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Abstract: This paper tests the theory of context-conditigpalitical budget cycles in
South Africa’s dominant party framework and demmatss that the central government
has both an incentive and the ability to implenfeBCs on the subnational level. Using a
unique panel dataset comprising South Africa’s rpnevinces over the period 1995-
2010 generates two main results: First, provincheres the national ruling party faces
greater electoral competition receive higher peitaatransfers in the year before an
election. Second, this increase is driven by theditmnal grant, which is the non-
formula-based component of total the intergoverralentransfer. The ability to
implement political budget cycles is successfulhnstrained when it comes to the
formula-based equitable share component of the ti@tasfer for which no evidence of
electorally-induced funding is found. Overall, tlesults suggest that even in a dominant
party framework, political competition can functiaa an incentive to implement political

budget cycles.



Introduction

The popular perception that incumbent politiciarsnipulate fiscal policies to increase
their chances of re-election is given formal expi@s through political budget cycle
(PBC) theory. Building on the pioneering work ofidbaus (1975), the literature explains
the phenomenon in terms of a moral hazard model asyimmetric information.
Incumbent politicians are predicted to take adwgmtaf informational asymmetries to
signal their competence to the electorate, for e@terby demonstrating their ability to
produce public goods without raising taxes (Shi 8mensson 2002: 70). The result of this
behavior is a “periodic fluctuation in a governnigriiscal policies induced by the cycle

of elections” (Alt and Rose 2005: 1), which is tenerally accepted definition of PBCs.

In the past, most empirical studies have tested BOry in the context of developed
countries and have provided evidence on how thenmate and composition of cycles
varies with respect to different fiscal variabtellore recent work has started to analyse
PBCs in developing countries and generally findsg ttycles there are more pronounced
than in developed countries (Brender and Drazen32®ock et al 2003, Shi and
Svensson 2002, Schuknecht 2000). However, moshedet studies use country-level
panels, which means that they cannot provide insigh the mechanisms through which

PBCs are implemented at the subnational level. &/kdme papers have carried out

! See Drazen (2000) or Franzese (2002) for a corepsé¥e review of the empirical literature.



subnational analysésthey have generally focused on traditional PB@akées such as
revenue and tax, but not intergovernmental trassf€éhese are likely to be important
channels for PBCs in countries where the subndtileval of government has limited
revenue-generating power. Moreover, while an eniphlags been placed on studying
PBCs in new democracies, the literature has notictkp applied PBC theory to the
context of a dominant party framework. Hence therdittle understanding about a

dominant incumbent’s motivation to use fiscal pplic win votes in such a context.

Motivated by this gap in the literature, this papgamines the presence of opportunistic
PBCs in South Africa’s intergovernmental transfgstem. South Africa is an ideal case
to consider as the federal structure offers thesipdgy to compare across provinces.
Moreover, even though South Africa has a dominamtypsystem, the provinces vary
greatly in terms of electoral success. In otherdspthe ANC does not win everywhere all
the time, although it controls the national levehis variation in subnational political
competition can be exploited to identify its effect intergovernmental transfers. While
provinces are responsible for independently implaing their own budgets, they are
almost entirely financed by the central governmémeed, the provinces’ own receipts
are typically less than 5 per cent. It is thusiiite to analyse whether the dominant party
can use the centralized intergovernmental trarsfetem to channel support to where it

would be electorally most helpful.

2 Among others, Akhmedov and Zhuravskaya (2004)ycant a subnational analysis on Russian regions.
Moreover, Cerda and Vergara (2007) analyse Chiheanicipalities, Gonzales (2002) focuses on Mexican
regions, and Khemani (2000 and 2004) on Indian iRce¢. To date, no subnational PBC studies have

been carried out in Sub-Saharan Africa, for whattklof quality data seems to be an obvious exfitana



This paper finds that more competitive provinceiee higher transfers from the central
government. This increase is driven by the cond#iayrant, which is the non-formula-
based component of total intergovernmental trassféloreover, the increase in
provincial revenue in more competitive provincesptiys compositional patterns, with
increased spending on education, welfare and rdaderall, the findings suggest that
political competition on the subnational level issalient feature when it comes to

distributing national funds through South Africaisergovernmental transfer system.

The remainder of this paper is organized as folloWse next section formulates two
testable hypotheses based on a discussion of ldneane PBC literature and the South
African context. Section 2 describes the data arttine@s the estimation strategy. Section
3 presents the results. Finally, the conclusion rearses the results, discusses policy

implications and points out areas for future resiear

1. Theoretical setting

1.1 Literature on political budget cycles

In the literature there are two main theories thalain why political budget cycles occur:
partisan and opportunistic theories. Partisan thestarting with Hibbs (1977) and
Alesina (1987), states that PBCs are predeterminethe ideology of the incumbent

government. However, this explanation is unlikebylte useful for studying PBCs in



developing countries, where political parties galtgrdo not exhibit the typical Western
left-right pattern (Block, 2002b: 209; Shi and Ssson, 2003: 68). The focus in this paper
thus lies on opportunistic theory, which was pigrdeby Nordhaus (1978who assumed
two now largely discredited ideas: an exploitabitallips curve and a myopic electorate
(Alesina et al., 1997: 15). Later works, startinghwrogoff and Sibert (1988) and Rogoff
(1990) propose models that render “the questionabéeimption of a myopic electorate
unnecessary by positing asymmetric information meigg the incumbent’s competence”
(Converse and Kapstein, 2006: 6). Incumbents adigted to take advantage of the fact
that voters cannot directly observe their levet@ipetence. Through the manipulation of
fiscal variables, incumbents can signal their campee to the electorate and thus

maximise their chance for re-election.

Empirical evidence generally confirms the presenteopportunistic political budget
cycles. Originally, most studies focused on devetbpountries, which is the context in
which PBC theory was conceived (Block, 2002a: 2).iAcreasing number of empirical
studies now concentrates on developing countrieful@echt (2000), for example,
conducts a study of 24 developing countries forlié3-1992 period and finds evidence
for PBCs, particularly in the form of public investnt. In a study of sub-Saharan Africa,
Block et al. (2002) discover significant electioaay increases in public expenditure and

net claims on government. Shi and Svensson (200d) that in a panel of selected

3 The subject of Nordhaus’ theory is the politicalsimess cycles, which refers to electorally timed
distortions in macroeconomic variables, such adstioh and unemployment. This is different from RBC

which refer to periodic fluctuations in fiscal pofivariables (i.e. variables affecting the budget).



developing countries government spending increasdsrevenues fall before elections,
leading to larger deficits in election years. Caligi the latter study also finds that the
magnitude of PBCs is far greater in developing toes than it is in developed ones.
Other scholars have extended this finding to artha in comparison to developed
countries, PBCs are not only more pronounced ireldging countries, but also in new

democracies (see Brender and Drazen, 2005; AkhmaldvZhuravskaya, 2004).

In this context, it is important to note that oppaoistic PBC theory does not apply
equally under all circumstances. For example,aféktent of informational asymmetry is
a function of political institutions and voter chateristics, then the possibility to
implement PBCs is also a function of these factAlisand Rose (2005) use this logic to
argue that PBCs are context-conditional. In paldicuthey employ Tufte’'s (1978)
motive, opportunity and weapon analogy to argue s conditions must hold:
incumbents must have both an incentive and thetyalbd manipulate policy. The first
condition relates to the question of why an incumbveould choose to manipulate public
finances. In the literature, the competitivenessimmfelection has often been used as an
explanation. Indeed, Alt and Rose (2005: 12) ttheeidea back to Wright (1974) and
Tufte (1978) and explain how competitiveness fuongi as a strategic variable, as “an
election that is expected to be ‘closer’ incredbesvalue and thus the desirability of any
action that increases the incumbent’s re-electimsgects”, as long as such an action is
costly. This seems intuitive: why would a dominantumbent manipulate fiscal

variables, if he is sure to win the election ortfoat matter sure to lose it?



Some evidence of a positive relationship betweenpatitiveness and PBCs has been
presented in the context of American states by &@imgyer and Wood (1995), Carlsen
(1998) and more recently Alt and Rose (200%jowever, empirical analyses of this
relationship in the context of developing countiiese been scarce. One explanation is
the difficulty to access quality data on the sulomat level in developing countries.
Moreover, most cross-country panels have excludedtcies in which national elections
are deemed uncompetitive even if there is compatibh the subnational level. Examples
include Venezuela, Hungary, Kazakhstan, RussiaSandh Africa, where one dominant
party controls the national government and yetehgrvariation in terms of subnational
electoral successlit makes sense to exclude countries with electitreg are not
competitive from a cross-country analysis of PBC#onetheless, subnational
competition can function as an incentive for thelementation of PBCs in different
regions, even if one party dominates the pollshenrnational level. By focusing attention
on the relationship between PBCs and political oetitipn in South Africa’s provinces,
this paper aims to contribute to a better undedstan of the role of subnational

competition as an incentive to implement PBCs.

* These studies use different measures as proxigsofilical competition. Brender and Drazen (2085:
restrict their sample to countries with a POLITY $¢ore between 0 and 10 (on a scale from -10 to 10)
Cingermayer and Wood (1995) use vote margins, $cl{iP95) uses opinion polls and Alt and Rose
(2005) use governors’ job approval ratings.

® Brender and Drazen (2005: 4) argue that “if etewtiare not competitive, then the basic argument

underlying the existence of a political budget eyldses much of its validity.”



The second condition, the ability to manipulate i@l relates to the institutional
environment. If the institutional environment makiedifficult to manipulate policy
instruments, politicians are less able to resortelectioneering. In many countries,
independent central banks have almost entirelyimditad the possibility for politicians
to influence monetary policy for electoral purposék and Rose (2005: 6) cite this as
one of the reasons why the literature has shiftedfdcus from outcomes, such as
unemployment and inflation, to policy instrumergach as spending. While politicians
tend to have more control over fiscal policy thasreromonetary policy, the institutional
environment often limits political discretion ovepending, for example through fiscal

rules or greater transparency initiatives.

These factors limit an incumbent’s ability to immlent PBCs. In a sample of 19 OECD
countries in the 1990s, Alt and Lassen (2005) finat higher transparency countries
have lower deficits and debt accumulation, whiMdo transparency countries display a
persistent pattern of electoral cycles. In thi;w&ose (2006) shows that fiscal rules can
mitigate PBCs by limiting the incumbent’s ability increase spending in the vicinity of

an election. Moreover, Bastida et al (2012) show lbe balanced budget rule has
succeeded in limiting the budget deficit in a sanpl the largest Spanish municipalities
in 1994-2009. In this sense, Alt and Rose’s contextditionality argument also serves

as an explanation for why PBCs tend to be more qameced in developing countries,

where institutions are often fragile and impose felwecks and balances. This paper

builds on the existing literature on context-coiwgial PBCs, by analysing the extent to
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which South Africa’s incumbent government has tieentive and ability to implement

PBCs through the intergovernmental transfer system.

1.2 Incentive and ability in the South African eodit

There are four main reasons why South Africa (3Aan ideal case to consider for the
analysis of subnational PBCs. First, its federalcitire offers the possibility to compare
across provinces. A main problem with country lepahels is the inherent difficulty to
control for cross-country differences, such asrlie of law or certain institutions that
could be endogenous to fiscal policy. An examimatid fiscal variables in the South
African provinces avoids many of these problemshasprovinces are characterized by
high uniformity in electoral rules, institutionalaimework and governance structures in
general. Second, although South Africa’s politiealdscape is dominated by one party on
the national level, the subnational level displaygh variation in the level of political
competition, whereby at least two of nine provinoesy be considered swing provinces.
This variation makes it possible to identify thdeef of political competition on the
political budget cycle. Third, provincial revenudsrive almost entirely from central
government transfers, which implies that investigpintergovernmental transfers to the
provinces means investigating the only possibles®of PBCs on the subnational level.
This circumstance renders the South African seiagicularly relevant for the study of
PBCs and intergovernmental grants. Finally, SA Hthe highest level of fiscal
transparency among Sub-Saharan African countriéés & a significant advantage
because extensive subnational budget informatipuliicly available, which renders this

paper’'s methodology feasible.
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Based on Alt and Rose’s (2005) theory of contextditional PBCs, two questions arise
with respect to the South African context: does Slmeith African government have an
incentive to instigate political budget cycles? Aiidso, does it have the ability to
implement them? With respect to the first questideems unlikely that South Africa’s
main party, the African National Congress (ANC),ulebhave an incentive to implement
PBCs on the national level, where it hardly faceg political competition. Winning 63,
66 and 70 per cent in the 1994, 1999 and 2004ietectespectively, the ANC has held a

large and increasing majority (Independent Ele¢tGmammission, 2006).

However, SA’s electoral system, which is based oopgrtional representation with
minimum thresholds, has given parties other tham ANC chances of controlling
provincial governments, such as the National Péadly), the Inkatha Freedom Party
(IFP), and more recently the Democratic AlliancéfDTable 2 illustrates the variation
of provincial electoral outcomes, by presenting share of votes achieved by the first
and second party in each province in the 1994, 12004 and 2009 elections. While the
ANC won Limpopo province with as much as 92.7 partof votes in the 1994 election,
it came second in KwaZulu-Natal (KZN) and the Wast€ape with merely 31.6 and
33.6 per cent respectively. Based on Alt and Roagjsiment with respect to political
competition, the closeness of the political raceentain South African provinces, may

serve as an incentive to implement PBQs.the year before an election, it would make

® The ethnic census argument, which suggests tleavahiation in political competition mirrors ethnic

patterns, could be interpreted as a disincentiwavéver, while ethnic voting patterns can explaimsmf
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sense to spend more money where it makes a diffeydor example in KZN or the
Western Cape, but not in a province like Limpopoerehthe ANC can expect a vote

share in excess of 90 per cent.

Hypothesis 1: The higher the level of political quetition in a province, the higher the

intergovernmental transfer in the year before actain.

[Table 1 here]

Even if Hypothesis 1 holds, would the incumbent eyowment be able to implement
PBCs, given the policy instruments available? Ideorto answer this question, it is
important to understand the South Africa’s budggtisystem, which changed
substantially during the overhaul of governmentuctires after the end of apartheid.
Constitutional arrangements made the nine newlatece provinces responsible for
independently drafting and implementing their owrddpets (SA Treasury, 2000: 21).
However, Wehner (2000: 71) shows that despite tdesentralization efforts the system
has operated in a highly centralised manner intjgeacAs illustrated in Figure 1, the
provinces’ own revenues constitute less than 5geat of total provincial revenues,
which means that provinces rely almost entirely toansfers from the national

government to fund their activities.

the variation in South African political competitioMattes (1995) shows that the nature of electamms
political preferences are much more than a raaalsas. Therefore there is scope for vote-purchasing

behavior.
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The ability to implement PBCs on the provincial devs contingent on the ability to
manipulate the transfer from the national goverrtmevhich is made up of two
components: an equitable share and conditionatgra@he largest component of the total
transfer is the equitable share, which is deterthimea formuld The main idea behind
it is that “each level of government shall haveoastitutional right to an equitable share
of revenue collected nationally so as to ensureghavinces and local governments are
able to provide basic services and execute thditingcallocated to them” (SA Treasury,
1999: 22). The heaviest weighting measures the fareelducation, health and welfare,
but the formula also uses backlog and economiwigctomponents. Like in any other
developing country, this kind of formula is subjéztchange as information is revised or
improved and depends on the availability of datarfMniat, 1999: 7). However, there is

no evidence that these changes have been duetémsyie manipulation®.

[Figure 1 here]

" The equitable share formula is P = A + m + T+B where the total provincial allocation (P) is abto

the sum of a minimum national standards grant #Sjpillover grant (m), a fiscal capacity equaliaati
grant (T), an institutional grant (1) and a basiarg (B).

8 Even if the government would have had the intentoomanipulate the formula to target swing proesc
this would have been very difficult since Kwazulatll and the Western Cape have very different
characteristics relevant for the formula. Indedd; formula generally favours poorer provinces, Wwhic

makes the Western Cape an unlikely target on equitynds.
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Unlike the equitable share, the conditional graatgély depends on the central
government’s discretion. As demonstrated in Figlreéhe conditional grant increased
steadily from approximately 30 to 40 per cent of tbtal transfer between 2000 and
2007. It thus makes up a significant share of proal revenues. By definition, the
conditional grant is to provide for national priggs in provincial budgets (SA Treasury,
1999: 15) and “is voted in the budget of a natiatepartment and reflected as a revenue
item in provincial accounts, and is also votedha budgets of provincial departments”
(SA Treasury, 1999: 38). This decision making pssckeas been criticized for a lack of
transparency as “there is extremely limited infatioraon the design and workings of the
conditional component of provincial transfers, altbh some anecdotal evidence
suggests that conditional grants have problematatufes.” (IDASA, 2004: 12). This
criticism is reinforced by Momoniat (1999: 12), roer Division Head of

Intergovernmental Relations in the National Tregsur

“Whilst the equitable share allocations have work&doothly, there have been problems with
conditional grants. Many of these lack a clear ppsp and measurable objective, and are poorly
designed. They tend to undermine the budget refooress, and fragment the budget process.
They undermine co-ordination between policy andgetidg, are not transparent, may lead to

budget game-playing and create confusion about @azdility.”

On this basis, it appears that the ANC has no oboirer the equitable share, which is
fixed by a formula, but they may be able to implem@BCs through the relatively less
transparent conditional grants. Therefore, | exg®BCs to be channeled through the

conditional grant component, rather than the efletahare.
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Hypothesis 2: PBCs are implemented through the itondl grant component of total

intergovernmental transfers.

A caveat to the first hypothesis is that increasragsfers only makes sense for the ruling
party if voters correctly attribute the increasehe party. Voters may, however, attribute
an increase in spending or the provision of cerfaiblic goods to the competence or
bargaining success of the provincial governmenticlvimay be controlled by another
party (e.g. the IFP or DA). The ruling party themef only has an incentive to implement
PBCs, if it can claim credit to goods and servites are visible to voters. This argument
strengthens the second hypothesis as claimingtdrgdie ruling party is straightforward
with respect to conditional grants. These are fraich the national budget and based on
nationally-set criteria that are documented in@oknnouncements and documents. For
example, provincial allocations are listed cleanthe annual Division of Revenue Bill,
which makes it easy to identify what goods and ises/they deliver. Hence, whatever
conditional grants provide is more likely attribditéo the national ruling party by
recipient voters than service financed from theomddional transfer. This argument

renders the conditional grant a likely channeltfer implementation of PBCs.

2. Empirical strategy

2.1 Data and key variables
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The empirical analysis is based on a unique pam¢h det, consisting of annual
observations of South Africa’s nine provinces fioe period 1995 to 2010The data on

the fiscal variables to be tested for PBCs haven b@®vided by the South African

Treasury and are based on the IntergovernmentablFReviews (1997 — 2011). The
fiscal variables include provincial revenue varebl(total transfer from national
government, equitable share, and conditional grant) provincial spending variables
(total expenditure as well as the main categortkgation, health, welfare, housing, and

roads and transport).

The time span of the data set includes three elextin 1999, 2004 and 2009. As is the
case in most empirical studies of PBCs, the timifighese elections is taken to be
exogenous to fiscal policiéS.In the case of South Africa, this is an appropriat
assumption as the timing of these elections wasdfixy constitutionally predetermined
five-year intervals. The elections were not strat@ty delayed or advanced, and it would

have been extremely difficult to do so. The nati@mal provincial government fiscal year

° The time period has been determined by the avtiijabf data; 1995 being the earliest and 201(hbei
the most recent year for which data are currentiylable.

19 shi and Svensson (2002), among others, relaxagssmption with respect to countries in which the
timing of elections is set strategically, for exdenat the time of an economic boom. However, theyndt
find a significant effect on their results whenytlexclude the countries in which they classify gtets to
have been endogenous (Shi and Svensson, 2002<i&nani (2004) applies an instrumental variable to

distinguish early and scheduled elections.
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starts on 1 April and ends on 31 March the follayvirear:* The elections took place

during the first quarters of the fiscal year, oduhe 1999, 14 April 2004 and 22 April

2009. This means that the fiscal year before tbetiein is most relevant when it comes to
the implementation of PBCs. In order to estimatedfifect of these elections on the fiscal
variables, the dummgre-electiontakes the value one in the year before an ele¢tien

in 1998, 2003 and 2008) and zero otherwise. Whilke tariable changes over time, it is

constant across provinces as elections are héhe gsame time in all provinces.

Most of the empirical literature uses voting dataider to measure the number of swing
voters in a provinc& However, the main problem with using such a meassirthat
voting behaviour is endogenous to the policy vdeslof interest. Larcinese et al (2006)
address this issue by using exit polls to measwtervpreferences and partisanship.
While this may be a more appropriate measure, siath are not available for South
African provinces. Therefore, the difference betwé®e share of votes won by the first
party and the second party is used to obtain a tfa@wve measure of political
competition. In order to render this variable asgenous as possible, | use 1994 election
results, rather than the results of elections dutite sample period. In the case of South
Africa, the exogeneity argument for this varialdesirong: it is unlikely that votes in the

1994 election — which represented the transitiomfapartheid to democracy, extending

1 The first quarter starts on 01 April and ends 8@ej the second quarter starts 01 July and ends 30
September; the third quarter starts on 01 Octobéresmds on 31 December; the fourth quarter star@lo
January and ends on 31 March.

2 For example, Case (2001) Dahlberg and Johans€f2Y2nd Banful (2010) use regional vote share of

the incumbent government as a measure of its popula
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the franchise to approximately 20 million Southiédns who had never voted before —

were endogenous to spending after the end of apdrth

Based on the election outcomes reported in Tallee2difference between the ANC and
the NP in the 1994 election is 63.2 per cent inRhee State, while it is 31.5 per cent in
Gauteng. This indicates that the Free State isdeswetitive than Gauteng. Anecdotal
evidence regarding the competitiveness of the pom4d is in line with the ranking of

provinces by this measure. For ease of interpoetaind for the purpose of the
subsequent analysis, | subtract this differencenf®0 per cent, such that a higher
percentage indicates more competition and vice ave@®n this basis, the variable
competitionis created and while it changes across provintggmains constant over

time as the 1994 competition measure is used fdinad periods.

To provide an overview of the key variables disedss this section, Table 3 presents
definitions and descriptive statistics for the keyiables. Additionally, Table 4 provides
further information on the characteristics, condinn and sources of these variables, as

well as other variables included in the regresstbasfollow.

[Tables 3 and 4 here]

2.2 Specification

The aim of the identification strategy is to tds¢ wvalidity of the hypotheses formulated

above, i.e. whether the ANC implements PBCs in gwpnovinces, using conditional
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grants. For a given fiscal variable per capitfiscal) the baseline specification takes the

following form:

log(fiscal,) = 5, (competition x pre_election,)+yZ, +0, + 1, +u, 1)

In this specificationfiscal is the dependent variable, which corresponds ¢b e&the 10
fiscal variables to be tested for evidence of PESidscripi indexes the nine provinces (
= 1,2,3...9) andt indexes the years (1995, 1996...2010). The varigol@petition
measures political competition as discussed inpilexious section. The variabj@e-
election is a dummy equal to one in the year before artieleand zero otherwis&; is a
vector of control variables, GDP per capita and agmraphic variablesg; represents
province fixed effects and, represents year fixed effects. Finally,is the error term,

which is estimated using autocorrelation and hstezdasticity robust standard errdfs.

The rationale behind equation (1) is that the ddpehvariable in each specification can

be tested for the evidence of political cyclesldiwing the standard specifications in the

13 Since provinces differ largely in terms of popidat and since spending and revenue is highly taige
with population, per capita measures are used t@mamparisons across provinces.

14 As fiscal variables for each province are likelyrelated over time, it is generally advisable & u
cluster standard errors. However, with a numbeclagters less than 50, it is generally argued tthegt
cure would be worse than the disease” (Nichols Setukffer, 2007: 7). With only nine possible cluster

robust standard errors appear to be a more relgtien.
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PBC literature (see for example Faal, 2067The coefficient on the interaction term
betweenpre-election and competition f; measures the extent to which the level of
competition in the year before an election affeftssal variables; it is thus the key
coefficient of interest. As per the two hypothefmsnulated abovef is expected to be

positive and significant with respect to the coladial grant.

Province fixed effectg7, control for time-invariant omitted variables aatso absorb
much of the effect of any slowly-changing variabesh as the level of development
development or ratio of economically active popolatn a province. These variables are
important determinants of how much funding a proeimeceives, while at the same time
also determining political competition. For exampav levels of education in a province
require higher educational spending, while alsmdpassociated with a higher share of
votes for the ANC in the 1994 election (Johnsor96L9126). Year fixed effectsr,,
controls for aggregate shocks and the busines® @&fékct, which have been found to
exacerbate the electoral cycle in a given years thading to an overestimation of PBCs

(Kwon, 2005: 331).

3. Results

15 In the literature, lagged dependent variablesoéten used to control for fiscal inertia. Howevas, the
lagged dependent variable in combination with fiedigcts introduces a bias of magnitude 1/t (whése

only 16), | will not use this method in this contex
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3.1 Estimation results

Table 4 reports the estimation results for theghmain fiscal variables, the total transfer,
the equitable share and the conditional grant, base Equation 1. The positive and
statistically significant coefficient of the int@téon term in Column (1) indicates that per
capita transfers increase with electoral competitiothe years before the 1999 and 2003
elections,ceteris paribus This serves as evidence in favor of Hypothesis.€l, that
intergovernmental transfers increase with the lefegpolitical competition in the year
before an election. While the coefficient on theeraction term is also positive in the
extended sample (see Column (2)), which include@09 election, it loses its statistical
significance. The rationale for presenting the ltesseparately and an explanation for

why the inclusion of the 2009 election dilutes thsults are discussed below.

As expected, the PBC in total transfers does naweldrom the equitable share, on
which political competition has a positive but stally insignificant effect in the year

before an election (see Column (3) and (4)). Tmdifg gives credit to the equitable
share formula as it suggests that it is not beiagipulated for electoral purposes prior to
an election. Yet, if the equitable share is unamdd as an instrument to implement
PBCs, then the conditional grant is the only aléue to channel additional funds

through the intergovernmental transfer system.

[Table 4 here]
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As reported in Column (5) of Table 4, a one stathddeviation increase in political
competition is associated with a staggering 52r&pat increase in the conditional grant
per capita in the year before an electibithis finding is statistically significant at the 5
per cent level. In line with Hypothesis 2, PBCs ianplemented through the conditional
grant, the instrument that the central governmsnable to control. When using the
extended sample until 2010, the coefficient remaiositive but loses its statistical

significance (see Column (6)).

In order to visualize the evolution of conditiorgalnt transfers over the sample period,
Figure 3 presents the predicted percentage dewidtmm the trend in all provinces,
whereby vertical bars mark the years prior to thectns. The Western Cape and
KwaZulu-Natal display clear deviations from thenglen the years prior to the 1999 and
2004 elections. In KwaZulu-Natal the spikes aretipalarly pronounced with a 40 per
cent deviation from trend before both electionghéligh the deviation is about half of
that in the Western Cape before the 1999 and 20&ztiens, the cyclical nature of
conditional grant spending is clearly visible. Befadhe 2009 election, a 10 per cent

increase can be observed.

[Figure 3 here]

In order to get a better sense of the effect oftipal competition on the conditional

16 As reported in Table 2, the standard deviatiooamhpetitionis 30.17; the interpretation of the coefficient

is therefore30.17%X0.0175=0.528
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grant, it is useful to consider a counterfactuaivmch Limpopo province, a relatively
uncompetitive province, would be as closely comtgsts the swing province KwaZulu-
Natal!’ Based on the measummpetition Limpopo province scores 11 per cent
compared to 83 per cent in KZN. According to myuiess Limpopo would receive an
additional 126 per cent of conditional grant payteeper capita from the national
government in the year before the 1999 or 2003tieles; if Limpopo were as
competitive as KZN. In monetary terms this woulddamounted to an additional ZAR
4.22 million (approximately USD 600,000) in the ye2003. This is particularly
worrying considering that the share of the condaio grant component of total
intergovernmental transfers has been increasing twee. The potential for vote

purchasing is therefore on the rise.

Complementing the analysis of the revenue sidejtiaddl regressions were run to
determine how the composition of spending changethe years before the 1999 and
2004 elections. The three social spending variableseducation, health and welfare
spending and constitute around 80% of total proalrgpending. Roughly three quarters
of education spending is used to compensate engdoythe remainder is spent on
teaching inputs such as textbooks and stationelng flvo largest components in the
health-spending variable are district health seswiand provincial hospital services.
Welfare spending includes social welfare servicesl aevelopment and research.
Notably, this variable has been adjusted to exchabal assistance grants, which became

the responsibility of the national government whiba South African Social Security

" The idea for providing this counterfactual scemisitaken from Kwon (2005: 338).
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Agency (SASSA) was established in April 2085Housing subsidies and human
settlement grants are the largest housing-speratingponents as they make up over 80
per cent of provincial housing budgets. Spendingaads includes provincial roads and
traffic management, which are exclusive provindiaictions. Taken together, housing

and roads constitute the majority of the remairliigo total provincial spending.

Table 5 reports estimation results for these spendariables. When testing for cycles,
the results do not appear to follow a coherentepattOut of the three social services
categories, political competition has the greatfé¢ct on welfare spending: a one
standard deviation increase in political competitis associated with a 20.82 per cent
increase in pre-electoral welfare spending per taagsee Column (3)). Political
competition has approximately the same effect @ascand public works as on welfare.
Finding cycles in welfare spending is not surpgsim the sense that it is an area that the
ANC can easily claim credit for: all social welfaervices are financed through
intergovernmental transfers and social grants @tiltlted by the SASSA, a national
agency. Moreover, welfare spending is the mostctimed visible way of targeting poor

voters who have the worst possibilities for constiomp smoothing (Akhmedov and

18 Historically, welfare spending included socialismce grants, social welfare services and devsbop
and research. This role was reduced to the lattethrough the implementation of the Social Assista
Act 2004, which shifted responsibility for sociacsirity grants from the provincial to the natiosphere
of government. As of 2006/07 the budget for soagalistance no longer gets transferred to provieitiesr
through the equitable share or by means of comtditigrants (SA Treasury, 2006: 49). In order totn
for this change, the welfare has been adjusteddin@e social assistance grants for the entire Eamp

period.
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Zhuravskaya, 2004: 1304). Indeed, it includes lighkible spending items such as
childcare and protection services, crime prevenéind support, services to people with
disabilities, and care and support services tolfasnand the elderly (SA Treasury, 2006:
57). However, it is difficult to reconcile the Miglity argument with the South African

context as health and housing, two spending catgydinat are also highly visible to

voters, appear insignificant.

3.2 Evaluation and further discussion

Why does the inclusion of the 2009 election in ¢éx¢ended sample dilute the results?
The coefficients in the extended sample (repomedalumns (2), (4) and (6)) are smaller

and the standard errors have increased. Althougnttiusion of the 2009 election has

increased the sample size, there is more backgroaisg. The coefficients on the total

transfer and the conditional grant are still muaitgér than the standard errors, but they

are no longer significant at the 5 per cent level.

Qualitatively there are three explanations for whg inclusion of the 2009 election

dilutes the results. First, the quality of the c@tijpon indicator is likely to decrease over
time as it becomes more removed from the true lefs@blitical competition. Fixing the

competition variable to vote margins from the 19fdatly helps to reduce the risk of
endogeneity. However, the downside of this measutieat it gets less precise over time.
Indeed, the ANC results in 2009 do not bear a alesemblance to those in 1994. This is
particularly noticeable with respect to KZN whehe tANC won just over 30 per cent of

votes in the 1994 election and then more than @aolité share to over 60 per cent in the
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2009 election (see Table 1). This serves as araeapbn for the increased error term in

the extended sample.

The evolution of political competition in KZN openp a second line of argument, which
relates to the role of ethnicity. In December 2Qacob Zuma took over the ANC
presidency and subsequently became the ANC’s cardifbr the 2009 presidential
election. His Zulu heritage meant that unlike hisoXa predecessor Thabo Mbeki, Zuma
could be sure of a loyal support base in his horogipce KwaZulu-Natal. This explains
the surge in ANC votes to over 60 per cent in KBNhe 2009 election. If the value of an
instrument depends on the availability of substguthen ethnicity reduced the value of
using PBCs before the 2009 election. Thabo Mbekd wdm for election in 1999 and
2004 did not have this substitute available, whintreased the value of PBCs as an
instrument for winning votes in a competitive regidhe depiction of the deviations
from the trend of conditional grants to KZN in Figu3 reinforces this argument. This
gualitative assessment serves as a possible explafar why the inclusion of the 2009

election dilutes the results.

A third explanation is the economic crisis. Afte00Z a downward deviation in
conditional grant payments can be observed acrass pnovinces (see Figure 3). This is
mirrored by an overall decrease in total transierthese years, due to decreases in GDP
during the financial crisis. Tighter budgets akely to constrain the ability to introduce
spending cycles, which would explain the relativelgaller cycle in the Western Cape

before the 2009 election.
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Although the inclusion of the 2009 election weak#resrelationship between the transfer
and political competition, the results from the #exasample provide strong evidence of
PBCs before the 1999 and 2004 elections. The fgsdguggest that political competition
on the subnational level is a salient feature wih@omes to distributing national funds
through South Africa’s intergovernmental transfgstem. There is no evidence of the
alternative conjecture that more funds are chadneie core-support regions.

Nonetheless, the empirical analysis is limited byekatively small dataset, with 144

province-year observations in the extended sampleld7 in the smaller sample. Future
analysis could consider a smaller level of aggiegatio increase the number of units,
e.g. looking at the 256 municipalities. While dhmaitations do not allow for a municipal

analysis of the elections in this sample, this llexfeaggregation could be used in the

future, as more variables become available at tigigipal level*®

Conclusion

19 Another option to increase the number of obseowatiis to use more frequent data. Akhmedov and
Zhuravskaya (2004) are among the first to do sa&ing monthly data for their analysis of PBCs in
Russia. In the context of South African provinagsarterly data is available from the first quadé2002
until second quarter of 2011. However, this datasdoot in fact add more observations in this case a

intergovernmental transfers are allocated on anarasis.
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This paper builds on the context-conditional PB€réiture to present a first analysis of
subnational PBCs in South Africa. It demonstrakes the national government has both
an incentive and the ability to implement politiaidget cycles on the subnational level.
In line with PBC theory, the empirical analysis geates two main results. First, in the
year before an election, more competitive provineaeive higher transfers from the
central government. Second, this increase is dipyetine conditional grant, which is the
non-formula-based component of total intergovermaletransfers. No presence of
electorally motivated spending is found in the &jle share, which suggests that its
formula-based implementation has successfully caimgd political discretion. Overall,

the results indicate that even in a dominant paststem, political competition can

function as an incentive to implement PBCs.

With respect to South Africa’s intergovernmentangfer system, these findings have
important policy implications. Conditional grantave been shown to be vulnerable to
electorally motivated manipulations, in particuldre targeting of more competitive

provinces in the year before an election. Thisassgble because the conditional grant —
as opposed to the equitable share — is currentlypad of a comprehensive budget
process. As the findings reinforce the efficacylefermining the equitable share in terms
of a formula, a possible solution would be to inmpémt a formula for the conditional

grant, at least partially in order to minimise discretionary elements. While the year
leading up to the 2009 election has not been faardisplay PBCs, it cannot be assumed
that PBCs in the conditional grant are a phenomesfotihe past. As the competitive

profiles of the provinces — and thus the incumiseimcentive to implement PBCs —
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continue to change, a formula would go a long wagafeguarding the conditional grant

against further manipulations in the future.

However, it is also clear that the South Africardget system faces a number of other
forms of unofficial misallocations, such as corraptin the form of unauthorized

payments, contracts without competitive bidding,nipalation of tenders. These have
not been mentioned here because they are beyorstdpe of this paper. Some of these
issues are not only larger in extent, but also iregonore immediate attention than the
manipulation of the conditional grant. From a pglipoint of view, however, it is

important to point out that in addition to unofatmalpractices, official channels may be

subject to manipulation.

Arguably, the results are more important with respge the existing PBC literature. On

the one hand, they suggest that intergovernmerdak gystems can function as potential
channels through which the central government estnifalite electorally-motivated funds

across regions. By analysing the relationship betwwatergovernmental transfers and
political competition in other settings, future diks can contribute to a better
understanding of the dynamics between central abhdational governments and the role
of strategic distributions of central governmenhds. On the other hand, the results
suggest that PBCs may be found on the subnatiewval keven if there is little or no

political competition on the national level. Theabysis of PBCs in countries that have
previously been excluded from cross-country pargie to little or no political

competition on the national level is thus encoudagledeed, more research should focus
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on the subnational level, which has the potentadéentify PBCs that would otherwise

remain undiscovered.
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Tables

Table 1: Provincial electoral outcomes, 1994, 198904 and 2009

Province 1994 1999 2004 2009

Vote Vote Vote Vote

Party share* Party share* Party share* Party share*
Eastern Cape ANC 84.4 ANC 73.9 ANC 79.3 ANC 68.8
NP 10.6 NNP 12.9 UDM 8.9 COPE 13.7
Free State ANC  77.7 ANC 81.0 ANC 82.1 ANC 71.1
NP 14.5 DP 5.9 DA 8.9 COPE 11.6
Gauteng ANC 59.1 ANC 68.2 ANC 68.7 ANC 64.0
NP 27.6 DP 17.7 DA 20.3 DA 21.9
KwaZulu-Natal IFP 48.6 IFP 40.5 ANC 47.5 ANC 63.0
ANC 31.6 ANC 39.8 IFP 34.9 IFP 22.4
Limpopo ANC 92.7 ANC 89.3 ANC 89.7 ANC 84.9
NP 3.6 UDM 2.6 DA 3.8 COPE 7.5
Mpumalanga ANC  81.9 ANC 85.3 ANC 86.3 ANC 85.6
NP 10.3 DA 5.0 DA 7.2 DA 7.5
Northern Cape ANC 498 ANC 64.4 ANC 68.8 ANC 60.8
NP 41.9 NNP 225 DA 11.6 COPE 16.7
North West ANC 83.5 ANC 80.5 ANC 81.8 ANC 72.9
NP 10.1 UCDP 7.5 UCDP 6.5 COPE 8.3
Western Cape NP 56.2 ANC 42.6 ANC 46.3 DA 51.5
ANC 33.6 NNP 34.4 DA 26.9 ANC 31.6

Note: ANC = African National Congress; COPE = Casyrof the People; DA = Democratic Alliance; DP
= Democratic Party; IFP = Inkatha Freedom Party;=N¥ational Party; UDM = United Democratic

Movement; UNCDP = United Christian Democratic PaBgurce: Independent Electoral Commission
(2012); * denotes per cent as unit of measurement.
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Table 2: Definition and descriptive statistics key variables (extended sample: 1995-

and 0 otherwise.

2010)
Variables Definition Obser- Mean Stand. Min Max
vations dev.

Pre-primary, secondary and

Education tertiary education spending 144 1,204.67 400.38 599.29 2,221.01
per capita.
Hospital, clinical and public

Health health services spending per 144 712.53 296.64 172.09 1,513.291
capita.

Welfare ~ Social security and welfare 45565 97341 5495  1,304.71
services spending per capita.

Housing ~ Housing and community 140 13187 6580 417  356.00
affairs spending per capita.

Roads and Road construction,

Public maintenance and regulation 144 179.16 113.50 30.83 728.66

Works spending per capita.

Total Sum of equitable share and 5 54593 81867 1,356.15 5,325.22

Transfer conditional grants per capita.

Equitable  Equitable share per capita 4, 538369 69297 18313  4,234.11

Share given by the formula.

Conditional Conditional grants per capita

grant as discussed in Section 1.2. 144 511 37.95  14l1E-3 313.58
Competition proxy equal 1
minus the difference between

competition the share of votes of thé'1 144 0.52 0.30 0.10 0.92
and 29 party in the 1994
provincial elections.
Election dummy equal to 1

pre-election one year before an election 144 0.15 0.36 0 1

Note: Fiscal variables are measured in inflatiojustdd ZAR per capita.
Source: SA Treasury's Intergovernmental Fiscal Bwsgi 1999-2011.

49



Table 3: Description of variables

Variable name Inregression  Unit of Construction Source
as measure
Spending variables:
- Total
provincial . .
spending Log of inflation SA Treasury,
. adjusted rand of
- Education ) ; Intergovernmental
Log of spending variable . .
- Health Dependent Rand per  divided by the Fiscal Reviews (1999-
- Welfare P 1 p yme. 2011), Statistics South
. capita number of habitants . ;
- Housing for each year betweenAf”.Ca’ Population
- Roa}ds 1995 and 2010 Estimates (1996-2010)
- Agriculture
- Culture
- Safety
Revenue variables: Log of inflation
’ adjusted rand of SA Treasury,
- Total Transfer .
. Log of revenue variable Intergovernmental
form National s . .
. Dependent Rand per divided by the Fiscal Reviews,
- Equitable share . . . .
- Conditional capita number of habitants Stat|st|c_s South Africa,
rants for each year betweenPopulation Estimates
9 1995 and 2010
Dummy = 1 one year
pre-election Independent Provinces before an election, 0 Indepe_nd_ent Electoral
. Commission Reports.
otherwise
Dummy =1 two
2pre-election Independent Provincesyears before an Indepe_nd_ent Electoral
- . Commission Reports.
election, O otherwise
Dummy =1 in the
election Independent Provinces year of an election, 0 Indepe_nd_ent Electoral
. Commission Reports.
otherwise
Equals 100 minus the
difference between
competition Independent Provinces the share of votes of Independent Electoral
P P the first and second Commission Reports.
party in the 1994
provincial elections
GDP divided by the  Statistics South Africa,
Provincial GDP per Rand per number of habitants 1995, 2000, 2005, 2010
; Control .
capita capita for each year betweenincome and
1995 and 2010 Expenditure Surveys
IHS Global Insight
Population < 14 Control Number of Sum of habitants (suppllgd by Gauteng
people under the age of 14  Provincial
Government)
IHS Global Insight
Population > 60 Control Number of Sum of habitants over (supplied by Gauteng

people the age of 60

Provincial
Government)
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Table 4: Intergovernmental transfers

Dep. Variable Total Transfer* Equitable Share*® Conditional Grant*

) @) ®3) (4) (%) (6)
1995-2007 1995-2010 1995-2007  1995-2010  1995-2001R95-2010

pre-election 0.0036**  0.0033  0.00088  0.00080  0.0175* 0.0142
Xcompetiton ~ (0.00072)  (0.0023) (0.00085) (0.000866)  (0.0076)  (0.0089)

Province fixed

effects Yes Yes Yes Yes Yes Yes

Year fixed effects Yes Yes Yes Yes Yes Yes
R? 0.210 0.327 0.357 0.415 0.203 0.381
Observations 117 144 117 144 117 144

* denotes log of variable per capita, ** denotes ificamce at the five per cent level respectivelgbRst
standard errors are in parentheses.

Table 5: Composition of spending cycles (1995-2007)

Dep. Variable Educ.* Health* Welfare® Housing® Roads™
@ 2 3) 4) ®)

pre-election 0.0003** -0.0001 0.0069** -0.0017 0.0068***
X competition (0.00015) (0.0001) (0.0032) (0.0012) (0.00143)
Fixed effects Yes Yes Yes Yes Yes
Time effects Yes Yes Yes Yes Yes
R? 0.757 0.344 0.178 0.409 0.028
Observations 117 117 117 117 117

* denotes log of variable per capita, *** and ** déasignificance at the one and five per cent level
respectively. Robust standard errors are in pagseth

51



