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HAD I the heavens' embroidered cloths, 
Enwrought with golden and silver light, 
The blue and the dim and the dark cloths 
Ofnight and light and the half-light, 
I would spread the cloths under your feet: 
But I, being poor, have only my dreams; 
I have spread my dreams under your feet; 
Tread softly because you tread on my dreams. 

William Butler Yeats (1865-1939) 
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Abstract 

The concept of Politicai Business Cycles considers the relationship between politics and 

economic policies. International and national empirical works have sought to establish 

which, if any, of two forms of politicai business cycles exist: opportunistic or partisan. 

The objective of this work is the study of politicai business cycles (PBC) at local 

government levei through debt based on a set of Poríuguese data. Traditionally, politicai 

business cycles are observed through budgetary variables, in particular, investment. 

Expenditure relates with municipal financing mechanisms, one of which is debt. 

In order to attempt to discover politicai business cycles in the behaviour of debt, we 

have built an econometric generic model, supported by a set of variables that has been 

used in recent studies to capture opportunistic cycles. This model was applied to data 

for the period 1978-2002, covering seven municipal elections in the years 1979, 1982, 

1985, 1989, 1993, 1997 and 2001. An ideological variable was included to study its 

interaction with the dependent variable on a set of fifteen individual municipalities 

where partisan cycles were analysed. The model was estimated through OLS linear 

regressions for a set of data which included three leveis: i) the municipalities of 

Continental Portugal; ii) the Lisbon district, which is composed of 15 municipalities; 

and iii) those fifteen individual municipalities. 

We conclude, on the basis of our results, that opportunistic cycles occur in the first two 

of the three above-mentioned leveis. 

Key words: Politicai Business Cycles, Debt, Local Government, Portugal. 
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Introduction 

The concept of politicai business cycles (referred to in this work as PBCs) considers the 

relationship between politics and economic policies and can be approached from two 

theoretical perspectives. According to opporíunistic theory, politicians stimulate the 

economy before elections with re-election as the main objective. On the other hand, 

partisan theory asserts that politicians implement their base constituencies' preferred 

policies. 

Many authors have advocated the relevance of analysing politicians' behaviour, not 

only at macroeconomic levei, but also at local govemment levei. PBCs gain further 

relevance when we take voters' rationality into consideration. It would be expected that 

politicians would be unable to deceive rational voters, since the latter look not only to 

the past, but also anticipate pattems of behaviour for the future. 

International and national empirical works have sought to establish which, if either, of 

the two forms of PBCs exists, opportunistic or partisan. 

Much debate on PBCs continues to take place in the scientific community, with some 

authors, like William Nordhaus, supporting their unequivocal existence, while others do 

not accept it with enthusiasm. The expansion of research on the theme to local 

government levei produced a new series of empirical works that found, with greater or 

lesser significance, indicators of their presence. 

In Portugal, local government has recenlly come under the spotlight. Not only are 

municipalities being queslioned aboul their capacity to supply goods and services, and 

lhe exlenl of their efficiency when doing so, bui they additionally face new legislative 
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challenges which raise the question of aclivity finance at the highest levei of 

government. 

Traditionally, PBCs are observed through budgetary variables, speciflcally categories of 

expenditure. Recent national empirical works have found that opportunistic cycles exist 

in the case of many of these budgetary variables, in particular investment. Investment is 

a key variable for municipalities, because it reflects the more "visible" actions of an 

elected council. It is expected that if policies are influenced by politicai issues, then the 

results obtained must create in voters the assurance that their elected councils possess 

the capacity to govern. 

The objective of the present work is to investigate and examine evidence of PBCs at 

local government levei through debt. In order to spend, municipalities must have 

revenues. Expenditure relates to forms of municipal financing, one of which is debt. 

The latter is an issue which has gained new importance in recent times due to rising 

national concern over both private and public indebtedness. Because debt is a 

mechanism to feed expenditure, and evidence of PBCs has been observed in 

expenditure, we can ask whether debt itself reflects a form of PBC in its cyclical 

behaviour. 

In order to identify PBCs in the behaviour of debt, we have built an econometric generic 

model, supported by a set of independent variables that has been used in recent studies 

to capture opportunistic cycles. This model was applied to data for the period 1978- 

2002, covering seven municipal elections in the years 1979, 1982, 1985, 1989, 1993, 

1997 and 2001. An ideological variable was included to study its interaction with the 

dependent variable on a sei of fifteen individual municipalities in which partisan cycles 

were analysed. 
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We used three dependent variables: debt, total outstanding debt and short-term debt. 

The model was estimated through OLS linear regressions for three leveis of data: i) the 

municipalities of Continental Portugal; ii) the Lisbon District, consisting of 15 

municipalities, which was considered not only important as a proportion of the 

country^ total, but also, representative of the heterogeneity of contemporary Portuguese 

local government; iii) the fifteen specific municipalities which comprise the Lisbon 

District, which were in turn divided into two groups: Group I includes those 

municipalities that have never experienced an ideological shift in power between the left 

and right since the Revolution of 25th April 1974; Group 11 includes those municipalities 

with a frequent pattern of party alternations between left and right over the same period. 

Our aim was to discover opportunistic behaviour and observe partisan behaviour at the 

individual municipality levei. 

The thesis is structured in three chapters. 

In Chapter 1, we present a survey of the literature on PBCs, focusing on theoretical 

approaches (presented in section 1.1) and empirical works on the subject (section 1.2). 

Empirical works are in turn sub-divided into intemational research and national 

research. 

Chapter 2 includes a brief characterisation of the Portuguese municipalities in terms of 

politicai organisation (section 2.1), financial instruments (section 2.2) and management 

and strategic planning mechanisms (section 2.3). 

Chapter 3 presents our contribution to the subject. In section 3.1, we approach general 

aspecls of our empirical tests; the model is presented in section 3.2; sources and data are 

explained in section 3.3; empirical results for the three leveis of study are presented in 

section 3.4; in section 3.5 we summarise the modefs findings. 

A final chapter presents our overall concluding remarks. 
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Chapter 1 - Literature Review 

In this chapter, we shall survey some of the literature on politicai business cycles. The 

chapter is divided into two sections: in section 1, the major theoretical developments 

will be considered and in section 2, we summarise a series of intemational and national 

empirical works on the theme. 

1.1 Theories of Politicai Business Cycles 

The literature on Politicai Business Cycles (PBC) was initiated in the field of 

macroeconomics as an investigation into the relationship between politics and economic 

policies. 

The politicai analysis of intervention in economics by central powers was based on the 

pioneer works of Hotelling (1929) and Key (1966), who created the Ideological or 

Partisan Model, and Downs (1957), who developed the Opportunistic Model. 

For these authors, the relationship between macroeconomic variables and govemment 

decisions and policies was unequivocal, although both approaches start out from 

different hypotheses: 

i) According to Opportunistic theory, politicians stimulate the economy before 

elections, in order to be re-elecled; 

ii) According to Partisan theory, politicians' principal motivations are the 

development and implemenlation in society of their own programmes, basically 

corresponding to each of the two dominant contemporary ideologies: left-wing 

parties will favour unemployment, while right-wing parties favour inflation 

control. 
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The inlroduction inlo both theories of rational expectations created two more theoretical 

fields, summarised below in Table 1.1. 

Table 1.1 - Summary of PBC Theoretical Fields 

Voters' 
Characteristics 

Theories 

Opportunistic Theory Partisan Theory 

Voters with 
Adaptive 

Expectations 

In this approach, voters have adaptive 
expectations and panies are 

opportunistic in their behaviour. 
Seminal works: Nordhaus' model 

(1975) and Lindebeck (1976) 

This model considers that voters have 
adaptive expectations and parlies 

inlervene on an ideological basis in 
macroeconomics. 

Seminal works: Hibbs (1977), Frey and 
Lau(1968) 

Rational Voters 

Voters are rational and parlies display 
opportunistic behaviour. 

Seminal works: Roeoff and Sibert 
(1988) and Rogoff(1990) 

Voters are rational and parties display 
ideological behaviour in their 

inlerventions on macroeconomic 
variables. 

Seminal works: Alesina (1987) and 
Alesina and Sachs (1988) 

Source: Adapled from Martins (2002:4) 

In the preceding table, two ratios are observed. In the first, the theoretical approaches 

are divided by motivation (be re-elected or implement policies) and in the second, by 

the assumption or not of the hypothesis of rational voters. 

1.1.1 Before Rational Expectations 

Following Table 1.1, the first approach to explore the relationship between policies and 

economic variables was the Opportunistic Theory, lhe theoretical basis of which was 

developed by Nordhaus (1975). He created a model for macroeconomic variables and 

inter-temporal choice, in which a choice exists between present and future welfare, 

influenced by government policies and investment decisions. This choice resulted from 
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the periodical voting process, whose outcome is a direct consequence of the incumbent 

party^s performance. 

Nordhaus assumed that whilst there is a trade-off between inflation and unemployment, 

voters are sensitive to both variables but ignore the relationship between them1, only 

being able to think in terms of their representatives' past performance. Voters have 

expectations as to these macroeconomic variables and when election periods occur and 

economic conditions deteriorate relative to expectations, individuais will vote against 

the incumbent or vice versa. 

This theoretical model predicted that as a result of the PBC, the politically-determined 

policy would bring lower unemployment and higher inflation than the optimal, and that 

the optimal party policy would lead to a PBC, with unemployment and deflation in the 

early phase of the goveming party's term of office, followed by an inflationary boom as 

elections approached. 

Two years after Nordhaus' study, Hibbs (1977) developed the partisan aspects of 

politicai intervention. Like Nordhaus, he considered the most important problem of 

macroeconomics to be the trade-off between inflation and unemployment; variables 

which he believed could reveal partisan behaviour. 

Hibbs constructed two dynamic unemployment models for the United Kingdom and the 

United States, based on a post-war time-series, with which he tested partisan 

manipulation2. 

1 Voiers are "myopic". 
2 Hibbs consirucied lhe Phillips curve of 12 industrial economies between 1960 and 1969, concluding that 
an inflalion/unemploymcni trade-off exisled. The trends, cycles and stochastic fluctuations of 
unemployment were eslimated by Box, Jenkins and Tiao's econometric "intervention analysis" and 
autoregressive effecls were caplured using an ARMA model. ARMA models are an econometric 
development of autoregressive and moving average processes, where lhe dependem variable is laggcd, 
assuming lhe form O (L) y, = 0 (L) u,. 
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He concluded that aggregated data supported the hypothesis that macroeconomic 

oulcome systematically co-varies with the governmenrs politicai orientation: Socialist 

and Labour parties attached far greater importance to full-employment than to inflation; 

business-oriented Conservative parties held the opposite view. 

With these works, the theoretical foundations of both opportunistic and partisan 

approaches were developed. The theories would experience new evolutions with 

ralional expectations. 

1.1.2 After Rational Expectations 

The introduction of rational expectations expanded the research path for both 

opportunistic and partisan theories. 

In 1987, Alesina constructed a theoretical model based on three assumptions: 

i) Different parties' policies result from differences between the intrinsic 

properties of their economic policies3; 

ii) The belief that parties care about their policies' effects; 

iii) Wage-setters are rational and forward-looking4. 

Alesina's model involved a two-party system5 and used game theory to introduce 

rational expectations to partisan theory, leaving it lo future empirical studies to answer 

the question of what approach, opportunistic or partisan, was more accurate to 

counlries' realities. 

3 The parties represem lhe inlerests of different constituencies and *4assign different weights lo 
unemploymenl and inflation as economic "bads"" (Alesina, 1987:653). 
4 Votcrs are nol myopic, that is, they are also capable of prqjecling expectations for lhe future, based on 
their observations. 

This approach was explored in depth by Alesina (1988). 
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With ralional and forward-looking agents and two parties that are not interested only in 

being elected, a dynamic inconsistency would be created. This inconsistency resulted 

from the parties' behaviour. Both of them will present convergent policies in their 

manifestos in order to win elections, but if they are independem from their base 

platforms of support, they will implement the policies which they prefer. 

Rational voters are aware of this behaviour. If interaction between voters and parties is 

an infinitely repeated game, the full convergence of policies occurs only when parties 

are completely indifferent to the quality and impact on society of their policies. If both 

parties adopt a cooperative, consensual policy rule, the constituencies of both will be 

better off in the long run, because economic cycles are avoided. 

The author concluded that these ideas were contrary to the literature, since they 

theoretically proved that "ideologically-motivated" politicians did not exist, or in other 

words, that politicians were not faithful to their electoral platforms. His partisan view of 

macroeconomic policy received support in data for the USA and other industrialised 

economies, where the findings concluded that leftist parties were more averse to 

unemployment, while rightist parties were more averse to inflation. 

Within the domain of opportunistic theory, Rogoff and Sibert (1988) developed a new 

approach in which asymmetric information replaced voters' myopia. Cycles in such 

macroeconomic variables as taxes, government spending and money growth, are driven 

by temporary information asymmetries, since governments have a privileged knowledge 

of the economic realities and thus are aware of the probable consequence of their 

performance on the electorate6. Incumbents cheat voters when information is extremely 

favourable or unfavourable. Voters prefer more competent governments, or 

governments that spend less revenue lo provide a fixed levei of services. 

6 To the authors, a vole-conscious incumbem has an incentive to indicate his compelence through 
economic variables, this behaviour being designaled lhe "signalling process". 
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For the authors, models based on the Phillips curve assumption concluded that 

governments would exploit, in the short run, the relationship between inflation and 

unemployment for electoral purposes. Rogoff and Sibert (1988) were the first to 

broaden the application horizon of PBC models, asserting that they could be applied 

both to national and local elections. 

The previous work was continued by Rogoff (1990), whose theoretical model assumed 

that politicians and voters were rational and utility-maximising agents. He concluded 

that by increasing money supply growth prior to an election, govemment leaders could 

temporarily raise output and employment; consequently, voters responded positively by 

re-electing the incumbent, failing to recognise that after the election, the positive effect 

on those variables would diminish. Rogoff proposed that empirical studies should focus 

on testing electoral cycles on transfers and governments* consumption expenditure. 

He redefined the concept of PBCs, emphasising fiscal policy rather than output and 

inflation and concluding that during election years, governments (at ali leveis) would 

often engage in a consumption 'spree', in which taxes were cut, transfers were raised 

and governments public spending was distorted in favour of projects with high 

immediate visibility. This new approach to PBC was described by the author as Politicai 

Budget Cycles. The politicai budget cycle would arise due to temporary Information 

asymmetries regarding the "incumbent leadefs ^ompetence' in administering the 

public goods production process, even though voters were rational" . 

Alesina and Cukierman (1990) described the two areas of research on PBC as a trade- 

off between the policies that maximise chances of re-election (Opportunistic) and 

policies that are supporled by the party's consíituency (Partisan). They developed the 

7 Rogoff (1990:21). 
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Alesina (1987,1988) model for Iwo periods, in which voters are rational but do not 

possess full information8 on the incumbentes preferences and in which the incumbent 

retained information and maintained a certain degree of ambiguity in its actions, being 

able to manipulate the imperfectly informed electorate with promises. Since voters are 

not perfectly informed, politicians will, in a first period, implement a policy that 

improves their chances of re-election. After re-election, a second period will begin 

during which the incumbente ideal policy will be followed. 

The authors' theoretical model enabled them to conclude that in a two-party system, 

voters' views and election preferences are a function of the parties' policy outcomes; 

when they are in office, politicians choose policies that represent a compromise between 

their core ideological values and the opposing party's positions9. The final conclusion 

leads us to believe that ambiguity may have benefits, particularly when voters are more 

risk-averse; in such a case, the incumbent finds it advantageous not to reveal its true 

ideological position. 

They also derived from their model that politicians' actions are influenced by public 

opinion. The authors stress that this conclusion is supported by their practical 

observations that suggest that politicians prefer to remain vague in order to obtain more 

votes. 

8 If volers had perfecl information, they would not believe politicians' promises, locking them in their 
"ideological positions". To be locked in their ideological positions means that parties announce lhe 
implementation of policies which are a commitmcnl lo their conslituencies' ideological preferences. 

In lhe authors view, their model reconciled voters' rationalily with voters' relrospeclive analysis, a resull 
similar to Rogoff and Siberl (1988) and Rogoff (1990). 
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The perspectives of opportunistic and partisan theories were extended in the two latter- 

mentioned studies. In both cases, voters are rational, but in Alesina^s approach, 

polilicians are prospective, in lhe way that they seek to unveil the possible 

consequences of their policies and the impact they will produce on voters and on 

economic conditions. 

From the last four studies reviewed, we can conclude that the rationality of politicians 

has nolhing to do wilh the implications of their policies, which result exclusively from 

lhe need to be re-elected. Whilst the voters are rational and their thought process is 

based on considerations of competence, they can never achieve total knowledge as to 

politicians' intentions, since full information is not at their disposal. 

1.1.3 The Theories Revisited 

The theories exposed in the last two sub-sections were subject to validation by several 

authors. Lucas (1980:697-8) considered that the developments in PBC theory had three 

sources: 

i) The purely technical developments that enabled researchers to construct models 

that emulated economic relationships10; 

ii) Changes in the questions that should be answered by the models, or in the 

phenomena that we seek to explain; 

iii) The increased amount of research conducted by economists specialised in the 

field. 

10 These technical developments occurred both in mathemalical methods and lhe advances in 
computalional capacily. 
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Empirical results created a divergence of views among the scientific community that 

remains evident at the presenl lime. While a number of researchers have come to accept 

one or the other of the two approaches on PBC theory, other authors have not accepted 

it completely. We shall next present two studies, the first that supports PBC theory and 

the second whose author, while finding empirical evidence of PBCs, does not totally 

accept their existence. 

Nordhaus (1989) revisited the theme of PBC and synthesised the research carried out 

until that time. He identified the key elements of PBC theory as: 1) voters, specifically 

if they behave rationally, are well-informed and are backward- or forward-looking; 2) 

parties and their motivations; 3) economic structure, its design and the ways to affect 

economic outcomes through policy; 4) shocks, in particular how they influence politics 

and the economy; and 5) competence, that is, to know if parties' objectives are pursued 

efficiently. 

These central factors in PBC theory led researchers to develop five main approaches to 

its investigation. Nordhaus divided them into five models, only four of which shall be 

considered in this work11: 

Model 1: Opportunistic parties and non-rational voters (Opportunistic Cycle) 

In this approach, voters examine performance retrospectively and incumbents choose 

policies to maximise their chances of winning elections. This model assumes a Phillips 

curve trade-off between inflalion and unemployment and that parties stimulate the 

economy before elections (periods with higher inflation rates) in order to win re- 

election. 

" The fifih model, considcring ditTcrcnces in competence, can be found in Nordhaus (1989:6). 
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Model 2: Ideological parties and non-rational voters (Ideological Cycle) 

This model assumes that parties represent an identifiable ideology and voters choose the 

one that they endorse. 

Model 3: Ultra-rational voters 

In this conceptual design, voters are not only rational, but also possess the same 

information as parties and are forward-looking. In this setting, parties cannot manipulate 

voters, and therefore, they cannot induce a politicai cycle. 

Model 4: The economic shocks are externai to the politicai system 

If shocks are externai to the politicai settings and voters are ultra-rational, voters will 

know that shocks are not the fault of the govemment, so policy response is independent 

of the party in power. If parties are ideological, voters respond by electing the party that 

they feel is most able to alleviate the shocks. 

After developing these considerations on the PBC models, Nordhaus tested for the ultra- 

rationality of voters using a US presidential performance poli of 1000 individuais. He 

concluded that: i) in post-elections periods, voters tend to overvalue the policies of the 

incumbent, thus violating the ultra-rationality hypothesis; ii) the evaluation of parties by 

ultra-rational voters is not predictable; and iii) a strong suggestion emerges that voters 

do not evaluate future economic events, or in other words, they were not forward- 

looking. 

Based on this evidence, Nordhaus concluded that voters are not ultra-rational, yet they 

are rational, since they do vote, even if they support high opportunity costs when doing 

so. 

In his overview of the literature on PBCs, Nordhaus observed that some empirical 

findings12 support the existence of opportunistic and partisan cycles in the USA and 

other countries. 

12 A survey of empirical results that found cyclcs in fiscal and monelary policy is presenled in Nordhaus 
(1989:43-49). 
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In his opinion, empirical studies allow us to observe that politicai cycles reflect a "wide 

variety of party behaviour — ideological or opportunistic or both or neither — depending 

upon the electoral regime and individual personalities"13. Ideological models are usually 

misperceived in studies, since parties can find advantages in moving towards the centre 

in order to win elections14. 

Based on his analysis of electoral dynamics and data through the second half of the 20th 

century (from 1946 to 1998) in lhe United States, Nordhaus accepted the existence of 

PBCs, which he considered an evolving force, destined to emerge in lhe future in new 

and unknown forms and dynamics, finding both opportunistic and ideological cycles in 

fiscal policy. In monetary policy, Nordhaus rejected politicai cycles on the basis of his 

empirical work on the Federal Reserve discount rate. 

Drazen (2000) analysed 25 years of theoretical and empirical investigation on PBCs, 

starting his work by stating that there was less evidence of opportunistic behaviour in 

developed countries, but a clearly partisan effect in the USA and other OECD countries, 

with researchers in some disagreement over the underlying mechanisms. 

Drazen argued that there was some implausibility on key assumptions: the assumption 

of the seemingly expectations of voters and the reliance on monetary policy as the 

driving force in models. In general, he asserted that the traditional opportunistic 

assumption (in particular in Nordhaus' model) of politicians affecting monetary policy 

was inconsistent with the independence of the monetary authority and crilicised the 

central role of the Phillips curve (leaving no role for fiscal policy), though transfers and 

other types of fiscal policy appeared to play an important role in pre-electoral 

manipulation. 

13 Nordhaus (1989:41). 
14 Th is arguinem is also found in Alesina (1988) and Alesina and Cukierman (1990). 
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In his survey conducted at macroeconomic levei on a universe of the USA and OECD 

countries, Drazen observed phenomena common to the results of opportunistic studies 

and other phenomena common to the findings of partisan studies. Among the 

opportunistic studies, he found that (2000:11-23): 1) aggregate economic conditions 

(per-capita output, income growth and, to a lesser extent, inflation) had a significant 

effect on voling patterns; 2) there was no significant pre-electoral increase in aggregate 

economic activity; 3) in many countries, there was a clear post-electoral increase in 

inflation; 4) there was evidence of a pre-electoral increase in money supply growth rates 

in many countries. 

In the studies conducting partisan empirical analysis, he noted the following common 

findings: 1) there was a clear partisan effect on economic activity in the USA, this being 

significantly higher under Democrats than Republicans during the first half of their 

terms; 2) there was no consensus on the role of monetary policy or inflation surprises in 

the drive of partisan effects; 3) there was some evidence of pre-electoral increases in 

transfers and other fiscal policy instruments in a number of countries. 

He concluded that from an empirical point of view, even though there were a number of 

clear electoral effects on macroeconomic variables, each of the traditional models of 

PBC had conceptual and empirical shortcomings, some more than others. Drazen 

thought that it was fair to say that none of the PBC models received overwhelming 

support from the data15. 

15 This conclusion led him lo creale a new approach to PBCs - which hc namcd lhe Aclive Fiscal - 
Passive Monelary Model - which considered fiscal policy as lhe driving force and where lhe incumbem 
uses fiscal policy to win re-eleclion, monelary policy is independem and guided by a monelary aulhorily 
and voiers are ralional and helerogeneous. 
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In conclusion, it can be asserted thal evidence of PBCs has been found by some 

empirical work, answering in a positive way the question posed by Nordhaus (1989)16. 

However, a generalised consensual opinion on PBCs has not yet materialised. 

1.2 Testing Politicai Business Cycles 

In this section of the chapter, we make an approach to empirical works on both 

opportunistic and partisan theories discussed in the first section. 

The section is divided into international and national studies. International studies 

include a survey on PBC testing and also complementary areas related with debt, 

revenues and expenditure and with local management. National studies will be 

presented according to the object of their analysis: macroeconomic levei or local 

govemment. 

1.2.1 International Empirical Research 

This sub-section presents a journey through empirical studies that tested opportunistic 

or partisan PBCs, debt and complementary studies that allow us to introduce new 

approaches. 

1.2.1.1 Testing Opportunistic or Partisan models 

Blais and Nadeau (1992:389) started their study on PBC by affirming that few 

"assumptions are as deeply embedded in the (...) popular folklore of politics as the 

16 Nordhaus askcd if "(•••) politicai busincss cycles exisl, or are lhey but a stalislical illusion likc lhe 
décolleiages or head-and-shoulders lhai charlists see in lhe slock markel?" (1989:43). 

24 



notion that when in office, polilicians will seek to manipulate government activities so 

as to increase their chances of re-election". 

The authors analysed empirically the satisfaction of lhe "electoral cycle" thesis: both 

expenditure and deficits are lower in non-election periods and higher in election year; 

considering that theoretically, the PBC hypothesis seems impossible to sustain when 

volers are ralional and that in practice, govemments also face "rigidities and delays" 

which greally reduce possible manipulation manoeuvres. 

The object of lhe study was the expenditure behaviour of 10 Canadian provinces, over 

the period between 1951 and 1984, focusing on PBC analysis through the budget. The 

five dependent budgetary variables were total expenditure, social security payments, 

and expenditure on roads and agricultural activities and govemments' surplus/deficits. 

A set of dummy variables was included in order to capture election and non-election 

periods and ideological behaviour17. 

Blais and Nadeau chose Canadian provinces because: i) Canada has a parliamentary 

system, considered by the authors as representative of western liberal democracies; ii) 

electoral mandates are not fixed in time; and iii) the provinces maintain within their 

domain policy areas which the literature considers as politicai manipulation targets 

(namely social services, roads and agriculture). 

Their findings indicated that right-wing governments tend to spend less and have lower 

deficits lhan left-wing governments. 

Opportunislic behaviour on a small scale was also found, it being proved that 

expenditure and deficits are lower in non-election years. 

The general conclusion was that "one should not dismiss the common sense view that 

politicians' liming of budgeting decisions is affected by the electoral cycle"18. 

17 Electoral behaviour had three dummies: T| (equal lo I in post-eleclion year), T2 (equal 10 1 in the 
middle of the lerm year) and T3 (equal lo I in pre-eleclion year). The parlisan dummy equalled 1 when 
lhe provincc was governed by a righi-wing parly. 
18 Blais and Nadeau (1992:401). 
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An important application of PBC at the local levei was made by Rosenberg (1992) for 

10 Israeli municipalities between 1964 and 1982. 

Politicians' interest in re-election implied that they had adaptive expectations, which led 

Rosenberg to ponder on the way that they think about their individual futures. He 

analysed local govemment, considering it a good barometer to measure politicians' 

behaviour, since in view of the difficulty in gaining re-election, they would be obliged 

to find new jobs in the public or privale sectors. 

His model was based on a regression where the dependent variable was development 

expenditure. Assuming that voters are not myopic or have adaptive expectations, 

Rosenberg incorporated the incumbents' utility maximisation, taking into account the 

possibility of non-re-election19 and considered two time periods: pre- and post-election 

for local govemment office, as a consequence of the assumption that an incumbent 

determines the budget for the post-election period. 

The hypotheses tested were; 1) that local governments' expenditure would be allocated 

between pre- and post-election periods so that the pre-electoral expenditure would 

exceed the post-electoral20; and 2) if incumbents were not to run for re-election, inter- 

temporal asymmetry in expenditure pattems would be greater than those originated 

when they intended to run again for office. 

Rosenberg concluded that empirical results contradicted theory at the local govemment 

levei. His findings supported the hypotheses of the rational politicai behaviour model, 

where asymmetric inter-temporal expenditure is a consequence of the incumbente 

perception of his probability of being re-elected; or his decision to withdraw from 

politicai life. In pre-election periods, local govemment development expenditure 

deviales significantly from its normal leveis. Another finding was that incumbents not 

19 The behaviour of politicians was caplured using a probabilily-based delerminalion of lhe inier-lemporal 
fatiem of expcndilure. 

This is consisienl wilh lhe hypolhcses of bolh voters' myopia and adaplive expecialions, and ralional 
voiers. 

26 



seeking re-e]ection deviated far more from the expenditure budget than incumbents 

seeking re-election, with the expenditure gap between the two types of incumbents 

statistically significant. 

Galli and Rossi (2002) focused on the existence of electoral and ideological cycles in 

state governments' budgets for the eleven West German Lánder (sub-national). 

In these aulhors' view, literalure on PBCs in Germany has been mostly concentrated on 

federal macroeconomic variables and policy instruments. They propose that West 

Germany is worthy of analysis because it is a federal system; the Lânder have local 

fiscal authority; the policy areas that literature suggests are more liable to politicai 

manipulation come within the Lãnders' jurisdiction, i.e., administration21, health, 

education, roads and social security benefits. 

Even though German states are heterogeneous, budgeting processes and fiscal 

institutions are homogenous and elections are exogenously determined, thus enabling 

the testing of the opportunistic hypothesis . Galli and Rossi analysed the Lãnder using 

statistical data during the period 1974-1994, with a model based on different types of 

budgetary expenses: total expenditure, budgetary surplus/deflcit, administration 

expenditure, health care, education, roads and social security benefits. 

The opportunistic hypothesis was based on the model of Blais and Nadeau (1992) and 

Alesina, Cohen and Roubinfs (1992) model23 for the creation of opportunistic 

dummies. The partisan hypothesis was based on Alesina, Cohen and Roubini (1992)24. 

21 Administration expenses are lhose related lo lhe internai funclioning of lhe Liinder, such as expenses on 
personnel and acquisition of goods and services. 
"2 Despile these argumenls, Galli and Rossi verified lhai few aulhors have invesligated local PBC al a 
disaggregate levei because lhe dala was often inconsistenl and nol always complete. 
23 Alesina, Cohen and Roubini (1992) used a dummy (To) equal lo 1 in lhe eleclíon year. testing whelher 
expenditure was higher during lhe eleclíon year. This hypothesis is also used by Galli and Rossi (2002). 

The partisan dummy variable equals I for a righl-wing majority. 
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Their results showed that the party variable does not generally play a systematic role in 

expenditure decisions. This was not surprising to the authors, due to the fact that 

German economic policy is well known for its sound fiscal approach and less prone to 

ideological influences, at both federal and local levei. Econometric results showed that 

rightist governments tended to spend less than leftist. Leftist govemments tended to 

favour a counter-cyclical expenditure policy, spending more on education and health; 

rightist governments spent more on administration. 

The authors found some evidence of an opportunistic cycle. Total expenditure, 

individual expenditure categories and budgetary deficits were ali lower in non-election 

years. Independent of their ideological orientation, govemments were anxious to be re- 

elected and therefore increased expenditure in the election year. Furthermore, the results 

indicated that the extra expenditure was absorbed into higher deficits, rather than 

requiring tax increases and that the electoral effect was confined to the election year. In 

other words, the only relevant phenomenon was the effect of the upcoming election on 

the government expenditure trend in that specific year. 

Pettersson-Lindbom (2003) studied the Opportunistic Model based on the assumptions 

that politicians are opportunistic and voters have adaptive expectations. The author 

found surprisingly little systematic evidence for the traditional electoral-cycle 

hypothesis, while in recent years, some studies have claimed to find support for an 

electoral cycle in fiscal policy. Recent literature proposes explanations for electoral 

cycles in fiscal policy based on voter rationality. The name given to the models 

employed in this literature is "politicai agency models"25. 

25 Politicai Agency Models are dividcd helwecn RogoíTs (1990) model, which cmphasises repulalion- 
building on lhe part of office-seeking politicians, and Besley and Case (1995), who stress lhe electoral 
accounlahility of renl-seeking politicians. Both models imply differenl fiscal behaviour: good politicians 
are associatcd with lower laxes, although in Rogoffs model, good politicians are associated with higher 
leveis of spending. Pettersson-Lindbom's analysis adopls lhe model of Besley and Case (1995). 

28 



Tradilional and rational electoral models both predict that expenditure would, on 

average, be higher in election years than non-election years. Pettersson-Lindbom aimed 

to discriminate between the traditional electoral cycle model based on voter myopia and 

the model based on rational expectations, thus taking account of voters' behaviour. He 

developed a three-step empirical methodology to test: 1) the existence of electoral 

cycles in fiscal policy; 2) how such cycles should depend on election outcomes as 

suggested by recent politicai agency models; and 3) the electoral success on the basis of 

fiscal policy. 

These tests were applied to a panei of Swedish local govemment authorities, with 288 

observations of 288 municipalities in election periods, between the years 1974-1998. 

Swedish municipalities share characteristics which make them homogeneous: elections 

are exogenously set, the fiscal year corresponds to the calendar year, local authorities 

are independent from the central govemment, have no restriction on borrowing and 

have no regulations requiring balanced budgets. 

The study concluded that with regard to local govemment: i) expenditure was raised and 

taxes were cut in election years; ii) spending was higher for the municipal council 

would probably be re-elected than for the council that was probably facing defeat; iii) in 

the post-election year, expenditure was higher and taxes were lower for re-elected 

govemments than for newly-elected ones; iv) re-elected councils spent less and taxed 

more in the post-election year, compared with the election year; and v) conditional on 

taxes, expenditure was positively related to electoral success. 

Pettersson-Lindbonfs findings are consistent with Rogoff s equilibrium budget cycle 

model26. The partisan tests showed that left-wing councils spend and tax more and 

right-wing councils spend and tax less. 

26 The council demonsirales ils compelcnce ihrough cycles in fiscal policy: rational voters use a 
rctrospcctivc analysis to filler out competence and reappoint lhe incumbem today if it raises lhe 
probability of presenling a more compelem council tomorrow. 
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A study by Sakurai and Gremaud (2004) analysed the fiscal behaviour of São Paulo 

(Brazil) municipalities, depending on the election calendar and different politicai 

parties. The authors considered that both voters and politicians have a divergence of 

interests, which alters the politicai decision process and results in inefficient or efficient 

(depending on the greater or lesser degree of divergence, respectively) allocation of 

public resources. 

They constructed an econometric model using the components of the budget for 645 

municipalities of the State of São Paulo between the years 1989-2001, in order to study 

total expenditure behaviour. They found evidence of positive impulses in municipal 

expenditure in electoral years between 1992 and 1996 and differences between the 

parties with respect to different economic classes of expenses, proving that both 

opportunistic and partisan hypotheses applied. 

Rosenberg^ results showed that in pre-election years expenditure is higher, particularly 

in the cases in which the politician previously elected is not running for office for a 

second term. This perspective is contrary to Pettersson-LindbonTs flndings, who found 

that expenditure was higher when local govemment officers were aiming to be re- 

elected. This growth in expenditure would, in tum, be prolonged throughout the post- 

election year, which is in contrast to the conclusions of Galli and Rossi, in which the 

period of expenditure expansion was confined to the electoral year itself. A partisan 

effect was found in the last three studies reviewed in this sub-section. 

1.2.1.2 Empirical Analysis on the Strategic Use of Debt 

Pettersson-Lindbom (2001) investigated the strategic use of debt after discovering a gap 

in empirical studies at the local levei for debt-use behaviour. This work was based on 
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his 1999 study, in which he defined debt as lhe process of borrowing money and 

creating a debt service. The use of debt was summarised as a necessary instrument of 

governments because of economic reasons or politicai economy arguments. However, 

he emphasised that debt can mean that governments are simply unable to manage their 

resources, cut expenditure or raise taxes. 

The purpose of this study was to link the stock of debt at a certain moment to past and 

future policies. Debt becomes a strategic instrument when governments face the 

probability of defeat. In order to influence their successors' policies, they ensure that 

future revenues are committed to the servicing of the debt. 

Pettersson-Lindbom used data from Swedish local councils between 1974 and 1994 and 

tested two models of debt use: the Alesina and Tabellini (1990) hypothesis and the 

Persson and Svensson (1989) hypothesis. In the flrst approach, councils have different 

preferences on the composition of expenditure; debt is used to commit the successor to 

a certain spending direction. In the second approach, in a two-party system, both parties 

have different views on the value of expenditure; debt is used to constrain the levei of 

future spending. 

The author concluded that right-wing councils accumulated more debt during their term 

of office if the probability of being defeated was large; left-wing councils decrease the 

levei of debt the higher that probability. Moreover, the larger the debt, the more a 

newly-elected council has to reduce its expenditure and raise taxation. His results were 

consistent with the Persson and Svensson model. 

1.2.1.3 Empirical Works on the Revenues-Expenditure Nexus 

Inier-temporal links between council expenditure and revenues can be modelled 

according to three hypolheses: i) revenues change concurrenlly with expenditure; ii) 
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taxes change before expendilure in order to feed its growth process and iii) expenditure 

changes before taxes, which consequently feed the new expenditure. 

This relationship is designated the revenues-expenditure nexus. 

Holtz-Eaking, Newey and Rosen (1989) considered the role of grants as the starting 

point to analyse the relationships between expenditure, revenues and grants at the local 

government levei. 

The authors used data on 171 US municipalities between 1972 and 1980 and applied 

vector auto regression (VAR) techniques to find the revenues-expenditure nexus. 

The results indicated that dynamic movements on expenditure and revenues could be 

captured through two-year lagged variables and that there were important inter-temporal 

linkages between expenditure, taxes and grants. Furthermore, no proof was found for 

the model in which revenues change concurrently with expenditure. Finally, local 

evidence that past revenues help predict current expenditure, whereas past expenditure 

did not alter the future path of revenues, was contrary to central government data, a fact 

that the researchers attributed to possible differences in the decision process. 

Dahlberg and Johansson (1998) studied local government revenues and expenditure in 

Sweden. The authors developed a dynamic econometric model to analyse 265 Swedish 

municipalities between 1974 and 198727. A dynamic model enabled them to capture 

variations in fiscal policies28 and to introduce time-varying parameters of the 

expenditure equation. 

Dahlberg and Johansson tested four models: 1) tax-and-spend: where expenditure 

adjusts, upwards or downwards, to the levei that can be supported by revenues; 2) 

27 The Swedish case was chosen due lo the important role in lhe public sector of municipalities, in 
addition lo the homogeneity of lhe sample. These factors also Jed Pettersson-Lindbom to base his sludy 
on Sweden. 

Using lagged variables. 
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spend-and-tax: it is proposed that spending takes place prior to the taxation moment; 3) 

revenues change concurrently with expenditure, marginal costs and marginal benefits 

thereby being balanced; and 4) revenues and expenditure change independently of each 

other. 

The conclusions pointed to expenditure and grants causing own-source revenues, while 

grants, but not own-source revenues, caused expenditure. The authors found that their 

results were coherent with the growth tendency of municipal employees and the 

accompanying increase of local taxes during the period covered by the data. On the 

other hand, they found that own-source revenues were related to municipalities' areas of 

operation and transfers from the central budget . Furthermore, extra subsidies from the 

central budget could be generated by municipal expenditure. 

1.2.1.4 Other Empirical Works on Local Government 

Not testing any particular hypothesis of opportunistic or partisan theories, the next three 

studies are dedicated to complementary analysis of politicians' or voters' behaviour at 

local government levei. 

In Glaser and DenhardFs (2000) study, the initial position was to consider that citizens 

do not have a good understanding of local government and do not assess it objectively. 

This question related to the hypothesis of rationality and the prospective abilities of 

citizens, the latler being unable to evaluate local government performance. The authors 

constructed an econometric model based on two lypes of variables: controllable and 

29 An importam implicalion was derived from lhe empirical results: in order lo influencc municipalilies' 
expenditure, central government should change granis and not local governmenls' resources lo taxation 
and fecs. 
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non-controllabJe30. The data was obtained through surveys of registered voters in 

Orange County, Florida in 1995. 

Step-wise multiple regressions were used to produce a series of predictors of 

performance, ordered by their econometric power. Controllable variables were defined 

according to a Likert-type measure31, while the non-controllable variables were 

transformed from a Likert measure to a dummy. 

The findings indicated that the concern over the breach between citizens and local 

government constitutes a real problem and that many of the variables that citizens use to 

evaluate the performance of their local councils are not under the direct control of the 

elected officials. This means that citizens have greater expectations conceming local 

government intervention than can realistically be fulfilled. 

Bronchi (2003) focused on Portuguese public management reality at national and sub- 

national leveis. She observed that Portugal's local government spending is lower in 

comparison to the European Union average. According to the author, emergency 

measures to correct public expenditure are a mere result of "weaknesses in the budget 

process". 

Based on macroeconomic data, comprehended between 1980 and 2004, Bronchi 

identified the major pressures wilh regard to public expenditure (2003:6-10): 

i) Pressure on the personnel payroll; historically, the fastest growth rate of public 

expenditure has occurred since the late-1990s, a contributory factor being the 

increase of expenses on personnel, as a result of expanding public-sector 

30 Controllable variables are lhose affecled by lhe local aulhorities, such as information flows, nature of 
lhe relalion bclween cilizens and lhe municipality and ils response abililies; non-conlrollable variables are 
ircnds and evenls lhal affecl cilizens' perceplions of local governmenl performance, bui lhai are bcyond 
lhe aulhorily's conlrol, due lo lheir being linked to global economic issues, qualily of life and social 
issues. 
31 Measured as follows: 1= Slrongly Disagree, 2= Disagree, 3= Agree and 4= Slrongly Agree. 
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employment since 1995. Total personnel employment in Portugal has been 

superior to the OECD and EU averages since 2000; 

ii) Pressure on the demand for social services, deriving mostly from an ageing 

population, in addition to the introduction of some measures aimed at poverty 

reduction (such as the guaranteed minimum income); 

iii) Low leveis of productivity and large, state-owned firms that obtain resources 

through transfers in order to finance their chronic deficits. 

The main problem was identified by Bronchi as inadequate expenditure control, 

resulting from serious deficiencies in the preparation of forecast documents, such as the 

central State budget. 

Budgetary-process deficiencies were found to be a consequence of the insufficiency of 

regulations designed to control expenditure, little macroeconomic analysis prior to the 

elaboration of the State budget; archaic accounting, control and evaluation processes, 

and fmally, a lack of coordination between central and local governments. The author 

found that recent measures to improve budget coordination and control of sub-central 

debt have been inadequate. 

With reference to local government, Bronchi found that there is no legal structure to 

implement the decisions to increase expenditure and increase resources (financing 

process), the State budget remains the main source of financing municipalities and there 

are no incentives to cut expenditure. 

In conclusion, Bronchi found that the efficiency of expenditure in the domain of public 

goods was not easy to measure, in particular in areas of high expenditure leveis, such as 

education, health and social welfare. Moreover, little effort is made to improve 

efficiency. The author lists a series of recommendations lo improve both efficiency and 

effecliveness, namely, strengthening control over the budget process, increasing efforts 

to match resources to local governments' areas of responsibility, implementing 
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management by objectives and encouraging the expansion of the relationship between 

public and private sectors. 

French (2004) related the form of government and per-capita expenditure in small cities 

and towns of the United States. He distinguished between the council-managed form of 

government32 and non-council management33. French expected to find that per-capita 

expenditure of non-council managed cities was significantly higher than per-capita 

expenditure of council-managed cities. An econometric model was constructed in order 

to link per-capita expenditure with the form of government, median household income, 

the number of services offered by the municipality, population and demographic 

variation, geographic region and metropolitan status of the city. 

He concluded that the form of government was significantly related to expenditure 

leveis: council-managed cities and towns exhibited significantly higher per-capita 

expenditure leveis than cities and towns under non-council government, which was the 

contrary to the expected finding. 

1.2.2 National Empirícal Research 

Recently, there has been a growing interest in studying PBCs in Portugal, particularly at 

the local levei, with papers produced by researchers like Martins (2002), Veiga (2002), 

Veiga and Veiga (2004), Baleiras and Costa (2004) and Coelho (2005). 

We shall divide them into macroeconomic and local government studies. Together with 

local government studies, we include a study on efficiency, which, whilst being a topic 

beyond the scope of PBCs, is of great relevance to the country^ problems. 

32 In ihis case, an appoinled manager is rcsponsible for adminisiralive functions defined by lhe council. 
The council conccnlraies slralegic politicai and policy responsibililies. 
33 This is a form of government that rcsulls directly from eleclions and wherc an elecled official is 
responsible for administrative functions. 
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1.2.2.1 Macroeconomic-Level Studies 

The survey of Portuguese studies first considers Martins (2002), who tested the four 

PBC approaches, as presented earlier in Table 1.1 (section 1.1). This work was based on 

the general assumptions regarding PBCs: 

i) Voters react to economic variations through the ballot-box. higher 

unemployment, inflation, less income and less growth are expected to be 

reflected in the government's castigation at eleclion time, and vice-versa; 

ii) Politicians' behaviour is endogenous: they must know what affects voters' 

decisions in order to remain in power. 

The author sought to answer two questions. Firstly, if Portuguese politicians manipulate 

the economy prior to elections, can they win re-election? Secondly, are there any 

systematic differences between the economic performance of the PS (main left party) 

and the PSD (main central-right party)? The variables analysed were the budget deficit 

series, the GNP growth rate, the unemployment rate, the inflation rate and money 

supply. 

Martins applied graphical analysis and an OLS econometric model to study data for the 

Portuguese economy in the period between 1977 and 200034. 

Resulls demonstrated the inexistence of partisan effects and the existence of punctual 

opporlunistic behaviour when observing budget deficit series graphically. Martins found 

no econometric evidence for opportunistic behaviour in budgetary policy. However, 

opporlunistic behaviour was found in unemployment and in monetary policy35. 

34 Data consistcd of trimesier observalions of the growth of real GNP, inflation rale, and unemployment 
rate as olher mensures of monetary and budgetary policies. Partisan behaviour was included in lhe model 
from 1985 onwards and was analysed by taking imo accounl the governmenl party. 
35 According lo lhe author, evidence of monetary policy can raise lhe queslion of lhe Bank of PortugaPs 
independence. 
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1.2.2.2 Local Government-Level Studies 

Veiga (2002) analysed in an opportunistic context the influence of politicai factors on 

municipal expenditure decisions. The author started by identifying three main findings 

that emerge from the international literature: 

i) Most authors find evidence in favour of partisan theory, with strong support 

for rational models; 

ii) Partisan effects are stronger in countries with stable governments and clear 

ideological differences between competing parties; 

iii) Evidence in favour of opportunistic business cycles is weak. 

Next, the author built an econometric model from a dataset of capital expenditure 

accounts of ali the mainland municipalities (278 local governments) from 1979 to 2000. 

The researcher concluded that local politicians increase capital expenditure before 

elections, particularly on items that are highly visible to the electorate, such as the 

construction of roads. When the Mayor's party had an overall majority in the Municipal 

Assembly, there was a greater probability that the dominant party would approve the 

budget and an activity plan that reílected its preferences, although the dimension of the 

opportunistic cycle did not depend on whether the Mayoras politicai party had a 

majority in the local assembly. 

The econometric results indicated that capital expenditure is higher in the second half of 

the mandate, above ali in eleclion years, which suggests that Portuguese local 

government incumbents are opportunistic in their behaviour. The expenditure is 

accentuated in favour of items of great visibility, like roads and complementary works. 

Veiga (2002) found no evidence of partisan behaviour, or that left-wing parties spend 

more on investment items that favour poorer groups of lhe population. 
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Veiga and Veiga (2004) expanded Veiga^ work, testing for the existence of Rational 

Politicai Business Cycles, using a large array of Information on continental Portuguese 

municipalities, based on the Rogoff and Sibert (1988) assumptions. 

They summarised the characteristics of Portuguese municipalities which make them an 

interesting object of study as follows; homogenous legislation, procedures and 

accounting, homogenous policy instruments and institutions, election dates exogenously 

determined, very delailed data on public expenditure that allow tests on particular 

expenditure categories and long time-series which allow more reliable conclusions. 

The econometric tests performed examined investment expenditure choices of 278 local 

government municipalities over six electoral periods (1978-2000), verifying whether 

incumbent politicians increased municipal expenditure in pre-election periods. 

Furthermore, they investigated whether expenditure choices are related with the 

Mayor's ideology, the support for the Mayor from the Municipal Assembly and his 

decision to run for another term in office. 

Veiga and Veiga assumed that local politicians have more freedom to manipulate 

expenditure than revenues, that current expenditure is rigid and capital expenditure is 

flexible. The findings supported rational opportunistic cycles, similarly to those of 

Rogoff and Sibert (1988). Veiga and Veiga concluded that there was clearly the 

existence of opportunistic behaviour by local governments, with an increase in pre- 

election periods of high-visibility expenditure. This suggests an effort to signal 

compelence and improve chances of re-election. 

The cycle is influenced by ideology in one aspect: left-wing mayors tend lo behave 

more opportunistically than right-wing mayors. Right-wing oriented mayors register 

greater deficits and capital expenditure, while total expenditure is higher among left- 

wing oriented mayors, allhough there is no evidence of ideology effects in investment 

expenditure. Veiga and Veiga concluded that is not possible lo draw conclusions on the 
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character of partisan effecls in municipal finances. Similarly to the results of their 

previous study, the opportunistic cycle does not depend on whether the Mayor's party 

has the majority of deputies in the municipal assembly or on whether he is running for 

another term in office. Having the majority in the municipal council induces greater 

investment expenditure. Mayors increase expenditure in parliamentary election years, in 

order to influence a better outcome for their parties at the national levei. In municipal 

election years, there are larger budgel deficits and higher total capital and investment 

expenditure than in other years of the electoral cycle. 

The Portuguese researchers, Baleiras and Costa (2004) conducted a study concemed 

with short-run local government behaviour within election dates, attempting to ascertain 

if economic policy was related with inter-temporal pattems of terms of office. 

The authors assumed that local government has less discretionary power over policy 

instruments, and that politicians have no prospects of employment after leaving public 

service. 

They tested opportunistic PBCs at local government levei, considering that agents were 

ultra-rational and fulfilled the following criteria: 

a) Voters evaluate govemments on the basis of their expected future performance, 

have rational expectations and possess ali the information available; 

b) The policy-makers know exactly how voters behave; 

c) There are no information asymmetries between players. 

The authors hypothesised that PBCs could be the outcome of an "ultra-rational set-up 

where information is fully and symmetrically dislributed" and that "ali players 

optimise". Hence, the optimal policy of a PBC is the one in which "public oullays 

before eleclions exceed those after eleclions"36. 

36 Balciras and Costa (2004:669). 
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They based their work on an econometric model in which real per-capita investment 

expenditure was linked with election and non-election periods, with a majority on the 

town council supporting the Mayor and with the log of capital transfers per-capita. The 

authors used a time-series sample of 30 continental Portuguese municipalities, from 

1977 to 1993. 

Wilhin this framework, their hypothesis was validated. In addition, they found that 

ideological PBCs were less likely to arise at the local levei, since a very significant 

proportion of expenditure is rigid. Moreover, an interesting phenomenon was observed: 

there was an alteration in the trend from 1986 onwards that showed improved results in 

the regression^s determination coefficient, which implied that structural funds from the 

European Community after Portugal's adhesion were an important source of funds for 

investment. 

The years between 1977 and 1986 do not obtain a high regression value. The authors 

believe that this was a consequence of the fact that the Portuguese people were still 

discovering the democratic process after the demise of the ultra-conservative 

dictatorship. 

Coelho (2004) also tested opportunistic and partisan behaviour at local govemment 

levei. To many economists and politicai scientists, the major issues underlying 

government behaviour are the existence of ideological incentives or opportunistic 

incentives. Therefore, the author sought to understand if these incentives created policy 

and economic bias in the current period, which might conslrain policy and economic 

performance of future periods. 

Coelho assumed, similarly to Veiga and Veiga (2003), that the Mayor has more power 

lo influence expenditure lhan revenues. Following this trend of thought, analysis was 

focused on the occurrence of PBCs in the capital expenditure of town councils, 
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considering that this constitutes the most visible expenditure in the eyes of the 

electorate. 

Opportunistic and partisan behaviour was tested on components of local govemment 

expenditure (as proxies for economic policies) between 1979 and 2000, and on local 

employment growth (as a proxy for economic outcome) between 1985 and 2000. 

The analysis employed a panei dataset of 86 municipalities in the northern region of 

Portugal (classification NUTS II). 

The researcher concluded that local governments adopted a opportunistic behaviour, 

observed both in instruments and outcomes. There was statistical evidence of 

opportunistic behaviour in the electoral year and in the preceding year - total, current, 

and capital expenditure were larger than in the other years, with opportunistic behaviour 

of a greater magnitude evident in the year before elections. There was no evidence of 

partisan behaviour whatsoever, but the author did find that left-wing local govemments' 

budgets surpass their right-wing counterparts (a conclusion similar to the results 

obtained by Veiga and Veiga (2002, 2004.) 

One other aspect of PBCs was captured through employment by Coelho, Veiga and 

Veiga (2005). The authors attempted to test for the existence of PBCs in employment 

for ali the continental Portuguese municipalities between 1985 and 2000. The model 

considered employment as a dependent variable of a set of variables related to 

opportunistic behaviour, partisan behaviour and to population fluctuations. 

The findings revealed strong evidence of PBCs in local employment. The authors noted 

an indirect way to generate jobs in local firrns through municipal expenditure 

manipulation. 
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Ali sludies point lo lhe non-existence of partisan business cycles at local levei. Veiga 

and Veiga's conclusions are in contrast to what they identify as lhe main results 

deriving from international research. Portugal presents opportunistic PBCs, rather than 

the partisan form, particularly with regard to investment expenditure (which has a high 

degree of visibility). Portuguese incumbents also demonstrate forms of signalling 

competence lhat are similar to the ones described by Rogoff and Siberl (1988). 

Baleiras and Costa (2004) tested for the prospect of incumbents' future employment 

when they did not intend lo run for office37 and found no evidence of partisan form 

cycles. The Coelho, Veiga and Veiga (2005) study found evidence of cycles in local 

employment due to an opportunistic manipulation. 

We present a final national study which focused on efficiency rather than on PBCs. 

Afonso and Fernandes (2003) analysed the expenditure efficiency of local govemment 

when having to implement the new decentralisation policies, since in their opinion, 

studies on the subject were scarce in Portugal. They followed the Tiebout model, which 

applied the notion of competitive markets to the local government sector and assumed 

that local governments employ public resources in a cost-minimising way to fulfil local 

public interests. 

The analytical framework was based on input/output efficiency as constructed by 

microeconomic theory, assuming that municipal performance is the result of local 

public policies, while municipal expenditure efficiency is the outcome of expenditure 

inpuls. Inputs correspond lo expenditure and outputs are the total local services 

provided. 

The data was drawn from a sample of 51 municipalities of lhe region of Lisbon and the 

Tejo Valley in 2001. 

17 Rosenberg (1992) also focused on incumbents' future employment prospects. 
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The authors concluded that the municipalities of this region were relatively inefficient. 

Moreover, they could have achieved, on average, approximalely the same levei of local 

output with about 39% less resources, which means that local performance could be 

improved without necessarily increasing municipal expenditure. The wasted 

expenditure was greater in "large municipalities", compared with smaller ones. What is 

more, spending did not translate into better living standards. 

Although this latter work does not stand within the domain of opportunistic or partisan 

PBC studies, it nevertheless constitutes an important analysis of how efficiently or 

inefficiently municipalities spend their financial resources. 
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Chapter 2 - Portuguese Municipalities: A Brief 

Characterisation 

The theory of politicai business cycles first emerged at macroeconomic levei. Its field of 

research was expanded to sub-national levei, that is, local government. Despite being a 

field in which there are no consensual opinions, we saw in Chapter 1 that international 

and national researchers have produced studies on the subject that show that PBCs 

should not be overlooked when analysing local government activities. 

Since the object of this work is to investigate for evidence of PBCs in Portuguese local 

government through debt, the present chapter briefly characterises Portuguese 

municipalities from the politicai and financial perspectives, approaching their structure 

and competences with particular regard to their forms of finance and management tools. 

2.1 Municipalities' politicai characterisation 

In a unitary state, such as Portugal, the politicai unit is the citizen even though 

intermediate leveis of government exist. Local government can be seen as an 

inlermediate body of State management, since it is empowered to exert authority over 

citizens in a certain territorial area. Municipalities correspond to a levei of government 

with independent powers over politicai decisions associated with politicai 

decentralisalion38. Politicai autonomy implies budgetary independence39. 

38 Politicai decentralisalion is related with lhe government^ vertical structure (diflerenl territorial leveis 
of government). The vertical leveis are composed of the central, regional and local governmenls. For an 
extended analysis on lhe subject, see Pereira (1998:73) and Pereira, Afonso. Arcanjo and Santos 
(2005:304). 
39 Pereira, Afonso, Arcanjo and Santos (2005:346). 
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In Portugal, the regional and local government authorities are organised on the basis of 

parishes, municipalities and administrative regions. The schema of the government 

sector can be observed in Figure 2.1. 

Fig. 2.1 - Schema of the Portuguese Public Sector 

1 

Government Sector 

•State, 
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Government 
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Regional and Local 

Government 

Public 
Corporatc 
Sector 

Source: Adapled from Afonso and Fernandes (2003:6). 

Our analysis concentrates on municipalities, the politicai organs of which are the 

municipal council (executive power) and the municipal assembly (deliberative power). 

The municipal assembly has a broader mission than the town council, specifically in 

strategic planning, guiding and following up on ali activities. The assembly also 

analyses both qualitative and quantitative data produced by the town council in order to 

have full knowledge of its management results. The town council has responsibility for 

current management and puts into practice the municipal assembly's strategic options, 

in accordance wilh the assembly's regulations. 
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The municipalities' first legal framework after 25,h April 1974 was established in the 

Portuguese Constitulion, which replaced the earlier Administrative Code, defining a 

municipality as a public entity with specific organs that pursuit the interests of the 

population under its jurisdiction. 

The first specific law lo regulate municipal activity was Law 79/7740. This law 

established the attributions of municipalities in Article 2. These attributions would 

become the source of inspiration for the design of one of the municipalities' 

management tools - the Multi-Annual Options Plan41. Table 2.1 depicts the areas of 

municipal activity, which are generally included in the Multi-Annual Options Plan as 

strategic objectives. 

Table 2.1 - Attributions of Municipalities 

Are a of Activity Description 

Pu blic Sqfety Municipal Police (optional). 

i 
i 

Educatíon 
Construction and maintenance of basic educatíon schools, expenditure on non-pedagogical 
staff, social support for under-privileged children, school transportation. 

He ai th Participation and consultation on the planning ofnational network of public health centres. 

Social Care 
Cooperation with social care institutions, partnerships with central administration in 
programs against poverty and social exclusion. 

Housing jPromotion of social housing and urban renovation programs. 
i I 

Culture Science ^onstruc^on sPorts recreational facilities, construction and maintenance of municipal 
' ' ! cultural and scientific centres, libranes, theatres and museums, promotion of culture, natural 

Sinrts anã Leisure | environment ^ patnmony. 

Energy iDistnbution of low-tension energy, promotion of urban and rural public lighting. 

TranspOti and jConstnjction and maintenance of roads, viaducts and so on, maintenance of the municipal 

Communications jroaci network 

Water, Seivage 

and Sanitation 
Distribubon of water, construction and maintenance of sewage systems, waste treatment. 

Source: Based on Pereira, Afonso, Arcanjo and Santos (2005:361, Tahle 11.13). 

40 For furihcr information, plcase see the legislalion reíercnce ai lhe end ol this work, page 105. 
41 This was dcscrihed in prcvious legislalion as lhe Aclivilies Plan. 

47 



The first post-25th April 1974 municipal elections were held in 1976. Since then, local 

elections have taken place in 1979, 1982, 1985, 1989, 1993, 1997, 2001 and 2005. At 

present, there are 308 municipalities in the country, including the Atlantic islands of the 

Azores and Madeira. 

2.2 Municipal Finance 

Since the time-span of our study is from 1978 to 2002, we shall now characterise the 

evolution of the legal framework of public local finance, highlighting its major 

modifications during the period. 

Municipal finance has always been the subject of speciflc legislation. The process of 

financing local authorities' activities plays a key role in current and strategic 

management and is based on five main principies, which derive from public finance 

theory. 

These structural principies occur at different leveis. Provisions íov financial autonomy 

are found in the Constitution and in the govemmenf s organic laws. Enshrined in the 

country's fundamental law, this principie becomes the cornerstone of local government 

action. The fair distribution of public resources and the reduction of inequalities derive 

from local finance laws related to financial transfers from the central budget and the 

distribution of resources in terms of efficiency and equity. Finally, the last two 

principies derive from the municipalities' juridical and politicai status. 

48 



A summary of municipal finance principies is presented below in Table 2.2. 

Table 2.2 - Municipal Finance Principies 

► 1 
Principie Dcflnitíon 

Legal 
Framcwork 

Principie of Financial 
AuÉonomy 

Municipalities have their own resources and 
assets, with autonomy over their management. 

Portuguese 
Constitution 

Principie of ttte Fair 
Distribution of Public 

Resources 

Transfers must correspond to the effective costs 
of the municipalities' attributions. This principie 
is also known as the "solidarity,, or "vertical 
equilibriunT principie. Local Finance 

Laws 

Principie of Reãuction of 

Inequalitíes 

Allows for the transfer of fiinds to help small 
municipalities to accomplish their attributions; 
also known as "active equality^ or "horizontal 
financial equilibriurh". 

Principie of the 
Fundamental Freeãom of 

Municipalities to Define 
Policy 

This principie allows municipalities to defineand 
execute their policies. 

Municipalities' 
Juridical and 

Politicai Status 1 . . 
Principie of cônsultatoon of 

municipalities 

The means by which public resources are 
transferred results from consultation; the 
municipalities' opinion on the process is 
mandatory. 

Source: the author, based on Rocha (1991:131 -135). 

In order to fulfil lhe tasks attributed to their sole competence, as defined by law, 

municipalities can finance their activities through own source revenues (taxes, fees and 

tariffs), transfers from central government and credit. Article 240 of the Constitution 

eslablishes thal municipalities have their own asseis and financial system (Art. 240, nr. 

1). In addilion, the article stipulates that the general laws of municipal finance must 

adjust the distribulion of public resources in order to correct asymmetries between 

municipalities (Art. 240, nr. 2) and permits them to manage their asseis and charge for 

their services (nr. 3 of the same article). Provisions for lhe transfers from central 

government are set out in Article 254, which determines that municipalities "participate, 

by their own right (...), in lhe revenues from direct taxation" (at a nalional levei). 
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While in such countries as Áustria and Germany, local governments have direct taxation 

powers, the financing model for local govemment in Portugal is indirect, meaning that 

municipalities are not empowered to create or collect taxes' Tax autonomy is reduced 

basically to the choice between a transmission tax on non-moveable assets and a tax on 

firms' profits, called the "derrama". Pereira (1998:62) explains that the "derrama" was 

initially crealed to offset partially, in cases of utmost importance, expenditure on 

investment projecls. However, over the course of time, it has become a standard annual 

municipal application. 

Transfers from central govemment assume two forms: block grants (which are non 

conditional to specific projects) or special grants (destined to finance specific projects 

and expenditure). 

Debt constitutes a form of financing projects, as a direct result of current activities and 

is related to that part of expenses not covered by revenues. Debt will be analysed in 

Section 2.3.3. 

Historically, the fírst local govemment finance legislation was Law 1/79. The resources 

transferred from the central govemment budget were structured and the transfers' 

method of calculation was determined, becoming a basis for the forms that remain in 

force at the present time. The main transfer to municipalities is the Financial 

Equilibrium Fund (FEF), which constitutes a block grant. 

These forms were amended by Law 98/84. The new law withdrew from parishes the 

right to obtain a share of the "derrama", the tax on businesses' profits. The new law 

eslablished that lhe "derrama" could only be applied at municipal levei. A new tax was 
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placed at the disposal of municipalities, the Tax on Transportation42, but was never 

implemented. 

The new legislation^ premise was to reinforce municipalities' own revenues, through 

the application of local fees and tariffs. 

The third piece of local government finance legislation was Law 1/87. This law 

provided the municipalities with two new sources of revenue: the Tax on Property 

Acquisition, which has served to yield a fundamental proportion of total revenues; and 

VAT (Value Added Tax), which was introduced into the calculation method of the main 

transfer from the central administration, known as the Financial Equilibrium Fund 

(FEF). 

The current law 42/98 has broadened the application of the fund's calculation from 

VAT alone to VAT plus the tax on private individuais' incomes and the tax on 

enterprises' profits. Furthermore, it has addressed the question of funds from the 

European Union. 

This law substituted the FEF by the General Municipal Fund (FGM) and the Municipal 

Cohesion Fund (FCM). These funds are calculated on the basis of a series of statistical 

information indexes compiled on each municipality and applied to 30.5% of the average 

national revenue from income tax on individuais and enterprises, plus VAT. 

A new local government finance law is currently under discussion, for which a draft 

proposal has been drawn up at the lime of writing this text. When approved, the 

proposed law will become the fifth amendment to the local government juridical 

42 ll was inlended lhal ihis lax was lo be collecied from enlcrprises. in order to offset municipal 
cxpenditure on roads and transport infraslructurcs. 
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framework. The proposed law focuses on the public resources distribution model, 

creates new revenues and revises the debt regime. 

Two new forms of revenue will be created: first, a share for local governments of the 

total IRS collected at the national levei - 2% being a constant share plus a variable share 

of up to 3%, established by each municipality and deductible from the private 

individuaFs IRS taxable income, if not applied up to the full percentage; the second 

form will be the Municipal Social Fund (MSF). This is aimed to finance education, 

health and social welfare expenditure. 

2.3 Current Management and Strategic Planning 

Municipal management is based on two major instruments: 

The Budget (of revenues and expenses), 

The Multi-Annual Options Plan (comprising the Investment Plan and the 

Relevant Activities Plan). 

In theory, the Budget and the Multi-Annual Options Plan form the core of the 

municipalities strategic planning, since they include a detailed description of activities 

programmed on a multi-annual basis. These instruments are more than mere operational 

plans43, since they integrate a strategic component that results from politicai options 

laken by the ruling paity. 

43 Operalional Plans are usually devised for lhe shorl lerm, based on slraiegic information on aclions to be 
carried oui according lo a specific lime-lable. 
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2.3.1 The Budget 

The Budget is the document in which ali programmed municipal expenditure for the 

next financial year is detailed. Three characteristics of lhe central budget are adapted to 

everyday municipal management, transforming the local budget into a financial 

document (as a forecast of financial activity), a politicai document (to be formally 

approved by the politicai organs, i.e., the lown council and the municipal assembly) and 

a juridical document (defines municipal revenues and expenditure)44. 

Revenues and expenditure may be current or capital in nature. 

The budgetary principies of municipalities are adaptations of those that apply to the 

central budget, taking on a specific meaning when applied to local govemments. These 

principies are presented in summarised form in Table 2.3. 

Table 2.3 - Municipal Budgetary Principies 

Principie Deflnition 

Uniiy There is only one budget. ^ 

Universality 
The budget comprehends ali the revenues and expenses of the 
mumcipality. 

Specificity The budget specifics with maximum detail ali revenues and expenses. 

Balance The expenses must always be covered by the revenues. ^ 

Non- 

correspondence 
The revenues are not destined to any particular expenditure, they are 
genenc in character, except when predicted by law. 

Non-compensaíion 
AH revenues and expenses are inscnbed in the budget by their full 
amounts. 

Notes: 

Means that ali municipal services1 expenditure is inscribed in a unique document. 

^ At municipal levei, this principie means that total expenditure cannot cxcced the accounting total of 
revenues. The cash balance of the financial year must always positive or break even. 

Sourcc: lhe aulhor, bascd on lhe Official Local Accounling Plan (POCAL). 

44 Pereira, Alonso, Arcanjo and Santos (2005:369). 
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The use of budgetary principies allows municipalities to transform strategic intentions 

into aclion, accomplishing three functions: forecasting, coordination (precise 

determination of expenditure values) and control (analysis of execution). 

Traditionally, opportunistic or partisan PBCs have been studied through budgetary 

components. The budget consists of the Revenue Budget and the Expenditure Budget. 

Revenues and expenditure are characterised according to their financial nature and 

ordered by classes. 

Table 2.4 portrays some details of municipal revenues, organised according to their 

economic nature and accompanied by a brief description. 

Table 2.4 - Financial Classification of Municipal Revenues 
1      
: Economic Classification Description 

Current Revenues 

Direct Taxes Integrares municipal taxes cstablishcd by law, including municipal taxes on real cstatc 
salcs and ownership, 'derrama' and vchicle municipal tax. 

Indirect Taxes Revenues from taxes on corporatc sector, reflected in production, sales, purchases 
or use of goods and scrvices. 

Fees and ofíter penaJtíes 
\ 

Inchides taxes, tanffs and fines paid by the municipal residents. 

Property Revenues Includcs revenues from financial assets and non-productive assets, c g land émd non 
material assets. 

Current Tnutsfers 
L 

Non-retumable financial revenues received [without any rctum) and destmed to 
current expenditure. 

Capital Revenues 

Sale of Investtnent Goods Revenues from the salc of goods. the acquisilion or construction of which is 
considcred mvestment 

Capital Transfers Non-retumable financial revenues received (without any retum] and destined to 
finance capital expenditure. 

Financia! Asseis Revenues from sale and amortisation of secunties, i e bonds. shares and other 
[participation] forms of mvestment 

Contracted Debt Revenues from debt contracted in financial insbtubons and bonds. 

Other Capital Revenues Residual classification destined to include revenues which are not accounted in other 
types of capital revenues. 

Source: lhe aulhor, hascd on lhe Official Local Governmcnl Accounling Plan (POCAL). 
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Studies such as Afonso and Fernandes (2003) and Veiga and Veiga (2004) note that 

revenues are very rigid, since the ability of municipalities to "create" positive revenue 

flows is scarce, usually reflected at the end of the financial year in a low completion rate 

of projected activities. 

Since the recent adoption of the Official Local Government Accounting Plan (Plano 

Oficial de Contabilidade das Autarquias Locais, usually referred to as POCAL), there 

are more restrictions on municipalities from implementing budgets in which projected 

revenues are considered "optimistic" (i.e., over-budgeted). The POCAL obliges 

municipalities to calculate the figures of certain financial budget classes as an average 

of the revenues effectively received in the previous 24 months. This methodology of 

calculating projected revenues applies to one of the municipalities' major sources of 

income, in particular, direct taxes. 

There are some classes of revenues for which locally-elected officers are allowed a 

certain margin for "optimistic" projections. One such case is "Sale of Investment 

Assets", in which are mainly included the product from sales of buildings and land, a 

category that continues to be over-budgeted by many municipalities, despite the tight 

control exerted by the Accounts Court (the Tribunal de Contas, PortugaPs main judicial 

body of audit control over public enlities). 

Empirical analysis presented in Chapter 3 will focus on Current and Capital Transfer 

revenues, which stem from the State central budget, the EU budget and other public or 

private enlities law that expenditure in municipal expenditure on specific projects. 
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In Table 2.5 we resume the types of expenditure according to their current or capital v 

nalure, similarly to our prior exposition for revenues. 

Table 2.5 - Financial Classification of Municipal Expenditure 

Financial Classification Description 

Current Expenditure 

Expenses on Personnel 
Corresponds lo expendilure on ali personnel, including employees on conlracls of 
various duralions. This expendilure cannol exceed 60% of previous yea^s lolal 
Currenl Expendilure. 

Acquisition of Goods and 
Services 

Includes expendilure on lhe acquisilion of durable and non-durable goods not 
considered lo be inveslmenls and on ali exiernal services, e.g. training courses, 
externai consullations, represenlalion expendilure, publicily and ali other 
expenditure on services provided. 

Interest Payments and Other 
Expenditure 

Includes interesl payments and olher banking expenditure. 

Current Transfers and 
Subsidies 

Includes transfers lo social care institutions, public ulility entities and social 
solidarily. 

Other Current Expenditure 
Classification of a residual characier lhat includes other expenditure lhat is not 
accouniable in any of the other financial classes. 

Capital expenditure 

Acquisition of Invés tment 
Goods 

Inveslment expenditure refers lo lhe crealion or acquisilion of durable produclive 
goods, increasing municipal produclive asseis. 

Capital Transfers 
Corresponds lo its current expendilure counterpart, lhe sole difference residing in 
lhe fact that these transfers are deslined lo finance the inveslment expenditure of 
lheir recipienis. 

Financial Asseis 
This classification is reserved for lhe accounling of lhe municipalily's financial 
inveslmenls. Il includes lhe principal repaymenis on loans conlracied. 

Other Capital Expenditure 
Classificalion of a residual characier, which includes olher expenses nol 
accouniable in olher classificalions. 

Source: lhe author, based on lhe Official Local Governmenl Accounling Plan (POCAL). 

The Expenditure Budget aggregates inveslment and transfer expenditure, organised 

according to their financial nature and which result from decisions of the municipal 

council. Thus, in terms of stralegic planning, these decisions reflect the policy program 

lo be implemenied. According to Baleiras and Costa (2004:659), the "Mayor plays a 
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decisive role in the choices made by the municipality and becomes the "protagonist (...) 

when inveslment aclions are concerned". 

In Chapter 3, the expenditure variables to be integrated in the empirical analysis are: 

i) Current and Capital Transfers, considered as a potential target for 

manipulation, because they correspond to direct transfers to organisations; 

ii) Acquisilion of Investmenl Goods, which are considered another potential 

objecl of manipulation, due to the inherent, connection to the maintenance of 

supply of goods and services to residents; it includes expenses on public 

highway maintenance, transportation, maintenance and expansion of public 

buildings and amenities (such as schools, libraries and museums, among 

others). 

2.3.2 The Multi-Annual Options Plan 

The Local Government Accounting Law 341/83 obliges municipalities to produce an 

activities plan on a multi-annual basis since, implying that ali investments and capital 

transfers are detailed for a specific year and the following four years. The components 

of the Multi-Annual Options Plan are the Investment Plan and the Relevant Activities 

Plan. Specific actions programmed by the municipality are numerically classified at four 

leveis: Objectives, Programs, Projects and Actions. 

Objectives correspond to generic vectors of activity and are closely related to the 

attributions of municipalities mentioned in section 2.1 of this chapter and displayed in 

Table 2.1. Programs and Projects correspond to strategic areas of intervention and 

general aclions to lake place, respectively. Actions correspond to the specific tasks that 
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will be carried out in order to execute a strategic option. AH of the above classifícations 

result from politicai options. 

The Investment Plan is a list of ali actions in which expenditure is considered to be of a 

capital nature (particularly investment), while the Relevant Activities Plan includes ali 

current expenses45. Legislation gives municipalities the power to decide on whether or 

nor to devise a Relevant Activities Plan, obliging them only to detail investment 

expenditure. Despite the fact that the Relevant Activities Plan is optional, it is produced 

by the majority of municipalities, since it constitutes a detailed list of current activities. 

Expenses on Personnel are not included in either document, occupying instead a 

specific category in the budget. 

2.3.3 Debt and Credit 

In this section, we consider the variables that will be employed in our empirical analysis 

in Chapter 3. 

By virtue of their independence from central government, municipalities are free to 

contract debt in financial institutions. We will briefly analyse/describe below the legal 

ambit of short-, médium- and long-term debt contraction. 

Short-lerm debt results from expenditure items not paid within the financial year and 

that will impose a burden on the following yeafs budget. Its amount does not 

correspond to any form of financial debt, rather being a residual accounting value, the 

growth of which reveals that the municipality has acquired a large quantity of goods, 

services and equipment for which it was not able to pay during the financial year. 

45 Bcsides current expenses, ali actions executed by means of capital transfers are also included in the 
Relevam Activities Plan. 
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Short-term debl has always been recognised in local finance law. Legal stipulations 

oblige municipalities to present a detailed list, sanctioned by both the town council and 

the municipal assembly, of the bills to be paid during the following year. 

Law 79/77 (the first law to regulate local government activity) determined that the 

municipal assembly should be the organ responsible for approving the contraction of 

financial debt. Debt could only be contracted to finance specific projects and the 

municipal council should present to the assembly a detailed plan of such projects, 

including the projected budget and the costs related to the payment of the principal and 

interest on the associated loans. The duration of the loans was not mentioned in the law. 

Law 98/84 separated the time-span of the loans into short, médium and long term, 

which is still the case at the present time. The loans are deemed acceptable if their 

contractual terms represent the best financial conditions available in the market. In 

addition, municipalities can launch financing operations by issuing bonds. 

Short-term loans can only be contracted to make up for shortages of cash and cannot 

exceed 5% of the annual value of FEF transfers. Médium- and long- term loans can be 

entered into for one of two purposes: 

i) They are destined to finance investment projects; 

ii) They can be contracted in order to achieve municipal financial recovery. 

Debt servicing (total payments of the principal and interest) of the loans contracted are 

legally bound not to exceed the greater value, either of 20% of FEF transfers, or 20% of 

the total investment expenses made in the previous year of loan contraction. These 

percentages correspond to the first legal limit on indebtedness. Excluded from this limit 

is ali debt servicing resulting from loans contracted to finance projects related to 

extraordinary expenditure consequence of public cataslrophes. 
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The concept of financial re-equilibrium contracts was first introduced in Law 98/84. 

These contracts are only to be entered into in order to avoid situations of financial 

rupture by municipalities. Originally, they could only be contracted between 

municipalities and the Ministry of Finance. However, subsequent laws have removed 

the obligation of the Ministry to have the role of guardianship. Therefore, the 

municipalities are now free to enter into financial re-equilibrium contracts with 

recognised financial institutions. Similarly to the reguiations governing loan contracts, 

lhe debt servicing generated by these contracts cannot exceed the limits mentioned in 

lhe previous paragraph. 

The credit regime established by the next local finance legislation, Law 1/87, was the 

same as its predecessor, except for an alteration to the limit imposed for short-term 

loans; they could not exceed 10% of FEF, instead of the 5% stipulated in Law 98/84. 

The present local government finance legal framework is provided by Law 42/98. The 

credit regime designed provisions aimed to update the procedures of recourse to debt. 

Municipalities are now permitted to contract leasing plans, the legal situation of which 

was not entirely clear beforehand. The inter-temporal costs of debt should be 

minimised, as should exposure to foreign exchange risk (when loans are contracted in a 

foreign currency). Excess temporal concentration of capital payments is to be avoided 

and the total duration of loans must not exceed 20 years, except when destined to 

promote projects of social housing. The recourse to debt can only be formalised after 

consullalion with three different financial institutions, the contract chosen being that 

which offers the most advantageous financial terms and conditions. 

Loans contracted by municipally-owned enlerprises are now part of the calculation of 

the debt limit, contracts of financial re-equilibrium can now be entered into with 
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financial institutions (previously, lhey were drawn up exclusively with the Ministry of 

Finance) and the concept has been extended to contracts that are intended to solve 

situations of structural disequilibrium or financial rupture when the debt limit has been 

reached. Loans for financial recovery are destined to consolidate financial liabilities in 

cases of general financial disequilibrium and their duration cannot exceed 12 years. 

In the proposed new local finance law, which is currently under discussion, the need to 

control municipal debt leads to the change of methodology by which the indebtedness 

limit is calculated. The concept of liquid indebtedness46 has been introduced and 

designed to be compatible with the Regional and National Accounting European System 

of1995. 

When approved, the law will consider debt as a stock with limits. The current 

methodology by which the limit is calculated is based on the total amount of debt to be 

serviced. However, in the future, liquid indebtedness will have as a cap amount 125% of 

the municipality^ own resources, which corresponds, for calculation purposes, to the 

sum of transfers from the central budget, the 2% participation in the nationally-collected 

IRS and the financial returns on the profits of the municipality^ participation in local 

enterprises. 

The new law will oblige local governments that do not respect this limit to reduce their 

liquid indebtedness by 10% per annum, until the cap value is reached. 

46 Liquid indcbicdncss corresponds lo lhe difference belween liabililies (loans coniracied. leasing 
conlracls and debi lo suppliers) and asseis (cash, financial inveslinenls and credils lo Ihird parlies). The 
proposed new law also includes in lhe lolal liabilities lhe liquid indebledness and lotai oulslanding debl of 
local enierprises and municipal associalions. 
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Chapter 3 - Empirical Tests 

In this chapter, we introduce the model used to attempt to identify evidence of politicai 

business cycles in debt. The model's specification is presented in section 3.1; the 

sources and data are characterised in Section 3.2; the empirical results for each levei of 

analysis are presented in Section 3.3; and the chapler's conclusions are summarised in 

Section 3.4. 

3.1 General Context of the Empirical Tests 

The recourse to debt as a form of financing projects and activities has always been used 

by municipal authorities. In recent times, partly as a consequence of a sharp growth in 

the extent of indebtedness, both of individuais and of organisations (particularly 

governmental), public interest has focused on the leveis of debt that municipalities have 

incurred and hence, on their ability to support debt servicing while maintaining a 

sufficient levei of supply of goods and services. 

Public knowledge of the realities of the situation is of great importance, particularly 

when we take into account the generally poor esleem in which citizens hold public 

management, believing that it does not attain a sufficiently high standard of efficiency. 

In a recent empirical work, Afonso and Fernandes (2003:2) conclude that the 

municipalities of the Lisbon and Vale do Tejo area are: "characterised as being 

relatively inefficient", finding that lhese entities "could have achieved, on average, 

roughly lhe same levei of local output with about 39 percent fewer resources". Thus, 

"(...) local performance could be improved without necessarily increasing municipal 
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spending". Rogoff and Sibert (1988) have indicated that voters prefer more competent 

governments. Competence corresponds to efficiency: The spending of fewer resources 

to provide the same quality and quantity of public goods and services. 

If we accept the notion that the primary objective of elected officials is to win elections, 

and that in order to win elections, politicians must create in the electorate^ mind the 

perception of a "job well done", they are compelled to supply goods and services that 

will have a greal impact on voters. If winning elections is the main purpose, then 

politicians must maximise their popularity. This notion corresponds to Alesina^ (1988) 

concept of politicai manipulation through expenditure. 

However, a positive impact on voters does not necessarily signify efficiency; it may just 

mean more expenditure. Viewed thus, the question of financing activities gains new 

importance. Portuguese municipalities do not possess fiscal autonomy, therefore they 

cannot resort to taxation as a means of compensating for possible shortages of cash. In 

fact, municipalities' fiscal revenues are indirect, being both managed and transferred 

from the central budget. 

In this context, debt becomes an important resource and can be considered from three 

different perspectives: 

i) Its use by municipal councils may reflect their ineptitude in financial 

management and may conceal an unwillingness, or inability, to cut 

expenditure47; 

ii) Debt can result from municipalities' intrinsic competences, forced to 

maintain or increase the levei of expenditure due to a popular pressure in 

favour of the development of the social and economic environment; 

47 Afonso and Fernandes (2003:5). 
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iii) It represents a deliberate intention to signal competence to the electorate, 

since borrowing allows the councils a higher levei of expenditure48. 

Being revenue, debt corresponds to an amount received in order to be applied to 

expenditure financing. Portuguese legislation obliges municipalities to use debt as a 

means to finance investment projects exclusively. Debt contracted to finance current 

expenditure is prohibited, except in cases of financial rupture and consequent 

restrucluring. Empirical works like Veiga and Veiga (2004) found evidence of PBCs in 

expenditure, particularly in investment. 

When we consider the extremely close relationship between debt and investment, we 

may question whether debt also reflects politicai cycle behaviour or if it merely 

constitutes one form of financing, in which the subsequent decision is related only to 

issues of economic rationality and which can assume a complementary or substitutivo 

nature. 

By 'complementary', we mean a resource that is used simultaneously with the 

municipal's own resources. 'Substitutive' refers to a resource that becomes available as 

a consequence of a reduction of the councifs main revenues. 

Since Portuguese municipalities do not have fiscal autonomy, the question of the 

strategic use of debt is not as important as establishing whether debt is one of the items 

found to be linked to politicai cycles, in addilion to investment, as was found in 

empirical sludies by Veiga and Veiga (2004) and Coelho, Veiga and Veiga (2005). As 

lhey cannot tax directly, national municipalities cannot choose between an increase in 

taxes or a cut in expenditure. In the event of local government becoming empowered to 

levy taxes, debt would become a way of binding future councils of opposing ideologies 

48 As wc have seen in Chapler 1, this process o! activily signalling was postulated by Rogoff and Siberl 
(1988) as an efforl lo demonslraic competence and resulis, an opporiunily arising from lhe facl that voters 
do noi have pcrfeci information. 
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to certain policy decisions49. Without the power to levy taxes, municipal debt cannot 

become a strategic means of binding future elected councils' policy decisions. 

For the most part, the value of municipal analysis derives from the homogeneity of the 

samples50: the legislation on the budget and accounting is common to ali municipalities, 

the date of elections is exogenously established, the degrees of autonomy and 

intervention in the community are equal to ali councils, so that we can draw conclusions 

from the hypotheses tested with a certain degree of confidence. 

3.2 Model Specification 

Our objective is to detect if debt behaviour reveals politicai business cycles, firstly, of 

an opportunistic nature in the Portuguese municipal universe and secondly, of a partisan 

nature for fifteen individual municipalities in the Lisbon District Region. 

We saw in Chapter 1 that Opportunistic behaviour was first theorised by Nordhaus 

(1975) at the macroeconomic levei and assumes that there is a choice between policies 

and financial variables with the objective of re-election. 

Partisan behaviour, the theoretical approach to which was developed by Hibbs (1977), 

implicates an ideological choice between those policies and economic variables 

according to the party^ intrinsic, defensible values. 

49 This phenomenon was menlioned in seclion 1.2.1.2 of Pettersson-Lindbom's (2001) sludy. 
These homogeneous characleristics are emphasised as fundamental lo sludies on PBCs in local 

government and are found in internalional empirical works such as Rosenberg (1992), Galli and Rossi 
(2002) and Pettersson-Lindbom (2001 and 2003) and national sludies, ainong which we highlighl Veiga 
and Veiga (2002 and 2004). 
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As a general assumption, we will consider that voters are rational. With rational 

expeclations, it is more difficult for politicians to deceive the voters51. 

According to Nordhaus (1989), voters are not forward-looking; rather, they look into 

the past in order to find justifications for their voting decisions, but they do not possess 

perfect information. Veiga and Veiga (2004) consider that the signalling process that 

may express PBCs derives from the fact that voters have imperfect information, thus 

they are not ultra-rational (this is an opposite view to Baleiras and Costa (2004), who 

assumed the ultra-rationality of voters). 

Our empirical tests are linear regressions with the following general formulation: 

Yt = oci + Oj. Xit + eu 

where i = 1,..., N municipalities and t = 1,..., Ti years and where Yt is the dependent 

variable, Xj, is a matrix of explanatory variables, GCj is a matrix of parameters to be 

estimated and eit is the error term. 

The model is to be applied to three leveis of data: 

a) Continental Portugal 

At this levei, data corresponds to the aggregate values of each variable for the total 

number of municipalities in the country (excluding the adjacent islands' 

municipalities52) and focuses on capturing opportunistic business cycles. 

5'Martins (2002:10). 
" In Chapter 1, wc summariscd Veiga and Vciga^s (2002 and 2004) empirical lesls for local government 
PBCs, which also excluded lhe adjacent islands' municipalities from analysis, since, as lhese 
municipalities are siluated in Autonomous Regions, they have their own legislative status. 
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b) The Lisbon District 

Data corresponds to the aggregated values for the variables of the fifteen 

municipalities that constitute the district. As a) above, the purpose is to seek 

evidence of opportunistic business cycles. 

The municipalities analysed are: Alenquer, Amadora, Arruda dos Vinhos, 

Azambuja, Cadaval, Cascais, Lisbon, Loures, Lourinhã, Mafra, Oeiras, Sintra, 

Sobral de Monte Agraço, Torres Vedras and Vila Franca de Xira. Odivelas was not 

included in the sample due to its fairly recent establishment (1999) signifying an 

insufficiency of data. The Lisbon district was chosen because it has two principal 

characteristics: 

i) In spite of the fact that it embraces the capital of Portugal (Lisbon), it 

includes a wide variety of municipalities, with both rural and urban features, 

constituting a good proxy for the diversity of municipalities that exist 

throughout the country; 

ii) We can find municipalities in the district that have never changed the politicai 

orientation of their elected officials since 25lh April 1974. 

c) Municipal levei 

At this levei, we find the values of the individual variables for each of the fifteen 

municipalities that constitute the district mentioned in b). Here, we focus on 

searching for both opportunist and partisan politicai cycles and attempt to find 

possible common traits in the use of debt. 
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The three dala leveis can be observed in Figure 3.1 below. 

Fig. 3.1 - Leveis of Analysis 

Continent District Municipalities 
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Source; The author, based on figures of the Porluguese Municipalities 
National Association (ANMP) available in lheir web site. 

In Table 3.1, we present some indicators of the diversity and relative importance of the 

district in relation to PortugaPs physical and demographic dimensions, in addition to the 

aggregated main revenues. 
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In the left-hand columns, we find the municipalities of the district ordered according to 

their Social Development Index (SDI) value. This index seeks to capture economic and 

social aspects of each municipality, reflecting its citizens' overall levei of quality of life. 

The district includes the municipalities which present the highest SDI values in the 

country (Cascais and Oeiras). 

The total area covered by the district corresponds to only 3.13% of the country, but it 

concentrates 20.87% of Portugars resident population. 

Due to its importance in municipal activity financing, we include in Table 3.1 two 

columns that show own-source revenues and revenues from the central budget. 

Own-source revenues include real estate transmission and property taxes, municipal 

vehicle tax and the share of each municipality in its area's total corporate tax revenue, 

the "derrama"53. Whilst these taxes correspond to a revenue classification of "direct 

taxes", they are in fact "indirect", since municipal authorities have a specific legislative 

framework for their application, as explained in Chapter 2, and the law establishes cap 

percentages. These taxes are also managed and transferred by the central govemment. 

Despite its small weight in the total area, the district accounts for 25.58% of these 

revenues, that is, one quarter of the country^ total. 

Intra-district distribution of own-source revenues from direct taxes is very 

heterogeneous. Lisbon has the biggest weight in the total district revenues (38.88%). 

The relative weight of each municipality in the districfs total can be observed in Fig. 

3.2. 

53 These revenues are explained in Chapier 2. 
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Fig. 3.2 -Relative Weights of Municipalitíes in the Lisbon Districfs Own-Source 

Revenues 
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Source: The aulhor, based on Table 3.1. 

The revenues from the central budget include the direct transfers defined by law 

destined to finance municipal activity The Lisbon district receives 10.45% of the total 

national transfers from the central budget. 

Figure 3.3 shows the distribution of the districFs funds from the central budget. Lisbon 

is also lhe main recipient of these funds. 
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Fig. 3.3 - Relative Weights of the Municipalities in the Lisbon Districfs Total 

Central Budget Transfers 
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3.2.1 Dependent variables 

Traditionally, dependent variables in politicai cycle analysis are taken from expenditure 

calegories. It is assumed that attempts to win re-election lead to the maximisation of the 

probability of winning, which implies the existence of different palterns of expenditure 

during a politicai term54. 

54 This argumenl was defended by Rosenberg (1992). who inlroduced il into bis modcl for local 
governmeni analysis. Since his study, olher aulhors rcsearching PBCs ai lhe local levei have taken this 
notion as lheir point of deparlure. Scc Galli and Rossi (2002), Pellersson-Lindbom (2003), Veiga and 
Veiga (2004) and Coelho (2004), among olhers. 
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Debl is financial-year revenue that will serve to enable a higher degree of expenditure, 

in particular, to increase the total levei of investment. Two of our dependent variables 

are classified as revenues and the other is a residual debt variable: short-tem debt. 

The variables are: 

a) Debt (D/) 

Debt (D,) signifies those funds received during the financial year of which the 

source is médium- or long-term loans contracted in financial institutions. 

b) Total Outstanding Debt (TODt) 

This variable is the total outstanding debt of a municipality to financial 

institutions at the date on which the annual accounts are closed and has a "stock" 

characteristic, increasing with the contraction of new debt and decreasing as 

principal payments are made. 

c) Short-Term Debt (STDt) 

This corresponds in its entirety to the amount of debt to suppliers (both of goods 

and services and investment) not paid in the financial year. This debt is carried 

forward to the following yeafs budget, thus absorbing resources allocated for 

that year. 

The annual amount of STD is directly linked to the municipality^s extent of 

activity and the treasury^ state of health. Baleiras (1994) studied the correlation 

between revenues and expenses at the municipal levei and concluded that 

revenues of one year are spent during that year. If we assume that the resources 

of the year are spent in the year, what remains to be paid is a consequence of an 
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increase in expenditure, which can ilself reveal politicai business cycle 

characteristics. 

3.2.2 Independent Variables 

The set of independent variables relates with municipalities' budgetary revenues and 

expenses. Opportunistic and parlisan cycles are analysed with the help of dummy 

variables. 

The independent variables are: 

a) Revenues from Transfers (RTt) 

RT, corresponds to the sum of current and capital/investment revenues 

originating from transfers from the State's central budget, EU funds and other 

public or private organisations that take part in/contribute to the expenses 

incurred in specific municipal projects. 

These revenues represent the most important proportion of municipalities' total 

income. A Portuguese empirical study in 1992, referred to in Baleiras (1994)55, 

detected the existence of a functional dependence of municipal expenditure on 

the central budget and EU transfers. 

These funds constitute the major source for financing the accumulation of public 

capital, which is, in the authofs view, a positive externality to the municipal 

levei of activity, improving both work produclivity and private capital. Baleiras 

considers these transfers importam for two reasons: first, for their intrinsic value; 

second, because they serve as an indicator for the other source of financing 

55 Baleiras (1994) summarises and explains a model of Barbosa, whosc 1992 study soughl lo shcd light on 
lhe relalionship helween municipalilies' revenues and expenses. 
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municipalities' activity, which constitules (in its different forms) our dependent 

variable: debt. 

RT, is introduced in order to have a control variable, as described in Veiga and 

Veiga (2004). 

It is expected that its coefficient will be negatively signed: economically, we 

expect that as the main source of financing increases, the recourse to debt will 

decrease. 

b) Transfer-related Expenses (ExpTransf) 

This corresponds to funds transferred to organisations and institutions of public 

interest in the municipality^ area, their purpose being to finance both current 

activities and the investment expenses of those institutions. 

Rogoff (1990) first proposed that empirical studies shouid focus on the 

behaviour of transfers. If elected municipal officials wish to influence voters in 

order to obtain re-election, they are expected to increase transfers to diverse 

entities. 

Assuming that revenues received in a financial year are spent during that year, 

municipalities could advance, in the short run, the amounts of debt contracted to 

finance current expenditure of this type. In the presence of this type of 

behaviour, the ExpTransf coefficient will be positively signed: an increase in 

transfers would be reflected in an increase of lhe dependem variables. 
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c) Investment (I,) 

This variable is related with the supply of public goods and services to the 

resident population and includes expenditure on public highways maintenance, 

transportation, maintenance of public buildings and amenities (e.g. schools, 

libraries, museums, among others). Investment also relates to the expansion of 

public amenities and has been found to be linked to hopes of re-election56. 

Whilst the Portuguese local government accounting system changed several 

times during the study's time-span (1978-2002), the financial nature of these 

expenses was not altered, a fact that is of relevance to the data interpretation 

process. 

For this variable, we expect a positive coefficient: an increase in investment 

expenditure is expected to increase the value of debt. 

d) Lagged Variables 

We used the one-year lagged values of debt (Dt), total outstanding debt (TODt) 

and investment (I,) in order to introduce variables' evolution characteristics in 

regressions. 

These variables are introduced in view of the revenues/expenditure relationship. 

We follow Hotlz-Eaking, Newey and Rosen (1989) and Dahlberg and Johansson 

(1998), who use lagged variables in order to capture dynamic time-varying 

effects. 

56 At lhe nalional levei, Veiga and Veiga (2004) base lheir empirical studies on investment, concluding 
lhal this variable shows opporlunistic behaviour in pre-cleclion years. No parlisan effects were found. A 
summary of this study appears in Chapler 1 of lhe presenl work. 
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e) Dummy Variables 

The three dummy variables introduced in order to capture opportunistic and 

partisan effects are: 

e.l) Election Year (Electt) 

This dummy assumes value 1 in election years and 0 otherwise, similarly to 

that used in Veiga and Veiga (2004) and Galli and Rossi (2002). 

Elech is intended to capture opportunistic behaviour during election years; it 

is expected that in the presence of an opportunistic cycle, the variable^s 

coefficient will have a positive value, which would reflect an increase in the 

recourse to debt in order to finance election-year activity. 

e.2) Pre-election Year (PreElectt) 

This dummy assumes value 1 in pre-election years and 0 otherwise. This 

dummy was also inspired by Veiga and Veiga (2004). 

Its mission is to capture opportunistic behaviour in pre-election years. In a 

similar way to the election-year dummy variable, e.l, we expect that an 

opportunistic cycle will be revealed through a positive coefficient, which 

would reflect an increase in recourse to debt in order to finance activities 

during the pre-election year. 

e.3) Politicai Party (PolParlt) 

This variable is a dummy that assumes value 1 if a left-leaning politicai party 

is in office and 0 if to the right. This ideological dummy derives from the 

assumption of a two-party system in which parties alternate as described in 

Alesina (1987). Assuming this logic, Galli and Rossi (2002) proposed a 
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dummy variable with value 1 for a righl-leaning majority. Veiga and Veiga 

(2004) use the same dummy variable, i.e., assuming 1 when the municipal 

councirs majority is to the right. 

In this particular case, a positive coefficient will reveal a greater use of debt, 

whereas a negative coefficient signifies a lesser use of debt by left-wing 

municipalities. 

We have not selected any variables linked with demographic aspects of the country or 

municipalities. This decision is due to the high correlation between demographic 

aspects and revenues/expenses categories when both are independent regressors. A high 

degree of correlation can be found between the population^ evolution, including 

internai age stratification, and the evolution of revenues57. Similarly, Transfer-related 

Expenses show co-linearity effects with demographic aspects. 

3.3. Sources and Data 

The empirical study focused on a time range between 1978 and 2002. 

The study covers the local elections which took place in 1979, 1982, 1985, 1989, 1993, 

1997 and 2001. Ali politicai data was obtained from the Technical Staff for Matters 

Concerning the Electoral Process (STAPE) and the Portuguese National Municipalities 

Associaiion (ANMP). 

Stalistical data on continental Portuguese local aulhorities was obtained from the 

Direcção Geral das Autarquias Locais (DGAL) in Finanças Municipais, published 

57 Lcgislation on transfers lo municipalities providos for increases on lhe basis of demographic growih. 
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belween 1979 and 2002, and Estatísticas das Administrações Públicas, compiled and 

published by the Poríuguese Institute of Statisíics (INE). 

With regard to the statistical data obtained from the publication. Finanças Municipais, 

no data was available for the district municipalities' regressions in the years 1984 and 

1985. Therefore, the variables were treated as missing values in the econometric 

package used. 

Other slatistics relating inflation and continental, district and municipal populations 

were obtained from the Anuário Estatístico de Portugal and the Census, compiled and 

published by the Poríuguese Institute of Statisíics (INE). 

Ali numeric data was deflated based on INE^s historical inflation rates and transformed 

from current to constant prices of 1995. Ali coefficients are expressed in per-capita 

terms. 

3.4 Empirical Results 

In this section, we present the modeEs OLS regression results for the continental, 

district and individual municipalities. The statistical program SPSS 12.0 was used as the 

working instrument. 

3.4.1 Continental Portugal Tests 

To answer lhe question of whether debt can reveal politicai cycles, we regressed the 

dependent variables Debt (D,), Total Outstanding Debt (TOD,) and Short-term Debt 

(STD,) with lhe independem variables, Revenues from Transfers (RT,), Transfer-related 

Expenses (ExpTransf,), Investment (1,) and the opportunistic dummies, Election Year 
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(Elect,) and Pre-election Year (PreElect,). A constant was included to reflect the 

sensitivity of the dependent variable to factors not regressed. 

The hypothesis tested was: Debt reflects manipulation in pre-election or election year in 

order to finance expenditure. 

In the next sub-sections, we separate the results according to each dependent variable. 

3.4.1.1 Debt as Dependent Variable (DO 

The primary statistical analysis of the independent variables, Revenues from Transfers, 

Transfer-related Expenses and Investment exposed a high levei of correlation between 

them, with an average of 0.80 to 0.94. Thus, in order to avoid multi-colinearity, we 

transformed RT, and ExpTransf, into variables expunged from their joint-variation with 

Investment and divided those variables' data ranges by Investment5*. 

The results for Debt (DO as a dependent variable, are shown in Table 3.2. 

Table 3.2 - Dt Regression results for Election Years ía) 

(D (2) 

Constant 
-0,773 

(-1.738) 

-0,763 

(-1.856) 

Revenues from Transfers 
(RT,*) 

0,687 

(J,080) 

0,657 

(1.541) 

Transfer-related Expenses 
(ExpTransft*) 

-0,017 

(-0,065) 

investment (I,) 
0,982 

(4.790) 

0,970 

(11.437) 

Elect t 
0,065 

(0.464) 

0,068 

(0.585) 

Adjusied R* 0.857 0,864 

(a)The columns arc distinguished by 

lhe numberof independent variables. 

58 The transformed variables are showed with lhe same designalion, bui are signed wilh 
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In the Jeft-hand column, we find the independem variables used to regress the dependent 

D,. The first line of the table refers to the code number of a specific regression. The flrst 

line of each independent variable presents its coefficient and beneath it are the t-statistic 

values in round brackets. 

The results show no evidence of a PBC for debt in election years. 

Revenues from Transfers (RTt*) presents a different sign to what was expected for their 

coefficient, which may indicate that debt is a complementary form of revenue, rather 

than a substitute. Investment (It) and the opportunistic variable, Election Year (Elect,) 

show the expected coefficient signs. 

The improvement in the adjusted R2 of the column (2) regression indicates that debt is 

not explained by Transfer-related Expenses (ExpTransft). This conclusion implies that 

municipalities do not spend the revenues from debt on very short-term expenditure, 

such as Transfer-related Expenses (ExpTransft). 

The tests results for pre-election years are shown in the next table. 

Table 3.3 - Dt Regression Results for Pre-election Years 

(D (2) 

Constant 
-0,607 

(-1.227) 

-0,605 

(-1.372) 

Revenues from Transfers 
(RT,*) 

0,553 

(0,829) 

0,548 

(1.235) 

Transfer-related Expenses 
(ExpTransft*) 

-0,003 

(-0,010) 

Investment (I,) 
0,955 

(4,634) 

0,953 

(10,981) 

PreElect, 
-0,110 

(-0,775) 

-0,111 

(-0,831) 

Adjusted R2 0,860 0.866 
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The tests for pre-eJection years do not show any opportunistic effect. In a similar way to 

the election years' regressions, RTj* and 1, have positive value coefficients and an 

improvement is observed in the adjusted R2 when we desist ExpTransft* as regressor, 

which also adds statistical relevance to the RTt* coefficient. 

Contrary to our expectation, debt is reduced in pre-election years. 

Since debt is so intimately related with investment and considering that budget variables 

could reflect a tendency due to series "memory", in particular investment, which usually 

involves médium- or long-term projects, we regressed the dependent variable with and 

without a one-year autoregressive lag and with a one-year lag on investment, in order to 

capture possible opportunistic effects. 

An opportunistic effect was found in election years. 

The results, which are based on the same methodology as previously used, are shown in 

Table 3.4. 
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Table 3.4 - Dt Regression Results with Auto-regressive Factor 
and One-year Lagged Investment 

(D (2) 

-0,144 -1,082 
Constant 

(-1,642) (-2,503) 

One-year Lagged Debt 0,361 

(0^) (1,674) 

Revenues from Transfers 0,944 

(RT,*) (2,175) 

-0,145 -0,106 
investment (I,) 

(-0,307) (-0,235) 

One-year lagged 0,852 1,228 

Investment (7,./) (1,504) (2,553) 

0,240 0,213 
Electi 

(1,876) (1,762) 

Adjusted R2 0,890 0,899 

The results reveal an election-year opportunistic behaviour of great statistical relevance. 

Although an autoregressive effect was found in debt (the one-year lag has a significant 

coefficient), lhe overall results of regression, measured through adjusted R~, improve 

when we introduce RT,* as a control variable. Election-year investment shows a high 

probability of coefficient nullity, but a different situation occurs when we lag 

investment. 

No effect was found in pre-election years. 

These results lead us to draw the following conclusions: 

i) Debt is sensitive to factors not regressed: the constant is always significam and 

negatively signed; 

ii) Inversely lo what was expected, debt at continental levei increases with an 

increase in revenues from transfers. This implies thal at aggregate levei, 
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municipalities use debt as a complementary form of financing (which is 

reflected by a positive coefficient of RTt) and not as a substitute (which would 

imply a negative signed coefficient, as had been anticipated); 

iii) When linked with the high statistical relevance of the previous year's 

investment, the conclusion advanced in ii) suggests that municipal growth in 

investment expenditure is reflected in the following year^s debt. This conclusion 

reinforces the notion of debt as a complement to, and not as substitute for, 

revenues59. 

3.4.1.2 - Total Outstanding Debt as Dependent Variable ( TODt) 

Total Outstanding Debt (TODt) was regressed with the independent variables presented 

in section 3.3, but also with its one-year lagged value. Autoregressive analysis was 

conducted, due to the eminent "stock" nature of the variable. 

To escape from possible multi-colinearity effects, we used the same variables 

transformation as for the D, regressions. 

59 Veiga and Veiga (2004) found opporlunislic cycles in inveslment in prc-eleclion year; Ihis growih in 
investment expenditure is reflected in debt in lhe following year. 
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The results are presented in Table 3.5. 

Table 3.5 - TODj Regression Results 

(D (2) (3) (4) 

Constant 
0,038 

(0,736) 

0,029 

(1.266) 

0,028 

(0,569) 

0,027 

(1.103) 

One-year Total Outstanding 
Debt (TOD,.,) 

0,840 

(8,989) 

0,835 

(9.562) 

0,846 

(9,044) 

0,845 

(9,922) 

Revenues from Transfers 
(RT, *) 

-0,124 

(-1,725) 

-0,134 

(-2.648) 

-0,135 

(-1.977) 

-0.137 

(-2.700; 

Transfer-relaíed Expenses 
(ExpTransfí*) 

-0,011 

(-0,203) 

-0.001 

(-0,025) 

Investment (I,) 
0,189 

(2,419) 

0,192 

(2,566) 

0,184 

(2,358) 

0,185 

(2,506; 

PreElect, 
0,000 

(0,002) 

0,000 

(0,002; 

Electf 
 (-0,504) (-0,474) 
Adjusied R2 0,992 0,992 0,992 0,992 

The tests for TOD, revealed coefficients with the expected sign value. The variable 

presents, as anticipated, a very strong auto-regressive factor. 

The constant reveals the existence of a non-modelled variable to which TODt is 

sensitive. 

The results show that TODt is strongly related with Revenues from Transfers (RTt*) and 

Investment (!,). The coefficient of Revenues from Transfers translates the expected 

sensitivity into an increase in that variable's growth (implying a reduction in the overall 

amount of total outstanding debt), which means that the repercussions of an 

improvement of RTt * are captured by the total outstanding debt. 
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Wilh regard to a possible opportunistic effect, the results show no slatistical evidence of 

the phenomenon, despite the opportunistic dummies' coefficients having the expected 

sign, with the exception of equation (1). 

Adjusted R2 remains unchanged, independently of using ExpTransft* or not. 

3.4.1.3 - Short-Term Debt as Dependent Variable (STDt) 

The time-span of data available to study short-lerm debt is very limited. The data for 

STD, only covers the years from 1995 to 2002, thus, we can only focus on 2 electoral 

phases, i.e., the municipal elections of 1997 and 2001. The original variables, rather 

than the transformed versions, were used in the regressions. The overall model and 

economic significance of the coefficients were not altered, which led us to exclude 

multi-colinearity consequences. 

The independent variables used in a particular regression of STD, are shown below. 

Table 3.6 - STD, Regression Results 

(D (2) 

Consta nt 
1,931 

(5.716) 

1,984 

(5.640) 

Revenues from Transfers 
(RTt) 

-1,382 

(-3.539) 

-1,428 

(-3.686) 

ínvestment (!,) 
0,395 

Í2.ÍR?; 

0,409 

(2.104) 

PreElecí, 
-0,057 

(-0.384) 

Elect, 
0.013 

(0,085) 

Adjusted R2 0,655 0.667 
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The constant reflects the exislence of non-regressed variables that increase short-term 

debt. 

The results for Revenues frotn Transfers indicate that when these revenues increase, 

short-term debt decreases. This conclusion may reflect the use of resources during the 

year in which they were obtained60. Revenues from transfers are an important source of 

activity financing for municipalities, thus, if RTt increases, municipal financial capacity 

is reinforced, bringing about a reduction of STDf Statistical evidence for this 

phenomenon is very strong. 

Transfer-related Expenses does not have statistical significance and regressions with its 

inclusion are not shown due to their redundancy. This result, despite obtaining the 

positive value of coefficients, as expectedi can also be explained within the dependent 

variable context. This type of expenditure, being destined to finance activities of the 

receiving organisations, should be paid immediately upon the councifs approval. 

Coefficients for ínvestment are as expected and ali are statistically significant. This 

means that investment expenditure partly explains STD^s behaviour. 

Assuming a pre-election year increase in expenditure, we were expecting to find a 

statistically relevant and positive coefficient for the election year dummy, but no 

evidence of opportunistic behaviour was found. The coefficients for opportunistic 

dummies show a similar behaviour to continental debt (D,) regressions, despite a high 

probability of these coefficients' nullity. 

Conclusion advanced in Baleiras (1994). 
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3.4.2 Lisbon's district tests 

At district levei, our independem variable is Debt contracted in the financial year (Dt). 

The dependent variable was regressed with the independents, with a one-year lag of 

both the dependent and investment variables and finally, with each opportunistic 

dummy to test their isolated effect. 

The results are set out in Table 3.7. 

Table 3.7 - District Dt Regression Results 

(D (2) (3) 

Constant 
-1,451 

(-1,331) 

-2,755 

(-2,030) 

-1,472 

(-1.395) 

One-year Lagged Debt 
(D,.,) 

0,075 

(0,213) 

0,084 

(0,248) 

Revenues from Transfers 
(RTt *) 

1,004 

(1,130) 

1,467 

(1.616) 

1,018 

(1.183) 

Transfer-related Expenses 
(ExpTransf, *) 

1,245 

(1,514) 

Investment (I t) 
-1,127 

(-1,474) 

-1,280 

(-1.724) 

-1,189 

(-1.732) 

One-year lagged 
Investment (7,./) 

3,018 

(2.861) 

2,895 

(2.940) 

3,188 

(4.755) 

Elect, 
0,596 

(1.919) 

0,835 

(2.470) 

0,587 

(1,963) 

Adjusted R2 0,865 0,875 0,872 

Similarly to what was found in the tests for continental Portugal, the constant is 

negatively signed and always statistically significant. 

The lagged dependent variable does not play an important role in the district's debt 

behaviour. 
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Revenues from Transfers and Investment (both of the year and one-year lagged) present 

the same behaviour as the tests for the continent. Debt increases with Revenues from 

Transfers (RTt*) and decreases with Investment (It). A point in common with the 

continent tests for Dt is the relationship between Dt and In. We found the same 

phenomenon of repercussion of an increase in investment in the following year. These 

results reinforce the idea of debt as a complementary form of financing projects. 

An opportunistic effect was found in Election Year. This result is in conformity with an 

opportunistic cycle in investment in pre-election years. Since investment values 

reverberate in the following year's debt, if investment is increased in a pre-election 

year, then debt will increase in election year. 

The adjusted R2 shows an improvement when we introduce into the model Transfer- 

related Expenses (ExpTransf,*), which might indicate that, at district levei, 

municipalities' use of debt increases when they are under pressure to increase current 

expenditure. 

No pre-election effects were found. 

3.4.3 Lisbon district municipalities tests 

Lisbon's district municipalities are very heterogeneous in both their financial and 

social-economic characterisations. In addition to these intrinsic differences, another can 

be found, namely, that some of these municipalities have never experienced an electoral 

shift between the politicai Jeft and right. Thus, the traditional approach of introducing a 

partisan dummy variable with a distinction between left and right parties is redundant. 
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This fact leads us to divide the fifteen municipalities of Lisbon's Dislrict into two 

groups: 

a) Group I: which includes the municipalities in which the politicai orientation has 

never changed since 25th April 1974. Ali these municipalities share a common 

trait, in that ali of them have always been governed by left-wing municipal 

councils. 

This group includes the following eight municipalities which are listed in order 

according to their Social Development Index ranking: Loures, Vila Franca de 

Xira, Amadora, Alenquer, Azambuja, Lourinhã, Torres Vedras and Sobral de 

Monte Agraço. 

b) Group II: which includes the municipalities which have experienced ideological 

power changes since 19166] and have seen power alternate between councils of 

the left and the right. 

Group II is composed of the following seven municipalities, again listed 

according to their Social Development Index ranking: Cascais, Oeiras, Sintra, 

Lisbon, Mafra, Cadaval and Arruda dos Vinhos. 

It has been possible to research partisan cycles in this group. 

The objective of analysing individual municipalities was to establish whether different 

patterns of behaviour exist between the two groups in terms of politicai cycles. 

Information was not obtainable for ali the municipalities in respect of their total 

outstanding debt and short-term debt. Therefore, the dependent variable analysed 

corresponds to D,, debt contracted during the financial year. To avoid possible effects of 

61 The ílrst municipal eleclions afler 25,h April were held in 1976. 
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multi-colinearity on coefficients, regressions were made with the transformed variables 

of Revenues from transfers (RTt*) and Transfer-related Expenses (ExpTransft*). 

We found both opportunistic and partisan effects in a very small number of 

municipalities. 

In Table 3.8, we show the results of the Group I regressions for the municipalities that 

obtained statistically significant coefficients for election and pre-election years, 

independently of presenting behaviour similar to what was, or was not, expected. 

Table 3.8 - Group I Regression Results 

Loures 
Vila Franca 

de Xira 
Amadora 

Constant 
-0,676 

(-0.495) 
1,371 

(1.872) 
3,426 

(1,379) 
Revenues from Transfers -0,216 -9,947 -23,473 

(RT,*) (-0.161) (-2.981) (-2.412) 

Transfer-related Expenses 0,521 4,149 9,145 
(ExpTransft*) (0,859) (1.357) (1,348) 

Investment (I,) 
2,880 

(3,947) 
6,388 

(4.934) 
12,484 

(4.920) 

Elect, 0,831 -1,637 -5.945 

(1,265) (-2.156) (-1.883) 

Adjusied R2 0,569 0,793 0,823 

Group Fs regressions reveal similar behaviour to what was expected for ali the 

independent variables except election year. In election year, two municipalities, i.e.. 

Vila Franca de Xira and Amadora, display behaviour contrary to that observed in the 

tests at district and continental leveis. 

No pre-election year effect was found. 

These results point to intrinsic management differences between individual 

municipalities. Although lhe municipalities in which effects were found are those with 
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the highest Social Development Index rankings and have a considerable relative weighl 

in the total own-source revenues and central budget transfers, the results do not permit 

the derivation of general common characteristics. 

No evidence was found of opportunistic behaviour among the remaining municipalities. 

Table 3.9 presents the regression results for the Group II municipalities. 

Table 3.9 - Group II Regression Results 

Lisbon 

(D (2) 
Mafra 

Constant 
0,306 

(0,602) 
0,763 

(1.689) 
-0,349 

(■0,557) 
Revenues from Transfers 

(RT.*) 
-2,334 

(-1.029) 
-2,179 

(-1.107) 
0,403 

(0,317) 
Transfer-related Expenses 

(ExpTransft*) 
2,424 

(2.919) 
2,869 

(3,853) 

Investment (I,) 
1,874 

(0,810) 
1,104 

(0,544) 
1,164 

(1,668) 

PreElect, 
-1,417 

(-2.435) 

Electt 
0,358 

(0,556) 

1,060 
(1.434) 

Pol_Part, 
-1,764 

(-2,591) 
-1,510 

(-2,518) 
-0,233 

(-0.191) 

Adjusted R2 0,772 0,828 0,579 

In Group II, only two municipalities, i.e., Lisbon and Mafra, present significam 

coefficients for opportunistic and partisan variables. 

Mafra reveals opportunistic behaviour for election years, but with weak overall model 

significance. 

In Lisbon, lhe national capital and the richest local authority in the group, evidence was 

found of partisan behaviour. Right-wing councils conlracled more debt than left-wing 

councils. 



Lisbor^s overall model resuJts increase when pre-election year is introduced into the 

regression. Its negative signed coefficient implies that debt is reduced in pre-election 

years. This observation is similar to the effects found for continental Portugal debt (D,) 

regressions which included the pre-election year dummy. As for Group I, the scarce 

number of municipalities that present either opportunistic or partisan effects does not 

allow us to draw common inferences. 

3.5 Comparative Analysis and Conclusions 

The results of econometric analysis present the following findings: 

1. A strong relationship between Debt, Total Outstanding Debt and Short-term 

Debt with Invesíment or one-year lagged Investment, with coefficients 

presenting positive signs and statistical significance; 

2. The coefficient of Revenues from Transfers is positive for debt analysis of the 

continent and the district region, which indicates that debt is not a substitute for 

a decrease in these types of revenues; 

3. Total Outstanding Debt captures the effects of a reduction in Revenues from 

Transfers, but only when its one-year lagged value is introduced into the 

equations, which produces a positive coefficient, as expected, with high 

statistical significance; 

4. At continental and district leveis, Transfer-related Expenses does not produce 

stalistically significant coefficients, but they are signed as had been anticipated; 

5. Contrary to expeclation, debt and short-term debt are reduced in pre-election 

years, but coefficients are not significant; 
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6. We found an opportunistic effect for debt in election year when one-year lagged 

inveslment is introduced as the independent variable at the continental and 

district leveis. On this introduction, the opportunistic dummy for election year 

becomes statistically significant and debt is shown as a result of an increase in 

pre-election year investment. This result points to a revenue/expenditure 

relationship, in which investment expenditure increases first and debt increases 

later; 

7. We found a parlisan variable coefficient significant for only one municipality of 

Group II; the country^ capital, Lisbon. Its coefficient indicates that during the 

period, leftist councils have used less debt than rightist councils; 

8. Individual municipality analysis shows that when each of the flfteen 

municipalities are studied, the coefflcients' signs are as anticipated and 

Transfer-related Expenses becomes significam as an explanatory variable for 

debt behaviour; 

9. Continental and district region tests demonstrate that there is a "memory" effect 

in the series which reflects in debt. Opportunistic cycles are captured in 

regressions, which is a result that is not maintained when we proceed from the 

continent and district leveis to the analysis of individual municipalities. 
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Conclusions 

The theory on politicai busincss cyclcs cmcrgcd at lhe macroeconomic le\el from 

scientific research investigating lhe inluilivc nolion that politicians manipulate 

economic variables in order to secure re-eleclion. 

PBC theory is separated into two approaches: opportunistic and partisan. Opportunislic 

cycles occur when incumbents manipulate economic variables prior to elections, 

whereas partisan cycles occur when politicians implement their preferred policies based 

on choices influenced by ideological bias. 

The foundations of PBC theory were established by Hotelling (1929) and Key (1966), 

who pursued the partisan cycle line, and Downs (1957), who developed the 

opportunistic cycle theory. In the early studies, voters were believed to have adaptive 

expectations, up to the point at which new thinking on rational expectations obliged 

theorists to modify their views. Theoretical studies, such as those of Nordhaus (1975) 

and Hibbs (1977), had to be revised, bringing about changes to both of the approaches 

mentioned. 

New works considered voters as rational agents and, to explain the possibility of their 

being influenced by politicians' aclions, theorists like Rogoff and Sibert (1988) asserted 

that the existence of asymmetric informalion enabled incumbents, who were themselves 

rational, to induce voters to re-elecl lhem by invesling in projeets of high visibility. 

For the first time, suggestions were pui forward that PBCs could also exist ai sub- 

national levei. 

The outcome of the tesling of PBC theory has hcen that the scientific communhy is noi 

unanimous with regard lo lhe cmpirícal resulls, with some authors considering ihm 



empirical works have justified PBC theory, while others find no proof. In the present 

work, we reviewed PBC theory, presenting two empirical works which draw contrasting 

conclusions. For Nordhaus (1989), PBCs are a proven phenomenon, while for Drazen 

(2000), the models do not yield strong support for their existence. 

Following the pioneer argument proposed by Rogoff and Sibert (1988), empirical data 

was also tested at local government levei. The results of intemational studies find 

opportunislic and partisan cycles at this levei, in particular for the latter type. 

Recently, Porluguese researchers have also shown interest in PBCs, testing its 

hypotheses at macroeconomic and local government leveis. The findings of Portuguese 

empirical research point to the existence of opportunistic cycles and inexistence of 

partisan effects at both leveis. In other words, they tend to contradict intemational 

research results, in which the dominant cycle is partisan and evidence of opportunistic 

cycles is scant. 

Our research into PBCs has concentrated on Portuguese local government, in particular 

the municipalities. Portuguese municipalities constitute an intermediate levei of 

government, having autonomy over politicai decisions and budgetary management, 

together with specific attributions and management processes. 

There is great homogeneity in the politicai, legal and economic domains; in fact, 

elections are exogenously determined and the legal framework is the same for ali of the 

municipalities. These facts that have been identified in intemational and national studies 

at local government levei, among which we refer to Galli and Rossi (2002), Pettersson- 

Lindbom (200T,2003) and Veiga and Veiga (2004). 

Our objective was to attempt to identify politicai business cycles by examining debt in 

continental Portugal, the Lisbon district as a complete entity and finally, the Lisbon 
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districfs individual municipalities. In addition to testing for opportunistic behaviour at 

ali leveis, partisan behaviour was tested in Lisbon^ individual municipalities. 

The general model is a linear regression which analysed three dependent variables: debt, 

total outstanding debt and short-term debt. Independent variables were: Revenues from 

Transfers, Transfer-related Expenses, Investment, a one-year lagged dependent variable 

for Investment and opportunistic and partisan dummies. 

Statistical data covered the period between 1978 and 2002, including the seven 

municipal elections of 1979, 1982, 1985, 1989, 1993, 1997 and 2001. The model was 

applied to three data leveis: continental Portugal; the Lisbon district and the fifteen 

Lisbon District municipalities, which were divided in two groups: 

a) Group 1: municipalities that have never experienced a change of power 

between left and right-wing parties and whose municipal councils have 

always been left-wing; 

b) Group II: municipalities in which councils have been elected from the right 

and left during the period studied and in which partisan behaviour was 

tested, 

Econometric results reveal the following findings in common for continental Portugal 

and the Lisbon district: 

i) We found an opportunistic effect for debt in election years, when one-year 

lagged investment was introduced as an independent variable, with debt 

resulting from an increase in pre-election year investment. This result points to a 

revenue/expenditure relationship, in which investment expenditure increases, to 

be followed by an increase in debt in the next year; 

ii) The coefficient for revenues from transfers is positive, indicating that debt is not 

a substituto for a decrease in those types of revenues; 
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iii) The tests for Continental Portugal and the Lisbon district demonstrate that there 

is a "memory" effect in the series, which reflects in debt. 

On regressing Lisbon's district municipalities, we observed the following; 

i) The Group I regressions obtained statistically significant opportunistic dummy 

coefficients for election year in two municipalities: Vila Franca de Xira and 

Amadora. However, the sign is contrary to the prior expeclation. No pre-election 

year effect was found; 

ii) Among the Group II tests, the municipal council of Mafra presents opportunistic 

behaviour in election year, but with weak overall model signiflcance. We found 

a significant partisan variable coefficient for the Portuguese capital, Lisbon. Its 

coefficient indicates that during the period, left-wing councils have used less 

debt than right-wing councils. 

These results point firstly to intrinsic management differences between individual 

municipalities. Furthermore, they differ from the results obtained for continental 

Portugal and the Lisbon district considered as a single unit. 

Opportunistic cycles captured in regressions at continent and district levei were not 

obtained in our analysis of individual municipalities. 

The present research gives rise to the following future means of analysis. 

A possible relationship between debt and the discount rate as an independent variable 

can be tested and studied. If debt was found to be independent of the discount rate, our 

conclusion that debt is used as a complementary form of finance would be reinforced. 

In view of our finding that a relationship exists between investment and debt, in which 

the growth in investment in a given year is reflecled in debt the following year, this 
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inter-temporal pattem of debt can also be explored. The three levei approaches 

(continental, district and individual municipalities) can be explored further, by including 

new districts in the analysis in order to establish possible pattems of behaviour in 

relation to debt. 
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