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AN ANALYSISOF POLITICAL BUSINESSCYCLE THEORY AND ITS

RELATIONSHIPW ITH THE NEW POLITICAL MACROECONOM ICS

Abstract. The paper analyses the fourprincipalm odel types that com prise the
political busihess cycle liemture. It then considers how this liemture
com plam ents the ‘new political m acroeconom ics’ In analysing the inpact of
politics on Inflation . Political bushess cycle m odels can be classified according
to the political m otdvations of opportunian and ideoclogy aswell as by the way
n which ndividuals form expectations. Ushg this classifications we pay
particular attention t© the underlying assum ptions of the m odels. The paper
concludes that a satisfactory m odel should mcorporate the possibility of both
deological and opportunistic behaviour. W hile som e academ ics continue to
frown at the political bushess cycle litemture, the ‘ew politcal
m acroeconom ics’ has generally been w ell received, perhaps as a consequence
of its foundations stemm Ing from the new classical m acroeconom ic revolution
of the 1970s. However, the two have common political foundations in
exploring the effect of political Incentives on m acroeconom ic variables. The
Thoorporation of rational expectations by political bushness cycle theorists has
united the tw o strands of literature t© som e extentand yet, asw e explan, there
ram ain factors that one can ake from the political business cycle literature and

Thoorporate w ithin the new politicalm acroeconom ics.
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1. Introduction

The term political business cycle is usually attributed t© the work of K alecki
(1943). Kalecki argued that govermm ents are subpct t© pressure from the
entrepreneurial class to m antain the discipline of the w ork—force through the
fear of unemploym ent. A Ithough govermm ent policy t© alleviate the worst
effects of a recession w ould gain w ide support, the entrepreneurial class w ould
obEct to mvolram ent at such an mtensity In an econom ic upsurge. As a
consequence, govemm ent are pressurised nto ‘shaping’ the busihess cycle.

K aleckireferred to the resultentcycle as the political bushness cycle.

K aleckis m odel is I effect a pressure group m odel. Tts w eakness is the
lack of analysis of the r=lationship between the economy and groups w ithin
society. The relationship is assum ed rather than explored. M oreover, there is
only one ideological m otivation for govermm ent and that is to defend the

hterests of the entrepreneurial class.

The m ain developm ents In the political business cycle literature follow ed
a resurgence of nterest n the 1970s. The literature can be classified according
to the opportunistic-ideclogical spectrum of political motwvation and,
furtherm ore, according to the expectations that iIndividuals are assum ed to hold.
These classification m arks allow us to dentify four varants in the political
bushess cycle litemture: (i) the pure political bushess cycle; (i) strong
partisan theory; (iii) w eak partisan theory and (iv) the rational political business

cycle.W ew illanalyse each In tum.



The 1970s saw the em ergence of new classical m acroeconom ics. One of
itsm ostdram atic conclusions is that, under certain conditions, govermnm ents are
unable to use damand management policies to mnfluence output or
uneam ploym ent. The policy neutrality proposition was in stark contrast to the
dea that govemm ents could actually engheer a bushess cycle and freely
m anipulate the econom y. Therefore, the new political m acroeconom ics, which
grew outof the new classical revolution, has paid a great deal of attention t©
the effect of politics on nflation and, m ost notably, contributed to the debate
about m aking central banks ndependent. How ever, it has been shown by
A Jlesina (1987) that it is possible to have a political bushness cycle w ithin a new
classical m odel. This weak partisan m odel w ill be discussed along w ith the
other political bushess cycle varants using the classification highlighted
above. O ur additional nterest n the new political m acroeconom ics is to show
how one can draw further from the political business cycle literature to m ake
conclusions conceming mflation wihin a new politcal m acroeconom ic

fram ew ork.



2 .Purepoliticalbusness cycle

The pure political bushness cycle m odel is associated prim arily w ith the w ork of
Nordhaus (1975)} N ordhaus takes political parties to be solely interested w ith
political com petition and the m aintenance of pow er. Th o doing partes ain o
m axin ise the votes ocbtanable at election tim e. The election period is taken t©
be of fixed length so that there are periodic elections. The economy is
described by the fam iliar Phillips curve relationship between inflation and
unem ploym ent. Tt is assum ed that there exists a greater trade-off n the Jong—+un

then m the shortrun.

Votars are portrayed as having a poor understending of the econom ic
systam . This is seen as a rational ignorance because of the nform ation cost
hcurnred In both obserwving and understending the econom ic systam .
C onsequently, voters are assum ed t© use rates of inflation and unem ploym ent
as a guide to the govermm ents perform ance. M oreover, it is teken that voters'
m am ories extend only over the course of the current election period. Th effect
each election period is Independentof the next. A telection tim e voters com pare
the perfom ance of the govemm ent by reference © some sandard for the

economy .

It is assum ed that mdividuals’ expectations are static so that there is no
change In expected econom ic perform ance. This allows one to model an
ndividuals voting function as determ med by cument policies which are

represented by rates of mflation and unem ploym ent. The aggregate vote



finction is then the sum m ation of Individual voting finctions and is taken t be

quasi-concave.M oreover;, votars have decaying m em ory of pastevents.

The final assum ption of the N ordhaus m odel is that the score hypothesis
holds. This states that popularity is directly related w ith econom ic outcom es.
Specifically, this m odel associates rising unem ploym ent and mnflation with
falling popularity. The definition of popularity m ost comm only taken is the
num ber of people who would vote for the incum bent if an election was held

tom orrow .

G iven these assumptions govemm ent is able to exploit the shortrun
Phillips curve In order to m axin ise votes atelection tim e. If there w as no short-
mn trade-off the goverrm ent w ould pursue the optim al inflation rate which is
consistent w ith the tangency between the long—xun Phillips curve and the
aggregate voting function. This is the golden policy rule. If the aggregate voting
finction is taken to be the socialw elfare fiinction, the golden policy mile is akin

to a Jong-tem planning agency notdiscrin nating betw een generations.

W ith the shortrun Phillips curve govermm ent vote-m axin isihng behaviour
In plies a political business cycle. Prior to an election govermm ent attem pts to
hcrease aggregate votes by moving along one particular shortxun Phillips
curve, trading-off mflation for Jow er unem ploym ent. Provided inflation is not
too high this allows govemment t© attain a higher level of govemm ent

popularty . Thus the chances of the govermm entbeing reelected are Increased.



This is the m yopic policy choice and is associated w ith Jow er unem ploym ent

and higher nflation than the golden policy mile.

The myopic policy cannot be sustamned since it does not lie along the
Iong+un Phillips curve or inflation-unem ploym ent trade-off. Thus, after an
election the shadow price of Inflation is high. The govemm enthas an lncentive
to contract the economy i order to reduce inflation? The low er is nflation
when govermm ent nitiates a preelection expansion the higher the attamnable
Jevel of popularity and the greater the chance of election success. If Inflation is
high enough when the preelection expansion is mibtated, govemm ent can

actually reduce individuals’ w elfare.

The pure political business cycle In plies boom doust cycles and stop-go
policies. The govermm ent w i1l induce falling unem ploym ent and rising output
grow th prior to the election and rising unem ploym entand falling output grow th

after the election.

The N ordhaus m odel can be criticised on several fronts. It assum es that
political parties are m otivated solely by opportunism and thus neglects partisan
behaviour. Furthem ore, it ought to e recognised that political parties m ay
nead to signal to different sets of voters that they are capable of handling both
sides of the Phillips r=lationship. Thus, a sin ple opportunistic or ideological
dim ension to the govermm ent’s cbjective finction could be madequate in the

construction of a realistic portrayal of political behaviour.



The Nordhaus m odel is crucially dependent upon the traditional score
hypothesis whereby votaers credit the govermm ent in term s of popularty for
In provam ents In econom ic outcom es. H ow ever, the score hypothesis view s the
voters as non-sophisticated. Chappell and Keech (1988) distnguish between
naive and sophisticated voters. N aive voters are unable to determ tne the future
Inplications of econom ic policy and thus how sustanable the econom ic
position is. This is In portant because n the N ordhaus m odel govermnm ents In
the min-up to the election are creating com binations of ocutput grow th, Inflation
and unem ploym ent that are not sustamnable. A sophisticated voter cannot be
m anipulated by such policies. Thdeed a sophisticated voter w i1l penalise these
policies. M oreover, Chrystal and A It (1981) have noted that the traditional

score hypothesis popularity fiinction tends to be tim e dependent.

The score hypothesis assum es that popularty finctions are ideologically—
free, sin ply relating positive econom ic outcom es w ith positize m ovam ents In
popularity. However, Swank (1991) calls Into question the staightforward
relationship betw een econom ic outcom es and popularity. He argues that we
nead to consider how popularty is affected by the future expectations of
econom ic outcom es. Sw ank’s argum ent can be seen as In portant n three w ay's.
Firstly, it acknow ledges the importance of expecttions. Secondly, it
Thoomporates the concept of econom ic com petence and, thirdly, it offers an
deological component t© popularty. Consequently, it is possible for an
Tncum bent to receive increasing support even if an econom ic varable w orsens.

If the key problan is unemploym ent an ncum bent party of the Left may



recelve ncreasing support degpite rising unem ploym ent. However, the
relationship between ideology and econom ic conditions is clouded by the
perceived com petence of the political partes .n m anaging the economy. If a
political party is believed t© lack com petence then even if it is dentified as
prioritising the key econom ic problam itm ay notreceive the supportonem ight

suppose.

In the UK we can dentfy the April 9th, 1992 election as an exam ple of
an Incum bent govermnm ent facing w orsening econom ic conditions and the key
econom ic problan being w idely identified as a higher priority of the mamn
opposition party . D espite this the ncum bent C onservative govermm entw as re—
elected. Consider the econom ics of the preelecton period. The UK
unem ploym ent rate in the election quarterwas 9 6% , a rise of exactly 2% on
the equivalent quarter of the previous year. The OECD average had risen from
68% t©74% .M eanwhile, nflation over the sam e period had fallen from 6 .0%

t041% .The OECD rate had fallen from 4 9% t© 3 4%

The econom ics of the period w ere m inored by ndividuals’ perceptions.
Over the period 1991 2) to 1992 2), In regoonse t© a G allup question as to the
most urment pmwblam facihg the country, the most frequent reply was
unem ploym ent. An average of 38 2% of respondents dentified unem ploym ent
compared to 14 2% dentifying prices as the m ost urgent problam . Further, in
reply to the question as to which political party would best handle their
perceived m ost urgent problam , the Conservatives and Labour were both

dentified by 33.7% of resoondents. So despite the predom mnance of the



unem ploym ent issue the Labour Party did not appear to gain the popular
support one m ay have supposed of a leftof-centre party. The com petence of
the Labour Party w as clearly an issue. Ttappears that the com petence factor lost
Labour the 1992 UK election and explains why Labour subsequently becam e

New Labour’ contnually stressing its ability to govem.

Labour was of course helped by the grow Ing dissatisfaction w ith the
C onsaervatives after 1992, but again the com petence factorw as in portant. This
tim e, how ever, Labour was the beneficiary. The period from January 1996
through to the election m M ay 1997, saw an average of 73 6% of regoondents
to M ORI polls express dissatisfaction w ith the govermm ent’s munning of the
country . H ow ever, at the sam e tim e there was no popular perception that the
econom ic conditions of the country would getworse. Only 4 2% m ore people
thought the economy would get worse mather than inprove with the largest

num ber;, 39 8% , believing econom ic conditionsw ould stay the sam e.

Research is needed nto the concepts of econom ic and adm istrative
com petence. There is a need t© define these com petencies m ore clearly and to
explore their nterdependence. H ow ever, itcan be seen from the above analysis
that popularity functions are affected by both ideology and com petence. The
score hypothesis, upon w hich the pure political business cycle is built, doesnot

Thoorporate eitherand ism uch w eakeras a result.

A furtherproblam of the N ordhausm odel is that of flexible election dates.

The flexibility of the election date, n effect, presents the governm ent w ith an



additional policy Insttum ent. Thdeed it provides us w ith the mtriguing question
of whether it is the election date that determ lnes m ovam ents In govermm ent
nstum ents and econom ic outtom es or whether it is these movam ents In

econom ic variables thatdeterm e the election date.

W e would expect the flexibility of the election date to at least dam pen
N ordhaus cycles. Tt also poses problan s In em pircal testing. M uch of the
evidence, particularly for econom ic outcom es has used either a pattemed or
dummy varible! However, the construction of these variables tends to be
based around an election date which isnotata fixed ntervalbut is setby the
Tncum bent governm ent. O pportunistic m otives could be in portant in the setting
of this date =0 that the date colncides with an Inproving or satisfactory
econom ic s@ate. Thus, even if one finds cycles In unem ploym ent or output
around the tim e of the elections itm ay be happropriate t© attrbute them to the
effect of the election date itself. Tt could be the case that the cycles n fact
contributed to the setting of the election date. Em pirical testing of opportunistic
m otives as defined by Nordhaus is best done by an analysis of cycles n

govermm ent nstum ents.

The N ordhaus hypothesis assum es a straightforw ard relationship betw een
the m anjpulation of nstrum ents, m onetary or fiscal, and effects on econom ic
variables. The N ordhaus m odel appeared I a period when m acroeconom ic
orthodoxy w as being challenged by the new -classical school. Tn particular, the
policy neutrality result suggests that anticipated governm ent policy could be

heffective. If ndividual agents hold rational expectations and thus use all

10



available nform ation in form ing thelr expectations of a variable, rather than
m erely using past realisations, on average their forecasts are conrect. If it is
further assum ed thatm arkets are perfect then ndividual actions w ould negate

anticipated govermnm entpolicy .

D espite these reservations the pure political business cycle m odel contains
qualities which can be built upon. Its simplicity mvoked much of the
subsequent literature. T particular, ithelped n dividing the literature betw een
prin arily opportunistic or deologically m otivated m odels and according to

w hether Individuals are deam ed to form adaptive or rational expectations.

3.Partdsan theory

The pure political business cycle approach om itted an ideological din ension
from the utdlity finction of politicians. Political parties are a coalition of
hterests. A ssum Ing that the only m otivation is t© retain pow er ignores issues
relating to the pursuance of partisan interests. Partisan theory has categorised
political parties as being of the Left or R ight. Tt has portrayed the party of the
Left as beng concemed w ith the Interests of the w orker and the party of the
R ight as defending the nterests of the entrepreneur. T order to defend these
hterests partisan theory assumes that a party of the Left will priortse
unem ploym ent over inflation and undertake m onetary and fiscal policies to

prom ote grow th and w elfare. The party of the rightw ill prioritise lnflation over

11



unem ploym ent. M onetary and fiscal policy w il be tighter than under a party of

the Left.

The definition of partisan theory stresses that political parties w ill have
different econom ic priorities. The validation of partisan theory com es from two
related pergpectives. The first is a purely econom ic validation of the conceptof
partsanship. It considers how ndividuals are affected differently over the
course of the business cycle. If it is possible to dentify groups such that they
are affected differently over the course of the business cycle, then it would
appear valid to have political partes that offered different econom ic priorities.
The political parties would then be able t© affect policy In order to sarve the

econom ic mterests of their core consttuents.

The typical econom ic validation is t© consider the share of national
Thoom e going to capital and Jabour over the course of the bushess cycle. For
nstance, Hibbs (1977) cites evidence that the profit to wages ratio Increases
steadily after a trough I bushess activity, peaking halfway through an
expansion, before falling aw ay . SThce uneam ploym ent typically Jags changes In
output, unem ploym ent w i1l tend to fall as the profit to wages ratio also f&Alls.
Unamployment will only fall when it is profiable for fitns t© change
an ploym ent Jlevels rather than utilisation rates. H ence, an Increase In the chare
of mcome going to labour will concide wih a &ll n productivity. This
suggests a negative relationship betw een Jabours share of national lncom e and
productivity m easures. Furthem ore, the analysis implies that with fallng

unam ploym ent the waged sector as an entty benefits. Conversely, rising

12



unem ploym ent is associated w ith a falling share of national lmcome to the

w aged sectorand a rise n both productivity and the profit to w ages ratio.

Reder (1955) and Phelps (1972) argue that a tiohtening In the labour
m arket w ill cause a namow g of wage differentials’ A tightening of the
Jabour m arket, which reduces lJabour slack for every kind of jpb, causes a
substitution effectwheraoy w orkers w ith the m Inin um  specified qualifications
can substitute for those previously more skilled. The effect is t© mise the
equilbrim wage paid on Jbs requiring less than the highest degree of kill

Thitating a dom Mo effectof substtution w ithin the Jalbourm arket.

Phelps believes that the Jess skilled w i1l fare better n getting jobs when
the labour market is tighter because the cost of overlooking them or
discrim nmating agamst them has ncreased. The m echanian  through which this

operates is upgrading .

The iIn portance of em ploym ent over the business cycle and the state of
the Jabourm arket has attracted m uch attention. It is believed that em ploym ent
effects are quantitatively greater than those stemm Ing from inflation. Thurow
(1970), while finding that inflation leads to further mequality of lncom es found
that the effects of higher unemploym ent were nine tines more potent In
determ Ining the incom es of w age-eamers and the poor. Thurow suggests that
the combmation of low unemployment and high nflation has a net

redistrbutive effect tow ards low erpaid w orkers and the poor.

13



A second validation of partisan theory is offered by polls of political
support. H dbbs (1982) considers how social class n the UK affects answ ers to
opmion polls conceming the number who see unem ploym ent as the most
In portant problam . The replies w ere for O ctober 1964, Septam ber 1969, and
M ay 1975.W hile there was a tim e dim ension, such that regardless of class a
higher num ber replied that unem ploym ent w as the m ost In portent problem n
1969 relative to 1964 and in 1975 relhtive to 1969, itwas alw ays the case that

Jow er social classes show ed a greater concem forunem ploym ent.

Hibbs (1982) estimates a political support m odel am ong occupational
groups for the period 1962 (3) to 1978 (@4). The political support for the
Tncum bent govermm entw as found to vary m ore across occupational groups In
relation to unemployment than inflation. M oreover, lower social classes
expressed thelr sensitivity towards unem ploym ent levels via their voting

ntentons.

31 Strong partisan theory

Partisan theory can be categorised according to whether partisan policies are
thought to have pem anent effects on the economy and w hether govermm ent
persistently pursues such policies. Strong partisan theory takes the pursuit of
the partisan econom ic priorities as both the sole cbjective and m otivation of

political behaviour and as having persistent effects on the econom v. Therefore,

14



it Jies at the opposite end of the ideology-opportunistic spectum t© the pure

political business cyclem odel.

W ih strong partisan theory, as with the Nordhaus hypothesis, it is
assum ed that governm ent is able t© manpulate the economy. The ability to
m anipulate the econom y forpartisan cbjectives results In strong partisan theory
also being refernred to as the party control hypothesis. Strong partisan theory is
closely associated w ith Douglas H bbs? Tests for the effect of strong partisan
theory thus Involve analysing w hether the Left versus R ight din ension has led
to discemible partisan effects on econom ic Instrum ents and outcom es, net of
trends, cycles and random  fluctuations. H ow ever, if ideologies are not constant

then w e m ay have governm ent specific effects rather than party specific effects.

Strong partisan theory assum es that the only m otivation of politicians is
deology . R e-election considerations are notconsidered.” Tt firther assum es that
govermm ent can m anipulate the econom y to achieve the desired partisan goals.
The mle for popularty is Inplicit n determ Ining the behaviour betw een the
polity and the economy since the political parties ain to satsfy their core

constituents.
3 2 Conventionalweak partisan theory

W eak partisan theory nfers transitory partisan effects. The w orks of Frey and
Schneider are the classic expositions of conventional w eak partisan theory ?
Their work highliohts a trade-off between opportunian and ideology. By

Thoorporating both behavioural characteristics 1 govemm ent’s objctve
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finction, we m ove away from the polarised perspectives of the pure political
business cycle and strong partisan m odels. The m echanisn that underpins the
Frey and Schneider model is one which switthes behaviour from being
opportunistically m otivated t© being ideologically m otivated. The key to this
sw itching m echanign is govermm ents popularity Jead over the m ain opposition
party. Govermm ent has In m ind an ideal popularity lead. This deal lead is
referred t© as the crtical popularty lead. G overmm ent feels electorally safe
w hen its actual popularity Jead is In excess of the critical popularity Jead. This
critical Jead is a function of the position M the election period. The nearer the

forthcom ing election, the higher the desired critical popularity Jead.

If govermm ents actual popularity Jead is n excess of the critical popularity
Jlead then govermm ent holds a popularity surplus. If govemm ents popularity
Jead falls shortof the critical Jead then governm entholds a popularity deficit. A
popularty surplusm otivates governm ent to act ideologically w hile a popularity

deficitm otivates them to actopportunistically .

Frey and Schneider define opportunistic behaviour n accordance w ith the
preelection expansion highlighted by Norxdhaus (1975). However, this
behaviour is not confined solely to the min-up to the next election but to
w henever govermm ent holds a popularity deficit. The score hypothesis is again
assum ed so that to ncrease popularity governm ent m anijpulates the Jevers of
govermm ent policy to effect econom ic varables, such as unem ploym ent and
nflation. Ideological behaviour is defined by the desired proportion of

govermm ent expenditures n GDP. Tn the UK case Labour w ill desire a higher

16



relative size of govemment expenditure. This satisfies the partsan

characteristics of a Lefttw Ing party in prom oting w elfare and econom ic grow th.

Frey and Schneider thus define nanrow behavioural types. The popularity
Jead Index sw itches behaviour betw een that of the pure political business cycle
and that of strong partisan theory. The popularity lead index is In effect

govermm ents Indicator.

The Frey and Schneider politico-econom ic m odel is based upon two
fimctions - an evaluation finction and a reaction fimction. The evaliation
fincton is open to those crticians levelled at the score hypothesis.
C onventional w eak partisan theory further assum es that governm ents can alter
real econom ic variables. H ow ever, problam s can be identified w ith the reaction
function. Chrystal and A It (1981) question the treatm ent of the Labour Party .
There is no clear distinction between that behaviour characterisng Labour
under positive and negative popularty lead differentials. Th both situations
Labour is seen as ncreasing expenditures. Chrystal and A Ik ask why Labour
should have a target share of expendituires In national lncom e w hen they have a
positive popularity lead differential and not when they have a negative
popularty Jead differential. A second problam w ith the reaction finction is that
deological differences between the parties are assumed not to alter the
relationship betw een Insttum ents and targets. This is particularly so when one
is Jooking at particular com ponents of expenditures which may be favourad

m ore by one party than another.
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The flexbility of the election date causes difficulty t© all politcal
busihess cycle m odels In the UK . Here it hterferes w ith the concept of the
critical popularity Jead upon which the switth between ideological and
opportunistic behaviour depends. If the election date is fixed there is a
determ nate popularity lead at every mnstance in the election cycle. W ith a
flexdble election date we would expect the opportunistic dimension In the
model to be dampened. This will affect the probability of opportunistic
behaviour over the course of the election cycle which with a fixed election

period m ay have been expected to ncrease.

An area of nterest that does not appear to have been previously addressed
is the choice of govermm ents ndicator which sw itthes behaviour betw een
opportuniam and ideology . T the Frey and Schneiderm odel the popularity lead
Indicator is seen as being affected by econom ic varables. Thus, the Index can
be usad as an ndicator by govermm ent as a guide to its reelection chances.
How ever, while traditional popularity ndices m ight indicate poor re-election
chances, polls relating t© the likely w ners of the next election m iIght actually
ndicate that the Incum bent is expected to w in. This was certainly a comm on
occurrence I the 1980s. A ccording t© Gallup, between 1982 (2) and 1989 @),
voters consistently believed that the C onservatives w ere the likely w inners of
the next election. Thdeed only n 1986 2) did m ore people believe that Labour
were more lkely to win the next election than the Consewatives! Tn effect,
what may be referred to as the winers index nfernred less opportunistic

behaviour than the popularty Jead ndex i thisperiod.
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3 3 Rationalpartisan theory

The second exam ple of weak partisan theory is rational partisan theory. This
has its foundations in new classicalm acroeconom ics and is thus a new political
m acroeconom ic model. This model is Inportant because it shows how a
political bushess cycle can en erge within a new classical fram ework. It is
prim arily associated w ith the works of A Tberto Alesnal® It differs from the
Frey and Schneider variant of w eak partisan theory In in portant regoects. The
transitory nature of partisan effects does not involre any trade-off betw een
opportunistc and ideological behaviour. It stems from electon result
uncerainty and the new classical m acroeconom ic fram ew ork . ldividuals are
assumed to be fully mformed In every other respect and t© hold rational
expectations. Political parties are assum ed partisan. T a shgle party system

w ith no elections policy neutrality would exist. H ow ever, policy surprises are
generated by the uncertainty over the election result. To understand the theory

moredetailw e ollow A lesma (1987).

T the sin plest case w age contracts are signed annually . W agedargamners
n the period prior t an election are faced with an event which has a
probabilistic outcom e. The m odel assum es that electoral com petition Involves
tw o political parties. There are thus tw o possible outcom es each of which can

be assioned wih a probability that is exogenously determ hed. A Lucas
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surprise supply finction is used to describe the econom ic systam as in equation

@).
Y.=a [1,-W_)+Y" L)

w here, Y. = rate of grow th of output (n period t); P = Inflation rate; W . = rate
of grow th of nom nalwages; Y = mate of grow th of output com patble w ith the

natural rate of unam ploym ent.

W agedargamners are assum ed not to suffer from m oney illusion and thus
set the rate of growth In nom hal wages In accordance w ith the expected

nflation rate.W age contracts for the nextperiod are based upon those rational

expectations of mflation for the nextperiod, _,I15 :

w.=_,I1f=E ) Q)

where E (1) is expected Inflation . Substituting equation 2) into (1):

Y.=all.-EM)+Y 6)

Equation (3), thus, I plies that deviations In the rate of grow th of output
from the natural rate result from deviations In actual nflation from expected
hflation. It is the pmwbabilistc election result and the partisan nature of
political parties that offers the possibility of such deviations. O £ the two
partes, the party of the Left, party L, is m ore sensitive to unem ploym ent and

has a stronger ncentive than the party of the R ight, party R , to generate policy
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surprises and grow th. Party I isw illng to prom ote grow th and higher levels of

w elfare and prepared to fnance this by m oney creation.

A Jlesna (1987) presents the objective fiinctions of the tw o political parties
as cost functions. A ssum e thatparty L has an ideal or bliss point mflation rate,
c, which is unaffected by whether or not this is expected, and penalises
decreases In the rate of grow th as indicated by the param eter b'. The cost

function forparty of the Left can be w ritten as:

z, =2q°[= (I

. 5 - c) = b'Y,] @)

t

w here g is a discount factor assum ed equal for both parties. The summ ation is
over all cunent and future periods. To sinplify the algebra, output enters
Inearly nto the cost finction. The party of the R ight attributes no value t©
unexpected inflation and their ideal nflation rate is zero . The cost function for

the party of the R ightcan be w ritten as:

1
Z. = th[gni] )

Substituting @) nto @) and assum ing Y- =0

" 1 1
Z., :th5H§+5c2—d_[t—b'a (I.—E(1))] ®)

G iven thatw e can w rite the Infinite summ ation of gtas 1/(1q) and letb=b'a

1 2
L L' = C
w em anipulate the cost fimction of party L such that: 2, = 4. — (12_ .

)
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t

It is assum ed that policy-m akers can choose the rate of mmflation. The
elected party thus sets mflation Inm ediately after the election. There exists a
probability distribution of electoral outcom es w hich, given the assum ption of
rationality, is not dependent on either current or past econom ic perform ance.
The probability of party L being elected is P and the probability of party R
being elected is, hence, 1-P.

Opmion polls tGken In period t1 provide wagelargamners with
nform ation on voting ntentions and reveal P . H ow ever, when wages are set
there is election result uncertainty. This uncertainty is only relevant to those
contracts negotiated prior to the election for the period t n which the election

OocCcurs.

W hen elected the goveming party chooses the rate of mflation so as to
m Inin ise its own cost function. A ssum Ing mflationary expectations are given

the first order condition for the party of the Leftis:

I =b+c ®)
The first order condition for the party of the R ightis:
I =0 ©)

T period &1 w age-bargainers set:
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W, =E([)=PE([I")+ A-P)E([I")=P b+c) (10)

If party L is elected In period t there is unexpected inflation and therefore

outputgrow th is above the natural levelY *:

Y, =all;-E)]=a @-P)b+c) 1)

Ifparty R is elected n period tthere is a contraction:

R

Y =all; - E([)]=-aP b+c) (12)

G Iven our assumptions, we can view b as the difference between the
desire of the parties to generate surprise nflation and ¢ as the difference
betw een the ideal rates of mflation of the two political partes. Therefore,
Alesmna (1987) likens these to a m easure of political polarisation. The greater
the difference betw een the two parties . term s of the choice of Inflation the
ogreater is the degree of political polarisation. Tn twm, greater political
polarisation Infers heightened econom ic fluctuations as can be seen from
equations (11) and (12). The greater are b and ¢ the larger is the effect of

elections on output fora given level of election resultuncertainty .

Equations (11) and (12) also reveal that the m ore unexpected the election
result the Jarger the potential econom ic fluctuations. The Jlow er the probalbility
of party L being elected the larger is output grow th under party L and the
an aller the recession under party R . The higher the probability of party L
election success the less is any party L grow th or the greater any party R

recession . Fora given degree of political polarisation, a surprise election result
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causes a largerbusiness cycle w hile am ore certain resultgives rise to a an aller
business cycle.W agebargainers w hen faced w ith a probabilistic election result
are using opinion polls as a guide t© the election result just as punters use the
past form of horses In placing their bets. T effect, the m ore uncertain the
election result the m ore w agebarganers are edging their bets and the greater

the potential fora discrepancy betw een the expected and actual nflation rates.

B oth greaterpolitical polarisation and election result uncertanty give rise
to greater output fluctuations. The duration of the postelection fluctuations is
dependent upon the tim e that wage contracts have t© mn when the election
occurs. The m ost straightforw ard scenario would be when all wage contracts
are signed sin ultzneously . G ven the assum ptions of the m odel, w age contracts
sioned after the election do not give rise t© output fluctuations sihce voters
know who is In pow er and their discretionary inflation choice. H ow ever, the
hflation rmate is always higher under a party L. govermm ent because their
discretionary flation choice reflects a stronger lncentive to generate mflation

surprises and the higherrelative w eight given to outputas opposed t© inflation.

The rational partisan m odel seam s m ost gppropriate for countres w ith a
tw oparty system and w ith fixed election dates. Tn the UK context them odel is
undem ned by the flexibility of the election date. W agebargainers are not
faced by a solitary source of uncertamnty. Rather, they are faced by both
election result uncertamty and election date uncertamty . The in plication of this
additional source of uncertainty is additional deviations from trend. Testing of

the rational partisan theory I this setting is m ade acutely difficult. M odelling
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procedures would have to t@ke mto account the uncerainty of the actual
election result as well as the uncerainty over the actual election date.
M oreover, the tim e betw een elections can be short. For Instance, In the UK

there w ere tw 0 elections in 1974

Even if election dates are fixed, m odellng procedures have to take into
account election resultuncertainty . This is not the case w ith the tests em ployed
by Alesha and Roubini (1992). The idea was to see whether an intervention
term can be added that achieves statistical significance. H ow ever, their tem
requires a change In the political persuasion of govermm ent. They m ake the
assum ption that when the mncumbent has been re<elected it has tended to
comncide w ith elections that have Involved "“virtually no political uncerainty™

f0.669).This, of course, would In tum In ply virtually no econom ic blp.

To show very sinply that the Ink between reelection and the lack of
election result uncertainty is generally unfounded, w e devised an index of UK
election result uncertainty. This ndex was for the ten elections from O ctober
1959 to April 1992.Data was taken from G allup opmnion polls conceming the
expected w Inners of the next general election. W e assum e that the electorate
face a choice betw een voting C onservative or voting Labour. The uncertamnty
hdex is the ratio of the average percentage of people questioned :n the four
quarters up t© and ncluding the election quarter who believed the actual
election w Inners w ould Indeed w In to those who believed the election w Inners
would actually lose® The Jow er the Index the m ore uncertain the result. The

resultant ndex of uncertamty isshown nteble 1.
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Tabl 1: Index ofuncertainty

O ctober 8th, 1959 195 O ctober10th, 1974 148
O ctober15th, 1964 185 M ay 3rd, 1979 148
M arch 31st, 1966 118 June 9th, 1983 389
June 18th, 1970 154 June 11th, 1987 228
February 28th, 1974 127 April9th, 1992 154

O £ these elections, the 1966 election is deam ed to have been the most
uncertain. This election saw Labour reelected taking 363 of the 651 seats. This
clearly refiites the association betw een re-election and a lack of election result
uncertainty . The elections of 1983 and 1987 do support the assertion of A lesha
and R oubmni, butgenerally there isno clear association betw een re-election and

a lack of uncerainty .

The rational partisan theory is devoid of a dynam ic and nteractie
relationship betw een the econom vy and the polity . Popularity does not influence
policy, but mather determ mes the magnitde of econom ic fluctuations.
Ihdividuals are assum ed t© vote according t© policy mather than econom ic
perform ance as n strong partisan theory. H ow ever, t© use policy as a votng
ndicator requires strong assum ptions about the nform ation availble t© voters.
n particular, they must com prehend the ideological m otivations of political
behaviour and the im plications In relation t© policy and econom ic outcom es.

This is despite the fluidity of deology .
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4 .R ationalpolitical business cycle

The rational political busiess cycle models assum e that a govermm ent's
obpective finction can be defned In temms of opportunism or vote-
m axin isation. T contrast to the pure political bushess cycle model of
N ordhaus these m odels assum e that Individuals form expectations according to

the rational expectations hypothesis.

The rational political business cycle is m ost closely associated w ith the
w orks of Rogoff and Sibert (1988), Rogoff (1990) and Persson and Tabellini
(1990). There is, however, a difference In the focus of the Persson and
Tabellini varient In that it focuses on govemm ents dem onsttating their
com petence atm anaging the mflation-unem ploym ent relation . The othervariant
considers how govermnm ents w ish to appear com petent In relation to m anaghg

the public finances.

A lthough we will be primarly concemed with the mstum ent cycle
variant, a brief sketth of the Persson-Tabellini framework is useful. The
comm on elem ent is that the objctive function of voters can be defined over
com petence. The m ore com petent the governm ent the Jow er the Inflation cost
of an Increase In output. E ffectively, a m ore com petent govermm ent faces a
flatter Phillips curve. Th a K eynesian m odel and assum Ing that quantities react
m ore quickly than prices, the govermm ent ism odelled as having an lncentive at
elections to pursue polices ain ed ataffecting output, possibly by mitating new

govermm ent fnanced contracts. The ain is t© gppear m ore com petent. This
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hcentive arises since postelection the govermm ent can partake in inflation
financing of these expenditures so that the full cost n term s of inflation is only
revealed after ndividuals have cast their vote. Com petent governm ents m ay
Tronically have m ore of an Incentive t© dam onstrate their com petence sim ply
because they are able t© do so0. This is because it is assum ed that govermnm ents
do place som e w eight on social w elfare and acutely ncom petent governm ents
would not engage n expansionary policies shce the future Inflation costs

w ould be o great.

In concentrating on the mstum entlbased version of rational political
bushess cycle theory we follow Rogoff (1990). The key concept in the
approach is that of adm histrative com petence. This is defined as the revenue
needed to deliver a given level of govermm ent goods and services. The m ore
com petent is govermm ent the Jess revenue it requires to provide the given level

of goods and services.

An Individuals utlity function is defined over their consum ption of the
private good, ¢, the public consumption good per capia, g, the public
nvestm ent good per capita, k, and a "looks" chock, 1. The looks shock is
htended t© capture those factors related t© the ability of the goverrm ent and
Prime M nister to lead or govem, but which are not conelated with their
com petence In adm nistering the production of public goods. An individual’s
consum ption of the private good is directly related to the cost of the public
goods, T. Tax is In the form of lum p-sum s. It is assum ed that the total cost of

public goods In the cunrentperiod refers to those consum ption goods w hich can
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e consum ed 1n this period but to those nvestm ent goods that are consum ed In

the follow Ing period, & 1.

Each partys competence shock is serially conelated which provides
hdividuals w ith the ncentive to vote for a party that curnently appears m ore
com petent. The com petence shocks for the two partes are independent and
competence is deamed t© vary across tine and across political leaders.

C om petence is an nherent characteristic of the political party and its Jeader.

T any period votaers are able t© jpintly cbserve taxes, T, and govermm ent
consum ption soending, g. H ow ever, they have to use this inform ation t© form
expectations about nvestm ent spending which is ‘consum ed’ in the follow ng
period and, consequently, about the incum bents Jatest com petency shock. The

govermm ent thus holds an Inform ational advantage.

The Incum benthas t© setthe Jevel of consum ption spending and um p sum
taxes before it cbserves its "looks" shock although the voter can observe this
prior to voting . The assum ption is based on the fact that it takes tim e to collect
taxes and deliver services while the "looks" shock is mtended t© capture
nfom ation right up t© election day. The ndividual voter w ill com pare their

expected utlity under the tw o political parties.

The ncum bent Jeader w i1l m axin ise a discounted fiinction defined over
the probability, T, of being in office after the election and over socialw elfare
w hich relates both to the m Ix of public consum ption and nvestm ent goods and

to the consum ption of the private good. The Inform ation advantage that the
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govermm ent holds allow s it signal to voters its unobserved com petency . Tt can
do this through m anijpulations of g and 7. Signalling arises because there is a
Iim it t© the am ount that the Incum bent would be prepared to m anipulate the
public flnances. A sw ith the Persson and Tabellinim odel the lncum bentplaces
som e w eight on social w elfare. Therefore, the ncum bent is concemed about
the m ix of public consumption and Invesm ent and the need to resort
nflation financing of public expenditures

V oters can be m anjpulated by the level of the m psum  tax relative to the
Jevel of public consum ption goods because of the inform ation asymm etry . The
tem ptation to signal affects social w elfare and thus R ogoff and Sibert (1988)
Iiken itto cheating. If the sum of the indices of com petence and non-econom ic
popularty are Jow a rise In non-econom ic popularity is likely to ncrease the
Thcoentive to cheatm ore than if the sam e sum  is greater than the expected level
of competence. Thearefore, the rmwhtionshlpp between popularty and
m anipulations of govemment mstuments is dependent upon perceived
com petence. There isno cheating n non-election years since the public are able
to cbsarve the level of public Investm entand the com petence shock relating to

the period & 1 In the period &+ 2.

The preelecton tendency for govemment to favour consumption
soending over Invesmment spending can be rwferned t© as the visbility
hypothesis. The concept of visibility refers both t© the Inm ediacy of policy
In plications and to them ore concentrated effect on ndividuals. The benefits of

capital expendituresm ay take longer to appear and be less tangible. Tests of the
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visibility hypothesis could be focused upon pre-election expansions of current
expenditures. An adequate testwould presum ably require the identification of
narnow Iy defined expenditures. Ttw ould also have t© be bome In m nd that the
Thcentive t© signal com petence is not constant and crucially dependent upon

perceived com petence.

Hamington (1993) noted that if mformed ndividuals could observe
policies then voting w ould depend on policies and not econom ic perform ance.
The assum ption that voting depends on policy ismade in the case of rational
political business cycle m odels and In the strong and rational partisan theories.
The ability to both obserwve and comprehend past policies is a stong
assum ption. For mstance, an hdividuals tax bill com prises a m ix of a Jocal
property tax” and ndirect and direct taxes. T retum they recetve a bundle of
public goods and services provided centrally and Jocally . The 1ink betw een the
"tax price" of public goods and their consum ption is difficult to evaluate. If
policy is difficult to evaluate, let alone difficult to observe, ndividuals are

Iikely t© use other ndicators In deciding upon theirvoting Intentions.

The relationship between the economy and the polity could be better
developed. T particular, it is unclear how com petence origates. The issue of
com petence is clearly a fruitful one for researchers. The term com petence is
often misused and there is a need for a better understending of what it
encapsulates. This is certamnly tue n the UK where the perceived ability to

govem hasbeen an In portantdeterm nantof recentelection results.
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5.R eflections on political business cyclem odels

The political business cycle literature can be summ arised according to four
m odel types: (1) Pure political business cycles; ) Strong partisan theory; (3)

W eak partisan theory and () R ational political busness cycles.

Underlying the Nordhaus foure) political business m odel and the Frey
and Schneider variant of weak partisan theory is the score hypothesis. This
view s voters as naive such that they award improvements in econom ic
conditions w ith Increases In govemm ent popularty. The score hypothesis is
deologically-free although ideology should notlbe discountad In an analysis of
govermm ent popularity . The m echanian by which ideology affects popularity
ndices needs t© be pursued further. It is perhaps appropriate to consider how
voters nterpret the com petence of political parties n dealng w ith the m ost
urgent problam , either econom ic or non-econom ic. Tn this regpect popularity
becom es a fimction of deology and perceived competence. Further, voter
expectations are an Important mechanian In determ ining popularty. If
uneam ploym ent is expected t© w orsen then voting intentions m ay reflect view s

conceming the relative abilities of the parties to tackle thisproblam .

R esearch Into m odelling the popularity of political parties should perhaps
better appreciate the nterrelationships between ideology, competence and
expectations. This is perhaps best highlighted by the Conservative Party'’s

ability to wmn the 1992 UK general election despite high unem ploym ent,
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expectations of even higher unem ploym ent and the C onsaervatives association

w ith prioritising nflation overunem ploym ent.

D espite flexible election dates n m any countres, lncluding the UK, the
political bushess cycle theory typically works under the assum ption of fixed
periodical elections. In plications for all m odels variants follow from flexible
election dates. N ot Jeast, flexible election dates give govermm ents an additional
policy mnstiment. One would expect this to dampen the magnitde of
opportunistc m anipulations of policy mstum ents. Tn the Nordhaus m odel
govemm ent can wait for econom ic In provem ent rather than create a pre-
election boom . Further, the act of signalling In the rational political bushness

cyclem odel could be replaced by the actof calling an election.

The flexibility of the election date hasnot seam Ingly been am ajprissue in
w eak partsan theory. H ow ever, discussion is equally relevant here. Flexible
election dates Interfere w ith the conceptof a critical popularity Jead which isat
the heart of the Frey and Schneider model. It is the key t©o the switthing
m echanian which causes policy behaviour t© switth between being either
deological or opportunistic. Ressarch could perhaps consider whether the
additional policy instrum ent of choosing the election date in plies any greater
scope forpartisan policies.

The second w eak partisan m odel is that of rational partisan theory. The
model crucially depends on the assumption of partisan parties, rational

expectations and perfectm arkets. hdividuals are assum ed to be fully Inform ed
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although an mfom ation gap arises In the election period conceming the result
of the election and thus the future policy-m aker ‘type’.A flexible election date
ceases t© render election result uncertainty the sole source of econom ic
deviations. The second source is election date uncerainty . W agetargainers are
notonly faced w ith a probabilistic election butw ith the additional problam of
when the election itself will be. The Inplication is of additional econom ic

fluctuations.

Ttm ay w ell be that the assum ed behavioural types of the political business
cycle models are typically too sinplistic. Perhaps opportunistic behaviour
should Include behaviour whereby political partes act m a way o as to
deam onstrate their ability to m ange both sides of the Phillips relation and to deal
w ith those issues typically dentified with altemative political parties. This
behaviour is not considered In any of the fourm odel types. Even i the Frey
and Schneider variant, w hich recognises the need for political parties to appeal
to both their core voters and floating voters, opportunistic behaviour is sin ply

m odelled as thatof the pre-election phase of the pure political business cycle.

M ore research is needed to analyse the mstuments of politcal
expediency. The rational political business cycle offers the possibility that
govermm ent expenditure policy w ill be biased tow ards consum ption and aw ay
from Invesm ent expendituires. C onsum ption expenditures are m ore Inm ediate
and m ore visible expenditures. The m anipulation of expenditure In accordance
w ith the visibility hypothesis requires research based on nanow Iy defined

com ponents of expendituires.
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6 .Bridging the gap w ith the new politicalm acroeconom ics

W e have seen how the political business cycle literature can be categorised
according to the objctive function of the policy-m aker and the nature of the
expectations process. T the lastpart of this paperw e briefly considerhow the
political busihess cycle litemture and the new politcal m acroeconom ics
com plam ent one another. Th particular, we consider how the two strands of
literature have been brought together by the work of A Jesha In r=lation t©
excessive nflation and how we could draw on other stands of politcal

business cycle theory to strengthen this te.

W ith the grow Ing ascendancy of new classical m acroeconom ics In the
1970s the m odels of N ordhaus, H lbbs and Frey and Schneider w ere open to
critician . This centred on the ability of goverm ents to actually m anipulate
output and unem ploym ent in the way these m odels described. A t the heart of
new classical m acroeconom ics is the policy neutrality result. This hsisted that
under certain conditions anticipated m onetary or fiscal policy would have no
affect on the econom v'’s output or unem ploym ent Jevels. This required rational
expectations, m arket clearing and an aggregate supply finction such that only
enors relating to prices w ould result In output or unem ploym entm oving aw ay

from anatural level™

The models of Noxdhaus, Hitbs and Frey and Schneider sat

uncom fortably w ith the new classical policy neutrality proposition. A Jesna has
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done m ore than m ost to show that it is possible to take the ideas of political
business cycle theorists, enbed them w ithin new classical tradition and stillbe
able to describe a political business cycle. W hat causes cycles in output and
unem ploym ent is the inform ational gap caused by election result uncertamty.
Sin ilarly, the rational political business cycle school has shown that In the
presence of rational expectations an nform ational gap conceming govermm ent
com petence can result n cycles n either mstrum ents or econom ic outcom es or
Indeed both. How ever, this school is rather m ore diverse and not all m odels
Thoorporate all three of the new classical m acroeconom ic ngredients. It is the
A Jlesna m odel that has built a bridge betw een traditional political bushness

cycle theorists and new classicalm acroeconom ics.

W hile A lesiha’sm odel is often used to focus on how a political-econom ic
cycle can result from anew classicalm acroeconom ic m odel, italso show s how
politics can subtly affect the m agnituide of Inflation bias or the degree of excess
nflation. The concept of nflation bias arose from the work of Kydland and
Prescott (1977). W ihin a new classical macroeconom ic model the
govermm ent’s objctive finction is m odelled over the costs and benefits of
nflation. M oreover, the govemm ent mnherits the objctive fimction of the
m edian voter. W hile govemm ent would prefer low levels of Inflation per se,
they derive welfare from output gamns that Jeads to the level of output rising
above and unem ploym ent falling below their natural Jevels. H ow ever, this can
only be achieved by surprise nflation and so govermm ent is m odelled as

placing a particular weight on output relhtive to Inflation. The greater this
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w eight the m ore prepared they are to use surprise inflation and thus higher

nflation to boostoutputand reduce unem ploym ent.

In the Kydland and Prescott model, the public are aware of a
govermm ent’s ncentive. hflationary expectations are biased upw ards which
causes govermm ent to deliver higher inflation. If they did not then the result
would be Jow er output and higher unem ploym ent. The ncentive to generate
surprise nflation sinply leads to excessive inflation. The degree of this
excessive flation depends on the relative w eight given to output and surprise
nflation. This weight was referred to by Bano and Gordon as the benefit
param eter. The greater the benefitparam eter, the greater Inflation bias. lhflation
bias is measured from the govermm ent’s bliss pomnt nflation rate. The bliss
point is the com bination of Inflation and unem ploym entoutput that delirers the

govermm ent the highestpossible level of satisfaction.

The A lesha model takes the two political parties as placing different
relative w elghts on output to inflation. Therefore, the benefit param eters of the
two potential govermm ents are different. A lefrof-centre govermm ent would
place m ore w eight on output and thus surprise inflation than a riohtof-centre
govermm ent. C onsequently, the inflation bias of the fom er is greater than that
of the latter. A lthough Bano and Gordon (1983) argue that there m ight be
downw ard pressure on inflation bias because govermm ents value the future
credibility of their econom ic policy, there w ould seem no reason to believe that

one party would be m ore concemed about this future cost arising from today’s
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surprise Inflation. The result is that Inflation is higher under a leftw ng as

opposed to a rightw Ing govermnm ent.

A Jlesna’s m odel borrow s the concept of ideology from the traditional
political business cycle school t© draw inferences withn a new classical
fram ew ork. Th particular, A Jesina’s model is an extension of the Banmo and
G ordon fram ew ork . H ow ever, it is also possible to consider how opportunism
could affect inflation bias. Perhaps, the bestway t© think of opportunian is n
the mamner of Frey and Schneider. They essentially saw opportunisn as
reflecting the tim e elapsed In an election period and the governm ent’s level of

popularty relative to thatof the opposition.

Once could In aghe defining a discounted popularity index to m easure the
Thcentive for opportunisn . Popularty could be discounted or w eighted by the
tim e t© the next election. A s Frey and Schneider them selves note, unpopularity
can be tolerated by a govermm ent In the early part of an election period but less
and Jess so as the next election approaches. O pportunism would then affect the
relative Importance of output to inflation. The greater the mcentive for
opportunism  the m ore w eight govermm ent places on output and thus surprise
nflation. The ncentive would be t© court popularity shce the govermm ent’s

w elfare function is mherited from them edian voter.

The Inplication of our weighted popularity ndex is that unpopularity

hcreases the value of the governm ent’s benefitparam eter. The cost of Inflation

m atters relatively less. The effect is to ncrease nflation bias. The governm ent
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iswillng to acceptm ore nflation for som e am ount of extra output. Since the
margnal rate of substtution between nflation and output is affected,
hdiiduals’ expectations of Inflation are affected resulting n higher Inflation.
If the bliss level of nflation is unaffected, the result is greater inflation bias.

W e can use the sam e notation as thatusaed for the earlier derivation of the
A Jesnmam odel n order to show the possible effect of opportunian on inflation
and inflation bias. A ssum e that policy-m aker i has the follow Ing objectie

fimction:

‘= 3qt = @, - ')’ - Dby, ] 13)

w here bti equals bgop w hen the discountad popularity index ishigh and bjnpop
when Iow and b, <b.__ .The deal mate of nflation forpolicy-m akeri, ¢, is
not tim e-dependent. Opportunian affects the margmnal rmate of substtition
between mflation and output (unemploym ent), but not the ideal level of

nflation. Soling this m odified version of A Jesha’s m odel and allow Tng ot In

equation (1) to equall, the discretionary nflation choices are:

M =P, +¢ 14)
Hunpop = bunpop +cC 5)

Therefore, nflation is higherwhen the popularity of the policy-m aker is low er.

Furthem ore, it follow s that the mflation bias, which is m easured from the
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optimal inflation mate, is greater when govemm ent or policy-maker 1 is

unpopular.

Therem ay be furtherpressure from opportunian to ncrease inflation bias
sihce, n addition t© output having greater relative in portance, the degree to
w hich the Joss of future credibility m atters decreases. Therefore, the dow nw ard
pressure from the credibility cost identified by Bano and G ordon is likely t© be
Jess. Coupled w ith the higher benefit param eter, the greater discounting of any
credibility Joss works to ncrease Inflation bias during periods of govermm ent

unpopularity .

Tn conclusion, by draw ing on the political business cycle literature and, in
particular, the way In which the objctive functions of policy-m akers are
m odelled, one can m ake further obsarvations as to the m agnitude of nflation
bias. Ih this way the political bushess cycle literature can com plam ent the

focus on nflation of the new politicalm acroeconom ics.

7.FnhalComnm ents

n this paper we have review ed the much m aligned political bushess cycle
literature. W e have exam ned the importance of the expectations form ation
process and the characterisation of the govermm ent’s objctive function. It
would appear too sinplistic t© suggest that governments are okl
opportunistic or ideological. Thcorporating both behavioural types mto any

politicalm acroeconom ic m odel seam s the com m on sense approach.
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A central them e of the new political m acroeconom ics has been the effect
of politics on nflation. The concept of mflation bias arises from the portrayal
of a govermm ent nclined t© generate surprise mflation. Since the govermm ent's
welfare function is nothing more than that of the m edian voter this is an
opportunistic m odel n the N ordhaus sense, but w ithout the repeated bushess
cycle. N onetheless, inflation bias is the result of opportunian and the desire to

affect the popularity of the m edian voter.

A Jlesna show s how a political business cycle is possible w ithin a new
classical fram ew ork. The In portence of this m odel is that it uses behavioural
characteristics from political business cycle theory . Inflation bias is determ ined
by ideology which affects the weight a political party places on surprise
hflation relhtive to the cost of inflation itself. Here each party nherits the
w elfare function of its representative core constituent. This is often forgotten n
understending Gordon Brown'’s decision t© grant the Bank of England
operational independence M M ay 1997. Labourm ay have expected there t© be
a greater degree of excessive mflation because of the publics’ perception that,
relative to the C onservatives, itw ould place lessw eighton the costof nflation.
By shifting responsibility for m onetary policy to the Bank it could hope t©

ram ove the effectof its own ideology on inflation bias.

U sing behavioural characteristics reflecting both the inportance of the
tim e elapsed In an election period and the govemm ent’s popularity one can

further exam e pressures affecting inflation bias. A flerallow Ing forthe time t©
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an election, unpopular govermm entsm ay feelm ore inclined to generate surprise
nflation which can Jead t© greater inflation bias.

The fnalm essage of this paper is thatpolitical business cycle theory and
the new political m acroeconom ics com plem ent one another. There is a clear
overlap since both recognise that to tuly understend govermm ent econom ic

policy onem ustacknow ledge in portantpolitical din ensions.

42



R eferences

Alesmna, A . (1987) M acroeconom ic policy n a tw o-party system as a repeated

gam e, Q uarterly Joumal ofEconom ics 102, 651-678.

Alesna, A .Cohen, G ., and Roubmi, N . (1992) M acroeconom ic policy and

elections m O ECD damn ocracies, Econom ics and Politcs 4, M arch, 1-30.

Alesna, A . and Roubini, N. (1992) Political cycles .n OECD econom ies,

Review ofEconom ic Studies 59, 663-688.

A lesina, A . and Sachs, J. (1988) Political parties and the bushess cycle in the
United States, 1948-84, Joumal of M oney, Credit and Banking 20,

Febmary, 63-82.

Al J. (1985) Politcal partes, world dem and and unem ploym ent, Am erican

Political Science Review , 79, 1016-40.

Arelus, F.and M eltzer, A . (1975) The effect of aggregate econom ic variables
on congressional elections, Am erican Political Science Review 65, 1232-

1239.

A ghworth, J. (1995) The an pirical relationship betw een budgetary deficits and
govermm ent expenditure grow th: An exam hation using cointegration,

Public F mance 50, 1-18.

Bano, R .and Gordon, D . (1983) Rules, D iscretion, and Reputation m aM odel

ofM onetary Policy, JoumalofM onetary Econom ics 12, 101-20.

43



Beck, N. (1982) Does there exist a political bushess cycle: A Box-Tiao

analysis, Public Choice 38,205-209.

Bemer, H.and W oitek, U. (1997) Searching for political business cycles in

G em any, Public Choice 91,179-197.

Chappell, H . and Keech, W . (1988) The unan ploym ent rate consequences of

partisan m onetary policies, Southem Econom ic Joumal79,107-122.

Chrysal, A .and A, J. (1981) Som e problam s n form ulating and testing a

politico-econom icm odel of the UK , The Econom ic Joumal9l, 730-736.

Fair, R . (1978) The effect of econom ic events on votes forpresident, Review of

Econom ics and Statstics LX M ay, 159-173.

Frey, B. (1978) Politico-econom ic m odels and cycles, Joumal of Public

Econom ics 9, 203220.

Frey, B .and Schneider, F'. (1978) A m odel of politico-econom ic behaviour
the UK , The Econom ic Joumal, 88, 243-253.
(1981) A politico-econom ic model of the UK: New estmates and

predictions, The Econom ic Joumal9l, 737-740.

Garmer, M . (1994) The quest for political cycles .n OECD econom ies,

European JoumalofPolitical Economy 10, 427-440.

Golden, D. and Poterba, J. (1980) The price of popularty: The political
business cycle re-exam ined, Am erican Joumal of Political Science 24,

696-714.

44



Hamington, J. (1993) Econom ic policy, perform ance and elections, Am erican

Econom ic Review 83,27-42.

Hibbs, D. (1977) Political parties and m acroeconom ic policy, Am erican
Political Science Review 71,1467-1487.

_ (1982) Econom ic outcom es and political support for B ritish govermm ents
am ong occupational classes, Am erican Political Science Review 76, 259-
279.

_ (1986) Political parties and m acroeconom ic policies and outcom es In the
United States, Am erican Econom ic Review 76, 66-70.

_ (1992) Partisan theory after fifteen years, European Joumal of Political
Economy 8,361-373.

_ (1994), The partisan m odel of m acroeconom ic cycles: M ore theory and

evidence forthe Unied States, Econom ics and Politcs 6, 1-23.

Kalecki,M . (1943) Politcal agpects of full em ploym ent, Political Q uarterly 14,

322-331.

Kramer,G . (1971) Shortterm fluctuations In U S voting behaviour, 1896-1964,

Am erican Political Science Review 65,131-143.

Kydlnd, F. and Prescott, E. (1977) Rules Rather than D iscretion: The
Thconsistency of O ptim al Plans, Joumal of Political Economy 85, 473-

91.

45



Lockw ood, B . Philippopoulos A .and Snell, A . (1996) Fiscalpolicy, public debt
stabilisation and politics: Theory and UK evidence, The Econom ic

Joumall0O6,July, 894-911.

Lucas, R. (1973) Som e Ihtemational Evidence on O utput-nflation Trade-offs,

Am erican Econom ic Review 63,326-34.

M acRae,D . (1977) A politicalm odel of the business cycle, Joumal of Political

Economy 85,pp.239-263.

M cCallum , B . (1978) The political busihess cycle: An an pirical test, Southem

Econom ic Joumal44, 504-515.

Nannestad, P. and Paldam , M . (1994) The VP-fimcton: A survey of the
Jiterature on vote and popularty finctions after 25 years, Public Choice

79,213-245.

Nordhaus, W . (1975) The political business cycle, Review of Econom ic Studies

42,169-190.

Periman, R . (1958) Forces w dening occupational w age differentials, Review of

Econom ics and Statstics 40, 107-115.

Persson, T'. and Tabellini, G. (1990), M acroeconom ic Policy, C redibility and

Politics. Sw itzerland : H arw ood A cadam ic Publishers.

Phelps, E. (1972) lhflation Policy and Unemployment Theory. New York:W .

W .Norton and C om pany nc.

46



Reder, M . (1955) The theory of occupational wage differentials, Am erican

Econom ic Review 45, 833-852.

Rogoff, K. (1990) Equilibrimn political budget cycles, Am erican Econom ic

Review 80,21-36.

Rogoff, K . and Sibert, A . (1988) Elections and m acroeconom ic policy cycles,

Review ofEconom ic Studies 55, 1-16.

Roubini, N . and Sachs, J. (1989) G overmm ent spending and budget deficits in

the Industral countries, Econom ic Policy 8, 100-132.

Schultz, K . (1995) The politics of the political business cycle, British Joumal

ofPolitical Science 25, 79-99.

Snowdon, B. (1997) Politics and the Bushess Cycle, The Political Q uarterly

68,255-66.

Suzuki, M . (1992) Political bushness cycles m the public m ind, Am erican

Political Science Review , 86, 989-996.

Swank, O. (1991) Popularty finctions based on partisan theory, Erasnus
University hsttite for Economic Research D iscussion Paper Serdes

p9112.

Thurow , L. (1970) Analysing the American incom e distribution, Am erican

Econom ic Review , 60, 261-267.

Tufle, E. (1978) Political Control of the Economy. New Jersey: Princeton

University Press.

47



N otes

' Seealo M acRae (1977).

> M acRae (1977) describes this as an Tvestm ent for election day success.

’ The UK figures are from Econom i Trends (various editions) and the OECD figures
from Econom ic Outlook (various editions).

* For Instence, see M «Callm  (1978) for a refutation of the pure politcal business
cycle In the US; Keil (1988) for supportve evidence n the UK for outtom e and
nstum ent cycles; A Jesna and Roubmni (1992) for a denial of outtom e cycles In an
Intermational context and A lesina, C ohen and Roubini (1992) for som e wesk evidence
of cycles In m onetary and fiscal variables In an htermational context

® Fora counterview see Perinan (1958).

® See in particular, H ddbs (1977, 1982,1986).

" Tterestingly, H dobs (1992) m oves aw ay from strong partisan theory by referring to a
trade-off betw een opportunistic and deological considerations. This is w eak partsan
theory.

¢ T particular, see Frey (1978) and Frey and Schneider (1978).

° 11 1986 4) 33% ofvoters thought the C onservatives w ould w In the next election and
44% Labour. Between 1982 (2) and 1989 @) the average respective figures were
573% and 22 8% .

'’ See A Jestna (1987), A Jesiha and Sachs (1988) and Chappelland K eech (1988).

"' The tw o elections in 1974 w ere on February 28th and O ctober 10th.

12 The average of the four quarters w as teken 1 order to represent the typical length of

the B ritish w age contract.
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B the UK the Jocal tax is the C ouncil Tax . H ouses are placed into one of eightbands
according to property value. There is a discount of 25%  for those houses w ith one
adultoccupantand rebates avaikbble for those on Jow Incom es.

" Fora derivation of a new classical aggregate supply fnction see Lucas (1973).
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