects estimateb wiset of time dummies (panel-corrected standacdsein parentheses).

As it can be seen from table 1V.2, in all three msdhe effect of worker-specific RSP
is statistically significant in the expected dirent (albeit only marginally so in the
baseline model). The long-run relationship betwB&P and the dependent variable,

however is considerably greater than the pointregs. Calculating from the extended

model, for instance%implies a long-run effect of -0.09% of GDP, augmegtihe

short-run (instant) effect by a factor of 1/3. Ither words, while moving from an
incumbent with -0.5 RSP among workers to one with &mong them implies an

instantaneous cut in unemployment benefits amogritn0.06% GDP, the full effect
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felt over the years (assuming unchanged incumbandyvalues of other variables in
the model) increases to 0.09%. In contrast to thesion models, the party family
variables are significant at the 1% level with thaprising finding that christian-
democrats, liberals and conservatives all cut tiegnam less (or expand it more) than
their social-democratic rivals. That said, the MNibgpes-to-China phenomenon holds
even after controlling for these party familiese tlRSP coefficient, if anything,
increases in size and significance when party famdre taken into account. Similar to
the pensioner models, while structural variablesgrewth and the change in
unemployment rates — are highly significant in theected direction, the political
constraints index as a proxy for the political ogpoity space to enact retrenchment is

non-significant and therefore | omitted it from tin@al specifications.

Turning to the interactive models, a qualitativedynilar pattern emerges to the
pensioner models. Figure IV.7 shows the point ests and 95% confidence interval
for the RSP_worker variable under different fissa@nces. Again, the point estimates
suggest that only during times of fiscal expansimnincumbents reward their low-

skilled working age constituency when they enjoghhrelative support among them.
That said, the estimate marginally falls shortighgicance at the 5% level. The point

estimate is slightly below 0 during times of condalion and is both substantially and
statistically highly significant in neutral time®n the other hand, no interactive effect
is found in the second interactive specificatiomile/the interaction between the capb
and the RSP variable is signed in the expectedativey direction, the point estimate is

very close to 0 and non-significant.
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Figure IV.7
Marginal effects with point estimates and 95 % conflence interval for the
RSP_worker variable under different fiscal stance$rom Interactive model |
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Turning to the financing side of the welfare states third set of models tests the
middle class’s affiliation with the leading incunmteparty as a possible determinant of
tax changes. Here we are reverting back to a stpgcification as no autocorrelation
was detected with the diagnostic tests. Table Bi@ws the model estimates.
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Table IV.3
Models explaining tax revenues in OECD countriest

Baseline Extended Interactive | Interactive Il
RSP_middleclass 0.075 0.049 -0.105 0.030
(0.79) (0.37) (1.12) (0.45)
growth -0.133 -0.148 -0.080 -0.091
(5.12)*+* (5.73)** (3.61)** (4.17)x+*
Aunemployment -0.276 -0.292 -0.235 -0.239
(7.07)x+* (9.40)*+* (9.03)*+* (8.42)*+*
conservative -0.083 -0.122 -0.132
(1.14) (1.65)* (1.84)*
christdem -0.086 -0.112 -0.130
(1.06) (1.60) (2.07)*
liberal -0.164 -0.169 -0.185
(1.76)* (2.03)* (2.34)*
other -0.227 -0.271 -0.301
(1.32) (2.69)*** (3.09)*+*
Consolidation 0.772
(8.78)***
Expansion -0.806
(8.90)***
RSP_middleclass*Consolidation -0.109
(0.50)
RSP_middleclass*Expansion 1.051
(3.82)***
Acapb 0.212
(13.67)**
RSP_middleclasgtcapb -0.151
(2.89)***
R 0.21 0.23 0.35 0.32
N 601 514 474 475

p<0.01* p<0.05; ** p<0.01***

1The coefficients are random -effects estimates wiset of time dummies (panel-corrected standaicisein parentheses).

Compared to the two welfare programmes, the Nixoesgo-China hypothesis
receives much weaker support on the revenue side.estimated sign of the middle
class-specific RSP is positive (larger increaseshentax burden under middle-class
parties) as predicted but the effect is substaiytigenall and non-significant. The
structural variables, as in the previous modelbalse according to expectations: higher
growth and lower unemployment increase tax reventies coefficients for the party
family variables from the extended model do notieah significance with the
exception of liberal parties that seem to cut taxese (raise them less) compared to
social-democrats. Even this coefficient, howevsrjust marginally significant at the
10% level. Turning to the interactive model, weeige opposite patterns to what we
have estimated for core welfare state recipienéngjoners and workers). From both
interactive models, it seems that middle classgmghelter their constituency from tax

hikes compared to other parties in times of codatibn, albeit the point estimate is not
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significant. Moreover, in times of fiscal expansiancumbents with high relative
support among the middle classes increase the wadeb more (cut it less) than
incumbents with less support among this group (féigly.8). In other words, in

contrast to our conditional hypothesis, it is tinmsfiscal expansions, rather than
austerity, when middle-class parties seem to epalaties that are less favourable to
their core constituencies. The same conclusionlteestom the second interactive

model when the capb variable is introduced in dinaous form (Figure 1V.9).

Figure 1V.8
Marginal effects with point estimates and 95 % conélence interval for the
RSP_middleclass variable under different fiscal staces from Interactive model F
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*Point estimates and 95% confidence intervals apgated for the three episodes separately
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Figure 1V.9
Marginal effects (in % of GDP) with point estimatesand 95 % confidence interval
for the RSP_middleclass variable under different §cal stances from Interactive
model Il
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To sum up our findings thus far, plenty of eviderice the baseline Nixon-goes-to-
China hypothesis () has been found. Most importantly, in all our misden the two
core welfare programmes, high relative support agntimee main beneficiaries is
associated with deeper cuts (smaller expansion$eimespective programmes. For the
financing side of the welfare state, however, witie estimated signs do point in the
right direction, the statistical evidence has beeak. As far as the conditional version
of the Nixon-goes-to-China hypothesisg ks concerned, the evidence holds, albeit in
varying degrees, for the core welfare clientelemgmoners and workers. By contrast,
the middle-classes seem to fare worse during inemtstthat are popular among them
in times of relative prosperity (fiscal expansions)y, contrary to what the conditional

hypothesis predicted.

Do these findings extend to a broader understanalirgyoup-specific interests? As a
first robustness check of our prior results, th@eanodels have been re-estimated for
the broader welfare categories for pensioners aoxkexs, respectively. For welfare

programmes representing a broader set of pensian&sest — including health and
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survivor benefits — the results (shown in Appen2)X are not qualitatively different
from the core model® The size of the estimated coefficients is lar¢@obably
reflecting the larger size of this broader set migpammes) and they are significant at
the 5% level in all the models. Moreover, both ratéive models indicate an almost
identical pattern on the conditioning impact of tiwcal stance to the core models.
Turning to workers-related programmes, the basetioeel provides similarly strong
evidence for the first hypothesis as the core n®dal. In the extended model, when
party family labels are included, the estimatedffatent for workers’ RSP now falls
short of significance at the 5% level (howeversitstill significant at the 10% level).
The interactive models, on the other hand lende ligupport to the conditional
hypothesis: the point estimates are below O intlaike types of fiscal episodes.
Similarly, in the second interactive model, whilee tpoint estimate of the interaction

turn is in the expected (negative) direction, ilisféo achieve statistical significance.

Returning to our core models, a further round dbusiness check examined the
stability of the estimated coefficients after fixeflect estimations. As the tables in
Appendix 2show, the substantive results hold afstricting the analysis to within-

country variation under the fixed-effect estimatéfe estimated size of the RSP
coefficient is halved in the pension models bul sithieves significance at the 5%
level in the extended model. The worker-specificPRS practically the same in size
and significance terms compared to the random-sffestimates for unemployment
benefits. Finally, the tax models’ RSP coefficiéot the middle class even increases
compared to the random-effects specifications kilt flls short of statistical

significance with the partial exception of the Hememodel where the middle class’s
RSP is marginally significant at the 10% level. fas as the interactive specifications
are concerned, the general patterns and the dtrasfgthe statistical evidence are
broadly similar to the random effects models. #rss, therefore, that our main results
obtained earlier are unlikely to be driven by oedttountry-specific characteristics that

the random-effects models failed to capture.

7 Marginal effects plot for models on the broadesrsfing items are available upon request

% Contrary to the core models, | was now unableject no first-order serial correlation with thiswm
dependent variable (p<0.05). | thus included adadgdependent variable which, however, did not
substantively change the coefficients of interest.
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IVV.5. Conclusions

How partisanship shapes welfare preferences oéréifit incumbent governments has
long been one of the primary interests of welfaatesscholars. Electoral considerations
in most of these accounts have been implicit att bei$h highly pessimistic
expectations: welfare state retrenchment shouldinberently unpopular so even
conservative governments with a clear electoral datnoften shy away from it. My
paper has offered an alternative view which attentptbridge the gap between these
expectations and contrary findings of the fiscgusinent literature. Building on the
qualitatively different nature of retrenchment piof inspired by the New Politics
literature, | argued that once partisan biasesnuoktiifferent governments are taken into
account, one can make sense of high re-electiorbapitities of retrenching
governments. Specifically, | set out to test th@dtkiesis that high relative support
propensity among certain social groups leads tpafteeuts (more limited expansions)
of welfare programmes that primarily serve theregés of these groups. My analysis
extended the same logic to the financing side ®efiblfare state as well to test whether
middle-class parties are better positioned to rdesees in times of “permanent

austerity”.

Our findings from a set of 25 OECD countries preddtrong support for the baseline
hypothesis (l5). Over recent decades, high relative support anp@mgioners have, on
average, been associated with deeper cuts (moitediraxpansions) in public pension
programmes on the one hand and in a broader setltdre entitlements — health care
and survivor benefits — on the other. A similart@at has been found for welfare
programmes that primarily benefit low-status wogkege individuals. A high relative
support propensity among them has been assoc@ateverage, with deeper cuts (more
limited expansions) in unemployment programmesheone hand, and in a broader set
of welfare programmes — family benefits, incapabignefits and active labour market
policies — on the other. Much weaker evidence e found on the financing side of
the welfare state: although high relative supportoag the middle classes is, on
average, associated with larger increases in tegntee in our sample, the statistical

evidence for it has been too weak to infer anytluogclusive about it.
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A second hypothesis @Hinvestigated whether this effect is uniform owane or
whether it holds only in periods when retrenchmeneissure is perceived particularly
acute. On the balance, the evidence have been nmxbts regard: for our core welfare
measures — unemployment benefits, and old age greresipenditure - during fiscal
expansions incumbents appear to compensate thegr amstituencies for painful
policies they inflict on them in hard times. If @hyng, however, the opposite pattern
seems to hold for the financing side of the welfatate, which presents new and

intriguing research agendas ahead.

In addition to these main findings, one importaonhtcbution to the welfare state
debate that this paper had to offer was a recoraida of partisanship. In the models
that controlled for party family labels, the estied impact of group-specific support
propensity has been at least as strong as in #&i@ models. Taken together with the
descriptive patterns offered in an earlier sectbthis paper, we can confidently state
that traditional party family labels lump togetteehighly diverse set of parties as far as
their underlying electoral constituencies are comeg. It would be thus fruitful for
future empirical investigations of partisanship tike into account this electoral

heterogeneity both across and within party families

A second conclusion — in the footsteps of Sche[R@L2), among others - that follows
from this is the need for a more disaggregated \oéwhe welfare state than has been
often the case in many empirical works. Highly a&ggte variables, such as social
spending or general government expenditures givetkesguidance for times of severe
budgetary trade-offs when the expansion/maintenan@e given social program may
inevitably entail cuts in another one. The evolutixd program-specific spending (or the
institutional parameters — eligibility criteria,placement rates etc. — that define the
functioning of the program) is therefore more cande to gaining a fine-grained

understanding of welfare state politics.

Finally, the obvious next step that my argumentscadr is the investigation of the
micro-level dynamics of welfare programmes. Speally, the individual-level
determinants of vote-switching between electionsinduretrenchment would offer

valuable insights into the understanding of pamtiseses among the electorate.
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Appendix 1

Construction of RSP series

As indicated in the text, RSP for the three sogralups for a given party for a
given year was defined by RgP Vg\‘;—;;/tp. The categorization of respondents into the

three social groups of interest were based on tineeg questions on respondents’
occupation/and or job status. From the Eurobaronsdes | classified respondents
into pensioners (answering “retired” to the sunayestions), workers (answering

“manual skilled worker”, “manual unskilled workea&hd “other unskilled worker”) and

middle-class (answering “employed professionalgiofessional”, “general or middle

manager”, “business owner” and “shop owner”). TI&SP series allowed a more
systematic classification of respondents relyindldd-ISCO (4 digit) categories where
higher categories indicate lower “status”. This wasss-validated by comparing self-
reported family income across the major occupatigraups.

Accordingly, workers comprised the last 3 of the&n categories.
7) Craft and related trades workers,
8) Plant and machine operators,
9) Elementary occupations.
| classified the first 3 of the main categorie®imiddle class respondents:
1) Legislators, senior officials and managers
2) Professionals

3) Technicians and associate professionals

Finally, pensioners were classified by another syiguestion on occupation status.
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The general rule | followed to ensure as much c@scy as possible is to use
the Eurobarometer trend file from its beginningiluts end in 2002 (vote intention
guestions were interrupted in that year and sulegdturobarometer surveys did not
include that question). Following 2002 | switchedthe ISSP files. For countries that
had little or no Eurobarometer coverage | exteritiedSSP series further back in time

until the earliest observation (generally in thdye@0s).

Appendix 2

Output of robustness checks

Table IV.4
Models explaining a broader measure of spending repsenting pensioners’
interest in OECD countriest

Extended Interactive | Interactive
L.A.pensionerrisk 0.114 0.115 0.103
(1.31) 1.27) (1.21)
RSP_pensioners -0.299 -0.482 -0.242
(2.28)* (3.15)** (2.48)*
growth -0.054 -0.064 -0.060
(3.32)x* (3.77)x+* (3.51)x*
Aoldageratio 17.989 17.876 17.554
(0.88) (0.89) (0.94)
liberal 0.020 0.009 0.010
(0.30) (0.15) (0.20)
christdem 0.083 0.089 0.073
(1.77)* (1.75)* (1.45)
conservative -0.013 -0.031 -0.033
(0.20) (0.45) (0.54)
other -0.250 -0.222 -0.197
1.77)* (1.62) (1.36)
Consolidation -0.192
(2.50)*
RSP_pensioners*Consolidation 0.423
(1.98)**
Expansion -0.118
(1.24)
RSP_pensioners*Expansion 1.437
(3.08)***
Acapb -0.028
(1.49)
RSP_pensionersAcapb -0.158
(1.83)*
R 0.26 0.30 0.30
N 403 382 382

p<0.01*p<0.05; ** p<0.01++*

1The coefficients are random-effects estimates aislet of time dummies (panel-corrected standacisein parentheses).

177



Table IV.5
Models explaining a broader measure of spending repsenting workers’ interest
in OECD countriest

Extended Interactive | Interactive I
L.Aworkerrisk 0.216 0.245 0.235
(2.02)** (2.00)** (2.04)*
RSP_workers -0.215 -0.223 -0.171
(1.73)* (1.69)* (1.58)
growth -0.014 -0.026 -0.025
(0.90) (1.53) (1.51)
Aunemployment 0.042 0.011 0.012
(0.69) 0.17) (0.17)
liberal 0.086 0.077 0.071
(1.10) (0.92) (0.84)
christdem 0.049 0.025 0.025
(0.75) (0.36) (0.37)
conservative 0.087 0.057 0.062
(1.47) (0.89) (1.00)
other -0.153 -0.163 -0.150
(1.13) (1.10) (1.03)
Consolidation -0.063
(1.22)
Expansion 0.139
(1.80)*
RSP_workers*Consolidation 0.086
(0.51)
RSP_workers*Expansion 0.152
(0.64)
Acapb -0.040
(3.68)***
RSP_workerscapb -0.025
(0.69)
R 0.39 0.43 0.43
N 360 343 343

p<0.01*p<0.05; ** p<0.01++*

1The coefficients are random -effects estimates witlet of time dummies (panel-corrected standaaisein parentheses).
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Table IV.6
Models explaining old-age spending in OECD countreeunder fixed-effects

estimationt
Baseline Extended Interactive | Interactive
I
RSP_pensioners -0.100 -0.116 -0.173 -0.042
(1.36) (2.24)* (2.79)x+* (0.78)
growth -0.053 -0.052 -0.055 -0.051
(3.78)*** (7.25)*** (7.12)*** (6.39)***
Aoldageratio 42.272 44.959 35.027 34.168
(4.29)*+* (3.11 )%+ (2.55)* (2.84)x*
liberals -0.014 -0.008 -0.012
(0.26) (0.19) (0.33)
conservatives -0.063 -0.041 -0.040
(1.57) (1.02) (1.11)
christiandemocrats 0.052 0.066 0.058
(1.84)* (2.14)* (1.99)*
others -0.107 -0.083 -0.083
(2.19)** (2.07)** (1.96)**
Consolidation -0.074
(2.22)*
Expansion -0.046
(1.34)
RSP_pensioners*Consolidation 0.264
(2.97)x+*
RSP_pensioners*Expansion 1.011
(6.90)***
Acapb -0.017
(2.13)**
RSP_pensionersAcapb -0.100
(2.77)***
R 0.25 0.28 0.33 0.32
N 489 415 392 392

p<0.01* p<0.05; ** p<0.01***

1The coefficients are fixed-effects estimates wietof time dummies (panel-corrected standardsimoparentheses).
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Table IV.7
Models explaining unemployment-benefit spending IOECD countries under

fixed-effects estimationt

Baseline Extended Interactive | Interactive I
L.Aunemploymentbenefits 0.281 0.324 0.283 0.283
(6.78)** (10.94)*** (9.24)** (8.88)***
RSP_waorkers -0.019 -0.043 -0.101 -0.043
(0.78) (2.57)* (5.57)** (2.68)***
growth -0.012 -0.007 -0.012 -0.012
(2.54)* (1.51) (2.00)** (1.86)*
Aunemployment 0.051 0.050 0.052 0.052
(5.81)** (9.95)** (7.15)** (7.76)**
liberals 0.068 0.061 0.062
(5.11)*** (4.39)*** (4.28)***
conservatives 0.030 0.025 0.025
(2.84)** (2.36)** (2.22)**
christiandemocrats 0.029 0.034 0.031
(2.71)*** (3.22)*** (2.75)***
others -0.037 0.035 0.031
(1.10) (1.04) (0.80)
Expansion 0.038
(2.02)**
Consolidation -0.011
(0.86)
RSP_workers*Expansion 0.300
(3.40)*+*
RSP_workers*Consolidation 0.123
(2.65)***
Acapb -0.003
(0.66)
RSP_workerscapb -0.008
(0.51)
R 0.49 0.51 0.56 0.55
N 472 397 375 375

p<0.01*p<0.05; ** p<0.01++*

1The coefficients are fixed -effects estimates witfet of time dummies (panel-corrected standamiseim parentheses).
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Table IV.8
Models explaining tax revenues in OECD countries wter fixed-effects estimationt

Baseline Extended Interactive | Interactive Il
RSP_middleclass 0.171 0.108 -0.058 0.109
(1.76)* (0.74) (0.46) (1.17)
growth -0.132 -0.154 -0.082 -0.100
(4.32)*** (5.27)x* (3.80)** (4.61)**
Aunemployment -0.281 -0.302 -0.245 -0.253
(6.77)*** (8.77)x* (9.19)*+* (8.83)***
liberals -0.171 -0.158 -0.173
(1.71)* (1.73)* (1.97)=
conservatives -0.089 -0.140 -0.154
(1.15) (1.95)* (2.12)**
christiandemocrats -0.075 -0.105 -0.123
(0.95) (1.40) (1.89)*
others -0.277 -0.286 -0.312
(1.38) (2.02)** (2.10)*
Expansion -0.792
(9.07)**
Consolidation 0.840
(8.98)***
RSP_middleclass*Expansion 1.268
(4.43)**
RSP_middleclass*Consolidation -0.098
0.37)
Acapb 0.221
(13.35)***
RSP_middleclassAcapb -0.165
(2.66)***
R 0.24 0.26 0.39 0.36
N 601 514 474 475

p<0.01* p<0.05; ** p<0.01***

TThe coefficients are fixed -effects estimates witbet of time dummies (panel-corrected standacisein parentheses).
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Appendix 3

Table IV.9
Data Sources
Variables Source
Programme-Specific Spending OECD Social Expendida@base
Tax Revenues OECD i.library
RSP Eurobarometer Trend-File, ISSP

Cyclically Adjusted Primary Balance of GenefaDECD Economic Outlook database no. 84, no. 92
Government

Economic and Structural Control variables (growtlQECD i.library, Eurostat
unemployment, old-age ratio)

Party Family Labels Comparative Political Datagktiversity of Bern
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Test

Appendix 4

Table 111.10

Diagnostic test-results*

Dependent Variable

Test-statistic, p-value

F-test for unit-specific effects

Unemployment bétsef

Old-age spending

Tax revenues

F-statistic=0.97
P-value= 0.5084
F-statistic=1.46
P-value=0.0767
F-statistic=0.97
P-value=0.5052

F-test for time-specific effects

Unemployment bésef

Old-age spending

Tax revenues

F-statistic: 2.91
P-value<0.0001
F-statistic: 1.79
P-value=0.0109
F-statistic: 3.66
P-value<0.0001

Hausman-test

Unemployment benefits

Old-age spending

Tax revenues

F-statistic=8.05
P-value=0.3279
Chi-square statistic=4.8
P-value=0.6841
Chi-square statistic=7.66
P-value=0.3631

Modified Wald-test for group-wisg

heteroskedasticity

> Unemployment benefits

Old-age spending

Tax revenues

Chi-square statistic=21435.48
P-value<0.0001

Chi-square statistic=1700.08
P-value<0.0001

Chi-square statistic=851.25
P-value<0.0001

Pesaran-test for cross-sectior

dependence

ndlnemployment benefits

Old-age spending

Tax revenues

CD-statistic=2.671
P-value=0.0076
CD-statistic=1.199
P-value=0.2307
CD-statistic=6.752
P-value<0.0001
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Wooldridge (Lagrange Multiplier
test for first-order serial correlatior

Unemployment benefits

Old-age spending

Tax revenues

F-statistic=27.572
P-value<0.0001
F-statistic=0.656
P-value=0.426
F-statistic=0.007
P-value=0.9350

*Diagnostic tests were conducted based on the dgtémodels
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The main theme of this thesis has been the compteraction between the electorate
and fiscal policy-making in the post-Golden Age.drhave argued that a number of
strongly held views should be nuanced at best aschdied at worst to refine our

understanding of this interaction. Moreover, atethessays in this thesis have built on
the notion of context-conditionalities (FranzeseD20Franzese and Jusko, 2005),
whereby propensities to electioneer before elestiaiectoral assessment of fiscal
policy choices and partisan patterns behind welfanreenchment were conditioned by
political structures, underlying economic condisoand the degree of fiscal strain,
respectively. In particular, this conclusion willst recap the three main arguments of
this thesis along with their contributions to widdebates in political economy. In

addition, | will address a few considerations basedvhat we have learnt and what we

can accordingly expect in the current, post-cesigironment.

First, in essay I, | have shown that policy-makireggmentation can moderate election-
induced manipulation of public budgets despite toenmon pool nature of fiscal
resources of the state. The logic behind this naider lies in the (partly) opposing
electoral interests between coalition members.hBoeixtent that the electoral race for
votes has a zero-sum nature because the numbetes§\to sway over by pre-electoral
benefits is limited, coalition partners can fin@iiselves caught in a conflict of interest
in whom to target with spending plans. When theguparty in a coalition can exercise
— or threatens to exercise — its veto-power over dggregate budget, pre-electoral
spending expansions will be more limited compared single-party settings.
Empirically, the essay has confirmed that coalifmvernments have in fact displayed
smaller political budget cycles, especially so witem two key political figures — the
prime minister and the finance minister — are daled) by separate parties in the

coalition.

These findings should be understood against thiedbag of highly influential research
contributions on the harmful influence of policy4kay fragmentation in governments
(Roubini and Sachs, 1989; Alesina and Drazen, 1981g implicit consensus in these
accounts is the notion that overly fragmented sgs$timpose large burdens on society
by hindering/delaying necessary reforms or stadtiin programmes that governments
must undertake. Veto points have thus been conakged as a price that democracy

pays for representing multiple preferences and tdaescies in the decision-making
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process. What | have shown in this essay is that fiassimistic assessment is not
necessarily warranted. To the extent that vetotpeicoalition partners in my account
— exert influence by moderating opportunistic irtoezs of leading incumbent parties,

they can actually improve the economic record efdamocratic process.

Secondly, essay Il shifted the focus of inquirytbe “demand-side” of the budgeting-
electoral dynamics nexus in a clear “clarity-ofpessibility” context, such as the
United Kingdom. | have argued that the electorapomse to fiscal decisions does not
follow from the simple reward-punishment mechanigsostulated by the pioneers of
economic voting research in a straightforward manvere specifically, | have posited
that different income groups have different redbsttive interests along the business
cycle giving rise to a counter-cyclical voting @att on the aggregate level: in business
cycle downturns, the electorate at large favorsafi€xpansions; in booms, it opposes
them. These aggregate level dynamics have beennstoobe driven by the changing

preferences of middle-income groups when laboutketarzonditions change.

Similar to the previous essay, essay |l also chge a wide-spread conceptualization
of how democracy works: voters who suffer fromdisdusion and/or myopia (Alesina
and Perotti, 1994) may be easily fooled by looszdl policies as they deliver
instantaneous benefits in the form of increaseddipg or lower taxes. Admittedly, the
idea of the “fiscally conservative” voter (Eslazf06; Brender and Drazen, 2008) has
recently gained ground as an alternative undersigraf this electoral calculus. What
my essay sought to achieve is to bridge the gaywdast these opposing accounts by
arguing that the electoral reaction to fiscal clesnig more dynamic than these accounts
suggest. In particular, voters were shown to chahge relative preference alignment
as business cycle conditions change, giving risedounter-cyclical electoral response;
while economic policy-making in the post-Golden Ag@a may have done away with
activist demand-management, the much less understtectoral consequences of

budgeting decisions remained “Keynesian” in nature.

Finally, essay Ill has narrowed down on arguably thost salient aspect of fiscal
decisions: welfare state reform/retrenchment. Bagicdbn the New Politics literature, |
argued that the partisan patterns shaping welttrerrchment are in fact qualitatively

different from the Golden-Age era of welfare expans Departing from various
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findings on the surprising resilience of the wadfatate even in the face of conservative
governments, | have argued that it is exactly thestrlikely defenders of welfare
programmes that are electorally the best positidaedflict pain on their natural (core)
constituencies. The logic behind welfare retrenamngethus guided by a “Nixon-goes-
to-China” mechanism whereby governments that ergohigh degree of partisan
attachment (partisan bias) among certain groupsrnspase a large part of the burdens
of fiscal adjustment on them. These patterns, heweare observed only in hard times
when the fiscal space does not allow for mutualaespns of welfare programs. In

times of fiscal expansions, traditional partisatiggas dominate.

The main contribution of this essay lies in the orexideration of conventional
understandings of partisanship. Since the semioalribution of Douglas Hibbs
(1977), different partisan governments’ preferenbase been widely assumed to
follow the representative function of democracy: di§erent partisan governments
alternate in power, they will attempt to maximizee twelfare of the constituencies,
albeit subject to various constraints, that theynprily represent. Building on earlier
insights that challenged such views — most prontipdfiona Ross’s Nixon-goes-to-
China logic (2000) — | have shown that re-elecgerking incumbents may have a very
different set of incentives in hard times. Partigdternations give rise to unexpected
programmatic changes in the welfare budget as ibemts attempt to broaden the
scope of their support coalitions by shelteringlitianally hostile constituencies from

the pains of fiscal adjustments.

The analyses spanned the time-frame that is coiovetly referred to as the
“neoliberal era”, beginning from the slowdown iroeaomic growth in the early 1970s,
ending with the recent financial crisis followed the Great Recession. While it is
clearly too early to tell whether these dramatierds that lie outside the empirical
scope of this thesis will mark a watershed in thel@ion of economic thought and
policy-making akin to the neoliberal turn of the808/1990s, there are reasons to
suspect that a new era has dawned with potentiadportant implications for the
findings in my essays. The rest of this concludthgpter will thus offer a number of
tentative remarks on the future of the incumberlegteral dynamics nexus in the post-

crisis world characterized by extremely tight budgenstraints. | will start by
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observations that more or less directly follow frtme empirical findings of this thesis

and proceed with more general considerations ipdsé-crisis environment.

First and foremost, since the fiscal stimuli that/grnments undertook in response to
the Great Recession, simultaneous debt reductifomtsf albeit in varying degrees,

have been initiated regardless of the sub-potegt@mith and/or protracted recessions
in the European periphery. Figure V.1 illustratee annual evolution of the general
government balance (left-hand side) and the cyiblieajusted primary balance (right-

hand side) since 2008, the year of the financisis;rfor the seven economies that |
selected in the introduction of this thesis. Thiedaforecasts available at the time of
writing (August, 2013) by the European CommissidedD for 2013 and 2014 were

also included to provide a snapshot for the neturéu

Figure V. |
The post-crisis evolution of the general governmeriialance (left-panel) and the
cyclically adjusted primary balance (right-panel) n seven selected economies (as a
% of GDP)
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Source: ECOFIN-General Government Database, OEQiD«inic Outlook Database no.93

The general pattern, with the notable exceptionSaefeden, is a continuous fiscal
tightening which has been carried out despite wei@ng elections during this seven
year window (Germany: 2009, 2013, France: 2012jri5f2®11, Italy: 2013, Sweden:
2010, UK: 2010, US: 2012). To the extent that tr@maggregate-level finding from

Essay Il can be extended to cases beyond the UWitegtlom, electoral punishments
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for these adjustment efforts are likely to be aand@lpeme in political developments
across the developed world. It is no coincidene #usterity riots and protests have
made headlines across democracies ever since itingteaeous debt stabilization
programmes started to bite. Moreover, when onesloat the electoral fate of
mainstream parties at the first post-crisis elesjsuch punishment was manifest in a
number of places. Not only were ruling parties selyepunished, but many voters also
deserted large centrist parties altogether ancdeddilceir discontent by voting for small,
protest parties that had comparatively little rewspolity over the economic
management of these economies in the run-up toctiss. To illustrate these
developments, Figure V.2 shows the aggregate $eage in national parliaments for

the largest parties following the first post-crisisction&®.

Figure V. 2
Aggregate seat change for the major parti€§ following the first post-crisis

parliamentary elections among OECD countries

20 10 11

M seat change in parliament

Source: Inter-Parliamentary Union, Parline database

% The aggregate seat changes indicate the gaireslo§she two — or three in such multi-party cotgex
as Denmark, Finland and the Netherlands — majdiggathat led governments either by themselvesor a
senior parties in coalitions during the focus ped this thesis.

" These major parties, grouped by country in ordeeat losses in line with the graph, are: Greece —
New Democracy, PASOK; Czech Republic — ODS, CSSilariRl — PO, PIS; Ireland — Fianna Fail, Fine
Gael; Germany — SDP, CDU/CSU; Hungary — MSZP, FIbESustria — SPO; OVP; Spain — PP, PSOE;
Finland — SDP, KOK, KESK; France — UMP, PS; ItaliB, PDL; Australia — Labour, Liberal Party;
Canada — CPC, LP; Portugal — PS, PSD; Netherlah@beur, VVD, CDA; Denmark — SD, Venstre,
KrF; New Zealand — National, Labour; Sweden — S@dktate Party; Norway — Labour, Hoyre; UK —
Labour, Conservatives
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The electoral fortunes of these “mainstream” partiellowing the first post-crisis
elections were clearly on the wane. Most dramdyicéie two perennial ruling parties
in Greece, PASOK and New Democracy lost more tlhgarliamentary seats among
their ranks, largely due to the collapse of theeRrmainstream-left. In other contexts
the losses were less dramatic but with the exceptib the UK and Norway

mainstream parties lost between 8 and 46 parliscamgseats.

One direct consequence of the weakening of theypalitical core is increasing
difficulties to form parliamentary majorities. IBtratively, for the first time since the
1970s, British politics is now run by coalition eulSimilarly, single-party cabinets that
had been the default form of government in Gredkig® since democratization now
gave way to coalition politics. Other instances waftb where coalition formation has
become increasingly difficult as a result of parientary losses of traditional
government parties. To the extent that such fragatien of the party scene will
increasingly necessitate coalition governments, liais clear implications with regards
to the findings from Essay |. Specifically, veryf@olitical parties will be able to form
governments by themselves, forcing them to givecessions to coalition partners
when it comes to pre-electoral budgeting. Whilasitunlikely that political budget
cycles will be completely eliminated in the possiz environment, their frequency and
size may decrease compared to the past.

Moreover, to the extent that cuts in public progmees are deeper than in previous
consolidation periods, it is highly unlikely thab\gernments will be able to shelter the
most politically salient aspects of the welfardest#n fact, since the crisis, a number of
countries have already designed and implementedinaber of significant welfare
reforms that will negatively affect current and ukg beneficiaries alike. Most
significantly, public pension programmes have cameéer the greatest scrutiny, as they
make up by far the largest part of the welfare letid§able V.1 provides a summary of
post-crisis welfare reforms with all OECD countrigxcluded that implemented
significant reforms in the post-crisis environmemith clearly negative effects for

programme-beneficiaries.

" While the major British parties were sheltereduy first-past-the-post electoral system, Norwegian
politics was arguably less affected by the reldiveoderate impact of the crisis. That said, treend
rise in UKIP may very well challenge the two/thiegrty domination of the British party-political
landscape.
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Table V.1

Summary of post-crisis welfare reforms among OECD @untries

Country Year Area Summary of reform elements
Austria 2012 Old-age pensions Encouraging employees to participate in funded ipessto relieve burden on pay-ap-
you-go scheme
Belgium 2010 Early retirement  Discouraging early retirement by increasing coutitn rates on employers
Canada 2012 Old-age pensions Increasing retirement age, encouraging workersetaydclaiming benefits in exchande
for higher benefits in the future
Czech 2013 Old-age pensions Changing indexation rules
Republic
2011 Old-age pensions Partial pension-privatization by creating indivilaacounts
2010 Old-age pensions Raising retirement age, lengthening contributioniqas, raising contribution ceilings
Denmark 2012  Early-retirement  Early retirement scaled down by encouraging oldarkers to remain in labour force
2012  Administration Centralizing control over benefit disbursementsubcosts
France 2010 Old-age pensions Gradual increase in retirement age, only to bdypaatersed by the new government
Germany 2011  Health care Raising contributions on all actors to close theltieinsurance deficit
Greece 2013 Old-age pensions Increasing retirement age, capping/cutting pengayments
2011  Old-age pensions Freezing pension payments
Incapacity More rigorous checks on abuses
2010 Old-age pensions Raising retirement ages, increasing contributiamogs, cutting benefits
Hungary 2012  Incapacity Disability benefits restructured, encouraging netiar work, stricter monitoring
Early-retirement  Stricter eligibility criteria for early retirement
Italy 2012 Old-age pensions Increasing retirement age, postponing payouts ligeector pensioners
Netherlands 2013  Old-age pensions Increasing retirement age
New Zealand 2011 Old-age pensions Reduction of government subsidies to KiwiSaver plan
Norway 2012  Incapacity Stricter monitoring and stricter eligibility criterfor sick pay
benefits
2011 Old-age pensions Lower benefits for high earners, more flexiblenetient age, modified indexation rulep
Poland 2012  Old-age pensions Retirement age raised
2009 Early-retirement A number of early-retirement schemes abolished
Portugal 2012  Unemployment Replacement rates cut, eligibility period reduced
insurance
Early-retirement  Early retirement temporarily suspended for empleyeevered by public pension
insurance
Old-age pensions Freezing pensions, eliminating 13th and 14th mbethefits for high earners
Slovenia 2013 Old-age pensions Raising retirement-ages, changing benefit-calcutatules
Spain 2013  Early-retirement  Discouraging early retirement
Old-age pensions Raising retirement ages and contribution periods
UK 2013 Incapacity Reform of existing disability benefits with strictonitoring and qualifying criteria
benefits
Family benefits Introducing means-testing for child benefits
2011 Old-age pensions Raising retirement ages for the state pension,gihgrindexation and revaluation rulgs
for occupational pensions

Source: International Social Security Association

The resilience of the welfare state that the NewtiP® literature had suggested has
clearly given way to austerity pressure and welfares in the post-crisis environment.
Partisanship is also a weak predictor of thesemetrment efforts as governing parties
across the political spectrum have implemented aselfcuts in tandem: while the
British, Spanish, Portuguese, French and Canadiforms were implemented by
conservative governments, the Norwegian, Danishsante of the Greek reforms were
undertaken by social democrats, the Dutch penssforms were carried out by the
liberals and the German health-care measures wepdemented by a Christian-
democratic-liberal coalition. Most importantly, telate these developments to the
findings from essay llI, it is unlikely that alléke listed reforms were helped by welfare
credibility that the respective parties had buptin recent decades. In fact, what will

likely distinguish the post-crisis era from pregsoepisodes of welfare retrenchment is
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vanishing credibility of any political party withegards to their commitment to the
welfare state. To the extent that partisan biagearse from programmatic credibility
for political parties — with regards to welfare grammes for our purposes — even
traditionally pro-welfarist parties will struggl® tmaintain that image after a series of
welfare reforms they had to implement. Voters viiferest- or value-based attachment
to the welfare state will find it increasingly hatd find a political home among
traditional political parties that presided oversiuity policies over the previous
decades and the current debt-crisis. In this regaetfare retrenchment will become a
politically even more difficult task to undertakig,it has ever been easy in the first

place.

Beyond these likely consequences of the crisisdfiatted most developed economies,
a number of more general observations can be tegliatmade in the post-crisis
environment. First and perhaps most importantiytreoy to the passive role of fiscal
policy with regards to business cycle fluctuatidingt characterized the neoliberal era,
governments across the board have undertaken aggre®unter-cyclical measures in
2008/2009 to counter what turned out to be the rmegere economic crisis since the
Great Depression in the interwar period. Thesalfistmuli, although varying in scope
and length, have been widely acknowledged to pesteldped economies towards a
tepid recovery, which central banks hitting theddsd interest rate level were unable
to ensure by themselves even with unconventionahetamy stimuli (quantitative
easing). However, as mentioned above, after debtdesky-rocketed to unprecedented
peace-time levels as a result (IMF, 2012 - seelgrdpfrom the Introduction), indebted
governments — US, UK, Spain, Portugal, Italy, InelaGreece etc. — laid out long-term
plans to stabilize their debt ratios, largely retyion severe austerity measures to cut
expenditures and raise revenues. Again, while topes and composition of austerity
efforts vary across contexts, the imperative oftaetuction is likely to set an anchor
for fiscal policy in the foreseeable future.

Both the counter-cyclical stimuli in response te tBreat Recession and the subsequent
stabilization efforts indicate that the politicimat of fiscal policy which lies at the
conceptual core of this thesis will be constraiaédbest. This is not to say that fiscal
policy will become politically less relevant in thmost-crisis environment; what it

merely implies is that the paradoxical implicatminthe neoliberal paradigm that freed
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fiscal policy from managing aggregate demand afamvald governments to deploy it
for political/redistributive purposes has arguabbme to an end; governments, in the
near future at least, will have to surrender ithi® imperative of debt stabilization even
if it entails significant political costs on theests or in the ballot box. In addition to
increasing difficulties in forming single-party moaties in legislatures, these

constraints cast further doubts on the future difipal budget cycles.

Second, to the extent that public debt reductianades with the deleveraging of the
private sector in many countries, the very conaédplebt may take on new meanings
and connotations in the political struggles betweempeting political parties. Under
one plausible scenario, if incumbent governmentsesed to frame their debt-reduction
efforts as a “war on debf’, it may resonate well with many indebted voterowan
draw a link between their household’'s fortunes dhdse of their governments.
Alternatively, a new cleavage may emerge betwed¢arsavhose purchasing power and
living standards have been severely impaired bewdehging — and hence welcome
government efforts to ease their burden — and ndakted taxpayers who oppose their
governments bailing out banks and households resipenfor the pre-crisis credit
binge. Either way, whether these developments asef previous findings on the
“fiscally conservative voter” or structure fiscaleferences along new cleavage lfies

it is likely that current developments in publiadnces will mark a turning point in the
electoral assessment of debt-financed electionge&fiorts. In fact, in recent waves of
Eurobaromater surveys, around 20% of the Europlestoeate identified public debt as
the most pressing concern for their country; tessie had been hardly mentioned in the
spring wave of 2008, just a couple of years befbeesovereign-debt-crisis struck with

full force™.

Third, electoral dynamics are also likely to chamgenew cohorts replace older ones
among the electorate. Much has been said aboutetirement of the baby-boom
generation for their sheer size and the consedogrten on pay-as-you-go pension

systems in the developed world. Also, a numberatitipal studies have examined the

2 Such crisis-rhetoric was particularly common by tiyht-wing governments of Hungary and the UK
that came to power at the onset of the debt-drns2910.

3 The impact of different socioeconomic positionstioa electoral evaluation of economic conditions
and policies has been documented in a wide rangeraéxts (see Weatherford, 1978, Palmer and
Whitten, 2011 and Lindvall, 2013 for relevant exaesp

" http://ec.europa.eu/public_opinion/archives/eb_agechhtm last accessed: 15/08/2013
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impact of generational replacement on turnout pagtand partisan choices (Lyons and
Alexander, 2000; Leigh, 2005; Wass, 2007). In teard, the fact that the generation
that came of voting age in the 1970s, the beginwihthe neoliberal era, is nearing
retirement may have potentially important consegasnTo the extent that political

socialization during the post-Golden Age era inplee greater awareness of rising
deficits and indebtedness, the zero-sum naturedi$tributive politics in a low growth

environment may become more and more the normrrdtha the occasional exigency
of fiscal strain. In other words, as older cohavtth direct memories from the Golden
Age era of welfare consensus are outnumbered artienglectorates, the collective
perception of public budgeting may undergo a protbtransformation, sharpening the
competition for the limited fiscal resources of thtate, as tentatively illustrated by
Essay lll. Whether this will manifest itself in n@omodest electoral demands on
funding for social programmes, or a more hostilktipal battle between constituencies
— between working-age taxpayers or typically notp#ying pensioners for instance —

may turn out to be one of the most interesting toes for the generations to come.

To wrap up these tentative remarks on the futurehef public budgeting-electoral
dynamics nexus, one final conclusion seems faitgarc Adding to the context-
conditionalities that formed the backbone of thissis, a new one may be emerging on
the research horizon. For future generations, #per@gence with the recent financial
crisis and the Great Recession and sovereign disig-¢hat followed will be an
important reference point to governments, oppasiparties and voters alike. How
public budgeting and electorates will interacthe future will certainly depend, among
other factors, on the extent to which the countryguestion has been exposed to,
suffered from or managed to deal with the crisiguFe comparativists working in the
field of the political economy of public budgetingould greatly benefit from

integrating this particular source of path depewdan their research.
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