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1. Introduction

In May 2004 the biggest enlargement in the history of the European Union took place. The majority of newcomers are transition countries from Central and Eastern-Europe, viz. the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, the Slovak Republic and Slovenia. Two other Central and East-European countries (CEECs) – Bulgaria and Romania – are likely to join the EU in the near future.

All new members except Poland also have announced their target dates for entering the Euro-zone. Estonia, Lithuania and Slovenia hope to join the EMU already in 2007, while the Czech Republic and Hungary target 2010 (see table 1). However membership will be attributed in accordance to the fulfilment of the Maastricht convergence criteria.

Table 1. Target accession dates of the Central- and Eastern European countries to the EU and the EMU.
	Accession date
	Country (budget balance; gross debt as % of GDP in 2004)

	European Union
	

	2007
	Bulgaria (1.3; 36.8), Romania (-1.4; 18.5)

	Monetary Union
	

	January 1, 2007
	Estonia (1.8; 4.9), Lithuania (-2.5; 19.7), Slovenia (-1.9; 29.4)

	January 1, 2008
	Latvia (-0.8; 14.4)

	January 1, 2009
	Slovak Republic (-3.3; 43.6)

	January 1, 2010
	Czech Republic (-3.0; 37.4), Hungary (-4.5; 57.6)

	No date
	Poland  (-4.8; 43.6)


One of the selection criteria to judge whether a country is allowed to join EMU is related to its fiscal position.  According to the Maastricht criteria in order to be eligible candidates have to reduce budget deficits to a maximum of 3% of GDP and cut down public debt to a maximum of 60% of GDP. Moreover, the fiscal situation has to be judged as sustainable in the medium term. In 2004 four new EU-members were in an excessive deficit situation (see table 1). While the debt ratios in all new member states lie below the reference value, they have been increasing rapidly in some countries e.g. in the Czech and Slovak Republic. According to the European Central Bank (ECB, 2004) maintaining the overall or primary deficit ratios at their current level in the Czech Republic, Hungary and Poland would result in debt ratios rising above 60% of the GDP within a short period of time. Therefore fiscal policy developments play a crucial role in the new EU member countries’ way to EMU.

Our paper empirically analyses the impact of exchange rate flexibility, budget institutions and political business cycles on fiscal policy outcomes in the CEECs. We examine the effect of pegging the exchange rate. Fixed exchange rates are often seen as the best way of tying governments’ hands as sustaining the peg requires adequate actions by the fiscal authorities. As is well known, the Maastricht criteria require a minimum of two year membership of ERM II (a fixed exchange rate system with the euro) without serious exchange rate tensions as a prerequisite for joining EMU. Some of the CEECs (Estonia, Lithuania, Slovak Republic and Slovenia) have already become member of the ERM II and some of these (Bulgaria, Estonia and Lithuania) operate under a currency board. Also the role of budget institutions is taken into consideration. Finally we test for opportunistic and partisan political business cycles. The presence of such cycles in Eastern Europe would have implications for the introduction of the euro, both in terms if and when the euro could be introduced. 
The next section briefly overviews the most relevant insights from the literature explaining fiscal performance in different countries. Section 3 examines more closely fiscal performance in the 10 CEECs while section 4 empirically tests the contribution of exchange rate flexibility, budget institutions and political business cycles in general government balance and expenditures’ fluctuations. The last section concludes and provides policy suggestions for the new EU-member countries on their way to EMU.

2. Theoretical insights

Recent models of fiscal performance in the public finance literature have stressed the role of the exchange rate regime, political cycles and budget institutions.  

Conventional wisdom supports the idea that fixed exchange rate regimes provide more fiscal discipline than the flexible ones. The adoption of lax fiscal policies under fixed exchange regimes would lead to an exhaustion of reserves and consequently to the end of the peg. Devaluation would imply a big political cost for the policymaker and is therefore not an option. Hence sustainable fiscal policies occur in the equilibrium situation (Aghevli et al., 1991, Frenkel et al., 1991).

According to Tornell and Velasco (1998, 2000) this argumentation is questionable. Fixed exchange rates allow governments to enjoy a low inflation rate and high expenditures in the beginning of the stabilisation program ending with the collapse of the peg and high inflation afterwards. The excess deficits of the government make the private sector to expect higher money growth in the future and lead to increased inflation. The fact that fiscal authorities are punished immediately in floating exchange rates regimes ensures lower deficits than under a fixed exchange rate.

Grigonyté (2003) and Alberola and Molina (2004) empirically test the effect of the exchange rate regime on the fiscal indicators in the CEECs and a wider group of emerging economies respectively. These studies suggest that countries that adopted a peg were doing worse in terms of fiscal discipline than those with floating exchange rates. Yet, a special case of pegging – viz. a currency board – is shown to promote fiscal discipline (see Grigonyté, 2003).
The last decade has also brought into closer consideration the role of institutions in fiscal discipline. Institutions such as budgetary laws and fiscal rules considerably affect the behaviour of fiscal authorities. Von Hagen (2005) shows that strong fiscal rules such as stipulated in the Maastricht Treaty have been effective and have considerably disciplined the EU members during the pre-EMU period. Gleich (2003) and Yläotinen (2004) show that the institutional design of the budget process in CEECs can have an impact on fiscal performance. A crucial characteristic is the degree of coordination and cooperation in decision-making in different phases of the budgetary process. According to both studies, countries with higher scores of the   budget institutions index display more fiscal discipline than countries with weaker budget institutions. 

Political business cycles models can be divided into two types. Opportunistic cycles appear when governments independently of their ideology boost the economy shortly before elections to gain votes. The basic assumption is that voters support incumbents when their economic position is healthy, but support challengers when their economic position is weak (Nordhaus, 1975). The incumbent government just uses its resources to get re-elected. 

The standard assumption in partisan cycles models is that left governments prefer higher rates of growth and therefore tolerate higher inflation rates and/or higher budget deficits than right governments (see e.g. Hibbs, 1977). The counterpart of these models is based on rational expectations (Gärtner, 1994). Rational partisan models predict that left (right) wing administrations begin with a transitory expansion (contraction) and smoothen the effects of their actions in the later part of their term in office.  

Andrikopoulos, Loizides and Prodromidis (2004) test the existence of both the opportunistic and partisan cycles in the "old" member states of the EU. They show that national governments did not manipulate the fiscal policy instruments in an opportunistic nor partisan way. Hallerberg and de Souza (2000) look for evidence of opportunistic political cycles in the CEECs. They find that governments operating under fixed exchange rate regime pursue fiscal expansions during election years. Bräuninger (2005) looks for partisan cycles in 19 OECD countries and confirms the existence of partisan cycles. However he also shows that the spending preferences of individual parties (in a coalition government) are more important than the classical left wing-right wing presumed spending behavior.  
3. Fiscal performance and elections in the CEECs

In this section we concentrate on the fiscal development in the CEECs. The data covers the period 1990-2004. We consider two subperiods 1990-1998 and 1999-2004. Firstly, this division marks broadly the end of an intensive transition period and the passage to less turbulent times. Secondly, the end of the 1990s marks the official start of the negotiations for membership of the EU. The first five countries (Hungary, Poland, Estonia, the Czech Republic and Slovenia) were invited for negotiations in 1998 while the rest followed in 1999. This allows us also to detect the effects of the prospect of EU membership on the behavior of governments and fiscal policy. 
Table 2. General government balance in per cent of GDP 1990-2004.
	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia

	1990-2004

	Average
	-4.9
	-3.3
	0.1
	-5.4
	-1.2
	-2.6
	-3.1
	-2.6
	-4.7
	-1.1

	Standard deviation
	5.9
	3.1
	3.5
	2.5
	2.9
	2.7
	2.3
	1.9
	3.9
	1.6

	1990-1998

	Average
	-8.0
	-1.6
	-0.1
	-5.4
	-0.3
	-2.5
	-2.9
	-2.4
	-3.7
	-0.2

	Standard deviation
	5.7
	1.5
	4.2
	2.9
	3.3
	3.4
	2.8
	2.4
	4.2
	1.4

	1999-2004

	Average
	-0.3
	-5.9
	0.5
	-5.5
	-2.4
	-2.7
	-3.3
	-2.8
	-6.2
	-2.4

	Standard deviation
	1.0
	3.2
	2.5
	2.2
	1.6
	1.5
	1.4
	1.0
	3.2
	0.6


Source: EBRD Transition Reports 1995, 2001, 2004; Eurostat.

For all CEECs except Bulgaria and Estonia the progress on the way towards the EU has been accompanied by worsening general government balances (see table 2). However the fluctuations in the deficits diminished over time except in the Czech Republic where a big one-off transaction in 2003 created a deficit of 11.7% of GDP and increased the standard deviation of the period 1999-2004. Four countries – the Czech Republic, Hungary, Poland and the Slovak Republic – did not meet the Maastricht budget balance criterion in 2004.
Table 3. General government expenditures in per cent of GDP 1990-2004.
	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia

	1990-2004

	Average
	42.3
	44.3
	36.9
	52.9
	37.4
	36.2
	45.9
	35.1
	49.4
	45.3

	Standard deviation
	7.8
	6.3
	3.4
	4.9
	4.2
	4.4
	3.4
	3.1
	7.3
	2.9

	1990-1998

	Average
	45.0
	45.7
	37.2
	55.2
	37.8
	37.8
	47.0
	36.4
	50.0
	44.1

	Standard deviation
	9.1
	7.8
	4.2
	5.0
	5.3
	4.6
	3.7
	3.3
	7.6
	2.6

	1999-2004

	Average
	38.2
	42.3
	36.6
	49.3
	36.8
	33.9
	44.2
	33.1
	48.6
	47.0

	Standard deviation
	1.6
	2.3
	2.0
	1.9
	2.2
	3.2
	2.2
	1.7
	7.4
	2.5


Source: EBRD Transition Reports 1995, 2001, 2004; Eurostat.

Contrary to the budget deficit government expenditures (table 3) show a declining trend in terms of GDP. With the exception of Slovenia government expenditures were smaller in the second period than in the first period.  The first period (1990-1998) covers the heritage of the centrally planned economy era – the starting position in the early 1990s included a high participation of the state in total production which was considerably diminished afterwards due to an active privatization period. Also the growth of general government expenditures has outstripped the growth of revenues. The tax revenues show a declining trend in Bulgaria, the Czech Republic, Latvia, Poland and Slovakia which also partly explains the different trend in the general government balance and expenditures.

Table 4. General government debt in per cent of GDP 1993-2004
	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia

	1993-2004

	Average
	98.6
	21.1
	6.2
	67.1
	14.1
	21.6
	50.9
	26.2
	36.1
	24.5

	Standard deviation
	41.7
	9.3
	1.4
	13.8
	1.7
	2.7
	15.4
	5.3
	10.1
	4.1

	1993-1998

	Average
	131.0
	15.2
	7.6
	77.3
	13.4
	16.51
	60.0
	25.3
	26.8
	21.1

	Standard deviation
	26.5
	2.5
	1.1
	12.7
	2.2
	na
	17.7
	5.1
	3.0
	2.0

	1999-2004

	Average
	66.3
	27.1
	5.4
	56.9
	14.7
	22.4
	41.7
	26.9
	45.3
	27.9

	Standard deviation
	24.6
	9.9
	0.7
	2.6
	1.0
	1.6
	2.8
	5.8
	3.1
	2.3


Note: 1 – the time series for Lithuania begin in 1997, so we are unable to calculate the standard deviation for that period.

Source: EBRD Transition Reports 1995, 2001, 2004; Eurostat.

The second fiscal policy variable included in the Maastricht criteria – the government debt ratio – remained under the threshold level of 60% of GDP in all CEECs during the period considered. In 2004 the gross debt ratio reaches from 4.9 % for Estonia to 57.6% of GDP for Hungary. However an upward trend in the Czech Republic, Hungary and Poland is clear and can cause problems with meeting the convergence criteria in the near future.

Table 5 provides first insights in the potential effect of the exchange rate regime on fiscal performance. This data lends little intuitive support to the hypothesis that extreme exchange rate regimes (currency boards and flexible exchange rates) are inductive to low budget deficits. The data are more in line with the traditional view which states that fixed exchange rates tend to have a greater disciplinary effect on fiscal policy than flexible rates. 

Table 5. General government budget balance and expenditures (average in per cent of GDP) by the exchange rate regime.
	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia
	Total

	Budget balance 

	Currency board 
	-0.33
	-
	-0.47
	-
	-
	-3.17
	-
	-
	-
	-
	-1.36

	Pegged exchange rate regime
	-12.80
	-1.16
	-
	-5.44
	-2.28
	-
	-2.80
	-1.66
	-3.58
	-1.95
	-3.33

	Flexible exchange rate regime
	-9.73
	-5.18
	-
	-
	-0.90
	-2.40
	-3.66
	-3.01
	-6.04
	-0.99
	-4.02

	Expenditures

	Currency board
	37.44
	-
	37.65
	-
	-
	34.75
	-
	-
	-
	-
	36.60

	Pegged exchange rate regime
	65.90
	47.46
	-
	52.87
	38.42
	-
	46.58
	27.46
	51.11
	48.00
	46.13

	Flexible exchange rate regime
	44.73
	41.61
	-
	-
	31.65
	36.60
	35.50
	35.82
	47.50
	44.46
	41.14


Note: Classification is based on the IMF Annual Report on Exchange Rate Arrangements and Exchange Restrictions. Pegged exchange rate regimes are conventionally fixed pegs (adjustable pegs, de facto pegs), horizontal bands, crawling pegs, crawling bands. Flexible exchange rate regimes are considered managed floating without preannounced path for the exchange rate and independent floating. 

Source: EBRD Transition Reports 1995, 2001, 2004; Eurostat; von Hagen and Zhou (2002), IMF Annual Report on Exchange Rate Arrangements and Exchange Restrictions and authors observations for 2000 onwards.
Gleich (2002) and Yläotinen (2004) develop indexes that capture the qualitative aspects of budgetary process in CEECs. They construct indexes for the institutional characteristics of the budget preparation, approval and implementation stages. The features indexes cover do not fully coincide e.g. Yläotinen (2004) concentrates more on the role of the finance minister in different budgeting stages. Authors also use different methods to collect input data. Gleich (2002) bases his estimations mostly on the legal framework and expert opinions, Yläotinen (2004) collects the biggest part of his data by questionnaires sent to CEECs’ officials. Generally the indexes are highly correlated (see table 6) only Hungary is considered by one index to have the best institutional framework and by the other one of the worst. Several countries with sound budget institutions like Estonia, Latvia, Lithuania and Slovenia have shown also good fiscal discipline. For other countries the relation between good budgetary institutions and fiscal performance is less clear.

Table 6. Budget institutions in CEECs.

	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia

	Budget balance
	-4.9
	-3.3
	0.1
	-5.4
	-1.2
	-2.6
	-3.1
	-2.6
	-4.7
	-1.1

	Expenditures
	42.3
	44.3
	36.9
	52.9
	37.4
	36.2
	45.9
	35.1
	49.4
	45.3

	Budget institutions index of Gleich (2002)
	6.08
	7.19
	8.32
	5.32
	8
	6.29
	7.78
	5.19
	6.62
	7.69

	Rank by the index of Gleich (2002)
	8th 
	5th  
	1st
	9th 
	2nd 
	7th  
	3rd 
	10th 
	6th  
	4th .

	Budget institutions index of Yläotinen (2004)1
	4.83
	3.5
	5.83
	7.33
	5
	5
	6.5
	4.5
	4.33
	7.33

	Rank by the index of Yläotinen (2004)
	7th 
	10th 
	4th 
	1st 
	5th 
	5th  
	3rd 
	8th 
	9th 
	1st t


Note: 1 – three indexes of Yläotinen (2004) are added using equal weights.

Possible maximum value for both indexes is 12; Higher scores mean better institutional quality of budgeting process.

Source: EBRD Transition Reports 1995, 2001, 2004; Eurostat; Gleich (2002) and Yläotinen (2004).

Tables 7 compares the fiscal indicators in pre-, post- and non-election periods and for different political orientations of the government. We define the pre-election period as the 12-month period ending with the election month. Similarly the post-election period runs 12 months after the month of election. We also report data for the total election period defined as the sum of the pre- and the post-election period. The reason why we define the election period this way is that some of the expansionary measures taken in the pre-election period might be reflected in the fiscal indicators in the post-election period. The definition of the election period takes these lagged effects into account. 

Analyzing the data from the point of view of opportunistic cycles (table 7, section a) there is clear ? indication that five countries, viz.  Bulgaria, Hungary, Latvia, Poland and to some extent also Lithuania have pursued more expansionary fiscal policies as revealed by the budget balance during election periods as compared to non-election periods. The effect is less clear in the data for government expenditures. The finding that the budget deficits are generally higher in the post-election than in the pre-election period could be attributed to lagged effects as explained above.

Table 7. Opportunistic and partisan cycles in general government budget balance and expenditures 1990-2004.
	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia
	Total

	(a) Opportunistic cycles

	Budget balance

	Non-election period
	-2.46
	-3.55
	0.45
	-4.80
	-0.42
	-2.67
	-3.00
	-2.05
	-5.10
	-1.06
	-2.55

	Election period
	-6.62
	-3.10
	0.16
	-5.58
	-1.54
	-2.70
	-3.71
	-1.74
	-4.31
	-0.93
	-2.97

	Pre-election
	-6.06
	-2.92
	1.22
	-5.37
	-1.35
	-2.53
	-3.65
	-1.42
	-4.47
	-1.00
	-2.72

	Post-election
	-7.24
	-3.29
	-0.80
	-5.78
	-1.73
	-2.90
	-3.77
	-2.13
	-4.15
	-0.85
	-3.24

	Expenditures

	Non-election period
	41.81
	43.78
	37.08
	52.56
	36.54
	36.41
	39.78
	34.70
	50.56
	44.10
	42.58

	Election period
	44.59
	46.69
	36.85
	54.20
	39.26
	38.03
	46.73
	36.21
	50.26
	45.80
	43.66

	Pre-election
	46.02
	47.87
	36.35
	55.06
	39.57
	38.87
	46.45
	30.89
	52.13
	45.87
	44.23

	Post-election
	43.01
	45.52
	37.30
	53.34
	38.96
	37.02
	47.01
	35.20
	48.38
	45.72
	43.06

	(b) Partisan cycles

	Budget balance

	Average
	-4.9
	-3.3
	0.1
	-5.4
	-1.3
	-2.6
	-3.1
	-2.6
	-4.7
	-1.1
	-2.9

	Socialist government
	-10.04
	-5.36
	-
	-6.26
	-
	-4.48
	-3.05
	-2.57
	-6.68
	-
	-4.58

	Expenditures

	Average
	42.3
	44.3
	36.9
	52.9
	37.4
	36.2
	45.9
	35.1
	49.4
	45.3
	42.6

	Socialist government
	47.68
	43.26
	-
	51.15
	-
	36.55
	46.31
	35.11
	51.49
	-
	43.00


The partisan cycle model suggests a different behavior of social-democratic and conservative-liberal governments. It is expected that left-wing governments are more in favor of policies causing a more expansionary fiscal stance. In three CEECs – Estonia, Latvia and Slovenia – social democrats have not been in the power since the first free elections in 1990. For the other CEECs social democratic governments have sustained bigger deficits. Also the level of expenditures is higher expect in the Czech Republic and Hungary.

Table 8. Mixed opportunistic-partisan cycles in general government budget balance and expenditures 1990-2004.
	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia
	Total

	Budget balance

	Average
	-4.9
	-3.3
	0.1
	-5.4
	-1.3
	-2.6
	-3.1
	-2.6
	-4.7
	-1.1
	-2.9

	Non-election period
	-2.46
	-3.55
	0.45
	-4.80
	-0.42
	-2.67
	-3.00
	-2.05
	-5.10
	-1.06
	-2.55

	Election period (socialist power) 
	-10.17
	-4.69
	3.24
	-4.38
	2.80
	-3.29
	-4.30
	-2.03
	-3.11
	0.43
	-3.82

	Election period (con-servative power) 
	-2.37
	-2.20
	-0.52
	-7.34
	-2.45
	-2.16
	-3.11
	-3.75
	-5.14
	-1.30
	-2.68

	Pre election period (socialist power) 
	-9.71
	-3.90
	2.83
	-4.05
	1.25
	-4.21
	-4.03
	-0.78
	-3.56
	0.10
	-3.38

	Pre election period (conservative power) 
	-1.68
	-2.26
	0.81
	-6.69
	-1.99
	-1.42
	-3.28
	-3.96
	-5.08
	-1.28
	-2.25

	Post election period (socialist power) 
	-9.73
	-6.43
	-
	-7.98
	-
	-4.07
	-2.95
	-2.15
	-5.98
	-
	-5.19

	Post election period (conservative power) 
	-5.59
	-1.19
	-0.80
	-3.59
	-1.73
	-2.45
	-4.58
	-1.40
	-3.69
	-0.85
	-2.38

	Expenditures

	Average
	42.3
	44.3
	36.9
	52.9
	37.4
	36.2
	45.9
	35.1
	49.4
	45.3
	42.6

	Non-election period
	41.81
	43.78
	37.08
	52.56
	36.54
	36.41
	39.78
	34.70
	50.56
	44.10
	42.58

	Election period (socialist power) 
	46.87
	49.70
	32.60
	52.90
	41.40
	39.19
	46.58
	36.26
	51.54
	47.48
	44.66

	Election period (con-servative power) 
	40.40
	43.45
	37.48
	53.99
	37.83
	34.78
	46.89
	34.18
	48.32
	45.84
	42.18

	Pre-election period (socialist power) 
	50.17
	52.53
	35.73
	55.41
	49.25
	43.83
	46.29
	29.90
	56.68
	44.60
	46.87

	Pre-election period (conservative power) 
	41.05
	44.76
	36.51
	54.72
	37.14
	35.56
	46.61
	34.83
	49.10
	46.19
	42.38

	Post-election period (socialist power) 
	48.53
	41.35
	-
	53.26
	-
	35.64
	47.16
	35.93
	41.65
	-
	42.89

	Post-election period (conservative power) 
	39.33
	48.29
	37.30
	53.43
	38.96
	37.56
	46.86
	32.00
	50.06
	45.72
	43.13


The mixed opportunistic–partisan cycle model predicts an expansion (contraction) at the beginning of a socialist (conservative) administration and a counterbalancing effect in the later part of the term in office. Table 8 does not support this hypothesis for the CEECs. We rather find additional support for the operation of pure partisan cycles, i. e. social-democratic governments have in general pursued more expansionary fiscal policies than conservative governments irrespective of the occurrence of elections. 

Expected behavior of differently oriented governments can be noticed only in the budget balance figures during the pre- and post-election period – left-wing governments have employed expansionary policies after gaining the power and balanced it with lower deficits before the elections. Analyzing the dynamics of general government expenditure reveals possible mixed cycles only in Romania. Therefore our simple statistic exercise does not prove clearly the presence of any political cycles in the CEECs.

4. Empirical analysis

In this section we investigate in a more formal way the determinants of fiscal indicators in the CEECs between 1990 and 2004 using annual data.  

Using the theoretical background in section 2 we estimate the following regression equation:
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    political dummies. 

Using the IMF classification of exchange rate systems the currency board dummy takes the value of 1 in those periods when a currency board regime was in place and zero otherwise. The pegged exchange rate regime dummy equals zero for countries with independent and managed floating and with currency board regimes, otherwise the value is one.  

To test the influence of incumbent governments on the fiscal policy cycles we use the pre- and post-election year dummies in line with Andrikopoulos, Loizides and Prodromidis (2004). The pre-(post-)election year is the 12-month period ending (starting) at the end of the month of the election. In testing electoral cycles that account for time lags in the execution of fiscal policy measures the sum of pre- and post-election year dummies is used. For partisan cycles the political orientation – socialist-democratic or liberal-conservative - of the incumbent governments is made. Mixed opportunistic-partisan cycles are tested combining both the election and political orientation dummies. 

We use the annual unbalanced panel data over the period 1990-2004. The main data sources are various issues of Transition Reports of the EBRD and Eurostat databases. The output gap is measured as a difference between the nominal GDP and GDP smoothed with the Hodrick-Prescott filter. As the indexes of budget institutions by Gleich (2002) and Yläotinen (2004) are strongly correlated we only use Gleichs (2002) index in our regressions . The EU negotiations dummy takes the value of 1 for the year in which the official negotiations started and the subsequent years. We use also two country-specific dummies for the Czech Republic and Slovak Republic to take into account the one-off transactions in years 2003 and 2000 respectively.

The regression results are presented in tables 9-10. Our results concerning the economic and institutional determinants of the fiscal variables are mostly in line with Grigonyte, (2003). The initial level of gross government debt and income (GDP per capita) affect the budget and expenditures in the expected way. Currency boards have a strong and statistically significant positive effect on fiscal discipline. Countries with currency boards have smaller deficits and lower levels of expenditures relative to the GDP. However the model of Tornell and Velasco (1998) does not find full support in our dataset – pegged regimes promote larger expenditures while supporting better government balances. Still the positive effect on the government deficit is milder in case of the pegged regime than currency board regime. Sound budget institutions play important role by lessening deficits and general government expenditures.

Contrary to Hallerberg and Vinhas de Souza (2000) our results for the CEECs do not reveal the existence of statistically significant electoral cycles. This can be partly due to the longer period of our analysis including the EU-accession period. The correctly signed pre-election dummy is statistically insignificant. The post-election dummy does not have even the expected sign – the theoretical models predict contractionary policies in the post-election period but our empirical analyses suggest worsening government balances and increasing expenditures. This can be explained by the lagged effect of incumbent government actions on the budget deficit and expenditures. We therefore test for the electoral period effect which is the sum of abovementioned dummies. The election period dummy contributes at 90% probability level to lower budget deficit. The expenditures are not significantly affected by the election period dummy.

Our results clearly print out the existence of partisan cycles. The social-democratic governments tolerate significantly deeper imbalances in the budgets. Regression results concerning the government expenditures are insignificant.

The different behavior of different political wings during election periods is not strongly proved. We can notice again the stronger tendency of left-wing governments for expansionary policies around elections. However the social-democrats employ more contractionary policies rather after the elections than before the elections as the theoretical model suggests. In accordance to the regression results the right-wing governments follow rather the pattern of theoretical left-wing government; still the coefficients are statistically insignificant.

We also tested our empirical model for possible interaction between the quality of budgetary institutions and political dummies. Expectedly a good institutional framework moderated the effect of political and electoral variables. The general conclusions of our analysis remain unchanged.

Table 9. Regression results: dependent variable government balance.

	
	Dependent variable general government balance

	Intercept
	-2.19***

(-5.27)
	-2.92***

(-4.95)
	-9.23***

(-6.34)
	-2.36***

(-3.45)
	-2.33***

(-3.39)
	-1.52**

(-2.07)
	-2.27***

(-3.24)
	-1.96**

(-2.71)

	Gross debt 1993
	-0.02***

(-3.75)
	-0.02***

(-3.89)
	
	-0.02***

(-3.99)
	-0.02***

(-4.00)
	-0.02***

(-3.57)
	-0.02***

(-3.25)
	-0.02***

(-3.30)

	GDP per capita 1995
	0.13**

(2.07)
	0.21***

(3.09)
	0.16**

(2.10)
	0.21***

(2.90)
	0.20**

(2.83)
	0.08

(1.04)
	0.18**

(2.49)
	0.14*

(1.84)

	Output gap
	0.05

(0.86)
	0.04

(0.69)
	0.05

(0.77)
	0.03

(0.55)
	0.03

(0.50)
	0.06

(1.03)
	0.05

(0.90)
	0.04

(0.64)

	Currency board dummy
	
	2.07***

(2.90)
	1.52**

(2.15)
	2.24***

(3.06)
	2.24***

(3.06)
	0.86

(1.12)
	2.05**

(2.82)
	1.69**

(2.24)

	Pegged regime dummy
	
	0.60

(1.27)
	0.38

(0.78)
	0.64

(1.37)
	0.64

(1.35)
	-0.05

(-0.11)
	0.54

(1.17)
	0.35

(0.73)

	Budget institutions index
	
	
	0.87***

(4.06)
	
	
	
	
	

	EU negotiations dummy
	-0.57

(-1.43)
	-0.91**

(-2.21)
	-1.23***

(-3.01)
	-1.01**

(-2.41)
	-0.99**

(-2.34)
	-0.83**

(-2.13)
	-1.14**

(-2.85)
	-1.04**

(-2.58)

	Year 2003 Czech Republic
	-9.25***

(-4.31)
	-8.62***

(-4.84)
	-8.38***

(-4.41)
	-8.58***

(-4.92)
	-8.53***

(-4.73)
	-7.73***

(-5.17)
	-7.87***

(-5.27)
	-8.11***

(-5.39)

	Year 2000 Slovak Republic
	-9.19**

(-2.53)
	-8.43**

(-2.52)
	-8.09**

(-2.47)
	-8.88**

(-2.71)
	-8.91**

(-2.69)
	-7.76**

(-2.29)
	-8.85***

(-2.61)
	-9.14**

(-2.66)

	Election period dummy
	
	
	
	-0.91*

(-1.85)
	
	
	
	

	Pre election period dummy
	
	
	
	
	-0.79

(-1.27)
	
	
	

	Post election period dummy
	
	
	
	
	-1.07

(-1.67)
	
	
	

	Socialist government
	
	
	
	
	
	-1.71***

(-3.25)
	
	

	Election period (socialist power) dummy
	
	
	
	
	
	
	-2.16***

(-2.99)
	

	Election period (conservative power) dummy
	
	
	
	
	
	
	-0.53

(-1.08)
	

	Pre election period (socialist power) dummy 
	
	
	
	
	
	
	
	-3.50***

(-3.29)

	Pre election period (conservative power) dummy
	
	
	
	
	
	
	
	-0.14

(-0.21)

	Post election period (socialist power) dummy
	
	
	
	
	
	
	
	-2.05**

(-1.99)

	Post election period (conservative power) dummy
	
	
	
	
	
	
	
	-0.76

(-1.12)

	Statistics
	
	
	
	
	
	
	
	

	Adjusted R2
	0.20
	0.28
	0.26
	0.30
	0.28
	0.40
	0.43
	0.41

	F
	6.58
	7.54
	7.01
	7.47
	6.39
	11.10
	9.55
	8.74

	N
	137
	137
	137
	137
	137
	137
	137
	137


Table 10. Regression results: dependent variable general government expenditure. 

	
	Dependent variable general government expenditures

	Intercept
	33.99***

(45.79)
	33.24***

(32.27)
	46.53***

(16.56)
	32.78***

(27.63)
	32.83***

(27.73)
	32.51***

(26.07)
	32.62***

(27.12)
	32.48***

(25.58)

	Gross debt 1993
	0.09***

(9.07)
	0.07***

(7.59)
	
	0.07***

(7.61)
	0.07***

(7.57)
	0.07***

(7.48)
	0.07***

(7.32)
	0.07***

(7.31)

	GDP per capita 1995
	1.33***

(8.29)
	1.17***

(8.41)
	1.10***

(6.79)
	1.18***

(8.47)
	1.17***

(8.42)
	1.23***

(8.18)
	1.19***

(8.47)
	1.21***

(8.12)

	Output gap
	-0.11

(-1.27)
	-0.19*

(-1.91)
	-0.26**

(-2.13)
	-0.19**

(-1.93)
	-0.19*

(-1.94)
	-0.19*

(-1.89)
	-0.20**

(-1.96)
	-0.18*

(-1.79)

	Currency board dummy
	
	-0.39

(-0.41)
	-0.51

(-0.41)
	-0.29

(-0.29)
	-0.35

(-0.36)
	0.02

(0.02)
	-0.24

(-0.24)
	-0.05

(-0.05)

	Pegged regime dummy
	
	4.23***

(4.85)
	4.87***

(4.69)
	4.23***

(4.86)
	4.23***

(4.85)
	4.46***

(4.97)
	4.28***

(4.91)
	4.42***

(4.86)

	Budget institutions index
	
	
	-1.54***

(-3.78)
	
	
	
	
	

	EU negotiations dummy
	-2.40***

(-3.47)
	-1.88**

(-2.72)
	-1.04

(-1.26)
	-1.79**

(-2.53)
	-1.80**

(-2.54)
	-1.77**

(-2.55)
	-1.70**

(-2.35)
	-1.71**

(-2.35)

	Year 2003 Czech Republic
	3.70

(1.09)
	5.14

(1.32)
	3.85

(0.83)
	5.16

(1.34)
	5.33

(1.38)
	4.63

(1.21)
	4.91

(1.30)
	5.01

(1.30)

	Year 2000 Slovak Republic
	20.57**

(2.49)
	21.75**

(2.84)
	20.18**

(2.78)
	22.11***

(2.89)
	22.08***

(2.88)
	21.36**

(2.76)
	22.14***

(2.90)
	22.26***

(2.92)

	Election period dummy
	
	
	
	0.67

(0.82)
	
	
	
	

	Pre election period dummy
	
	
	
	
	0.95

(0.93)
	
	
	

	Post election period dummy
	
	
	
	
	0.29

(0.27)
	
	
	

	Socialist government
	
	
	
	
	
	0.83

(0.97)
	
	

	Election period (socialist power) dummy
	
	
	
	
	
	
	1.19

(0.97)
	

	Election period (con-servative power) dummy
	
	
	
	
	
	
	0.58

(0.67)
	

	Pre election period (socialist power) dummy 
	
	
	
	
	
	
	
	1.69

(0.94)

	Pre election period (conservative power) dummy
	
	
	
	
	
	
	
	0.75

(0.67)

	Post election period (socialist power) dummy
	
	
	
	
	
	
	
	1.09

(0.62)

	Post election period (conservative power) dummy
	
	
	
	
	
	
	
	0.11

(0.09)

	Statistics
	
	
	
	
	
	
	
	

	Adjusted R2
	0.91
	0.89
	0.86
	0.88
	0.88
	0.89
	0.87
	0.86

	F
	239.49
	136.02
	101.40
	109.52
	99.52
	121.02
	89.56
	70.99

	N
	136
	136
	136
	136
	136
	136
	136
	136


5. Conclusions

Our regression results support the role of stabilisation policies and budgetary institutions in fiscal performance. The currency board regime has provided a nominal anchor to the economies of Bulgaria, Estonia and Lithuania and also introduced more fiscal discipline. Pegged exchange rate regimes have rather supported expansionary fiscal developments and abled governments to increase their expenditures. 

However possible endogenity of exchange rate and budget institutions has ? to be considered. Fixing an exchange rate obviously precludes a minimum level of confidence on the government for the purpose of holding the peg. In the case of low confidence and free capital movement the government may not be able to introduce a fixed exchange rate regime. Institutions can have a possible adverse indirect effect on financial vulnerability as improving the quality of the (budgetary) institutions induces increased capital import and capital dependency, thereby increasing the vulnerability to sudden changes in international investors’ sentiments. 

The presence of political cycles in the economies of the CEECs is marginal. Our testing for opportunistic and mixed cycles confirmed no direct effect of election period manipulations on fiscal variables. We did find difference between the general behaviour of left- and right-wing governments. Social-democratic governments in the power mean larger budget deficits. The arbitrary character of our political ideology classification should also been taken into account. Most of the governments in the CEECS have been coalitions where clear left-right wing classification are not  always obvious. The results of Bräuninger (2005) suggest to use for further research rather the actual spending preferences of parties than simple political orientation. 
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Appendix I. Elections in the CEECs 1990-2005.

	
	Bulgaria
	Czech Republic
	Estonia
	Hungary
	Latvia
	Lithuania
	Poland
	Romania
	Slovak Republic
	Slovenia

	1990
	6: soc
	6: lib-cons
	3: lib-cons
	3: lib-cons
	3: lib-cons
	2: lib-cons
	
	5: soc
	
	4: lib-cons

	1991
	10: lib-cons
	
	
	
	
	
	10: lib-cons
	
	
	

	1992
	
	6: lib-cons
	9: lib-cons
	
	
	10: soc
	
	9: soc
	6: lib-cons
	12: lib-cons

	1993
	
	
	
	
	6: lib-cons
	
	9: soc
	
	
	

	1994
	12: soc
	
	
	5: soc
	
	
	
	
	9: lib-cons
	

	1995
	
	
	3: lib-cons
	
	9: lib-cons
	
	
	
	
	

	1996
	
	5: lib-cons
	
	
	
	10: lib-cons
	
	11: soc
	
	11: lib-cons

	1997
	4: lib-cons
	
	
	
	
	
	9: lib-cons
	
	
	

	1998
	
	6: soc
	
	5: lib-cons
	10: lib-cons
	
	
	
	9: soc
	

	1999
	
	
	3: lib-cons
	
	
	
	
	
	
	

	2000
	
	
	
	
	
	10: lib-cons
	
	11: soc
	
	10: lib-cons

	2001
	6: lib-cons
	
	
	
	
	
	9: soc
	
	
	

	2002
	
	6: soc
	
	4: soc
	10: lib-cons
	
	
	
	9: lib-cons
	

	2003
	
	
	3: lib-cons
	
	
	
	
	
	
	

	2004
	
	
	
	
	
	10: soc
	
	11: lib-cons
	
	10: lib-cons

	2005
	6:soc
	
	
	
	
	
	9: lib-cons
	
	
	


Source: http://www.parties-and-elections.de.[image: image11.wmf]GDP
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