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Abstract

This paper uses the widely held assumption that left-wing cabinets prefer a larger size of government than
right-wing cabinets to answer the question: does the pair cabinet ideology — fiscal action affect the persistence of fiscal
adjustments? For a panel of OECD countries from 1960 to 1995, we find that left and right-wing cabinets are partisan
in the expected way, namely, when cutting the deficit, the left relies on tax increases and the right on spending cuts.
Our testable hypothesis is that cabinets signal commitment and gain credibility by pursuing fiscal adjustments in ways
not favored by their constituents, i.c., the left cuts expenditures and the right increases taxes. Probit estimates of the
impact of adjustment characteristics on the likelihood of success provide evidence in favbr of the fact that cuts in
spending by the left and tax increases by the right lead to more persistent adjustments than the reverse. These results
are consistent with the literature on fiscal adjustments that has revealed that adjustments pursued by spending cuts are
more persistent. We identify other adjustment characteristics that influence the persistence of the deficit cut: coalition
cabinets, as well as majority cabinets, are less likely to be successful; a high level of public debt or a public debt that
has been growing in the recent past tend to make the adjustment more credible. We also find evidence that private
investment responds to the pair cabinet ideology — fiscal action in a way that is consistent with our hypothesis. First,
cuts in spending by the left have a stronger stimulative effect on investment than cuts by the right, whereas increases in
taxes by the left actually contract private investment, in contrast to the positive effect of tax increases by the right.



1. Introduction

In the last decade, a substantial research effort has been devoted to understanding the political
economy of fiscal adjustments. Among the questions most often raised are the factors that increase the
likelihood that a fiscal adjustment is successful. The most important answers rely on the type of cabinet
undertaking the fiscal contraction, the economic context in which adjustment is attempted and the
characteristics of the adjustment itself. Empirical findings have confirmed some of the priors widely held
by economists and policy-makers, others run against what standard macroeconomic theory and
conventional wisdom suggest. In a influential paper, Giavazzi and Pagano (1990) have shown that
adjustments are not necessarily contractionary and may even be expansionary. Alesina and Perotti (1997)
have shown that adjustments that rely on expenditure cuts, more specifically on cuts in transfers and the
government wage bill, are more persistent than adjustments relying on tax increases. As to the
circumstances of the adjustment, Perotti (1997) has shown that, when initiated in periods of fiscal distress
(high deficits and high levels of public debt), adjustments are more likely to be successful.[theoretical
literature] The word “credibility” is often invoked in explanations of why some adjustments are persistent

and others not.

This paper conducts an empirical search for credibility effects in fiscal adjustments, investigating
if the match between the ideology of the cabinet and the type of adjustment - cut in spending or increase in
taxes — affects the probability of success." We claim that adjustments are more likely to be successful if
left-wing cabinets cut spending or right wing cabinets increase taxes. “Credibility” is the explanation on
which we rely to guide our investigation and interpret our results. The reasoning is straightforward. A
major disagreement between left and right-wing cabinets in the economic sphere is over the ideal level of
government intervention in the economy, reflected in the size of government. In other words, the left
favors a larger share of government spending on GDP than the right. This disagreement between left and
right is widely recognized by all individuals in the economy.? Fiscal adjustments where the left decreases

spending or the right increases taxes signal commitment or compromise, and should be more credible. By

! We understand success as a level of persistence in the deficit cut. In this paper, the terms success and persistence will
be used interchangeably, when applied to fiscal adjustments.

% As expressed by Robert Samuelson, when commenting on the 1996 Clinton-Dole Presidential campaign in the United
States: "(...) the real issue concerns government direction. Will it grow bigger and more activist? Or will it be more
restrained and disciplined? And here genuine party differences exist." See Samuelson (1996).



pursuing the policy that is the most painful to their constituents, cabinets can signal how urgent the fiscal

adjustment is.

The study of the relation between cabinet ideology and the persistence of fiscal adjustments is
important for various reasons. First, as shown in previous work, successful adjustments tend to be less
contractionary than unsuccessful ones. If this fact is to be believed, understanding the factors that make
adjustments successful will allow cabinets to cut deficits with lower costs to the economy. Second, as is
also evident in previous research, centrist cabinets are seldom, if ever, successful when cutting deficits. If
successful adjustments are invariably pursued by cabinets with a specific ideological inclination, then
ideology probably is an essential part of the explanation of success. Third, there are strong priors
regarding which fiscal actions by left and right-wing cabinets may signal commitment to cut the deficit. In
this context, all we seek is to understand the response of economic variables to observables with a clear
and shared meaning. Since it is easy to agree on the credibility of specific fiscal changes by left and right-

wing cabinets, we are able to capturing the effects of a idea as elusive as credibility.

Two important facts about adjustments and success have been widely documented in the literature on

fiscal adjustments.>

- Fiscal adjustments which rely on spending cuts are more persistent than those relying on tax increases;

- Fiscal adjustments initiated by left are at least as persistent as those initiated by right-wing cabinets;

In this paper, we begin documenting an additional fact that comes as no surprise given the

conventional wisdom about left and right:

- When a left-wing cabinet cuts the deficits it tends to rely on tax increases, whereas the right tends to rely

on expenditure cuts.

For the three facts above to be simultaneously true, it is necessary that left and right-wing cabinets

have different success rates when cutting deficits in different ways. In summary, the left rarely cuts

3 See Alesina and Perotti (1997) and Alesina, Perotti and Tavares (1998).



expenditures when adjusting but, whence it does, it is very credible and the same holds true for the right

and tax increases. This is the fundamental hypothesis to be tested in this paper.

The organization of the paper is as follows: Section 2 reviews the literature on fiscal adjustments and
their persistence, as they relate to the concept of credibility. Section 3 documents the assumption that the
left prefers a larger size of government than the right. We document preferences directly from surveys of
individuals and policy-makers, review the literature on partisanship and government size and show that
these preferences translate into fiscal policy outcomes. Importantly, we explain how cabinet ideology can
translate into credibility and success. Section 4 presents Probit estimates of the impact of different

adjustment characteristics on the persistence of adjustments. In Section 5 we present our conclusions.
2. Credibility and Successful Fiscal Adjustments
2.1. Can Fiscal Adjustments Be Expansionary?

In the standard Keynesian framework, under the assumption of sticky wages in the short-run, a cut
in expenditures, or an increase in taxes, are contractionary policies, resulting in decreases in output,
investment and consumption. The multiplier effect of expenditures and taxes, working through
consumption and disposable income, are such that simultaneous cuts of the same magnitude in
expenditure and taxes are still contractionary.® The Keynesian result holds in a static world where
individuals ignore how policy changes today affect economic variables in future periods. In particular, the
effect of current policies on expectations about future policy is ignored. However, as been pointed out in
Bertola and Drazen (1993) “a policy innovation that would be contractionary in a static model may be
expansionary, if it induces sufficiently strong expectations of future policy in the opposite direction".
Thus, a cut in the deficit undertaken by decreasing expenditures or increasing taxes (or both) can be
expansionary if it leads to changes in the expected level of interest rates or public spending that work as a

stimulus for consumption and investment.

Cuts in public spending can be expansionary in any model where today's spending changes the

expected level of spending in the future. All spending is financed by taxes, now or in the future. A

* In other words, the "balanced-budget multiplier” is strictly positive.



decrease in permanent spending leads to a concomitant decrease in the present discounted value of taxes.’
If a spending cut today signals a decrease in permanent spending, the net value of future taxes decreases

and private wealth increases. As a result, consumption and output may increase.®

Increases in taxes can also lead to increases in output. A tax increase today may smooth the path of
taxes over time, for a given level of public spending. If the distortionary costs of taxation are non-linear in
the tax rate, the smoother tax leads to an increase in household wealth because consumers are being taxed
in a more efficient manner.” In addition to changing the path of taxation, tax hikes can lead to increases in
consumption by resolving uncertainty over the future course of fiscal policy. In this case, the increase in

output can work through a reduction in precautionary savings.®

An additional channel through which fiscal policy changes household wealth (labor and non-labor)
is through a change in the interest rate. A decrease in the deficit may lead to a decrease in the interest rate
and an increase in private wealth. If private consumption is affected by private wealth, output in the
economy can increase.” A deficit cut would, in this case, be expansionary. Credible cuts in the public
deficit lead to decreases in interest rates through lower expected inflation and lower default risk premia.
The more credible the adjustment, the larger the change in interest rate and the stronger the expansionary

effect.

2.2. Sources of Credibility

S This is a corollary of the well-known Ricardian Equivalence result that purports that changes in the deficit today do
not lead to any change in consumption, interest rates or output if government spending is unchanged and individuals
discount future taxes appropriately. See Barro (1989).

¢ Public expenditure, particularly in education and health, is a substitute for private consumption. If this is the case, the
decrease in government consumption should, other things equal, lead to a compensating increase in private
consumption. Giavazzi and Pagano (1990) show that, for the 83-84 stabilization in Denmark, private consumption
tends to increase in items where government consumption has been cut. In this paper we will ignore this fact since this
effect is operative for a small group of items accounting for a fraction of total private consumption and the effects, as
assounted for in Giavazzi and Pagano (1990) are not very strong.

7 This argument is made in Blanchard (1990).

% On the other hand, tax increases may be contractionary through reduced work effort. For a given level of spending,
tax increases have two effects on work effort; the wealth effect leads to increased work effort, higher consumption and
output; the substitution effect leads to reduced work effort, lower consumption and output. If the tax cut is temporary,
the substitution effect is likely to dominate, but if the tax increase is permanent, the wealth effect tends to dominate.
However, as documented in Pencavel (1986), this substitution effect is likely to be small.



In this section we examine successful and unsuccessful fiscal adjustments, in an attempt to identify
possible sources of credibility that explain the success in cutting the deficit. We define fiscal adjustment as
a cut in the deficit of at least 1.5 percent of GDP, in a single year. Fiscal adjustments can be successful or
unsuccessful, depending on the persistence of this initial deficit reduction. The credibility of the fiscal
adjustment, i.e. how permanent the change in the deficit is believed to be, is a key element in the success
of the adjustment. Deficit cuts that are perceived as permanent - i.e., unlikely to lead to fiscal actions that
reverse them in the future, tend to be credible. Credible fiscal adjustments induce an expansionary effect,
which directly leads to decreases in the deficit and the public debt as shares of GDP, ultimately
contributing to the persistence of the original adjustment. The existing literature on fiscal adjustments
provides several candidates as sources of credibility. We now turn to a summary review of those different

factors.

The first source of credibility is the size of the deficit cut. Giavazzi and Pagano (1990) were the
first to carefully document the success of the very tight Irish and Danish adjustments of the mid-80's. In a
later paper, the authors presented some evidence of a correlation between large cuts and increases in
private consumption.'®. The larger the cut in the deficit, the reasoning goes, the more credible it is and
thus the stronger its expansionary effects. However, Alesina and Perotti (1997) find little association

between size of the deficit cut and success.

A second source of credibility is the composition of the deficit cut. Alesina and Perotti (1997)
document how adjustments relying mostly on spending cuts tend to be more successful than adjustments
relying on tax cuts. The components of public expenditure that are cut the most in successful adjustments
are government wages and transfers. It is pointed that cuts in major eligibility programs or public
employment are likely to be more permanent than cuts in non-wage public consumption and public
investment. The fact that the government is willing to cut spending “the hard way” signals to the public

how the seriousness of the cabinet’s intentions. The public understands that these adjustments harm

? Increases in private wealth may have contractionary effects if consumers value leisure: the wealthier consumers are,
the more leisure they want to consume, and fewer hours worked mean a lower level of output. As argued below, this
effect is likely to be small.

10 See Giavazzi and Pagano (1996).



specially powerful constituencies such as trade union members and pensioners and thus assigns them

higher credibility."!

The type of cabinet may also affect credibility. Alesina and Drazen (1991) and Spolaore (1993)
have shown formally how coalition cabinets are less likely to reach agreement in such matters as when
and how to cut a government deficit. A coalition government has more difficulty than a single party
majority government to assign the costs of adjustment to specific groups since coalition partners are likely
to veto some of the possible options. This theoretical argument can be easily extended to show how
coalition cabinets are more likely to break an agreement over an adjustment, after it has been initiated.
Empirically, it has been shown that coalition cabinets are tend to be more fiscally irresponsible than other
cabinets, increasing expenditures at the cost of larger deficits.'? The resulting message of this literature is

that adjustments initiated by coalition cabinets are less likely to be successful.

The circumstances of the adjustment, namely the level and increase in public debt in the years
before the adjustment and its change in the years prior to the adjustment, also affect credibility. Sutherland
(1995) shows that, in a model where consumers have finite lives, a decrease in spending (or increase in
taxes) have contractionary effects at low debt levels but are expansionary at high debt levels. These non-
monotonic effects of fiscal policy are explained by the fact that, when the fiscal situation is serious, the
decrease in spending or increase in taxes decreases the likelihood of an early stabilization and may
postpone the cost sufficiently into the future that consumption increases.”> Perotti (1997) has presented

empirical evidence showing that, when public debt is high, deficit cuts are more likely to be expansionary.

An additional possibility, not yet exploited in the literature, is that the stage of the business cycle at
the time of adjustment influences credibility. Cuts in the deficit which occur in recessions when output is
temporarily low and unemployment is high may be more credible. These adjustments, precisely because
they involve extra economic pain, are not likely to be seen as temporary policies or as results of the

economic fluctuations.

! Alesina, Perotti and Tavares ( 1998) showed that the electoral success of cabinets is not affected by the size of the cut. If
anything, larger deficit cuts and cuts in government wages may increase the probability of survival of the cabinet. The reason
why cabinets don't adjust more often has to be that governments are sympathetic or affraid of particular interest groups.

'2 See Roubini and Sachs (1989) and Grilli, Masciandaro and Tabellini (1991).

'3 Bertola and Drazen (1993) also present a model where cuts in spending have different effects at different levels of

public spending but they do not derive clear empirical implications.



In Table I below we present summary statistics for a set of variables at the time fiscal adjustments
were initiated. The objective is to identify possible determinants of success highlighted above. Formally,

we define an adjustment episode as successful if at least one of the following conditions holds:

1. In the three years after the tight period, the ratio of the primary deficit to GDP is on average 2 (or
more) percent of GDP below its level in the initial year of the adjustment;

2. Three years after the initial adjustment year, the debt to GDP ratio is at least 5 percent of GDP below
its level in the last year of the tight period.

The data, for a set of 19 OECD countries in the 1960-1995 time period, is described in detail in
Appendix 1. The distribution of fiscal adjustments in the sample, by country and by year, is presented in
Appendix II. As can be easily verified, adjustments are fairly well distributed in both dimensions, even if
there are countries that are particularly prone to adjustments and adjustments tend to occur in the mid-70s

and mid to late 80’s.

As reported in the literature, the size of the deficit cut is not radically different for the two types of
adjustments, even if it is larger for successful adjustments. There is a strong composition effect: successful
adjustments are those that reduce spending rather than increase taxes. As to cabinet characteristics,
coalition cabinets are less likely and minority cabinets more likely to be associated with successful
adjustments. Most notably, the level and the change in public debt are higher just before successful
adjustments. The level of public debt is 22 percent higher and its change 10 percent higher than before
unsuccessful adjustments. Both successful and unsuccessful adjustments are attempted at similar stages of
the business cycle even if successful adjustments tend to occur when unemployment is decreasing rather
than increasing. Summing up, several candidates for source of credibility in fiscal adjustments seem to be

strongly related with success. An attempt to explain success should not ignore these different factors.



Table 1

Characteristics of Successful Adjustments

Successful Unsuccessful

Adjustments Adjustments
CHDEF -2.68 -2.15
CHEXP -1.70 -0.63
CHREV 0.97 1.52
LAGDEBT 71.04 44.02
CHDEBT 14.76 478
AGDP 3.19 3.56
AUNR -0.50 2,07
COAL 29 67
MIN 57 12
Number Observations : 21 51

CHDEF, CHEXP and CHREV are, respectively, the change in the primary
deficit, primary public expenditures and government revenues as share of Gross
Domestic Product. LAGDEBT and CHDEBT are the level of public debt and the
change in its level in the last 3 years, as share of GDP. AGDP and AUNR are the
rate of change of real GDP and the unemployment rate. COAL is the relative
frequencies of coalition cabinets for each outcome. See Appendix L

3. Ideology, Fiscal Policy and Credibility

In this section, we motivate and document the source of credibility that is the focus of this paper:

the interaction between cabinet ideology and the composition of the adjustment.

3.1. Are Left and Right Fiscally Different?

To support the claim that left-wing cabinets have a preference for a higher level of public spending
we will look at three types of evidence: survey data collected through interviews with individuals of given
ideological persuasion; results from the empirical literature on ideology and fiscal policy; finally, we
present summary statistics for fiscal policy changes by left and right cabinets in OECD countries. It is
important to understand what will not be the subject of our attention. First, we will not discuss the general

origin of the character of left and right; we are only interested in differences as far as fiscal behavior is
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concerned.'* We will also not specifically address the origin of the diverging preferences for government
size."> For our purposes it suffices that the difference in preferred size of government exists and is

operative in fiscal policy.
3.1.1. Asking People

A few surveys have documented the association between voter ideology and fiscal preferences.
Kay et al. (1995) reports results from interviews conducted in 1992 and 1995. A broad sample of
individuals was asked to locate themselves in the Republican-Independent-Democrat and the
Conservative-Moderate-Liberal spectra.'® These same individuals were then asked the question: “In order
to reduce the deficit, what is your desired percentage decrease in spending for each point increase in
taxes?” The question mentions explicitly tax increases and spending cuts and thus captures precisely what
we are interested in: the individual trade-off between the benefits of public spending and the costs of
taxation. The survey results are presented in Table II. In both 1992 and 1995, and for each point of
increase in taxes, Republicans favor larger spending cuts than Democrats. The difference is not negligible:
0. 55 and 1.20 percent of GDP, in 1992 and 1995 respectively. Moreover, the difference between people
labeling themselves Conservative and Liberal is similar to that between Republican and Democrat.
Finally, it is remarkable that middle of the road voters (Independents/Moderates) display middle of the
road fiscal preferences, i.e., they favor spending cuts that are larger than those favored by the left, but
smaller than those favored by the right. These results suggest that preferences over the level of public
spending are systematically associated with preferences on a broader set of political issues that determine

individual political alignment.

' For a general discussion on the relevance of left-right ideological orientation, see Lewis-Beck (1988).

'> The obvious candidate is that parties cater to different constituencies and parties on the left cater to a lower income
constituency who benefits more from public expenditure programs and/or faces lower tax rates. Piketty (1995) quotes
survey evidence associating income and voter preferences that supports the contention that lower income individuals
tend to vote with the left.

16 The use of the two dimensions attempts to correct for prejudices associated with specific labels that could bias
results. However, as will be evident, the results do not depend in any way on the labels used.
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Table I1

Republicans, Democrats and Fiscal Preferences

1992 Survey 1995 Survey
Conservative 2.17 2.85
Moderate 1.60 2.08
Liberal 1.30 1.86
Republican 1.98 2.97
Independent na. 2.28
Democrat 1.43 1.75
Sample Average 1.7 2.26

Source: Kay, Henderson, Steeper, Greenberg and Blunt (1995). Survey I was conducted in 1992 and survey II in
1995. The question posed in both surveys was : In order to reduce the deficit, what is your desired percentage
decrease in spending for each point increase in taxes?

A second piece of evidence is from the Gallup Poll Monthly (1990). Individuals are asked whether
they would be more or less likely to vote for a senator who had voted for a tax increase. 30 percent of the
individuals who classified themselves as Democrats said they would be less likely to vote for the senator,
compared with 42 percent of the Republicans.'” This difference, replicated in differences between
Conservatives and Liberals, was larger than for most other individual categories studied, such as gender,

age, race and education groups.

What about policy-makers preferences? Do they reflect the fiscal preferences of their constituents?
We rely on Fuller et al. (1995), who asked delegates to the 1992 Democratic and Republican Party
conventions whether they agreed, disagreed (or had no opinion) on a series of economic policy statements.
For each statement, the authors reported the degree of consensus within each party and whether the

difference between parties was significant.

In Table III, we report answers to five statements: statement 7 is the one closest to our issue of
interest, the desired size of government; statements 6 and 9 address issues of deficit management,

statements 13 and 39 are strongly ideological and are reported for illustrative purposes. Examining the

17 And 35 percent of the Independents.
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strongly ideological statements first, we verify that the delegates’ positions differ substantially between
parties: almost all Republicans display a strong belief in the regenerative virtues of a market economy, but
very few Democrats share that belief, more than two thirds of the Democrats think there should be more
redistribution, while roughly two thirds of the Republicans disagree. Thus, party delegates are not all
alike: they share beliefs with delegates from their own party that are at odds with beliefs prevalent in the
other party. Statements 6 and 9 show, on the other hand, that there can be agreement over certain issues.
Substantial and similar-sized majorities among both Republicans and Democrats agree that large deficits
have adverse effects on the economy but can be stimulative in a recession. Thus, as far as deficit

management is concerned, there is no evidence of strong partisan differences. 18

Table I1I
Republicans and Democrat Party Delegates and Fiscal Preferences
Agree Disagree
Question 7 — Government Spending Should Be Reduced.
Republicans 80.3 3.8
Democrats 45.0 22.5
Question 6 — Budget Deficits Have an Adverse Effect on Economy.
Republicans 89.3 3.1
Democrats 45.0 7.1
Question 9 - Fiscal Policy Has a Stimulative Impact on the Economy.

Republicans 70.3 10.7
Democrats 64.3 18.2

Question 13 — Economy Will Recover if Markets Are Left Alone,
Republicans 70.7 12.4
Democrats 13.2 721

Question 39 — The Distribution of Income Should Be Made More Equal

Republicans 10.0 76.4
Democrats 69.7 8.9

Source: Fuller, Alston and Vaughan, (1995). The exact wording of the statements above is: 6 - A large federal budget deficit
has an adverse effect on the economy; 7 - Government spending should be reduced as a percentage of GDP; 9 - Fiscal policy
(e.g. a tax cut and/or expenditure increase) has a significant stimulative impact on an economy in recession; 13 - An economy
in recession will eventually recover if markets are left alone, without government intervention; 39 - The distribution of income
in the US should be more equal.

'® This is consistent with the finding in Blinder and Holtz-Eakin (1984) that individual ideology has no direct effect on
support for a balanced-budget amendment.
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Finally, we look at the statement that is closest to the issue of the size of government. Around 80
percent of the Republicans but only 45 percent of the Democrats, agree that government spending should
be reduced as a share of GDP. Moreover, only 4 percent of Republicans, compared with 22 percent of
Democrats, disagree with the statement. So, even though partisan positions on government size are not as
polarized as for the ideologically charged statements, the evidence strongly supports the existence of

differences between parties on this issue."

In sum, the evidence in this section points towards significant differences in preferences for the

size of government across political parties, while there seems to be no divergence in deficit policy.

3.1.2. Partisanship and Fiscal Policy

Both economists and political scientists have investigated whether differences in party ideology
translate into differences in fiscal policy. As far as total spending is concerned, Cameron (1978) has
shown that the partisanship of electorate -- specifically the percentage of the government's electoral base
composed of social-democrat or labor parties -- explains the increase in public spending share of the GDP
in industrialized countries.?® Roubini and Sachs (1989) find that left-wing cabinets exhibit higher levels of
public spending. In a longitudinal study of the US, Lewis-Beck and Rice (1985) analyze the growth of
public spending from 1932 to 80 and find that an index of the strength of the Democratic party is
positively related to spending. Golden and Poterba (1980) also uncover a strong party effect in their study
of US government spending between 1952 and 1978. Alt and Lowry (1994) conclude “(...) Democrats
target spending (and taxes) to higher shares of state-level personal income.” On the other hand, Rice
(1986) finds more ambiguous results for Western Europe: partisanship had a significant effect on spending
in only six out of twelve countries examined. Blais, Blake and Dion (1993) concluded that “parties do

make a difference, but a small one”.

' Fuller et al. (1995) test the significance of differences between parties for each issue. For the statement on
government size, the difference between parties is found to be statistically significant at the highest confidence level,
the differences over statements related to deficit management are not significant.

%% Swank (1988) has updated Cameron's study. He found that the proportion of "rightist" seats in Parliament is
negatively related with spending during the 1960-73 period, whereas "centrist" parties seem to be the big spenders in
the 1973-80 period.
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As to the components of public spending, Castles (1982) shows that, in a cross-section of OECD
countries in 1970 and 1980, the level of public spending on education and welfare is higher in countries
where the left controls more cabinet seats. The increase in both spending categories is larger the higher the
percentage of cabinet seats held by the left. Hicks and Swank (1992) examine 18 industrialized
democracies between 1960 and 1982 and show that left-wing governments increase the share of welfare

spending in GDP.

As to partisan effects on the size of the deficit, popular wisdom assumes that left-wing cabinets are
more prone to deficit spending. Empirical studies, however, consistently find no strong evidence of such
pattern of behavior. Cameron (1985), Cowart (1978) and, more recently, Hahm, Kamle and Mowery
(1995) find no association between partisanship and the size of the deficit. Large deficits pursued by
conservative cabinets in the US and Sweden in the 1980's actually led to the argument, developed
formally in Persson and Svensson (1989), that right has an incentive to increase deficits as a way of

constraining future spending by left-wing cabinets.

What does actual fiscal data reveal about lefi-right partisanship, public spending and taxation?
With the discussion above in mind, we turn to a data set containing fiscal and political information on 19
OECD countries from 1960 to 1995.2! The classification of cabinets into left and right is taken from
Budge et al. (1993) and updated through 1995. The criterion used is based on the share of cabinet seats
held by different parties, which have been previously located on a left-right scale.”” In years where more
than one cabinet held power, the characteristics of the cabinet that remained in power the longest are used.
Table IV presents the results regarding fiscal behavior in the OECD, namely the change in public
spending, total revenues and their components for the subsamples of left and right cabinets. We also

present the same fiscal variables in years where the deficit was cut by at least 1.5 percent of GDP.

The first fact displayed in Table IV is that the average change in deficit is remarkably similar
between left and right cabinets. Even in adjustment years the deficit cut does not differ substantially
between left or right-wing cabinets: the difference is around 0,1 percent of GDP. This seems to confirm

previous results in the literature that do not see an association between partisanship and deficits.

2! Appendix I describes the data set.
2 See Castles and Mair (1984).
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Regarding public spending, the average yearly increase for lefi-wing cabinets was 0.54 percent of GDP in

our sample, compared with 0.44 percent for right-wing cabinets.

Table IV
Left and Right and Fiscal Policy

Whole Sample Fiscal Adjustments

Left Right Left Right
CHDEF 0.07 0.08 -2.30 -2.43
CHEXP 0.54 0.44 -1.01 -1.55
CHREV 0.47 0.37 1.29 0.88
Number of Observations 214 347 32 41

CHDEF, CHEXP and CHREYV are, respectively, the change in the primary deficit, public expenditures and government revenues as share

of Gross Domestic Product. See Appendix L.

Given the difference in spending patterns and the similarities in deficit policies, we expect cabinets
controlled by the left to increase taxes by more than the right. The average yearly change in total revenues
is larger by 0.1 percent of GDP in the case of left-leaning cabinets. Changes in indirect and other taxes
explain the difference.”® In sum, for the sample of all observations, there is no evidence of a relationship
between ideology and the average deficit, while there is some evidence that the left tends to increase

spending and taxes more than the right.?*

But the important difference emerges in adjustment years. When a cabinet decides to cut the
deficit, it has the choice of relying mostly on spending cuts or tax increases. Table IV shows that the left
increases taxes more than it cuts expenditures while the right does exactly the opposite. More than half of
the adjustment by the left relies on tax increases while almost two-thirds of the adjustments by the right
rely on spending cuts. This, we believe is what most economists and policy-makers would take as their
prior. On average, the left cuts public spending only by 1 percent of GDP, while the right cuts spending by
1.55 percent of GDP. Most of this difference between left and right is accounted for by government wages

and non-wage consumption and transfers. As to tax revenues, their yearly average increase in adjustments

2 In the case of direct taxes on business, right-wing cabinets actually tend to decrease them as share of GDP, which
runs contrary to the trend towards increasing government taxation during the period of study.
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led by a left-wing cabinet is 1.29 percent of GDP, while the right increases taxes by a more modest
average of 0.88 of GDP. During adjustments the left increases taxes by more than the right and this is true
of all major tax categories. This evidence suggests that cutting the deficit is not the sole objective of
cabinets; they try to do it in a way that accords with their preferences and that harms their constituents the
list. It is likely that cabinets can gain credibility by adjusting in a way that goes against their constituents'

interests.

3.2. Why Right or Left Should Matter

There are at least two ways for the government to cut the primary public deficit: to cut public
spending or to increase taxes. If a lefi-wing cabinet increases taxes (or a right-wing cabinet cuts spending),
the policy is likely to be perceived as partisan behavior rather than a sign of a serious willingness to cut
the deficit. Deficit cuts which are perceived as partisan, are more likely to be reversed by future cabinets
of opposite ideological persuasion. On the other hand, a spending cut by the left or a tax increase by the
right are credible policies since they give individuals in the economy information about the need and the
benefits of adjusting. By pursuing actions that cannot be interpreted as furthering their self-interest, that
imply a higher self-imposed cost, cabinets signal that the benefits associated with the policy are
concomitantly larger. This is an application of the “why it takes a Nixon to go to China™ argument,
formalized in Cukierman and Tommasi (1998): an ideological policy-maker signals the potential benefits

of a policy when it follows a policy known not to be her preferred one.

Thus, the story that backs our search for differential effects of fiscal policies by left and right-wing
cabinets rely on the following assumptions:

- Asymmetric information: the economic benefit of cutting the deficit is uncertain and the cabinet has
better information than the public; the cost of fiscal adjustments, namely the increase in taxes and/or
decrease in expenditures, is recognized by policy-makers and the public;

- Partisanship: policy-makers are ideological, that is, the public knows what is their preferred course of

action; in the case of fiscal adjustments, each cabinet prefer either to cut spending or to raise taxes;

% The maxima and minima for these changes are consistent with information on the averages: the maximum and
minimum sample yearly changes in spending and taxes are higher for the left than for the right.
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- Signaling: by pursuing policies that are against their immediate interests, policy-makers provide
information on the economic benefits from fiscal adjustments; left-wing cabinets signal commitment
by cutting spending and right-wing cabinets by increasing taxes;

- Feedback: a sign of commitment to the policy improves the chances of it being successful; in the case
of fiscal adjustments, a perceived commitment to the cut in the deficit unleashes a reaction by the

public that increases the likelihood of the policy being persistent;

The criterion for success used in this paper and explained in section 2 relies on the persistence of
the deficit cut. As mentioned above, this criterion is more likely to be met when one of the following
occurs: the initial change in public spending and/or taxes is condoned by future cabinets; following the
adjustment, there is an expansion in Gross Domestic Product. Adjustments where the left cuts public
spending or the right increases taxes are more likely to be persistent for both of the reasons above: the
initial fiscal action is likely to be validated by future cabinets; because it is credible, the fiscal action is
likely to induce individual agents to increase consumption and investment and this expansionary response

promotes the persistence of the adjustment. This is the feedback mechanism alluded to above.

Previous studies have uncovered that adjustments which rely on spending cuts are the most
successful, as documented in Table I above. In Table IV we can verify that left and right are partisan
specially when they adjust so that the right is more likely to cut spending than the left. These two facts
lead us to expect the right to be more successful than the left. However, as Table V shows, that is not the
case. The existing literature on fiscal adjustments has shown that Left and Right have similar success

rates.”> In our extended sample, if anything, the Left is more successful than the right.

% For exposition of this fact, as well as the composition result mentioned earlier in the paragraph, see Alesina and
Perotti (1997) and Alesina, Perotti and Tavares (1998).

18



Table V
Left and Right and Success in Fiscal Adjustments

Nr. Obs. Loose Tight Success
Left 233 0.21 0.14 0.40
Right 363 0.18 0.11 0.32

The third and fourth columns display the relative frequency of loose and tight periods for the row categories, while
the last column displays the frequency of success in the sample of adjustments. The rows refer to RIGHT and LEFT
cabinets as classified in Budge and Woldendrop (1993). See Appendix 1.

We are then left with three facts about fiscal adjustments:

Fact 1 - Successful adjustments are those relying on spending cuts.
Fact 2 - The left is at least as successful as the right.
Fact 3 - The left adjusts by increasing taxes; the right by decreasing spending.

The way to reconcile these three facts is for left and right cabinets to have different success rates
when pursuing adjustments in different ways. More specifically, it must be the case that, though the left is
less likely to cut spending, when it does cut spending it is more successful than the right. Conversely, the
right is more successful in the few instances when it increases taxes. This leads us to the hypotheses to be

tested in this paper:

Hypothesis 1 - An adjustment pursued by cutting public expenditure is more likely to be successful
if pursued by the left than by the right;

Hypothesis 2 - An adjustment pursued by increasing the level of taxes is more likely to be
successful if pursued by the right than if it is pursued by the left.

We will test Hypotheses 1 and 2, in the following section, by estimating the effect of different adjustment

characteristics on the persistence of adjustments.?®

%% We could also attempt to test the related hypothescs
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4. Empirical Analysis
4.1. The Data

We make use of two types of variables. The fiscal policy and other macroeconomic variables are
taken from the OECD Economic Outlook, OECD (1997). The information on cabinet characteristics —
whether a coalition, a majority and the ideological location - is taken from Budge et al. (1993) and
updated to 1995 by the author. The data set covers nineteen countries of the OECD between the years
1960 and 1995.”” Some definitions are clear cut: if more than one party held posts in the cabinet, it was
classified as a coalition, if the parties supporting the cabinet held a majority of seats in the lower house of
Parliament, it is classified as a majority. As to the ideological position, Budge et al. (1993) classify a
cabinet as left (right) depending on whether at least a majority of the cabinet posts are controlled by
parties classified as left/right. Party classifications derive from a cross-national survey of local experts, for
the most part political scientists, reported in Castles and Mair (1984). Each party was placed on a segment

representing left-right political orientation that is meant to be comparable across countries.

In our sample of adjustments, we include only adjustments initiated by left and right cabinets. The
reasons to exclude fiscal adjustments undertaken by centrist cabinets are various. First, centrist cabinets
are a very heterogeneous lot: they range from strong “caretaker” cabinets, with a clear mandate to address
a particular problem (that could be economic, such as balancing the budget) to very weak coalition
cabinets with no clear leadership or agenda. The interpretation of any results for centrist cabinets, in the
context of ideology and credibility, would be rather unsatisfactory. Second, the results would likely be
uninteresting: adjustments initiated by centrist cabinets are not successful at all in our sample, which
would increase the noise in our search to ascertain the determinants of success. Nevertheless, We\believe
fiscal adjustments by centrist cabinets deserve a separate study. We also believe that the appropriate issues
to be addressed in such a study would be the nature of coalition cabinets and the compromises they

engender, not ideology, the particular source of credibility we are interested in.

Hypothesis 3 - An adjustment pursued by the left is more credible when it cuts spending;
Hypothesis 4 - An adjustment pursued by the right is more credible when it increases revenues.
¥ The countries are Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece, Ireland, Italy,

Japan, Netherlands, Norway, Portugal, Spain, Sweden, the United Kingdom and the United States. Greece, Portugal
and Spain are included only from appropriate dates in the mid-1970's, when these countries became democratic.
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4.2. Specification

Our basic specification attempts to capture the effect of the major sources of credibility on the
probability of a successful fiscal adjustment. We compute Probit estimates of the success indicator on the
independent variables, as suggested by the discussion in Section 2 above. Our sample includes adjustment
years only, where adjustment is defined as a change in the deficit of at least -1.5 percent of GDP. The
dependent variable takes the value 1 if the criterion for success is satisfied, that is, there is a decrease in
the average deficit or the level of public debt of, respectively, 3 and 5 percent of GDP three years after the

adjustment year. In years where none of these criteria are met, the dependent variable takes the value 0.

The right-hand side variables we are most interested is the product of the ideological dummies (left
and right) with the change in the fiscal variable in the adjustment year. We present results for the
interaction of cabinet ideology with total spending, total revenues and each of their components.
Ultimately we are interested in computing what is the effect on the probability of success of a 1 percent
cut in spending/increase in taxes for left-wing cabinets and whether it is significantly different from the
estimate for the right. In all Probit specifications we have included constants for left and right-wing
cabinets to control for direct ideology effects on the likelihood of success, independently of the fiscal
action undertaken. In this way, we can precisely estimate whether left and right have different success
rates because they follow a specific policy. We will interpret any difference in effect as stemming from a
difference in credibility. By examining each of the components of total spending and total revenues we are

able to determine the categories that explain success and are thus important sources of credibility.

As to other independent variables, we have included in the basic specification controls for the following
adjustment characteristics:*®

- Type of cabinet initiating the adjustment - whether it is a coalition cabinet (COAL =1), with ministers
drawn from two or more parties and whether it is a majority (MAJ=1);

- Stage of the business cycle - the rate of growth of real GDP (AGDP) and the rate of growth of
unemployment (AUNR)
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- Fiscal position at the time of the adjustment -- the level of public debt at the beginning of the adjustment
year (LAGDEBT) and the change in public debt in the three years before the adjustment year (CHDEBT).

The dependent variable is computed based on information available only three years into the future
relative to the independent variables, measured at the time of the initial deficit cut. For this reason, we do
not think we run into serious problems of reverse causation. Moreover the independent variable of interest,
the interaction of cabinet ideology and fiscal change, is not likely to be affected by the persistence of the
adjustment. We can interpret the results as capturing a relationship running from fiscal changes to success

and not the other way round.

4.3. Results

Table VI presents the Probit estimates. The dependent variable is a dummy taking the value 1 for
success and each column includes as independent variable the interaction of the ideology dummies with
the change in the fiscal variable whose name is at the top of the column. For example, in the first column
in Table VI, row marked Left, we display the coefficient on the interaction of the dummy Left with the
change in total expenditures, CHEXP. The coefficients on Left and Right reported thus represent how the
likelihood of success changes with a 1 percent increase in a specific category of public spending by each
type of cabinet.” A negative sign indicates that a cut in the spending category is associated with higher

likelihood of success.

For the change in total spending, CHEXP, it can be seen that the more a left-wing cabinet cuts
spending the higher the likelihood of success. The coefficient on Left is significant at the 10 percent
significance level whereas the coefficient on Right is not significant. The size of the coefficient is
substantial: it suggests that a decrease in total spending of 1 percent of GDP leads to a 33 percent increase
in the probability of success. When we look at the different components of spending we can verify that,
whereas both left and right increase the chances of success when they cut government consumption (wage

and non-wage), the significance is always higher for cuts by the left. Note how the left is particularly

% As to the size of the adjustment, there is a high correlation between changes in the deficit and changes in spending and its
components so that we decided not to include it in the specification. However, results do not change when we add the deficit
cut to the specification.

% All probits include, in addition, constants for left and right which we do not report.
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credible when it cuts government consumption, CHCG, or, more specifically, the government wage bill,
CHCGW. The coefficients for these categories are significant at the 5 percent significance level. For other
categories, such as subsidies and transfers, the evidence that the left is more credible is weak. As to public
investment, cuts by the left do not increase the likelihood of success, whereas cuts by the right actually
lower the probability of success.*® Overall our results are consistent with the now current view that
expenditure cuts are an integral part of successful adjustments: for both left and right wing cabinets cuts in
spending tend to be associated with persistent fiscal adjustments. However, with the exception of public
investment, there is no evidence that the difference between left and right is significant.’! Nevertheless,
for all components of spending, the size of the coefficient on the interaction of Left with the change in

spending is larger than for the right, suggesting that the left derives more credibility from deficit cuts.

In regard to the control variables, the fiscal status has a strong and statistically significant effect on
the likelihood of success in the expected way: the larger the level of public debt and the faster its recent
growth the more persistent the adjustment. The coefficient on CHDEBT, the change in the level of public
debt in the three years before adjusting, implies that a 1 percent recent increase in debt leads to a 2 percent
increase in the probability of success. The value of 15 and 5 percent of GDP for average CHDEBT before
successful and unsuccessful adjustments (see Table I) suggest that CHDEBT has a substantial effect on
the probability of success. The coefficient on LAGDEBT is also important: an adjustment pursued at a
debt level of 100 percent of GDP is 18 percent more likely to be persistent than the same adjustment at a
50 percent debt level.* Finally, the government type has also a noticeable effect: coalition cabinets are
less successful than other cabinets and minority cabinets tend to be more successful. Other things equal,
an adjustment by a coalition cabinet is around 50 percent less likely to be persistent and an adjustment by
a minority cabinet is 40 percent more likely to meet success. As to the stage of the business cycle at the

time of adjustment, there is no evidence that it affects the persistence of adjustment in a noticeable way.

* This is consistent with previous work by Alesina and Perotti (1997) who show that unsuccessful adjustments tend to
rely on cuts in public investment. Here we uncover that it is the right that is particularly unsuccessful when it relies on
cuts in public investment.

*! Given the difficulty of changing the entitlements associated with different categories of public spending, cuts by left
or right wing cabinets may be seen as fairly persistent. This effect may overcome possible differences in credibility.

32 These results are consistent with Giavazzi and Pagano (1996) and Perotti (1997), but this is the first time the effect of
these variables is quantified directly in terms of their impact on the likelihood of success.
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Table IV
Determinants of Successful Adjustments
Left, Right and Public Spending

CHEXP CHCG CHIG CHCHTRF CHSUB CHCGW CHCGNW

LEFT*Fiscal Change | -0.33 -0.55 .08 -0.47 <0.58 -0.68 -1.34
(-1.81) (-2.13) (-0.30) (-1.10) (-1.28) (-2.12) (-1.89)

RIGHT*Fiscal Changd -0.07 -0.31 0.56 0.10 -0.23 -0.70 0.37
(-0.01) (-1.24) (1.45) (-0.34) (-0.40) (-1.57) (-0.88)

COAL -0.46 -0.58 -0.50 -0.51 -0.51 -0.66 -0.56

(-2.15) (-2.20) (-2.20) (-2.17) (-2.38) (-2.29) (-2.34)

MIN 0.43 0.38 0.36 0.43 0.49 0.34 0.37
2.07) (1.76) (1.79) (1.74) (2.14) (1.68) (1.75)
AUNR 0.0024 0.0049 0.0061 0.0047 -0.0037 0.0090 -0.0022
(0.24) (0.57) (0.67) 0.42) (-0.41) (1.01) (-0.27)
DEBT 0.0036 0.0043 0.010 0.0084 0.0085 0.0055 0.0066
0.77) (0.85) (1.84) (1.47) (1.60) (1.13) 1.27
CHDEBT 0.021 0.021 0.020 0.016 0.019 0014 0.029
(2.14) 2.11) (1.93) (1.42) (1.92) (1.63) (2.53)
Pseudo R2 0.55 0.59 0.50 0.48 0.49 0.61 0.54
LogL -15.46 -14.05 -17.31 -17.82 -17.66 -13.54 -15.96
Number Observations | 53 53 53 53 53 53 53

Note: All Probit specifications include different constants for adjustments initiated by the right and by the left, not reported. The independent
variables Left*Fiscal Change and Right*Fiscal Change are the product of the ideological dummies Left and Right by the yearly change in the
variable at the top of each column. For each independent variable we report (8F/5x), i.e., the marginal change in the probability of success for the
average values of the independent variables. In parentheses we report the t-statistic. See Appendix I for a complete description of the variables.
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Table VII
Determinants of Successful Adjustments

Left, Right and Government Revenues

CHREV CHTY CHTIND CHOTAX | CHTYB CHTYH
LEFT*Fiscal Change -0.21 -0.21 0.21 -0.46 -0.26 -0.06
(-1.50) (-1.57) (0.52) (-1.03) (-1.49) (-0.3D
RIGHT*Fiscal Change | 0.17 0.26 -0.06 0.48 0.10 0.17
(1.13) (1.45) (-0.26) (1.18) (0.54) (0.76)
COAL -0.55 -0.57 -0.50 -0.51 -0.51 -0.56
(-2.24) (-2.32) (-2.11) (-2.11) (-2.18) (-2.25)
MIN 0.49 0.48 0.38 0.54 0.42 0.37
(2.28) (2.23) (1.85) 2.17) (2.06) (1.75)
AUNR 0.00025 -0.0023 0.0002 0.0057 -0.0028 0.001
(0.02) (-0.22) (0.02) (0.52) (-0.03) 0.11)
DEBT 0.0098 0.012 0.0087 0.0067 0.0080 0.0092
1.77) (2.07) (1.61) (1.24) (1.61) (1.72)
CHDEBT 0.019 0.018 0.020 0.017 0.021 0.021
(1.96) (1.85) (1.93) (1.65) (2.10) (2.10)
Pseudo R2 0.52 0.52 0.46 0.50 0.50 0.46
LogL -16.52 -16.73 -18.61 -17.10 -17.40 -18.52
Number Observations 53 53 53 53 53 53

Note: All Probit specifications include different constants for adjustments initiated by the right and by the left, not reported. The independent
variables Left*Fiscal Change and Right*Fiscal Change are the product of the ideological dummies Left and Right by the yearly change in the
variable at the top of each column. For each independent variable we report (8F/8x), i.e., the marginal change in the probability of success for the
average values of the independent variables. In parentheses we report the t-statistic. See Appendix I for a complete description of the variables.
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Table VII presents results for changes in revenues and its components. The results are clearer than
for public spending: the likelihood of the cut in the deficit being persistent increases with tax rises by
right-wing cabinets but decreases when it is the left that increases taxes. These results are in accordance
with Hypothesis 2, presented in section 3, that the left is less credible than the right when it increases
taxes. The difference between the likelihood of success for the left and the right is significant for total
revenues and for all sub-categories, with the exception of indirect taxes and direct business taxes. The
magnitude of this difference varies but is substantial: the same 1 percent increase in taxes is 0.38 less

likely to lead to a persistent adjustment if pursued by the left.

Summarizing the results in this section, we find support for our hypothesis that left and right
cabinets signal commitment to fiscal adjustment by changing fiscal variables in a way that is contrary to
their partisan interests. Both types of cabinets, left and right, gain credibility by cutting spending but there
is some evidence that the effect is stronger for the left. On the taxation side, our results support the
hypothesis that the left is less credible than the right when it cuts deficits by increasing taxes. The

differences in likelihood of success are important.

The issue that naturally arises in view of the results in Tables VI and VII is whether it is credibility
that is at the origin of the different reactions to fiscal policy changes by the Left and the Right. In this
section, we suggest a possible path to address the issue. If credibility is at the root of the response to the
fiscal action, it should be captured by variables that are affected by expectations about the future. Private
investment is precisely this type of variable: if an adjustment is credible and believed to be persistent it is
expected to lead to lower interest rates in the future. Investment should respond positively to the deficit

cut.

In Table VIII we present the average growth in the shares of Housing Investment, Business Fixed
Investment and Private Consumption in GDP for different adjustments. We divide the adjustments by the
Left and by the Right into those that were mostly undertaken by cuts in spending (CHEXP<-0.02) or
increases in taxes (CHREV>0.02). Table VII displays the rate of growth of these three variables for the
year of adjustment, for one year after the adjustment and for two years after the adjustment. We find that

when the Left adjusts by cutting spending both housing investment and business fixed investment grow at
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higher rates relative to when the Left adjusts by raising taxes. In the case of fiscal adjustments initiated by
right-wing cabinets and business fixed investment the opposite is true: it is after adjustments undertaken
by increasing taxes that business fixed investment grows the most. In the case of adjustments by the right
and housing investment the results are mixed. As for private consumption, there is less evidence of a

difference in growth rates depending on the pair ideology — fiscal action.

Table VIII
Left and Right, Composition of Adjustments and Private Demand
Left Right
CHEXP<-0.02 CHREV>0.02 CHEXP<-0.02 CHREV>0.02
INVPRIV 14 -1.8 33 6.3
INVPRIV +1 7.9 0.4 6.6 22
INVPRIV +2 71 -2.5 4.6 7.2
INVHOU 0.8 5.1 23 -2.9
INVHOU +1 1.5 2.6 -0.8 -5.4
INVHOU +2 3.8 -0.5 -2.2 1.4
INVBUS 1.8 0.6 6.6 10.3
INVBUS +1 10.0 1.0 9.9 6.3
INVBUS +2 9.1 -4.6 7.7 9.9
CONS -1.3 0.9 -0.2 0.3
CONS +1 -0.5 1.0 -0.4 -0.5
CONS +2 0.2 0.7 -0.9 0.04

Note: Values are in percent of GDP. The table considers only the sub-sample of fiscal adjustments, i.e., years when CHDEF<-0.0135.
The sample of adjustments is subdivided into adjustments relying on spending and relying on revenues, that is. Where CHEXP<-0.02
and CHREV>0.02, respectively. The column variables are the rate of growth of the shares of housing investment, business investment
and private consumption in GDP in the year of adjustment, one and two years after adjustment.

Table IX below presents results for Ordinary Least Square regressions of adjustment
characteristics on the growth rate investment, its components and private consumption. The regressors
included in the specification are the same as for Tables VI and VII above but are not their coefficients are
not reported for reasons of parsimony. The first noticeable fact is that for private investment and its
components, housing and business fixed investment, we find evidence that, in adjustment years, the higher
the cut in spending by a left-wing cabinet the higher the growth rate in investment. Cuts in spending by
the right have the same sign (that is, they foster investment) but their magnitude is smaller. For housing
investment cuts by the right actually have a depressing effect. These results are consistent with the view

that spending cuts by the left are more credible. As for increases in taxes, we can verify that increases by

the left have a depressing effect on investment and both its components whereas increases in taxes by the

27



right have a stimulative effect on investment. Again these results are compatible with the hypothesis that
right-wing cabinets that adjust by raising taxes are more credible. Finally, confirming the summary
statistics in Table VIII, private consumption seems to respond in a similar way to fiscal policy changes,

whether pursued by the left or the right.

Table IX
Left, Right, Composition of Adjustments and Determinants of Private Demand
Left*CHEXP Right*CHEXP Left*CHREV Right*CHREV

INVPRIV -1.17 -0.66 -1.44 1.00
(-1.45) (-0.78) (-1.92) (0.68)

INVPRIV +1 -2.65 -1.23 1.63 0.88
(-2.68) (-1.16) (-1.35) (0.49)

INVPRIV +2 -3.80 -0.34 -2.32 4.10
(-2.62) (-0.20) (-1.44) (1.92)

INVHOU -2.42 1.13 -2.84 0.92
(-2.65) (0.50) (-2.89) (0.46)

INVHOU +1 -2.92 -0.65 -2.45 1.21
(-2.26) (-0.54) (-1.82) (0.78)

INVHOU +2 -1.69 1.26 -0.68 3.98
(-1.17) (0.98) (-0.60) (2.13)

INVBUS -0.28 -1.56 -0.37 0.82
(-0.26) (-1.69) (-0.36) (0.50)

INVBUS +1 -2.50 -1.42 -1.42 0.77
(-1.74) (-1.14) (-0.93) (0.38)

INVBUS +2 5.41 -1.28 -3.58 3.93
(-3.25) (-0.64) (-1.80) (1.68)

CONS 0.81 0.20 0.86 0.44
(4.20) (1.33) 4.01) (1.63)

CONS +1 0.38 0.19 0.53 0.41
(1.79) (0.66) (2.22) (1.06)

CONS +2 0.06 0.16 0.10 0.15
0.47) (0.23) (0.87) (0.44)

Note: Robust standard errors in parentheses. All specifications include all the independent variables displayed in Tables VI and VII but
the coefficients and standard values are not reported for reasons of parsimony. The column variables are the rate of growth of the shares of
housing investment, business investment and private consumption in GDP in the year of adjustment, one and two years after adjustment.

5. Conclusion

This paper draws on the assumption that the cabinets of the left favor a larger size of government

than right-wing cabinets to ask the question: does the pair cabinet ideology - fiscal action affect the
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likelihood of success in cutting the deficit? The reasoning is simple, if left-wing cabinets favor a larger
government size than right-wing cabinets, a cut in spending by the left or an increase in taxes by the right
signal commitment to decrease the deficit. By pursuing the course of action that is not favored by their

constituents, cabinets signal the need for adjustment and gain credibility.

We document, from survey data, empirical observation and the literature on partisanship and fiscal
policy, that the left has a preference for higher public spending. The difference in average yearly change in
spending and revenues between left and right is consistent with the prior but it is during fiscal adjustments
that it is starker: the left relies mostly on tax increases taxes and the right on spending cuts when pursuing
fiscal adjustments. We estimate how fiscal changes by each cabinet type affect the likelihood of success
and find evidence that:

1. both left and right are credible when they cut spending, even though the effect is stronger for the left;
moreover, it is by cutting government wages that cabinets are the most credible; right wing cabinets
that cut public investment, lose rather than gain credibility.

2. when the adjustment is pursued by tax increases the left loses credibility while the right gains

credibility; direct taxes and other taxes are the categories where this effect is most evident.

We investigate whether similar fiscal policy actions by left and right-wing cabinets have different
impact on private investment and consumption. We find little evidence of the latter but private investment
and both its components, housing and business investment, seem to react differently to deficit cuts by the
left or the right. Even if spending cuts tend to increase investment whatever the cabinet, expenditure cuts
by the left lead to a stronger positive response of investment than expenditure cuts by the right. The
response to taxes is even more symmetrical, while increases in taxes by the right lead to increases in
investment, increases in taxes by the left actually depress investment. These results are consistent with the

idea that cabinets derive credibility by pursuing fiscal policy actions known not to be their preferred ones.

In sum, our results are consistent with previous results on composition of adjustment and success
that show that adjustments that rely on spending cuts are more likely to be persistent. We also confirm that
coalition cabinets and majority cabinets are more likely to be successful in cutting the deficit and that
when debt is high or has been growing fast in the recent past the likelihood of success in adjustment

increases. But we go beyond earlier results and present evidence that the left is more credible than the
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right when cutting spending. When increasing taxes the right gains credibility whereas the left loses
credibility so that the difference between the two types of cabinets is significant and accords with our
priors. These effects are present for several spending and revenue categories and the size of the impact on
the probability of success is important. The message of this paper is simply stated: it is not only what you

do, it's how you do it and who you are.
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Appendix I
The Data

The sample period is 1960-1995 for the fiscal and the cabinet change data and 1975-1993
for the popularity data. The data set includes Australia, Austria, Belgium, Canada, Denmark,
Finland, France, Germany, Greece, Ireland, Italy, Japan, Netherlands, Norway, Portugal, Spain,
Sweden, UK and USA. Greece, Portugal and Spain are included only after they became democratic
in the mid-1970's.

I.1. - CABINET DATA

The cabinet data for the 1960-1995 time period was taken from Budge, Kemam and Woldendorp
(1993) and subsequent updates. The Political Handbook of the World was used to compute the
changes for 1995. Data for Greece, Portugal and Spain was also assembled by the authors from the
Political Handbook of the World in accordance with the criteria used by Budge et al. (1993).

The cabinet variables used in this paper are:

LEFT (Left wing cabinet) - dummy variable which takes the value 1 if the cabinet which is in

power for most of the calendar year is classified as left in Budge, Kemam and Woldendrop (1993).

The ideological index developed by Budge et al. (1993) locates the cabinet on a lefi-right scale

according to its ideology:

- 1if the share of right-wing seats in government (or of supporting parties in parliament in cases
where parties explicitly support a cabinet without taking any seats in it) is equal or larger to 2/3;

- 2 if the share of right and center parties is between 1/3 and 2/3 each,

- 3 if the center parties is larger than 50 percent or if left and right parties form a government
with no dominant party;

- 4and 5 like 1 and 2 but with left-wing parties. For the US. a Democrat president is classified as
a 1 and a Republicanasa 5.

RIGHT is a dummy variable which takes the value 1 if the cabinet which holds power for the

largest part of the calendar year is classified as right in the above data set.

COAL (Coalition cabinet) - dummy variable that takes the value 1 if a coalition cabinet is in
power, that is, a cabinet which includes ministers from two or more parties. Coalitions can be of
three types: minority, minimal winning and surplus coalitions.

MIN (Minority cabinet) - dummy variable that takes the value 1 if the cabinet has no majority
support in parliament. Minorities can be single party or coalition cabinets.

1.2. - NATIONAL ACCOUNTS DATA

The fiscal data is from OECD (1997) and covers the 1960-1995 time period. The variables
computed from the original OECD data set are:
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CHDEF (Change in Deficit) - yearly change in the primary deficit as a share of Gross Domestic
Product. All other fiscal variables are defined in a similar way: CHEXP and CHREYV are,
respectively, the changes in primary public expenditures and in public revenues as a share of GDP,
CHCG is government consumption, CHIG investment, CHTRF transfers and CHSUB subsidies;
CHCGW and CHCGNW are the wage and non-wage components of government consumption;
CHTY is direct taxes, CHTIND indirect and CHOTAX other taxes; CHTYH is direct taxes on
households and CHTYB direct taxes on businesses.

DEBT (Public Debt) - Public debt as a share of Gross Domestic Product at the beginning of the
fiscal year. CHDEBT (Change in Public Debt) - Change in the level of public debt as share of
Gross Domestic Product in the last three years, up to the beginning of the current fiscal year.

AGDP (Rate of Growth of real GDP) - ratio of real GDP in the current year to real GDP the year
before minus 1.

AUNR (Growth of the Unemployment Rate) - change in the unemployment rate between the
current year and the year before divided by the unemployment rate the year before.

APRIVINV (Private investment) - the growth rate of private investment as a share of GDP.
AHOUINY is the growth rate of investment in housing as a share of GDP. ABUSINYV is the growth
rate of business investment as a share of GDP. The sum of AHOUINV and ABUSINV equals
APRIVINV.
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Appendix 11
Fiscal Adjustments in the OECD

Fiscal Adjustments in the OECD by Country
(1960-1992)

Number of Adjustments
Australia 4
Austria

Belgium
Canada
Denmark
Finland
France
Germany
Greece
Ireland
Italy
Japan
Netherlands
Norway
Portugal
Spain
Sweden
UK

USA

Note: A fiscal adjustment is a change in the primary deficit by at least — 1.5 percent of GDP in a single year.
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Fiscal Adjustments in the OECD by Year
(1960-1992)

Number of Adjustments
1961 1

1963
1964
1965
1966
1967
1969
1972
1973
1974
1976
1977
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992

Note: A fiscal adjustment is a change in the primary deficit by at least — 1.5 percent of GDP in a single year.
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