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Abstract

The current paper investigates why persistent rdiffees exist among countries
in their ability to pursue disciplined fiscal paliclt contributes to the literature that
emphasizes the importance of multidisciplinary apph in understanding economic
phenomena. An existing theory - that focuses piiignan old EU member states — is
used as framework. In the first part of the papertheory’s general applicability to the
Central and Eastern European Region is testednénwith the framework theory’'s
suggestion, evidence from 10 Central and Easteradean countries shows that in the
absence of extreme external factors, that wouldh pgevernments towards fiscal
restraint, the key to persistent fiscal disciplise a favorable institutional setting
(adequate fiscal rules). It primarily depends ontaze domestic political and social
factors whether this institutional setting is cegatn a country. The framework theory
emphasizes the importance of consensus within like @nd diffuse support in the
society towards the political system. In the secqadt the cases of Estonia and
Hungary (the two extremes of fiscal performancehia region) are compared and the
results support the validity of the above suggestidNevertheless the theory has major
shortcomings in the operationalization of diffusgsort, which is essential for general
applicability. Based on the results of the casepammson the current paper suggests that
focusing on attitudes regarding the previous paltsystem is a promising direction for
further research on the operationalization of déftsupport as far as post-communist

transition countries are concerned.
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1. INTRODUCTION

1.1. The goal and relevance of the research

The issue of budget deficits and more generallgafispolicy has central
importance in economic discourse. The provisiorargigng budget balance forms a
crucially important part of the European Monetanyidsh’'s Maastricht criteria and the
fact that precisely this element seems to causéitgest problem for most member
states and that this issue is so widely discuseedinly underlines its importance. At
the same time it is a rather controversial topat thas sparked endless debates. What is
the right fiscal policy to conduct? What level afdget deficit is still acceptable? How
to determine sustainability in fiscal policy? Whatthe best way to measure deficits?
What is the best way to finance deficits? Thesealy examples of the questions
economists have been trying to clarify. Neverthelés seems to be clear that
persistently high budget deficit is harmful for teeonomy thus — at least on the long-
run — it has a negative effect on the wellbeindghef society. Most recently the Greek
crisis has drawn attention to the dangers of mafé fiscal policy, where years of
overspending created an enormous debt pile whosghtveow seems to crush the
economy. The current topicality of fiscal policyrizenly makes research about the
underlying reasons of budget deficits relevant. f@ivation behind this paper lies
however not in current Greek or world events, natheanother negative example: the
case of Hungary demonstrates well the long-termblpros that persistently high budget
deficit can cause.

Hungary has been a front runner in the politicatl @tonomic transition
throughout the ‘90s yet development has clearly $tsam in recent years. In many
respect Hungary has fallen from the position ohféihe best performer in the class”
to the bottom of the group of transition countriesgh budget deficit, although to a



varying degree, has constantly been a major masnoecic problem of Hungary
during the past two decades of transition. As thentry’s worsening performance -
particularly visavis other transition countries in the region - bbeeamore and more
obvious the deficit problem received increasednétia from economists, as well as
politicians, journalists and the public. In 2008raup of leading experts has conducted
a widely debated study to identify the causes obl@ms in the Hungarian economy
and to provide policy recommendations. The conolugif the study — in a somewhat
simplified way - was that the economy is trappea@ wicious circle where the pressure
induced by high budget deficit pushes governmentsaise taxes (mainly on labor)
which then suffocates the labor market and slowsi@mic growth. Without substantial
economic growth in turn it is impossible to lowkethigh budget deficit. (Barabas et al
[2008]) While it was not the authors’ aim to redwmelanation of all problems to one
single factor, nevertheless an important conclusibthe study is that - through the
above mechanism — persistently high budget defidistantially reduces the economy’s
mid- and long-term growth potential. From a Hungarperspective therefore it is a
highly relevant question why certain transition iries managed to maintain fiscal
restraint while Hungary has been persistently pagslax fiscal policies.

Although it might seem that budget deficit and dispolicy are issues where
economics has the first and foremost relevanceyralyp economic approach is often
insufficient to explain the true reasons behindedénces in fiscal performance of
countries. Therefore the current research usexiating theory as framework wherein
the political and social aspects are given priantgxamining potential determinants of
fiscal performance. The goal of the research iddiglo

(1) Applying the theory to the cases of Hungary andstonia to identify social and
political factors that influence persistent differences of the two countries in their
fiscal performance. The results shall be used totar and suggest amendments to
the theory. (2) At the same time the theory’'s apptability to the Central and
Eastern European transition countries will be testd in order to prepare ground

for further research in this direction.



The aim is not to come up with a holistic explamatior such complex issue as budget
deficit or fiscal policy. Clearly for that goal auth wider focus is required and a much
greater number of factors need to be taken int@idenation. Instead the current paper
investigates how budget deficit and fiscal polisyxonnected to areas that are not in the
focus of economists, but still can provide valuabfermation for better understanding
the nature of fiscal policy and deficits. It is @@nly not implied that factors outside the
focus of this research are irrelevant, rather the ¢p to prove that issues discussed here
are also highly relevant.

For the purpose of the current research fiscaloperdnce is defined as the level
of general government budget deficit (or surplubgt is general government’'s net
borrowing (or net lending). Data provided by therdpean Commission will be used,
primarily. Central and Eastern European transittmuntries include the 10 new
European Union member states that joined in 20@4 2007, that is Estonia, Latvia,
Lithuania, Poland, the Czech Republic, Slovakianghry, Slovenia, Romania and
Bulgaria. The time period in focus is the periddtransition up until present days,
roughly 20 years. The starting point of the traasitperiod varies among the 10
countries. A convenient starting point could be9,38e year of major political changes
in Central Europe. However on one hand many ofcinntries in question weren’t
even independent at that time, on the other hawofoynd changes have occurred
already prior to 1989 or prior to the date somentwes officially gained independence.
Since comparable, uniform data is only availabheeil995, the ambiguity of an exact

starting point is not a major problem.

1.2. Choosing the framework theory

Economists and other social scientists have alwagsiggled to find
explanations why in certain periods of history agrtcountries or group of countries
managed to develop much faster to a much highesl lgsan others. Cases are even
more curious, where this difference appears betvoeemtries that seem to enjoy (or
suffer) similar initial conditions. Unfortunately ¢an not be claimed that today we have

the knowledge to provide exact answers. In retrctspe seem to be able to find the



relevant factors behind the success or failure rié or another country, yet future
predictions even in the medium run are proven talisolutely wrong far too often.

It has a long tradition in social sciences to eixplauch differences in
development by factors that are outside the foduslassical economics, such as
history, society, institutional setting, etc. N®oldschmidt [2006] has called this the
cultural approach to economics. Culture has beesidered as key factor in economic
development by such classics as Max Weber, Friedtiayek or Joseph Schumpeter.
From more recent times authors like Francis FukwayaBamuel Huntington or Robert
Putnam can be highlighted as illustrious figurethed approach.

Another very important scholar is Douglass C. Nowho in 1993 received the
Nobel Prize for his achievements in new institugloaconomics. In his works North
deals with the importance of institutions in ecomomerformance. He distinguishes
two types: formal and informal institutions, thétéa being unwritten, social norms, “a
part of the heritage that we call culture”. His was particularly relevant for transition
countries. According to North’s theory the decisiaetor in the success of a transition
is how the imported formal institutions (i.e. markapitalism and liberal democracy)
interplay with the informal institutions of a giveociety. (North [2005]) This approach
has been applied to Central and Eastern Europesbgra authors, see for example
Pejovich [2006], Winiecki [2004], Norkus [2007] dweynert and Goldschmidt [2005].
All of these works emphasize the cultural backgobwi societies, more precisely
whether this background is compatible or not witsstern capitalism, as relevant factor
that influences the success or failure of thesatrms in the transition process.

While this “cultural” approach certainly provides mnteresting and valuable additional

aspect to the study of economic development, werkased on it often lack specificity:

they provide grandiose explanations, yet fail tplaix exactly how, according to what

mechanisms the proposed factors work or how thaswrs can be operationalized.
Therefore they are less useful in research whexegtial is to explain more specific

outcomes. Moreover purely such an approach doesesoh to be more successful than
for instance neoclassical economics in predicthng future development of countries.

(Here enough to think of Max Weber and the coustrieat without a Calvinist

background managed to reach leading position ieldement.)



The goal of the current paper is to explain a vapgcific outcome: budget
deficit, more precisely the persistent difference budget deficit levels between
countries. Economics (or rather neoclassical ecacg)mthe discipline that certainly
has primary relevance in this issue, is intereséedely in the methods how deficit
should be financed and how these different methmitissnce the level of deficit. This
involves issues such as the automatic stabilizes $ystem and unemployment),
inflation, debt level, government spending, etcd drow changes in these factors
influence the level of deficit, therefore which orie the economically most
advantageous option. (See for instance AlesinaRardtti [1996]) It is mostly beyond
the scope of orthodox economics to explain whyatertountries choose the obviously
inferior ways of financing deficit (e.g. indebtedsg, therefore why in certain countries
high deficit persistently causes problems whiie ot the case in others.

At this point the political economic approach tdicies appears to be helpful which is
based on the widely accepted notion that fiscalcpas one of the politically most

sensitive areas of economic policy, therefore omeuksl study the political system

(party structure, electoral system, etc.) in ortierunderstand differences in fiscal
performance of countries. Some authors highliglet ¢bnnection between coalition
governments and high deficits (for instance Roulaind Sachs [1988]) while others
emphasize the importance of political businessesyeh deficit, i.e. deficits tend to

increase around elections (Buchanan and Wagnef7[19¥ So6s [2005]). Empirical

evidence does not seem to support the first apprg¢aauntries with high and low

deficits can be found with both types of governmgnivhile the second approach fails
to provide explanation to persisting differencesMeen democracies which all face the
problem of possible budget inflation before elewsio The institutionalist approach
amends the political approach insofar as it empleasithe importance of fiscal

institutions in restricting politicians in fiscalsgretion: more centralized fiscal rules are
more favorable for fiscal restrain. (See for exampllesina and Perotti [1994];

Hallerberg and von Hagen [1997]; Perotti et al B]89Kopits [2001])

The theory chosen for the framework of the curresearch aims to explain the
specific problem of persistent difference in fispakition among certain countries. The
starting point is an institutionalist approach dhd theory agrees that favorable fiscal

! Referred to by Gyrffy [2007]
2 Referred to by Gyrffy [2007]



institutions yield strict fiscal policy. Yet alsofarther step is taken and it explored why
certain countries choose to introduce strongeitutstnal framework while others do
not. In search for explanations the theory’'s apgmo& reminiscent of the “cultural
approach to economics” insofar as its focus extdéodsreas that are not the primary
concern of economics (first and foremost issues@aring the society). Therefore this
work can be regarded as a “missing link” that - lioify - recognizes the importance
and relevance of cultural approach at the same aime to apply it to a very specific
problem. Two more works could be mentioned here¢ #teempted to achieve this
concerning the same problem — budget deficits. 8rogp and Walti [2009] have
explicitly looked for connection between deficitvéds and cultural attitudes, more
precisely the difference in preferences for thrift,certain countries. Similarly, the
importance of culture in determining fiscal policsyemphasized also by Talpos et al
[2007]. Compared to these two, the theory chosea Is the most elaborated and most
advanced. This does not mean however that it ifegteor that it does not deserve
strong criticism. On the contrary: particularly theceful suggestions regarding the
Central and Eastern European countries make itssacg to approach it with

considerable suspicion.

1.3. The theory

The following section is a summary of &@ffy’'s argument taken from Gyffy
[2007]. In any other case the source is referredibe theory has been developed by

Dora Gyrffy in frame of a PhD dissertation. Her work exaes two questions:

(1) Under what conditions governments implement atstribudgetary framework
and limit their discretion over fiscal policy deioiss?
(2) In countries where such rules are implemented wihygavernments adhere to

them and forego discretionary spending?

The work includes quantitative as well as quakli&tiesearch. The comparative analysis

of Hungary and Sweden in connection with their disceform attempts provided



qualitative results that allowed the development @éneralized suggestions.
Quantitative data on the 12 founding members ofEbepean Monetary Union was
then used to test the theory. The main focus dfrfBys work was on the old member
states of the EU (with the exception of Hungary)l shere are suggestions also
concerning the new member states in Central anttEaSurope.

The theory has the following major suggestion: antry’s success or failure in setting
up and sustaining an institutional framework fawdeafor fiscal restraint depends on
external and internal factors. If a certain gro@ijgauntries experiences similar external
pressure (i.e. globalization in form of market greg) then obviously domestic factors
should be examined in order to explain differeniceiscal performance. The theory

emphasizes two domestic factors that have crumipbrtance in this regard:

(1) the degree of consensus within the political elite
(2) the level of public trust in the system

Consequently in face of similar external pressime difference in the capability of
countries in establishing fiscal restraint can bainty explained by the above two
domestic factors. How the above conclusion washesdwavill be explained below.

Gyorffy’'s theory has an institutionalist approach, whi emphasizes the
importance of institutional arrangements in restigc overspending. Evidence from
earlier researches is cited to support this nofltnis it can be established that countries
with strong fiscal rules have substantially lowedget deficits than those with weak or
non-existing rules. According to @iify however existing literature fails to explain
why certain countries implement such restrictiviesuvhile others do not. Moreover it
is still unclear what factors ensure the sustalitglof these rules under subsequent
governments. As it has been mentioned above thestha two issues Gyffy’'s work

attempted to answer.
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1.3.1. External and Domestic factors

Besides focusing on domestic factors the analysikides external factors as
well. In order to establish the relevance of doimsdsttors, first external factors have to
be examined, that is it has to be made sure thatgtbup of countries in focus
experience similar external pressure and incersigng. Gyrffy mentions two major
external factor: the pressure from internationahficial markets to signal commitment
to good macroeconomic fundamentals and the protestiield against such pressure
provided by the EMU and the credibility of the commmcurrency. The mechanism
through which the above factors affect governmantsfiscal policy can be summed up
as following: The liberalization of the capital rkats in the 1970s resulted in a jump in
the amount of available capital for countries tarb@w. As a consequence there has
been a worldwide growth in debt levels and almaosvwitably currency crises became
more frequent. Governments around the world caminegoconclusion that signaling
credibility of economic policies (monetary and &bkgolicies) towards the markets is
crucially important in order to minimize the riskaposed by the volatile nature of
liberal markets.

The European Monetary Union is a response to thesspre from the
international markets. The EMU’s effect on its memstates is twofold: on one hand it
shelters them from external pressure through tédilaitity of the common currency on
the other hand its own rules supposed to enfosoalfrestraint. The problem is that the
latter purpose couldn’t be served effectively dughte weak enforcement mechanisms,
thus the EMU neutralizes market pressure but doégprovide an effective incentive
for discipline. Currently we can observe substantaiation among EMU member-
states regarding budget deficit levels. Sinceetkternal pressure and incentive setting
is similar for all of them, these differences candxplained mainly by domestic factors.
In order to identify these domestic factors theesasf Sweden and Hungary — two
countries outside the EMU - were compared. The éorim an example of successful

11



fiscal consolidation and currently a model courtnyfiscal restraint, while Hungary is
an example of failed/ non-sustained reforms.

Fiscal management reforms or the introduction désubased fiscal policy
(which are key drivers of fiscal discipline) do r@etplicitly hurt any interest groups.
They do not produce evident winners or losers in@e technical issue. Since such
rules have no immediate direct consequences ormnérgst groups (like in the case of
health care or local government reforms) it is kedly that these groups would mobilize
against such reforms. Although it is true thatrlaéhering to these tight rules might
require taking exactly such unpopular measuress Twhere it becomes important
whether the opposition also respects those rulegt ¢mies to gain popularity by
condemning them, therefore the realization of fisakes is primarily up to the elite’s
willingness to do so. In the absence of externasgures (e.g. imminent crisis) mainly
two domestic factorsdetermine whether the political elite is willing treate and
adhere to fiscal rules that would tie its own haaadd limit discretionary fiscal policy:

(1) Elite consensus

(2) Public trust in the political system

Consensuswithin the elite is crucial because the governmwem to be sure that the
opposition is going to respect those rules thattyrgy the governments own hands in
spending. If such consensus does not exist the sippo is likely to exploit the
situation through populist election promises firsthbdy overspending. Elite consensus
thus implies that “regardless of which politicalrfees form the government economic
policy is conducted with a commitment to fiscaltramt” (Gyorffy [2007] p. 183).

Once such fiscal management reforms are implemepwédic trust in the political
systemis crucial for sustaining it, since high trust ééwf the society decreases
incentives for members of the political elite tovidgée from the original consensus. At
this point it is necessary to take a small detawrder to explain the concept of trust in

Gyorffy's work.
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1.3.2. Trust and Diffuse support

A large part of Gyrffy’s theory is based on David Easton’s systerh&oty for
political analysis. A central element of the the@®ythe concept of ‘diffuse support'.
Easton has defined diffuse support as “a resefofavorable attitudes or good will
that helps members to accept or tolerate outpusshioh they are opposed or the effects
of which they see as damaging to their waDtgputs and beneficial performance may
rise and fall while this support, in the form ofganeralized attachment, continues.”
(Easton [1975] p. 444) In other words people hausttin the political system and
believe that it produces favorable outcomes in ltmg run even if sometimes the
immediate outcomes are disadvantageous for the@rfi@ys using the term “trust” as
an equivalent of David Easton’s concept of “diffissgport.” As William Mishler and
Richard Rose have put it “institutional trust isduently equated with diffuse political
support”. (Mishler and Rose [2005] p. 1051) Thus Giyorffy’s use trust means
institutional trust, which is different from intezpsonal trust. (Nevertheless, as it will be
discussed in later sections, the approach thatersndust and diffuse support equal is
not necessarily correct and it is not entirelyimelwith Easton’s concept either.) It is
easy to see why diffuse support is necessary tostistainability of fiscal management
rules. In an environment where diffuse supportois towards the system, where the
public does not believe that the system brings fitsnen the long-run, politicians are
tempted to buy votes of the electorate through [pstppromises offering short-term
benefits for the voters, thus abandoning fiscairags®. According to G§rffy’s theory
elite consensus and public trust are strengthemeiagh-other in a virtuous circle:
consensus enables the creation of fiscal managemlestthat can be sustained due to
high level of public trust. Sustained fiscal rufg®duce positive outcomes over a long
enough period which in turn strengthen trust in $ystem. Finally continuous trust
makes it less tempting for the members of the élitbreak the consensus and come

forth with populist promises.

13



1.3.3. Four types of states

Based on the presence or absence of the two denfiastors — elite consensus
and trust — the theory created four ideal categmfestates. It has to be emphasized that
these are ideal types and they don't exist in fjonen nevertheless most democracies
can be categorized more or less under one or ther group. The four types are

presented in a matrix:

CONSENSUS DISSENT
Type 1 Type 2
TRUST Democratic ideal Liberal democracy
Type 3 Type 4
DISTRUST Philosopher's state Mass democracy

The different types are not equally stable. Type the most stable, but for instance an
external shock or accumulation of special integestips can still break the equilibrium
state. Type 2 and 3 are the least stable and dgngr@ay most likely move either to
type 1 or type 4. Furthermore the theory suggimstsa successful fiscal reform has

four consecutive stages:

(a) Recognition of fiscal problems
(b) Fiscal consolidation
(c) Institutionalized consensus on fiscal restraint

(d) Institutional sustainability.

Different types of states have different abilityre@ach these stages Only Type 1 states
are capable of taking all four steps necessarg fuccessful fiscal reform, thus Type 1
states have the highest chance to conduct peittystisciplined fiscal policy. Type 2
states are likely to take only steps (a) and {ipe t3 countries can reach stage (c), while
type 4 states are unlikely to proceed further tetep (a). According to Gyffy's
argument Sweden — through the successful fiscaisadent of the early ‘90s — is an

14



example of a state moving from Type 2 to Type lilevHungary undoubtedly has the
attributes of a Type 4 states, where attempts duhe past 20 years for fiscal reforms
have always failed.

The theory’s general assumptions are based onsdeuin research focusing on
EMU member states, Sweden and Hungary. The reseadictimot pay particular
attention to Central and Eastern Europe howeveontains a short section where the
theory is applied to this region (more preciselytie eight new member states from the
region that joined the EU in 2004). Consequentlygi@y’'s work contains implications
for the region nevertheless the validity of somethefse implications seems at some
points doubtful. The theory suggests the followirgggarding Central and Eastern
Europe:

In order to test the results of the researclkir@y compared trust levels of EMU
member states with their level of budget deficitust was measured as level of
satisfaction with democracy based on Eurobaromsmierey results from 1998-2005.
After running a linear regression analysis it wasnfd that the level of trust explained
over 56% of the fiscal deficits. The same analy&s tried on the new member states,
yet in their case no such connection could be tededhe theory’s explanation for this
phenomenon is that in contrast with EMU memberestafEE countries face very
different external incentives: notably the currermyards of the Baltic States have
disciplining effect on fiscal policy, whereas thes&grad countries (V4) do not face
such constraints.

Another suggestion of the theory is that sincelle¥@ublic trust is substantially
lower in the CEE countries than in the old memlates, all of them belong to the
group of Type 3 or 4 countries. Therefore thesasiten countries are facing serious
challenges in sustaining fiscal discipline. Accaglto Gyrffy - at the time the research
was conducted - only the Czech Republic, Estond Slovenia had good chances to
become a Type 1 country, as during the few yearsstigated, these countries showed

relatively high level and - more importantly - grioy tendency of trust.
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1.3.4. Assessment of the theory

The theory has several advantages. It recognizddhexamination of budget

deficits an interdisciplinary approach is more &bii¢ than a purely economic approach.
Moreover it discusses the intensely complex redlipugh a simple model, which
enables relatively easy testing. Perhaps most itaupidy the theory also passed the first
real-life test. The current Hungarian governmens hacently been praised for the
drastic measures in frame of a fiscal adjustmertrgit. Indeed budget deficit has been
reduced below the level of most of Hungary's reglopeers. This however only
supports the theory, which suggests that in facextdrnal pressure the government is
willing to take drastic measures in order to avdidaster, despite the continuously
existing threat that the opposition takes advantdge In Hungary’s case the external
pressure was a looming bankruptcy in 2008 whidhdgcated by the fact that Hungary
was the first country in the region that had to fskIMF bailout. Sustainability of the
recent fiscal restraint is however doubted by mexperts, which is in line with the
theory: the two domestic factors are still missimgase of Hungary.
Despite the above advantages a noticeable shorgosithat the theory does not seem
to sufficiently explain variance across CEE cow#riThis is partly due to the fact that
the main focus of the research was on the EMU meistiages and on the comparison
of Hungary and Sweden. Some suggestions are ofedsedegarding the new member-
states however these do not seem to be very canginiherefore it can be suspected
that the theory requires some major alterationss iBsue will be discussed in details in
the second part of this paper.

The above part has been a summary of the framethiedey in order to better
understand its logic and how individual elementsnaxt to each other. Nevertheless in
the beginning of each chapter a separate sectidinbei devoted to the theory’s

suggestions regarding the topic of the chapter.
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1.4. Methodology

1.4.1. Structure of the research

The research can be divided into two structuraispdihe first part (chapters 2, 3
and 4) clarifies whether the pre-conditions for &xamination of domestic factors are
met in Central and Eastern Europe. Thus, the secbagter discusses the issue of
fiscal rules in the countries of the region. Thalgaf this chapter is to see whether — in
line with the theory’s suggestion - fiscal ruleg @rucially important determinants of
fiscal performance in the region. The third chaphen focuses on external factors. Its
purpose is to examine the external pressure armahiive setting of the CEE countries
and to establish that these are similar enoughaliocountries, so that focus can be
shifted to domestic factors in search for determimanf different fiscal performance.
Special attention will be devoted to the issue wfency bard arrangements. afjy
suggests that the existence of currency board geraants in several countries create
substantially different external incentives fordbecountries thus rendering the effect of
domestic factors irrelevant. Therefore this isseeds to be clarified in frame of this
chapter. The first structural unit will use secanydsources: scholarly articles, existing
calculations, indexes.

The second structural part (chapter 5 and 6) ofpiyger discusses domestic
factors in frame of a comparative analysis whetha cases of Estonia and Hungary
will be compared. Here again research is guidedhkytheory, thus comparison will
primarily concern the issues of elite consensusparidic trust in the system. As it has
been mentioned, Gyffy’'s work has some brief suggestions for the Carand Eastern
European countries however serious doubts arogsediag their validity. Therefore in
this second structural part one step will be takaok and David Easton’s theory of
diffuse support will be examined more closely, aforms an important basis of
Gyorffy’s theory. The case comparison will be thendga also by Easton’s theory

besides G§rffy’s work. Primarily existing literature and abme points survey results
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will be used as sources for comparison. Based endsults suggestions will be made
on how to amend or alter Giffy’s theory.

1.4.2. Estonia and Hungary as optimal cases forgammson

In the comparative analysis the most similar systaefasign with different
outcomes (MSDO) approach will be used. That is #@malysis aims to explain
differences in outcomes between similar cases bypaning instances of variation
among them. This approach is suitable for a rebeavith very few cases. In
comparative analysis the case selection is a dlyigmaportant stage. Besides the clear
definition of the outcome another considerationricerns the extent of diversity within
the selected universe. In this regard, a maximunmetérogeneity over a minimum
number of cases should be achieved.” (Berg-Schi@ss® De Meur [2009] p. 21) For
the MSDO approach this means that optimal casectgate achieves “sufficient
homogeneity of the universe of cases considerednadmum heterogeneity within
this universe”. (Berg-Schlosser and De Meur [20093)

Based on these criteria pairing up Estonia with ¢iduy is ideal for comparative
analysis. As far as homogeneity of the universsoiscerned all 10 Central and Eastern
European countries share a number of similar ckenatics. From a global perspective
all are located in the same geographical regioh.oAthem have undergone a very
specific transition period from an authoritariarifical and centrally planned economic
system to democracy and market-economy. As faneasntin trends are concerned this
transition meant economic, political and socialelegment to the same direction, that
is, all of these countries have aimed to “retumEurope by becoming full members of
the EU and NATO and thse organizations have reqdiem candidates essentially the
same changes in their economic, political and $diteéa These similarities ensure that
these countries are ideal candidates for comparisogach other when the research
concerns the period of transition. It can be sa& ho other countries in the world share
these same important characteristics.

Further important similarities can be observed wfmusing only on Estonia

and Hungary. Both countries have been considemgdrimners in transition (As it has
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been noted, while Estonia largely managed to retasiposition the same can not be
said about Hungary due to current economic hardghipnoreover their level of
development — in terms of GDP per capita — is wanyjlar even within the region.

It is true that for both cases more similar cowstrcould be found from the
region then however the requirement of maximum rogeneity would not be met.
Estonia and Hungary at the same time represerivih@xtremes as far as the outcome

— that is budget deficit — is concerned. The chaldw demonstrates well this fact.

Average level of budget deficit/surplus* (1995-2009, % of GDP)
1,00
0,00

-1,00 -

-2,00 -

-3,00 -

-4,00 =

-5,00 +

-6,00 -

-7,00

* General government deficit/surplus; Source: Eurostat, World Bank

The case selection is further supported once thle taith yearly breakdown is taken
into consideration. It shows that fiscal performaraf Hungary and Estonia has not
only been on average very different, but this défee has been persistent and steady
from year to year throughout the entire period. Maiker countries in the region have
had higher volatility in budget deficit levels. Rive entire table see Appendix A, below

the summary of key findings is presented:

19



Range of deficit No. of years | No. of years
(1995-20009, with highest | with lowest
% of GDP) deficit deficit
Bulgaria 18,2 1 7
Czech Rep. 12,6 1 0
Estonia 6,1 0 9
Latvia 10,2 1 0
Lithuania 11,5 1 0
Hungary 6,3 7 0
Poland 5,2 0 0
Romania 7,1 1 0
Slovenia 8,4 0 0
Slovakia 10,4 3 0

An important additional characteristic of Estongathat the extreme fiscal discipline
does not seem to have stalled economic develop®arthe contrary, Estonia has been
constantly ranked in top positions among regioralntries in the World Economic
Forum’s annual Global Competitiveness Report. Hpot defines competitiveness on a
very broad basis, thus includes dimensions suckedagation, healthcare, state of
infrastructure, etc. In all of these dimensionsoB&t has scored substantially better than
most of its regional peers including Hungary. Tleme by selecting Estonia as case for
comparison with Hungary, the mistake of selectingoantry that is only performing

well in the narrow field of the research interéstavoided.

*kk

Before moving on to the case comparison and thengwion of domestic
factors in Estonia and Hungary, the following twieapters will investigate whether
conditions in Central and Eastern Europe corresploadheory’s suggestions regarding

the importance of fiscal rules and the similarityegternal factors.
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2. FISCAL RULES

The goal of this chapter is to examine fiscal rulesCEE and to see whether the
theory’s suggestion regarding the importance afafisules is also valid in the region.
The first section provides a more detailed summafythe framework theory’s
suggestion on this issue.

2.1. The theory’s suggestions regarding fiscal ruse

A major conclusion of the theory is that fiscaltingions are crucially important
determinants of fiscal performance. &Bf§y’'s theory asserts that specifically the
existence of rules-based fiscal policy (as oppdsediscretionary fiscal policy) is the
relevant factor. This is mainly based on the rasaftthe research conducted by Marc
Hallerberg and Jirgen von Hagen. In their artibkeytcontested the widespread view
among institutionalists that electoral systemsrgjlp influence fiscal deficit. Nouriel
Roubini and Jeffrey Sachs for instance argue iir tifeen cited paper that proportional
electoral systems are more deficit prone than plurgystems, as the previous tends to
generate coalition governments where negotiati@ts/den coalition partners creates
bigger pressure for inflated budget than under @ jparty government in a plurality
electoral system. (Roubini and Sachs [1988])

Hallerberg and von Hagen examined the fiscal perémce of the 15 old
member states of the European Union in the peredaiden 1981 and 1994. According
to the results merely the type of electoral systi®s not determine fiscal outcomes as
countries under both systems can achieve low d&figi they choose the right
institutional setting. In a plurality system - whdhe government is usually formed by
one party - delegating authority to a finance marisvho oversees the spending of

other ministers proves to be a feasible solutidfulti-party governments in turn can
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achieve lower deficit through a system of fiscahtcacts wherein the ministries (and
other spending bodies) of the government agree fetstal target in the very beginning

of the budgeting process, which implicitly putsrait to all ministries bargaining power

for larger spending ceilings. Empirical evidenc@murted the theory: those countries
that had either one of the systems in place (m@agctheir electoral system) exhibited
substantially lower deficits during the above pdriban those without, regardless of
electoral system. (Hallerberg and von Hagen [1997])

The work by Perotti et al. — also cited byd&fy — focuses on the importance of
fiscal institutions for sustainable fiscal policg the old member states of the EU.
Similarly to Hallerberg and von Hagen, they findretation between strong institutions
and low deficits, however here the difference betweountries regarding fiscal
institutions is gradual: countries are ranked adiogr to the strength of their fiscal
institutions and this rank then shows correlatiotihysudget deficit levels. (Perotti et al
[1998])

Gyorffy’s work then goes on to explain why fiscal rsillare important and how
exactly they contribute to the reduction of deficiReferring to Per Molander she
identifies five major rationality-related probleméth budgeting: aggregation problems,
prisoner’s dilemma situations, long time horizamsgertainty and ignorance, principal-
agent situations. In the following a brief overviésvgiven on how different types of
fiscal institutions can tackle the above problems.

When a budget consists of thousands of line itdmsoutcome depends very
much on the aggregation method, thus reductiorhe dimension of the budget or
implementation of the agenda setter’s prefereneeways to overcome challenges of
this type. The prisoner dilemma in budgeting reterthe situation where the ministries
ask for extra spending limits without having to bt full social costs of the inflated
budget, thus of a larger deficit. To overcome fhisblem, fiscal institutions should
enhance cooperation among ministries. There isigtiacentive for most actors within
a budgeting process to live up future resourcesutfir increased spending on the short
run. Sustainability requires institutions that extedime horizons by setting medium-
term targets. Uncertainty / ignorance and the gradagent situation problems refer to
the relation between the voters and representatwes the problems arising from

® Gysrify [2007] quotes the results
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asymmetric information. Thus, transparency becoaresmportant feature of fiscal
institutions. (Molander [20011)

2.2. Fiscal rules in Central and Eastern Europe

Now that the theory’s suggestions regarding fisakds have been clarified, the purpose
of this chapter is to examine fiscal rules in tHeECregion. If the theory’s suggestions
can be applied also to this region then - just likehe case of old EU members -
connection between quality of fiscal rules and legé budget deficit should be
observable in these countries.

First and foremost however fiscal rules should éfneéd: what exactly are fiscal rules

for the purpose of this paper?

2.2.1. Conceptualization of fiscal rules

The recognized researcher of fiscal institutiongo@e Kopits gives the following
definition for fiscal policy rules: “A fiscal paly rule is [...] [a] permanent constraint
on fiscal policy, typically defined in terms of amdicator of overall fiscal performance.
The rules under consideration cover summary fiswitators, such as the government
budget deficit, borrowing, debt, or major composetitereof — often expressed as a
numerical ceiling or target, in proportion to grassmestic product (GDP).” (Kopits
and Symansky [1998] p. 2.) He thus provides a d&fim which is rather limited in
scope, wherein only simple numerical rules, suchrasverall balanced budget rule or
limits on borrowing can be regarded as fiscal ruM#en considering the above
described five rationality-related problems of betigg, numerical rules only answer
the problems of aggregation and time horizon, h@veve less effective in tackling the
issues connected to transparency and the prisdieenrda. Transparency is challenged
through the inherent incentive of numerical rules dreative accounting. The prisoner

dilemma remains unsolved since merely an ovemalit lio the entire budget — though

* Quoted by Grffy [2007]
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increases the bargaining power of high level denignakers - provides very little
incentive to ministries and bureaucrats to limieithrequests for extra spending.
(Gyorffy [2007] p. 55-58) If we adhere to the aboveidigbn of fiscal rules and
consider only simple numerical rules than littléfetientiation is possible among the
countries of the CEE region. Only Poland and Estdmas in place such rule. The
constitution of Poland provides that the governndgiit can not exceed 60% of the
GDP. (Constitution of the Republic of Poland, Ai215.) In Estonia the State Budget
Law of 1999 regulates budget deficit: in case exiiare exceeds receipts the budget
has to be balanced through lending and by usipgeia reserve fund.

Gyorffy’s theory defines fiscal rules in broader termBesides numerical rules
she considers independent fiscal councils and nmaportantly procedural rules as
possible elements of such fiscal policy. Fiscalrals need to be independent from the
government as the main purpose for such a boaygsidard macroeconomic stability by
preventing unsustainable and deficit prone fisaalicy of the government which is
allocating the funds. While fiscal councils canveothe time horizon problem their
major disadvantage is the lack of tools to infllefiscal policy. In a democracy the
elected government by definition is responsible tfog allocation and distribution of
funds. Independent central banks have tools liker@st rates, open market operations,
etc. to influence monetary policy similar means ao¢ available for fiscal councils.
Therefore their role is confined to advising thevggmment. This is not to say that
independent fiscal councils can have no impactiscaf policy. If they are reputable
and widely accepted by the political forces thezirteay on fiscal issues definitely have
weight. Since 2008 and independent fiscal counmgrates in Hungary.

The most complex set of fiscal rules is the grodppoocedural rules or
budgeting rules. All those rules that coordinate pmocedure of budget creation are
included. For the purpose of this research thisugrs the most important for two
reasons: (1) procedural rules include numericaésridnd fiscal councils at different

stages of budget preparation, thus procedural mapgesent the widest set of fiscal

®> There is no unilateral consensus whether theigions of the above law are sufficient to consider
Estonia a country with an explicit balanced budgkt in place. See for instance: Kraan et al [2GD8]
10. or see Andrus Saalik’s presentation, downlokdai
www.jvi.org/fileadmin/jvi_files/DG.../Andrus_Saalilpresentation.pdf

® Homepage of the Fiscal Council of Hungattp://www.mkkt.hu/en/
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rules. (2) Examining procedural rules allows us differentiate countries more
delicately and rank them more precisely accordintpé quality of their fiscal rules.

Adequate procedural rules address the challengemsng from the prisoner’s
dilemma situations or as it is often called the nwn pool resource situation. “As
financing is shared by all tax payers, while beasefiom spending can be targeted,
individual policy makers consider the full benefftem expanding projects in their
districts or relevant policy areas, but take intwaunt only that share of the social
marginal costs of higher taxes or borrowing thabdgne by their constituents. The
incomplete internalization of the social costs gpenditures leads policy makers to
demand an overspending on and/or excessive debtciimg of their preferred projects
compared to the social optimal level that equatesas marginal costs and benefits.”
(Gleich [2003] p. 8) Therefore an optimal procedluute setting creates incentives for
the bureaucrats to internalize the costs of govenrspending. Besides the common
pool resource situations, these rules also conbermggregation problem (for instance
through strengthening the agenda setter role ofinlk@ce minister) and might increase
time horizon, by creating multi-annual targets.

Budgeting rules are usually examined accordindn¢odifferent stages of budget
creation: preparation or planning, legislation artharization, and implementation.
During preparation the main issue is how to linpesding requests of the different
ministries and spending bodies. This can happerninfiance through setting overall
targets or strengthening the position of the fimantnister vis-a-vis other ministers.
When the draft budget is in the parliament for ad@stion procedural rules should
limit the legislation’s ability to increase the dabtexpenditure. Finally during
implementation it has to be made sure that the éudgadapted according to the plan
and only justified amendments are made to thermalgiersion.

The diagram below provides an overview of fiscdesuthus it gives a graphical
summary of the content of this subsection:
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2.2.2. Budgeting rules in Central and Eastern E@rop

The current section examines budgeting rules in @R tests the connection between
the quality of rules and fiscal performance in thesuntries. A number of researches
have been completed on the procedural rules oE &€ countries. The three works that
will be considered here were chosen because #fieph quantify their results as index
values, making thus comparison of countries eaa@mording to quality of their
budgeting rules. Moreover they provide data abaudgeting rules in different times.
Since the scores and values reflect the state a@ddiing rules only at a given point in
time and since stark changes are possible in bindgeiles from year to year (as it is
suggested by the literature) it is important thatadis examined from multiple years,
thus having more reliable information on the qyadit budgeting rules in each country.
The first index was created by Holger Gleich. Haraied the quality of
budgeting rules in 10 countries: Bulgaria, Czeclpubdéic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovelmarder to rank these countries he
created an index, which is compiled of 13 dimensidivided among the three stages of

budgeting with each dimension comprising of twdit@ institutional characteristics.
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More details about the structure of Gleich’s index be found in Appendix A. The

index reflects the state of budgeting rules in 1@®fe it also includes amended values
that reflect changes that occurred in 1998, 1999 2001. When testing the results
Gleich compared only the index values of 1997 \aiterage budget deficit levels of the
respective countries in 1994-1998. The results Is@vn strong connection between
quality of budgeting rules and deficit levels. (i6ke[2003]) Therefore also in this paper

only the values of 1997 will be considered frons timdex.

1. Guality of Budgeting Rules - Gleich’s Index

Preparation |Legislation |Implementation [Total 1997
Bulgaria 1,00 1,33 300 5,33
Czech Rep. 1 50 2583 200 6,43
Estonia 225 240 367 8.32
Hungary 125 187 234 5.32
Latvia 3,00 1,33 367 8.00
Lithuania 1,00 187 333 6.20
Poland 150 093 3,00 543
FRomania 125 027 k7 5,19
Slovakia 1,75 187 2587 6,62
Slovenia 275 227 2,76 7,69

Source: Gleich [2003]

Gleich’s index only covers a part of the periodtie focus of the current research,
therefore more recent data is required additiortallizave more reliable picture of the
budgeting institutions during the past roughly tderades. The second index that will
be considered here has been compiled by Stefatiazikaand Ashoka Mody. The
logic and structure of Gleich’s index is largelyldaved by them. The only difference in
the structure is that instead of Gleich’s 13 dinm@ms Fabrizio and Mody use only 12,
leaving out the issue of power relation betweenpdidiament’s upper and lower house.
(For details see Appendix B) This second index shthe quality of budgeting rules in
2003 in the same 10 countries. Since the struafitbe two indexes is very similar
they are largely compatible with each other. Ineortb make them comparable one
minor technical change needs to b applied: in @Glsi;dex the total index score is a
sum of subtotals for preparation, legislation amgblementation stages, while in the
Fabrizion and Mody’s index the total is calculadtaking the average score received

for the three stages. For the sake of comparapilityhis paper the total scores of the
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second index are calculated according to the lofi@leich’s index, that is they are the
sum and not the average of subtotals. It has todbed that this amendment to the
second index does not distort the information at lbeethods assign equal weights to
the individual budgeting stages.
When testing their index values Fabrizio and Maosiyilarly to Gleich, have

found strong connection between budgeting rules aretage deficit levels: “For a
measure of the quality of fiscal institutions, mded to capture checks and balances
through hierarchical rules and collegiality, wedfithat a higher quality of institutions

has a material bearing on the budgetary discigliff@brizio and Mody [2006] p. 25)

2. Quality of Budgeting Rules - Fabrizio and Mody'’s Index
Preparation |Authorization [Implementation [Total 2003
Bulgaria 1,75 0gE7 300 542
Czech Rep. 1,75 2,34 2567 6.76
Estonia 225 234 367 8.26
Hungary 1 50 1,33 133 4,16
Latvia 2580 o&7s 367 6,84
Lithuania 175 157 300 6,42
Poland 225 3,00 3,00 8.25
Romania 150 1,33 3,34 6.17
Slovakia 0,75 1,34 234 4.43
Slovenia 275 233 2FB7 7.75

Source: Fabrizio and Mody [2006]

The third index considered here has been compiledbrk Hallerberg and Sami
Ylaoutinen. This index provides quantified datatbe quality of budgeting rules in
2007. This third index is less compatible with girevious two indexes, nevertheless it
is still possible to consider it for this resear@his third work follows the structure of
the research conducted by Hallerberg and von HE@8V]. This earlier research forms
the basis of Gyffy’'s argument about the importance of fiscal mgions as it was
referred to earlier (see section 2.1.). Thus thedtindex is the application of
Hallerberg’s and von Hagen’s earlier findings oe GEE region. Similarly to the
previous two indexes Hallerberg and Ylaoutinen exanthe different stages of budget
creation as well but along different dimensionsti&eich or Fabrizio and Mody did.
Therefore their findings are less compatible witle tprevious two indexes. More

importantly —as it has been discussed earlier aptgr 2.1. — this model distinguishes
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between plurality and proportional electoral systearguing that both systems have an
optimal budgeting rule setting which are differénoim each other: the former (mostly
one party governments) should increase the powéneofinance minister, whereas in
the latter system (mostly coalition governmentsgdi contracts negotiated before the
budgeting process can increase fiscal disciplifieer@fore two separate indexes were
created that assess budgeting institutions acaptdithe requirements of proportional
and plurality electoral systems, named “contraat] &delegation” indexes respectively.
(For details see Appendix B) Both indexes assesd@hcountries according to the state
of institutions in 1998, 2003 and 2007. (Hallerbargl Ylaoutinen [2008]) Nevertheless
since data for 1997 and 2003 are already providethé previous two indexes, from

the third index only the values of 2007 will be siwlered in this paper.

3. Quality of Budgeting Rules -
Hallerberg and Ylaoutinen's Index
Delegation 2007 Contract 2007
Bulgaria 550 625
Czech Rep. 388 a3
Estonia 509 a1.3
Hungary 29 5 B2 5
Latvia B30 B2 A
Lithuania 513 625
Poland 459 625
Romania 57 a6 3
Slovakia 416 625
Slovenia B2 a1.3

Source: Hallerberg and Ylaoutinen [2008]

In order to assess the strength of a country’s éurddes one is advised to consider the
index value that corresponds the country’s elettsyatem. All CEE countries have
some form of proportional system in place. In caééHungary however it is more
appropriate to consider the “delegation” index, daethe peculiarity of the party
system, where in the past one of the two majorigsaithas been in power with a
significantly smaller coalition partner. This sitien thus qualifies Hungarian politics to
be regarded a one party government system. (Halgrénd Ylaoutinen [2008] p. 11)
For all other CEE countries the “contract” index nslevant. Unfortunately the
“contract” index differentiates less among the daes, since it is comprised of only

one sub-index: the “long-term planning constraimidlex which consists of only four
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components (the issues of multi-annual targets,dégree of commitment to them,
length of time-horizon and the nature of budgetefasts). All other examined
dimensions can only be used for constructing thedefhtion index”. The appropriate
index for CEE countries — according to Hallerbemnd &laoutinen - thus consists of the

“delegation” value for Hungary and the “contractllwes for all other countries.

2.2.3. Creating and testing the aggregate index

As it has been mentioned the main goal of this tehap to establish that the quality of
fiscal rules is a crucially important determinaftfiscal performance also in CEE. So
far in this sub-section three indexes were examieadh of them providing data on the
guality of budgeting rules in 10 CEE countrieshree different times: 1997, 2003 and
2007. In case of all three indexes it has beerbksiti@d (by the scholars who compiled
them) that budgeting rules have determined budeé#tid levels in the respective
observed period. It thus seems that sufficient evie supports the notion about the
significance of fiscal rules.
Nevertheless the construction of an aggregate indestill useful. This aggregate
reflects the average quality of budgeting ruleshgisihe values of the three above
indexes. Therefore the aggregate provides an appabe picture about the state of
budgeting rules during a longer period. Thus ipassible to compare the aggregate
scores to the average deficit levels of 1995-2008s test can be regarded on one hand
as double checking the results of authors who coctstd the above indexes. On the
other hand aggregate index creation and testingagsssary to see whether significance
of budgeting rules stays valid also when obsertregentire period (not just periods of
few years), that is the period from the beginnirigtransition up until now. In the
following the issues concerning the creation ofdhgregate index will be discussed.
The aggregate index consists of the total valua® 1997, 2003 and the values
of the combined “delegation”/"contract” index frog®07. Since the indexes of 1997
and 2003 are highly compatible with each otherrds issue is whether the data from
2007 can be included without significantly distogithe overall picture. First the values

from the three indexes should have the same ofd®agnitude. This can be achieved
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by simply multiplying the values in the 1997 andd20ndexes by 10. The range of
values is quite similar in the three indexes exdeptthe fact that the 2007 index
“punishes” Hungary with a much lower score relativehe other countries than either
one of the 1997 and 2003 indexes did. Secondledds to be checked whether the

2007 index ranks countries similarly to the pregiowo indexes?

Quality of fiscal rules
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* The values for 2007 are from “contract” index except for Hungary where it is from “delegation”
index
Source: Fabrizio and Mody [2006]; Gleich [2003]; Hallerberg and Ylaoutinen [2008]

As it can be seen also in the 2007 index previagis performers notably Slovenia and
Estonia continue receiving the highest scores wHimgary continues to be at the
lower end.

If the rankings were very different it had to bespected that the 2007 index is not
compatible with the other two indexes. Of courseoilld be argued that similar ranking
merely does not suffice for declaring compatibibty it could very well be the case that
rules in certain countries have changed by 2007¢cwivould change overall sores,
while the precise magnitude of these changes amiligbe assessed through a research
that follows the structure of the 1997 and 2003exws. Indeed the degree of
compatibility of the 2007 index is arguable, nelkeléss in my opinion it can still be
used for creating an aggregate index for sevessioms: (1) the aggregate index intends
to capture major tendencies to see whether fiadak rsubstantially influence fiscal
performance in the region. (2) All authors haveneixeed procedural rules even if in

different structure, thus the results can not baelyi different. (3) This is also reflected
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by the above noted fact that the 2007 index does aange country ranking
significantly.

The aggregate index is created as an average ofthes in the three indexes,
which is then tested - using linear regressionyamal on average budget deficit levels
between 1995 and 2009:

Quality of Budgeting Rules - Aggregate Index

1997 {Gleich) |2003 {Fab.-Mody) (2007 (Hallerh.) |Agqgregate [Average deficit’
Bulgaria 533 542 B2 5 26,7 -1,03%
Czech Rep. G4 .3 G7 B a6 3 62,7 4,69%
Estonia §3.2 526 81,3 82,4 0,29%
Hungary 5832 ME 296 41,5 H,11%
Latvia 50,0 55 4 525 70,3 1,92%
Lithuania 20 G442 25 62,9 3,22%
Poland 543 825 525 66,4 4.40%
Romania 519 617 oh 3 56,6 -3,36%
Slovakia bk 2 44 3 B2 5 ar g 5,45%
Slovenia 7B 0 5 a1.3 78,6 2,82%

*In the period: 1995-2009; Source: Eurostat, World Bank

The results of the regression analysis can be foetmiv:

Aggregate index | Average deficit (1995-2009)

(independent var.) (dependent var.)
Bulgaria 56,7 -1,03%
Czech Rep. 62,7 -4,69%
Estonia 82,4 0,29%
Hungary 41,5 -6,11%
Latvia 70,3 -1,92%
Lithuania 62,9 -3,22%
Poland 66,4 -4,40%
Romania 56,6 -3,36%
Slovakia 57,7 -5,45%
Slovenia 78,6 -2,82%

Results for CEE-8 (excluding Romania and Bulgaria):

Y = Average level of deficit; X = Aggregate indekfiscal rules
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Y =0.141 X —12.771
Sig. = 0.006
N=8 R=0.748

Results for all 10 countries:

Y =0.113X — 10.454
Sig. = 0.035
N=10; R =0.446

Results for CEE-9 (without Bulgaria):

Y =0.132X — 12.034
Sig. = 0.005
N=9: R=0.694

As it could be expected there is strong positiveneation between the quality of fiscal
rules and the degree of fiscal discipline in caksthe eight CEE countries (quality of
budgeting rules explains 75% of the variation fisteficits). The connection is still
significant if Romania is included (budgeting rukesplain 69% of variation in fiscal
performance), however the inclusion of Bulgaria keses the result substantially (R-
square=0.446). It is worth noting that Bulgaria bhewed considerable fiscal discipline
since the introduction of a currency board arrarg@mn 1997. Its budgeting rules
however remained weak, hence the weaker connebigtween budgeting rules and
deficit levels if Bulgaria is included in the sammpBased on this it could be suspected
that currency boards substantially influence figoaitformance. It will be discussed in
the next chapter whether this is true and how #istence of currency boards in CEE

countries influence the applicability of @yfy’'s model to the region.
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It can be concluded that similarly to the caseldfEBMU member states, fiscal
rules have a decisive role in fiscal performans® ah the eight CEE countries, which

are in the focus of my research.
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3. EXTERNAL FACTORS

In this chapter it will be examined whether the Ctegion fulfills the theory’s criteria

regarding similar external pressure/incentive s@tti

3.1. The theory’s suggestions regarding external étors

The theory’'s assumption is that external factorgehsome disciplining effect on the
individual countries’ fiscal policy, nevertheledsst effect is limited. In a nutshell, the
theory implies that after abandoning the Brettonod&system and the liberalization of
the global financial markets in the early ‘70s goweents around the world step by step
learned (as a result of some crisis) that demamnsgracredibility, exhibiting sound
macro economic fundamentals is crucially importanteduce a country’s vulnerability
to financial volatility. Sustainable fiscal postiois a key element of those
fundamentals. (Girffy [2007] p. 78-87.) Once the credibility suffetse market forces
punish the country mainly through increasing irgerates on external borrowing and if
the country is unable to restore credibility thewdward spiral culminates in
bankruptcy.

Another assumption regarding external factors iat tthey enhance policy
transfer among countries. Since governments arecagfahe importance of credibility
they are looking for best practices from aroundwloeld, in this process international
organizations like the IMF play an important rdie.the field of monetary policy such
widely accepted policy “best practice” has been ititdependence of central banks,
while - according to Gyrffy - in recent years fiscal rules are receivingremand more
attention.

Before 1993 the prospective EMU member states wrhgbiting rather large
budget deficits (Gyrffy [2007] p. 189). The situation however changadically in the
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years preceding the creation of the Eurozone: alsgective members underwent
substantial fiscal adjustment in order to meet Maastricht criteria necessary to join
the monetary union. In this case external pressunamely fear of missing the first
group of states crating the monetary union - creagbstantial consensus in these
countries about the importance of fiscal restradrice inside the Eurozone however the
member states’ fiscal performance varied stronglge theory has the following
explanation for this phenomenon: while on paperEN8J imposes very specific fiscal
constraint on its member states (the well known &%he GDP threshold for budget
deficit) the enforcement mechanisms are very wddlus the EMU membership’s
disciplining effect is much weaker than that of tharket forces at the same time the
monetary union provides a credibility shield fos imembers against market forces,
therefore in case of the member states externaspre is neutralized.

Some members nevertheless continue to display denadile fiscal restrain. In a
number of countries the EMU “did induce a lastingua towards discipline [and] it
proved to be a useful anchor in countries, whickehatarted fiscal adjustment.”
(Gyorffy [2007] p. 110). These countries have dome#ticanposed fiscal rules and
this fact reflects the essential importance of detimdactors.

Further evidence for the limited effect of exterfadtors and the importance of
domestic factors is brought about through the coatpee analysis of Hungary and
Sweden. None of them are members of the EMU, tbiis face external market forces
without enjoying the protective shield of credityilprovided by the Euro and both have
faced crises (Sweden in the early ‘90s, Hungaryt984/95). While the disciplining
effect of the crisises induced fiscal adjustmenbath countries only Sweden managed
to use this momentum and create a system of sabtairfiscal discipline, while
Hungary — after the immediate threat of the criseled — returned to lax fiscal policy.

The explanation of this difference — once agairs-ih domestic factors.

3.2. External pressure in CEE

First, it has to be examined whether similar tewdtEn regarding external

pressure/incentives can be detected in CEE. Hermlynawo issues need to be
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addressed: (1) did the pre-accession period, th@doeof preparation for EU
membership, mean similar external disciplining effer the CEE countries as did the
preparation for EMU membership for current EMU mens? (2) Does EU
membership provide protection from market forcastfe CEE countries? The short
answer for both questions is: “no” or “very modest’best

Soon after the regime changes in 1989/91 all ofeight CEE countries have declared
their intention to join the EU. The accession pohwe meant close monitoring by
Brussels on the progress of meeting the membersitgria. Theoretically this could
have evoked a strong incentive for fiscal discplim a similar way the EMU
membership preparation affected the performancetsofl2 prospective members.
However during the accession period the EU’s maimcern was to ensure that crucial
structural reforms are taking place even if thinge(temporarily) higher budget deficit
for these countries. (Berger et al [2004] p. 10-lilYhe words of the Commission:
“CEECs are not required to fulfill the Maastrichbminal convergence criteria, but
rather to comply with the Copenhagen criteria. phenary fiscal concern in the pre-
accession period is medium-term budgetary sustdityatvather than achieving any
particular target for the government balance. [.eltiBg of specific budgetary targets
could be misleading and the priority should renm@inmproving the functioning of the
budgeting process, carrying out structural reformsplementing the acquis
communautaireand supporting catching up.” (Commission [2008ht insisting on
sound macro economic performance as a criteriommiembership, Brussels could not
effectively impose fiscal discipline on the acceastountries.

By becoming members of the EU these countries dgi@eventually join the
monetary union as well. However the lack of a ¢ldanding deadline for EMU
accession combined with weak enforcement mechanidnise EU against members
that are persistently breaching the 3% budget ilééicel deprived the system of any
disciplining effect. Berger-Kopits-Székely [2004ffers a game theoretic model to
explain differences in fiscal performance amongntoes of region, wherein fiscal
behavior of these countries influences each ottwargluct of fiscal policy. In line with
the model it can be argued that as more and mavenmember states are adopting the
Euro the incentive will gradually increase for tleenaining new-members to meet the

criteria avoiding the obvious embarrassment of dpefre last country to join. At the
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same time recent developments somewhat amendealvérall picture and it is now
questionable whether EMU membership is still unegeally attractive option for new
EU members. The not in every aspect positive egpeés of Slovenia and particularly
Slovakia with the Euro moreover the fundamentabfmms of the Euro-area becoming
very visible due to the Greek crisis increased @sim CEE that question whether it is
still in the best interest of these countries topdhe Euro as soon as possible.

Regarding the protective effect of EU memberskipce EU membership — at
least theoretically — also means eventual Euro talogwhich — again theoretically —
requires sound macroeconomic fundamentals), EU raeswhight enjoy slightly higher
market confidence than non-member states. Thisrefeected in decreasing long-term
interest rates of new members, also in casegdtieeVisegrad countries) where this was
not justified by fiscal performance. (Gyfy [2007] p. 102) Nevertheless mere EU
membership does not provide as strong protectiainagy market forces as EMU
membership.

Moreover it has to be noted that the above extefamzbrs affected all eight
countries in the region to a similar degree: alltbém have existed in the same
international environment equally exposed to maf&etes, all of them had the strong
intention to join the EU (which they did at the sathme) and officially all of them aim
to introduce the Euro as soon as possible, thuslikervable large differences in their
fiscal performance can be ascribed to differencemestic factors.

Gyorffy's work however has one important statementardomg external
incentives / constraints in the CEE region. Evakefrom the EMU countries seems to
support the theory’s assumption, about the impodasf domestic factors namely that
the degree of public support is an important domdattor in determining a country’s
fiscal discipline. In case of EMU member state5#y has found strong correlation
between the level of satisfaction with democracgt ancountry’s budget deficit level.
The same test however fails to give supportivelteso the CEE region: Unlike in the
case of EMU member states, for the eight new EU begsno correlation could be
detected between the level of public trust andi¢kiel of budget deficit. Gyffy gave

the following explanation for this phenomenon:
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“Unlike EMU member states, which face similar extdrincentives with regard to
fiscal policies, the new member states have rathiéerent constraints. In the Baltic
States the widely known dangers of pursuing pratéigpolicies with a currency board
arrangement ensure the maintenance of consensusddferent governments. At the

same time the Visegrad countries do not face saobtints [...]" (Gyodrffy [2007] p.
196)

The above statement is crucially important from therspective of my research

therefore it has to be carefully examined. Theestant has two elements:

(1) A currency board creates substantial exteimagntives for fiscal discipline

(2) This external incentive overrides the effect angpoantance of domestic factors
(hence the impossibility to recognize similar ctatien concerning public trust
and fiscal deficits as in the case of EMU counjries

Before discussing these two points in detail, nesessary to see what a currency board
arrangement (CBA) is and how it affects fiscal ppli
3.3. Currency board arrangements

The currency board is an exchange rate arrangewi@nh has three major elements
(Pikkani [2000] p. 5):

(1) Fixed exchange rate of the domestic currency tarahor currency
(2) Free convertibility of the domestic currency astfixed exchange rate
(3) Full backing of the emitted domestic currency brefgn reserves

These are the elements of an ideal CBA howevee theght be certain deviations from

it. In fact CBA does not exist anywhere in its ptoan. The example with the smallest
deviation in Europe is the Estonian CBA. (Grigonjz@03] p. 119)
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The anchor currency can also be a currency bagkstwas initially the case in
Lithuania). Regarding the issue of full backinghéeds to be clarified what has to be
backed, how broad interpretation of domestic cuyethe legislation uses: emitted
notes and coins, the liabilities of the centrallkhar even broader interpretation? What
can be considered as an instrument to back the stamoeirrency might also vary from
case to case: In Argentina for instance initialiyyd66.6% of the monetary liabilities of
the central bank had to be held in foreign resemesrest could be held in Argentinean
bonds denominated in foreign currency (Hanke-Schi@602] p.44). An interesting
case is Estonia, where — to overcome initial slgertaf reserves — the Supreme Council
150 million dollars worth of state forests to then® of Estonia reserves. (Kallas [1994]
p. 9)

The CBA first and foremost is a very tight moneteegime whereby the country
abstains from conducting an independent monetaticypoThe aim is to achieve
confidence in the currency thus fighting inflatioBustaining credibility however
requires sound macroeconomic policies thus - besidenetary policy - the CBA has
strong implications for fiscal policy as well. Pistent fiscal deficit leads to increasing
debt, which reduces reserves. Eventually this ead ko the collapse of the currency
peg. (Camilleri Gilson [2002] p. 16-17; Grigony&0p3] p. 113-114)

3.3.1. Currency boards as incentives for persistemisensus

According to the first claim of Gyffy’s statement currency boards are external
incentives, which might seem rather surprising gitlee fact that a CBA is consciously
chosen by countries and not externally imposed upem. Gyrffy’s work mentions
two types of external incentives / pressures: (¥aming or already existing crisis
following the shaking trust of markets in the caieg macroeconomic fundamentals
creates a positive incentive towards fiscal disegt- at least temporarily; whereas (b) a
monetary union (e.g. the EMU) where the credibitifiycommon currency creates a
protective shield from market pressure which isdavious disincentive for fiscal
discipline.
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Although Gyrffy doesn’t mention explicitly, it seems that —caading to this
first part of her statement — currency boards sthbelsome sort of mixture of the above
two: they signal credibility — like the EMU- yet V& a positive effect on fiscal
discipline — like crisis threats and unlike the EMBlowever while in the EMU there
are many “free rider” states which enjoy the bdsedf the credibility of the common
currency but themselves are not contributing testigdility with their lax fiscal policy,
in case of CBA both the advantages of credibilitgl @he price for maintaining it are
100 percently incumbent on one country. In thissee@BAs rather resemble fiscal
rules, whereby the government ties its own handeeasame time the existence of the
rules signals credibility.

As it was discussed in the introduction, the thatdge of implementing a
successful fiscal reform is institutionalized camses on fiscal restraint that is the
creation of rules for disciplined fiscal policy. & fourth stage in turn is sustaining these
rules, which requires — according to the theoryublig support for the system, since
only high public support can eliminate incentivesleviate from the consensus.

The second element of Gyfy’'s statement implies that the effects of CBA on
fiscal policy create favorable conditions for balird and fourth stages. How exactly
can this happen? CBA has a disciplining effect lsimio market forces since if unsound
macroeconomic policies fail to sustain the systeeneventual outcome will be currency
devaluation just like in the case of financial isg&s under different currency regimes,
e.g. free floating. The main difference and theitaoithl feature of a CBA is that cause
and effect relationship is much more transparedt\asible also to the public. Under a
CBA persistently unsound fiscal policies lead eithe default on debt and/or to the
abandonment of the currency peg, which means dataituof a previously stable
currency. Currency devaluation is a phenomena wimiakes the otherwise complicated
macroeconomic developments very much understandabléhe wider public, as it
effects them immediately and directly. The CBA regh “the incentive to inflate,
because the devaluation costs attach an extratpdaahflation, and this disincentive
scheme is public knowledge. Thus a credible comanitnto a highly visible target such
as the exchange rate provides an effective wayttengthen domestic financial
discipline and eliminate an inflation bias.” (Grigaé [2003] p. 113)
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The second element of Gyfy’s statement implies that the political costsao
possible abandonment of the fixed exchange rateickwhmost likely implies
devaluation) in the future are so high that metbkb/fear from it is sufficient to sustain
elite consensus regarding the importance of fidsdipline. Thus in countries where a
CBA is in place the level of public support is lexant regarding fiscal outcomes.
Logically this also means that would currency boarchngements not exist in any
country of the region one could observe in CEE Isimtorrelation between level of
public trust and budget deficits like in the EMU.

Some evidence — at least from the region — seemsupport the crucial
importance of CBAs in fiscal outcomes. Dalia Grigttn examined the fiscal
performance of 10 CEE countries between 1994 ar@l.2(h the region Estonia,
Lithuania and Bulgaria has a CBA in place. Shefbaad that the CBA has significant
negative effect on budget deficit (that is CBAsrease fiscal discipline) and this holds
even if the quality of budgeting institutions amntrolled for (she used Holger Gleich’s
data on budgeting institutions). (Grigonyté [200B]has to be noted here that once we
take into consideration also the period after 2@levidence is even more supportive.
This is mainly due to the fact that the period ekesd by Grigonyté included the
Russian crisis which hit the Baltic countries pararly strong, resulting in temporarily
higher deficits in the three countries out of whtalo has a CBA in place, decreasing
thus the overall performance of countries with CBA&hen comparing CBAs and
simple pegs other authors (Fatas-Rose [2001]; Alagviolina [2000]; Grimm [2007])
also found that the former induces fiscal disciplwhile the latter rather has negative
effect on it.

However not everyone shares this view. Guillermév€and Frederic Mishkin
focused on “hard peg” systems (i.e. CBA and daktion) and came to the conclusion
that “the key to macroeconomic success in emergiagket countries is not primarily
their choice of exchange rate regime, but rathemialth of the countries fundamental
macroeconomic institutions, including the instibumis associated with fiscal stability
[...]". (Calvo-Mishkin [2003] p. 115) Similar conclim has been drawn by Adalbert
Knobl, Andres Sutt and Basil Zavoico, when assgssSuBA’s role in Estonia’s
economic transition. They found that “the CBA intdsa [...] was more symptomatic

of a broader intellectual and political commitmeatthe rapid transition to a market
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economy and prudent and transparent macroeconatiotes than it was a cause of the
very apparent success of the Estonian economy 8lgKet al [2002] p. 21) Furthermore
the above mentioned notion that CBAs are supedacanventional pegs concerning
fiscal discipline is also doubtful if we take a koat the evidence. The only country with
a conventional fixed exchange rate regime in thgiore is Latvia. Although
theoretically Latvia should have substantially &rgdeficits than its two Baltic
neighbors with a CBA, in fact it has shown moredisrestraint than Lithuania. The
case of Argentina demonstrates that it is unjestifto assume automatic fiscal
discipline even under a CBA. Moreover it has to heted that — somewhat
contradictory to her previous statement — evefirtby acknowledges the limitations to
the unconditional disciplining effect of currencypards and refers to Berger et al
[2004], who state that differences in fiscal pariance of the eight CEE countries can
not be explained by the different exchange ratemres. (Berger et al [2004] p. 6)

In light of the above discussion it can be statesl at least ambiguous whether a
CBA substantially induces fiscal discipline andtitioes to what extent. Furthermore
assuming that a CBA has automatic disciplining afien fiscal policy regardless of
other factors seems to be far fetched. Therefor@ s suggestion that the existence
of CBAs in CEE overrides the importance of domedactors has rather weak
fundamentals.

To prove the invalidity of her hypothesis we cast ¢ using the original data
presented by Gyffy, yet excluding the cases of Estonia and Lithiaa the two
countries with a CBA in place. If the correlatioetlween public trust and budget deficit
level can not be detected due to the effects of GB#A, then we would expect
significant connection between the two variableseonve only observe the cases
without a CBA. However as it can be seen belowrdsellts show no connection even

for the six CEE countries without a CBA.
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Satisfaction with democracy*
2002 2003 2004 2005 Average
Czech Rep. 42 41 43 48 43,50
Estonia 32 32 30 44 34,50
Hungary 55 33 31 27 36,50
Latvia 37 40 35 44 39,00
Lithuania 36 37 29 24 31,50
Poland 28 23 16 29 24,00
Slovakia 19 17 18 26 20,00
Slovenia 45 50 43 56 48,50

* Percentage of respondents who are very or fairly satisfied
Source: Gyo6rffy [2007] p. 194

Fiscal balance (percent of GDP)*
2002 2003 2004 2005 Average
Czech Rep. -6,8 -12,5 -3 -3,2 -6,38
Estonia 15 2,6 1,7 11 1,73
Hungary -8,5 -6,5 -54 -6,1 -6,63
Latvia -2,3 -1,2 -0,9 -1,2 -1,40
Lithuania -1,4 -1,2 -14 -2 -1,50
Poland -3,3 -4,8 -3,9 -3,6 -3,90
Slovakia -7,8 -3,8 -3,1 -4,1 -4,70
Slovenia -0,3 0,2 1,6 1.4 0,73

* Adjusted for costs of pension reforms
Source: Gy6rffy [2007] p. 195

Results for CEE-6 (without Estonia and Lithuania):
X = Average satisfaction with democracy; Y = Avezdgvel of deficit
Y =0.095X — 7.078

Sig. = 0.473
N=6; R=0.135

These findings have several consequences: (1)finetseof a CBA do not override the
effects of public trust, (2) public trust — at ledéise way it is measured by Gyfy —

does not seem to be a crucial domestic factor teraening sustainability of fiscal
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restraint in CEE, (3) this does not mean that a GBA& no effect on fiscal restraint
however there are several ambiguities surroundmsg) issue: (a) how strong is this
disciplining effect? Does it override domestic #ftect of unfavorable domestic factors
that otherwise would predestine the country forfiagal policies? (b) the exogeneity /
endogeneity issue: “It is [...] possible that the mivies with the potential for restrictive
fiscal policy were those more likely to adopt fixedchange rates.” (Grigonyté [2003]
p. 115)

3.4. Currency board arrangements and fiscal rules

There is one more issue regarding currency boatsneeds to be clarified. As it was
mentioned during the discussion on fiscal ruledg8ua is the only clear case which
does not seem to support the notion that fiscasrdletermine budget balances. Since
the introduction of the CBA in 1997 Bulgaria ha®wh remarkable fiscal discipline,
nevertheless the quality of its procedural rulesai@ed rather low. Although Bulgaria
is not part of the eight CEE countries that waduited in Gyrffy’s theory and the
focus of my research is also rather on these egimtries, due to the small number of
cases, Bulgaria can not be completely ignored wdisoussing CBA. There are two
reasons why the case of Bulgaria does not fundaihenthallenge the theory’'s
suggestion about the importance of fiscal rules:

(1) It can be argued that the Bulgarian case doeéutfill the important criteria
about similar external pressure. It has been dsszlishat during the observed period
the eight CEE countries existed in a similar exdepressure/incentive setting: none of
them had an effective shield against market fotides the credibility of the EMU.
Unlike any of the CEE-8 Bulgaria did experiencel-fidale economic crisis and
effective collapse in 1996-1997, with collapsingreacy, inflation, budget deficit and
public debt growing out of control. With this evdBtilgaria experienced substantially
different external environment than the aforemergtcountries of the region and had
to turn to the IMF for help. The introduction of @Bvas a consequence. “The IMF
signaled it would provide the foreign exchange me=® needed for the smooth CBA

operation. In fact, its introduction was the comdhit under which the IMF would
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continue providing financial support to BulgarigRoussenova [2002] p. 24) It is hard
to judge whether subsequent fiscal restraint i@sequence of the automatic and
unconditional disciplining effect of the CBA orig the consequence of the still lasting
effect of the crisis experience which was ableuel tonsensus on fiscal restraint. In
order to answer this question we would need anotase from the region that
experienced similar external shock. In short, tifier@nt external pressure experienced
by Bulgaria makes the case unfit for unproblematiemparison with the CEE-9
countries.

(2) Since a CBA has strong implications for fispalicy, namely under a CBA
fiscal discipline is a well articulated interest tbe government and since we have no
reason to believe that governments are not awatbese implications, a CBA is in
certain ways similar to fiscal rules: both are swifposed rules that limit the
government’s discretion in fiscal policy. The imfant difference is that a CBA is a
monetary arrangement, it rules are binding the r@opepolicy whereas it has only
implications, not clear cut rules for fiscal poliagd as the case of Argentina has shown
these implications can be disregarded. Neverthéleskeve it can be argued that fiscal
rules and CBA are not excluding rather complemgnéach other and CBAs could be
considered as special types of fiscal rules, imftugg fiscal policy although according
to different mechanisms. Therefore a country digplsscal discipline if it either has
high quality fiscal rules or a CBA in place. Lataad Slovenia use no CBA, yet they
do have good procedural rules consequently botmtoes have had rather small
deficits. Bulgaria, with low quality fiscal ruleyet a CBA in place has performed
equally well. Lithuania with somewhat lower qualityles than Latvia or Slovenia and
with CBA in place has shown similarly small budgkficit as Slovenia, whereas
Estonia that has both high quality fiscal rules arfdBA has had the best fiscal balance
in the region throughout the period.
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4. CONCLUSION OF FISCAL RULES AND EXTERNAL PRESSURE

The previous two chapters were necessary in oalseé whether the two important
preconditions of G§rffy’s theory are also present in CEE. The firsapter dealt with
fiscal rules: whether fiscal rules are cruciallypiontant determinants of fiscal outcomes
also in the region. The second chapter looked atifisue of external pressure.
According to the theory the external incentive égsure setting for countries has to be
fairly similar, otherwise examining the role of destic factors in deficit levels makes
no sense, as the external pressure overrides fibet ef domestic factors. Once it is
established that fiscal rules do determine fisasicames and that countries of the
region face similar external pressure we can facudomestic factors.

Based on the results of earlier researches it eanobncluded that just like in
case of old EU member states, also in CEE fisdakrare important determinants of
fiscal outcomes. The available data focuses on dbality of budgeting rules
(procedural rules), which give rather comprehenpiceure of countries’ fiscal rules, as
they include the consideration of different numaricules and the existence
independent fiscal councils — the two other groaifpiscal rules mentioned by @sffy
and other literature. Evidence shows strong pasitionnection between the quality of
procedural rules and the fiscal balance in CEE.

As far as external pressure is concerned it castablished that countries of the
region have faced similar incentives / pressurespdtation for EU membership did not
provide strong incentive for fiscal restraint as was the stated policy of the
Commission that such consideration will have seaonpdmportance in assessing a
country’s readiness to join the EU and macroeconaronvergence — including fiscal
policy — should be achieved on the medium-run. rAthese countries became members
legally they are bound to comply with the Maastricthiteria and join the EMU as soon

as possible. However weak enforcement mechanisiigediU combined with the lack

a7



of clear deadline for compliance meant that prospe&MU membership did not have
such disciplining effect for CEE countries as fbe t12 original members. The latter
group had a clear deadline when the common curraresywas formed, therefore those
countries that indicated interest in becoming fongdmembers had a much clearer
incentive to comply with the criteria to avoid faié. It can be argued that as more and
more new member states are adopting the Euro ttséddetu new members will have
increasing incentive to comply with the criteriadrder to avoid becoming “last in the
class”.

When discussing the external pressure the issweiroéncy board needs to be
addressed. When testing the findings of her rebe@gérffy examined the connection
between level of public trust in a country and #@'§iscal performance. In case of EMU
member states she has found significant positivenection, however this was not the
case when she tested the eight CEE countries. ®jgested this is due to the fact that
certain countries in the region have CBA in platteys having different external
incentives. According to her argument a CBA hashssitong disciplining effect on
fiscal policy and on the consensus regarding fiseatraint that it is overriding even
otherwise unfavorable domestic conditions (i.e. lpublic trust). Thus, it is implied
that, in case of CEE no further investigation ofmestic factors makes sense.

Existing literature is inconsistent on whether CBétomatically enhances fiscal
discipline and if it does to what degree. The theit merely a CBA is not an ultimate
remedy against lax fiscal policies is demonstrabgdthe case of Argentina. The
argument that lack of correlation between publistrand fiscal balance in CEE is due
to the effect of CBA can be effectively contestéave run the same test leaving out
Estonia and Lithuania — the two countries with aAGB of the sample. Although the
number of cases is even lower than before - whiwhulsl warn us from making far
fetched conclusions — the results still seem taybiée unequivocal, that there is no
connection between public trust and budget defitimeans that the CBA is not the
ultimate problem, rather it can be suspected thidlip trust — at least the way it is
measured by Gyffy — is not such crucial determinant in the regias it could be
suspected based on the theory. Nevertheless d b@sdahe literature — it can be
assumed that a CBA does have some fiscal disangliaffect due to its rather obvious

implications for fiscal policy. Furthermore it h&s be assumed that governments are
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aware of these implications and that introductibra CBA — if they aim to keep the

arrangement in place - will limit their discretioggarding fiscal policy. In that sense we
can consider the CBA as a special type of fiscl: rconsciously self imposed (thus it
can not be considered as an external factor) amtrg fiscal policy.

It can be established that the two important prditams suggested by
Gyorffy’s theory, namely the significance of fiscallea in fiscal outcomes and the
similarity of external pressure/incentives are ifiell in CEE. Therefore it can be
assumed that — in line with the logic of the theerydomestic factors are key
determinants of variance also across CEE counffiass, following chapters will focus
on domestic factors and aim to identify those #irat important determinants of fiscal
performance. The main focus will be on comparing ¢hses of Estonia and Hungary
the two extremes regarding fiscal performance ftiinout the period. The results should

be then used to suggest possible directions fagrgémation on the region.
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5. DOMESTIC FACTORS AND DIFFUSE SUPPORT

5.1. The theory’s suggestions regarding domesticdiors

So far all chapters of the current paper began wittetailed discussion of the
framework theory’s suggestions regarding that arégptopic. We have no intention to
deviate from this pattern. Since this second stmattunit focuses on domestic factors
we will start with an overview of the theory’s s@gtjons regarding domestic factors.
This part contains the essence, the real value wfrffy’s theory therefore it is
particularly important to understand how these dstiodactors influence — according
to Gyorffy — the fiscal performance of a country.

So far it has been established that the qualityuoigeting rules is a fundamental
determinant of budget balance. The real questiobrf@yis aiming to answer in her
dissertation is the following: if the connectiontween fiscal rules and budget balance
is so clear (and the external pressure / inceminxeronment is similar enough) why do
governments of certain countries choose to implemsgitt rules while others do not
and once a government has created strong rulengettvhy in certain countries
subsequent governments respect and adhere torthes®

Gyorffy investigated the cases of Hungary and Swedeaorder to identify the
relevant domestic factors that explain the differehoices of governments. Both
countries needed strong fiscal adjustment in tineegaeriod around the late ‘80s / early
‘90s and while both countries attempted to deah\the problem of unsustainably high
budget deficits only Sweden managed to achievatasticcess, while Hungary’s fiscal
adjustment attempts remained largely futile andlccahow forth only temporary
success. Gyrffy provides further justification for her choic# Sweden as a case to
compare it with Hungary by highlighting similarisien certain important aspects: both

countries are small, open economies, with largee stedistribution and large public
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debt. Moreover there are a number of difference$ Would rather presuppose that
Hungary has higher chances of conducting a suaddssfal adjustment, e.g. Swedish
electoral system tends to yield minority governmemiungary is a candidate to the
Euro Zone while Sweden is not, etc. &y [2007] p. 139.) The results from the case
studies were then synthesized, which provided #sesldor Gyrffy’s suggestions about
the importance of domestic factors.

An important assumption of @kffy’s work is that fiscal management reforms,
that is changing or tightening budgeting rulespdbeffect any interest groups directly,
therefore it is politically less sensitive to tak@s step than for instance cutting
pensions, public sector wages or closing hospitats, (Gyrffy [2007] p. 38.)
Therefore whether these rules are tightened depgamdsarily on the elite’s willingness
to do so. Consensus within the elite about the ssiyeof tight fiscal rules is thus the
first important domestic factor. The governmentpower has to be sure that once
tightened fiscal rules are in place - which bywegy tie the government’s own hands in
spending - the opposition will respect these rudesl will not deviate from the
consensus by trying to win votes with populist piges. If there is any considerable
political force that is outside of the consensientthe government has no incentive to
make tight rules as it would only create a situatichere the government maneuvers
itself into a disadvantageous position vis-a-vis dpposition.

Having such consensus is however only the firses&ary condition and the
easier one to achieve: a looming crisis for instacan lead to a situation where the
elites put aside their conflicts and work out a penary consensus to avoid the worst.
Lasting change in fiscal performance however cdg ba achieved if the consensus is
persistent. The other important domestic factoe, lével of diffuse support for the
system in the society, determines whether a so@atgpable of upholding such lasting
consensus. As it has been mentioned earlier inpduper Gyrffy uses for her theory
David Easton’s concept of diffuse support, who miedi it as a certain trust of the
society towards the system, wherein the membersareinced that the current system
generates outputs favorable for them in the longewen if sometimes the immediate
measures are unfavorable for them. (The next seatith discuss the issue of diffuse
support in details.) In a society where diffusemupis high — according to Gyffy —

long term thinking is more appreciated than in amirenment characterized by low
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diffuse support. That is, in the latter case gasier to buy votes with populist promises
that yield benefits for the electorate only on #ert run, since voters do not believe
anyways that the system will provide them any bigheh the long run. Such promises
however are impossible to make if strict budgetind generally strict fiscal rules are in
place, therefore a low diffuse support environmaalvides considerable incentive for
different groups of the elite to deviate from th&gmal consensus that favored fiscal
restraint.

The above suggestions of the theory regarding migoitance of these two
domestic factors were then tested byofHy. As first step the two factors, elite
consensus and trust (@¥y uses trust interchangeably with diffuse suppwamhich is
not entirely correct, as it will be explained |atdrad to be operationalized. In case of
the former Gyrffy's method is quite simple: she assumes thatlével of average
budget deficit indicates the degree of consenstlimihe elite about the importance of
fiscal restraint. This approach can be supportedti®y argument that since high
correlation has been detected between deficit lewelquality of budgeting rules, better
rule setting presupposes higher degree of consembeslatter — diffuse support - has
been measured through the results of Eurobarorseteeys regarding satisfaction with
democracy: the share of population that is eithrery satisfied” or “fairly satisfied” has
been considered being satisfied with democracheénréspective country. For each of
the 12 founding EMU member state the average letshtisfaction with democracy
was calculated for the period between 1998 and .200Bse figures were then set
against the average budget deficit levels of tloegmtries for the same period and the
relationship of the two datasets was investigatedugh a simple linear regression
analysis. (For the dataset used byoHy see Apendix D.) It was found that “public
trust in the system [or diffuse support] explainemb6 percent of the variation in fiscal
deficits” (Y = 0.139X — 9.234; &0.561, Sig. = 0.005). (Gyffy [2007] p. 192.) There
might be different views on exactly how strong supghis result provides for the
hypothesis, nevertheless 56 percent indicates feigni connection — even if one
disagrees with the rather optimistic assessmenGyifrffy that it provides “strong
support”.

As it was discussed earlier in this paper the swwewas ran on eight Central

and Eastern European countries yet the analysisdfao show similar connection
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between diffuse support and budget balance. It alas mentioned that Gyffy
explained this discrepancy with the influence afrency board arrangements in certain
countries of the region and a large section of tiied chapter argues that this
suggestion is invalid. Thus the question arisesGiirffy’'s explanation for the
discrepancy is invalid dos this mean that the whiod®ry should be dismissed as false?
The current paper argues that it would not be me#sle to discredit the theory. As it
will be seen in later chapters the cases of EstancaHungary in many ways actually
support the notion. It is quite likely that the maiource of problem is Gyffy’s way of
operationalizing the relevant domestic factors. Tdllowing section investigates this
issue by taking a closer look at the theory thatestas a basis fordd&fy’s work, that

is, David Easton’s concept of diffuse support.

5.2. David Easton’s concept

David Easton first elaborated the concept of défisspport in his book ‘A
Systems Analysis of Political Lifén this work his main concern was to examine how
different political systems manage to persist. Adecw to him most of the political
research “is concerned with exploring all thoseicate subsidiary processes through
which decisions are made and put into effect [hasjetheory needs to know how it
comes about that any kind of system can persigf émough to continue to make such
decisions”. (Easton [1979] p. 31.) It is far beyaih@ scope of this paper to discuss
Easton’s entire work in detail. What is importaetd that Easton viewed the political
life as an open and adaptive system, where alletaments are interconnected and
reinforce each other. In an optimal case such gsysan meet the challenges imposed
by stress (disturbances) and can continue to eXigpbport and within that diffuse
support is only one — albeit very important — elamef the system. In a brief and
extremely simplified manner Easton’s political €mstcan be described as following:
political systems exist in an environment with immerable events and conditions. The
inputs of the system concentrate and capture tleetedf everything that is relevant
from the environment as political stress. Theretaue major types of inputs: demands

" The book was first published in 1965 however Fer purpose of this research a second edition from
1979 was used: Easton [1979].
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and support. Demands are channeled into the @lgistem, where they are converted
into outputs by the authorities (i.e. decisions aations by the authorities). The outputs
then influence the environment through a feedbambp | influencing thus inputs

(altering or creating new demands, changing support

INPUT

Demands CONVERSION OUTPUT

Support Policies
‘ FEEDBACK I

From the above scheme for our purpose only theesiigms regarding support

are interesting, thus in the following section theus will be on this aspect of Easton’s
political system. (It can be noted here that thi& bfi ‘A System’s Analysis of Political
Life’ deals with the issue of support, thus it ntigfe argued that support is the most
important element of Easton’s system anyways.) éade after the first publication of
his book, due to the special attention receivedhigyconcept of support (its increased
use in empirical research) and the ambiguitiesigtérg around it, Easton further
elaborated on the issue of separating diffuse fspetific support in an article; Easton

[1975]. These two sources will be used here toigpte concept of (diffuse) support.

5.2.1. Support, its objects, and stress on support

Support as an input variable has essential impogtagsince no political system
can persist without at least a certain level ofpsup Thus decline of support is
considered a major stress on the system whichhraaten its persistence. Support for a
political system is constituted by support for thngolitical objects: support for the
authorities, the regime and the political communRelatively stable support for the
authorities is necessary, so that some sort ofiraaty of decision makers /
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administrators exists, otherwise demands can nprdeessed into outputs. Support for
the regime, that is, the rules and structures afatel conversion is also essential and
last but not least without maintaining some minimathesion within the membership of
the political community, that is without support the political community, no system
can exist. A vague hierarchy of objects is impligdherein loss of support for the
political community or the regime poses a more amdntal threat for the system than
decline of support merely for the authorities.

Disturbances in the environment or in the systegelfitthat threaten the
persistence of a system are called stress by E&Staass on support in this sense is the
decline of support below a critical level. An imtaont source of decline in support is
output failure. Output failure occurs when the auties either fail to take action to
meet the demands of members or their actions ammpatible with demands. This is
important for us because Easton identifies cleayagethe lack of consensus as major
drivers of output failure. Thus consensus appeararaimportant factor not only in
Gyorfy’'s work, but also in Easton’s system theory. Wigmissing from Grffy’s
work is that consensus can influence the level wgdpsrt, insofar as the level of
consensus influences the potential danger of stressipport. Easton does not suggest
that social diversity or group conflicts necesgatlave negative consequences on
output. Nevertheless there is a danger that “clgevamay so divide the relevant
members that they find themselves unable to cotgenagotiate, or compromise their
differences even to the minimal extent necessaryasdo discover some kind of

acceptable output resolution”. (Easton [1979] 8)23

5.2.2. Specific and diffuse support

It is necessary to differentiate between two tyglesupport: specific and diffuse.
The need for such differentiation arouses fromfétoe that often, even though members
of a political system are dissatisfied with certpaiicies or their life (generally with the
outputs), this political discontent does not neaghslead to fundamental political
changes, as confidence in the regime or the palitommunity is unharmed. Such

phenomenon is the manifestation of the existendeoftypes, two levels of support. In
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short: specific support is directly related to wtta authorities do and how they do it,
while diffuse support is more fundamental in cheegadirected to basic aspects of the
system. The source of specific support on one hanithe membership’s ability to
directly link outputs to their demands, thus emphason specific actions. On the other
hand specific support is also based on the autbsripperceived general performance.
Even if direct causal relation between the actiointhe authorities and the outcomes is
harder to establish the members of the system rbighte or praise the authorities, the
government for their present conditions. Wheredfusk support is a broad political
good will, a diffuse attachment to the regime amdnmunity that makes members
tolerating outputs that are perceived to run contta one’s wants and demands. “It
consists of a reserve of support that enablestarsy® weather the many storms when
outputs cannot be balanced of against inputs ofadesh It is a kind of support that a
system does not have to buy with more or less tdbenefits for the obligations and
responsibilities the member incurs.” (Easton [1979273.)

Without diffuse support and based solely on spedfipport no system can
persist, it is however possible that a system tearpp survives on specific support
alone, which in an optimal case will bread — atiewhile - diffuse support as well.
Differentiating between the two types of supporms another important aspect for the
current research. In countries where the politisgbtem has changed recently,
governments usually face the problem that the lef’/@utput is inadequate, it does not
meet demands. This is usually due to the inexpeeiest new authorities and/or the
chaotic political/economic circumstances usuallgraunding political system change.
As a consequence specific support for the new syseusually low however this is
offset - in an optimal case - by the high diffusgort, large reservoir of good will
towards the new system. Indeed it is quite logioaassume that around its birth a new
system enjoys such diffuse support — the amounthisf sort of diffuse support is
however highly dependent on the circumstances gndiag the birth of the new

system.

56



5.2.3. Dimensions of diffuse support

It is not explicitly stated, but from Easton’s werk seems that the object of
specific support is mostly the authorities, wherth@&sobjects of diffuse support are both
the offices and their occupants, but especiallyrédggme and the political community.
In the first chapter of this paper it was mentionieat Gywrffy equates diffuse support
with trust. This is not uncommon among other saisokither however this is not
entirely in line with Easton’s concept. Trust —aaling to Easton - is only a dimension
of diffuse support, a form of diffuse support foeetauthorities and the regime. In the
presence of trust “members feel that their ownredts would be attended to even if the
authorities were exposed to little supervision omusny. For the regime, such trust
would reveal itself as symbolic satisfaction witte tprocesses by which the country is
run.” (Easton [1975] p. 447) The other form of dgé support for the authorities and
the regime is belief in their legitimacy or “thenxiction on the part of the member that
it is right and proper for him to accept and obkg authorities and to abide by the
requirements of the regime.” (Easton [1979] p. ZVB)s trust and belief in legitimacy
are two forms of diffuse support for the authostand the regime. Diffuse support for
the third (and most fundamental) political objettie political community — may appear
as a sense of “we-feeling”, common consciousneggaup identification. In order to
be able to operationalize diffuse support undetstanof these dimensions is essential,
as “the political object will govern the mode ofpegssion of diffuse support.” (Easton
[1975] p. 447)

The above summary might have been somewhat denegtimgless it is important
to have at least an overview of Easton’s theorywhdre in it the concept of support
has its place. This is important because — as & nvantioned before — the suspicion
arouse that G¥ffy’'s choice of indicator for diffuse support, thevay she
operationalized it is not in line with Easton’s gegtions therefore it is inappropriate for
measuring diffuse support. In order to highlight firoblems associated with &ffy’s
operationalization, below the most important prtpser of diffuse support were

synthesized from Easton’s works:
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= Diffuse support is independent of the effects afydautputs - at least in the
short and medium run.

» |tis not easily depleted through disappointmeribhweutputs.

»= |t is more stable and less fluctuating/volatile rtrepecific support - although
there might be cases where a sudden frustratiantses dramatic drop in
diffuse support.

= |t is a sentiment. While specific support is givem returns (direct link to
outputs or at least perceived outputs) diffuse eups offered because of
affective ties to an object in and of itself.

This last point implies that capturing diffuse sappthrough opinion polls is
particularly problematic. If a question inquiridsoait how the members assess a certain
institution or the system itself (as it happensif@tance in the eurobarometer question
used by G¥rffy) it is quite inevitable that the answer wikkltio a large extent based on
the perceived outputs of that object (institutitve entire system, etc.). It can happen
that public opinion polls reflect low trust in parhent, political parties, government,
etc. but still maintain diffuse support towards gystem. An additional problem with
Gyorffy’s way of measurement is that it does not fulfine requirement of sufficient
stability. In the few years’ data presented byofHy there can be quite substantial
changes in the values from year to year in CEE Aggeendix D), which suggests that
this indicator is rather connected to specific atgpof certain years, than to the deeper
diffuse support.

Even though Girffy’s explanation about the importance of CBA doed seem
to hold, it is still a fact that the connectionween trust and deficit can not be detected
in CEE, at least not the way @yfy measures it. Thus the question arouses: dues t
mean the entire theory is wrong or does the probike®isewhere? As it was mentioned
before, this paper argues that the latter is tise:chhe main suggestions of the theory
are relevant also in CEE, that is successful, Hgstiiscal adjustment through
strengthening fiscal rules requires elite consemswkshigh diffuse support in a society.
However it seems that Gsffy’'s way of measuring diffuse support is incofre€he

following chapter will compare the cases of Estomima Hungary. On one hand these
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cases support the theory on the other hand thepearseful for identifying new ways
to operationalize diffuse support.
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6. DOMESTIC FACTORS IN ESTONIA AND HUNGARY

6.1. Overview of the past two decades

In the first section of this chapter a brief ovewi will be taken of fiscal
developments in Estonia and Hungary since the bheginof transition. Estonia is the
simpler case. Since the introduction of the nali@uarency, the Kroon, in June 1992
and the choice of currency board arrangement, isstaas been characterized by fiscal
discipline exceptional among transition countriesl aare even in whole Europe. As
data shows the general government’s budget extilsteplus in most years, while
deficit remained marginal in other years. (See Aplde A) The only exception is 1999,
when deficit reached a slightly higher level du¢he 1998 Russian crisis which had hit
Baltic economies particularly strongly. The reméka determination of Estonian
governments towards fiscal discipline has also hed#lected in the budget balances
during the years of the current economic crisissfite the huge economic contraction
experienced by Estonia the country managed to kedpudget balance within the 3%
limit set by the Maastricht criteria — almost urgdlaled in the EU - both in 2008 and
2009. Considering that Estonia still has the loie&tl of sovereign debt among all EU
member states one can imagine the constraint thislfdiscipline has put on the
country in recent years.

The picture is very different in Hung&ryWhen discussing recent fiscal issues in
the Hungarian economy one needs to go back a feadéds in time since the inertia of
certain developments during the communist periddsgems to exist and determines
the current situation. It is widely known that snihe early ‘60s Hungary had been a
frontrunner in economic reforms among countriethefsoviet block. The main reason

behind this had been the effects of the 1956 upyjginore precisely the regime’s fear

8 A substantial part of this section is based orcti@pter in Ggrffy’s work concerning Hungarian
developments (Gyrffy [2007] p. 111-137) When other source was uséslindicated by reference.
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that such event might happen again. Therefore tf@ri60s on constant raise of living
standards became the main aim of the regime. (Kqd®95]) It was hoped that
economic reforms will secure the necessary reseurogvever when the first oil price
shock hit the soviet block economies and demancedsed for their low-quality export
the leadership decided to keep financing the sysbgmborrowing from foreign
creditors. (Murakozy [2004] p. 15) Increase in ltlkeaf the masses in a socialist
system was of course only possible through higte stedistribution. This strategy of
high redistribution and financing wealth or constimp through accumulation of debt
continued for the rest of the communist period. seheendencies were reflected in the
fast increase in social expenditure. While in 1888y amounted to 15% of the GDP a
decade later they exceeded 25% which was 25% hitjaer the OECD average and
equaled the levels of Austria, Denmark and Germdiirakozy [2008] p. 156-157)
As a consequence, at the time of the changes tledeenocratic Hungary had an
enormous sovereign debt burden (73% of the GDP®&9 1 OECD) and high level of
redistribution (Government expenditure was over 68%989 — OECD). This legacy
has undoubtedly put a huge burden on the new gmeats and limited their space of
maneuvering in fiscal policy.

Since the beginning of transition one of the webtkg®ots of Hungarian
economic policy has constantly been fiscal poliubsequent governments were
unable to reach lasting success in deficit redact@ut of the 15 years where we have
trustworthy, comparable data, Hungary exhibited wlnest deficit seven times and in
most other years the country was among the worsbrpeers. (See Appendix A). The
new democratically elected government first attedpto take measures in order to
reduce the deficit however it quickly backed offfate of social resistance. The most
famous manifestation was the blockade of the cabedr in October 1990 who
paralyzed Budapest as a response to drastic ripetml prices. (Romsics [2005] p.
561) After 1990 the economic situation worsened19892 the economy contracted by
20% and the government decided not to take meathaesvould put additional burden
on the population. This policy seemed to prevailamthe subsequent governments
even though substantial reduction in social expganes would have been necessary in
order to balance the budget. Yet even during thergkdecade after the regime change

level of state redistribution and social expendittemained well above OECD and the
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region’s average. (See for instance Murakozy [2@08]64; Barabas et al [2008] p. 14)
Murakdzy [2008] labeled Hungary as an “early borelfare state”, wherein the level
and structure of redistribution, social benefits, eesembles that of the most developed
European welfare states while the actual levelaainemic development corresponds
that of developing countries. The chart below shtveswide gap between Estonia and
Hungary concerning the level of redistribution @ewof government expenditure).
While high level of redistribution does not neceggamean higher deficit (as the
example of Sweden shows) the chart certainly resfldee difference in economic policy

approach in the two countries.
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There were two exceptions during the past 20 ywhen serious and promising
attempt were made for fiscal adjustment. In MaréB5lLa fiscal stabilization package
was introduced by the finance minister Lajos Bokibgnce the popular name:
“Bokros-package”). The package included devaluatbthe currency, an 8% import
surcharge, strict restriction of wages and an aimretesign welfare spending. (Kornai
[1995]) All of these measures affected the popatasitrongly. Even though some of the
proposed measures did not pass the constitutianat a large part of the package was
introduced and the economy was eventually stablliZée stabilization however came
with a price: Bokros was hugely unpopular and i86l8ad to resin from the position of
finance minister. In 1998 the socialist-liberal ki@ that governed the country in

1994-98 was defeated by the conservative FIDESZlewadt because the unpopular
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Bokros-package could be well used against the kstsian the campaign. Still, for a
few years it seemed that this adjustment was entaigiut the country on the right
track: economic growth picked up after the firsbah and budget deficit started to
decrease. Before the 2002 elections however gromimgber of signs showed that the
old reflexes are returning. Real wages startech¢oense by an incredible pace due to
doubling minimum wage in 2001-2002 and massivergaiacreases in the public
sector. (Antal [2004] p. 7-8)These tendencies continued after the electiongth(@r
50% wage increase in the public sector!) The legkah parties learned from earlier
experiences was that short term promises to thetogéte can buy votes and unpopular
measures should be avoided by all means. This negd# “vote purchase” particularly

before elections is illustrated well by the follawgichart:
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The main reason behind the socialist-liberal gowent’s final decision to give green
light to the stabilization package lies in the gmogvinternational pressure. In 1994
Mexico was hit by a crisis and by this time therntwleficit (fiscal and current account
deficits) reached such a level that in the finaneiald Hungary suddenly moved to the
center of attention as potentially the next coutdrpe hit by a crisis. (Kornai [1995] p.
16) The government acted unilaterally. As later elepments showed, no wider
consensus with the opposition existed about thess#ty of the stabilization package.

° Gysrffy quoting Antal [2004]
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This why fiscal responsibility could not be instianalized and the Bokros-package
could only have temporary impact.

The next serious attempt for fiscal adjustment ag® connected to external
factors namely the current financial and econonnisi Due to the traditionally lax
fiscal policy pursued by Hungarian governments #red continuously high sovereign
debt, Hungary was exceptionally vulnerable whendhgs unfolded and was among
the first countries having to apply for IMF bailolh return and to avoid the fate of
Greece the government had to accept the termgy sbedMF, which above all included
sharp reduction of deficit. As a result Hungary bagn praised for its determination
and visible improvement of fiscal position. It idlgo0 early to say whether the current
adjustment brings about lasting changes in Hungaiigcal policy, nevertheless the
signs are not necessarily good. Once again widsermus is absent and the new
government taking office in May 2010 announcedntsntion to renegotiate terms with
the IMF in order to substantially increase defiariget for coming years.

It is true that the circumstances of the two cdastwere in many ways very
different in the beginning of transition (first arfdremost the heavy indebtedness
inherited by the new democratic government of Hupgshould be mentioned here)
moreover this paper certainly does not suggestdhatmere factor determines fiscal
balance of a country. Nevertheless it is still rdtable that throughout the two decades
of transition these strong differences in the fidance so stubbornly persisted. It is
widely accepted that fiscal issues are stronglyneoted to politics and the above
overview, particularly the overview of Hungarianvd®pments, seems to support this
notion. In her theory Gyrffy attempted to reveal the mechanism of how toisnection
works between politics, society and fiscal polikythe following section Estonian and
Hungarian developments will be discussed in conoedb consensus the first major

domestic factor suggested by &fyy’s theory.

6.2. Elite Consensus

A minimum level of consensus within the elite abthé general direction of economic

policy including fiscal policy is a crucial (althghh not sufficient) condition for
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successful and persistent fiscal consolidation. ddeer - as it has been mentioned
earlier - according to Easton, consensus is noelyer dependent variable influenced
by diffuse support, but the connection works tohbdirections: lack of consensus or
cleavages in the society can have negative imphatsinder the emergence of diffuse
support towards the system. Therefore, when inyatstig the state of elite consensus in
Estonia and Hungary, attention should be also @elvti the existing cleavages within
these societies as they are the two sides of the sain. In line with G§rffy’s theory,

the hypothesis here should be that while Estonj@aysrstrong elite consensus regarding
economic policy, enabling persistent fiscal restraihe Hungarian elite is disrupted and

serious cleavages are in the way of necessary gsnse

6.2.1. Consensus in Estonia

At first glance the suggestion that the Estoniatietp is substantially less affected by
serious cleavages than the Hungarian seems odeedndhile Hungary is ethnically
relatively homogenous, quite the opposite is traieHstonia, where the share of the
titular ethnic group is the second lowest in Eurddereover it is clear that the issues
arising due to this ethnic division pose just asoss and complex challenges for the
Estonia as any other current social problem pabytcan for the Hungarian society.
Nevertheless it should not be forgotten that adogrdo Easton’s concept only
politically relevant members matter in issues tbancern the political system, for
instance regarding cleavages or diffuse suppor. i$sue of the non-Estonian (mostly
Russian-speaking) population will be discussed latere in details. For now it should
be accepted that this share of the population ietlgtfrom the perspective of the
current paper - does not constitute a politicalighly relevant group, therefore the
ethnic division by itself does not exclude the plmifisy that Estonia has a cleavage
structure more favorable than that of Hungary.

In their 2004 analysis of Estonian politics Mikk@aderspetz and Henri Vogt
focus exactly on the issue of cleavages within gdheiety which makes that paper
extremely useful for our purposes. Their main p@nin line with the diagnosis of 26

Estonian thinkers that was elaborated in an opterlen 2001, namely that the most
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important cleavage in Estonia is a horizontal eviach separates the elite from the rest
of the population. The letter accuses the elited- ot just the government in power —
of being alienated from the masses and being ewdifit to the problems of ordinary
people™® Without intending to objectively evaluate the ditl of the above criticism
the current paper agrees that such horizontal atgaexists within the Estonian society
and more importantly for the current research:mpednetrable division exist within the
elite itself. Lagerspetz and Vogt emphasise twadcbekaracteristics of the Estonian
political landscape: the monolithic nature of thelitcal elite and the distorted
spectrum of politics that tilts towards the poktiaight. It seems temptingly easy to
measure political stability of countries througte thtability of governments or how
often governments are changed in a given periocdedaon the large number of
governments since regaining independence one dodiked have the impression of
relative political instability in Estonia compardd other countries in the region.
However, as Lagerspetz and Vogt pointed out: “ilmnemic policy Estonia has
followed a straight course despite the regular gharof government”. (Lagerspetz and
Vogt [2004] p. 74) This is exactly what needs toupelerstood under the “monolithic
nature” of the Estonian politics: there is no rpalarization of parties, which - at the
same time - means that there is a consensus arhenglite in key areas, first and
foremost in economic policy. The unbalance of tloditipal spectrum on one hand
means that right wing parties have been overreptedein the Riigikogu since
regaining independence (see for instance MikkelO§?) that substantially more
Estonians identify themselves with the politicght than with the left (Vihalemm et al
[1997] p. 208). On the other hand it also means tifwa prevailing economic policy,
which enjoyed hegemony under any government duhagast 20 years, is essentially
a right-wing policy, favoring market liberalism @issez-fair capitalism. (Lauristin and
Vihalemm [2010]) It goes without saying that sucomomic policy that promotes a
small state and low level of redistribution is muodlore favorable for pursuing strict
fiscal policy than a more socially sensitive, mdtleft-wing” policy, where more
emphasis is put on easing inequalities, protedhieglosers of transition” through large
social transfers. (It has to be noted here thafrdmaework theory presumes a more or
less stable consensus among economists aboutpgkeasity of government wage and

191 agerspetz and Vogt quoting the open letter phbtisin Postimees on April 23, 2001.
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social transfer decrease, as most promissing wagustainable financing of deficit —
Gyorrfy [2007] p. 20; also Alesina and Perotti [1996]Moreover this is not simply a
situation where the political right outbalances ke, as “even the ‘left’ options have
been clearly market-economy and nationally orierte the extent, in fact, that in
many countries these parties might qualify as $éesadight-wingers”. (Lagerspetz and
Vogt [2004] p. 67) The results of the 1995 parliataey elections (that resulted in a
coalition government led by the winner of the atattthe Estonian Coalition Party)
were dubbed by contemporary obserVeas a turn to the left. It could be observed in
many transition countries — including Hungary —ttimathe second election after the
political changes the dissatisfied voters brougltkbthe post-communists into power.
(It can be of course argued to what extent thigiitah coalition can be considered as
“post-communist”) In Estonia however this changethe government did not bring
along any change in economic policy and the lihemsdrket-oriented policies were
continued. (Lauristin and Vihalemm [1997] p. 114)

The monolithic nature, the lack of polarization E$tonian politics manifests
itself in the party structure. Until 2003 there wdive significant parties dominating
politics: Pro Patria, Reform Party, the Moderatég Center Party and the People’s
Union. (In 2003 the Res Publica as a newcomercizéd all other parties for their
corruption however they quickly failed politicaly Lauristin and Vihalemm [2010] p.
15) Among these only the Center Party looked likat it could potentially offer an
alternative as it was the only party left out ofy gjovernment coalition between 1995
and 2002. Moreover the party has been considered asore left-wing oriented
formation, that is, the voice of ordinary peopldiondo not belong to the winners of the
new market-capitalism. This illusion was howeveovinh to pieces when in January
2002 the Center Party and the Reform Party (thgdsigadvocate of market-liberalism)
formed an unlikely coalition. Thus it became cldat seeming ideological barriers are
of secondary importance, each party can step io@iton with any other party
therefore we can speak of no real alternative enpblitical scene as far as economic
policy is concerned. (Lagerspetz and Vogt [200464-67) Further empirical evidence
in support of this notion can be cited looking ater behavior, more precisely electoral
volatility. Electoral volatility refers to the shepof voters who vote for a different party

| auristin and Vihalemm refer to Laar [1996] andsde [1996]
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than in the previous election. The Estonian pdlltisystem is characterized by high
electoral volatility. (Mikkel [2006] p. 43; at theame time an index created by Powell
and Tucker [2009] indicates, that while Estoniagctdral volatility is among the higher

ones, it is by no means exceptional in the regidhi¥ is a logical development in a
system where no major vertical cleavage exists é@twsignificant political parties,

none of whom questions the fundaments of the piegaconsensus and where in
consequence long-term electoral loyalty has no napce.

At this point it is also timely to return to thesige of the mainly Russian-
speaking non-Estonian population. Why does the ubially existing and important
ethnic cleavage not pose a serious threat to threrduconsensus of the elite? Why does
the Russian-speaking population not form a polijaglevant group? It is not implied
that Russian-speakers as individuals are not pallyi significant, they might be
(provided they have the right to vote). However fais speakers did not emerge in the
political scene as a distinct group. There is mmificant Russian party that effectively
articulates specific Russian demands charactailtidifferent from that of Estonian
parties, thus challenging the current consensu® @ason is undoubtedly the low
number of citizens among Russian-speakers. Nowadayghly a third of the
population that immigrated to Estonia during thevi€b times holds Estonian
citizenship. (Foreign Ministry of Estonia) The résts either no citizenship or chose to
become (mainly) Russian citizens. In the early '#8is share was obviously even
smaller. Since only Estonian citizens are allonegdte in parliamentary elections this
factor has obviously influenced negatively the desnof any potential Russian party
for gaining significant amount of votes. It can d&gued however that since the 1995
parliamentary elections there were enough Rusgeaking citizens who - with
electoral discipline (i.e. high turnout and eleatdoyalty) - could manage to secure a
firm and significant position for at least one Ramsparty in Estonian politics. After a
promising start in the 1995 (and to a lesser exterihe 1999) elections this scenario
never became reality. (Estonian National Elect@aimmittee) In fact the bulk of
Russian speaking citizens votes for mainstreamnizstoparties. Although there is a
clearly recognizable pattern, that the share oRussian speakers is the highest among
the supporters of the Center Party (Lagerspetz\égt [2004] p. 64), this does not

make the Center Party a vessel through which thaietcleavage could seriously
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threaten the prevailing consensus. For one thiag # has been described above — the
Center Party itself is part of this consensus, Way the Center Party rather integrates
the Russian-speaking citizens in the Estonian ctmuse not the other way around.

Moreover Russian-speakers still constitute a mipasf the supporters of the Center

Party and — although to a lesser degree — theybedound among the supporters of

other Estonian parties as well. (Lagerspetz and Y2p4] p. 64)

In conclusion: analysts of Estonian politics agreed empirical evidence
(election results, electoral volatility) supportsat strong consensus exists within the
political elite regarding economic policy. As auksf this consensus during the past
almost two decades subsequent Estonian governnfelidsved a straight path of

market-liberalism, which is particularly favoralite pursuing tight fiscal policies.

6.2.2. Consensus in Hungary

In Hungary the situation is exactly the oppositemAjor problem of Hungarian
politics is precisely the extreme polarization bé tpolitical scene, the dominance of
party politics in almost every sphere of life. ket of the horizontal cleavage of
Estonia that divides the elite from the rest of Hueiety, Hungary as an important
vertical cleavage, which not only splits the pohfi elite but also the society. After the
change of the political system step by step twogdalitical camps emerged from the
political scene antagonistically opposing each otfidere were signs already in the
beginning of the transition period but the pattédmacame clear during the 1998
parliamentary elections. In 1990 six parties gainmexhdates in the parliament and no
extreme concentration of seats could be observedsapoint: there were larger parties,
medium parties and small parties, yet none of them extremely large weight in
parliament. What could be observed in subsequentiehs was the gradual decrease of
parties: by 2010 only two of the original six remed in parliament. Moreover until the
2010 elections only once did it happen that a nentyp outside the original six,
managed to get a seat in the parliament. (In 1B8&ight radical Party of Hungarian
Justice and Life received slightly more than 5%thed votes, their presence however

lasted only for one term.) At the same time amdrggremaining parliamentary parties
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an extreme concentration took place: the two biggagies, the leading forces of the
two political camps received 83% and 85% of theesanh the election of 2002 and
2006 respectively. (For detailed results see Appel) The 2010 elections, which
brought about major changes, will be discussed.|#teve take a look at the electoral
volatility also in Hungary we can see — again - atlyathe opposite of Estonian
developments. In line with notion of two opposinglifical camps the electoral
volatility has decreased steadily and it has tiveeki level in the entire region. (See
Powell and Tucker [2009])

A two-party system by itself should not necessanng along such extreme
antagonism, however the specific problem of Hungsuthe lack of any kind of value
consensus. The main basis of orientation is relatm the previous (communist)
political system, thus a kind of background conseris missing, wherein the parties at
least accept each other’s legitimacy. The fact gaaty politics has penetrated such
spheres of life that in an optimal case should dléips free makes the problem worse.
Parties have infiltrated in cultural, education&kalth care institutions, science
(including economics) and more importantly also tlwver levels of public
administratio®’. Individual voters are not entirely free of paitfluence either: as it
has been mentioned above the system in Hungarhasacterized by low electoral
volatility and strong party loyalty. In an enviroent, where even basic consensus is
absent, this has an affect, where people tend ¢odosble standard when assessing
political performance: abuse of power is only canded only if the other camp’s
politicians are involved. The result of this deegrtical cleavage is that the political
discourse is dominated by symbols instead of siggpdlicy issues. (Korosényi [2009]
p. 60-66; Gyrffy [2006] p. 252-254) It has been mentioned ti&t basis of conflict is
relation to the communist system. This would implypost-communist / reformist
conflict and some sort of left-right ideologicallisppetween the two camps. To some
extent this is indeed true, at least on the leVelfficial communication (although it has
to be stated that both political camps have magurés from the “old guard”, for
instance economic experts of both large partiesrecruited from this circle — Szalai
[1999] p. 43-45.), however this does not mean tiinette would exist two well definable,
characteristically different specific policy setemhatives (e.g. in economic policy).

270 illustrate this Ggrffy refers to Fricz [2004] p. 125-129, where exdata can be found on personnel
turnover in public sector after elections.
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While in Estonia the lack of alternatives meang tree, well defined direction prevails
in economic policy, the antagonism in Hungary does produce two alternatives
instead no clear direction is defined. Labeling élsenomic policy pursued by one or
the other political camp along traditional lefthitgdivide is also problematic in
Hungary: the political left at times appears torbere market friendly than the right
while economic populism is practiced in both sidBsis was patrticularly clear in the
elections of 2002 and 2006. (Kdrésényi [2006])

The way how the two political blocks exploited eveapportunity when the
other was in government to win support with populigflects well the above described
lack of minimum consensus in Hungary. In 1990 whkea cabdrivers blockaded
Budapest in wake of sharply raising petrol pricdse opposition sided with the
protesters against the newly elected governmeram@rts [2005] p. 562) After the
blockade that government had never dared to takemeasures that could trigger mass
protests. Still people felt the harsh negative @ffeof transition and in 1994 voted the
post-communists (in a coalition with the liberads)ck in power in hope that the former
reform communists will keep their promises and matasition less painful. Oddly
enough it was this government that introduced i851the tough economic adjustment
measures. The hugely unpopular minister of finamkhe conducted the whole process
had to resign soon and the opposition did not rhieschance to keep the issue alive
until the next elections, which was won by the tiging FIDESZ to a large extent
because of the lively memory of the adjustment pgekin people’s minds. By the next
election in 2002 both blocks have learned the lessal the campaign both in 2002 and
2006 became practically a competition of who caonpse more to the electorate.
(Kornai [1995]; Gyrffy [2006]; Kordsenyi [2006] and [2009])

In this section the issue of elite consensus has be/estigated in Estonia and
Hungary. It was found that in line with the suggastof Gyorffy’s theory the country
with persistently low deficit (Estonia) enjoys alse consensus over economic policy,
while at the other extreme the country with pernmaigehigh deficit (Hungary) lacks
even basic consensus. Moreover the case studies rexealed that there is direct
connection between the existence/lack of consemsus policy choices that are
favorable or unfavorable for fiscal discipline. Nowat we have this result the following

question arouses: how is it possible that Estongaged to sustain the prevailing
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consensus and it has not been challenged by anifiszat political force? Moreover
why did Hungary not manage to follow the Estoniathpand did not build stable
consensus at least in basic economic policy issues?

It was seen in the case studies that the Hungagaernment in power has
always been intensely attentive of people’s atétutbt least because the opposition has
never been reluctant exploiting the public’s disfattion with harsh (albeit often
necessary) measures. Political forces in Hungasyfidd a promising political market
segment as both camps tried to gain support byirgagn the dissatisfaction of the
citizens with unfavorable measures accompanyingutigeniably difficult economic
transition. The fact that it didn’t happen in Estonould logically be explained by two
factors: either the dimensions of hardships in Bistevere smaller than in Hungary or
the Estonian society reacts differently to thesel$taps than the Hungarian. The first
option can be easily dismissed. A great numbergoirés and indicators could be cited
here to support that economically speaking Hungeag in an incomparably better
situation than Estonia around the beginning ofditeon. At this point however it is
enough to highlight two indicators that stronglydatirectly affect the population: real
wages and inequality.

Janos Kornai compared real wage decrease in fiver&eEuropean countries
(Hungary, Czech Republic, Poland, Slovakia and &i@) between 1989 and 1993.
Real wages decreased by far the least in Hunggry:983 to 85% of the 1989 level,
while Poland and Slovenia experienced almost 30&tedse. (Kornai [1995] p. 1105)
Yet Estonians suffered even more drastic dropess than two years between 1989 and
1991 real wages fell by more than half! (lIwaskiw99b]) As far as inequality is
concerned the most plausible way to measure iheswidely used Gini-coefficient,
wherein higher value means larger inequalities iwithe society. In Estonia the figure
rose from 28 in 1989 to 39.3 in 2002 (the highesbiag the eight CEE countries that
joined the EU in 2004), which reflects a 40% ineean inequality, while Hungary
exhibited one of the smallest inequality increas¢he region (19%) and with its 26.7
points the Hungarian society is among the most leges in the region and Europe.
(Kornai [2005] p. 923) Still it seems that the Estonian public was atdebear
hardships more than the Hungarian and seems lesptie to economic populism.

'3 Kornai quoting data from UNICEF data base.
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This does not mean however that equality is leggomant for Estonians than for
Hungarians. Based on the results of the EuropeaialS8urvey, in 200%, although
larger proportion of the Hungarian (85%) than tlstoBian (77%) respondents thought
that the government should reduce inequalitiesthgdifference is not very significant
especially if it is put into a European contexth @ number of western European
countries it is around 60%, while in Denmark ibedow 40%.) (Lelkes [2009] p. 26)

As it has been discussed earlier such differenceomsensus are ascribed by the
framework theory to differences in diffuse suppant.the following section we will
look at the different explanations that are suggkedsty the existing literature and see
whether these explanations can be identified asfesations of diffuse support. If they
are then this means that the cases of Hungary atwhig support the validity of the

theory.

6.3. The background of consensus

A number of interrelated factors and circumstanaes brought up in the
existing literature as explanations for the abdeb@rated state of consensus in the two
countries. Synthesizing and ordering them in aclalgchain will be attempted in this
section nevertheless due to their complex inteicglat is not an easy task.

Towards the end of their analysis of Estonian malitagerspetz and Vogt
mention the important and often quoted term ‘pedebxtraordinary politics’, which
has been introduced by the Polish economist (deputye minister and minister of
finance) Leszek Balczerowicz. They paraphrase Babuvzicz’s definition as following:
“great changes in a country’s history create arvesef political capital at the disposal
of the government in charge. This reserve enablegibvernment to apply radical and
drastic measures of economic reform, if concerdratethe period of extraordinary
politics shortly after this historical change.” flexrspetz and Vogt [2004] p. 8B)The

* The results reflect values of the respondents€Sin's assumed that values do not change intibe-s
run, we can assume that results of the 2007 sugeyreflect by and large the attitude of Estoneamd
Hungarians regarding inequality in the beginnindgrafsition.

15| elkes quoting results from ESS third wave.

16| agerspetz and Vogt paraphrasing Balczerowicz 3199
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striking similarities between Balczerowicz’s conteyf extraordinary politics and
Easton’s — earlier quoted - definition of diffusgport can not go unnoticed.

A major point of Lagerspetz and Vogt is that thesipd of extraordinary politics
still exists in Estonia to some extent. “Large paot the population are still ready to
accept such decisions by the government that theyldvotherwise basically resist,
provided that these decisions seem to strengthen ctbuntry’s independence.”
(Lagerspetz and Vogt [2004] p. 80) A major sourdbey continue — of the persistence
of this period is the perceived Russian threat, deep-seated historical lesson that
independence can not be taken for granted andbiess to be dependent on Russia as
little as possible. This factor was presumably eg&onger in the early period of
transition, prior to 1994, the withdrawal of Russiaoops from Estonian soil. First of
all the issue of troop withdrawal was kept openiluthie very last moment by the
Kremlin and this uncertainty definitely did not pah easing the threat felt by many
Estonians. (Galbreath [2005]) Moreover the earl@s'9vas still generally a quite
uncertain period in CEE. The former Yugoslavia éesied into a bloody ethnic
conflict and in Moldova the Transnistrian sepatatisvere openly backed by the
Russian troops stationed in the region. Statemantertain Russian officials also did
not help to ease the tensions. A member of Vladithirinovsky’s infamous Liberal
Democratic Party, Petr Rozhok, for instance opemgouraged veterans of the Soviet
army staying in Estonia to form armed militias. (@aath [2005]) p. 194) After the
troop-withdrawal Estonian fears of direct militathreat might eased somewnhat,
however they were far from disappearing. Accordim@ poll conducted in 1996 most
Estonians — although to a varying degree — stiielped Russia is a threat to Estonia.
(Kirch [1997] p. 152) One major reason behind thithat the external Russian threat is
inseparable from the issue of the large number ugfsiRn-speaking population within
the borders of Estonia. Again, opinions of ethnstoians surely vary on a wide scale
concerning the threat level the Russian-speakingulption presumably poses to
Estonia, nevertheless according to a 2000 poll &786 of ethnic Estonians is fully
convinced about the loyalty of Russian-speaker&gtonia. (Budryte [2005] p. 91)
Lagerspetz and Vogt assumed that the NATO-accessidastonia will render the

Russian threat irrelevant and this will end thaqukof extraordinary politics in Estonia.
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As it is known the 2007 bronze soldier incident badopposite affect and reminded the
Estonian society of the seriousness of the etHaavage.

Besides the extension of the period of extraorginaolitics the perceived
Russian threat has had another major consequemcthdoEstonian transition. An
external enemy usually tends to strengthen thestoh®f a group. The fact that there is
a “them” and an “us”, that the two groups are vagfined and easily separable, feeds
the “we feeling” of the threatened group. Idenpilitics has had great importance in
Estonian transition. “The foundational myth of Estois based on unanimity, on ‘One
Estonia’ against outside oppressors, a small contgnoh people surrounded by great
powers.” (Lagerspetz and Vogt [2004] p. 74) Eveterathe mythological stage of
transition (Vihalemm et al [1997]) ended and puldiast in political institutions
(parliament, political parties, etc.) deteriorathis notion continues to be important.
(Lagerspetz and Vogt [2004] p. 74-75) Such stromg-feeling” — as it has been
mentioned already in connection with Easton’s cpheeis a manifestation of diffuse
support for the political community, the most fundental of the three objects of diffuse
support. (The other two are: the authorities aedrégime.)

In Hungary no similar external factor was presamirdy the transition. It is true
that Soviet troops stationed in the country and thghdrawal was the essential interest
of the new democracy, however — unlike in Estonthe-issue was solved quite early.
Actual withdrawal started already in early 1989 agdeement about the exact timetable
was signed in March 1990, finally by June 1991 |dst soviet soldier (and all family
members) left the country. (Romsics [2005] p. 571991 with the dissolution of the
Warsaw Pact, the Council for Mutual Economic Assise and finally the Soviet Union
itself the Kremlin’s influence disappeared in Hungand its neighborhood practically
overnight. This development also meant that noreatethreat factor was present to
strengthen the cohesion of Hungarian society gradong the period of extraordinary
politics, both of which make a society more likdgty endure temporary economic
hardships.

The above discussion leads us to another impoftemor that influences the
length and intensity of the period of extraordingglitics: the degree to which the
transition fulfilled the society’s expectations.hiés been discussed earlier that outputs

of a system, that is, specific decisions and meastaken by the authorities, feed
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specific support. In case of a system change hawthe output level of the new
authorities is quite low or dissatisfactory for iears reasons (inexperience, general
economic/political/social chaos often surroundingtem changes, etc.). Therefore
political good will or diffuse support towards thew system is crucial in its survival
until the new system is able to generate favorahtputs and gather sufficient specific
support as well. As we know diffuse support is ¢édygbased on a sentiment. It is a
positive attitude towards the political community,strong sense of community, of
belonging together. It is moreover a belief in tegitimacy of the authorities and the
regime that they are in the common interest ofnid@on, of “our people”. The level of
diffuse support for a new regime depends on howhmitias able to evoke such
sentiments in the members. (Easton [1979]) It ésefore very important to investigate
whether such expectations of the Estonian and Hiargaocieties were fulfilled by the
new systems or not. Fulfilling certain expectatiomght reminds us to the mechanism
of policy outputs feeding specific support and edién a way it can be said that diffuse
support is fed by certain psychic or symbolic otgp(Easton [1979] p. 273)

When comparing the circumstances of the EstonianHamgarian transition an
obvious and very important difference presentsifitsehile in Hungary the system
change meant major changes in economic, politindl social system in Estonia the
whole transition has had an additional layer, ngmegaining national independence.
As it has been highlighted by Vihalemm et al [198§ first stage or the “mythological
stage” of Estonian transition was dominated by tb&ue of independence from
Moscow. Practically all Estonians were for totatiomal independence. The period was
characterized by large, emotionally loaded mass omestrations, manifestations of
national unity (song festivals, Baltic chain, et@gnerally hopes were very high and the
demand for national independence from the vast miajof ethnic Estonians was clear.
Obviously independence was not the only aim: deatmcpolitical system and end of
the soviet style command economy were all impliedthe idea of an independent
Estonian state. Yet it was clear: in order to retdse goals the first step is to reach
independence. The fact that it did happen andtlisahew system was able to provide
the most elemental demand of the political comnyuoértainly gave it an enormous
boost of diffuse support. According to Vihalemma&a{1997] the mythical stage faded

away soon after gaining independence and gave avélyet disillusionment during the
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institutional stage of transition. Still the resaeirvof good will stemming from the
realization of independence did not disappear.firbefew years of independence were
dedicated to the enormous task of building up &esti@m scratches, including the
economy. As it has been described already in ecangmlicy “the Estonian
government chose the path of maximum liberalization tariffs, no subsidies, no
regulated prices [...], no progressive taxes, no apa@nd no extensive transfer of
income”. (Lauristin and Vihalemm [1997] p. 107) $happroach undoubtedly put
enormous burdens on the population. While disidinsient increased fast the fact that
public sentiment did still not give rise to an ati@ive political force that would have
exploited negative attitudes through populist pisesi signals the presence of still
considerable diffuse support for the prevailingtsysand conduct of economic policy.
An excellent example of how diffuse support - arajing from positive sentiments —
for independence did help the new regime overcoiffiewdt economic decisions is the
introduction of the new currency, the Kroon. Itsagmatic necessity could be well
combined with its strong symbolic meaning: theadtrction of the own currency was
certainly regarded as an important element of iaddpnt statehood at the same time a
useful tool of securing independence from the tidta plagued Ruble-zone, thus
securing further Estonia’s independence from Muascim order to create a strong
national currency achieving credibility was crugidlis is the reason why the Estonian
leadership eventually decided for the currency @haarangement despite warnings
from the IMF that requirements for such a monetagime might put too much strain
on the Estonian economy. A harsh fiscal adjustmex®t conducted by the government,
amounting to 5-6% of the GDP, in order to meet bguirements for the currency
board arrangement (including VAT increase fromd.Q8%). (Kndbl et al [2002] p. 16)
In Hungary the aim for independent statehood wasoolly absent from the
circumstances of transition. Hungary however dédtem yet another aspect from other
post-communist transition countries, also from &dSentral European ones that
retained their statehood during Soviet times. A bemof scholars (see for instance
Kornai [1995] and [2005]; Inotai [2004] and Murakd2004] have pointed out that the
main expectation of Hungarians from the system ghamas mostly materialistic, first
and foremost an immediate improvement in standafivinog and material well-being.

After the 1956 uprising (the most severe incidegdiast Soviet rule in the Eastern
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Block) and the subsequent retaliation both the camst authorities and the public
longed for peace and calm. During the followingatkxs the authorities aimed to keep
the population calm by constantly raising livingretiards. As it has been already partly
discussed this meant that Hungary started expetingewith alternative policies in the
economy before any other socialist country: abaadotentral command in the ‘60s,
allowed small private enterprise like entities e t80s, etc. When these concessions
proved insufficient in keeping up the pace of depetent the government was willing
to finance higher living standards from foreignrieaQuite short-sited policy indeed,
yet the regime was afraid of the consequences lliigdiving standards more than
anything. Besides the economy concessions werenasie in politics. The doctrine of
the regime was “who is not against us is with wghich was a great improvement
compared to the more oppressive, totalitarian regioctrine of the early ‘50s: “who is
not with us is against us”. Of course this wasew@n remotely a liberal democracy, but
at least the regime did not demand open commitmofktite citizens for the system and
if they did not “rock the boat” people could enjsyall benefits like for instance
passport to the west everif' §ear. (Romsics [2005]) In summary, for about 2&rge
the Hungarian society lived in relative peace ardemal well-being unparalleled in the
soviet block. As a consequence an illusion stattedpread in the society that the
Hungarians who managed to create the “happiesadidriof the soviet camp are the
most innovative, smartest, most flexible amongdbeialist societies. Even though the
actual performance of the Hungarian economy wasbeter than that of other CEE
countries, still instead of Czechoslovakia or Pdladungarians compared themselves
to Austria and Germany. When, by the late ‘80sciii@s and the unsustainability of the
system became apparent the main expectation frernéw system was to elevate
standard of living to that western European levahynHungarians experienced during
their trips to the west. (Inotai [2004]). This doed mean that changes in Hungary were
not accompanied by mass demonstrations, reemergeinoational symbols and a
general positive emotional charge, yet these wese intense than in Estonia or any
other transition country in the region. (We wiltum to this issue in the next section,
when the extreme gradual nature of the Hungariamsttion will be compared to the
swift and radical Estonian changes.) As Janos Koh@s put it the Hungarian

population has already got used to the easing pfession, felt that extension of
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political rights is natural and did not become joattarly euphoric about political
changes rather accepted it with silent satisfactiims lack of euphoria which was
visible even compared to Czechoslovakia or Polattthe consequence that the period
of extraordinary politics in Hungary was much skothan anywhere else — if existed at
all — which was reflected in the first democratigalected government’s reluctance to
take harsh measures. (Kornai [1995] p. 10) Latepeople realized that the standard of
living is rather decreasing than increasing theombgsis of support for the new system
eroded very fast. Unlike in Estonia there was rieeptnajor expectation from the new
system and once this fell, the loss in diffuse suppecame significant enough that in
the subsequent two decades no government couldhaskopulation for substantial
sacrifices, unless was willing to risk a major podil defeat. It goes without saying that
Estonians also expected strong improvement in thairg standards. Especially in
Northern Estonia due to Finnish TV broadcastingptediad an idea about gap that
existed between the west and Eastern Europe. Howlegewas not the only, and not
even the most important expectation from the systeange. The aim of independent
statehood stood above everything else and whengthias was reached the euphoric
historic momentum, the period of extraordinary ticdi or reservoir of diffuse support
was there for the Estonian government to seizeogiportunity and take measures that
were painful yet necessary.

The relationship between expectations and realittheé two societies manifests
itself in the difference in attitudes towards tHé and the new regime. According to a
poll conducted in 1993, out of the 10 CEE countrgdy in Hungary did more
respondents think positively of the previous systhan about the current one: 58%
rated the communist system positively whereas &6 gave positive rating to the
current system. (New Democracies Barometer lll.thin same year only 32% of ethnic
Estonian respondents evaluated the communist syptsitively, while 58% gave
positive evaluation to the current system. Thes@msa improved further in the
following years and in 2006 Estonians gave the tasig for the current system in the
whole region, while Hungarians remained the mosisipeistic about the current
system. Perhaps the best illustration to this Huagaattitude is two state funerals in
1989. On June 16. Imre Nagy, the central figurthef1956 uprising, who was executed
in 1958 by Janos Kadar the communist leader of dpngetween 1956 and 1989, was
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reburied. About 300 thousand people appeared irvkat which was one of the most
illustrious momentum of transition. A few days latéanos Kadar himself died,

nevertheless his coffin also drew tens of thousasfdsupportive people. Even more
noteworthy that according to a contemporary po#/7&f people thought that with his

death Hungarian politics lost one of its greategires. (Kurtdn et al [1990] p. 454) The
positive opinion about Kadar did not change overybars: a poll in 2005 revealed that
he is the most popular historic figure in Hungdkasarhelyi [2005])

The third very important aspect in the circumstancgtransition is the speed
and quality of political changes. It has been dised that in Hungary regarding
political changes there was a lack of euphoria eeempared to states — like
Czechoslovakia or Poland - where regaining statelveass not part of the agenda. This
was partly due to the different expectations ofthumgarian society but also because of
the smooth — according to some too smooth — palitthanges, that deprived the
Hungarian society from the sensation that a trugngh is occurring. According to
Korésényi [2009] one of the main pathologic propest Hungarian transition is its
extreme smoothness, that — in a certain way - nbslic political change occurred, on
the basis of which a new political community coblite emerged. It is reflected on one
hand in the incomplete (or in some aspects totdlsent) elite change on the other hand
in the sense of continuity which was a consequehtiee consensual nature of political
change, wherein the “old guard” and representativeshe democratic opposition
agreed about the entire political transition innditable talks. Kornai [1995] also notes
that an important characteristic of the Hungariatharities since the ‘60s has been the
intention to avoid conflicts and secure social ped&tence the possibility of “roundtable
talks” that enabled for the old elite to save itsipons and even gave the old system
some sort of legitimacy in retrospective. (Korogé2p09]) The fact that wide scale
political changes could be conducted at throughndotable talks and the lack of real
elite change has had two consequences. (1) lthiedekeling that ordinary people were
left out of changes, that the elite in the top tuisettled everything among each other
(2) the lack of any upheaval, the overly structurednsensual nature of changes
suggested some sort of legal continuity with thevimus system and did definitely not
help to create the impression that great, fundaahesttanges are occurring. These

effects were strengthened by the extremely gradaiaire of Hungarian transition, that
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is, reforms in the economy started as early as‘@bs and to a lesser extent but
oppression eased substantially also in the pdlisphere after 1956. By 1989 the
Hungarian society has been through decades of waivdgferent reforms therefore

changes around 1989 did not have such elementtash the society. According to
Kornai [1995] this gradual change can be only camgb&o the Slovenian experience.

At the time of the changes the above discusseditiggabf the Hungarian
transition seemed like a great advantage that sddungary’s leading position in CEE
in the historic process of returning to Europe. ldeer nowadays it is more often
guestioned in Hungary whether such smooth tramsitias indeed in the best interest of
the country. These developments worked againstrdbalc transition that could have
created a strong we-feeling in the political comityynwhich in turn could have
contributed to a more intense, more lasting peoibdxtraordinary politics. Instead the
materialistic expectations remained the strongesisbof support for transition and
when due to obvious reasons the new system couldiveoup to these expectations
diffuse support eroded very quickly. The first demadically elected prime minister of
Hungary, Jozsef Antall, realized this quite earty ®vhen his fellow party members
criticized him for not being radical enough in canting reforms, he replied with the
often quoted line: “You should have done a revohiti (Homepage dedicated to Jozsef
Antall)

The Estonian transition was the exact oppositeoih lof the above discussed
major aspects. Although the transition was calrhantin Latvia or Lithuania, where
soviet troops killed several demonstrators it wasia@usly much more emotionally
loaded than in Hungary. Actual, specific changeseweflected in a great deal of
symbolic changes that every Estonian could undsistnd almost every Estonian
agreed with. After the changes occurred everyoneldcdeel that something
fundamentally different started. As opposed to ¢inadual changes in Hungary, in
Estonia shock therapy was applied not only in tbenemy but also in the political
sphere insofar as during the transition the mowdicah program of the Estonian
Congress prevailed over the program of the Peopgtett, the original leader of
reforms. As far as change of the nomenclatura ie@med Estonia went furthest in it
among the three Baltic countries and the entir@redLauristin and Vihalemm [1997]
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p. 106-107) Panagiotou [2001] also highlights thiken investigating the factors
contributing to Estonia’s transition success coragdo Latvia and Lithuania.

6.4. Summary of findings

The following chart summarizes the findings of tb@se comparison. The arrows

represent direction of influence:

Expectations
from

transition

Mature of Intensity,
Fulfilled? expecta » Ermotional chame
tions of transtion
/ |
r
Lewvel af Level of we- Perceived
nostalgia for the feeling - Russian
prewiols system threat
Period of
extraordinary Nature of
politics previous
regime
Level of
consensus

As it can be seen there are three independentblesiahat influence other
characteristics of the transitions (the expectatifstom transition, presence/absence of
perceived external threat and the nature of theique regime). The expectations from
transition can be divided into two elements: (ajuxa of the expectation or what was
exactly the expectation (b) whether this expeatati@as fulfilled or not by transition?
In case of Estonia the fact that the main expextati independence from Moscow —
was achieved had two major consequences: it strengtl support, political good will

for the new regime/system and parallel with thisrdased chances of nostalgia for the
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previous system. The latter outcome was also stggbdoy another independent
variable, the nature of previous regime. That iEstonia there was much less reason to
feel nostalgic about soviet times than in Hungarg tb lack of independent statehood,
higher political repression and lower material wWeding than in communist Hungary.
As the new regime appeared more advantageousveelatithe previous regime and
since there was considerable political good wiWadods the new regime the period of
extraordinary politics was stronger and lasted érig Estonia than in Hungary, where
the most important expectation — improving livintarglard — was not fulfilled,
moreover in many respects the gap between thenoldhee new regime wasn'’t as wide
as in Estonia (i.e. relatively high living standagdsing political repression).

The difference in the nature of expectations inflrexl the emotional intensity,
emotional charge of the changes. In Estonia — whatienal independence was at stake
- it was much more euphoric, elemental than in Hupgvhere aims were much more
materialistic. The emotional intensity was alsduahced by the nature of the previous
regime insofar as the more reformist, softer Humlgamregime enabled a much
smoother, gradual transition which lowered the éomai charge and decreased the
sensation of symbolic changes. As a result thedl@w®tional charge of the changes in
Hungary meant weaker basis for strong we-feelihg, build-up of a new political
community. The opposite happened in Estonia argl whas further supported by the
perceived Russian threat (which factor was obvipotsfally absent in Hungary). The
latter also contributed to the extension of thequeof extraordinary politics in Estonia,
as even after independence was achieved its mgrsestould not be taken for granted
therefore in order to secure independence the ptpnlwas willing to endure a great
deal of difficulties.

As it can be seen all factors in this complex systave worked towards a long
period of extraordinary politics in Estonia, whégactly the opposite tendency can be
observed in the case of Hungary. Furthermore tieeature clearly suggests that this
prolonged period of extraordinary politics is thaimreason of the persistent consensus
in Estonia regarding economic policy but also iheotpolitical areas. The stronger
sense of community or we-feeling in Estonia in #ddi has certainly been
advantageous for the prevailing consensus. Thuscating alternatives, “claims for

social justice and solidarity sounded ‘too soctalis the context of the dominating
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transition culture” (Lauristin and Vihalemm [2018] 20), that is, the prevailing market-
liberalism. It goes without saying that consensbsua small state, low level of
redistribution is favorable environment for fisadiscipline. Moreover pursuing lax
fiscal policies in Estonia would also mean jeopardj the stability of the currency a
major tool and symbol of economic independence rande recently jeopardizing the
introduction of the Euro the final element of trigios from the soviet past to Estonia’s
European future.

Again, the situation is very different in Hungamhere was no common basis of
consensus upon which all major groups of the spa@etild have agreed. In fact it is
even questioned lately in the common discourse hdneteal transition indeed take
place in Hungary. A major element of the main oijpws party’s campaign before the
2010 elections was exactly the need for a truenregthange. In such environment
where the society is characterized by the totdt lasfcany consensus, where no taboos
exist, political populism, the aim to win votes lishort sighted promises will
inevitably emerge. It is important to see that thiference is not in the sense of
responsibility of politicians. The difference li@sthe social and political environment
insofar as it is politically advantageous in Hungfor any force not in power to come
forth with populist promises, while such move isanuess tempting in the Estonian

social and political environment.

6.5. Suggestions for operationalization

The findings of the case comparison are in linehv@yorffy’s suggestion that
consensus is crucial for fiscal discipline. It abblke also seen that certain aspects of the
Estonian transition, their lasting effects work &ods stability, the persistence of this
consensus. The only remaining question is whetineset aspects or factors mentioned
above can be identified as manifestations of défsispport, as Gyffy's theory would
suggest? This paper argues that it is possible. défnition of the period of
extraordinary politics by itself is almost identita Easton’s description of what diffuse
support is. Indeed its effects suggest that it khba regarded as sign of strong diffuse

support: the period of extraordinary politics sesunecessary support for the system
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until outputs can be generated that boost alsafspsapport. Moreover the basis of it
— as it could be seen in the Estonian case — irtaic emotional attachment, which
corresponds the nature of diffuse support. Therathportant outcome of transition,
the sense of community, the level of we-feeling caso be interpreted as a
manifestation of diffuse support. While the periofl extraordinary politics can be
identified as diffuse support for the political s, the “we-feeling” — according to
Easton — is the manifestation of diffuse supporttf@ political community, which is

one element of the political system. Thus, the £ageEstonia and Hungary clearly
support Gyrffy’'s suggestions. However - as it was discussadiex in chapter five —

Gyorffy failed to operationalize her suggestions cctlseand her testing on the CEE
region failed. Therefore — based on our resultsiggsstions will be given on how to
measure diffuse support.

If the aim is to follow Gyrffy's footsteps than an independent variable needs
found that explain variation among countries in de@endent variable (average budget
balance). Immediately we face two major problembe Tirst one concerns the
dependent variable: while the performance of Est@md Hungary regarding budget
balance has been quite steady and predictableigtipaédictably good for Estonia and
predictably bad for Hungary) most other countriesthe region have shown more
varying performance (see chapter one). This mdaaisaverage values of deficit might
be less useful in measuring their overall perforoea solution could be to use every
years data (increasing thus the number of casesjg\Ver that would create problem on
the independent variable side as a major propdrtiffuse support is exactly its low
volatility over short periods of time. Thus, evdnthe right indicator was found to
measure diffuse support this problem is with theethelent variables questions the
validity of the model. The other problem concerns independent variable: since the
societies observed here have gone through grousddrghchanges during the past two
decades of transition, the period in our focusxgeenely hectic compared to other
periods in history or compared to the same perfaotiter countries. This means that it
is quite hard to find indicators that have reflectairly similar values in the same
society throughout the period. This by the way ddu# one explanation why Giffy’s
way of measuring diffuse support seemed to woNk/astern Europe, proved to be false

when applied to CEE. The above problems alreadygesigthat the task of
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operationalizing diffuse support is extremely chafling. Nevertheless if we wish to
proceed we need to take a look at the resultseotdise studies.

It is obvious that the only element that appearbedmdequately measurable is
the level of nostalgia for the previous regimethar attitude towards the old regime as
compared to the new one. Neither the length op#réeod of extraordinary politics, nor
the level of we-feeling, nor the emotional chardelmanges can be easily measured. It
is worth mentioning that our suggestion of measer@ms actually in line with the
findings of the research by Mishler and Rose, whestigated the origins of political
trust. They have found that “the largest singlduefice on trust in the model is the
extent to which people think the new regime treatigzens more or less fairly than the
old regime”. (Mishler and Rose [2001] p. 52) Sirest is a form of diffuse support,
more precisely it is diffuse support towards théhatities and the regime (see chapter
five) the above result supports the suggestioh@fturrent paper.

In order to measure attitudes towards the new regimrelation to the old
regime, obviously the results of opinion polls ¢enwell utilized. It has been discussed
earlier that opinion polls are most often not appiate for measuring diffuse support as
these opinions are largely influenced by most recemputs, thus they tend to reflect
views on specific support. The question thus ariséy opinion polls about the
assessment of the old and new regimes are sugdestetb be used? Besides the above
quoted result by Mishler and Rose [2001] the thwak explanation could be the
following: In conventional poll questions (that vghere opinion about a single object is
asked without any further frame of reference) wesy hard to detach oneself from the
daily/immediate outputs of the object in questiget comparison with the old regime
puts the question into perspective, forces theamdent to consider a longer period, to
view developments and the new system from a monergé perspective. Obviously
the opinion about the previous regime will be vempjective, yet this is not a problem
as we are essentially interested in the assessofettie current regime, through
inquiring about the attitude towards the old regiffileus, even if the condemnation or
praise of the previous regime is very much basedsujective assessment which
corresponds very little with the reality, it stiéllls us a lot about the real level of diffuse
support for the current regime. Estonia is a goasecfor illustrating the difference

between the two polls: “although people may ciicthe present parliament and laugh
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at the parties, only a very few Estonians are mgllio return to anything reminiscent of
communism”. (Lagerspetz and Vogt [2004] p. 73)ds o be noted that if we want to
learn about diffuse support then the question shadncern comparison from a
political and not from an economic aspect. In thitel case (for instance when opinion
about current economic situation is asked comptrékde economic situation under the
old system) answers will be again very much coretetd specific outputs.

It seems thus justified that operationalizationceexs along these lines. At this
point however further problems arise concerning tipadbe available data. Unlike in
the case of satisfaction with democracy, whereaumfEurobarometer data is available
on every country at least for the past 10 yeaesgetis no comparable, yearly collected
data available on this issue. The most promisingngit has been the New Europe
Barometers/New Democracies Barometers and NewcHadétrometers compiled by the
University of Aberdeen under the supervision offRicd Rose. During the past 20 years
six or seven rounds have been completed in eaahtryoof the region. The questions in
the individual rounds are however not entirely iitEal, in some years certain questions
- crucially important from the perspective of tpeper — have not been asked, moreover
no round has been completed during the past sissy#aerefore the data even from
these surveys is quite fragmented.

Three different datasets will be used here to eraat aggregate index, which
will be then used as independent variable setedtds to be emphasized that this index
is created merely to see whether operationalizatesed on attitudes towards the old
regime displays any promising perspective. Evaroifnection can be detected between
this index and budget balance, for the above desgrshortcomings extensive further
research is necessary to adequately operationdifizese support this way. The three
datasets are the results of the New Democracieshenélew Baltic Barometers that
provide data on the ratings of the communist andeatl regimes by respondents in
1993 (in some cases 1994) moreover the resultteo2006 EBRD survey “Life in
Transition”. From the first two surveys those résuare selected that show the
percentage of respondents who gave positive evatuédr the communist regime. In
the third source the question was put differentig aespondents could either agree,
disagree or give neutral answer to the statemait ttie political situation today is

better than around 1989. Here, the percentagesafjckeing respondents is considered.
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Positive evaluation of previous political system*
1993/94 2006 Aggregate index
18-34 35-49 50-64 65+ Average 2006
BG 51 40 49 57 59 51,25 51,13
cz 23 22 32 51 58 40,75 31,88
EE 32 12 23 27 18 20,00 26,00
HU 58 70 70 77 80 74,25 66,13
LV 36 21 34 34 35 31,00 33,50
LT 46 19 43 48 42 38,00 42,00
PL 38 37 45 49 42 43,25 40,63
RO 33 44 38 42 42 41,50 37,25
SK 50 24 38 40 44 36,50 43,25
S 32 22 36 43 42 35,75 33,88

*In the 2006 survey: percentage of respondents who disagree with the statement “The political
situation in this country is better today than around 1989.” Sources: New Democracies
Barometer, New Baltic Barometer'’, EBRD ‘Life in Transition’ 2006 Survey.

The second problem arises from this difference uestjons. Although in all
three surveys the question is directed towardsnésflg the same issue in the first two
polls respondents could give positive evaluation twth systems while in the EBRD
survey the agreement/disagreement dichotomy exdlgdeh option. It means that the
data from 1993/94 includes also those who wouldeh#t given positive evaluation to
the communist regime if they had the choice to giesitive rating only to one of the
systems. This fact already distorts the picture¢esiit is assumed in our model that
those who give positive ratings to the communigime have such negative attitude
towards the new system that we can speak of ladifoe support. If the focus was on
positive evaluation of the current system then éamgsubstantially higher that specific
outputs will be the basis of assessment even i€tineent system needs to be compared
to the previous one.

The third problem concerns the 2006 EBRD surveysuRe here are broken
down to four different age groups in each counyst no single national average is
given. It was therefore calculated as the averdgehe four age groups, wherein all
groups had equal weights. The distortion here stieoms the fact that we don’t know
what weight to assign to each group as the agetsteuof the pool is not known.

The fourth problem concerns the surveys in thei@abuntries, particularly

Estonia and Latvia. These surveys include the I&gsgsian-speaking populations who

" Data is presented in Rose et al [1998] and Lanréttal [1997]
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— for obvious reasons — have somewhat differeierei than the titular nationalities to
evaluate the current and the previous regimes.t Ags discussed in chapter six the
Russian speaking population in Estonia (an in a2t not relevant as a group for
diffuse support and certainly not to the extent thauld correspond their share of the
population. Thus, it can be assumed that in Estand Latvia the surveys somewhat
overestimate the support for communist system antomg@olitically relevant members.

Despite the above problems there is one strongditipe aspect of the available
data. The three surveys basically provide dataGboolintries from two different times:
1993/94 and 2006. When the two datasets are conhfiazen be seen that changes over
these hectic 12-13 years have been relatively niodeere are of course differences
yet the position of most countries in relation &tk other is quite sable. If it is assumed
that the two datasets are comparable and meassentiedly the same thing then
perhaps the only surprising difference is the gnmpmmostalgia in the Czech Republic
for the previous system: from the least approviogntry it moved to the lower-middle
group, where the previous system has substaniplost

The aggregate index is simply the average of theegarom 1993/94 and 2006
for each country. For the reasons described intehdpree, that is, the presence of
exceptional external factors, Bulgaria will be lefit. On the remaining nine countries —
following Gyorffy's method — a simple linear regression will bged to estimate the

connection between support for the previous systedifiscal:

Aggregate index Average deficit

(independent var.) | (dependent var.)
Estonia 26,00 0,29%
Latvia 33,50 -1,92%
Slovenia 33,88 -2,82%
Lithuania 42,00 -3,22%
Romania 37,25 -3,36%
Poland 40,63 -4,40%
Czech Rep. 31,88 -4,69%
Slovakia 43,25 -5,45%
Hungary 66,13 -6,11%

89



Results:

X = Aggregate index of positive evaluation of thre\pous system; Y = Average deficit

Y =1.495 - 0.127X
Sig. = 0.021
N=9: R=0.56

The results suggest significant connection. As ah doe seen many difficulties
accompany the operationalzation of diffuse suppd&ven our suggestion for
measurement is surrounded with ambiguities, atpghist however this seems to be the

most promising direction for further research.
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7. CONCLUDING REMARKS

The case studies have shown that the main suggesiioGyrffy’'s theory are
valid: indeed elite consensus is a major precamuibf an economic policy that requires
long-term commitment (i.e. persistent fiscal difiog). Moreover Estonian and
Hungarian developments seem to support the noliahdertain preconditions, which
can be seen as the manifestations of diffuse stipg@ necessary for keeping up that
consensus.

These results have revealed a major new aspegpiaieing why Hungary has
been unable to pursue more prudent, more disciplitszal policy — like Estonia.
Moreover the findings have two major consequenoeshorffy’s theory: in contrary
to its suggestions, the mechanisms described regaEdMU member states seem to be
valid also in Central and Eastern Europe (as fathay are valid in Estonian and
Hungarian relation), thus the area of applicabiign be widened. At the same time a
major part of the theory — its operationalizatidrdiffuse support — seems to be invalid.
Based on the results of the case comparison tipisrgeas suggested an alternative way
to measure diffuse support: quantified differeniceattitude towards the old and new
political systems. Although this alternative wayopferationalization is only applicable
in case of a specific groups of countries (postimmmist transition states) it is
suspected that based on the results of qualitatnadysis of further cases it should be
possible to suggest other alternatives that arbcayte to a wider group of countries.

At this point however still even the results of th@rent paper require further
refining. On one hand data on attitudes towardsstistems should be collected more
systematically and on a wider basis, that is,umtéis should be inquired through a set of
different questions and these questios should beséime in all countries. Moreover,
based on our results further qualitative compaeatwalysis should be conducted,
involving more countries from the region, in ordersolidify the valdity of findings.
Due to limited space this could not be accomplishiédin the frame of this paper. The
first part of the paper (chapter 2 and 3) prepamedind for such further research as it
has been proved that important preconditions éxigite region for the examination of
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domestic factors suggested by the theory. Thaguality of fiscal rules are imprtant
determinants of fiscal performance and the countigve faced similar external factors
(with the exception of Bulgaria).

As it has been mentioned in the beginning, the gb#iis paper has not been to
provide a holistic explanation for differences ischl performance of countries. There
are obviously a great number of other factors #isd influence budget balance. The
current paper however highlights the importance tlok additional aspect, the
importance of diffuse support in fiscal policy, whitherefore should be considered in
models that aim to provide a holistic explanationtiie phenomenon of difference in
budget balance. Moreover the goal has not simpgnlie explain differences, but to
explain persistent differences, like the one oleeinm the case of Estonia and Hungary.
Neoclassical economics is less succesful in exipigisuch permanent differences while
it is implied in the model that the importance dfudse support as explanatory factor is
growing as the period, over which persistent ddfee needs to be explained, is

expanding.
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APPENDIX A

General Government Budget Deficit/Surplus

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Bulgaria -5,10 -15,2 -0,4 14 0,2 -0,3 0,6 -0,8 -0,3 1,6 19 3,0 0,1 1,8 -3,9
Czech Rep. -13,4 g2 -3,8 -5,0 -3,7 -3,7 -5,6 -6,8 -6,6 -3,0 -3,6 -2,6 -0,7 -2,7 -5,9
Estonia 11 -0,3 2,2 -0,7 -3,5 -0,2 -0,1 0,3 1,7 1,6 1,6 2,5 2,6 -2,7 -1,7
Latvia -1,6 -0,4 1,2 0,0 -3,9 -2,8 -2,1 -2,3 -1,6 -1,0 -0,4 -0,5 -0,3 -4,1 -9,0
Lithuania -1,6 -3,3 -11,9 -3,1 -2,8 -3,2 -3,6 -1,9 -1,3 -1,5 -0,5 -0,4 -1,0 -3,3 -8,9
Hungary -8,7 -4,3 -5,9 -7,8 -5,4 -3,0 -4,0 -8,9 -7,2 -6,4 -7,9 -9,3 -5,0 -3,8 -4,0
Poland -4,4 -4,9 -4,6 -4,3 -2,3 -3,0 -5,1 -5,0 -6,3 -5,7 -4,1 -3,6 -1,9 -3,7 -7,1
Romania -2,1 -3,7 -4,5 -3,2 -4,4 -4,7 -3,5 -2,0 -1,5 -1,2 -1,2 -2,2 -2,5 -5,4 -8,3
Slovenia -8,4 -1,1 -2,4 -2,4 -3,0 -3,7 -4,0 -2,5 -2,7 -2,2 -1,4 -1,3 0,0 -1,7 -5,5
Slovakia -3,4 -9,9 -6,3 -5,3 -7,4 -12,3 -6,5 -8,2 -2,8 -2,4 -2,8 -3,5 -1,9 -2,3 -6,8

Source: Eurostat, World Bank
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APPENDIX B

The Structure of Gleich’s (Fabrizio and Mody’s) Index

I. PREPARATION

1. Existence of statutorily mandated fiscal rules
a. Balanced budget rule
b. Limits on public borrowing
c. No legal limits on borrowing

2. Sequence of budgetary decision-making
a. MF sets forth aggregate and specific budgeetarm initial budget
circular
b. MF proposes, cabinet decides on targets for détudggregates and
spending limits are assigned to each ministry lgegending ministries
develop budget requests
c. MF proposes, cabinet decides on targets for étualggregates before
spending ministries develop budget requests
d. Budgetary targets are set on the basis of pirgdiry budget requests
e. No budget targets are determined

3. Compilation of the draft budget
a. Finance ministry holds bilateral negotiationsthweach spending
ministry
b. Finance ministry only collects budget requesis @ompiles summary
for cabinet session

4. Members of executive responsible for reconcitiogflicts over budget bids
a. MF or PM can veto or overrule cabinet decision
b. Senior cabinet committee, then whole councrihafisters or cabinet
c. Executive collectively (e.g. council of ministesr cabinet)

II. LEGISLATION

5. Relative power of the upper house vis-a-viddieer housgnot included in
Fabrizio and Mody’s index)
a. No budgetary power vested in upper house oaomecal parliament
b. Lower house has prerogatives
c. Both houses have equal rights (e.g. joint gi)n

6. Constraints on the legislature to amend the guwent’s draft budget
a. Deficit provided in the draft budget cannot Beemded, or individual
amendments have to indicate offsetting changes
b. No restrictions
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7. Sequence of votes
a. Initial vote on total budget revenues, expemdgpand the deficit
b. Final vote on budget aggregates

8. Relative power of the executive vis-a-vis thidigraent
a. Cabinet can combine a vote of confidence withta on the budget
b. Draft budget is executed if parliament failsatiopt the budget before
the start of the fiscal year
c. Parliament can be dissolved if it fails to adiat budget in due time

9. Authority of the national president in the budgecedure
a. No special authority
b. President has veto right (president electedalygment)
c. President has veto right (president directlgtele by citizens)
d. President has veto right (qualified majorityuiegd to override veto)

. IMPLEMENTATION

10. Flexibility to change budget aggregates duréxgcution
a. Any increase in total revenues, expenditurestiamdieficit needs to be
approved by the parliament in a supplementary budge
b. Revenue windfalls can be used to increase expeadvithout the
approval of the parliament as long as the deficitat increased
c. Simultaneous changes in revenues and experslialicaved without
approval of parliament if budget balance is notngjeal
d. At discretion of government

11. Transfers of expenditures between chaptersnir@stries’ budgets
a. Require approval of parliament
b. FM or cabinet can authorize transfers betweeaptens
c. Limited
d. Unrestricted

12. Carry-over of unused funds to next fiscal year
a. Not permitted
b. Only if provided for in initial budget or withrfance ministry approval
c. Limited
d. Unlimited

13. Procedure to react to a deterioration of thelget deficit (due to unforeseen
revenue shortfalls or expenditure increases)

a. MF can block expenditures

b. The cabinet can block expenditures

c. Approval of the parliament necessary to blogkesditures

d. No action is taken
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APPENDIX C

The Constituents of Hallerberg and Ylaoutinen’s Index

“CONTRACTS” INDEX (PLURALITY ELECTORAL SYSTEMS)

Long-term Planning Constraint
a. Is there a multi-annual target in place?
b. Length of time-horizon

c. Nature of budget forecasts
d. Degree of commitment to multi-annual fiscal &gy

“‘DELEGATION” INDEX (PROPORTIONAL ELECTORAL SYSTEMS)

Structure of negotiations in cabinet

a. Is there general constraint on the budget?
b. Agenda setting power of finance minister

c. Broadness of the budget norms (Are there mageifsptargets in

addition to general ones?)
d. Structure of budget negotiations

Strength of Finance Minister

a. Does the finance minister have special powbeuagetary issues?

Structure of the parliamentary process

a. Are amendment possibilities by the parliamenitéd?

b. What consequence has loosing budget vote M@y of confidence?)

c. Can amendments cause the fall of the government?

d. Sequence of vote on budget in parliament (fiosing on total size or

not?)
Flexibility of budget execution

a. Can the fin. min. block expenditure?

b. Can the fin. min. impose cash limits?

c. Disbursements must be approved before spent?
d. Possibility of transferring funds between chegpte
e. Possibility of carrying over unused funds totngar

f. Are changes to budget law allowed during execusitage?
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APPENDIX D

Data used by Dora Gyrffy in the framework theory

* Share of respondents that is either “very satisfied” or “fairly satisfied” with democracy.
Source: Gydrffy [2007] quoting Eurobarometer survey results from the corresponding years.
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Satisfaction with democracy*
1998 1999 2000 2001 2002 2003 2004 2005
Austria 60 64 56 63 72 65 64 68
Belgium 28 49 60 63 70 65 62 65
Finland 50 67 64 62 71 77 77 77
France 39 59 60 58 59 68 55 53
Germany 50 66 54 61 66 59 51 53
Greece 33 62 53 48 53 49 64 53
Ireland 75 74 70 73 69 66 70 71
Italy 28 34 36 38 34 38 35 44
Luxembourg 79 83 74 75 79 80 80 82
Portugal 35 57 50 37 35 37 31 41
Spain 50 71 75 64 70 58 65 67
Netherlands 75 78 80 71 66 70 64 71
Satisfaction with democracy*
2002 2003 2004 2005

Czech Ref 42 41 43 48

Estonia 32 32 30 44

Hungary 55 33 31 27

Latvia 37 40 35 44

Lithuania 36 37 29 24

Poland 28 23 16 29]

Slovakia 19 17 18 26

Slovenia 45 50 43 56




APPENDIX E

Results of Parliamentary Elections

ESTONIA
1992
Party % of Votes
Isamaa 22
Kindel Kodu 13,6
Rahvarinne 12,25
Moddukad 9,73
ERSP 8,791
Eesti Kodanik 6,89
Soltumatud Kuningriiklased 7,12
Eesti Ettevdtjate Erakond 2,391
Rohelised 2,62]

1995

Party % of Votes
Koonderakonna ja Maarahva Liidu Uhendus 32,23
Reformierakond 16,191
Keskerakond 14,17
Isamaa ja ERSP 7,86
Mdbdukad 5,991
Meie Kodu On Eestimaa 5,87
Parempoolsed 5
1999
Party % of Votes
Keskerakond 23,41
Reformierakond 15,92
Isamaa 16,091
Moodukad 15,21
Eesti Maarahva Erakond 7,27
Koonderakond 7,58
Eesti Uhendatud Rahvapartei 6,13
2003
Party % of Votes
Keskerakond 25,4
ResPublica 24,6
Reformierakond 17,7
Rahvaliit 13
Isamaa 7,3
Modddukad 7
2007
Party % of Votes
Reformierakond 27,8
Keskerakond 26,1
Pro Patria and Res Publica 17,94
Estonian Social Democratic Party 10,6
Rohelised 7,1
Rahvaliit 7,1

Source: Vabariigi Valimiskomisjon; Orszagos Valasztasi Iroda
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HUNGARY
1990
Party % of Votes
MDF 24,73
SZDSZ 21,39
FKGP 11,73
MSZzZP 10,89
FIDESZ 8,95
KDNP 6,46
1994
Party % of Votes
MSZP 32,99
SZDSZ 19,73
MDF 11,73
FKGP 8,82
KDNP 7,03
FIDESZ 7,01
1998
Party % of Votes
MSZP 32,92
FIDESZ 29,48
FKGP 13,15
SZDSZ 7,57
MIEP 5,47
2002
Party % of Votes
MSZP 42,05
FIDESZ-MDF 41,07
SZDSZ 5,57
2006
Party % of Votes
MSzP 43,21
FIDESZ-KDNP 42,03
SZDSZ 6,5
MDF 5,04
2010
Party % of Votes
FIDESZ-KDNP 52,73
MSzP 19,3
Jobbik 16,67
LMP 7,48




