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Abstract

This paper examines the accumulation of debt byd&hdocal governments. | find that
right-wing governments accumulate more debt whemgpa higher probability of defeat,
whereas the case is opposite for left-wing goventmeThese effects are sizeable: a
right-wing government increases its level of dept 16 percent while a left-wing
government decreases its debt by 11 percent ifdaheyoth certain of being replaced as
compared to when they are certain of remainingfficea The results are consistent with

the predictions from a strategic debt model dewedidpy Persson and Svensson (1989).
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|. Introduction

The purpose of this paper is to empirically invgestie whether strategic considerations
influence debt policy. The idea is that the stoékdebt links past policies to future
policies, as an incumbent policymaker can affeetdtate of the world inherited by his
successors. Specifically, a government anticipagimgpssible defeat in the next election
can use debt strategically in order to influeneeghblicy of its successor. In other words,
debt can be seen as a commitment device in agablgame between current and future
governments, where future tax revenues are condriitteebt service.

As guidance for the empirical investigation, | rely the two models by Alesina and
Tabellini (1990), and Persson and Svensson (198B%. two models make different
predictions: Alesina and Tabellini (1990) predidiatt both left- and right-wing
governments will issue more debt when facing a dngirobability of electoral defeat,
whereas Persson and Svensson (1989) only predittrigght-wing governments will
accumulate more debt while left-wing government @o exactly the opposite. In this
paper, | will discriminate between these two modbis nesting their respective
hypotheses into a single regression equation.

One of the major difficulties in testing the stgitedebt hypothesis is to construct
good proxies for the probability of electoral defeko achieve this, | have constructed a
very large panel data set from Swedish local gawents, which gives me several
advantages to previous studies. First, | have n2&00 observations from election years.
Second, elections occur simultaneously every tlgedr in all these localities. Third,
Swedish local governments operate under the samsetitdional and institutional
setting. Fourth, there is a clear classificatiompaities along the left-right policy scale. In
addition, Swedish local governments have had statuights to borrow money, and
thus, it is justifiable to use them as a testingugd for strategic debt behavior.
Moreover, Swedish local governments also play aifsognt role in the Swedish
Economy. In 1994, their total expenditures amoumtetbughly 25 percent of GDP and
the stock of debt to 30 percent.

1 On this point, see Murray (1985).



This new data set enables me to use ex-post edactotcomes to construct a proxy
variable for the expectation of electoral defeatalso use an instrumental variable
approach to correct for possible endogeneity analsorement error problems associated
with the proxy. Controlling for other possible ecomc and demographic determinants of
debt behavior, the main finding of this paper &tth right wing government accumulates
more debt during its term in office, the higherthe probability of electoral defeat. In
contrast, a left-wing government decreases thd @Eveebt, the higher the possibility of
defeat. These effects are sizeable: a right-wingegonent increases its level of debt by
15 percent, while a left-wing government decreateslebt by 11 percent if they both
think that they will be replaced as compared to nwiteey are certain of remaining in
power. Thus, my results are consistent with theehotiPersson and Svensson (1989).

To the best of my knowledge, there are only foupieical studies of the strategic use
of debt: Grilli, Masciandaro, and Tabellini (199Cyain and Tollison (1993), Lambertini
(1996), and Franzese (1998). None of these pajpels $ystematic evidence of strategic
debt behavior. These findings are perhaps lessrisimgy since several potential
difficulties are connected to the use of U.S. orGDEdata to test the strategic
explanation. U.S. data (the Federal level) contaery few observations from elections,
so there is a serious lack of degrees of freedoBEC panel data might solve this
problem, but create a problem with the pooling ag#ion, that is, that the OECD
countries are too heterogeneous with respect tautisnal and constitutional matters to
be pooled togethér.

The remainder of the paper is organized as folldwshe next section, | give a short,
non-technical presentation of the two models o#tsgic debt behavior. Section 3
outlines the empirical identification strategy ahdcusses the data to which it is applied.
Section 4 presents the empirical results. Sectidiséusses further evidence supporting

the strategic debt explanation. Finally, sectiarofcludes.

2 Using a panel data set from the U.S. states imdheext of this paper might also be problematiwe

these states differ with respect to balanced budggtirements, borrowing rules etc.



I1. Two models of strategic debt behavior

I will test two models, Alesina and Tabellini (199@nd Persson and Svensson (1989),
both of which emphasize strategic considerationthémaking of debt policy. In these
models, governments with different preferencesrdtie in office.

Alesina and Tabellini (1990) assume that the gawemts differ with respect to their
preferences concerning the composition of governnsgending. As an example,
consider a government that wants to spend a gesdtath defense and little on welfare,
and assume that it knows that it will be replacg@iother government with the opposite
preference. The current government then realizasd#fense spending will be cut in the
future, so it borrows a great deal now becausenthgginal cost of repaying the extra
dollar of debt will fall on welfare about whichaares little. In other words, a deficit bias
will emerge because the government that borrowssfan asymmetry. It can spend the
additional resources anyway it wants, but uncetaabout who will be appointed in the
future prevents the current policymaker from fuilhyternalizing the future costs of
spending cuts.

In Persson and Svensson (1989), in contrast, timflictoconcerns the level of
government spending. They consider a right-wingegoment, that wants less spending
than a left-wing government. Suppose that the wghfy government is certain of being
replaced by its opponent in the next election. Thiénfaces a trade off between
distortionary taxes and debtBy lowering taxes and issuing debt, the right-wing
government constrains future spending. Howeves, dlreates a suboptimal distribution of
tax distortions since taxes today are too low, yamg that future taxes will be too high
when the debt becomes due. If the right-wing gawemt puts more weight on reaching
its preferred level of spending than on the welfeost of a distorted tax profile over
time/ it will issue more debt than its successor woulefgr. On the other hand, a left-
wing incumbent government has exactly the oppasitentive. By raising taxes and

reducing debt, it creates surpluses to encourageases in future spending decisions.

3 Persson and Svensson (1989) assume that the aplgfwaising money for government spending is
through a distortionary tax.

4 Persson and Svensson (1989) refer to this astulss.



To summarize, the two models have different emglirjgredictions.Alesina and
Tabellini (1990) predict that there is a deficiabirrespective of the incumbent’s political
ideology, while Persson and Svensson (1989) preélatt only right-wing governments
issue debt whereas left-wing governments reduceddi. Nevertheless, both models
predict that the strategic use of deficits or suspk will be larger, the greater the
disagreement between different policymakers andntbee likely it is that the current

government will be replaced.

I11. Theempirical identification strategy and the data

In this section, | present the empirical identifioa strategy in my tests of the strategic
debt models and the data to which is applied. Adiogrto the model in the previous
section we should expect an incumbent with a higibability of defeat in the next
election to create “facts” for its successor byiisg or retiring debt. Thus, debt policy
should, ceteris paribus, be a function of the incent’'s probability of defeat. More

formally,

DEBTit: a+ ,Bpit+xity+ Uit izl,...,N;tzl,...,T (1)

whereP;; is the probability of defeak;; is a vector of variables affecting the level obtle
anduy is an error term. Equation (1) is also indexechwiandt, wherei denotes local
governments and election years, since we have a panel data set 8wedish local
governments.

The predictions differ between the two strategicbtdenodels. One way of
discriminating between these models is to defideramy variable: leD be 1 if there is

a left-wing incumbent government and 0 otherwidaisl we can write equation (1) as

DEBTi = a1+ aoDit + SiPi + 5 Dit Pt + Xity/+ Uit. (2



The introduction of the dummy variable enables aimést the predictions from the
two models2 Alesina and Tabellini (1990) predict that the imbent should issue debt
irrespective of its political ideology when thesea high probability of defeat. Thus, their
hypothesis is thgf; > 0 andf, = 08 On the other hand, Persson and Svensson (1989)
only predict that a right-wing government shouladrease debt whereas a left-wing
government should decrease it, which translat¢s 00, £, < 0, andG, + £ < 07

The crucial issue is now to find proxies for theetiprobability of electoral defeRy. |
will use the ex-post election outcome as a proxyiabée but | will also use an
instrumental variable approach to correct for emtegy and measurement error
problems associated with the proxy. The ex-postiele outcome variablB*;; is defined
as 1 if the incumbent government was ousted anal a#rerwise. However, using this
proxy we have an error-in-variables problem, itbge true probability of defeat is
measured with an errd*;; = Py + 7. It is well known that this leads to an attenuatio
bias, namely a slope coefficient biased toward .2éforeover, the probability of defeat
might be endogenous. In fact, some papers havesstiethat debt could be used
strategically to influence the election outcome g and Bolton 1990, and Persson and
Tabellini 1999). To possibly solve these two profde | will use an instrumental variable
(IV) approach. The basic idea behind this appraath specify an auxiliary equation that
links the unobservable variable, that is, the etqiem of electoral defed;; to a set of

explanatory variables. More formally,

P*i= Pit + i = Wik + i, (3)

5 It might be the case that the control variablgshave different effects on the level of debt fot-kefng
and right-wing governments. | will allow for thi®gsibility in the empirical analysis.

6 Alesina and Tabellini’s hypothesigz> 0, 5 > 0 andBz= B, wherefSs= B, and 5. = B+

7 Persson and Svensson’s hypothegis: 0 andB_ <0 whereS= 5, and .= Bi+po.

8 More formally,P*;; =P;; +77; WherePitEN(O,ozp) and [N(O,az,,). The OLS estimate from a single
cross-section is plinfoLs = B-B0°,/(F s+ &;). Thus, the coefficient d® will be attenuated depending on



whereP; is the true expectation of defe¥;; is some variables describing the formation
of expectationsP*;; is the ex-post election outcome variable apdis an error term.
Equations (2) and (3) now constitute the basishef It/-approach. The first step is to
estimate equation (3). The second step is to wsditted values from this regression as
instruments foP*;; in the estimation of equation (2quation (3) will be estimated with
a Probit model, i.e. APl =1)=d(Wiraw), where ® ()] is the standard cumulative
distribution function, to ensure that the probaiei lie within the 0-1 interval.

The crucial question is then where to find variahie include inW;;.. To answer this
guestion, we first need to look at municipalityatien data for the sample period 1974 to
1994. The sample consists of 277 municipalities tede is a synchronized and fixed
election schedule every third year. There have lsegan elections in the sample period:
1976, 1979, 1982, 1985, 1988, 1991 and 1994. Tiues,have a total of 1939
observations from elections. Table 1 shows theutagy of government changes for the
municipalitiest® The number of government changes is very uneqdalyersed among
the different municipalities. For example, 117 noypelities (42 percent of the sample)

had no change of power (69 had left wing and 4btniging governments), while 90 (32

what proportion of the total variance in the meamafnt,(azp+ 02,,), represents variation due to
mismeasurement.

9 Pagan (1984) and Murphy and Topel (1985) showtthisilV-approach yields consistent estimates of
both the second-stage parameters and the secqndtatelard errors.

10 The classification of change of power is compfien the distribution of seats in local councilsie¥h
due to the PR electoral system, is equivalent te shares. The incumbent governments are classified
left-wing, right-wing or undefined. Left wing govanents include both the Left Party and the Social
Democratic Party. Right-wing governments include¢hparties or more: the Conservative Party, the
Centrist party, the Liberal Party, the Christiamideratic Party (since1988), and the New Democratic
Party (1991 to 1994). An undefined government ignvheither left nor the right-wing parties conséta
majority (50 percent of the seats) and its oftespeimted with strong local parties. The undefined
government creates a problem because there isnawajénformation about its ideological composition
Using the predictions of the strategic debt motleds becomes problematic, since these are bastr: on
assumption of the incumbent’s preferences (fotaliel or composition of spending), due to whictdydp
those observations (# 309) from the debt regreg&iprThe main results are, however, robust tauiticlg

them.



percent of the sample) had 3 changes or more. Tlahlso shows the average vote share
for the incumbent in each group of municipalitit®umbents in those municipalities
with no change of power on average obtained maaa 62 percent of the votes while
those who had 3 or more changes got less than fekmie Table 2 presents more
disaggregated information about left- and rightgvimcumbent governments and the
number of government changes. Table 2 revealsateft wing government held power
817 times and was ousted 107 times, whereas awigigt government held power 813
times and was ousted 194 times.

The unequal dispersion of government change aamussicipalities suggests that
municipality fixed effects can be used as predgtofr the probability of defeat. Thus,
these fixed effects measure the average frequehgowernment change and can be
interpreted as capturing the latent instability wafter’'s preferences in a particular
municipality. In other words, | assume the disttibn of the unobserved variable, the
probability of defeat, to have a particular munaity component which allows me to use
municipality dummies as instrumental variablegor these variables to identify a causal
effect of the probability of defeat on the leveldabt, they must be validly excluded from
the debt equation (2). In the empirical analysitest for the exclusion of municipality-
specific effects from the debt equation, | canreect the null hypothesis of no fixed

effects!?2 There are two reasons for this identifying assuonptFirst, by using fixed

11 This is similar to Wald’s (1940) binary groupingtienator. Durbin (1954) was the first to note the
relationship between the IV with binary instrumeatsl the Wald estimator.

12 This identifying assumption might be problematithere are unobserved and unchanging
characteristics related to both debt and the priityabf defeat. However, using fixed effects would
aggravate the bias from measurement errors (Gesieind Hausman 1986). More formally, the bias from
using a fixed effect estimator (using the notafram footnote 8): plimGe= -5,/ [(1-0) (Ip+ F°))]
wherep=cov (P, P,1)/ azp, whereas the bias from using an OLS estimatolinis o s=/4 + [cov(Py, a) -
,802,7]/( 02p+ 02,7), whereq; is the fixed effect. Hence, there is a trade effdeen the bias from using the FE
or the OLS estimator depending on the extent @dfigffects, the extent of measurement errors,fand t
extent to whichP is correlated across time. Since the measurementgoblem looms large, i.e., both
and 02,7 /(02p+ 02,7) are presumably large, and | cannot reject thehygbthesis of no fixed effects, | believe
the bias to be smaller from the OLS than the FiEnasbr.



effects as instruments, we average the data anckfthe reduce the impact of
measurement errors. Second, it seems that the difecks are more likely to be immune
to the endogenity problem mentioned previoddlyt may be that the incumbent
government tries to manipulate the level of debt pefore the election, as suggested by
the electoral business cycle literature, in ordeaffect the probability of defeat. But then,
any time-invariant instrumental variable should t@re or less unrelated to such
manipulation of debt.

Since fixed effects are excluded from the debteaggon, it is very important to
control for variables confounded with (i.e., rethte) debt. | will control for the inherited
debt from the previous election, population sizepydation density, proportion of young
(0-16) and elderly (65+), average municipality imzg and time effects',

To capture any possible effect of strategic usdetit, | control for the inherited debt
from the previous election. The rationale behing tis that the inherited debt can
constrain the incumbent policymaker from pursuiig greferred debt policy during his
term of office. The proportion of young and eldeitylinked to the cost and benefits of
government spending. These variables can alsodreasecontrolling for the mandatory
part of municipal spending since education, childcand care of the elderly are mainly
mandatory tasks. Population density, and Populasiae are included because they
capture the possibility of congestion effects als@conomies in the provision of local
government services. | also control for the averageaicipality income, since income is
related to the fiscal capacity of a municipality tag bulk of revenues come from a
proportional local income tax. Income could alsosken as a control for local business

cycle variations. Finally, | include time effeébsTime effects are primarily used to

13 A “good” instrument should be highly correlatedwi*, but otherwise independent of debt. The
correlation (Pearson) is 0.6 betwd&hand the instrumental variable (the fitted valuesrfithe probability
of defeat regression (2)) whereas the correlatewéen the debt and the instrument is only 0.1& iBh
suggestive of a good instrument.

14 The controls are defined at the time of electitfmvever, using three-year period averages over the
election periods does not change the results.

15 More formally, the error term in equation (2) Wik defined ag,=A; + v, , wherel, is the year-
specific effect andy /iid(0,d).



control for variables that might have a common e&ffen the municipalities in a given
year, such as the effect of the national busingsie cchanges in the voters’ preferences,
etc. Including time effects is particularly impartan the context of my problem, for | do
not want to attribute behavioral significance to atross-municipality correlations in
debt that are really due to common national infagsn

The dependent variable is public debt measuredeincppita terms and at constant
prices'® There are several measures of debt in the offiiincial position of
municipalities but | have chosen to work with sh@md long-term debt, not including
social security liabilitied? | made this choice so as to have a comparableureeasdebt
in the sample period. Table 3 provides summaryistizdé for the variables in the

empirical analysis.

1V. Results

Table 4 shows the effect of the probability of @fen the level of debt. The first
column is the OLS regression, using the ex-postiele outcome as a proxy, whereas the
second column is the instrumental variable appro8efore focusing on the strategic
debt hypotheses, some general comments should te af@ut these regressions. First,
the regressions account for about 67 percent ofdhation in the level of debt. Second,
the main determinant of the level of debt is integfidebt. About 70 percent of the debt
are transferred from one election period to thet.n@&ke proportion of young, the
proportion of elderly, and the population sizetalve significant and positive effects on
the level of debt.

I will now turn to the test of the strategic delgpbtheses. As explained in sections Il
and lll, Alesina and Tabellini's hypothesis >0 and £,=0, whereas Persson and

Svensson’s hypothesis £>0, £<0, andp;, +£<0. The coefficient of the probability of

18| have used the implicit GDP deflator, expressetid91 values. The deflator is constructed by takin
the ratio of GDP at current market prices to GDRxad market prices. | have also used two other
deflators, CPI and a municipality-specific priceéx, but the results are very similar.

17 Long-term debts are defined as debts with a nigitafil year or longer, while short-term debts have

maturity of up to 1 year. Data on social secuipilities are only available from 1988.



defeat,f, is positive and significant at the 5 percent lawebetter in both regressioks.
This strongly suggests that a right-wing governnaaecumulates more debt the higher the
possibility of its defeat. However, the coefficientthe IV-regression is nearly 3 times as
large as the OLS regression. It thus appears impbtd correct for measurement errors
associated with the proxy for the probability offed#. Table 4 also reveals quite a
substantial difference in the accumulation of deditveen right-wing governments with a
high probability of defeat compared to those withloav probability. The largest
difference is found in the IV-regression. On averatpe level of debt is 1654 SEK per
capita higher (which is about 15 percent of thaltdebt) when an incumbent is certain of
being defeated as compared to when it is certarerafining in powe¥? The coefficient
of the interaction termf, is negative and highly significant in both regressi thus
strongly suggesting that right- and left-wing goweents have different slope
coefficients. The slope coefficient for a left wiggvernmenif,+ £, is negative in both
the OLS and the IV regression, -1375 and -1279 g&kKcapita, respectively. This is also
confirmed by a formal testfi+/£,=0. The null hypothesis is rejected for both
regressiong? Thus, these findings give strong support to Perssa Svensson’s model,
but not to Alesina and Tabellini’s.

Figure 1 gives a schematic picture of the relatigmbetween the level of debt and the
probability of defeat for the IV regression. Thigure shows to that left- and right-wing
governments have different slope coefficients,disb that a left wing government that is
certain of being defeated accumulates slightly sist than a right-wing government
certain of remaining in power. Figure | also regddlat a right-wing government, which
is replaced with certainty, has an even higherll@fedebt compared to a left wing
government which is certain of remaining in power.

| have also made a number of checks as to the tridmss of my results. First, | have

used the vote share of the incumbent as a proxthéprobability of defeat, which gives

18 Since both models predict tHat>0, we can use a one-tail test. The critical vadue.65 at the 5
percent level.

191600 SEK per capita is roughly equivalent to $p&0capita (i.e., 6 SEK $1 in the prices of 1991).

20 Col. 1: F(1,1612)=15.92 (P-value 0.0001), and 20F(1.1612) =4.80 (P-value 0.028).
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gualitatively similar results as the ex-post outeopnoxy. Second, | have tested for the
exclusion of fixed municipality effects and | cahmeject the null hypothesis of no fixed
effects?! Third, my results are also robust to a correcbbithe standard errors, due to
cross-sectional correlatidd Fourth, | have allowed the control variables teéhdifferent
effects on the probability of defeat for left anight wing governments. This does not
change my results howevéFifth, | have run separate regressions for shaitlang term
debt and | find significant strategic debt effeictdoth cases. Sixth, | have investigated
whether the growth of debt is higher for municipa$i with frequent government changes
in my sample period and | do not find a significdifference relative to municipalities
with infrequent changes. The finding that recurrahérnation between left-wing and
right-wing governments does not lead to increaseduraulation of debt, further
strengthens the strategic debt explanation, siniseid also suggestive of opposite debt
behavior.

To summarize, my results strongly support the fhat the two incumbents behave
differently when the probability of defeat increas®n average, right-wing governments

increase their level of debt, while left-wing goverents do exactly the opposite.

V. Discussion

A potential weakness in my analysis is that | doted for fixed municipality effects in
the debt regression. If there are some unobsemediachanging characteristics related
to both debt and the probability of defeat, then stgategic debt story could be
guestioned. However, in Lidbom Pettersson (2000mpk for electoral cycles in fiscal

policy instruments, using the same sample of mpalities. As a by-product of that

21| have used the Breusch and Pagan (1980) Lagrantiplier (LM) test where(?(1) =1.33 (P-value
0.25).

22| have tried the correction suggested by Beckiaid (1995). LeE denote the ¥N matrix of the
OLS residuals, one can then estimatey E'E/T and hence estimai@ by E'"E/T/A+. The corrected
standard errors are computed by taking the sqoateof the diagonal element of
(X X)X (E'ETOA)XXX)™

23| cannot reject the null hypothesis of equal dogfts.
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analysis, | find evidence in support of the stratedebt explanation, even after
controlling for fixed effects. The empirical idefintation strategy in that paper is to use
only the within-municipality variation over time the level of debt and look for election
year effects. | find that reelected incumbentg;Wehg or right-wing governments, induce
an electoral cycle in the level of debt of similaagnitude (7.2 and 6.0 percent of total
debt, respectively). However, the behavior of thsted incumbents differs sharply. An
ousted right-wing government has about twice agelarcycle (12 percent) as a reelected
right wing incumbent. In contrast, an ousted lefhgvgovernment has a considerably
smaller cycle (1.5 percent) than a reelected lafigwgovernment. These results further
strengthen the strategic debt explanation of tapsep.

Another issue that would lend support to the striatdebt explanation is that left- and
right-wing governments actually pursue differerdcéil policies, once in power. The
explicit assumption in Persson and Svensson’'segfi@tdebt model is that left-wing
governments want higher spending than right-wingegoments. Lidbom Pettersson
(2000b) makes an extensive test of whether diftepamties matter for fiscal policy
choices, again using the same sample of Swedisl pmvernments. The empirical
identification strategy is now to control for bothunicipality fixed effects and time-
specific effects. Thus, the partisanship effecidentified only when there has been a
change in power. | find significant and sizeabletipanship effects; a change of power
from left to right leads to an immediate spending of about 1.6 percent of total
spending and vice versa. The long-run effect iseau$ in the order of 12 percent of

spending.

V1. Conclusion

My results strongly suggest that a right wing goweent accumulates more debt during
its term in office, the more likely its anticipatetectoral loss. On the other hand, a left-
wing government accumulates less debt, the highemptobability of its defeat. These
effects are sizeable: a right-wing government iases its level of debt by 15 percent
while a left-wing government decreases its debt bypercent, both believing they will be

replaced with certainty rather than remaining ificef with certainty. These results are

12



consistent with the predictions from the stratedpbt model developed by Persson and
Svensson (1989).
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TABLE 1
FREQUENCY OF GOVERNMENT CHANGES AND AVERAGE VOTE $fRES

Frequency of government Number of governments Average vote shares
change

0 117 62.2

1 28 57.C

2 42 55.¢

3 40 53.t

4 29 52.¢

5 13 52.8

6 8 52.0

7 0 -

Note. - A government change is defined as a chahgewer between left-wing, right-wing or undefined
governments. The calculation of average vote shamdg includes left- or right-wing incumbent
governments

TABLE 2
INCUMBENT GOVERNMENTS
Left wing incumbent Right wing incumbent
Incumbent defeated?* =1 107 194
Incumbent reelected®*=0 710 619
Total sum 817 813
TABLE 3
ECONOMIC AND DEMOGRAPHIC VARIABLES 1974-1994
Variable Mean Standard Minimum Maximum
Deviation
Probability of 0.24 0.43 0 1
defeat P*
Left wing 0.42 0.49 0 1
incumbent
government D=
Debi 1120¢ 5407 1061 4942(
Average incom 76022 1246¢ 35141 16279¢
Population 30226 52978 3480 692954
Size
Population 115 372 0.29 3700
density
Proportion of 0.18 0.04 0.03 0.29
elderly (65+
Proportion of 0.21 0.03 0.13 0.37

young ((-16)

Note.-Debt and average income is per capita in TFK.
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TABLE 4

THE IMPACT OF THE PROBABILITY OF DEFEAT ON THE LEVEOF DEBT

Proxy variable: ex-post election Instrumental variable method

Explanatory variale outcomes F
Socialist incumbenbd =1 856 1097
(4.54) (4.90)
Probability of defeaP 577 1654
(2.00 (3.23
D*P -1953 -2933
(-4.27 (-3.67
Inherited debt 0.74 0.73
(41.65) (40.62)
Proportion of young 0-15 10183 13090
(1.74) (2.16)
Proportion of elderly 65+ 7850 9515
(2.11 (2.51
Average income -0.003 -0.002
(-0.30 (-0.16
Population size 0.016 0.015
(7.92) (7.23)
Population density -0.07 0.02
(-0.24) (0.05)
Time effect Yes Yes
Number of observatiol 162¢ 162¢
R? 0.6680 0.6651

Note.- The dependent variable is the level of debtimates are based on Swedish municipality data f
1974-1994, excluding municipalities, which cannetdiassified as either left wing or right wing. All
regressions were run with seven year specific effelsese coefficients are not reported. Col.1 tseex-
post election outcome as a proxy for the probahiftdefeat. In col. 2, the probability of defest i
estimated from probit regression with fixed munédity effects. The fitted probabilities are used as
instruments for the ex-post election outcome prosyatistics are in parentheses. 1V-standard ewers
used in calculatingstatistics for the IV regression.

16544 Level of debt

1097

Right-wing governments

Left-wing governments

-182

Probability of defeat

0 —

FIG. 1. -The effect of the probability of defeat on tbeel of debt
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