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2. Research antecedents and motivation of the dissertation

The political economy of budget deficit and state indebtedness comprises extensive literature.

Different economic schools find various factors and reasons behind the deficit. Explanation of

the classical theory builds on the Wagner law, whilst the public choice school, hallmarked by

James, finds fiscal illusion determinant. The Keynesian models focus on the role of automatic
2
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stabilizers, while Robert Barro explains the budget deficit with the tax smoothing theory
based on neoclassical economics. The new political economy called for the widening of the
mainstream and emphasised the necessity of including political and institutional constraints
into the analysis of fiscal policy [Benczes — Kutasi, 2010:180]. New political economy
explains the deficit bias of politicians inter alia with the budget deficit as a result of cycles
created by policymakers [Benczes-Kutasi, 2010:217]. The phenomenon is well known as
political budget cycles (PBC) in the economics following the research of Kenneth Rogoff and
Anne Sibert [1988, 1990].

The relevance of the topic is largely driven by the heterogeneous empirical results. This is
further strengthened by the fact, that while in some countries (e.g. Hungary) it became trivial
in common knowledge that at election times politicians pursue fiscal policy preferring voters,
this process has not generally been proved in economic literature either theoretically or
empirically. Taking this into consideration, the PhD thesis aims to test the empirical
realization of the controversial theories competing with each other in the pattern of two post-
socialist transition countries, namely Hungary and Poland.

The motivation, as well as the relevance of the thesis, stem from various factors. On the one
hand, different theories of fiscal cycles have been empirically proved only partially and along
with strict model conditions so far. On the other hand, research mainly focused on the group
of developed and developing economies, whilst the emerging markets — like the Central and
Eastern European (CEE) countries — typically remained out of focus, not to mention case
studies on these countries. Finally, fiscal performance of CEE economies shows significant
differences with various deficit biases. Thus the question arises, whether one might also find

cycle bias behind deficit bias.

Since the change of regime the Hungarian public finances have developed rather
unfavourable: amid rather strong volatilities, general government balances approximated
some 6% of average budget deficit in terms of GDP over the period between 1990 and 2010.
While in the early nineties it was the failed stabilization, from the new millennium it has been
the welfare turnaround that threatens budget positions. Financial indiscipline and massive
indebtedness was generally typical to all Hungarian governments irrespective of their political
affiliation. Nevertheless, cyclical evolution of the budget balance apparently was peaking
around years when parliamentary elections were held in Hungary. That is, incumbent
politicians change economic policy so that they favour special groups of voters for the sake of

improving re-election, prospects. The influential papers by Adi Brender and Allan Drazen
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found that budget cycles are more typical in the less developed, new democracies since voters
in such countries do not have enough experience with political incentives and manipulation.
Within new democracies, the authors confirmed an expenditure side cycle in the case of post-
socialist transition countries. However, PBC gradually disappears over time. As electors learn
how democratic institutions operate, politicians cannot manipulate them any more and
consequently, PBC will vanish. Drazen showed some estimated four election cycles are
necessary for this so-called learning-by-doing process. This theory, however, does not seem to
be strengthened by the Hungarian pattern: PBC did not vanish in the case of Hungary.
Moreover, it strengthened throughout the 2000s and was the strongest in 2002 and 2006.

On the other hand, re-testing the theory of Brender és Drazen in CEE countries as new
democracies can be considered as well-founded 20 years after the change of regime, since
their paper was published in 2003 when post-socialist economies only had 13 years of

democratic experience.

3. Research questions and hypotheses of the dissertation

With regards to the foregoing, the PhD dissertation is drawing up the following research
questions:

1. Can the apparent contradiction of the Hungarian pattern to the theory of Brender and
Drazen be confirmed by the in-depth analysis of the budget positions as well?

2. If political budget cycles in Hungary can empirically be confirmed, the question arises,
whether the Hungarian case is unique in the sample of new democracies or there may be other
countries in the region not following the implications of the model.

3. And finally, what are the underlying reasons behind the possible differences in a

relatively homogenous group of countries?

Based on the research questions, the following hypotheses can be composed:

Hypothesis 1: The patterns of Hungary and Poland as new democracies show diverging
empirics with regards to political budget cycles for the period of 1989 and 2011. Based on the
deep analysis of the budget processes, we assume that the Hungarian case study confirms
PBC. Meanwhile, the cyclical development of the Polish budget balances in the nineties was
typically not the result of fiscal cycles. Following these heterogeneous empirical results, not
just the CEE economies en block, but also a smaller group of these e.g. Visegrad countries as
new democracies cannot be actually considered as a homogenous group of countries in terms
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of fiscal cycles. As a result of this, one might not conclude general statements on political
budget cycles.

Hypothesis 2: To understand the development of fiscal cycles in new democracies the
consideration of context conditionality is inevitable. Ultimately the emergence of PBC in a
country depends on the overall combined effect of several factors — political, economic and
institutional etc. The time factor itself or the experience of voters do not have the sufficient
explanatory power.

Hypothesis 3: The financial engagement of international institutions — especially the IMF —
as well as the external economic and financial processes basically affect against the
undisciplined fiscal policy and cycle bias as long as adequate enforcement mechanisms are
also called for life in parallel.

Hypothesis 4: There is a negative correlation between economic development, social welfare
and the political budget cycles. The higher the living standards are in a country, the smaller
the fiscal cycles are.

Hypothesis 5: As for institutional factors, budgetary institutions - especially their quality —
are determinant in political budget cycles: hard and strict fiscal institutions decrease the
possibility of PBC. On the contrary, institutions of the political system e.g. election system
play a much smaller role.

Hypothesis 6: No direct positive link between political instability and fiscal cycles can be
identified. The fragmentation of political life and political polarization do not explain PBC, if
in times of political turbulences the continuity of reform process and consistency in the
reform process is maintained.

Hypothesis 7: To understand why new democracies show divergent results regarding fiscal
cycles, it is necessary to analyze the timing and applied method of macroeconomic

stabilization.

4. Applied methodology of the dissertation

In order to draw up the methodological parametric of the dissertation, first the definition of

the political budget cycles need to be determined since following the theoretical background

the empirical analysis of the dissertation is based on these cycles. To identify fiscal cycles we

call the definition used by Benczes and Kutasi for help saying: political budget cycles are

regularly returning periodical fluctuation in the governmental fiscal policy caused by

parliamentary elections. Its effect can particularly be followed up in the evolution of budget
5
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balance and/or state debt, as well as the structure of state revenues and expenditures [Benczes
— Kutasi; 2010:224].

In the dissertation we focus on the state expenditure side, thus reject analysing the state
revenues and tax policy. The reason for that is the greater relevance of the expenditure side
cycles, furthermore empirical studies until now mainly confirmed PBC typically in state
expenditures in developing and emerging economies. Along with these conditions, the
following definition is composed: we define as political budget cycle the systematic
deterioration in the overall budget deficit and the state expenditures perceived 1 or 2 years
prior to the ordinary parliamentary elections that is followed by a systematic improvement in
the overall budget deficit and the state expenditures 1 or 2 years after the elections.
Furthermore, we consider as typical PBC the phenomenon of the so-called pork barrel
spending. Namely a change in economic policy prior to elections preferring special group of

the voters thus resulting in targeted expenditure growth.

After having clarified the main definitions, we are signing and justifying the countries
empirically analyzed. Since we focus on the post-socialist CEE transition economies, thus a
relatively small group of pattern, for testing the hypothesis we chose the comparative and
descriptive methodology of case studies. Justification of the Hungarian case study has been
already demonstrated. When selecting the other country we base on the condition that a
potential cycle bias might be signalled by the deficit bias as well. Consequently it is worth
opting for a country where undisciplined fiscal policy is experienced. In the first round we are
narrowing the heterogeneous group of post-socialist countries as new democracies to gain a
relatively more homogenous aggregation. For this we chose EU membership as an
explanatory factor since those economies fulfilling the accession criteria might serve as a
more homogenous group with regards to the convergence process and institutional factors.

In the next round we are examining the fiscal stance of those democracies joining the EU in
2004 and 2007. Figure 1 represents the average budget balances for the period 1995-2007.
Visegrad countries being front-runners in transition show the strongest deficit bias, within —

as expected — Hungary in the worst position.
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Figure

AGNES HALASZ

1: Average budget balances in the new EU countries
for the period 1995-2007 (in per cent of GDP)
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Note: in case of Bulgaria 1998-2007 average data are presented.

Source: Eurostat

Consequently we are further narrowing the EU member CEE economies to the Visegrad

countries. In order to make the final choice, we are examining the rate of redistribution as

well. Since the budget deficit can be considered rather as a flow indicator, thus might be

relatively high without state expenditures being outstanding. Figure 2 is presenting the current

state expenditures (excluding interests paid) in terms of GDP.

Figure 2: Current state expenditures in Central Europe in 1995-2010 (in per cent of GDP)
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Relatively unfavourable position of Hungary is again well perceptible. Slovakia significantly

decreased the redistribution rate from a high rate thus reaching the smallest state by the 2000s.

Similarly, the Czech Republic is characterised by a low level, and although a slight growth
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can be seen until 2003, that was followed by a declining trend. Aside from some temporary
periods, the second largest state in the region is seen in Poland. Consequently, the second case
study is provided by Poland.

In order to strengthen comparability and transparency, the same vertical and horizontal
dimensions are used in the case studies. The horizontal dimension is embodied by the time
factor. The initial point is the change of regime, while the research is closed with the last
parliamentary election. Thus in case of Hungary this is the period between 1990 and 2010,
while for Poland 1989-2011 is examined. The whole period is divided into 4 sub-periods. The
first one starts from the change of regime and lasts until the stabilization. The second one
comprises the recovery after the stabilization until the millennium. Afterwards, the pattern of
the two economies becomes separated, since in Hungary the period between 2000 and 2006
provides the welfare turnaround, along with economic slowdown increasing state
expenditures result in the deterioration of budget positions. Meanwhile in Poland, the
economic slowdown is determinant. With regards to this, the last analyzed period of
adjustments in Hungary started in 2006 already, while for Poland it dates from 2008 with

outbreak of the global crisis.

Since the dissertation is focusing on the expenditures side of the general government, vertical
dimension is embodied by the structure of the state expenditures. In order to be consistent, we
use the ESA-95 budget statistics of the European Commission. The compensation of
employees (D1.) is analysed in sub-chapter Public earnings and employment, while Social
transfers in kind and social transfers other than in kind (D62. and D63.) are examined in sub-
chapter named Social transfers. In the latter one old age benefits, family benefits, and
pharmaceutical subsidies and in the case of Poland the relevant unemployment benefits are
analysed. With smaller emphasis, but also state subsidies (D3) are considered in the
dissertation. Gross fixed capital formation (P.5.), as well as intermediate consumption (P.2) is
not subject of the research since they cannot clearly be considered as election cycle factors.
State investments, particularly infrastructural ones might mean productive expenditures items.
Irrespectively, they might become PBC factors; the negative effect of this, however, cannot
entirely be distinguished from the positive effect on potential GDP, especially in emerging

economies.
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5. Structure of the dissertation and main empirical findings

The PhD dissertation consists of six main sections. The first chapter includes the motivation
of the research as well as the main research questions and hypotheses, and the applied
methodology.

The second chapter comprises the theoretical framework and the literature review. Two basic
models serve as a pillar for political business/budget cycle (PBC) theories. One is the
opportunistic (and free of ideology) model of Nordhaus [1975]. The other is the so-called
partisan model established by Hibbs [1977, 1979]. These basically say in electoral periods
incumbents who wish to maximize the possibility of remaining in office in the short term,
heat the economy up by using active economic policy and cool it down afterwards by
restrictions. The ‘golden age’ of the traditional PBC models does not last long due to the lack
of demonstrative empirical evidence and exaggerated simplifications of conditions. Instead,
these models provide a strong foundation for the subsequent evolution of PBC theories e.g.
rational PBC models [Persson — Tabellini, 1990] or the moral hazard type models [Persson —
Tabellini, 2003; Shi — Svensson, 2002a, 2002b]. A real separation from the tradition, thus a
clear breakthrough in the PBC theory was particularly hallmarked by the work of Kenneth
Rogoff and Anne Sibert [1988, 1990], who reject the Phillips curve and instead, focus on
fiscal policy when explaining PBC. In this sense, they applied a new phrase for the
phenomenon, calling it “political budget cycles” for life thus referring to cyclical fluctuations

in fiscal policy in times of parliamentary elections.

According to this theory, incumbents temporarily execute fiscal expansion in order to improve
their own re-election prospects. They continue behaviour like this because voters are self-
seeking as well, thus they are maximizing profit in case of both private and state products and
services. As a consequence budget deficit increase is perceptible. Following the elections,
however, fiscal restriction is realized to improve budget positions. Research results overall
and in general indicated the trend that Rogoff’s model can be verified typically in less
developed and developing economies, whilst the pattern of developed and industrialized

countries showed no political fiscal cycles in connection with election periods®.

! See: Ames [1987]; Block [2002a, 2002b]; Alt — Lassen [2006a, 2006b]; Brender — Drazen [2003]; Gonzélez
[2002]; Mink — de Haan [2005]; Schuknecht [2000]; Andrikopoulos et al. [2004]
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In their much-cited large-scale study Brender and Drazen [2003] confirmed this result. They
found that political budget cycles are typically seen in the less experienced, so-called new
democracies, like the post-socialist CEE countries, whilst in the developed more mature
democracies the authors did not find any PBC. Specifically, in the CEE economies they
confirmed significant PBC in the overall general government balance driven by the state
expenditures. Nevertheless, fiscal cycles are gradually disappearing even in the new
democracies as voters learn how democratic institutions and political manipulation operate.
For this so called learning-by-doing process approximately 4 election periods are needed
according to the estimation of Drazen [2000]. Since the researchers were able to prove
tendencies for a homogenous group of countries empirically, rather than the clear presence or
absence of the PBC, economists stated to focus more on the institutional factors, especially
the quality of institutions when explaining different empirical results. Robert Franzese [2002]
in his comprehensive study found that the theoretical concepts of the different PBC models
become empirically determined only when economists recognize and consider the context
conditionality of the cycles. This contextual change will form the ability of politicians to
manipulate, according to Franzese and Jusko [2005]. As a result, the quantity, frequency and

content of the political and economic cycles depend on three main factors:

1) The variations in the international and domestic contexts: International institutions
might influence the development of domestic economic policy, e.g. smaller budget
deficit is observed in those developing countries, where IMF programs materialized.
[Schuknecht, 1996]. These programs typically mark fiscal and macroeconomic
stabilization as a condition of the financial aid, thus limiting the ability of politicians
to pursue discretional fiscal expansions. Similar external effect might come from the
accession conditions and rules of European Union and the EMU.

2) The variations in the political and economic contexts: This group includes explanatory
factor of the PBC like economic development and standard of living or welfare. This
is strengthened by the fact that fiscal cycles were confirmed by the poorer, developing
countries but were not by the sample of developed, industrialized economies.
Furthermore, the researchers in the differences between the political and election
systems investigated cycle bias as well [Persson et al.; 2002a, 2002b, 2003, 2007].

3) The variations in the institutional, structural and strategic contexts: The diversity of
the factors forms the opportunities and activity of political decision makers. Several

study focus on the stability of the democratic institutions and quality. This is usually
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measured by factors like fiscal transparency, fiscal rules and institutions that limit

politicians in their discretional decisions.

The value added to the theory of context conditionality lies partly in the possibility it provides
to explain different empirical results. Furthermore, it also serves as a framework for the
grouping of the main individual explanatory factors of the fiscal cycles and complex analysis.
On the other hand, this theory anticipates that several factors, local and global, national and
international playing a role in fiscal cycles shape the discretional fiscal policy all together.

In the first section, we showed that the fiscal performance in both Hungary and Poland overall
developed unfavourable and has been characterized by great volatilities since the change of
regime. In the theoretical overview we saw that it is often political budget cycles and the pork
barrel spending that stand behind this phenomenon.

In section 3 and section 4 the Hungarian and Polish case studies present the budgetary
processes in deep details trying to answer the question whether there is cycle bias behind
deficit bias in the two new democracies.

The structure of the two case studies is the same, based on the vertical and horizontal
dimensions introduced above. The third and fourth chapters contain four subsections
respectively, presenting the budgetary processes between 1989/1990 and 2010/2011 with
special focus on the state expenditures.

In section 3.1 we presented that during the period between the change of regime in 1990 and
the stabilization in 1995 the general government balance gradually deteriorated in Hungary in
which the systematic delay in executing the adjustment and the strengthening welfare state
both played a role [Kornai, 1993]. In the period analysed, the pattern of the 1994
parliamentary election showed fiscal cycle elements especially in the case of pensions and
pharmaceutical subsidies and to lesser extent public wages as well.

In section 3.2 one might see that election cycles strengthened in Hungary during the period of
recovery after stabilization between 1995 and 2000, by testing the pattern of the elections in
1998. The yearly budget in 1998 was indeed an election year budget including rising pensions
and wage as well as growing agricultural and investment subsidies [OECD, 2000:64]. Further
PBC was found in the pharmaceutical subsidies as well.

The section 3.3 presents that the real turnaround of fiscal cycles, however, was perceptible in
the millennium. Despite the weakening economic growth in connection with global processes
as well as the spending commitments to meet NATO obligations and EU accession demands

the period between 2001 and 2006 saw a welfare turnaround and deterioration in budget
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positions never seen before [Benczes, 2007]. The government pursued fiscal laxity in
different forms prior to the elections in 2002: pensions and family benefits were increased and
a massive public sector wage growth was implemented in certain areas. Furthermore, a
comprehensive housing program was launched [OECD, 2004]. Nevertheless, in the
deterioration of the fiscal balances not just the usual vote-buying actions played a role, but it
was further enhanced by a temporary — as we called -— inverse PBC of the new cabinet after
elections in 2002. Approaching the elections in 2006, political budget cycles strengthened
again in Hungary, main subjects of which proved to be again social transfers (old age benefits,
family allowances, pharmaceutical subsidies) as well as public sector wages. As a
consequence of PBC, the general government deficit increased to a level never seen before
(Figure 3).

Figure 3: The effect of cyclical factors in the general government in Hungary
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are indicated by red colour.

Source: EBRD, EC, AMECO database, own construction

Typical fiscal cycle is further strengthened by the fact — as shown in section 3.4 — that after
the elections held in 2006, the new government immediately reacted to the stance of budget
positions and implemented a severe adjustment [CP, 2007].

In the last election pattern of 2010 no PBC was actually found. However, it is shown in

details, that both political and economic reasons played a role in this. On the one hand, the
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high level of domestic and external state debt coupled with a massive drop of risk taking
appetite on global money and capital markets resulted in the drying-up of financial resources.
To manage the problem, the government made an agreement with international institutions on
a rescue package. However, the conditions of the credit facility and the severe economic
recession in 2009 made further adjustments inevitable. On the other hand, in early 2009 a new
government stood up for the 1 year remaining until the next election that aimed to stabilize
public finances thus had no political intention to pork barrel spending.

Section 4.1 analysing the presence of PBC in Poland comprising the period between 1989 and
1993. As for public wages we did not find any fiscal cycles, the measure of the stabilization
package, the so-called penalty tax (popiwek) influenced the wages thus prevented discretional
decisions until 1992 [OECD, 1992]. The Constitutional Court, however, attacked further
planned savings of the government in 1992. As for social transfers, pension expenditures
significantly increased in Poland in the early nineties, in which — similar to Hungary — the
high number of beneficiaries flowing into the disability and early retirement schemes played
an important role. On the other hand, the large-scale benefits increased the state expenditures
as well. This is proved by the soaring rate of old age pensions. Although the government had
the intention to curb the rise of expenditures, no substantive decision was made. Nevertheless,
clear and significant PBC was not found either.

Section 4.2 presents the period between 1993 and 2000, and parliamentary elections were held
in 1997 in Poland. The budget of 1997 cannot be considered as an election year budget.
Despite the fact that some main areas like education or health care gained supplementary
resources, and pensions were increased as well, no uncontrolled pork barrel spending was
seen. Furthermore, countercyclical effects might be identified, namely the government
launched the socially unpopular pension reform 6 months prior to the elections. The
favourable economic prospect also contributed to this development [EIU, 1996: 16].

Section 4.3 comprises the longer period between 2000 and 2008. Similar to Hungary, the
millennium brought an economic slowdown to Poland as well, due to the global economic
deceleration, the evolution of internal economic cycles and fiscal laxity. Approaching the
elections to be held in 2001, government parties lacked the necessary willingness to execute
adjustment. Slight PBC might be identified in the pattern of 2001 elections especially in the
case of public wages. On the other hand, however, the government postponed the indexation
of some social benefits in 2000 by one year, and the necessary collateral was created by the
decrease of other expenditures (e.g. slowing down the wage increase of teachers, moderating

family benefits). These measures are definitely against the political budget cycles. Substantive
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reaction to the unfavourable stance of public finances was fir perceivable in 2003 when the
so-called Hausner Plan aimed to decrease state expenditures — especially social transfers —
massively until 2007. As a result, in the sample of the election year of 2005, no PBC was
confirmed, the overall period was devoted to the adjustment. Political changes and
turbulences as of 2006 hardly affected economic policy. Budget of 2007 developed
favourably supported by the higher tax revenues, but expenditures remained moderate as well.
Section 4.4 presents the Polish crisis management. Favourable positions of public finances in
the preceding years turned for the worse in 2008 and in one year the budget deficit doubled
due to the crisis. With regards to budgetary expenditures, the period between 2007 and 2012
might be divided into two phases, where the effect of the global crisis seems to be more
determinant cycle factor than the PBC. Between 2007 and 2009/2010 social transfers and
public wages increased. Afterwards, from 2009, however, the same expenditures as well as
the overall general government deficit declined gradually. This development was supported
by the expenditure cut implemented in 2009 and also by the comprehensive consolidation
plan announced in early 2010. At the same time, these developments also mean that no
election cycle elements can be found either in state expenses or in the overall budget balance
in Poland in the election pattern of 2011.

Chapter 5 of the dissertation includes the comparison of the Hungarian and Polish case
studies. The diverging empirical findings of the two Visegrad countries out of the four
suggests, that new democracies cannot be considered as a homogenous group of countries
with regards to political budget cycles. Consequently, the last research question of the
dissertation is more than justifiable: What are the underlying reasons behind the possible
differences in a relatively homogenous group of countries?

In order to answer the question, we base on the institutional factors, especially the theory of
context conditionality by Franzese and Jusko presented in section 2.5. Previously we
determined that contexts give the opportunity to frame and group the individual explanatory
factors of PBC used in the literature. As a first step we made this grouping, the results are
presented by Figure 4. At this point we need to state that the extent of potential explanatory
factors of fiscal cycles is not finite. It is reasonable that countless other effects might be
identified, thus the group of factors considered in the comparison section of this dissertation
needs to be limited. We based on the factors that were already analysed by economists in the
PBC literature. Our aim is not to identify potentially new explanatory factors, but to test the
factors already applied in the case study of two new democracies. We only introduced one

new category, namely the macroeconomic stabilization method. We believe, the analysis of
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this element is inevitable in transition economies. Finally, despite the fact that the context
conditionality determines three main groups, most of the explanatory factors cannot be
completely and exclusively classified in one group. These have their effects through several
channels, consequently it is definitely worth making engravings in a way presented by Figure
4. Taking these conditions into consideration, in section 5 we briefly analyse the potential
effects of the explanatory factors of fiscal cycles. Finally, chapter 6 includes the main results

and theses of the dissertation.

Figure 4: Classification of the explanatory factors of the fiscal cycle effects based on the contexts

Variations in the international and Variations in the political and Variations in the institutional,
domestic contexts economic contexts structural and strategic contexts

| 1) Presence of international institutions (IMF, EU)

| 2) Country size (small, open versus big, closed economy) |

| 3) External economic effects |

| 4) Economic development, welfare |

| 5) Formof government, election system

| 6) Institutional constraints (fiscal institutions and rules)

| 8) Political polarization

|
|
| 7) Quality and stability of institutions |
|
|

| 9) Economic stabilization

Source: own construction based on Franzese and Jusko [2005]

6. Theses and main results of the dissertation

Thesis 1: Deep analysis of the budget processes in Hungary and Poland confirmed that the
two new democracies show diverging empirics with regards to political budget cycles for the
period of 1989 and 2011. Following these heterogeneous empirical results, not just the CEE
economies en block, but also even a smaller group of these, e.g. Visegrad countries as new
democracies cannot be actually considered as a homogenous group of countries in terms of
fiscal cycles. As a result of this, one might not conclude general statements on political budget
cycles. To understand the development of fiscal cycles in new democracies, the consideration

of context conditionality is inevitable. Ultimately the emergence of PBC in a country depends
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on the overall combined effect of several factors — political, economic and institutional etc.
The time factor itself or the experience of voters do not have the sufficient explanatory power.
PBC literature generally focused on one or two explanatory factors when trying to catch out
the existence or lack of fiscal cycles in one economy or a group of countries. This applied
method led to heterogeneous empirical results that did not allow making general conclusions.
This evidence was further strengthened by the Hungarian and Polish case studies in this
dissertation, at the same time the theory of context conditionality was justified as well.
Namely, fiscal cycles are shaped by a number of factors, being it global or local, international

or national, political or economic.

Thesis 2: The financial engagement of international institutions — especially the IMF —
basically affect against the undisciplined fiscal policy and cycle bias as long as adequate
enforcement mechanisms are also called for life in parallel. External economic and financial
processes have similar disciplining force, especially for open countries deeply integrated in
the global economy.

Both the Hungarian and Polish case studies have confirmed empirical results so far on the
effect of international institutions. Especially IMF credit programs limit discretional
budgetary policy significantly. The role of the European Union as an external anchor is dual.
On the one hand, the Hungarian pattern showed, that the EU membership itself does not affect
budget discipline positively. The underlying reason is the lack of proper enforcement. On the
other hand, testing the rules of the Stability and Growth Pact remains limited since none of the
countries are members of the euro zone. Similarly, the external economic and financial
processes mean disciplining effect on the cycle bias. Especially in Hungary, external effects
played a role in the volatility of the budget balances, for as much as it was typically
international economic and financial processes that forced governments to adjust, after times

fiscal expansions induced by PBC.

Thesis 3: No unequivocal direct connection can be identified between economic development,
social welfare and political budget cycles. If the members of the society judge their own
income position as negative, they might increase the demand for state paternalism, which in
turn strengthens fiscal cycles.

Our initial hypothesis saying that economic development and social welfare affect against
political budget cycles could not be clearly proved in the pattern of Hungary and Poland. Both

per capita income and employment rates, thus the number of households living on state
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transfers, overall developed similarly in Hungary and Poland. Consequently, economic
indicators did not justify the divergent pattern of fiscal cycles in the two economies. On the
other hand, since income inequalities are the strongest in Poland, this fact would have
predestined the presence of PBC rather in Poland, based on our hypothesis. This contradiction
might be explained with the divergence between the actual inequalities and the perception of
the society. If people see high income inequalities, be it reasonable or not, they might increase
the demand for state paternalism which in turn strengthens fiscal cycles.

Thesis 4: Institutional factors of the political system like the election system has not been
confirmed as an explanatory item of political budget cycles in the pattern of Hungary and
Poland. On the contrary, the quality of the budget institutions affects PBC significantly. Hard
budget institutions and rules like reliable and conservative economic forecasts, as well as
mid-term, reform-oriented and prospective fiscal planning enhance fiscal transparency thus
decrease fiscal cycles. Like procedural rules, the adaptation of hard budget constraints
through numerical fiscal rules moderate the cycle bias of policymakers.

Budget institutions play a significant role in fiscal cycles. With regards to this, the advantage
of Poland compared to Hungary is spectacular in all three phases of the budgeting process. In
the planning phase Poland is a frontrunner regarding both the reliable economic forecast and
the medium term budgetary projection. In Hungary, budget process was generally
characterized by a kind of stop and go approach in economic policy without prospective
thinking but high volatilities in fiscal outcomes. Meanwhile, in Poland the nineties already
saw a commitment to the comprehensive strategic budgetary planning. Such programs were
the Strategy for Poland as of 1994, the Package 2000 or the Hausner Plan. Fiscal discipline is
further enhanced by the numerical fiscal rules in Poland (e.g. debt rule). Meanwhile, in
Hungary practically no deficit or other debt rules limited the discretional ability of the
governments until 2008, when the global crisis made the changes necessary. Creditable and
strategic budget planning as well as hard budget constraint massively contributed to the
improvement of fiscal transparency in Poland, despite the fragmented general government
system facing severe structural problems. Similar positive tendency cannot be observed in

Hungary owning only four sub-segments in the general government.

Thesis 5: Countries with lower level of institutional confidence face stronger political budget
cycles. The weaker confidence for the democratic institutions and thus the future, the higher

social demand for the state paternalism is identified. This process increases the possibility of
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emergence and solid survival of fiscal cycles. This also means, that the role of informal
institutions in PBC is determinant.

Significant negative correlation was identified between institutional trust and fiscal cycles in
the dissertation being strengthened by both case studies. The connection stems from the fact
that countries with low level of institutional trust show a stronger demand for state
paternalism thus higher state transfers which in turn generates demand for pork barrel
spending and political budget cycles. Consequently, the reinforcement of social trust into
democratic institutions in parallel weakens the possibility of fiscal cycles. The adoption of
hard budget constraints facilitates the improvement of fiscal transparency, by which a positive

circle comes into being, that results in growing institutional trust and declining fiscal cycles.

Thesis 6: No direct positive link between political instability and fiscal cycles can be
identified. The fragmentation of political life and political polarization do not explain PBC, if
in times of political turbulences the continuity of reform process and consistency in the reform
process is maintained.

Political stability does not automatically bring fiscal stability as well and vice versa. This is
perfectly reflected by the Hungarian and Polish cases. With regards to both the number of
parties in parliament and the stability of governments, Hungary is clearly over-performer in
the region. In Poland on the contrary, short-lived and unstable governments were following
each other and political platform was characterized by massive fragmentation and polarization
with government crisis and early elections at least until the millennium. Despite this,
populism in Poland typically took place at the level of rhetoric, whilst continuity in economic
policy was basically maintained. This soon led to the political disillusion of the Polish voters
and contributed to the shortening of the so-called honeymoon period. Between 1991 and 1993,
despite the unstable political environment and social unrest, stabilization and reforms did not
halt. Meanwhile, in Hungary the opposite was seen mainly in the case of restrictions and
reforms from the second half of the nineties. In 1998, after the elections, the new government
revised several measures of stabilization as of 1995. Similar events were observed in 2007 as
well with regards to the health care reform, when the opposition finally led a referendum and

the withdrawal of several measures.

Thesis 7: To understand why new democracies show divergent results regarding fiscal cycles,

it is necessary to analyze the timing and applied method of macroeconomic stabilization.

18



PHD DISSERTATION SUMMARY AGNES HALASZ

Underlying reasons are of political, economic as well as social type. The more drastic the
stabilization is, the smaller the possibility of the emergence of PBC.

In the post-socialist countries, the reforms to be implemented during the political and
economic transition included the macro-economic stabilization as well. Despite the fact, that
both Hungary and Poland were frontrunners in reform process after the change of regime,
they chose a different way regarding the stabilization. In Hungary adjustment was delayed
until the mid-nineties, while Poland launched the shock therapy in 1989 already. Underlying
reasons are various, political, economic and social as well. Namely, Poland faced a much
severe initial economic situation at the beginning of transition, consequently the decision on
the transition strategy was more critical than for Hungary, which was much more stable. The
economic imbalances in Poland resulted by the duality of hyperinflation and shortage made
the radical way of transition necessary. Further argument for the shock therapy compared to
the gradual reform became the possible danger of losing political capital coming from the
openness of the society to changes. Those times the willingness of the society to accept a
radical program was relatively high due to the massive and unsustainable circumstances.
These unfavourable initial conditions in Poland made a prompt adjustment inevitable that in
turn contributed to the change of the attitude of the society regarding the role of the state.
Meanwhile, opposite developments were seen in Hungary. Attempts were made to decrease
the level of state expenditures, these, however, faded due to the lack of political will, direct
economic pressures and social resistance. Namely, in Hungary no such enforcement
mechanism was working like the shortageflation in Poland. Instead of the adjustment, and
decreasing the rate of redistribution, Hungary saw increasing paternalism and the spreading of
the political and social illusion that the market transition might be fulfilled without any
significant consolidation. When talking about premature welfare state, one might speak about
the illusion of welfare state, which characterized Hungary in the early nineties. These
processes made the society assume that the entitlements of the socialist period are still
available automatically and for free following the change of regime as well. Any kind of state
measure aiming to change this attitude encountered massive resistance since it might have
carried the message, that the government is not competent. Meanwhile, in Poland the
disillusionment of the society came about rather early, in which the economy shock caused by
the Balcerowicz Plan as well as the political developments — namely the difference between
the political rhetoric and the actual realized economic policy — both played a role. All these
processes resulted in the shortening of the period of the well-known honeymoon effect in

Poland. Unlike their Hungarian counterparties, the Polish voters experienced in a very short
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period of time that political communication prior to the parliamentary elections often remains

only promises.

7. Conclusion and further potential research lines

In this PhD dissertation we analysed the political budget cycles in deep details in the case
study of two new democracies, namely Hungary and Poland. It was stated, that the two
countries show strongly diverging empirics with regards to fiscal cycles despite the fact that
they started the same way after the change of regime and both were leader countries in the
transition process. According to our results in the Hungarian pattern significant political
budget cycles were confirmed that were strengthening with time. Meanwhile, we proved that
in Poland the cyclical evolution of the budget balances in the nineties was not the result of the
cycle bias of politicians and pork barrel spending. The underlying reason for this kind of
divergent empirical results was identified in the combined effect of several — political,
economic and institutional — factors.

Our results assign new potential research lines and questions as well. First, the question
automatically arises: what pattern of PBC can be found in other countries in the region.
Second, the dissertation left the question open to be answered whether the diverging empirics
of Hungary and Poland at the same time lead to the rejection of the learning-by-doing
process. Or one might keep the theory of Brender and Drazen with the new condition that the
time needed for this process is different in the countries. Finally, it needs further investigation
to decide whether the explanatory factors of PBC might be ranked in some way and primary
factors can be identified that influence political manipulation more in the new democracies
compared to the old ones.
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