


Persson Persson-FM May 22, 2000 14:17

Political Economics

I



Persson Persson-FM May 22, 2000 14:17

Zeuthen Lecture Book Series
Karl Gunnar Persson, editor

Modeling Bounded Rationality
Ariel Rubinstein

Forecasting Non-stationary Economic Time Series
Michael P. Clements and David F. Hendry

Political Economics: Explaining Economic Policy
Torsten Persson and Guido Tabellini

II



Persson Persson-FM May 22, 2000 14:17

Political Economics
Explaining Economic Policy

Torsten Persson and Guido Tabellini

The MIT Press
Cambridge, Massachusetts
London, England

III



Persson Persson-FM May 22, 2000 14:17

c⃝ 2000 Massachusetts Institute of Technology

All rights reserved. No part of this book may be reproduced in any form by any electronic or mechanical means
(including photocopying, recording, or information storage and retrieval) without permission in writing from the
publisher.

This book was set in Times Roman by Interactive Composition Corporation.

Printed and bound in the United States of America.

Library of Congress Cataloging-in-Publication Data

Persson, Torsten.
Political economics : explaining economic policy / Torsten Persson and Guido Tabellini.

p. cm. — (Zeuthen lecture book series)
Includes bibliographical references and index.
ISBN 0-262-16195-8 (hc)
1. Economic policy. I. Tabellini, Guido Enrico, 1956– II. Title. III. Series.

HD87.P468 2000 00-028245
338.9—dc21

IV



Persson Persson-FM May 22, 2000 14:17

To Christina, Johanna, Jenny, and Julia
To Giovanna, Marco, and Anna

V



Persson Persson-FM May 22, 2000 14:17

VI



Persson Persson-FM May 22, 2000 14:17

Contents

Series Foreword xiii
Foreword xv
Preface xvii

1 General Introduction 1
1.1 Economic Policy 6
1.2 Politics 10
1.3 Concluding Remarks 14

I TOOLS OF POLITICAL ECONOMICS 15

2 Preferences and Institutions 19
2.1 A General Policy Problem 19
2.2 Restricting Preferences 21
2.3 Restricting Institutions 28
2.4 Discussion 40
2.5 Notes on the Literature 41
2.6 Problems 41

3 Electoral Competition 47
3.1 A Simple Model of Public Finance 48
3.2 Downsian Electoral Competition 49
3.3 Median-Voter Equilibria 51
3.4 Probabilistic Voting 52
3.5 Lobbying 58
3.6 Discussion 62
3.7 Notes on the Literature 63
3.8 Problems 64

4 Agency 69
4.1 Efficient Electoral Competition 70
4.2 Inefficient Electoral Competition 71
4.3 Enforceability, Verifiability, and Observability 73
4.4 Electoral Accountability 77
4.5 Career Concerns 81
4.6 Discussion 87
4.7 Notes on the Literature 89
4.8 Problems 91

VII



Persson Persson-FM May 22, 2000 14:17

viii Contents

5 Partisan Politicians 97
5.1 Policy Convergence 97
5.2 Policy Divergence 99
5.3 Endogenous Candidates 101
5.4 Legislative Bargaining 104
5.5 Discussion 108
5.6 Notes on the Literature 109
5.7 Problems 110

II REDISTRIBUTIVE POLITICS 115

6 General-Interest Politics 117
6.1 General Transfers 118
6.2 Pensions 123
6.3 Regional Transfers 132
6.4 Unemployment Insurance 140
6.5 Discussion 149
6.6 Notes on the Literature 151
6.7 Problems 154

7 Special-Interest Politics 159
7.1 A Model of Local Public Goods 161
7.2 Legislative Bargaining 164
7.3 Lobbying 171
7.4 Electoral Competition 175
7.5 Interactions 180
7.6 Discussion 191
7.7 Notes on the Literature 192
7.8 Problems 195

III COMPARATIVE POLITICS 201

8 Electoral Rules and Electoral Competition 205
8.1 The Economic Model 206
8.2 The Politics of Electoral Competition 207
8.3 Single-District (Proportional) Elections 210
8.4 Multiple-District (Majoritarian) Elections 212



Persson Persson-FM May 22, 2000 14:17

Contents ix

8.5 Broad versus Targeted Redistribution 215
8.6 Discussion 218
8.7 Notes on the Literature 220
8.8 Problems 221

9 Institutions and Accountability 225
9.1 Electoral Rules and Career Concerns 226
9.2 Electoral Rules and Accountability 234
9.3 Separation of Powers 239
9.4 Notes on the Literature 245
9.5 Problems 246

10 Political Regimes 251
10.1 Policy Choices in a Simple Legislature 253
10.2 Presidential-Congressional Regimes 259
10.3 Parliamentary Regimes 262
10.4 Discussion 266
10.5 Notes on the Literature 268
10.6 Problems 269

IV DYNAMIC POLITICS 275

11 Dynamic Policy Problems 277
11.1 Analyzing Dynamic Policy Games 278
11.2 Examples 286
11.3 Discussion 298
11.4 Notes on the Literature 299
11.5 Problems 300

12 Capital Taxation 305
12.1 A Simple Model of Dynamic Taxation 306
12.2 Credibility 307
12.3 Politics 317
12.4 Tax Competition 325
12.5 Discussion 336
12.6 Notes on the Literature 338
12.7 Problems 339



Persson Persson-FM May 22, 2000 14:17

x Contents

13 Public Debt 345
13.1 A Simple Model of Public Debt 346
13.2 The Dynamic Common-Pool Problem 348
13.3 Political Instability 351
13.4 Delayed Stabilizations 361
13.5 Debt and Intergenerational Politics 364
13.6 Discussion 366
13.7 Notes on the Literature 367
13.8 Problems 369

14 Growth 373
14.1 Income Inequality and Growth 374
14.2 Political Instability and Growth 377
14.3 Special Interests, Rents, and Growth 379
14.4 Other Political Determinants of Growth 384
14.5 Discussion 385
14.6 Notes on the Literature 386
14.7 Problems 387

V MONETARY POLITICS 393

15 Credibility of Monetary Policy 397
15.1 A Simple Model of Monetary Policy 397
15.2 Ex Ante Optimality 399
15.3 Credibility 401
15.4 Reputation 405
15.5 Dynamics 408
15.6 Notes on the Literature 412
15.7 Problems 414

16 Electoral Cycles 419
16.1 Career Concerns and Political Business Cycles 420
16.2 Partisan Cycles 426
16.3 Notes on the Literature 430
16.4 Problems 431

17 Institutions and Incentives 435
17.1 Simple Rules and Escape Clauses 436
17.2 Central Bank Independence 441



Persson Persson-FM May 22, 2000 14:17

Contents xi

17.3 Inflation Targets and Contracts 445
17.4 Notes on the Literature 452
17.5 Problems 453

18 International Policy Coordination 459
18.1 A Simple Two-Country Model 460
18.2 Incentives 462
18.3 Institutions 467
18.4 Discussion 473
18.5 Notes on the Literature 474
18.6 Problems 475

19 What Next? 479
19.1 Some Positive Questions 479
19.2 Analytical Issues 483
19.3 Concluding Remarks 488

References 489
Author Index 515
Subject Index 521



Persson Persson-FM May 22, 2000 14:17

XII



Persson Persson-FM May 22, 2000 14:17

Series Foreword

The Zeuthen Lectures offer a forum for leading scholars to develop and synthesize novel
results in theoretical and applied economics. They aim to present advances in knowledge in
a form accessible to a wide audience of economists and advanced students of economics.
The choice of topics will range from abstract theorizing to economic history. Regardless
of the topic, the emphasis in the lecture series will be on originality and relevance. The
Zeuthen Lectures are organized by the Institute of Economics, University of Copenhagen.

The lecture series is named after Frederik Zeuthen, a former professor at the Institute of
Economics.

Karl Gunnar Persson
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Foreword

Political economics has become one of the most active research areas in the last decades.
Building on earlier work of the public choice school, rational expectations macroeconomics,
and game theory, political economics has taken the next step by including rational voters,
parties, and politicians in the models. In political economics, rational agents populate the
markets and participate in politics. The assumption of rational behavior allows an adequate
description of complicated incentives and trade-offs, and has contributed to a substantial
increase in the understanding of the finer workings of the economic system. Similarly, taking
the incentives of politicians into account allows a better understanding of the formation of
policy and the role of different political institutions in shaping economic policy.

An authoritative survey of this body of research is long overdue. A survey should draw the
big lines, compare and evaluate the different contributions, and point toward new directions
for research. It should be an exposition that simplifies, cuts to the bone, and renders the
basic structure of the arguments visible to the reader. The present book does this. It goes
even further, as new ideas are developed and explored.

But books are finite in length, and authors inevitably have to make selections of which
areas to cover. The focus here is on democratic societies and on important economic prob-
lems where the viewpoint of political economics seems particularly apt. The uninitiated
reader will enjoy the first section of the book, where the basic issues and tools of modeling
political equilibria are discussed. Armed with Condorcet winners, median voter theorems,
Downsian and partisan parties, and so forth, the reader is ready for the subsequent parts.

Part 2 is devoted to redistributive politics. This is an important area where the traditional
assumption of a benevolent planner seems most at odds with reality. The focus is on how
the interplay between democratic institutions and self-seeking individuals, lobby groups,
and parties determines the degree of redistribution. In the background is the possibility of
explaining the huge cross-country differences in redistributive policies.

In part 3 the focus is on comparative politics. Can we explain differences in fiscal policies
by alluding to differences in democratic institutions? For instance, will a European-style
parliamentary system provide different outcomes than an American-style presidential sys-
tem? What are the consequences of different electoral systems? Is there a rationale for the
separation of powers?

Part 4 discusses intertemporal issues: debt, pensions, capital taxation, and growth. When
policy takes place over time, new strategic dimensions arise and expectations are important.
Present governments can influence the alternatives available for future governments. This
may explain excessive public debt levels. The interplay between inequality and growth has
been the subject of long debates. A possible link is provided by the redistributive policies
chosen by the median voter and their effect on savings. The final part of the book is devoted
to the topical area of monetary policy institutions.
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xvi Foreword

The authors have made an impressive effort in providing a unified framework for large
parts of the exposition. This makes the book particularly appealing; it makes assessments
of different contributions much easier. Furthermore, the arguments have been made as
simple and transparent as possible. Torsten Persson and Guido Tabellini are masters in
“economizing on the modeling.” They have another virtue: an eminent ability to maintain
perspective and relate to the important issues. The text never wanders off into inessential
technical details.

This book will become the standard reference for researchers in the area and the backbone
of graduate courses around the world—certainly in Copenhagen.

Christian Schultz
Institute of Economics
University of Copenhagen
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Preface

This book is written for the professional economist or political scientist who wants to become
familiar with the recent research on political economics. We especially target students taking
graduate courses in economics or political science, but some of the material could also be
used in advanced undergraduate courses. Although the book is self-contained and most
concepts and methods are developed gradually, the reader should have a good background
in microeconomics, macroeconomics, and applied game theory.

Part 1 of the book introduces the analytical tools and is a prerequisite for the remainder of
the book. Parts 2 to 5 deal with substantive economic policy issues; each of these can be read
independently. Each part begins with a separate introduction, where we highlight a number
of empirical regularities, put the following chapters in context, and provide a detailed road
map. We comment on the original literature both as we go along and in separate “Notes
on the Literature” at the end of each chapter. All chapters (except the first and the last)
include a number of problems, constructed by Isabelle Brocas, Micael Castanheira, Ronny
Razin, and David Strömberg. These problems have educational value for the student, but
they also extend some of the results and ideas in the text. A separate exercise book by the
same authors (published by MIT Press and made available electronically) reproduces the
problems and suggests solutions.

The project leading up to this book has developed gradually. We were gaining a per-
spective on this body of research, while writing a number of surveys, for the Handbook
of International Economics, Vol. 3 (Persson and Tabellini 1995), the Handbook of Macro-
economics, Vol. 2 (Persson and Tabellini 1999a), and the Handbook of Public Economics,
Vol. 3 (Persson and Tabellini 1998). We are grateful to North-Holland and the editors of
those volumes for letting us use some of the ideas in these surveys, and conversely—since
the last of those Handbooks is still forthcoming—to MIT Press for letting us use some of
the material in this book.

A final impetus for writing the book was the invitation to deliver the Zeuthen Lectures
at the University of Copenhagen in June 1998. We are deeply grateful to the organizer of
those lectures, Karl-Gunnar Persson, for his stimulus and warm hospitality during our two-
week stay. More generally, we would like to thank the economics faculty at the University of
Copenhagen for their comments and criticism at a crucial stage of the project. Without those
comments, that friendly working environment, and the subsequent deadline, the project
would have dragged on much longer.

When the book was almost completed, we had the opportunity to present its detailed
contents, in July 1999, at “Encounters with Authors,” organized by the Center for Basic
Research in the Social Sciences at Harvard University. We are grateful to Jim Alt, who
organized the event, and to all participants in this ten-session workshop for listening carefully
to our arguments, reading the book in draft form, and sharing their thoughts and comments
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xviii Preface

with us. That feedback came right when we needed it most and was an essential input in
improving the quality of the final product.

The material underlying the book was used in various courses and lectures that we gave
separately or together in the recent past: the Seventh Summer School in Economic Theory at
the Hebrew University, Harvard University, the Kiel Institute for World Economic Studies,
the London School of Economics, the NAKE Lectures in the Netherlands and, naturally,
at our home institutions, Stockholm University and Bocconi University. We are grateful to
students in those classes for their comments and their help in spotting mistakes or clearing
up confusion.

Some of the material in the book draws on our joint published work with Gérard Roland.
We are deeply grateful to him for his collaboration and for the inspiration he provided while
we were working together. Many of the ideas appearing in chapters 9 and 10 owe much to
his involvement in those joint projects.

We want to express our thanks to many colleagues for their comments and feedback.
These were invaluable in gaining a better understanding of the subject matter, finding better
ways of organizing the presentation, and improving the exposition. Our greatest debt is to
the authors of the companion exercise book. Isabelle, Micael, Ronny, and David read the
entire book carefully and helped us to improve the exposition and correct mistakes.

We are grateful for comments on single chapters or the whole book by Jim Alt, Carlos
Boix, Francesco Daveri, Francesco Giavazzi, Giovanni Favara, Paul Klein, Assar Lindbeck,
Eric Magar, Michele Polo, Gérard Roland, Ken Shepsle, and Fabrizio Zilibotti. We would
also like to thank a number of people for useful discussions, guidance to the literature, and
specific comments on the Handbook chapters, in particular Alberto Alesina, Alan Auerbach,
David Austen-Smith, David Baron, Roel Beetsma, Tim Besley, Francesco Daveri, Daniel
Diermeier, Mathias Dewatripont, Avinash Dixit, Barry Eichengreen, Jon Faust, Raquel
Fernandez, Fabio Ghironi, Rex Ghosh, Elhanan Helpman, Dale Henderson, Peter Kenen,
Jean-Jacques Laffont, Francesco Lippi, Roger Myerson, Maury Obstfeld, Per
Pettersson, Adam Posen, Ken Rogoff, Gérard Roland, Howard Rosenthal, Andrei Shleifer,
Lars Svensson, John Taylor, Jean Tirole, and Gisela Waisman.

At different stages of the project, we benefited from excellent research assistance by
Fabio Ghironi, Paolo Dudine, and Alessandra Bonfiglioli.

Writing a book is a long and tiring process. It was made considerably easier by the
outstanding administrative and editorial assistance we received from Christina Lönnblad
and Alessandra Startari through many revisions. Christina made a truly heroic effort in the
last month of work, checking language and references and editing and assembling the final
version of a long and complicated manuscript, while managing to remain her usual cheerful
self.
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Preface xix

Last but not least, we want to thank our editor, Terry Vaughn, for being so kind and
accommodating to our requests and helping us put an end to this enterprise.

Finally, we are grateful to a number of institutions for giving us financial support. During
the course of the project, our research was supported by the Axel and Margaret Ax:son
Johnson Foundation, the Bank of Sweden Tercentenary Foundation, Bocconi University,
the Centro Nazionale Ricerche, the London School of Economics, Harvard University, and
the Swedish Council for Research in the Humanities and Social Sciences, and by a TMR
grant from the European Commission.
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1General Introduction

Economic policies vary greatly across time and place. In the late 1990s total government
spending as a fraction of gross domestic product stood at more than 60% in Sweden and well
above 50% in many countries of continental Europe, but around 35% in Japan, Switzerland,
and the United States. Striking variations are also evident in the composition of spending:
transfers are high in Europe, but low in Latin America. Among the fifteen members of
the European Union, spending on the unemployed ranged from 2% to 17% of total public
spending, whereas the replacement rate in unemployment insurance ranged from 20% to
90%. At the same time, public debt was less than 40% of GDP in Norway but more than
120% in Italy and Belgium. Inflation has taken a different time path over the last thirty years
in many industrialized countries, resulting in an average inflation rate of roughly 8% in the
United Kingdom but 3% in Germany. Available measures of corruption vary a lot, even
across countries with comparable levels of development and similar economic structure.

Despite these differences, we observe some common patterns. Virtually all industrial
countries saw the growth of government take off in the mid-1930s and again in the late 1960s,
whereas it slowed down, or turned negative, after the war and toward the late 1980s. Public
pensions have grown rapidly in the last three decades to become a dominant component of
public spending in all European countries. During the same period, public investment has
been hovering around 3% of GDP. Inflation accelerated everywhere in the developed world
in the 1970s and came down again in the 1990s, though earlier in some countries than in
others.

How can we explain the variations in the data? And what are the sources of the common
patterns? Do these outcomes covary systematically with other aspects of economic policy
or with the economic and social environment? Can alternative political constitutions and
legislative procedures explain part of the policy outcomes? Are the observed patterns of
spending and taxation likely to reflect socially optimal policies—given some normative
criterion? Do they even reflect the preferences of a majority? If not, how can we account for
the deviations? Are they reflections of political failures due to imperfections in the political
process?

Goals

This book explores how such questions might be answered. We want to explain economic
policy in modern democracies: what determines the size and form of redistributive programs,
the extent and type of public goods provision, the burden of taxation across alternative tax
bases, the size of government deficits, the extent of corruption by public officials, the
structure of labor market regulation, the stance of monetary policy during the course of
the business cycle or the electoral cycle? When searching for an answer to these questions,
we reach the boundary between political science and economics. As in political science,

1
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we study collective choice and political institutions. We want to understand how policy
decisions are made, what shapes the incentives and constraints of the policymakers taking
those decisions, and how conflicts over policy are resolved. But as in economics, we are
ultimately interested in the outcomes of policy decisions. We also want to understand how
the economic consequences of policy feed back into private agents’ policy preferences and
how these preferences are aggregated back into public policy.

It is popular to refer to research in this area as “political economy.” Sometimes that term
is used to suggest an alternative analytical approach, as if the traditional tools of analysis in
economics were not appropriate to study political phenomena. This is definitely not our view
and not our approach in this book. On the contrary, we borrow the main tools of analysis
from economics, modeling policy choices as the equilibrium outcome of a well-specified
strategic interaction among rational individuals. Hence, the title of the book.

Roots

Alt and Chrystal published a book with a similar title more than fifteen years ago (1983).
Since then, research in political economics has expanded rapidly; it now transcends several
traditional fields. The roots of this research can be traced back to at least three different
traditions in economics and political science.

The most recent tradition, from which we come as economists, is the theory of macroeco-
nomic policy, dating back to the work by Lucas in the mid-1970s. Lucas taught us to study
the consequences of economic policy by contrasting systematic policy rules. Only when
policy is formulated as a rule can we give precise content to private expectations, through
the assumption of rational expectations. As suggested by Kydland and Prescott (1977) and
Calvo (1978), however, not all policy rules are equally plausible. Only those rules that the
policymaker has no incentive to abandon become credible, or “time-consistent.” This idea
gave rational expectations a game-theoretic foundation. Rational individuals reason strate-
gically and base their expectations on their perception of the policymaker’s incentives. A
complete theory must thus include specific hypotheses about what governs those incentives.
From this insight it is only a short step to a political approach to macroeconomic policy.
Since that step was taken in the mid-1980s, a rapidly growing literature on macroeconomic
policy has attempted to build more solid foundations for the hypotheses on the policymak-
ers’ incentives. Because of its starting point, research in this tradition has always insisted
on solid underpinnings in economic theory and maintained the assumption of individual
rationality. It has also paid particular attention to intertemporal policy choices and economic
dynamics. At the same time, however, this research has often relied on rather superficial
assumptions about political institutions and political conflict and tended to shy away from
empirical, applied analysis. Early contributions to this tradition were surveyed in Persson
and Tabellini 1990.
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A second, older and more established tradition in the positive analysis of economic pol-
icy is public choice, which goes back to the classic contributions by Buchanan and Tullock
(1962) and Olson (1965). This school has focused on public finance, trade policy, and reg-
ulatory policy. Moreover, the agency problem between the government and citizens at large
has always held center stage in this line of research. The public choice school emphasized
many ideas that are still highly relevant in today’s research on economic policymaking. One
of these is the crucial importance of interest groups, especially the importance of lobbying
by organized interest groups and the pervasiveness of rent-seeking activities. Another long-
lasting contribution is the idea that many agency problems in politics originate in the public’s
being imperfectly informed about the details of specific policy programs. The public choice
school also stressed the importance of the constitution and the constraints it imposes. Re-
searchers in this tradition were reluctant, however, to use formal game-theoretic tools or to
impose strong notions of individual rationality. As a result, the initial work sometimes relied
on weaker theoretical or microeconomic foundations. The voluminous literature on early
public choice is surveyed in several places and with particular clarity and completeness by
Frey (1983) and Mueller (1989).

A third fundamental tradition for research on political economics is the formal analysis in
political science. This tradition goes back to works such as Riker 1962 and is often referred
to as rational choice. Results in the spatial theory of voting and axiomatic social choice
theory, following the publication of Arrow’s (1951) impossibility theorem, disillusioned
many researchers about the prospects for a general theory of collective choice based on
individual preferences alone. Since the early 1980s, however, formally oriented political
science has changed its emphasis, turning to the study of collective choice within specific
political institutions. This approach models the institutional details, exploiting the tools of
noncooperative game theory. For example, alternative political systems differ in the way
politicians are elected, how agenda-setting powers are allocated, and how the legislative
process is structured. Such differences can be formally represented by alternative extensive
form games. Researchers in the rational choice tradition have mainly focused on political
institutions as such, paying little attention to specific economic policy issues. Ordeshook
(1986) and Inman (1987) survey some of the early literature, whereas some of the contri-
butions in Mueller 1997 contain more up-to-date surveys.

Ten to fifteen years ago, these three traditions largely developed in parallel without too
much contact with each other. Integration among the three has been increasing over time,
however. In this book, we try to combine the best of all three traditions.

As in the macroeconomic tradition, we take a general equilibrium approach. With only
a few exceptions, the models we analyze have explicit microfoundations. Economic be-
havior as well as political behavior are thus derived from the same individual preferences.
Given equilibrium policies, economic behavior is aggregated into economic outcomes in
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well-specified markets. Given equilibrium economic outcomes, political behavior is aggre-
gated into policy decisions under well-specified political institutions. In an overall equilib-
rium, economic and political outcomes are mutually consistent.

As in the public choice tradition, we stress the ability of interest groups to influence the
political process. We also highlight the agency problems in politics, namely the conflict
between political representatives acting in their own interest but against that of voters at
large. Furthermore, constitutional issues play an important role throughout the book.

As in the rational choice tradition, we pay close attention to the structure of collec-
tive decision making, modeling specific institutional features as well-defined delegation
games. We also borrow a number of specific ideas and tools of analysis from this tradition,
particularly in our modeling of electoral competition and legislative decision making.

In simplified form, our approach can thus be summarized as follows: we adopt the
equilibrium approach of the macroeconomic theory of policy and exploit the tools of rational
choice in analyzing some of the classic problems in public choice.

Positive versus Normative Analysis

The book always conceives economic policy as the equilibrium outcome of a well-defined
noncooperative game under primitive assumptions about economic and political behavior.
The rules of that game reflect the nature of the political institutions. We thus take these
institutions as given and see them as important determinants of economic policy (though
institutions are certainly not the only determinants of policy in these models). But we refrain
from seeking positive explanations for the structure of these institutions. Nor do we seek to
explain how political institutions have evolved over time. Implicitly, we view institutions as
inherited by history and difficult to change. To some extent, this is really our view: political
institutions have a great deal of inertia, and when institutional change takes place, it is
often in the midst of dramatic social events or profound and radical changes in society. To
understand the evolution of institutions, pure and abstract analysis should thus be integrated
with a historical approach. Such a positive analysis of how institutions evolved is certainly
an interesting area of research. But we are also trying to simplify our task, and it is easier
to study one problem at a time.

The book asks positive questions about policy: we primarily want to know why policy
is the way it is, not what it ought to be. Nevertheless, in many instances we contrast the
positive predictions against a normative benchmark. Without much discussion, and in the
absence of clearly superior alternatives, our normative benchmark throughout the book is
a Benthamite utilitarian optimum, namely the policy maximizing the sum of individual
utilities. If the analysis has normative implications, these typically concern the design
of institutions, such as the structure of budgetary procedures, the degree of central bank
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independence, or the form of the electoral rule. Once more, this raises the question of why
institutions are what they are. The normative implications are relevant only insofar as ideas,
not just political expediency, help shape institutional reform. Otherwise, the institutions
ought to be endogenous as well, and normative analysis could only deal with the rules for
constitutional change. But then, these rules might also be endogenous; the argument easily
runs into an infinite regress, and we do not have much to add to this philosophical discussion.

Limitations

Taking institutions as given is certainly a limitation in the book’s approach. But there are
other limitations. First, we confine our analysis of political institutions to a relatively narrow
set. When discussing electoral competition, we analyze only two-party or two-candidate
elections. As a consequence, our treatment of electoral politics misses an important part of
reality in countries with proportional elections and several parties. This reflects the current
state of formal modeling. It is hard to model the outcomes of multiparty competition, partic-
ularly when the policy space is multidimensional (see Schofield 1997 and Myerson 1999 for
recent reviews). Our treatment of legislative decisions also entails drastic simplifications,
particularly when it comes to modeling the process of government formation and dissolution
in parliamentary democracies. Again, the existing literature is small and at an early stage
(see, however, Laver and Shepsle 1996 and Diermeier and Merlo 1999 for recent interesting
work). Furthermore, we never analyze the role of the government administration in shaping
the details of economic policy, which means that we do not consider large literatures on the
private agenda of the bureaucracy, going back to the classical work by Niskanen (1971),
and on the organizational design of government agencies, as in the seminal work by Wilson
(1989).

Second, we are selective in our choice of economic policy problems. We study policy
problems that belong to public finance (public good provision, different kinds of redistribu-
tion, taxation), macroeconomics (fiscal policy, including public debt issue), and monetary
economics (aggregate demand management, international policy coordination). But the
level of our examination is quite abstract, and the discussion of specific applied policy
programs is quite limited. Moreover, we entirely neglect other important policy issues be-
longing to trade policy or regulation; contributions to politics and trade policy are surveyed
by Hillman (1989) and critically discussed by Rodrik (1995), while Laffont (1999) sum-
marizes some recent promising work on the politics of regulation from the perspective
of agency theory. Furthermore, we pay only limited attention to questions in local public
finance; the literature on fiscal federalism is surveyed by Inman and Rubinfeld (1997).

Third, we omit some important theoretical topics. In particular, our treatment of infor-
mational issues is, at best, superficial. We largely ignore a large literature on asymmetric
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information in politics. Some of this research is surveyed by Calvert (1986). We also ignore
a growing literature on information aggregation through voting and other political institu-
tions (see Piketty 1999 for a recent survey). Another topic where we only scratch the surface
is the literature on economic and political reform. Important contributions to this literature
are collected in Sturzenegger and Tommasi 1998; Drazen 1999 also deals at length with
this material.

Finally, the book does not include any new empirical analysis. Our policy problems have
a strong empirical motivation, and throughout the book we seek to provide references to
existing empirical research. However, it is fair to say that, for a research program with a
strong positive motivation, the bridge linking theory with data is way too fragile. Fortifying
this bridge is a task that ought to be addressed with urgent priority. Two volumes on electoral
cycles by Alesina and Rosenthal (1995) and Alesina, Roubini, and Cohen (1997) are steps
in this direction, as are many papers discussed in the chapters to follow.

In the remainder of this introductory chapter, we provide an overview and a road map to
the book. To help the reader gain a better perspective, we try to view the contents from two
different angles. First, section 1.1 summarizes the main economic policy issues that we will
analyze. Then section 1.2 discusses the main ingredients of the political models on which
we build our analysis. Section 1.3 offers some concluding remarks.

1.1 Economic Policy

The book is divided into five parts, each dealing with a different economic policy problem.
To a large extent, the underlying economic model is kept very similar within each part.
Part 1 is designed to provide a toolbox; its four chapters introduce virtually all the political
models we will be using in the rest of the book. Whereas this part is a prerequisite for
all the others, each of the subsequent parts can be read more or less independently. Part 2
deals with the determinants of redistributive programs aiming at broad or narrow groups
of the population. Part 3 investigates the effect of alternative constitutional features, such
as the electoral rule or the political regime, on the broad design of fiscal policy. Part 4
discusses policymaking in an intertemporal economic setting. Part 5 focuses on monetary
policy.

Throughout the book, the private sector is assumed to contain a large number (a contin-
uum) of heterogeneous individuals. Markets are generally assumed to work well; there are
few elements of imperfect competition or other market failures. Exceptions include the usual
free-rider problem in the provision of public goods, externalities, the absence of nondistort-
ing tax instruments, and—in the context of monetary policy—some nominal rigidities. We
keep our economic models as simple as possible to focus on the political determinants of
policy choices. But except in the case of monetary policy, the models are always formulated
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as general equilibrium models with explicit microfoundations (even though we make heavy
use of simplifying assumptions about preferences and technology to obtain closed-form
solutions).

Government Spending and Redistribution

The general topic of parts 1 to 3 is static (or one-time) choices of fiscal policy, such as
the provision of public goods and the design of redistributive programs. The government
raises taxes and spends the resulting revenue in three alternative ways: (a) on general public
goods—like defense—or broadly targeted redistributive transfer programs (such as social
insurance or pensions) benefiting a large number of individuals; (b) on narrowly targeted
redistribution to well-defined groups, through specific programs, like agricultural support or
local public consumption, benefiting only a narrow constituency; (c) on rents for politicians
or their close associates. Different economic agents or groups in society evaluate each of
these policies differently. As a result, each type of policy instrument induces a specific kind
of economic conflict.

Large groups of beneficiaries evaluate broadly targeted programs and general public
goods in a similar fashion. Moreover, because of their broad nature and universalistic
design, these programs cannot easily be tailored to the specific demands of well-defined
groups of voters. Hence conflict in evaluating such programs tends to be unidimensional,
running from the left to right. Benefits might be roughly the same for large groups of
individuals, whereas costs are proportional to income. Rich individuals carry a larger share
of the tax burden and favor smaller programs, while poor individuals pay less taxes and
thus have an interest in more generous programs. We refer to this traditional conflict over
the vertical (size) distribution of income as an instance of general-interest politics. Prime
examples of policies involving this type of conflict are discussed in chapter 6. They include
a number of the programs that constitute the modern welfare state: redistributive taxation,
pensions, unemployment insurance, and regional transfers. We ask how the generosity of
these programs depends on a number of socioeconomic factors. General-interest politics
reappear in several other chapters.

Narrowly targeted programs, on the other hand, induce a multidimensional conflict.
Because the benefits are concentrated among small groups of beneficiaries, whereas ev-
eryone shares the costs, each small group would like to funnel a lot of money in its own
direction while restraining spending on other groups. We refer to this kind of conflict as
special-interest politics. Chapter 7 introduces the analysis of such programs by asking which
groups are likely to benefit the most. Here we stress the ability to get organized into a lobby,
having a large number of ideologically neutral voters willing to swing their vote, and being
represented in the legislature by powerful politicians as determinants of political success.
Special-interest politics are studied in many of the subsequent chapters.



Persson Book May 22, 2000 14:19

8 Chapter 1

Whereas broadly or narrowly targeted programs induce conflict among voters, rents for
politicians are at the core of the agency problem pitting voters at large against politicians
(or other government officials). Voters may be unanimous in their desire to limit the rents
extracted by politicians, but may lack the necessary means to do so. Rents can take various
forms, depending on specific economic circumstances: literally, they are salaries for public
officials or financing of political parties. Less literally, one can think of various forms
of corruption and waste in connection with public projects as ultimately providing rents
for politicians. The resources appropriated by spending of this type might be small in most
modern democracies, compared to the overall size of tax revenues. But since these resources
directly benefit the agents in charge of policy decisions, the political struggle to appropriate
these “crumbs” can nevertheless exert a strong influence on other policy decisions. This
agency conflict is introduced in chapter 4 and reappears in many other chapters.

Parts 1 and 2 study different spending programs in isolation. We ask how the size of such
programs is determined and thus impose implicit restrictions on the policy tools available
to the government. In part 3, we relay these restrictions, and the government can allocate
spending however it wants among the three alternative uses outlined above. Throughout
most of part 3, we keep the economic model very general and the analysis centers on a
set of questions that we label comparative politics. How do different political institutions
or constitutional features shape the broad design of policy when there are no restrictions
on the policy instruments? We contrast majoritarian and proportional elections, as well
as presidential and parliamentary regimes, and find clear predictions regarding the size
and composition of government spending in different political systems. Asking how well
different political systems handle the agency problems between voters and politicians, we
find a formal rationale for the classical idea of separation of powers.

Dynamics and Sequential Policy Choice

In part 4, we study intertemporal fiscal policy choices, such as capital taxation, fiscal deficits,
and public investment. These policies are formulated sequentially over time and affect state
variables like debt or capital. Time adds important new channels to the analysis of economic
policy.

On the one hand, private agents making intertemporal choices must anticipate the future
course of policy. Expectations of future policies become a crucial determinant of private
behavior, and the analysis highlights the strategic interaction between the government and
private agents. Chapter 11 provides a general methodological discussion of how to model
policymaking in a dynamic environment. In chapter 12 we apply these methods to several
questions, including what forces determine how the tax burden is levied on different factors
of production, such as capital and labor. We then show how credibility problems and political
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forces tend to raise tax rates on capital relative to labor, whereas tax competition between
jurisdictions over mobile tax bases might depress them.

On the other hand, the government itself chooses policy sequentially. This adds another
form of strategic interaction, namely that between policymakers holding office at different
points in time. We apply the general methodology, showing how debt or public capital create
“facts,” influencing the policy choices of future governments or politicians. In chapter 13,
we argue that these forces may explain seemingly myopic behavior by governments, such
as excessive budget deficits, or insufficient government investment in infrastructure.

Finally, chapter 14 draws on these insights and asks to what extent endogenous policy
choices can explain the enormous differences in economic performance across countries.
This takes us to the nexus between politics, policymaking, and economic growth.

Monetary Policy

Part 5 of the book turns to monetary policy. It leaves public finance aspects of monetary
policy aside and focuses on aggregate demand management. We study monetary policy
in a simple Phillips curve model with rational expectations, in which nominal contracts
or rigidities generate a temporary trade-off between output and inflation. Since aggregate
demand policies affect many individuals in the same way, we mostly disregard the conflict
among voters, assuming that all economic agents evaluate policy in a similar fashion. Nev-
ertheless, conflicting interests remain between the monetary authority and private agents,
either because of implicit externalities or other distortions or because of an agency problem
between politicians and voters at the time of elections. Because of nominal rigidities, private
expectations of future policies play a key role in this setting as well. Much of the analysis
in this part centers on the strategic interaction between the central bank and the private
sector.

In chapter 15 we deal with the prospective credibility problems in monetary policy. We
show how such problems lead to suboptimally high and variable inflation and suboptimal
employment fluctuations, despite a well-meaning monetary authority. Chapter 16 turns to
the politics of aggregate demand management. Here we demonstrate how political forces
might create electoral and partisan cycles in policies and macroeconomic outcomes. The
topic of chapter 17 is institution design. Can institutional reform help address the policy
failures identified in the two previous chapters? We show that multilateral exchange rate
regimes, central bank independence and various accountability mechanisms might go some
way toward that goal. Chapter 18, finally, deals with the international coordination of
monetary policy. Here selfish national objectives and a temptation to pursue beggar-thy-
neighbor policies generally lead to collectively irrational outcomes. Moreover, domestic
credibility problems complicate the strategic interactions between countries.
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1.2 Politics

The book includes a variety of models of political behavior. But all of these respect two
fundamental principles. First, all individuals—voters, as well as politicians—act rationally,
though not always under full information. Second, we study representative, rather than
direct, democracy: policy choice is delegated to elected representatives. All political models
in the book are thus delegation games in which the principals are the citizens at large and
the politicians act as their agents.

Citizens interact with politicians in two ways: through voting at the elections, and through
lobbying by organized interest groups. We neglect other forms of political participation,
such as protests. Protests are certainly important in the real world, and we wish we had more
to say about them. But they have rarely been studied formally by economists or political
scientists (an exception is the interesting work by Lohmann (1994, 1998)).

These assumptions are not sufficient to model a political delegation game, however. We
also need to take a stance on two questions. First, what motivates politicians? Second, is
policy effectively chosen before or after the elections (that is, during the electoral campaign
through binding electoral promises, or once the elected politicians have taken office)?
Depending on how we answer these questions, we are led to very different models of
political behavior. Indeed, the answers provide a way of classifying models of political
equilibrium, both in the existing literature and in this book.

The Motivation of Politicians

How should we model the motivation of politicians? We have two basic options, not nec-
essarily mutually exclusive. On the one hand, we can assume politicians to be purely
self-interested: they care about being in office per se, or about the rents they receive. They
choose policy so as to further these goals, but otherwise do not care about what policy is im-
plemented. In this case, we say that politicians are opportunistic. When we need to be more
precise, we distinguish between “office-seeking” politicians, who care only about winning
the elections, and “rent-seeking” politicians, who also care about extracting tangible rents
for themselves. Chapters 3 (office seeking) and 4 (rent seeking) introduce different models
with these assumptions. On the other hand, we can assume that politicians care about the
well-being of particular groups in society and choose policy so as to maximize a social
welfare function that puts disproportionate weight on these groups. In the book, we refer to
objectives complying with this assumption as partisan (following the terminology coined by
Hibbs (1977) and used by Alesina (1987)). Chapter 5 introduces different models of this type.

Both assumptions have their pluses and minuses. Opportunism is the standard assumption
in the public choice literature. From a methodological point of view, it is perhaps the most
appealing. There are many ways of being partisan, but only one way of being self-interested.
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The results of the analysis may thus be less sensitive to arbitrary assumptions if politicians
are deemed to be opportunistic. Moreover, this assumption is more consistent with the way
we usually treat individual agents. Most formal modeling assumes voters to care about their
own economic well-being, with no altruism in their political behavior. This may well be the
wrong assumption, but once it has been made, it seems natural to assume that politicians
are no different. A politician’s well-being depends disproportionately on his rents and the
outcome of elections, whereas policy outcomes may not affect him much on an individual
basis. Although this is not true for dramatic decisions—such as declaring a war or closing
the borders of a country—it is certainly a good approximation for most marginal decisions
in economic policy.

Nevertheless, individual political behavior, by voters as well as politicians, often seems
to be driven by ideological considerations that transcend individual benefits, by a sense of
what is just or legitimate, or by a particular view about the consequences of economic policy
or the role of the state. Political opportunism assumes all of this away and is thus unable
to explain why different politicians sometimes enact very different policies, or why they
make seemingly unpopular policy decisions. Furthermore, parties are important actors in
the political system. As we do not yet have an accepted model for the internal workings of
political parties, it may be a necessary shortcut to assume that they represent the preferences
of a particular group in the electorate.

We do not seek to argue that either opportunism or partisanship is always the better
assumption. To some extent, this may depend on the problem at hand. Moreover, these two
assumptions are not necessarily mutually exclusive: politicians may be opportunistic but
also motivated by a particular ideological view of the world. Or perhaps more realistically,
they may be forced to act according to a consistent ideological view in order to preserve
their voters’ loyalty. We therefore exploit both assumptions, though we try to keep them
distinct and emphasize when they make a difference.

Preelection Politics

Consider the second crucial modeling question, namely the timing of policy choices. If we
regard electoral promises as binding and enforceable, perhaps through an implicit reputation
mechanism, we are driven to study electoral competition. Candidates propose policies to
maximize their chances of winning elections, perhaps also taking into account their desire
to extract rents or to implement policies consistent with their partisan view of the world.
Citizens evaluate the policy platforms on the table and cast their votes for the candidate they
deem best. The essential political action thus takes place in the electoral campaign, and the
role of the election is to select a particular policy. Once elected, an incumbent politician just
implements his preannounced policy. For this reason, we refer to models incorporating this
timing as models of preelection politics. They are really models of electoral competition.
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Throughout the book, we study two different models of preelection politics (as men-
tioned above, we always confine ourselves to electoral competition between two parties or
candidates). These two models differ in their assumptions about voters’ behavior. If citizens
vote exclusively on the basis of their economic policy preferences, electoral competition
is like the choice of location in Hotelling 1929, or Downs 1957. In equilibrium, the two
candidates propose the policy preferred by the median voter. Such an equilibrium may not
exist, but when it does, it is simple to characterize and robust to other assumptions. In
particular, the assumption about the politicians’ motivation becomes unimportant, as all
candidates are forced to do the same thing to win the elections. Existence of equilibrium is
much more likely when disagreement over policy choice is one-dimensional, as in the case
of general-interest politics. For this reason, median-voter equilibria are used in chapter 6 to
analyze the determinants of broad welfare state programs.

Voters may not always vote for their preferred economic policy, however. They might
abstain or let their vote be influenced by other (fixed) attributes of the competing can-
didates, such as their ideology. If this is the case, we are driven to models of proba-
bilistic voting. In these models, voters are not all alike in the eyes of the competing
candidates: some voters are more important than others because they are more likely
to reward policy favors with a vote. Electoral competition now leads to a very differ-
ent equilibrium, with both candidates maximizing a particular social welfare function.
Different voters are weighted by their “responsiveness,” that is, how likely they are to
reward policy favors with a vote. But the politicians’ motivation now matters crucially
for the outcome, and different politicians may choose different policies. Probabilistic
voting models are very flexible. For one thing, an equilibrium exists under general con-
ditions, irrespective of the dimensionality of policy. For another, these models can
easily be extended to include other political activities, such as lobbying. They are used
in chapters 7 and 14 to analyze special-interest politics, in chapter 8 to contrast policy-
making under different electoral rules, and in chapter 13 to analyze strategic public debt
accumulation.

Postelection Politics

An alternative assumption is that electoral promises are not binding or are too vague to mat-
ter. Then all the action in policymaking takes place once elected politicians have entered
office. We refer to models incorporating this assumption as models of postelection politics.
These models view a political constitution as an incomplete contract: politicians are ap-
pointed to office without a clear and enforceable mandate (see Dixit 1996a for an interesting
discussion of the constitution as an incomplete contract). Thus the role of elections is very
different than in preelection models. Rather than directly selecting policies, voters select
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politicians on the basis of their ideology, competence, or honesty, or more generally, their
behavior as incumbents.

In this case as well, we propose two classes of models. The simplest ones are built
on a winner-takes-all assumption: only one politician or party holds office and is free
to set policy. To win the next election, however, this incumbent needs to please at least a
majority of the voters. The opposition plays only a passive part, providing the voters with an
alternative to the incumbent at the elections. With partisan politicians, the theory generates
a simple prediction of policy divergence. It also naturally draws the attention to the entry
stage in the political race: what type of politicians (in terms of ideological preferences) have
stronger incentives to participate as candidates in elections? Models of this type are used
in part 4 to analyze intertemporal policy choices, where the prediction of policy divergence
has interesting implications and where issues of strategic delegation from the voters to a
particular policymaker arise naturally.

We also extensively use winner-takes-all models of postelection politics with oppor-
tunistic politicians. Here the contrast between theories of pre- and postelection politics is
particularly stark; once in office, rent-seeking politicians have an incentive to abuse their
power, designing policy for their own benefit. In this case, postelection politics suggest a
role for retrospective voting: voters can discipline an incumbent by voting against him if
he misbehaved or acted against their particular interest when in office. In chapter 9, we
ask which electoral rules make this kind of voters’ control most effective. Retrospective
voting rules, based on the incumbent’s performance, have another interesting implication:
the incentives to perform well (or to appear to perform well) are at their strongest just ahead
of the elections. This naturally leads to a theory of electoral cycles, which is introduced in
chapter 4 and exploited in chapter 16 in the context of monetary policy.

The second class of postelection politics models is richer in that it relaxes the winner-
takes-all assumption and studies policy formation in legislatures. Several politicians are in
office and bargain over policy according to well-specified procedures. These incumbents
are, again, accountable to the voters at a subsequent electoral stage. Using the analogy with
incomplete contracts, the constitution assigns specific control rights over policy (power to
propose, veto, amend, or approve) to different offices. The specific allocation of control
rights determines the rules of the game, namely the extensive form within which legislators
or office holders bargain among each other. Models of postelection politics are more likely
to capture important aspects of the functioning of modern democracies. They are quite
complex, however, and their use in the literature is still in its infancy. Models of legislative
bargaining among partisan politicians are used in different parts of the book, especially in
chapter 7 with reference to special-interest politics.

An important point that comes up in chapters 7, 9, and 10, is that bargaining among politi-
cians is complicated by the fact that they act as agents for the voters. The principal-agent
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structure of politics thus exerts a strong influence on policy outcomes. Alternative voting
rules or lobbying practices have very different effects when directed at political represen-
tatives bargaining among each other, rather than at a single policymaker. In the first case,
we get surprising interaction effects between the specific rules of legislative bargaining
and the behavior of voters or interest groups. This suggests a rich and promising research
program on comparative politics investigating how economic policy choices are affected
by the political system, including the rules for legislative bargaining, but also the electoral
rules, or the allocation of tasks in a federation. Part 3 is devoted entirely to these questions.
Much more remains to be done, however, both theoretically and empirically.

In choosing between models of pre- and postelection politics, the latter are more appealing
on the grounds of realism and novelty. Electoral promises are clearly not enforceable, and
they are often too vague to be binding after the elections. Nevertheless, what happens in
the course of the electoral campaign is also important, particularly when it comes to party
formation and the entry or selection of political candidates. We return to the tension between
the two assumptions in the course of the book.

1.3 Concluding Remarks

A reader of this book expecting to find a general positive theory of economic policy will be
disappointed. We already know from the general results in social choice and voting theory
that some compromises must be made, and the present approach in the field is still quite
dispersed. Our goal is more modest. We seek to provide a unified approach, where possible,
and to identify the best ingredients for a successful positive theory of economic policy.

But the best ingredients may differ, depending on the specific policy issues. An important
distinction is that between narrowly targeted programs, providing benefits to small interest
groups, and broadly targeted programs, providing benefits to large groups of voters. Because
these policy instruments induce rather different conflicts among the voters, it is only sensible
to expect their political determinants to be quite different.

In this chapter, we have identified two important modeling choices that researchers in
this field must make, given the current state of knowledge. One concerns the politicians’
motivation: opportunistic versus partisan. The other concerns the relevance of electoral
promises: binding versus unimportant. Existing research has not produced a clear consensus
on these issues, and we will pursue different lines of attack. But progress in the field depends
on our finding a way of resolving some of these tensions, building a bridge between pre-
and postelection politics, and gaining a better understanding of what motivates political
candidates. We return to these challenges in the final chapter.
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