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4 Agency

To what extent can political representatives exploit their political power to appropriate
resources for themselves at the voters’ expense? Can the voters discipline politicians just
through the implicit incentives elections offer? And how does this depend on the economic
and political environment? These are the questions addressed in this chapter.

The conflict of interest between voters and rent-seeking political representatives is an
old theme of the public choice (Virginia) school and is perhaps most clearly spelled out
in Brennan and Buchanan’s (1980) model of the government as a malevolent revenue-
maximizing Leviathan. According to the Chicago school, however, the forces of political
competition can align politicians’ and voters’ interests, a point made most forcefully by
Wittman (1989, 1995). This chapter picks up this theme by giving political candidates the
ability and the incentives to extract rents, in the context of the public finance problem
formulated in chapter 3. By a sequence of examples—different variations on this public
finance problem—we show that elections generally serve to promote efficiency. But the
extent to which rents are eliminated hinges on the assumptions about candidate attributes,
enforceability, and information.

These agency issues are discussed in the mode of both preelection and postelection
politics. We start in sections 4.1 and 4.2 with the model of electoral competition introduced
in chapter 3, where candidates commit to policies ahead of the elections. A central question
here is whether electoral competition induces the candidates to announce optimal policy
platforms from the voters’ viewpoint, or whether they instead announce policies with high
taxes and low benefits, implying positive rents for themselves. The answer turns out to
depend on the specific assumptions of how electoral competition takes place.

We drop the commitment assumption gradually in section 4.3, discussing the nonverifia-
bility, nonobservability, and nonenforceability of electoral promises. The purpose is to gain
some perspective on why it may be difficult for political candidates to commit themselves
to a certain policy stance.

Sections 4.4 and 4.5 instead drop the commitment assumption completely, assuming
that no electoral promises can be enforced. The political constitution is here viewed as
an incomplete contract: politicians have complete discretion once in office, and all the
voters can do is to oust them from office at the next elections. The central tension is still
between policies that please the voters and rents appropriated by the politicians. But the
role of elections is very different than in the first half of the chapter. We discuss two ways
in which elections can discipline the incumbent. In the electoral accountability model of
section 4.4, citizens vote retrospectively and deliberately punish bad behavior by removing
misbehaving incumbents from office. In the career concern model of section 4.5, electoral
incentives are more indirect. Economic performance signals the incumbent’s competence,
and voters reward competence with reappointment. This creates incentives to abstain from
rent seeking, to appear more competent and increase the chances of reelection. Section 4.6
summarizes the main results and indicates some unresolved questions.
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4.1 Efficient Electoral Competition

Since we want to focus on the agency problem, we add another possible use of tax revenues:
government spending can also take the form of “rents” for politicians. Thus we write the
government budget constraint as

τ y = g + r, (4.1)

where y is average income and r represents rents that benefit politicians but not the general
citizen. As in chapter 3, however, r appears directly neither in the citizens’ preferences
nor in their budget constraint. We can conceptualize these rents in a variety of ways, from
party finance to outright diversion of resources for private use in connection with the pro-
duction of public goods. Whatever the interpretation, we assume that r is nonnegative and
bounded: 0 ≤ r ≤ r . We start out by assuming that r = y, that is, the only constraint on rents
is the available tax base.

To give an incentive for rent seeking, we assume that the two political candidates value
both the (exogenous) ego-rents, R, discussed in chapter 3 and the (endogenous) rents, r ,
introduced here. Thus, we write the objective function of candidate P as

E(vP) = pP(R + γ r), (4.2)

where E denotes the expectations operator, with expectations taken over the election out-
come. The parameter γ measures the transaction costs associated with rent appropriation.
We assume throughout that 0 ≤ γ ≤ 1. The higher is γ , the lower are the transaction costs
for rent appropriation. Transparency of the budget or administrative procedures may be
important determinants of these transaction costs, but they are not part of the analysis, and
hence γ is exogenously given. Otherwise, the economic model is the same as in chapter 3.

We start with the same political model as in section 3.3. That is, the income distribution
F(·) is continuous; candidates have no ideological attributes, and are identical in all respects.
The timing of events is as follows: (1) Platforms qA= (gA, rA), qB= (gB, rB) are announced.
(2) Elections are held. (3) The winner’s platform is implemented. It is most realistic to think
about the candidates announcing a platform with a tax rate, as well as a level of government
spending. Higher taxes than necessary then implies some rents lost in the process of public
production. It is clearer analytically, however, to discuss the results in terms of g and r. Sec-
tion 4.3 discusses more closely the assumption that candidates can commit to any platform.

How do voters evaluate the platforms? Using (4.1), we can now write the policy prefer-
ences of citizen i as

W i (q) = (y − (g + r))
yi

y
+ H(g).
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Though defined over two dimensions, these preferences clearly satisfy the intermediate-
preference property, definition 4 of chapter 2. All voters agree that rents are a waste, whereas
the conflict over spending remains as before. Repeating the argument of optimal voting
behavior in section 3.3 and appealing to the intermediate-preference property, we can write
candidate A’s probability of winning as

pA =

⎧
⎪⎨

⎪⎩

0 if W m(qA) < W m(qB)

1
2 if W m(qA) = W m(qB)

1 if W m(qA) > W m(qB).

That is to say, the voter with median income is still pivotal in the election.
Applying the same kind of separation argument as in section 3.3, we conclude that the

unique equilibrium has both candidates announcing the median voter’s preferred policy:

gA = gB = gm = H−1
g (ym/y)

rA = rB = rm = 0.

Why can the candidates not get away with a platform involving positive rents? Assume, to
the contrary, that both have announced the pivotal voter’s desired spending gm and positive
rents, r ′ > 0. But then any of the candidates can increase his probability of winning from 1

2
to 1 by instead offering rents r ′ − ε (and thus lower taxes) to the voters. Furthermore, this
deviation is profitable, as long as the exogenous rents R are larger than 2ε−γ r ′. As ε could
be made arbitrarily small, the argument is valid for any positive value of r ′. Intuitively, there
is a “Bertrand competition” for the exogenous rents R. This competition becomes so stiff
that it drives the endogenous rents r to zero.

Here, the Chicago school claim is clearly correct, despite a conflict of interest among the
voters over the size of government. The equilibrium is efficient from the voters’ point of
view (i.e., it entails no waste), because the prize for winning the elections keeps politicians
honest. The positive implications for taxes and spending are identical to those derived and
discussed in section 3.3.

4.2 Inefficient Electoral Competition

To see how positive equilibrium rents may remain in electoral competition, let us return to
the probabilistic voting model of section 3.4. Our argument in this section is related to the
recent work by Polo (1998) and by J. Svensson (1997).

We thus assume that the income distribution is discrete among three groups J . Candidates
have ideological attributes in addition to their platforms and voters have preferences over
these attributes. To highlight the implications for rents in the most transparent way, we
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assume the distribution of voters’ ideological bias to be the same in all groups, making the
number of swing voters identical: φ J =φ for all J.

In analogy with (3.10) and given φ J =φ for all J , we can derive candidate A’s probability
of winning as

pA = 1
2

+ ψ[W (gA, rA) − W (gB, rB)] , (4.3)

where W =
∑

J α
J W J . Thus, the group-specific parts of preferences over spending and

taxes average out, as all groups are equally attractive targets for the candidates.
Faced with this election probability, candidate A sets policy to maximize expected rents

in (4.2) and so does candidate B, with pB = (1 − pA). By symmetry, both candidates face
the same problem and choose the same platforms, in the same way as in section 3.3. But
what platforms do they choose? Consider the first-order condition for gA:

∂[E(vA)]
∂gA

= (R + γ rA)
∂pA

∂gA
= (R + γ rA)ψWg(gA, rA) = 0.

As Wgr = 0, spending on public goods is socially optimal (i.e., it satisfies Wg = 0), whatever
the level of r .

It is tempting to conjecture that optimality extends to rent extraction, but that conjecture
turns out to be incorrect. To see why, note that by (4.3) candidate A’s election probability
is affected by a marginal increase in his rents—an increase in taxes with spending held
constant—according to

∂pA

∂rA
= ψWr = −ψ. (4.4)

Although a platform with higher rents is attractive in itself, it also decreases the probability
of election, creating a trade-off for the candidate. But unlike in the previous section, a
marginal increase in rents does not imply discrete jumps in the probability of winning.
Using (4.4), the first-order condition for rA, evaluated at qA = qB , is

∂[E(vA)]
∂rA

= (R + γ rA)
∂pA

∂rA
+ pAγ = −(R + γ rA)ψ + 1

2
γ ≤ 0 [rA ≥ 0],

where the second equality exploits the fact that pA = 1
2 in equilibrium. The second row

states the complementary slackness condition for r. Thus equilibrium rents are

r = max
[

0,
1

2ψ
− R
γ

]
. (4.5)

Why are rents not always competed away, as in the median-voter model? Because the two
candidates are no longer perfect substitutes for all voters, and hence the policy platforms
do not entirely determine the electoral outcome. Swing voters in each group do indeed
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consider the candidates perfect substitutes and punish a rent-seeking candidate by immedi-
ately shifting their vote. But other voters do not, because of their ideological preferences.
The uncertain outcome of relative popularity means that the identity of swing voters is not
known. This creates electoral uncertainty, which weakens electoral competition, as candi-
date A’s probability of winning falls only at the finite rateψ for a marginal increase in rents.
The lower is this rate—that is, the more uncertain is the election outcome (a lower ψ)—the
larger is the scope for seeking rents, as stated in (4.5). Similarly, a lower exogenous value of
holding office (a lower R) or lower transaction costs (a higher γ ) promote high endogenous
rents. As further discussed by Polo (1998) and in problem 1 of this chapter, the crux of
generating positive rents is thus the uncertainty about the electoral outcome, as captured by
the uncertainty about δ.

In this probabilistic voting model, equilibrium public goods are optimally provided.
But equilibrium rents may be positive, implying that the voters pay more than the op-
timal amount of taxes. It is plausible to associate the rents with inefficiency in the pro-
duction of public goods. In this interpretation, observed spending becomes higher than
optimal. The model thus implies that, ceteris paribus, we should observe an association
between rents cum high and inefficient government spending, on the one hand, and ide-
ological dispersion or electoral instability, on the other. The empirical validity of this
interesting prediction remains to be investigated. Alesina, Easterly, and Baqir (1997) pro-
vide some evidence of a positive correlation between the size of government and ethnic
and linguistic fractionalization, however, which might be consistent with this theoretical
model.

Of course, the whole argument in this section takes the political candidates’ attributes
as given. But with some entry barriers into politics, rents might not disappear even if
candidate identity were to be endogenously determined. Moreover, if the distribution of
relative popularity is not perfectly symmetric, as assumed here, policy convergence is
lost, and the relatively more popular candidate can typically afford to grab bigger rents in
equilibrium. Both results are discussed in Polo 1998. Moreover, problem 1 of this chapter
deals formally with rents in lopsided elections.

4.3 Enforceability, Verifiability, and Observability

So far in this chapter, we have assumed that candidates can make binding commitments to
electoral platforms. They have no discretion to seek rents after the election, even though
they have strong incentives for this. In this section, we illustrate how postelection discretion
may arise and its implications for policy. The discussion borrows some general insights and
some terminology of modern contract theory (see in particular Hart 1995 and Tirole 1999).
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Since voter and candidate heterogeneity are unrelated to the argument here, we assume
that income distribution is degenerate, with yi= y for all i, and that the two candidates have
no ideological attributes and are identical in all respects. To highlight the crucial role of
information, however, we introduce a new variable: the cost of transforming private output
into public goods. We denote this relative cost by θ and assume that it is a random variable.
The government budget constraint can now be written as

τ y = θg + r. (4.6)

A higher value of θ means that public goods have become more costly. The new sequence
of events is as follows: (1) Candidates announce their platforms. (2) Elections are held. (3)
θ is realized. (4) The winner sets policy.

The cost of providing public goods is thus not fully known at the electoral stage. As an
example, think about g as representing the provision of external or internal security to the
citizens. In this case, the state of the international or national environment could easily shift
so as to make it more or less costly to provide the same level of security. What the voters
would like from each candidate is thus a state-contingent policy platform. This presents
a problem in that it may be quite difficult to observe, verify, or even describe the state.
Obviously, the efficient supply of public goods g∗(θ) ≡ H−1

g (θ) is decreasing in θ . We
assume parameters are such that the associated level of efficient taxes

τ ∗(θ) = θg∗(θ)

y

is increasing in θ .1 For simplicity, we start by assuming that θ can take on only two values,
one low and one high, such that θ ∈ {θ , θ}.

4.3.1 Enforceable and Verifiable Promises

Consider first the case in which an independent and benevolent judiciary is available. This
third party can enforce promises made in the campaign after the elections. We thus assume
that a politician who attempts to break his campaign promises can be stopped (by a large
penalty), provided that the promises are (describable and) verifiable. To begin with, suppose
that θ is indeed not only observable, but also verifiable. Then candidates are able to make
binding commitments to state-contingent policy platforms [gP(θ), rP(θ)]. Candidates still
maximize the objective in (4.2), augmented by the uncertainty over θ . Voters prefer the
candidate whose platform gives them the highest expected utility Eθ [W (g(θ), r(θ); θ)],
where Eθ denotes expectations taken over θ . Therefore, candidate A’s probability of

1. This assumption requires the marginal utility of public goods, Hg, not to be too flat.
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winning is

pA =

⎧
⎪⎨

⎪⎩

0 if Eθ [W (gA(θ), rA(θ); θ)] < Eθ [W (gB(θ), rB(θ); θ)]
1
2 if Eθ [W (gA(θ), rA(θ); θ)] = Eθ [W (gB(θ), rB(θ); θ)]
1 if Eθ [W (gA(θ), rA(θ); θ)] > Eθ [W (gA(θ), rB(θ); θ)].

(4.7)

Given this probability and pB = 1 − pA, the two candidates face the same sharp incentives
as in section 3.2. That is, whoever moves closer to the state-contingent policy the voters
desire discontinuously increases his probability of winning. The outcome must thus be
optimal with

gA(θ) = gB(θ) = g∗(θ)

rA(θ) = rB(θ) = 0.

In this case, each candidate is thus able to offer the voters a “complete enforceable con-
tract.” The competition between the candidates over the exogenous awards from winning
makes them both offer the best contract in the set of possible contracts. The combina-
tion of enforceability, verifiability, and electoral competition is thus sufficient to ensure
implementation of the efficient state-contingent policy.

4.3.2 Enforceable Nonverifiable Promises

Suppose, as in the previous subsection, that the judiciary can enforce electoral promises after
the election. But now the state θ, even though observable to the voters and the judiciary, is
nonverifiable. Obviously, this makes it impossible to enforce state-contingent platforms. As
a result, verifiable platforms have to take the form of a non-state-contingent pair [gP , τP ] (it
is more instructive, at this point, to consider announcements of taxes rather than rents). Voters
still prefer the candidate promising them the highest expected utility, so pA is given by (4.7)
if we replace state-contingent platforms with simple platforms. But now the candidates’
postelection incentives come into play. Suppose the elected candidate faces the state θ = θ ,
in which public goods are cheap. He can always claim the contrary, that is, that they are
expensive, θ = θ . Moreover, the winner always has an incentive to misreport precisely in
this way; as the expensive state is associated with higher taxes and lower spending, he can
pocket the difference in the form of rents.

From this argument, it follows that the best the voters can hope for is an optimal policy in
the expensive state. Competition between the candidates in credible policy promises indeed
leads them to converge to platforms with precisely that property:

gA = gB = g∗(θ)

τA = τB = θg∗(θ)/y.
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Equilibrium policy thus eliminates rents in the expensive state, r(θ) = 0. If it did not,
one of the candidates could raise his vote share for sure by raising the voters’ expected
welfare. Although the voters would like a higher level of spending and a lower level of taxes
in the cheap state, the candidates cannot credibly make such a state-contingent promise.
Promising higher constant spending than g∗(θ) or lower constant taxes than θg∗(θ)/y is
also not credible, as such a policy would not be affordable in the expensive state. It follows
that taxes must remain high and spending low in the cheap state. The elected candidate
captures the difference as rents for himself. Formally, by the government budget constraint,
we have

r(θ) = (θ − θ)g∗(θ).

The normative implications are clear. When candidates can only enter into “incomplete
contracts” with the voters, delegating decision making to elected representatives means
giving up real decision-making power. The elected candidate exploits this power to claim
equilibrium rents when circumstances so allow. A positive implication is that public activ-
ities, the costs of which are hard to verify or describe, leave more scope for rent seeking.
If defense is such an activity, “peace dividends” may not take the form of lower spend-
ing but instead show up in maintained spending levels and more inefficiency. Clearly,
the scope for rent seeking is larger for a larger range of uncertainty regarding θ . This
suggests that countries with more volatile political environments should have higher and
more wasteful spending, ceteris paribus. It also follows that rent-seeking politicians may
have an incentive to make public activities nontransparent so as to increase the scope for
diversion.

Methodologically, we learn that full commitment to electoral platforms is a very strong
assumption, if the politicians’ postelection incentives are not in line with their preelec-
tion promises. We will encounter a similar point in chapter 5 on partisan politicians. In
chapter 3, this tension did not arise because candidates did not care about the policy being
implemented.

4.3.3 Nonenforceable Promises

Up to this point in the section, we have assumed that any ex post verifiable promises by
politicians can indeed be enforced. That is a strong assumption, particularly since elected
politicians appoint members of the judiciary and are capable of altering the legal code,
making enforcement harder. If no outside enforcement (or other checks and balances)
is present, the equilibrium in this model is disastrous for the voters. Preelection policy
promises have no credibility whatsoever, and any elected candidate follows a “Leviathan
policy,” in which voters are fully taxed and no public goods are delivered in both states of
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the world:

g(θ) = 0, τ (θ) = 1, r(θ) = y. (4.8)

An obvious counterargument is that a politician who engaged in such diversive behav-
ior would completely ruin his reputation and never be reelected. The same critique may
be levied against the equilibrium under nonverifiability to the extent that voters observe
θ—even though they cannot verify it—so that they realize what is going on. This coun-
terargument certainly has some force, but note well what it implies: “never reelect” must
mean that citizens vote not in a forward-looking, but in a backward-looking way. We have,
of course, forced them to look forward by the timing assumed in the policy games, so far.
An alternative modeling assumption, necessary to make sense of the reputational argument,
would be to study repeated, perhaps infinitely repeated, elections. In the next section, we
use an even simpler setting to illustrate how elections may enforce discipline on elected
incumbents, even when politicians are unable to commit. But such discipline does indeed
require backward-looking voting behavior.

4.4 Electoral Accountability

To illustrate the prospective role of elections as a disciplining device, we adapt our simple
static policy example so as to illustrate the basic insight from fully intertemporal models of
electoral accountability. These have their roots in the work by Barro (1973) and Ferejohn
(1986).

4.4.1 Rents from Incumbent Power

We change the model’s timing to focus on the behavior of elected incumbents with full
discretion: implicitly we are assuming nonenforcement (or nonverifiability), along the lines
of the last subsection. Specifically, we assume that (1) θ is realized and observed by every-
body. We now allow for a continuous realization of θ . (2) Voters set a reservation utility for
reelecting the incumbent (see below). (3) The incumbent policymaker freely sets policy, qI .

(4) Elections are held in which the voters choose between the incumbent and an opponent.
The opponent running against the incumbent is identical in all respects from the viewpoint
of the voters. Thus the only reason for not reappointing the incumbent is to punish him ex
post, and since the opponent is identical it is indeed (weakly) optimal for the voters to carry
out this punishment.

The different timing requires a reformulation of the incumbent’s objective:

E(vI ) = γ r + pI R. (4.9)
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The new formulation reflects the incumbent policymaker’s full discretion over current rents
r . At stake in the election are future rents, R, which should now be interpreted as the
expected present value of holding office from the next period and on. In a full intertemporal
setting the model would thus partly or fully determine R: see problem 2 of this chapter for
an example.2

We assume that the voters coordinate on the same retrospective voting strategy, punishing
the incumbent for bad behavior and rewarding him for good behavior. This voting strategy
boils down to setting the reelection probability pI as follows:

pI =
{

1 if W (g(θ), r(θ)) ≥ ϖ (θ)

0 otherwise,
(4.10)

where the voters’ reservation utility ϖ (θ) is conditioned on the realized (and observable)
state.

This voting strategy creates a trade-off for the incumbent. When setting policy at stage (3),
he really has two alternatives. One is to please the voters to earn reelection. In this case he
maximizes his rents subject to the constraint of generating pI = 1. Solving this problem,
using the definition of W (·) and the government budget constraint (4.6), the optimally
chosen rents become

r(θ) = y −ϖ (θ) + H(g∗(θ)) − θg∗(θ). (4.11)

In other words, the incumbent satisfies the voters’ demands by choosing state-contingent
spending in an optimal way and by giving them exactly the utility they require to effect
his reelection, namely W (g(θ), r(θ)) = ϖ (θ). He keeps any remaining tax revenue as
rents for himself. The incumbent’s second alternative is not to satisfy the voters, thus
foregoing reelection. When deviating, the best policy is to follow the Leviathan-like policy
in (4.8), earning current rents corresponding to r = y. The incumbent prefers pleasing the
voters if

γ r(θ) + R ≥ γ y. (4.12)

In other words, as long as he is better off with moderate current rents plus future exogenous
rents earned through reelection, he does not exploit his discretion fully.

Obviously, the voters prefer that rents be as small as possible. Suppose they are able
to coordinate not only on the same retrospective voting strategy, but also on the optimal

2. Ferejohn (1986) embeds a related one-period game in an infinite-horizon setting with exogenous future benefits
from office, whereas Persson, Roland, and Tabellini (1997) make the future benefits from office R endogenous,
as the expected present value of endogenous rents from office r in future periods.
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strategy. Then the voters’ best choice is to set ϖ (θ) so as to satisfy (4.12) with equality in
all states of the world. This strategy implies rents given by

r(θ) = Max
[

0, y − R
γ

]
≡ r∗,

for all realizations of θ . Suppose that giving up r∗ leaves enough revenue for the optimal
supply of public goods in every state θ, specifically,

θg∗(θ) ≤ R
γ

, for all θ . (4.13)

To achieve this level of equilibrium rents, by (4.11) the voters’ reservation utility must be

ϖ (θ) = y − θg∗(θ) + H(g∗(θ)) − r∗. (4.14)

Voters thus obtain the optimal level of public goods in every state. But they have to give up
some rents to avoid triggering a short-run transgression on the part of the incumbent. Note
that in this equilibrium, the voters’ utility is state contingent, whereas equilibrium rents are
the same irrespective of the state of the world.

What determines equilibrium rents? Some implications are similar to those in section 4.2.
As in that case, higher intrinsic value of public office (higher R) or higher rent extraction
costs (lower γ ) keep equilibrium rents down. But in the present case rents are higher if the
tax base is higher (y higher). This reflects the different source of rents in the current model,
namely the incumbent’s discretion to use his current powers to extract maximum rents from
the voters. A larger available tax base makes this discretion more threatening, and the voters
have to renounce larger rents.

4.4.2 Rents from Asymmetric Information

Suppose now that the voters do not observe the realization of θ at stage (1). In this case,
the properties of equilibrium are reversed: equilibrium rents are state dependent, whereas
voters’ reservation utility is not. In the favorable (low θ) states, the elected incumbent can
collect additional informational rents by delivering public goods efficiently but raising taxes
and collecting high rents as if θ were high, when θ is in fact low. Since the voters do not
observe θ , the best they can do is to choose a non-state-contingent cutoff level for their
utility:

pI = 1 iff w ≥ ϖ.

Faced with such a cutoff rule, the incumbent chooses just to satisfy the voters in order
to gain reelection, when this is cheap enough to do, namely when θ is low. But when θ is
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high, satisfying the voters becomes too expensive relative to exploiting his discretionary
short-run power. Thus each level ofϖ implies a critical state θ∗, below which the incumbent
just satisfies his reelection constraint with equality and uses his informational advantage to
collect additional rents, and above which he accepts electoral defeat and uses his discretion
to make a maximum diversion. In other words, policy is set such that

w =
{
ϖ (θ∗) for θ ≤ θ∗

0 for θ > θ∗,
(4.15)

with ϖ (θ∗) defined as in (4.14).
What is the best voting rule for the voters? Given the one-to-one relation betweenϖ and

θ∗, we can treat the choice of ϖ as a choice of θ∗. By (4.15), voters’ expected utility can
be written as a function of θ∗, namely

E(w) =
∫ θ∗

θ

ϖ (θ∗) d F(θ) +
∫ θ

θ∗
0 · d F(θ) = F(θ∗)ϖ (θ∗),

where F is the c.d.f. for θ . Voters thus face a trade-off. They can insist on a higher utility by
raising their cutoff ϖ . But then they get their cutoff utility less often, as it becomes more
tempting for the incumbent to disregard the reelection constraint. Formally

dθ∗

dϖ
= 1
ϖθ (θ∗)

< 0,

as the envelope theorem implies that

ϖθ (θ
∗) = −g∗(θ∗)

y
< 0.

Requiring a higher cutoff level of utility implies a higher value of θ∗ such that the incumbent
will behave myopically more often. The optimal cutoff thus has to satisfy the first-order
condition

ϖθ (θ
∗)

ϖ (θ∗)
= − f (θ∗)

F(θ∗)
,

which uniquely pins down θ∗, if we assume that the “hazard rate” on the right-hand side is
monotonically decreasing.

Clearly, the voters are worse off when θ is nonobservable than when it is merely nonver-
ifiable. The supply of public goods is lower for high realizations of θ :

g =
{

0 < g∗(θ) for θ > θ∗

g∗(θ) for θ ≤ θ∗.
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Furthermore, we obtain equilibrium rents by inserting the constant ϖ (θ∗) in (4.11) and
(4.14) and exploiting the definition of socially optimal taxes τ ∗(θ):

r(θ) =
{

y > r∗ for θ > θ∗

r∗ + (τ ∗(θ∗) − τ ∗(θ))y + H(g∗(θ)) − H(g∗(θ∗)) ≥ r∗ for θ ≤ θ∗.
(4.16)

Thus rents are higher under asymmetric information for all realizations of θ except θ∗

(recall that τ ∗(·) is increasing in θ and g∗(·) decreasing). When public goods are cheap
the incumbent satisfies the voters’ demands in the cheapest possible way and pockets the
remainder for himself.3

This model of elections and economic performance will be extended in two directions
in part 3. In chapter 9 we add conflict between the voters by allowing the incumbent
policymaker also to target redistributive transfers to specific voters or groups of voters. In
this case, the equilibria discussed above break down and the incumbent can appropriate
more rents. Voters become engaged in a Bertrand competition over the allocation of the
transfers and thus bid their reservation utilities down, though not all the way down to zero.
In chapters 9 and 10 we also add conflict between several politicians who share office and
bargain among each other over policy, as in a legislature. Under appropriate institutions,
the resulting checks and balances allow the voters to reduce both types of rents discussed
in this sections.

4.5 Career Concerns

So far in the chapter, we have discussed two roles of elections: to select among alter-
native economic policies (sections 4.1 and 4.2) and to hold incumbents accountable ex
post for bad behavior (section 4.4). In this section we discuss a third role of elections,
namely to select the most competent or talented politician. When elections have this role,
politicians have an additional incentive to perform well before the elections: incumbents
refrain from rent seeking because they want to appear talented to the voters. Thus elec-
tions continue to create incentives for good behavior. But now voters look back at eco-
nomic performance not because they want to punish rent extraction per se, but because past

3. The result above relies on voters’ formulating their reelection rule in terms of utility. As voters are assumed
to observe g and τ, even though they do not observe θ, they can in fact do better by also conditioning their
reelection on policy. In this case, the incumbent would optimally deliver a policy with public goods and taxes
both constant at the level associated with the cutoff state g(θ) = g∗(θ∗), τ (θ) = τ ∗(θ∗) = θg∗(θ∗)

y for θ ≤ θ∗. In
this case, rents would be lower than in (4.16), r(θ) = r∗ + (θ∗ − θ)g∗(θ∗) ≥ r∗, but still higher than in the case
where θ is observable.
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performance might reliably signal future competence. The agency model we exploit was
originally formulated by Holmström (1982) to describe how career concerns shape the in-
centives of managers inside an organization. We show how to adapt this model to a political
setup.

This role of elections suggests an important difference between policy choices made
shortly before elections and policy choices made early on in the legislature. When elections
are imminent, the incentives to appear competent and to perform well are stronger. This
leads to a theory of electoral cycles, as in the pioneering work of Rogoff and Sibert (1988)
and Rogoff (1990). In preelectoral periods, incumbents perform better by abstaining from
rent extraction or attempt to signal their competence through specific policy decisions. This
kind of preelectoral strategic behavior may enhance or reduce the voters’ welfare: voters
benefit from smaller rent extraction, but the policy distortions introduced if policies are
signals of competence may harm them.

4.5.1 A Simplified Two-Period Model

Consider a two-period version of the same model as before but with the following simplifi-
cations. Taxes are fixed at τ̄ and the government budget must be balanced in both periods.
Preferences of the voters in period t = 1, 2 are

wt = y(1 − τ̄ ) + αgt ,

where α≥ 1 is an exogenous parameter and y denotes income. With taxes fixed, the voters’
only concern is to have the highest possible quantity of public goods in each period. To
simplify the analysis, the voters’ marginal utility from public consumption is assumed
constant, an assumption that makes voters risk-neutral with regard to the kind of uncertainty
discussed here.

Politicians’ only choice in this model is whether to use the given tax revenues to provide
public goods, pleasing the voters, or to appropriate rents for themselves. The government
budget constraint is

gt = η(τ̄ y − rt ), (4.17)

where η is a variable reflecting the politician’s competence in providing the public good. A
higher value of η corresponds to a more competent politician, as the same resources yield
a higher utility flow to the voters. Thus η is formally identical to 1

θ
in the previous section,

except for the interpretation. There θ referred to exogenous events affecting the relative cost
of public goods. Here η is instead a feature of the particular politician in office. We assume
that competence is a permanent feature: a politician with competence η in period 1 retains
that level of competence in period 2 as well. Finally, we let η be a random variable with
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uniform distribution over
[

1 − 1
2ξ

, 1 + 1
2ξ

]
.

Thus, its expected value is 1, and its density is ξ . The range of this distribution is such that,
irrespective of the realization of η, a nontrivial choice between rents and the public good is
always possible. If a politician with competence η is removed from office, a new politician
is appointed, whose competence is drawn at random from the same distribution.

As before rents are constrained to be nonnegative. But we now assume that their upper
bound is binding at a level below the available tax revenue rt ≤ r̄ < τ̄ y. As we shall see,
this assumption gives the voters a motive to maintain competent incumbents in office. The
objective of the period 1 incumbent politician is

vI = r1 + pIβ(R + r2), (4.18)

where 0 <β < 1 is a discount factor and pI is the probability that the incumbent is reelected.
The quantity rt denotes rents grabbed in period t, and R denotes the exogenous rents from
winning the elections. In terms of the previous notation, we thus simplify by setting γ = 1.4

Policy commitments are not possible ahead of the elections. Specifically, the timing of
events is as follows: (1) An incumbent politician is in office in period 1 and chooses rents for
that period, r1, without knowing his own competence η. (2) The value of η is realized and
public-good provision g1 is residually determined so as to satisfy (4.17). Voters observe
their own utility but neither η nor r1. (3) Elections are held. If the incumbent wins, his
competence remains η. If he loses, an opponent is appointed with competence drawn at
random from the same distribution. (4) Period 2 rents r2 are set, and public goods are
residually determined, again so as to satisfy (4.17).

Under this timing, period 2 politicians have no incentive to behave well: they always
appropriate maximum rents, r2 = r̄ , implying public spending at g2 = η(τ̄ y − r̄). Voters
are clearly better off with more a competent (high η) politician, as this gives them higher
period 2 utility. They thus use the elections to reappoint competent politicians and oust
incompetent ones, taking into account their observed utility in period 1 and knowing that
the opponent’s expected value at the elections is E(η) = 1. We now describe how this occurs
and how it shapes politicians’ incentives in period 1. As in earlier sections, each incumbent
politician perceives a trade-off between current rents and the probability of winning the
elections, but the economic mechanism implicit in this trade-off is different.

4. It may be argued that a politician’s competence in providing benefits for the voters is (positively) correlated
with his competence in extracting rents for himself. The model could capture this possibility, by reintroducing a
random γ , correlated with η.
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Equilibrium Behavior How is the incumbent’s probability of victory at the elections
affected by period 1 actions? To answer, we need to describe optimal voting behavior.
Consider the voters’ information at the time of the elections. They know that the incumbent
maximizes (4.18). Let r̃1 denote the solution to the incumbent’s optimization problem in
period 1 (yet to be derived). Note that r̃1 does not depend on η, since competence is yet
unknown to the politician. At the time of the elections, voters know g1 and τ̄ and can
compute r̃1. Hence, by (4.17), the voters can form an estimate of incumbent competence,
say η̃, as

η̃ = g1

τ̄ y − r̃1
. (4.19)

The voters’ behavior is then simple to describe: the incumbent is reappointed only if his
estimated competence exceeds his opponent’s expected competence:

p̃I =
{

1 iff η̃ ≥ E(η) = 1

0 otherwise.

We can now compute the probability of winning the elections, as perceived by the incum-
bent in period 1, when choosing rents. By assumption, he does not yet know his own com-
petence. His probability of reelection pI is therefore given by Prob[ p̃I = 1] = Prob[η̃≥ 1].
The incumbent sets r1, knowing that g1 is residually determined from the government
budget constraint:

g1 = η(τ̄ y − r1). (4.20)

Combining (4.20) and (4.19), the event η̃≥ 1 is thus equivalent to the event

η ≥ τ̄ y − r̃1

τ̄ y − r1
. (4.21)

From the point of view of the incumbent politician, therefore, the probability of winning
the elections, pI , is the probability that (4.21) is satisfied. Under our assumption that the
distribution of η is uniform, this probability can be written as

pI = 1
2

+ ξ

[
1 − τ̄ y − r̃1

τ̄ y − r1

]
(4.22)

The incumbent thus maximizes (4.18) subject to (4.22) by choice of r1. The resulting
first-order condition is

1 − ξ(τ̄ y − r̃1)

(τ̄ y − r1)2
β(R + r̄) = 0. (4.23)

In equilibrium, politicians’ optimal choice must be consistent with the voters’ conjectures
about those choices: r1 = r̃1. Thus, solving (4.23) for r1, we obtain equilibrium rents in the
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first period:

r1 = τ̄ y − ξβ(R + r̄). (4.24)

Given that r1 = r̃1, it follows from (4.22) that in equilibrium, the probability of winning is
pI = 1

2 . This is consistent with our assumption that the incumbent does not know his own
competence when setting period 1 policy.

We may also note a similarity between the present accountability mechanism and that
in the previous section. As there, voters assess their own welfare in the period just before
the elections and reappoint an incumbent who delivers sufficiently high welfare. By in-
serting (4.24) in the government budget constraint, the voters realize that in equilibrium,
g1= G(η) ≡ ξβ(R + r̄)η. Thus they reappoint the incumbent if g1 ≥ ξβ(R + r̄) and oust
him from office otherwise. Equivalently, we can express the voting rule in terms of the
voters’ reservation utility in period 1, just as in (4.10):

p̃I =
{

1 iff w1 = y(1 − τ̄ ) + αG(η) ≥ ϖ

0 otherwise,

where now ϖ = y(1 − τ̄ ) + αξβ(R + r̄). But here this behavior by the voters does not
reflect a deliberate attempt to punish an incumbent who cheated them. Rather, it reflects their
inference about the incumbent’s competence and their forward-looking behavior, taking into
account the implications for next-period welfare. Nevertheless, this voting rule disciplines
incumbent politicians to some extent. And as shown in (4.24), equilibrium rents are lower
the narrower is the range of uncertainty (the higher is the density ξ) and the larger is the
value of winning the elections (as captured by the term β(R + r̄)).

So far we have made the strong assumption that the incumbent politician does not know his
own competence when setting policy in period 1. What happens when the incumbent learns
his competence before setting policy in period 1, but the timing is otherwise the same? Under
such asymmetric information, performance can still reveal the incumbent’s competence,
but things become more complicated. Voters really have to deal with an adverse selection
problem, in which policy can be used as a deliberate signal of competence. Problem 4 of
this chapter deals with this case, which was first studied by Rogoff and Sibert (1988) in
the context of political business cycles in monetary policy. We turn to that specific topic in
chapter 16 but hint at the general idea of electoral cycles in the next subsection.

4.5.2 Electoral Cycles

The model described above suggests that the incentives for an incumbent to appear compe-
tent (and hence to perform well) are stronger just ahead of the elections. It can thus easily
be extended to a model of electoral business cycles. We briefly discuss such an extension
in this subsection.
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Here the horizon is infinite, and elections are held at the end of every other period. The
policy instruments are as in the previous subsection: there is no debt, and taxes are fixed
at τ̄ , such that (4.17) still gives the government budget constraint. But now ηt is a moving
average of shocks to competence in the current and immediately preceding period:

ηt = µt + µt−1, (4.25)

where µt continues to be distributed as in the previous subsection, with mean 1 and density
ξ, and it is serially uncorrelated. Thus competence changes over time, but slowly. If a
policymaker was competent yesterday, he retains some of his competence today, though
some may depend on new factors. This assumption is plausible, in that circumstances change
over time and a policymaker who was competent in some tasks need not remain so when
the tasks change.

As in the previous subsections, we assume that policy decisions in each period t are
made before knowing the realization of µt . The realization of µt−1 is known to everyone
(policymaker and voters) in period t. As above, information is thus symmetric between the
voters and the incumbent. This is equivalent to assuming that the initial value µ0 is known
and that gt−1 is publicly observed in period t, because then the realization of µt−1 can be
inferred from the government budget constraint and knowledge of equilibrium rents.

Under these assumptions, the equilibrium is straightforward. In off-election periods, the
incumbent faces no incentive to behave well, and rents are maximal: rt = r̄ . Even though
his performance in the current period t reveals the incumbent’s µt , the voters do not care
about it, as elections take place only in period t + 1. At that point, voters will look ahead
at period t + 2. By (4.25), E(ηt+2 | gt + 1) = 1 + µt + 1. Hence knowledge of µt is irrelevant
for the svoters.

In on-election periods, on the other hand, things are different. When period t + 1 comes,
policy choices indeed reveal the realized value of µt+1, as shown by E(ηt+2 | gt+1) =
1 + µt+1. Policy choices thus determine the election outcome. Hence, during on-election
periods, policy choices are shaped by exactly the same incentives as in the previous subsec-
tion, and equilibrium rents are given by (4.24). Thus the model predicts that performance
improves just before the elections: wasteful spending decreases and the quality of public
consumption improves. Moreover, competent incumbents who are able to please the voters
are reappointed, whereas incompetent ones are ousted from office. In this simple model,
the incumbent’s incentive to appear competent induces better policy performance. Thus the
voters are better off during on-election periods, or to put it in terms of institution design,
the voters are better off if elections are held every period.

The incentive to appear competent, however, could very well induce policy distortions
that reduce the voters’ welfare. To see how this could happen, let’s rewrite the government
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budget constraint as

gt = ηt (τ̄ y + st ),

where now there are no endogenous rents r, and the new variable st denotes “seignorage,”
or more generally a hidden and distorting tax the voters observe and pay only after the
elections. Politicians maximize the voters’ welfare but also care about the probability of
winning, because they value the exogenous rents from office, R.5 They set st at the start of the
period, knowing µt−1, and then µt is realized. Writing down these assumptions explicitly
and solving for the equilibrium yields the result that the equilibrium policy is optimal for
the voters during off-election periods but not just ahead of the elections. Problem 3 of this
chapter deals explicitly with this extension, but it is worth stating the intuition for the results.
During on-election periods the incumbent still wants to appear competent. To do so, he must
increase public consumption, but now this implies increasing seignorage above the socially
optimal level.

The two versions of electoral cycles thus have different implications for the voters.
With endogenous rents, the incumbent trades off decreased rents for himself against a
higher probability of winning the next election. Elections are thus good for the voters. With
seignorage, the incumbent trades off additional policy distortions for the voters (about whom
he cares) against a higher probability of winning. In this sense, elections reduce the voters’
welfare. Yet elections still serve a useful purpose: namely, to select the best candidate for
office. Hence it does not immediately follow that election dates ought to be very far apart,
despite the induced policy distortions.

We will encounter the career concern model in different parts of the book, building
on the basic ideas developed in this section. In chapter 9, we use it to discuss alternative
electoral systems, contrasting local and national elections, and majoritarian and proportional
elections. As already mentioned, we also use it in chapter 16 to analyze an electoral cycle
that induces policy distortions with regard to monetary policy.

4.6 Discussion

In this chapter, we laid out a new set of tools for modeling political equilibria. Substan-
tively, however, the chapter revolved around a fundamental question in political theory: to

5. When politicians also care about the voters’ welfare, besides their own rents, we can relax the assumption that
τ̄ is exogenously fixed. We made this assumption in the previous subsection because the equilibrium value of τ is
indeterminate unless it is exogenously fixed. But with politicians who also care about the voters, a well-defined
optimality condition pins down the value of τ .
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what extent can elections solve the agency problem between the citizens and their elected
representatives? We hinted at some prospective answers in very different models of politics.

In the preelection model of politics studied in sections 4.1 and 4.2, the answer depends
on whether the voters perceive the two competing candidates as good substitutes. In the
Downsian model with identical candidates, endogenous rents from office are entirely dissi-
pated. When instead intrinsic differences remain between the candidates, so that economic
policy is not the only determinant of elections, rents remain in equilibrium. We use this
model again in chapter 8, when we ask how serious the agency problem is under different
electoral rules. In the two postelection models of politics studied in sections 4.4 and 4.5, elec-
tions also discipline the politicians and limit rent extraction but through an entirely different
mechanism, namely by making reappointment conditional on good economic performance.
This kind of retrospective voting punishes the incumbent—directly or indirectly—for his
bad behavior but still leaves him with positive rents. We use similar postelection models of
politics extensively in chapters 9 and 10 to address a number of questions in comparative
politics, including how different electoral rules and different political regimes handle the
agency problem.

All these models capture important aspects of reality, but they are not without problems.
The preelection model of politics stretches things too far by assuming credible commit-
ments to policy platforms in the electoral campaign. As we have seen in section 4.3, this
assumption—if taken literally—requires unrealistic assumptions about enforcement and in-
formation. Still, the promises in the electoral campaign are not irrelevant, perhaps because
of reputational concerns.

The electoral accountability model (of section 4.4) does away with the commitment
assumption. But voters are ex post indifferent between reappointing or not reappointing
a misbehaving incumbent. This makes the equilibrium fragile by opening the door for
multiple equilibria. Furthermore, the voting rule breaks down if the incumbent and his
opponent differ in some important respect, say because they have different competence,
different seniority, or different ideologies. Again, reputational concerns on the part of vot-
ers might restore these equilibria: they may realize that ex post deviation from ex ante
optimal voting rules would destroy the incumbent’s future incentives, or the voting rule
may be interpreted as a sociological norm of behavior, which is logically consistent and
self-enforcing. But reliance on such reputational arguments makes the multiple equilibrium
problem even worse, particularly when the principals are a large number of uncoordinated
voters.

The career concern model (of section 4.5) does not suffer from this fragility but has
other deficiencies. With conflicts of interest among the voters themselves, having a com-
petent government may be a small concern for individual voters or groups, whose pri-
mary concern is to make sure that policy is set according to their own interests, rather
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than to those of some other group of voters. Indirect electoral rewards based on estimates
of competence may therefore be implausible in situations involving the most acute con-
flict of interest among the voters. It is perhaps no coincidence that this career concern
model of politics has been fruitfully applied to monetary policy or to macroeconomic pol-
icy, in which the presumption of a low-dimensional conflict among voters might be most
appropriate.

From a strict realism point of view, electoral promises are not binding, and policy is formed
once in office. But equally clearly, what happens in the course of the electoral campaign
has some relevance for the election outcome as well as for subsequent policy choices.
The chapter thus points to a very interesting question, namely how to combine models of
pre- and postelection politics. Austen-Smith and Banks (1989) have made an interesting
attempt at progress on this difficult question, considering a two-period model of moral
hazard. Even though information is symmetric, equilibria exist where the voters’ strategy
of reelecting the incumbent depends on the observed policy outcome relative to the platform
upon which the incumbent was initially elected. This “reputational” mechanism disciplines
the incumbent and creates an incumbency effect despite all politicians being identical. With
asymmetric information, announcements could also play a role in information transmission,
as in the standard models of regulatory agencies, starting with Baron and Myerson (1982)
and Sappington (1982). Harrington (1993) indeed studies a model in which there is no
agency problem but voters are asymmetrically informed about politicians’ intended policies.
This model has equilibria in which politicians find it optimal to reveal information truthfully
to voters about their type (intended policies), as this enhances their chances of reelection.
Moreover, if elected, politicians stick to their electoral campaign promises. We shall return
to the difficult question of how to bridge pre- and postelection models of politics, particularly
in the concluding chapter of the book.

4.7 Notes on the Literature

Brennan and Buchanan (1980) formulate the hypothesis of a Leviathan government at-
tempting to maximize revenue for its own private agenda. A similar idea lies behind
Niskanen’s (1971) model of a budget-maximizing bureau, although the bureau interacts
with the government rather than the voters. Breton (1974) assumes that the party holding
government acts as monopolist but is constrained by the prospective entry of the opposi-
tion. Stigler (1972) and Becker (1983) suggest the idea that political competition may bring
about optimal outcomes for the voters, even though these authors do not propose this as a
general theory of government. Wittman (1989, 1995), in particular, has pushed the idea of
the generally efficiency-enhancing effects of political competition. In a series of interesting



Persson Book May 22, 2000 14:24

90 Chapter 4

papers, Grossman (1991, 1994, 1999) and Grossman and Kim (1996a, 1996b) focus on
the agency problem in nondemocratic societies (or more generally, those in which agency
is controlled through means other than elections). Laffont (1999) provides an extensive
analysis of political incentive problems in regulation from the perspective of principal-
agent theory. Shleifer and Vishny (1999) discuss corruption in a variety of public policy
settings.

Our model of rent extraction, electoral competition, and probabilistic voting in section 4.2
is closely related to that in Polo 1998, which builds further on ideas in Grillo and Polo 1993.
J. Svensson (1997) also studies a probabilistic voting model with forward-looking voters,
in which electoral competition may discipline rent seeking. But in his model the rents are
sought by bureaucrats who may or may not get bailed out by the politicians elected by the
voters.

The discussion about commitment in section 4.3 borrows general ideas and some termi-
nology from the theory of incomplete contracts. This theory is summarized in Hart 1995
and discussed by Tirole (1999).

The electoral accountability model of section 4.4 goes back to Barro (1973). Ferejohn
(1986) extended it and studied subgame-perfect equilibria, rather than Nash equilibria.
Ferejohn’s infinite-horizon, incomplete-information model has exogenous rents from office
and the incumbent politician minimizing effort. Persson, Roland, and Tabellini (1997) adapt
that model to outright rent extraction. As discussed in the text, Austen-Smith and Banks
(1989) study electoral accountability in a setting where voters adopt retrospective voting
strategies that are conditioned on the difference between the incumbent’s performance and
his initial policy platform. Banks and Sundaram (1993) study a setting where the voters
trying to hold a politician accountable face not only moral hazard, but also adverse selection
problems. Banks and Sundaram (1996) add term limits and allow for more general voting
strategies.

The career concern model of section 4.5 draws on Holmström 1982. Dewatripont, Jewitt,
and Tirole (1999a, 1999b) discuss and extend the literature on agency and career con-
cerns, with particular attention to alternative assumptions on information. Their approach
is promising and has not been applied to politics, to our knowledge. Note, however, that
the career concern model applied to a firm or an organization typically assumes that man-
agers maximize the expected value of their competence (corresponding to η̃ in the model
of section 4.5). Assuming, as we have done, that an incumbent politician maximizes his
probability of reelection (and thus the probability that η̃ is above a certain threshold) is quite
different, and hence the results do not immediately generalize.

A large theoretical and empirical literature on electoral or political business cycles goes
back to Nordhaus 1975 and Lindbeck 1976. The first paper to study electoral cycles with
rational voters and office-motivated politicians was by Rogoff and Sibert (1988), who
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studied a model of adverse selection with exogenous rents in which politicians care about
both winning and voters’ welfare. Chapter 16 further reviews the literature on electoral
cycles in monetary policy.

4.8 Problems

1. Political rents in lopsided elections

This question deals with issues analyzed in Polo 1998. There are two political candidates
(A and B) each proposing a level of taxes τ and a level of spending on public goods g. The
public good g is financed through proportional income taxes. The candidates can, however,
also use public funds for private consumption. The amount diverted to private consumption
is denoted r . A continuum of citizens of measure one, indexed by i , all have the same
income 1. The government’s budget constraint is thus τ = g + r. The citizens’ preferences
over private consumption, c, and a public good, g, are described by

ui = ci + H (g) ,

ci = (1 − τ ). Citizen i will vote for candidate A if

(1 − gA − rA) + H (gA) > (1 − gB − rB) + H (gB) + σ i + δ.

Parameters σ i and δ describe the individual’s preference in favor of party B and are dis-
tributed uniformly on
[
− 1

2φ
,

1
2φ

]

and
[
− 1

2ϕ
,

1
2ϕ

]
,

respectively. Political candidates care only about their private consumption, r , and their
utilities are r if they win the election and zero otherwise.

a. First, consider the case in which the candidates know that the value of δ is zero. Solve
for the equilibrium levels of taxes and rents.

b. Now consider the case in which the candidates know that the value of δ is greater than
zero. Solve for the equilibrium levels of taxes and rents.

c. Now consider the case in which the candidates do not know the value of δ, but they know
that its expected value is zero. Solve for the equilibrium levels of taxes and rents.
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d. Finally, consider the case in which the candidates do not know the value of δ, and δ is
uniformly distributed on
[
α − 1

2ϕ
,α + 1

2ϕ

]
,

that is, one candidate may have a competitive advantage. Solve for the equilibrium levels
of taxes and rents as well as the equilibrium probabilities of winning the election. Are
expected rents higher in this equilibrium than in the equilibrium without advantages for
either candidate? It is not necessary to specify the conditions for existence of equilibrium.

2. Rents with endogenous value of being in office

Consider the model in section 4.4. An incumbent politician proposes a level of spending
on public goods, g, and a level of private rents for himself, r . The public good g is financed
through proportional income taxes. A continuum of citizens of measure one, indexed by i ,
all have the same income y. The government’s budget constraint is τ y = θg + r, where θ
is a parameter measuring the cost of providing public goods. Citizen i’s preferences over
private consumption ci and a public good g are described by

ui = ci + H(g),

where ci = y(1 − τ ). The incumbent’s utility consists only of consumption of the rents,
u = γ r . The following game is repeated an infinite number of periods. (1) θt is realized
and observed by everybody. (2) Voters set a reservation utility for reelecting the incumbent.
(3) The incumbent sets the policy variables, rt and gt . (4) Elections are held in which the
voters choose between the incumbent and an opponent with the same characteristics as the
incumbent. A politician maximizes
∞∑

t=0

β t ptγ rt ,

where β t is the subjective discount factor and pt is the probability of the incumbent’s being
in office at period t . Assume that a politician who is voted out of office cannot be reelected.

The incumbent at period 0 maximizes

γ r0 + βp1 RI,1,

where RI,1 is the value of being an incumbent in period 1. The voters coordinate on the
same retrospective voting strategy, voting for the incumbent if their utility is higher than or
equal to ϖt (θt ).

a. Solve for the optimal voting strategy ϖt (θt ).
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b. Suppose that term limits are imposed that do not allow the incumbent to stay in office
more than three periods. How will this affect the voters’ ability to discipline the incumbent?

c. Now suppose that there are two parties to which the candidates may belong. As before, the
politician may stay in office for a maximum of three terms. Assume that the voters use the rule
to vote for a candidate belonging to the same party as the incumbent if and only if rents are
below some specific level. Suppose further that a new party candidate may bribe the incum-
bent not to keep rents too high in his third term. What is the new equilibrium level of rents?

3. Electoral cycles with seignorage

Assume the following model of electoral cycles with seignorage. Let us write the
government budget constraint as

gt = ηt (τ̄ y + st ),

where τ̄ denotes fixed taxes, ηt denotes the incumbent’s competency level, there are no
endogenous rents r, and the variable st denotes “seignorage” or, more generally, a hidden
and distorting tax observed and paid by the voters only after the elections. Therefore, voters’
welfare is

wt = y − τ̄ − st − V (st ) + αgt ,

where V (·) is a convex function capturing the distortions of seignorage. As is common in
these models, the politician’s competency, ηt , is determined by

ηt = µt + µt−1,

where µt is uniformly distributed with mean 1 and density ξ and is serially uncorrelated.
Politicians maximize voters’ welfare and reelection rents according to

E(wt | µt−1) + pt R,

where pt is the probability of reelection.
The stage game at time t is given by: The politician chooses st , given µt−1 and without

observing µt . Nature determines µt . Voters observe gt only. If t is an on-election period
voters reelect the incumbent politician or elect a new contender, drawn from the same
distribution. If t is an off-election period, we move to the election period. The stage game
is infinitely repeated.

a. Show that in off-election periods, the incumbent sets st optimally.

b. Find the equilibrium seignorage in on-election periods. Show that they are larger than
off-election seignorage (the social optimum level).
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c. Perform comparative statics with respect to the effects of the exogenous spoils of office
R, the sensitivity of reelection probability ξ , and the total taxes available τ̄ .

4. Equilibrium selection in the adverse selection model

Assume the following two-period model with adverse selection. In this model a politician
knows his competence level when deciding on the rents he extracts. Specifically, suppose
taxes are fixed at τ̄ . Voters’ preferences in period t = 1, 2 are

wt = y(1 − τ̄ ) + αgt ,

where α≥ 1 is an exogenous parameter and y = 1 denotes income. Politicians’ only choice
is whether to use the given tax revenues to provide public goods, thus pleasing the voters,
or to appropriate rents for themselves. The government budget constraint must be balanced
in each period and is given by

gt = η(τ̄ y − rt ),

where η is a variable reflecting the politician’s competence in providing the public good.
The variable η can take on one of two values, 1

θ
and 1

λθ
, with equal probability, where

λ < 1. A politician with competence η in period 1 also retains that level of competence in
period 2. If the politician is not reelected, a contender is chosen with competence ηc, with
1
θ
< ηc< 1

λθ
. Rents are constrained to be nonnegative. Assume the upper bound of rents

to be binding at a level below the available tax revenue rt≤ r̄ < τ̄ y. The objective of the
period 1 incumbent politician is

r1 + pIβ(r2 + R),

where 0 <β < 1 is a discount factor and pI is the probability that the incumbent is reelected.
The quantity rt denotes rents grabbed in period t, and R denotes the exogenous rents from
winning the elections.

Policy commitments are not possible ahead of the elections. Specifically, the timing
of events is as follows: (1) An incumbent politician is in office in period 1 and chooses
rents for that period, r1, knowing his own competence η. (2) The value of the public good
provision g1 is residually determined. Voters observe their own utility, but neither η nor
r1. (3) Elections are held. If the incumbent wins, his competence remains η. If he loses,
an opponent is appointed with competence ηc. (4) Period 2 rents, r2, are set, and the game
ends.

a. Assume that if the politician’s strategies do not reveal his level of competency, voters
are not willing to reelect him. Show that pooling equilibria exist but do not survive the
elimination of weakly dominated actions refinement.
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b. Assume now that even if the politician’s strategies do not reveal his level of competency,
voters are nonetheless willing to reelect him. Show that pooling equilibria exist and survive
the intuitive criterion.

5. Challenger selection procedure

In the same model as in problem 4, now assume that at the election stage a contender is
drawn with competency ηc from a distribution of levels of competency 1

θ
− ε and 1

λθ
+ ε

with equal probability (ε small). Observing ηc, voters then compare the contender’s com-
petency to the incumbent’s expected competency and choose the candidate with the higher
competency level. In case of a tie, the new candidate is chosen. The prior belief about the
contender is that he has the levels of competency 1

θ
and 1

λθ
with equal probability.

a. Write the expression for the incumbent’s probability of winning.

b. Find a separating equilibrium in this model.

c. Show that pooling equilibria exist, but that they do not survive the intuitive criterion.
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