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CHAPTER 1

INTRODUCTION TO THE TOPIC

1.1. Fiscal constitutions: definition and scope

“Fiscal constitution” is a buzzword. The internetasch engines now report more than three
hundred thousand hits for the term “fiscal consit’,! which indirectly establishes the
popularity of the term. Although used frequenthargrularly in the context of the recent
sovereign debt crisis in the Eurozone, the notibrihe fiscal constitution is rarely precisely
defined. Since the concept of a fiscal constitut®rat the core of this dissertation, it is both

legitimate and desirable to start a “journey” ittie fiscal constitution by defining this concept.

Fiscal constitutions contain a country-specific selaws, rules and regulations, which affect
decision-making in the area of fiscal policiiscal constitutions cover constitutional law asllw

as ordinary statutory law like basic fiscal andafinial laws, rulings of the constitutional court,
norms and cultural commitments. Fiscal constitigioletermine the rules of the public finance
“game”, thereby providing a framework for policy-kegsis and driving or discouraging certain
policy patterns (Brennan and Buchanan, 1980, p.Bj).shaping incentives and limiting

arbitrariness, the fiscal constitution can therefdetermine the course of fiscal policy and fiscal
outcomes (Diermeier and Krehbiel, 2003, p. 127}implified and somewhat mechanical causal

relation from fiscal constitutions to fiscal outcesnis shown in figure 1.1.

! See, for instance, Google Scholar availablevaiv.scholar.google.corfaccessed on February 27, 2015).

The notion of fiscal constitution was presumablyined by Buchanan and Wagner (1977, p. 23).
According to them, fiscal constitution is a setf@fmal and informal rules governing fiscal choitéote
that James Buchanan was a Nobel Prize winning ecisho in 1986 (see
http://www.nobelprize.org/nobel_prizes/economicescies/laureates/1986/buchanan-facts.htratcessed
on March 5, 2015).




Figure 1.1. Fiscal constitutions shape fiscal polc the link from institutions to outcomes

Fiscal Behg\i/(l:or of Fiscal Fiscal
constitution gctorys policy outcomes

Source Raudla (2010, p. 111). The figure neglects endetg i.e. the way fiscal outcomes may contribtde
shaping fiscal constitutions, or when both fisaaicomes and fiscal constitutions are simultaneosisgped by other
factors.

Even though at first glance the notion of a fisoahstitution suggests a reference to the written
constitution as a document such named, acadengand®ers also refer to the broader definition
of a fiscal constitution. According to Berggren a#dirrild-Klitgaard (2002), one should
distinguish between the fiscal constitution in aroa sense and the broad (effective) fiscal

constitution.

The narrow fiscal constitution will be perceivetetally as a set of provisions affecting public
finance, which are enshrined in the written contth3 As such, the narrow fiscal constitution
provides a (relatively) stable institutional franmW for fiscal policy over timé.The stability of
fiscal constitution is guaranteed by high and erdable political costs for breaching, bypassing
or changing constitutional law. According to Draz€2004), there are two features of

constitutional law that potentially impose highipohl costs.

First, constitutional law is granted a high statua hierarchy of the legal sources by virtue & th
fact that constitution is more difficult to amendabolish. Constitutional law is typically subject

to harsher amendment procedures than ordinarytetataws® Stringent procedures increase the

8 Constitution is at the apex of the legal systéecording to the hierarchy of legal sources appliethis
thesis, ordinary statutory laws, regulation and iaitrative decisions are subordinated to the dturigin
and can be reviewed for compliance with the camstib (in Latin the concept is known 8 superior
derogat inferior) (Akehurst, 1975). See also Kelsen (1958, traiusict982).

4 There is an inherent trade-off between stabdityg flexibility of the constitution. Constitutionklw cannot
easily adapt to a changing environment because dingeithe constitution is usually a tough exercise.
Given this inflexibility, an ill-designed fiscal ostitution could be therefore a persistent burdenareful
ex-ante design of a fiscal constitution is, hemssential (Campanella, 2011).

5 Besides qualified-majorities and popular referend, waiting periods and (in federal systems)icatifons
by states are often required to amend a constitaitiprovision. Due to these restrictions, the deutgbnal
law is rarely changed even under tempting circuntgia. For instance, in Australia the constituticasw
changed merely eight times since its outset in 180i% because the Constitution of Australia regsia
referendum in which double majority is needed tespan amendment, i.e. eligible citizens need te vot
‘yes’ nationally, as well as in the majority of s
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costs of amending the constitution, i.e. transactiosts to build a coalition for constitutional

amendment.

Secondly, constitutional law refers to issues #ratconsidered fundamental to society in a deeper
conceptual sense, similarly to basic rights orrtiee (Drazen, 2004, p. 26). The elevation of the
principle of fiscal sustainability to constitutidiaw, ranked at the apex of the hierarchy of legal
sources, may signal the fact that fiscal discipigperceived as a basic goal of society or that th
society attaches fundamental significance to milarly to freedom of speech, for instance). A
fundamental right enshrined in the constitutioonng that is seen by its very nature as being more
persistent than an ordinary legislation (Draze)42®. 26). Additionally, non-compliance with a
fundamental right may bring a more fierce reactistinpng criticism from the public and incur
more negative publicity, as compared to the breddm ordinary legislation (Blume and Voigt,
2013). This imposes high reputational (prestigegt€@n the incumbents, which harm their re-
election prospects. It is also of note that comtitinal provision ensures greater visibility, which
reduces the costs of monitoring for compliance elery society, constitutions attract special
attention. People are willing to discover what thigjhts are and whether or not they are violated.
The legalization of a fiscal rule on a constitudbmevel may therefore induce the creation of
mechanisms to monitor compliance that had not presly existed (Drazen, 2004, p. 22). These
mechanisms may be created outside the politicalesysfor example, within civil society

(especially through non-governmental watchdogsi e press.

From their early days, constitutions have contaiseghe provisions pertaining to public finance
(Kosikowski, 2004). The very first constitutions m@efocused, however, on general procedural

rules regarding taxes and state bud§eWore restrictive constitutional regulations on [icib

6 TheFrench Constitution 179% one of the first constitution ever enacted —diegoted the whole chapter
to issues related to public finance. The section emtitled “About public taxation”. To some extettitis
practice of placing public finance provisions withéa stand-alone chapter was continued in the next
centuries. For instance, the section entitled “R@ed can be found in thBelgian Constitution 183and
the Prussian Constitution 1850The separated chapters on public finance undéereint labels were
entrenched in th&innish Constitution 191%he Estonian Constitution 192@he Lithuanian Constitution
1922 and theRomanian Constitution 1923Constitutions launched after the World War |l ree¢o
recognize the pattern of devoting the entire chraftdssues pertaining to public finance. For exiEmp
these were the cases in Japan (1946), Germany )(1848ece (1975) and Spain (1978). Also Israel
devotes one of its basic laws of 1973He State Econontp regulate financial flows from and to the state.
The separated chapters on public finance are iadadiso in the new constitutions of some post-istia
countries, i.e. Slovenia (1991), Lithuania (19)snia and Herzegovina (1995), Poland (1997), Alban
(1998) and Hungary (2011). The primary purpose afiig an exclusive chapter on public finance in

3



finance, i.e. especially numerical fiscal rdlekave begun operating within a constitutional
framework only recently. Notwithstanding that, ctagions are somewhat crude documents and
their meaning is made precise, and thus workallly, lmy ordinary statutory laws, constitutional
court decisions and overarching norms. Althoughcientry’s constitution is the most important
contract for a given country and it sets the framdwor all other contracts, i.e. statutory laws,
regulations and judicial decisions, it is also atlygincomplete contra&tConstitutions frequently
contain broad and imprecise provisions, which leavple leeway for reinterpretatidri®&odden,
2006, p. 358). As a result, a plethora of othealegrangements with lower status in the hierarchy
of legal sources (e.g. secondary statutory lawsgiip regulations, judicial decisions) attempt to
fill the grey areas uncovered by the constitutian somply complement broad and vague
constitutional provisions. Another problem with thielack letter” constitution relates to an
implicit constitutional change (Voigt, 1999). This the change that relies on the modified
interpretation of the constitutional document amat on its explicit amendment. While the
meaning of the constitution might change, the dartginal document itself remains unchanged.
For that reason, one may argue that the broaditiefirof fiscal constitution is somewhat more
accurate than the narrow definition as it allows thclusion of all actual rules guiding fiscal
policy, both on constitutional and “sub-constitatd’ level in written and unwritten form. Due to
the fact that constitutional law provides only ageal framework for conducting fiscal policy and
is, therefore, very incomplete institutional franely this dissertation applies the broad definition
of fiscal constitution, although in some parts #raphasis is specifically placed on the fiscal

constitution in a narrow sense. Consequently, far purpose of this dissertation, the fiscal

constitutional law is to stress the importanceisgdl! framework in the whole subject-matter regedalby
the constitution. For more on history of fiscal @ss of constitutions see Sokolewicz (2005).

7 Numerical fiscal rules are defined as enduringfifational (legal) restraints on public financgpitally
expressed in terms of a quantitative indicatorfigcal performance (Kopits and Symansky, 1998,)p. 2
One of the best-known examples of the numericahfisule is the deficit ceiling of 3% of GDP impdse
by the Maastricht Treaty (formally Treaty on ther&ean Union).

8 Constitutions, as any other contracts, are indetapi.e. they do not regulate for all possiblatowencies.
This is due to the insurmountable transaction cogpothetically involved in designing a completallf
specified) constitution covering all possible statéthe world (Schéfer and Ott, 2004, pp. 278-280)

° For instance, in Canada constitution assigngtvweer to spend on anything needed for “peace, @ddr
good government” to the federal level. On the ottemnd, it endows provinces with the right to spend
“property and civil rights”. Over the last 150 ysasince 1867 a system has evolved with respect to
spending in which anybody can do almost anythimgesialmost anything can be interpreted as having to
do with “peace, order and good government” or “grtypand civil rights” (Bird, 2014).

4



constitution consists of all legal arrangementsrespective of their status in the hierarchy of

legal sources — and norms, which influence the gondf fiscal policy and, thus, fiscal outcomes.

1.2. Description of the problem and purpose of this dissrtation

An overarching question posed by this dissertaowhy does the public debt graisee figure
1.2), andwhy are fiscal (debt) crises repetitive and so wptead (see figure 1.3)? In other
words, why do countries not learn from their owrstakes and the mistakes of their counterparts
in preventing the growth of public debt and fiscates? From the behavioral point of view, one
might argue that the problem is with the fallacytlod “this time is different” perception. “This
time is different” syndrome relates to over-optimisegarding the risks stemming from high
public debt and the likelihood of the fiscal crisiscurrence (Reinhart and Rogoff, 2011, p.
xxxiv). Irrespective of past events, the subsequgvernments continuously claim that they
apply better policies than their predecessors, tiey are more knowledgeable, and that they
learn from past failures. If fiscal crisis occunsedto high public debt, the governments tend to
attribute it to the external shocks and mistakesrodted by the predecessors, rather than to their
own policies. Likewise society persuades itselt tha contemporary boom, unlike many booms
that preceded collapses in the past, is built aamddbases, structural reforms, technological
innovation, and decent governance (Reinhart ancbfRog011, xxxiv). However, “this time” is
almost never different. A recent sovereign delstiglin the euro area, which can be traced back to

2010, exemplifies it perfectly.



Figure 1.2. Evolution of central government public debt in advanced and emerging
economies
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Source Reinhart and Sbrancia (2011, p. 8).

Figure 1.3. Countries in default by their share ofworld income in the period 1800-2006
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The behavioral fallacy of “this time is differerdttitude still does not provide a full answer te th
question:why do governments generate permanent deficits dhase ever-growing debt and
trigger fiscal crisis?It seems the main problem relates to the factfieaal policy is a result of
the political process, which turns out to be biasmdard a deficit® The public choice literature
provides an insight into this “political deficit 48" problemi! This literature emphasizes that
politicians — similarly to other individuals — aigerested in pursuing their own objectives. For
politicians these are re-election prospects, rdjoutal rewards, and maximization of private
gains. These objectives are often pursued by mehbsdget deficits. What is attractive about
deficit is its short-run effect (short-term econorhbost, if any), which might come at the expense

of some negative short- and long-term consequeseessection 1.3).

10 Deficit as a fiscal phenomenon has its economiomale conceptualized by Barro (1979). According
Barro’s tax smoothing hypothesis, the deficit amel $urplus should be used optimally in order toimire
the distortionary effect of taxation. To avoid thegative effect of increased taxation, the optiswdilition
is to keep the tax rate constant over the busiogsle, i.e. to allow for the budget deficits duritige
economic downturn and surpluses during the econapiarn. The tax smoothing hypothesis states that
under the assumption of symmetric business cydleth the deficits and surpluses are supposed to
equalize and be neutral for the accumulation ot.dEberefore, the more permanent accumulation bf de
occurs only when periods of stagnations, recessimuswars prevail over the economic prosperity and
peacetime. However, as pointed out by Roubini aachS§ (1989), the tax smoothing hypothesis cannot
explain a sharp debt accumulation in developed tt@msin 1970s and 1980s. The actual deficits of th
time were too large as compared to what would hbeen justified by the unfavorable economic
conditions. Barro’s model also fails to explain wdtgbt accumulation occurred in some countries arnd n
in others. Consequently, Roubini and Sachs stresedhe driving forces of the excessive and past
deficits are rather political in nature.

u There are at least six well established hypothesglaining the political deficit bias. (Ihe political
business cycle hypothesishich says that fiscal loosening occurs prioretections and is only rarely
compensated by fiscal tightening after the elestifMordhous, 1975). (ZFhe fiscal (deficit) illusion
hypothesigelies on the fact that electorate underestiméueguture tax burden related to the current debt
(Alesina and Perotti, 1996). Owing to the boundatibnality of electorate (Simon, 1985), politiciazuse
prone to spend excessively while keeping currematian unchanged. (3)ntergenerational conflict
hypothesisstems from the fact that future generations adetnepresented in collective decision-making
(Tabellini, 1991). Since incumbent governments db face opposition from the next generations, they
increase current spending knowingly that burdempudilic debt will be shifted to future generatio(4)
Hypothesis on strategic use of public dedys that if the government is not sure of beaiglected, it will
behave strategically by reducing a room-for-budgeineuver of future government through excessive
deficit policy (Tabellini and Alesina, 1990) (3he conflict of interest (war of attritiorjetween political
parties within the coalition government resultaistrategic political bargaining leading to a delhfiscal
reform and, thus, to excessive deficit over a lorggriod of time (Alesina and Drazen, 1991). T8l
fiscal common problemesults from the fact that general taxation isdusefinance the needs of specific
constituencies or targeted public policies (Weingdsl., 1981). Under these circumstances, iat®mnal
for politicians to increase spending for their &eal districts because the benefits are interedlizy the
district voters while the costs are spread amomgige taxpayers. Since all politicians might thadkng
these lines, the consequence is the tragedy afiftsommon” (Alesina et al., 1997).
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Fiscal constitutions should be crucial in reducipglitical deficit bias”. Fiscal constitutions — if
complied with? — should set credible rules that drive or discgeraertain policy patterns and
reduce political discretion in the area of fiscaligy. Given the occurrence of permanent deficits,
excessive debts and repetitive fiscal crises, imatedjuestions that arise are as follows: Why are
the current fiscal constitutions unable to prevaolitical deficit bias? Are fiscal constitution$- il
designed? Alternatively, is our knowledge aboutdionstitutions and how they influence fiscal

behavior and outcomes really sufficient to givepamopolicy recommendations?

This dissertation presents a rather critical antseovative view concerning the questions posed.
The claim here is that the current knowledge abletworking of fiscal constitutions and how
they influence deficit and debt is deficient, arad sufficiently robust to achieve educated policy
advice. Facing a trade-off between exhaustivenedspeecision, this dissertation pays particular
attention to precision. Consequently this dissematinstead of searching for an exhaustive
answer to the overarching questiomity does the public debt grow and why are fiscades
repetitive?, rather takes a step back and asks much narrquestions. Those narrow questions
are selected after reviewing and identifying themveeaknesses and critical gaps in the modern

literature on fiscal constitutions.

The literature on fiscal constitutions and thefeefs is organized within three main streams, i.e.
numerical fiscal rules, procedural fiscal rules galitical institutions. The former refers to

Buchanan’s concept of rules, such as balanced biddgependitur&’, revenué® and debt rules.

12 It almost goes without saying that for fiscal stitutions to be effective (i.e. successfully cotréor
political deficit bias and make fiscal policy mgreedictable and disciplined) they must be compigith.
If fiscal rules and norms are permanently violatedhanged, they cannot really be considered asesits
of the fiscal constitution (see continuous amendsmémGramm-Rudman-Hollings Deficit Reduction Act
1988in the US and the Isradlieficit Reduction Law 199XDrazen, 2004, p. 25).

13 For instance, the constitutional debt brake esthat Switzerland in 2001 is one of the exampleshef
balance-budget rules (see Article 126 of 8veiss Federal Constitution 1999 his rule dictates the budget
balance over the business cycle, i.e. practicakyd’ deficit (any deficits and surpluses are sigggoto
cancel out within the economic cycle).

14 For instance, in Poland the expenditure growtHirsted to the real GDP growth rate, taking into
consideration the inflation forecast for the upcognyear (Article 112aa d?ublic Finance Act 2009

15 For instance, Lithuania introduced a revenue iul2007. According to it, any unexpected revenitiiw
the year should serve to cut the general governrdefitit (see Article 3(4) othe Law on Fiscal
Discipline 2007.

16 A good example of the debt rule is the Polishstitutional debt ceiling established in 1997, whsehs the
upper limit of 60% of GDP for the public indebtedae(see Article 216(5) of theolish Constitution
1997).
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The second stream of literature was developed lbyHagen (1992). This literature focuses on
effects of procedures guiding the preparation, &dopand implementation of the state budget.
The third stream of literature is best conceptealiby Persson and Tabellini (2003). They
investigate the effects of political institutions different fiscal variable¥. Their main inquiries
pertain therefore to fiscal effects of basic ingiinal choices such as (1) parliamentary versus
presidential system, (2) unicameral versus bicampaliament® (3) proportional versus
majoritarian electoral system, (4) unitary (cented) versus federal (decentralized) countries, (5)
strong versus weak judiciary, and (6) broad versrsow direct democracy. A concise literature

review of empirical research on the fiscal constins follows.

The pioneering empirical studies on the effectiwsnef the numerical fiscal rules were conducted
in the United States (hereinafter the US). Foraineg, Bohn and Inman (1996) demonstrate that
restrictive budget balance laws are conducivedcafidiscipline. Their empirical investigation is
pursued for 47 U.S. states over the period 1970-198e overall results suggest that the states
with end-of-the-year no-carryover balance budgktsrinave lower deficits than the states where
the fiscal rules are less stringent. Besides thesrdesign, the effectiveness of the fiscal ruges
also dependent on their legal status and enforcemeonhanism. It turns out that states where
rules are embedded in the states’ constitutionthedSupreme Court judges are independently
elected have better fiscal position than stateb witly statutory enshrined rules and politically
appointed judges. Moreover, in states with tigfiitgzal rules, adjustments are mostly achieved
through the reduction of current spending rathanttihrough the increase in taxes. Primo (2007),
on the other hand, conducts an empirical examinatib constitutional and statutory budget
balance laws for 47 U.S. states for the period 188%. Contrary to Bohn and Inman (1996),
Primo investigates the effectiveness of the rutesanstraining the overall level of spending.
Results suggest that constitutional budget balgroisions that prohibit deficit carryover,

enforced by the Supreme Courts, by which judge®keeted (and not appointed), are effective in

e Political institutions only implicitly (indirecyl) influence fiscal performance. It means that aierfiscal
outcomes are actually the byproducts of particptditical interactions and incentives. This is gany to
the numerical and procedural fiscal rules, whick eonsidered as direct constraints of politicatéls
incentives and serve as explicit guidelines fordamidry policy.

18 Bicameralism is the separation of the parlianetat two chambers (so called upper and lower chapdre
first and second chamber). Importantly, once thgasation is in place, law to be enacted usualijyires
the approval of each chamber (Hickey, 2013). Contra this, unicameralism relies on existence dfyon
one chamber of the parliament.



keeping down states expenditure. The author alseiges evidence that statutory rules, enacted
in 1970s in order to explicitly limit tax and exgkture, are not effective in restraining the growth

of states’ spending.

Feld and Kirchgassner (2008), on the other haneégsingate the effectiveness of the statutory debt
brakes (balance budget rules) in the Swiss canidms.empirical examination conducted for 16
Swiss cantons over the time span 1980-1998 sugdestsdebt brakes positively influence
cantonal and local budget balance. Consequentgy tre effective in constraining short-run
fiscal policy incentives. Furthermore, Krogstrupdawalti (2008) find a positive effect of the
fiscal rules on the cantonal fiscal performance, restrictive rules lead to a drop in budget
deficits. Their panel investigation encompassesa@itons in the years 1955-1999. Tellier and
Imbeau (2004) and Grembi et al. (2011) investigideal rules’ effectiveness in Canadian
provinces and Italian municipalities, respectiveélynie former study analyses the stringency of
anti-deficit laws in the panel of 10 Canadian pnoés over the period 1968-2000. Since stricter
fiscal rules are associated with lower deficitg #tuthors conclude that rules are effective taols i
restraining opportunistic politicians. In additicBrembi et al. (2011) find that fiscal rules matter
for a fiscal performance. The authors exploit asiiexperimental setting of the fiscal reform,
which was carried out in the Italian municipalities 2001. Overall, as demonstrated by the
authors, the abolishment of the balanced budgetled to a 40-60% larger budget deficit in the
exempted municipalities. This fiscal gap was laygelie to the tax reliefs and consequently

reduced municipal income.

One of the first cross-country analyses of numerfisaal rules was pursued by Alesina et al.
(1999). These authors measure the stringency ofulles by means of a composite indicator of
budgetary process. The indicator quantifies allcpdures and rules which guide drafting,
approval and implementation of the budget for 2@rLAmerica and Caribbean countries in the
years 1980-1992. The empirical results suggestti@avalue of the index negatively correlates
with the primary budget deficit. After decompositige index into three sub-indices, i.e.
borrowing constraint, agenda setting, and transpgresub-indices, it turns out that only the
borrowing constraint component is precisely estadaind reaches standard level of significance.
Therefore, fiscal targets and debt ceilings arentust crucial in limiting the scope of public
deficit.

10



Ayuso-i-Casals et al. (2007) is one of the firsidgts to investigate the effectiveness of national
numerical fiscal rules in the European Union (heaéier the EU). Their empirical examination
comprises 22 EU member states over the period 2098- To capture the rules’ effectiveness, a
synthetic indicator of numerical fiscal rules wasated. It encompasses the qualitative features of
the fiscal rules such as their coverage (geneeiral and local government), legal status,
monitoring, enforcement (whether certain actiorestaken in case of rules’ violation) and media
visibility. Stronger fiscal rules are reflected anhigher indicator. Overall, the authors show that
the existence and strength of numerical fiscalsrplesitively correlates with fiscal discipline. The
coverage and the enforcement turn out to be the amasial dimensions of the numerical fiscal
rules, which matter for the capacity to guaraniseaf discipline. Consequently, the larger the
coverage (preferably general government) and ttenger the enforcement mechanism of the

rules, the more successful the rules in constrgifigtal profligacy.

The effectiveness of constitutionally embeddedalistiles in constraining a growth of public
expenditure is studied by Blume and Voigt (2013)eif cross-section analysis investigating 47
countries suggests that constitutional numericsddli constraints are marginally effective in
restraining the growth of total public spendinguBe and Voigt also conclude that numerical
fiscal rules imposed by the Maastricht Treaty haweffects.

The positive effects of numerical fiscal rules ascél discipline can be found in many other
studies. These are among others: Woo (2003), Adt laassen (2006), Lagona and Padovano
(2007), Tapsoba (2012), Foremny (2014), Kantoro&¥.5). The negative effects of rules such
as fiscal gimmickr§? or crowding out of capital investmefftsare discussed by, for instance,
Kopits (2001), Milesi-Ferretti (2003), Blanchardda@iavazzi (2004).

19 In order to comply with the rules, countries ofteesort to the so-called “fiscal gimmicks”. Fiscal

gimmickry is typically materialized through the atwe accounting methods, one-off measures and off-
budgeting. Creative accounting methods refer dofiti@ncial operations which influence fiscal detfici
and debt (typically downward). Among others, the stnaisual accounting gimmicks are the
misclassifications of the capital injections (etg. the chronically loss-making public enterprises),
overoptimistic growth forecasts and favorable mdttogies of estimating potential output (e.g. Hokli
Prescott filtering of real GDP). One-off measuiagdurn, are classified as government decisions 0én-
recurrent nature. Most typically, they influencevgmment budget balance in a given year and not
permanently. For instance, the privatization of-fioancial assets owned by the state, tax amneatids
accelerations of tax intakes are among the moguémetly used one-off measures. Lastly, off-budggtin
methods refer to the creation of extra-budgetamyd$&) which serve to execute government spending
without revealing them in the official budget stéitis (e.g. corporatization of entities in charge o
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Contrary to the numerical fiscal rules, which camthdinding numeric targets, the procedural
fiscal rules focus on the budgetary process. Tlequtural fiscal rules consist of all regulations
governing the decision-making process leading te tbrmulation of the budget by the
government, its approval by the parliament andnifglementation by the executive (von Hagen,
1992; von Hagen and Harden, 1994, 1995). Theretwoe models of procedural rules, i.e.
centralized procedural rules and fragmented (deakered) procedural ruleg greater number of
agencies with decision-making power over the buadget representing the interests of different
constituencies (e.g. ministers, political parties)ds to the fragmentation of budget process. The
fragmentation, in turn, induces aggravation of fiseal common problef and thus leads to
deficit bias (Kontopoulos and Perotti, 1999). Toeyant fragmentation, more centralized
procedural rules need to be adopt@éde hypothesis that centralization of the budgeicess
reduces the fiscal imbalances via elimination oé thiscal common problem was tested
empirically. On the one hand, the studies undetireecrucial role of finance ministers as fiscal
entrepreneurs able to centralize the budget pro@&ssng finance ministers are powerful in
reducing the number of amendments at the parliaangrdtage and limiting changes at the
execution stage (Hallerberg et al., 2006; 2009;rigmband Mody, 2006). On the other hand,
there is also some empirical evidence in favorh&f tontract approach. Contracts, which are
signed at the planning stage of the budget, aet af ©inding fiscal agreements that include fiscal
objectives and limitations negotiated among all rbhersa of the government. The negative
correlation between the degree of centralizationugh contracts and debt-to-GDP was found,
for example, in 10 CEE countries (Gleich and vomgéta 2000; Gleich, 2003).

Various political institutions also have effects fiscal variables. For instance, Persson and
Tabellini (2003) investigate the fiscal effectstwb constitutional institutions, namely the form of

government (presidential versus parliamentary systeand the electoral system (majoritarian
versus proportional). They consider four groupgisafal outcomes: (1) government expenditure,

(2) tax revenue, (3) budget balance, and (4) slreocial welfare spending. Persson and

infrastructure with the aim to exclude them andegided risks from the government’s balance sha@ég.
description of fiscal gimmicks is based on Koen gad den Noord (2005).

20 In order to meet the numerical fiscal targetdjcyemakers are occasionally required to cut speadi
Typically, the capital investment is the categofgpending where reductions can be pursed easity &
political point of view. Note that, contrary to p#e, “roads” cannot protest against spending reduct

2t See footnote 11 for the description of the fismahmon problem.
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Tabellini demonstrate that presidential and maoanh systems have significantly lower
government expenditure than parliamentary and ptigpal regimes, but also lower tax revenue,

smaller budget deficit, and spend less on socihheglfare programs.

The form of government and the electoral systeraqat the only political institutions which are
important for fiscal outcomes. For instance, therditure argues that the prevalence of a bicameral
legislature might decrease the size of governm@négaz and Moser, 2004) and negatively
influence fiscal discipline (Schwarz, 2006). Somesifive effect of the direct democracy
mechanisms on fiscal discipline is found, on theothand, by Blume and Voigt (2006) as well as
Kiewiet and Szakaly (1996). Moreover, Eslava (20€&)ws that the stronger the involvement of
constitutional courts in policy-making, the hardeis for the government to undertake fiscal
adjustment to reduce budget deficit. Evidence digiary shaping fiscal outcomes is also found
in Tridimias (2006), Vaubel (2009) and Kantorowi{@014). In addition to that, a secular trend
towards decentralization triggered a debate oralffisffects of decentralization and federalism
(Stegarescu, 2005). In this context, Eyraud andinyas (2013) show that vertical fiscal
imbalances (hereinafter VFI) — mismatch betweerallagpending and local revenue — are
associated with higher general government defiwit @nsequently also greater public debt. On
average, the general government deficit is founddeteriorate by 1% of GDP for each 10

percentage point increase in VFI (Eyraud and Luwsing013, p. 571).

Although, as presented, a plethora of researclisehiing the elements of fiscal constitutions
with fiscal outcomes, their credibility is questidile as they rarely find a causal relationship
between institutions and outcomes (Eslava, 201DstMf the research linking institutions and
fiscal outcomes relies on correlations betweenrtwte However, correlations do not always mean
causality, due to omitted variable bias or selesgbn (see section 1.4). Also whereas research on
numerical fiscal rules and to some extent on tleeguural fiscal rules is abundant, the political
institutions seem to be less well-researched inctivgext of fiscal outcomes, largely due to the

fact that they affect fiscal outcome only indirgctl

Another problem with the studies linking institutwith outcomes is that they rarely analyse the
interaction between institutions comprehensiveheréby neglecting that the manner in which

various arrangements fit together might be crudcimbutcomes. Indeed, certain combinations and
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interactions of building blocks might be more cocigie to achieving policy objectives such as
sustainable fiscal outcomes or crisis preventiasiaia, 2011; Voigt, 2011a; 2011b; 2013).

There are three further under-researched analydicaénsions of the fiscal constitutions. First,
fiscal constitutions are rarely studied in a dymarmihistorical — context. Therefore, the literature
almost entirely ignores the questiomow are distant historical events able to influertbe
contemporary fiscal outcomeS$zcond, most of the research concentrates onotimohtal fiscal
relations i.e. fiscal relations within the same té government (i.e. central or sub-central level)
A vertical dimension of fiscal constitution, whidbcuses on relations between the levels of
government (i.e. relation between central and sriral level) is examined to a lesser extent.
Lastly, the vast majority of the research on fismatstitutions is interested in finding the effects
of fiscal arrangements. Questions regarding thgiregiand the driving-forces behind reforms of
the fiscal constitutions are rarely asked.

Given the overarching question of this dissertatidawhy does the public debt grow, and why are
fiscal crises repetitivé?- as well as gaps in the literature on the fismaistitutions, four sets of
narrow and precise questions are selected. Thesstigos help shed some light on the
overarching question. Occasionally, as explicitlgntioned, they also touch upon some other
fiscal phenomena. The narrow questions asked $rdiksertation are as follows:

* Question 1: What is a genuine causal relationbkigveen the electoral systems and
fiscal outcomes? How do electoral systems influevesical fiscal imbalance, i.e.
mismatch between local spending and revenue? Addily, is there any relation

between the electoral regimes and the composifipulolic spending?

* Question 2: Does history matter for fiscal outcefhévlore precisely, can distant

historical events impact vertical fiscal imbalamtea causal way?

* Question 3: How do judges adjudicate in fiscalesagcases with some budgetary
implications) as opposed to other cases? Is theigug able to shape fiscal outcomes,
such as for instance fiscal deficits, in any systéenway?

* Question 4: How do the building blocks of fiscalnstitutions interact? Does the
manner in which the building blocks are combinefluence a growth of public
14



expenditure and public debt as well as the likathof fiscal crises? Also, what are

the driving forces behind the reforms of the fismahstitution?

Overall, the main purpose and scientific contribatof this dissertation is threefold. First, this
dissertation establishes a genuine causal relfijprisetween the selected elements of fiscal
constitutions and outcomes by applying cutting-e@genometric tools (question 1 and 2).
Second, it sheds some light on largely neglectstitinions and institutional interactions that
might play a role in shaping fiscal outcomes (qgoes®, 3 and 4). Third, this dissertation is
interested in examining the effects of fiscal cdonsons in the intergovernmental context

(question 1, 2 and 4). The detailed structure igfdissertation is given in section 1.6.

1.3. Societal and scientific relevance

Before the Keynesian revolution, i.e. in the presld@ar Il period, the national budgets around
the world were generally managed in a fiscally oesgtble manner (Buchanan and Wagner, 1977,
pp. 13-16). An overarching philosophy was that fib@eral budget is like a household budget,
which should be managed in a sustainable mannet.i¥mot to say that deficits did not occur at
all. The departures from fiscal discipline werewgwer, justified publicly and analytically.
Typically, the budget deficits were emerging in tiféeermath of the economic crises and wars.
However, the subsequent debts were usually repeaidly after these unforeseen circumstances.
After World War I, the fiscal prudence largely dabrated. According to Buchanan and Wagner
(21977, pp. 21-22), the main reason for fiscal detation was a new legacy of aggregate demand
management by the government (the Keynesian agproébe demand management, instead of
being neutral for the budget in the medium-terns tesulted in a permanent increase in public
expenditure that outpaced revenue collection (Kp@®001). It turned out that politicians were
very eager to use their mandate to spend excegsiveéduce taxation during recessions in order
to stimulate aggregated demand. However, the galithcentives set in the fiscal constitutions to
offset the deficits in the time of economic prosfyewere very weak. The overall result of this

switch in the “fiscal philosophy” was a pro-cyclidaudgeting, enduring deficit and debt, which
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triggered a chain of social and welfare implicasioBelected social and welfare implications are

as follows.

First, the maturing debt and its servicing coses,the interest rate for borrowing, need to bel pai
off. This can be done by two means: firstly, thdouan increase in taxation and, secondly,
expenditure reduction (Ball et al., 1995). A pattily easier method to cover debt and its
servicing costs is usually through a revenue (lasjease (Rztca, 2008). A spending reduction
might cause protests by strong interest groups fltieigefrom particular expenditure categories
that are meant to be cut. A revenue increase magvea greater once the debt reaches an
unsustainable level, i.e. when financial marketgine greater risk premia for lending. High taxes
imposed due to debt and its servicing cost migivehaegative economic consequences. They
may discourage people from work, from pursuing ghhievel of education and from saving
(Rzoaca et al., 2008). Due to increased taxation, soetple may also transfer their activity to

the black market where the level of business uatsit is relatively high (Rzea et al., 2008).

Second, deficits might deepen the income inequdldgween high and low-income persons
(Mankiw, 2000). On the one hand, the interest paytsgo to the wealthy individuals who have
sufficient resources to purchase government treesu®n the other hand, higher taxes due to
interest payments on debt are imposed on geneqadyars and, hence, also on the low-income
individuals. In order to mitigate the social inelifyathe government may decide to increase taxes
only for the rich and, therefore, to overburders gocial group with excessive taxation. However,

excessively high taxes have negative effects, wiviete already mentioned above.

Third, deficits, which are covered by private sggnmay crowd out private investments (Fischer
and Easterly, 1990; Friedman, 2005). Competitiamvben government and investors for savings
might result in higher interest rates. Higher iasgrrates, in turn, eliminate a pool of private

projects that could have been pursued once theesiteate was lower.

Fourth, if the deficit is covered (even partiallgy foreign capital, this may lead to higher
exchange rate volatility (Calvo and Mishkin, 2008gt, currency fluctuations make return from
exportation unpredictable and thus may discouragibss from undertaking export activity. The

result might be a lower international integratidriree indebted country (Raoa, 2008).
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Fifth, an increase in debt is typically inflatiogan countries with large indebtedness (Fischer and
Easterly, 1990; Kwon et al., 2006). If financial mkets deny loans or require too high risk
premiums, countries might be tempted to financer theficits by money printing, i.e. deficit

monetization.

Lastly, the excessive public debt can materializthe sovereign debt crisis, which usually leads
to anad hocdecrease in public expenditure, and an increagexation or sovereign default.

Fiscal crisis frequently coincides with recessi@mich leads to even greater cuts in public
spending and/or increase in taxes. The final ouecmngrowing unemployment rate and declining

consumption, which negatively influence economidfarve (Huntley, 2010).

The research on fiscal constitutions, which carrbeed back to the 1970s, is primarily focused
on detecting which institutions cause profligatcél outcomes, and also which institutions are
able to correct for the “political deficit bias” h€refore, the societal relevance of this dissenati
stems from the fact that it aims at deepening thewkedge regarding the effects of the fiscal
constitutions, which — as convincingly shown abevmight translate into non-negligible social

and welfare effects.

Since the vast majority of this dissertation deeilh questions that are relevant for the multitier
or intergovernmental settings, it therefore prosidevaluable addition to an ongoing debate on
the fiscal union for the EU — the union comprisk®) sovereign countries and more than half a
billion inhabitantd?. This dissertation contains dedicated sections revhientative policy
implications for the EU are discussed. Issues penigto the fiscal union are not only discussed
within the EU political institutions but are alsé the core of academic research and debate
internationally?® International organizations such as the Intermafiddonetary Fund (hereinafter
IMF) and the Organisation for Economic Cooperatod Development (hereinafter OECD) have

important contributions in that respect.

22 See, for instance, “Facts and figures about the @&d the G20 available alttp://ec.europa.eu
[priorities/docs/g20-brisbane_en.fdtccessed on February 28, 2015).
23 See, for instance, Cottarelli and Guerguil (2044 Bordo et al. (2011).
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1.4. Methodology

This dissertation is mostly driven and based onieoab research. All narrow questions put forth
in section 1.2 are about “cause and effect”. Howewbsentangling the effect of fiscal
constitutions from the other causes of fiscal ontes is a nontrivial task in empirical analysis.
Aghion et al. (2004, p. 568) rightly points outtthiais controversial in the empirical analysis of
the institutions to include institutional variablem the “right-hand side” of the regression
equation, due to the serious and non-negligibléssdéction issues or omitted variable bias
(hereinafter OVBY* Self-selection or OVB refers to the situation wherresearcher cannot
control for all confounding variables, which ares@sated both with potential cause and with
possible outcome (Dunning, 2012, pp. 5-6). Theofeihg example illustrates the problem. As
argued in section 1.2, numerical fiscal rules & host researched fiscal institutions and are
shown to be effective in reducing the deficit biewever, is this research fully credible? An
often raised caveat against these studies is lieatesearchers often overlook a basic fact that
enactment of fiscal rules might be a mere reflectibdeep social preferences for fiscal discipline
(Debrun et al., 2008). The fact that deep socielgoence for fiscal discipline is not controlled fo
in the econometric models has profound statisticgdlications. Namely, the numerical fiscal
rules are shown to be associated with improvedilfisatcomes, while in reality both the fiscal
rules and improved fiscal outcomes are caused bythird (omitted) factor — deep social
preference for fiscal discipline (fiscal consersat). In other words, fiscal discipline is not cadise
by the rule itself but by fiscal conservatism, whalso led to the enactment of the fiscal rules.
The fiscal rules in that context might serve as eramsignaling device of fiscal discipline.
According to Poterba (1996, p. 12), to alleviate telf-selection or OVB problem in the
empirical studies on fiscal institutions, it is eesary to control for some measures of the
electorate’s fiscal preferences. This would elinenpotential spurious correlation between the
fiscal constitutions and the fiscal outcomes. Tasuee social preferences is certainly not a trivial
task, however. This is not even the entire storingwactice the identification of all confounding
factors (social preferences being one of them)r&trally impossible. Consequently, due to

OVB or self-selection, the conventional empiricaldels lack credibility.

24 Both the omitted variable bias and self-selectiom terms which describe the same phenomenon.etHenc
there are used interchangeably.
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Given a recent revolution in empirical economicangAst and Pischke, 2010), or law and
economics for that purpose, this dissertation giterto “take the con out of econometrics” and
rely — where possible — on credible empirical desigLeamer, 1983). By credible empirical
designs, it is understood that they should allow d&genuine causal inference from fiscal
constitutions to outcomes. The genuine causalenfa is possible only in a situation when the
researcher has full control over the confoundingtdies, such as social preference for fiscal
discipline in the context of fiscal constitutiorr,when the researcher does not need to control for
confounders. A key concept which obviates the neambntrol for confounders is a random or as-
if random assignment (Dunning, 2012, pp. 6-8). Tdilbwing example should provide a good
illustration. The numerical fiscal rules are enddbg the governments in countries which have an
appetite for fiscal discipline (fiscally conservaticountries). If that is the case, any link betwee
the numerical fiscal rules and fiscal outcomespigrisus. Now imagine the situation in which
numerical fiscal rules are randomly distributedosasr jurisdictions, randomly in the sense that
both jurisdictions with and without taste for fisckscipline enact numerical fiscal rules with the
same chance. In that situation, nobody can arcatetltk enactment of the numerical fiscal rules is
associated with preferences for fiscal disciplifiee randomization therefore enables the breaking
of a link between confounding factors and causahbbte of interest, here numerical fiscal rules.
If in a randomized setting any correlation is fouretween the fiscal rules and fiscal discipline,
this correlation can be interpreted in a causaiites As in medicine and clinical trials, also in
social science the way to reassure randomizatiothrisugh experimentation. Likewise, the
terminology for experiments in social science igvdn from medicine, such as control, treatment
and treatment effect. In the context of fiscal ¢ibasons, those treated are for instance those
jurisdictions which get the numerical fiscal rulmsd control jurisdictions are those without the
rules. The (average) treatment effect (hereinakEE) refers to the causal effect of numerical
rules on fiscal discipline, i.e. the difference vibe¢n the average fiscal deficit in the treated

jurisdictions and control jurisdictions.

While laboratory experiments are widely used nowadm law and economics research to
unravel a causal relationship between institutems outcomes, this dissertation does not resort to
them. Particularly in the politicized area of pabfinance, experiments would simply lack an
external validity. An immanent drawback of the |eddory experiments is that outside the specific
experimental context they do not have too muchhef piredictive value (Angrist and Pischke,
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2009, p. 151). For instance, it is very unlikehatttthe results on the numerical fiscal rules
obtained in the laboratory would be able to coneitise policy-makers to change their fiscal
strategy as the environment in the laboratory rahimg to do with the real, day-to-day fiscal
policy or fiscal politics. For that reason, thissBrtation, wherever possible, employs so-called
natural or quasi-experiments, i.e. experiments iie delivered by the real world conditions
(Angrist and Krueger, 2001). This design-based @ggr not only allows for data-driven causal
inference but also allows focusing of investigdtatsention on the institutional details (Angrist
and Pischke, 2010).

A natural experiment or, in other words, designelobapproach is applied in chapters 2 and 3,
which aim at finding the causal relationship betwéiscal constitutions and selected outcomes.
These two chapters employ a rigorous methodologegifession discontinuity (hereinafter RD)
design. A standard RD research design exploitsiggdmowledge of the rules (laws) defining
treatment. RD identification relies on the facttthma vastly rule-based world, some rules are
discretionary and, hence, provide a good experiahidramework as they imitate randomization
(Angrist and Pischke, 2009, p. 251). For instamtehe Polish municipalities the assignment of
electoral rules (majoritarian or proportional) idaterministic function of the population size.
Since the population threshold chosen for delingatnajoritarian and proportional system
(20,000 inhabitants) was set rather arbitrarilys @dlows for a local randomization of treatment
and obviates the need to control for confoundiragadis. The fact that a municipality with 19,950
inhabitants obtained a majoritarian system and oapality with 20,050 inhabitants and is
exposed to proportional system is simply by charidee municipalities close to the 20,000
thresholds are considered similar and the majdierdihce between those municipalities just
below and just above the threshold is that theylyappdifferent electoral system. As a result,
jumps in the relationship between population sizé fiscal outcomes in the neighborhood of the
population threshold are taken as evidence ofanrent effect of various electoral systems. This
so-called “electoral experiment” is applied in ctea®. Chapter 3, in turn, employs a spatial RD
or so-called “partition experiment”. It allows tegf for a break (jump) in the fiscal outcomes in
today’s Poland exactly at the border between foremepires, i.e. Prussia, Russia and Austria. The
spatial RD relies on the fact that the frontiersMgen empires were imposed exogenously. The

borders were a consequence of the political baiggiand — as historical narrative shows — were
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set in a rather discretionary mannEnus, the municipalities located very close toltheder were

exposed to as-if random assignment to Prussiaj&aséustria.

Natural experiments are rare, they cannot be pthamnel to discover them often involves a dose
of luck (Dunning, 2012, p. 3). For that reason,ptees 4 and 5 do not apply the design-based
approach. As a result, their outcomes are notpné¢ed in a definite causal framework. They
demonstrate rather suggestive evidence and inwiter research to disentangle causal effects.
The main asset of chapters 4 and 5 relies, howeretheir novel institutional approach and
unique datasets, which were collected and codethéopurpose of these chapters. While chapter
4 investigates judges’ behavior in adjudicatingesathat impose a budgetary burden, chapter 5
studies interactions between the buildings blodkederal fiscal constitutions and coins the term
of coherent (aligned fiscal constitution, i.e. whether building block&t” well together.
Institutional novelty can also be found in chap8rlt shows how history matters, or more
precisely, how an institutional feature might pstrgor decades and shape contemporary fiscal

outcome.

1.5. The case of Poland and federal countries

Three chapters of this dissertation are devotedudying the case of Poland. One chapter of this
dissertation deals solely with federal and quadefal countries. Two out of three chapters that
deal with the case of Poland relate, in one wayamother, to the intergovernmental fiscal
relations, i.e. relations between central and laggalernments. One chapter on Poland deals
exclusively with fiscal constitution at central &dvThe attention given to Poland does not stem
from the fact that the author of this dissertatiants to find solutions specifically for Poland;bu
rather because Poland delivers credible empiriesilgths (see section 1.4), which have never been
applied before or never applied in the fiscal cent®©ne could argue that Poland as a former
socialist country might provide a rather biasedgmar that effect found for Poland might hold
only for the post-socialist countries. It is argueste that it is not the case. Since the outset of
transition, the post-socialist countries — and Ralén particular — have grown swiftly. Their

citizens today live wealthier, lengthier, and happives. In most terms they look nowadays like
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other countries at comparable levels of econonosyerity. As argued by Shleifer and Treisman
(2014), post-socialist countries became normalloser look at Poland is taken in chapters 2-4

(see section 1.6).

Chapter 5 investigates fiscal constitutions of &8efrations. These are members of the OECD,
such as Australia, Austria, Belgium, Canada, GegmHaly, Mexico, Spain, Switzerland and the
United States; and developing economies, such genlina, Brazil, India, Republic of South
Africa and Russia. Besides Argentina, all develgpgtonomies under investigation are OECD
partners. Argentina, however, serves as a goodtedaotual to Brazil. Also, its inclusion
contributes to a more equal balance in the samgti@d®en developed and emerging economies.
Some of the countries under investigation in chafgemay not be federations from the
constitutional de jure point of view. Those quasi-federations in a sagk, for example, Italy
and Spain. Nevertheless, the distinct feature egdtcountries is that they all have an intermediate
(state) level of government between the centraltaadocal level, which is given relatively broad
fiscal autonomy. The relations between the cemgmakernment and the state level government in
countries under investigation are thus qualitayivdifferent from those observed in unitary
countries. For the limited purpose of this disderta this feature allows for the classifying of
some of the countries dg factofederations (Italy, South Africa and Spain).

1.6. Structure of the dissertation

This dissertation consists of four stand-alone eenthapters and original contributions, which

are related to the narrow questions asked in setti2 The chapters are as follows.

Chapter 2 examines electoral systems and their dimpa selected fiscal variables, such as
vertical fiscal imbalance (mismatch between logergling and revenue) and allocation of public
spending. The political economy literature theaiz@rious channels through which electoral
systems might determine fiscal outcomes. Empiis@dience supporting or rejecting theoretical
arguments is not abundant and not sufficiently sbbbowever. It is vastly recognized that the
existing empirical literature linking electoral $gss and fiscal outcomes does not identify the

causal relationship. Reasons for this are omittadable bias (see section 1.4), infrequent
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institutional changes and small samples. Chaptere® to overcome these problems. It uses a
quasi-experimental empirical setting and provideglence that electoral systems influence
selected fiscal outcomes. The empirical design eyaad in chapter 2 rests on a discontinuity in
the application of electoral rules in Polish mupadities in the period 2002-2012. The results
presented confirm existing theoretical argumentlyy da some extent. As compared to the
majoritarian regimes, proportional electoral syst¢and to promote broad public expenditure and
undermine narrow public spendiffgHowever, these effects seem to be weaker as cechpar
previous findings in the cross-country studies. darucially, proportional systems lead to a
larger VFI, which is measured as a share of logpkrditure covered through intergovernmental
transfers and borrowings. The average treatmeattsfiof electoral rules on fiscal imbalance are
not only statistically significant but also non-tigdple from the economic point of view and
robust to numerous alternative specifications aaldiffcation tests. This result is important
forasmuch as larger VFI leads to greater genenadmgonent deficits and, consequently, to larger
public debt.

Chapter 3 subscribes to the literature stream dti@mpts to answer the question regarding
whether history matters. However, in chapter 3 aemgpecific question is asked concerning
whether history matters for fiscal outcomes. In¢batext of the Polish municipalities the answer
is positive. To confirm it, this chapter exploitsnatural experiment, which was provided by
Poland’s partition. After Poland lost its independe in 1795, its territory was divided between
three empires (Prussia, Russia, and Austria-Hupgags governed by foreign institutions, and
was influenced by the culture and norms of thesmt@s for more than 120 years. By means of
spatial RD, it is shown that municipalities fromethformer Prussian empire impose
contemporarily higher property tax rates as compaoemunicipalities that were exposed to the
Russian ruling. Higher property tax rates leadatgér own revenue and higher fiscal autonomy.
As a consequence of it, there is a smaller VFIhia municipalities belonging to the former
Prussian partition than in the municipalities frtime former Russian part. A discontinuity in the
property tax rates is not observed at the Austdadi® border. Chapter 3 offers potential
explanations for the occurrence of the discontynait the Prussia-Russia border and the lack

thereof at the Austria-Russia border. Given thke batween VFI and general government deficits

25 See section 2.2 for theoretical underpinningsaggociation between the electoral system and tgpes
spending.
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and debt, these results can shed some light ooviarching questionwhy is the public debt

growing?

Chapter 4 analyzes overall judicial behavior andt@sts it with the judicial behavior in
adjudicating fiscal cases. Different theories hbgen developed, mainly in the context of the US,
to explain judicial decision-makiri§.In this respect, there is an important ongoingatielmver
whether judges are guided by the law or by persafedlogy. The analysis of the decision-
making in the Polish Constitutional Tribunal seetossupport the existence of some party
alignment. That is to say that judicial behaviorinluenced by the ideology, either because
judges’ preferences coincide with the interestsao$pecific party or because the judges are
incentivized to show their loyalty to the nomingtiparty. The party alignment exists but is
subject to institutional constraints. These resalts in line with previous findings for other
Kelsenian constitutional courts in EurdpeCrucially, although to a lesser extent, the idgial
vote is also cast in fiscal cases. The identifietiiutional constraint8 limit the ideological vote

in fiscal cases but are not able to entirely elatenit. The fact that ideological bias is also prés

in fiscal cases might have important implications fpublic finance. Given that the majority of
judges in the adjudicating benches are occasiopaliyically aligned with petitioners (typically
opposition parties), it might be harder for the gonng party to pursue major reforms of public
finance, such as fiscal consolidation and publiat deduction. For instance, in times of economic
distress necessary fiscal adjustments might beralgvelelayed or entirely damped by the
Tribunal. Under these circumstances, the Tribugallze perceived as a veto player biasing fiscal
policy towards a status quo, hampering fiscal adjasts and leading to the accumulation of
public debt.

26 See section 4.1 for an overview of the diffeteries on judicial decision-making.

a In the Kelsenian tradition, a constitutional dois explicitly designed to intervene in politicKelsen,
1942). The Kelsenian approach views the court asgative legislator able to reject a legislatiaoniran
ex ante perspective, thus executing the right adlestract review.

28 There are two important institutional restrawtsich might mitigate politicization in fiscal casddrst, the
Tribunal case law mentions the budget balance aobthe constitutional principles, which judgessid
respect. Second, in adjudicating the cases witlyétady implications judges are procedurally obliged
officially question the government about fiscal sequences of potentially voting the legislation
unconstitutional. Being fully aware of fiscal cogsences and being under strict public and media
scrutiny, judges should have more reservationsrdaga voting the legislation unconstitutional agith
decisions might lead to budget imbalance. For aensgstematic account of these institutional coimgsa
see section 4.3.
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Chapter 5 provides an empirical assessment of dédiscal constitutions and the interaction
between constitutional arrangements. It demonstridui@t federal fiscal constitutions differ in the
degree of constitutionally guaranteed decentratinatMore specifically, two types of fiscal
constitutions can be distinguished: decentralized mtegrated. Decentralized federations are
those federations where states (sub-central ueitg)y high tax and spending autonomy; face
high responsibility for their own fiscal poli€y have little co-determination power at the federal
levePf? and have intergovernmental budget rules and fwaories that are relatively weak. The
opposite is the case in integrated federationsluater analysis suggests that the United States,
Canada, Switzerland, Australia, Argentina and MeXieature decentralized fiscal constitutions,
while Austria, Belgium, Brazil, Germany, India, litaRussia, South Africa and Spain feature
integrated fiscal constitutions. An important cdmition of this chapter is to show that fiscal
constitutions vary in terms of coherence (or alignth of institutional arrangementsCoherent
(aligned) fiscal constitutions combine arrangementa balanced manner or in a way that “fits
well” togethef?. For instance, an aligned fiscal constitution jtes similar degrees of autonomy
for various budget items (taxation and spendingjhe fiscal constitution aligns a certain level of
autonomy with a similar level of responsibility. coherent fiscal constitutions combine
arrangements in an unbalanced manner, for instapa@mbining low tax autonomy with high
spending autonomy or low responsibility for fisqadlicy with high fiscal autonomy. There is
some preliminary evidence that the degree of deakdtion of fiscal constitutions is hardly
associated with economic and fiscal outcomes, loyriraent (or coherence) of fiscal constitutions
is correlated with the selected outcomes. Over gheod 1980-2010, less coherent fiscal
constitutions were correlated with higher debt apénding growth, and more economic and

sovereign debt crises. Moreover, federations vagls lcoherent fiscal constitutions had somewhat

29 Responsibility refers to the extent to which etahave to bear the consequences of their fist¢anac
While autonomy means the extent of states’ freedormsonduct their policies, responsibility measures
whether states internalize the costs of theseipslic

80 Co-determination is the extent to which states slaape fiscal policy-making at the federal leWhile
state autonomy refers to a state’s power to legigtar its own jurisdiction, co-determination refdo the
scope of a state or a group of states to influéiscal policy of the whole country.

st Unlike indicator values which have no normativenmotation, “alignment” contains a value judgment
insofar as “more” alignment is considered bettemtliless”. “Alignment” is measured as the variance
around indicator values applying a technique caitediom weights

82 In technical terms, the notion “fits well” meati&t the values of indicators capturing certairitngonal
arrangements are similar. The larger one is therdifice between the values of indicators, the small
coherence between the institutional arrangements.
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lower GDP growth between 1980 and 2010. In additatrapter 5 examines causes and driving-
forces of reforms and amendments of fiscal corgiits since their inception. The findings
suggest that reforms of fiscal constitutions ugutdllow events like economic and fiscal crises,
the establishment or fall of authoritarian reginoesseparatist threats. Overall, it is shown that
autonomy and responsibility of states declined ¢herast 100 years, while co-determination and
budget frameworks were strengthened. In additiom,coherence of fiscal constitutions increased

over the last three decades.

Chapter 6 comprises the conclusions. However, itamy summarizes the overall content but

also sets a general agenda for future research.
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CHAPTER 2

ELECTORAL SYSTEMS AND FISCAL OUTCOMES:
EVIDENCE FROM POLISH MUNICIPALITIES *

2.1. Introduction

Electoral systems are part of the fiscal constitutand as such belong to broadly conceived
political institutions. Electoral systems are ledalols (often enshrined in the country’s
constitution), which help aggregate conflicting palpreferences and reflect them through the
representation in the political institutions, suh legislature (Persson and Tabellini, 2006, p.
730). The institutional details of electoral syssematter for how public preferences are actually
translated into political representation and furth@o policy-making. The main institutional
details, which shape electoral rules, are distriagnitude¥* and electoral formulas (Persson and
Tabellini, 2003, p. 16). Based on those two critethe most frequent distinction of electoral
systems is made betweemajoritarian and proportional systems. The former combines small
district magnitude (often single-member districtédh plurality vote®>. The proportional system,
on the other hand, relies on large districts (neulti-member districts) and proportional

representatiolf. One more crucial dimension that differentiatesctdral systems is a ballot

33 This chapter under the same title is submittethéoEuropean Journal of Political Economy. Cuterit
has a ‘revise and resubmit’ status. | would likehtank Mateusz Trojanowski for his valuable asgistan
merging datasets used in this project, to Kaj Tremndor giving comments on this paper during th&420
Future of Law and Economics Conference held in Muds, to participants of the workshop on the
European Union Decision-Making and Challenges toriemic and Financial Governance held at the
Netherlands Institute for Advanced Study and tdigigants of the inner seminar at the University of
Hamburg, in particular to Matthias Dauner, Mareldich, Jerg Gutmann, Rahul Sapkal, Agnes Strauss
and Stefan Voigt. | am also grateful to Alessiodeacfor his valuable comments on this chapter.agein
special thank goes to Elena Kantorowicz for hemahle feedback and constant support. The usual
disclaimers apply.

84 District magnitude refers to a number of candiddieing elected from a single electoral district.
85 Candidates that gather the largest amount okwate elected.
36 Mandates are distributed among candidates ingptiop to the votes gathered by their politicaltjes.
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structuré’, i.e. whether votes are cast for individual caatid or for party lists. The ballot
structure is not of interest here since the elat®ystems studied in this chapter do not vary with
this respect® The primary attention is given therefore to onlyotinstitutional elements of

electoral systems — district magnitude and eletforeula.

It is well recognized in the literature that diffet electoral systems induce various incentives for
politicians and, therefore, lead to different eaoimoutcomes. The public choice literaftfres
particularly interested in studying the impact lefotoral systems on fiscal outcomes. This interest
was boosted by Persson and Tabellini’'s (2003) samimok on the economic effects of
constitutions. In this book, the authors investgadth theoretically and empirically the impact of
electoral systems on fiscal outcomes, such asdh®asition of public expenditure, the size of
government, and the budget balance. In the crosstgo setting, Persson and Tabellini
demonstrate three important results. They show that majoritarian electoral system, as
compared to the proportional system leads to (13llemwelfare states by 2-3% of GDP, (2)
smaller governments by 5% of GDP, and (3) smaitbeaf deficits by 1-2% of GDP.

Although being the first reference for studentgamnstitutional) political economy, Persson and
Tabellini’'s contribution did not avoid criticism.h& most powerful criticism of their book was
provided by Acemoglu (2005) who rightly claims thia¢ empirical methods used by the authors
do not allow for the identification of causal effecFirst, due to relatively infrequent changes in
the electoral systerffs the identification relies mostly on cross-counttgriation in electoral
systems leaving researchers with a small numbebsérvations. Second, the choice of electoral
rules might be endogenous and causally related ther odeterminants of fiscal outcomes
(confounding factors; recall discussion in sectiod). If this holds, omitted variables bias the
estimates. For these reasons, estimates and comdysesented by Persson and Tabellini (2003)

should be treated with some caution.

87 Some residual and less discussed attributeseofaghl systems are electoral thresholds, total lneeship
of the legislative body and district malapportioméLijphart, 2012, pp. 140-144).

38 In the Polish municipalities voters only vote foe individual candidates.

39 Public choice is a branch of economics. It appliational choice theory to the political spheral an

therefore assumes that politicians as any othévithdls try to maximize their own well-being.

40 Electoral rules are often enshrined in the ctutidns which are subject to quite infrequent clemoret,
the local electoral systems in Poland are enshiiméte ordinary statutory law (see section 2.3).

30



This chapter attempts to overcome the abovememtipnablems. The approach in this chapter is
novel as it provides for a causal inference ofithpact of electoral systems on selected fiscal
outcomes by using exogenous variation in the elattales in the Polish municipalities and by
dealing with an unusually large dataset. The daliacted for this chapter covers the total of 2479
Polish municipalities over the period 2002-2012¢e Tdmployed empirical approach exploits a
local randomizatioft of the electoral systems or, in different wordsharp discontinuity in the
application of two distinct electoral rules. Thedbrandomization is imposed exogenously by the
law, which prescribes quite discretionary the failog rule. In municipalities up to 20,000
inhabitants the representatives to local councisedected through the majoritarian system (i.e.
small electoral district8 combined with plurality rule). The proportionalssgm (i.e. large
electoral districts and proportional rule) is applied in municipaktigith a population above
20,000. The assumption of the random assignmetheoielectoral systems at the threshold of

20,000 inhabitants and its proximity is the cortme for the analysis pursued in this chapter.

The results demonstrated in this chapter confirmstiexy theoretical arguments in the
constitutional political economy literature (seetg&mn 2.2) only to some extent. For instance, it is
shown that proportional systems lead to a largetioa fiscal imbalance (VFff, which is a
crucial feature in intergovernmental fiscal relato The average treatment effects (APE)f
electoral regimes on VFI are not only statisticalgnificant but also non-negligible from an
economic point of view and robust to the alterratspecifications and falsification tests.
However, the link between electoral systems systathcomposition of public spendifids very

weak as this relationship is sensitive to vari@sustness checks.

4 Due to the fact that 20,000 threshold delineativggoritarian and proportional elections was sbitearily,
the municipalities with the number of inhabitantsse to this threshold can be perceived as having
electoral system assigned at random.

42 Small electoral district means that only few ddates are elected from the district.

43 Large electoral district refer to a district framhich many candidates are elected.

44 Mismatch between local spending and local revenue

45 Average treatment effect is defined in sectigh 1.

46 As shown in section 2.2, there are theoreticgliaents and some empirical evidence supporting the

association between the electoral systems and Itheation of public spending. According to these
contributions, proportional electoral systems temgromote broad public expenditure (for instanoeiad
policy and education expenditure) and undermine romar public spending (for instance
transport/infrastructure expenditure) as companeitie majoritarian regimes.
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The chapter is structured as follows. Section 2d¥igdes a conceptual framework and a concise
literature review. Section 2.3 explains the paditiand electoral regimes at the municipal level in
Poland together with their main reforms. The datd the estimation approach are presented in
section 2.4. Internal validity checks follow in #ea 2.5. Section 2.6 and section 2.7 demonstrate
estimation results and robustness checks, respbctiGection 2.8 derives tentative policy
implications based on the results of this chapkenally, closing remarks of chapter 2 are

comprised in section 2.9.

2.2. Conceptual framework and literature review

In this section, the main transmission channelsfedectoral systems to fiscal outcomes are
elaborated together with a brief literature revigihempirical evidence (largely based on Persson
and Tabellini, 2006). Overall, three fiscal outcemare discussed in this section, i.e. the
composition of public expenditure, the size of tmvernment and budget balance. A slightly
modified hypothesis is presented for the contexthef Polish municipalities as it takes into

account the intergovernmental realities.
Electoral systems and composition of public exgenali

Theoretical deliberations suggest that a pluratiffe and single-member distrittstend to

promote “narrowly targeted spending benefiting treédy small geographical areas and
constituencies” (Persson and Tabellini, 2004, 8).7@ne example of narrowly targeted spending
could be public investment in local road infrastawe. On the contrary, a proportional rule and
multi-member districts induce incumbents to favaraal groups of electorate. A good example of
expenditure, which covers the interests of broadstituencies, is that on social policy and

education. The arguments supporting these reldtipasre threefold.

The first argument is based on the fact that theimmim fraction of votes required to win the

elections differ in proportional and majoritariagstems. Under the plurality rule with single-

a1 Single-member district means that only one caatdids elected from this district.
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member district§ (the winner-takes-dfl), a party can control the legislature with only2%f

the total vote (Persson and Tabellini, 2006, p.).73he logic is straightforward as in winner-

takes-all systems the party needs to gather hath@fvotes in half of the districts. Under the
proportional rule with one electoral district, 5086 the national votes is required to win the
election (Persson and Tabellini, 2006, p. MMhe difference in the minumim winning coalition

between majoritarian and proportional systems tesual a diverse composition of the public

expenditure in majoritarian and proportional systethizzeri and Persico, 2001; Persson and
Tabellini, 2003 p. 17; 2006, p. 731). Under thenfer rule the incumbents focus on more specific
expenditure, which target relatively narrow grougs voters, to win elections. Under the

proportional rule re-election-seeking incumbentsnpote broad programs, which benefit larger

groups of voters, such as welfare state programs.

The second argument stems from the fact that eldcdgstems induce different types of electoral
competition (Persson and Tabellini, 1999; 20002@6; 2006, p. 731). Single-member districts
and plurality rule typically make each party an ispdtable winner in some of the districts and
concentrate electoral competition in the other @imal) districts where the winner is not certain.
Hence, parties have a strong motivation to targgerg in these marginal districts through
expenditure which has a local specification, sush‘@ork barrel” expenditufé. In contrast,

multimember districts and proportional rule diffuskectoral competition and incentivize the

parties to promote expenditure which benefits brozalitions of voters.

The third, and last, argument considers the padisa of political parties elected through

different electoral systems. It is recognized fva@igressive governments tend to rule more often
under proportional systems, whereas conservativeergments are more frequent under
majoritarian systems. For theoretical underpinnifighis association see Iversen and Soskice
(2006). The evidence from 14 developed countriethénperiod 1945-1998 demonstrates that in

the proportional systems right-of-center governmentled 26% of the time, while in the

48 For instance, in the United Kingdom, represemstito the House of Commons are elected in thdesing
member districts through plurality rule (winner¢akall or first-past-the-post system).

49 Only one candidate with the largest amount oividdial votes is elected.

50 This kind of electoral system is present in Ikfaeelecting the Knesset.

51 “Pork barrel” refers to the expenditure whichdsrprojects that benefit a particular constitueincseturn

for that constituency's support. This expenditurestly benefits the needs of small and geographicall
concentrated groups.
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majoritarian systems 75% of the time (lversen andkie, 2006, p. 166). One can presume
therefore that the jurisdictions with proportiomapresentation and more frequent left-of-center
governments should observe higher redistributiomh, &dnus, larger spending on welfare state as
compared to the jurisdictions with majoritarianctiens. This argument does not hold in the
context of the Polish municipalities, however. Teason for this is that at the local level parties

and political associations are not clearly aligngtth left or right ideology.

Some empirical support of the effects of electsy@tems on the composition of public spending
can be found in the literature. For instance, witheontrolling for other determinants of welfare
spending, countries with legislative bodies eleateder proportional regimes spend more by
approx. 8% of GDP on welfare state as comparedrtsdictions with legislatures elected by the
majoritarian rule. When adding other covariateghsas for instance, demographics, GDP per
capita, and the quality of institutions, the estieaeffect shrinks to 2-3% of GDP but remains
statistically significant. This result seems to fobust to the selection of different samples of
countries (see Milesi-Ferretti et al., 2002 andsBem and Tabellini, 2003, p. 169; 2004; 2006, p.
731). A similar pattern is also found in the fedemantext of Switzerland (Funk and Gathmann,
2013). The Swiss cantons with proportional systemdtto have larger broad expenditure
(precisely on social policy and education) and lowarrow expenditure (such as on local road
infrastructure) than cantons which apply a majaatasystem. It is important to note that none of
these studies establishes the genuine causaldimkelen institutions and outcomes as they are not

based on “natural experiments” (see section 1.4).
Electoral systems and the size of government

The composition of public expenditure is not thdydiscal outcome influenced by the electoral
systems. The size of the government, measuredeasotimtry’s spending or revenue to GDP, is
yet another fiscal variable shaped by the elecwysems. According to the so-called Duverger’s
law, “plurality rule and small district magnitudeopluce fewer parties and more concentrated
distribution of seats than proportional represémtadnd large district magnitude” (Persson and
Tabellini, 2006, p. 732). Fewer parties in the ipanent, in turn, lead to more frequent single-
party majorities, and less often coalitions (Ta&gapand Shugart, 1989; Persson and Tabellini,
2006, p. 732). Evidence presented in Persson e(2803) suggests that in most of the

parliamentary democracies, majoritarian systemsirateed more associated with concentrated
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party systems, and less frequent coalitions thapgstional systems. The difference in party
systems induced by electoral rules should notreéeivant for fiscal outcomes.

The “fiscal common-pool problem” (see section i2particularly relevant in explaining various
fiscal outcomes under different party systems. ieubhvenue or general tax fund is often referred
to as the fiscal common-pool. “Grazers” (users)ttid common pool are able to internalize
benefits of spending programs (by satisfying tloeun constituencies) but they are also able to
externalize most of the cost of these programs.ohtaptly, by extracting resources from the
general tax fund, the incumbent’s constituenciegeconly a fraction of costs of the programs
that benefit them. This causes a mismatch betwhenbenefits and the costs of the public
programs for incumbents and, consequently, induespending and over-taxation. Coalition
governments face a more severe “fiscal common-poablem” than single party governments.
More fractionalized party systems and, hence, apaltty coalitions present under proportional
systems lead to a greater overall size of govertrfgending and revenue) as the number of
“grazers” exploiting the common-pool (general taxd) is larger. Theoretical underpinnings of
this logic are presented, for instance, by Perssah (2003).

There is some conventional empirical evidence worfaof a larger government size under

proportional system vis-a-vis majoritarian systdrar example, Persson and Tabellini (2003, p.
168; 2004) deal with a sample of 80 democraciethén1990s and an empirical approach that
allows conditioning on a variety of other determmtsaof the size of government. Their estimates
lead to the conclusion that a proportional systanoreiases central government expenditure by
around 5% of GDP as compared to a majoritariaresysin more recent publication, Blume et al.

(2009) confirm the results obtained by PerssonTaizkllini (2003) based on an extended sample.
Earlier empirical work also finds evidence thagkar parliamentary coalitions spend more (see,
for instance, Kontopoulos and Perotti, 1999; Bag002, Persson and Tabellini, 2006, p. 733).
However, some other works question the link betwalentoral systems and the government size.
For instance, Funk and Gathmann (2013), who hawdiest historical developments of electoral

rules in the Swiss cantons since 1890, do notdimg evidence in favor of a positive association

between a proportional system and larger goverrsnent
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Electoral systems and fiscal balance

The third fiscal policy outcome under investigatisrbudget balance (i.e. net lending/borrowing
or budget surplus/deficit). An over-exploitation ofie fiscal common-pool by coalition
governments, once put in the dynamic context, lelad® constant mismatch between the
expenditure and the revenue, causing budget deffeielasco, 1999). In the dynamic setting,
spending can be also covered through public bormgwiAs compared to single party
governments, coalition governments consist of nounergrazers” who might to a larger extent
exploit the borrowings to finance current publiperditure. By means of the current borrowing,
governments externalize the cost of present paliciduture generations (future general tax fund)
and then-governing coalitions. In other words, entispending is financed through taxes imposed

on future generations.

There is, however, another reason why coalitiomsl t'® run budget deficits. Numerous veto
players are prone to lock-in fiscal policy and relits ability to respond to external shocks. In
other words, many veto players involved in policgking result in the status quo bias, i.e.
reduced policy flexibility (Tsebelis, 2002, p. Jince coalitions have more players who can
possibly veto a policy change, coalition governmaae less able to adapt fiscal policies during
the adverse economic shocks (Roubini and Sach§; M8sina and Drazen, 19%1Persson and
Tabellini, 2006, p. 734). Proportional electorafjimes cause therefore more persistent budget
deficits as coalition members cannot agree prongstlgonsolidation and deficit reducing policies

(tax increases or spending reduction).

Very suggestive empirical evidence confirms thasglictions with proportional electoral systems
observe greater budget deficits by about 2% of G&3P compared to jurisdictions with
majoritarian systems (Persson and Tabellini, 243180). If one controls for self-selection
(Heckman procedure), the effect drops to approx.df%DP and the estimate is statistically

significant in a large sample of countries (Perssath Tabellini, 2003, p. 182). There is also some

52 Alesina and Drazen (1991) refer to the “war afithdn” argument (see also appendix 1.2). The argot
goes as follows. In time of fiscal distress, thalition members engage in a long-lasting bargaiming
consolidation (austerity) measures. These prolomgegbtiations arise since none of the coalitiorras
want to impose burden of the fiscal adjustment tndwn constituency. The heterogeneity in the
government coalition might lead to even longer tiegions and delays in the austerity measures. This
inevitably leads to persistence and a gradual asaef public deficits.
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conventional evidence that in proportional systesmpenditure as a share of GDP rises in

recessions but is not reduced in upturns (Roulbidi$achs, 1989).
Testable hypotheses

In this chapter, two hypotheses are offered withpeet to fiscal outcomes in the Polish
municipalities. The first hypothesis relates to ttmenposition of public spending. It is proposed
that broad public expenditure, such as that onaselnd education, is larger in municipalities
with proportional electoral systems than in the rogpalities with majoritarian systems. It is due
to a larger minimal coalition of voters requiredwin election under the proportional rule as
compared to the majoritarian rule and more diffpgktical competition in a proportional system.

For the narrow public expenditure (e.g. local radthastructure), the reverse logic applies.

The second hypothesis relates to the common-paidilgmn of multi-party coalitions and their

status quo bias. However, this hypothesis doegefet explicitly to the size of government or
fiscal balance but is slightly modified to accodiat the intergovernmental twist and realities
studied in the Polish context. Notice that intergyovnental structure induces more complexity;
particularly external funds do not refer only tatmavings but also to intergovernmental grants. In

the country or central government context, theresiefunds mean solely borrowings.

As a result — in the context of the Polish munittfes — the argument goes as follows. The
municipal councils (local legislatures) finance gnaims from three main revenue sources. They
use their own revenue (revenue generated on th®igrof the municipality), the central revenue
(intergovernmental transfers and subsidies) andtbamgs. It is hypothesized, however, that the
central revenue should be subject to much larger-exploitation than the own revenue. By
financing local programs from the central revertbe,cost of a program is entirely externalized to
the general (national) taxpayers. This is not thsecwith financing through own revenue as it
comes from taxes and fees imposed on the locallato, and thus potential local voters. Thus,
the cost of financing programs via own revenu@ia targe extent internalized by the municipal
councils, or precisely voters who reside in theegivunicipality. Yet another way to externalize
the cost of financing the program is via borrowinghe financial markets. Through borrowing,
the local council can externalize the cost of paogs to the future generations and the prospect
municipal authorities. The extent of external fioigwg in the form of central revenue and
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borrowing is crucial in determining the VFI, whidaticreases with larger external financitign

the proportional systems one should observe largéas those systems generate more “grazers”
of the common-pool (here namely central and futexeenue) than majoritarian systems. Owing
to the “lock-in" effect in the proportional electdrsystems, it is likewise more difficult for
coalitions to decide on tax increases or spendiaty én time of economic stress, when
consolidation efforts are needed. Instead of oyittipenditure or increasing taxes, a multi-party
coalition might be more eager to cover fiscal defly borrowings or claim for additional
transfers from the central government. This isréhfr argument to reinforce the hypothesis that
VFI should be larger in the municipalities with paostional electoral systems than in

municipalities with majoritarian representation.

As VFI is one of the key variables studied in tbigpter, it is crucial to highlight its negative
consequences and how it impacts general governnfardgnce. High reliance on
intergovernmental transfers and borrowings indutesal hazard on the side of municipalities
and distorts their tax enforcement (Baretti et 20102). According to Rodden (2003, p. 14),
“transfer [municipalitiesf face weak incentives to be fiscally responsibieces it is more
rewarding to position themselves for a bailout”. hupalities endowed with high transfers from
the federal level and borrowings usually do notéhav sufficient tax capacity to cope with
idiosyncratic economic shocks (von Hagen and Eighesn, 1996). Since resources anyway
come mainly from the central transfers and borrg&jmunicipalities may claim that they are not
responsible for coping with the crisis and, thusftghe burden to the central level derailing the
position of the whole general government. As rdgestitown by Eyraud and Lusinyan (2013),
vertical fiscal imbalances are positively associatéth deficit of the general government. It does
not come as a surprise as local governments wgh hmbalance are likely to externalize the

negative consequences of their fiscal policy tocthetral government.

53 VFI is measured as a share of spending coveretkbiyal (intergovernmental) transfers and borrgsin
from the financial markets (Eyraud and Lusinyanl 20 Alternatively, one could think of an indicatbr
VFI as a share of the public expenditure covered girawn revenue.

54 In the original quotation “governments”.
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2.3. Institutional background

There are 2479 municipalitiegriing in Poland, which constitute the lowest tier ovgmment.

By international standards, Polish municipalitiegog relatively large independence and high tax
autonomy?®> On average, around 40% of the municipal revenuwesecfrom taxes and fees
collected in the municipality (Guziejewska, 2008)unicipalities can set their own property,
forest and agricultural taxes as well as user fimeaddition, municipalities are eligible to almost
40% of the personal income tax collected on thetitbry and 7% of the corporate income t&x.
The residual resources come from the central Jot@rnmental) grants and subsidies, and from
borrowings in the financial markets. The amountdebt the municipality can incur is legally
constrained, however. The borrowing rule imposedHhsy central government dictates that the
municipal debt may not be larger than 60% of th@lteevenueé’ However, indebtedness of
individual municipalities occasionally exceeds tihével. Besides the borrowing rule, Polish
municipalities have no institutional incentives keep their debt at a low level. Specifically,
municipalities cannot go bankrupt and in criticéliations the Ministry of Finance is obliged to
rescue local units by offering loatfs.On the expenditure side, municipalities are imgoart
providers of public goods and services. Municifedifinance and decide, among others, on local
road infrastructure, primary education, and soara health services. Some of the municipalities
have special status and their spending obligatifier from those of regular municipalities
(miasto na prawach powiafuThis special status is given to medium and laiges. As of 2014,
there are 66 cities (municipalities) with speciatgs. Due to the lack of comparability to other

municipalities, they are excluded from the analysis

The municipalities have the constitutionally guaesd right of self-management. Since 2002, a
political system that has been applied was the megoncil system. This system features direct

elections of the mayor and council members, whidh eeld every four years. However, the

55 Out of 24 unitary countries in the OECD, Polaadks 9' with respect to the value of local taxes as aeshar
of the total tax revenue (12.4%). Sdutp://www.oecd.org/ctp/federalism/oecdfiscaldecaligation
database.htrfaccessed March 5, 2015).

56 See Atrticle 4 of theaw on Financing of Self-governance Units 2003
57 See Article 242 and article 243 of tRablic Finance Law 2009
58 See Atrticle 6 of th8ankruptcy and Resolution Law 2003
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position of the mayor is weak fromde jurepoint of view and limited to the execution of laws
enacted by the counéfl. Over time, the mayor’'s institutional position didot change

significantly. Even though before 2002 the mayorswet elected directly but was chosen
indirectly from the council representatives, histielsi and functions were not meaningfully

reformed.

The council — the legislative body of the municigal comprises mostly representatives of the
local associations and to a much lesser extenvmaltipartie$® In the local elections ideology
plays much less important role than in the natieh@ttions and, consequently, it is impossible to
define ideological commitments of the local part{associations). An important feature of the
political system is that the council representatieee elected directly by voters through two
different electoral systems depending on the pdipmaize of the municipality. In municipalities
with a population of up to 20,000 inhabitants (Bamplicity called small municipalities) the
council members are elected in majoritarian elestioThe members of the council in large
municipalities (with more than 20,000 inhabitants)) the other hand, are elected through
proportional elections. This electoral setting wasoduced by the law oRlections to Municipal

councils, District Councils and Regional Assembfiesn July 19981 It was applied for the first

59 The position of a mayor vis-a-vis the councilisak for several reasons. First, the council decatethe
mayor’s salary (see Article 18(2) of thaw on Local Self-governance 199&econd, the council might
defeat the mayor with a motion of no confidencejclvHeads to a referendum on the mayor’s reca# (se
Article 28a of theLaw on Local Self-governance 1990 hird, the council determines the course of the
mayor’s action and controls the execution of adi(ee Article 18(2) and 18a of thaw on Local Self-
governance 1990 Fourth, the council is the main body to votetbe municipal budget, bonds issuance,
and borrowing (see Article 18(2) of thaw on Local Self-governance 1990

60 At the local level, national parties are mostiggent in large cities.

61 In the period of 1990-1998, representatives &rttunicipal councils were elected by the winneetaéll
rule in the municipalities of up to 40,000 inhabita and through proportional elections in the
municipalities with population above 40,000. Bytisgt a cutoff point on 20,000 inhabitants in 198&
legislators decided to expand the application opprtional elections. The main argument supportitig
expansion was that in the middle range municigalithe municipal election are already anonymous in
sense that voters might prefer to identify themsglwith local associations and parties rather thm
individual candidates. The drafters of the new rargued that only in case of the small municipaditit
makes sense to maintain the majoritarian systemmenbeal communities know well individual candidate
and associate with them rather than with associatand political parties. Nevertheless, a threslofld
20,000 inhabitants was picked up rather arbitraithaut a specific rationale behind this number. The
comprehensive administrative reform of 1998, besiceanging the electoral rules in the municipalitie
introduced one more tier of regional governmerd, districts powiaf), and reduced the number of
voivodeshipswojewddztwpfrom 49 to 16.
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time in the municipal election in October 1998t is worth noting that during each election
around 85% of municipalities are subject to the amtgrian system, and the rest to the

proportional systems.

In the small municipalities, the majoritarian elens of council representatives combine plurality
rule with small district magnitude. According tcetielectoral law, the council representatives in
municipalities of up to 20,000 inhabitants shoutddbected from districts where 1 to 5 candidates
with the largest amount of votes are elected. bcfite most of the municipalities tend to set
single or two-member districts. For instance in tB@02 elections, in approx. 75% of

municipalities the average district magnitude wess|than two. In single-member districts the
representatives are elected via a winner-takesstdl In the larger districts, which count 2 to 5

members, the representatives are elected througalipy at large voting (block vote). Under this

voting system, voters are requested to tick as nimmxes as candidates being elected from a
given district. Block voting is not a system fortaiming proportional representation. Instead, the
typical result is that the most popular party watisseats leading to even higher disproportionality

than in the majoritarian systems with single-menthstricts (Flis, 2009; Lijphart, 2012, p. 138).

In large municipalities, council representatives @lected through a proportional rule from multi-
member districts. Since 2002, a d’Hondt formula hasn applied to assign council seats to the
political associations and parties (recall thathia proportional system mandates are distributed
according to the vote share of political assocregiand parties). As compared to the Sainte-Lagué
method which was in use before 2002, the d’Hondthoek tends to favor winning political
associations and partfs(Lijphart, 2012, p. 135). Crucially, in large muigalities 5 to 8
representatives need to be elected from each dlistiiowever, differently than in the small
municipalities, voters are allowed to tick the naoh@nly one candidate. A clear discontinuity in
the average district magnitude at the threshol@3000 inhabitants is illustrated in figure 2.1.

Some further differences in the electoral systeragpeesented in table 2.1.

62 Since 2014, the electoral rules have been stdizdar across all municipalities. Precisely, all maiu
representatives are elected through the pluraliiy with single-member districts. The first eleationder
the new regime was scheduled for November 2014.

63 Sainte-Lagué and d’Hondt are methods (formulagjoding to which votes for political parties are
translated into seats in the legislative bodieg @Hondt method is the most common and it tendavor
the winners, i.e. to assign relatively more seata ahare of votes would justify. The Sainte-Lageghod,
on the other hand, offers the most equal relatipnshtween share of votes and seats distribution.aF
more detailed description of these two methodd §phart (2012, p. 135).
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It needs to be clear at this point that the maiffedince between the two electoral regimes boils
down to the differences in application of electdmmula and district magnitude (i.e. how many
candidates are elected to the council from theiqudat district). The municipalities of up to
20,000 inhabitants combine a plurality voting amda8 districts, whereas the municipalities
above this threshold use a proportional formula kmge districts. Both the application of the
proportional formula and large districts lead torengroportional electoral outcomes, i.e. the
share of vote for a given association/party comadp well with the share of seats allocated to
this association/party. The plurality voting andadindistrict lead to the opposite effect, i.e. the
electoral outcomes are more disproportional in skase that the share of votes for a given

association or party, does not correspond well Wieghshare of seats gained by this association or

party.

Figure 2.1. Discontinuity in the average district nagnitude in 2002 at the threshold of 20,000

inhabitants
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Table 2.1. Some characteristics of proportional ananajoritarian electoral systems in 2002
and 2006

2002 2006 2002 2006
Proportional Majoritarian
election election

Number of districts 1,245 1,226 20,692 20,556
Number of elected representatives 7,374 7,273 52,20 32,265
Average district magnitude 59 5.9 1.6 1.6
Average number of candidates ger 11.5 115 4.4 3.4
one council mandate

Source:Ptak (2010, pp. 144-145).

The empirical investigation in this chapter is penied on the data from 2002 to 2012. The
reforms in 2002 led to the last major changes ef plolitical and electoral systems at the
municipal level. In 2002 the current mayor-coungyjistem was introduced, replacing the old
system where mayor was elected indirectly from ¢bancil representatives. In addition, the
d’Hondt method replaced the Sainte-Lagué methoalfocating seats in the proportional system
and most crucially the number of council represirga was scaled down. After 2002, the
institutional setup in the Polish municipalities smather stable. Thus, the risk that the electoral
systems are confounded by other policy changesingmzed. The last year of the analysis is
delineated by the availability of the fiscal ddtathe period under investigation three elections a
the municipal level took place, consecutively 9202006 and 2010. It is important to emphasize
that the electoral rules applied in the election2002, 2006 and 2010 depended on the population
size at the end of the year prior to the electidence, the electoral rules were determined by the

population size in 2001, 2005 and 2009, respegtivel

It needs to be stressed that the population sisgrdaes also some other institutional shifts at th

municipal level. Most importantly, population sigeverns the number of representatives elected
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to the council$* Whereas in the small municipalities (up to 20,00@bitants) councils comprise
15 representatives, in the large municipalitiesoy@b20,000 inhabitants) they consist of 21
representatives. This arrangement has been in @moe 2002. Before that, there were six
different thresholds determining council size. Theerall aim of this reform was to radically
reduce the number of municipal representativess€guently, in the election of 2002 the number

of elected representatives dropped by nearly 13a80bmpared to the 1998 election (Ptak 2010).

A theoretical argument presented by Weingast et(2089) states that larger councils are
associated with larger size of government. Theaathase their argument on the assumption that
the larger number of legislators as such aggrathtesommon-pool problem. In contrast, Primo
and Snyder (2008) and Petterson-Libdom (2012) ptegeite a different theoretical argument.
They argue that the larger number of legislatorseesally reduce the size of government.
According to these authors, a growing size of gowvemnt is caused by the bureaucrats (the public
administration®® and not legislators. A larger number of legislatactually reduces the size of
government since more legislators are able to bettenitor the public administration

(bureaucrats) and, hence, exert a better contegl tire public spending.

The empirical evidence does not provide a cleawanso those theoretical divagations. On the
one hand, Egger and Koethenbuerger (2010) finds#tiy® influence of the council size on the

total public spending in the Bavarian municipatiti©n the other hand, Petterson-Libdom (2012)
finds a negative relationship between public exgenel per capita and the council size in the
Finnish and Swedish municipalities. This chapteesdaot resolve the discussion regarding the
council members and the size of government buteratsserts that both abovementioned
contributions overlooked taking into account thieiigovernmental realities (interactions between
central and sub-central governments) in Germanyherone hand, and Finland and Sweden, on

the other hand. Contradicting results might bedfuee the result of this omission. Crucially, in

64 There are some minor rules that abruptly changieea?0,000 threshold. For instance, in the mpaidies
of up to 20,000 inhabitants there is only one dgpoayor, while in the municipalities above 20,000
inhabitants there are maximum two deputy-mayorse 20,000 cut-off determines also the maximum
number of assistants a mayor can employ, i.e. maxitthree persons in the municipalities of up t®@0,
inhabitants and maximum five persons in the mualdips above 20,000 inhabitants. These changes
might influence personnel expenditure, they shautd, however, have any effect on the dependent
variables of interest, i.e. braod and narrow pudkipenditure or vertical fiscal imbalance.

65 Niskanen (1971) was the first to put forth thguement on bureaucracy that tends to maximize its ow
budget.
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the empirical part of this chapter, some robustmégsks are provided in order to demonstrate
that the number of council representatives hasffezteon the underlying dependent variables,

particularly on the composition of public expendi#@nd, more importantly, on VFI.

2.4. Data and estimation approach

The dataset constructed for the purpose of thiptelnariginates from two sources. Data on the
population size and elections were officially respeel from the National Election Commission.
The fiscal data on different categories of expamdiand revenue as well as on VFI was extracted
from the Bank of Regional Data, which is publiclyadable at the Central Statistical Office
website®® The dataset covers the years 2002-2012. For sapendent variables only shorter
time series are available, however. This appliethéobroad expenditure (social and education
expenditure) for which the dataset covers timesp&n2008-201%’ Data on the narrow
expenditure (local road infrastructure spending) an VFI are available for the whole period

under consideration. Descriptive statistics arsgmeed in appendix 2.1.

Disentangling the effect of electoral rules fromheat causes of fiscal policy outcomes is a
nontrivial task in empirical analysis. Ideally, salinference relies on a randomized experiment
where the electoral rules are assigned randombsagurisdictions. Such an experiment does not
exist for electoral systems. The second best op#oim adopt a quasi-experimental design to
approximate real randomization. The discontinualationship of population size and electoral
rules in the Polish context allows exploiting ori¢h®se quasi-experimental designs. Since in the
Polish municipalities the assignment of electorales (majoritarian or proportional) is a
deterministic function of the population size, tiygplication of a regression-discontinuity (RD)

design seems natuf@lin this chapter, the relationship between popaoitasize and electoral rules

66 Data available atww.stat.gov.pKlast accessed on November 14, 2014).
67 Consistent long time series could not be obtafieedocial expenditure since in some sub-periaisas

expenditure aggregate takes into account also f'sibeial expenditure”, which according to the buedgge
classification should constitute separate spenblogk. To assure comparability of time series asiyp-
period 2008-2012 was extracted.

68 A couple of recent studies apply similar reseadgsign to estimate the effect of various political
institutions which are determined by the populatgire: Petterson-Libdom (2008, 2012), Egger and
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entails a sharp RD design. The assignment of acipaiity to different electoral rules in election
years (i.e. 2002, 2006 and 2010) and four yeaed#itsr, is solely determined by the population
size in the years prior to the elections (i.e. 2G@MD5 and 2009).

The RD model for a pooled cross-section of datairadoa single discontinuity is as follows.
Denote byN;. a population size based on which municipalityas qualified to certain electoral

rule at timet, then define an indicator variable for observatipauch as:

D = {1 if Ny > 20,000
=10 if Ny <20,000

Consequently, the RD model for observationsay be formulated as:
FPy =a+ BDy + k(Nie) + -+ &

whereFP;; is a selected fiscal outcome in municipalit{i.e. composition of public expenditure
or VFI) at timet; k is a polynomial function ol;., which captures the continuous relationship
betweenV;, andFP;;; a is a constant corresponds to a discontinuous effect of the mtogral
system at the cutoff of 20,000, ang is an error term. Inference about the discontynait the
cutoff of 20,000 for alli is therefore made by means of polynomial regressiwhere the
polynomial functionk(N;.), is based upon degree-1 (linear specificationjrel2 and degree-3
polynomials. Application of different polynomialsi@uld ensure that the findings are not driven
by a particular functional form. In addition, inethbaseline specification different slopes of the

regression functions on both sides of the cutadfmarmitted.

Since a major institutional shift, which occurs theé 20,000 threshold, is the change in the
electoral regimes, any discontinuity (jJump) in aute variables at this threshold should be driven
by the switch in electoral regimes. To estim@tand, hence, the causal impact of a change from
majoritarian to proportional at the threshold of @D inhabitants, one may use all data or data
within a more or less narrowly defined window onlysing data only within a certain window

around 20,000 exhibits the advantage that misdpation of the functional form of the

Koethenbuerger (2010), Barone and de Blasio (2048)pld and Freier (2013), Litschig and Morrison
(2013), Brollo et al. 2013, and Eggers (2014). Medttiogical concerns of RD design are well developed
by Ade and Freier (2011).
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polynomial is less likely than when using all ddtar that reason, in the baseline regression, two
narrow bandwidths are used, i.e. bandwidth of 1@80000 inhabitants, and 15,000-25,000
inhabitants, respectively. The main estimation apph is therefore to use polynomial regressions

in narrow samples around the discontinuity of 20,bhabitants.

Compared to other observational studies RD anabsjsys relatively high internal validfS
This comes at the expense of external valifligs a treatment effect is calculated for the sub-
sample located at the cutoff. Hence, the effeatsgmted in this chapter (as in any RD analysis)
apply to the units near the relevant cutoff — iis thhapter, to the municipalities near the
population threshold of 20,000. It is up to theemsher and reader, however, to decide whether
these narrow results carry some more general mgahastly, it is worth noting that neither
covariates nor state fixed effects are neededdintification. In some robustness checks, some

baseline covariates are inserted, however, to aatigte the results.

2.5. Internal validity checks

An extensive and precise manipulation of the pdpmradatd!, on which electoral rules

assignment is based, would cast serious doubtst dbeuinternal validity of the RD analysis.
Therefore, it is crucial to check for any evidewéesorting, i.e. for any discontinuous population
distributions. Figure 2.2 plots the histograms wvdifierent bins for the municipal population size
at the end of 2001, 2005 and 2009. Visual inspectd figure 2.2 demonstrates that the

69 A high internal validity means that a given engat model successfully identifies causal effeais the
population being studied (Angrist and Pischke, 2@09.51).

70 The external validity uncovers the predictive powf the outcome outside the given context (Angrsl
Pischke, 2009, p. 151) — here outside the confiekteoPolish municipalities.

& A priori, it is not clear which electoral system shouldobeferred by the politicians at the municipal level
While for the popular local politicians a majoritar system could be more beneficial, less popular
politicians could favor a proportional electioniafncreases their chances of being elected tathuacil
even with a moderate support. Less popular pdaitieimight also favor proportional system for soneio
reason. Coincidentally, in the municipalities ab@22000 inhabitants 21 representatives are eld¢otéue
council, i.e. by six more than in the municipaktiith less than 20,000 inhabitants. A larger nurrdfe
elected representatives increases the chanceespbpular and less recognized politicians aregleto
the council. Lastly, it seems that all municipakitishould be interested in overestimating the nurabe
inhabitants as the higher population size detersnihe higher amounts of some intergovernmentaltgiran
This, however, goes beyond a manipulation at teeifip threshold.
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distribution is positively skewed and that a snpkitive increase in the probability mass is
observed just after the cutoff of 20,000. Nevedhg] no substantial discontinuity can be
identified. This serves as an initial identificatidhat the local officials do not precisely
manipulate the population size. Another way of &imeg the validity of the RD involves testing
for a jump in the density of the forcing variablethe cutoff (McCrary, 2008). The result of
McCrary density test reassures that manipulationhef population size does not occur at the
threshold (see Appendix 2.2).

Policy-makers at the municipal level cannot sigumifitly manipulate the size of the population
due to two reasons. First, although the populatagistrations and records are the responsibility
of the municipalities, these records are verifigdldcal delegations of the National Electoral
Commissiorn’? Second, the population records are also collebtedhe independent Central
Statistical Office’? Significant disparity between population size m@d by the municipalities
and the Central Statistical Office would raise @easi concerns. This double check by the Central
Statistical Office minimizes therefore a chance tha population data are subject to significant
manipulation. The comparison of the municipal dailh those of the Central Statistical Office in
the bandwidth 19,000-20,000 inhabitants leads ® dbnclusion that municipalities did not
manipulate their population records in order todmeone or the other side of the threshold,

although reported numbers differ partially.

72 See Article 25(3) of thElectoral Code 2011

3 The population data of the Central Statistical fig@f is available http://stat.gov.pl/bdl/
app/dane_podgrup.dims?p_id=421295&p_token=0.5047RH15861accessed on February 28, 2015).
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Figure 2.2. Population density around the thresholdat the end of 2001, 2005, and 2009
(different bins applied)

Panel A. Bin = 250 inhabitants Panel B. Bin = 4@i@abitants
< 4 o
E ~ E <
o o
o T T T T T o T T T T T
10000 15000 2000 25000 30000 10000 15000 20000 25000 30000
Size of municipality Size of municipality
Panel C. Bin = 500 inhabitants Panel D. Bin = 1,00@&bitants
@ v
Y ©
o o
o T T T T T o T T T T T
10000 15000 20000 25000 30000 10000 15000 20000 25000 30000
Size of municipality Size of municipality

It is also important to verify whether municipadsi just below and just above the threshold of
20,000 inhabitants were similar before the intrduc of new electoral regime. Table 2.2
demonstrates the estimations for several pre-teaticovariate’$ (values registered in between
1995 and 1998). The results show that around theffquoint there is no statistical evidence of

discontinuities in pre-treatment covariates captreconomic activity (number of registered

4 In the context of this chapter, pre-treatmentaciates are — demographic, institutional, fiscalariables

which allow verifying whether major qualitative flifences between the municipalities close to 20,000
inhabitants were present prior to the experimehis helps rule out the possibility that legislatorsre

driven by certain qualitative differences betweeaniuipalities when deciding the threshold of 20,000
inhabitants.
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economic units in column 1) or demographic struet(share of working age population in
column 2). Neither there is evidence of discontinin pre-treatment values of the selected fiscal
outcomes, such as expenditure on administratiofurfoo 3), expenditure on social welfare
(column 4), expenditure on transportation (columaid, lastly, VFI (column 6). In other words,
from a statistical point of view, there is no evide that treated (municipalities with the number
of inhabitants above 20,000) and control groupsnjmipalities with the number of inhabitants up
to 20,000) were systematically different in fiscatonomic and demographic terms before the
new electoral system was introduced in 1998. Thisfioms the claim that threshold was set

arbitrary by the legislators.

Table 2.2. Balancing properties for the pre-treatmat variables

()) ) ©) (4) ®) (6)

Degree-3 Degree-3 Degree-3 Degree-3 Degree-3 B&gre
VARIABLES Economic units Share of Expenditure on Expenditure on  Expenditure on Vertical fiscal
populationin  administration per social welfare per transport per imbalance
working age capita capita capita
Proportional D) -86.89838 -0.00322 -10.26525 14.69743 -3.85248 043B2
(149.86314) (0.00765) (10.66239) (10.22025) (718)9 (0.03230)
Constar 1,110.36699** 0.58360*** 86.96864*** 76.82660*** 25.30155*** 0.63644*+*
(122.59075) (0.00573) (9.39059) (7.79165) (6.00403  (0.02782)
Observations 2,203 2,203 2,203 2,203 2,203 2,203
R-squared 0.51218 0.16768 0.01289 0.03719 0.07243 .04081

Note The polynomial in the forcing variable is of degf3 (corresponding parameters are not reportédgoimns
employ the bandwidth of 10,000-30,000 inhabitaA$.regressions use pooled OLS estimation methddnd&ard
errors in parentheses are clustered at the muiityifevel. *** p<0.01, ** p<0.05, * p<0.1.

The break in the fiscal outcomes at the cutoff lbarunquestionably attributed to the role of the
electoral systems only if no other policy shift€acat the threshold of 20,000 inhabitants. This is
a cause of concern forasmuch as many other regylelb@anges for the Polish municipalities are
implemented as a function of the population sizeic@lly, as it was already mentioned, at the
threshold of 20,000 inhabitants one more importarnge occurs beyond the local electoral
rules. At this cutoff, the council size increasesnf 15 to 21 members. Two responses to this
potential problem are offered. First, with respiecone dependent variable (i.e. composition of
the public expenditure) there is no theoreticaliargnt that council size might affect it. Second,
in the robustness check section (section 2.7) sfurtber tests are performed to exclude the

possibility that an increase in the council sizafoands the results.
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2.6. Estimation results

The main empirical part of this chapter starts vgitme graphical evidence for the discontinuity
in fiscal policy outcomes at the 20,000 cutoff. Tplets in figure 2.3 show the means of the
outcome variables using different bin si?e@50 and 500 inhabitants) for the municipalities
whose distance from the cutoff is no more than @@ dhabitants. The plots superimpose the fit
of a polynomial function (degree-1, degree-2 andjrele-3 polynomials) allowing for the
discontinuity at the cutoff and different slopespaflynomials on both sides of the cutoff. The
visual evidence presented in figure 2.3 suggesisthie change in the electoral rule induces a shift
in fiscal outcomes. In panel A of figure 2.3, on@ncobserve that there is a raise in broad
expenditure per capita at the cutoff. That mears th municipalities with proportional
representation broad expenditure per head of ptpalég higher than in the municipalities with
majoritarian representation. In panel B of the sdiggre, it is noticeable that the change of the
electoral rule at the cutoff induces a drop in oarrexpenditure per capita. Thus, narrow
expenditure (local road infrastructure expenditisdpwer in the municipalities with proportional
representation than in the municipalities with miggoian electoral system. Lastly, in panel C of
figure 2.3, one should be able to identify a jump/FI at the 20,000 cutoff. The meaning of the
jump is that VFI is much more pronounced in the rmoipalities with proportional electoral

system than in the municipalities with the majaréa representation.

75 Bins are intervals for which averages of certaniables are calculated. The bin size of 500 iithats
means that, for instance, average VFI is calculfedhe intervals (19,500;20,000>, (19,000;19,500>
(18,500;19,000> and so on.
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Figure 2.3. The effect of the proportional electora system on underlying fiscal policy

outcomes
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Panel C. The effect of the proportional electoyatesm on vertical fiscal imbalance
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Note Each dot represents the sample average of trendept variables in a given bin. The bin width 5§ 2r 500.
The black line represents degree-1 polynomial fonc{linear); the red curve stands for degree-2ympamial
function; and the blue curve represents degreelpmial function. Bandwidth of 10,000-30,000.

A further step encounters a more formal estimatibthe effect of the electoral rules. Table 2.3,
2.4 and 2.5 demonstrate the RD estimates of tlextef change in electoral rules on the fiscal
policy outcomes (i.e. broad expenditure, narrow eexjiture and VFI, respectively) at the
threshold of 20,000. The reported coefficients barinterpreted as the average treatment effect
(ATE) of the proportional system (see section 1Standard errors reported in the tables are
clustered at the municipality level and are robwst unknown heteroscedasticity and
autocorrelatiorf® Columns 1-3 of table 2.3, 2.4 and 2.5 report tsults for degree-1, degree-2
and, lastly, degree-3 polynomials for the bandwidth000-30,000 inhabitants. Columns 4-6
present the polynomials of the same degrees, howéwe a narrower bandwidth of 15,000-
25,000 inhabitants.

Table 2.3 presents the average treatment effectproportional system on broad public
expenditure (i.e. expenditure on social policy autlication). Coefficients have the expected

signs. By browsing through the coefficients, ona oder that the proportional electoral system

76 Whereas heteroscedasticity refers to the simatihere the errors do not have the same variance,
autocorrelation means that errors are correlateth wne another (Kennedy, 2008, p. 41). Without
correcting for heteroscedasticity and autocorretgtione risks that hypothesis testing cannot bstetcu
(Kennedy, 2008, p. 113). A standard remedy to corfer heteroscedasticity and autocorrelation is to
apply the so-called “robust” or “clustered” stardlarrors (Angrist and Pischke, 2009, p. 293).
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leads to an increase in broad expenditure by ashrasd28 PLN (the Polish ztoty) per capita as
compared to the majoritarian system. This valugesgnts approximately 8% of the average
broad spending per capita. Besides two specificatioolumns 2 and 4), the reported coefficients

are statistically significant at the conventioreald! of at least 10%.

Table 2.3. The effect of proportional electoral syem (ATE) on broad public expenditure

@ 2 @) (©) ©) (6)

Degre«1 Degre-2 Degre«3 Degre«1 Degre«2 Degre«3
VARIABLES Broad pc Broad pc Broad pc Broad pc Brgead Broad pc
Proportional D) 46.96480* 31.19937 116.23208** 57.81313 122.75911* 128.38588*

(28.04417 (45.62426 (54.21652 (38.39814 (55.54442 (72.64050
Constant 1,384.23067*+*1,353.14131** 1,334.28974** 1,366.84356** 1,334.71190** 1,345.69896***

(16.97836) (24.53307) (27.71837) (21.66119) (22111% (35.60759)
Observations 2,718 2,718 2,718 1,099 1,099 1,099
R-square 0.0184! 0.0210( 0.0237¢ 0.0112¢ 0.0158! 0.0165!

Note The polynomial in the forcing variable is of degrl in columns 1 and 4, of degree-2 in columna®5s and
of degree-3 in columns 3 and 6 (corresponding peters are not reported). Columns 1-3 employ thelwatih of
10,000-30,000 inhabitants and columns 4-6 the batibvof 15,000-25,000 inhabitants. All regressiasg pooled
OLS estimation method. Standard errors in paresthaee clustered at the municipality level. *** pgD, ** p<0.05,
* p<0.1.

The average treatment effects of proportional systen narrow public expenditure (i.e.
expenditure on local road infrastructure) are preeskin table 2.4. They have the expected sign
and could be interpreted as follows. A switch fromajoritarian to proportional electoral regime
leads to a decrease in narrow public expenditurasbgnuch as 51 PLN per capita. This amount
represents approx. 30% of the average road spepdincapita. However, the coefficients in table
4 are statistically significant at the 10% levelyoim three specifications (columns 2, 3 and 4). In

remaining specification coefficients are not stat#dly significant at conventional levels.

Table 2.4. The effect of proportional electoral syem (ATE) on narrow public expenditure

@ 2 @) (4 (5 (6)
Degree-1 Degree-2 Degree-3 Degree-1 Degree-2 Be&gre
VARIABLES Narrow pc Narrow pc Narrow pc Narrow pc afow pc Narrow pc

Proportional D)  -21.00277  -34.43684*  -48.53179*  -33.25191*  -45.7329 -50.89698
(13.00827)  (20.31532)  (28.09908)  (18.17035)  (3D5Bj  (44.53767)
Constant 175.72189** 183.46789** 193.10284** 187.46206*** 187.65249%* 202.25420*
(8.61212)  (13.84874)  (18.82161)  (13.20147) (201433  (28.52230)

Observations 7,263 7,263 7,263 2,964 2,964 2,964
R-squared 0.00106 0.00129 0.00151 0.00259 0.00314 .00401

Note The polynomial in the forcing variable is of degrl in columns 1 and 4, of degree-2 in columnad®5 and
of degree-3 in columns 3 and 6 (parameters areeparted). Columns 1-3 employ the bandwidth of @0;80,000
inhabitants and columns 4-6 the bandwidth of 1528@00 inhabitants. All regressions use pooled @&8mnation
method. Standard errors in parentheses are cldsdétbe municipality level. *** p<0.01, ** p<0.05,p<0.1.
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Lastly, table 2.5 reports average treatment effe€tproportional regime on VFI. Coefficients
suggest that change from a majoritarian to a ptapwl system leads to an increase in VFI by as
much as 10 percentage points. That means thathdre ®f local expenditure covered by the
central (intergovernmental) transfers and borrowieg municipalities is noticeably larger in
proportional systems than in majoritarian systeBesides one estimate, all remaining reported

coefficients are statistically significant at 1%dé

Table 2.5. The effect of proportional electoral syem (ATE) on vertical fiscal imbalance

1) 2 (3) (4) (5) (6)
Degree-1 Degree-2 Degree-3 Degree-1 Degree-2 B&gre
VARIABLES Fiscal Fiscal Fiscal Fiscal Fiscal Fiscal
imbalance imbalance imbalance imbalance imbalance imbalance

Proportional D) 0.04657** 0.06250** 0.07846** 0.05004** 0.10132** 0.07696**
(0.01292)  (0.01880)  (0.02461)  (0.01782)  (0.02636)0.03394)
Constant 0.49263** 0.48560%* 0.47147** 0.48957** 0.46183** 0.48134**
(0.00853)  (0.01361)  (0.01911) (0.01306)  (0.02087)0.02803)

Observation 7,29¢ 7,29¢ 7,29¢ 2,977 2,977 2,97

R-squared 0.09826 0.09865 0.09914 0.01944 0.02573 .02707
Note The polynomial in the forcing variable is of degrl in columns 1 and 4, of degree-2 in columna®5s and
of degree-3 in columns 3 and 6 (corresponding peters are not reported). Columns 1-3 employ thelwatih of
10,000-30,000 inhabitants and columns 4-6 the batibvof 15,000-25,000 inhabitants. All regressiasg pooled
OLS estimation method. Standard errors in pareethaee clustered at the municipality level. *** pg0, ** p<0.05,
* p<0.1.

2.7. Robustness checks

In the current section, numerous robustness chec&sperformed. Firstly, to exclude the
possibility that the estimates presented in se@iénare driven by the change in the council size
instead of the change in the electoral systemsaRdlysis is performed at the population cutoffs
that determined council sizes in years 1990-2062thht period, population size defined six
different council sizes from 12 to 32 representgivThe analysis is run for three thresholds
which determined the council sizes similar to the&rent council sizes, i.e. 15 and 21

representatives.

In table 2.6, columns 1-2 provide estimates of de¢ polynomial functions at the cutoff of

4,000 inhabitants in 1998-2002. In that period, #6800 threshold was crucial as it was

delineating the council size of 16 representatifedow that threshold) and 20 representatives
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(above that threshold). Columns 3-4 reports RDnesiés of the degree-3 polynomials at the
cutoff of 7,000 in the timespan 1998-2002. Until020 in the municipalities of up to 7,000
inhabitants the council was composed of 20 reptatees; above this threshold 24
representatives were elected. Lastly, columns ®#%tain the RD coefficients for degree-3
polynomials at the 10,000 threshold in the samegdesf 1998-2002. Below this threshold there
were 24 representatives in the council; and abio2 representatives. The dataset available at the
Central Statistics Office’s website does not contednsistent information on the local social
policy and education expenditure in years 1998-200fus the estimations are run only for
narrow public expenditure per capita and VFI forickhdata are available. As seen in table 2.6,
the changes in the council size have no impacthen dependent variables of interest. The
estimated coefficients are not statistically diier from zero. This result can be used as an
argument substantiating the ATE of the proporti@yastem at the cutoff point. An initial concern
was that a council size could bias the underlyirigeAlt is convincingly shown, however, that
similar council sizes at different population threkls did not affect the dependent variables of

interest (VFI and narrow public expenditure peritzgpn the years 1998-2002.

Table 2.6. Robustness check: effect of council siat the thresholds of 4,000, 7,000 and
10,000 inhabitants in 1998-2002

@ @ &) (4 ) (6)
Degree-3 Degree-3 Degree-3 Degree-3 Degree-3 Bé&gre
VARIABLES Fiscalimt  Narrow pc  Fiscal imt  Narrow pc  Fiscal imk  Narrow pe

Fake treatment0.00229 ~ -26.07500  0.01250  15.39596  -0.01193  1.81793
(0.01934)  (18.80048)  (0.01392)  (14.81786)  (0.03984(17.17908)
Constar 0.69398** 8452550+ 0.66576** 57.09875** 0.63748** 60.09755%*
(0.01597)  (17.77772)  (0.01044) (7.08388)  (0.01916}10.28849)

Observations 5,753 2,280 5,461 1,338 2,994 734

R-squared 0.01824 0.00265 0.00907 0.01281 0.02918 .00867
Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). Columns 1-2 exploit the cutoff of 4,00babitants and the bandwidth of 0-7,000 inhab#a@Gblumns 3-4
employ the cutoff of 7,000 inhabitants and the bedth of 4,000-10,000 inhabitants. Lastly, coluni$ employ
the cutoff of 10,000 inhabitants and the bandwidth7-13,000 inhabitants. All regressions use pooRidS
estimation method. Standard errors in parenthegeslastered at the municipality level. *** p<0.0% p<0.05, *
p<0.1.

The second robustness check concerns the funcfimmalof the econometric model. In table 2.7
the results are reported for models which excludeoasibility of different slopes of the
polynomial functions on both sides of the cutofasBline regressions assume various slopes of

polynomials at both sides of the cutoff. The restdimain undisputed, i.e. coefficients of degree-3
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polynomial functions for two different bandwidtheesstatistically significant at least at the 10%

level and preserve the expected signs.

Table 2.7. Robustness check: the same slopes attbsides of the cutoff

@) ) 3) (4) ®) (6)

Degree-3 Degree-3 Degree-3 Degree-3 Degree-3 B&gre
VARIABLES Broad pc Narrow pc Fiscal imbalance Broad pc Narrow pc  Fiscal imbalance
Proportional D) 55.86229* -125.20706**  0.12150*** 62.26327* -29.27587* 0.04790***

(31.84909) (15.12765) (0.01305) (36.33755) (168335 (0.01659)
Constant 1,403.60825***-251.96471**  (0.79293*** 1,221.39430** -383.73194***  (0.90794***

(70.71944) (37.16888) (0.02493) (120.89993) (6T11H (0.03848)
Observation 2,71¢ 7,26% 7,29¢ 1,09¢ 2,96¢ 2,97
R-squared 0.01835 0.09288 0.14851 0.01667 0.17986 .12589

Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). All columns assume the same slopeseofuthction at both sides of the cutoff. Columns &r3ploy the
bandwidth of 10,000-30,000 inhabitants and coludn@s employ the bandwidth of 15,000-25,000 inhaligaall
regressions use pooled OLS estimation method. Stdretrors in parentheses are clustered at thecipality level.
*** n<0.01, ** p<0.05, * p<0.1.

The third type of a robustness check applies diffewindows/bandwidths around the threshold
of 20,000 inhabitants. Table 2.8 demonstrates thiEmates for two different bandwidths.
Columns 1-3 present estimates of degree-1 polyreniga the narrow bandwidth of 17,500-
22,500 inhabitants. In turn, columns 4-6 show esté® of degree-3 polynomials for the
negatively skewed bandwidth of 15,000-45,000 intaatts. The aim of this last bandwidth is to
include more treated municipalities, i.e. thosenvéitproportional system. As seen from the table,
the results are still confirmed, i.e. besides ostnate for narrow expenditure (column 2),

coefficients are statistically significant at leastLl0% level.

Table 2.8. Robustness check: different bandwidthspplied

@) ) 3) (4) ©®) (6)

Degree-1 Degree-1 Degree-1 Degree-3 Degree-3 B&gre
VARIABLES Broad pt Narrow pt  Fiscal imbalanc Broad pt Narrow pc  Fiscal imbalanc
Proportional D)  140.20459*** 0.27196 0.06843** 54.21913* -26.65683  0.05735***
(52.23191 (26.42464 (0.02314 (31.38231 (15.00494 (0.01469
Constant 1,076.10356***-491.55930***  0.94552***  1,261.20293** -552.79809***  0.94518***
(200.23683) (117.26484) (0.06010) (114.80497) 50@157) (0.04398)
Observations 499 1,334 1,346 1,566 4,237 4,251
R-squared 0.03696 0.16066 0.13782 0.03386 0.17260 16797

Note The polynomial in the forcing variable is of degrl (Columns 1-3) or degree-3 (Columns 4-5).
Corresponding parameters are not reported. Coldrthemploy the narrow bandwidth of 17,500-22,508almitants
and columns 4-6 employ the bandwidth of 15,000-@8,hhabitants. All regressions use pooled OLSmesibn
method. Standard errors in parentheses are cldsdétbe municipality level. *** p<0.01, ** p<0.05,p<0.1.
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The fourth robustness check relies on showing teets of local electoral rules at a fake cutoff.
These are called placebo (falsification) experirmexst no treatment should take place at the fake
threshold. Four different placebo thresholds arkecsed. They are as follows: (1) 19,000
inhabitants (threshold being sufficiently close tioe investigated threshold); (2) 15,983
inhabitants (the average of the population siz8), 1,873 inhabitants (the median of the
population size after considering a sub-sample vibeR®,000 inhabitants); and (4) 33,367
inhabitants (median of the population size aftensidering a sub-sample above 20,000
inhabitantsy’. All estimations are performed for degree-3 potyia function and are reported in
table 2.10, 2.11, 2.12 and 2.13, respectively. dssione case, in all the remaining cases, the
treatment effects are never significantly differérdm zero. This substantiates the empirical
design and suggests that treatments are correethyified.

Table 2.9. Robustness check: placebo experimentthe threshold of 19,000

[} @ ©)

Degree-3 Degree-3 Degree-3

VARIABLES Broad pc Narrow pc  Fiscal imbalance
Proportional D) 39.6000- -4.3235: -0.0085!

(49.94220) (24.28498) (0.02414)
Constant 1,359.03231***182.02344***  0.49725***

(33.36205) (17.23868) (0.01601)
Observation 3,22¢ 8,701 8,752
R-squared 0.02643 0.00056 0.11391

Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). All columns employ the fake cutoff of,@®0 inhabitants and the bandwidth of 9,000-29,@d@bitants.
All regressions use pooled OLS estimation methadndard errors in parentheses are clustered attmécipality
level. *** p<0.01, ** p<0.05, * p<0.1.

m The strategy of selecting fake threshold at ayei@ median of sub-samples is suggested by, &barice,

Imbens and Lemieux (2007).
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Table 2.10. Robustness check: placebo experimentthe threshold of 15,983

(1) (2 (3)

Degree-3 Degree-3 Degree-3

VARIABLES Broad pc Narrow pc  Fiscal imbalance
Proportional D) -33.92119 -21.59090 0.01480

(39.26876) (19.38878) (0.02009)
Constant 1,451.50872***180.89136***  0.54832***

(26.42967 (13.12976 (0.01329
Observations 6,636 18,316 18,429
R-squared 0.03227 0.00079 0.12460

Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). All columns employ the fake cutoff of, 983 inhabitants and the bandwidth of 5,000-25,@0@bitants.

All regressions use pooled OLS estimation methadnd@ard errors in parentheses are clustered antmécipality
level. *** p<0.01, ** p<0.05, * p<0.1.

Table 2.11. Robustness check: placebo experimenttae threshold of 7,873

(1) @ 3)

Degree-3 Degree-3 Degree-3
VARIABLES Broad pi Narrow p«  Fiscal imbalanc
Proportional (D) -9.13340 11.21368 -0.01888

(30.00604) (16.84875) (0.01493)
Constant 1,514.83987***170.88474***  0.67486***

(22.52767) (15.02319) (0.01291)
Observations 8,242 22,566 22,679
R-squared 0.01164 0.00248 0.05031

Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). All columns employ the fake cutoff 0873 inhabitants and the bandwidth of 0-17,000 iithabs. All

regressions use pooled OLS estimation method. Stdretrors in parentheses are clustered at thecipality level.
*** p<0.01, ** p<0.05, * p<0.1.

Table 2.12. Robustness check: placebo experimenttae threshold of 33,367

(1) (2 (3)

Degree-3 Degree-3 Degree-3

VARIABLES Broad pc Narrow pc  Fiscal imbalance
Proportional D) -1.6980¢ -67.89824 -0.0156:

(67.12831) (36.03708) (0.02201)
Constant 1,266.94432***233.82882***  0.42739***

(44.51576) (29.97493) (0.01706)
Observation 1,56¢ 4,23 4,251
R-squared 0.03111 0.00571 0.09181

Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). All columns employ the fake cutoff of, 337 inhabitants and the bandwidth of 15,000-45 ja@@bitants.

All regressions use pooled OLS estimation methadndard errors in parentheses are clustered attimécipality
level. *** p<0.01, ** p<0.05, * p<0.1.
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The last (fifth) robustness check augments basalpezifications with a number of additional
covariates (control variables). Regressions aremaunged by the following variables:

unemployment rate, demographic burden, number gistered economic units per 1,000
inhabitants. As discussed by Lee and Lemieux (20@@cause of its local randomized
experimental nature it is not necessary to incladditional controls in a RD setting to obtain
consistent estimates. However, doing so might redine sample variability and therefore
increase the precision of an estimator. For VFE ttentification strategy is validated as
coefficient in column 3 of table 2.14 remains statally significant at the 5% level. Much less
robust results are observed for broad and narrdigaxpenditure, casting one more time some
doubts about causal relationship between the ebdctoles and the composition of public

spending.

Table 2.13. Robustness check: augmenting baselinegressions by adding covariates

(1) 2 (3)

Degree-3 Degree-3 Degree-3
VARIABLES Broad pi Narrow p«  Fiscal imbalanc
Proportional D) 39.27025 -0.86089 0.05133**
(53.34691 (19.21859 (0.02186
Constant 681.17712*+*119.09698**  0.12808***
(125.04487)  (46.81873) (0.03959)
Observations 664 4,577 4,597
R-squared 0.14604 0.18151 0.53817

Note The polynomial in the forcing variable is of degf3 in all columns (corresponding parameters ate n
reported). All columns employ the bandwidth of 1@EBO,000 inhabitants. All regressions use pooldds O
estimation method. Standard errors in parentheseslastered at the municipality level. *** p<0.0%, p<0.05, *
p<0.1.

2.8. Policy implications

This chapter furthers our understanding on cau$etts of electoral regimes on selected fiscal
variables. First of all, it is demonstrated tha¢ tink between the electoral regimes and the
composition of spending is weaker than it is argurethe existing literature. Most importantly

however, in the intergovernmental context, it isvsh that proportional electoral regime causes
larger VFI. The effect is statistically significaahd non-negligible from an economic point of
view as the proportional regime causes an increa%é| by approx. 10 percentage points. At a
minimum, policy-makers should be aware of theseatéf since once in place the electoral
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regimes might prove to be difficult to amend — espléy if they are enshrined in the constitution

— leading to persistent inefficiencies. For insigrarge VFI results in a soft budget problem and
poor fiscal performance of the whole general goremt. To be more specific, the general
government fiscal balance is found to deterioratel lpercent of GDP for each 10 percentage

point increase in VFI (Eyraud and Lusinyan, 2013).

Furthermore, as underscored by Eyraud and Lusif®@h3), VFI will likely be at the center of
the policy discussions concerning the prospecafistegration in the EU (so-called fiscal union
project). If the project of fiscal union for the Ej¢ts momentum and a fully-fledged fiscal union
is created, it will necessitate major shifts in #eetical fiscal relations between “Brussels” ahd t
EU member states. Particularly, transfers fromBhebudget to individual countries may need to
be increased to provide for a better insurancenagadiosyncratic shocks or even redistribution of
income with the aim of eliminating economic disgias between countries (Guiso et al., 2014a).
This chapter gives a potential prediction that thember states with a proportional electoral
system will tend to cover a larger portion of lospending through intergovernmental transfers
leading to larger VFI, and, in consequence, todadgficits in an expanded EU budget. Knowing
that, “Brussels” might like to prevent this sort @bst externalization by the member stades

priori by establishing rules-based and stringent sysfantergovernmental transfers.

2.9. Closing remarks for chapter 2

The results presented in this chapter confirmoimes extent, the theoretical arguments found in
the (constitutional) political economy literaturlthough empirical investigation exists on the
topic at hand, due to the lack of credible empirisigns, up-to-date hypotheses could be tested
only in a suggestive manner. The lack of those iblediesigns is fully understandable as the
assignment of electoral systems cannot be randdn@izeoss the jurisdictional units and quasi-

experimental designs are rarely available.

This chapter used the unique empirical settingaafig for as-if random assignment and provided
a causal inference of electoral systems on selefisedl policy outcomes. It exploited the

discontinuity in assignment of the electoral sysemPolish municipalities and, thus, applied the
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RD analysis. The estimates demonstrate that tretioeship between electoral system and
spending composition is weak. There are no rolemilts suggesting that proportional systems
lead to larger broad public expenditure (proxiedwmifare and education expenditure) or lower
narrow public expenditure (proxied by local roaffastructure expenditure) as compared to the
majoritarian system. This therefore casts some tdoabout a causal relationship between
electoral rules and the composition of public spegpdound in the previous literature. More

importantly, however, it is shown that a proportibrsystem leads to a larger VFI than

majoritarian representation. The average treatraffatts of electoral rules on VFI are not only

statistically significant but also non-negligibleoin the economic point of view and robust to
numerous alternative specifications and falsifmatiests. Results on VFI are crucial as larger VFI
influences negatively the budget balance of theegdrgovernment leading in the long run to a
higher public debt. The chapter also derives sanéative policy implications in the context of

the EU.
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Appendix 2.1. Descriptive statistics

Variable Obs Mean Std. Dev. Min Max
Broad public expenditure per capita 12425 1548.03B82.2248| 691.8394 16351.61
Local road infrastructure expenditure per capita 858 190.5043 250.0354 0 11936.83
Vertical fiscal imbalance 37650 .6270113 .1671281 0| .9638877
Population size 28096 15983.67 56806/41 1246 159872
Economic Units 29740 64.48846 30.22202 14.19044 .7A%8
Unemployment 24783 .1094301 .0514746 .009 512
Demographic burden 27260 .6177088 .088568 .362 31.21
Total revenue 37659 3.60e+(7 2.04e+08 1714053 +111De
Total expenditure 37659 3.73e+()7 2.16e+08 177898@26e%+10
Appendix 2.2. McCrary density test
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CHAPTER 3

THE SHADOWS OF HISTORY FOR TODAY’S FISCAL OUTCOMES:
EVIDENCE FROM POLISH MUNICIPALITIES ™

3.1. Introduction

Does history matter? Do institutions, customs amans have a persistent effect? Do institutions
of former conquerors have any long-lasting effecis countries which regained their
independence? Particularly in the context of Pqldmstorians tend to answer these questions

affirmatively.

The economic and political decline of the Commoritieaf Poland and Lithuania (hereinafter
Poland) throughout the 18th century triggered partiof the country by three empires: Prussia
(Germany since 1871), Russia and the Habsburg mlopatAustria-Hungary, hereinafter
Austria). In 1795 these three empires completedthivd and last partition of the Polish state
(Davies, 2001, p. 139). After the third partitidtgland and its institutional environment ceased to
exist for 123 years — a period of roughly five gatiens. Conquerors’ institutions were
subsequently transplanted, i.e. Prussian institatio the North-West, Russian institutions in the
East and Austrian institutions in the South-Ease (8gure 3.1). Poland lost its independence not
only for a very long period of time but also atexy crucial moment. Europe in the 19th century

experienced numerous events, which changed thedfattee old continent. This was a time of

8 This chapter was accepted to th& 2hnual Conference of the International SocietyNew Institutional
Economics, which takes place at the Harvard Unityens Cambridge on June 18-20, 2015. | would like
thank Mateusz Trojanowski who coded the distanecem fthe municipalities to the former partition
borders. | appreciate comments by Mathias DauneargMEndrich, Jerg Gutmann, Tobias Hlobil, Alessio
Pacces, Agnes Strauss and Stefan Voigt. Speciak tisadevoted to Elena Kantorowicz for her valuable
feedback, constant support and patience too. | o grateful to Irena Grosfeld for sharing data on
luminosity in the Polish municipalities. The usdaclaimers apply.
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development of national identities, modern states their institutions such as legal systems and
constitutions (Davies, 2001). Moreover, the ecomorand social foundations were rapidly
changed by the Industrial Revolution and the abholsnt of serfdom (Markevich and

Zhuravskaya, 2015).

Figure 3.1. The borders between Prussian, Russiama Austrian empires established after

Vienna Congress in 1815
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Historians agree that empires varied significaritlyterms of their policies toward Polish

territories (Davies, 2001). For more than a centBoles living in different regions were therefore
exposed to significantly different institutions, stoms and norms. As a result, the Polish
population — particularly those located close ® niewly established empires’ borders — could be
considered as being subject to a large-scale tutsmal and cultural experiment”. Since the

partition borders were rather an outcome of pdalitizargaining and were irrelevant with respect
to the geographical and economic conditions (setiose 3.4 for details), the assignment of
subjects in this partition experiment could be pared as-if it was random. Given this empirical
framework, the underlying question is whether th#erknces in institutional performance

observed under empires can be transmitted throegtudes and shape the fiscal outcomes in

today’s Poland. In other words, it is to be vedfizvhether past experience with different
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institutions continues to influence fiscal outconvemtemporarily, that is, to produce a kind of

path-dependency of fiscal outcomes.

While the novelty of chapter 2 relies on the fdwttit applies a causal framework to a relatively
well established research question, the novelghapter 3 is twofold. First, similarly to chapter 2
it applies a design-based framework which enalblesriferring of a genuine causality. Second, it
analyses how history and institutional path-depandemight matter for the fiscal outcomes. This
channel of influence of fiscal outcomes is up téedantirely neglected in the literature. More
precisely, this chapter is interested in revealmgether there are any differences in fiscal
outcomes between the Polish municipalities whicheweled by different empires and therefore
were exposed to different institutional environnsenthe attention is given to the institution of
property tax as municipalities in Poland have aamautonomy in setting the rates of this tax
subject to the ceiling imposed by the Ministry afid&ce (see section 3.3 for details). Specifically,
it is argued here that due to the differences ipies’ legacies, partitions are responsible for
differing property tax rates (high in the Prussjaart and low in the Russian part), and the
resulting policy outcomes, such as fiscal autonamg vertical fiscal imbalance (VFI). Similarly
to chapter 2, the latter variable is measured sisage of spending covered by external resources
such as subsidies and borrowings and it approxsndble soft budget constraints of
municipalities. As already mentioned in chapte¥B| is positively associated with the deficit of
the general government. It is because local goventsnwith a high VFI are likely to externalize

the negative consequences of their fiscal poligyéocentral government.

This chapter not only shows that the differencprmperty tax rates and resulting fiscal outcomes
between municipalities — due to the partition ofaRd — exists. It also presents the most probable
transmission channels to explain those differentasee transmission channels are discussed as
possible explanations regarding why in the formersBian municipalities the property tax rates
should be higher and, consequently, VFI lower aspared to Russian and Austrian partition.
First, the empires significantly differed with respto the tax system imposed and the functioning
of the cadaster, with Prussian tax administratiod ¢he cadaster being the most developed,
particularly when property taxes are consideredrddeer, in the Prussian partition the property
tax was local in nature and not imposed by theraegbvernment. It is different than in Austrian

and Russian parts where property tax was a competehthe central tier of the government.
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Both the effectiveness and the local characterhef groperty tax could shape the favorable

perception of citizens and, hence, their willingh&spay this tax, which persisted for decades.

The second transmission channel relates to instisitand cultural traits influencing the general
tax morale, such as for instance religiosity andaaapital. Tax morale is relevant inasmuch as
public authorities might be more willing to imposigh tax burdens on individuals with high tax

morale (Dorrenberg et al. 2014). Individuals witighthtax morale face high costs of evading
taxation, and therefore are less responsive toehitdxes. Given that particular institutions and
norms (described in details in section 3.3) pezdistver the period of a century, it is expected tha

the highest tax morale and, thus, the highest ptppexes in the Prussian partition prevail.

The third transmission channel is linked to infrastural differences of land and building
properties. These infrastructural differences duegariances in water, electricity and gas supply
as well as sewerage might influence the value efpftoperty (see section 3.3 for details). Given
the infrastructural differences, public authoritiegght levy higher taxes on more valuable land
and buildings, i.e. those with municipal serviceiers. Based on this argumentation, it is yet
again expected that the highest property tax ratethe former Prussian partition prevail as,
historically, this partition was the most fully ddeped in terms of utility supply. All channels and
their interactions might have some merit in exptairthe difference in the property tax rates and
fiscal policy outcomes in Polish municipalities remays. Yet, as it is argued later in the chapter,

the most robust seems to be the first channel.

This chapter analyzes the difference in fiscal itusbns and outcomes between Polish
municipalities from the former Prussian, Russiad Awstrian partitions. However, the greatest
effects are presumably to be found at the PrudRismsian border. At this border, the socio-
economic and institutional differences were the memeompassing. “Prussian Poland” was not
only much more industrialized than “Russian Polabdt there were also large differences in the
access to education, efficiency of the public adstiation (also in taxation and cadaster),
religiosity, urbanization, centralization of poweagricultural reform and social capital. However,

it should be acknowledged that the political antlucal freedom of Poles in Prussia was not as
high as under Austrian ruling (see section 3.3)weler, Prussian oppression was not as severe as
Russian coercion, under which many freedom-seeRalgs lost their lives in Siberia. Even

though special attention is given to the PrussiasiRuborder, the results for the Austria-Russia
68



border are also reported and they serve as a ramssbr placebo chekAt the Austria-Russia

border, there should be no differences in propertyrates and other resulting fiscal variables or
at least these differences should be much smdien those observed at the Prussia-Russia
border. Due to a limited number of observations thapter does not report the results for the

Austria-Prussia border. This border was the shbated the least stable (see figure 3.1).

This chapter employs a spatial regression discoityir(RD) design, which allows testing for a
break (jump) in the outcome variables exactly & tlorder between the former empires. RD
design relies on the fact that the partition frergibetween empires were imposed exogenously
(Grosfeld and Zhuravskaya, 2015). The borders weeconsequence of the political bargaining
and were set — at least to some extent — arbytrégde section 3.4 for details). Importantly, the
drawing of the border was neither pursued accortbrany geographical feature of the land, nor
according to economic development at that time.a&sumption of exogeneity of the border is
crucial and it allows the inferring of causalityndler this assumption, any sharp break in the
outcome variable at the partition border shouldriberpreted as a causal effect of the partitions.
The RD offers a clean evaluation of the historiegjacies, simply because estimates are not
blurred by omitted variables or the self-selectimmoblem (see section 1.4). Importantly, the
partition borders established by the Vienna Corsyie<d815° coincides neither with the borders
of the previous Polish-Lithuanian Commonwealth, with the borders of the newly established
Polish state in 1918 and then in 1945 (see mapperadix 3.1). This substantiates the result as
the partition border is not confounded by any ofnentier and can be uniquely subscribed to the
effect of empires. To further strengthen the causgdrence, the analysis is confined to the
territories with relatively steady conditions ontbgides of the Prussia-Russia and Austria-Russia
borders before and after the partition. For insamerritories which experienced huge population
shifts after the World War 1l, such as North pdrPoland (namely Mazuren) and New Territories
(Pommern) and Lower Silesia (Niederschlesien) apdiatly excluded from the analysis (see the

map in appendix 3.1).

I Since historical narratives suggest that theetiffices on the Austria-Russia borders are lessabippe
there should be no effect on the Austria-Russiadroor those effects should be smaller.

80 Although the three empires annexed Poland alrégady 95, the final frontiers among them were sdy o
in 1815 (Davies, 2001, pp. 142-143).
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The chapter proceeds as follows. Section 3.2 celyctiscusses the literature related to historical
persistence. Section 3.3 provides a short desmnifif the property tax regime in Poland as well
as giving a brief historical overview of instituti® in the former Prussian, Russian and Austrian
empires and derives main hypotheses along withstnégssion channels. The data and the
empirical method applied in the chapter — namegtiapRDD — are described in section 3.4. The
baseline results on the effects of empires on ptppax rates are subsequently demonstrated and
discussed in section 3.5. Section 3.6 presentdtsesn further fiscal outcomes, such as fiscal
autonomy and VFI. Some tentative policy recommdndatwhich stem from this chapter are

discussed in section 3.7. Lastly, section 3.8 aaied.

3.2. A concise literature review

This chapter contributes to a recently growing badlyempirical literature that points toward
important long-term effects of historical eventsaumrently observed economic outcomes (Nunn,
2009). For instance, early studies such as La Romia (1998), Acemoglu et al. (2001) as well as
Engerman and Sokoloff (2002) examine the persistapact of Europe’s colonization on the
development of former colonies. More specificathey look at the impact of colonial legacy on
the local institutions that persisted after theooaed countries became independent. Dell (2010)
provides an important contribution on the methodwlal ground. By utilizing a spatial RDD, she
finds an adverse effect of forced mining labor ErdPand Bolivia in the period 1573-1812 on

household consumption and the prevalence of stugrtegth in children.

Although historical determinants of institutionstive former European colonies received most of
the attention, the persistence of empires’ legaiedSurope was also researched. For instance,
Becker et al. (2014) argue that populations fromittgies previously occupied by the former
Habsburg monarchy display on average higher truggovernment institutions than territories
which did not experience the Habsburg's ruling. #eag deal of empirical research uses the
German context to study the long-term persisterfcensditutions and customs. For example,
Voigtlander and Voth (2012) analyze the historicaits of anti-Semitism in interwar Germany.

They show the persistence of interethnic hatrechadieval pogroms of Jews appeared to be a

70



good predictor of the Nazi party's share of vore4928. Furthermore, Schumann (2014) shows
the persistent difference in the size of the papmrisbetween the German municipalities occupied
by France and the US after the Second World Wantr@ry to the US decision, France refused to
admit German expellees who were forced to resettés the new borders were set after the war.
This setting allows for quasi-experiment at thenfer borders of occupational zones.
Furthermore, Hornung (2014) finds substantial ltergp effects of Huguenot settlement in the
17" century on the productivity of textile factories Germany in the 9century. For the Italian
context, Guiso et al. (2014b) constitutes an ingdrinput. They ascertain that today’s notable
differences in civic capital between the North &walth of Italy are the legacy of the medieval

free city-state experience.

The persistence of historical institutions in theli$h context has recently been studied by
Grosfeld and Zhuravskaya (2015). They provide ewideof some ideological and customary
differences at the borders of the former empires.ifkstance, the authors demonstrate variations
in the religious practices (attending mass) andefsein democratic institutions at the partition
borders. They also find that empires have an effacthe political outcomes in modern Poland.
Precisely, the number of votes for the post-comstuparty in the parliamentary election is
systematically higher in the municipalities frone ttormer Russian occupation. Despite common
wisdom, Grosfeld and Zhuravskaya do not find, hawevany differences in economic
development between municipalities occupied bytltihee empires. Nonetheless the authors find
some systematic differences in the density of tilevay network between former Prussian and
Russian occupation zones. The difference in ‘harlastructure seems to be persistent. Besides
Grosfeld and Zhuravskaya (2015), the effects ofiespn contemporary Poland are also studied
by Wysokiska (2011). She documents a higher average geretdiiust, voter turnouts and
economic development on the Prussian side of thessRr-Russia border in today’s Poland.
Although this chapter employs methodological desifsjom Grosfeld and Zhuravskaya (2015), it
differs significantly with respect to the phenomernbtries to explain. This chapter is one of the
first attempts to isolate history’s influence ore tliscal institutions and outcomes. Besides this
contribution, the persistence of the tax moralthenUK has been studied very recently by Besley
et al. (2015).
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3.3. Institutional background, historical framework and hypotheses

As already mentioned in section 2.3, by internatistandards, Polish municipalities enjoy high
or moderately high fiscal autonomy. On the expemditside, they are responsible, among other
aspects, for a provision of important public goads services, such as primary education, health
care, police services and local public infrastreet@nd transportation. On the revenue side, Polish
municipalities are eligible to shares of personadl @orporate incomes taxes levied on their
territories. However, municipalities are also akmivto set rates of selected types of taxes, of
which property tax is the most important. Propeaty income constitutes approximately 10% of
all municipal revenue in Poland — the largest slodir@l taxes imposed by the municipalities and

similar to the revenue from personal income taxwfbich municipalities are eligibfé.

Considering property tax, municipalities are free set the tax rates on land and building
properties up to the ceiling established by theisfim of Finance, which amends the rates on a
yearly basi$? Rate ceilings on buildings are higher, howeveanthate ceilings on land, giving
more leeway to the municipalities to levy buildit@xes. There are two main categories of
taxpayers of property tax: individuals and compsnids of 2013, the maximum rates on
individuals are 0.73 PLN per square meter for msicl building and 0.45 PLN per square meter
of land. Companies, on the other hand, are charggda maximum of 22.82 PLN per square

meter of building space and 0.88 PLN per squarenudtiand®®

As mentioned in the introduction to this chapter.ocaerarching question posed by this chapter is
whether the empires’ legacy can explain the difiees in rates of property taxes levied
contemporaneously by the municipalities in PolaBdsed on historical narratives, three
transmission channels are described that can atgnexplain path-dependence between

empires’ legacy and current fiscal outcomes.

8l Own calculations based on the data fromNtaga Polis (http://www.mojapolis.pl/ accessed on February
25, 2015).

82 Article 5 8 1 of theAct on Local Taxes and Fees 1991

83 The maximum taxes rates for 2013 were set bysthtement of the Minister of Finance dated 02.08220

r. on the upper limits of rates of local taxes deds in 2013
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First, it is argued that Poles in different empitesd diverse reference points regarding the
property tax institution, which shaped their peto®p and preferences regarding these taxes
(Kahneman, 1992 Perception and preferences with reference to prppaxes could, in turn,

persist over time through the intergenerationaignaission of perception and preferences. Yet,

what are the causes of differing perceptions aetepences for property taxes?

Before the partition of Poland, the property taxswaown under the name ‘chimney’ tax
(podymng and it was imposed centrally on dwellings possgsa chimney (Owsiak, 2000).
Chimney tax was abolished and replaced by the warimstitutional arrangements of the
conquerors after the partitioning of Poland. Thestnmodern property tax system was established
in “Prussian Poland”, where this tax together wiith income tax generated the largest share of
government income. In other parts, i.e. Russian Aodtrian partitions, the indirect taxes
prevailed, particularly those concerning consumptisuch as excise (kewiczowa and
Jaskiewicz, 1969, p. 81). In Prussian partition, thepgerty tax system was also more formalized
and had a more local character as compared to ritygey tax regimes in the Russian and
Austrian parts. The local character of the Prussigiem relied on the fact that property taxes
were set and levied by the local governments aadritbome from these taxes constituted local
income (Rembikowska, 2009, p. 31; Stankiewicz, 20f@B. 199-200; Tarnowska, 2013).
Formalization of the property tax in Prussia stemritem the fact that tax rates were set based on
the cadastre (both land and building cad&3tréMika, 2010). A cadastre contains a detailed
description (measures and maps) of all lands apdatanventory which is located on the land,
and hence contains the information on the estimea&de of the property, which serves as a basis
to set the property tax. Cadastre facilitated aitjan of the land and buildings as property rights
were clearly defined, increasing the legal ceryaoftthe transactions (Centralne Stowarzyszenie
Paistwowych Irzynieréw Mierniczych we Lwowie, 1933). Cadastre alfaxilitated the
procurement of credits and loans as cadastre dhsedstimation of the value of the property

which could be used as collateral. In contrasht Prussian partition, in Austria and in Russia,

84 Alternatively, one could employ the ‘imprintingoncept to explain persistence of certain charisties
(see for instance Marquis and Tilcsik, 2013).

85 Historically, a rationale for the establishmehtadastre was to properly define the bordersfitions of
the property rights. For instance, in the ancieatmR, only this property was respected in a legatese
which was measured.
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property taxes were set centrally and, particularliRussi&®, they were not based on the cadastre
(in Austria only the land cadastre was establisheal, the building cadastre) (Centralne

Stowarzyszenie Ratwowych Irzynieréw Mierniczych we Lwowie, 1933; Mika, 2010).

Based on this discussion, it is hypothesized tbday’'s property tax rates are higher in the
municipalities from the former “Prussian Polandathin municipalities with a Russian and
Austrian legacy. Different property tax regimes ompd by empiré$ served as reference points
shaping people’s perception and preferences fopeptp taxes (Kahneman, 1992), which were
transmitted vertically from generation to genenatitn municipalities with a Prussian legacy,
taxpayers should persistently have a more pospieeeption of property taxes than in the
Russian and Austrian parts. It is because the Rrugwoperty tax system had a more local
character, i.e. tax revenue was spent locally assl wot just a contribution to the general (central)
tax fund (taxpayers could internalize the bendfihes tax). In addition, the Prussian property tax
system was based on the cadastre which enhancaldcketainty over the property as property
rights were well defined, protected and more edsdgsferable. In Prussia, paying property taxes
was therefore associated with more protection theiproperty. This more positive perception of
property tax in Prussia should further be reflectedhe willingness to pay higher taxes on

properties.

While the first argument refers to institutionaffeiences in property taxation among empires, the
second argument relates to other institutional @ritural traits — beyond the tax system itself —
that can influence the general tax morale. Ceitadividual features tend to be associated with
higher tax morale. Recent literature on tax mornalestigates the determinants of people’s
willingness to pay taxeé®. Among others, it is claimed that income, religipsieducation,

generalized trust (Frey and Torgler, 2007; Torg®®07; Torgler and Schneider, 2007), the

86 Moreover, in Prussia the property tax on buildimgas introduced already in 1861 — much earlien tha
Russian part of Poland, where the property taxwliing was introduced at the outset of the 20thtwey.

87 Although after regaining independence in 1918¢imaeffort was put to unify the property tax system
Poland, a great deal of institutional differencessisted until the mid-1940 (Stankiewicz, 2013,197).
After 1918, some legal harmonization was achievelg aith respect to the property tax regime in the
former Austrian and Russian partitions, while thesB8ian system remained quite distinct until after
World War II. The unification of the property taystem was accomplished by the socialist regimechwvhi
introduced in 1951 standardized and centrally sepgrty tax rates across the country both for land
buildings. The current property tax system wasldistaed after restoring democracy in 1991.

88 It is not an abstract idea not to comply with gy taxes. First, registration of the buildinggim be
delayed. Second, declaration of the property sarém¢he way surface is used might be misspecified.
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efficiency of public administration (Frey, 1997; i8ae and Mocetti, 2011) are positively
associated with tax morale. According to Doerreglegral. (2014), there are three main reasons
why higher tax morale might be associated with &éigiax rates. First, in order to minimize tax
evasion public officials tend to levy high rates gnoups with less elastic responses to tax rates
changes (high tax morale individuals) and loweesatn groups with elastic responses (low tax
morale individuals). Second, politicians facingeteetion might impose higher taxes on high tax
morale groups since these groups oppose less &igh and, hence, it is less politically costly to
charge them high rates. Third, imposing high ratesigh tax morale groups is also cost-efficient
since enforcement costs are lower in case of doilgtaxes from groups with high tax morale.
Those three arguments suggest that — from an edonand political point of view — it is

beneficial to levy high tax rates on high tax mergtoups of people.

Based on the historical account of institutionad &nltural differences between empires, one can
hypothesize that in Prussian municipalities, indlidls have higher tax morale as compared to
municipalities with Russian and Austrian legacyparticular. The following differences could

have implications for tax morale and, hence, ferldvel of property tax rates.

Economic development and incarBeth Russia and Austria were lagging behind Rauss
terms of industrializing their territories. Hentlee differences were visible in the scale and
depth of industrialization. Those differences haa iaportant effect on economic
development at the Polish territory (Grosfeld amdiAavskaya, 2015). Consequently, at the
outset of World War | — after which Poland regaimedependence — the average income of
Poles from the Prussian territory was 79% highantbf Poles from the Russian part and
roughly twice as compared to Poles from the Austpartition (Zdrada, 2005, p. 693; Wolf,
2007).

Education The education systems also varied in the emgEeesfeld and Zhuravskaya,
2015). In the ‘Russian Poland’ there was no manmgatecondary education and
consequently at the beginning of the 20th centomyaverage, pupils spent only 3-4 years in
schools. In the “Prussian Poland”, eight years dification were mandatory and strictly
enforced. In Austria, school was proscribed foryg@ars in rural regions and for seven years
in urban areas. Consequently, illiteracy differedsiderably across partitions. The illiteracy

rates amounted to 65% in the Russian partition, §6%ie Austrian part and only 0.6% in
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the Prussian partition (Grosfeld and Zhuravskagd 52 Gawryczewski, 2005, p. 319). The
Prussian education system was superior not onfg-viis the Russian and Austrian systems
but was also path-breaking for the Western worldhat time. In Prussia, there was one
teacher for every six pupils. In France this rati@s 1:9 and in Russia 1:66 (Wysiadka,
2011).

Public administration In Prussia, Poles were subject to an administmafiincluding
judiciary) that was effective, candid, well-orgaslz predictable and based on neutral and
impersonal procedures (Davies, 2001; Grosfeld amara/skaya, 2015). A similar type of
administration was present in the Austrian panitiBoles under Russian rule, on the other
hand, were often exposed to inefficient and corrbpteaucracy without rule-of-law
procedures (Grosfeld and Zhuravskaya, 2015). IrslRubureaucrats were characterized by
a high degree of conformism and loyalty toward Bugssian regime. The administration
was strictly controlled by the State by means oficegoand army (Davies, 2001;
Wysokinska, 2011).

Social capital (trust) and religiosityThe Russian part was the most repressive to Poles
among the three empires. The Polish land was neeated equally to other Russian
territories. Rather colonial type of relationshiggymiled, with Polish territory constituting a
buffer between the West and the East (Davies, 20®dljsh territories were under the full
control of the Russiafisar, who launched policies aimed at complete integratvithout
regard to Polish culture and customs (Grosfeld Zhdravskaya, 2015). The Polish
language was banned, teaching was entirely in Rosand the Catholic church was
oppressed. Poles under the Russian administratdnnib opportunity to formalize their
activities in associations and social networks. fitan political and social activity was of a
conspiratorial type, with underground political ustiures, organizations and press.
‘Russification’ was fiercely opposed by Poles as Russian regime was perceived as a
backward and underdeveloped (Grosfeld and Zhurgesk015). Contrary, the influence of
‘Germanization’ on Poles was more compound. Mane$found themselves struggling.
On the one hand, they wished to preserve theisPalientity and, on the other hand, they
recognized the superiority and efficiency of ther@an political and economic institutions

(Hryniewicz, 2003). Importantly, the Prussian cdoson granted legal equality, individual
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freedom of faith, education, association and p#ggsokinska, 2011). Therefore, Poles

often successfully appealed on the decisions whiotated their rights in independent

Prussian courts. The possibility to fully partidgan a social and economic life boosted
economic and social self-organization of Poles leddto the creation of numerous formal
and informal associations (Bielecka, 2006). It i rmte also that Poles had some
representation in the Prussian Landtag (parliaméigvenas, 1974). Therefore, at least
formally they could demand more rights for the Blolpopulation. The conditions of Poles
deteriorated after the introduction ldtilturkampfin 1871 (Davies, 1991; Davies, 2001, p.
150). For a short period of time, the Prussian pation became culturally and politically

somewhat more oppressive towards Poles. Rilaurkampfof 1871 introduced restrictions

on the religious practices and state surveillarfade church internal affairs (Grosfeld and
Zhuravskaya, 2015). In contrast to the Prussian Rmskian parts, in Austria Poles were
subject to the most liberal law. The Habsburgh@Austrian part gave large governmental
and cultural autonomy to their Polish territori€rdsfeld and Zhuravskaya, 2015). From
this discussion it should be clear that social tedygind religiosity of Poles in the previously
Prussian and Austrian regions should be higher ithéime Russian partition. The reason for
this is that Poles from the Austrian and Prussiitions received a wide range of rights of
self-organization and formation of associationsjclwhwere banned in ‘Russian Poland'.
Poles from Prussian and Austrian partitions algeegenced personal freedom of religion.
In ‘Russian Poland’ religious organizations (pamély the Catholic church) were

annihilated.

As mentioned earlier in this section, theory sutgydsat income, education, public administration
effectiveness, religiosity and social capital pgsily associates with tax morale (for theoretical
underpinnings see Frey and Torgler, 2007; Tord6q7; Torgler and Schneider, 2007). Given
that described institutional and cultural differee@among partitions persisted, it could be argued
that tax morale is the highest in the Prussianitmart moderate in the Austrian partition and
rather low in the Russian partition. Levying highares from high tax morale individuals has
both economic and political economy rationale. Adaag to this rationale, higher taxes should
be imposed on individuals that are less likely vade taxes and less likely to politically punish

parties by voting them out of office when taxesiaceeased.
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The third hypothesis explaining differing propetdy rates relates to the extent of utility supgly a
the properties from former Prussian, Russian anstriun partitions. Since the drawing of the
partition borders was not driven by any geographaraeconomic features (see section 3.4),
initially there should have been no difference fiity supply at the borders. These differences
could emerge afterwards, given particularly thet flbat the 18 century was marked by the
process of industrialization. The extent of utilgupply is crucial because it could impact the
value of property (more utility supply resulting imigher value) and legitimize higher taxes in
case of higher value properties. In Prussia, tiligyusupply, such as water, gas, sewerage, was
the most extensive, i.e. the share of populationguthese utilities was the largest (Jezierski and
Leszczyiska, 2003, p. 164; Tarnowska, 2013). Prussia hadhtghest number of cities with
access to sewerage. Gdansk (Prussian partition) thasfirst city with sewerage already
established in 1869. In Warsaw, sewerage begam loeinstructed in 1881. However, up to 1890
only 4% of all housing had access to seweragediand Leszcagka, 2003, p. 164). Since
the mid-1850s gas supply to households also staagdaecome wide-spread. In 1913, in the
Prussian partition one gasworks was covering apptoxthousands inhabitants, in the Austrian
partition 700 thousands inhabitants and in the Raosgartition 1.7 million inhabitants (Jezierski
and Leszczfiska, 2003, p. 164). Water supply was densest ircitiess from the Austrian and
Prussian partition, and the least dense in thei&ugsrtition (Jezierski and Lesz@zwka, 2003,

p. 164). Additionally, the phone network differedeagtly across partitions. In the Prussian
partition 9.3 households per one thousand wereppqdi with a phone, in Russia 3.4 and in the
Austrian partition 0.9 (Jezierski and Lesz@zka, 2003, p. 164). Given the differences in the
utility supply at the end of a partition and givémat these differences persisted, one should
observe higher property taxes in the municipalitiesn the former Prussian partition (high utility
supply) as compared to the municipalities from gaestrian partition (moderate utility supply)
and the Russian partition (low utility supply). $hs due to the fact that dense utility supply
increases the value of the property and, therefbesproperty tax rate.

Summarizing the discussion in the current sectibis likely that municipalities with varied
empires’ legacy set property tax rates differer@yerall, there are three arguments (hypotheses)
put forward to explain the potential differenceq) (the differences in the institutional
environment of property taxation between the enspwhich shaped perception and preferences
for property taxes; (2) differences in the detemmis of tax morale such as income, education,

78



effectiveness of administration, religiosity ancaisb capital, and (3) differences in utility supply

that influence the value of properties and, thessfthe property taxes. The basic assumption is
that the differences between the partitions existedalso that they persisted for more than a
century. It is expected that the municipalities hwihe Prussian legacy levy higher rates of
property taxes as compared to the municipaliti¢b thie Russian partition. Given the institutional

dissimilarities one could also presume that diffieses also exist between the Austrian and
Russian municipalities. However, the differencdsany, should be much smaller than those

between the Prussian and Russian partitions.

It is further argued that once differences in propéax rates are found, this should have an
impact on fiscal autonomy and VFI in the Polish mipalities. As such, higher property tax rates
should influence positively municipalities’ own moe, increasing fiscal autonomy and leading to

lesser VFI. Smaller VFI means that a larger shéspending is covered from own revenue.

3.4. Data and empirical identification

The dataset constructed for the purpose of thiptehariginates from different sources. Below,
the detailed description of fiscal, economic andndgraphic variables follows, as well as
geographical data. Since the unit of observatiothis study is a municipality, all relevant data

are collected for this tier of government. Sumnetatistics are demonstrated in appendix 3.2.

Property tax ratesThe main fiscal variables to be explained in thiagpter are property tax rates.
As explained in section 3.3, there are two mairesypf property taxes, i.e. on land and buildings.
In the context of the Polish tax system, the ladter clearly defined on residential and business
(commercial) buildings. The tax on land is leviedland used for business purposes and on land
used for “other purposes”. The data on the proptxtyrates in 2013 are extracted from the

municipal resolutions on tax rates, which are amé through the Voivodeship Law Jourfal.

Other fiscal variablesMeasures of the property tax income to total mepfiscal autonomy and

VFI are extracted from th#oja Polis website, which relies on the data from the Miryisbf

89 The Voivodeship Law Journal can be accessed htp://www.dziennikiurzedowe.gov.pl/dzienniki-
wojewodztw.html(accessed on December 28, 2014).
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Finance® The longest time series available for these irtdisaencompasses the years 2006-

2013. For each municipality the average value withis period is calculated.

Economic developmentiwo measures of economic development of municipaliare offered.
The first measure refers to the number of comp&hipsr 10,000 inhabitants. For each
municipality the average values for the time peradd2006-2013 are calculated based on the
Moja Polis dataset. The second variable to proxy economi@ldpment is luminosity in the
municipalities. This variable is extracted from &fedd and Zhuravskaya (2015). Luminosity is
nowadays the most common proxy for economic devedoy in case the measure of GDP per
capita is not available or if there are doubts altleel precision of GDP per capita estimates (Chen
and Nordhaus, 2010). The level of economic actigdy also be grasped by the unemployment
rate. Since the unemployment rate measures ecoractiigty and not economic development,

this is only an alternative indicator.

Education Census data is used to gauge the education tEvéhe municipal population.
Specifically, the percentage of the population wathleast secondary education in 2002 was
extracted from the Bank of Regional Data (CenttatiStical Office). Although a Census was also
conducted in 2011, the municipal data on educatttainment for municipalities are not

available.

Public administration To approximate the efficiency of public admingion, the results of the
“Friendly municipality” survey conducted by an inmdent association are employed. Based on
public records, administration is graded in foueas: (1) cooperation with non-governmental
organizations, (2) outsourcing of tasks to non-gonental organizations, (3) consultation of the
municipality’s policy and legal acts with local kédnolders and information availability, (4)
municipal support of non-governmental organizatidrtee grades vary from 0 to 5. The results of
the 2010 report on “Friendly municipality” are eatted from theMoja Polis dataset and are

taken to proxy efficiency (friendliness) of the fialadministration at municipal level.

90 Moja Polisis a watchdog monitoring the municipalities’ permf@nce in different areas.

o1 Companies are mainly corporations and individwaigaged in business activity. All economic ertgitie
need to be registered in the REGON system.Mbja Polisdataset relies exactly on official REGON data.
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Social capital and religiosityAs a proxy of social capital, the number of foatidns and
associations per 1,000 inhabitants is used. Thisle is extracted from théloja Polis dataset.
For each municipality the average for the period2006-2013 is calculated. Additionally, the
level of social capital is captured by the votantut in the European accession referendum in
2004. Religiosity is captured by the declared nundfemass attendances per month collected

through the ‘National Diagnose’ survey.

Geographical dataBased on the map of partition borders preparethbfezGranicaproject?,
the shortest distance (straight line) from the @ moints of municipalities to the closest borders
are readily calculated. The data on altitude aramygphical coordinates (longitude and latitude)

are extracted fromhttp://www.bazamiejscowosci.pl{accessed on March 1, 2015) and

http://www.wysokosc.mapa.info.placcessed on March 1, 2015), respectively.

In order to identify the impact of the empires aoperty tax rates, spatial RD methodology is
employed. The main logic behind the RD identifioatstrategy is that in case of the absence of a
causal influence of empires, the spatial pattermuttomes should be smooth at the previous
Prussia-Russia and Austria-Russia border (Groséeld Zhuravskaya, 2015). If the empires
matter then a sharp discontinuity in the outcomwesukl be detected exactly at the previous
partition borders. Consequently, one could consadlerariables that display a significant jump at
the borders as an outcome of the empires’ influe@decourse, the existence of a discontinuity

must be supported by the historical narratives.

An important assumption is that borders are nob@aged with any pre-existing discontinuous
changes. This assumption is in essence untestalbistarical data to support it are not available
(Grosfeld and Zhuravskaya, 2015). The historicatateve supports, however, the claim that the
frontiers were set rather arbitrarily by the empirds historical narratives reveal, there is no
reason to believe that any social or economic onésoat that time determined the delineation of
the border. For instance, during the negotiatiooc@ss none of the empires ever referred to
economic development of a territory as an argurf@mpartition (Lukowski, 1999). All empires
wanted to receive as much of the former Polish Esg@ossible, irrespective of the conditions on

the ground. The process of establishing borders mpadsical in nature with the bargaining

92 The map of the partition borders is availablehtip://bezgranica.pl/mapyaccessed on December 15,
2014).
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position of Russia strengthened after the Napotewairs (Nicolson, 2000). There are further two
anecdotal proofs of the arbitrariness of the partitborder. First, in many cases the frontier
divided the agrarian areas of landowners (Lukow4Ki99). Second, the historical region of
Wielkopolska was separated and governed by two resipPrussia and Russia (Wystia,
2011). Therefore, empires did not respect previadministrative-historical borders within
Poland. Moreover, with respect to geographical aldes, Grosfeld and Zhuravkaya (2015)
demonstrated that geographical indicators chang®#ily at the empire borders, besides altitude
at the Austria-Russia border. Therefore, in genale is no risk that due to some geographical
characteristics (latitude, longitude, precipitati@mperature and large city dummy) some regions
could be economically favored or disadvantaged. él@s, in order to make the estimates more
precise and controlled for sporadic discontinuoli@anges in geographical parameters, variables

such as altitude, longitude, latitude, and large @iimmy are used in the regression analysis.

Similarly to Dell (2010) as well as Grosfeld anduzdévskaya (2015), two main empirical models
are applied, i.e. one-dimensional and two-dimeradigpatial RD models. The one-dimensional
model employs Euclidean distan®e® the empires’ frontier as the forcing variable cross-

sectional one-dimensional RD specification is die¥es:
y; = a + BRussia; + f,Dist; + f3Russia; X Dist; + [.X; + € 1)

wherei stands for municipalityy; is the outcome variable, such as property taxbatealso other
variables such as VFRussia; is a dummy informing that the municipality lies the former
Russian territoryDist; captures (the shortest) Euclidean distance frooh @aunicipality to the
partition frontier and allows controlling for a dovwous relationship between distance and
outcome Vvariabley;. Interaction Russia; X Dist; allows specifying different slopes of the
regression functions at both sides of the partitimnder. VectorX; contains baseline control
variables such as altitude, longitude, latitude kange city dummy. Standard errarsare robust

to unknown heteroscedasticity (see section 2.4¢. Mbst crucial is the estimation gf as it tells

about the discontinuous jump in the outcome vagiablthe partition border.

93 Euclidean distance refers to the length of dagtitdine between two points. In the context oktpaper, the
distance is measured from the central point of wipality to the closest point on the former bordér
empires.
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The two-dimensional RD model allows flexible cotling for the geographical location instead
of employing Euclidean distance to the frontieraaforcing variable (Dell, 2010; Grosfeld and
Zhuravskaya, 2015). The model is of the followingn:

yi = a + BiRussia; + f(w;, z;) + BaX; + & (2)

wheref (w;, z;) is a third-order polynomial of geographic coordesa(latitude, longitude) such as
fw,z) =w; +z; + w2 +z2 + wiz; + w? + 22 + w;z? + w?z,. The rest of the notation is as

presented above.

In order to estimate a discontinuity at the frorgti@f empires, one also have to select the
bandwidth (see section 2.4). Restraining the sarplenly the municipalities that are located
sufficiently close to the border allows linear ftinos to provide a good fit to the data. On the
other hand, the samples should be relatively ltsdeve enough statistical power to estimate the
jump. Similarly to Grosfeld and Zhuravskaya (2035Wwho study the effects of empires on
political outcomes in the contemporary Poland -aadwidth of 60 km from the partition frontier
is chosen.

3.5. Results: property tax rates

The central question of this chapter is whether diiferences in property tax rates in Polish
municipalities are caused by the empires’ legacystEnce of the discontinuous jump in tax rates
at the Prussia-Russia or Austria-Russia bordersldvdne a direct proof confirming this

hypothesis. A standard procedure in RD is to statinvestigation by visual inspection of the

discontinuity at the threshold, here, at the barder

Figure 3.2 and figure 3.3 for Prussia-Russia andtarRussia borders respectively allows for

this graphical representation of discontinuity. Tin@phs present the average level of property tax
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rates by a distance bin of 5- and 3%mn both sides of the border with superimposedrpmtyial

functions of degree-1 (linear function), degreer@adratic function) and degree3.

As for the Prussia-Russia border (figure 3.2)s #vident that property tax rates on residentidl an
business buildings as well as on land used fomiessi purposes are higher in the former Prussian
municipalities as compared to their Russian cofaxtérals (see section 1.4. where a concept of
counterfactuals is explained). The rates of théseet types of property taxes discontinuously
change at the former partition border between Rawssd Russia, which is not the case for the tax
on a land that is used for “other purposes”. Indase of these three categories of taxes, for which
a sharp jump is identified, municipalities have emdeeway to act arbitrarily. The tax rates
ceilings in their case are higher as comparedddéah rate imposed on land that is used for “other
purposes™®® Figure 3.2 also demonstrates that the relationbeiwveen the outcomes and the
distance to the former empires’ border is relativekll approximated by the linear relationship
within 60 km of the borders.

Besides the tax levied on land that is used fdnéopurposes”, less clear-cut results are observed
at the Austria-Russia border (figure 3.3). Althougtaphs with 5-km bins suggest that the
municipalities from the former Russian partitiomyienigher tax rates than Austrian counterparts,
the figures with 3-km bins are ambiguous. Thisscidl more formal investigation, which is done
in the next step. Notice also that in the figurepidting the Austria-Russia border, linear function
has a much worse fit as compared to the figureshi@Prussia-Russia border. Using high level
polynomials in RD is, however, sometimes discouda@&elman and Imbens, 2014). This further

complicates deriving any conclusions for the AasRiussia bordeY.

94 Bins refer to intervals for which the averageselected variables is calculated. For instancebiteize of
5 km means that averages are calculated for thevais (0; 5>, (5; 10>, (10; 15> and so on.

95 The application of polynomial functions in thentext of RDD is discussed, for instance, by Imband
Lemieux (2007) or Lee and Lemieux (2010).

96 Statement of the Minister of Finance dated 08.02220 on the upper limits of rates of local taxesldees
in 2013

o7 As argued by Gelman and Imbens (2014), high-gegmdynomials are sensitive to the degree of the

polynomial and there are no tools to choose théiffag degree”. Likewise, high-degree polynomialteof
poor inference, i.e. they result in too frequertedgon of the jump.
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Figure 3.2. Mean property tax rates by 5- and 3- kndistance and parametric regression
lines at the Prussia-Russia border
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Panel E. Bin =5 km
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Figure 3.3. Mean property tax rates by 5- and 3- kndistance and parametric regression
lines at the Austria-Russia border
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A more formal investigation is presented in table &nd table 3.2, which report the estimates of
the discontinuous jump in property tax rates at Pnessia-Russia and Austria-Russia border,
respectively. In both tables, panel A demonstrassmates for the tax rates on residential
buildings, panel B on business (commercial) buddinpanel C on land used for a business
purpose and panel D on land used for “other pugio€&nlumns 1 and 2 display results for one-
dimensional RD (Grosfeld and Zhuravskaya, 2015) emidmns 3 and 4 two-dimensional RD

(Dell, 2010; Grosfeld and Zhuravskaya, 201Gplumns 1 and 3 do not control for additional

covariates, whereas columns 2 and 4 contain basetivariates (altitude, longitude, latitude and

large city dummy).

The results in table 3.1 confirm the graphicalsitation from figure 3.2. Namely, at the Prussia-
Russia border, Russian legacy leads to lower matease of tax levied on residential and business
buildings as well as on land used for businessqaep. With one exception (column 2 in panel
C), all estimates are significant at the 1% leVéle average treatment effect of Russian partition
on tax rates levied on residential buildings rangetsveen 0.09 and 0.11 PLN, which accounts for
17-20% of the average tax rate for this tax. Thesaf tax imposed on business (commercial)
buildings are lower on average by 1.22-1.48 PLNIenRussian side, which is roughly 6-8% of
the average rate for this tax. The average tredteféect for tax levied on land used for business
purposes varies from 0.03 to 0.04, which is app#b$% of this tax average. Therefore, the
estimates are not only highly statistically sigrafit but also meaningful from an economic point
of view. The tax rate levied on land used for “otharposes” does not change discontinuously at
the Prussia-Russia border, although the sign ohasts is always negative and significant in one

case (column 1 in panel D).

Regression analysis in table 3.2 also confirmsh ¢d discontinuity at the Austria-Russia border
for a tax levied on residential and business (cornrak buildings as well as on business land.
Statistically significant is, however, the averagmtment effect for the tax imposed on land used
for “other purposes”. Russian partition affectsttax rate positively by 0.05-0.06 PLN, which is
16-20% of the average rate of this tax. This tax, Heowever, the lowest ceiling set by the

Ministry of Finance of only 0.45 PLN, and therefgiges the least space for discretion.
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Table 3.1.The effect of partitions on property tax rates at he Prussia-Russia border

PANEL A

(1) 2 (3) 4)
Property tax Property tax  Property tax Propenty ta
VARIABLES Residentia Residentia Residentia Residentia

buildings buildings buildings buildings
Russit -0.10548*** -0.09586***  -0.11119*** -0.11426***
(0.01977) (0.01842) (0.01825) (0.01841)
Constant 0.62798***  0.97556* -1,361.01670 340.58662
(0.01043 (0.52541 (989.1048C (464.54847
Observations 530 530 530 530
R-squared 0.17405 0.25024 0.26086 0.25965
PANEL B
1) 2 3 4)
Property tax Property tax  Property tax Propenxy ta
VARIABLES  Business Business Business Business
buildings buildings buildings buildings
Russi: -1.47862*** -1.26063***  -1.26872*** -1.22423***
(0.37839 (0.34777 (0.33108 (0.31614
Constant 19.65163*** 39.22353*** 29,087.10534 18,391.00933**
(0.29480) (10.74162) (19,462.02816)9,348.53863)
Observation 53C 53C 53C 53C
R-squared 0.07972 0.18180 0.18181 0.21523
PANEL C
1) &) 3 “4)
Property ta Propertyta  Property ta Property ta
VARIABLES  Business Business Business Business
land land land land
Russia -0.03646*** -0.03084**  -0.03563*** -0.03715%*
(0.01358) (0.01291) (0.01205) (0.01172)
Constar 0.77061***  1.C2253*** 761.6281 45.0308:
(0.00951) (0.38172) (742.02907) (365.57352)
Observations 530 530 530 530
R-square 0.0591: 0.1255° 0.1470! 0.1641(

90



PANEL D

) ) 3 4
Propertyta  Propertyta  Propertyta  Property ta
VARIABLES Other purposeOther purpose Other purpose Other purpose

land land land land
Russia -0.03138** -0.02263 -0.01632 -0.01169
(0.01564 (0.01448 (0.01315 (0.01287
Constar 0.26089*** 0.88833* 1,079.3991 556.9876.
(0.01191) (0.44302) (725.37996)  (371.13739)
Observation 53C 53C 53C 53C
R-square 0.0568: 0.1556! 0.1480: 0.1813:

Note The polynomial in the forcing variable is of degfl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 arab 3ot control for additional covariates, colunthand 4
contain baseline covariates (altitude, longitu@g#ifude and large city dummy). Standard errorsareptheses are
clustered at the municipality level. *** p<0.01, $<0.05, * p<0.1.

Table 3.2.The effect of partitions on property tax rates at he Austria-Russia border

PANEL A
(1) 2) 3) (4)

Property ta Property ta Property ta Property ta
VARIABLES Residential Residential Residential Residential

buildings buildings buildings buildings
Russia 0.02715 0.01031 0.01754 0.01084

(0.02756 (0.02843 (0.02491 (0.02631
Constant 0.50134*** 3.89154 -269.17332 -954.89216

(0.01906) (2.46916) (554.11132) (1,158.30547)
Observation 494 494 494 494
R-squared 0.01170 0.05146 0.13908 0.14116

PANEL B
(1) (2) (3) (4)

Property tax Property tax Property tax Property tax
VARIABLES Busines Busines Busines Busines

buildings buildings buildings buildings
Russia 0.90884 1.31650** 0.43907 0.85389

(0.55949) (0.59307) (0.48759) (0.52579)
Constar 17.63802*** 86.51159 -29087.67621** -44686.15959*

(0.42049  (50.55532 (10,846.6789: (20,606.5482(
Observations 494 494 494 494
R-square: 0.0100¢ 0.0740¢ 0.1646° 0.1872"
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PANEL C

(1) (2 3 4)
Prcperty tay  Propertyta  Property ta Property ta
VARIABLES Business Business Business Business
land land land land
Russia 0.03022 0.04167** 0.02774 0.03429*
(0.01992 (0.02062 (0.01782 (0.01843
Constar 0.70364***  4.91807** -722.40033 -1,238.1526
(0.01562) (1.85490) (413.41059) (821.06482)
Observation 494 494 494 494
R-square 0.0063¢ 0.0600¢ 0.1066¢ 0.1143¢
PANEL D
(1) (2) 3) (4)

Property tax  Property tax  Property tax Propenxy ta
VARIABLES Other purpost Othelpurpose Other purpost Other purpos:

land land land land
Russia 0.05307***  0.04897***  0.05763*** 0.05625***
(0.01762) (0.01883) (0.01712) (0.01844)
Constant 0.21556*** 2.25858 -885.03467**1,929.02951**
(0.01100 (1.75870 (415.97843 (870.8861)
Observations 494 494 494 494
R-squared 0.04696 0.07153 0.11091 0.11827

Note The polynomial in the forcing variable is of degfl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 arab 3ot control for additional covariates, colunthand 4
contains baseline covariates (altitude, longitddgtude and large city dummy). Standard errorpamentheses are
clustered at the municipality level. *** p<0.01, 1<0.05, * p<0.1.

Recall that the historical narratives suggest tim@esmission channels explaining how the former
empires could influence the rates of property tathe modern Poland: (1) the differences in
perception of property taxes, (2) the differenaestitutional and cultural features influencing
tax morale, and (3) the differences in the exténitidity supply. Due to the data limitation, it is
possible to verify two out of three transmissiommhels, namely channel (2) and (3). In fact, the
“tax morale” argument (due to religiosity, socialpdal, effectiveness of administration) and the
“utility supply” argument do not seem to be relevemexplaining the difference in tax rates. It is
because at the Austria-Russia border similar diffees occur as at the Prussia-Russia border in
terms of tax morale determinants and utility sugply the tax rates differ substantially only at the
Prussia-Russia border (see appendix 3.3). Sincérthdransmission channel cannot be verified
empirically — due to the data constraints — and otfeer transmission channels are empirically
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refuted, it is argued here that the first transmarsghannel might be the most valid in explaining
the differences in the property tax rates. Nam#ig, initial differences in property taxes and
infrastructure that enable their levy, such as stidacould shape people’s perception regarding
the property tax and their willingness to pay tiais, which was transmitted through generations.
Importantly, the largest differences in this respeere observed at the Prussia-Russia border. It is
of note that the institutional settings of propetaxes were somewhat similar between the

Austrian and Russian partitions, which would sugtgek of discontinuity in regression analysis.

Overall, the empirical investigation pursued instlsiection confirms that at the Prussia-Russia
border empires’ legacy seems to be crucial in émiplg the differences in tax rates. The

differences in property tax rates at Austria-Rubsieder are not conclusive, however.

3.6. Results: other fiscal outcomes

Higher property tax rates might have further budgetimplications. Three implications are
discussed below. First, higher property tax rata@ghtresult in a larger share of income coming
from property taxes. Second, higher property tégsranight lead to a larger share of own revenue
in the total municipal revenue, causing greatexafismutonomy of municipalities. This concept of
fiscal autonomy is suggested by Stegarescu (200%)ECD/Korea Institute of Public Finance
(2013). Own revenues are primarily generated bggand levies imposed on local residents and
businesses but they can also originate from thecipatity’s investment and loans. The share of
own revenue in the total municipal income indicatesmunicipality’s independence from central
subsidies. Municipalities with higher shares ofittmvn revenue have more fiscal autonomy as
they can arbitrarily decide how this revenue isnsp&ubsidies are usually associated with

conditions which prevent discretionary decision-mgkHeller and Farelnik, 2013).

The third budget implication is as fallows. Higlpeoperty tax rates by increasing own revenue of
municipalities might result in smaller VFI, i.e.etlshare of spending covered by subsidies and
borrowings. As mentioned in section 2.2, it is viyjdeecognized in the literature on fiscal
federalism that a high reliance on intergovernmet@nsfers and borrowings “softens” the

budget constraint of local governments, inducesainibazard on the side of local governments
93



and distorts their tax enforcement (Baretti et @002). Municipalities endowed with high
transfers from the federal level and borrowing ¢gily do not have sufficient tax authority to
cope with idiosyncratic economic shocks (von Hagew Eichengreen, 1996). Municipalities
with high VFI may claim that they are not respoflesitor coping with the crisis and, thus, shift
the burden to central level. Furthermore, the pres$rom voters and creditors is likely to be
directed at central level, providing no choice bwtbail out the municipalities. Expecting this
chain of actions, municipalities have an incentivgeengage in riskier fiscal policies (moral

hazard).

The main differences in the property tax ratesaserved at the Prussia-Russia border, hence,
discontinuity in aforementioned fiscal variablesigected to occur at this border. The Austria-
Russia border serves as a counterfactual as diffesein tax rates at this border are much less
prominent. Therefore, the analysis here is as\d@loFirst, it visually investigates whether the
discontinuity in fiscal outcomes exists at the Brakussia frontier. Second, it verifies whether
fiscal outcomes change smoothly at the Austria-Rubsrder, i.e. the border at which fiscal

variables should not be affected.

Figure 3.4 portrays graphically the existence stdntinuous jumps in several fiscal variables at
the Prussia-Russia border. The lack thereof attisria-Russia border is shown in figure 3.5.
Crossing the former partition border between Peussid Russia from West to East (figure 3.4)
decreases property tax income as a share of tla ittome and, hence, decreases fiscal
autonomy, and consequently, increases VFI. Figuke shows, on the other hand, smooth
distribution of fiscal outcomes at the Austria-Radsorder. Yet again the graphs suggest that the
outcomes at the Prussia-Russia border are fairly aygroximated by the linear relationship
within 60 km to the borders.
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Figure 3.4. Mean property tax rates by 3- km distane and parametric regression lines:
Prussia-Russia border

Panel A. Property tax income to total local income Panel B. Fiscal autonomy
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Figure 3.5. Mean property tax rates by 3- km distane and parametric regression lines:
Austria-Russia border

Panel A. Property tax income to total local income Panel B. Fiscal autonomy
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blue curve represents degree-3 polynomial funcamdwidth of 60 km.

The formal regression analysis is consistent withdraphical illustration of discontinuity at the

Prussia-Russia border and lack thereof at the faRissia border. In the municipalities with the
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Russian legacy, a share of property tax incoméentotal income is smaller by 2-3 percentage
points as compared to municipalities from the farfeussian occupation (table 3.3 panel A). A
lower property tax income in the Russian municipesi contributes to a smaller fiscal autonomy
in these municipalities as compared to the muniitipa from the former Prussian empire. As

reported in table 3.3 panel B, in the former Russunicipalities the fiscal autonomy — share of
own revenue in the total revenue — is smaller byr@p 5 percentage points. Lastly, due to a
smaller own revenue in “Russian Poland”, VFI issmuently larger there. Estimates reported in
table 3.3 panel C suggest that in municipalitiested in “Russian Poland” the share of spending

covered by own revenue is lower by approx. 4-5 grage points as compared to municipalities
from “Prussian Poland”.

Table 3.3.The effect of partitions on various fiscal variable at the Prussia-Russia border

PANEL A

VARIABLES

)

as a share of total
income

)

as a share of total
income

®)

as a share of total

(4)

Property tax incom Property tax incom Property tax incom Property tax incom

as a share of total

income income
Russit -2.04906** -1.90882* -2.64351*** -2.34247***
(0.92520 (0.897¢9) (0.83143 (0.84620
Constant 11.51083*** 91.86725*** 105378.80585** 496.15840%*
(0.64441) (24.36807) (40,789.64042) (21,159.30598)
Observation 530 530 530 530
R-squared 0.04251 0.08512 0.14524 0.13242
PANEL B
(1) (2) 3) 4
Fisca Fiscal Fiscal Fiscal
VARIABLES autonom autonom autonom' autonom
Russi: -5.62221* -4.44728* -5.50328*** -4.64197***
(2.19989) (1.92405) (1.74979) (1.76809)
Constant 39.06428*** 314.20242%** 270399.12841*** 1.43532e+05**
(1.68568 (55.06126 (82,686.5818" (45,533.2523¢
Observations 530 530 530 530
R-squared 0.12120 0.29731 0.39212 0.38480
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PANEL C

1) ) 3) (4)

Vertical Vertical Vertical Vertical

VARIABLES fiscal imbalance fiscal imbalance fiscal imbalance fiscal imbalance

Russia 5.14404** 3.98518** 5.43076*** 4.57742%*
(2.22416) (1.93303) (1.72923) (1.75296)
Constar 64.88170**  -218.19090*** -2.87924e+05** 98,514.75187*
(1.70892 (56.93351 (84,316.2120¢  (48,610.7070:
Observations 530 530 530 530
R-square 0.1182: 0.3028c¢ 0.4032: 0.3955¢

Note The polynomial in the forcing variable is of degfl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 arab 3ot control for additional covariates, colunthand 4
contains baseline covariates (altitude, longitddgtude and large city dummy). Standard errorpamentheses are

clustered at the municipality level. *** p<0.01, 1<0.05, * p<0.1.

In contrast to the Prussia-Russia border, whereodithuous jumps in outcome variables are
observed, the fiscal variables change smoothhhatAustria-Russia border (see table 3.4). As
there are no large differences in the tax ratesvdm Austrian and Russian partitions, the
property tax income is fairly similar on both sid#ghe partition border. This further implies that
fiscal autonomy and VFI are comparable close tqotimtition border. This result substantiates the
outcomes for the Prussia-Russia border, whererdiff®s in property tax rates have further
implications with respect to other fiscal variabegh as fiscal autonomy and VFI. Crucially, the

latter variable is positively associated with geheyovernment deficit and, ensuing public debt

(see, for instance, section 2.8).

Table 3.4.The effect of partitions on various fiscal variable at the Austria-Russia border

PANEL A

@ @ @) @
Property tax incomeProperty tax incomeProperty tax incomeProperty tax income
as a share of total as a share of total as a share of total as a share of total

VARIABLES income income income income
Russia -0.43099 -0.29787 -1.85137** -1.37860
(1.00291) (1.03342) (0.79767) (0.90932)
Constar 7.90739%** -60.6885! -41451.37267* -63559.5763
(0.62593 (82.59759 (19,886.1957¢ (44,551.4083¢
Observations 494 494 494 494
R-squared 0.01216 0.11308 0.20924 0.21994
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PANEL B

(1) (2) (3) 4)
Fiscal Fiscal Fiscal Fiscal
VARIABLES autonomy autonomy autonomy autonomy
Russi: 0.18284 0.5379( -4.11360* -2.3615:
(2.40519 (2.22787 (1.71723 (1.83317
Constant 30.10418*** -67.10910 -2.25443e+05**#3.77607e+05***
(1.65455) (177.94949) (41,440.63287) (87,183.51180
Observation 494 494 494 494
R-squared 0.00791 0.21591 0.36265 0.38620
PANEL C
(1) 2 3) (4)
Vertical Vertical Vertical Vertical

VARIABLES fiscal imbalanc fiscal imbalanc

fiscal imbalanc

fiscal imbalanc

Russia 0.16945 -0.16182 4.23405** 2.50495
(2.40309) (2.25000) (1.73495) (1.84948)
Constant 72.64790%** 134.56889 208363.59180*842108.71476***
(1.66604 (176.0838¢ (40,868.0304¢ (87,973.0846:
Observations 494 494 494 494
R-squared 0.00782 0.21309 0.35840 0.38131

Note The polynomial in the forcing variable is of degrl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 ardb 3ot control for additional covariates, colunthand 4
contains baseline covariates (altitude, longitddgtude and large city dummy). Standard errorpamentheses are
clustered at the municipality level. *** p<0.01, 1<0.05, * p<0.1.

3.7. Policy implications

The findings from this chapter may have significaoticy implications. When thinking about
transplanting a tax system — or for that purpose ather institutions — it is important to bear in
mind that outcomes of transplanting might dependhenrules and norms that prevailed in the
past. This conclusion was already raised by othehoss (see, for instance, Berkowitz et al.
(2003)). Against this backdrop, some preliminarynjecture might be derived for the EU
institutions. There are many areas of law which Btk wants to harmonize across the member
states. It seems likely, however, that the patheddpnce might hinder harmonization in a sense

that rules that prevailed before the harmonizatmght continue to influence outcomes. Impact of
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old rules and historical developments on outcomaginbe persistent and durable (Bruttel and
Friehe, 2014).

To some extent, the implementation of the Europ&ascal Compact” is driven by these path-
dependencies and imprints. A recently ratified pesn “Fiscal compact” (formalljhé Treatyon
Stability, Coordination and Governance in the Ecoitoand Monetary Unidfi) obliges countries
to, inter alia, legislate in their national fiscal frameworksdfarably at the constitutional level)
structural budget rules and strict corrective me@rmas for non-complianég The
implementation of the “Fiscal Compact” into natibhagal systems is not fully satisfactory
however. For instance, Greece — once again — lagsd in the implementation of the “Fiscal
Compact”, notoriously missing deadlines for enagtime rules (Burret and Schnellenbach, 2013).
Thus, even in times of a huge economic uncertaint/looming bankruptcy, Greece is not able to
be “tough on deficit”, proving that it is difficulto overcome the persistent culture of fiscal

profligacy.

3.8. Closing remarks for chapter 3

Overall, this chapter contributes to the discussam the path-dependence and historical
persistence of institutions, perceptions and pegiegs. It is shown that empires’ legacy in today’s
Poland can still be observed. The novelty of thiapter is that it demonstrates that history
matters for fiscal outcomes, namely for the proptak rates imposed by the municipalities. The
historical narrative suggests that Prussian pamtitiad the most “effective” property tax system
among the empires. Prussia was unique for its t@jashich included the building coordinates,
and served to set the tax according to the reakval the property. The cadastre therefore did not

only ensure property rights, as lands and buildngperties were officially registered in the

o8 Almost all European Union signed the fiscal cootpaith notable exception of the Czech Republic and
the United Kingdom, which abstained from signing(Burret and Schnellenbach, 2013). For a legal
perspective on the fiscal compact see Amtenbrifi 2.

99 Article 3 paragraph 1(a), 1(b) and 1(e) of ffreaty on Stability, Coordination and Governancetlie
Economic and Monetary Union 2012 is worth noticing that the “Fiscal Compact” cartommon
principles on national fiscal correction mechani€@®M(2012) 342) do not precisely indicate how the
rules and corrective mechanisms should be designednstead leaves the precise legal wording to the
signatory countries (Burret and Schnellenbach, 2013
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repository, but also made the property tax fairerttee tax rate depended on the value of the
property, which was extracted from the cadastrgolrtantly, in the Prussian part of Poland the
property tax was a competence of the lower tiggavernment and income levied through this tax
was used for a local purpose. In the Austrian gadjcularly, Russian partition cadastre was used
to a lesser extent and property taxes were centralposed. All these institutional details may
have served as reference points and shaped pereptd preferences over the property tax
differently in the three empires. Namely, they @ased the willingness to pay property taxes to a
greater extent in “Prussian Poland” than in thetAais and Russian partitions. This willingness
to pay higher property tax seemed to persist dBarformer Prussian municipalities the rates of
the most common property taxes are higher as cadptar their Russian counterparts. At the
Austria-Russia border, where the differences irperty tax institutions were less striking, the

differences in rates are not systematically obgkrve

The differences in property tax rates have furfisral implications, particularly with regard to

fiscal autonomy and VFI. Namely, larger property tates result in greater fiscal autonomy and
smaller VFI. Consequently, the municipalities fréonmer Prussian occupation impose smaller
fiscal burdens on the central government, conttarythe municipalities from the “Russian

Poland”, which exert more pressure on the cenwwabmgmment finance. Larger VFI observed in
the municipalities from the former Russian parnitimight have destabilizing effect on the general
government budget balance and debt. Besides s liapter also tentatively demonstrated how

historical persistence might matter in the Europdaion context.
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Appendix 3.1. Former borders

Borders of contemporary Poland, borders of the Seea Polish Republic in 1918-1939 and
partition frontiers in 1815-1918

Pammern

Niederschlesien

Blue: contemporary borders of Poland (since 1945) \g
Black: borders of the Second Republic (1918-1939)

Green: partition borders (1815-1918)

Source own map based on several internet sources
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Appendix 3.2. Summary statistics

Variable Observations Mean Standard deviation| Minimum | Maximum
Property tax: residential buildings 1094 0.55787 139774 .02 73
Property tax: business buildings 1094 18.3766 27892 9 22.82
Property tax: land used for busings4094 0.73753 .0968916 .37 .88
purpose

Property tax: land used for other purposge 1094 ah34 .1026558 .02 .45
Share of property tax income in total478 9.596184 5.933893 1.14648151.22268
income

Fiscal autonomy 2478 3396254 .138855 0878153 | 1.271392
Vertical fiscal imbalance 2478 69.5917 86809 2.612559 | 94.5357
Number of companies per 10,0| 247¢ 736.5408 317.6458 280.778 3675.48
inhabitants

Luminosity 2465 6.562086 10.83182 0 61.1271
Unemployment rate 2478 9.438696 3.781679 2.006725| 26.80711
Share of population with at least2478 21.90544 6.059679 7.6071| 42.6
secondary education

Effectiveness of administration 2193 2.248974 | 1.066972 0 5
Number of foundations and associatign2473 15.67147 8.242992 0 81.125¢
per 10,000 inhabitants

Voter turnout in the EU accessiqn2478 52.83171 7.272536 27.7397 5.5776
referendum

Number of mess attendances (monthly) 1094 2.740867| .9526309 5 6.6
Share of houses connected to gas supply 2469 41798 31.07147 0 99.5307
Share of houses connected to wdtet475 90.37644 8.795973 38.3085 100
supply

Share of houses connected to sewerage 2289 28448 | 26.09172 0 99.4393
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Appendix 3.3. Testing for transmission channels

Table 3.5 reports estimates for the determinantsboimorale at the Prussia-Russia border, such
as income, education, effectiveness of adminisinatsocial capital and religiosity. Panels A, B
and C suggest that there is no difference in ecandevelopment or economic activity between
municipalities from the former Prussian and Rusgiantitions. Variables such as number of
companies per 10,000 inhabitants, luminosity andmpioyment rate change smoothly at the
partition border. This largely confirms the hypdsethat Poland managed to mitigate the
economic differences between the former PrussidrRarssian empires. Furthermore, the share of
population with at least secondary education domschange abruptly at the Prussia-Russia
border (panel D). Neither does this come as a s@r@s during the socialism in Poland much
effort was put into levelling the education attagmhof population. In panel E the estimates are
reported for an indicator depicting how “effectiv@iendly) public administration is at municipal
level. Given that estimates reach a significanellevt seems plausible to conclude that the
efficiency (friendliness) of administration persisas on the Russian side of the border the
efficiency of administration is significantly loweSocial capital is proxied by two variables —
number of foundations and associations per 10,008hitants as well as voter turnout in the EU
accession referendum in 2003. In the case of batiables estimates are significant, suggesting
that social capital is lower on the Russian sidéheffrontier (panel F and G). Lastly, religiosity
too changes discontinuously at the partition bqrdéth significantly lower mass attendance in
the municipalities from the former Russian partbl€a3.6, in turn, reports estimates for the same
variables but at the Austria-Russia border. Besidstmations for the unemployment rate
suggesting that economic activity is higher on Ressian side, all other variables display the
same pattern as at the Prussia-Russia border. Gaet the Prussia-Russia frontier a change in
property tax rate is identified and not at the AasRussia border, tax morale transmission
channel seems to be unsuitable to explain the ishiéix rates. It is because similar determinants
of tax morale are present at the Austria-Russia@dyobut a switch in property tax rates is not

observed there.
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Table 3.5.The effect of partitions on tax morale determinantsat the Prussia-Russia border

PANEL A

)

@)

(©)

(4)

Number of companiesNumber of companiesNumber of companiesNumber of companies

VARIABLES per 1(,000inhabitants per 1(,000inhabitants per 1(,000inhabitants per 1(,000inhabitants

Russi: 3.5474¢ 18.4116:! 6.8184¢ 11.9420¢

(36.26164 (32.14501 (29.93923 (28.47786
Constant 744.11245%+* 1,061.54855 -3.10361e+06** .20575e+06***

(27.89534) (977.42785) (1.53450e+06) (823973.08920
Observations 530 530 530 530
R-squared 0.10292 0.24853 0.29933 0.35060

PANEL B
) @ 3 4

VARIABLES Luminosity Luminosity Luminosity Luminosity
Russia -4.06060 -1.75244 -2.07511 -0.56824

(2.57237) (1.79190) (1.80030) (1.56318)
Constar 12.04408*** 296.10410** 264891.87534** -1.60374e+05**

(2.20609 (43.80417 (83,555.4509¢ (43,353.2020:
Observations 530 530 530 530
R-square 0.0537¢ 0.4842( 0.3987¢ 0.5560"

PANEL C
@ @ ®3) 4
Unemployment Unemployment Unemployment Unemploymen

VARIABLES rate rate rate rate
Russia 0.78090 0.55243 0.31280 0.50069

(0.54222 (0.38223 (0.33920 (0.34571
Constant 8.69173*** -122.45192%** 74,676.37897*** ,351.44203

(0.42441) (11.57044) (17,716.62652) (9,175.61728)
Observation 530 530 530 530
R-squared 0.11752 0.51653 0.58966 0.57954
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PANEL D

1) (2 (3 4
Share of populatio Share of populatio Share of populatn Share of populatio
VARIABLES with at least secondarywith at least secondarywith at least secondarywith at least secondary

education education education education
Russia -1.14163 -0.38822 -1.05297 -0.83202
(0.97455 (0.80396 (0.81727 (0.77532
Constar 23.52138*** 74.95557*** -83951.09761 -68193.69427**
(0.71536) (23.06155) (48,777.82486) (24,806.89966)
Observation 530 530 530 530
R-square: 0.0465: 0.2938: 0.2388¢ 0.3205¢
PANEL E
1) (2 (3) (4)
Administration Administration Administration Aunistration
VARIABLES effectivenes effectivenes effectivenes effectivenes
Russi: -0.64748*** -0.54886*** -0.44837*** -0.35440*
(0.18293) (0.16311) (0.16858) (0.16119)
Constant 2.59173%** 3.30341 2,509.83904 -1,921.2071
(0.14305) (4.97707) (9,784.01514) (4,572.66327)
Observations 475 475 475 475
R-squared 0.10170 0.26513 0.18786 0.26658
PANEL F
(1) (2 (3 (4)

Number of foundatior Number of foundatior Number of foundatior Number of foundtions
VARIABLES per 10,000 individua per 10,000 individua per 10,000 individua per 10,000 individua

Russia -2.99091 *** -2.92719%** -2.50689** -2.3445%*
(1.08671) (1.01663) (1.01332) (0.97087)
Constar 16.09043**+ 7.5668¢ -73792.3709 -37124.3371
(0.79107 (27.00661 (49,527.83261 (24,887.4294¢
Observations 530 530 530 530
R-square 0.0926¢ 0.1912¢ 0.1453! 0.1988:
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PANEL G

(1 (2 (3 (4)
Referendum Referendum Referendum Referendum
VARIABLES turnout turnout turnout turnout
Russia -4.13523*** -3,62758*** -4.20713*** -4.09926***
(0.98126 (0.82842 (0.82627 (0.81480

Constar 56.50591** 172.26337* -1.15752e+05* -1.10298e+05**
(0.72021)  (27.19133)  (48,909.35175)  (26,231.56371)

Observation 530 530 530 530
R-square 0.3128: 0.4775¢ 0.4872¢ 0.5089(
PANEL H
(1) 2 (3) (4)

VARIABLES Religiosity Religiosity Religiosity Religiosity
Russi: -0.59627*** -0.58204*** -0.38331*** -0.43033***

(0.15612) (0.13752) (0.11819) (0.11282)
Constant 3.16464*** 27.70245** -18801.47425*** -5,038.66235*

(0.12094) (3.45251) (6,251.72063) (3,137.65108)
Observations 530 530 530 530
R-squared 0.11313 0.34117 0.38578 0.40248

Note The polynomial in the forcing variable is of degfl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 arab 3ot control for additional covariates, colunthand 4
contains baseline covariates (altitude, longitddgtude and large city dummy). Standard errorpamentheses are
clustered at the municipality level. *** p<0.01, $<0.05, * p<0.1.

Table 3.6.The effect of partitions on tax morale determinantsat the Austria-Russia border

PANEL A

@ &) 3 4
Number of companiesNumber of companiesNumber of companiesNumber of companies
VARIABLES per 1(,000inhabitants per 1(,000inhabitants per 1(,000inhabitants per 1(,000inhabitants

Russi: 40.97171 -7.6453¢ -9.4200: -8.1476¢
(45.82902) (40.34609) (35.01888) (36.39205)
Constant 632.48700*** -2,205.02128 -26637.27897 6B#%10935
(34.09851 (3,397.3818¢ (843355.9448¢ (1.71142e+0¢
Observations 494 494 494 494
R-squared 0.02168 0.30882 0.32672 0.36418
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PANEL B

@ @ 3 4
VARIABLES Luminosity Luminosity Luminosity Luminosity
Russia -0.04406 0.31674 -2.92001** -1.43392
(1.96725 (1.70052 (1.40682 (1.44358
Constar 8.84920*** -30.8291. -2.05472e+05** -3.07383e+05**
(1.33111) (123.55303) (41,830.37696) (79,752.93559
Observation 494 494 494 494
R-square: 0.0485t¢ 0.3160: 0.2547: 0.3947"
PANEL C
@ &) 3 4
Unemployment Unemployment Unemployment Unemploytmen
VARIABLES rate rate rate rate
Russit -0.6431¢ -0.98969* -1.23727*** -1.91384***
(0.54346) (0.45931) (0.40851) (0.42041)
Constant 9.06453*** -196.98792*** 40,066.33422*** 4%10.35694*
(0.41379) (37.08802) (14,527.91362) (29,607.82452)
Observations 494 494 494 494
R-squared 0.03039 0.33590 0.42654 0.45307
PANEL D
@ 2 (3 4

Share of populatio Share of populatio Share of populatio Share of populatio
VARIABLES with at least seconda with at least secondal with at least seconda with at least seconda

education education education education
Russia 0.94745 1.13979 -0.65661 -0.06658
(1.06272 (1.05415 (0.90888 (0.97096
Constar 22.43078*** -53.8363: -87174.59766** -1.33848e+05**
(0.72830) (87.81820) (21,602.01287) (46,572.66475)
Observation 494 494 494 494
R-square 0.0230: 0.1305¢ 0.1409! 0.1942!
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PANEL E

(1) (2 (3) (4)
Administration Administration Administration Administration
VARIABLES effectiveness effectiveness effectiveness effectss
Russia -0.34237* -0.37648** -0.53536*** -0.43755*
(0.18321) (0.18356) (0.16335) (0.17736)
Constar 2.54242%** -10.8405:! -3,549.7493 -700.3678!
(0.14159 (15.81256 (3,725.0458¢ (7,866.9871¢
Observations 432 432 432 432
R-square: 0.0688! 0.1529: 0.1386: 0.1668:
PANEL F
(1) (2 ) (4)

per 10,000 individuals

p@j0n0 individuals

Number of foundationsNumber of foundationsNumber of foundationsNumber of foundations

VARIABLES per 10,000 individuals per 10,000 individuals

Russia -4.51784*** -3.88133*** -4.45913*** -3.837F7
(1.20037 (1.25004; (1.12245 (1.17108
Constant 16.75593*** 16.16449 -9,134.81874 19,58918
(0.97943) (124.93197) (33,032.94874) (61,254.45442
Observation 494 494 494 494
R-squared 0.07733 0.11682 0.09727 0.13955
PANEL G
1) (2 3) (4)
Referendum Referendum Referendum Referendum
VARIABLES turnou turnou turnou turnou
Russi: -4.42986*** -5.18811*** -6.26000*** -5.99394***
(1.19191) (1.22248) (0.92804) (1.02125)
Constant 53.72488*** -219.75334** -36376.26978 -3864601
(0.74448 (98.65190 (24,886.0432¢ (53,564.9617:
Observations 494 494 494 494
R-squared 0.25289 0.34420 0.50350 0.51941

Note The polynomial in the forcing variable is of degrl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 ardb 3ot control for additional covariates, colunthand 4
contains baseline covariates (altitude, longitddgtude and large city dummy). Standard errorpamentheses are
clustered at the municipality level. *** p<0.01, 1<0.05, * p<0.1.

The same conclusion as for the ‘tax morale’ arguntam be derived for the ‘utility supply’
argument. Tables 3.7 and 3.8 suggest that at lattels important differences in utility supply
persisted, with the notable exception of the watgply at the Austria-Russia border. Yet again,
given that at both borders changes in utility sy@pk identified but change in property tax rates
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is observed only at the Prussia-Russia bordernthises the ‘utility supply’ argument ineffective

to explain the difference in tax rates.

Table 3.7.The effect of partitions on utility supply at the Russia-Russia border

PANEL A

@)

Share of house

)

Share of house

®)

Share of house

(4)

Share of house

VARIABLES equipped with g¢  equipped with g¢  equipped with ge  equipped with ge
installation installation installation installation
Russia -12.54899*** -8.98315** -10.88174*** -8.495%*
(4.45825 (3.67535 (3.56109 (3.28696
Constar 25.31209*** 11.5233 15,104.2666 -4.02263+05***
(3.76444) (127.39846) (178335.03998) (89,074.63863
Observations 530 530 530 530
R-square 0.1275! 0.3469! 0.3746: 0.4561:
PANEL B
(1) (2 3) 4)

Share of houses

Share of houses

Share of houses are @hhouses
VARIABLES equipped ith watel equipped with wate equipped with wat« equipped with watt

installation installation installation installation
Russi: -2.86704*** -2.56831*** -3.34818*** -2.74184***
(0.65091) (0.60891) (0.66885) (0.63757)
Constant 96.37452%** 95.79351*** 19,308.97937 -52179106
(0.34431 (18.85062 (68,742.7316¢ (38,203.2897¢
Observations 530 530 530 530
R-squared 0.42321 0.46608 0.43964 0.45089
PANEL C
(1) (2) 3 (4)
Share of hous: Share of hous: Share of houst Share of hous:
VARIABLES equipped with equipped with equipped with equipped with
sewerage sewerage sewerage sewerage
Russi: -14.72872%** -12.76815*** -14.48787*** -13.23600***
(4.13822 (3.81378 (3.89730 (3.69361
Constant 51.63370%** 84.39973 -2.09311e+05 -3.6@04h***
(3.09418) (114.75688) (211119.76411) (106980.4D648
Observation 50¢ 50¢ 50¢ 50¢
R-squared 0.11816 0.22963 0.15742 0.24960

Note The polynomial in the forcing variable is of degrl in all columns. Columns 1-2 employ one-dimemei RD
and columns 3-4 two-dimensional RD. Columns 1 arab 3ot control for additional covariates, colunthand 4
contains baseline covariates. Standard errorseckistat the municipality level. *** p<0.01, ** p<@5, * p<0.1.
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Table 3.8.The effect of partitions on utility supply at the Austria-Russia border

PANEL A
(1) (2) (3) (4)
Share of house Share of house Share of house Share of house
VARIABLES equipped with g¢  equipped with g¢  equipped with ge  equipped with ge
installation installation installation installation
Russia -28.91264*** -26.37195*** -37.20405*** -319213***
(5.14485) (5.02899) (4.16510) (4.51412)
Constar 61.22156*** -735.39275 -8.42512e+05** -1.46635e+06**
(3.84808) (413.27680) (117483.62916) (229742.98259
Observations 494 494 494 494
R-square 0.3518( 0.4415: 0.4600: 0.4846¢
PANEL B
(1) (2 3) (4)
Share of houses Share of houses Share of houses are &touses
VARIABLES equipped with waterequipped with waterequipped with waterequipped with water
installation installation installation installation
Russi: -0.1643: -1.2965: -1.3338¢ -1.5607¢
(1.34976) (1.25625) (1.12242) (1.14669)
Constant 89.81115%** 143.40201 33,944.75536 5220917
(0.87733 (134.17954 (30,53:.87734 (64,376.0812¢
Observations 494 494 494 494
R-squared 0.24044 0.37452 0.39025 0.39573
PANEL C
(1) (2 3) (4)
Share of hous: Share of hous: Share of houst Share of hous:
VARIABLES equipped with equipped with equipped with equipped with
sewerage sewerage sewerage sewerage
Russia -16.71666*** -15.41815*** -17.57733**= -161854***
(4.48579 (4.47518 (3.98924 (4.09459
Constant 45,45201** -128.57081 -48259.52695 5,90847
(3.20077) (370.94735) (105117.55465) (220298.22622
Observation 442 442 447 447
R-squared 0.08597 0.16690 0.17398 0.23223

Note: The polynomial in the forcing variable isd&gree-1 in all columns. Columns 1-2 employ oneetisional RD
and columns 3-4 two-dimensional RD. Columns 1 ardb 3ot control for additional covariates, colunthand 4
contains baseline covariates (altitude, longitddgtude and large city dummy). Standard errorpamentheses are
clustered at the municipality level. *** p<0.01, 1<0.05, * p<0.1.
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CHAPTER 4

JUDGES AS FISCAL ACTIVISTS:
EVIDENCE FROM THE POLISH CONSTITUTIONAL TRIBUNAL 1%

4.1. Introduction

Similarly to chapter 2, which demonstrates the iotpa electoral regimes on fiscal outcomes,

this chapter analyzes another element of the brqaalical (legal) setting, namely the judiciary.

The general observation in the research coveriegtapic of political science and law is that

policy-making becomes “judicialized” (e.g. Stone eé&ty 2000, pp. 12-13; Garoupa, 2011,

Garoupa and Ginsburg, 2012). According to Vallind&95), the judicialization of politics refers

to the shifting of decision-making powers from thgislature and the executive to the courts. To

a large extent, if not exclusively, the judiciatim of politics is due to the presence of

Constitutional (Supreme) Courts and especiallygiadliiconstitutional) review! Their presence

triggers constitutional adjudication, which accoglito Stone Sweet (2007, p. 72) constitutes a

lawmaking process.

100

101

This chapter is in parts co-authored with Nunod@pa (University of lllinois). A modified versioof this
chapter titled “An Empirical Analysis of Constitatial Review Voting in the Polish Constitutional
Tribunal, 2003-2014" is submitted to the Constitotil Political Economy Journal. Few descriptivetpar
of this chapter are extracted from Kantorowicz @01 am grateful to Jarostaw Betldowski, Matthias
Dauner, Nora El-Bialy, Jerg Gutmann, Elena KantacawAlessio Pacces, Agnes Strauss, Stefan Voigt,
Franziska Weber, the participants of the EDLE semimeld in Bologna on November 6, 2013 and the
participants of the ‘Empirical Legal Studies at &rais School of Law’ seminar held at the Erasmus
University Rotterdam on November 27, 2013 for usehhmments on that paper. The usual disclaimers

apply.
In this paper the terms judicial and constitusiloreview are used interchangeably. This is despiéght

difference between these two notions. While coutstibal review might be pursued by any institutiona
body, judicial review is strictly conducted by tjueliciary.
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In the Kelsenian tradition, a special Constitutio@ourt is expliclty viewed as a negative
legislatot®? able to annul a law by declaring it unconstitutibKelsen, 1942, p. 1873 A
constitutional review is the main legal device thlgh which the Court factually intervenes in the
political sphere and by which the Court perfornsdegislative function (Kelsen, 1942, p. 187). In
this chapter, judicial (constitutional) review igfthed as the ability of the Court or another
judicial body to verify whether the laws and regduaas enacted by the legislature are in line with
the constitutional provisions and in accordancéhwitocedural requirements (Ginsburg, 2008).
The crucial consequence of the constitutional reyet least from a theoretical standpoint, is that
laws and regulations which fail to comply with tbenstitutional provisions are invalidated or

revised by the legislature in line with the Courdgcision.

Undoubtedly, the overall tendency of the judicialian of policy extends to the area of public
finance (see, for instance, Kantorowicz (2014,8#85) for an overview of recent Consitutional
Courts’ decisions in cases which had nonnegligildgetary implications). Notwithstanding it,
the mainstream literature on fiscal constitutioasyély disregards judges as key institutional
players in fiscal policy. This chapter attemptsleast partially, to fill this gap in the researétt.

the general level, this chapter inquiries therefehether — by executing a constitutional review —
the judiciary is able to shape the course of afipolicy. To answer this question, this chapter
delves chiefly into the judicial decision-makingdasearches for systematic behavioral patterns of
judges, with an emphasis on examining judicial beral patterns in adjudicating cases with

budgetary implications.

Judicial behavior, and hence decision-making, y @urt around the world can be conceptually
explained by the same determinants even though thigit vary in degree. They include

individual preferencé®®, intra-court interaction (collegialit})®> and the influence of other

102 Stone Sweet (2000, p. 61) goes even further whtsrring to the Constitutional Court as a spezéli
legislative chamber able to reject legislativestat

103 In fact, the role of today's Constitutional Cauis much broader and their power goes far beybad t
negative legislator concept. For instance, the Somnight be engaged in the law-making processat th
parliamentary stage (e.g. Slovenia), the verifaatof the legality of elections (e.g. Lithuania)datihe
legalization of political parties (e.g. Bulgari#jterestingly, some of these ancillary duties dben@n rely
on the interpretation of the constitutional textir(&urg and Elkins, 2009). This indicates that giadi
power expands far beyond its traditional domain.

104 For judicial preferences, see Posner (1993; 2P05Q; 2011).
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relevant actors, including the political branchég@vernment and the general puBlfclt is the

exact mix of these three factors that divides acaceand varies across jurisdictions.

Different theories have been developed, mainlyh@ tontext of the United States, to explain
judicial decision-making®” In this respect, there is an important ongoingatelmver whether
judges are guided by the law or by personal idgoldgprmalists take the stance that judges
simply interpret and apply the constitution and It in a conformist view of precedents. Judges
are largely guided by what the law says and abide Istrict legal authoritative interpretation.
Under a completely different perspective, the @dinal model sees judicial preferences, with
special emphasis on ideology, as the main explandaxtor. Finally, the proponents of the
strategic model recognize the importance of jutligeeferences but argue that they are

implemented taking into account political and ingional realities.

These different theories of judicial behavior canme convincingly addressed without an
adequate empirical assessment. Legal scholars afiticgl scientists have focused much
empirical attention on the U.S. Supreme Court. Eitgli debate about other higher courts is now

an emerging literature, with notable applicatiom€Europe and North Amerid& in Asia®® and

105 See Cameron and Kornhauser (2010). The authors stat the final outcome might not be the positibn

the median justice because it depends on the efisigbution of ideal points. The model also sugigehe
importance of opinion assignment. See also Korrdraif$992) explaining that path-dependence in
collegial courts results from the fact that no &ngdge controls lawmaking, and Kornhauser (2003)
pointing out that, due to collective decision-makinase-by-case and issue-by-issue approachegsalh r
in different outcomes. The development of legaltdoes is determined crucially by how collegial dsu
operate.

106 See generally Garoupa and Ginsburg (2010).

107 For discussion, see among others, Brenner andtis4988), Segal and Cover (1989), Gely and Spille

(1990), George and Epstein (1992), Epstein and in($998), Epstein et al. (2001), Segal and Spaeth
(2002), Goff (2006), Hansford and Springgs (200&x and Cameron (2007), and Spiller and Gely
(2007).

108 On Canada, see Tate and Sittiwong (1989), Alamig Green (2008), Green and Alarie (2009), and &ong
et al. (2011). On Germany, see Schneider (2005)vaamtberg (2005). On lItaly, see Breton and Fraschini
(2003), Fiorino et al. (2007), Padovano (2009) Bradla Pellegrina and Garoupa (2013). On Portugsd, s
Amaral Garcia et al. (2009). On France, see FrgRoR9 & 2010). On Spain, see Garoupa et al. (2013).
On lIsrael, see Shachar et al. (1997) and Eisendteedy (2012). On Australia, see Smyth and Narayan
(2004).

108 On Japan, see Ramseyer and Rasmusen (2003)n gratticular on the Japanese Supreme Court, see
Ramseyer and Rasmusen (2006). On Taiwan, see GiNgP0O03) and Garoupa et al. (2011). On the
Phillipines, see Escresa and Garoupa (2012).
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in Latin Americal!® However, the question whether judicial behavioardes once judges are
faced with fiscal cases (cases that have budgetapjications) is entirely neglected by this
stream of literature, not to mention traditiona¢dature on fiscal constitutiods: Consequently,
the contribution of this chapter is to look at jidl behavior in the particular court, i.e. theiBol
Constitutional Tribunal? (Trybunat Konstytucyjny, hereinafter TK), and terify whether this
judicial behavior is somewhat modified once judgefudicate in cases that have budgetary

implications.

The creation and the major reforms of judicial esviin Poland coincide with a transition from
the socialist regime to democracy. After Former dslgvia, in 19852 Poland was the second
socialist country to establish a Kelsenian-type stitutional court with an exclusive right to
review laws for their conformity with the (then &altst) Constitutiont4 In spite of its limited
powers (e.g. the court could review the legislatg@ssed only after its promulgation and the
Court decisions were legally inconclusive), the Miénaged to develop valuable case law even in
its first years of existence under the then stiéivailing socialist regimé&'® Yet, more significant

jurisprudence, on which TK managed to build it®sty reputation, was developed shortly after

110 On Argentina, see Chavez (2004) and Helmke (2@84jvell as laryczower et al. (2002 & 2006). On
Chile, see Hilbink (2007) and Carroll and Tiede 2D More generally, see Kapiszewski and Taylor
(2008).

1l A handful of empirical studies investigate théerof Constitutional Courts in shaping fiscal outes.

None of these studies specifically look at judidi@havior, i.e. how judges make their decisionsesth
studies take more ‘macro’ view on the court, tregit as a single institution and disregarding fem that
courts consist of individuals with differing backgnds and preferences. For instance, Vaubel (1996)
suggests that the existence of Constitutional Csugn important factor of expenditure centralizati
Similarly, Tridimas (2005) shows theoretically amahpirically that a stronger judicial review andijidl
independence are associated with a relatively |@izer of government. In addition, Eslava (2006 spres
suggestive empirical evidence that judicial activig fiscal policy results in a larger public défid astly,
Raudla (2011) demonstrates the impact of the Ctatistial Court on the tax system, based on the case
study of Estonia. More established is, however liteeature that takes judiciary as an explainiagtér of

the economic growth. Here the most notable areietuoly Henisz (2000), Feld and Voigt (2003, 2006),
Voigt et al. (2015). La Porta et al. (2004), on ttber hand, discuss how judicial independence and
constitutional review ensure economic and politice¢dom.

112 It was chosen to call it “tribunal” rather thaootrt” to underscore the fact that it is a speeéientity to
deal only with constitutional matters.

13 The constitutional amendment enabling the esbilent of the constitutional court was introduced i
1982. However, the subsequent political conflictrotheConstitutional Tribunal Actlelayed its adoption.
Consequently, it was only in 1985 when the Couattetl operating and, in 1986, when it issued it fi
judgment (see, for instance, historical outlinethe Tribunal available dittp://trybunal.gov.pl/en/about-
the-tribunal/constitutional-tribunal/historical-¢ine/ accessed on November 16, 2014).

114 See Sadurski (2002).
115 See Garlicki (2002) and Stawecki et al. (2008).
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the fall of the socialism regime in 1989. The Tigdédoctrines were particularly crucial in filling
the constitutional gaps of the early transitionati@d. It is of note that until 1997 Poland was
operating under the old Stalinist Constitution &52, which was of minor relevance in the
freshly-restored democratic regifié.The importance of the TK legal doctrines was ééd in

the new Constitution of 1997, which was largelywgrded on the principles and rules designed by
the Court at the outset of the transititéh.However, one should emphasize that the new
Constitution of 1997 constitutes an important bteedugh in the history of the TK itself.
Specifically, the Constitution brought many reformith regard to the TK organization and

strengthened its position vis-a-vis the legislature

The contributions of the TK to the process of gougg the political transformation of Poland and
its current strong position within the Polish peklistitutions are unquestionabfé. However, as

it is often raised in the debates over the TK, paimt of concern is the potential ideological bias
and party allegiance of the constitutional judf§€dn Poland, the nominations to the Court are
exclusively vested upon the Sejm, i.e. the loweancber of the Parliament. As a partisan body,
the Sejm perceives the nominations to the TK asitapt political decisions possibly assuring

that judges elected to the Court have congruentcypgbreferences with the occasional

parliamentary majority. This largely politicizedgoess of appointments, which is described in

116 It is important to stress that in 1992 the intefiittle Constitution was promulgated in Poland.isTh
Constitution did not repeal all of the rules of t8&linist Constitution of 1952. It aimed, howevat,
reducing institutional uncertainty through amendamgl facilitating the main functional and organiaaal
features of the state. The most important was toegborder and regularity to the confused relations
between the parliament, the government and theidergs Among the hottest issues, the interim
Constitution was supposed to remove dual authanigr foreign affairs and security matters as wesll a
clarify the process for appointing the Prime Mieistsee, for instance, Elster 1993).

17 See Garlicki (2002) and Stawecki et al. (2008).

118 The TK enjoys fairly good reputation in the Pblisociety, but the proportion of surveyed opinions

perceiving the Court as a good political actor Hasreased since 2008. According to the public opini
survey (CBOS), at the beginning of 2008 roughly 58%urveyed individuals had good opinion about the
work of the TK. In 2013 this percentage dropped8c. This still should be considered high since, by
comparison, only 15% of the same surveyed indivglaasessed positively the work of the Parliamiemt (
more information sehttp://www.cbos.pl/SPISKOM.POL/2013/K_044 13.PBtcessed on November 16,
2014).

119 See, for instance, the following press articl@s:Andrzej Dryszel. 15 politycznych ludzi. Przed)
41/2010, (ii) 15 prawych ludzi. Rozmowa z Bohdanédziennickim. Polityka, November 26, 2010, (iii)
Krzysztof Burnetko. B6j o Trybunat. Polityka, Noveer 26, 2010, (iv) Opozycja: Nowgdziowie w TK
to polityczny wybér. Portal Money.pl, Novermber 2&010 fttp://prawo.money.pl/aktualnosci/
wiadomosci/artykul/opozycja;nowi;sedziowie;w;tkpolityczny;wybor,99,0,723299.html accessed on
November 14, 2014), (v) Ewa Siedlecka. Trybunamahki. Gazeta Wyborcza, December 11, 2006, (vi)
Stankiewicz Smitowicz. Sdziowie z partyjnymi sympatiami. RzeczpospolitayJi#, 2006.
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details in section 4.2, can potentially endangerithpartiality of the court. Judges nominated by
the partisan bodies instead of being of the highesits and subject exclusively to the law might
be too easy driven by individual ideologies andtysarinterests in adjudicating specific cases.
They might be further incentivized to cast ideotagivotes while hoping for future appointment

to other public offices since constitutional juddgesPoland do not serve for lifetime, but for a

fixed term of nine years after the 1997 changesaddition, on many occasions, judges are
obliged to adjudicate in cases where ideologicfedinces are large and political stakes are
significant. The reason for this is that a widegauf partisan bodies can initiate judicial review

before the Court in an abstract form (that is, idetef a concrete cas&y.

Not surprisingly, the conjecture of this chaptethiat the Polish constitutional court is politiailze
and ideology plays a role in judicial voting. Imgaontly, however, it is further conjectured that
ideological bias should be somewhat weaker in cagthsbudgetary implications. There are two
important institutional restraints which might rgdite politicization in budgetary cases (for a
detailed discussion see section 4.3). First, thecase law mentions the budgetary balance as one
of the constitutional principles, which judges hdwerespect. Second, in cases with budgetary
implications TK judges are procedurally obligedofticially question the government about the
fiscal consequence of potentially voting the lawcamstitutional. Being fully aware of fiscal
consequence and being under strict public and mediatiny, judges should have more

reservations of voting ideologically.

This is the first attempt of studying judicial befa in the Polish TK. It is also the first
contribution that explicitly explores judicial behar in the budgetary cases. The results presented
in this chapter confirm the hypothesis that judgietisions might be driven by their ideologies,
thus convincingly refuting the conventional fornsalaccount of judicial behavior prevalent in

civil law academic scholarship. Those results haddticularly for judges chosen by the most

120 The basic distinction done in the literature &twieen abstract and concrete judicial review. Alostr
review is triggered by officials — usually the panhentary opposition — “in the absence of a coecret
judicial case” (Stone Sweet, 2009). The constinglocourt therefore compares the constitutional
provisions and the statutory law, in the abstramtyverify if the latter conforms to the constitutio
Abstract review is also called “preventive reviewyhen it is pursued before the law is promulgates (
before it can harm people). Concrete review, orother hand, can be triggered by any court in i@iab
the case, which is currently before the court (imfation on the TK’'s website available at
http://trybunal.gov.pl/en/about-the-tribunal/cotigional-tribunal/posterior-review-of-normsiccessed on
February 26, 2015).
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ideologically polarized political camps, such a< tleft and extreme right parties. Most
importantly, although to a lesser extent, ideolabibias is also present in cases which have
budgetary implications. This therefore refutes thgpothesis that additional institutional
constraints are able to mitigate ideological voiimdiscal cases. A key conclusion of this chapter
is that the fiscal outcomes might be indeed shéyygddges who drive the results in line with the
preferences of their appointers, hence, politicaties. It is to stress, however, that the pure
attitudinal model might not be entirely correct. ush also the institutional constraints are

recognized in driving the behavior of the consiitoiél judges, although only to a minor extent.

The remainder of this chapter is structured as¥asl An overview of the constitutional review in
Poland is presented in section 4.2. Section 48tithtes potential sources of the ideological bias
in the TK and demonstrates possible institutionahstraints of casting ideological vote,
particularly in fiscal cases. A preliminary quaatite analysis is introduced and discussed in
section 4.4. A regression analysis is discussesention 4.5. Section 4.6 derives preliminary
policy implications and gives an outlook for a pbkes institutional reform. Finally, section 4.6
concludes.

4.2. The case of Poland

The Polish Constitution of 1997 was the result dbrg-lasting political bargaining and log-
rolling*?%. Although the Constitutional Assembly (responsifie drafting the new constitution)
was largely dominated by the left leaning part®mne conservative ideas were embedded in
order to guarantee a more widespread political sdpjor the constitutiod?? Overall, it took
almost five years for the Assembly to accomplisk tirafting of the document, which is
exceptionally long as compared to the average itotishal deliberation of 16 months (Ginsburg

et al., 2009, p. 209). Delays in drafting the cibngon resulted in the loss of the constitutional

121 Log-rolling refers to an informal process wherditical party X supports certain issues which mafor
party Y in exchange for party’s Y support in théuie (Mueller, 2000, p. 105).

122 For instance, the constitutional drafters intrmgtlian innovative fiscal rule limiting the counsylebt ratio
to 60% of GDP (the rule has been already mentiamsdction 1.2).
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momentum. Consequently, the final draft of the @itutson was approved in referendum by only
a slight majority of 52.7%. Moreover, the votingrtaut was low since it did not reach 50% of the

eligible voterst?3

Albeit some opposition against strengthening trstitutional locus of the TK was present, the
Constitution of 1997 significantly reinforced thesition of the TK vis-a-vis the legislative body
of the state. The establishment of the TK in 1988eu the non-democratic regime (keep in mind
that socialism in Poland collapsed only in 198%uited in highly restrained powers for the Court
as compared to its Western counterparts. Most itaptly, the decisions of the court were not
final. The judgments on unconformity of the lawlwthe constitution were subject to a possible
later consideration by the Sejffy which could reject the TK decisions by 2/3 majot?® The
new Constitution of 1997 and the Constitutionalbl@irial Act of 199%¢ i.e. two basic laws
shaping the modern TK, banned this provision. Wtiely, after two years of transitory period,
effectively in October 1999, the decisions of the Jtarted being final, conclusive in character,
and not subject to further appeals. Under the atlyrédinding procedures, whenever the Court
adjudicates the unconstitutionality of a particlitaw, the challenged statute or its relevant asicl
become null and void. Unless it is formulated d#faly, the unconstitutional provisions cease to

have binding legal effect at the moment of annaum¢he judgment?” In some cases where the

123 Although theReferendum Act 199%quired at least 50% turnout for a referendurhawee a biding effect,
the Constitutional Act 1992nstructed that the new constitution should bepteld in a referendum
regardless of the turnout rate. The common belefthe early 1990s was that the turnout in the
constitutional referendum would never achieve 50%erefore, the establishment of a 50% turnout
threshold put the constitutional project at higtkr{see, for instanc&upreme Court Resolutidrom July
15, 1997).

In Poland, the parliament has a bicameral stractith theSejm (460 deputies) constituting the lower
chamber of the parliament and t8enate(100 senators) forming the upper chamber. Theessmitatives
of both chambers are elected for four years. ilhjgortant to stress that ti8ejmenjoys larger prerogatives
than theSenateand ultimately is responsible for promulgatingt{wg) laws. Albeit theSenatecan initiate
legislation or amendments, the final word on adaptr amending the law belongs to 8&jm

124

125 Being dominated by the Communist Party MPs ub®89, the Sejm usually did not face significant

problems of reversing the Court's decision whenavewas politically relevant. This situation largel
changed in the early 1990s, when democratic elestiosulted in a much more pluralistic and fragmeént
Sejm. Under these new circumstances, in orderrtkestiown the judgment of the TK, the governing
majority needed to secure the support of the ofipogparties.

126 Whereas th€onstitution 199%ets only general rules for the TK functioningg @onstitutional Tribunal
Act1997- the ordinary statutory law — comprises detaiitestitutional framework of the TK.

127 Although according to the law, the unconstituéibstatutes or articles cease to have any effebiiveing

legal status, it is important to note that on maegasions the legislative bodies are obliged t¢héur
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unconstitutionality of the law imposes a high burdm the state budget or the law annulment
results in a legal uncertainty, the Court allomemporary preservation of the statute (up to 18

months)!?8

Before the reforms of 1997, the Court was compaset judges, who were elected for a non-
renewable term of eight years (Garlicki, 2002). Thew Constitution of 1997 increased the
number of judges to 15 and lengthened their termirte years. With respect to the nominations
and appointments of the judges, the regulationsrbedind after the 1997 reform remained almost
untouched although a major change concerned theirgpent of the President and Vice-
President of the Court. The candidates to the T& rt forward by a group of minimum 50
deputies sitting in the Sejm or the Presidium & 8ejm'?° From those candidates, the Sejm
elects the judges to the TK by an absolute majarfityotes with no less than half of the deputies
present3® As a consequence of this procedure, the majorithé Sejm can largely influence the
elections of the constitutional judges, and givecpdence to the candidates of their preference. It
is to stress that unlike the judicial appointmemichmnism in Germany, Italy, Portugal, or Spain,
a de factoquota systefi' does not exist in Poland (that is, there is nblstarrangement of
allocating seats to the political parties). Therefat different point in time, changing political
majorities are reflected in appointments to the TK.

Against this backdrop, it is important to note thihere are several mechanisms formally

entrenched in the law to secure judges’ indepereldficst, judges are irremovable from offite

enforce specific TK judgments. It is particularhetcase when the TK derogates the law and credesla
vacuum. In the years 2005-2008, approximately 7Q%2/160) of judgments posed some enforcement
obligation on the legislative bodies. However, 4{®2/112) of those judgments were not enforced ly th
relevant institutions (see Radziewicz, 2010).

128 See Article 190 of th€onstitution 1997@and Article 71 of th€onstitutional Tribunal Act 1997

128 The Presidium of the Sejm comprises the Presidewt Deputy President of the Sejm. The main
competence of the Presidium of the Sejm includessiiting of the Sejm’s work agenda, organizing
cooperation between the committees of the Sejntandlinating their activities.

130 See Article 5 of th€onstitutional Tribunal Act 1997
131 See Garoupa et al. (2013).
132 Removal from the office of the judge can be aseguence of the disciplinary punishment by the AK.

judge may be subject to the disciplinary punishnfentan infringement of provisions of the law, fact
which is inconsistent with the dignity of his oféior for unethical conduct which might undermineége’'s
confidence (see Articles 8-10 thfe Constitutional Tribunal Act 1997
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protected by the immunity and entitled to a permasalary:3® Second, judges to the Court must
not belong to any political party or a trade uniooy hold high public office$** However, past
political activism does not exclude possible caatkd from being appointed to the Court. Third,
as already mentioned, judges are not allowed toebelected for the following terms. After
terminating the duties at the court, they can rethe status of a judg® or continue their
academic careers, provided that they were uniygpsitfessors prior to the appointmé#ftlt is to
underscore that former judges of the TK are notideg from serving other state functions after

finishing the term in the TK. In those cases, hosvethey cannot retain the status of the judge.

The Tribunal is headed by its President and Viasident. Until 1997, these bodies were elected
by the Sejm therefore making the Court even mot&nte on partisan choices. The new
regulations of 1997 abolished this provision artdbituced a mechanism where the President and
Vice-President of the TK are appointed by the e of the Republié’. However, in his
decision, the President of the Republic is cons#i to only two candidates who are

recommended by the Court and are chosen from itsbaes'®

Yet, another important change in 1997 concernedptieeogatives of the President of the TK.
First, the President lost the privilege to decidech judge would be a rapporteur of the pending
casé® and was deprived of the right to determine the musition of the benches assigned to
adjudicate in individual cases. It is of note tlsame cases, particularly those which are not
excessively complicated and do not concern gkeantepreventive constitutional review, are

adjudicated in small benches of three or five jsdd€&The existing law obliges the President of

133 See Article 196 of th€onstitution 1997@nd Article 6 of theConstitutional Tribunal Act 1997

134 See Atrticle 195 of th€onstitution 1997

135 Retention of a judicial status entitles the regjrjudge to a “pension” irrespective of his/heeag

136 See Garlicki (2002) and Article 6 of t@mnstitutional Tribunal Act 1997

137 Crucially, Article 126 (2) of the€Constitution 199%ays that “The President of the Republic shalliens

observance of the Constitution, safeguard the siyety and security of the State as well as the
inviolability and integrity of its territory”.

138 See Atrticle 15 of th€onstitutional Tribunal Act 1997

139 The rapporteur casts an important role in thei@didating process since s/he is in charge of digfthe
judgment together with its reasoning (see § 4helonstitutional Court Statute 206

140 The TK adjudicates in three types of benchesjn.a full bench (at least 9 judges), five-judgmbh and
three-judge bench. The size of the adjudicatingbeatepends on the nature of the case and its cgityple
(see Article 25 of th€onstitutional Tribunal Act 1997
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the TK to assign the new cases to the judges ihabkgtical order of their surnames. The

assignment of the judge rapporteur is accomplishethe same manner. The second reform
referred to the fact that the President’s vote m@fnger decisive in situations where the number
of votes for and against a particular judgmentosad!4* After the amendments of 1997, the law

states explicitly that the decisions by the TK mu@de by the majority of votes and no special role
for the President is definét?

As to the voting and decision-making by the TKsitmportant to stress that judges who disagree
with the decision of the majority of the bench alewed to present dissenting opinion®tum
separatum'*® The dissenting opinion can concern the whole juslgnor part of it. Judges are
also allowed to present a different opinion wittspect to the reasoning of the judgment
(concurring opinions). Thus, judges may agree wWiitd final decision of the bench but they
disagree about the argumentation of the majorithefbenchi**

The Polish TK, similarly to its counterparts in Vi&xs Europe, is vested with much broader role
than just reviewing the statutes for their confaynwith the Constitution (Ginsburg and EIKins,
2009). Among others, the Court also (i) examinesabnstitutionality of the goals or activities of
political parties, (ii) settles the disputes oue tompetence between central constitutional bodies
of the state and, (iii) declares incapacity of Fresident of the Republic to discharge the duties o
his/her office!*> Importantly however, judicial review remains therdest part of the Court’s
docket.

141 In case of equal number of votes for and agdiresijudgment, the adjudication is postponed. Howetes
important to stress that this scenario is rareréciice. Most often judges adjudicate in benchespsing
three or five judges. Consequently, the situatiénequal votes can occur only in the situation of
adjudicating in the full bench, when the numbeijuafges is even due to absence or exclusion of some
judges from the adjudicating stage (see Article2@%f theConstitutional Tribunal Act 1997

142 See Atrticle 25 of th€onstitutional Tribunal Act 199@nd § 26 of th€onstitutional Court Statute 2006

143 In 2012, 33% of the Court decisions includedeasst one dissenting opinion. This is, however réuerd
year. In previous years, the proportion of judgreemith dissenting opinions is variable. It goestir8%
in 2006 to 29% in 2011 (see Trybunat Konstytucy2oi 3).

144 See Article 68 of th€onstitutional Tribunal Act 1997
145 See Article 188 of th€onstitution 1997&nd Article 2 of theConstitutional Tribunal Act 1997
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In this chapter, the attention is exclusively giterabstract judicial reviewt® In this respect, a

rather broad range of actors can initiate the ipatit(i) the President of the Republic, (ii) the
President of the Sejm or the President of the ®e(iaj the Prime Minister, (iv) 50 deputies or 30
senators, (iv) the First President of the SupremmurC (v) the President of the Chief
Administrative Court, (vi) the Public Prosecutorr@eal, (vii) the President of the Supreme
Chamber of Control, (viii) the Commissioner fori@éns' Rights (Ombudsmen), (ix) the National
Council of the Judiciary, (x) the constitutive besliof local self-government, (xi) the national
bodies of trade unions as well as the national aitibs of employers' organizations and
occupational organizations, and (xii) churches aglijious organization¥'’” While all those

actors can file foex postabstract review, it is to stress that preventase gnt¢ abstract judicial

review can be requested by the President of thelitieponly 148

There is no doubt that the cases in which actp@vii serve as petitioners are mostly political in
nature and where the political interests are eaddgtifiable. It is often the case that the podti
opposition which failed to strike down a particulagislation in the Parliament seeks to challenge

it in the Tribunal. Those cases, naturally, enjugy largest media cover and political visibility.

4.3. Ideological bias at the Polish ConstitutionaCourt

Since the approach taken in this chapter is indping theattitudinal andstrategic model, it is
argued that the Polish TK judges advance theirladgoal goals. More precisely, given the
potential arbitrariness in constitutional adjudicatand interpretation (a possible variant of

judicial activism}*°, judges rely on their ideological preferencesating one way or the other.

146 An abstract review of a law is not the only judiceview performed in the TK. Similarly to the®&model
of judicial review, any court in Poland can inigatoncrete review. This occurs in the situation netbe
court has doubts about the constitutionality ofalggrovision that serves as a basis for the judgrs=e
Articles 31-44 of theConstitutional Tribunal Act 1997

147 See Article 191 of th€onstitution 1997
148 See Article 2 of th€onstitutional Tribunal Act 1997
149 Judges of the TK have relatively large freedonmnierpreting the constitution. The law does nairinct

that they need to apply a plain meaning (literatiipretation of the constitution. The law saysydhit
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There are three main arguments which allow for gemture that the behavior of the TK judges
might be explained by such ideological bias. Thst ffand the main attitudinal) reason concerns
the appointment procedure to the court. As alrepoiyted out, the constitutional judges are
elected to the TK through a mechanism that heafiflynot entirely) relies on the political
influence of the parliamentarian majoriti€8 An absolute majority of votes needed to appoiat th
judge by the Sejm gives no incentives to the timmabjorities to appoint individuals that differ
significantly from their policy preferences. Thdléwving numbers should be illustrative. In the
years 1997-2012, 31 judges were appointed to theFfén those, 29 judges were nominated by
the groups belonging to the then governing magwitin most cases the opposition also proposed
some candidates. However, they never received #weired majority. Consequently, the
governing majorities, regardless of their politipakition, largely assume that they do not have to
share decisions concerning appointments with th@sifion (hence the inexistence of a quota
system). As this political behavior is common pi@gtit became increasingly apparent that each
change of political configuration of the Sejm idleeted in future appointments. In addition,
given the political importance of the Court (acteatension of the legislative process), the
parliamentary majorities have a clear benefit bezageful in the selection of the judges they
appoint. They want to minimize a mistake of appgamtan individual with very different policy
preferences. It is therefore safe to presume kgapteferences of the political parties and thdse o
appointed judges are strongly aligriétiin other words, there might be a sincere cor@atf
political and judicial preferences. Some institntib safeguards such as comfortable retirement

arrangements might reinforce sincere voting.

judges are impartial and subject to the constitutgee Article 195 of th€onstitution 1997and Article 6
of the Constitutional Tribunal Act 1997

150 The political dominance is not the only weaknelsthe appointment process to the TK. There arers¢v
other problems. First, the short period of timeegiby the law to appoint the judges to the TK (a9s)
reduces the transparency of the process and akygtaiminates the possibility for public debate the
candidates. Second, the information about the dates’ merits given by the nominating bodies isyver
limited. It is often the case that the press ingesion reveals some disgraceful facts about tmelicates
to the TK. Thirdly, the judicial and academic caéglare not invited to recommend the candidatdsaetd K
or to examine the merits of the candidates. Fouhtére is no fixed procedure for electing the juge
Judges are appointed individually but on severaasions they were electexh banc(voting on all
candidates together) (see Bojarski 2010).

151 The judicial and academic circles do not preiegit views on the candidates.
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The second argument supporting the conjectureedladjical bias of the judges is based on the
limited tenure at the court (recall that judgedmland serve their duties for nine years &y
Due to the limited tenure, the judges’ future caisenot entirely insulated from the influence of
the political parties. One could think that judgesminating their duties at the TK seek new
appointments to other high level occupations in piaditical sphere or they hope to play an
important role in consultancy of lawmaking in thaeture. On several occasions, former
constitutional judges indeed continued their cardsgrbeing nominated to other public positions.
For instance, after retiring from the TK, some jeslgvere appointed as members of the Monetary
Policy Council at the National Bank of Poland ahd Btate Election Commission, as judges of
the European Court of Justice and European CourHwhan Rights, as members of the
Legislative Council in the Prime Minister Offices #he President of the Chief Administrative
Court and as Ombudsman.

At the same time, further strategic consideratimmsgd be relevant such as reputational gains with
the relevant audiences, perceived personalizaficase law, or enhancing academic prestige. All
these factors might explain why constitutional jesigare expected to take into account political

determinants in strategic ways.

Finally, the third argument to support the conjeetan ideological bias is the fact that political
actors challenge the laws through an abstractweweus without a direct relation to a specific
concrete disput&? Unlike in the United States, the most controvérsises in the Polish Court
are filed by various political actors since theg tire key players in the access to abstract review.
In those cases where political actors challengesleggn, the Court has limited docket control

(i.e. control over which cases are adjudicatétifhus, constitutional judges in Poland have to

152 In some supreme/constitutional courts aroundwbed, judges hold life tenure. This is, for insten the
case in the US Supreme Court (Calabresi and LimJ@@06).

153 About 20-30% of cases reviewed by the TK in astrict form were initiated by the explicit politica
bodies, i.e. President of the Republic, deputiesators and Presidents of tBejmor the Senate (own
calculation based on the dataset created for thgopa of this chapter).

154 Although docket control is limited, the Court hemsne tools to dismiss the cases. This can be olulgen
the situation when the petition is evidently groesd (see Article 36 of th€onstitutional Tribunal Act
1997. According to the practice, the TK dismisses veftgn also those cases which are filed by a group
of MPs at the end of a parliamentary term. At ihgetof the constitutional discussion by the Couetry
often this group already ceased its power to imtipdicial review due to the beginning of a new
parliamentary term. See, for instance, the deci&od4/09. The judgment can be accessed through the
electronic base of judgmentstp://otk.trybunal.gov.pl/orzeczeniédccessed on February 25, 2015).
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decide on the constitutionality of specific lawggsely because political bodies want to know the
Court’s standpoint. It is in contrast to the US @upe Court where constitutional adjudication
can only be triggered by the courts by means otia constitutional review. In the US the
constitutional review is more independent from ploétical process, as explicit political actors do
not have access to the constitutional review. Tdvesequence is that judges in the TK typically
have to adjudicate since there are heavy ideolbgltterences and non-negligible political
interests at stake. One can expect therefore dhdtast in these politicized cases, the pattern of

ideological voting should prevail.

On numerous occasions, the TK decided on casesichvdeological differences and political
stakes were significant. For instance, the TK whkged to adjudicate in vulnerable cases on
lustration process$®, pensions of the former secret service agéhtlationship between the state
and the churc’, financing of the catholic universiti€8 and regulations of the credit unidtfs
Those cases had straightforward political implmagi with distinct ideological consequences. The
current (in place since 2001) ideological divisiorPoland is, yet, more subtle than the clear left-
right fragmentation typical for the old democraciBsoadly speaking, the Polish political stage
can be divided into left-of-center (Sojusz LewicyerBokratycznej, hereinafter SLD), center
(Platforma Obywatelska, hereinafter PO) and extregte (Prawo i Sprawiedling, hereinafter
PiS) 160 Under this setting, the largest ideological diggashould be observed between the left-
wing SLD and the anti-socialist extreme right-wiparty PiS. Interestingly, regarding economic

aspects, the most conservative approach is takdAChyPiS could be classified as moderately

185 See judgment K 2/07. The judgment can be acceslsemligh the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigccessed on February 25, 2015).

156 See judgment K 6/09. The judgment can be accefisenigh the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigdccessed on February 25, 2015).

157 See judgment K 3/09. The judgment can be accesisemligh the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigccessed on February 25, 2015).

158 See judgment K 55/07. The judgment can be acdefiz®mugh the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigccessed on February 25, 2015).

159 See judgment Kp 10/09. The judgment can be aedesiwough the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigccessed on February 25, 2015).

160 In the current parliamentary setting there aredfother political parties present in the Sejen, Rolish
People’'s Party (Polskie Stronnictwo Ludowe, her@raPSL), Palikot's Movement (Twoj Ruch,
hereinafter TR) and United Poland (Solidarna Polekaeinafter SP). PSL is currently the coalitiamtper
of the PO (centrist party). In years 1993-1997 20@1-2003, however, this party was the coalitiarigu
partner of the leftist governments. TP and SPum,tare relatively new parties on the Polish it
scene.
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conservative as while supporting certain welfaregpems during the ruling of this party the

largest tax reduction was pursuéd.

These three arguments explain why the ideology tbghcrucial in determining the behavior of
the Polish constitutional judges, either by sinceoéing or by pondering strategic interests.
Nevertheless, some limitations as to which extdabliogical goals can be advanced by judges
need to be recognized. One should not expect aitidas to be polarized and ideology or party
alignment to explain all voting. In fact, most inmfantly, judges might be simply dissent averse.
This can be justified by different reasons. Crugjatlissenting requires additional work (judge
needs to justify the reason of a dissenting opiniDissenting also leads to difficulties in collegi
relationships, which might have detrimental effemtsthe workplacé®? Additionally, in the civil

law tradition, to which Poland adheres, the emgh#&siput on the consensus since dissent is
perceived as harming legitimaé§?. Excessive political and ideological division iret@ourt could
reduce its prestige vis-a-vis other courts (in ipakar, the Supreme Codff), and therefore
diminish the influence of constitutional judges pbyedicial ranks, and ultimately, the legal
system overaft®® Finally, not all cases allow the same discretionace open to identical

ideological argumentation (there is an opportualgment to be considered).

An ideological vote can be particularly difficutt tast in cases which have fiscal implications, i.e
where decision on unconstitutionality might leadatio increase (decrease) of expenditure or
increase (decrease) of tax income. There are twio reasons for this. First, the case law suggests
that budget balance and public finance sustaigbdre treated as implicit constitutional

principles, which are binding for the TK decisions its adjudication TK several times

161 The most prevailing personal income tax was agesaé by PiS government from 32% to 18%.

162 See Edelman et al. (2012) and Epstein et al.1(201

163 See Merryman and Pérez-Perdomo (2007).

164 The Supreme Court is a judicial body to adminithe justice system in Poland and is consideredast

instance in all sorts of cases (excluding constinatl adjudication). The Constitutional Tribunathe TK

— is a specialized court with a duty to review lingal acts for their conformity with the Constituii The

TK decisions cannot be challenged by the SuprematCs the TK is not subordinate to the Supreme
Court.

165 The relationship between the TK and the SupremertGn Poland is quite conflicting. For severahyg
the Constitutional Court and the Supreme Court dgakolve the issue as whose judgments are more
important. It is of particular tension in those essvhere the decisions of the two courts are coictay
(see, for instance, Jankowski 2011). The conflicerges from the fact that it is not clear to whaest the
interpretation of statutes fixed by the TK is bimglifor the ordinary courts (see Garlicki 2002).

128



underscored that the public goods that should Ibgcpkarly protected is the condition of public
finance and safeguard against excessive indebtedsfethe public sectdf® The principle of
budget balance and public finance sustainabilitysisally given priority when clashing principles
are being appliet?” The second reason relates to the obligation inthbgeheConstitution 1997

and theConstitutional Tribunal Act 199Both these docuemnts require that a TK judgmiesut t
has financial consequences not provided for inbiéget shall seek the opinion of the national
government®® This allows clarifying fully the fiscal context dnwhat are the actual fiscal
consequences of the TK judgment. Hence, for fiseaks the final decision of the TK is made
having full awareness of the budget consequendgs.alvareness of budget consequences and of
potential harm to the budget could have some dodeepoliticizing effect on judicial behavior.
Also due to this special procedure, it is very ljkhat media visibility and public scrutiny over
fiscal cases are more encompassing. Given thatebuolglance and sustainability of public
finance stand as constitutional principles and fdgjes are more aware of budget consequences
of their decisions, the ideological voting in fiscases should be less probable or — as formalist

would argue — even entirely dampé@l.

Summing-up, in this chapter the following appro&ctaken. The hypothesis is that Constitutional
judges want to advance their ideological goalshegitsincerely or strategically but they are
constrained by a variety of institutional factoWhen those ideological goals are important,

judges will sacrifice other considerations and md&eisions according to the most explicit party

166 See judgment K 40/02. The judgment can be acdefiz®mugh the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigccessed on February 25, 2015).

167 See judgment K 2/00. The judgment can be accefisenigh the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigdccessed on February 25, 2015).

168 See Article 190 (3) of th€onstitution 1997and Article 44 of th&Constitutional Tribunal Act 1997

169 A couple of recent judgments seem to indicate tte TK is indeed concerned with the stance oflipub

finance. For instance, in judgment K 9/12 the TKidd granting compensation to three million of nesti
people who were disadvantaged due to a changedekation system of retirement. The TK decision
protected the budget and held back a withdrawal®illion PLN in compensation. In its non-unanimo
judgment the TK acknowledged that a change of iatlex is an essential part of the austerity program
which aims at breaking the growth of public debtmigrly, in judgment K 1/12 the TK denied striking
down a law that froze the remunerations of judges@osecutors, asserting that a concern aboudtéte

of public finance is the responsibility of the amtities. The TK decision in that case was not umenis. It

is to stress that even the budget balance prinoijgat be used strategically by judges. For ingtaifcthe
majority of judges in the adjudicating bench argreéd with the party which pursue the austerity
programs, these judges might conveniently refeth&o principle of budget balance in order to help th
party which nominated them. The judgment can beessad through the electronic base of judgments:
http://otk.trybunal.gov.pl/orzeczenigccessed on February 25, 2015).
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interests. In fiscal cases, which involve even moséitutional restraints on voting in accordance

with party alignment, it is expected that ideol@gibias is weaker or even entirely eliminated.

4.4. A preliminary quantitative exploration

This chapter applies regression analysis to a enitpdaset collected and coded by the author. An
emphasis is given to abstract judicial review aftges, in cases initiated by explicit political
actors (i.e. the President of the Republic, 50 depu30 senators or the Presidents of Sejm and
Senate) from July 2003 to October 231%As already mentioned, those cases are the most
politicized and particular party interests can beilg identified. The sub-sample of fiscal cases

refers to the adjudications that mention in theicidions budgetary consequences.

There are several reasons to constrain the caagzed to the period 2003-2014. First, in the late
1990s, the TK went through major institutional ofpas (see section 2). Most importantly, only
since the end of 1999, the decisions by the TKbameing and parliamentarian supermajorities
cannot reject the judgments of the Court. It isuadythat timespan until 2003 is sufficient to

internalize the effect of these reforms and stabithe role of the TK under the new constitutional
provisions. It is of note that no major reformstioé TK were introduced or pursued after 2003.
Second, all judges adjudicating over the period322013 were chosen after the institutional
reforms of 1997. Specifically, they were part of {mew designed) Court consisting of 15 judges
and they all were chosen for a period of nine yéaith no possibility of reappointment). Third,

at the beginning of 2000s one can observe an isergathe number of cases petitioned by the

MPs, which most often have significant politicahtext. For instance, while in the period 1997-

170 Abstract judicial reviews of statutes are clasdifby the TK under two letter codes, i.e. dk (postabstract
review) and Kp €x anteabstract review). Due to the fact that the avditstof the documentation on the
TK website is limited, it was impossible to idegtifetitioners in six cases, i.e. K 12/02, K 19/R234/03,
K 24/04, K 38/04 and K 17/12. Consequently, thaases are not part of the dataset. The judgmentbecan
accessed through the electronic base of judgménits://otk.trybunal.gov.pl/orzeczenighccessed on
February 25, 2015).
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2001, the Court decided an average of two cased iy the deputies per year; in 2002-2006 it

increased to six cases yeatly.

Overall the dataset includes 73 cases, 344 desisimsues) and 3,595 individual decisions
(votes). Out of these, 1,947 individual decisiorexyavtaken in fiscal cases, i.e. cases which had
some budgetary implications. Some caveats to thasgbers are in order. First, the number of
decisions is much larger than the number of cases & single judgment (case) might consist of
several issues being analyzed. The reason foighisat petitioners usually challenge numerous
articles of a particular legislation. Second, alitjio the judges in the adjudicating benches vote on
the whole judgment (case) at once, it is assumatjticlges cast several votes depending on the
number of issues comprised in the judgment. Fdai®, if the judgment consists of four issues,
and the decision of the bench is that all the @iowis are in conformity with the constitution, the
judge who does not present a dissenting opinioh @l counted as casting four votes for
constitutionality!’? In case s/he presents a dissenting opinion witpeet to one issue, three of
his/her votes are considered in favor of the cartginality and one against it. Lastly, specifigall

in the Polish TK, besides declaring the simple apdrtial’® constitutionality or
unconstitutionality of the provisidff, the adjudicating bench can decide that the pi@viss not

in unconformity®’®> with the constitution. This decision conveys thla¢ control benchmark
(constitutional provision), which was proposed b petitioner to be the basis for judging in

favor or against constitutionality of a specifitiele, is considered irrelevant by the Court. Iisth

i See Trybunat Konstytucyjny (2006).

172 It is important to note that the decisions in #iigudicating benches are taken by a simple mgijatitdges
vote secretly and if they do not agree with thalfjudgment, they are allowed to present the dissgn
opinions. In the view of this chapter, the abseoicthe dissenting opinion indicates that a judgesneif
initially s/he voted differently than the majoritygventually s/he agrees with the decision of the
adjudicating bench.

173 In addition to judgments on the simple conformdythe constitution of a legal provision, the TEshalso
developed so-called partial decisions. Partial slens refer to recognizing only a partial non-confiby
of the reviewed provision, e.g. only to the extemtvhich the specific provision could have a rettoee
application.

174 The statute, article or portion of the article@inted as unconstitutional if it is struck dowithwespect to
at least one control benchmark (constitutional fion). It is often the case that petitioners quote
propose several constitutional provisions to dectgrecific article or the entire law unconstitudibn

175 This is an explicit translation of the Polish esgsion: “nie jest niezgodny z (...)".
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chapter, for the sake of empirical consistency,vilee is taken as if this decision is in favor of

constitutionality*”6

It is important to stress that among 344 decisiamgnimous decisions were an important
fraction: 222 (roughly 65%). This could serve adirat indication of dissent aversion and
constraining effect of institutional realities imet TK. The 344 decisions which are studied can be
divided into 66 decisions from July 2003 to OctoR€05 (leftist government), 106 decisions
from 2005 to November 2007 (extreme right governineh72 decisions from 2007 to 2014
(centrist government). Thus, the sample fairly @spnts all political cycles enabling to conclude

that the econometric results are not primarily ey a certain particular political context.

In the analyzed period, i.e. from July 2003 to @et02014, there have been in total 30 judges
adjudicating in constitutional cas€¥$. They were mostly male and, in general, they were
academically oriented. Some judges had a polifizedt, i.e. they were members of political
parties or even served as MPs in the parliameatmFmong the 30 judges, seven were appointed
by the left-wing SLD. The remaining judges were @pfed by center and right-wing parties.
However, it is of note that some of the partiesolhlominated judges in our dataset disappeared
at some point before 2014 (Akcja Wyborcza Solidéndereinafter AWS; Unia Wolroi,
hereinafter UW) or lost representation in the pankent during the period we consider (Liga
Polskich Rodzin, hereinafter LPR). For the sumnudrghe individual characteristics see appendix
1.

The preliminary exploration starts by looking atple conditional probabilities of voting for and
against constitutionality. In the first step, thboke 3595 individual votes are divided into those
for constitutionality (56.5%) and those againststaationality (43.5%), in reference to the 344
decisions advanced by the Court. In the second #tefas identified whether the petitioners (i.e.
the group of deputies, the President of the Repudilithe President of the Sejm) represent the

party which nominated a particular judge. Recadl th petitioner challenges the law and claims its

176 The reason for such interpretation is that, ovess occasions, judges presented a dissentingoopin
stating that they found the law unconstitutionahew the majority had decided that the legal proviss
not being in unconformity with the constitution ésdor instance, the judgment Kp 1/08). The judgmen
can be accessed through the electronic base ofmjemls:http://otk.trybunal.gov.pl/orzeczenigdccessed
on February 25, 2015).

177 Overall, between July 2003 and April 2013, theeze 31 judges appointed to the TK. However, onggu
resigned from the post without adjudicating in afithe considered cases in our dataset.
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unconstitutionality. Overall, table 4.1 shows thatote against constitutionality is slightly more

likely when the petitioner and the judge are of #ane party (55.1%) as compared to the
situation where the petitioner is associated withifierent party (39.1%). Similarly, the vote for

constitutionality is more probable when the petiéo and the judge are from different parties
(60.9%) than when they are associated with the smartees (44.9%).

Table 4.1. Voting for constitutionality (all decisons)

Vote agains Vote for Total
constitutionality | constitutionality
A petitioner associated Wil | g,q 55 194 445 (44.9%) | 991 (27.6%)

the same party as judge

A petitioner associated With @ 4 17 (39 106) | 1,587 (60.9%)| 2,604 (72.4%)
different party

Total 1,563 (43.5%) 2,032 (56.5%) 3,595 (100%)

It is important to stress that the dataset incluthes cases filed by Presidents Aleksander
Kwasniewski (left of center) and Bronistaw Komorowskieftrist party), who occasionally
challenged laws issued by parties from which thejitipally originated. In that situation,
however, judges might be addressing a conflichtérest between two political bodies with the
same political preferences. Thus, a vote for cariginality does not necessary show that the
judge goes against her/his ideological backgro@uchilarly, a vote for unconstitutionality does
not need to indicate straight ideological alignmdrable 4.2 introduces conditional probabilities
where petitions by Presidents Kémgewski and Komorowski are excluded. To a largeetstthe

results are fairly similar.

Table 4.2. Voting for constitutionality (cases fild by Presidents Kw&niewski and
Komorowski are excluded)

Vote agains Vote for Total
constitutionality | constitutionality
A petitioner associated with ¢ 54 504 373 (45.5%) | 819 (25.5%)
the same party as judge
A petitioner associated With a - g73 36 406) | 1,523 (63.6%)| 2,396 (74.5%)
different party
Total 1,319 (41.0%) 1,896 (59.0%) 3,215 (100%)

133



Table 4.3 depicts an additional contingency andlf{fsifor nonunanimous decisions (122

decisions). The voting patterns for and againststtutionality seem to be even stronger
associated with the background of the petitionenofe against constitutionality is much more
likely when the petitioner and the judge are of gB@me party (66.7%) as compared to the
situation where the petitioner is associated witlifierent party (38.9%). Similarly, the vote for

constitutionality is more probable when the petiéio and the judge are from different parties
(63.6%) than when they are associated with the mrtees (45.5%).

Table 4.3. Voting for constitutionality (only nonuranimous decisions)

Vote against Vote for Total
constitutionality | constitutionality
A petitioner associated wit 0 0 0
the same party as judge 294 (66.7%) 147 (33.3%) 441 (30.4%)
A petitioner associated wia 0 o d
different party 392 (38.9%) 616 (61.1%) 1,008 (69.6%)
Total 686 (47.3% 763 (52.7% 1,449 (100%

Since the central inquiry of this chapter is toifyenow judicial behavior changes once judges are
faced with fiscal cases, table 4.4 shows contingear@alysis for these cases only. Table 4.4
demonstrates a very similar pattern of voting fied against constitutionality as compared to the
aforementioned contingency analyses. A vote againsstitutionality is slightly more likely
when the petitioner and the judge are of the saarey [{52.4%) as compared to the situation
where the petitioner is associated with a differgarty (37.4%). Similarly, the vote for
constitutionality is more probable when the petiéo and the judge are from different parties
(62.6%) than when they are associated with the mrtees (47.6%).

Table 4.4. Voting for constitutionality (only fiscd cases)

Vote against Vote for Total
constitutionality | constitutionality
A petitioner associated With g 55 494 108 (47.6%) | 416 (21.4%)
the same party as judge
A petitioner associated With @ - 574 (37 49 958 (62.6%) | 1,531 (78.6%)
different party
Total 791 (40.6%) 1,156 (59.4%) 1,947 (100%)
178 Contingency analysis is a statistical tool, whiehables displaying frequency distributions of give

variables (Részkiewicz, 2002).
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Another way of illustrating a potential ideologidaibs is by showing the votes for and against
constitutionality distributed among judges nominaby different political camps when they are
faced with cases filed by the SLD (left of centend PiS (extreme right), i.e. parties considered
having the largest ideological disparity. The dlgttion of votes by judges representing the main
political parties (SLD — left of center, PO — centeiS — extreme right) is shown in table 4.5. It
can be observed from the table that judges apmbibyeSLD are more likely to vote against
constitutionality in cases where the petitionesigsociated with SLD. The results are reversed, i.e.
‘SLD judges’ tend to vote for constitutionality, @ the case is filed by PiS. Also ‘PiS judges’
differ in their voting patterns when faced with RiSore probable vote against constitutionality)
and SLD petitioners (more probable vote for constihality). ‘PO judges’, in turn, are much
more likely to vote for constitutionality in caselsallenged by both SLD and PiS. However, a low
number of observations for ‘PO judges’, when pariéir is associated with SLD, should be

acknowledged.

Table 4.5. Vote for constitutionality after identifying petitioners and party nominations (all
decisions)

SLD petitioner (left) PiS petitioner (extreme righ
Unconstitutionall Constitutional| Unconstitutional| Constitutiona

Judges appointed by 361 275 83 155
SLD (left of center) (56.8%) (43.2%) (34.9%) (65.1%)
Judges appointed by 16 25 103 287

PO (center) (39.0%) (61.0%) (26.4%) (73.6%)
Judges appointed by 127 325 162 149
PiS (extreme right) (28.1%) (71.9%) (52.1%) (47.9%)

The same exercise is replicated for the samplésoélf cases. From table 4.6, it can be observed
that judges appointed by PO (economic conservgtia@e much more likely to vote for
constitutionality in cases challenged by both Skebohomic left of center) and PiS (moderately
conservative). ‘SLD judges’ are more likely to vatgainst constitutionality in cases where the
petitioner is associated with SLD and to vote fongtitutionality when the case is filed by PiS. A
reverse pattern is observed in case of ‘PiS juddes slightly more likely that ‘PiS judges’ vote
against constitutionality when case is petitiongdPiS and also more likely that they vote for
constitutionality if faced with SLD petitions.
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Table 4.6. Vote for constitutionality after identifying petitioners and party nominations
(only fiscal cases)

SLD petitioner PiS petitioner
(economic left of center) (economic left of center)
Unconstitutional Constitutional| Unconstitutional| Constitutional
Judges appointed b
J PP _ / 100 64 52 90
SLD (economic left
(61%) (39.0%) (36.6%) (63.4%)
of center)
Judges appointed b
J PP _ / 13 20 79 243
PO (economic
_ (39.4%) (60.6%) (24.5%) (75.5%)
conservative)
Judges appointed b
.g PP _ y 25 40 122 113
PiS (economic left
(38.5%) (61.5%) (51.9%) (48.1%)
of center)

The contingency analysis suggests that, even thaugfignificant number of decisions are
unanimous, there is preliminary evidence to supgh@tconjecture that, in general, judges seem to
respond (sincerely or strategically) to the idgnof the petitioner. The same holds for fiscal
cases. Therefore, judges seem to cast ideologitalaven in light of the fact that their decisions

might have heavy budgetary implications.

4.5. Regression Analysis

In order to test more robustly the conjecture fhdges vote in accordance with their ideological

stance, a more sophisticated regression exercempsoyed. A set of regressions is presented to
support the above preliminary results, and furtheestigate determinants of judicial behavior in

the Polish TK both at the general level and regeydiscal cases. A dummy dependent variable,
i.e. vote for constitutionality, takes value oneemha judge votes for constitutionality and zero

otherwise. A set of independent (explanatory) \@es is summarized in table 4.7.
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Table 4.7. Independent variables for regression amgsis

Political variables

Request: 1 if the party of the judge requestedutiieial review, O otherwise;

Government: 1 if the party of the judge is in ggvernment, O otherwise.

Personal
characteristics
judges

of

SLD: 1 if the judge was nominated by SLD, 0 otherw

PiS: 1 if the judge was nominated by PiS, 0 othee

PO: 1 if the judge was nominated by PO, 0 othen

LPR: 1 if the judge was nominated by LPR, O othee

PSL: if the judge was nominated by PS otherwise

AWS/UW: if the judge was nominated by AWS or UW otherwise (due to th
inclusion of the constant term, this category doesappear in the regressions,
serves as a baseline category);

Gender: 1 if the judge is female, 0 otherwise;

Age: the age of the judge at the time of appoimtme

Prof: 1 if the judge pursued an academic careeth@rwise;

Political involvement: 1if the judge was politibainvolved in the past, O otherwise

Function of the
judge in the
adjudicating bench

Chair: 1 if the judge is a chairman in the adjutifmabench, O otherwis

Rapporteur: 1 if the judge is a rapporteur in ttgidicating bench, 0 otherwit

Characterization o
the decisions

Big bench: 1 if the decision was taken by a bigdbe(i.e. minimum 9 judges),
otherwise;

Unanimity: 1 if the decision was without dissegtiopinion, O otherwise.
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It is of note that several fixed effects per judgel per coutt® were included in the explanatory
variables set as well. Usually with these typesegiression, one should consider the signal and
not put too much emphasis on the magnitude in stienated coefficients. Although the purpose
is mainly to assess qualitatively the impact oflarptory variables on the probability of a judge
voting for constitutionality, the marginal effet®$ for main explanatory variables are also
presented. Due to the non-independence of votésnngases and decisions (recall that each case
might encompass more than one decision or 18ju¢he appropriate logit models with clustering

by case and by decision are applféd

According to strict legal formalisi#®, there should be no systematic correlation betwten
dependent variable of interest (vote for or agaicemstitutionality) and political variables
(Request In view of formalism, the constitutional dispsitehould be resolved in light of facts of
the case and precedents with respect to the plasnimg of the constitution and intent of its
drafters. Decision for or against constitutionasityould not therefore depend on the fact that body
challenging the law and the judge are associated thie same political party. In a formalist

model, a coefficient of thRequesshould not be statistically significant.

In line with the attitudinal and the strategic misdthat propose ideology as the factor shaping
judicial behavior, the prediction is that variabt@pturing ideology should be statistically
significant. Regarding the variabl®equest it is expected therefore that the vote for
constitutionality is less likely when the law isatlenged by the party that nominated the judge. In

the cases analyzed in this chapter, the petitionbn challenged the law, always claimed its

178 Fixed effects per judges and court allow coninglifor unobservable features that vary acrossgadgnd
courts but do not change over time. To cover figffidcts, dummy variables per judge and per cowt ar
used.

180 Marginal effects inform what a change in probigpibf voting constitutionality is if judges aredim the

same party as petitioner as compared to situatierevjudges are from different party than petitrone

181 Note that almost each case adjudicated by thednsists of several decisions as typically more ibae
provision of the statutory law is challenged.

182 Logit is a typical empirical model to apply irsauation where a dependent variable is of a bimetyre,
i.e. zero-one variable. In the context of this dbapthe dependent variable is whether judges fater
against the constitutionality. Clustering is apglie order to control for specific interactions amgudges
adjudicating in specific decision or in specificsea

183 Legal formalism takes the stance that judges lgiimperpret and apply the constitution and the iava
conformist view of precedents. Judges are largalgegl by what the law says and abide by a strille
authoritative interpretation (Robertson, 1998; 2010
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unconstitutionality. Consequently, it is anticighthat the coefficient oRequeswariable should

be negative. Due to institutional restraints degucin section 4.3, the expectation is that the
absolute value of the coefficient should be smahethe sample of fiscal cases. Several logit
regressions with clustering by decisions are predum table 4.8 and 4.9. While table 4.8

presents estimates for the general sample, tablfoduses exclusively on fiscal cases. Table 4.12

and 4.13 in appendix 4.2 present the same regnssaith clustering by cases.

The regression analysis largely confirms the prielary analysis of the dataset. The influence of
the ideologies and party politics seem to matterefpected, coefficient fdRequesvariable has

a negative sign and is significant for almost pkdfications. Particularly, the results are robust
for selected subsamples and irrespective of ciastdry decisions (table 4.8 and table 4.9) or by
cases (table 4.12 and 4.13 in appendix 4.2). Tinagly supports the view that constitutional
judges respond to the interests of political badi@gerall, the probability that a judge will vote
for constitutionality decreases when the judge®ypeequests the judicial review. However, the
absolute values of coefficients are somewhat smalléhe sample of fiscal cases. This supports
the conjecture that ideological bias exists in discases but is weaker due to additional
institutional restraints. The probability of votifgr constitutionality decreases by 15-35%, if the
judge is associated with the party which challerthedaw in the general sample. For the sample
with fiscal cases only, the likelihood of votingrfoonstitutionality decreases by 7-22%, if the
judge is related to the petitioning party. Seedabll4 and table 4.15 in appendix 4.3 for relevant

marginal effect$4

184 For marginal effects see footnote 180.
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Table 4.8. Vote for constitutionality (clustered lgit estimation)

)

(2)

®3)

(4) Q) (6)

Full Without Kwasniewski Nonunanimous Full Without Kwasniewski Nonunanimous
VARIABLES sample and Komorowski decisions sample and Komorowski decisions
Request -0.80442** -0.72971%* -1.46779%* -0.65893** -0.59320*** -0.65855**
(0.15947) (0.15913) (0.27647) (0.17011) (0.16847) 0.29940)
Governmer 0.0277: 0.1900¢ -0.59300° 0.2536: 0.44590 0.2634°
(0.21852) (0.24191) (0.33000) (0.20859) (0.25326) 0.3§181)
Big bench -0.02210 0.01977 -0.76284* -0.04700 -0.01026 -12005
(0.26124) (0.27519) (0.42694) (0.25864) (0.27378) 0.38969)
Unanimity 0.33510 0.50733** 0.38971 0.56271**
(0.22497) (0.24355) (0.23782) (0.25793)
PO 0.88862* 0.66881 3.97543*+*
(0.47093) (0.50691) (0.76450)
SLD 0.53527** 0.38711* 1.32767**
(0.21961) (0.22010) (0.33373)
PiS 0.62761** 0.55479* 1.85857**
(0.28294) (0.29343) (0.41233)
LPR 0.2142: 0.3268! 1.49684**
(0.27512) (0.29787) (0.41168)
PSL 0.90498* 0.79653 3.48457*+*
(0.49268) (0.53677) (0.76816)
Gende 0.06765 0.05897 0.23842**
(0.05609) (0.06216) (0.10786)
Prof -0.12388* -0.10704 -0.18489
(0.06701) (0.07340) (0.13415)
Political involvemen  0.05836 0.03594 0.04560
(0.05846) (0.06731) (0.09911)
Age 0.01532%** 0.01544*** 0.03318***
(0.00377) (0.00412) (0.01002)
Chait 0.17547* 0.15339 0.2901¢
(0.08316) (0.09100) (0.21337)
Rapporteur 0.22321*** 0.16788*** 0.39310**
(0.06130) (0.06371) (0.13289)
Constant -1.02574** -1.05201** -2.07941%** 0.00038 0.12969 .8D629**+*
(0.42610) (0.46127) (0.71629) (0.34419) (0.37687)  (0.54240)
Court fixed effects No No No Yes Yes Yes
Judge fixed effects No No No Yes Yes Yes
Pseudo P 0.070¢ 0.0711 0.265% 0.089: 0.0811 0.2921
Observations 3,595 3,215 1,449 3,595 3,215 1,449

Note: All regressions apply clustering by decisidRegressions (1)-(3) do not contain judge andtdowed effects.
Regressions (4)-(6) employ judge and court fixddat$. Regression (1) and (4) use the whole datesgtessions
(2) and (5) exclude the cases challenged by Pnasidéwaniewski and Komorowski (recall that Presidents
Kwasniewski and Komorowski challenged laws which wessued by their parties, i.e. SLD and PO respegjivel
regressions (3) and (6) employ only nonunanimowssia®s. Clustered standard errors in parenthé$eq<0.01,

** p<0.05, * p<0.1.
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Table 4.9. Vote for constitutionality in fiscal caes (clustered logit estimation)

1) (2) ©) (4) () (6)
Full Without Nonunanimous Full Without Kwasniewski Nonunanimous
VARIABLES sample Kwasniewski _ decisions sample and Komorowski decisions
and Komorowski
Request -0.58617***  -0.79527***  -1.04307** -0.4788* -0.76376*** -0.34202
(0.20832 (0.19555 (0.31435  (0.24240 (0.23245 (0.41241
Government -0.08181 -0.05833 -2.13241%* 0.34713 27065 1.39110***
(0.38815) (0.40552) (0.40193)  (0.30492) (0.33138) (0.53530)
Big bench 0.26402 0.30476 -0.02751 0.23670 0.28913 0.06891
(0.35152 (0.36906 (0.56521  (0.35270 (0.36937 (0.65133
Unanimity -0.40854 -0.30263 -0.40054 -0.28793
(0.33198) (0.35391) (0.34516) (0.36285)
PC 0.7531: 0.5377¢ 5.77269***
(0.72394 (0.76398 (1.05558
SLD 0.22263 0.13971 2.03083***
(0.34530) (0.36218) (0.70485)
PiS -0.07400 0.02112 1.54605**
(0.39321 (0.38870 (0.67618;
LPR -0.14725 0.02772 1.46673*
(0.38266) (0.40557) (0.66807)
PSL 0.75885 0.72961 5.40807***
(0.73581 (0.76816 (1.05277
Gender -0.03489 -0.09645 -0.20317
(0.07687) (0.08359) (0.19922)
Prof -0.29834*** -0.28081***  -0.87187***
(0.08579 (0.09550 (0.22924
Political -0.05884 -0.06711 0.00669
involvement (0.06985) (0.07891) (0.14586)
Age 0.00860 0.01270** 0.03208*
(0.00555 (0.00617 (0.01737
Chair 0.14600 0.10695 0.41139
(0.09946) (0.10449) (0.41285)
Rapporteur 0.38060*** 0.32892*** 0.84697***
(0.07007 (0.07024 (0.26561
Constant 0.07361 -0.12262 -2.06953** 0.57547 0.6329 0.43450
(0.56728) (0.60117) (0.97375)  (0.41992) (0.44103) (0.75149)
Court fixed effect No No No Yes Yes Yes
Judge fixed effects No No No Yes Yes Yes
Pseudo P 0.040¢ 0.038: 0.2281 0.044: 0.042: 0.258¢
Observations 1,943 1,74% 724 1,943 1,74% 717

Note: All regressions apply clustering by decisidRegressions (1)-(3) do not contain judge andtdowed effects.
Regressions (4)-(6) employ judge and court fixefdat§. Regression (1) and (4) use the whole dataggtrding
fiscal cases; regressions (2) and (5) exclude dsescchallenged by Presidents Kmiawski and Komorowski (recall
that Presidents Kvgaiewski and Komorowski challenged laws which wesgued by their parties, i.e. SLD and PO
respectively); regressions (3) and (6) employ ardgunanimous decisions. Clustered standard emgoarentheses.
*** n<0.01, ** p<0.05, * p<0.1.
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In addition, one can observe that a robust patérstatistical significance is present in case of
age and certain party affiliation variables. Sorystematic patterns can also be noticed for
variables representing specific functions of théges in the adjudicating bench, i.e. rapporteur
(table 4.8 and 4.9) or chairman (table 4.8). Thmes# noticed for the unanimity over the case
(table 4.8) and the fact that a judge held a usityeposition (table 4.9). As to other variabld® t

vote for constitutionality seems to be random anebplained by them.

Institutional constraints may limit the ability aleological voting. For instance, the fact that a
judge is in charge of drafting the majority opinim@pporteur) or chairs the adjudicating bench
increases the probability of declaring that the lawn conformity with the constitution. Thus, it
could be inferred that those judges who hold soometfons in the adjudicating benches exert
stronger presumption of the constitutionaltyLower absolute values of estimates for the sample
of fiscal cases also suggest that institutionalst@mts matter. However, these institutional
constraints are not able to entirely eliminate itheological bias. Going beyond institutional
constraints, the presumption of the constitutidpatieems to be stronger also for older judges
who, consequently, might be less responsive tagsarinterests. For instance, they might not

expect further appointment after serving in the i€ou

Overall, party affiliation plays an important rake explaining the behavior of the TK judges but
with some limitations given the institutional read in the TK. Therefore, not a simple attitudinal
model is proposed but an adjusted model where disarecement of ideological goals coincides
with limitations imposed by institutional realitief the TK. The econometric results provide

support for this approach.

An alternative way to identify the ideological biasthe court could be by employing interaction
terms® between the variables concerning which party appdi the judge and whether the

petitioner is, for instance, a left wing party. Tiheerpretation is that a judge appointed by amgive

185 Presumption of the constitutionality states thatstarting assumption is that law is in confoymiith the
constitution forasmuch as the law was promulgatgdthe legitimate, democratic legislative body.
Therefore, the decision against the constitutiopalhould be made only in cases of clear breacthef
constitutional provisions (see Czarnocka 2002 amyment K 19/96). The judgment can be accessed
through the electronic base of judgmerti$p://otk.trybunal.gov.pl/orzeczeniédccessed on February 25,
2015).

186 Interactions allow for testing conditional hypesies, such as “a decrease in Y is correlated wdéceease
in X when condition Z is fulfilled” (Brambor et aR005).
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party and confronted with a petition filed by thedtilsts is less (if appointed by the lefty) or more
(if appointed by the other political camps) likétyvote for constitutionality.

Due to the limited number of observations where,'BPR and PSL judges’ voted on cases filed
by SLD, the interaction terms for them are droppAd.a result, two interaction terms are

considered for two most ideologically polarizedtjgs; i.e. SLD and PiS. In the fiscal cases the
largest ideological differences should be obser@etiveen SLD and PO. Yet again due to
insufficient number of observations in which judgggpointed by PO voted in case filed by SLD,
it is impossible to robustly estimate the modeltfas political dimension. It is argued, however,

that finding of ideological bias by comparing pestiwhich are somewhat closer on the

ideological spectrum is even more appealing.

If the hypothesis of ideological alignment holdsert the judge appointed by SLD should help
SLD petitioners (vote against constitutionality) ilehthe opposite should happen for the judges
appointed by PiS (vote for constitutionality). Henéor the interaction term with appointments by
SLD one should expect a negative coefficient whereas appointments by PiS, one should
anticipate a positive coefficient. Table 4.10 an@il4contain the several logit regressions with
clustering by decisions for the general samplesamdple of fiscal cases, respectively. Table 4.16
and 4.17 in the appendix 4.4 demonstrate analogmuessions with clustering by cases.
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Table 4.10. Vote for constitutionality (clustered dgit estimation)

1) (2 3 4 (5) (6)
Full Without Nonunanimous Full Without Nonunanimous
VARIABLES sample Kwasniewski _ decisions sample Kwasniewski _ decisions
and Komorowski and Komorowski
SLD*law -0.51801** -0.45656* -3.10768*** -0.47599**  -0.40884* -3.17215%*
challenged by SLD (020828 (0.24028 (0.98548  (0.21145 (0.24652 (1.03896
PiS*law 1.68781**  1.24548*** 1.83614** 1.74988**  1.32024*** 1.78339***
challenged by SLD (g 29542) (0.26347) (0.57352)  (0.30319) (0.26939)  0.6q474)
Law challenged -0.33192 -0.20708 1.16566 -0.39823 -0.28361 1.14416
by SLD (0.28319 (0.29541 (0.87783  (0.28530 (0.29806 (0.91500
PO 0.82683* 0.68691 5.88726**  0.89577* 0.74646 IRBI***
(0.48136) (0.52051) (1.45541) (0.50022) (0.53670) (1.42386)
SLD 0.3660:! 0.2229¢ 2.62970***  0.45578* 0.2985: 2.68720***
(0.23399 (0.24107 (0.90483 (0.25140 (0.25558 (0.87698
PIS -0.45642 -0.33195 1.43166* -0.44470 -0.32544 38445*
(0.28743) (0.29377) (0.78868) (0.29090) (0.29731) (0.77996)
LPR -0.00362 0.17602 1.92211%** 0.07770 0.26411 621B***
(0.29051 (0.29819 (0.70200 (0.29975 (0.31153 (0.69905
PSL 0.51743 0.41511 5.02906***  0.88462* 0.76130 TBEO***
(0.48827) (0.52792) (1.39019) (0.51729) (0.55465) (1.35702)
Unanimity 0.30999 0.47995* 0.32821 0.49146**
(0.22720 (024714 (0.22840 (0.24787
Government -0.22716 0.06189 -1.96900***  -0.24826 04021 -1.99746***
(0.24025) (0.25827) (0.51938) (0.24122) (0.25882) (0.52854)
Big bencl 0.0049: 0.0087: -0.91710* 0.0593! 0.0463° -0.87502*
(0.26259 (0.27374 (0.3998f) (0.26306 (0.27338 (0.39379
Gender 0.05087 0.04862 0.25362**
(0.05585) (0.06079) (0.11871)
Prof -0.15189** -0.14402* -0.15251
(0.06910 (0.07589 (0.14000
Political 0.08419 0.06185 -0.01188
involvement (0.05706) (0.06327) (0.12071)
Age 0.01302***  0.01350*** 0.02178**
(0.00366 (0.00410 (0.00947
Chair 0.22349**  0.19689** 0.07467
(0.08541) (0.09116) (0.20832)
Rapportet 0.21752**  0.17277** 0.23545
(0.06264 (0.06294 (0.12906
Constant 0.05628 -0.02977 -0.91298 -0.75048* -1828 -2.15588**
(0.37798) (0.39518) (0.75347) (0.45356) (0.48458) (0.91245)
Pseudo P 0.075¢ 0.072¢ 0.286: 0.079¢ 0.076( 0.294¢
Observations 3,595 3,215 1,449 3,595 3,215 1,449

Note: All regressions apply clustering by decisidRegression (1) and (4) use the whole datasetessigns (2) and
(5) exclude the cases challenged by Presidentsstiexaski and Komorowski (recall that Presidents Kmiewski
and Komorowski challenged laws which were issuedhgyr parties, i.e. SLD and PO respectively); esgions (3)
and (6) employ only nonunanimous decisions. Clestestandard errors in parentheses. *** p<0.01, £005, *

p<0.1.
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Table 4.11. Vote for constitutionality in fiscal caes (clustered logit estimation)

1) (2) (3) 4 (5) (6)
Full Without Nonunanimous Full Without Nonunanimous
VARIABLES sample Kwasniewski decisions sample Kwasniewski decisions
and Komorowski and Komorowski
SLD*law -0.86797* -1.14256* -4.04332**  -0.87780* -1.16425* -4.09217*
challenged by SLD (9 33788) (0.44882) (1.94511) (0.34259) (0.45753)  2.08555)
PiS*law 0.96077** 0.60672* -0.04361 1.00616** 0.66424** ams
challenged by SLD (9 43461) (0.31507) (0.92939) (0.44368) (0.32732)  1.0%449)
Law challenged -0.3002: -0.0286! 2.3764t -0.31111 -0.0382¢ 2.3986¢
by SLD (0.42508) (0.48146) (1.84498) (0.42950) (0.48947) 2.01461)
PO 0.77118 0.65992 6.50380*** 0.83164 0.69421 67285
(0.72826 (0.76255 (1.53141 (0.74642 (0.78186 (1.55751
SLD 0.3239: 0.2326: 2.99843*** 0.4388° 0.3137° 3.26685***
(0.35504) (0.36905) (1.13864) (0.37493) (0.38979) (1.10021)
PIS -0.65534* -0.61636 1.41775 -0.62408 -0.60070 607210*
(0.39283) (0.40114) (0.92127) (0.39746) (0.40649) (0.97529)
LPR -0.0988( 0.0633¢ 1.86256* -0.1339° 0.0182° 1.77614*
(0.37633) (0.38095) (0.87735) (0.38178) (0.39187) (0.84692)
PSL 0.53942 0.46531 5.61178*** 0.81819 0.76445 885
(0.73538) (0.76623) (1.43362) (0.76146) (0.79234) (1.60678)
Unanimity -0.4250¢ -0.3331: -0.4293¢ -0.3374(
(0.33913) (0.35991) (0.34114) (0.36222)
Government -0.24260 -0.19013 -2.46847*** -0.27036 0.22102 -2.50908***
(0.41229 (0.43370 (0.67736 (0.41415 (0.43694 (0.69335
Big bencl 0.2721: 0.2552- -0.0454. 0.3229! 0.2943( 0.1377
(0.35704) (0.36909) (0.51251) (0.35662) (0.36862) (0.61983)
Gender -0.04815 -0.11195 -0.40418
(0.07749) (0.08595) (0.29572)
Prof -0.31814*** -0.30008***  -0.80697***
(0.08786) (0.09807) (0.24812)
Political -0.05122 -0.07875 -0.11153
involvement (0.07097) (0.07901) (0.20894)
Age 0.0079: 0.01129 0.0319:
(0.00555) (0.00618) (0.02141)
Chair 0.14909 0.08029 0.10187
(0.10206 (0.10645 (0.50583
Rapporter 0.35219*** 0.31287*** 0.89867***
(0.07227) (0.07375) (0.34371)
Constar 0.4655¢ 0.4699( -1.5896¢ 0.1612¢ 0.0237- -3.0606!
(0.49399) (0.50608) (1.07963) (0.58182) (0.61975) (1.90438)
Pseudo R 0.0445 0.0362 0.2575 0.0492 0.0410 0.2824
Observation 1,947 1,74¢ 724 1,947 1,74¢ 724

Note: All regressions apply clustering by decisioRggression (1) and (4) use the whole datasetdieggfiscal
cases; regressions (2) and (5) exclude the casdleraed by Presidents Kérdewski and Komorowski (recall that
Presidents Kwsaniewski and Komorowski challenged laws which wessued by their parties, i.e. SLD and PO
respectively); regressions (3) and (6) employ ardgunanimous decisions. Clustered standard emgoarentheses.
*** n<0.01, ** p<0.05, * p<0.1.
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As seen from table 4.10 and 4.11, the interactenrms of interest are highly statistically
significant in all specifications in table 4.10 asdmewhat less statistically significant (or
occasionally not significant) in table 4.11. Witheoexception, they have the expected signs,
which are in line with party alignment of the judgdhus, whenever a judge appointed by SLD is
confronted with a case filed by SLD, it is lesshable that s/he votes for constitutionality. In
contrast, the judges nominated by PiS are moréylikevote for the constitutionality when facing

a law challenged by the SLD. The conclusion seenietthat the TK judges cast ideological bias
in the direction of the parties which nominatedhthd his is in particular for judges nominated by
the two most polarized political parties. For tlngle of fiscal cases the estimates are somewhat
less robust as they occasionally do not reach cudioreal significance level. This could be

another piece of evidence that in fiscal casey @dignment is somewhat weaker.

Similarly to previous regressions, also other \@da are statistically robust. Once again
institutional constraints seem to play a role. astjgular, the fact that the judge is in charge of
drafting the Court’'s judgment (rapporteur) or chathe adjudicating bench increases the
likelihood of voting in favor of constitutionalityddditionally, statistical significance is observed
for party affiliation (SLD, PO), age at the appomeint and for academic employment of the
judge. Other variables do not seem to have a rqiautgrn of statistical significance.

4.6. Policy implications

At the general level, this chapter inquired whetheby executing constitutional review — the
judiciary is able to shape the course of fiscaliqyl The answer to this question should be
positive. The fact that ideological bias is presafs#o in fiscal cases — despite considerable
institutional restraints — might have important lio@tions for public finance. Given that the
majority of judges in the adjudicating benches aceasionally politically aligned with the

petitioners (opposition partié8}, it might be harder for the governing party to que major

187 It happens occasionally that the entire TK is thated by the judges appointed by the oppositiatigga
Judges are replaced gradually only if tenure oéiofhdges finishes. Therefore, particularly in thigial
stage, after gaining the power, the winning pamtycollation faces the TK which is dominated by the
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reforms of public finance, such as fiscal consaiaaand public debt reduction. For instance, in
times of economic distress necessary fiscal adpistsnmight be severely delayed or entirely
damped by the TK. Under these circumstances, thearkbe perceived as a veto player biasing
policy towards a status quo and hampering adjugsnéhone considers the non-Keynesian
effects of fiscal consolidatio#, then lack of fiscal adjustment might result imeemic growth
forgone in the long- and short-ré#f. Moreover, the current government is unlikely tondoct
fiscal policy which is aligned with the preferenadshe majority if, even periodically, the TK is
dominated by the judges nominated by the oppospi@ry. For instance, the TK might block
important reforms regarding the reallocation of theblic spending, which is in line with the
preferences of the majority. This might endanger riputation of the TK and further fuel the
criticism regarding undemocratic foundations of stdgotional review. Opponents of
constitutional review argue that review is illegitite due to its anti-majoritarian nature (decisions
of the parliamentary majorities might be struck dywbut also due to the fact that final decisions
on crucial political matters are taken out of titezens’ hands (see for discussion Waldron, 2006;
Fallon, 2008; Tushnet, 2010; Doherty and PevnicRl3). Further argument against the
constitutional review stems from the fact that eeviendangers judicial independence as judges

need to take decisions on the political issues fAgland Schyff, 2010).

The reform of the judicial appointment process dobk a possible solution for reconciling
ideological bias in the Polish TK, though not eliing it entirely. One could think of more
consensual process for appointing the judges inSen. For instance, one could argue for
employing 2/3 majority rule to appoint the judgendér this rule the governing majorities would
possibly need to secure the support of oppositamigs for a particular candidate. In screening
the candidates’ merits, one could also guarante@dticipation of judicial and academic circles.

Experts from these fields are likely to be the naggtropriate to assess the experience, reputation

opposition parties. Also, since the TK in most leé tases adjudicates in small benches it is pestiat
these benches are coincidently dominated by thgegiffom the opposition party.

188 According to the conventional Keynesian view, iaorease in deficit during the economic recession
stimulates the economic activity. Non-Keynesianwntradicts this conventional perception and asgu
that reduction of the deficit during the recessmight stimulate economic growth. This is particlydn
situations where the economy is close to bankrupity when fiscal consolidation is pursued on the
spending side (Rzea, 2007).

189 According to some authors (e.g. Alesina and Anda@010), reducing fiscal deficits may contribtdea
faster economic growth not only in the long termt io the short run as well.
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and political background of the candidates. Asroft@sed in the debate over the TK in Poland,
the Sejm should consider only those candidatesamasuccessfully short-listed by the experts as
suitable candidates. Alternatively, the appointma&nthe constitutional judges could be entirely
vested upon a special committee comprised of tpeesentatives of judicial circles, academia
with some participation of political bodies (repratatives of governing majorities and the
opposition). This system is at work in many jurctdins. One of those jurisdictions is Israel
where the system works as follo#W8 A judge to the Supreme Court is appointed by tlesiBent

of the State based on the nomination from a coremiéistablished for the selection of judges.
This committee consists of nine members: threegadgresident of the Israeli Supreme Court,
and two other judges of the Supreme Court), twasters (including the minister of justice), two
parliament members and two representatives of sheeli Bar Association. The selection of
judges by the committee is based on the simplengati the committee. The only requirement is
that the majority of the participating members bé tcommittee are present. Crucially, the
committee includes representatives of the threge stathorities (parliament, government,
judiciary) and the bar association. Thus, decisiorjudicial appointments is in the hands of all
the authorities together. The way judges are appdito the Israeli Supreme Court and the
structure of the selecting committee guaranteetti@tonsideration for selecting a judge can be

professional, substantive, and based on meritsn{ynekperience and integrity$*

4.7. Closing remarks for chapter 4

The empirical results presented in this chaptemsiesupport some version of the attitudinal and
strategic model in the general sample of data aitld regard to fiscal cases. It is to say that
judicial behavior is influenced by the ideologytheir because judges’ preferences coincide with
the interests of a specific party or because ttgga are incentivized to show their loyalty to the

party. Party alignment exists but subject to sonwitutional influences. In fiscal cases, these

190 See Atrticle 4 of the IsradBasic Law: Judiciary 1984

191 See official information on the website of the rali Supreme Court available at
http://elyonl.court.gov.il/heb/rashut/judges/judgés (accessed on February 27, 2015).
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institutional constraints seem to be mildly strange the likelihood of voting in accordance with
party alignment is somewhat weaker in fiscal casesompared to the general sample of cases.
Overall, there is little evidence to support thepdipesis of formalist behavior in the
Constitutional Court as advocated by traditiongklescholars. Formalists underscore that judges
are driven by the law and are resilient to pollticluences (Robertson, 1998; 2010). The results
of this chapter are in line with previous findinfysy the Kelsenian Constitutional Courts, i.e.
evidence from France, Germany, Italy, Portugal Spdin (Vanberg, 2005; Fiorino et al., 2007;
Padovano, 2009; Amaral Garcia et al., 2009; Fra@6&0; Dalla Pellegrina and Garoupa, 2013;
Garoupa et al., 2013).

The fact that ideological bias is present alsoisedl cases — despite considerable institutional
restraints — might have important implications farblic finance. Given that the majority of
judges in the adjudicating benches are occasionadljtically aligned with the petitioners
(opposition parties), it might be more difficultrfthe governing party to pursue major reforms of
public finance, such as fiscal consolidation andlipudebt reduction. For instance, in times of
economic distress necessary fiscal adjustmentstrbiglseverely delayed or entirely damped by
the TK. Under these circumstances, the TK can breepeed as a veto player biasing policy

towards a status quo, hampering fiscal adjustmamideading to accumulation of debt.

Appendix 4.1. Basic characteristics of the dataset

AWS-UW | SLD-PSIL- Pis LPR PC PSL
upP
In the governmel | 1993-2001 | 2001-200¢ 200E-2007% 2007201«
Academic cares 6 7 3 1 1
Male 7 5 2 2 5
Female 2 2 2 0 2
Politically 4 2 2 1 1
involved
Total 9 7 4 2 7
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Appendix 4.2. Robustness check 1

Table 4.12. Vote for constitutionality (clustered dgit estimation)

@) @) @®) @) ®) (6)
VARIABLES Full Without Kwasniewski Nonunanimous Full Without Kwasniewski Nonunanimous
sample and Komorowski decisions sample and Komorowski decisions
Request -0.73991*** -0.80520*** -1.61000***  -0.5641* -0.70191%** -1.08153*
(0.21095 (0.18969 (0.44732 (0.2:034; (0.17481 (0.64322
Governmer 0.0716¢ 0.0495¢ 0.0509:- 0.48169 0.41906° 0.5608¢
(0.30700) (0.28192) (0.66605) (0.27426) (0.24666) (0.64105)
Big bench -0.13873 0.12163 -0.70495 -0.24437 -®636 -1.13391**
(0.45914 (0.48940 (0.61449 (0.39340 (0.46104 (0.55437
Unanimity 0.3608! 0.6039¢ 0.4694¢ 0.6270!
(0.62105) (0.71545) (0.68267) (0.73910)
PO 1.04183** 1.03026** 2.76628**
(0.51785 (0.51404 (1.29332
SLD 0.63976* 0.55527* 1.16912*
(0.26183) (0.27569) (0.48384)
PiS 0.71454** 0.72284** 1.11283
(0.33592 (0.34547 (0.70110
LPR 0.4884( 0.65598" 1.2102(
(0.35656) (0.36248) (0.87049)
PSL 1.00733* 1.11276* 2.15999*
(0.56315 (0.59091 (1.22880
Gende 0.0888¢ 0.0932¢ 0.2564-
(0.15267) (0.17266) (0.32222)
Prof -0.17743 -0.11045 -0.15050
(0.12573 (0.14696 (0.37344
Political involvemer 0.1151. 0.0689: -0.0427!
(0.08813) (0.09217) (0.19386)
Age 0.01771%** 0.01674** 0.04480**
(0.00619 (0.00651 (0.02063
Chair 0.24271** 0.19781* 0.36632
(0.10500) (0.11234) (0.37738)
Rapporteur 0.22554** 0.16644* 0.47218**
(0.09113 (0.08945 (0.22845
Constar -1.2407: -1.2875¢ -2.71258* -0.2377¢ 0.0540° 0.7268:
(0.84844) (0.91528) (1.37859) (0.76620) (0.74324)  (0.91676)
Court fixed effect No No No Yes Yes Yes
Judge fixed effec No No No Yes Yes Yes
Pseudo R 0.0709 0.0711 0.2652 0.0892 0.0817 0.2927
Observation 3,59t 3,21t 1,44¢ 3,59t 3,21¢ 1,44¢

Note: All regressions apply clustering by casesgrBssions (1)-(3) do not contain judge and cowedieffects.
Regressions (4)-(6) employ judge and court fixdea$. Regression (1) and (4) use the whole datessgrtessions
(2) and (5) exclude the cases challenged by Prasidéwaniewski and Komorowski (recall that Presidents
Kwasniewski and Komorowski challenged laws which wesgued by their parties, i.e. SLD and PO respegivel
regressions (3) and (6) employ only nonunanimowssiams. Clustered standard errors in parenthé$eq<0.01,

** p<0.05, * p<0.1.
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Table 4.13. Vote for constitutionality in fiscal caes (clustered logit estimation)

@) @) @) @) ®) ©)
Full Without Kwasniewski  Nonunanimous Full Without Kwaniewski  Nonunanimous
VARIABLES sample and Komorowski decisions sample and Komorowski decisions
Request -0.58617** -0.79527*** -1.04307**  -0.47867 -0.76376** -0.34202
(0.29169 (0.25714 (0.49390  (0.34653 (0.29921 (0.67120
Governmer -0.0818: -0.0583! -2.13241**  0.3471: 0.2776! 1.3911(
(0.33914) (0.30054) (0.55041)  (0.29672) (0.25522)  (0.94496)
Big bench 0.26402 0.30476 -0.02751 0.23670 0.28913 0.06891
(0.44694 (0.46175 (0.77304  (0.44507 (0.45528 (0.83783
Unanimity -0.4085:¢ -0.3026: -0.4005¢ -0.2879:
(0.58724) (0.63591) (0.60475) (0.64360)
PO 0.75313 0.53775 5.77269***
(0.56864 (0.50938 (1.54706
SLD 0.2226: 0.1397: 2.03083
(0.31081) (0.26867) (1.18056)
PiS -0.07400 0.02112 1.54605
(0.37321 (0.35325 (1.15810
LPR -0.1472! 0.0277: 1.4667:
(0.42284) (0.334609) (1.22071)
PSL 0.75885 0.72961 5.40807***
(0.63984 (0.58621 (1.71298
Gende -0.0348¢ -0.0964! -0.2031°
(0.08280) (0.07870) (0.24097)
Prof -0.29834** -0.28081* -0.87187**
(0.13793 (0.14629 (0.33¢70)
Political involvemer -0.0588:« -0.0671: 0.0066¢
(0.09744) (0.10973) (0.26160)
Age 0.00860 0.01270 0.03208
(0.00821 (0.00875 (0.02791
Chait 0.1460( 0.1069¢ 0.4113¢
(0.13964) (0.14338) (0.60233)
Rapporteur 0.38060*** 0.32892*** 0.84697*
(0.10092 (0.10072 (0.45299
Constar 0.0736: -0.1226: -2.0695! 0.5754° 0.6329° 0.4345(
(0.71950) (0.77076) (1.44600)  (0.64480) (0.70590)  (1.03892)
Court fixed effect No No No Yes Yes Yes
Judge fixed effec No No No Yes Yes Yes
Pseudo R 0.0404 0.0383 0.2281 0.0442 0.0421 0.2589
Observation 1,947 1,74=% 724 1,947 1,74=% 717

Note: All regressions apply clustering by casesgrBssions (1)-(3) do not contain judge and cowedieffects.
Regressions (4)-(6) employ judge and court fixefdat§. Regression (1) and (4) use the whole dataggtrding

fiscal cases; regressions (2) and (5) exclude dsescchallenged by Presidents Kmiawski and Komorowski (recall
that Presidents Kvgaiewski and Komorowski challenged laws which wesgued by their parties, i.e. SLD and PO
respectively); regressions (3) and (6) employ ardgunanimous decisions. Clustered standard emgoarentheses.
*** n<0.01, ** p<0.05, * p<0.1.
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Appendix 4.3. Marginal effects

Table 4.14 and 4.15 allow for interpretation of fficents for Requestvariable. Row
“Request=0" depicts the probability of voting foonstitutionality given that judge is not
associated with the party which challenges the dad the rest of the covariates are set to their
mean values. Conversely, row “Request=1" informs i@ probability of voting for
constitutionality if the judge is associated witle tpetitioner who challenges the law and all other
predictors are set to their mean values. The diffee between these two row probabilities
demonstrates a decrease in voting for constitulitgnance the judge and petitioner represent the
same political parties as compared to the situatiban judge and petitioner represent different

parties.

Table 4.14. Interpretation of coefficients forRequestvariable (full sample)

) (2) ) (4) (5) (6)
VARIABLES Full Without Kwaniewski  Nonunanimous Full Without Kwaniewski  Nonunanimous
sample and Komorowski decisions sample and Komorowski decisions
Reques -0.80442*** -0.72971*** -1.46779**  -0.65893*** -059320*** -0.65855**
(0.15947) (0.15913) (0.27647) (0.17011) (0.16847) 0.29940)
Marginal effects
Request= .42395¢ .45996: .30955¢ .45087¢ 48657 .43255;
Request=1 .62196 .638582 .660515 .613443 .631694 95586
Request(1)-Request(0) -0.19800 -0.17862 -0.35100-0.16257 -0.14512 -0.16303

Table 4.15. Interpretation of coefficients forRequestariable (fiscal cases)

(D) (2) ®3) (4) (5) (6)

VARIABLES Full Without Kwasniewski ~ Nonunanimous Full Without Kwasniewski ~ Nonunanimous

sample and Komorowski decisions sample and Komorowski decisions

Reques -0.58617*** -0.79527*** -1.04307***  -0.47867** -0.8376*** -0.34202

(0.20832) (0.19555) (0.31435) (0.24240) (0.23245) 0.41241)

Marginal effects
Request= 4858786 4560408 .553734 .5071348 4625547 .680835

Request=1 .6294064 .6499871 7788265 .6241513 .6487835 .#019
Request(1)-Request(0) -0.1435278 -0.1939463 -0.2250925 -0.1170165 -0.2882 -0.0693554
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Appendix 4.4. Robustness check 2

Table 4.16. Vote for constitutionality (clustered dgit estimation)

1) (2 ®3) 4) (5) (6)
VARIABLES Full Without Kwasniewski Nonunanimous Full Without Kwasniewski Nonunanimous
sample and Komorowski decisions sample and Komorowski decisions
SLD*law -0.70224*+  .0.59935*  -3.34813* -0.65300* -0.55679 -3.43586*
challenged by SLD (g 25429) (0.28392) (1.32949)  (0.25655) (0.29382) 1.3§170)
PiS*law 1.56160**  1.28954* 2 .78745** 1.64640**  1.37557**  2.71506**
challenged by SLD (g 32756 (0.26898 (0.61740  (0.34242 (0.27573 (0.62777
Law challenged  -0,1117" -0.3565¢ 1.0634:  -0.1747 -0.4295: 1.0563!
by SLD (0.34272) (0.34984) (1.16118)  (0.33839) (0.34392) 1.1§941)
PO 1.04660** 0.95606** 5.11198*  1.15748* 1.05864*  5.03172*
(0.51818 (0.48196 (2.37116  (0.54771 (0.50365 (2.35317
SLD 0.56253* 0.4102 2.69046*  0.68983* 0.51856° 2.69574*
(0.25739) (0.25050) (1.25845)  (0.28319) (0.27678) (1.24659)
PIS -0.29064 -0.24948 0.37950  -0.26663 -0.22838 02m8
(0.28535 (0.28199 (1.17102  (0.28281 (0.28013 (1.17314
LPR 0.2661- 0.4433: 1.4323: 0.3810¢ 0.57579*% 1.6270:
(0.33587) (0.28376) (1.15294)  (0.33645) (0.29270) (1.15743)
PSL 0.63111 0.58204 3.82055*  1.10567* 1.01938* 4135+
(0.54690 (0.54216 (2.24547  (0.60077 (0.58683 (2.19593
Unanimity 0.3412¢ 0.5817: 0.3600: 0.5891!
(0.62976) (0.71981) (0.63261) (0.72291)
Government  -0.23137 -0.07681 -1.81456*  -0.25681 10880 -1.83862*
(0.28804 (0.28243 (1.01192  (0.29000 (0.28104 (1.02304
Big bencl -0.1161: 0.1587- -0.95988"  -0.0664( 0.1882" -0.92349°
(0.45783) (0.50890) (0.54186)  (0.44535) (0.49848) (0.52878)
Gender 0.08247 0.08437 0.25798
(0.15315 (0.16848 (0.35407
Prof -0.1953¢ -0.1544( -0.1573
(0.12985) (0.15691) (0.39722)
Political 0.13065 0.10238 -0.08254
involvement (0.09339 (0.09036 (0.20417
Age 0.01555%*  0,01565%** 0.03556
(0.00509) (0.00556) (0.01817)
Chair 0.27943** 0.25133** 0.17883
(0.11936 (0.11941 (0.38617
Rapportel 0.21960* 0.17629 0.3205:
(0.10274) (0.09853) (0.21759)
Constant -0.14770 -0.05737 -0.83619  -1.14539 -B029  -2.84135*
(0.73120 (0.77622 (0.87941  (0.94591 (0.95943 (1.44468
Pseudo R 0.0755 0.0729 0.2867 0.0794 0.0760 0.2949
Observations 3,595 3,215 1,449 3,595 3,215 1,449

Note: All regressions apply clustering by casegrBssion (1) and (4) use the whole dataset; regres$2) and (5)
exclude the cases challenged by Presidentssieaski and Komorowski (recall that Presidents Kmiewski and
Komorowski challenged laws which were issued byrtparties, i.e. SLD and PO respectively); regmassi(3) and
(6) employ only nonunanimous decisions. Clusteteddard errors in parentheses. *** p<0.01, ** p<&).0p<0.1.
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Table 4.17. Vote for constitutionality in fiscal caes (clustered logit estimation)

@ @ €) @ ®) )
Full Without Kwasniewski Nonunanimous Full Without Kwasniewski Nonunanimous
VARIABLES sample and Komorowski decisions sample and Komorowski decisions
SLD*law -0.86797* -1.14256* -4.04332*  -0.87780* -1.16425*  4.09217*
challenged by SLD (9 45172) (0.64436) (2.21969)  (0.45600) (0.65108)  2.4@328)
PiS*law 0.96077** 0.6067: -0.0436. 1.00616*** 0.66424 0.1111¢
challenged by SLD (9 35333 (0.37799 (1.23599  (0.36471 (0.39274 (1.43207
Law challenged  -0.30023 -0.02865 2.37646 -0.31111 -0.03826 2.39869
by SLD (0.33077) (0.37164) (2.02623)  (0.33286) (0.37713)  2.24550)
PC 0.7711¢ 0.6599: 6.50380***  0.8316: 0.6942: 6.75572%*
(0.53252 (0.53845 (1.86002  (0.54774 (0.54748 (1.96930
SLD 0.32394 0.23262 2.99843* 0.43887 0.31377 3BBB6
(0.27793) (0.28021) (1.36662)  (0.30875) (0.30982) (1.38323)
PIS -0.65534* -0.61636** 1.4177" -0.62408** -0.60070** 1.6071(
(0.28522 (0.29572 (1.16710  (0.28434 (0.29614 (1.26640
LPR -0.09880 0.06334 1.86256 -0.13397 0.01827 1476
(0.43905) (0.37727) (1.27237)  (0.42268) (0.37362) (1.22545)
PSL 0.5394; 0.4653: 5.61178**  0.8181¢ 0.7644! 6.50880***
(0.53860 (0.56134 (1.83879  (0.59959 (0.63433 (2.15015
Unanimity -0.42509 -0.33312 -0.42936 -0.33740
(0.59107) (0.64258) (0.59871) (0.65180)
Governmer -0.2426( -0.1901¢ -2.46847**  -0.2703¢ -0.2210: -2.50908***
(0.32435 (0.34250 (0.76309  (0.32062 (0.34538 (0.82361
Big bench 0.27211 0.25524 -0.04544 0.32295 0.29430 0.13777
(0.44194) (0.45810) (0.65508)  (0.44124) (0.45918) (0.74213)
Gende -0.0481! -0.1119¢ -0.4041¢
(0.07942 (0.08226 (0.36847
Prof -0.31814** -0.30008* -0.80697**
(0.14816) (0.16512) (0.40032)
Political -0.0512: -0.0787! -0.1115:
involvement (0.10741 (0.11340 (0.30054
Age 0.00793 0.01129 0.03194
(0.00734) (0.00811) (0.02952)
Chail 0.1490¢ 0.0802¢ 0.1018:
(0.14676 (0.15310 (0.70677
Rapporteur 0.35219***  0.31287*** 0.89867*
(0.10543) (0.10176) (0.52267)
Constar 0.4655¢ 0.4699( -1.5896¢ 0.1612¢ 0.02:74 -3.0606!
(0.69585 (0.75529 (1.25334  (0.72762 (0.80189 (2.24312
Pseudo R 0.0445 0.0362 0.2575 0.0492 0.0410 0.2824
Observation 1,947 1,74¢ 724 1,947 1,74¢ 724

Note: All regressions apply clustering by casegrBssion (1) and (4) use the whole dataset regafdinal cases;
regressions (2) and (5) exclude the cases chaliebgePresidents Kwaiewski and Komorowski (recall that
Presidents Kwsniewski and Komorowski challenged laws which wessued by their parties, i.e. SLD and PO
respectively); regressions (3) and (6) employ ardgunanimous decisions. Clustered standard emgoarentheses.
*** n<0.01, ** p<0.05, * p<0.1.
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CHAPTER 5

FEDERAL FISCAL CONSTITUTIONS:
AN EMPIRICAL ASSESSMNENT 192

5.1. Introduction

Contrary to the previous chapters which study paldr elements of fiscal constitutions, this
chapter is interested in finding links and intei@ts between constitutional building blocks.
Whereas chapters 2-4 were focused on Poland, hiister focuses on the fiscal constitution of
federal countriesand it does sdor two reasons. First, federal fiscal constitu§care far more
complex than those of unitary countries. In fedemlntries, a great deal of the fiscal constitution
relates to intergovernmental relations, therebgi#isthing rules on the power-sharing between the
federal level and the statE%.In other words, the fiscal constitution of federalintries is mainly
concerned with specifying the conduct of fiscal ipplacross government levels and the
separation of fiscal authority between them. Secdederal countries may inspire institutional
reforms in emerging “federations”, either individle@untries that are on a secular path towards

decentralization, or supra-national entities thatabout to build their constitutional framework.

192 Parts of this chapter are co-authored with Hagsgicchliger (OECD). A modified version of this ajpter
entitled “Fiscal Constitutions: An Empirical Assesnt” is forthcoming as an OECD Working Paper and
as a book contribution in OECD (2015), Fiscal Falism 2016: Making decentralisation work, Paris. |
would like to thank participants of the OECD Workphon the Institutions of Intergovernmental Relasio
held in Paris on November 6-7, 2014 and participaoft Klaus Heine’s Intensive Seminar held in
Rotterdam on December 4, 2014 for their valuablemrmoents. This chapter particularly benefited from
comments by Richard Bird, Cesare Colino, Peterddeltlena Jaroaska, Geert Jennes, Anton Matzinger,
Alessio Pacces, Damiaan Persyn, and Stefan VolghaEKantorowicz is once again the one | need to
thank the most for her patience and persistent@tipphe usual disclaimers apply.

193 In terms of terminology, the term “state” is imteangeably used with the country-specific termstiie
intermediate level. In Germany and Austria, a sigi@ Land (plural Lander). Provinces are equivaien
the state level in Canada and South Africa. In Betg Italy and Spain, states are regions or comtias)i
in Switzerland cantons, and in Russia subjectallinin Australia, Brazil, India, Mexico and thenlted
States, the intermediate level of government isite ©r estado.
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In both cases, almost any potential fiscal poliogsfion has a “who should do what” or “federal”

dimension, and this chapter may shed some lighthemptions for constitutional reform.

This chapter emphasizes the narrow definition stdi constitutions, differently than previous
chapters that mainly referred to ordinary statutemys. Therefore, in this setting federal fiscal
constitution covers constitutional law as well atested statutory laws like organic laws, basic
fiscal and financial laws or rulings of the congiibnal court. As such, the federal fiscal
constitution primarily encompasses this legislatibat is subject to harsher amendment rules —
usually qualified majorities — and hence providdsedatively) stable institutional framework for
fiscal policy over time. However, due to the cotsgidbnal vacuum in some cases, ordinary
statutory laws occasionaly are also taken into @aetadvain laws used for coding are listed in

appendix 5.1.

Federal fiscal constitutions consist of severalldag blocks, which together shape fiscal
outcomes. They comprise rules on intergovernmemtations and transfers, budget rules and
fiscal councils, or the political settings like &ameralism and judiciary. Different fiscal
constitutions are likely to imply different outcomerhere is a rich literature on the relationship
between certain elements of the institutional setup country and fiscal outcomes (see section
1.2). Yet the interaction between building blocksrarely analyzed comprehensively, thereby
neglecting the understanding that the manner irchviaarious arrangements fit together is crucial
for outcomes. Indeed, certain combinations of ogdblocks might be more conducive to
achieving policy objectives such as sustainabtmfisutcomes or crisis prevention (Voigt 2011a,
2011b). For these reasons, much weight is put atyzing how building blocks are interlinked

and identifyingaligned(or coheren} fiscal constitutions.

This chapter provides an empirical assessmentddr& fiscal constitutions and the interaction
between constitutional arrangements. The fiscalsiittions of 15 federations or quasi-
federations are investigated. These are: Argenfnuastralia, Austria, Belgium, Brazil, Canada,
Germany, India, Italy, Mexico, Russia, South Affi&pain, Switzerland and the United States.
Besides Argentina, all countries are OECD memberkegy partners. Most of the information
used in this chapter draws on a questionnaire dar# fiscal constitutions sent to 15 national
experts in February 2014 (list of country expestpriovided in appendix 5.2 and template of the

questionnaire in appendix 5.3). Additional inforroat was extracted from the Comparative
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Constitutions Projeét* and other sources, such as national legal docwnkistorical statistical

databases, indicator databases, the academic¢uiiei@nd OECD country surveys.

Overall, the chapter demonstrates that federalalfissonstitutions differ in the degree of
constitutionally guaranteed decentralization. Mspecifically, two types of fiscal constitutions
can be distinguished: decentralized and integratedecentralized federations states (sub-central
units) enjoy high tax and spending autonomy; fagé hesponsibility for their own fiscal policy,
have little co-determination power at the fedeesdel; and intergovernmental budget rules and
frameworks are relatively weak. The opposite isdase in integrated federations. An important
contribution of this chapter is to show that fiscainstitutions vary in terms of coherence (or
alignment) of institutional arrangements. Coherdaligned) fiscal constitutions combine
arrangements in a way that “fits well” togetherr ltstance, incoherent fiscal constitution is the
one which merges high state autonomy with low rasiility. Contrary, incoherent fiscal
constitutions combine arrangements in an unbalanwather, for instance by combining low tax
autonomy with high spending autonomy or low resgality for fiscal policy with a weak budget
framework (see section 5.3. for theoretical underpigs of these interactions). Tentative
evidence suggests that the degree of decentralizafi fiscal constitutions is hardly associated
with economic and fiscal outcomes, but alignment ¢oherence) of fiscal constitutions is
correlated with selected outcomes. Over the pelifD-2010, less coherent fiscal constitutions
were associated with higher debt and spending ¢romrtd more economic and sovereign debt
crises. Moreover, federations with less coherestali constitutions had somewhat lower GDP
growth between 1980 and 2010. This chapter alsongitis to “endogenize” fiscal constitutions. In
other words, it tries to identify the driving focef constitutional reforms. It finds that reforfs
fiscal constitutions usually follow events like @oonic and fiscal crises, the establishment or fall
of authoritarian regimes or separatist threats.i#aithlly, the chapter traces back the evolution of
fiscal constitutions since their inception. It lsosv that the autonomy and responsibility of states
declined over the last 100 years, while budget &aporks were strengthened. Also, the coherence

of fiscal constitutions increased over the last¢hidecades.

194 More information on the project can be founchtip:/comparativeconstitutionsproject.orgiccessed on
April 21, 2014). The author of this dissertationukblike to thank Tom Ginsburg, Zahary Elkins and
James Melton for making datasets on historical ldgwveents of the constitutions available.
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The chapter is organized as follows. Section 5szudises the building blocks of federal fiscal
constitutions and assesses them empirically usirgpramon coding framework. Theoretical

underpinning regarding interaction between buildohgcks and simple correlations between the
building blocks are depicted in section 5.3. Sec&o4 combines and links the building blocks
more systematically to characterize fiscal constins, i.e. to what extent they are decentralized
or integrated. In section 5.4 some tentative polioplications for the EU are also included.

Section 5.5 traces the development of the fiscaktitutions over time, identifies main trends,

and explains the major reforms and their drivingcés. Lastly, Section 5.6 provides basic
evidence on the association between constitutiohatacteristics and fiscal outcomes. Finally,
section 5.7 concludes.

5.2. The building blocks of a fiscal constitution

5.2.1. Arrangements and their alignment

Fiscal constitutions consist of a set of buildingdas (or arrangements), and in turn each building
block comprises a series of constituting elementbld 5.1). Five building blocks are
distinguished: autonomy, responsibility, co-deteration, budget frameworks and stability,
which together reflect the institutional backgrouoidfiscal policy-making across government
levels. A constituting element represents congtit@t rules on a specific item, while the building
blocks combine several items. For instance, “taw@amy” of the states is a constituting element,
while “autonomy” is the building block encompassitax, spending, borrowing and budgeting
autonomy. And while numerical fiscal rules are mghk constituting element of the budget

framework, the latter also includes proceduraldisales and the functioning of fiscal councils.

Fiscal constitutions, their building blocks anditletements are assessed by mearisstitutional

indicators which are created based on coding of particular constitutiameangement$®. The

195 Coding allows for numerical representation of lgative features of fiscal constitutions. Codingnees at

certain price, however. Namely, coding is pursuedoeding to the coder’s discretion and therefore is
subject to some biases and errors. To limit thersrarising from the fact that coding is based on
discretional assessment, the coding is typicalisped by more than one person. Multiple codingltesu
are subsequently cross-validated minimizing theuoence of errors (so-called inter-coder reliaypjlit
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indicator set is assembled in the form of an “iathc tree” with two levels of indicators, i.e. low-

level indicators (hereinafter LLIS) and intermediével indicators (hereinafter ILIS) (figure 5.1).

Each constituting element of the fiscal constitutie represented by a low-level indicator (LLI).

These are then aggregated to intermediate-levétatats (ILIS) reflecting the building blocks.

ILIs are again aggregated to form a summary indicavhich reflects the overall characteristics

of the fiscal constitution, such as for instancevt@mt extent fiscal constitution is decentralized o

integrated. In total, there are 23 L% and they are grouped to form five ILIs reflecting

overarching building blocks. Indicator values dépihether the fiscal constitution features

“more” or “less” of a certain element or buildingpbk and range from 0 to 1. For a detailed

construction of indicators see appendix 5.4.

Table 5.1. The building blocks of fiscal constitutins: depicting the overall institutional

background

Building block
or arrangement

Description

Constituting elements

Autonomy

The extent to which sub-federal
governments can conduct their own
fiscal policy.

Tax autonomy; spending autonomy in various

setting budget frameworks.

policy areas; autonomy to borrow; autonomy over

Responsibility

The degree to which sub-federal
governments are exposed to budget
constraints and must assume

responsibility for their own fiscal policyl.

Bankruptcy exposure; bailout expectations;
responsibility for setting fiscal rules; state reue
mix; dependence on revenue from federal transf

Prs.

Co-determination

The extent to which sub-federal
governments can shape fiscal policy a|
the federal level.

The various channels through which states can ¢
I determine fiscal policy at the federal level:

bicameralism; review by constitutional courts;
intergovernmental executive bodies and meeting
federal transfers.

0_

(]

Budget The degree to which fiscal rules and | Various elements shaping the strength of fiscal

frameworks budgetary frameworks constrain frameworks: numerical fiscal rules; procedural
discretionary fiscal policymaking at all| fiscal rules; fiscal councils and other independgn
governmental levels. arms-length bodies

Stability Ease at which constitutional rules Elements include the strength of the second

affecting fiscal policy can be amended

chamber; the power of constitutional courts;
majorities needed to amend the constitution; sco

of direct democracy/popular veto.

t

pe

Coding pursued by the author of this dissertati@as wross-validated by the delegates from the ciesntr
under investigation.
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Figure 5.1. Indicator tree: low-level indicators fa the assessment of building blocks
(intermediate-level indicators)
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Particular attention is given talignment(or coherencg of the fiscal constitution. An aligned
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fiscal constitution combines institutional arrangeits in a balanced manner. In an aligned fiscal

arrangement indicator values across elements (Ladduilding blocks (ILIs) are similar. For

instance, an aligned fiscal constitution providiesilar degrees of autonomy for various budget

items (taxation, spending, borrowing etc.); or fiecal constitution aligns a certain level of

autonomy with a similar level of responsibility. B@rsely, a less aligned fiscal constitution

combines elements and building blocks in an unlz@dmanner, for example by combining large
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fiscal autonomy with little responsibility (see sen 5.3. for theoretical underpinnings of these
interactions). Unlike indicator values which hawenormative connotation, alignment contains a

value judgment insofar as “more” alignment is cdesed better than “less”.

Alignment is measured as the variance around italicealues applying a technique called
random weights. Random weights technique allowsutating both the level of indicator values
and the variance around them (Sutherland et a52®y using random weights technique to
construct ILIs (indicators for building blocks) odees not need to assess the relative importance
ascribed to different LLIs. The advantage of randeeights is therefore that it does not assume
any prior knowledge about the importance of LLIsaiigiven setting. Crucially, random weights
method allows identifying variation of possible we$ representing the ILIs, given that different
weights are assigned to LLIs. This variance cambspreted as the degree of coherence of an
arrangement (Blochliger, 2008). The smaller thaavare, the higher is coherence. If each LLI
(constituting element of a building block) has s@&me value, no variance around the average
emerges since whatever weight is given to the Lihis,resulting average ILI (a building block) is
always the same. As applied here, the technique LE90 sets of randomly generated weights
applied to LLIs to calculate 1,000 overall ILIs. & tveights are drawn from a uniform distribution
between zero and one and are normalized so asnwotguone. Accordingly, the resulting
distribution of indicators reflects the possiblenga of values of the building blocks (ILIS).
Confidence intervals are calculated from theseidigions and they are centered on the mean of
each country’s 1,000 indicator values. The moredlamare the values of the LLIs that form one

ILI, the smaller are the confidence interval.

5.2.2. Autonomy

The autonomy indicator captures the assignmeriscélf power across government levels and the
extent to which sub-federal governments can congolity in the area of taxation, spending,
borrowing and budgeting. Fiscal constitutions padewery different degrees of autonomy to sub-
national governments. In some federations the tgatd is ade factobranch of the federal level,

while in others states enjoy large fiscal autonany little interference from the federal level.

163



Alignment also varies: while some countries featirailar degrees of autonomy for all budget

areas, some others combine large spending andWing@utonomy with little tax autonomy.

Tax autonomy

Tax autonomy varies wildly across federal countfieslthough constitutionally guaranteed sub-
national autonomy in levying taxes is seen as ai@rteature of federalism (Boadway and Shah,
2009, p. 85). In some countries only few taxes assigned to the federal level, sometimes
combined with a residual clause that leaves remginaxing powers to the states. In other
federations taxation is largely a federal preragatind is often combined with a general clause
allowing central government to change the tax sydtg ordinary legislation. Some constitutions
are very precise about assigning different taxegsacgovernment levels, while others are vague
or simply silent. In a few countries post-constdoal legislation and constitutional courts play a

crucial role in shaping tax autonomy.

A few country examples may help clarify the largetitutional differences in tax autonomy.
Austria’s Fiscal Constitution Law assigns all tagiklation power to the federal level and restricts
the states’ power to levy indirect taX®s The constitutional law is likewise restrictive lialy,
where the federal level is responsible for taxdigion'°. Tax autonomy is a bit higher in Russia,
where subject$”® may reduce the rate of corporate income taxesédadain taxpayers. On the
other hand, in Switzerland, the federal governm&iinly allowed to levy taxes which are listed
in the constitution, and a change of personal ireotax rates requires a constitutional
amendmenif. In some countries constitutional voids had tdilbed by legal interpretation. The
Canadian constitution assigns exclusive power ¢@ipces with respect to natural resource taxes
and direct taxe8% Creative interpretation of “direct taxation” atnse time allowed including
sales taxes, and hence in Canada both the fedwtdha provincial level have concurrent rights

to levy all major taxes. Judicial review has stignghaped Australian tax assignment. The

107 The questionnaire asked about assignment rulepdrsonal and corporate income tax, indirect taxes
natural resource taxes and social security coritabs.

198 § 3, 6, 7, 8 of thdustrian Financial Constitutional Law 194&inanzverfassungsgesetz).

199 Article 117, c. 2 of thétalian Constitution 1947

200 Subjectsare sub-federal governments in Russia (see foott@).

201 Article 128 § 1 and art. 130 § 1 of tBeviss Federal Constitution 1999

202 Article 92A(4) of theCanadian Constitution 1867
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constitutional court ruled that all consumption @axshould be considered “trade taxes and
excises”, which are the only levies constitutiopassigned to the federal level (Petchey, 2014).
As a result, the General Sales Tax is a federal IrmMexico, constitutionally guaranteed tax

autonomy is undercut by another constitutional {gion that makes actual use of tax autonomy

very costly for the state’83

Spending autonomy and links between tax and spgaditonomy

Spending autonomy captures the extent to whichestatve sovereignty in legislating and
spending in certain policy are#$. Constitutional spending autonomy varies less tkan
autonomy, as there is a core of public functiongctvis in most federations assigned in a similar
way. Fiscal constitutions rely on two main sortsasfignments, i.e. exclusive assignment where
only one sphere of government has the authoritg, jamt/concurrent assignments where both
spheres of government are allowed to legislate spehd. The Austrian and lItalian fiscal
constitutions provide the most spending prerogatigethe federal level, while the Canadian or
the United States constitutions provide the largéste autonomy. In the latter, the constitution
does not prevent states from spending in any aseloray as the Commerce Clatf8ds not
violated (Rodden, 2014).

Some further constitutional provisions may affdw tlegree and alignment of tax and spending
powers:

« Rather than governing every single policy area,esoonstitutions provide a template for
tax and spending assignments, such as the sulitidminciple or the principle of

residual power, as enshrined in the St#fsand Germat?” constitutions for instancé&®

203 Although states could in principle exit the renersharing system and start levying its own tatkese is a
provision in the law that makes exit prohibitivedypensive Convenio de Adhesipnif a state exits the
system, federal taxes continue to be levied astlienational level, and revenue shares are cadclikzd
though the state were still in the system, so éisédual revenue is kept fully by the federation.

204 For the purpose of this study, 16 spending categdpolicy areas) were selected based on the C&£CD
COFOG-2 classification. These are (1) national niefe (2) police services, (3) law courts, (4) prsq5)
public transportation, (6) environmental protecti¢éf) housing development, (8) out-patient servi¢8s
hospital services, (10) primary education, (11)oseary education, (12) tertiary education, (13ks&ss
and disability, (14) old age, (15) family and cihdd, and (16) unemployment.

205 The Commerce Clause says that states may not estpgations or taxes that place an ‘undue burden’
interstate commerce, even if Congress has taketan.

206 Article 5a of theSwiss Federal Constitution 1999

207 Article 72(2) of theGerman Constitution 1949
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These two countries also recognize the residuainaking powers of states in their
constitutions. Conversely, in Canada, India, S@ftica and Spain residual powers are
assigned to the federal level.

Some constitutions provide a link between tax grehding autonomy stipulating that all
public expenditure of a government level shouldcbgered by the own taxes of that
level (*Wicksellian connection”: Wicksell 1896; Bom, 1996; Bird and Slack, 2013).
Italy lists this principle in the constitutionalWwd®, although still deviates from it in

practice.

Some constitutions hardly followed the large eviolry changes in the way
governments spend money, but some provisions wexélie enough to adapt to new
public tasks. Many explicity enumerated federalpcs listed in the United States
constitution are quite specific to the laté"k&ntury, but the power to “build post roads”
enabled the federal government to build the highwaywork of the 20 century
(Rodden, 2014).

Borrowing and budgeting autonomy

Borrowing autonomy refers to a state’s ability trrow on financial markets and/or from public

institutions. The federal level has various instemts to limit state borrowing. In the most

extreme cases states have no right to borrow. Tham& constitution forbids new state

borrowing outright if the state’s budgets are noticturally balanced®. There are also milder

forms of borrowing restrictions. The Mexican condton prohibits state borrowing from

abroad'’. The Brazilian constitution requires approval tdte level borrowing by the federal

leveP12 Several countries use differentiated deficit detht rules when restricting the power of

states to add debt. Moreover, the federal levehtmigstrict or entirely ban borrowing from state-

208

209

210

211

212

The principle of subsidiarity says that deceiiad) economic functions to lower levels of goveemh
should be favored unless convincing arguments eaadivanced for centralising them. Residual legigat
power means that unless some policy area is assignene level, it is automatically within the aotity
of the other level.

Article 119 of thdtalian Constitution 1947

Article 109(3) of theGerman Constitution 1949

Article 127.VIIII of theMexican Constitution 1917

The Complementary Law 101 20@0e Fiscal Responsibility Law).
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owned banks, as is the case in BFAZilln Switzerland and the United States, the fedienad!

imposes no restrictions on state borrowing.

Budgeting autonomy evaluates the extent to whiatestare able to set their budget according to
their own rules. Federal involvement in the statgisigeting process varies considerably. Some
countries such as Argentina (Saiegh, 2014) and &yt explicitly forbid any federal meddling

in state budgeting. On the other hand, some catistits, such as the South Afrigdhor Spanish
(Solé-0Olle, 2014), allow the federal level to iveme in the substance of the state budget. Specific
budgeting frameworks are quite often prescribedtdly?® and in Germard}’ the federal level
obliges the state level to establish medium-termget frameworks and to co-ordinate medium-
term objectives across states. In several courttieegederal level imposes a set of fiscal rules on
the states, thereby reducing their budgeting aubynd-ailure to comply may bring about further
federal intervention in the sub-national budgetcpss, as provided for by the Brazilian (Pereira,
2014) or Italian (Scabrosetti, 2014) constitutions.

Results for the intermediate institutional indicatautonomy”

Intermediate level indicators (ILI) representingtamomy are presented in figure 5.2 (for
construction of the indicator see appendix 5.4)ghHvalues of the indicatpi.e. large fiscal
autonomy of the state level, are observed in thigedrStates, Canada and Switzerland. Moderate
levels of autonomy are found in Australia, Argeatiand Mexico. The other countries — with a
measure of fiscal autonomy below 0.5 — could besili@d as countries with low sub-federal
fiscal autonomy, with Spain, India and South Afrglaowing the lowest scorelignmentof
autonomy levels, as shown by confidence intervalse-vertical bars — varies considerably across
countries. Mexico’s autonomy setting is relativaligned — the states enjoy moderate autonomy
in all fiscal policy areas — while the autonomyaagements in Argentina, Australia, Austria and

Germany look less aligned. In particular, the Aal&an and Argentinian fiscal constitutions are

213 Ibid.

214 Article 109(1) of thaGerman Constitution 1949

215 Section 100 and 139 of ti@®uth African Constitution 1996

216 The law n. 39 from April 7, 2011 (Scabrosetti12p

27 § 50 of theGerman Budget Law 19@Blaushaltsgrundsétzegesetz).
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less aligned since they combine low tax autonom welatively moderate spending autonomy

and high budgeting and borrowing autonomy.

Figure 5.2. Fiscal autonomy of the state level: istmediate level indicator representing
building block 1
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In some countries tax, spending and borrowing dapat the state level is strongly limited by
the federal level, while others leave much scopesfending and borrowing and simultaneously
provide for wide-ranging tax autonomy. Both ingdiibnal settings can provide for effective long-
term fiscal sustainability. Yet an uneven distribatof autonomy may result in undesirable fiscal
policy outcomes. In Argentina and Germany the lafckub-national tax autonomy combined with
large borrowing autonomy led the states to behgy@orunistically and failed to meet their
budget targets despite deficit rules (Tommasi.et28l11; Kirchgassner, 2013). In Austria, where
borrowing autonomy is large but tax autonomy noisténg, the states often struggle to keep their
deficits at bay and tend to miss the targets agredfiin the Austrian Stability Pact
(Schratzenstaller, 2008).
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5.2.3. Responsibility

Responsibility refers to the extent to which stdiase to bear the consequences of their fiscal
actions. While autonomy means the extent of stafestdom to conduct their policies,
responsibility measures whether states interndhizecosts of these policies. Responsibility is a
central feature of federal constitutions as it wedi the extent to which states can derail thelfisca
position of general government and make fiscal @utes unsustainable. As such, responsibility is
analogous to the hardness or softness of the buclyestraints (Goodspeed, 2002). State
responsibility is assessed by measuring the likelihof bankruptcy or a bailout, the status
(imposed or self-imposed) of fiscal rules as wslitlae strength and size of transfer mechanisms
such as grants and equalization payments. Respdgsibrangements are coherent if constituting

elements of responsibility indicator have similatues.

Bailout and bankruptcy exposure

Going bankrupt and not being bailed out is arguatslg of the strongest sticks to ensure state
responsibility. The bailout clause and exposurelétault are hence a central measure for the
institutional anchoring and credibility of the buwdgconstraint. The likelihood of default, the
prevalence of insolvency frameworks and the prdlataf a bailout are likely to affect the long-
term behavior of sub-national governments. The rext® which governments assume

responsibility relies on constitutional provisicaswell as on actual experience:

« Constitutional provisionsFiscal constitutions provide various rules foralifeg with
states in fiscal distress. Some countries such aghSAfrica forbid a state default
outright (Khumalo and Rakabe, 2014), while othershsas Brazil (Pereira, 2014) and
Switzerland (Schaltegger, 2014) provide rules foroederly default and an insolvency
framework. Bailouts are particularly critical andickled very differently. The
constitutions of Brazil® and Spaifi® forbid bailouts, while the Argentinian (Saiegh,

2014) and Germa&# constitutions enable, and the Italian constitiffibeven requires

218 The Complementary Law 101 20@0e Fiscal Responsibility Law).
219 Article 8(2) of theOrganic Law 02/2012
220 Article 104(1)(b) of th&German Constitution 1949
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them. Some fiscal constitutions do not contain iekpbailout provisions but offer
alternatives such as federal borrowing guarantedsch come close to an implicit

bailout.

Historical experience The credibility of no-bailout rules is shaped hycountry’s
experience with past defaults and how the fedepakmment reacted (Fasten, 2010).
The experience of defaults and (non-)bailouts nigcasub-national behavior for quite
long. The defaults and ensuing non-bailouts of d\&ates in the United States in the
1840s may have shaped fiscal behavior of the statiisthese days (Rodden, 2014). On
the other hand, the bailout of two German statethén1990s fuelled further bailout
expectations and might have contributed to fiscafligacy of some states in later years
(Fasten, 2010).

Constitutional courts have considerable influenoebailout expectations. In Germany a Federal

Court ruling?? supported the two states of Saarland and Bremeh982, focusing on the

solidarity principle enshrined in the constitutiand providing an implicit bailout guarantee (Feld

and Baskaran, 2010). In 2006, the Court changedseaand denied the state of Berlin a bailout

on grounds that it was able to cope i&8lfThe Swiss Federal Court in 2688confirmed the

non-bailout rule after the bankruptcy of a munitigathereby lowering the financing costs of

cantonal governments®

Responsibility for fiscal rules

Fiscal rules can serve as a signal to creditorisalsate follows a prudent fiscal policy (OECD,

2013). While fiscal rules are a complement rathanta substitute for well-functioning budgetary
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Article 120 of thdtalian Constitution 194AndLaw 131/2003
Decision BVerfGE 86, 148 - Finanzausgleich linfra992.

Decision 2 BvF 3/03 from 2006.

Decisions 2C.1/2001, 2C.4/1999, 2C.4/2000 an&/2899 from 2003.

The court ruled that the canton Valais was radilé for the debt of Leukerbad municipality, whiebnt
bankrupt in 1998. The case was brought to the Goug group of creditors who claimed that the canto
neglected its control duty and should hence assunm@cipal liabilities. With the court’s ruling theo-
bailout clause became confirmed and hence cre(iiankart and Klaiber, 2006). The court’'s decisout
the relation between cantonal risk premia and thantial situation of the municipalities and rediice
cantonal risk premia by around 25 basis points. Tidang implicitly showed that weak no-bailout
commitments impose high costs on potential guarargteeld et al., 2011).
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frameworks, they help communicate that state firanare on a long-term sustainable track.
Financial markets tend to reward prudent fiscalavedr with lower yields (Schuknecht et al.,
2009). In this respect, a rule that is self-imposedupposed to provide a stronger signal of
responsibility than a fiscal rule imposed by theefial government. An imposed rule assumes that
the federal government is ultimately responsiblestate finances and that the states can shift the
fiscal burden onto other governments. Also, selfésed rules create “ownershiff, likely to
increase the probability that states follow thene G, 2013).

The extent to which states self-impose fiscal rulages across countries. While in Canada,
Switzerland and the United States federal govermsnbave no power over state fiscal policy,
they impose rules on the states in BF&ZilGermany?® and Russi#®. In some countries such as
Belgiunt3® and Spaiff! rules are negotiated across government levels)gystates more leeway
but not full responsibility. In the United Stateglf-imposed rules provide a strong anchor for
state fiscal policy (Rodden, 2014). Following aragrof defaults during the 1840s and again in
the 1870s, virtually all states enshrined relagivéght fiscal rules in their constitutiof?s,

providing a framework for long-term sustainabldesfiscal policy until today3?

Revenue responsibility

Revenue responsibility evaluates to what extertesthave recourse to own revenue sources.

Revenue responsibility is inversely related to mdeé financing from the federal level and

226 Self-imposed rules create “ownership” in a sethse rules are established and tailored accordintpe
preferences of state governments (OECD, 2013.dontrary to the rules which are imposed and fheze
given by the higher level of government.

227 The Complementary Law 101 20@0e Fiscal Responsibility Law).

228 Article 109(3) of theGerman Constitution 1949

229 Federal Law N268 2012 on the Amendments to the @u@igde(Jarochska, 2014).

230 The Special Financing Law 1988 State Reform”) (Geert and Jannes, 2014).

281 Article 135 of theSpanish Constitution 197&rticle 11(2), Article 12 and Article 13 of tHerganic Law
02/2012

232 In almost all federal countries besides the fademonstitution, states also promulgate their own

constitutions, which regulate matters in whichesdtave power.

233 Since the beginning of 19th century the statesd@umulated a large amount of debt mostly tonfiea
infrastructure projects. After a fiscal panic antisking revenues, several states were unable rigcse
their debt. A bailout was discussed in the fed&gislature but ultimately rejected. This decisgent a
clear message that state debt was a state resjtiondit order to tap the credit markets agaimtes made
substantial reforms including the introduction afieus balanced budget requirements. In the 18f@xs,
yet another banking panic and ensuing depresdiatessfurther tightened their fiscal rules (Dovel2).
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decreases with the extent of transfers. High re&aon transfers and other common pool

resources may soften the budget constraint of gaternments, create moral hazard on the side

of states and distort tax enforcement (Rodden, R00DBe extent of responsibility over own

resources is assessed using four indicators: dalfi equalizatiof¥*, (2) tax-sharingf®,

(3) stabilization transfet¥, and (4) other intergovernmental grapts

Fiscal equalization Equalization aims at reducing differences indlscapacity across
states. The stronger equalization, the weakewventge responsibility. First, equalization
mechanisms differ with respect to their instituabanchoring. While equalization is part
of the constitution e.g. in Canaddand Switzerlan®®, it is enshrined in secondary
legislation e.g. in Australf&’ and Mexicé*’. While some constitutions are vague and
limited to stating that fiscal equalization shoule pursued (e.g. Austfid@ and
Canad&"®), others require an independent b&¥dyesponsible for equalization policy, as

in South Africa*®> Second, while some countries require (almost) dallialization of
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Fiscal equalization deals with regional fiscaligg and its main goal is to achieve redistributiyeals
between states.

Some taxes are not assigned exclusively to ored &8 government but are shared among them acugrdi
to sharing formula.

Stabilization is triggered in case of adversenecoic shocks, either for the whole country or partst
(risk sharing across states).

Other intergovernmental grants comprise finansigdport of some state activities/policies (otlmemt for
stabilization purposes or equalization).

Article 36 of theCanadian Constitution 1867

Article 135 of theSwiss Constitution 1999This article intends “to reduce the differencesfinancial
capacity among the states; guarantees the statesimum level of financial resources and compersate
them for excessive financial burdens due to gepfgcal or socio-demographic factors”. This article
requires therefore only weak form of fiscal equatian (juxtapose with the full fiscal equalizatiam
Germany).

The Commonwealth Grants Commission Act 1976

The Law on Fiscal Coordination 19%the Ley de Coordinacion Fiscal).

§ 4 of theAustrian Financial Constitutional LaiFinanzverfassungsgesetz).
Article 36 of theCanadian Constitution 1867

Section 220 of theéSouth African Constitution 1996éstablishing an independent Financial and Fiscal
Commission.

In Australia, the Commonwealth Grants Commissiena non-partisan body — is responsible for
equalisation. Unlike South Africa, the Commissionidée is not defined in the constitution but only b
ordinary law.
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regional differences, such as in Australia (PetcB&yt4) and Germa#sf, others require
disparities to be equalized to a certain extenty,osuch as in Mexidd’ and
Switzerland*®. Other countries, such as Spafnare somewhere in between, requiring a

“considerable” reduction in disparities.

Tax sharing In several federations certain taxes are notusiatly assigned to one level
of government but shared among levels. Again, regeresponsibility is lower in
federations with strong tax-sharing mechanisms. és@anstitutions such as those of
Argenting®® and Germar! provide rules for tax sharing, while in Austratié sharing

is provided for in ordinary law. Some sharing sgstecover major taxes, such as in
Argentina and Germar? In the United States, a tax sharing system predadih the
1970s and 1980s (Rodden, 2014), but was easy twlabaince it was not enshrined in
the constitution. Tax sharing arrangements diffar How detailed they are in
constitutions. Some constitutions provide sharisgails, such as in Belgiudst and
Germany®. The South Africat?® and Spanisti® constitutions require an independent

body responsible for setting and adjusting taxeshar

Stabilization Transfers for stabilization purposes constituteter form of co-financing
states. The stronger stabilization policy is, tbevdr is the revenue responsibility of
states. Some constitutions provide that in timeseobnomic distress, the federal

government may deliver extra financial supporttaies. The “strength” of stabilization
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Article 72(2) of theGerman Constitution 1949n this article the aim is to achieve equal Lifenditions
across Lander (gleichwertige Lebensverhéltnisse).

The Law on Fiscal Coordination 19%the Ley de Coordinacion Fiscal).

Article 135 of theSwiss Constitution 1999

The Organic Law 8/1980

Article 75 § 2 of théArgentine Constitution 1853

Article 106 of theGerman Constitution 1949

Strong tax sharing is defined as making up mioaa tL0% of total general government revenue.
The Special Financing Law 198@"? State Reform”) (Geert and Jannes, 2014).

Article 106 of theGerman Constitution 1949

Section 220 of théSouth African Constitution 1996éstablishing an independent Financial and Fiscal
Commission.

The Organic Law 8/198@stablishing the Council of Fiscal and Financialid of the Autonomous
Communities (Consejo de Politica Fiscal y Finarecie las Comunidades Autbnomas).
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policy varies across countries. First, stabilizatioransfers can be specified in
constitutional law, such as in Germatyand Italy (Scabrosetti, 2014), or by ordinary
legislation, as in Australfé® and Canadd®. Second, constitutional provisions attach a
different thrust to stabilization. While some cansions state that stabilization “must”

be pursued (e.g. Rus&9, some others say that it “should” be pursued. (&pair®?).

Other intergovernmental transfer§ederal governments often support state activitie
through intergovernmental grants. These can bergklistates are free in allocating
grants) or special purpose grants (states havpdndsthem in a given policy area). In
Germany®? and Switzerlarnt§® grants are prescribed by the constitution, wHikeytare

shaped by ordinary legislation e.g. in Mexféand the United Stat&8. Some countries

provide a constitutional background for quite estea grant systems, such as in
Belgium and the United States, while Australia @whada provide for less extensive

grant systems (Blochliger and Petzold, 2009).

Results for the intermediate institutional indicateesponsibility”

Numerical results for the intermediate respongibiindicator are presented in figure 5.3 (see

appendix 5.4 for the construction of the indicatdfye values of the indicator suggest that the

states in Australia, Canada, Switzerland and thieedrStates are highly responsible for their own

fiscal policy, while responsibility is low in Germg Italy, South Africa and Belgium.

Responsibility is assigned in a relatively cohengay in Germany, India and lItaly, all countries

with relatively low responsibility. Incoherent fiicarrangements are found in South Africa,

Australia, Switzerland and the United States. Tbet rcause of relatively little coherence in
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Article 104(1) of theGerman Constitution 1949

Equalization system plays a stabilizing role unskalia (Petchey, 2014).

The Federal-Provincial Fiscal Arrangements Aearious years) (Petchey, 2014).
Article 96.9 of theBudget Code 199@arochska, 2014).

The Financial Support Law 22/20QSolé-Ollé, 2014).

Article 91 of theGerman Constitution 1949

Article 63a § 2, Article 66 § 1, Article 70 § Article 70 § 5, Article 75 § 2, Article 86 § 3, Aale 88 § 2,
article 123 § 3 of th&wiss Constitution 1999

The Law on Fiscal Coordination 19%the Ley de Coordinacion Fiscal).

Grants for the Medicaid are the fastest-growirtgrigovernmental grants (Rodden, 2014).
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Switzerland is that the likelihood of a bailoutasv but the grant system to help out governments

in distress is extensive.

Figure 5.3. Fiscal responsibility of the state leVelntermediate level indicator representing
building block 2
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5.2.4. Co-determination

Co-determination is the extent to which statesstape fiscal policy-making at the federal level.
While state autonomy refers to a state’s power dgislate for its own jurisdiction, co-
determination refers to the scope of a state aoapyof states to influence fiscal policy of the
whole country (Hooghe et al., 2008). States caluenice overall fiscal policy through different
channels, of which the most important is likely be the second chamber of the federal
parliament®®. “Alignment” of co-determination reflects the emteo which certain channels are
complements rather than substitutes. An alignedietermination framework suggests that all
channels are used concomitantly, while in a leggatl setting some channels are often used
while others are barely available.

266 The second chamber traditionally serves as dopfatthrough which states in a federation can diyec

influence policy making. Out of 28 federations, Hake the second chamber with regional representatio
including all analyzed federations in this chagtéickey, 2013).
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Bicameralism

Bicameralism is a central feature of federalisme Becond chamber of the federal parliament
(Senate) serves — at least from de jure point e@wvi- as an explicit forum for state
representatiol§” and states’ co-determination of national polici€se extent to which the state
level can co-exercise some power at the nationel ldepends on the institutional strength of the

second chamber and the degree of representat&tatet’ interests.

« Institutional strengthin all analysed countries, the Senate is formiléy representation
of states (Hickey, 2013). However, the influencetleé second chamber on national
policy-making varies among countries. While in mésderations the Senate has full
legislative and veto power, in a few cases its poiseconstrained. In Canada (Bird,
2014) and India (Rao, 2014), for instance, the séathamber can be excluded from
initiating certain legislation. In Germany, the Stncan veto only legislation concerning
the Lander (Voigt, 2014). In Austria, the first chamber careaule almost any Senate
decision (Thoni, 2014).

* Representation of state’s interesiates’ interests are represented to differetgngxn
the second chamber. First, the electoral systegs @laole. While senators elected by the
state legislative or executive with a mandate -na&ermany — might represent their
states interests tightly (Voigt, 2014), representaimight be weaker if Senators are
elected in popular elections. In Canada senaterse@ected by the general governor on
advice of the prime minister, thereby reducing @ffee state representation (Bird, 2014).
Second, state interests tend to be better refle€tsdats are distributed equally. If
representation in the second chamber is (partipltgportional to population size — as
e.g. in Belgium (Jennes and Persyn, 2014) or Safriba (Khumalo and Rekabe, 2014)
— the federal government is more likely to alighigges with the preferences of the larger
states. Third, coordination and reconciliation nagbms between the two chambers of
parliament — as for instance in Germany (Voigt, £0and Switzerland (Schaltegger,

2014) — may further strengthen state representation

267 In some countries only part of the second chareberes as a representation of states. This isdtance,
the case in ltaly. Article 5, c.1, of the Itali@onstitution 194%ays that: “The Senate of the Republic is
elected on a regional basis, with the excepticth@fseats assigned to the overseas constituency”.
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While strong participation of states in federalippimaking may balance the interests of more
stakeholders, it may also lead to a joint decidrap where no policy decisions are taken at all
(Scharpf, 2006). Reducing the degree of joint desisnaking was the main aim of the federalism
reform in Germany in 2006 where overlapping compees, intertwined responsibilities and

political bargaining led to frequent policy deadsc The German reform strengthened both the
federal government’s decision-making capacity amel autonomy of the states (Moore et al.,
2010).

Judicial review

The second channel through which states can cordieie national policy is via judicial review
by an independent supreme or constitutional codxcept Switzerland, all countries under
investigation have some form of constitutional esviof federal laws. Judicial review may void

unconstitutional laws. States can influence camstibal review in two ways.

« Challenging federal lawsThe states — either directly as e.g. in Italy &pdin or via the
second chamber as e.g. in Germany and South African trigger a judicial review of
federal legislation (Ginsburg et al., 2014). The taight then be abrogated or modified.
The sole right of states and the second chambehatienge federal legislation at the
court can be perceived as a deterrence mechanistadislating unfavorably for states
(Stone Sweet, 2000).

« Judicial appointmentStates or second chambers are often involveadmimations and
approvals of the judges to courts, as is the casereArgentina and Germany (Ginsburg
et al., 2014). There is a vast literature conjeatuthat preferences of the appointers and
those of judges are strongly aligned (see, foraimst, chapter 4 of this dissertatiéf.
Thus, once states or second chambers play an iampacie in nominating or approving

judges, the court is likely to rule more in favdrtloe states.

In Argentina, Australia, Germany, Mexico and theitda States, judicial reviews play an
important role in resolving conflicts between tikedral and state level. The US Supreme Court is

a particularly important crossroads of federal stades interests. Following its rulings, the power

268 For Australia see Smyth and Narayan (2004); fandtla see Songer et al. (1989); for Germany see
Vanberg (2005); for Italy see Della Pellegrina &wtoupa (2012); for Spain see Garoupa et al. (2013)

177



of the federal government was cut back on severtehsions because the Court insisted on a

narrow interpretation of key clauses in the constih (Rodden, 2014%°

Other channels of co-determination

There are three other channels through which statieence policy-making at the federal level.

These are co-determination via (1) constitutionaieadments, (2) executive meetings and

(3) intergovernmental transfers.

Constitutional amendmentThere are two ways in which states can influence
constitutional reforms. First, all federal congitus require that the states — as e.g. in
Canada and the United States — or the second chandee.g. in Belgium and India —
need to approve constitutional amendments. Thenextewhich states can influence a
constitutional amendment varies, however. In somaties both the second chamber
and the states have to approve a change, e.g.iitdland in Russia. Second, states may
propose a constitutional change. While in some t@ms states may propose a
constitutional amendment (e.g. Brazil and Mexitopther cases this right is reserved to
the second chamber (e.qg. Italy and Switzerland$olme countries neither the states nor

the second chamber may launch a constitutionatmefe.g. Canada and Argentina).

Intergovernmental executive meetinggergovernmental meetings serve as a forum for
negotiations between tiers of government and caxatin of national and state policies.
Executive meetings are often institutionalized damalve routine character (e.g.the
Consultation Committee in Belgiff® and the State Council in RusS#&. Some
intergovernmental bodies can be authoritative aatigs reach decisions that formally

bind the participants, such as in Australia (CouatiAustralian Governments, COAG;
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See for instance, the 1995 court cdsited States v. Lope&lso, in a recent cadeational Federation of
Independent Business v. Sebelibe justices adjudicated in favor of the statesd@n, 2014). They
agreed that a significant expansion of Medicaid wasa valid exercise of Congress’ spending power,
since it forced states to accept the expansiomeatisk of losing existing Medicaid funding.

The State Financing Law 19§®" State Reform) establishing the Consultation Cotemibetween the
Belgian governments (Geert and Jannes, 2014).

Decree N1602 200@stablishing the State Council'otymapcrsennsii Coser) where president, the
speakers of the first and second chambers anc#uels (governors and presidents) of Russian sieges
present (Jarofiska, 2014).
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Petchey, 2014) or Argentin€¢nsejo Federal de Inversiones theConsejo Federal de
Educacién;Saiegh, 201y

« Intergovernmental transfersStates are able to influence transfers throudferdint
channels. Transfers are often determined througigavernmental bargaining, in which
receiving governments have a voice. Transfers dsm e viewed as a response to
lobbying of state politicians and their interesbgps (Sato, 2007). There is a vast
literature on how states may drive transfer allocathrough equalization, tax sharing,
stabilization and other transfers (see, for insga@ECD, 2014).

Results for the intermediate institutional indicatoo-determination”

The numerical results for the intermediate levaligator “co-determination” are shown in
figure 5.4 (see appendix 5.4 for the technicalitiegarding the construction of the indicator).
High values, meaning extensive co-determinatiore abserved in Germany, Brazil and
Argentina. On the other hand, little co-determimatis found in Canada, the United States and
South Africa. The most aligned institutional enwineent within this building block is observed in
India. In India, states influence national policpderately through all channels. Co-determination
in Canada, Switzerland and Belgium is less aligif@d.instance, Belgium has a strong executive,
but a relatively weak second chamber. The comhlnati a weak Federal Court — which is not
allowed to review federal laws — with strong infhee of the second chamber is responsible for
less well-aligned co-determination in Switzerland.
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Figure 5.4. Co-determination of national policy bythe state level: intermediate level
indicator representing building block 3
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5.2.5. Budget frameworks

Budget frameworks govern the budget process andaairestraining discretionary fiscal policy.
The framework is defined by three elements, i.enewcal fiscal rules, procedural fiscal rules and
fiscal councils. Tight fiscal frameworks (1) impoaeset of well-defined numerical fiscal rules,
(2) imply top-bottom (hierarchical) and transparemtocedural and budgeting rules, and
(3) feature fiscal councils or other arms-lengtlerages. Aligned budget frameworks are those
where the three elements have similar strengths lagned frameworks are those where
instruments are not uniform, e.g. where tight nucat¢rfiscal rules go together with weak

procedural rules.

Numerical fiscal rules

Numerical fiscal rules constrain policymakers’ démn-making discretion. The main rationale for
establishing fiscal rules is a perceived spendirdydeficit bias and reluctance of states to commit
to fiscal discipline. As such, numerical fiscalasilhave gained popularity since the 1990s when
they were put in place to reduce the fiscal fallfnaim irresponsible fiscal behavior at all

government levels (Schaechter et al. 2012). Thexdaur main types of numerical fiscal rules:
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budget balance (deficit), debt, expenditure andcemee rules. Discretion of policy-makers is

constrained most when a country uses all four tygbesimerical fiscal rules.

Their strength can be assessed based on foulariter

Legal basis While some rules are enshrined in the federaéttioion (e.g. debt brakes
in Germany’? and Switzerlantl®), others are set in secondary legislation (elgsrin
Argenting’* and Australid’®). Constitutional fiscal rules are more difficult amend and
hence more credible, and they may entail high edjort costs for the government if
breached (Blume and Voigt, 2013). The use of atdatisnal fiscal rule might signal

that fiscal discipline is perceived as a fundamlgmtéicy objective (Drazen, 2002).

Status Status of the sub-national rules indicates whethées are imposed or self-
imposed. Imposed rules are more likely to reflectoasistent and harmonized budget
framework than self-imposed rules, which may difemross states. Rules are, for
instance, imposed in Germany (e.g. budget balanke for Lande)?’® and in Spain
(budget balance, debt and expenditure rules faoms’’. In some countries, rules are
negotiated between government levels, such as stridu(budget balance, debt and
expenditure rules facande)?’® and Belgium (budget balance rules for regiéfisptate
fiscal rules are self-imposed — and often enshrinestate constitutions — in Switzerland
(Kirchgéassner, 2013; Schaltegger, 2014) and théedr$tates (Primo, 2007).

Enforcement The constitutional setting may underpin the ec#arent of fiscal rules,
particularly who takes actions in case of non-caamale with the rules. Self-enforcement

works well when a government has an incentive tiloiothem. Rules are self-enforced
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Article 109(3) of thaGerman Constitution 1949
Article 126 of theSwiss Constitution 1999

The Fiscal Pacts 1992 and 19@8aiegh, 2014).
States’ constitutions (Petchey, 2014).

Article 109(3) of thaGerman Constitution 1949

Article 135 of theSpanish Constitution 197&rticle 11(2), Article 12 and Article 13 of tHerganic Law
02/2012

The Austrian Stability Pact 20XZhéni, 2014).
The “financing requirements” branch of the Higbu@cil of Finance (Jennes and Persyn, 2014).
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in Australia (Petchey, 2014), Canada (Bird, 20BWijtzerland (Schaltegger, 2014 and
the United States (Rodden, 2014). Rules tend tstio@iger when enforced by a higher
level government or by external bodies. State ralesenforced by the federal level in
Spain (Solé-0llé, 2014) and Russia (Jatska, 2014), for instance. Courts and audit
institutions have a strong role in Br&#land the United States (Bohn and Inman, 1996;
Rodden, 2014). In some countries enforcement iserplicitly specified. For instance,

sanctions and their enforcement are not mentiomélgel German constitution.

« Coverage Some numerical fiscal rules cover the generabgawent budget (e.g. budget
balance, debt and expenditure rules in S8inwhereas some others cover only the
federal or state level finances (e.g.the deficike rin Mexico covers only central
government and several rules in South Africa cardy the state level) (Diaz-Cayeros,
2014; Khumalo and Rakabe, 2014). In some casesaedaderal and state fiscal rules
complement each other, such as in Switzerland (&guer, 2014). Wide coverage
limits policymaker’s ability to bypass the rulesdare-allocate fiscal resources between
governments (Milesi-Ferretti, 1996, 2003).

Procedural fiscal rules

Procedural fiscal rules ensure that budget planrapgroval and execution is subject to proper
control and accountability, and that the annualgetidaw is consistent with medium and long-

term fiscal plans and objectives. Two elements laskess the restrictiveness of procedural fiscal
rules: (1) the extent to which top-down budgetisgapplied and (2) the transparency of the

budgeting process.

« Top-down approachlTop-down procedural rules aim at empowering glsiactor in the
budgeting process, in order to address the comnomh groblem of public decision-

making (Ljungman, 2009). Top-down approaches giueng prerogatives to the federal

280 In Brazil the public officials at the state anatdl level are subject to criminal prosecution fam-
compliance with the rules incorporated in the RidRasponsibility Law of 2000. The Law limits new
funding for sub-national governments and denieglicrguarantees in case of systematic violation
(Goldfajn and Guardia, 2004). A special Fiscal Gritraw (Lei dos Crimes Fiscais) sets a range of
penalties for budget mismanagement such as fieespval from the office, ineligibility for public &te
up to five years and even imprisonment.

281 Article 135 of theSpanish Constitution 197&wrticle 11(2), Article 12 and Article 13 of th@rganic Law
02/2012
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executive vis-a-vis the legislature in the appratage of the budget and/or to a federal
Prime or Finance Minister vis-a-vis other spendmigisters, as in Argentina (Saiegh,
2014) or Brazil (Pereira, 2014; Alesina et al., 999n some countries, e.g. Belgium
(Jennes and Persyn, 2014) or Germ&nythe constitution restricts the federal

legislature’s power to amend a budget proposethéygovernment.

Transparency Budget transparency relies on three elementst, Some constitutions
such as the Germ#&H or Spanish (Solé-Ollé, 2014) ones require fedeualgets to be
assessed by an independent audit institution. &ziB% or India (Rao, 2014), the audit
extends also to the state level. Second, medium+erdgetary frameworks are required
by the Braziliaf® or Russiaff® constitution, to ensure planning transparency over
several years. Medium-term objectives might beherrtcoordinated between the states
and the federal government as is the case in Bef§iuand South Afric#8 Third,
constitutions may require uniform accounting stadslacross levels of government, as
in Italy?®® and India (Rao, 2014).

Fiscal councils and other arms-length agencies

The strength of the budget framework is shapedheyprevalence and prerogatives of fiscal

councils and other arms-length bodies. These arallysnon-partisan public bodies that assess

the fiscal stance and/or issue recommendationssoal fpolicy matters. More specifically, fiscal

councils may deliver independent analysis and veviscal projections by governments. Finally,

fiscal councils may assess compliance with fissls and sustainability requirements or provide

recommendations on specific items of budgetarycgol\s such, councils raise awareness about
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Article 113 of theGerman Constitution 1949
Article 114(2) of theGerman Constitution 1949

The Tribunais de Contas are constitutionallyrdi as ancillary bodies, with the purpose of examgithe
accounts of the three branches of government mgesf their compliance with the principles of pabli
administration and fiscal responsibility (Perek@;14).

The Complementary Law 101 2000 (the Fiscal RespiibsiLaw).
The Budget Code 1998arochska, 2014).

The State Financing Law 198%™ State Reform”) establishing High Council of Finanevhich advise
annually on the “financial requirements” of the @iah governments (Geert and Jannes, 2014).

The Medium Term Expenditure Framework (Khumald &akabe, 2014).
Decree n. 118une 23, 2011 (Scabrosetti, 2014)).
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short and long-term costs and benefits of budgetegsures both among policy-makers and the
public (Calmfors, 2011; Calmfors and Wren-Lewis120Kopits, 2011).

The strength of fiscal councils is assessed oretbigeria.

Institutional anchoring Fiscal councils are likely to enjoy more stapiliegitimacy and
recognition if enshrined in the constitution, asGermany®® or Spaiid®,, than in ordinary
law, as in Australia or Canada (IMF, 2013a). In sooountries such as Argentina and
Brazil, fiscal councils have for long been enshiime the constitution but have still not
been established (Pereira, 2014; Saiegh, 2014).

Prerogatives In some countries, fiscal councils have broadquatives as they have the
right to assess the fiscal stance of both federal atate governments (e.g.the
Parliamentary Budget Office in It&8# and the High Council of Finance in Belgitf).
The Public Council in Russia (Jaraska, 2014) and the Congressional Budget Office in
the Unites States (Rodden, 2014) are allowed tluateathe federal budget only.

Independencelndependence rests on how the governing body t§cal council is
composed (e.g. members of parliament, represeesati states, ministers, independent
experts) and where the council is attached (e.theéoparliament). Fiscal councils are
largely independent, for instance, in Gernfdfiyand Spaiff>. Partially independent
fiscal councils — parliamentary budget offices isein Italy?®® and in the United States
(Rodden, 2014).
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Article 109a of theGerman Constitution 1948stablishing the Stability Council. Another fiscaluncil —
German Council of Economic Experts is establishedridinary statutory lawAct on the Appointment of a
Council of Experts on Economic Development 1963

The Organic Law 06/2018stablishing Autoridad Independiente de RespolidadiFiscal.
Article 16-19 of thdaw n.243, ch. 7 December 24, 2012

The State Financing Law 1988 State Reform) (Geert and Jannes, 2014).

Act on the Appointment of a Council of Experts oartbmic Development 1963.

The Organic Law 06/2018stablishing Autoridad Independiente de RespotidadiFiscal.
Article 16-19 of thdaw n.243, ch. 7 December 24, 2012
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Results for the intermediate institutional indicatbudget frameworks”

The numerical results for the intermediate indicat@ shown in figure 5.5 (see appendix 5.4 for
the technicalities regarding the construction @f ithdicator). High values are observed in Spain,
South Africa and Germany, which appear to be endowgh strong and integrated budget
frameworks. Argentina, Switzerland and Canada,hencther hand, have relatively weak budget
institutions. Budget frameworks are aligned in Aiasand Italy and rather less aligned in Brazil,
South Africa and India. Brazil's budget framewosklikely less aligned because numerical and
procedural fiscal rules are strong but there ifiseal council.

Figure 5.5. Strength of budget frameworks: intermedhate level indicator representing
building block 4
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5.2.6. Stability of fiscal constitutions

The stability of fiscal constitutions depends ldygen the number and strength of actors and veto
powers. Veto powers increase the transaction cobtseforms and bias the institutional
framework towards the status quo (Tsebelis, 2088)bility is hence a two-edged sword. Stable
institutions may provide a basis for long-term displanning at all government levels, but they
may also prevent reform and adaptation to changimgimstances (Cox and McCubbins, 1991).

Very stable constitutions may slow down the pacstiictural reform and fiscal adjustment.
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Bicameral veto

In most federal countries the second chamber shved in the legislative process and can veto a
reform of the fiscal constitution. The strengthadficameral veto is gauged on two criteria, (1) the

extent of veto power and (2) the distribution adtsen the second chamber.

« Extent of veto power§he Senate has more veto power if it can vettaals initiated by
the first chamber, which is the case in a majasitfederal countries. In some countries
the second chamber has only partial veto powerghkiew e.g. in Germany (Voigt, 2014)

or Mexica¥”.

» Distribution of seatsA Senate with an equal distribution of seats agnstates should be
more veto prone as it is more difficult in a higlitggmented chamber to gather support
for reform. Each state has the same number of se#te Senate in Brazil (Pereira, 2014)
and the US (Rodden, 2014). Under a proportiongdastially proportional distribution of
seats the federal government must secure supplgrirom the larger states and probably
less than half the states. Partially proportionstirithution of seats takes effect in Germany
(Voigt, 2014) and India (Rao, 2014).

Judicial veto
The judicial veto depends on the degree of cotigtital review and the power to strike down

unconstitutional legislation (Gutmann et al., 201#djnight be evaluated based on four criteria.

« Coverage Certain laws are off-limit for judicial review.h& Swiss Federal Court does
not have the right to rule on laws passed by tlierid government but only by state

government&¥2,

« Right to petition The power of judicial review depends on the nundfeactors who can

initiate a petition to the court. In some countr@elsroad range of political actors can file

297 The Senate in Mexico has no authority in the apglrof the revenue bill of each year (Ley de 1593,
which is only approved by the lower chamber (Diaz€ros, 2014).
298 Article 189 8§ 4 of theSwiss Constitution 19998ays that acts of the federal parliament or thueri

government may not be challenger in the SupremetClouaccordance with this article and Article 190
federal acts are binding and not reviewable the&up Court.
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a court case, as is the case in Audttiand Brazit®®. On the other hand, in Argentina
and Australia, only few political and institutionattors have access to the constitutional
court (Ginsburg et al., 2014).

Timing Judicial influence is broadest if the court hae tompetence to check the

constitutionality of laws botbeforeandafter the adoption and implementation of a law,

which is the case in e.g. South Africa (Khumald &akabe, 2014). Judicial influence is

weaker if the court can review the legislation oatier the law is adopted, e.g. in Canada
(Bird, 2014) or Mexico (Diaz-Cayeros, 2014; Gingpet al., 2014).

Unconstitutionality There are different ways to deal with laws deemmecbnstitutional:
(1) the law can be repealed automatically (e.gsRugarodiska, 2014) and Itai?)30?
(2) the law can be returned to the legislaturerémision or (3) the constitution can be

silent on what happens with unconstitutional laeug.(Canada and India).

Judicial veto is strongest when no laws are exdudem court adjudications, a broad range of

actors can challenge federal legislation in thertgalnallenging legislation can occur before and

after the law is adopted, and when an unconstitatitaw is automatically void.

Direct democracy

Direct democracy has two tools, which are poputdéerendums and initiatives. They might have

opposite effects on the stability of the fiscal simtion.

Referendum The possibility of referendums introduces an toldal veto power.
Referendums make the status quo more difficult hange. Referendums on federal

legislation are compulsory for new legislation wi&erland (Schaltegger, 2014). Lately,
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In Austria, those political and institutional exg are: Federal Assembly, federal government, &€&nd
governments, local governments, Courts, OmbudsrAastrian members of the European Parliament,
local councillor, single person (Théni, 2014).

In Brazil, those actors are: the President, Serfdtiates’ Governors, General Public Prosecutor, Bar
Association, political parties represented in Cesgr National Unions and National Associationsé€iPar
2014).

Article 136, c.1 of thdtalian Constitution 1947says that “When the Court declares the constitatio
illegitimacy of a law or enactment having forcelaiv, the law ceases to have effect the day follgvihe
publication of the decision”.

In cases where the law is void certain actioeseagpected to be encountered by the national pzelits to
fill a legal gap and prevent legal uncertainty.
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the Swiss people vetoed two major tax initiatiwekjch would have had a large fiscal
impact at both the cantonal and the federal [&el.

Popular initiative Unlike referendums, popular initiatives can idwoe additional

instability into fiscal frameworks. Popular initizts may translate changes in public
opinion directly into policy changes. While the Swi constitution provides a
fundamental right to launch a popular initiativehéBegger, 2014), the Argentinian
constitution explicitly bans certain types of iattves, such as on constitutional reform,

international treaties, taxes, the budget and pmatters (Saiegh, 2014).

Constitutional amendment

All constitutions contain a section that lays o tway to amend them. The rules governing

constitutional amendment determine the frequen@ctifal amendments and hence constitutional

stability (Rasch and Congleton, 2006). There ake fcriteria that determine how easily

constitutions can be changed.

Qualified majorities In most countries qualified majorities are reqdito approve a

constitutional reform. Issues pertaining to theefadl level can be amended with the
consent of a ¥ majority in both chambers in RusB&gium and Germany require 2/3
majorities in both chambers to pass an amendmeansiy@Grg et al., 2014). An absolute

majority is required in India and It

ReferendumsNational referendums on constitutional reforme @quired or allowed in
Australia, Austria, Italy and Switzerland (Ginsbwtgal., 2014).

Consent from the statedn some countries such as Australia and Switadrla
constitutional changes must be approved by a ntgjofi voters nationally and by a
majority of states (Ginsburg et al., 2014). In othwerds, to materialize a constitutional
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These were the family tax initiative (providiraxtdeductions for families with a stay-at-home p8reand
the highways vignette proposal (increasing the ahmuice for using motorways) (descriptions and
outcomes of referenda are available on website Afsérvice of the Confederation, cantons and
communes’https://www.ch.ch/enaccessed on February 20, 2015).

If constitutional amendment in Italy is approu®dabsolute majority, referendum might be triggemdzbn

— within three months — such request is made byfitie members of the House or 500 thousands sroter
or Regional Councils. If the amendment is approbgda majority of 2/3 no such referendum can be
triggered (Article 138 of th#alian Constitution 194y
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amendment not only half of the voters need to agprbglobally, but majority needs to

be also achieved in at least half of states.

Number of actors that can propose a refoimsome countries a broad range of actors
can propose a constitutional reform. In Brazil theesident, the first and second
chambers separately and states can propose an meweindn Germany, only the federal

parliament can propose a constitutional changes{gsirg et al., 2014).

Unamendable partsThe most radical constraint for constitutionalesmgment is non-
amendability. For instance, in Italy the first Ifdes of the Constitution cannot be
modified. One of them concerns the principle actgrdo which local autonomy is

recognized and administrative decentralizationtbd® implementeéf®

Results for the intermediate institutional indicatstability of fiscal constitutions”

The numerical results for the intermediate levaligator “stability of fiscal constitutions” are

presented in figure 5.6 (refer to appendix 5.4 tfeg detailed content and construction of the

indicator). Australia, Russia and the United Stdtase highly stable fiscal constitutions. Low

stability is found in Austria and Switzerland. Tiemaining countries can be classified as having

moderately stable fiscal constitutions. The mogjna&ld institutional environment within this

building block is observed in Germany, while arramgnts are less aligned in Brazil, where

strong judicial and bicameral veto powers go alaiityy a proliferation of actors that can propose

a constitutional change.
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Article 5 of theltalian Constitution1947 says “The Republic is one and indivisible. It rgeises and
promotes local autonomies, and implements theduligeasure of administrative decentralisation os¢h
services which depend on the State. The Repubdiptadhe principles and methods of its legislatmthe
requirements of autonomy and decentralisation”.
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Figure 5.6. Stability of fiscal constitutions: intemediate level indicator representing
building block 5
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5.3. Interaction between building blocks

The various building blocks are not assigned rarigoacross a fiscal constitution. The
characteristics of one building block are oftemyadid with the characteristics of another building
block. The extent to which building blocks refl@ertain constitutional patterns can be assessed
by using bivariate correlatié?® among selected building blocks. Such a procedateonly
allows assessing common features across courtitiés|so to identify “outlier” countries whose
constitutions do not fit an established patterrurfoain linkages between the building blocks are
studied here: (1) autonomy versus responsibilitystftes, (2) responsibility of states versus
strength of fiscal framework, (3) autonomy of ssatersus co-determination of national policy by
states, and (4) autonomy of states versus theligtadfi fiscal constitution. The correlations are
one step towards finding commonalities betweerafisonstitutions and to develop a summary

indicator.

308 Bivariate correlation shows simple empirical tiela between two variables. One of the most common
form to depict the relationship is a graphical esgntation of correlation.
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5.3.1. Autonomy versus responsibility

Autonomy and responsibility of states are positivedrrelated: the higher autonomy, the higher
the responsibility of the states (figure 5.9). Asgaments where both indicators have similar
values can be considered aligned, reflecting thhenwstates are given large freedom in
conducting fiscal policy, they are in general magzountable for their policies. On the other
hand, if the role of states is limited to executfadgeral functions, their responsibility might also
be lower, including support in times of distreser(\Hagen and Eichengreen, 1996). Spain and
India are outliers compared to the establishedepattHowever, the building blocks autonomy
and responsibility of these two federations are emaligned than those of other integrated

federations, as the level of autonomy correspofaely to the level of responsibility.

Figure 5.9. Correlation between autonomy and respaibility of states
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5.3.2. Responsibility versus strength of budgetfiewvork

Responsibility and strength of fiscal frameworke aegatively correlated (figure 5.10). In an
environment where states have to bear the conseesiasf their fiscal actions, strong budget
frameworks and general government fiscal ruleshamelly necessary. On the other hand, low
state responsibility and ensuing soft budget camgtrmight induce the federal government to
impose various fiscal rules and other constraimtstate budgeting in order to commit general
government fiscal discipline (Foremny, 2014). Mdstlerations fit into the pattern between
responsibility and budget frameworks. Budget frames in Argentina are however rather weak
to cope with the low degree of state responsibility

Figure 5.10. Correlation between responsibility oktates and strength of budget framework
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5.3.3. Autonomy versus co-determination

Autonomy of states and co-determination of natigmalicy by states are negatively correlated
(figure 5.11). The basic rationale for a negatiga@ation is that states agree to curtail autonomy

only if they can exert influence over national pgland, therefore, have some impact on policies
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that concern them (Moore et al. 2010). In most twes low autonomy is compensated by high
participation at the federal level, an arrangensamhetimes called co-operative federalism. The
different evolution of autonomy and co-determinataver time seems to confirm these findings.
The correlation is a bit less significant, and salveountries are quite far away from the line
representing an established pattern of autonomycandietermination. Especially South Africa
seems to be an outlier, where states do not corafeelmv autonomy with large co-determination

prerogatives.

Figure 5.11. Correlation between autonomy of stageand co-determination of national
policy by states
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5.3.4. Autonomy versus stability

Autonomy and constitutional stability are positivelorrelated (figure 5.12). The explanation to
this pattern could be the centrist bias in federahstitutions and states’ interest in rigid
amendment procedures in countries where they dajgge autonomy (Ginsburg and Versteeg,
2013). In countries where the fiscal constitutisnmore stable and biased towards the status quo,
the autonomy of states tends to be comparativetiebpreserved. The correlation is however

relatively weak and several countries deviate widebm the supposed link. Especially in
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Switzerland, autonomy of the states is much lapan suggested by the ease with which
constitutional amendments could thwart it (Blocatignd Frey, 1993)

Figure 5.12. Correlation between autonomy of statesnd stability
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Stability of Fiscal Constitution

5.4.Types of fiscal constitutions

The final step in the empirical assessment is topaoe and rank all fiscal constitutions based on
an aggregate classification. Such a classificatieips better discern similarities as well as
differences between fiscal constitutions, and itpheassess the meaning of terms such as
“competitive”, “co-operative”, “executive”, “dualand other types of federalism. In the following
two empirical methods are used to assess the owdralacter of fiscal constitutions. First,
clustering which helps identify groups that share similarcdis constitutions but which are
genuinely different from other groups. It is commadém present output of clustering in
dendrogram, i.e. figure demonstrating how the gsoofpsimilar fiscal constitutions are created.
Secondfactor analysisallows reducing number of variables describingcdisconstitutions,
provided that certain building blocks of fiscal stitutions are highly correlated. Factor analysis

drives a construction of a single summary indica&dlecting over-arching feature of the fiscal

194



constitution, for instance the degree of deceméibn the fiscal constitution is granting (for a
description of both methods see appendix 5.5 ab)d 5.

5.4.1. Identifying similar fiscal constitutions: clusterig

This section assesses the extent to which fisgatitations can be grouped or “clustered”, i.e. to
what extent certain fiscal constitutions are veipilar to each other, while they differ from
others. Cluster analysis is used to group countvigs comparable fiscal constitutions, i.e. which
combine building blocks in a similar manner. Clusamalysis is applied on all five building
blocks for the 15 countries. Various clustering moels are used in order to find robust country

clusters (see appendix 5.5).

When clustered, two groups of distinct fiscal caogbns emerge, which can be divided further

into sub-groups (see figure 5.13).

« The United States, Canada, Switzerland, Austradiegentina and Mexico feature
decentralizediscal constitutions. These constitutions comhbim&itutions that provide
for high autonomy of states, relatively high resgbility, low co-determination and
weak budget rules and frameworks. Decentralizedttations tend to be quite stable as
well (Switzerland is an exception). Although clust together, decentralized fiscal
constitutions still differ significantly in the dege of responsibility. While in the United
States, Canada and Switzerland the state levelgislyhresponsible for its actions,
responsibility is somewhat lower in Argentina, Aatih and Mexico. These countries

create a separate cluster of quasi-decentraliziddéons.

« Austria, Belgium, Brazil, Germany, India, Italy, §8ia, South Africa and Spain feature
cooperativeor integratedfiscal constitutions. As a mirror image of the\poais cluster,
these federations tend to combine low autonomyrasgonsibility with a high level of
co-determination and strong fiscal rules and frapréa, On average, integrated fiscal
constitutions are less stable. Overall, the clustemtegrated federations looks more

coherent than the cluster of decentralized fedmratias shown by the higher level of
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dissimilarity. Some outliers should be pointed debuth African states have relatively

weak co-determination power; Belgium and Russigltute stable fiscal constitutions.

Figure 5.13. Similarities and differences betweeridcal constitutions: dendrogram based on
cluster analysis
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Note The clustering height on the vertical axis is aasure of dissimilarity. The higher its value theren
heterogeneous are the units grouped in a givetecluthe horizontal axis has no meaning, i.e. elsslying close to
another one are not more similar than clusterbéarapart. Values on top of the horizontal barscete probabilities.
The approximately unbiased (AU) p-values computgdriulti-scale bootstrap resampling are printed éd and
bootstrap probabilities (BP) are printed in gre&b. p-values are more accurate than the BP valuembimsed p-
values (Suzuki and Shimodaira, 2006). Clusterswibich AU values exceed 90 are strongly supporteddata
indicating stable clusters.

5.4.2. The degree of constitutional decentralizati@omposite indicator

The second method to gauge similarities and difileee between fiscal constitutions is to develop
a composite indicator reflecting tldegree of constitutionally provided decentraliaatiin order

to do so, factor analysis is applied as the filegb $-actor analysis gauges whether building blocks
are always combined in the same fashion. Techgicgleaking, factor analysis tests to what
extent the variances of the building blocks’ indicavalues are co-moving, in other words to what

extent building blocks are correlated or linkedetibger. Results of the factor analysis suggest that
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the various building blocks are indeed highly clated, with around 85% of the total variation

explained by two single factors (table 5.2).

« Factor 1,strongly associated with autonomy, responsibititzdetermination and budget
rules, represents around 66% of the variation endhginal building blocks. The four
building blocks are reduced to one single dimensidrich can be described as thdent

of decentralization

« Factor 2 explaining roughly 19% of the variation in thegimal variables, is mainly
associated with the stability of the fiscal conditin. Differing degrees aoftability are

hence the second characteristic that helps diffeterfiscal constitutions.

« Decentralization and stability are independentaafheother, i.e. stable or unstable fiscal

constitutions can be found in both decentralizetdliategrated federation.

Table 5.2. Commonalities between the building bloskof fiscal constitutions: results off
factor analysis

Variable Factor 1 Factor 2
Autonomy 0.95 0.17
Responsibility 0.92 0.20
Co-determination -0.81 0.05
Budget frameworks -0.86 -0.03
Stability 0.10 0.99
Variance explained 66% 19%

Given the correlation with the individual buildiniglocks, factor 1 reflects the degree of
constitutionally provided decentralization. A fisazonstitution is the more decentralized the
higher fiscal autonomy and fiscal responsibilitydahe lower co-determination and the weaker
budget frameworks are. Conversely, a fiscal carghit is the moreintegrated the lower
autonomy and responsibility, the higher co-deteatiom and the stronger budget frameworks.
Factor 2 covers the stability of fiscal constitagoand is only remotely linked to the degree of
decentralization. As such, a composite indicatdlecéng single dimension “decentralization”

can be constructed, using the four aforementioneldlibg blocks. To aggregate the composite
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indicator, the random weights method (see secti@ripbis applied to the four intermediate-level

indicators.

Results are largely similar to the cluster analpsifore, with two groups of constitutional settings
emerging (figure 5.14). The United States, CanadhSwitzerland are federations with a highly
decentralized fiscal constitution, featuring what is sometimesferred to ascompetitive

federalism Spain, Germany and Russia feature relativielyggrated or co-operative fiscal

constitutions. Mexico, Argentina and Australia ardbetween. Confidence intervals indicate the
level of alignment between building blocks. Spamd &Canada have the most aligned fiscal
constitution, while Argentina has the least aligff€dAgain, the results show clearly that

constitutional coherence ilsdependenbf whether a federation is decentralized or irdés.

Figure 5.14. Decentralized versus integrated fiscabnstitutions: ranking order and
coherence of the composite indicator
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Note: The random weights technique is used to gé@e¢he composite indicator. Since co-determinadioth budget
framework indicators are negatively correlated vightor 1, their values are adjusted so that higladwes of these
variables indicate more decentralization.

807 The random weights technique takes only alignmegtiveen the building blocks into account. An
alternative method is to combine alignment betwiderbuilding blocks with alignment within the buiid
blocks. Hence, an alternative indicator was corgtidiwhere 50% of the variance within building tdec
(between LLIs) and 50% of the variance betweendingl blocks (between ILIS) are used. This altexeati
indicator delivers largely similar results, excépt Mexico whose overall arrangement becomes more
aligned.
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5.4.3.The degree of constitutional decentralization: Eygean Union

Although the European Union is not usually seeraasue federatioli®, some aspects of its
institutional design and governance are akin tedhabserved in nation-state federations. As in all
federations, many policy issues are related tatingtnal questions such as “who does what” and
“how do procedures function”. The single markeg {emall) EU budget and majority voting in
selected policy areas also suggest that the Eundga@an has some features of a federation or a
proto-federation. Against this background, the Wisaonstitutional design and coherence can be
ranked against nation-state federal countries. SBme methodology as for the 15 federations is
applied.

The EU fiscal constitution is moderately decentedi and less aligned than those of most federal
countries (figure 5.15). It is less decentralizédnt that of the United States, Canada and
Switzerland, and less than quasi-decentralizedr&ides like Mexico, Argentina and Australia.
On the one hand, the EU fiscal constitution feauedatively high autonomy and responsibility
of the member states. On the other hand, the Etitation is characterized by high co-
determination and strong hierarchical budget rates frameworks, i.e. the building blocks of co-
operative federalism. The EU fiscal constitutiorxes therefore elements from decentralized and
integrated federal systems. For that reason, fisoastitution of the EU could be classified as a

hybrid combining features of decentralized andredized fiscal constitutions.

808 The comparison of the fiscal constitutions in thee federations and the EU should be pursuedetieny

with a few caveats. For example, labour mobilitghivi the EU remains lower than in federal states. |
addition, the EU is not yet a political union alsather federations (Cottarelli and Guerguil, 2014)
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Figure 5.15. The European Union’s fiscal constitutin: Degree of decentralization and
coherence
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This assessment appears to reflect well the EWistitational set up. Member states enjoy large

fiscal autonomy but a lot of EU policies help calioate fiscal policy across countries and impose

constraints on national discretion. Since the Eddet is small, fiscal co-ordination is achieved

by a set of rather stringent fiscal rules (OECD14)0 These rules are imposed through the

Maastricht Treaty (formally Treaty on the Europé#mon) and Excessive Deficit Procedure, the

Stability and Growth Pact, regulations containedhi| “Six Pack®®, the “Two Pack®'® and the

“Fiscal Compact” (formally the Treaty on StabilityCoordination and Governance in the

Economic and Monetary Union). Policies are alsordimated and subject to surveillance by the

309
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Regulation 1173/2011 on the effective enforcenuériiudgetary surveillance in the euro area, OJ1201
306/1; Regulation 1174/2011 on enforcement meagaresrrect excessive macroeconomic imbalances in
the euro area, OJ 2011 L 306/8; Regulation 1179/20dending Council Regulation (EC) No. 1466/97 on
the strengthening of the surveillance of budgetaogitions and the surveillance and co-ordination of
economic policies, OJ 2011 L 306/12; Regulation6f2@11 of the European Parliament and of the
Council of 16 November 2011 on the prevention amection of macroeconomic imbalances, OJ 2011 L
306/25; Council Regulation 1177/2011 amending Ragpn (EC) No. 1467/97 on speeding up and
clarifying the implementation of the excessive diéfprocedure, OJ 2011 L 306/33; Council Directive
2011/85/EU on requirements for budgetary framewofikbhe Member States, OJ 2011 L 306/41.

Regulation (EU) No 473/2013 of the European Baréint and of the Council on common provisions for
monitoring and assessing draft budgetary plans earsiring the correction of excessive deficit of the
Member States in the euro area, OJ 2013 L 140, Bedulation (EU) No 472/2013 of the European
Parliament and of the Council on the strengthemihgconomic and budgetary surveillance of Member
States in the euro area experiencing or threaterdserious difficulties with respect to their dincial
stability, OJ 2013 L 140.
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Commission and the Council within the annual cyafiehe European Semester. Recent changes
to the EU'’s fiscal constitution further reinforcéidcal and economic governance by amending
surveillance procedures, sharpening sanction mésrhanand setting intermediate fiscal and

economic targets and adjustment procedures. Thengassing fiscal constitution established

over the last twenty years and especially in thkenaf the economic and fiscal crisis stands in

contrast with the wide-ranging autonomy of the membtates in tax and spending matters

(Wyplosz, 2013).

Based on these results, some tentative policy aafiins may be derived for the EU fiscal
constitution, particularly in light of the on-goimdgbate on the design of the European fiscal
union. As revealed in the empirical analysis, theent EU fiscal constitution represents a hybrid
system consisting, on the one hand, of elementm ftbe decentralized model of fiscal
constitution, and on the other hand, of compodites the integrated model. A question arises
whether this hybrid model is sustainable. Thisastipularly in light of the fact that none of the
federations resembles this model, and the modeadtwikiconsidered the closest to the European —
Argentina’s fiscal constitution — is perceived sl€signed and crisis-prone (see section 5.6). If
hybrid model is unsustainable and unsuitable fer U, what is then the preferred model for
Europe: decentralized or integrated?

An integrated model of the EU fiscal constitutionud inevitably push toward a larger common
budget with ability to mitigate — via transfers diasyncratic economic shocks in the member
states. Some observers suggest, however, thataswelnicle for cross-country fiscal transfers
should not be rashly institutionalized (Balcerowi2f12). Particularly, given that the European
solidarity or common identity — which should jugtthis kind of bailout transfers — is still weak in
the EU (Guiso et al., 2014a). If transfers are @temely institutionalized, they could actually
hamper the solidarity as many EU citizens stillrdui perceive as a legitimate step to rescue
countries affected by crises caused by their owitips (Balcerowicz, 2012). Political tensions
between “Berlin” and “Athens” or broadly speakingtlveen conservative “North” and profligate
“South” were observed already during the recend emea debt crisis. These tensions are likely to
become an outrage, if transfer recipients are peemity the same countries (Balcerowicz, 2012).
This kind of political tensions, and resulting tht® of break-up of a country, are observed, for

instance, in Belgium and Spain. Consequently, utigkercurrent circumstances, a decentralized
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model of fiscal constitution with a credible nodbat rule, well-functioning inter-jurisdictional
competition, and smoothly operating financial margeems to fit better the EU (Balcerowicz,
2012). This is not to say that integrated model gl never appropriate. Rather a gradual process
of building-up common European identity and solityais required (Balcerowicz, 2012).
Common identity and solidarity seem to be precaomadtt for an integrated model of fiscal

constitution, with a large EU budget and encompastscal transfers.

5.5. The evolution of fiscal constitutions

Fiscal constitutions evolve over time. There areehquestions related to the dynamics of fiscal
constitutions: (1) “what changes?”, (2) “how doéshange?”, and (3) “why does it change?”
(Benz and Broschek, 2013). The first and secondstapre refers to the evolution of the five
building blocks. The third question refers to meubkms that produce constitutional reform.
Fiscal constitutions may change because the facatonomic environment has changed (booms
or crisis times), because the political setting bhanged (large political swings; military or
authoritarian regimes), or because of separatisements or a looming break-up of a country. As
such, fiscal constitutions do not only reflect &iscpolicy considerations, but the wider

environment within which countries thrive.

5.5.1. Evolution of building blocks

Fiscal constitutions have become less decentrabzetimore integrated over most of the time
they have been in place, although a few countémgpiépisodes also occurred (figure 5.16). To
evaluate the evolution of fiscal constitutions, tierage indicator values of all countries are

calculated for the years between 1917 and 2818vhile autonomy and responsibility of sub-

su The indicators for the following countries andipds are coded: Argentina (1853-2013), Australia0(-
2013), Austria (1945-2013), Brazil (1891-2013), ddein (1969-2013), Canada (1867-2013), Germany
(1949-2013), India (1949-2013), Iltaly (1948-2018)exico (1917-2013), Russia (1993-2013), South
Africa (1996-2013), Spain (1978-2013), Switzerl¢h848-2013) and the United States (1791-2013).
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federal entities are trending downward — excepbraainy that increased in the 1980s and 1990s —
co-determination and budget frameworks tend tongtteen over time. The degree of stability has
remained — relatively unchanged. Dynamics for iitlial countries are presented in appendix
5.7.

Figure 5.16. The evolution of fiscal constitutionschanges in the five building blocks, 15
countries average, 1917-2013
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Note: The lines represent the annual average aftditmt values for 15 countries. The panel is unieed,
i.e. countries enter the sample at different poimtsme (Argentina, Australia, Brazil, Canada, Ntx Switzerland
and the United States in 1917, Austria in 1948y lita 1948, Germany and India in 1949, Belgium 869, Spain in
1978, Russia in 1993 and South Africa in 1996).

5.5.2. Explaining the evolution of fiscal constitiains

This section provides more insights into the change individual building blocks of fiscal
constitutions. Since the club of federal countgesw over the last 100 years, these changes both

reflect trends within mature federations and ththland subsequent evolution of new ones.
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Autonomy

The evolution of states’ autonomy can be divided three periods, (1) the period between 1917
and the early 1980s, (2) the span between the 4&8Ps and mid-1990s, and (3) the period
between the mid-1990s to 2013.

« First period (1917-8D During the first period (1917-80), lower autonpmvas mostly
linked to crisis times. Autonomy declined duringe tkereat Depression in the early
1930s, World War Il (WWII) and, less clearly, dugithe oil crises at the beginning of
1970s. Economic shocks and crises often went tegetith federal interference in the
states’ autonomy. In Switzerland, the federal gor@nt expanded taxing rights at the
expense of the cantons (Schaltegger, 2014). Aitemtar, countries behaved differently.
In Australia, the power to tax income was neveumetd to the states, mainly due to
High Court rulings confirming the centralization tafxing powers (Petchey, 2014). In
Canada, on the other hand, provinces including @ui@ind Ontario ended the “tax rental
agreement” with the federal level and establishmdr town tax base again shortly after
the war (Bird, 2014).

« Second period (1980 to mid-199@uring that period, state autonomy increased.eStat
started regaining power in the 1980s. In Austrdha, credit limitations imposed by the
Loan Council were phased out and the monitoringtafes’ debt was left to financial
markets (Petchey, 2014). Mexico experienced a dersble surge in state autonomy.
During the education reform in the early 1990s s®veolicy functions were delegated to
the states (Diaz-Cayeros, 2014). In the 1990sst#e level in the United States gained
more power after a series of Supreme Court rulamgsthe reforms of the welfare state.
The rulings prescribed devolution of substantiabponsibility to the states in

implementing welfare policies (Rodden, 2014).

e Third period (mid-1990s onwarjisThe third phase in the dynamics of state autgnom
starting in the mid-1990s, is marked by a renewedide in state autonomy. Most of this
reversal is related to the financial crisis in egieg economies in 1998 and the global
crisis of 2008. In the early 2000s, following a telisis and ensuing bailouts of sub-

national government, the federal government in Brzassed the Fiscal Responsibility
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Law in 2000, curbed state fiscal autonomy and rareézed fiscal policy (Pereira,
2014). In the European Union, the financial crisis2008 and debt crisis of 2010 led
many countries to introduce or refine numericatdisules. In 2009, Germany adopted a
constitutional debt brake covering all levels offgmment (Voigt, 2014), soon followed
by Spain and Italy (Sollé-Ollé, 2014).

Authoritarian regimes tend to limit state autononDjrect elections of governors (heads of
executive at the state level) are usually suspeimdéavor of governors appointed by the center.
In Argentina and Brazil, control over governors’pamtment by military regimes began in the
1930s, intertwined with democratic episodes wheogeghors were elected (Pereira, 2014;
Saiegh, 2014). The restoration of democracy in1®9®0s in both countries resulted in a surge of
state autonomy. In Mexico, state autonomy was déchiby (almost) single-party rule at all
government levels between 1929 and 1989 (Diaz-@aye&014). Single-party rule was also the
norm at both government levels in India until tlely 1990s (Rao, 2014).

Responsibility

The responsibility indicator has trended downwantces 1917, largely commensurate with
autonomy. The surge in the late 1980s can be tetatenstitutional changes in Australia, Canada
and the United States. During the 1980s, the fédersgernment in the United States abolished the
revenue sharing and equalization mechanism anceeldine size of the intergovernmental grant
system (Rodden, 2014). In Australia and Canadtesstnd provinces self-imposed a set of fiscal
rules, sending a message to financial marketsttiet will take fiscal sustainability seriously
(Bird, 2014, Petchey, 2014).

The main reasons for decreasing state respongitfilibughout the 20th century are: (1) a rise in
all sorts of intergovernmental transfers, and @)dots. Growing intergovernmental transfers
decrease state responsibility as they need to imeldss and less revenue by their own. The rise
in intergovernmental transfers was partly a respotus crises, partly a response to regional
disparities between sub-national units and theaiseequality as a policy issue (see section 5.5.2

for a detailed description of various types of igterernmental transfers):
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Equalization Redistribution across sub-national units has tmeconore important and
more institutionalized over time, as reducing iregy gained in importance as a policy
objective. Switzerland introduced equalization he tonstitution in 1958 (Schaltegger,
2014), while Canada did so in 1982 (Bird, 2014}thAugh lacking a constitutional basis,
Australia has followed the principle of full horiztal fiscal equalization since the 1980s
(Petchey, 2014). In 2004, Russia introduced anleagian formula in the Budget Code
(Jarochska, 2014). Apart from the United States, nowaddlyfederations have explicit

equalization systems.

Tax sharing Tax sharing is a popular means of risk sharimgsscgovernment levels in
many federations, often dating back many decadesyertina introduced its
Coparticipacionsystem in the mid-1930s in the form of ordinamyiséation. Decreasing
revenues during the economic crisis of 1930s ledf¢leral level to unify all taxes into
one pool under federal supervision. In 1994 @Gaparticipaciénprinciple was finally
anchored in the constitution (Saiegh, 2014). Gegisamax sharing mechanism is
constitutional since 1955 and was further extendel®69 (Voigt, 2014). A tax-sharing-
cumequalization mechanism was introduced in the n®dos, but abolished in 1986 in
the United States (Rodden, 2014).

Stabilization Stabilization policy and counter-cyclical transfé” were introduced in the

second half of the 20century in the wake of the Great Depression. #719he Swiss

were the first to adopt a constitutional provisigomoting measures to cope with an
economic slowdown, and the measures were strergfhen1978 (Schaltegger, 2014).
In Germany the right to pass counter-cyclical polweeasures became constitutional in
1967 (Voigt, 2014). In Spain, the new constitutimin1978 endowed the federal level
with the power to coordinate general economic glagriSolé-Ollé, 2014). In Canada,
the Federal-Provincial Fiscal Arrangements Act 883 enables the federal level to

stabilize provincial revenues (Bird, 2014).

Other transfersGrant systems were gradually established in fieagrations, either co-

financing policy areas under state jurisdiction orpre recently, compensating for

312

Counter-cyclical transfers are granted to stamesrder to mitigate (idiosyncratic) adverse ecoiom
circumstances.
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decentralized spending responsibilities. The Gerraad Swiss constitutions contain
multiple provisions stipulating that the federavde “should” or “must support” state
activities (see section 5.3.2). Russia increaseti@&ed transfers tsubjectsin 1999 to
finance newly transferred spending mandates (Jeska&j 2014). In Belgium the
decentralization move of the last two decades was with more grants (Jennes and
Persyn, 2014). In 1998, the Mexichey de Coordinacion Fiscadded transfers for
education, health and infrastructure (Diaz-Cayerd814). In general, bar a few
exceptions, the institutional anchoring of seclagrants has increased with the ageing of

federations.

- Bailouts Bailouts are a specific form of ad-hoc intergowveental transfer. Except for
Switzerland, all federations bailed out a states@ne time. In Australia, New South
Wales and in Canada Alberta, respectively, werkethaut during or in the aftermath of
the Great Depression of the 1930s (Petchey, 20i4he United States, New York was
bailed out in 1975, shortly after the first oil sis (Rodden, 2014). In Latin America a
first round of bailouts occurred after the fiscasis and sudden stop episodes of the late
1980s. Although patterns were similar in Argentamal Brazil throughout the 1990s, the
trend in the 2000s seems to diverge. While Argenitiailed out two other states in 2003
and 2011 (Saiegh, 2014), Brazil managed to obegadtsstitutional no-bailout strategy
during the 2000s (Pereira, 2014).

Co-determination

There are two episodes in the dynamics of co-detetion worth discussindirst, a surge in co-

determination in the 1950s and 1960s, s&xcbnda slower upward trend since the early 1980s.

« Stronger co-determination in the late 1940s andyed950s followed the end of
authoritarian rule in some countries. The evolutiobming the 1960s was largely driven
by Germany and Brazil. In the late 1960s, the pawdhe second chamber in Germany
(Bundesrat) rose further, making Germany one ofi¢derations with the strongest joint
decision-making powers (Voigt, 2014). However, th&e of the second chamber was
reduced again in 2006 (Voigt, 2014). On the othemdy co-determination rights were

low in Brazil over that period due to authoritariahe (Pereira, 2014).
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« Starting in the 1980s, several countries strengitieco-determination. In the 1980s,
Belgium introduced the Consultation Committee cosgabof the prime ministers of
both government levels, which — among others —@ags the share of each government
in the overall deficit needed to comply with thel3tity and Growth Pact (Jennes and
Persyn, 2014). The establishment of a Constituti@oart in 1980 also strengthened the
Belgian states. In 1994, the Supreme Court in Mexias endowed with the right to
review federal legislation for compliance with thenstitution (Ginsburg et al., 2014). In
1982, the Canadian provinces obtained the rigtdpjorove constitutional amendments
(Bird, 2014). Australia established the Councilfafstralian Governments (COAG) in
1992 (Petchey, 2014). Finally in Italy, since 198dlitical negotiations between the
central government and regions take place at thend8tg Conference for the
Relationship between the State and the Regiond(Ssetti, 2014).

Budget rules and frameworks

Budget rules and frameworks were beefed up at pregadented scale over the last decade, after
having changed little over a very long period. Nuga rules, procedural rules and other fiscal
institutions underwent deep changes. The finarasial debt crisis of 2010 was the driving force

behind many reforms.

The introduction of “second generation” numeridatél rules'® was probably the most salient
element of budgetary reform. Following Switzerlathdt adopted a constitutional debt brake —
actually a balanced budget rule — in 2001 (Schgdeg2014), Germany, ltaly and Spain
implemented similar reforms in 2009, 2011 and 20&8pectively. The latter rules were more
encompassing because they covered general govermameémot only — as in Switzerland — the
federal level. A Spanish Organic Law also sets debitexpenditure rules for general government
(Solé-0Ollé, 2014). In Italy, expenditure and deficiles were introduced at the ordinary statutory
level by the Internal Stability Pact in 1999 (Seadatti, 2014). As a post-crisis and preventive

measure Russia amended its Budget Code in 201thanduced a fiscal rule that sets a cap on

813 “Second generation” of the numerical fiscal rulefers to rules which are defined in structuraic(ical)
terms as opposed to the rules of “first generatiwhich define ceilings in nominal terms. Structunales
take into account the working of automatic stabilizduring the crises (increased welfare spendmy a
decrease of budget revenue), and therefore inteodiexibility in response to economic shocks
(Schaechter et al., 2012).
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federal government expenditure (Jafis&a, 2014). In Germany, expenditure rules operating
through political commitment were established alyeim 1982 (IMF, 2013b).

Budget institutions and frameworks were also stifegiged. The 2012 fiscal reform in Spain
introduced medium-term budgetary frameworks forbletvels of government and enabled the
Supreme Audit Institution to check the budget exeouof the autonomous regions (Solé-Ollé,
2014). In the same year, Italy harmonized medium-tbudgetary frameworks across levels of
government and unified accounting methods (Scatiro@914). Both countries also recently
established fiscal councils (IMF, 2013a). In Canaitie Parliamentary Budget Office started
operating in 2008 and in Russia the Public Couddal so in 2011 (Jarogska, 2014). In
Germany, the 2009 constitutional amendment estedalishe Stability Council (Voigt, 2014). In
the United States, the Congressional Budget Otftias established in 1974 (IMF, 2013b) and in
Belgium the High Council of Finance - Section "Rabbector Borrowing Requirement" was
launched in 1988 (Jennes and Persyn, 2014).

5.5.3. Alignment of fiscal constitutions over time

Overall alignment (or coherence) remained flat deeg periods but has considerably increased
since the 1980s (figure 5.17). The increase overl#st 30 years can be traced back to the
strengthening of the budget framework in many fetlens, often in reaction to low state
responsibility, and, to lesser extent, to a betthgnment of autonomy and responsibility.
Decentralized federations evolved less than integrdederations. Misalignment was highest
during war periods and during authoritarian reging&sme constitutions such as the Argentinian
or the United States hardly moved with respecth® level of alignment (individual country
figures for 1980, 1996 and 2013 are shown in appena).
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Figure 5.17. Alignment from 1917 to 2013: averagef 45 countries
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Note Incoherence is measured as the average of thangar around intermediate level indicators for Hil
federations in each year. Coherence is measurd@dsverse of incoherence, hence an upward slapinge means
rising coherence.

The clear-cut distinction between decentralized amegrated fiscal constitutions that can be
observed today is actually quite recent. As cluatalysis of fiscal constitutions for 1980 and
1996 reveals that the precise division of federatimto two groups was impossible. In 1980 and
1996, at least four clusters of federations coddlIstinguished, with no characteristic dividing
line between them. Over time fiscal constitutiorsved towards either of the two models. Put in

other words: fiscal constitutions have become ndsgnct.

5.6. Fiscal constitutions and fiscal outcomes

This section provides a few simple bivariate catiehs between selected features of the fiscal
constitution and fiscal outcomes. The correlatitmis fiscal outcomes to both thevel and the

alignment of constitutional decentralization, t@both indicator values and variance. Correlation
does not mean causation. Fiscal institutions aschfioutcomes interact. Fiscal institutions may
affect fiscal outcomes, but the latter might alsgger changes to the basic fiscal framework, as

shown in section 5.4. In some periods the relatigmeuns from institutions to outcomes, while in
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other periods outcomes trigger changes to thetuistnal framework. In order to capture long-

term effects, average indicator values for theqok1i980 to 2013 are taken.

The correlations suggest that fiscal outcomes arelly related to thdevel of constitutional
decentralization (figure 5.18) but more closelhatetl to alignment or coherence of constitutional
decentralization (figure 5.19). In other words, thetent to which fiscal constitutions are
decentralized is less associated with outcomes tth@extent to which the various arrangements
within a fiscal constitution fit together. As sudhg results of the simple bivariate correlations

linking alignment to outcomes can be summariseolisys:

« Alignment (coherence) and spendimyimary spending growth seems to be positively
correlated with incoherence. Incoherence mighwabtates to shift the consequences of

excessive spending to other government levels tre@eneral government.

« Alignment (coherence) and delidtebt growth seems to be positively correlatechwit
incoherence, at least for the period from 1980 €12 In less coherent settings,
e.g. when autonomy and responsibility are not aligrsub-national units may be able to

shift the consequences of fiscal profligacy ontféderal level or other states.

« Alignment (coherence) and crisebhere is a correlation between incoherence aad th
number of crisis years. In less well-aligned sggindeficit and debt might accumulate

more easily, leading to a higher crisis probabhility

« Alignment (coherence) and economic grawffinally, incoherence is negatively
correlated with growth rates. Therefore, incohergsdal constitutions may affect the

economic activity negatively.

Linking thelevel of constitutional decentralization to the samedisoutcome variables as above
(growth of debt, growth of primary spending, ecomoerises, GDP growth) delivers very weak
results, maybe with the exception of the relatietween decentralization and debt growth, which
is slightly positive. As it was already pointed ogbrrelations do not mean causation and,
therefore, these results are very tentative. Irfuhee, more research needs to be done to unravel

a causal relationship between coherence and fistabmes.
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Figure 5.18. Correlations between the degree of dextralization and fiscal/economic
outcomes

a) Constitutional decentralization and change in det stock (% of GDP), 1980-2010
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b) Constitutional decentralization and change in pmmary expenditure (% of GDP), 1980-
2010
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c) Constitutional decentralization and number of eonomic crises, 1980-2010

Number of economic crises 1980-2010
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Note “Crisis” is counted as a year in which specifitsis is observed, such as currency crisis, irdtatrisis, stock
market clash, sovereign debt crisis, and bankiimgiscif in a single year two crises occur, fortarece banking and
sovereign debt crises, then this year is countegbldo Seehttp://www.reinhartandrogoff.com/data/browse-by-
topic/topics/7(accessed March 5, 2015).

d) Constitutional decentralization and GDP growth,1980-2010
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Figure 5.19. Correlations between incoherence ofsital constitutions and fiscal/economic
outcomes

a) Degree of incoherence and change in debt stoc ©f GDP), 1980-2010
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Note Russia is dropped from the sample. In the pet@@B-2010 (for which the fiscal constitution is ed)l Russian
public debt decreased by more than 100 percent@igesgrom 116% of GDP to 13% of GDP.

b) Degree of incoherence and change in primary expditure (% of GDP), 1980-2010
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c) Degree of incoherence and number of economic ses, 1980-2010

® ARG

®BRA

Number of economic crises 1980-2010

Q
Y
® &Fkus ® AUT
oswI
® CAN

o -

T T T T T T

0 02 .04

d .0 .08
Incoherence of constitutional decentralisation 1980-2010

Note “Crisis” is counted as a year in which specifitsis is observed, such as currency crisis, irdtatrisis, stock
market clash, sovereign debt crisis, and bankimgiscif in a single year two crises occur, fortarece banking and
sovereign debt crises, then this year is countegbldo Seehttp://www.reinhartandrogoff.com/data/browse-by-
topic/topics/7accessed on March 5, 2015).

d) Degree of incoherence and number of sovereign latecrises, 1980-2010

Oof) -
® ARG

20

O®RUS
®BRA

Number of debt crises 1980-2010
10

o H DS BBACISN ® SWISAUNGER
T T T

0 .02 .04 .06 .08
Incoherence of constitutional decentralisation 1980-2010

® SPA
T T

Note “Crisis” is counted as a year in which sovereigiebt crisis is observed. Seéttp://www.
reinhartandrogoff.com/data/browse-by-topic/topic$étcessed on March 5, 2015).
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e) Degree of incoherence and GDP growth, 1980-2010
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5.7. Closing remarks for chapter 5

This chapter contributes to our understanding dtfal fiscal constitutions and the interaction
between constitutional arrangements. It shows caiwgly that federal fiscal constitutions vary
in the degree of constitutionally guaranteed deeénation, with two prevailing types of fiscal
constitutions being the most common: decentralered integrated fiscal constitutions. A crucial
contribution of this chapter is to demonstrate fisal constitutions vary in terms of coherence
(or alignment) of institutional arrangements, wheoderent (aligned) fiscal constitutions suggest
that institutional arrangements “fits well” togethBreliminary evidence shows that alignment (or
coherence) of fiscal constitutions is associateti selected economic and fiscal outcomes. Over
the period 1980-2010, less coherent fiscal congtits were associated with higher debt and
spending growth, and more economic and sovereiph aeses. Moreover, federations with less
coherent fiscal constitutions had somewhat lowerPGipowth between 1980 and 2010. This

chapter also derived some very tentative policylitagions in the context of the European fiscal
union.
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Appendix 5.1. List of the main laws used for coding

Argentina:

Austria:

Argentina’s Constitution of 1853, Reinstated 18329
Law 12.139

Law 12.143

Law 12.147

Law 12.956

Law 14.060

Law 14.788

Law 14.788

Law 25.570

Law N 20.221

Law N 23.548

The 1992 Fiscal Pact
The 1993 Fiscal Pact

Austria’s Constitution of 1920, Reinstated in 1945
Financial Constitutional Law of 1922, Reinstated 948
Federal Financial Settlement Law of 1959 and supset
The Stability Pact of 1999 and subsequent

Australia:

Australia’s Constitution of 1901

Commonwealth Grants Commission Act of 1976

Belgium:

Braazil:

Belgium’s Constitution of 1831
The Special Law for the Reform of the Institutiaisl 980
The Special Financing Law of 1988

Brazil's Constitution of 1988
Camata Law of 1995
Kandir Law of 1996
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The Fiscal Responsibility Law of 2000
Canada:

Canada’s Constitution of 1867

The Federal-Provincial Fiscal Arrangements Actl{iple years)
Germany:

German Federal Republic’s Constitution of 1949

Haushaltsgrundsatzegesetz of 1969

India:

India’s Constitution of 1949

Fiscal Responsibility and Budget Management La®Gff3
Italy:

Italy’s Constitution of 1947

The Internal Stability Pact of 1999
Mexico:

Mexico’s Constitution of 1917

Ley de Coordinacion Fiscal of 1967, Convenios déesion
South Africa:

South Africa’s Constitution of 1996

Borrowing Powers of Provincial Government Act 806

Financial and Fiscal Commission Act of 1997

Public Finance Management Act of 1999

Provincial Tax Regulation and Processes Act o0fl200

Municipal System Act of 2003
Russia:

Russia’s Constitution of 1993

The Tax Code of 1998

The Budget Code of 1998

The Federal Law N184 on General Principles of @rganization of Government in
Subjects of the Federation

Presidential Decree N848

Presidential Decree N1602
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The Federal Law N122 on Amendments to Several Laws
Spain:
Spain’s Constitution of 1978
Ley Organica de las Comuninades Autonomas 8/1980
Ley Organica 1/1989
Ley Organica 3/1996
Ley Organica 10/1998
Ley Organica 5/2001
Ley Organica 7/2001
Ley Organica 3/2009
Ley Organica 2/2012
Ley Organica 4/2012
Switzerland:
Switzerland’s Constitution of 1848
Switzerland’s Constitution of 1874
Switzerland’s Constitution of 1999
The Federal Tax Harmonization Act of 1990
United States of America:

United States of America’s Constitution of 1789
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Appendix 5.2. List of experts

ARG: Sebastian SaieghUniversity of California

AUS: Jeff Petchey,Curtin University

AUT: Erich Thoni, University of Innsbruck

BEL: Geert Jennes and Damiaan PersyriLeuven University
BRA: Carlos Pereira, School of Public and Business Administration
CAN: Richard Bird, University of Toronto

GER: Stefan Voigt, University of Hamburg

SPA: Alberto Solé-Ollé,University of Barcelona

ITA: Simona ScabrosettiUniversity of Pavia

IND: Govinda Rao,Centre for Policy Research

MEX: Alberto Diaz-Cayeros,Stanford University

RSA: Bongani Khumalo, Financial and Fiscal Commission
RUS: Elena Jarocinska, Pompeu Fabra

SWI: Christoph Schaltegger,University of Lucerne

USA: Jonathan Rodden Stanford University
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Appendix 5.3. Questionnaire

Questionnaire on federal fiscal constitutions

This questionnaire is part of on-going work of theOECD Network on Fiscal Relations across
Government Levels

Expert information
NAME:

COUNTRY:
TELEPHONE NUMBER:

EMAIL ADDRESS:

For additional questions and to return the questior and any accompanying documents, please ¢ontac
Hansjorg Blochliger lansjoerg.Bloechliger@oecd.grgnd Jarostaw Kantorowiciafoslaw.kantorowicz

@edle-phd.eu
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OVERVIEW AND INSTRUCTIONS

1. This questionnaire asks for information abowet ¢hrrent state of the federal fiscal constitution
and its historical evolution. Fiscal constitutiogfars to a country-specific set of rules and regunis,
which guide decision making in the area of fiscaliqy and particularly in fiscal relations betwetire
federal and state levels of government. This qoestire is divided into three parts:

* Part 1 asks about the current state of the fefiecall constitution;
* Part 2 asks about the historical evolution of amé&@dments to the federal fiscal constitution;

 Part 3 asks about a qualitative assessment of tdie and evolution of the federal fiscal
constitution.

2. Part 1 comprises 18 questions. Each questiatevwsted to one building block of the federal
fiscal constitution. In this section most of theegtions can be answered by ticking a box. Howebedow
each question space is left, so that you can peoadtitional information. Part 2 asks you to previd
information on reforms (amendments) of the fedésahl constitution in chronological order togetwath

a short description of the reform. Finally, Pais @omplementary to the previous sections, inviting to
present a qualitative assessment of the curremsttof the federal fiscal constitution, in parteuthe main
features and long-term trends.

3. The focus of this questionnaire is on tleenstitutional framework and constitutional
change/reform/amendment. Many fundamental reforithe federal fiscal constitution occurred at the
post-constitutional level (e.g. through judiciatons and special fiscal legislation), howevdrerefore,
key post-constitutional reforms should also be iekfpyt mentioned in your responses.

4. The questionnaire usually asks about the oglshiip between thiederaland thestatelevel (i.e.
the level immediately below the federal level, atsdled the regional level, provincial level etdf)the
federal constitution also says something aboutldkal level (municipalities etc.), please provide this
information in the comments section of each quastithis is important when the federal rules fotega
and for local governments differ widely.

5. Please return the questionnaireMarch 31, 2014
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Part 1: Current fiscal constitution

1. Tax assignment

The constitutional division of taxing powers betwdbe federal and state levels is at the core ef th
federal setting and fiscal sovereignty of jurisitins. Please fill the following table on the conhgtonal
rulings about tax powers. Several answers candied.

Please tick if
appropriate
The federal constitution allows the federal leeldgislate on any tax: ]
The federal constitution allows the federal leeldgislate only on taxes listed in the n
constitution:
The federal constitution sets minimum and/or maximax rates for federal taxes: L]
« If so, please specify:

Please fill the following table depending on whag federal constitution says about specific takes.
each tax category only one answer can be ticked.

The federal The federal The federal constitution
constitution says that| constitution says that| says that théederal
only thefederallevel thefederallevel is level cannotlevy this

can levy this tax allowed to levy this tax tax

Personal income tax U L] O]
Corporate income tax ] Il O]
Value added tax/retail sales tax ] ] [l
Property tax O [l L]

Natural resource tax O L] O]
Social security contribution ] ] [l
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Please fill the following table on the constitu@mulings about state tax autonomy. Several ansvean
be ticked.

Please tick if
appropriate
The federal constitution allows the state levdkgislate on any tax, if not explicitly 1
prohibited by the federal constitution:
The federal constitution allows the state levdetislate only on taxes listed in the n
federal constitution:
The federal constitution sets minimum and/or maxiniax rates for state taxes: ]
* If so, please specify:

Please fill the following table depending on whag federal constitution says about specific takes.
each tax category only one answer can be ticked.

The federa The federe The federa
constitution says that| constitution says that| constitution says that
only thestatelevel the statelevel is the statelevel

can levy this tax allowed to levy thistax  cannot levy this tax

Personal income tax ]

Corporate income tax

Value added tax/retail sales tax

Property tax

Natural resource tax

N I A O A B O
I O I I O
N I Y A O I O

Social security contribution

In the following box please give any additional coemts regarding the division of taxing power betwee
the federal and state levels (e.g. describe sorartogspecific nuances or mention other importaxes).
Also, please refer to any post-constitutional legien which determines the division of taxing pmwve
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Comments (if any):

2. Tax sharing

Some taxes are not assigned exclusively to onkdégevernment but shared among them. Pleasthéll
following table on tax sharing mechanisms dependingvhich answer is appropriate. Several answers
can be ticked.

Please tick if
appropriate
The federal constitution says nothing about taxisbadetween the federal and the 1
state level:
The federal constitution says that the federalllshares taxes with the state level: L]
* If so, please specify which taxes are allowed tshmed:
The federal constitution provides some guidelimegdx sharing formula: ]
The federal constitution specifies the body resjmagor setting and adjusting tax n
sharing formula:
« If so, please specify (e.g. whether the body igjpashdent,
intergovernmental, etc.):
The body responsible for setting and adjusting steating formula is established by [
post-constitutional legislation:
« If so, please specify (e.g. whether the body igjpahdent,
intergovernmental, etc.):

In the following box please give any additional coemts on tax sharing mechanism. Particularly, pteas
refer to any post-constitutional legislation whiggulates the tax sharing between federal and $éaels.

Comments (if any):
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3. Spending assignment

Spending powers concerns the division of poweaiious policy/spending areas. Please fill the falilog
table depending on which constitutional power igegito the federal level. Only one answer candied.

Please tick if
appropriate

The federal constitution allows the federal leweldgislate/spend on any policy area: ]

The federal constitution allows the federal leeldgislate/spend only on policy
areas listed in the constitution:

O

Please fill the following table depending on whifatements the federal constitution makes about a
specific policy area. The policy areas correspondthe Classification of Functions of Government

(COFOG) of the OECD National Accounts. For eachiggobrea only one answer can be ticked. If the

federal constitution says nothing about a policgarthen no box should be ticked

The federalconstitution | The federalconstitution say: The federal Constitutiol
says thabnly thefederal | that thefederallevel should | says that théederallevel
level can legislate/spend or must legislate/spend on| cannotlegislate/spend on &
on a given policy area: a given policy area: given policy area:
National defens ] ] L]
. Police service ] L] L]
©
S > Law
T &
52 courts [ [ O
L0
5 -
g Prisors ] L] L]
Economic affairs: transpc L] L] L]
Environmental protectic L] L] L]
Housing developme O L] L]
- Outpatient service O L] L]
T
2 Hospital service ] ] ]
Primary educatic O L] L]
c
§e)
g Secondary educati O L] L]
>
©
w Tertiary educatio O L] L]
[ Sickness an
- g S disability [ [ u
d
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Old age ] L] L]
Family and children ] L] L]
Unemployment ] L] L]

Please fill the following table depending on whacmstitutional power is given to the state levellydbne

answer can be ticked.

Please tick if
appropriate
The federal constitution allows the state levdkgislate/spend on any policy area: ]
The federal constitution allows the state levdkgislate/spend only on policy areas n
listed in the constitution:

Please fill the following table depending on whwa tederal constitution says about a specific yodicea.
For each policy area only one answer can be tickiethe federal constitution says nothing aboutodiqy
area, then no box should be ticked.

The federalconstitution
says thabnly statescan

legislate/spend on a give

n

The federd constitution say:
thatstates should or must
legislate/spend on a given

The federalconstitution
says thastates
cannotlegislate/spend on

W

policy area: policy area: given policy area:
National defense ] L] L]
° Police services ] L] L]
©
S > Law
T &
S courts [ O N
Ln
o) -
> Prison: L] L] L
Economic affairs: tran:ort L] L] Ll
Environmental protectic L] L] L]
Housing developme O ] Ll
- Outpatient service O O] Ll
T
L Hospital service O ] Ll
- Primary educatic O ] L]
§e)
©
o Secondan
'UgJ education [ O u
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Tertiary education

Sickness and
disability

Old age

Family and children

O O 0o O O
O O 0o O O
O O 0o O O

Social protection

Unemployment

In the following box please give any additional coemts regarding the division of spending powers
between the federal and state levels (e.g. des®dyee country specific nuances or mention other
important categories of spending). Also, pleaseerreib any post-constitutional legislation which
determines the division of spending powers.

Comments (if any):

4. Fiscal equalization

Fiscal equalization deals with regional fiscal eiyutoncerns and its main goal is to achieve reitistive
goals. Please fill the following table on fiscaluadjzation mechanisms depending on which answer is
appropriate. Several answers can be ticked.

Please tick if
appropriate

The federal constitution says nothing about redioredistribution or fiscal
equalisation: L]

Weak equalizatianThe federal constitution says that there is aoreg equity
objective and that fiscal equalization should rediegional inequalities: L]

Moderate equalizatianThe federal constitution says that there is doreg equity
objective and that fiscal equalization should redregional inequity considerably pr [
contribute to “similar” regional conditions:

Strong equalizationThe federal constitution says that there is doreg equity
objective and that fiscal equalization should reduegional inequity fully o n
contribute to “equal” regional conditions.

The federal constitution provides some guidelimggrding the way fiscal
equalization should be pursued: L]

* If so, please specify (e.g. expenditure need, aiitgrion, tax capacity):

The federal constitution specifies the body resjiador setting and adjusting fiscal ]
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equalization formula:

* If so, please specify (e.g. whether the body igpethdent,
intergovernmental, etc.):

The body responsible for setting and adjustingafisgualization formula is
established by post-constitutional legislation: O]

« If so, please specify (e.g. whether the body igjpahdent,
intergovernmental, etc.):

In the following box please give any additional coemts on fiscal equalization mechanisms. Partidyjar
please refer to any post-constitutional legislatighich determines the fiscal equalization system.

Comments (if any):

5. Stabilization policies

Most federal constitutions contain an article omslization, either for the country or parts of (itisk
sharing across states). Please fill the followiablé on stabilization and risk sharing dependingvdrich
answer is appropriate. Several answers can bedicke

Please tick if
appropriate

The federal constitution says nothing about stadtilbn policies, either in general pr
for parts of the country: L]

The federal constitution says that the federallle@uld provide for stabilization
either in general or for parts of the country: L]

The federal constitution says that the federalllewgstprovide for stabilization,
either general or for parts of the country: L]

The federal constitution specifies the way fedstabilization policy should be
pursued: L]

* If so, please specify (e.g. rainy day funds, reesrfuom higher levels of
government that protect states from cyclical flatimns of revenue sources
or of expenditure, special financial support, etc.)

Stabilization policy is specified at the post-cdtasional level: n

* If so, please specify (e.g. rainy day funds, resnfrom higher levels of
government that protect states from cyclical flations of revenue sources
or of expenditure, special financial support, etc.)
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In the following box please describe any ad hocharisms used by the federal level in the past & de
with general and idiosyncratic shocks at the statel.

Please insert tex

In the following box please give any additional coemts on stabilization policy and intergovernmental
risk sharing. Particularly, please refer to any pasnstitutional legislation which determines the
intergovernmental risk sharing mechanism.

Comments (if any

6. Intergovernmental grants

The federal constitution may provide for the finahsupport of state activities/policies (other théor
stabilization purposes). We ask this question ideorto gauge the constitutional background of
intergovernmental transfers. In the following taldaly one answer can be ticked.

Please tick if
appropriate
The federal constitution says nothing about feddeslel support (assistance,
granting, etc.) of state level activities/policies: L]
The federal constitution contains separate artidaging that the federal level
“supports” (assists, grants, etc.) or “may supp@rtay assist, may grant, etc.) states’ [

activities:

* If so, please specify how often the constitutionntizas that the federa
level “supports” (assists, grants, etc.) or “mapmut” (may assist, ma
grant, etc.) states’ activities, and — if possiblevhich activities/policies ar
supported:

<

11

In the following box please give any additional coemts on intergovernmental grants. Particularly,
please refer to any post-constitutional legislatiohich determines the intergovernmental grants.

Comments (if any):

7. Numerical fiscal rules

Numerical fiscal rules limit fiscal discretion all government levels. Fiscal rules can be group#d four
types: a) Deficit/budget balance rules, b) Revenues (e.g. a rule limiting tax rates), ¢) Spendimdes
(e.g. a rule limiting spending or spending growttl), Debt/borrowing rules. The below table asks how
each of the four types of fiscal rules is constindlly anchored..
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Please tick if appropriate

Deficit/ . Debt/
Revenue | Expenditure .
budget borrowing
rules rules
balance rules rules
Constitutional background of the ru
The federal constitution does not specify any nuraérules [ [
The federal constitutic specifiesnumericalrules only or the
federal level:
The federal constitution specifies numerical rdtesthe federal
and the state level: ] ] ] ]
The federal constitution specifies numerical rulies the
federal, state and local level (i.e. rules coverthg whole
general government): O O O O
The federal constitutic specifies numericalrules only for the
state level: O Il L] L]
The federal constitution specifies rules only foe tocal leve: [ [ [ [
Pos-constitutional background of the ru
Pos-constitutional legislation specifinumericalrules only for
the federal level: | [ [ |
Post-constitutional legislation specifies numeringks for the
federal and the state level: ] ] ] ]
Post-constitutional legislation specifies numeringks for the
federal, the state and the local level (i.e. rutesering the
whole general government): O O O O
Pos-constitutional legislation specifinumericalrules only for
the state level: ] ] ] ]
Post-constitutional legislation specifies rulesyofdr the local
level: ] ] ] ]
Status of the rules for the state level:
Rules for the state level are imposed by the fédeval: [ [
Rules for the state level are negotiated betweelde of
government: ] ]
Rules for thestate leve are sel-imposed [ [

Status othe loca rules:

231




Rules for the local level are imposed by the feldeszl: [ [ [ [
Rules for the local level are imposed by the d&tel: [ [ [ [
Rules for the local level are negotiated betweevelte of

government: ] ] ] ]
Rules for the local level are self-imposed: [ [ [ [
Corrective and sanctioning actions (state rules):

In the case of failure to meet state rules, statzike

corrective/sanctioning actions: ] ] ] ]
In the case ofailure to meet statrules,the federal lev¢ takes

corrective/sanctioning actions: ] ] ] ]
In the case of failure to meet state rules, anpeddent body

takes corrective/sanctioning actions: | [ [ |
Corrective and sanctioning actions (local rules):

In the case of failure to meet local rules, thealdevel takes

corrective/sanctioning actions: ] ] ] ]
In the case of failure to meet local rules, theestavel takes

corrective/sanctioning actions: ] ] ] ]
In the case of failure to meet local rulthe federal level take

corrective/sanctioning actions: ] ] ] ]
In the case of failure to meet local rules, an patelent bod

takes corrective/sanctioning actions: ] ] ] ]

In the following box please assess in a few seatetie credibility of the numerical fiscal ruleseogting
at the federal, state and local levels. Pleaserréfeany episodes when the numerical fiscal rulesew
explicitly or tacitly violated.

Please insert tex

In the following box please give in a few senteram@g additional comments on numerical fiscal rules.
Please make a distinction between the rules ensthiiim the constitution or post-constitutional leégisn.

Comments (if any):
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8. No-bailout rules

To curb moral hazard at the state level, feders¢dl constitutions may include clauses which prela
federal bailout of states. Please fill the follogiitable on no-bailout rules depending on which arsis
appropriate. Several answers can be ticked.

Please tick if
appropriate
The federal constitution says nothing about fedéeakl helping out states in
distress: L]
The federal constitution says that the federal lléveallowed to bailout states in
distress: ]
The federal constitution says the federal leveltrbagout states in distress: [
» If so, please specify the procedure and consequdrfederal bailout (e.g.
temporary constraint of fiscal sovereignty of theges):
The federal constitution forbids a federal bail¢iu. it provides for an explicit na-
bailout rule): L]
There have been bailouts of states by the fedeval:| [
There were cases of state level defaults (i.e scafsstate bankruptcy): [

In the following box please assess the credibditya no-bailout rule. Please refer to any eventsctvh
explicitly or tacitly led to the violation of a rmailout rule. Also please give any additional comieon
no-bailout rules.

Please insert text:

9. Procedural fiscal rules and budget frameworks

Procedural fiscal rules guide the preparation, ieyplentation and assessment of the federal and state
budgets. Please fill the following table on the qadural fiscal rules governing the federal budget
depending on which answer is appropriate. Sevenalers can be ticked.

Please tick if
appropriate

v

The federal constitution says that the first chambg parliament can initiate
amendments in the approval stage of the federajéiud L]

The federal constitution says that the second clkarob parliament can initiate
amendments in the approval stage of the federajdiud O]

The federal constitution imposes restraints (amemdnnules) on the first and/or ]
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second chamber of parliament in the approval stégfee federal budget:

» If so, please specify those restraints:

The federal constitution gives to one minister ((Hed Government or Treasuty
Minister) strong agenda setting powers, or vetogrosver the spending ministers|in n
the budget preparation:

The federal constitution requires that the fedbradl establishes and complies wijth
a medium-term budgetary framework: L]

The federal constitution requires that the executibthe federal budget is assessed
by an independent supreme audit institution: L]

Please fill the following table on the proceduréchl rules governing the state budget depending on
which answer is appropriate. Several answers catidked.

Please tick if
appropriate
The federal constitution says nothing about federadlvement in the budget processs
at the state level: ]

The federal constitution allows federal involvemanthe budget process at the state
level: L]

The federal constitution forbids federal involverminthe budget process at the state
level (i.e. federal and state levels are autonomioushe management of their n
respective budgets):

The federal constitution requires that states éistaland comply with a medium
term budgetary framework: L]

The federal constitution requires that states doatd their medium-term objectives: [

e If so, how is coordination achieved (e.g. in a edtagive manner, through a
independent body, etc.):

>

The federal constitution requires that states kisesame financial reporting standards
as federal level: ]

The federal constitution stipulates that the feldewmpreme audit institution has a
mandate to audit state budgets: O]

In the following box please give any additional coemts on procedural fiscal rules operating at the
federal and state levels. Please make a distindietween the rules enshrined in the constitutiooh post-
constitutional legislation.
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Comments (if any):

10. State borrowing and debt

Federal constitutions may include instruments i@sing or prohibiting state borrowing and debt
issuance. Please fill the following table on boriogvand debt restraints depending on which ans\wer i
appropriate. Several answers can be ticked. Pleaake sure that your answers are coherent with your
answers to question 7(d) on debt/borrowing rules.

Please tick if
appropriate

The federal constitution places no restrictionstate level borrowing: [

The federal constitution prohibits borrowing byteta

The federal constitution prohibits borrowing abrdgdstates:

The federal constitution requires authorizing stetel borrowing by the federal
level:

The federal constitution allows state level bormgvbut imposes a golden rule:

The federal constitution allows state level bormagvonly from limited (specific)
lender institutions:

The federal constitution allows state level bormgvirom the federal level:

The federal constitution says that the federalllguarantees states’ debt:

The federal constitution allows mutualization Gftes’ debt:

I I I I O I O I

« If so, please specify how mutualization is achiefed. through the issuance
of joint debt, responsibility funds, etc.):

The federal constitution assumes that states czlardebankruptcy:

O

The federal constitution forbids that states cabaukrupt: n

The federal constitution requires the establishméimsolvency frameworks or
other forms of orderly defaults for states: L]

In the following box please give any additional coemts on state borrowing and debt restraints.
Particularly, please refer to any post-constitutibregislation which influences borrowing and debt
strategies at the state level.

Comments (if any):
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11. Independent fiscal and arms-length agencies

Independent fiscal agencies (e.g. fiscal councispvide independent analysis of fiscal policy
developments and issue normative statements amdnmendations on public finance stance. Please fill
the following table on independent fiscal agendepending on which answer is appropriate. Several
answers can be ticked.

Please tick if
appropriate
The federal constitution says nothing about an peddent fiscal agency (Fiscal
council or similar entity): L]
The federal constitution allows to establish anepghdent fiscal agency (fiscal
council or similar entity): L]
The federal constitution requires the establishraadtfunctioning of an independent
fiscal agency (fiscal council or similar entity): L]
« If so, please specify (e.g. composition, role & #digency, etc.):
A federal "fiscal council" has power to assessestdiscal policy: [
A federal "fiscal council” is not allowed to assetates’ fiscal stance: [
State constitutions require the establishment@épendent fiscal agencies (fiscal [
council or similar entity):
« If so, please specify (e.g. composition, role & #dgency, etc.):

In the following box please give any additional coemts on independent fiscal institutions. Partidyla
please refer to any post-constitutional legislatighich set up independent fiscal agencies. Plepseify
whether they have any mandate over the state level.

Comments (if any):

12. Central bank

Although not directly part of the fiscal constituti monetary policy may affect fiscal policy. Heve
would like to assess the role of the central bankreas that may have consequences for fiscal ypolic
Please fill the following table on central bankev&ral answers can be ticked. For federal countirethe
Euro area, please refer to the power of the natid®entral Bank.

Please tick if
appropriate

The federal constitution establishes an indepenckmtal bank: n
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The federal constitution stipulates that the foaluthe central bank is price stability; n

The federal constitution forbids to monetize publiebt: [

The federal constitution precludes the central Hemk purchasing federal and states
bonds/securities in the primary market: L]

The federal constitution precludes central banknfpurchasing federal and states
bonds/securities in the secondary market: L]

In the following box please give any additional coemts regarding the central bank and its possible
influence on the fiscal policy dynamics at the fabland state levels.

Comments (if any):

13. Banking system and financial regulation

Banking regulations might shape fiscal policy ouates in a federal setting. Please fill the followtagle
on banking system regulations depending on whislwvanis appropriate. Several answers can be ticked.

Please tick if
appropriate
The federal constitution says that the bankingesysis primarily the responsibility
of the federal level (in other words the federai®a banking union): L]
The federal constitution precludes states from agrbanks and other financigal
institutions: O]
States can own banks and other financial institstibut there are special federal
constraints on state level borrowing from theséturttons: L]

Please describe mechanisms used by the federdlitetlee past to deal with the banking and finahcia
crises at the state level.

Please insert tex

In the following box please give any additional coamts on the banking and financial regulation, hic
might be relevant for fiscal policy dynamics acrgssernment levels.

Comments (if any
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14. Supreme/constitutional court

Supreme/constitutional courts can be an importal#tygr in interpreting or amending the federal
constitution. Please fill the below table on thpraume/constitutional court. Several answers catidked.

Please tick if
appropriate

Court’s prerogatives:

The federal constitution says that an independeptesne/constitutional court is
responsible for constitutional adjudication: L]

The federal constitution precludes the supremefitatisnal court from adjudicating
on the validity of federal laws: O]

The federal constitution precludes the supremefitatisnal court from adjudicating
on the validity of state laws: L]

Right to initiative:

The federal constitution says that states can ateitia petition to th
supreme/constitutional court: L]

1Y%

The federal constitution says that the first chamiiie parliament can initiate g
petition to the supreme/constitutional court: L]

The federal constitution says that the second ckarob parliament can initiate |a
petition to the supreme/constitutional court: L]

+ Please specify all other bodies who can initiatepetition to the
supreme/constitutional court:

Timing of the constitutional review:

The federal constitution says that constitutioeaiew can occur only before the Igw
is promulgateddx-anteconstitutional review): L]

The federal constitution says that constitutioeaiew can occur only after the law|is
promulgated €x-postconstitutional review): L]

The federal constitution says that constitutioeaiew can occur before and after the
law is promulgated: L]

Conclusiveness of the judicial decisions:

The federal constitution stipulates that an undtuiginal legislation is automatically
void: L]

The federal constitution stipulates that an undtuiginal legislation needs to he
revised and amended by the parliament: L]
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The federal constitution stipulates that the fatstmber of parliament can invalidate
the decision of the supreme/constitutional court: L]

The federal constitution stipulates that the secchdmber of parliament can
invalidate the decision of the supreme/constitiiaourt: L]

Judicial appointments:

The federal constitution says that states partieiga appointing judges to the

supreme/constitutional court: O]
The federal constitution says that the first chamtiie parliament participates in
appointing judges to the supreme/constitutionaltcou O]
The federal constitution says that the second clarabparliament participates n
appointing judges to the supreme/constitutionaltcou L]

¢ Please specify all other bodies involved in appogtjudges to the
supreme/constitutional court:

In the following box please give any additional coemts on the supreme/constitutional court setting,
which might be relevant in shaping intergovernmergtations.

Comments (if any’

15. Political institutions: bicameralism

Legislative bicameralism is considered integral federalism and part of intergovernmental power
arrangements. Please fill the following table ondmeralism. Several answers can be ticked.

Please tick if
appropriate

Regional representation in the second chamber digmaent:

The federal constitution stipulates that the secohdmber of parliament is the
representation of the states: L]

The federal constitution stipulates that eactedtas the same number of seats in|the
second chamber: L]

The federal constitution assumes that the regioaptesentation in the second

chamber of parliament is partially proportionattie population in each state: L]
The federal constitution determines that membersthi® second chamber of

parliament are chosen in direct elections: O]
The federal constitutic determines that members to tlsecond chamber o Ll
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parliament are chosen by state legislatures/exesaiti

Regional interests in the second chamber of pagiam

Members of the second chamber of parliament follamd comply with the
instructions of state legislatures/executives: L]

Party discipline in the second chamber of parlianoserrides state representation 1

Institutional strength of the second chamber vigsathe first chamber:

The federal constitution says that the second ckandi parliament has full
legislative power (equivalent to the first chamioérparliament), and hence hag a n
veto power over all legislation:

The federal constitution says that the second ckamiparliament has a veto power
only over federal legislation that impacts statele O]

Coordination mechanisms between the chambers:

There are some coordination mechanisms (e.gnaeette system) that resolv
intercameral differences: L]

4%

» If so, please specify:

In the following box please give any additional coemts on bicameral legislature.

Comments (if any):

16. Political institutions: direct democracy

Some federal constitutions provide rules for dirparticipation of citizens in the legislative prese
Please fill the following table on direct democradgpending on which answer is appropriate. Both
answers can be ticked.

Please tick if
appropriate

The federal constitution allows to launch a natioeéerendum on any law voted by
the parliament: L]

The federal constitution allows to launch referenda on theamal budget (federal
fiscal referendum): L]

State constitutions allow to launch referenda on thetestaudget (state fisca
referendum): L]
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« If yes, please specify:

In the following box please give any additional coemts on direct democracy mechanisms, which might
be relevant in shaping intergovernmental relatiansl/or fiscal policy at the federal and state level

Comments (if any):

17. Political institutions: qualified majorities in fis cal decisions

This section asks about any qualified majorities fiscal decisions at the federal level. Please tfie
following table on qualified majority voting depeéngl on which answer is appropriate.

Please tick if
appropriate

The federal constitution requires a qualified migjorvoting in case of federal
fiscal/financial/budgetary laws: L]

« If so, please specify:

In the following box please give any additional ceemts on qualified majority voting in case of some
fiscal/financial/budgetary laws. Particularly, plea refer to any post-constitutional legislation @i
obliged qualified majorities for fiscal decisions.

Comments (if any):

18. Political institutions: constitutional amendments

Each constitution contains rules on how to ameasdlfit Please fill the following table on constitutal
amendment depending on which answer is appropré&deeral answers can be ticked.

Please tick if
appropriate

Rights to propose a constitutional amendment:

The federal constitution stipulates that both chamlt{first and second) have equal
rights in proposing a constitutional amendment: L]

The federal constitution says that the first chandigparliament has more rights |in
proposing a constitutional amendment than the secbamber: L]

The federal constitutiorays that the second chamber of parliament has ngirs
in proposing a constitutional amendment than ttst ¢éhamber: L]
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The federal constitution says that the citizens asi for constitutional amendment
(popular initiative): L]

Qualified majorities and referenda to approve ciénsibnal amendments:

The federal constitution requires a qualified migjoiin the first chamber of
parliament to approve constitutional amendment: L]

* If so, please specify required qualified majority:

The federal constitution requires a qualified migjoin the second chamber of
parliament to approve constitutional amendment: O]

« If so, please specify required qualified majority:

The federal constitution requires popular referendto approve constitutional
amendment: L]

The federal constitution requiré®uble majority(of peopleand states) in a popula
referendum to approve constitutional amendment: L]

=

Unamendable sections of the federal constitution:

Certain parts of the federal constitution are edetlfrom amendment: [

« If so, please specify which parts:

In the following box please give any additional coemts on the constitutional amendment process.

Comments (if any):
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Part 2: Historical evolution of and amendments ofte fiscal constitution

This part of the questionnaire aims at trackingtis¢ory of the federal fiscal constitutions. Téstend, we
ask you to list and very briefly describe all chesfgeforms/amendments of the fiscal constituticat th
occurred since the establishment of the federatidederal constitution.

In tracking the evolution of the fiscal constitutiplease refer to all changes/reforms/amendmerniisein
building blocks (18 elements), which are enumerateBart 1 of this questionnaire. Please be awaat t
some changes/reforms/amendments could also ocdbe giost-constitutional level (as opposed to pure
constitutional change), for instance through theigden of the constitutional court or the enactment
special fiscal legislation. Please use as many iovise table as needed and please do not feehirgsd

by the current number of rows. Each row should espond to a single constitutional
change/reform/amendment. Please start listingefeems in a chronological order (from the neweghi
oldest; the latter should be the founding datdefdonstitution).

Year of
consUéuSttlf)naI/ Type of change Please describe in a few words the change and, ibgsible,
host (building block) explain why it occurred
constitutional
change

Part 3: Qualitative assessment of the fiscal consiition

This third part of the questionnaire asks you tovdea qualitative assessment of the state antiggn of
the federal fiscal constitution. The purpose of @ssessment is twofoléirst, to get an impression of the
main thrust of the fiscal constitution and the whag different building blocks work togetheéecond to
get an impression of the long-term and main trevidbe fiscal constitution, by illustrating, e.g.secular
trend towards fiscal centralization or decentraiarg stricter fiscal rules; stronger interfererafefederal
level in state budget processes; stronger coristitaltanchoring of interregional redistributionssepower
of the second chamber; a “centralist” drift of twmstitutional court, etc.

The report should be succinct and if possible cdugtiveen 2000 and 4000 words, but may be longer if
you wish to provide more information. Your repdibsld be in a separate document.

Optional question: In light of the evolution of tfiscal constitution in your country, you may déser
what potential lessons the European Union shoulkek tanto account when developing its own fiscal
constitution.

END OF THE QUESTIONNAIRE
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Appendix 5.4. Coding for institutional indicators

Weight | Coding
1. Autonomy
A higher value of the indicator represents largeiage fiscal autonomy
1.1.Tax autonomy
For each tax category:
The federal constitution says that only the stavellcan levy a tax & 1
The federal constitution says that the statellsvallowed to levy a tax 0.66
The federal constitution says nothing about theedavel levying a tax 0.33
The federal constitution says that the state leaahot levy a tax 0
The federal constitution says that only the fatlievel can levy a tax & 0
The federal constitution says that the fedenellis allowed to levy a tax 0.33
The federal constitution says nothing about therf@devel levying a tax 0.66
The federal constitution says that the federalllesanot levy a tax 1
Tax categories are weighted by the averagesxafevenue shares across OECD countries to refleqt
importance of certain taxes.
Tax autonomy indicator is further increased b@50if the constitution provides for the principé +0.05
subsidiarity and by another 0.05 if the statesesaual lawmakers.
1.2.Spending autonomy
For each policy area:
The federal constitution says that only the stetellcan legislate/spend in a given policy area & 1
The federal constitution says that the statellsvallowed to legislate/spend in a given pobecga 0.66
The federal constitution says nothing about theed&vel to legislate/spend in a given policy area 0.33
The federal constitution says that the state leaahot legislate/spend in a given policy area 0
The federal constitution says that only the fablievel can legislate/spend in a given policyaare & 0
The federal constitution says that the fedenellis allowed to legislate/spend in a given poécea 0.33
The federal constitution says nothing about therfadevel to legislate/spend in a given policyaare 0.66
The federal constitution says that the federalllesanot legislate/spend in a given policy area 1
Policy areas are weighted by the averages oéredifure shares in given policy areas across OECD
countries to reflect the importance of certain @ohreas.
Spending autonomy indicator is increased by 0fQbe constitution provides for the principle of +0.05
subsidiarity and by another 0.05 if the statesesaual lawmakers.
1.3.Borrowing autonomy
1

The federal constitution places no restrictionsstate level borrowing
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The federal constitution prohibits borrowinggigtes 0
For each positive answer subtract 0.2 from 1:
The federal constitution prohibits borrowing @émi -0.2
The federal constitution requires authorizirggest’ borrowing by federal level -0.2
The federal constitution allows state level baing but imposes a golden rule -0.2
The federal constitution imposes numerical qamsts on states’ debt and/or borrowing -0.2
The federal constitution imposes constraintbamowing from state-owned banks -0.2
1.4.Budgeting autonomy
The federal constitution forbids federal involvernienthe budget process at the state level Ve 1
The federal constitution allows federal involvemienthe budget process at the state level 0
For each positive answer subtract 0.16 from 1:
The federal constitution requires that statésbdish and comply with mid-term budgetary framekvor| ¥2 -0.16
The federal constitution requires that statesaioate their mid-term budgetary objectives -0.16
The federal constitution requires that statesths same financial reporting standards as fetsrel -0.16
The federal constitution stipulates that theefatlaudit institution has a mandate to audit dtatigets -0.16
The federal level imposes numerical fiscal raestate level -0.16
-0.16

In the case of failure to meet state/local rulederal level takes corrective/sanctioning action

2. Responsibility

A higher value of the indicator represents largeiate responsibility for their fiscal actions

2.1.Institutional anchoring and extent of fiscal equalation
Institutional anchoring of fiscal equalization

For each positive answer subtract 0.5 from 1:

The constitution provides guidelines regardingway fiscal equalization should be pursued 173 -0.5
The constitution specifies the body responditniesetting and adjusting fiscal equalization fatae -0.5
No fiscal equalization 13 1
Fiscal equalization embedded in the secondaiglition 05
Fiscal equalization embedded in the federal titoti®n/organic law 0
Extent of fiscal equalization
No fiscal equalization/weak equalization: fiseglialization should reduce regional inequality 173 1
Moderate equalization: fiscal equalization sdaelduce regional inequity considerably 05
Strong equalization: fiscal equalization shawduce regional inequity fully 0
2.2.Institutional anchoring and extent of tax sharing

Institutional anchoring of tax sharing
For each positive answer subtract 0.5 from 1:

1/3 -0.5
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The federal constitution provides some guidslifte tax sharing formulae -0.5
The federal constitution specifies the body oesjble for setting and adjusting tax sharing fdaeu
1/3 1
No tax sharing 0.5
Tax sharing embedded in the secondary legislatio 0
Tax sharing embedded in the federal constit{giganic law
Extent of tax sharing 1/3 1
No tax is shared/weak tax sharing: Up to 5%eafegal government revenue 0.5
Moderate tax sharing: up to 10% of general govent revenue 0
Strong tax sharing: more than 10% of generaégawent revenue
2.3.Institutional anchoring of stabilization policy
No stabilization 172 1
Stabilization embedded in secondary legislation 05
Stabilization embedded in the federal consbnitirganic law 0
The federal constitution says that the fedenall must provide for stabilization 1/2 0
The federal constitution says that the fedenell should provide for stabilization 05
The federal constitution does not require, rgitdlow stabilization 1
2.4 Intensity of intergovernmental grants
No grants system Ve 1
Grants system embedded in the secondary legislat 0.5
Grants system embedded in the federal constitlatiganic law 0
Intensity of grants
No grants/weak grants system: Up to 5% of gémgneernment revenue 172 1
Moderate grants system: up to 10% of generatigowent revenue 05
Strong grants system: more than 10% of genergrgment revenue 0
2.5.Bailout exposure
The federal constitution forbids a federal batilo 13 1
The federal constitution says nothing about fiaidevel helping out states in distress 05
The federal constitution says that the fedenellis allowed to bailout or must bailout stateslistress 0
There were no cases of bailout by the fedewal le 1/3 1
There were cases where states or local govertsmaane bailed-out by the federal level 0
The federal constitution does not require thatfederal level guarantees debt of the state level 173 1
0

The federal constitution requires that the fatlimvel guarantees debt of the state level
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2.6.Bankruptcy exposure

The federal constitution assumes that stateslealare bankruptcy 173 1

The federal constitution forbids that states gatankrupt 0

There are insolvency frameworks or other forfnsrderly defaults for the states 173 1

There are no insolvency frameworks and othensoof orderly defaults for the states 0

There were cases of state level bankruptcy 1/3 1

There were no cases of state bankruptcy 0

2.7.Numerical fiscal rules responsibility

For each numerical fiscal rule:

Rules for the state/local level are self-imposeth case of local rules imposed by state level 1

Rules for the state/local level are negotiatedveen levels of government 05
0

Rules for the state/local level are imposedhgyfederal level

3. Co-determination

Higher value of indicator represents larger statggarticipation in federal

decision-making

3.1.Co-determination through the second chamber
The constitution says that the second chambefulidegislative power and full veto power
The constitution says that the second chambeah&to power over federal laws that impact states

The constitution does not mention any veto paviehe second chamber

The constitution says that members to the sechathber are chosen by state legislature/executive
The constitution says that member to the secbiathber are chosen in universal elections
The constitution says that the members of the sbechamber are appointed by non-regional bodieg

The constitution does not assume state represemiatihe second chamber

Members of the second chamber of parliamendiothe instructions of the state legislature/exeeut
Members of the second chamber might follow thges interests/instructions

Member of the second chamber do not follow tiséructions of state legislature/executive

The constitution stipulates that each statel@same number of seats in the second chamber
The constitution stipulates that the regionpresentation is partially proportional

The constitution stipulates no regional represt@n/party representation

There are some coordination mechanisms for regpivitercameral differences and disputes

There are no coordination mechanisms

1/5

1/5

1/5

1/5

1/5

0.5

0.66
0.33

0.5

0.5

3.2.Co-determination through the constitutional court
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For each positive answer add 0.33: +0.33
The constitution says that the second chambeiatesstippoint the judges to the constitutional court +0.33
The constitution says that the states can iaiti@e petition to the court against the fedenal la +0.33
| The constitution says that the second chambemiate the petition to the court against theeial
aw

3.3.Co-determination through the constitutional amendmte
For each positive answer add 0.25:
The constitution says that the second chamber alan@ropose constitutional amendment +0.25
The constitution says that the states can propms&titutional amendment +0.25
The constitution says that the second chambegsn approve constitutional amendment +0.25
The constitution says that the states needpooap constitutional amendment +0.25

3.4.Co-determination through the executive meetings
Routine meetings between federal level and stai# \eith authority to reach legally binding decisso 1
Routine meetings between federal level and statd \@thout legally binding authority 05
No routine meetings between federal level and $¢atd to negotiate policy 0

3.5.Co-determination through the intergovernmental trafers
No fiscal equalization 1/4 0
Fiscal equalization embedded in the secondaiglition 05
Fiscal equalization embedded in the federal titoti®n/organic law 1
No tax sharing 1/4 0
Tax sharing embedded in the secondary legisiatio 05
Tax sharing embedded in the federal constit{giganic law 1
No stabilization 1/4 0
Stabilization embedded in the secondary legisiat 05
Stabilization embedded in the federal consbitrganic law 1
No grants system 1/4 0
Grants system embedded in secondary legislation 05
Grants system embedded in federal constitutigaftc law 1

4. Strength of fiscal institutions
A higher value of the indicator represents strongiscal institutions

4.1.Strength of numerical fiscal rules
For each numerical fiscal rule:
Rules are enshrined in the federal constitutioarganic law Ya 1
Rules are enshrined in the statutory laws 05

0

No rules or they function as political agreemsent
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Rules cover the general government (e.g. ceatrdlistate level) Ya 1
Rules cover only the central, state or localegoment 0.5
No rules or they are not applied to generaltreéor sub-central governments 0
Rules are imposed by the federal level Ya 1
Rules are negotiated among levels of government 0.5
Rules are self-imposed by the state level 0
In the case of violation, the higher level gawaent takes corrective actions Ya 1
In the case of violation, an independent bothgsacorrective actions 0.5
Rules are self-enforced 0
4.2.Strength of procedural fiscal rules
The federal constitution gives to one ministenrsy agenda setting power or veto power over H@rss 1/7 1
The federal constitution does not prescribespgcial budgeting powers to one minister 0
The constitution imposes restraints on the éirstecond chamber in the approval stage of thgetud 1/7 1
The federal constitution imposes no restraintfirst and/or second chamber 0
The federal constitution requires that the fatiiavel establishes and complies with MTBF 17 1
The federal constitution does not require tatdsgth MTBF 0
The federal constitution requires that the etieawf the federal budget is assessed by auditutisn 17 1
The federal constitution does not mention anyget assessment by supreme audit institution 0
The federal constitution requires that statesaioate their mid-term budgetary objectives 1/7
The federal constitution does not require tketies coordinate their mid-term budgetary objestive 0
The federal constitution requires that statesthe same financial reporting standards as fetrel 1/7
The federal constitution does not require stitesse same financial reporting standards as déterel 0
The federal constitution stipulates that theefatlaudit institution has a mandate to audit dtatigets
Federal constitution does not stipulate fedeualit institution to have mandate to audit statdgets | 1/7 1
0
4.3.Strength of the fiscal council
The federal constitution requires the estableshinand functioning of an independent fiscal caunci 173 1
The secondary law requires the establishmenfwaralioning of an independent fiscal council 05
No fiscal council 0

Fiscal council assesses federal and state fnanc
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Fiscal council assesses only federal or statanfie 1/3 1
No council/or it is not responsible for assegstance of public finance 0.5
0
Fiscal council is fully independent
Fiscal council is partially independent 1/3 1
Fiscal council is not independent 0.5
0
5. Stability of the fiscal constitution
Higher value of the indicator represents a more Bla fiscal constitution
5.1.Degree of constitutional review
The federal constitution does not preclude amslfrom adjudicating on their validity 1/4 1
The federal constitution precludes adjudicatinghe validity of some federal or state laws 0
The federal constitution defines a broad righittiate petition (4 or more bodies can initigtgtition) 1/4 1
The federal constitution defines a moderatet tiglnitiate petition (2-3 bodies can initiate ifieh) 05
The federal constitution defines a single badinitiate a petition (only one body can initiatetifion) 0
The federal constitution says that constitutioagiew can be performed ax ante and ex post 1/4
The federal constitution says that constitutioasiew can be performed only ex post/ or not gt 0
The constitution stipulates that unconstitutidegislation is automatically void 1/4 1
The constitution stipulates that unconstitutidegislation need to be revised and amended 0.5
The constitution does not specify what happeitis unconstitutional legislation 0
5.2.Bicameral veto
The constitution says that the second chamkmfulidegislative power (full veto power) 1/2 1
The constitution says that the second chambeah&to power over federal laws that impact states 0.5
The constitution does not mention any veto pavieéhe second chamber 0
The constitution stipulates that each statet@same number of seats in the second chamber 1/2 1
The constitution stipulates that the regionatesentation is partially proportional 05
The constitution stipulates no regional repré&s@n/party representation 0
5.3.Scope of direct democracy
The constitution allows to launch a nationaérehdum on laws voted by the parliament 1/2 1
The constitution does not allow to launch refieigeon national laws 0
The constitution does not provide for a righpbpular initiative 1/2 1
0

The constitution provides for the ability ofizéns to propose legislative initiatives

5.4.Rigidity of constitutional amendment
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The constitution defines weak right to proposeadment (only one body can initiate amendment)
The constitution defines moderate right to psgpamendment (2-3 bodies can initiate amendment),

The constitution defines broad right to propaseendment (4 or more bodies can initiate amendme|

The constitution requires a qualified majoritytine first and second chamber to approve amendme
The constitution requires a qualified majoritytie first or second chamber to approve amendment
No qualified majority

p stands for the required majority

The constitution requires double majority (obpke and states) to approve amendment

The constitution requires that a popular reféuen approves the amendment

No national referendum or states approval regdes

The constitution requires that states approgeathendment

There are parts in the constitution which arersendable

No inalienable provisions in the federal cormsiin

1/5

nt)

ntL/5

1/5

1/5

1/5

0.5

1*p
0.5%p

0.5
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Appendix 5.5. Cluster analysis: description and futher results

Cluster analysis provides a hierarchical and agghative (bottom-up) classification of individual
elements (Hair et al., 2010). A clustering algaritbegins with each country as a separate cluster
and successively groups countries into larger efastvaried agglomerative methods can be used
to create clusters, of which four were used in #tisdy: 1) Ward’'s method which aims at
minimizing the within-cluster variance; 2) averdge«@ge clustering, which determines the
closest two groups by the average (dis)similargyeen the observations of the two groups; 3)
single-linkage (nearest-neighbor) clustering defitree similarity between clusters as the shortest
distance from any object in one cluster to any cibije the other; 4) complete-linkage (farthest-
neighbor) clustering is comparable to the singi&dge algorithm, except that cluster similarity is
based on maximum distance between observationgadh eluster (Moutinho and Hutcheson,
2011, pp. 43-44). Also different similarity measuan be applied. In this chapter two similarity
measures are used, i.e. the Euclidean distancesoaredation measures. Distance measures focus
on the magnitude of the values and portray as aintile objects that are close together, even if
they have different patterns across the variabiestead, correlation measures focus on the
patterns across the variables and do not condidenagnitude of the differences between objects

(Hair et al., 2010). In general, the various methapplied deliver similar results (see figure 5.20)

Dendrograms — a tree diagram — are the graphipa¢sentation of clustering (Hair et al., 2010).
Dendograms show successive clusters and providéosiseof information resulting from each
aggregation. The robustness of the clusters carutiber assessed with the approximately
unbiased (AU) p-values calculated uspglustpackage in R software (Suzuki and Shimodaira,
2004).
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Figure 5.20. Similarities and differences acrossdcal constitutions: dendrograms based on

various cluster analysis methods (single and compéelinkages), all five building blocks
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Note The clustering height is a measure of dissintjfarThe higher is the value the more heterogenewesunits
grouped in a given cluster. The approximately usdxia(AU) p-values computed by multiscale bootstesgampling
are printed in red and bootstrap probabilities (BF) printed in green. AU p-values are more aceutsn BP value
as unbiased p-values (Suzuki and Shimodaira, 2@63ters for which AU values exceed 90 are strypsgpported
by data indicating stable clusters. A default nurmddereplication applied in the cluster analysi4€@90.
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As an additional robustness check the cluster aisalg figure 5.13 is replicated by using only
four building blocks, i.e. dropping the stabilitwilding block. The analysis delivers largely
similar results (figure 5.21). In addition, resutisnfirm that Argentina, Australia and Mexico
indeed form a separate cluster or group of “quaskdtralized” federations which tend to

combine institutional arrangements from decentealiand co-operative federalism.

Figure 5.21. Similarities and differences acrossdcal constitutions: dendrograms based on
various cluster analysis methods (Ward'’s, averagesingle- and complete-linkage methods),
four building blocks (without stability)
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Appendix 5.6. Factor analysis: description and further results

Factor analysis and principle component analysiA)Pcan be used to identify which building
blocks of the fiscal constitutions differentiate shthe federations and to assess empirically how
various building blocks are combined across coestriFactor analysis has some advantage over
PCA since it gives clear interpretation of factooshponents (OECD, 2008). In order to interpret
the factors, the first selection procedure is fold by a rotation procedure of the factors that are
considered relevant (Abdi, 2004). A clear intergtien of factors is possible since the rotation of
axes simplifies the factor structure. Varimax notats the most commonly used rotation method
(Abdi, 2004). A simple solution that Varimax offassthat each factor consists of a small number
of large loadings and a large number of small logsli (Abdi, 2004). This facilitates the
interpretation because each original variable tewdbe correlated with only one (or a small

number) of factors, thereby each factor standsrity a small number of variables (Abdi, 2004).
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Table 5.3 shows the details of the factor analgarsied out for the five building blocks, showing
that results are largely driven by two factors, ehmthe first factor covering autonomy,

responsibility, co-determination and budget framespand the second factor covering stability.

Table 5.3. Communalities between the building blockof fiscal constitution: results of factor

analysis

Factor 1 Factor 2 Factor 3 Factor 4 Factor 5
Eigenvalue 3.27 0.97 0.60 0.12 0.05
Share of the variance explained
(%) 65.5 19.4 11.9 2.3 0.9
Cumulative share of the variance
explained (%) 65.5 84.9 96.8 99.1 100
Correlation with building blocks
Autonomy 0.97 -0.02 0.18 -0.03 0.17
Responsibility 0.95 0.02 -0.13 0.28 -0.04
Co-determination -0.79 0.21 0.56 0.16 0.03
Budget frameworks -0.8t 0.14 -0.48 0.10 0.11
Stability 0.30 0.95 -0.05 -0.06 -0.02
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Appendix 5.7. Evolution of fiscal constitutions inindividual countries
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Brazil 1988-2013
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Appendix 5.8. Evolution of fiscal constitution’s cherence in individual countries

Coherence measures how well the building blocKsso#l constitutions “fit together”. Coherence
can evolves over timeé.e. the building blocks of a fiscal constitution caecome better or less-
well aligned within any type of federation. Givehat the most salient reforms to fiscal
constitutions took place in the last 30 years,ftioeis is on the trends during that period. The two

following graphs show the evolution of fiscal cangtons’ coherence by country.

In most federations, coherence or alignment haseased (figures 5.22 for decentralized and
figure 5.23 for integrated federal systems). Ohly incoherence of the US fiscal constitution has
remained persistently low for 30 years, while thegehtinian constitution remained highly

incoherent over the same period. Some 30 years@ge collaborative federations were not only
more decentralized but also more incoherent. Bettdrerence in countries such as Spain,
Germany, Brazil, Italy and Austria followed tight®udget rules and frameworks, often in

reaction to low responsibility at the state levieéderations whose fiscal constitutions were
decentralized from the outset appear more stabteegsmaintain similar coherence levels over

time.

Figure 5.22. The evolution of coherence in decentized federal systems
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CHAPTER 6

CONCLUSIONS AND OUTLOOK

The overarching question posed by this dissertatias: ‘why is the public debt growing, and
why are the fiscal crises repetitive and so wideagf? Four narrow questions contribute to the
answer and shed some light on the overarching iguesthey were selected after identifying the
gaps and loopholes in the modern literature onafisonstitutions. Those questions were as

follows:

* Question 1: What is a genuine causal relationbkiwveen the electoral systems and
fiscal outcomes? How do electoral systems influevesical fiscal imbalance, i.e.
mismatch between local spending and revenue? Addily, is there any relation

between the electoral regimes and the composifipulolic spending?

* Question 2: Does history matter for fiscal outcefhéviore precisely, can distant

historical events influence vertical fiscal imbaiann a causal way?

* Question 3: How do judges adjudicate in fiscalesagases which have budgetary
implications) as opposed to other cases? Is theigug able to shape fiscal outcomes,

such as for instance fiscal deficit, in any systeenaay?

* Question 4: How do the building blocks of fiscalnstitutions interact? Does the
manner in which the building blocks are combinefluence the growth of public
expenditure and public debt as well as the likathof fiscal crises? Also, what are

the driving forces behind the reforms of fiscal stitations?

The concluding chapter comprises two parts. Firstymmarizes particular results of the content
chapters 2-5, which tackle the abovementioned mafuestions. The second part provides an
outlook and depicts potential avenues for futuseaech on fiscal constitutions.
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Summary of the results

Besides the introductory chapter (chapter 1), dissertation consists of four stand-alone content
chapters and original contributions, which are @ncerned with fiscal constitutions. The
introductory chapter was instrumental in settinge thtage for the discussion on fiscal
constitutions. It clarified the meaning of the tetfiscal constitution” and identified gaps in the
research covering fiscal constitutions. The origauatributions are organized within four content

chapters, which are as follows.

Chapter 2 examined electoral systems and their émpa selected fiscal variables, such as
vertical fiscal imbalance (mismatch between logadrgling and revenue) and the allocation of
public spending. The political economy literatuteedrizes various channels through which
electoral systems might determine fiscal outconkgmpirical evidence supporting or rejecting

theoretical arguments is not abundant and notceiffily robust, however. It is widely recognized

that the existing empirical literature linking efe@l systems and fiscal outcomes does not
identify the causal relationship. Reasons for #nes omitted variable bias, infrequent institutional
changes and small samples. Chapter 2 attemptedveoccame these problems. A quasi-

experimental empirical setting was employed andvideml evidence that electoral systems
influence selected fiscal outcomes. The empiricesgigh employed in chapter 2 rested on a
discontinuity in the application of electoral ruiesPolish municipalities in the period 2002-2012.

The results presented confirmed existing theoretigguments only to some extent. As compared
to the majoritarian regimes, proportional electosgistems tend to promote broad public
expenditure and undermine narrow public spendingwéyer, these effects seem to be much
weaker as compared to previous findings in thessomaintry studies. Additionally, proportional

systems lead to a larger vertical fiscal imbalane®jch is measured as a share of local
expenditure covered through intergovernmental femasand borrowings. The average treatment
effects of electoral rules on fiscal imbalance ao¢ only statistically significant but also non-

negligible from the economic point of view and rebto numerous alternative specifications and
falsification tests. This result is important besaugreater VFI leads to greater general

government deficits and, consequently, to greaiblip debt.
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Chapter 3 subscribed to the literature streamlthatattempted to answer the question regarding
whether history matters. However, in chapter 3 aengpecific question was posed concerning
whether history matters for fiscal outcomes. In¢batext of the Polish municipalities the answer
was positive. To confirm it, this chapter exploitedatural experiment, which was provided by
Poland’s partition. After Poland lost its indepence in 1795, its territory was divided between
three empires (Prussia, Russia, and Austria-Hupgags governed by foreign institutions, and
was influenced by the culture and norms of thesmtries for more than 120 years. By means of
spatial regression discontinuity, chapter 3 showed municipalities from the former Prussian
empire have imposed contemporarily higher propttyrates as compared to municipalities that
were exposed to the Russian ruling. Higher propexyrates lead to greater own revenue and
higher fiscal autonomy in the Prussian part of RélaConsequently, the municipalities belonging
to the former Prussian partition cast smaller gattfiscal imbalance than the municipalities from
the former Russian part. Given the link between ®R#l general government deficits and debt,

these results can shed some light on the overaychiastion: tvhy is the public debt growif2y

Chapter 4 analyzed overall judicial behavior anatasted it with the judicial behavior in
adjudicating fiscal cases. Different theories haeen developed, mainly in the context of the
United States, to explain judicial decision-makitgthis respect, there is an important ongoing
debate over whether judges are guided by the labyqgversonal ideology. The analysis of the
decision-making in the Polish Constitutional Triburseems to support the existence of some
party alignment. That is to say that judicial babais influenced by the ideology, either because
judges’ preferences coincide with the interestsao$pecific party or because the judges are
incentivized to show their loyalty to the nominagtiparty. Party alignment exists but subject to
institutional constraints. The results from chapteare in line with previous findings for other
Kelsenian constitutional courts in Europe. Interggy, although to lesser extent, the ideological
vote is also cast in fiscal cases. The identiffesfifutional constraints limit the ideological vate
fiscal cases but are not able to entirely elimintat€he fact that ideological bias is also presant
fiscal cases — despite considerable institutioesiraints — might have important implications for
public finance. Given that the majority of judgesthe adjudicating benches are occasionally
politically aligned with the petitioners (oppositigparties), it might be more difficult for the
governing party to pursue major reforms of pubin@hce, such as fiscal consolidation and public
debt reduction. For instance, in times of econadistress the necessary fiscal adjustments might
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be severely delayed or entirely damped by the TahuJnder these circumstances, the Tribunal
can be perceived as a veto player biasing polieyatds a status quo and hampering fiscal

adjustments.

Chapter 5 provided an empirical assessment of &descal constitutions and the interaction
between constitutional arrangements. It demonstrttat federal fiscal constitutions around the
world have differed in the degree of constitutibpabuaranteed decentralization. More
specifically, two types of fiscal constitutions die distinguished: decentralized and integrated.
Decentralized federations are those federationsev$tates (sub-central units) enjoy high tax and
spending autonomy; face high responsibility forithewn fiscal policy, have little co-
determination power at federal level; and havergaeernmental budget rules and frameworks
that are relatively weak. The opposite is the dasentegrated federations. A cluster analysis
suggested that the United States, Canada, Switzerkustralia, Argentina and Mexico feature
decentralized fiscal constitutions, while Austigelgium, Brazil, Germany, India, Italy, Russia,
South Africa and Spain feature integrated fiscalstitutions. An important contribution of this
chapter was to show that fiscal constitutions haaged in terms of coherence (or alignment) of
institutional arrangements. Coherent (aligned)adiisconstitutions combine arrangements in a
balanced manner or in a way that arrangementsvéit’ together. For instance, an aligned fiscal
constitution provides similar degrees of autonongy Various budget items (taxation and
spending); or the fiscal constitution aligns a @ertlevel of autonomy with a similar level of
responsibility. Incoherent fiscal constitutions done arrangements in an unbalanced manner, for
instance by combining low tax autonomy with higlesging autonomy or low responsibility for
fiscal policy with high autonomy. Some preliminaayidence was also shown to demonstrate that
the degree of decentralization of fiscal consitusi has been marginally associated with
economic and fiscal outcomes. On the contrary,as whown that alignment (or coherence) of
fiscal constitutions has been associated with anéso Over the period 1980-2010, less coherent
fiscal constitutions were correlated with highebdand spending growth, and more economic
and sovereign debt crises. These results add nsighis to the debate orwhy is the debt
growing and why are fiscal crises repetitiVe@doreover, it was tentatively demonstrated that
federations with less coherent fiscal constitutibpad somewhat lower GDP growth between 1980
and 2010. In addition, chapter 5 has examined #huses and the driving-forces of reforms and

amendments of fiscal constitutions since their ptioe. It was found that reforms of fiscal
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constitutions usually follow events like economindafiscal crises, the establishment or fall of
authoritarian regimes or separatist threats. Fuortbee, it was shown that while budget
frameworks were strengthened over the last 100sy¢lae autonomy and responsibility of states

declined. Furthermore, the coherence of fiscal wii®ns increased over the last three decades.

It should be noted that all chapters included s@miminary policy implications. They were

derived in the EU context or in the context of Pdla

Avenues for future research

The avenues for future research on fiscal congitatare organized within two blocks. The first
block relates to the issues and topics that werehted upon in this dissertation. The second block
poses new research questions, which are howevatedeto the overarching question of this
dissertation, i.e. Why is public debt growing, and why are fiscal essrepetitive and so

widespread?

Contrary to other subfields of law and economicghsas for instance behavioral and labor law
and economics, the empirical investigation on fiscastitutions rarely relies on the design-based
research, which allow the inferring of a genuinesadity between institutions and fiscal outcomes
(see section 1.4). A search for credible naturaguarsi-experimental settings should therefore be a
fruitful way forward. The likelihood of finding natal or quasi-experimental settings increases if
one studies lower tiers of governments, such asnistance municipalities and districts. This,
however, should not be considered a drawback, buhe contrary an advantage as it explicitly
requires the delving into the intergovernmentalctire and the interactions between the tiers of
government. The research on the intergovernmepttihgs might fuel and inform institutional
discussions in emerging “federations”, either imdlial countries that are on a secular path
towards decentralisation, or supranational entisiesh as the EU that are about to build their

fiscal intergovernmental framework.

This section also calls for more encompassing argabf institutions which, at first glance, do not

seem to influence public finance, such as the jadic Yet even more importantly, it calls for
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more systematic analysis of interactions betweenbihilding blocks of fiscal constitutions. As
chapter 5 showed, there might be some key complemiges and synergies between the building
blocks that influence fiscal outcomes both negatieed positively. An important contribution in
this respect is the paper by Ardanaz and Scarig@€ih4). The authors show that the effect of the
form of government (presidential or parliamentarian public expenditure is conditional to the
specific procedural fiscal rules. More specificallijey demonstrate that the negative effect of
presidentialism on the size of the government (dpgnto-GDP) disappears when the executive’s

discretion over the budget process is high.

Likewise, more research is needed on the dynamitistorical context of fiscal constitutions.
First of all, it is vital to investigate more systatically how distant historical events set fiscal
constitutions on different trajectories, which nowmaterialize in varied fiscal outcomes even
within the same country. A related issue entaisneixing the origins of fiscal constitutions and
the driving forces of change and reform. In theidbolcontext, for example, an interesting
guestion concerns why the post-socialist Constitutof 1997 included a very restrictive
numerical fiscal rule limiting the growth of publitebt to 60% of GDP“ Some preliminary
research conducted by the author of this dissentatiiggests that the following factors might
have played an important role in constitutionalizthe debt rule (based mostly on the transcripts

from the constitution-making assembly’s delibenasgip

* The negative past events, namely the debt trajinatigg from excessive borrowing in the
1970s, set the credible argumentation in favohefdebt rule. Institutional reforms in the
EU and particularly the Maastricht Treaty (formétle Treaty on the European Union) of
1992, comprising the convergence critéfiaand excessive deficit procedti® also
influenced the constitution-drafters in Poland.dPadl signed the Accession Treaty with the
EU in 1993 and wished to show its eagerness intaupfhe EU rules.

814 See Article 216(5) of thBolish Constitution 1997.

315 As of today, the convergence criteria are accodaten in Article 140 of th@&reaty on the Functioning of
the European Union

816 As of today, the excessive deficit procedurenisheined in Article 126 and Protocol 12tbe Treaty on
the Functioning of the European Union
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« The constitution-making procedural rules, especitile super-majority rule of 2/3 at the
General Assembly, led to a more consensual outcowes the final draft of the
constitution. Owing to the super-majority rule, dr@ining and veto power of smaller,
fiscally conservative parties was increased.

* The constitution making process in Poland lastedirzd five years (effectively around 3
years)3’ It is much more than the average of 16 monthsutatied by Ginsburg et al.
(2009, p. 209). This relatively long period of tinspent in constitutional deliberation
opened the avenues for discussions over more e@tpibvisions, such as the debt rule.
The ample time allowed for mobilization and bargagn which would be less likely if the
constitution-making process was short.

» Determined and charismatic political leaders, sashfor instance Leszek Balcerowicz,
strongly backed up the debt rule. They were promgothe rule through formal and
informal channels and sensitizing political growgrsl public opinion to the problem of

excessive public debt.

The knowledge regarding the driving factors behimicbduction and reforms of the fiscal rules is
informative not only from a policy-making point efew but also crucially contributes to the

empirical investigation (recall discussion on tleafounding factors in section 1.4).

Going beyond issues touched upon in this dissertaginother fruitful avenue for future research
concerns the determinants of “hidden” public déhbs the debt that stems from implicit liabilities
of the public finance sector, such as future retest benefits. In 2013, the European Parliament
and the Council adopted a new methodology for naticaccount, so-called ESA 2619
According to it, the EU member states are obligeddpf 2017, to measure the extent of implicit
liabilities from future retirement benefits. Theoed, at least for the EU member states data will
be readily available, which would enable the purstiisome preliminary empirical investigation

in this respect.

817 It needs to be stressed that the long amouninef $pent on drafting was due to the prior promiitdgaof
theLittle Constitution 1992which set the basic organizational features efdiate.

818 Regulation (EU) No 549/2013 of the European Rawint and of the Council of 21 May 2013 on the
European system of national and regional accounteeé European Union Text with EEA relevance, OJ
2013 L 174.
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It is well recognized that the deficit bias is cadiy the fact that fiscal policy constitutes a
political process. The public choice literature @&agzes that politicians — similarly to other
individuals — are interested in pursuing their owbjectives, which are mainly re-election
prospects. Politicians often use the deficits uragntally in order to increase the chance of being
re-elected. A thought-provoking question in thapect is, therefore, whether the enactment one-
term limitation (i.e. the re-election is not pern@ad) would be able to break the link between the

political process and deficit.

Given how burgeoning the field of behavioral ecormnis, it would be remarkable to verify
whether behavioral concepts could inform the debare the persistence of deficit and
determinants of public debt. More precisely, oneldoverify whether certain well-established
behavioral biases on the part of policy-makers @nddters have some power in explaining the
occurrence of excessive public deficits and enspiglic debt. An interesting overview of the
behavioral concepts applied in the public choiceagch is given by Schnellenbach and Schubert
(2014).

A further question worth investigating is the irtetion between monetary and fiscal policy,
notably in the context of the recently triggeredhitative easing in the Eurozone (Pacces and
Repasi, 2015). Simplifying it, the quantitative iegsis a program of government bond purchase
by a central bank. The risk in applying the quatire easing is that it might generate the moral
hazard because, as a result of it, governmentstnpigstpone necessary economic and fiscal
reforms (Roubini, 2013). Regarding the analogige/éen the fiscal and the monetary policy, one
could also contemplate an idea of delegating tkeafipolicy to an independent fiscal council
(Leeper, 2009). A delegation of competences tonalependent council in the monetary policy
was judged as a successful policy shift (Wren-Le@sL1). Could the delegation of power to an
independent fiscal council be equally successfuthim area of public finance? This and other
questions put forth in this dissertation remaiféocomprehensively answered. The author of this
dissertation hopes that this dissertation at leasome extent will stimulate the pursuit of these

answers and of research on fiscal constitutionsergenerally.
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EXECUTIVE SUMMARY

Fiscal Constitutions: An Empirical Approach

The overarching question posed by this dissertasiofwhy does the public debt grow, and why are fiscal
(debt) crises repetitive and so widespreadpecial focus in answering this question isegivto a fiscal
constitution, which contains a country-specific sétlaws, rules and regulations, and guides detisio
making in the area of fiscal policy. By shapingdantives and limiting arbitrariness, the fiscal danson
determines the course of fiscal policy and fiseagtomes in the long term. This dissertation doggive,
however, an exhaustive response to the overardumgtion. Instead it asks much narrower questions,
which are selected after reviewing and identifyihg main weaknesses and gaps in the modern literatu
on fiscal constitutions.

Besides an introductory chapter that is instrumeimasetting the stage for the discussion on fiscal
constitution, this dissertation consists of fouamters including original contributions to the fature

based on targeting self-contained questions.

Chapter 2 examines electoral systems and theirdtrgraselected fiscal variables, such as vertisabf
imbalance measured as a share of local expendiwered through intergovernmental transfers and
borrowings. It uses a quasi-experimental empirgegating and provides evidence that electoral system
influence fiscal imbalance. The empirical designptayed in chapter 2 rests on a discontinuity in the
application of electoral rules in Polish municipiak in the period 2002-2012. The results presesiesy
that proportional systems lead to a larger verfisabl imbalance as compared to the majoritaréginmes.
This result is important forasmuch as larger valttfiscal imbalance leads to greater general gowemnt

deficits and, consequently, to larger public debt.

Chapter 3 subscribes to the literature streamatt@mpts to answer the question regarding whetistari
matters. This chapter exploits a natural experignehich was provided by Poland’s partition in tH"1
century. By means of spatial regression discortnui is shown that municipalities from the former
Prussian empire impose contemporarily higher pitypeax rates as compared to municipalities thatewer
exposed to the Russian ruling. Higher property riabes lead to larger own revenue and higher fiscal
autonomy. As a consequence of it, there is a smabetical fiscal imbalance in the municipalities

belonging to the former Prussian partition. Givea positive link between vertical fiscal imbalarared
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general government deficits and debt, these resatisshed some light on the overarching questiohy*
does the public debt grow?

Chapter 4 analyzes judicial behavior overall andtrasts it with the judicial behavior in adjudicegi
fiscal cases. The analysis of the decision-makindpé Polish Constitutional Tribunal seems to supihe
existence of some party alignment. It is to say phdicial behavior is influenced by the ideologyther
because judges’ preferences coincide with the @stsrof a specific party or because the judges are
incentivized to show their loyalty to the nominagtiparty. The fact that ideological bias is presdst in
fiscal cases might have important implications gablic finance. Occasionally the majority of juddas

the adjudicating benches are politically alignedhwihe petitioners, which in the Polish context are
typically opposition parties. For that reason ightibe harder for the governing party to pursueomaj

reforms of public finance, such as fiscal consdia@aand public debt reduction.

Chapter 5 provides an empirical assessment of dediscal constitutions and the interaction between
constitutional arrangements. It demonstrates tlederfl fiscal constitutions differ in the degree of
constitutionally guaranteed decentralization. Mepecifically, two types of fiscal constitutions cae
distinguished: decentralized and integrated. Andartgmt contribution of this chapter is to show tfistal
constitutions vary in terms of coherence (or alignth of institutional arrangements. Coherent (a@n
fiscal constitutions combine arrangements in arttadd manner or in a way that they “fit well” togeth
The thesis provides some preliminary evidencettimdegree of decentralization of fiscal consibiusi is
hardly associated with economic and fiscal outcorhat alignment (or coherence) of fiscal constitng

is correlated with selected outcomes. For instamsesr the period 1980-2010, less coherent fiscal
constitutions were correlated with higher debt apénding growth, and more economic and sovereign
debt crises. Again, this finding contributes tovaasng the overarching questiomvHy does the public

debt grow, and why are fiscal (debt) crises repatiand so widespreati?

Chapter 6 includes conclusions. However, it doéonty summarize the main findings of the disséstat

but also sets a general agenda for future researéiscal constitutions.
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