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1. Introduction

When studying “political business cycles”, we can look at two sides of the coin. One side is whether election results do tend to be influenced by the economy’s performance. The general perception is that they do, and this has been confirmed by research. See, e. g., Alt – Chrystal (1983), Kramer (1971) Fair (1978), Niskanen’s (1979), Kirchgassner (1981), Frey – Schneider (1978). This literature deals mostly with the United States; exceptions to this “rule” include  Madsen (1980) discussing the experience of Denmark, Norway and Sweden and Inoguchi (1980), dealing with Japan (who found that there, economic factors had no impact on election outcomes).

The other side of the coin is the reaction of incumbent politicians to voters’ sensitivity to economic conditions, and this is the subject of this paper. Politicians’ reaction function, of course, has also been widely investigated in the literature. This reaction function generates “political business cycles”. We can distinguish two main kinds of political business cycles: ideological and opportunistic ones. 

Ideological or „partisan cycles” have been investigated in the United States, e. g., by Haynes and  Stone (1989) who find that GNP growth tends to be higher, inflation modestly higher, and unemployment lower under Democratic administrations than under Republican ones. Alesina (1989) elaborated a theory of “partisan” political-economic cycles, following basically the same right-wing-left-wing economic policies dichotomy. However, most investigations deal with the traces of „opportunistic” (as opposed to „partisan”) electoral policies, aimed at winning as many votes as possible. My label for these opportunistic electoral policies is “economic electioneering”. 

As Frey and Schneider (1978) conclude on the basis of econometric analysis, the less popular a President is, and the closer is the election, the more he increases federal non-defence expenditure, irrespective of ideological considerations.  The same authors, in another paper – Schneider and Frey (1988) – write, on the basis of several empirical studies dealing with Australia, Germany, the United Kingdom and the US, that “governments in representative democracies undertake those fiscal policies that are popular for a majority of voters when they feel that their re-election is in danger.” They “tend to increase exhaustive and transfer expenditures and decrease taxes in order to stimulate the economy and hence reduce unemployment and increase personal income.” „When political survival is seriously threatened, government is forced to undertake a vote-maximizing policy at election time. At other times, however, the government is free to pursue its ideological goals.”

A theoretical model of incumbent governments’ “economic electioneering” policies was elaborated by Nordhaus (1975). According to this author, unemployment tends to grow in the first half and to diminish in the second half of incumbencies. He examined the unemployment and election time series of nine countries, and found positive evidence for his theory in three of them: the US, Germany and New Zealand. 

Tufte (1978) has composed the incumbent government’s reaction function from two main strivings: increasing real disposable incomes and reducing unemployment, and gives abundant quantitative evidence. He demonstrates that pre-election measures of incumbent presidents include almost all possible gifts to voters, e. g. increased social security benefits, large increases in veterans’ benefits. The weakness of Tufte’s work is that he does not give formal econometric proofs for his observations, and some authors, e. g., McCallum (1978), have found that “economic electioneering” theories do not stand the test of  rigorous econometric estimations. 

Haynes and Stone (1989) think that the reason behind the weakness of econometric proofs for “economic electioneering” theories is a methodological problem. Namely, using dummy variables for distinguishing election and non-election periods and searching only for spikes of economic variables in election periods, rather than for whole cycles, is a mistaken way of research according to them. Their menthod is a series of correlation calculations between the time paths of economic variables and four-year-long sinus waves. These calculations yield encouraging results. The four-year cycles that the authors find in GNP growth, unemployment and inflation „appear to be aligned appropriately with Presidential elections.” GNP increases faster in the two years preceding elections, reaching its peak in the election quarter. At the same time, unemployment is diminishing, arriving to its trough in the quarter following the election. Inflation is lowest three quarters before the election, and peaks five quarters after the latter (which also corresponds to the well-known regularity, according to which macroeconomic policy impacts real variables faster than prices). 

Research of economic electioneering in 18 OECD member countries other than the US was done by Alesina, Cohen and Roubini (1992a, 1992b), for the period between 1960 and 1987. They did not find real proofs for electoral-cycles in either unemployment or GDP. However, they gave evidence that inflation followed an electoral-cycle with inflationary spurts coming after elections. They also showed that money growth and budget deficits tended to be greater before elections. 

Research related to issues of the European Union’s Stability and Growth Pact has also dealt with electoral cycles, primarily with cyclical fluctuations of national budget balances. von Hagen (2003) found election-related cycles in the latter, stating that the Excessive Deficit Procedure „and the SGP do not prevent governments from using fiscal policies to pursue electoral interests.” Buti and van den Noord (2003), using different methods, arrived to similar results. These research results help us in the first steps towards our real field of interest from Section 3 on: economic electioneering in Central and Eastern Europe and open economy macroeconomics. 

On the basis of open economy macroeconomics, we will have a look at the economic electioneering experience of small “old” European Union member countries (Section 5), then sketch a comparative overview with CEE countries (Section 6). A detailed discussion of CEE economic electioneering experience follows in sections 7 and 8. Section 9 summarises the deleterious impact of economic electioneering on the current account of the balance of payments of the majority of CEE countries, which is the most important finding of the paper. Section 10 concludes.

Before coming back to the small open economy ground, however, we will make an excursion to the US. 

Graphs and econometric calculations in the paper are based on annual and quarterly data. All quarterly data displayed in graphs and used in econometric estimations are seasonally adjusted. The source of the data is the International Monetary Fund’s International Financial Statistics database and national central banks (in the case of the US, the database of the Federal Reserve Bank of Saint Louis) if not otherwise stated. 

Despite Haynes and Stone’s (1989) above cited warning, I investigate “economic electioneering” on the basis of dummy variables, rather than searching for sinus waves. My attempts to apply the latter approach to countries other than the US did not yield any reasonable results. The dummy-based method for the US is not fruitless, and its application assures cross-country comparability. The most frequently (and for countries other than the US exclusively) used dummy singles out the election quarter and the quarter preceding the latter as “election periods”.

My dependent variables obviously depend on many omitted, maybe even unobserved, factors. Consequently, correlations in the OLS regressions are almost never really high (always adjusted R2 values are displayed). Because of the serial correlation of residuals, t-values and significance levels are calculated on the basis of Newey-West standard errors if not otherwise stated. One percent significance level is marked by ***, five percent by **, ten percent by *.

2. United States

Election dummies applied for US midterm elections did not reflect any influence of these elections on any economic variables; results related to them are omitted. I start by demonstrating the impact of presidential election periods on four important variables: consumer price icreases, the growth of household consumption, unemployment and performance in terms of GDP level. 

The latter requires some introductory explanation. When studying short-term fluctuations, the most sensible measure of performance in terms of GDP level is the deviation of actual GDP from some “potential” level. Search for the “potential” level causes little dilemma for most countries because the only way in which “potential” GDP can be determined is the calculation of a trend. Usually the best option for the trend – because of discontinuities in growth, etc. processes – is the nonparametric Hodrick-Prescott (H-P) trend (filter), and it will be widely applied in this paper, not only for GDP. However, for the US we also have another possibility. Estimations of potential GDP are available. They are not necessarily better than  H-P trend values. (As it is well-known, the Fed, a quarter of a century ago, at the beginning of the Volcker chairmanship, stopped using the estimated potential GDP in the preparation of monetary policy decisions, and shifted to the application of the H-P filter.) Here, regression results based on both methods are displayed. 

(US1) Dependent variable is the deviation of the GDP from its potential value in percent of the latter, R2=.40

   
-0.04 oil*** + 0.02 nonfuel + 0.02 t*** + 1.2 pres*** +  1.2 L2.pres***

« t »= (-9.08)

(1.43)
             (5.40)            (3.53)
           (2.80)

 (US2) Dependent variable is the deviation of the  GDP from its H-P trend value in percent of the latter, R2=.09

   
-0.01 oil* + 0.01 nonfuel + 0.01 t** + 0.78 pres*** +  0.80 L2.pres*

« t »=    (-1.83)
(1.47)
         (2.24)           (4.32)
            (1.85)

 (US3) Dependent variable is the  unemployment rate, R2=.63

0.02 oil*** -0.02 nonfuel* - 0.04 t*** - 0.42 pres* - 0.52 L2.pres***

« t » =   (5.17)

 (-1.74)         (-14.30)    
(-1.81)
       (-2.58)

 (US4) Dependent variable is  nominal household consumption’s deviation from its H-P trend value in percent of the latter, R2=.62

0.51 devgdnc*** - 0.04 devcpi + 0.11 pres* + 0.20 L2.pres***

« t » =      (17.20)

 (-0.85)        (1.84)              (2.99)


(US5) Dependent variable is the deviation of the  consumer price index from its H-P trend value in percent of the latter, R2=.61

     0.26 devnominc*** + 0.03 oil*** + 0.02 nonfuel*** - 0.64 F2.pres*** - 0.53 pres** 

« t » =      (7.28)                (4.73)        
   (4.12)              (-3. 91)
         (-2.33)


The estimation period is 98 quarters from 1980:2 to 2004:3, except in equation (5), where it is shorter by two quarters (starting at 1980:4).

devcpi = deviation of the  consumer price index from its H-P trend value in percent of the latter

devgdnc = deviation of  nominal GDP from its H-P trend value in percent of the latter 

devnominc = deviation of  nominal household income from its H-P trend value in percent of the latter

nonfuel = non-fuel commodities price index, average of 2000=100;

oil = UK Brent price index, average of 2000=100;

pres = presidential election dummy, 1 in presidential election quarters and in those preceding presidential elections, 0 otherwise;

t = time;

F = lead operator, with F2. meaning lead (forward) of two quarters.

L = lag operator, with L2. meaning lag of two quarters.

The GDP-performance estimation’s version based on the H-P filter (equation US2) yields very low correlation but coefficients there (as everywhere) have the expected signs, and the significance is even there acceptable. On the whole, these estimations seem to reflect important impact of “economic electioneering”. In election periods, unemployment (equation US3) tends to be 0.42% percentage point lower and the exploitation of GDP-producing potential (equation US1) 1.2 percent – in the H-P based version (equation US2) 0.8 percent – higher than otherwise; these figures in the second quarter after the election period are 0.52 and 1.2  – in the H-P version 0.8 – percent, respectively. Taking into consideration both simultaneous and lagged relationships reflected by the equations, we can say that minimal unemployment and maximal GDP levels tend to prevail from the quarter preceding the (presidential) election until the second quarter after the election. Nominal household consumption (controlling for the effects of nominal GDP and the consumer price level) tends to be higher in relation with elections (equation US4), in the four quarters of the election year. Another side of the latter medal is the fact that the rise of the consumer price level (controlling for the effect of the rise of nominal household incomes) tends to be lower in relation with elections. The lag structure of the estimation means that this effect (which may well work via higher incomes, as well as via lower price increases) prevails during the four quarters of the election year, being half a percent in the last two quarters and slightly more in the first two quarters.

Beside these results (consequences) of “economic electioneering”, it is important to know the means used to achieve them. Here, our interest turns towards the deficit of the federal budget, supposing that fiscal stimuli are in action. First, let us test this hypothesis on the basis of annual budget deficit data. (Technically speaking, I estimate “budget surplus”, rather than deficit. Thus, the election year’s expected coefficient is negative).

Dependent variable is the annual surplus/deficit of the US federal budget in bn USD, R2=.57.

(US6)
-5.74 t*** - 9.68 year1*

« t »=
  (-3.79)
(-1.86)

Dependent variable is the annual surplus/deficit of the US federal budget in bn USD, R2=.60.

(US7)
-5.77 t*** - 21.14 years2***

« t » =
  (-21.14)
(-3.15)

The estimation period in both cases is 24 years from 1981 to 2004.

t = time;

year1 = dummy variable =1 in presidential election years, 0 otherwise.

years2 = dummy variable =1 in presidential election years and the years before, 0 otherwise.

With the average annual federal fiscal deficit in the estimation period being 41.2 billion USD and its standard deviation 57.2 billion, the finding that it tends to be more than 21 billion higher in the second halves of presidential incumbencies than in their second halves seems to be an important sign of “economic electioneering”. The higher coefficient in the second equation and its higher significance level show that “economic electioneering” in the US starts much before (presidential) elections. The observation period is, however, short (because of restricted data availability), thus switching to quarterly data is particularly important here. [image: image1.emf]-100
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Having a look at quarterly data in Graph 1, displaying deficit figures and election periods (as defined above: the election quarter and the quarter before), is not particularly enlightening. There does not seem to be any regularity in the relationship between the two. However, Frey and Schneider’s (1978) above mentioned observations help to find the clue (even though their observation period ends before mine starts). According to them, the less popular a President is, and the closer is the election, the more he increases federal non-defence expenditure. Supposing that presidential popularity is largely determined by the economy’s performance, a proxy for the latter has to be found. Two main choices are available: unemployment or the GDP level. Computations based on any one of them yield basically similar results but the statistics achieved with the GDP level are better; only the results of these computations are displayed here. As discussed above, to transform actual GDP level into a meaningful indicator, we have to divide it either by its H-P trend value or by the estimated potential GDP. Both methods yield basically similar results but statistics based on the H-P trend verison are better. Only these results are displayed below.  

When regressing the budget deficit’s fluctuations on the fluctuations of GDP, caution in the interpretation of the results is required. Worse performance in terms of GDP should entail bigger deficit irrespective of elections, under any normal conditions, simply on the basis of the work of automatic stabilisers: more taxes are collected when the economy performs well, and more unemployment benefits and the like are paid when the economy performs poorly. Thus, our question really is whether the relationship between the fluctuations of GDP growth and budget deficit becomes stronger as election time comes closer. Table 1 answers the question. The main independent variable in its estimations is the average deviation of GDP from the value of its H-P trend, in billon USD, in the given quarter and the four previous quarters (in technical terms, the five-month moving average of the GDP’s deviation from its trend). The expected sign of this variable’s coefficient is positive, since technically the dependent variable is budget surplus, rather than deficit. 

The regressions are calculated for the whole period observed, separately for the first two years (eight quarters) of presidential incumbencies, for their last two years, last years and last two quarters. 

Table 1.

Estimations of the “deviation” of the quarterly federal budget deficit of the US for different sub-periods of the presidential election cycles within the 98 quarters from 1980:2 to 2004:3.

Independent variable – the “deviation” – is the difference between the  quarterly federal budget deficit and its H-P trend value, in billion USD.

Equation number 
Period observed
No. of observations
Independent variables     
R2




oil
devgdvi_ma5


(US8)
first halves of presidential incumbencies
48 quarters
0.09
7.76***
0.11




0.94
2.69
 

(US9)
all quarters of obs. period
98 quarters
0.06**
8.41**
0.21




2.33
2.01
 

(US10)
second halves of presidential incumbencies
50 quarters
0.01
9.27***
0.28




0.14
4.63
 

(US11)
last years of presidential incumbencies
26 quarters
-0.09
16.96***
0.46




-0.65
4.65
 

(US12)
last two qtrs of presidential incumbencies
13 quarters
-0.01
17.62***
0.60




-0.06
4.09
 

oil = UK Brent price index, average of 2000=100;

devgdvi_ma5= average deviation of GDP from the value of its H-P trend, in billon USD, in the given quarter and the four previous quarters (technically: five-quarter moving averages).

Remark to the table: t values and significance levels at equations (US8, 10, 11, 12), of course, are not based on Newey-West autocorrelation-consistent standard errors (the latter cannot be computed for discontinuous time series) but neither is that necessary since at these estimations Breusch-Gordfrey and Durbin’s alternative tests do not hint to autocorrelations of the residuals.

The estimation results confirm the presence of economic electioneering. The closer we get to (presidential) election time, the more dependent is the budget deficit on the (simultaneous and recent) deviation of the GDP from its trend value. This is reflected by the higher level of t values in estimations (US10 to 12), as compared to (US8 and 9), by the gradual increase of the GDP-deviation coefficient between (US8 and 12), and of course, also by the gradual increase of R2 (albeit (US12), based on 13 observations, is on the limit of seriousness of econometric estimation). To enlighten the importance of the electioneering effect, let me remark that the standard deviation of the dependent variable in the whole period is 20.21, in the quarters of election years it is 24.10 billion USD.

Submitting (US1 to 12) to stability test (Chow breakpoint test) does not destroy the building constructed until this point but does underline some variability of time lags. Not for the budget deficit estimations (US8 to 12), neither for the household consumption estimation (US4), which are stable as they are. However, cutting the observation period into two halves (from 1980:2 to 1992:2 and from 1992:3 to 2004:3, respectively), estimations (US1, 2, 3 and 5) do not prove stable. Further computation reveals a relatively simple “rule” behind their instability. All the four of them (estimating two different indicators of the fluctuations of GDP, the fluctuations of unemployment and those of prices, respectively) describe two effects of “economic electioneering”, with the two differing in time. Beside a simultaneous effect stands an effect with a two-quarter lag (L2.);  beside a two-quarter forward effect stands a simultaneous effect. The simple “rule” is that the first of the two holds for the second sub-period, and the second holds for the first. In other words, the “economic electioneering” effects described in these estimations appear earlier after 1992 than before that year. (And estimation (US2), whose statistics are rather weak for the whole period, does not work in the second sub-period). 

3. Economic electioneering and open economy macroeconomics: the United States and small countries

The econometric analysis above confirms the main findings of the literature of American “opportunistic” political business cycles. The really important thing for us is the uncovered relationship between “inputs” and “outputs”.

 The input that we can observe is the loosening fiscal stance of the federal government in the run-up to (presidential) elections. Of course, postponing increases of administered prices and tariffs of publicly or privately owned businesses – which in the case of privately owned businesses means bargaining with the private sector, borrowing from it informally (with the repayment being hidden in later price increases) or possibly simply stealing from it – also may play a role. However, price controls and their exploitation for election and other purposes in the United States are mostly restricted to lower levels of government (let me recall former California governor Gray Davis’ struggle with the power utilities).

The output of incumbent governments’ economic electioneering from our point of view are not the election results, whose discussion we avoid altogether. Our interest is concentrated on the macroeconomic consequences of pre-election gifts distributed. If the election results were considered as the output then these macroeconomic consequences – accelerating GDP growth, shrinking unemployment, accelerating household consumption, dampening price increases – would be intermediate products. But however we label the macroeconomic consequences, they are the important thing for us. 

The “output structure” of governments’ economic electioneering efforts observed above for the United States is one typical for a large closed economy. In small open economies we cannot expect similar output. Of course, governments of small open economies can also curb price increases, before elections or otherwise. Their possibilities to do so via tax reductions are more restrained by import competition but, on the other hand, their price control competences in the field of power generation and distribution, transports, etc. tend to be more important than those of the central governments of larger countries. 

However, for governments of small open economies it is at least rather hard to accelerate GDP growth and reduce unemployment because multiplier effects (of government spending) in such economies are weak, and impacts of international business conditions on them are strong. Proofs of this statement are hardly necessary. The main issue of the whole debate on the introduction of the European Union’s single currency was the parallel or non-parallel character of economic cycles in the region, and the dominant conclusion was that, in most member countries, cycles are mostly parallel (see, e. g., de Grauwe 1997), even though their electoral cycles are different. More recently, with eastward EU enlargement, this debate has also been extended to Central and Eastern European transition economies. Most analyses have found that the fluctuations of at least the most advanced transition economies are becoming parallel to the cycles observed in core countries of the Euro Area (see, e. g., Frenkel – Nickel (2002). 

As concerns small-country governments’ opportunities to influence household disposable incomes and consumption, this is an “in-between” case. Tax reductions, pension increases, etc. (including the already mentioned tinkering with price controls) can accelerate the growth of these variables also in small open economies but such measures’ efficiency in achieving these results is somewhat limited, again by the weakness of multiplier effects in open economies.

Because of these particularities of small open economies, if we search for the signs of electoral cycles in the fluctuations of unemployment or GDP growth, we shall hardly find anything. Alesina, Cohen and Roubini (1992a, 1992b) have not found such signs. Let us have a look at the issue in Hungary and Poland.

In Hungary, almost 60% of the fluctuations of GDP during the last decade can be explained by German economic fluctuations, fluctuations of investment expenditure and a dummy variable representing the consequences of the 1998 Russian crisis. (Let me remark here that – beside the two explicitly foreign dependent variables – (Hungarian) investment expenditure also largely depends on international economic trends.) Adding the election period dummy to the equation (be it lagged, forward or simultaneous), we receive (senseless) negative coefficients for it, which, of course, are not significant.

(HU1) Dependent variable is the deviation of the  GDP from its H-P trend value in percent of the latter, R2=.57

0.25 L1.FRGdevgdvi*** + 0.11devinv*** + 0.11L1.devinv*** - 1.24 dmyrussia***

« t »=

(3.57)


(8.63)


(4.17)


(-6.10)

The estimation period is 37 quarters from 1995:2 to 2004:2.

FRGdevgdvi = deviation of  German GDP from its H-P trend value in percent of the latter.

devinv = deviation of  real investment expenditure from its H-P trend value in percent of the latter.

dmyrussia = dummy variable representing the consequences of the 1998 Russian crisis, =1 in the first two quarters of 1999, 0 otherwise.

L = lag operator, with L1. meaning lag of one quarter.

Another example may be that of Poland. As the reader can see in Graph 2, GDP growth in that country was accelerating, and the level of GDP was above its trend line during the 1997 election, and it was decelerating, with its level below its trend line at the next election, in 2001. These developments do not display any sign of having been related to electoral cycles. Rather, the favourable GDP growth in 1997 was related to the rapid growth of world trade (10.5 percent after 7.1 in 1996) and the deceleration in 2001 to world trade’s stagnation in that year (0.2 percent growth after an increase of 12.5 percent in 2000). (The source of world trade data is IMF [2005].)
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Obviously, “economic electioneering” has to have some GDP growth-accelerating and unemployment-reducing effects even in small open economies but these rather weak effects can easily be overshadowed by the impacts of international economic factors. Thus the question is whether economic electioneering by incumbent governments can be observed in small open economies. The question is twofold.

First, are governments of small open economies motivated to try to manipulate economic variables with the purpose influencing election outcomes? There is hardly any reason to think that these governments are much less motivated to do so than are governments of large closed economies. On the one hand, changing the fiscal stance even with weak multiplier effects does have some moderate impact on GDP growth and unemployment, and not only in the non-tradable sector. (And weaker GDP-growth and employment-reducing impact per unit of budget loosening might entail bigger, rather than smaller, fiscal stimuli in election time.) On the other hand, election-time gifts to voters themselves, irrespective of their GDP-growth-boosting and unemployment-reducing consequences, may be considered useful for influencing election outcomes.

The second part of the question, requiring a much longer answer, is whether economic electioneering as a fact of life can be observed in small open economies. This is the subject of the remaining part of this paper, basically restricted to ten Central and Eastern European countries but with some remarks concerning “old” EU member countries.

4. Economic electioneering with the means of monetary policy; budget and other data problems

Beside fiscal and quasi-fiscal measures treated above, another pattern of pre-election “kindness” of governments to voters is monetary loosening, which – as we teach it at macroeconomic courses – entails favourable real effects fast and less favourable inflationary ones later (i. e., after the election in the context of this paper) The impact of this kind of economic electioneering (discussed, e. g., by Roberts Clark et al. 1998). on GDP growth and unemployment is also restrained in small open economies by the weakness of the multiplier effect but even so, the impact remains certainly more than nothing (and the impact is strengthened by monetary loosening’s exchange-rate effect, stimulating exports and dampening imports). However, the monetary pattern of economic electioneering cannot be applied if (1) the central bank is independent of the government and/or (2) the national currency is pegged to another one. 

The centre of my interest is Central and Eastern European (CEE) countries. In these countries after 1992 at least one of (1) and (2) has almost always held. Estonia introduced a currency board system in 1992, Lithuania in 1994, Latvia in all but words has maintained a currency board system since 1994; Bulgaria’s currency board is somewhat more recent (1997). Hungary had granted important autonomy to its central bank in 1992; this autonomy was further enhanced in several phases before, in 2001, the forint’s peg (to the euro) was loosened by widening its fluctuation band to +/-15%. In Poland, since the late 1990’s, when the zloty was put on float, the central bank has been one of the most authoritative institutions, notoriously reluctant to comply with the government’s wishes concerning monetary policy. Thus, significant possibilities of election-time tinkering with monetary policies in Central-Eastern Europe in the period of the economic transition were restricted to Romania and Slovenia (for longer periods in the 1990s) and to the Czech Republic and Slovakia (for some years in the second half of the 1990’s). On this basis, I do not really understand the finding of Hallerberg and de Souza (2000), according to which, from among these ten countries, those with flexible exchange rates and dependent central banks have had looser monetary policies in election years than in non-election years. With the available sample of country-years satisfying both conditions set by the authors being very small, it is difficult to arrive to any reliable conclusion on the basis of its observation. Further in this paper in the empirical analysis, I do not discuss issues of the monetary kind of economic electioneering.
The empirical analysis is rendered difficult by data problems. 

Creative accounting in the field of public finances is hardly younger than public finances themselves are. In the early 1990’s, CEE countries had accounting systems inherited from the Communist period, with a level of “creativeness” almost exceeding imagination. Public borrowing was accounted for as revenue, interests paid on foreign loans were paid by central banks largely without being accounted for in the government budget, the system of extra-budgetary government funds was opaque. In the first five to eight years of transition, quasi-fiscal financing of enterprise losses by publicly owned banks was paramount. The bailout costs of these banks appeared later –unrelated to their actual incidence in time – in the government budgets (or was added directly to the public debt, without ever appearing in budgetary accounting). Privatisation receipts were often accounted for as normal budget revenue. Etc., etc.  Because of such problems, e. g., Antal (2004) has concluded that these figures are rather problematic until approximately the mid-1990’s. This, of course, does not mean the emergence of a really honest accounting system in that period. What we face is a gradual transition to less horrible creative accounting, whose purpose is to demonstrate more or less rapid convergence to the Maastricht rule, according to which the public sector deficit must not  exceed three precent of the GDP.

With the budget balance necessarily being one of the most important indicators in the analysis below, I had to set a rule as to what significance can be attributed to its fluctuations. The rule is the following.  No election- or pre-election-time increase of the deficit (or drop of the surplus), whatever large, can be accepted as a firm sign of economic electioneering, if it is not accompanied by at least one other sign. On the other hand, without plausible signs of  budget balance deterioration in election or pre-election periods, purely on the basis of other signs, no economic electioneering can be a proven fact. 

Beside creative accounting in public finances, another important difficulty of research stems from frequent changes of statistical and accounting systems applied in smaller countries. This is also not independent of their size, which motivates their accessions to integrations (for countries most important for us, to the European Union) that require the unification of accounting standards. 

This does not hold only for transition countries, and at this point let my example be that of Finland. As the reader sees it in Graph 3, the shape of  this country’s quarterly budget deficit curve changed radically in 1999, rendering econometric estimations of economic electioneering (or anything else) rather difficult.
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Obviously, (old) EU member countries’ strivings for compliance (or almost) with the Maastricht criteria from the mid-1990’s on and later with the Stability and Growth Pact have changed the normal values and normal fluctuations not only of their budget deficits but also those of their consumer price indices and household incomes. Thus, trying to find the macroeconomic traces of “economic electioneering” in the recent past of those countries is a difficult job. I avoid that, except in one respect, which is important for the sake of comparison with CEE countries.

5. Economic electioneering in small “old” EU member countries: the twin (budget and current account) deficits 

Let me recapitulate in short von Hagen’s (2003) conclusions concerning EU countries’ budget deficit fluctuations related to elections. The author found that in 1998-2001, the (non-weighted) average fiscal impulse (change in the budget balance) of the 15 countries in pre-election years was –0.88 percent of GDP, whereas the average fiscal impulse in all other country-year cases was only –0.49 percent of GDP. With the standard deviations of these averages being rather small, the t-test for the difference between the two averages yields t=-2.5, which is significant at conventional levels. Thus, an important trace of economic electioneering was found by von Hagen.

The question that I raise on this basis is: what are the macroeconomic consequences of the election-related fiscal impulses? In these open economies, particularly the smaller ones, the multiplier effect is small.  Alesina, Cohen and Roubini (1992a and b), confirming budget deficit increases in OECD countries’ election periods, did not find corresponding spurts in GDP growth or drops in unemployment rates.) Neither is it likely that increased spending is fully lost in price rises (which, as a rule, should come later) or (in the spirit of the “Ricardian equivalence”) sponged up by increased savings. What we know about the macroeconomics of open economies suggests that the deteriorating budget balance should entail deteriorating current account balance (“twin deficits”). 

This hypothesis can also be tested with von Hagen’s method. Before doing it, I have removed the four large countries (Germany, France, Italy and the United Kingdom) from the sample, and increased the observation period with one year (2002). I distinguish three (rather than only two) kinds of years: pre-election, election and other years (14, 12 and 34 country-years in the sample, respectively). The average current account deficit (per country) is 1,652 million USD in election years, 538 million in pre-election years and 330 million in „other” years. The signs of the differences are those that could be expected. (A pre-election year spending spree follows, as a “rule”, from von Hagen’s computations. Its current account-deteriorating impact can very well peak in the next, election year.) However, the standard deviation of the current account balance figures is, of course, huge (8511 million USD in the whole sample), and thus the t test does not attribute any acceptable probability to the hypothesis that the averages are actually different (the probability that the difference between the average election and „other” year is positive is only 76%). Obviously, some countries, with huge deficits and surpluses, dominate the scene. Their weight can be reduced if we divide the data by some indicator expressing country size (this procedure eases cross-country comparison without distorting it, because almost each individual country has either deficit or surplus consistently in all the five years). Export value, GDP and some other „country size” indicators do not help. The best indicator seems to be the (absolute) value of individual countries’ average current account deficit or surplus. Dividing the respective countries’ annual deficit (surplus) figures by the latter and repeating the t test with these „normalised” values yields a t value of 1.27 for the positive difference between election year and „other” year average current account balance, which means 91% probability, and this is already an acceptable proof.

6. Central and Eastern Europe – an overview of the traces of “economic electioneering” in the fluctuations of government budget and current account deficits and in real wage developments

Repeating the same exercise with 10 countries of Central and Eastern Europe for the period 1993 to 2004, we receive even more convincing results. 

The country sample consists of eight new EU member countries (the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia) and two candidate countries (Bulgaria and Romania). In this case, differently from the computation for “old” EU countries, election years are restricted to years of parliamentary elections (presidential election years become “other” years). Years of anticipated elections (three cases: Bulgaria 1997, Latvia and the Czech Republic 1998) are excluded from the sample. (Anticipated elections are endogenous to the political process, whereas regular elections are exogenous. The importance of the distinction between them has been underlined by Roberts Clark et al. [1998].)

I examine the pre-election year and election year (compared to “other” years) behaviour of three indicators: the current account deficit (like above for “old” EU member countries), the budget deficit (as percent of GDP) and the consumer price index divided by the wage increase index. 

Table 3

1993 to 2004 annual non-weighted average values of economic indicators for 10 Central and Eastern European countries and statistics of the differences between pre-election, election and other years’ averages

Indicator
a  v  e  r  a  g  e     v  a  l  u  e  s    i n


all years
"other" years
pre-election and election years
pre-election years
election years

Price/wage increases
98.08
100.00
95.85**
95.37**
96.33*

t and p values
 
 
2.28
0.012
1.83
0.04
1.47
0.07

Budget deficit as percent of GDP
-2.2
-1.9
-2.5
-2.8
-2.3

t and p values
 
 
0.90
0.19
1.08
0.14
0.39
0.35

Current account balance mn USD
-1754
-1561
-1988
-1859
-2126

t and p values
 
 
1.02
0.16
0.57
0.29
1.04
0.15

Current account corrected 
-1.02
-0.33
-1.84***
-1.89**
-1.79**

t and p values
 
 
2.71
0.00
2.26
0.013
2.21
0.015

Price/wage increases = annual consumer price index in percent of the annual wage increase index

Current account corrected = annual current account balance divided by the 12-year (1993 to 2004) average current account balance of the respective country.

“t” and “p” values are t test results, for the null hypothesis that the averages in the various election-related years  and those in other years are equal and the alternative hypothesis that the difference between them has the same sign as the one found between the respective (displayed) sample averages.

*** means one percent, ** five, * ten percent significance level. 

The table convincingly, with five percent significance levels shows that in election and pre-election years, average price increases fall behind average wage increases. With the average price and wage increases in “other” years being exactly equal, one can say that (in the average) election time is the time of real wage increases in Central and Eastern Europe. 

Particularly important are the results with respect to current account balance fluctuations. The average deficit is 1.6 billion USD in “other” years, more in pre-election years and 2.1 billion in election years. Substituting corrected values for USD values, where (as above, for “old” EU member countries) country-year data are divided with the respective country’s twelve-year average current account deficit, the differences become huge. Within an overall average deficit, which is (as has to be) close to -1, for other years we receive -0.33 and for pre-election and election years an almost six times higher negative value. Here, significance levels are also impeccable. 

It is interesting to observe that lag-and-lead relations between budget and current account balance fluctuations are similar to those found at “old” EU member countries: the budget balance worsens more in the pre-election year, whereas the current account deficit is bigger in the election year.

Recalling that for “old” EU member countries the statistics of the election-related versus other years difference in budget deficits were rather good, and much better than the statistics for current account balance differences, it is striking that in Central and Eastern Europe we find the exact opposite of this contrast. Here, current account balance differences between election-related and other years have higher significance levels than budget deficit differences. This is obviously related to the above already discussed particularly poor quality of budgetary accounting of these countries, especially in the early years of transition. And even that is not all. Because of more wide-spread and by laws less regulated price controls in CEE countries, certain quasi-fiscal election-time gifts to voters (e. g., postponements of energy price and public transport tariff increases) are more often granted here than in “old” EU member countries, and the costs of these gifts do not appear immediately (partly never appear) in the government budget. 

It is also important, albeit in the light of the above told not surprising, that the election-related current account balance fluctuations observed above in Central and Eastern European countries, compared to the size of their economies, are larger than those in “old” EU member countries. 

Table 4.

Current account balance fluctuations between election-related and other years in “old” EU member and Central and Eastern European countries 

Country groups
Total annual GDP  in 2001 
Average current account balance 



in "other" years
in pre-election and election years
in election years
difference between election and "other" years 


in billions of current USD
in percent of GDP

11 "old" EU countries
2221
0.54
-0.58
-1.65
-2.19
0.10

10 CEE countries
402
-1.56
-1.99
-2.13
-0.57
-0.14

11 “old” EU countries = EU member countries before 2004, excluding the four large ones (France, Germany, Italy, UK); the observation period is 1998-2002.

10 CEE countries = the eight new (2004) Central European EU member countries and Bulgaria and Romania; the observation period is 1993-2004.

In the “old” EU member countries, the average extra current account deficit in election years (compared to “other” years) is 0.10 percent of GDP; in CEE countries, it is 0.14 percent. The latter is larger but still small. However, in country by country analysis more refined research tools can be applied, and in most countries much more important signs of “economic electioneering” can be found, most notably in this field: in current account fluctuations.

7. Economic electioneering in CEE – seven stronger cases: Hungary, Lithuania, the Czech Republic, Slovakia, Romania, Estonia and Poland

Hungary
Within the CEE region, Hungarian data yield the most abundant and convincing proofs of economic electioneering. Reasons for this is include good data availability and the (relative) stability of statistical concepts and methods used (although we will see more important and less flattering reasons later). 

In Hungary, parliamentary elections are held in the second quarter of every fourth year. Local (municipal and county level) elections are held in the fourth quarters of the same years. Investigating the economic impacts of only parliamentary or local elections does not yield satisfactory results. Thus, “elections” (only in the Hungarian case, see below) mean both. In computations with quarterly data, the election period – like above, for the US – means the election quarter and the quarter before. Thus, in the Hungarian case, we face whole election years (the four quarters of 1994, 1998 and 2002). Economic electioneering impacts can be found in the development of the budget deficit, consumer prices and last but not least the current account.

(HU2) Dependent variable is the  government budget deficit in percent of the  GDP, R2=0.40

-0.30devneer*** - 1.90L1.elect*** - 2.73L2.elect***
« t »=
        (-5.06)

(-5.62)

      (-7.11)




(HU3) Dependent variable is the deviation of the  consumer price index from its H-P trend value in percent of the latter, R2=0.54

-0.32devneer*** + 1.03devwage*** + 1.75dmyrussia**  -2.97L1.elect**
« t »=
        (-6.90)

(-4.69)

         (-2.41)

    (-2.13)

(HU4) Dependent variable is the  current account balance in millions of USD, R2=0.68

-32.59t*** -110.29F2.devgdvi*** - 387.35L2.elect***
« t »=
 (-5.87)
    (-4.88)

         (-7.55)

The estimation period is 28 quarters from 1997:1 to 2003:4 in (HU2), 54 quarters from 1991:2 to 2004:3 in (HU3) and 39 quarters from 1994:3 to 2004: 1 in (HU4).

devneer = deviation of the Hungarian forint’s nominal effective exchange rate (where an increase means an appreciation) from its H-P trend value in percent of the latter.

elect= election dummy, =1 in quarters of parliamentary and local elections and in those preceding these quarters, 0 otherwise. 

devwage = deviation of the  average  nominal wage from its H-P trend value in percent of the latter.

dmyrussia = dummy variable representing the consequences of the 1998 Russian crisis, =1 in the first two quarters of 1999, 0 otherwise.

t = time.

devgdvi = deviation of the volume of  real GDP from its H-P trend value in percent of the latter.

F = lead operator, with F2. meaning lead (forward) of two quarters.

L = lag operator, with L1. meaning lag of one, L2. lag of two quarters.

The estimations are based on quarterly data, and Hungarian elections last four quarters (each quarter of every fourth year). Thus, the estimations suggest that, as the consequence of an election year, the government budget deficit (partly in that, partly in the following year) increases by more than 4.5 percent (1.90+2.73 percent) of the GDP; consumer prices grow by 3% less than in non-election periods; and the current account deficit exceeds its non-election-time level by more than 1.5 billion USD (because the estimations include other independent variables than election, I have to add: caeteris paribus). All coefficients are significant, most on the 1 percent level; correlations are medium strong or better. 

Other (than election) independent variables included in the equations are fairly plausible. The appreciation of the forint curbs exporters’ taxable incomes, reducing budget revenues and deteriorating the budget balance and vice versa (HU2). The exchange rate’s impact on consumer price increases (HU3) is also obvious. The negative effect of the forward GDP value on the current account (with enhanced inventory accumulation preceding the expansion of production and vice versa) is also understandable (HU4). [image: image4.emf]-2500
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The importance of the election impact on the current account is illustrated in Graph 4. It shows that most of the time, the estimation of the current account balance with the same equation but excluding the election impact is better. Exceptions are the election periods, when the deficit increases importantly. The election dummy’s ability to explain these troughs is remunerated by the increase of R2 from 0.55 to .68 and a very high t value. (Even though the election impact withered away unusually fast in 1999 when, under the strain caused by the 1998 Russian crisis, the government was forced to introduce emergency austerity measures.)

It is important to notice in (HU4) that the impact of the growth of GDP and that of the election on the current account are two clearly separate factors. Economic electioneering is a distribution of gifts to voters, with no visible impact on economic growth.

Lithuania
In CEE countries other than Hungary, almost all macroeconomic traces of “economic electioneering” appear in relation with only parliamentary elections. Governments’ preparations for local elections seem to include less economic measures. And, although presidents are directly elected in several countries, electioneering related to these elections is also rather “silent” from the macroeconomic point of view.

Even parliamentary elections often entail less important, sometimes less obvious macroeconomic effects. Yet they are worth to analyse in short.

The strongest case (second to Hungary) is Lithuania where, with parliamentary elections, household consumption growth accelerates, the current account balance and (as it seems) also the budget balance deteriorates.

(LT1) Dependent variable is the deviation of nominal household consumption from its H-P trend value in percent of the latter, R2=0.59

0.83devgdvi*** + 0.53devcpi*** + 4.34dmyrussia*** + 3.11L1.elect***
« t »=
   (11.47)
          (12.32)

         (10.65) 

(5.62)

(LT2) Dependent variable is the current account balance in millions of USD, R2=0.68

- 4.65t*** - 37.25devgdvi*** - 227.19dmyrussia***- 108.93F1.elect**
« t »=
 (-6.73)
    (-5.82)

         (-6.30) 

(-2.47)

The estimation period is 39 quarters from 1995:1 to 2004:3 in both (LT1) and (LT2).

devgdvi = deviation of the volume of  real GDP from its H-P trend value in percent of the latter.

devcpi = deviation of the consumer price level from its H-P trend value in percent of the latter.

dmyrussia = dummy variable representing the consequences of the 1998 Russian crisis, =1 in the third and fourth quarters of 1999, 0 otherwise.

elect= election dummy, =1 in quarters of parliamentary elections and in those preceding these quarters, 0 otherwise. 

t = time.

L = lag operator, with L1. meaning lag of one quarter.

F = lead operator, with F1. meaning lead (forward) of one quarter.

The statistics of the estimations are good, and non-election independent variables included in them are as plausible as in the Hungarian case. (A remark may be warranted with respect to dmyrussia‘s strong positive impact on household consumption. This reflects a “flight from money”, not only from domestic currency, because, on the basis of previous experience, the population feared a severe banking crisis after the August 1998 Russian crisis.)

Lithuanian quarterly budget deficit data are unavailable for most of the observation period. Annual deficit data are published by the IMF for 1991 and 1993-2002 and by Eurostat for 1998-2003. Differences between the two series, as displayed in Graph 5, are minimal. The graph shows that in pre-election years the deficit tends to be large; it is reduced importantly in election years and thereafter. The pre-election deficit increase “rule” also remains valid in 2003, even though then – in the year preceding the country’s accession to the European Union and the latter’s exchange rate mechanism (ERM II) – this increase was minimal. 
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Czech Republic

The picture for the Czech Republic is complicated by the anticipated election of 1998, which followed rather soon the “normal” election of 1996. The anticipated election was held in the midst of political and economic troubles, with the latter at least partly caused by the “economic electioneering” related to the 1996 elections. Below I treat 1998 as a non-election period.

In this country, election-related fluctuations of the current account are important.

(CZ1) Dependent variable is the current account balance in millions of USD, R2=0.50

-23.90t*** -3127.16F2.devgdvi** - 1088.51F2.devaccum** + 80.83dmyrussia – 496.65L2.elect***
« t »=(-7.21)
       (-2.42)

         (-2.52)

     (1.47)

(-3.39)

The estimation period is 43 quarters from 1994:1 to 2004:3.

t = time.

devgdvi = deviation of the volume of  real GDP from its H-P trend value in percent of the latter.

devaccum = deviation of the sum of gross investment + inventory accumulation (measured at current prices) from its H-P trend value in percent of the latter.

dmyrussia = dummy variable representing the consequences of the 1998 Russian crisis, =1 in the third and fourth quarters of 1999, 0 otherwise.

elect = election dummy, =1 in quarters of parliamentary elections and in those preceding these quarters, 0 otherwise. 

L = lag operator, with L2. meaning lag of two quarters.

F = lead operator, with F2. meaning lead (forward) of two quarters.

The statistics of the estimation are satisfactory. Independent variables other than elect are plausible (the same variables would receive the same signs in the estimation for Hungary, where devaccum and dmyrussia were nevertheless omitted because of their weak significance levels). Treating the anticipated election of 1998 as a “normal” one would not change significantly the estimation results.

The weakness of our investigation concerning the Czech Republic is the fact that registered budget deficit fluctuations are only somewhat loosely related to election periods. The deficit increases in pre-election years but (starting from very favourable levels) so it does in all but one year between 1994 and 2003. However, Czech budget deficit figures of the 1990’s are rather problematic. In that period, hundreds of large loss-making enterprises could avoid bankruptcy procedures, and huge quasi-fiscal deficits were accumulated in the banking system (cf. EBRD 2000). The large growth of real wages in 1995-6 (before the 1996 elections) was supported by this systemic laxity, without immediate fiscal consequences. In 2001-2, before the 2002 elections, real wages again jumped importantly (see Graph 6), and so did social welfare expenditure (cf. EBRD 2002). Thus, we can safely conclude that the estimated election impact on current account fluctuations are the results of “economic electioneering”.
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Slovakia

In Slovakia, real wages increased importantly between 1993 and the 1998 election year. Then they dropped by approximately ten percent over two years. They increased again importantly in 2001-2 (a pre-election and an election  year, respectively) and declined in 2003, see Graph 7.
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The real wage estimation, based on quarterly data, yields the following results.

(SK1) Dependent variable is the deviation of the ratio of the  wage and consumer price level (2000=100) from its H-P trend value, R2=0.44

1.49devgdvi*** + 0.04devneer + 1.82elect***
« t »=
    (6.24)
    
(0.50)

         (3.46)

The estimation period is 47 quarters from 1993:1 to 2004:3.

devgdvi = deviation of the volume of  real GDP from its H-P trend value in percent of the latter.

devneer = deviation of the Slovak koruna’s nominal effective exchange rate (where an increase means an appreciation) from its H-P trend value in percent of the latter.

elect= election dummy, =1 in quarters of parliamentary elections and in those preceding them, 0 otherwise. 

In terms of the “twin deficits” of the government budget and the current account, “economic electioneering” in Slovakia can be observed in Graph 8.The budget deficit increased significantly in 1997 (a pre-election year), then it declined slightly and increased again in 2001, the next pre-election year, and shrank importantly in 2002. The current account deficit had three rather deep troughs: one in 1993, one in 2001 (both were pre-election years) and one in 1996-1998 (of which 1997 was a pre-election year and 1998 an election year). 
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Romania
Romania does not publish quarterly GDP data for a large part of our observation period or any quarterly budget deficit data, and the seasonal fluctuations of its current account deficit change importantly over time. 

Thus the analysis with respect to this country is restricted to annual data and with that, of course, it is forced to abandoning econometrics. However, basic annual data yield unambiguous signs of “economic electioneering”. Graph 9 shows that the growth of real wages in this country accelerates in all pre-election and election years (except in the 2000 election year, when real wages decline). 
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 Graph 10 displays the developments of the “twin” government budget and current account deficits. All election years (and only these years) are troughs of the budget deficit curve. As for the current account deficit, it increases in all pre-election and election years (except for the 1999 pre-election year).
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Estonia
In Estonia, fluctuations of household consumption related to election periods can be observed, and it is easy to find the relationship between elections and current account fluctuations.

(EE1) Dependent variable is the deviation of the ratio of (nominal) household consumption and consumer price level (2000=100) from its H-P trend value, R2=0.54

0.97devgdvi + 1.89F1.elect**
« t »=
 (20.18)
    (4.55)


 (EE2) Dependent variable is the  current account balance in millions of USD, R2=0.62

- 4.90t*** - 469.86F2.devgdvi - 114.23F2.devinv***- 37.18L1.elect**
« t »=
 (-7.85)
    (-1.36)

         (-6.95) 

(-2.14)

devgdvi = deviation of the volume of  real GDP from its H-P trend value in percent of the latter.

t = time.

devinv = deviation of the  share of gross investment + inventory accumulation in GDP from its H-P trend value in percent of the latter.

elect= election dummy, =1 in quarters of parliamentary elections and in those preceding these quarters, 0 otherwise. 

L = lag operator, with L1. meaning lag of one quarter.

F = lead operator, with F2. meaning lead (forward) of two quarters.

Equations (EE1) and (EE2) once more shed light on the basic particularity of economic electioneering in an open economy: the fluctuations of real GDP and the distribution of pre-election gifts are separate factors of both wage increases and current account fluctuations.
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As concerns the government budget balance, it tends to deteriorate rather importantly in election years and in years following them, as Graph 11 (like in Lithuania’s case, based partly on the IMF’s, partly on Eurostat’s reporting) displays it. This trend seems to break spectacularly in 2003 when, despite the election, the previous years’ budget surplus continues to increase. This picture is, however, misleading. Experts of the International Monetary Fund  and the European Bank for Reconstruction and Development, worried by Estonia’s huge and growing current account deficit, indicated at the time that the government’s austerity measures were largely compensated for by increasing overspending of local governments (see EBRD 2003). From the point of view of my analysis, refraining in and before an election year from otherwise strongly warranted but unpopular measures aimed at cutting overspending by local authorities is, of course, a kind of economic electioneering.

Poland: a special but strong case
Polish quarterly data are mostly unusable for econometric purposes (basically because of varying short-term fluctuations), and even some basic annual data series that would be useful for this investigation are truncated. Still, we have sufficient proofs for unambiguously demonstrating the macroeconomic effects of “economic electioneering”.
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For start, let us have a look at Graph 12. The fluctuation of the government budget balance yields some testimony of economic electioneering. The deficit increases importantly in pre-election 1996 and in two election years: 1997 and 2001. However, we have no explanation for the huge budget balance deterioration of 1995 and no budget data for the first election year, 1993. As concerns the current account deficit, it duly deteriorates in relation with the first two elections: in pre-election years 1992 and 1996 and in election years 1993 and 1997. Yet, in the next round, in pre-election 2000 and election 2001, despite the fiscal deterioration, the current account improves. 

For better understanding these ostensibly contradictory developments and the way taken by the Polish government in economic electioneering before the 2001 election, the reader has to bear in mind two particularities of Polish macroeconomics. First, before the August 1998 Russian crisis, Poland had maintained rather important trade with Russia and other CIS countries. Consequently, its current account deteriorated importantly in 1999, when its exports to the CIS declined (cf. EBRD 2000). (The impact of the crisis was exactly opposite in the Czech Republic and Hungary. On the basis of the supposedly strong dependence of these countries on the Russian economy, their currencies were attacked and weakened in international markets. This forced their governments to apply austerity measures, which – as usually – improved their current account balances.) The improvement of the Polish current account in 2000 and 2001 was largely caused by the withering away of the Russian crisis effect (and in 2000 partly also by the favourable growth of international demand in general). The other important Polish macroeconomic particularity is this relatively large country’s significantly lower level of foreign trade openness as compared to those of other countries in the region.
 Because of the latter, shifts within the internal absorption of the GDP may be sufficient foundations for such movements of macroeconomic aggregates, which in other countries would hardly occur as purely domestic phenomena, i. e., without being reflected in corresponding current account fluctuations. What is important here for us is that in the early 2000’s Polish household consumption could  be and was increased significantly at the expense of investment expenditure. 
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Graph 13 displays the annual increments of consumption and those of investment (fixed investment + inventory accumulation) in percent of the increment of GDP. Consumption share is about 60 percent in non-election time; it rises to 65-80 percent in pre-election and election years before 2000. These shifts reflect simply the worsening of the current account in the same years that we have already seen in Graph 12, and the (rather moderate) changes of the investment share are not connected to them in any regular way. In the last election period, however, this changes radically. After a slight increase in pre-election 2000, the consumption share of incremental GDP explodes to 120 percent over the next two years, and investment shrinks in absolute terms. Despite the purely domestic, non-current-account-deteriorating character of the last, 2000-2002 cycle, Graph 12 is a crystal-clear demonstration of consumption-boosting electoral cycles in Poland.

8. Economic electioneering in CEE – Three weaker cases: Bulgaria, Slovenia and Latvia

In the remaining three CEE countries, we can speak with less or no certainty about the presence of “economic electioneering”; we cannot find sufficient macroeconomic signs of this phenomenon. The weakness of proofs that we face partly stems from the scarcity and poor quality of data, particularly quarterly data (strongly varying seasonal and other short-term fluctuations, gaps in time series, etc.). Partly, however, the (elsewhere) usual election-related fluctuations may be overshadowed by strong other (foreign or domestic) shocks, including limited international creditworthiness and borrowing opportunities and also including preparation for early accession to the European Union’s exchange rate mechanism and then to the Euro Area, which usually (i. e., if previously fiscal laxity prevailed) necessitates more or less tightening of public expenditure and/or tax policies. Beside all this, it is also possible that in some countries, governments do not strive to exploit or exploit very little the available economic electioneering opportunities.

Bulgaria
Bulgarian quarterly economic data series are rather scarce and subject to widely changing seasonal fluctuations. The lack of any data on wages and constant-price GDP restricts the analysis to some time series, which, for the larger part of the period observed, do not yield sufficiently solid foundations for conclusions in the field of this investigation.
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Looking at Graph 14, the reader can have little doubt concerning strong “economic electioneering” related to the 1994 parliamentary elections. The budget deficit grew by 0.7 percent of GDP in 1993, and this was duly followed by a current account balance deterioration exceeding 700 million USD in 1994. This adventure (which entailed the repeated acceleration of the already dampening inflation) contributed to the economic destabilisation of the following years. After the deep crisis of 1996-97, Bulgaria introduced a currency board, which has requires rigorous fiscal policies since that time. From 1997 on, Bulgaria has registered budget surpluses every year. The surplus declined slightly in 1998-9, before the election of 2000. In parallel with the latter, the current account deficit deteriorated importantly, and a further important deterioration was registered in 2004, before the 2005 parliamentary election. However, the fiscal loosening of 1998-9 is too small for explaining the huge parallel current account deterioration, and the 2004 budget deficit figure has not yet been published. Thus, we cannot find any other signs of “economic electioneering” in Bulgaria over the last half-decade than the pre-election deteriorations of the current account. And the latter may well hide something quite different from economic electioneering. The gross investment/GDP ratio has been persistently increasing after 1997 (starting from 11 percent, it has risen to close to 20 in 2003), and inward foreign direct investment, which had been insignificant before 1997, has fluctuated since that time between 0.5-1 billion USD annually, assuring significant financing of current account deficits without borrowing. Having no proofs of consumption boosting in post-1994 election periods, we have to say that the new economic policies born in the deep crisis of the mid-1990’s may have saved Bulgaria from electoral cycles, at least to our days.

Slovenia
Slovenia’s budget and current account balance fluctuations are displayed in Graph 15. The current account balance follows a deteriorating trend in the 1990’s (market sentiment vis-à-vis the country improved gradually during the first decade of its independence, allowing for this development – both for borrowing and for increasing inward foreign investment). Then this deterioration decelerates, reflecting the tightening fiscal policy stance – a rigorous preparation for accession to ERM II. Beside the changing trend, regular worsening of the current account in pre-election years and no or only insignificant improvement in subsequent election years is clear; there is no exception to this rule. This may be a sign of economic electioneering. However, this is no sufficiently hard proof. Election-related jumps of the fiscal deficit in the 1990’s are small or nonexistent. Our doubts vis-à-vis budgetary accounting of the early years of transition are no solid foundation for concluding that there are some election-related hidden movements behind the scene. Neither can we find election-related movements of consumer prices, real wages or household consumption, as we did at the countries treated above. 
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Latvia

Latvia’s quarterly economic data series are as problematic for the purposes of econometric analysis as are those of Poland and Bulgaria. Beside this, no budget deficit data is available before 1996, and the whole Latvian picture for this investigation is complicated by the anticipated election of 1998. That year is treated below as a non-election year, thus we have two election years: 1995 and 2002. 
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For 1995, there is no budget balance figure and, as Graph 16 shows, the budget balance improved significantly in the 2001 pre-election year, which was followed by a rather small worsening in 2002. The current account deteriorated rapidly throughout 1994-96; we do not know the explanation of this development. After 2000, such a deterioration re-started (with a pause in 2002, the election year). In Graph 17, we can observe that both the household consumption share of GDP (measured at current prices) and the ratio annual real wage index/GDP growth index peaked in the 1995 election year and again (at a less outstanding level) in the post-election 2003 year. These peaks might be macroeconomic signs of “economic electioneering” but, because we cannot relate them to budget balance fluctuations, we cannot conclude that they are such signs.
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9. Bribing voters with money borrowed abroad

 The important finding of this paper is the “twin deficit” syndrome related to electoral cycles. We were able to analyse  current account developments related to 20 instances of economic electioneering in 7 countries (four instances in Romania, three in Hungary, Poland and Lithuania, two in the Czech Republic, Estonia and Slovakia each and one in Bulgaria), and we have found significant current account deterioration at 18 of them.

An unambiguous quantification of the electioneering impact on the current account balance is possible for those four countries for which we could estimate this impact with econometric methods. Table 5 displays the data.

Table 5

The average impact (measured in the regressions above) of an election on the current account balance in Hungary, Lithuania, the Czech Republic and Estonia

Countries
Standard dev. of quarterly current account balance
Quarterly election impact
Duration of election (number of quarters)
Total impact/ election 
End-2003 public debt/GDP, percent

 
i  n    U  S    d  o  l  l  a  r  s
percent of 2001 GDP


1
2
3
4
5
6
7

Hungary
630
-387
4 quarters
-1548
-3.0
59.1

Lithuania
155
-108
2 quarters
-216
-1.8
21.4

Czech R.
542
-496
2 quarters
-992
-1.7
37.8

Estonia
110
-37
2 quarters
-74.36
-1.4
5.3

Sources: IMF International Financial Statistics, European Central Bank Convergence Report 2004, UNDP Human Development Report 2003.

Election-related current account deterioration as a share of GDP is not negligible for any one of the four countries. Hungary is the “champion” with three percent. This doubtful glory seems to be the consequence of the longer duration of election time (four quarters, two “election periods” according to our definition, compared to two quarters, one election period in the other three countries). The Hungarian “full election year” system, with local elections following parliamentary ones approximately half a year later, is probably a rather harmful solution of elections’ timing. The winners of the parliamentary election, rapturous from their victory, hope for also winning the forthcoming local elections by adding further gifts and promises to those distributed by the incumbent government during the preparation for the parliamentary election.

By comparing election period impact data (column 6) to the public debt/GDP ratio displayed in column 7 (public debt seems to be a more telling figure here than the countries’ foreign debt), the reader can also see that higher public debt (in which the “champion” is again Hungary) does not hinder governments at all in generous electioneering.

Giving figures on the current account deterioration costs of economic electioneering for those countries whose data do not allow econometric estimation is more problematic. E. g., above we have found that the typical bad current account year in Slovakia is the pre-election year. Thus, we may or may not see an electioneering impact in the country’s worst of all current account deficit of 1998, an election year. Even in the latter case, i. e., considering only the current account deficits of pre-election 1997 and 2001 as electioneering-influenced ones, we find that the average electioneering impact is -987 million USD, -4.8 percent of 2001 GDP. In Romania’s case, calculating with the four election years (1992, 1996, 2000 and 2004), we find an average electioneering impact of -943 million USD, corresponding to -2.4 percent of  2001 GDP.

All these figures are rather worrying, and should be a warning for all stakeholders, including the European Union. The governments of CEE countries – at least those of seven among them – love to distribute bribes to the public before elections, hoping to win them. To finance the bribes, they tend to increase the budget deficit. With the “twin deficit” syndrome being paramount in these periods, at least in the final analysis, we face here borrowing from abroad. The countries’ public and foreign debts increase in parallel with each other. The increasing debt burden is as little a deterrent as is negative election result experience – e. g., in Poland, or election bribing “champion” Hungary, where incumbent governments, however generous they have been in economic electioneering, have never won a parliamentary election. 

Governments’ possibilities to pump up public and foreign debts in election periods have been improved by the different phases of the countries’ one and a half decade-long process of accession to the EU. Their admission to the Euro Area will further improve governments’ ease to borrow, probably even more so than any one of the previous steps of this process did. Granting such opportunities to these governments engages the European Union’s responsibility. Admitting these countries to the Euro Area without a tough and consistently enforced stability pact would be worse than a bad idea.

10. Conclusion

The traditional theory of the “opportunistic” political business cycle is based on closed economy macroeconomics. The starting point of this paper is that theory and the analysis on tits basis of “economic electioneering” in the United States, the most cultivated field of application of the theory. In that country, the preparation of incumbent governments to the presidential election year means striving to assure a fairly good level of economic performance and low unemployment for election time, by fiscal stimuli if necessary. Econometric analysis shows that these strivings tend to be more or less successful.

The means used for economic electioneering in small open economies – fiscal and quasi-fiscal measures, time-varying use of governments’ price control competences and the like – are basically similar in small open economies to those applied in large closed economies. Macroeconomic consequences are, however, largely different. Studying “economic electioneering” in ten small open economies of Central and Eastern Europe, we find that at least is seven of them, in and around election periods, the worsening of their fiscal balances tends to be accompanied by dampening inflation, accelerating household income, real wage or consumption growth (depending on the availability of data suitable for – preferably econometric – analysis); to this point, all is similar to what we find in the United States. However, the multiplier effect in these small economies is, of course, weak. Fluctuations of GDP growth in these countries are more or less determined by international business conditions (cycles). The main macroeconomic impact of economic electioneering tends to be sizable worsening of the current account. In other words, in the small open CEE economies election periods tend to be periods of worsening “twin deficits”. This means that governments’ pre-election campaigns to bribe voters in order to win the elections push the countries into growing public and foreign debts. 

Governments’ possibilities to play this game have been enhanced by all the different steps of these countries’ one and a half decade-long accession process to the EU. Their admission to the Euro Area will further improve governments’ borrowing possibilities, probably even more so than any one of the previous steps of the accession process did. Granting such opportunities to these governments engages the European Union’s responsibility. Admitting these countries to the Euro Area without a tough and consistently enforced stability pact would be worse than a bad idea.

References

Alesina, A. (1989) Politics and Business Cycles in Industrial Democracies, Economic Policy 
8, 57-99.
Alesina, A. –  Cohen, G.D. –  Roubini, N. (1992a). “Macroeconomic Policy and Elections in OECD Democracies”, in A. Cukierman, Hercowitz, Z. and Leiderman, L. (eds.) Political Economy, Growth and Business Cycles, pp.227-62. Cambridge: Cambridge University Press.

Alesina, A. –  Cohen, G.D. –  Roubini, N. (1992b). “Macroeconomic Policy and Elections in OECD Democracies”, Economics and Politics, Vol.4, pp.1-30.

Alt, J.E. – Chrystal, K.A. (1983). Political Economics, Berkeley: University of California Press.

Antal, L. (2004), Fenntartható-e a fenntartható gazdasági növekedés? (Is the Sustainable Economic Growth Sustainable?), Budapest, Közgazdasági Szemle Alapítvány.

Buti, M. – van den Noord, P. (2003), Discretionary Fiscal Policy and Elections:
The Experience of the Early Years of EMU, OECD Economics Department Working Papers, No. 2003/5, Paris, OECD.

De Grauwe, P. (1997), The Economics of Monetary Integration, Oxford, Oxford University Press.

EBRD (2000), Transition report 2000. Employment, skills and transition, London, European Bank for Reconstruction and Development.

EBRD (2002), Transition report 2002. Agriculture and rural transition, London, European Bank for Reconstruction and Development.

EBRD (2003), Transition report 2002. Integration and regional cooperation, London, European Bank for Reconstruction and Development.

Fair, R. C. (1978), The Effect of Economic Events on the Votes for President, Review of Economics and Statistics, Vol. 60 No. 2., pp. 159-72.

Fair, R. C. (2002), Predicting Presidential Elections and Other Things, Palo Alto, Stanford University Press.

Frenkel, M. – Nickel, G. (2002), How Symmetric Are the Shocks and Shock Adjustment Dynamics between the Euro Area and Central and Eastern European Countries?, IMF Working Papers, 02/222.

Frey, B.S. – Schneider, F. (1978). “An Empirical Study of Politico-Economic Interaction in the U.S.”, Review of Economics and Statistics, Vol.60, pp.174-83.

Hallerberg, M. – de Souza, L. V. (2000), The Political Business Cycles of EU Accession Countries, Tinbergen Institute Discussion Papers No. TI 2000-085/2, Amsterdam, Tinbergen Institute

Haynes, S.E. –  Stone, J.A. (1989). “Political Models of the Business Cycle Should Be Revived”, Economic Inquiry, Vol.28, pp.442-65.

Hibbs, D. A. (2000), Bread and Peace Voting in U.S. Presidential Elections, Göteborg University Department of Economics, Working Papers in Economics, No. 20.

IMF (2005) World Economic Outlook 2005, Washington, International Monetary Fund.

Inoguchi, T. (1980), Economic Conditions and Mass Support in Japan, in Whiteley (ed.) ibid, pp. 121-54.

Kirchgassner, G. (1981), The Effect of Economic Events on Votes for President – Some Alternative Estimates, Swiss Federal Institute of Technology, Zurich (mimeo, quoted by Schneider – Frey (1988).

Kramer, G. (1971), Short-term Fluctuations in U. S. Voting Behavior 1956-1964, American Political Science Review, Vol. 65 No. 1, pp. 131-43.

Madsen, H. J. (1980), Electoral Outcomes and Macroeconomic Policies, in Whiteley, P. (ed.), Models of Political Economy, Sage, London, pp. 15-46.

McCallum, B. (1978). “The Political Business Cycle: An Empirical Test”, Southern Economic Journal, Vol.45, pp.504-15.

Niskanen, W. A. (1979), Economic and Fiscal Effects on the Popular Vote for the President, in Public Policy and Public Choice, Rae, D. W. – Esimeier, T. J. (eds.), Sage, London, pp. 93-120.

Nordhaus, W. (1975), The Political Business Cycle, Review of Economic Studies, 42, pp. 169-90.

Roberts Clark, W. –  Reichert, U. N. –  Lomas, S. L. –  Parker, K. L. (1998), International and Domestic Constraints on Political Business Cycles in OECD Economies,  International Organization Vol. 52, No. 1, Winter 1998, pp. 87–120.

Schneider, F. – Frey, B.S. (1988). “Politico-Economic Models of Macroeconomic Policy: A Review of the Empirical Evidence”, in T.D. Willett (ed.) Political Business Cycles: The Political Economy of Money, Inflation and Unemployment, pp.239-75, Durham: Duke University Press.

Tufte, E. (1978), The Political Control of the Economy, Princeton, Princeton University Press.

von Hagen, J. (2003), Fiscal Discipline and Growth in Euroland. Experiences with the Stability and Growth Pact, Zentrum für Europaische Integrationsforschung Working Papers.  
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