Public Choice (2007) 133: 297-319
DOI 10.1007/s11127-007-9189-2

Do political variables affect fiscal policy adjustment
decisions? New empirical evidence

Jochen O. Mierau - Richard Jong-A-Pin -
Jakob de Haan

Received: 22 July 2006 / Accepted: 21 May 2007 / Published online: 28 June 2007
© Springer Science+Business Media, BV 2007

Abstract We test eight hypotheses on political factors influencing the likelihood that a fiscal
policy adjustment occurs. We employ a panel discrete choice model for 20 OECD countries
for the period 1970-2003. Two different definitions of fiscal adjustments are used to capture
the differences between rapid and gradual adjustments. We find that these types of fiscal
adjustment are primarily driven by economic factors and are hardly affected by political
variables. The likelihood that a rapid adjustment takes place is only influenced by upcoming
elections, while the likelihood that a gradual adjustment takes place increases in case of
broad policy reform.
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1 Introduction

In the wake of the oil shocks of the 1970s, many OECD countries had large and persistent
deficits that, in turn, resulted in an unprecedented peacetime rise in the public debt-to-GDP
ratio. Consequently, many countries engaged in fiscal adjustment programs. There is strong
evidence that the success of efforts to consolidate the government budget depends on the
kind of budgetary adjustments undertaken. Fiscal adjustments marked by an emphasis on
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expenditure cuts rather than increased revenues, and that tackle politically sensitive expen-
ditures such as transfers, subsidies, and wage expenditures, are more likely to be successful
than fiscal adjustments that rely primarily on tax increases and cuts in public investment
(see, for instance, Alesina and Perotti 1995b; Alesina and Ardegna 1998; Alesina et al. 1998;
von Hagen et al. 2001).! This literature starts from the presumption that a fiscal adjustment
occurs and then examines which factors affect the likelihood that an adjustment will be suc-
cessful. Success is generally defined in terms of the lasting effect the adjustment program
has on reducing the government debt-to-GDP ratio and/or the budget deficit-to-GDP ratio.

This paper empirically examines the economic and political determinants of the likeli-
hood that a fiscal adjustment takes place, no matter whether it is successful or not. While
this issue has hardly received attention in the literature, several political economy theories
provide guidance under which circumstances fiscal adjustments may take place. We use
two definitions of fiscal adjustments in order to capture the differences between rapid and
gradual adjustments.

The papers that come closest to ours are von Hagen et al. (2001) and Mulas-Granados
(2003). Von Hagen et al. use a probit model to determine whether various economic vari-
ables influence the fiscal adjustment decision in a sample of 20 OECD countries for the
period 1960-1998. In contrast to the present paper, von Hagen et al. do not take political
variables into account. Mulas-Granados examines the fiscal policy strategies of EU coun-
tries in the period 1970-2000, focusing on political and economic determinants that explain
why countries follow different strategies of adjustment. He finds that, besides economic con-
ditions, fragmentation of decision-making, government ideology, and closeness to elections
affect fiscal policy adjustment strategies. A serious shortcoming of both studies is that they
neglect the panel nature of the data. That is, both studies do not take into account that one
country may be more inclined to adjust fiscal policy than another country.

Using data for 20 OECD countries over the period 1970-2003 and Conditional Fixed
Effects Logistic regressions in which we use the method suggested by Beck et al. (1998) to
deal with temporal dependence, we test to what extent various political variables affect the
timing of a fiscal adjustment. Our main finding is that fiscal adjustments are primarily driven
by economic factors and are hardly affected by political variables. We also find that rapid
fiscal adjustments are differently affected by political variables than gradual fiscal adjust-
ments. Whereas the likelihood that a rapid adjustment takes place is negatively influenced
by upcoming elections, gradual adjustments are more likely to be undertaken in the presence
of broad policy reforms.

The remainder of the paper is organized as follows. Section 2 formulates our hypotheses,
which are derived from four different strands in the literature. Section 3 outlines the empiri-
cal model and the data, while Sect. 4 motivates our use of Conditional Fixed Effects Logistic
regressions. Section 5 contains the main results and Sect. 6 offers a sensitivity analysis. The
final section offers some concluding comments.

2 Hypotheses
In this section we formulate the hypotheses to be tested in the empirical analysis. Instead of

coming up with a theoretical model that can only deal with a limited number of political de-
terminants of fiscal adjustments, we derive our hypotheses from four different strands in the

"However, Heylen and Everaert (2000) reject the hypothesis that to succeed, consolidation should rely on
cutting the government wage bill.
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literature, i.e., studies on (1) the determinants of the timing of policy reform; (2) successful
fiscal adjustments; (3) the political budget cycle; and (4) the impact of political instability
on fiscal policy outcomes.

There are many theoretical studies on the determinants of the timing of economic policy
reform or stabilization. Although not explicitly dealing with fiscal policy, the insights of
this line of research may be helpful in designing our empirical model. The main building
block of theories on the timing of reforms is the existence of distributional conflicts that are
often aroused by reform (Lora 2000). The seminal work on this issue is Alesina and Drazen
(1991), who hypothesize that the more unequal the distribution of the costs of reform and
the more polarized society is, the longer it takes that reforms will be adopted. The political
conflict among heterogeneous groups over the allocation of the burden of stabilization leads
to rational delays. The reform will take place only when one of the groups concedes as it
realizes that the cost of waiting exceeds that of the reform. Alesina and Drazen’s model
suggests that, other things being equal, reforms are adopted later in countries with more
political fragmentation. In the empirical part of their paper, which does not specifically
focus on fiscal adjustments, Alesina and Drazen indeed find that homogeneous governments
reform sooner. It seems likely that the political fragmentation of government may also matter
for fiscal adjustments; governments that are not very homogeneous may find it difficult to
agree on a fiscal adjustment. So our first hypothesis is:

(1) The more politically fragmented a government is, the lower is the likelihood that a fiscal
policy adjustment will occur.

To test for this hypothesis, we include two indicators of political fragmentation of the gov-
ernment in our empirical model.

Rodrik (1994) argues that the political cost of policy reform is associated with the amount
of income redistributed among different groups, while the benefit comes from the efficiency
gains it produces. A specific reform that is unpalatable by itself may be politically acceptable
if packaged with other reforms that have lower cost-benefit ratios. Rodrik (1994, p. 80)
poses that macroeconomic stabilization is such a reform: “Unlike trade liberalization, it
holds the promise of generating benefits that will be shared by all. ... Moreover, the deeper
the crisis, the larger the overall net benefits from recovery”. In line with this view, a fiscal
adjustment may be more likely if bundled with other policy reforms. Therefore, our second
hypothesis is:

(2) The occurrence of a broad policy reform increases the likelihood that a fiscal policy
adjustment will occur.

In our analysis we include an indicator of broad policy reform to test this hypothesis.

Lora (2000) points out that the literature on the timing of policy reform offers little ex-
planation of the apparent importance of one factor that seems to be the simplest reasons for
reform: a change of government. Based on case studies, Haggard and Webb (1994, p. 8)
point out that new governments, which “typically enjoy a period in which the costs of ad-
justment can be traded against political gains”, can better exploit the window of opportunity
that opens during periods of crisis. Therefore, our third hypothesis is:

(3) The presence of a new government increases the likelihood that a fiscal policy adjust-
ment will occur.

This hypothesis will be tested using a variable indicating the presence of a new government.
Similarly, it can be argued that governments having a strong political position are in a
better position to implement a fiscal adjustment. Specifically, governments with more sup-
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port in parliament, face less hurdles to take tough decisions concerning adjustment policies.>
We therefore have as our fourth hypothesis:

(4) The stronger the support of a government in parliament, the higher is the likelihood that
a fiscal policy adjustment will occur.

We include in our model a variable reflecting the support of government in parliament to
test this hypothesis.

Likewise, the literature on the determinants and characteristics of successful fiscal ad-
justments suggests a number of potential determinants of the probability that a fiscal ad-
justment will occur. For instance, Mulas-Granados (2003, p. 15) finds that in the nineties
“the ideology of the party in government has become the most powerful predictor of fiscal
policies and strategies of adjustment.” Similarly, for a panel of large fiscal adjustments in
OECD countries during the last 40 years, Tavares (2004) finds evidence that left-wing and
right-wing cabinets are partisan: the left tends to reduce the deficit by raising tax revenues
while the right relies mostly on spending cuts. Since fiscal adjustments are likely to hurt
especially the constituencies of left-wing parties, governments dominated by left-wing par-
ties are therefore likely to be less inclined to decide on such an adjustment. So hypothesis
number five is:

(5) The likelihood that a fiscal adjustment will take place is lower under left-wing govern-
ments than under right-wing governments.

To test for possible partisan effects, we include an indicator of the ideological position of
the government in our empirical model.

Mulas-Granados (2003) also finds that government size (measured as the number of
parties participating in a coalition and the number of cabinet members) affects adjustment
strategies. Perotti and Kontopoulos (2002) were among the first to argue that the so-called
size fractionalization of government—measured by the (effective) number of political par-
ties or the number of spending ministers in government—affects fiscal policy outcomes.
They find, for instance, that fragmented governments have higher budget deficits. This re-
sult has been confirmed by others (see, for instance, Volkerink and De Haan 2001). The-
oretically, size fragmentation matters for fiscal policy because of a “common-pool prob-
lem” in which competing political groups (political parties or spending ministers) vie for
government expenditures that are financed using broad-based tax revenues. The incentive
to please constituencies as much as possible leads to upward pressure on the government
budget. Therefore, size fragmentation will negatively influences the likelihood of a fiscal
adjustment, so that our sixth hypothesis is:

(6) The more size-fragmented a government is, the lower is the likelihood that a fiscal policy
adjustment will occur.

We include the effective number of political parties in government and the number of spend-
ing ministers in our model as proxies for size fragmentation to test this hypothesis.

The political budget cycle (PBC) literature also offers some guidance. A political bud-
get cycle is a periodic fluctuation in fiscal policies, which is induced by the cyclicality of

2However, Pech (2004) argues that a minority government can be effective in cutting expenditures. He refers
to the example of the Danish minority government run by Schliiter that initiated a policy of budget consoli-
dation.
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elections. Some recent studies present evidence for the existence of a PBC in a large cross-
section of both developed and developing countries.® The PBC literature suggests that fiscal
adjustments are unlikely when an election is upcoming, since an adjustment requires un-
popular measures. Indeed, Illera and Mulas-Granados (2001) find that upcoming elections
make a fiscal adjustment short-lived. This suggests the following hypothesis:

(7) An upcoming election reduces the likelihood that a fiscal policy adjustment will occur.

To test for election effects, we include a dummy for upcoming elections in our empirical
model.*

Finally, we turn to the literature on political instability (see Alesina and Perotti 1995a).
Various studies in this line of research suggest that political instability affects the govern-
ment budget deficit (see, for instance, De Haan and Sturm 1994). As a fiscal adjustment
requires a longer-term horizon of policy makers, which is generally lacking in highly unsta-
ble regimes, we have as our hypothesis eight:

(8) Political instability reduces the likelihood that a fiscal policy adjustment will occur.

We include two dummies in our analysis, reflecting the occurrence of cabinet changes and
major government crises, to test this hypothesis.
Table 1 summarizes the hypotheses to be tested in the remainder of this paper.

3 The model and data

In order to identify years in which a fiscal adjustment occurs, we have constructed dummy
variables that take the value 1 if there is a fiscal adjustment in a particular year and O oth-
erwise. As there is no generally agreed upon definition of fiscal adjustments, we use two
definitions that capture the difference between rapid and gradual adjustments. The first de-
finition is proposed by von Hagen et al. (2001) who define an improvement of the budget
balance by 1.25% points in two consecutive years or an improvement of 1.5% points of the
budget balance preceded by a positive change in the budgetary position as a period of fiscal
adjustment. The second definition is due to Heylen and Everaert (2000) who propose that
any period starting with an improvement of the budget balance by at least 0.25% points in
the first year, a minimum duration of 2 years and a total improvement of the budget balance
by at least 2% points can be considered as a period of fiscal adjustment. The definition by
von Hagen et al. captures rapid adjustments whereas the Heylen—Everaert definition captures

3For instance, Shi and Svensson (2002) show that significant pre-electoral increases in the government budget
deficit exist for their panel of 91 developing and developed countries over the period 1975-95. Moreover,
Persson and Tabellini (2002) report statistically significant tax decreases before elections in a sample of
60 democracies over the period 1960-1998. Brender and Drazen (2005) pose, however, that the results of
these studies are driven by the experience of so-called “new democracies”, where fiscal manipulation may
be effective because of lack of experience with electoral politics in these countries. They argue that once the
“new democracies” are removed from the sample, the PBC disappears. However, some other studies focusing
on “old” democracies also find evidence for a PBC; see, for instance, Tujula and Wolswijk (2004) and Mink
and De Haan (2006).

4However, there is also some evidence suggesting that a strong deterioration of the financial position of the
government harms the chances of re-election faced by the incumbent (see, for instance, Brender 2003). If
the incumbent is rewarded for reducing the government’s budget deficit to a sustainable level, an upcoming
election may stimulate the government to decide on a fiscal adjustment. Indeed, Alesina et al. (1998) have
found no evidence that fiscal adjustments indicate high political cost in their examination of poll data and
cabinet turnover after fiscal adjustments.
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Table 1 Hypotheses to be tested

Nr. Hypothesis Variable(s) used to test Expected sign of

hypothesis variable(s)

(1) The more politically fragmented a gov- Two indicators of political -
ernment is, the lower is the likelihood fragmentation
that a fiscal policy adjustment will oc-
cur.

2) The occurrence of a broad policy reform Indicator of broad policy +
increases the likelihood that a fiscal pol- reform
icy adjustment will occur.

3) The presence of a new government in- Dummy reflecting pres- +
creases the likelihood that a fiscal policy ence of new government
adjustment will occur.

“4) The stronger the support of a govern- Variable reflecting support +
ment in parliament, the higher is the of government in parlia-
likelihood that a fiscal policy adjustment ment
will occur.

5) The likelihood that a fiscal adjustment Variable reflecting ideo- -
will take place is lower under left-wing logical position of the gov-
governments than under right-wing gov- ernment
ernments.

(6) The more size-fragmented a government Two indicators of size -
is, the lower is the likelihood that a fiscal fragmentation
policy adjustment will occur.

(7) An upcoming election reduces the likeli- Indicator for upcoming —
hood that a fiscal policy adjustment will election
occur.

(8) Political instability reduces the likeli- Two indicators of political -
hood that a fiscal policy adjustment will instability
occur.

gradual adjustments. In applying both definitions, we use the cyclically adjusted budget bal-
ance.> Appendix 1 contains an overview of all fiscal adjustment we identify. Although the
two definitions partly overlap, they are certainly not identical. In 70 years that meet the cri-
teria for a gradual adjustment, there is no rapid adjustment. Likewise, there are 7 years with
a rapid adjustment in which there is no gradual adjustment.® Countries in which a certain
type of adjustment does not occur during the period under consideration are excluded in the
empirical analysis. For instance, Japan is not included in the model for the likelihood that a
rapid adjustment occurs. All observations for countries with at least one adjustment during
the period under consideration are included in the analysis.

5The cyclically adjusted budget balance suffers from the fact that there is no consensus on how it should be
computed; figures provided by various international organizations often show large differences. De Haan et
al. (2004) demonstrate that OECD figures on cyclically adjusted balances are also subject to large revisions
for a rather long time after their initial publication. We therefore also employed the unadjusted budget balance
figures to construct our fiscal adjustment indicators. This did not qualitatively affect our main findings; results
are available on request.

6We also examined to which extent the different periods of fiscal adjustments overlap. As can be seen in
Appendix 1, 15 episodes of rapid and gradual adjustments are identified in exactly the same years, 18 episodes
partially overlap, while another 15 episodes are only identified by one of the two fiscal adjustment definitions.
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We consider a panel discrete choice model in which the dependent variable is the oc-
currence of a fiscal adjustment. The economic variables included are the lagged cyclically
adjusted budget deficit, the debt-to-GDP ratio, GDP growth, inflation, and unemployment.
The first variables reflect the need to adjust; if there is no adverse fiscal position there is no
reason to adjust. So the probability of an adjustment is expected to be higher in case of a
high debt ratio and/or a high budget deficit. The other economic variables are included to
take economic circumstances into account; it seems more likely that an adjustment will take
place under favourable economic conditions, like low inflation and unemployment, and high
GDP growth.

To test the various hypotheses as outlined in Sect. 2, we have included the following
political-institutional variables to the model:

e The degree of political fragmentation of the government defined as:

[NMIN j 2]

> x (COLOUR; — PC)* |,

I NMIN
where NMIN ; are the number of ministers from party j, whilst NMIN refers to the num-
ber of ministers in government. COLOUR indicates the ideological complexion of party
Jj and PC refers to the ideological position of the entire government (see also fifth bullet).
This indicator has been suggested by Volkerink and De Haan (2001) as a proxy for frag-
mentation. As an alternative, we also employ the maximum ideological distance between
the parties forming a government. These variables are used to test hypothesis 1. As both
variables are proxies for political fragmentation and are highly correlated, they are not
included simultaneously in the model.

e The first difference of the economic freedom index of the Fraser Institute. As argued by
De Haan et al. (2006), an increase in the level of economic freedom coincides with the
kind of reform proposed by the IMF and the World Bank (‘the Washington consensus’).
So the change in the economic freedom indicator is included as a proxy for broad policy
reform to test hypothesis 2.7

e A dummy reflecting whether there is a new government in a particular year to test hypoth-
esis 3. This variable is one when there is a post election change in the government, i.e., a
new coalition or ruling party, and zero otherwise.

e The strength of government in parliament, defined as the number of seats of the coalition
in parliament divided by the total number of seats, taking into account the number of
months of a year that government is in power. The rationale of this variable is that the
more seats that the parties forming the government have in parliament, the stronger the
government will be (see, also Volkerink and De Haan 2001). This variable is used to test
hypothesis 4.

e The ideological position of the government on a scale from 1 (left) to 10 (right), defined
as

3 NMIN; x COLOUR,
NMIN

)

7As one of the referees pointed out, there could be an endogeneity problem with this variable, since taxes
and spending are included in the Economic Freedom index. However, they make up only a minor part of
the index. Furthermore, our definition of an adjustment is defined in terms of the budget balance so that a
simultaneous increase (or decrease) in taxes and spending do not affect our dependent variable. The issue of
endogeneity is therefore not a problem.
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where COLOUR; is the political position of party j and NMIN ; is the number of ministers
of party j, while NMIN is the total number of ministers. This variable is used to test
hypothesis 5.

e Two indicators of size fragmentation of government, i.e., the number of political parties
in government and the number of spending ministers in government to test hypothesis 6.
These variables are not included simultaneously in the model.

e A dummy that is one in case of an upcoming election (i.e., an election, be that regular or
early, in the following year). This variable is used to test hypothesis 7.

e A dummy variable which equals 1 when there is a change of cabinet and O otherwise.
In line with our data source (the 2005 Cross National Data Archive), a cabinet change is
defined as any situation in which a new president/prime minister is appointed or when at
least 50% of the ministers is replaced. In addition, we employ a dummy variable which
equals 1 when there is a major government crisis and O otherwise. The Cross National
Data Archive defines a major crisis as a rapidly developing situation that threatens to
bring the downfall of the present regime. Both indicators are used to test hypothesis 8. As
both variables are proxies for political instability, they are not included simultaneously in
the model.

Appendix 2 provides details on the sources used and offers some summary statistics of
the variables used. The following section outlines our estimation method.

4 Conditional fixed effect logistic regressions

A shortcoming of previous studies focusing on the determinants of fiscal adjustment deci-
sions is their neglect of the panel nature of the data. In case of a discrete dependent variable
with panel data we observe:

yie =1 1if y} >0, 0
yie =0 if y} <0,

where: y! = x/,8 + a; + v;;. This function can be interpreted as the inclination of the gov-
ernment to implement a fiscal adjustment, which is dependent on observed variables (x),
unobserved individual (country) characteristics («) and a random error term (v). The prob-
ability that we observe a fiscal adjustment is:

P(yiu=1)=P(y}, > 0) = P(viy > —x},p — o)) = F(x}, + ). @

As can be seen in (2), the number of parameters increases with the number of countries. This
is known as the incidental parameters problem. Chamberlain (1980) shows that it is impos-
sible to estimate the parameters of this discrete choice model consistently and proposes
conditional logit estimation. The idea of this approach is to condition the likelihood func-
tion on a minimal sufficient statistic for the fixed effects. Chamberlain argues that Zthl Vit
is such a minimum sufficient statistic, which in our case is the number of fiscal adjustments
per country. Like standard fixed effects modelling, the conditional fixed effects logit model
focuses on the variation in the data observed within countries (Baltagi 2005).

It is well known that variables in a panel model are likely to be temporally dependent,
in which case ordinary logit (or probit) models may result in overly optimistic inferences
(too high ¢-statistics). Beck et al. (1998) show that panel logit data are identical to grouped
duration data and suggest dealing with this problem by adding a series of dummy variables
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to the model marking the number of years since the previous occurrence of an “event” (in
our case a fiscal adjustment). An important drawback of this solution is that a lot of degrees
of freedom are lost due to the large number of dummy variables. As a solution, Beck et
al. (1998) replace the dummy variables with a smooth function based on cubic splines. We
also follow another suggestion of Beck et al. by including the number of adjustments in the
past. Again this is necessary since standard logit models assume that the adjustments are
independent from one another, which is obviously not true.

5 Empirical results

Tables 2 and 3 show the estimation results. Table 2 shows the results if we use the definition
of an adjustment as suggested by von Hagen et al. (2001), while in Table 3 the definition of
fiscal adjustment of Heylen and Everaert (2000) is used; the first captures rapid adjustments
whereas the latter captures gradual adjustments.

Before discussing the results in detail we consider the model specification. According
to the Hausman test, which in this context compares the estimates of the conditional logit
regression with the standard logit regression, the null hypothesis is always rejected in favour
of conditional logit. This suggests that previous studies on successful fiscal adjustments,
which usually rely on standard logit or probit models, may have been misspecified.

In column (1) of Tables 2 and 3, we show the outcomes of the conditional logit regres-
sion excluding political indicators and without following the approach as proposed by Beck
et al. (1998) concerning time dependence and dependence on previous adjustments into ac-
count reflected by the splines and prior adjustments variables, respectively. Following the
suggestions of Beck et al. (1998), in column (2) we add a variable reflecting the number
of prior adjustments and in column (3) we add the variables that take duration dependence
into account (3 splines and a variable measuring the number of years since the last fiscal
adjustment). Simple ¢-tests for the individual variables and F-tests for the group of duration
variables show that these variables are highly significant. Therefore, this is our preferred
specification. In columns 4-14 we add our political and institutional indicators to our pre-
ferred baseline model.

Perhaps not surprisingly, we find that a weak fiscal situation increases the likelihood of
a fiscal adjustment, be it a rapid or a gradual one. The number of prior adjustments and
the number of years since the previous adjustment reduce the likelihood of an adjustment.
Somewhat surprisingly, we find that the economic situation is not a strong determining factor
of fiscal adjustment; only the coefficient of inflation is often significantly different from zero.

The two most important conclusions that follow from our results are that (1) fiscal ad-
justments are primarily driven by the budgetary situation and are hardly affected by political
variables; (2) the two types of fiscal adjustment are affected differently by the political vari-
ables that we take up in the analysis. Whereas the likelihood that a rapid adjustment occurs
is (negatively) influenced by upcoming elections, the likelihood that a gradual adjustment
takes place is influenced by broad policy reform. Our results differ from previous studies,
based on the distinction between successful and unsuccessful adjustments. For instance,
Alesina and Perotti (1995b) find that elections do not matter: there is no systematic differ-
ence in the likelihood of a successful adjustment in election and non-election years. The
same is true for non-successful adjustments. However, our results show that an upcoming
election makes it more unlikely that a fiscal adjustment will take place. In line with the view
of Rodrik (1994), we find that gradual fiscal adjustment are more likely if the adjustment is
part of a broad policy reform.
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6 Sensitivity analysis

In this section we report how sensitive our results are with respect to: (1) the sample of
countries considered, and (2) the time period taken into account. It is important to check
whether our results are not driven by the inclusion of a particular country in the analysis.
Furthermore, the literature on size fragmentation suggests that the impact of political factors
on fiscal policy may not be constant over time (see, for instance, Volkerink and De Haan
2001). We therefore also check to what extent our results are influenced by our choice of the
time span considered.

We have checked the robustness of our findings with respect to the countries taken up in
the analysis by excluding each country in our sample one by one for all of the regressions
shown in Tables 2 and 3. This is a very straightforward way to test whether or not the results
depend on the set of included countries. It turned out that variables that were insignificant
generally remain insignificant (not shown). Table 4 shows the results for the variables that
we found to be significant. Each row first shows the country that has been excluded. Next, the
coefficient and #-statistic for upcoming elections for rapid adjustments, and the coefficient
and 7-statistic for broad policy reform for gradual adjustments are shown. It is clear that
neither the result for rapid adjustments (i.e., a significant negative impact for upcoming
elections), nor the result for gradual adjustments (i.e., a significant positive impact for broad
policy reform) are significantly affected by the exclusion of any country.

Finally, we have redone the regressions reported in Tables 2 and 3 for different time pe-
riods. We have simply cut our estimation period in two periods of more or less equal length.
It turns out that our main results are robust. Elections have a negative impact on the like-
lihood that a rapid fiscal adjustment will take place, while the likelihood of the occurrence
of a gradual adjustment increases in case of broad policy reform. Tables 5 and 6 show, for
illustrative purposes, the results for the second half of our sample period. In Table 5, also the
variable Excess Seats becomes significant, with a negative sign. This probably reflects that in
various countries ruled by minority governments, notably in Scandinavia, fiscal adjustments
took place during this period, lending support to the views of Pech (2004).

7 Conclusions

This paper examines an issue that has hardly received attention in the literature so far, i.e.,
which factors determine the likelihood that a fiscal adjustment takes place, no matter whether
or not it is successful. So far, the literature on fiscal adjustments primarily focuses on the
determinants of successful fiscal adjustments, where success is generally defined in terms of
the lasting effect that the policy efforts have on reducing the government debt-to-GDP ratio
and/or the budget deficit-to-GDP ratio. As fiscal adjustments have a significant effect on the
state of the economy it is, however, also relevant to know which factors affect the likelihood
that a fiscal adjustment will occur in the first place.

In contrast to previous studies on the determinants of successful fiscal adjustments, we
use conditional logit models taking the suggestions of Beck et al. (1998) to deal with time
dependence and dependence on previous adjustments into account. Various tests clearly
show that this modelling approach is superior to traditional logit or probit models.

Two definitions of fiscal adjustments are used in order to capture the differences between
rapid and gradual adjustments. It is found that these types of fiscal adjustment are differently
affected by political variables. Whereas the likelihood that a rapid adjustment will occur is
only influenced by upcoming elections, the likelihood that a gradual adjustment will take
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Table 4 Results for significant
variables if countries are
excluded

Excluded Upcoming elections Broad policy reform
Australia —0.862 0.050
(2.09)* (2.40)*
Austria —0.911 0.051
(2.08)* (2.39)*
Belgium —1.176 0.055
(2.62)** (2.57)*
Canada —0.826 0.035
(1.94) (1.63)
Denmark —0.840 0.053
(1.98)* (2.47)*
Finland —0.894 0.058
(2.06)* (2.59)**
France —0.903 0.051
(2.18)* (2.43)*
Germany —0.850 0.051
(2.05)* (2.40)*
Greece —0.800 0.055
(1.87) (2.44)*
Ireland —0.952 0.033
(2.23)* (1.56)
Italy —0.905 0.048
(2.02)* (2.12)*
Japan 0.043
(1.82)
Netherlands —0.887 0.049
(2.09)* (2.32)*
New Zealand 0.051
(241)*
Norway 0.061
(2.61)**
Portugal —0.868 0.055
(2.10)* (2.54)*
Spain —1.050 0.050
(2.45)* (2.40)*
Sweden —0.837 0.057
(1.91) (2.65)**
United Kingdom —0.843 0.050
(1.86) (2.30)*
United States 0.049
(2.29)*
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place is influenced by broad policy reform. These results are robust to changes in the sam-
ple of countries and the estimation period. Our results are positive, i.e., they explain past
behaviour of politicians and do not lend themselves for policy prescriptions.

Acknowledgements We like to thank participants of the 2006 European Public Choice Society Meeting
(April 2006, Turku, Finland) and two anonymous referees for their very useful comments.

Appendix 1. Years with a fiscal adjustment

Country Rapid adjustments Gradual adjustments
Australia 86-88 79-80, 86-89, 94-99
Austria 84-85, 96-97, 00-01 96-97

Belgium 84-86, 93-94 84-87, 93-96
Canada 80-81, 86-87, 94-97 79-81, 86-90, 93-97
Denmark 83-86, 98-99 83-86, 96-99
Finland 88-89, 93-94, 99-00 88-89, 93-94, 98-00
France 95-97 94-97

Germany 81-83 80-85, 93-94
Greece 82-83, 86-87, 90-94 82-83, 86-87, 90-94
Ireland 81-84, 86-89 82-84, 86-89, 91-94
Italy 7677, 82-83, 90-93, 96-97 76-717, 82-83, 89-93, 95-97
Japan - 79-87

Netherlands 81-83 81-83

New Zealand - 89-92

Norway - 93-95, 99-00
Portugal 81-84, 02-03 81-84, 02-03

Spain 85-86, 95-97 86-87, 94-97
Sweden 83-84, 86-87, 95-97 86-87, 94-98

United Kingdom 74-75, 79-81, 95-99 74-75, 79-82, 94-99
United States - 72-73, 76-79, 87-89, 93-98
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